c1:%11«:

Enhancing Knowledge,
Strengthening Capacity

A,

Report on Round Table Discussion

Sanctity of contracts: The debate around the role of the judiciary and the
regulator’

C’%irc

an
Sanctity of Contracts
The G203t oy [hE 1ois of th By A THE TR AR

FEBRUARY 20, 2020

CUTS INSTITUTE FOR REGULATION AND COMPETITION (CIRC)
New Delhi




Report on Round Table Discussion on

*Sanctity of contracts: The debate around the role of the judiciary and the
regulator’

February 20, 2020 | 11C, New Delhi

Panelist:

Dr Arvind Mayaram, Chairman, CIRC and Former Finance secretary, Govt of India
Mr Amit Kapur, Partner, J Sagar Associates

Mr Rakesh Kacker, 1AS ( Retd.) , Independent Director, PTC India Limited

Ms Sharmila Chavaly, Principal Financial Advisor to Northern Railways

o M e

Mr Prasanna Srinivasan, PPP Expert and Senior Advisor, CIRC

Proceedings of the Round Table Discussion:

Dr Arvind Mayaram, Chairman, CIRC, initiated the discussion citing the example of Andhra
Pradesh.

Dr Arvind Mayaram, Chairman, CIRC:

Dr Mayaram started the discussion by putting into context the subject. The current Andhra Pradesh
government has accused its predecessor government of entering into contracts with malicious
intent. As a result, a large number of contracts are now under scrutiny. This has led to a peculiar
situation. As government is a continuous entity, best described by an old English saying: “The
king is dead, long live the king!”, even though political party running it could change through
elections, contravention of contracts awarded the previous has given rise to a set of complication
which will have wide implications for the economy. This is more so true because the contracts are
between private parties and the sovereign state of (Andhra Pradesh) and such a relationship is
asymmetrical ab initio.




Contract law in India is fairly settled, even though execution of contracts through legal process is
mostly costly and time consuming. Supreme Court of India has been largely protective of the
sanctity of contracts although it has been inconsistent. For instance, in the case of Ultra Mega
Power Plants (UMPPs), the Supreme Court did not allow a pass-through in tariffs as demanded by
the aggrieved parties when the cost of imported coal changed due to fresh taxation by the home
countries, citing that such a change is outside the contract. The Supreme Court held that the
contract was mutually signed and the change in input cost did not attract provisions of force
majeure clauses as change in law is outside Indian territory. Therefore, contractual rights cannot
be changed under such circumstances.

However, the larger implication of this ruling would be on overall economy when these utilities/
will not be able to produce power in a viable manner. And if they fail or go bankrupt, the overhang
on the banking system would be huge. This is a dilemma where the courts perhaps rightly held the
sanctity of the contract but failed to see its wider implication on the economy. On the other hand,
the court stepped in and changed the contract in the case of 2G where huge investments had already
been done. Therefore, it is important to find a new equilibrium in law which would establish the
sanctity of law in a rapidly changing world.

Mr Rakesh Kacker, Independent Director, PTC India Ltd:

Mr Kacker agreed broadly with the contention of Dr Mayaram. Contracts need to be respected by
the state even if the party in power has changed. Contracts underlie projects and the choice is
whether one allows the project to perform or fail, which is what will happen if the contract is
changed. Take the example of natural gas suppliers in Indonesia and LNG importers in Japan for
power plants in the 1980s. At that time, gas prices were linked to LNG prices. These countries
made a contract to keep gas prices to a minimum even if LNG prices fall, so that the supplier could
at least meet operating costs. It was decided to keep the minimum price at the level which would
enable the plant to operate. That is how both the Indonesian gas plant and the power plants in Japan
could function without any interruption.

In the case of Tata Power and Adani Power, the matter was referred to Central Electricity
Regulatory (CERC) to find an amicable solution between the two parties. These power plants
cannot operate on the basis of the contract as it would be unviable for them to run the projects at
loss because of high cost of imported coal from Indonesia. It would close down because of the
nature of project financing as they would struggle to find money to operate. A mutually agreed
decision would let systems function in all circumstances.

Contracts are sacrosanct but there should be some flexibility which can be mutually agreed upon
in case of any exigency. Though a contract should be upheld, there should be provisions for re-
opening it in the contract itself. Some are normally provided, like force majeure or change in law.
Sometimes a situation may come where a particular development in the economy or a quality is
such that a contract cannot be honoured on the terms originally envisaged. In such times, we must
be pragmatic enough to accept that the contract needs to be changed. But that doesn't mean that
the contract should be changed simply because there is a new government in.




