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1.

Energy Sector Reform and Governance

India embarked upon the economic reform programme in 1991 more out of
compulson than out of conviction. The widening fiscd deficit, the depletion of
foreign exchange reserves, the baance of payments criss, and the impending default
on foreign debt repayment forced the government to take the plunge. The steps taken
have certanly improved the strength of the economy in short and medium term.
Foreign exchange reserves improved and economic growth saw a moderate spurt.
Fiscd deficit showed a declining trend for sometime, only to increase later. The fiscd
deficit of Union and State governments put together is eimated in the current year
at about Rs.1800 hillion, equivaent to about 12% GDP. About 48% of the union's tax
revenues are spent on debt servicing. Red improvement is possble only if tax
revenue increases ggnificantly, subsdies are cut down dradticdly, and government is
reduced in Sze, diminating redundancies.

I mpedimentsto growth

Each of these reaults is posshble, but cannot be achieved in a vacuum. Tax revenues
cannot improve without rapid economic growth. The firg flush of economic reform
resulted in higher growth, largey on account of remova of some of the atificid
condraints imposed on the entrepreneurid energy of the nation. It was like a dam
blocking the natura course of a river. As the dam is breached, water flowed down.
But as the resarvoir is emptied, mere demalition of the obstruction cannot improve
the flow of water downstream. We require to replenish the reservoir through the more
difficult operation of cachment treatment. Infrastructure bottlenecks in various
sectors  — energy, ports, roads and railroads — are formidable and need to be
addressed with vigour and clarity. The only sector which has seen sudtained
improvement is communications, snce new technology can be trangplanted in this
sctor with relative ease. Once government dlows private initiative, no maor
governance reform is needed for improvement in communications. In case of energy,
ports, roads and railroads however, sgnificant publice invesments policy initictives
and the will and capacity to mobilize public opinion in favour of growthoriented
policies are needed.

The present economic growth is hovering around 5%. It is generdly accepted that
India needs a sustained growth rate of 8% or more in order to fulfil its potentid,
generate adequate employment, and make a dent in fisca deficits. However, such a
growth rate is possble only when infrastructure bottlenecks are removed. Magor
initistives are caled for to reform school education and hedth care, in order to
improve the skills of the future work force. Labour lawvs need to be reformed to
facilitate remova of redundancies and dlow redeployment. In particular, downsizing
of the government requires fundament changes in  condituiiond and legd provisons
relating to public servants, coupled with red empowerment of loca governments
through trandfer of most functions, funds and functionaries to them. Only when there
is a clear nexus between taxes paid and public services received, between vote of a



ctizen and the qudity of governance, and between authority and accountability, will
pubic servants be accountable and amenable to any meaningful degree of discipline.
Out of the 27 million workers in the organized, monthly wage-earning sector in Indiag,
a high 19 million are in government and public sector done. This skewed distribution
of work force explains in large pat the mdase in governance, and the need for
redesigning government.

. The palitical process feeds on corruption, and in turn promotes it. The appetite of
parties and candidates for ill-gotten, unaccounted funds is legendary. In the recent
eections, in Andhra Pradesh done, aout Rs6 billion was esimated to have been
spent by the candidates of leading parties. Most of the dection expenditure is to buy
votes, and the expenses dmogt dways are 10 to 20 times the cellings imposed by law.
There is obvioudy a great urge to replenish this expenditure with a decent return on
investment, insurance to cover the risk of falure and a provison for the future. This
makes the system exceedingly corrupt, and as money is sphoned off at various levels,
the actud quantum of the loot a the citizen's leve is often five to ten times the
amount which reaches the political class.

. Rule of law is a casudty as the lethargy of courts is legendary, and 38 million cases
are pending in various courts. In a climate in which the sanctity of contracts is not
respected or upheld consgtently, and jusdtice is ddlayed abnormadly, investors attempt
to minimize risks. This is paticularly true in infrastructure sector which often has to
ded with government directly or indirectly, and is somewha removed from the
millions of small consumers. Market economy and risk-avoidance cannot go together.

. All these bottlenecks — infragtructure, education and hedth care, labour laws,
centrdization, corruption and falure of rule of lav — have to be addressed in the
next phase of economic reform. These impediments can be removed by governance
process, and not by market forces aone. The linkage between reform, growth and
governance is inextricable, and high growth is no longer feasible without governance
reform. A glimpse of the energy sector reform establishes this linkage quite clearly.

Power sector reforms

. In Energy Sector, the key reforms advocated are unbundling of State dectricity
boards, privatization of generation and eventudly didribution, invesments in T & D
sector to minimize technicd losses, effective mechaniams to diminate corruption and
theft, demand-dde management to improve efficdency of end use and minimize
wadage, diminaion of redundancies in work force, and most of dl, redization of
more economica usar-charges. All thee require fundamentd change in  our
governance process. For ingance, endless ddlays in Satutory clearances, arbitrary
decison making, and corruption are retarding private invesment in generation. Even
as many projects are approved, the energy boards do not have the capacity to buy
power from dl. Mot States have faled to evolve smple, fair, economicd norms for
power purchase. The capita costs and tariffs gpproved vary dgnificantly, and the
high-cot and high-tariff projects are often preferred to low-cost projects while



findizing power purchase agreements, and providing escrow mechanism.  Obvioudy
such predatory behaviors hurts consumer interests, and adversdly affects the financid
hedlth of the aready ailing dectricity boards, and gives economic reform a bad name.

