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Reforms in the power distribution sector with the aim of bringing
down loss levels and improving the commercial viability of the
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large States in the country has thrown up the following key trends:

Anjan Ghosh

Head, Corporate Ratings - The overall distribution loss levels, while remaining high in

igg?zszh_?oizr?a(i)g%ig'coml absolute terms, have shown improvement over the period of
study. Sustained efforts by the distribution utilities in the areas
of energy audit, system strengthening, rural load management,
and prevention of theft have led to the reduction in loss levels.
Continued progress on this front would necessitate large
investments, besides unremitting political commitment to
implementing anti-theft measures.

- Gains accruing from trading in power and unscheduled
interchange (Ul) charges have been a driver of improved
financial performance and cash flows for some utilities.
However, the sustainability of trading gains and Ul income
going forward remains to be seen, and would depend on the
overall power deficit levels across regions and on the extent of
grid discipline maintained. Further, the ability of utilities to
benefit from these items will also depend on the extent to
which such gains are required to be shared with the customers.
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- While progress on intra-State open access has been limited so
far, open access at the inter-State level has shown
improvement, as is also evident from the short-term power
trading gains made by some distribution utilities.

!in States where the power sector has not been unbundled
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- An area of concern is the sharp rise in the subsidy dependence of distribution utilities and the
State Electricity Boards (SEBs) in many of the States over the period of study. This is
attributable mainly to measures like subsidised power being made available to certain
consumer categories. For the States studied, the total subsidy requirement shot up from Rs.
91.16 billion in 2006-07 to an estimated Rs. 138.76 billion in 2007-08, an increase of 26%. With
fuel costs rising—a pattern that may be aggravated by deficient rainfalls and the resulting
increase in dependence on thermal power—this trend of increase in the subsidy support is
likely to persist for the distribution utilities.

- Given this background, timeliness and adequacy in the disbursement of subsidy to the
distribution utilities or the SEBs by the State Governments concerned would remain a critical
factor from the credit perspective.

Background

Historically, SEBs, which are the integrated power utilities incorporated under the erstwhile
Electricity Supply Act, 1948, were loss making for a variety of reasons, most of which are well
documented. Considering the urgent need to improve the commercial viability of the power sector
and promote investments in it, the Government of India (Gol) notified the Electricity Act (EA) in June
2003, which proposed several changes in the conduct of the electricity business including the
following: shift from the single buyer model to the multi-buyer model; delicensing of thermal
generation; grant of open access in transmission and distribution (T&D); identification of trading as a
distinct activity; reorganisation of the SEBs; supply of subsidised electricity only on timely payment
by the State Government concerned; and tariff rationalisation through the phased removal of cross-
subsidies. EA 2003 was followed up with the enactment of the National Electricity Policy (NEP) and
the National Tariff Policy (NTP) by the Gol in 2005 and 2006, respectively. The provisions of NEP and
NTP are in line with those of EA 2003.

The reform measures envisaged under the Accelerated Power Distribution Reforms Programme
(APDRP) launched by the Gol provided a considerable thrust to improving the distribution loss levels
of the power distribution sector through metering at 11 kV feeders, consumer points (electronic
metering), and distribution transformers so as to enable energy audit; strengthening of distribution
network, depending on the age of the existing distribution equipment and the demand status;
segregation of feeders supplying electricity to rural and agriculture consumers; and initiation of
efforts for theft prevention in identified theft-prone areas. While retaining its focus on the APDRP
measures, the Gol has now come up with a revised APDRP scheme’, which among other things
envisages development of IT systems to ensure energy audit and 100% metering before utilities take
up system strengthening projects in order to bring down their aggregate technical & commercial
(AT&C) loss levels to 15% over the period of five years.

The broad trends that the ICRA study on the State-owned power distribution utilities revealed are
discussed in the following sections.