In the Andhra Pradesh Renewable Energy (RE) case, there is no real justification for reopening
the contracts. The YS Jaganmohan Reddy government’s argument that these contracts are not bona
fide does not hold any water, unless there is strong evidence that they were mala fide which would
render these ab initio null and void. Tariffs approved by the relevant regulatory commissions
cannot be modified through an executive order.

In case there is valid reason to revisit the tariffs, state government cannot force the regulators to
review their orders. It is the state government’s responsibility to see that the project continues, and
that the terms and conditions of the contract are not violated by either of the parties. Reasons for
reopening of the contracts need to be well documented and have to be pursued through proper
channels. The reasons for reopening a contract need to be very well established, otherwise rules
should be followed.

Citing the telecom crisis in India, he stated that when there was a crisis in 1998-99, the rules of
game were changed so that the telecom companies could survive. A similar situation arose for FM
radio in 2005-06 and the rules were changed to make them sustainable. In the telecom crisis, the
interpretation of adjusted gross revenue (AGR) by the Supreme Court can be discussed with the
government or some of these companies will fail. If that happens, it will have severe repercussions
on the economy.

The government has to take all that into account, not just the terms and conditions of the contract.
Even assuming that the case of the access providers is wrong, and they were supposed to pay the
dues on the entire AGR, government has to take proactive steps to provide some relief to the
telecom companies taking into account larger economic implications. Even for consumers, the
implications are going to be huge. The same holds for the banking sector. So, looking at both sides
of the picture, in normal cases, the contract should be adhered to and in certain cases, there must
be provisions for renegotiation in public interest. Termination should be the last resort.

Dr Mayaram posed the following questions to Mr Amit Kapoor. One: Does the law preclude two
parties renegotiating if one is able to show the other that there is reason for it? Two: Can judiciary
step in and force renegotiation or stop renegotiation? Should the judiciary actually step in and
cancel contracts on its own?

Mr Amit Kapoor, Partner, J Sagar Associates:

Every transaction has inherent risks and time brings in more. The electricity we consume and the
water that we use brings a specific risk of contracts that is very complex in nature while looking
at the value chain. Contracts have performance risk over a period of time. Long-term water or
electricity contracts are service contracts with long-term finance commitments and thus bear a
huge risk. With any project, the contractors are taking financing risks. They acquire land and have
the rights to enter into certain transactions. Similarly, a coal mining company is entitled to use
land. None of these are paid instantly, as in the case of newspaper vendors across the street. The
newspaper supplied at home is paid for by the end of the month.

Transactions are premised on the mutual understanding that each partner will perform its part
according to the provisions of the signed contract. There is a commitment that payment will be




made over a period of time after the services are rendered. The complexity comes with the time
value of money. The appreciation of time value of money should be there in the system. Those
performing their duties as per the contracts are very often not paid the full. But subsidy can be
provided by governments even if the economy is bleeding and other sectors like healthcare,
education and livelihood are underperforming.

The problem is with the mindset. There is the big challenge of interdependencies in all the
contracts. In long-term infrastructure projects, private parties are investing capital for the lifecycle
of the project, say, for 30 years and know that the investment will be recouped over 25-30 years.
Projects are financed with 30% equity and 70% debt. The bank is looking at recovering it in 10-
12 years with a predicted moratorium period. Generally, the construction time is supposed to be
18-24 months as per the calculation. But the project is stuck due to land issues, people’s unrest.
An 18-month project now takes four years to complete. The prediction that banks would get repaid
in two years now extends to 16 years with prolonged interest and additional capital requirement.

Unlike in the West, where the interest rate is negative or within 1 per cent, in India it is 12-14%.
When money is invested in infrastructure which is under welfare economics or its pricing is related
to political economy, it becomes a challenge. All of this is fundamentally challenged by one big
breach between law and economics.

Contract law is predicated on a doctrine of caveat emptor: Let the buyer beware. Onus is on the
buyer to investigate and find out what are the attributes and the correct value of what she is buying.
And we all know that only the producer or supplier actually knows what the intrinsic value is.
Even regulators are not able to fully understand the economics of what they are regulating.
Obviously, the arbitrage between the two without punitive sanctions against frivolous litigation,
bad behaviour and lack of genuine action in a timely manner is the nub of the challenge we face.
It is not that the men wear black robes are not well meaning but perhaps, in their arsenal for
analysis, the economics and knowledge of technology is not so high.

