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This is an appeal by special |eave concerning tariff
fixation by Delhi Electricity Reforns Conmission (' DERC
for short). In this appeal, a short point which arises for
consi deration is : whether on the facts and circunstances
of the case DERC was right in reducing the rate of
depreciation from6.69%to 3.75%

The facts giving riseto this civil appeal are as foll ows.
On 23.1.92 Mnistry of Power ('MOP for short) issued
a notification (which was published in Oficial Gazette on
31.1.92) stating that a |icensee shall provide for
depreciation in its Annual Statement of Accounts
conmencing on 1.4.92 as per straight-line method in
respect of asset(s), indicated inicolum no.1l, at the rates
i ndicated in the colums of Schedule VI to the Electricity
(Supply) Act, 1948 which vests the power to stipulate'the
principles for depreciation in the said Mnistry. A note was
appended to the said Notification under which it was stated
that the reference to the straight-line nethod in the said
Notification was intended to differentiate the same fromthe
concept of reducing bal ance nethod and not to derive rates
fromthe fair Iife of the asset(s).

On 29.3.94, in continuation of the above Notification
MOP amended the Schedule. A bare reading of the said
anmendnment i ndi cates absence of |inkage between the fair
life of an asset and the rate of depreciation

On 23.11.2000 the Delhi Electricity Reforns Act, 2000
(' DERA” for short) was enacted by the State Legislature to
establish DERC and to restructure the electricity industry
in Del hi.

On 6.1.2001 the Governnent of National Capita
Territory of Delhi (' GNCTD for short) decided to unbundle
Del hi Vi dhyut Power ('DVB for short), its undertaking and
assets, and vest the same in six successor comnpanies
including three distribution conpanies (' D SCOvs' for
short). These three DI SCOVs are \026 North Del hi Power
Limted ('NDPL' for short), BSES Yamuna Power Linmited
(' BYPL' for short) and BSES Raj dhani Power Limited (' BRPL’
for short). On 15.2.2001 GoNCTD i ssued the Request for
Qualification docunment (' RFQ for short) to the prospective
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bi dders. It indicated the period of transition and stated
that tariff principles were being worked out by DERC so

that the investors could plan their investnents. That,
transition period was to be of 5 years. A tariff order would
be made available to the bidders before the | ast date of

subm ssion of their Statement of Qualifications. Under

RFQ docunent a chapter titled "Investnent Hi ghlights" was

i ncorporated (see: Chapter 5). Under para 5.9 of the RFQ
docunent, DVB referred to Tariff Setting Principles for

2002- 03, 2003-2004, 2004-05 and 2005-06. In the said

para it is further stated that for revising the tariffs in 2001-
02, DVB has already filed a tariff application with DERC in
whi ch DVB has proposed Tariff Setting Principles through
which the tariffs of 2001-02 would get adjusted in 2002-03,
2003- 2004, 2004-05 and 2005-06. In para 5.10 of the RFQ
document, GoNCTD stated that it was conmitted to the

power sector reforns in Delhi; that this was its

conmi t ment. whi ch stood reflected in various steps

undertaken by -it, nanely, creation of DERC, appointnent

of financial advisors for unbundling and for privatization
enact ment -of DERA, approval to the structure of unbundl ed
DVB on 6.1.01 and comencenent of the process of

inviting RFQ bids through the issuance of RFQ docunent.

At this stage, it may be noted that DERC was created in

March 1999. However, vide para 5.10 of the RFQ

docunent, GoNCTD indicated that by passing DERA its role

was restricted to provide directions on policy matters in the
process of electricity tariff determination. ‘In the context of
future tariffs, the RFQ docurment further clarified that the
order to be passed by DERC on the tariff application of DVB
for the year 2001-02 would be nade avail able to the

bi dders before the | ast date of submi ssion of Statenent of
Qualification ('SOQ for short) so that the bidders woul d
have a clear idea of the tariff level for the next five years.
This was, in order to enable the bidders to prepare an
appropriate business strategy [See: para 3.3.6.2]. |In para
9.7 of the RFQ docunent, the Tariff Setting Principles were
set out. Vide para 9.7, the Tariff Principles were
sunmarized in the formof a formula which referred to/'tariff
in any year as equal to tariff in the financial year 2001-02
plus sumtotal of all expenses such as power purchase

