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

1. Approach for Rate of Return
The Commission, while framing regulations for the previous periods, had recognized that Return on Capital Employed (ROCE) approach is preferable but because of lack of benchmarking for Debt-Equity mix, fluid situation in regard to interest rate and debt market in India, had decided to adopt Return on Equity (ROE) approach.  With the listing of major power utilities on stock exchanges, permission for 100% FDI in power sector, development of debt market in India, stabilizing trends of interest rate and accessibility of Indian companies to foreign market for debt and equity, the ground situation has changed to a great extent.          As such, a fresh look is required to be given towards the approach for rate of return, that is, whether ROE approach vis-à-vis ROCE approach.

Comments/ Suggestions
	Sl.
No.
	Respondent
	Comments/ Suggestions



	
	1.  SERCs
	

	1.1
	West Bengal ERC  (No. WBERC/A-3/4/1718 
dt. 07.01.08)
	Time is not yet ripe to shift over from ROE to ROCE approach.



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

	Continue ROE approach.
(1) Interest rate trend in last two years has not stabilized.                                                                                                                                     (2) Inflation rate in recent past is fluctuating.


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

	ROCE is preferred.
(1) (i) debt market has developed and interest rate stabilised;                         
 (ii) Foreign debt market is accessible; 
(iii) ROE is a mechanical approach with no initiative project developers to reduce interest costs.                                                                                                                                    


	1.4
	Karnataka ERC  (No.KERC/DIR(Tar)/3753  dt.22.01.2008)
	ROE is preferred.  



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

	ROCE is preferred. - In generation and transmission only.                                                                                                                                                                                                       (1) ROCE provides ample scope for optimization of capital structure and cost of capital.
(2) ROE is preferred for distribution - as this sector is more risky.


	1.6
	Assam ERC  (No.AERC.48/2003/257   dt.25.01.2008)

	ROCE is preferred.
(1) (i) ROCE @ 10-12% if interest rate on borrowed capital is not considered;
ii) ROCE @ 4-6% if interest rate on borrowed capital is considered.

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


	ROCE approach is more practicable for MYT

(1) ROCE covers more than one FY and from year to year the financial mix may keep changing.

(2) Factors mentioned in the approach paper have very little relevance in choosing ROE or ROCE approach since return allowed is subject to truing up with actual financial results shown by the audited accounts.

	
	
	

	
	2.  Governments
	

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

	Continue ROE approach.                                                                                                                                                                                            
(1) Interest rate has not stabilized.


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

	Time is not yet ripe to shift over from ROE to ROCE approach.                                                                                     (1) Issues like listing of power utilities on the stock market, permission for 100% FDI in power sector etc are yet to be fully developed.



	
	
	

	
	3.  Central Sector
	

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

	Continue ROE approach. - It is realistic and superior.                                                                                                                                                                                           (1) Though ROCE will avoid D/E ratio related disputes, it will not reflect actual market condition      

(2) Actual CE is not fully accounted - CE comprises NFA and NCA but regulator considers only NFA.                                                     

(3) For existing projects adopting NFA approach ROCE will result in lesser return - after repayment of debt investment reflects only equity and earns ROE but with ROCE rate of return will be less than ROE.
(4) Rate of return under ROCE approach does not reflect true picture as it is worked out on benchmarked rates.


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

	

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

	

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

	Continue ROE approach. - With an option to the generators to adopt ROCE approach at the beginning.                                                                                            (1) (i) Risk is undertaken at the time of making investment decision and it do not changes over time;  

(ii) Though there is a possibility of swapping/ rationalization of debt, this do not apply to equity;  

(iii) Change in investment climate like development of debt market, permission of 100% FDI, etc will not affect equity part.                                      


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

	Continue ROE approach.                                                                                                                                                                                            
(1) Due to certainty small players will be induced to invest and thus will bring more competition.                                                                                        (2) ROCE will benefit big players who have access to cheap loan.

	3.6
	Tehri HDCL   (No.THDC/RKSH/14/COMML/2145 dt.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 ROE approach.                                                                                                                                                                                              
(1)Though ROCE is a better matrix, it will be difficult to fix a value of ROCE;                                                                                                   

(2) Situation has not changed that drastically to merit change.                                                                                                                                                                                


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


	ROE approach
(1) ROE approach is simpler and more straightforward.

	
	
	

	
	4.  State Sector
	

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

	Better to adopt ROE approach.                                                                                                                                                                                              
(1)Though ROCE can provide incentives to the developers who can manage the fund in a better manner and encourages the competitive tariff.                                                                                                                                                                          


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

	Continue ROE approach                                                                                                                                                                                               
(1) (i) ROCE approach will help AAA rated companies and will stand to gain a lot;  

(ii) State generators will be exposed to higher level of risk if lower rate is fixed.


