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

2.
Rate of Return on Equity
The Commission had specified a post-tax ROE rate of 16% for the tariff period 2001-04 and 14% for the tariff period 2004-09.  It may be necessary to comment whether a review of rate of return on equity from the existing rate will be required considering the present equity market expectation, risk perception (Beta value) of power sector, etc, in case ROE approach is to be adopted. Another factor that may need consideration is whether the Commission should adopt a fixed rate of return (as has been followed in the past), or to link the rate of return to market rate considering the risk perception.  If rate of return is to be linked to market rate, the criteria to be adopted for arriving at the 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)

	Link to 'RBI notified Bank Rate plus'


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

	Continue existing rate of ROE @14%.                                                                                                                                                                   
(!) Alternatively, RBI PLR, as applicable at the beginning of the tariff period, plus appropriate percentage.                                               
(2) Adopt fixed rate of return as against linking the rate of return to market rate - because


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

	(1) Rate to be reviewed   - in case ROE to be adopted.                                                                                                                                         (2) Continue fixed rate of return.                                                                                                                               
(3) Need not be linked to market


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

	Fixed rate of ROE @14%. 


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

	Link RoR to market rate considering the risk perception                                                                                      (1) for companies listed in stock exchanges - consider beta factor.
(2) For companies not listed in stock exchanges - consider existing method.


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

	ROE @12%                                                                                                                                                                    


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


	ROE to be reviewed annually  
(1) ROE should not be linked to market rate

	
	
	

	
	2.  Governments
	

	2.1
	Govt. of Punjab, Deptt. Of Power. (No.1/56/07-EB(PR)/114 dtd. 24.01.2008)
	Continue ROE @14%    - Present SBI PLR is 12.75 % per annum with monthly rest which works out to 13.52 % annualised.                                                                                                                                                                                   


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

	Link to 'RBI notified Bank Rate plus'


	
	
	

	
	3.  Central Sector
	

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

	(1) ROE @14% need upward revision.  (i) MOF/GOI guideline stipulates that it is mandatory to pay 20% dividend on equity or 30% of post-tax profit, whichever is higher;  

(ii) RoE should be sufficient to service investors expectation and generate fund for growth; 

(iii) RoE be comparable with other sectors;  

(iv) Risks associated with power sector is high;  

(v) Govt. fund is not available for NLC's ongoing projects and planned projects.                                                                                                                                                                     
(2) Adopt fixed rate of return.                                                                                                                                                                                     
(3) Rate to be fixed for ROCE;  
(i) Two options for fixing the rate are 

(a) cost of capital (weighted average of debt and equity), and 

(b) pre-determined benchmark value;  

(ii) Fixing benchmark value will be arbitrary leading to under/ over recovery of interest;  

(iii) If ROCE is considered with benchmark rates, it should earn at least a 12% IRR (as considered by Planning commission as a yardstick for evaluation of project).

	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)

	ROE @ 21.55%  
(1) Returns should be: 

(i) able to meet the expectations of the investors;   

(ii) able to generate adequate resources for addition of capacity;   (iii) attractive enough to draw investments from other sectors also; 

(iv) able to consider the effect of idling of equity during gestation period;

(v) fixed by considering the present equity market expectation and the risk perception (beat factor).

(2) CERC may consider CAPM and a detailed study may be conducted (in line of the exercise done by CAS). 

(3) (i) Risk-free return = 7-8% p.a (assuming a horizon of 5 yrs or more);

(ii) Risk-premium for the market = 10% (in Indian context;  8% p.a for a diversified portfolio in developed market);

(iii) Beta factor = 1 (assuming that the beta is for the same leverage level of the firms as prescribed by the Commission; beta should also be adjusted for the leverage as per books);

(iv) Post tax ROE = 8 + 10x1.0 = 18%

(v) Assuming gestation period of 4 yrs, after considering the impact of equity during the gestation period in normative D/E ratio of 70:30, post-tax ROE = 21.55%  (alternatively, ROE during gestation period may be capitalized).



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

	Fixed rate of ROE @16%. - With an option to the generators to adopt ROCE approach at the beginning.                                                                                            
(1) (i) Payment security mechanism is restricted to Govt. discoms only, not to private discoms;  

(ii) Risk is undertaken at the time of making investment decision and it do not changes over time;   

(iii) Risk perception in power sector has increased.                               