cost, salary, O%M adm nistration and general expenses,
interest on debt, return on equity mnus increase in

revenue due to reduction in T& | osses divided by

estimated units sold in a year. Vide para 9.7, it was
clarified that under the fornmula, the tariffs stipulated by
DERC for the financial year 2001-02 was to get adjusted in
the financial years 2002-03, 2003-04, 2004-2005 and

2005-06. Vide para 9.7, it was further stated that the
above Tariff Setting Principles have been proposed to
provide certainty to the tariff determ nation process. Under
para 9.7.2 of the RFQ docunent, it was further stipulated
that the order of DERC on the tariff proposal of DVB for the
financial year 2001-02 shall be nmade available by 2.4.01 so
that the pre-qualified bidders could submt their financia

bi ds for the proposed DI SCOVs.

On 23.5.01, DERC issued its Retail Supply Tariff
Order on the Annual Revenue Requirement (' ARR for short)
for the financial year 2001-02 and the Tariff Determ nation
Principles for the financial years 2002-2003 till 2005-06.
This Tariff Oder computed the ARR of DVB for the ensuing
year 2001-02. As can be seen fromthe Tariff Oder, DVB
had conputed the ARR for financial year 2001-02 at
Rs. 5514 crores. DVB suggested to DERC for framing Tariff
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Setting Principles in order to develop a | ong-term business
strategy so that tariff levels could be indicated for the next
five years [See: para 1.6.6]. Under the said order, DERC
conput ed the depreciation expenditure for DVB in rel ation

to distribution of asset(s) at 6.83% Before DERC, DVB had
submi tted Annual Accounts for the financial year 1998-99
based on Wi ghted Average Depreciation Rate (' WADR for

short) which was proposed at 6.83% based on the said
Notifications issued by MOP. On these projections, DERC

held vide Tariff Order dated 23.5.01, that for want of details
regardi ng asset-conposition at the beginning of financia

year 2001-02, it approved the WADR of 6.83%for

conputing the depreciation. At this stage it may be noted
that on unbundling, the WADR stood reduced to 6.69% for

the financial year 2001-02. The said depreciation was
chargeabl e to ARR of DVB. 't was quantified at Rs.232
crores for the financial year 2000-01 and at Rs.262 crores

for the financial year 2001-02.

On 20.11.01 GoNCTD notified the Transfer Schene
under Section 15, 16 and 60 of DERA setting out rules for
transfer and vesting of assets, liabilities and obligations of
DVB in the three DI SCOVs herein. Under the said Scheme
DVB was unbundl ed, the Openi ng Bal ance Sheet of each of
the three DI SCOV gave the value of the Goss Fixed Asset
(" GFA" for short) as also the value of Net Fixed Asset (' NFA
for short) for tariff purposes. The Transfer Schene was
brought into force with effect from1.7.02.

On 22.11.01 GoNCTD i ssued Request for Proposa
docunent (' RFP docunent’ for short). The said docunent
was acconpani ed by the Policy Directions issued to the
prospective bidders referring to the transition period of 5
years. It also referred to the Tariff Principles franmed by
DERC in order to enable the bidders to devel op their
busi ness plans and in order to enable the bidders to make
their bids.

On 22.11.01, GoNCTD after considering the views
expressed by DERC i ssued Policy Directions under Section
12 of DERA for restructuring of the Electricity Industry and
privatization of Distribution Conpanies. In the Policy
Directions, GoNCTD clarified that the Directions have been
issued in public interest to enable restructuring of DVB

and to privatize the business of distribution. It was further
clarified that the transition period shall be of 5 years (2002
till 2007) to attract private participation in respect of AT&C

| oss reduction, tariff structure including return on equity of
16% and 50% addi tional revenue arising from AT&C | oss

reduction with inbuilt incentive to D SCOVs. Under the

Policy Directions, GoNCTD assured the bidders that “a BST

Order shall be issued by DERC to facilitate investors to

have a full idea of various elenments in tariff fixation, before
bi dding. Vide para 19 of the Policy Directions, it was
clarified that DERC shall be bound by Policy Directions on

and from22.11.01 till end of financial year 2006-07.