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

	ROCE is preferred.                                                                                                                                                                                                        
(1) With development in last few years, necessary data is now available.                                                                                                                
(2) (i) ROCE incentives the investor to bring in gearing efficiency and low cost debt;   

(ii) Any gain obtained by optimizing cost of capital either with innovative capital structure or using low cost debt than normative cost of debt or both then such gain should be shared equally between developer and beneficiary;  
(iii) Sharing of gain should be adjusted in the subsequent year.                                                                                                                                    (3)  (i) ROCE being an asset side approach will obviate the need to allocate existing loans and equity to asset;  

(ii) In most states, due to cash losses the liability exceeds the asset values (as often loans are used to fund the losses) and loans can not be linked to assets created; 
(iii) This creates problem, as regulator has to scrutinize and select those loans for pass through that have actually been utilized to create asset.                                                                         
(4) CERC may consider 75% of Regulated Rate Base (RRB) as debt and 25% as equity for the purpose of ROCE.



	4.4


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

	ROCE is preferred.
(1) (i) ROCE @ 10-12% if interest rate on borrowed capital is not considered;
(ii) ROCE @ 4-6% if interest rate on borrowed capital is considered                                                                                                                                  


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

	Adopt present method of ROCE approach   duly recognizing the debt as important factor      (???)                                                                                                (1) (i) Most of the power utilities are owned by the Govt;   

(ii) Equity of the Govt. as shown in B/S is very low as compared to the size of the assets;   

(iii) It may take 10 yrs. by the time equity from FIIs and private sector becomes sizable;  

(iv) As such in ROE approach, tariff determined would be very low and this will be detrimental to the capacity of the utility to tackle the future increase in demand.  


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

	Continue ROE approach.                                                                                                                                                                                            
(1) (i) Debt market is not fully developed;  

(ii) Interest rate has not stabilized and are falling;    

(iii) With improved financial security measure of SEBs, business risk has reduced considerably.


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

	ROCE is preferred.                                                                                                                                                                                                        
(1) There are various avenues/ sources of financing.                                                                                                    (2) (i) It will help service such sources of long term fund;    

(ii) Will curtail inflationary effect on the above funds deployed.


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

	(1) Adv. Of ROCE: (i) Gives flexibly of the capital structure to the developers as he can choose D/E ratio;   

(ii) Provide incentive to the developers to look for least cost fund.                                                                                      (2) Disadv. of ROCE  (i) Risk to the developer is more as market scenario may not remain same;  

(ii) Developers may ask for more risk premium.



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

	Continue ROE approach.                                                                                                                                                                                            
(1) debt market is still volatile


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

	Continue ROE approach.                                                                                                                                                                                            
(1) (i) There is contention in the D/E ratio of the Old and New stations though debt market is stabilizing;  

(ii) ROE safeguards consumers’ interest.                                                                                                                                   
(2) Alternatively consider ROCE subject to:  (i) D/E ratio be 80:20;    

(ii) ROE of 8%, PLR of 9% and thus ROCE of 8.8% (say, 9%);   

(iii) ROCE should be dynamic and may be reset every year considering ongoing reform in every sector including banking, actual variation in PLR;   (iv) Base PLR is to be taken as applicable on the 1st April of the FY.


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


	ROCE approach
(2) Advantage of ROCE:

(i) Return will be on NFA and as such there will be no dispute on D/E ratio.          

(ii) Will bring in gearing efficiency.

(iii) There will be efficient sourcing of low cost debt.

(iv) R&M expenses will not increase the capital base abnormally.

(v) No RoE after repayment of equity through depreciation.

(vi) RoR to be linked to ‘GOI risk free RoR + risk premium (based on beta factor for power sector).

(vii) Will encourage competitive tariff.

(viii) Will incentivise the investors for better structuring of capital.

(ix) Incidence of FERV will not arise.

	
	
	

	
	5.  SEBs
	

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


	

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

	Continue ROE approach.                                                                                                                                                                                            
(1) Interest rate has not stabilized.


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

	ROCE is preferred.                                                                                                                                                                                                        
(1) (i) Tariff Policy 5.3(a): Either of the approach can be adopted but resultant tariff should not enrich the PSUs at the cost of end consumers;  

(ii) ROCE will simplify the tariff working.                                                                         
(2) In case of ROCE:  (i) Return to promoter should be based on the rate of interest of long term bonds plus the rate for risk capital employed in the project;  

(ii) Cost of capital should be the Cost of CE by the top rated company in the industry;   

(iii) Return on CE should be the risk free rate of return available for RBI bonds as the existing PSUs are fully secured by way of tripartite agreement up to 2015 and in the present shortage scenario there will be no problem in selling;   

(iv) for old project, ROCE is to be adopted only on the net block.