	3.5
	Narmada HEDCL  (No. NHDC/1/Comm./12/08/762 dtd.17.01.2008)
	Present fixed ROE approach                                                                                                                                                       
(1) Floating ROE will bring uncertainty and will affect the future cash flows (NPV) and IRR.                                       

(2) Interest rate not yet stabilised.

	3.6
	Tehri HDCL   (No.THDC/RKSH/14/CO
MML/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)

	ROE @14% is reasonable                                                                                                                                                                                              
(1) If ROE is kept at lower side there will be less incentive for investment and higher ROE will lead to higher tariff affecting consumer 

(2) Commission may decide ROE in the range of 14% to 16% depending on interest rate regime.                                                                                                                                                                          
(3) Linking rate of return with market is not advisable as investment decision is based on current ROE and investment in power projects are for over 25 years.  

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


	Fixed rate; Rate to be fixed after statistical research
(1) Rate of ROE should be arrived at after some amount of statistical research is carried out.

(2) The rate arrived at to be factored in for the higher risk of investment in the NER.

(3) Rate should be fixed for entire tariff period as revision of rate will lead to revision of tariff and finally adjustment of bills raised to the beneficiaries.  Beneficiaries are not in favor of frequent tariff revision as additional tariff can not be recovered from the consumers.

	
	
	

	
	4.  State Sector
	

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

	ROE be linked to market trend as well as ROE of similar projects by different companies.                                                                                                                                                                                           (1)Linking ROE to market will lead to competitiveness, and E.A, 2003 also recommends the competitiveness in the power sector.           

(2) Criteria for linking:  (i) Risk free return + risk factor (Beta);  

(ii) Return from debt market + risk factor (Beta);  

(iii) Beta needs to be linked to the risk of the sector and not to the company.


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

	Enhance ROE to at least 16% and Continue Fixed rate of return                                                                                                                    (1) (i) Interest rate has increased;   

(ii) Risk perception in power sector is more;   

(iii) Will encourage investment.                                                           



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

	(1) Not to be linked to market rate (i) Market rates are not uniform across all the borrowers;  

(ii) Each bank /FIIs has got own mechanism of resetting the PLR.                                                                                                            (2) To be linked with  certain premium on normative cost of debt   

(i) Suggested 150% of normative cost of debt;   

(ii) Normative cost of debt being 150% of RBI bank rate subject to a maximum of 14% ROE.



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

	

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

	ROE is not to be adopted.



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

	ROE be reduced to 12% of paid up and subscribed capital                                                                                                                                                                                             (1) (i) Current interest rate is less than 10%;   

(ii) ROE for CPSU was: initially 10%, increased to 12%, again increased to 16% in 1998, reduced to 14% in 2004 by CERC.                                                                                  (2) 12% is  (i) fair to consumer and investor;   

(ii) can attract capital.                                                                             

(3) In case of 5 yrs tariff period, rates may be revised after 3 yrs.

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

	Post-tax rate of return is to be employed.



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

	(1) (i) Review is required as economic condition of the country and state of power sector has under gone a sea of changes;   

(ii) A benchmarked rate of return can be fixed keeping in mind the market condition.                                   

(2)   (i) As power projects have long life and tariff is fixed every 5 yrs, it will not be proper to fix tariff by taking equity market risk perception;   

(ii) Equity markets are influenced by many factors and most of them do not affect the developers;     

(iii) Beta is not a correct measure and practical approach to measure the risks as because in a regulated market most of the risks are mitigated due to cost plus tariff.



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

	Continue fixed ROE @14%                                                                                                                                      
(1) (i) 14% is higher than the prevailing interest rate and thus sufficient to attract the equity investors;  (Fixed rate brings stability.                                                                                                                                    


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

	ROE of 10-11%                                                                                                                                                                                              
(1) (i) Post tax return be linked to RBI Bank rate plus a suitable premium (say, 2-3%); as such, ROE (pre-tax) works out to 8-9%; 

(ii) risk premium to Govt. Co. is insignificant due to tripartite agreement which has resulted into opening of LOC and State Govt. guarantee on timely payment;  

(iii) will be sufficient to attract investment.


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


	RoE is not advisable
(4) If ROE approach is followed, RoR should be linked to 10yrs G-Sec plus a premium risk.

(i) Power sector is providing reasonably assured level of profit.