All cases like AGR in 2G, coal mine allocation, UMPP issues for Adani Power and Tata Power
and current AP government conflict with RE players are issues of the interplay between law and
economics. In the case of AP, the state is unable to carry the burden of payment because it is
neither willing to charge the appropriate tariff nor willing to provide subsidy through budget. The
economic impact of any judicial decision can better be understood by a lawyer who is an economist
too like Fredrick Jenney, who was an economist appointed as judge in the Supreme Court of
France.

Capital is one of the key factors of production and growth. You can't bring the other factors of
production into play unless you have capital. Right now, we have progressed from the crisis of
twin balance sheet to four balance sheets. The executive, the judiciary and the legislature must

! In his latest paper named 'India’s Great Slowdown', Arvind Subramanian mentions the new ‘Four balance sheet
challenge’. The Four Balance Sheet challenge includes the original two sectors - infrastructure companies and
banks, plus NBFCs and real estate companies. More can be assessed at
https://www.hks.harvard.edu/sites/default/files/centers/cid/files/publications/faculty-working-papers/2019-12-cid-
wp-369-indian-growth-diagnosis-remedies-final.pdf
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inform themselves of the problems that exist. We always find ourselves stumbling on these issues
and trying to find solutions, which are not there because we're looking in the wrong direction.
Sanctity of contracts is an established principle of commercial law. But contracts cannot be
implemented as if they are deemed to be God-gifted and sanctified. It must be understand that
these are man-made arrangements for mutual convenience and exchange of value with the
intersection of all the factors mentioned above, including time. If the fundamental transaction is
getting impaired because of changed circumstances, there is a need to reconsider the contract
because the underlying value and the welfare that you were expecting, is getting eroded. Avrticle
39 provides that government policy must be implemented in a manner that maximises welfare for
the people and prevents monopolies. It is important that judges should not do the job of the
executive.

Ms Sharmila Chavaly, Principal Financial Advisor to Northern Railways:

Ms Chavaly said that out of all the disputes related to contracts, supply contracts are 1% and
project-related contracts are around 5-6%. Most arbitration occurs because contractors have a
tendency to go in for litigation despite the fact that contracts have been standardized over the years
based on experience. This is very common between the contractors and public agencies.

To balance the risk of overreach, sector regulators have been appointed. In Railways which is the
largest public procurement agency from the government side, a very balanced approach has to be
taken keeping public interest in consideration. Railways are following general financial rules
notified by the Department of Expenditure for public procurement on an auction and bid basis with
full transparency. There is always a learning curve for the new areas where Railways run the risk
of overreach.

In UK, there is a well-settled principle of how the judiciary interferes in public policy and public
contracts. Certain grounds are accepted as public good. Judiciary does not get into anything beyond
that unless it can be established that it will be detrimental to the public.

Each country, including India, is at different stage in a learning curve. In India, we are behind the
learning curve when it comes to judgments on policy decisions. In the US, the circuit court has
ruled that in energy contracts, the bankruptcy court has supremacy over the Federal Energy
Regulation Commission (FERC). But other circuit courts held that FERC is supreme. In India too,
high courts are not in sync while delivering decisions. In general, Railways do not get into litigation
and matters are usually resolved amicably.

From the Infrastructure Finance point of view, there are three areas in terms of the sanctity of
contracts.

The risk lies in not adhering to the principle that the contract is supreme. A contract given to a
private partner by the public sector becomes a bankable instrument. The bank will give advance
finance on the strength of that letter of acceptance, there is no need for a sub-contract. If that is the
case, renegotiation of a contract is troublesome. It is troublesome for a public procurer because
she is answerable to someone on what is being re-opened. It’s also troublesome to the person

2 More on Avrticle 39 can be assed at https://indiankanoon.org/doc/555882/
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sitting in judgment from Vigilance or investigation agencies, because they have no idea why such
a decision was taken unless speaking orders are given. Ministry of Finance has enunciated some
principles of renegotiation of contracts, even while accepting that as a principle, renegotiation of
contracts is bad in law.

Renegotiation should only be done if there are certain unknown factors which could not be
foreseen at the time of signing the contract. All other risk factors should ideally be included in the
contract. This is particularly troublesome in the case of public private partnerships (PPPs). The
principles adopted when giving a template for renegotiations is primarily to protect decisions taken
by those people from being litigated, suspecting the bona fide of people taking the decision or from
the private party, which feels there is a bias.