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

	Continue ROE approach.                                                                                                                                                                                            
(1)(i)  Interest rate has not stabilized;   

(ii) ROCE would prove to be costlier to the consumers.


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

	Continue ROE approach.                                                                                                                                                                                            
(1)(i)  Interest rate has not stabilized;   

(ii) ROCE will cause undue loss or profit.


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


	ROCE approach is preferable.
(3) It will attract investment.

	
	
	

	
	6.  Pvt. Sector
	

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


	ROCE is preferred.                                                                                                                                                                                                        
(1) ROCE gives the investor to bring in gearing efficiency.                                                                                                                                (2)  To what amount ROCE should apply?         

(i) Financial acumen would indicate that ROCE on the NFA is a correct approach as this would indicate the capital in the business that is still left.     (ii) However if the same ROCE rate is applicable over a long period of time, it would not correctly reflect the fact that ROCE changes as the debt is repaid (Post-tax WACC increases with repayment of debt over a period of time).     (iii) As such, it would be fair to give some appropriate ROCE for tariff to reflect this increase in cost of capital i.e. rate of ROCE should not be equal to the ROCE for the first year of operation but some sort of time value average for the life of the project.


	6.2
	Torrent Power (No. Nil dtd.11.01.2008)

	Continue ROE approach.                                                                                                                                                                                            
(1) It will be difficult to fix Rate for ROCE as different instruments of raising fund is available.                                        

(2) (i) There will be movement in the interest rate over a period of 3-5 yrs.;   
(ii) There has been considerable movement in interest rate - so rate might not be stabilized.                                                                                           

(3) ROE is simple and time tested.


	6.3
	Powerlinks Transmission Ltd. (No.24360010 dtd.19.01.2008)

	

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

	Continue ROE approach.                                                                                                                                                                                            
(1) (i) Interest rate has not stabilized;    

(ii) risk premium in the power sector or even promoters' specific risk can not be treated as having stabilized.


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

	ROCE is preferred.  



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

	ROE ceiling norms are preferred.                                                                                                                          
(1) (i) ROE or ROCE, should be ceiling norms only;  

(ii) Tariff for all new projects be determined on competitive bidding only.                                                                                                                                                               
(2) For existing plants: (i) help to release the locked up equity to 11% (never more than 20%) considering the project attractiveness and debt market condition;  

(ii) Released equity shall be available to re-invest in this sector;  

(iii) This can be done by converting existing equity into cheaper debts which in turn could be amortized like all the other debts;   

(iv) This conversion will not have any bank ability issue;  

(v) This will help in reduction of tariff.


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

	ROCE is preferred.                                                                                                                                                                                                        
(1)(i) cost of debt: ROE approach do not induce the management to plan and implement the financial plans in such a way that both the instruments (equity & debt) are utilized effectively to optimize the cost;    

(ii) tax; ROE approach do not encourage to plan taxes as it is pass through;    (iii) D/E ratio: In ROE approach, there is a need to determine D/E ratio as the promoter will try to bring in maximum equity in order to maximize its profit but in ROCE the promoter will try to optimize it as the return is same for equity and debt;    

(iv) utilisation of fund: In ROE approach there is no emphasise in actual utilisation of equity but in ROCE considers utilisation of funds i.e. 'asset-short term liabilities'; thus it is easier to identify debt and equity in any other non-core business and accumulation of non-remunerating assets i.e. cash and bank balances or debtors;    

(v) FERV: ROE approach concentrates on equity.
financing only and thus debt cost and linked FERV remains an issue  but in ROCE, FERV can be made as a part of debt financing and can be left at the disposal of the investor as he is being compensated by a fixed return on the entire funds;

(vi) ROCE does not gauge profitability to equity holders but measures profitability after factoring in the total amount of long term capital used in the project;    

(vii) DERC and APERC have implemented ROCE approach which is quite effective to enhance performance metrics and efficiency in utilities.                                                             
(2) Issues to be taken note of if ROCE is implemented:  (i) depreciation rate to be revised at least to the extent of Company's Act as low depreciation rate creates difficulty in procuring debt.



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

	

	
	
	

	
	7.  Other Orgn.
	

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

	The competitiveness of power generation sector to attract investments depends inter-alia on improvement of financial position of SEB's, progressive reduction of T&D losses, etc.



