I.    THE CENTRAL ISSUE IN OVERCOMING THE SEBs’ 

     DEEPENING FINANCIAL CRISIS AND SECURING 

POWER SECTOR’S  DEVELOPMENT


Set right the SEBs’ fundamental ailment 
1.1  
The problem of financing infrastructure development in general and the power sector in particular has attracted considerable attention in India in recent years. The State Electricity Boards (SEBs) are profusely bleeding.  Stopping such bleeding should be the top priority of policy.  The problem is the consequence of the fundamental weaknesses in the SEBs’ organization and management.  Unless we resolve the latter, the financial problem will not go away.  No financial innovations can solve the managerial problems.     

1.2  
The Planning Commission has frankly stated that: 

“Significant volumes of private investment cannot be attracted in an environment where the independent power producer is expected to sell power to a public sector distributor which may not be in a position to pay for the power purchased”.1  


Funds can be available provided….
1.3  
According to Mr. Deepak Parekh, Chairman of IDFC,  “Today there is no dearth of funds…..  The number of private equity funds, international investors, multilaterals and commercial banks, willing to invest in infrastructure investments is growing.  We lack bankable projects.”2  About three years ago also, at a national Seminar organized by the Society for Capital Market Research and Development at Mumbai, Mr. Nasser Munjee, now IDFC’s Managing Director and CEO, had pointed out that “the issue today for infrastructure is not so much the funding requirements.  It is actually getting the projects off the ground”.  He mentioned that the financial institutions had approved Rs.22,000 crore for infrastructure projects but had disbursed only about Rs. 6,000 crore because policy and other hurdles were not letting the projects to get off the ground.3  

1.4  
In general, the availability of private finance for any business, from any source, in any form, depends crucially on whether the business model is sound and whether the business can be expected to service the providers of finance.   The State Electricity Boards (SEBs) in India are not able to pay their dues and have accumulated large arrears.  Hence, the receivables due from SEBs are poor quality assets.  Guarantees by state governments have not helped because several state governments have failed to honour the guarantee obligation.  The states’ own fiscal situation has become alarming4.  This has driven away many potential investors and lenders from providing investment finance to generating companies meant for supplying power to SEBs.  This problem has been worsening rapidly.


The Government’s initial mistake

1.5  
In the beginning of the 1990s, the Government of India believed that it had found a panacea for India’s crippling power shortage in its scheme of Independent Power Producers (IPPs).  However, a majority of the approved eight  “fast track” IPP projects could not achieve financial closure even after 6-7 years because of the SEBs’ continuing losses and their consequent inability to pay to the power suppliers. The Government’s policy of inviting IPPs, initiated in 1991, made no attempt to reform SEBs.  We are focusing on the power sector.  The SEBs are part of the public sector.  We are not discussing here the broader systemic problems which afflict the whole public sector. 5
1.6  
The top priority in the reform strategy for the power sector should, therefore, be to set right the SEBs’ organization and management.  


The SEBs’ losses engulfing others 
1.7  
Because of the difficulties experienced in realizing dues from SEBs, the generating companies, including the public-sector NTPC and the private-sector Tata Power Company are actively thinking of entering power distribution on their own. The NTPC has been hit badly.6  The Tata Power’s Annual Report 2000-2001 has expressed serious doubts about the efficacy of mechanisms such as escrows and letters of credit7.

1.8  
In view of the above-mentioned problem, the Central Power Ministry has decided to allow flexibility in the original reform model of unbundling the SEBs. Instead of necessarily unbundling of SEBs into generation, transmission and distribution companies, the generators are now allowed to take up distribution and similarly distribution companies are allowed to take up generation.

1.9  
As the traditional escrow mechanism is found to have failed to provide payment security, other mechanisms are being explored.  One of such mechanisms is to make the lending to SEBs/ state governments conditional on attaining specified power reform mile-stones and requiring further fall-back security arrangement of dipping into the central devolution of funds to the state8.  The root causes of the problem need to be attacked more directly.


