II.   PRIVATISATION : A  CASE STUDY OF ORISSA’S  

POWER SECTOR REFORM  FROM  

A NATIONAL PERSPECTIVE 

 
Forces driving the change 
2.1 The first state to restructure its SEB was Orissa which initiated the process by passing the Orissa Electricity Reform Act 1995 and creating the Orissa Electricity Regulatory Commission.  The reform became unavoidable because of the compulsions arising due to state’s financial crunch and the conditionalities imposed by the World Bank for financial assistance offered to the state.1  Factors driving the other states are similar.  The Central Government is playing an active supporting role.  


Resistance to change: uneasy balance

2.2 The resistance to change comes mainly from local politicians who would not like to lose their control over SEBs which, from all accounts, have been an immense source of rents to them.  Witness the following observation about Orissa: 


“The impending loss of control over the electrical engineering cadre and of a cherished fiefdom were perhaps the most important considerations among the decision makers.  Even today, several years down the road of reform, these questions still haunt certain sections of bureaucracy and government.  There is much talk about amending the reform act to make the OERC (Orissa Electricity Regulatory Commission) and the privatized companies ‘more accountable to the people’.2
2.3 Another source of resistance is the staff of SEBs, as illustrated by the SEB employees’ strike in Uttar Pradesh about a year ago in protest against the move towards unbundling of the SEB3. 


Slow progress
2.4 Several states have committed to reforms by entering into MoU with the Central Government (see Chart 2.1) but the actual implementation has been slow.  The MoU tries to push the states towards the reform process of unbundling of transmission and distribution, privatizing of distribution in a time-bound manner, electrification of villages, energy audit to check theft at all levels and providing full support to the State Electricity Regulatory Commissions.  The experience shows that such support has not been forthcoming from many state governments. Privatization of distribution in the entire state has been achieved in Orissa only.  

Chart-2.1

STATUS OF POWER SECTOR REFORMS IN STATES

	Parameter
	SEB 

Restructuring
	Constitution of SERC
	Commercialization of Distribution
	MoU with Central Government

	Andhra Pradesh
	√
	√
	Strategy being finalised
	–

	Assam
	–
	–
	–
	–

	Bihar
	–
	–
	–
	–

	Chattisgarh
	–
	–
	–
	–

	Delhi
	√
	√
	Committed – proposal to be done during 2001
	–

	Goa
	​–
	–
	–
	–

	Gujarat
	Reform law      approved by GOI
	√
	Strategy being finalised
	√

	Haryana
	√
	√
	Strategy being finalised
	√

	Himachal Pradesh
	–
	√
	–
	–

	J & K
	–
	–
	–
	–

	Jharkhand
	
  –
	–
	–
	–

	Karnataka
	√
	√
	To be completed 

by Dec 2002
	√

	Kerala
	The state has proposed to reorganize SEB in three profit centers

	Madhya Pradesh
	Reform law passed in Assembly
	√
	–
	–

	Maharashtra
	–
	√
	√
	–

	Orissa
	√
	√
	√
	–

	Punjab
	–
	Notified; yet to be constituted
	–
	–

	Rajasthan
	√
	√
	Committed 
	–

	Tamil Nadu
	–
	√
	–
	–

	Uttar Pradesh
	√
	√
	Strategy being finalised
	√

	Uttranchal
	–
	–
	–
	–

	West Bengal
	–
	√
	√
	–

	North Eastern States
	Willing to constitute joint Electricity Regulatory Commission


Source:  IDFC Annual Report 2000-2001, p.9.  The original source, as cited by IDFC, is
    CII Media Release on SEB Ratings on Reforms.


Logic of unbundling: a profit centre approach
2.5 The unbundling of SEBs is nothing but the application of the well-tried managerial concept of organizing commercial activities by profit centres and cost centres in order to ensure a better sense of accountability at all levels and in all processes.  Once a SEB is broken up into separate entities, the boundary lines for income and expenditure become clear.  Each offspring of unbundling is a separate accounting entity in the commercial sense and has to report its profit/loss separately.  The costing will be more exact at each stage.  Also, as each entity has to compute its profit/loss, there will be greater incentive for efficiency and for instituting effective internal control systems.