Renegotiation should be based on the principle that there is a proper business case to reopen the
contract and should include all data necessary. Western countries include all the factors which
become the basis of renegotiation through an excel sheet which is included in the contract itself.
This practice is not prevalent in India. This is being tried in Railways by studying previous EPC
(Engineering, Procurement and Construction) contracts. All these excel sheet should ideally be
part of the contract. While opening the contracts, one should have all the factors that form the basis
of bids. To draw the contours of renegotiation, the base case of the bidder needs to be protected.

To overcome the issue of overreach, there are three things to look at. What does an investor or a
developer look at when he comes into a contract? He's looking at three risks: regulatory risk,
taxation risk, and contract enforcement risk. By and large, contract enforcement is okay. We
generally pick the bad cases but not the good ones. As for the taxation part, all of you are aware
what happens when there is a retroactive amendment to the taxation law. The third is enforcement
of contracts. In enforcement of contracts, by and large, the courts need to respect the sanctity of
the contract in litigation.

Again, enough publicity has not been given to one specific 3amendment that was made to the
Specific Relief Act of 1963 in 2018. It was a Ministry of Finance initiative. The specific Relief
Act had three basic amendments which allow infrastructure work to be completed even if there is
litigation. It's a path-breaking amendment. This was the initiative of the government. It did not
come from the private sector.

From the government point of view, it is also trying to catch up with what is happening outside.
In the RE sphere, one of the causes of worry is when cases go to court. In the case of Andhra
Pradesh, the judiciary may not have enough knowledge or expertise to sit in judgment on such
contracts. The Specific Relief Act provides for them to hire experts who will give them the advice
that they require. There have been a few cases where judges have reached out to the experts.
Railway contracts are extremely complicated when it comes to legal issues. They ask government
for informal advice and the judgments are fairly balanced. The government does not dispute those.
But wherever the judiciary tends to overreach (in the common man's view), it is in areas where
they interfere in public policy. When judiciary interferes in public policy, no one knows the
outcome would be.

3 More on the amendment to the act can be assessed at http://www.egazette.nic.in/writereaddata/2018/187919.pdf
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The executive has also to be very clear what it wants and be ahead of the curve. The Railways, for
instance, is looking for advanced technology for battery storage to catch up with latest
developments. The goalpost is moving very fast, that is why it is very difficult to put in a specific
public policy. There are problems and there will be problems. The best way forward is learning
and keeping ahead of the curve in this rapidly changing world, be it private sector, judiciary or the
regulator.

Dr Mayaram asked Mr Prasanna Srinivasan who dealt with very large number of PPP projects,
“How do you see as a person who's outside of the regulation and don't step into the courts to
litigate? How do you look at this whole issue of contracts? ”

Mr Prasanna Srinivasan, Senior Advisor and PPP Expert, CIRC:

Mr Srinivasan said that frequent review of contracts can deter private parties from entering into
concessions/contracts with public sector sponsors, especially in PPPs, as this increases both
regulatory and commercial risk. Such reviews that may result in cancellation of contracts usually
occur from the government side due to either a drop or an increase in prices. Prices drop is
significant in technology-related developments, such as RE -- solar, wind or biogas -- due to rapid
change in technology. These are generally capital-intensive projects having a lock-in period of 20
years or more. Within a year or two of the contracts being signed, there could be a sharp change
in price because of new technologies.

If the price change is significant, it's very easy to look back 12 months later and say the contract
is a dud, one which was overpriced, because the benchmark prices keep changing. The government
is skeptical about paying more when there is a decrease in price in almost every subsequent
contract. Governments are tempted to cancel earlier contracts or seek renegotiation of price. If a
question is raised about the project in the media or the parliament, it is sufficient to put a project
in a limbo or on hold, which has serious cost implications for the project. Infrastructure is capital
intensive with returns coming over a long period of time. In any project under implementation, if
payments that are due don’t come in on time, it puts the private partner under lot of financial
pressure. For a 25-30-year concession; delay in payments could also result in arbitrage for rent
seeking, because this is what happens in practical terms. It plays out more simply on operational
payments. Therefore, if there is a monthly or quarterly payment due, and it isn’t released in time
for no significant reason, there would be operational issues within the project. These are mostly
unexplained delays, not attributable to specific issues.

There are ways in which these things can be handled. The question is: Do we look at regulation or
do we look at the regulator? A private partner wants an objective system that removes discretion
which would reduce considerably political risk from a project. This is not dissimilar to an auditor
statement. The auditor certifies accounts and it is accepted as true. It is well known that auditors
don't do 100% checks. There are instances of fraud, but by and large the system works because
there is a presumption of professional integrity. Occasional violation of integrity doesn’t mean the
system itself is bad.