Already too late
1.10 The steady deterioration in SEBs’ financial condition over the 1990s is due to well-known reasons, viz., inefficiencies, leakages and indiscriminate extension of subsidies to agricultural users of power.  As this problem is widely recognized, it does not require discussion here.  The State Electricity Boards, far from yielding the 3% return on their net fixed assets, as stipulated by the Electricity Supply Act 1948, incurred a loss of 18.7% on their capital in 1998-999. 

1.11 Mr. Parekh has described the SEBs’ real problem as follows:   

“India’s power sector is a leaking bucket; the holes deliberately crafted and the leaks carefully collected as economic rents by the various stakeholders that control the system.  The logical thing would be to fix the bucket (first)…. Most initiatives in the power sector (IPPs and Mega Power Projects) are nothing but ways of pouring more water into the bucket so that the consistency and quality of leaks are assured.  Every Megawatt of power produced today produces losses.  Roughly speaking about 60% of the power produced is billed and about 60% of that is collected.  Can we honestly run a power system sustainably in this manner?”.10  

The power industry’s structural weakness
1.12 The main contours of the new model for the power sector have been conceptualized in many recent writings, discussions and reports.  Central to the reform of SEBs is the reform of the power distribution to make it a financially viable operation in itself.  The SEBs continue to have nearly 100% distribution under their control even today.  This is creating all the problem.
.

1.13 As almost the entire distribution network for electricity is under SEBs’ control, there is very little market space for independent generating companies, despite generation being short of demand.  About 63% of the generating capacity is with SEBs, 32% with central power utilities11 and only about 5% in the private sector.  The problem for generating entities other than SEBs is that they can sell only to SEBs which are unable to pay.  

1.14 How the power sector’s present organizational structure has resulted in choking the whole supply line of finance to power generating entities is made clear by Chart 1.1
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The Power Sector’s Organizational Structure as the Stumbling Block
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1.15 Among the reasons behind SEBs’ losses are the very high transmission and distribution losses12, most of which should be controllable provided there is political will. 

1.16 The organizational and managerial ailment of SEBs is at the root of both India’s power shortage and  SEBs’ deepening financial crisis.  Our in-depth micro-level examination reveals that the financial problem of SEBs is the direct consequence of their fundamental organizational and management weaknesses.  Unless these are resolved, the financial problem cannot be solved.  


The main “enabling condition” for 
power sector’s development
1.17 In the growing economic literature about infrastructure financing, a frequently made point is that, for attracting private investment in infrastructure sectors, governments must create “enabling conditions”.  Such conditions usually refer to legal changes, capital market improvements, risk reduction, policy clarity and stability, etc.  In the unique situation of India, the most critical “enabling condition” for attracting private investment to the power sector is the reform of the organizational structure of the State Electricity Boards (SEBs). 

1.18 The financial condition of SEBs has reached a stage which requires “basically a bankruptcy workout”, as one observer puts it13.  That this is the case is indicated by the fact that the Government of India had to work out a special bail out package for the SEBs because their overdues to NTPC, other central power utilities, railways, etc., had accumulated to more than Rs. 40,000 crore as of March 2001.  SEBs are still continuing to lose and to default on their dues to generating companies, as media reports show. The one-time settlement of arrears has not solved the SEBs’ fundamental ailment.  What is the guarantee that SEBs will not default again?  


Can a Reconstruction Corporation for SEBs help?

1.19 If things do not improve quickly, the ultimate remedy may be to takeover bankrupt SEBs by creating a Reconstruction Corporation for SEBs instead of bailing them out again and again.  After taking them over, they should be restructured by immediately hiving off and corporatising their distribution business.  Their power generation and transmission facilities may also be corporatised and run under the supervision of  the proposed Reconstruction Corporation.   However, all this may not be necessary if the SEBs are restructured, as discussed in the next section.

Bring down SEBs’ control of distribution 





Lenders and investors in generating companies get nervous and stop further financing of power projects.





Power Generators can’t sell to anybody else because SEBs control entire power distribution network.  Power Generators are unable to get payments from SEBs and, therefore, run into working capital problem and default on repayments to suppliers of finance.





SEBs control 100% of distribution network but are loss-making and can’t pay their dues
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