New equations and adjustments required

2.6 When you unbundle a vertically integrated organization into separate operating units, it becomes necessary to use market prices and contractual relationships among the units. Some initial difficulties in operating the unbundled system arise because of inexperience in designing and operating legal relationships among the resulting new entities.  


Orissa’s original reform model

2.7 The original model of reform evolved in Orissa, called the Orissa model, has been in operation for about three years.  It is the only instance so far of complete “unbundling” of any SEB in India.    

2.8 The main features of the Orissa’s reform model were:

(a) Unbundling and corporatisation of generation, transmission and distribution;  

(b) Private sector participation in generation and distribution stages; and 

(c) Establishment of an autonomous electricity regulatory commission to regulate tariffs, grant licenses and nudge the power sector towards greater efficiency.  

2.9 Actual unbundling of the Orissa State Electricity Board created two generating companies respectively for hydro and thermal power, viz. Orissa Hydro Power Corporation (OHPC) and Orissa Power Generation Company (OPGC), one transmission company called Grid Corporation of Orissa (Gridco) and four distribution companies by dividing the state into four zones for the purpose.  

2.10 The Orissa scheme privatized generation and distribution using joint venture form but kept transmission (Gridco) wholly under government ownership and control.  In generation, a minority stake of 49% equity capital of the thermal generation company (OPGC) was sold to the private-sector company AES (a well-known foreign power company) for Rs. 603 crore paid to the state government.  Also, AES was given the right of managing OPGC and appointing its CEO. 

2.11 In distribution, a majority stake of 51% equity of each distribution company was sold to the private sector participant who was given the management control of the respective company.  The private-sector partner in three distribution zones was BSES (a well-known Indian power company) and in one zone, it was AES.  The state government received    Rs.250 crore for all the distribution zones.  

 
Post-unbundling problems and disputes

2.12 The state-owned transmission company Gridco is reported to have annually incurred heavy losses, totaling to Rs1171 crore upto 1999-2000.  A criticism of Orissa’s scheme is that the annual losses of the state-owned Gridco are now higher than the earlier losses of the Orissa SEB.  This raises the question why the drain on the state exchequer has not stopped after privatization 4    

2.13 In June 2001, the state government appointed a 6-member committee to review the power reforms and examine whether they were proceeding on the right lines.  

2.14 The privatized distribution companies also have grievances as they are incurring losses.  Their grouse is that transmission and distribution losses are much more than what they were told in the Information Memorandum at the time of bidding.  Similarly, the investment requirement for metering and bill collection also exceeds the original estimates.  It is also reported that the state government and the police are not providing full support in bill collection. Some consumers, in collusion with the police and politicians, are reported to create law and order problems.  The police might arrest the distribution company employee rather than the defaulting consumer.  A public relations problem is involved for the distribution company.

2.15 Mr. R.V. Shahi, CMD of BSES, which had three distribution companies under its charge in Orissa, has narrated his experiences as follows: 

The first step for the new distribution companies was to find out the status of assets and metering.  In every state there is a horror story hidden out here.  And the success of installing electricity meters and recording/ billing of electricity consumption is going to determine the success of these companies.  BSES discovered that 65-70% consumers in its distribution zone either did not have meters or had meters that did not function.  

The second step is to ascertain what is the extent of distribution losses.  BSES found that the losses were in excess of what was said in the bid documents.  

This can result in other pitfalls.  The foremost is the risk that the company gets embroiled in a PR controversy – a private distribution company engaged in collecting more revenues.  There cannot be better fodder for disgruntled politicians to hog some limelight5.  