Second, another important factor is the time-bound actions triggered by the system. For example,
if electricity is being delivered of the required quality and quantity, payment for the services should




be made without any delay. There's absolutely no reason for delay. In service projects like public
transport, water and sanitation, if the agreed delivery standards are maintained, there is no reason
for objections to pay. Similarly, in a PPP contract, if the contract parameters are well defined and
quality assessment is as per the contract terms, there is no reason for any delay in payments.
However, if 100% of payment is linked to 100% compliance of agreed parameters, projects are in
are at big risk. Payments must be linked to milestones and any part default should not result in
100% withholding of payments.

It must be taken for granted that in any 25-30 year programme, there are bound to be issues and
points of dispute, especially in infrastructure project where technology, quantum of capital,
several changes in political leadership and officials is a given. If 200 reasonably intelligent people
are put on the job, there is bound to be disputes even on interpretation of clauses over a 30 year
concession period. Taking that as a given, it is necessary to design systems that addresses the
disputes in a time-bound manner. Infrastructure projects in the US typically take 10-12 years to
get off the ground. In Germany, this period is 2-5 years, as there is a clear stop-go. If a project is
not workable, it's not going to get a yes within two years. They drop it, so nobody's wasting more
time and money on it. If not, they say the public good requires it to move ahead.

A system is needed that resolves and decides in a time-bound manner. And there has to be a legal
sanctity to decision making. India has already enacted incorporating international best practices.
As parties to a complex contract, one needs to design a robust dispute resolution process in the
contract and make it work over 10, 20 or 30 years. For that to happen, you need to have a strong
defined mechanism in place. There would be definitely some issues in long-term projects and no
one should assume a dispute-free contract over the project’s life cycle.

Telecom and power are big size sectors with complex systems and huge knowhow in terms of
knowledge. In telecom, regulators did come into play when there were a lot of changes in
technology. In India, for example, there was a huge battle between GSM and CDMA technologies.
However the problem is of creating a regulator before enough is known, as decisions of regulators
with little domain understanding can create new disputes. Secondly, in the Indian political system,
institutions are created but if they are not given adequate autonomy to decide, there are bound to
be problems, like CERC (Central Electricity Regulatory Commission) and TRAI (Telecom
Regulatory Authority of India) experienced in the initial years. They are not given financial
autonomy, which means they rely on the government to allocate a budget every year for doing
their job, bringing into question their autonomy. They do not have competent technical support
required to enable them to arrive at an independent view. There’s a feeling that they really can't
do much or their decisions are not accepted easily. There are also issues relating to competition
and very often sector regulators seem to be giving decisions which are at odds with Competition
law.

It is also true that there are infrastructure sectors in which, because of a long period of state
monopoly, there is very little private sector experience of expertise. Water and sanitation is one
such sector. These are simple services that can be given as private contracts for reasonably long
tenures. There is not enough competent staff available in the private sector and personnel have to
be drawn from the public sector. This is akin to the time when the banking sector was opened to
the private sector and most of the personnel in the initial phase were drawn from the public sector




banks. Lastly, there's also a question mark on the competence of government entities to be able to
deliver infrastructure services efficiently and in a cost effective manner. On the banking side,
integrating public sector banks which are under a certain scheme of regulation by the Reserve
Bank of India would be easier compared to private banks. This is a typical problem that any
regulator faces in the Indian context. It might take several years to sort out matters that can be done
through a contract.

In a contract, there should be an agreement with all the parties to a dispute resolution system. As
an exception to the rule, matters go to the court which are not related fundamentally to the contract.
This is the legal sanctity debate and that kind of a system probably works better for contracts.

Overall, there are three kinds of services. There are services which all categories of people can't
pay for. Government has to pay for these services. Such services can be given to the private sector
partner on an annuity payment basis. This would bring in greater accountability and efficiency,
provided the public sector oversight is well managed.

There's a second set of services where the government need not provide any subsidy. In the telecom
sector, government wants the license fee rather than looking at the services that it enables. Though
it might be very valuable to provide a certain number of free calls to daily wage earners, no one
wants to discuss that. For some services, which need some level of transition, some level of change
in contracts is needed. If there is a periodic system to review of contracts, there would be a greater
possibility of success in a long-term contract.

