EXECUTIVE SUMMARY

The Central Issue in Overcoming the SEBs’ 
Deepening Financial Crisis and Securing 
Power Sector’s Development

1. The fundamentally flawed organizational structure and management of the State Electricity Boards (SEBs) has led to serious and continuous deterioration in their financial condition.  For this reason, the SEBs are neither able to finance their growth internally nor attract external finance from private sources.  Still, these nearly bankrupt SEBs continue to control almost the whole of power distribution business in India.  Their own power generation meets less than two-thirds of their requirements and the balance is obtained from outside sources, mainly central power utilities and very little from private-sector sources.   However, they are unable to clear the dues of outside power generators.  As a consequence, any more flow of investment finance into power generation is getting blocked.  

2. As a general principle, the availability of private finance for any business, from any source, in any form, depends crucially on whether the business can be reasonably expected to service the providers of finance.  SEBs’ business model has miserably failed in every state.  Many SEBs need total financial reconstruction.

Privatization:  A Case Study of Orissa’s Power 
Sector Reform from a National Perspective
3. Orissa’s power sector reform, initiated in 1995, gave the original reform model for India.  

4. The reform model involved corporatisation and privatization of electricity distribution as well as generation, keeping transmission under government control.  Orissa’s experiment has important lessons for power sector reform in the other states.  The whole thing is still in an evolutionary stage 

5. In the case of Orissa, the state’s financial crunch and the conditionalities imposed by the World Bank for providing financial assistance to the state were the driving forces behind the reform.  Most of the other states have similar compulsions.  

6. The unbundling and privatization create an altogether new situation and give rise to new problems.  Orissa’s experience indicates that the marriage of public and private sectors is not always compatible and easy, even though highly desirable.  The contractual relationships and dispute settlement mechanism need more refinement and the partners have also to learn to live harmoniously with each other.

7. The not so happy experiences of the private sector companies, which were involved in distribution in Orissa, have made the private sector less enthusiastic and more cautious about taking up power distribution business in other states.  The hindrances to privatization should be carefully studied.

8. Politicians and bureaucrats have shown reluctance to let go their control over SEBs which have been a great source of rents for them.    

9. Our examination of the actual operation of the Orissa model of reform has exposed certain weaknesses which need to be removed.   

10. The creation of independent regulatory commissions at the Centre and in the states is the most significant development in the power sector.

11. The commissions regulate tariffs and also lay down service standards.  They scrutinize and probe the operations of the regulated entities, such as SEBs’ T&D losses.  They have been instrumental in bringing about transparency in decision-making through open-hearings and in   disciplining the SEB authorities. 

12. The commissions are on a learning curve.  The Indian socio-political ethos and the nature of the power sector’s problem have a distinctiveness of their own.  These are quite different from that in the U.K. and U.S.A.  The Indian regulators have to evolve an approach suited to Indian conditions and problems.  Their most significant contribution so far is to infuse a somewhat greater sense of responsibility among SEBs, for example, regarding T&D losses.  No checks existed earlier.  

13. Regulation by itself is not enough as it cannot be a substitute for competition.  Unfortunately, the present organizational structure of the Indian power industry is such that it shuts out competition.  It is important to change the industry’s organizational structure.  This is a matter for the policy makers

14. 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.  The Central Electricity Regulatory Commission (CERC) and the State Electricity Regulatory Commissions (SERCs) do not at present form a cohesive system.  They are functioning in an isolated manner.  The Electricity Bill 2000 envisages a more cohesive system under the leadership of CERC and in the furtherance of a national power policy.  

15. Privatization of publicly owned assets poses some peculiar problems in the Indian socio-economic environment.  In the case of existing power generation and distribution facilities, it may be worth considering whether privatization has necessarily to take the form of transfer of ownership to the private party.  The giving of long-term management contracts or leases extending over 10 or 20 years could also be thought of as an alternative way of privatization.  This could overcome some of the opposition to privatization of ownership in India.

Domestic Capital Market’s Role in Financing  
Infrastructure Development in India
16. The financing arrangements for infrastructure development in India, despite some progress being made, remain on the whole grossly deficient and incapable of supporting any vibrant growth of infrastructure.  Strong state initiative and support will be needed as market forces cannot be fully relied upon.

17. For financing infrastructure development, the corporate bond market has special importance.  The RBI has taken many measures over the last decade to create a foundation for the development of a bond market in India.  The government bond market has been considerably activated but the development of the corporate bond market has lagged far behind the needs. 

18. It is often assumed that the existence of contractual savings institutions, like provident and pension funds and life insurance funds, would ensure a ready market for absorption of corporate bond issues.  Indian experience clearly shows that this is not a sufficient condition unless preceded by strong reforms of the capital market to ensure the necessary investor protection.
19. The private-sector corporate bonds, whether for infrastructure or for other businesses, do not command high confidence among the investor community in India.  Trade unions and trustees of employees’ pension funds remain highly skeptical about the safety of private sector corporate bonds. That is why provident and pension funds in India have till now largely restricted their investments to government and semi-government instruments even though they are being urged by public authorities to invest in private-sector securities, including equities.

20. From the viewpoint of financing infrastructure projects, there is a further problem that the bulk of demand for corporate bonds in India is for relatively short maturities within 5 years or so only.  Another problem is that of illiquidity of the corporate bond market.

21. Open-ended income or bond schemes are an alternative way of providing liquidity to investors but such schemes also need a liquid bond market to unload holdings in case of redemption pressure. 

22. A recent feature of the Indian bond market is that private placement of bonds has come to dominate the market.  Such private placements account for almost 90% of corporate bond issues.  There are serious concerns about this at the top level of RBI.

23. The all-India development financial institutions (DFIs) have played an important role in financing India’s industrial development till the early 1990s and now they have to play a leading role in financing infrastructure development.  Their role in appraisal and monitoring of new projects is particularly critical.  The commercial banks’ role in this regard has traditionally been very limited.

24. The intensifying competition both for funds and for lending opportunities has made life difficult for the DFIs by squeezing their margins, given their higher cost of funds compared to that of banks.  Such competition is pushing the DFIs towards universal banks instead of continuing as DFIs.  This may not necessarily be a good thing from the economy’s viewpoint at our stage of development.

25.  The IDFC’s role is more by way of providing intellectual leadership of a superb and innovative kind in the untried area of private investment in infrastructure projects.  It has been providing such intellectual inputs both at the national policy level and at the micro-level of designing  appropriate contracting instruments.  Its direct role in financing is limited but very critical as a leverage for maximizing finance availability.

26.  Ultimately, infrastructure financing will have to fall back on the availability of long-term contractual savings.  However, it should be remembered that contractual savings institutions, which are repositories of retirement funds, cannot be expected to take upon themselves the degree of risk often involved in new and untried infrastructure ventures during gestation period until the revenues of such ventures have stabilized.  They have to play extremely safe

27.  From the viewpoint of a broader and integrated economic policy, it is suggested that the additions to power generation capacity should be viewed as an opportunity for greater utilization and encouragement of the domestic capabilities of power equipment manufacturing firms, like BHEL.  This would have many advantages, including reduced dependence on foreign borrowing which normally accompanies large imports of equipment and contracting with foreign firms, like Enron.
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