Accordingly on 22.2.2002, DERC i ssued the BST
Order on a Joint Petition filed by GoNCTD owned
Di stribution Conpanies (that is before privatization) and
Del hi Power Supply Conpany Ltd. This BST Order, issued
by DERC, approved Bul k Supply Tariff to be charged by
Del hi Power Supply Conpany Ltd. to the said D SCOvs, on
the basis of the paying capacity of the Distribution
Conpani es. The said BST Order issued by DERC al so
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approved the Qpening Levels of AT&C | osses for each

Di stribution Conpany. It al so approved the Tariff

Determi nation Principles for the period of 5 years (2002 to
2007). As stated above, this BST Order was issued before
bi ddi ng giving certainty to the bidders regarding Tariff
Entitlenment for the transition period. Based on this order,
the bidders were expected to bid. They were expected to
bid on the basis of annual reduction of AT&C | osses over a
5 year peri od.

Accordingly, Ms. Tata Power Conpany Limted
submitted its bid for purchase of 51%equity in the North
Nort h-West Del hi Distribution Conpany Limted on the
basi s of reduction of AT&C | osses which they were to
achi eve yearwi se over a5 year period (transition period).
This was in April/Mwy 2002, Bids were sinmlarly nade by
M's. BSES for purchase of 51%equity in the other
Di stribution Conpani es owned by GoNCTD.

For the sake of convenience we are stating the facts
concerning the bids submtted by Ms. Tata Power
Conpany Linmted in the context of purchase of 51%equity
in the North North-West Delhi Distribution Conpany.

On 29.5.02, GoNCTD accepted the bid of M's. Tata

Power Conpany Ltd. based on the | oss reduction profile,
RFP docunents etc. Accordingly, Ms. Tata Power
Conpany Ltd. was invited to sign Share Acquisition
Agreenent by GoNCTD.. This was on 31.5.2002.

On 1.7.02, the Transfer Schene was brought into force

by GoNCTD. The mgjority share-hol ding (51% and

managenent control of the three Distribution Conpanies
owned by GoNCTD stood transferred to the successful

private bidders. Ms. Tata Power Conpany Ltd. was one of
the three DI SCOVs.

After privatization of Distribution Conpani es on

1.7.02, the Electricity Act, 2003 was brought into force on
and from 10.6.2003. Section 185 of the said 2003 Act

saved DERA by stating that all directives issued before the
commencemnent of 2003 Act under DERA shall stand

expressly saved.

Vide Tariff Oder dated 26.6.03 DERC reduced the rate
of depreciation from®6.69%to 3.75%

On 25.7.03 North Del hi Power Ltd. (’NDPL" for short), a
joint venture of Ms. Tata Power Conpany Ltd., filed a

Revi ew Petition before DERC which was di sm ssed on

25.11.03. The Review Petition was made by NDPL seeki ng

to challenge the reduction in the rate of depreciation. Wile
rejecting the Review Petition it was held by DERC that
depreciation is a charge to the Profit and Loss Account and
it represents a nmeasure of loss in value of an asset arising
fromuse, efflux of time and narket changes. It was further
held that froma regul atory perspective, depreciationis a
smal | amount of the original cost of the capital asset(s),
built into the tariff conmputation every year with a viewto
provide the Uility a source of funding to repay instal nents

of debt capital. It was further held that since the asset is
used over its operational life, depreciation is a percentage
charged over the fair life of the asset(s). It was further held