At the state level, it's necessary to establish an infrastructure project review committee, which is
multi-party system. They will do a vetting following a transparent process. Give that process a
timeframe of 3-6 months. The cost can be defrayed as part of the project development, at the cost
of government. A national level law is not needed as this can be done at the state level. An
agreement at a state level can say such a service is needed and political parties brought on board.
If there is no political consensus, that state will not get the investment. Secondly, for legally valid
infrastructure projects, dispute resolution, mechanism must hire professionals who could work
with the court because many of these matters are very technical. A lot of things are still being
learnt, a lot of implications not properly understood.

The discussion was then opened to comments from the participants:
Q&A:
Mr Tarun Shankar, Senior Professional, IFC:

Take the public policy view with regard to the Andhra Pradesh contracts. Land has been a major
issue in Andhra Pradesh for a couple of years even before this regime. When land for RE parks
was being acquired, the underlying ownership of land did not rest with the government department
which was entering into mortgages. So, as a lender IFC wanted security documents to be created.
It was discovered that the underlying ownership of that land was not with the respective authority,
which effectively meant that it was not a secure transaction. So these were all unsecured exposures




to projects. Even two years after the projects became operational, there is no information on the
land status.

Dr Arvind Mayaram:

Actually, it’s not even required because government is the owner. The department is not the owner.
Even if administrative control of land is of X and the use is by Y, simply by government
notification mortgage can be allowed, no issues. The question here is not so much in terms of
sanctity of contract. The government which comes in with this kind of contract where, say,
environmental clearances have not been obtained in time, or some vital information is received
post award of contract, the government will have to compensate as it's a default issue. But the
government should then compensate the private party which came in good faith that the
government knew what it was doing. Sanctity of contract would continue to be at the heart of this
entire matter. Who compensates whom is a different issue?

Ms Geeta Gouri, Former Member, Competition Commission of India:

When Andhra Pradesh Regulatory Commission (APRC) was started, the quality of commissions
was better. A lot of time was spent going through a whole lot of contracts, doing risk analyses. But
unknown factors came up. In a PPP, the private party escapes and everything comes down to the
government. There is also sanctity of contracts in vertical agreements. But in any contract -- which
is true even of infrastructure contracts -- what are the signals being sent out? Opening up the
contract is allowed under certain circumstances. Commissions have the authority to allow it. When
any contract is signed in the private sector, from the owner to various dealers, right down the line,
these contracts work.

Under Article 39, one has to look at a contract not only in terms of the competition but what is
public interest. This is a much larger dimension. These are much more difficult set of contracts to
look into than in the case of “commercial” infrastructure. It's not so much of a problem as a
question of making sure that the regulatory body maintains an arms-length distance. Railways have
generally been able to manage it, well run state electricity boards have also managed it.

Mr Amit Kapur:

It is not the risk related to just the unknown unknowns, risk must be allocated for even the known
knowns. That’s the whole point of allocation. In a contractual arrangement, relationship risk must
move with granularity, depending on the stage and maturity of a particular sector. All these
contracts are intrinsically about natural resources. In 1994-99, there was excitement post-
liberalisation to open spectrum to bids and private participation, Indian private sector saw numbers
far more, far larger than what was thought of. Eventually it was thought that royalty would come
off the top and would not affect the economics. In 1997-98, the industry went belly up, the banks
got worried and the government took a clear view that the idea of allocation of spectrum for
economic growth and for access to the citizen is of greater value than earning revenues. Remember




the whole move came within months of migration to revenue share being offered. The industry
moved on and we saw the most spectacular economic growth.

The 2G judgments came on 2 February 2012. Within weeks the Presidential reference on the
allocation of natural resources went to a constitution bench of Supreme Court judges. On 27
September, in less than eight months, five senior most judges of the Supreme Court sat together
and gave the verdict came that 2G judgement was wrong in saying that the only way to allocate
natural resources is by auction. The allocative decision remains an executive decision keeping
welfare in mind. Yes, auction is preferable, advisable but not mandatory. After all, it was done for
the sake of economic growth, not to inflate the economy. And that basic principle, sadly, in a
government which had by far the finest brains in economics, was completely lost in public
discourse. Whereas in allocation of natural resources like coal blocks, government wanted auctions
and the court willingly agreed to the demand.