2.16  The seemingly neat plan of power reform in Orissa, as described earlier, ran into serious disputes recently.  The foreign private partner AES has walked out.  Through its management control of the generating company (OPGC), it unilaterally shut down power supply to Gridco which had failed to pay OPGC’s dues.  This was the chain effect of Gridco not receiving payment from AES-controlled distribution company.  The High Court’s intervention was sought by Gridco for restoring electricity supply by OPGC.  Following the court’s interim order, OPGC resumed power supply but the dispute continues.

2.17  As mentioned earlier, unbundling breaks up a single vertically-integrated entity into independent parts which have to work under new contractual relationships instead of informal internal arrangements within the SEB. The fact that the dispute among the various entities, created out of the SEB, could be so disruptive and could not be settled through arbitration or through the intervention of the State Electricity Regulatory Commission shows serious imperfections in the arrangements in Orissa.  In an essential public utility like electricity, it is important to ensure that, even if there be disputes among contracting parties, nobody should be allowed to disrupt the service.  There are lessons for streamlining of bidding documents and contractual terms among the restructured entities.

  
A structural fault of Indian power industry
2.18 The Orissa model is a “single-buyer” model and provides no room for competition. A competitive model implies that both generating and distribution companies should be given open-access to transmission facilities.  This means that the transmission company should operate like a public carrier receiving wheeling charges for providing transmission facility.  The Orissa model had Gridco as the transmission company but its role does not seem to have been properly conceived.  There was neither provision for competition nor for open access to its transmission lines by generating and  distribution entities on wheeling cost basis.  From the media reports, it appears that Gridco’s buying price for power from OPGC was higher than its selling price to the distribution companies and that it was buying/selling as principal and hence incurred losses.  This would not     have happened if it had functioned strictly as a transmission company on wheeling cost basis.  

2.19 The experiences of distribution companies in Orissa have reduced the private-sector’s enthusiasm for taking up distribution business in other states.  It is reported that there are no private-sector bidders for the Kanpur Electricity Supply Authority created by the U.P. Government with the intention of privatizing distribution.  Bidders for distribution have become more cautious about ground-level facts in the distribution areas before committing themselves.  


Privatization through long-period 
management contracts 
2.20 The socio-political situation in India is such that unlike U.K., for instance, the public’s confidence in the integrity of the government mechanism is rather low.  This itself creates doubts among many sections of the people whenever publicly-owned assets are privatized. Considerable opposition to privatization of SEBs has arisen on two counts.  These are related to the very process of privatization which necessarily involves revaluation of assets because the book values would usually be far below the market values today. 

2.21 One is the frequent accusation that assets have been gifted away at far below their current value.  The other is a more real problem.  When assets are sold to the private operator at the current market value, the operator will take such capital cost into account in pricing the service.  The regulatory commissions will have to allow this as the fixed element of  the  cost of electricity.  Hence, privatization will result in raising the tariff substantially.  This can make privatization unpopular.6 

2.22 In order to avoid these kinds of problems, an alternative worth considering is to privatize only the management without transfer of asset ownership by giving long-term, say, 10-year or even 20-year management contracts or leases through public bids.  This would be something on the lines of concession agreements with suitable terms and conditions.  Such agreements are likely to face less opposition and will involve less delay than transfer of ownership.

   
Electricity Regulatory Commissions and their tasks 
2.23 An interesting and significant part of the power sector reform in Orissa was the creation of an independent electricity regulatory commission, with power to issue licenses and regulate electricity tariffs.  Soon thereafter, the idea was accepted by the Central Government and the Parliament enacted the Electricity Regulatory Commissions Act in 1998, providing for the creation of the Central Electricity Regulatory Commission (CERC) and State Electricity Regulatory Commissions (SERCs).    However, this did not touch the SEBs’ organizational structure.

2.24 The CERC has direct jurisdiction over central power generating units and other mega units supplying power to several states as well as over inter-state transmission utilities, while SERCs’ have jurisdiction over generation, transmission and distribution within the respective states.  The creation of these commissions has been a big and bold step forward.  These commissions have a wide mandate over substantive matters, like licensing, tariffs and laying down the service standards, resulting in de-politicisation of decision-making in these matters. 