that in the BST Order dated 22.2.2002 the rate of
depreci ati on was based on WADR since the details of the
asset (s) at the beginning of the financial year 2001-02 were
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not avail able and, therefore, at that tine DERC had taken
the view that instead of rejecting the conmputation of ARR,
submitted by DVB, it was better to give directions to DVB to
update their data so that in future it could file proper
conput ati on concerning ARR It was further held that the
erstwhile DVB was required to file ARR by 31.12.01 for the
financial year 2002-03 which they failed to do so and
instead the three Distribution Conpanies filed a Joint
Petition for determ nation of the Opening Levels of AT&C

| osses and al so for determination of BST in order to enable
the privatization process to be proceeded further in
accordance with the Policy Directions issued by GoNCTD,

that accordingly on 22.2.02 DERC had issued a BST O der

on the Opening Levels of AT&C | osses and the BST

applicable to the DI SCOVs and, therefore, according to

DERC, there was no change in the principles of tariff
fixation as regards treatnent of expenses and revenue.
According to DERC, the basic principles underlying the
approval of variousitens in ARR remai ned unchanged

across the first Retail Supply Tariff Oder (' RST Order’ for
short) dated 23.5.01 applicable for the financial year 2001-
2002 and the BST Order dated 22.2.2002 applicable for two
nmont hs ending 31.3.02. It was further held that
depreciation is the source of debt repayment for a Uility
and since no | oan repaynent was due during the financia
years 2002-03 and 2003-04, DERC had accepted the

request of NDPL and two others to treat depreciation as a
source of funding to partly fund Capital Expenditure. It
was further held by DERC that depreciation is a non-cash
expendi ture and since there was no | oan repaynment .in the
financial year 2002-03 and financial year 2003-04, the

al | owed depreciation rate of 3.75%wi || not affect the

Dl SCOVs' operations, cash-flowreturns as all legitimte
expenses were duly covered in the deternmination of ARR It
was further held that DERA enpowered DERC to depart

fromthe Principles nmentioned in Schedule VI of the said
1948 Act, during the process of ‘tariff determ nation, by
providing in witing the reasons for such variations. /It was
hel d that since there were serious deficiencies in the Fixed
Asset Register ('FAR for short), DERC took the decision to
reduce the rate of depreciation from®6.69%to 3.75%in
accordance with the power entrusted to DERC vide Section
28(3) of DERA. It was further held that the decisiontaken
by DERC was in public interest since the higher rate of
depreci ation of 6.69% woul d cast a heavy burden on the
consunmers. It was further held that the depreciation
expenditure at the rate of 3.75% all owed by DERC was in
accordance with the statutory provisions of DERA, the
Policy Directions of the GoNCTD and the Regul atory
Practices. It was further held that it was the duty of DERC
to all ow adequate and prudent expenses which fall wthin
the regul ati on on annual basis. Accordingly, the Review
Petition of NDPL came to be dism ssed as per the order of
DERC on 25.11.03.

Thereafter on 19.12.03 NDPL filed its petition for

determi nation of ARR for financial year 2004-05 and for
determ nation of Retail Supply Tariff in terns of Section 28
of DERA. Vide Tariff Order dated 9.6.04 DERC denied to

NDPL the assured return on equity at 16% as well as

depreci ation expenditure at the rate of 6.69%

Vi de Review Petition dated 8.7.04, NDPL requested
DERC to revise its Tariff Order dated 9.6. 04.
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On 23.7.04 NDPL preferred Wit Petition No.15175 of

2004 before this Court. That petition was disposed of on
9. 8. 05 upon constitution of Appellate Tribunal for

El ectricity (' ATE for short).

The above Review Petition dated 8.7.04 was di sm ssed
by DERC on 29.10. 04.

Aggri eved by the above decision of DERC, NDPL

preferred Wit Petition No.140 of 2005 in the Del hi Hi gh
Court challenging the legality and validity of the inmpugned
Tariff Oder dated 9.6.04 in respect of creation of

Regul atory Asset(s) whereby 53% of the operating expenses
of NDPL was deferred w thout providing a schedul e of
recovery/anortization. ~However, in the neantine in view of
the constitution of the ATE, NDPL filed its statutory appea
before the Tribunal (that is ATE). ATE allowed the appeal of
NDPL on the question of depreciation vide O der dated

24.5. 06 whi chhas been challenged by DERC in this civi
appeal . By the said order dated 24.5.06 ATE hel d that

DERC has not given any reasons for deviating fromthe
Principles nentioned in Schedule VI to the said 1948 Act.
By the said order, ATE further held that D SCOVE were
entitled to 16% ROE, which is accepted as final by DERC

As stated above, aggrieved by the decision of ATE

dated 24.5.06, DERC filed the present Civil Appeal No.2733
of 2006 before this Court limted to the question of
depreci ati on.