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

	ROCE is preferred.                                                                                                                                                                                                        
(1) (i) debt and equity market has stabilized;   

(ii) Markets are playing a major role and putting premium on firms with risk appetite.;  

(iii) It allows incentive and competition.


	7.3
	BEE  (No. 38365 dt.14.01.2008)

	

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

	(1)  There is a need to shift over from ROE to ROCE approach.                                                                            (2) for Hydro Projects:  continue ROE approach - as several uncertainties viz compensation for displaced people, difficult terrains of operation, unforeseen delays in project implementation, environmental issues etc are involved.                 

(3) for Existing Thermal Projects: continue ROE approach - as tariff have already taken care of substantial repayments of term loan, Ferns etc.                                                                                                                      
(4) for New Projects: (i) apply ROCE approach;  

(ii) develop norms for CE for plants and the same is to be updated on a bi-annual basis;  

(iii) Develop benchmarked return on CE based on the study of various sectors in Indian economy. 



	7.5
	IDFC   (No.Nil   
dt. 25.01.2008)

	Continue ROE approach.                                                                                                                                                                                            (1) ROCE is not preferable, because (i)  Return to equity holders is dependent on interest rate and Interest rate has not stabilized;   

(ii) investors will have a limited visibility of return in a 5 yr timeframe;   

(iii) Indian banks and institutions offer reset of interest at periodic (typically every 3 to 5 yrs) which will further obfuscate equity returns.       

(2) (i) ROE is better suited in fluctuating interest rate scenario;  

(ii) return of the equity holders is independent of interest rates;  

(iii) investors interest will be sustained given clarity on returns;   

(iv) Reimbursement of interest at actual also provides comfort to lenders.


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

	Adopt ROCE approach                                                                                                                                                                                                
(1) (i) Capital market has become stable and mature;  

(ii) Debt market, including interest rate, has become stable and mature;   

(iii) FDI has increased;    

(iv) tremendous response to competitive bidding for UMPPs with lower tariff signifies the developed capital market;   

(v) developers can choose their own financial package  


	7.7
	TERI (No. Nil 
dt. 09.01.08)

	Decide after an impact study.                                                                                                                                                                                                      
(1) (i) ROCE approach is better suited;  

(ii) This approach would be more logical when various players in the market are at a common platform in terms of their financial standing;   

(iii) Time may not be right to implement ROCE at this stage.                                                
(2) (i) A study to evaluate the impact of ROCE approach on the sector and on the consumers is worthwhile;  

(ii) Results to be circulated seeking comments and suggestions; (iii) Evaluate and arrive at final decision.                                                                              (3) (i) issue of Methodology is very important as  

(ii) GOI exempted State ownership and PSUs from adopting competitive bidding route;  

(iii) Talk is also on to exempt private players in hydro sectors from adopting competitive bidding route.


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

	Move to ROCE approach                                                                                                                                                                                              
(1) (i) More and more companies have already moved for ROCE approach; (ii) In coming 5 yrs (2009-14) markets will further open up and lot of integration with international markets will take place.


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

	ROCE is preferred.                                                                                                                                                                                                        
(1) (i) ROCE is based on normative D/E ratio, ROE, Cost of Debt;    

(ii) Normative levels of these variables be updated regularly so that consumers get the benefit as the industry moves to more efficient capital structure;   

(iii) CERC should clearly identify the values of D/E ratio, normative interest and expected returns.

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

	
	
	

	
	8.  Individual
	

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

	Continue ROE approach.                                                                                                                                                                                            
(1) (i) question of determining reasonable returns on capital employed (capital cost + 1/6th of working capital) is debatable;   

(ii) Companies like NTPC are able to get loans at rates much lower than the prevailing market rates as Interest rate on Debt depends on the rating/standing of the company in terms of its financial stature.

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


	ROCE approach is preferable but continues with ROE approach for time being on account of the constraints.

(1) For ROCE: 
a. Provides added flexibility to investors to choose an optimal D/E ratio, minimize cost of debt and hedge their risk on account of interest rate and FER variation.

b. There is a need to determine allowable ROE and a normative cost of debt, an optimal D/E ratio and tax incidence.
c. CERC may constitute a study to look into these issues.

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


	ROCE approach
(1) Approach should be make it more market centric.

(2) Indian tariff is competitive – to help let loose competitive forces.

(3) As many FIIs are willing to invest and private utilities are looking up to raise foreign funds, there is no need to guarantee the investors of any assured returns.

(4) If assured return is to be guaranteed, it may be ROCE with conservative return @ 11-12%.

	
	
	