. T & D losses are staggering in many power boards. To take the example of a State
regarded as one of the leaders in energy sector reform, in Andhra Pradesh, only 43%
of the energy is supplied to consumers with metered connections. About 24% of the
energy is edimated to be supplied to the agriculturd consumers through unmetered
connections. The rest 33% is estimated to be T & D losses. Of this, about 4% is
transmission loss. About 29% of the total power produced or purchased is ether lost
throughbad T & D  network, or stolen. The technical losses are of the order of 20%,
and thefts about 9%. In a modern system, transmission losses can be brought down to
2%, technicd losses to 10% and thefts eiminated dtogether. Clearly, over 20% of
power is logt to the system through mismanagement and corruption. There in lies a
tde of governance falure. In order to invest in T & D improvement, we need money
and politica will. Money is in perpetud short supply as most tax money goes towards
wages and pendons. Politicd will is difficult to muder, as sysem improvements are
not in the interest of the politicians and bureaucrats. Even as the dectricity board and
itS successor organizetions are losng heavily, there are many players who are lining
these pockets. Absence of tchnical improvements to reduce losses makes corruption
and theft more easy. A low leve engineer in charge of operaions in energy
digribution rakes in an astronomica sum of Rs 200,000 every month! There are huge
pay offs a various bureaucratic and politicd leves The consumer with illegd,
unaccounted supply, the industry which pilfers through tampered meters, the
employee of power board, the politician — dl gan a the cost of the energy sector
and the consumers a large. Meanwhile the power board is reduced to a dtate of
insolvency, with an annua revenue deficit of Rs.20 hillion.

User-chargesin agriculture

. Collection of economica user-charges is perhaps the hardest problem to resolve. In
Andhra Pradesh, the 1.8 million agriculturd consumers have unmetered connections.
They pay a nomind tariff on dab-rate, based on the power of the motor and pump
irrespective of the consumption. The results ae  devastating. The power board
receives only about 3% of its revenue from agriculture, while the supply is nealy
30%. More importantly, as the supply is unmetered, there is no incentive to save
energy or wae. The efficency of agriculturd pumpsets is notorioudy low.
Manufacturers  have become lax, supplying sub-standard machinery  with  low
efficiency. Farmers are unconcerned, as they pay a nominad dab rate, and they tend
to use higher power motors and pumpsets to make up for low efficiency. Water is
depleted faster then wells can be recharged as farmers lift water more than necessary.
The environmenta consequences of wasteful energy use and water depletion are
colos.



10. As agriculture is unmetered, there is no fool-proof method of assessng T&D losses
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and thefts. Corruption and inefficiency thrive.  The answer does not lie in taiffs
done. In fact, even if metered power is supplied to farmers free of cost upto a
reasonable levd of say 50% of the current estimated consumption, there will be
condderable net savings. The energy thus saved will yidd ten times the present
revenues from farm sector, if it is sold to industry. Metering aso reveds the rot in
the system and focuses public atention on technicad losses and corruption. However,
the vast amy of employees, many of whom are redundant, have as little incentive to
improve the system as their politicd bosses They dl have become pat of a vicious
cycle of 'dangeroudy stable equilibrium' described by Robert Wade.

Subsidy reduction vs. centralized gover nance

One of the questions agitating the minds of economists is how to reduce subsidies to
improve the fiscd hedth of a developing economy, paticulally in an open,
democratic sysem. Obvioudy the dow rae of socid pay off is no match to the short-
term politicad price when desubsidization is atempted. The answer in a generd sense
has to be found in red loca sdf-governance. If the ditizen is told that fiscd hedth of
the sysem demands remova of subsidies, he is unlikdy to respond. When there is no
commensurate benefit received to compensate for the lost subsidy, it makes no sense
to give it up. In a corrupt and decrepit system in which most players in the date
dructure seem to be prospering, it does not carry conviction if a villager is told that
he has an obligation to reduce fiscd deficit or the losses in energy sector. Indeed, if
the money saved by reducing subsdies can find dterndive uses a the locd levd in a
way the citizen can eadsly appreciate, then reduction in subgdies is paliticdly
feesble. When mogt tax money goes in sdaries to employees, people get no
worthwhile public service, and extortion and corruption become the norm in any
interface between the citizen and public servant, people will ress even rdaiond
reform.

Enduring any meaningful economic reform, in paticular reform of the complex
energy sector, is possble only with genuine governance reform.  Democratic
decentrdization with effective locd odf-governance, dectord reforms with sane
funding laws and drict and verifidble norms of public disclosure, establishment of
rule of law, judicid reforms for speedy and efficient justice, labour and public service
reforms to make employees accountable, and strong and vigorous steps to root out
corruption are the criticd next steps in Indids quest for economic reform.  These
chalenge are more acute in energy sector reform, and in a way the response of the
politicd sysem to these chalenges is a litmus test to Indian economic future, politica
gability and socid harmony. Governance reform is as much an economic imperative,
asit isademocratic necessity.