On 21.7.06 ATE al so all owed anot her appeal filed by
NDPL chal l enging the Tariff Order dated 9.6.04 concerning
creation of Regulatory Asset(s) by DERC.

On 23.8.06 Civil Appeal No.2733 of 2006 filed by
DERC cane for hearing when the follow ng interimorder
was passed:

"After hearing | earned counsel for the parties at
sonme length, we feel it would be appropriate for the
Appel l ate Tribunal to consider the conclusions of the
Conmi ssion as if they were good and sufficient for the
pur pose of making a departure fromthe Schedule Vi
rates. The basic issue involved in this appeal is whether
the Appellate Tribunal was justified in its viewthat the
Comm ssion had not indicated any reason for-deviating
from Schedule VI rates. This direction is being given
because the Comm ssion was of the view that no reasons
have been indicated. Wthout expressing any fina
opi nion, we direct the Tribunal to exam ne whether the
concl usi ons of the Conmi ssion are supportable in facts
and in law. Let the parties appear before the Appellate
Tri bunal without further notice on 5th Septenber, 2006 so
that the Appellate Tribunal can fix a confirmed date of
hearing or take up the matter on that very day. The
Appel l ate Tribunal shall decide the matter after taking
into consideration all contentions raised or to be raised by
the parties. However, we nake it clear that we have not
expressed any opinion on the nmerits of the case. The
exerci se to be undertaken by the Appellate Tribunal shal
be only on the question of depreciation

It is clarified that order dated 13th June, 2006, we
had permtted the process of deternination to be
continued by the appellant as directed by the Appellate
Tri bunal (by m stake recorded as Hi gh Court). The fina
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deci sion may be taken, but the sane shall be open to
chal l enge by the affected parties. This matter shall be
pl aced for further hearing after a period of six weeks.

It is, however, nade clear that we have not given
any interimprotection for any period other than the
period to which the present appeal relates to.

The deternination nmade by the Appellate
Aut hority shall be indicated to the parties.”

As per direction of this Court dated 23.8.06, ATE

recorded it findings on the rate of depreciation vide its order
dated 29.9.06 (hereinafter referred to "the inmpugned order").
By the inpugned order, it was held that depreciation is not

a source of fund, it is a process of Allocation of Cost and
that funds are generated by sal es and not by depreciation
which is an expenditure incurred in terns of Schedule VI.

At the sanme tinme, ATE observed in its inpugned order that

in certain cases conpanies did foll ow Depreciation Fund

Met hod for replacenent of asset(s). According to ATE,
Section 28 (3) of DERA was an enabling provision which
enpower ed DERC to depart fromthe factors specified in
Schedul e VI while determ ning the revenues subject to

DERC recordi ng reasons thereof; that in respect of
depreci ati on DERC has suggested devi ati on but there was

total non-application of mind on the part of DERC since the
reasons given by DERC for fixing the rate of depreciation at
3.75% were legally not sustainable. According to ATE,
depreciation is a process of cost allocation. It is not a
process of valuation. It is not a cash-flow.~ It is not a
source of funds. Therefore, DERC, according to ATE, was
wrong in assum ng that depreciation was built into the tariff
as a source of fund to repay the debt capital. As stated
above, DERC had taken the view that since NDPL had not
borrowed any | oan during the relevant financial years, there
was no liability on NDPL for |oan repaynent. According to
the i npugned order passed by ATE this reasoni ng was
erroneous since depreciation under Schedul e VI was
adnmi ssi bl e even in cases where the DI SCOM has not -t aken

any loan in the relevant financial year. According to the

i mpugned order, depreciation is an item of deduction in
respect of an outgoing which is notional, and which'is a

part of profit as also part of the asset(s) charged. According
to ATE, depreciation does not generate cash, it sinply

all ocates the original cost of an asset to the period in which
the asset is used. According to ATE, depreciation is an item
of Allowable Expenditure and if the rate of depreciation is
reduced from6.69%to 3.75%the same will disable the