(ii) Least business risk due to the tripartite agreements for payments and cost plus tariff.

	
	
	

	
	5.  SEBs
	

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


	Continue existing rate of ROE @14%.


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

	Continue ROE @14%    - Present SBI PLR is 12.75 % per annum with monthly rest which works out to 13.52 % annualised.                                                                                                                                                                                   


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

	ROE of 8-10%  - risk free rate of return on RBI bonds plus the beta factor of the industry.                                     

(1) (i) collection and marketing risk is taken care by the tripartite agreement and thus only production risk, which is controllable, is involved;  

(ii) as such, ROE for PSUs should be lesser than borrowed funs to restrict them to invest less in terms of equity;  

(iii) this excess fund may be invested as equity in new project and thus to help creation of new capacity;  

(iv) Commissions role of fixing a return to attract investment to power sector from private investors can be achieved through tariff based competitive bidding as is being done in case of UMPPs;  

(v) question of fixing better rate of  return to attract investment to power sector does not arise as future procurement of power by discoms is to be only through tariff based competitive bidding (Tariff Policy).                                                                              (2) (i) Consider tax free rate of 6.5%: last RBI bond carries an interest rate of 8% for taxable and 6.5% for tax free bonds;  this can be considered instead of PLR because of the financial and marketing security provided to the generating and transmission companies;  

(ii) Consider beta factor of 1.2% for covering entrepreneurial risk;  

(iii) Thus, ROE=6.5%+((20%-8%)x0.12)=7.94%, where, market return=20% and beta factor=0.12;  

(iv) 8% ROE with 30% equity, incentive for generation of 5% above PLF and UI surplus @50Hz, including and excluding liquid fuel works out to will lead to an IRR of 11.91% and 12.09%, respectively for coal project with 25 yrs of life (calculation given).                                                                                                                                                      (3) (i) GOI increased ROE from 12% to 16% and allowed accelerated depreciation after 1994 with a view to mobilize ash flow requirements for capacity expansion and retained 16% on the same ground;  as such there was a margin of 4%;   

(ii) Deducting this 4% from present ROE of 14%, a ROE of 10% may be allowed;  (iii) 10% ROE will lead to an IRR of 12.54% for coal project with 25 yrs of life and 13.55% for gas project with 15 yrs of life (calculation given).



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

	Continue ROE @14%    - Present SBI PLR is 12.75 % per annum with monthly rest which works out to 13.52 % annualised.                                                                                                                                                                                   


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

	Continue fixed ROE @14%                                                                                                                                                                         


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


	Fixed rate of return
(1) Return should be able to attract adequate investment (sec.5.8.4 of NEP).

	
	
	

	
	6.  Pvt. Sector
	

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


	ROE should reflect the risk of the market.                                                                                                                                                            (1) (i) CAPM is an accepted method for factoring risk and arriving at the expected rate of return;    

(ii) Beta computation may be difficult as it requires published data on return on a security for a considerable period of time;  

(iii) Risk profile of all power sector is not same - risk also varies on the basis of customer (market risk) and within a company on project to project;                                                                                                                                   (2) (i) Equity return must be linked to an index that is easily determinable. One such index could be Risk Free Return at the beginning of the year;    (ii) equity return should be adequate to enthuse firms to invest in power sector i.e. the return to be fixed should be decided after considering the returns earned in other business.

	6.2
	Torrent Power (No. Nil dtd.11.01.2008)

	Enhance ROE to at least 16% and Continue Fixed rate of return                                                                                                                    (1) Considering (i) Equity market expectation;   

(ii) Risk perception;   

(iii) to encourage investment;  

(iv) 16% was the ROE for a long time;  

(v) Fuel price is highly volatile - in competitive bidding generator is required to quote fixed tariff    

(2) Fixed rate will remove uncertainty                                                                                                                        (3) Mezzanine debt/ subordinate debt taken during construction period and later converted to equity should be considered as apart of equity for ROE calculation.                                                         



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

	RoR needs enhancement and link to market                                                                                                                                        (1) (i) Interest rate increased by at least 3-4% during 2004-08;   

(ii) 2% rebate received by the beneficiaries for early payment is eroding ROE;  

(iii) Regulation do not allow ROE during construction.                                                          (2) ROR to be linked to market taking into consideration risk perception with a suitable mark up.