Look at iron ore mining. Our tragedy is the Supreme Court interfered and the ‘go, no go’ policy
came at the time India was big on building infrastructure. After we banned mining, China dumped
iron ore in India since it had surplus capacity and made money hand over fist. The Supreme Court
said you can go ahead with mining with some guidelines, but the seven intervening years cost India
hugely. India was exporting iron ore, China was converting it into steel and sending it back at huge
prices. Why are these decisions not made with due information and knowledge? The relief
amendment came into force on 1 October 2018.

Nobody knows how many states have actually created special courts, not even the Ministry of Law
and Justice. No ordinary civil court should interdict or give an injunction against any utility project
because time, value and money cost to the economy is huge. If somebody abandons a project, they
give 30-day notice. A special court can give a decision within one year, maximum 18 months, not
just drag out the case for 15 years. But implementation is the key. India is good at fashioning
structures but not implementing.

Finally, the jurisprudence that is available has to factor in the socio-economic environment. If the
judge who has to fashion the relief is not duly informed and prepared, the solutions will hurt us.
The only instance where something was undone other than for telecom was in the allocation of
natural resources. All other matters take 10-15 years to undo the damage. For iron ore mining, the
seven years that were lost were a huge loss to the economy.

There is perhaps a need, which must come from this discussion and otherwise, to bring back Article
39 as a guiding constitutional rule for courts, regulators, policymakers and lawmakers. It must be
very clear when writing a judgment, taking a policy call or writing a piece of legislation what are
the 3-4 rights and interests that are going to be impacted. Reasons must be given for outweighing
them in terms of public good.

Ms Geeta Gouri:

India has outdated laws like the Electricity Act. Not enough economists have gone into it as the
process has been captured by bureaucrats and lawyers. The debate is whether one maximises




consumer welfare or citizens’ welfare. Just upholding sanctity of contracts would mean a larger
change, allowing for environmental effects to come in and let the market judge. Most regulators
think they know the market. But the public interest, consumer interest and economy’s interest must
be looked at in the short, medium and long term.

Ms Sharmila Chavaly:

Once one set of problems is addressed, another set emerges. And because of that, new instruments
keep coming up because even from the regulatory side. Innovations may be tried which may or
may not succeed. The Railways is trying to see whether a new instrument -- surety bonds -- will
work. Such bonds are big in the US, especially in certain infrastructure sectors. They're not
insurance but they reduce costs as compared to letter of credit or guarantee from a bank. The
ministry of finance will be asked to consider it.

Dr Arvind Mayaram:

In long term contracts, where services or infrastructure assets are to be procured on a long-term
basis, comprehensive understanding is needed of the fact that the market has to be made. For
instance, the power exchanges should have been much more robust than they are today. Moving
away from long term contracts to actually buying from the spot market could be considered, at
least a certain percentage of demand. You need to create capacity for the economy to run, but
simultaneously also have a glide path to move into more of spot market buying, or very short-term
contracts through the exchange mechanism. Not much thinking has gone to it.

Mr Rajeev Malhotra, Executive Director, PTC India Ltd.:

In the recent past, distribution companies have not been asking for long term contracts. There has
been no long-term power purchase agreement (PPA) in the market now for at least five years. To
rescue stranded assets for 1,900 MW projects with shorter-term contracts, three-year PPAs were
entered into in 2018-19. Currently there's an exercise on to identify 2,500-MW projects with three-
year contracts. Now the difficulty in doing a much larger shift to the spot market or the exchange
is precisely this: demand has already contracted. They're not allowed to break those contracts. In
the US, Australia, UK and Canada, there are resets and material change clauses. There are no short
term contracts, only long term investment, including price variations.

Mr Amit Kapoor:

India has itself impaired the situation. In the matter of Tata Power and Adani, the Supreme Court
endorsed and accepted CERCs position. Trading was meant to be arbitrage, so that peaks and
troughs could be dealt with in a portfolio and trial levels. Now, for a 4-paisa margin, if a 4-rupee
contract is to be under-written, there is no incentive to play in that market. In the trading sector,
players like PTC and other traders tried to develop some other mechanisms for coal and ancillary
services but they have still not taken root. In the current year, non-payment is about Rs 90,000
crore -- acknowledged and accepted, yet not paid. Unless you deal with the structural fallacy, it's




an acknowledged fact that taking into account the subsidy and the non-payment, there is a loss of
around Rs 1.10 per unit of the national average. Around 123 billion units a year is supplied, and
by 2-3 trillion units, loss at a unit level is Rs 1.10.

Can the market be played if that’s the loss level for a national average? Infrastructure is inherently
under the Constitution and Article 39, amongst other things it’s ultimately the responsibility of the
state. Whether the private sector plays an independent role or it is a joint venture, the government
can’t just say sorry if it fails.