DI SCOVs from fundi ng replacenent of one or the other of

t he equi pnent s/ machi nery whi ch beconmes obsol et e,

adversely affecting the distribution system According to
ATE, the DERC has erred in holding that depreciation is

neant to be utilized for nmeeting working capita

requi renent, |oan repaynent, capital investnent etc.
According to ATE, depreciation under Schedule VI is an
item of authorized expenditure. According to ATE, DERC

was wong in holding that depreciation stood built into tariff
conputation to provide source of funding to repay debt
capital, loan repaynment and to neet working capita
requirenent. By the inmpugned order, ATE further held that
DERC had proceeded on an erroneous reasoni ng, nanely,

that the average fair life of lines and cables in the

di stribution systemwas 25 years and, therefore, the
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average depreciation worked out to 3.75% By the

i mpugned order, ATE cane to the conclusion that the above
reasoni ng of DERC was erroneous since DERC had nisread

the MOP Notification of 1992, referred to above, which
categorically stated that the straight-1ine method was not
for derivation of rates fromthe fair life of the asset(s).
Therefore, according to ATE, it was not open to DERC to
derive the rate of depreciation at the rate of 3.75% fromthe
fair life of the equipnment as is sought to be done by DERC
According to ATE, the MOP Notification dated 29.3.94 had

al | owed depreciation at the rates mentioned therein on a
straight-line nethod as an authorized expenditure which

had no linkage with the fair Iife of the asset(s). According to
ATE, NDPL was entitled to depreciation in terns of MOP
notification dated 29.3.94, Policy Directions dated 22.11.01
and BST Order dated 22.2.02 and, therefore, there was no
reason to reduce the rate of depreciation from6.69%

cl ai med by the DI'SCOVs herein as an all owabl e

expenditure in terns of Schedule VI of the said 1948 Act.
The said Policy Directions issued by GoNCTD under Section

12 of DERA to DERC, according to ATE, were binding on the

DI SCOvs which DERC failed to notice. According to the

i mpugned order, DERC had accepted the WADR proposed

for Generation Company in terns of MOP Notification dated
29.3.94. This rate was approved by DERC when DVB was

in picture. Therefore, there was no reason to reduce the
rate of depreciation for DI SCOVs herein-on privatization
According to ATE, DERC on 22.2.2002 had issued BST

Order which covered Tariff Elenents, namely, depreciation,
taxes and return on equity. The investors submtted their

bi ds on the basis of representations contained in the Policy
Directions dated 22.11.01, BST Order dated 22.:2.02 and

the tariff structure nentioned in MOP Notification dated
29.3.94. Therefore, according to ATE, the nethod adopted

by DERC to cal cul ate depreciation on the basis of the fair
life was contrary to the above-nentioned BST Order and
Policy Directions as well as MOP Notifications. Further
according to ATE, the rate of depreciation in termof MOP
Notification works out at an average of 6.69% According to
ATE, even the BST Order issued by DERC proceeds on the

basis that depreciation is adm ssible at a rate for an

i dentical equipnent and, therefore, there was no reason-to
treat the DI SCOVs herein differently. According to ATE, the
Policy Directions of GoONCTD did not indicate depreciation at
the rate of 6.69% but while passing the BST Tariff Oder
dated 22.2.02, DERC had granted depreciation at the sane
rate of 6.69% According to ATE, the BST Tariff Order dated
22.2.02 constituted a paraneter for the DI SCOVs herein for
the transition period of 5 years. According to ATE, 16%
return on equity was guaranteed. This was not in dispute.
However, according to ATE, 16% of the return on equity can
be arrived at only if Allowable Expenditure is nade

admi ssible. Lastly, according to ATE, depreciation has been
all owed by DERC at the rate of 6.69%to TRANSCO and