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

	(1) Enhance ROE to at least 16% and Continue Fixed rate of return                                                                                                                  
(i) NEP stresses the need for adequate and attractive returns;   

(ii) Certainty provided in last two tariff period is to be continued;     

(iii) Tariff policy envisage that return in power sector should be comparable to return available in other sectors; 

(iv) Certainty over rate will provide comfort to the investors;  

(v) Globally, rate of return is not taken to be floating rate.                                                                   



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

	ROE @16% 



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

	5% over prevailing bank rate.                                                                                                                                  
(1) (i) This was the original norm stipulated by MoP, GoI in May' 1991 for ROE as one of the incentive to accelerate growth in the power sector;  

(ii) Then PLR was 11%, thus ROE of 16%;  (iii) As PLR softened to 9%, CERC rolled back ROE to 14%.                                                                                                                                                      (2) (i) for projects promoted through FDI: ROE can be pegged over LIBOR Rate ;  

(ii) for rupee promoted projects: Parity can be maintained as per prevailing average Rupees vs. Dollar convertibility rate;  

(iii) This will give level playing field to both global as well as domestic investors.


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

	Revise ROE  and Continue Fixed rate of return                                                                                                    (1) Beta factor: (i) Region wise imbalances in investment environment should be considered;  

(ii) there is an improvement in the beta value in power sector.                                                                                                               (2) Fixed rate:  (i) market is not yet stabilised;  

(ii) return is exaggerated due to demand - supply scenario;  (iii) beta value keeps fluctuating on day to day basis. 

	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)

	Continue existing rate of ROE @14%.


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

	

	7.3
	BEE  (No. 38365 dtd.14.01.2008)

	(1) It is recommended that ROE is observed and interpreted as below:                                                                     ROE= Net Profit Margin (NPM) x Asset Turnover (AT) x Equity Multiplier (EM),    where, NPM= Net Income / Revenue; AT= Revenue / Assets; EM= Assets / Shareholder’s Equity.



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

	(1) for Existing  Projects: continue ROE linked to market                                                                                                                      (2) for New Projects: not relevant if ROCE is applied.



	7.5
	IDFC   (No. Nil   dtd. 25.01.2008)

	Upward revision of ROE from 14%                                                                                                                         
(1) (i) interest rate is increasing;   

(ii) equity returns to be more attractive.                                                                      (2) Equity may include equity-like instruments such as deeply subordinated debt, long tenor preference capitals and convertibles.


	7.6
	Gujrat Urja Vikas Nigam Ltd.    (No.GUVNL: GM(Com.):125   dtd.28.01.2008)
	(1) In case of ROCE: a composite fixed return on CE with 70:30 D/E ratio, prevailing interest rate and 14% ROE  

(2) In case of ROE: continue existing fixed 14% ROE


	7.7
	TERI (No. Nil dtd. 09.01.08)

	(1) ROE of 14% has been able to attract investors;  (i) The bottleneck in attracting investors interest is in political uncertainty and uncertainties associated with coal block allocation, land allocation, insurgency in parts of the country with coal blocks, etc. 

(ii) Wherever these elements have been facilitated and adequately addressed by the MoP or separate nodal agencies, response has been encouraging, ex. first two UMPPs.                                                                                                                                                                   (2) ROE not to be linked to market rate  (i) Risk perception will lead to unnecessary regulatory uncertainty over the return;  

(ii) will discourage prospective investors;  

(iii) will lead to uncertainty on the part of Lending institutions for uncertainty in return.               

(3) Benchmarking exercise is required to analyze the WACC, based on actual capital structure of few CSGS, for deciding adequacy of 14% ROE.                                                                                                                                                                                                
(4) Return provided in the regulation should be made mandatory.

	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)

	No need to increase existing ROE @14%                                                                                                                                                             (1)(i) Currently in India, investment in generation of power is seen as providing a reasonably assured level of profit;   

(ii) In addition, developers can increase the level of profit through incentives and savings in costs, such as O&M cost;   

(iii) To validate these arguments, despite booming economy with many other opportunities for investments, promoters are eagerly coming forward and putting up generation plants. 


	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)

	ROR  may be linked to  Market value -  2% above the Reserve bank interest rate 


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


	To constitute a study
(1) In a study made by the IIT, Kanpur, it was found that the ROE for power sector was estimated to be higher than than that was allowed under existing T&C for tariff (i.e. 14%).

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


	

	
	
	