> The revised APDRP scheme has two parts, A and B. In Part A, 100% grant is proposed to be provided for establishing base
line data and IT applications such as consumer indexing, Geographical Information Systems (GIS) mapping, automatic data
logging for all Distribution Transformers (DTRs), establishment of IT enabled consumer service centres, and redressal of
consumer grievances. In Part B, up to 50% grant is proposed to be provided for system strengthening schemes, subject to
the AT&C loss target of 15% over five year period, only to those utilities that show progress in Part A. Private distribution
companies are also eligible for assistance under the revised APDRP.
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Distribution losses, though still high in absolute terms, report steady improvement
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measurement of loss level. It may be assumed that the AT&C losses would be higher than the
distribution loss levels indicated, by at least 2-3%. In States such as Gujarat and Andhra Pradesh, the
distribution companies (DISCOMs) have successfully implemented Jyoti Gram Yojana or Rural Load
Management System over the last two-three years, under which power is provided to rural and
agricultural consumers from separate feeders. This has led to benefits such as reliable power supply
(for rural consumers), besides greater control over loss levels and reduction in distribution
transformer (DTR) failure rates. Also, Central Government-funded schemes such as APDRP (revised)
will now incentivise State utilities to take up IT initiatives for improvement in areas such as billing,
metering and collection so that the initial loss improvement measures can be made effective at a
relatively lower capital outlay. In addition, efforts such as implementation of distribution franchisee
schemes could help the distribution utilities control the loss levels further. In this context, the
franchisee scheme of Maharashtra State Electricity Distribution Company Limited (MSEDCL) for its
Bhivandi Circle licensee area (assigned to the Torrent group) has been a reasonable success so far.

Sustainability of Ul income, trading gains by State-owned utilities in some States to hinge on
surplus availability and grid discipline followed
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Source: Report by Market Monitoring Cell of Central Electricity Regulatory Commission (CERC)
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As Chart Il shows, the weighted average price level for short-term transactions for the period August
2008 to May 2009 has been in the range of Rs. 5 to 8/KwH. With such a price, some of the State
utilities have been able to earn a sizeable income from trading and Ul charges, which in turn has
enabled them to: (a) keep a check on the tariff levels; and (b) earn additional profits, to the extent
allowed to be retained by the regulator. Even where such gains are passed onto consumers, this
provides cash flow support to the distribution utility. However, going forward, the sustainability of
such trading gains and Ul income would depend on the extent of availability of surplus power, the
overall power deficit levels across the regions, and the extent of grid discipline maintained.
Narrowing of the grid frequency band as well as the recent direction by Central Electricity Regulatory
Commission (CERC) asking the distribution utilities to bear the burden of additional Ul charges
(which are applicable at the frequency range below 49.2 Hz) indicate increasing emphasis on the
maintenance of grid discipline by the participants.

Trend of increasing power subsidy in many States remains a key concern
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Chart1ll: Trend in Subsidy Chart V: Trend in Subsidy as % of Cash Collections
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Overall, the power subsidy requirement by distribution utilities has increased both in absolute and
percentage terms over the last few years with many State Governments offering free or subsidised
power to consumers in agriculture sector. While States such as Tamil Nadu, Punjab, Andhra Pradesh
and Karnataka have a free-power policy for agricultural consumers, others like Gujarat and
Maharashtra have kept the effective tariffs for the agriculture sector low at 40-60 paise/unit. Thus,
any increases in power purchase costs related to agriculture consumption either due to a rise in
fuel/power purchase prices or an increase in consumption would have to be paid for by the State
Governments concerned through additional tariff compensation or subsidy. With fuel costs rising—a
pattern that may be aggravated by deficient rainfalls and the resulting increase in dependence on
thermal power—this trend of increase in the subsidy requirements by distribution utilities/SEBs is
likely to persist or increase further, especailly in States where the dependence on hydro-generation
is higher.
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Chart V: Statewise Installed capacity and Hydro-based
capacity as on May 2009
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Source: Report by Central Electricity Authority (CEA) dated May 2009

The increasing dependence of the distribution utilities on subsidy as discussed has meant that the
ratio of Average Revenue Realisation (ARR) to Average Cost of Supply (ACS), i.e. (ARR/ACS), and the
Gap between ARR and ACS—with ARR being computed without considering the subsidy support—
have deteriorated in the respective States during the period 2005-06 to 2007-08. (Refer Charts VI
and VvIl.)?
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®ARR = [Cash Collections from Consumers (excluding any subsidy)]/[Units Input into the System]; ACS = [Cost
of Supply (operation & maintenance expenses, interest and depreciation))/[Units Input into the System]
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Unbundled SEBs benefit from capital restructuring exercise