2.25 The commissions have hardly any precedents to go by but only some very broad objectives for general guidance.  Moreover, experiences of other countries, like U.S. and U.K., may not be applicable to the 

Indian situation because of vastly different socio-political environment and history and the nature of problems being faced.  This is made clear by the remarks about why the U.K. regulators evolved their distinctive approach: 

“To understand why, one must examine the nature of the British political and legal systems.  Regulation U.K-style has always been an uncertain art.  But there is one thing it is not– legalistic.  For a variety of reasons, the U.K. parliament is prepared to delegate considerable responsibility and authority to the new regulators.  The consequence is that much of what passes as regulation in the U.K. is  informal  and ill-defined, an amorphous system which to the American eye looks distinctly undemocratic and elitist.  The difference reflects in part the British view of the state and its relationship to the citizen.  The British do not in general see government as trampling individual rights, nor do they fear the exercise of discretion  by public officials.  Quite the opposite.  The Government on the whole is seen as honest and well-intentioned and public officials are seen as politically neutral,” 7
2.26 The Indian situation is different from both U.K. and U.S. in respect of the socio-political ethos and the kind of problems also.  The Indian electricity regulatory commissions have a great deal of flexibility to evolve the best-suited approach in our circumstances.  They are in an early stage of evolution.  

2.27 For example, in India the problem of high T&D losses and theft of power looms large and it has not yet been possible to control it.  The theft of power is reported to cause a loss of around Rs.25,000 crore per year for India as a whole.  The elimination of this loss can change the entire fortunes of the Indian power industry.  

2.28 The creation of the commissions has helped to make a beginning in attacking the problem.  The commissions insist on the pertinent facts being brought out.  They also hold open hearings.  A SEB cannot now raise tariff by administrative fiat but has to justify it by submitting a petition to the regulatory commission.  The commissions in several states have been questioning SEBs about the high T&D losses.  This will put pressure on them to bring down such losses. There were no such checks and no accountability of this kind in the SEBs till now.  However, the impact is not yet visible and will take some years to be felt.

2.29 The Electricity Bill 2000 seeks to bring about cohesion among CERC and SERCs in furtherance of a national power policy.  For example, the Bill provides that the SERCs shall specify the terms and conditions for the determination of tariff and, in doing so, shall be guided by the principles and methodologies specified by the CERC.  The Bill has also laid down certain other guiding considerations for all the commissions.  


The Commissions and the Government
2.30 What the commissions need is greater support from the government side.  As the government controls the administrative and other 

facilities which the commissions need, some dissatisfaction has been aired from the side of the commissions.  There is mention of pinpricks, like withholding facilities and staff as if to make the commissions subservient to the government.


Competition in Indian power industry
2.31 The Electricity Bill 2000, pending before Parliament, seeks to introduce greater competition and envisages far-reaching changes within a framework of a comprehensive national policy for the power sector.  Among the tenets of such policy is the promotion of competition. 

2.32 Regulation is a poor surrogate for competition.  The present structure of Indian power industry is such that competition is nearly impossible even though the regulatory commissions have been charged with the responsibility of encouraging competition.   The commissions have no power to change the structure of industry.  This can be done only through appropriate government policy.

1  For the role played by the World Bank in the Orissa’s power sector reform and a very comprehensive examination of India’s power sector’s problem in a historical perspective, see N.K. Dubash and S.C. Rajan, “Power Politics: Process of Power Sector Reform in India”, in Economic and Political Weekly, September 1, 2001, pp.3367-3390.
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6   See Prabir Purkayastha, “Power Sector Policies and New Electricity Bill: From Crisis �  to Disaster”, in Economic and Political Weekly, 23rd June, 2001, pp.2257-62, spcially  �  p. 2259.  The author observes: 


 “As the private capital is loath to invest in new plants, they are being encouraged to invest in existing public assets built with people’s money.  What the policymakers are hiding from the people is that the current restructuring will push up the cost of electricity even further.”  
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