Let's see what happened to telecom. From 1994 to 1999, in the telecom sector, the base was given
as aggregate cost revenue, adjusted in cost revenue, but when the definition was given, excitement
of the bidder and the government was such they forgot to link it to the business in question, the
licensed business, which was spectrum. Now why would you criticize a Rs 2 lakh crore liability
when the total attributable revenue because of that utilisation spectrum is only Rs 30,000 crore
using a different formula? The valuations and the auction prices given by the operator at that time
are financed by the banks.

Unfortunately, the leveraging structure in this country on the project is only deteriorating. If 70:30
used to be the norm, now projects are getting more leverage. None of the financiers want to look
at merchant risk. And to make matters worse, there were huge blowups on merchant PPAs in South
America just when this option was being examined.

At an early point in time, institutions actually funded projects at certain normative capex numbers.
On Day 1, institutions and the other stakeholders knew that there was going to be a cost overrun.
The first cost overrun is actually a sign of a reneging of the financial contract. In an auction or a
bid, there is only Section 62 for regulatory determination and due application. Prices are
competitively bid and determined if circumstances change. Parties may as well go for a regulatory
determination; the law does not preclude it. That's what is of concern in this entire context,
Telecom and the others must have similar questions. Everyone must be sure what they’re getting
into, early enough. Second, why is auction a holy cow?

Mr Prasanna Srinivasan:

In an auction, the government wants more revenue, keeping aside service availability and
accessibility, particularly in terms of pricing out of the window. It’s about who's giving the lowest
service fee, right? It has to be cheap for people to use, revenue is not the concern. There is a
philosophical disconnect with regulatory determination of pricing. Some people will sit around a
table and decide the price. It can get a little more complicated than 10 people who have such teams
and say, come up with a number. If you can get the lowest service fee, it's the simplest way of
resolving it.

Dr Arvind Mayaram:
There are three reasons why bidding has become the preferred option. One is it’s a lazy way of

doing things, because it's simple. So, nobody has to apply their mind and nobody will question the
value arrived at. So even if it's a gamed bid, it is still a bid and therefore you can get away with it.




In the current system of distrust, this has been raised to the pitch of perfection. That level of distrust
does not allow any other method because at the end of the day, even today, if a not-for-profit
organisation approaches a government department, exceptions apart, they say, “We know you do
very good work, but how would we justify it?” This the problem is of distrust.

The third reason is asymmetrical information. Some factors may have been missed in determining
a price and somebody will question it and bring evidence to prove it. There would be allegations
of incompetence or corruption. These three reasons make it easier for everybody in the public
space to go for bidding system.

Mr Rakesh Kacker:

Looking at the negative is a classic Indian trait. Look at the successes. There were failed attempts
at a National Tariff Policy (NTF) 1994 to 99. When Delhi electricity distribution was privatised,
there were circles where losses were upwards of 75%. Today, all three are working at less than
10% loss. It's a benchmark for the world.

Citizens of Delhi were not prepared to go out and protest 5-paisa and 7-paisa hikes. The fact of the
matter is that at the level of 51% losses, the annual subsidy was Rs 3,500 crore. Privatisation will
not yield an overnight reduction. You will have to go through the pain but rest assured that after
the 5-year transition, the subsidy will be off. The benefits will come and ultimately there will be
much better electricity distribution. Give a good successful story due credit.

When there is a monopoly, especially if it's a natural monopoly, there is no benchmark for the
capex cost in the market. So that is why auctioning is considered the best way to allow competition
for the market.

Mr Prasanna Srinivasan:

What is true for electricity is true for any infrastructure sector. There are no cost comparators from
the government side. Even the government's initial view of services is based on how much cash is
rolled out in the annual budget. It's only an incremental cost. Well known journals have published
research papers about how PPPs make things “expensive”. It's a very flawed way of looking at
things. When the private sector is inducted, one should look at the increase in service level
standards. Can it be compared with a competitive public sector service level?

Ms Geeta Gouri:

Before a PPA, risk analysis is done. It creates competition for the market. That's the most important
thing one has to remember. Reverse auction is as per the document. But even after that there's
negotiation. Even government agencies can be questioned because that could be a rent-seeking
position. Look at the development of financial markets through the stock exchanges and also the
nascent development of commodity exchange. The whole issue of power exchanges needs to be
looked at a little more comprehensively.

The discussion ended with acknowledgement of contributions made by the participants.