Chart VIII: Capital Structure (times) as on end of 2007-08 ChartIX: Trend in Net Profit after Subsidy (Rs. billion)
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Among the States that this ICRA study looked at, Tamil Nadu and Punjab are yet to restructure and
unbundle their SEBs. It may be noted that as part of the financial restructuring of the erstwhile SEBs
in other States, the State Governments have taken various steps to ensure that the successor
entities start with a cleaner balance sheet. Such steps include conversion of loans into equity, write-
off of past losses and receivables, and offer of favourable terms for repayment of State Government
loans that had not been waived. Charts VIl and IX depict the financial performance of the State
distribution utilities in the states as mentioned herewith, as reflected by their leveraging levels and
the trends in their net profits after subsidy. In the case of States such as Punjab and Tamil Nadu
where the SEBs have not been unbundled, the loss levels after subsidy have deteriorated further
over the last two to three years.

Regulatory clarity improving, but developments like rollback and non-implementation of tariff
orders remain a cause for concern

In general, regulatory clarity has improved with issue of multi-year tariff (MYT) regulations having
been notified along with the tariff orders by the respective State Electricity Regulatory Commissions
(SERCs) for the initial control peirod of three years. ICRA views the MYT* framework as a positive for
the long run, given that it brings in considerable certainty on the normative benchmarks for
controllable operating and cost parameters. Also, the tariff orders issued by the SERCs are based on
“cost-plus” based principles, which allow regulated returns on equity varying between 14% and 16%,
depending on the nature of the utility. While under the normative cost-plus based tariff framework,
the distribution utilities can improve their actual returns by outperforming the target levels for
operating cost and parameters, the same has not been seen so far, primarily because the loss-
reduction levels stipulated are quite steep. An area of concern though is that some State
Governments have used their discretionary powers under Section 108 of EA 2003 to direct the SERCs
concerned to stay the tariff hike they ordered earlier. Besides, it has also been observed that in
some States such as Karnataka, the tariff orders issued by the SERC concerned (Karnataka Electricity

* Under the MYT framework, a trajectory is laid down for certain controllable operating performance variables for the
control period, during which the utility remains subject to an annual performance review. In the annual performance
review, the actual performance of the licensee is compared with the approved forecast of annual revenue
requirement in the original MYT order. On completion of the annual review, the SERC concerned indicates the
financial losses/gains on account of variation in controllable as well as uncontrollable factors and allows the pass-
through of such gains/losses as specified, besides approving any revisions in tariff.
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Regulatory Commission in the case of Karnataka) have not been implemented by the distribution
utilities since 2006 and the matter has been referred to the Apellate Tribunal of Electricity. This in
turn has caused the tariff-related uncertanity to continue.

Timeliness and adequacy of subsidy support by State Governments remain critical

From a credit perspective, timely disbursement of subsidy to distribution companies remains a
critical factor, given that any significant delays in subsidy payments by the State Governments can
impact the cash flows of the State-owned power utilities concerned significantly. In fact, in some
cases, certain SERCs have had to issue specific directions to the State Governments concerned to pay
the subsidy on time and clear arrears. What this implies is that the credit quality of the distribution
utilities is linked inextricably with that of the State Governments concerned. Even otherwise, the
role played by the State Governments in tariff setting by the SERCs and in the implementation of the
system of open access can have an impact on the overall finances of the utilties. This is over and
above the State Government’s funding support that the utilities require for their capital expenditure
programmes.

Conclusion

ICRA’s study of the performance of power distribution utilities in eight large States in the country
over the period 2005-06 to 2007-08 shows that there has been an overall improvement both in
terms of lower losses and better financial performance, especially in States that have unbundled the
sector on functional lines. It is therefore evident that the Gol’s thrust on distribution reforms has
been yielding tangible results on ground leading to improvement in commercial viability. An area of
concern however is the rising dependence of distribution utilities on subsidy from the State
Governments concerned, a trend that has gained traction following the steep increase in fuel costs
in the recent past and the continuation of tariff subsidy for consumers in the agriculture sector.
Overall, while the improving clarity on the regulatory front is a significant positive, instances of
rollback of tariffs or non-implementation of tariff orders are causes for concern.
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