GENCO and, therefore, there was no reason to treat the

DI SCOvs herein differently. According to ATE, MOP
Notification dated 29.3.94 enabled the D SCOVs herein to
claimthe accelerated rate of depreciation so that the UWility
can neet Hi gher Capital Expenditure and Hi gher

Oper ational Expenditure requirements. Thus, by the

i mpugned order dated 29.9.06 ATE confirned and

reiterated in detail its earlier order (dated 24.5.06) in favour
of the DI SCOVs herein holding that the rate of depreciation
fixed by DERC at 3. 75% was erroneous and that the denia

of depreciation to the Uility at 6.69% was not sustainabl e
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either inlawor in facts. Accordingly, the appeal filed by the
DI SCOVs herein stood all owed by ATE. Hence this civi
appeal by DERC.

M. S. K. Dhol akia, |earned senior counsel appearing

for DERC, submitted that under Section 28 of DERA, DERC

had to fix tariff taking into account the interests of the
DI SCOvs and the consuners. Under Section 28, according

to learned counsel, DERC is required to follow the Principles
of Schedule VI of the said 1948 Act but it also has the
power to deviate fromthe said Principles for reasons to be
recorded by DERC. In this connection, it was pointed out
that in exercise of the powers under Section 28, DERC had
fixed the rate of depreciation at 3.75% having regard to the
fair life of the assets. According to | earned counsel, DERC
was right in rejecting the claimof 6.69%on the ground that
the said rate could be considered only if there was a debt
redenption i nvolved. Learned counsel further submtted

that GoNCTD had never promni sed 6.69% as rate of

depreciation in the RFQ RFP-or in the Policy Directions. 1In
this connection, it was urged that allow ng higher
depreciation at the rate of 6.69% would increase the tariff

| evel inposing a burden of al nost Rs.300 crores on the
consumers for the financial years 2002-03, 2003-04 and
2004-05. Learned Counsel further submitted that the
reliance placed by DI'SCOMs on MOP Notifications of 1992

and 1994 were totally msplaced. They were issued under

the said 1948 Act which stood repealed by DERA to the

extent of inconsistency and that Section 28 of DERA
enmpower ed DERC to deviate fromthe principles nentioned

in Schedule VI to the said 1948 Act. Mbreover, according to
| ear ned counsel, even under the MOP Notifications there

was a concept of Advance Agai nst Depreciation ("AAD' for
short) provided there existed actual loan liability in a given
year. Therefore, in the present case, according to | earned
counsel, DERC was right in rejecting the claimof 6.69% on
the ground that such rate was not (admi ssible as there was

no question of debt redenption during the aforestated

years. According to |earned counsel, MOP Notifications
granted higher rate of depreciation dependi ng-on the |oan
repaynent and since in the present case there was no
liability of |oan repayment for the DI SCOVs during the

above years, they were not entitled to the higher rate of
depreciation of 6.69% According to | earned counsel
reliance placed by DI SCOVMs on the MOP Notifications was
erroneous since the said Notifications are based onthe
concept of AAD which is limted to the actual loan liability
in a given year. |In the circunstances, according to |earned
counsel, DERC was right in holding that D SCOV were not
entitled to the depreciation expenditure at the rate of
6.69% According to |l earned counsel, the MOP Notifications
show t hat hi gher depreciation was admissible in the

regul atory mechani sm because at the relevant tinme the
Uility had undertaken | oan repaynent liabilities which did
not exist for the financial years 2002-03, 2003-04 and

2004- 05.

M. Dhol akia, |earned counsel for DERC, next

contended that the Policy Directions issued by GoNCTD on
22.11.01 prom sed as assured return of 16% on equity and
certain incentive on the Utility attaining overachi evenent
beyond the | evel specified in the Policy Directions in respect
of AT&C | osses. No other prom se was nade by GoNCTD.

It was urged that depreciation is a non-cash expense,
therefore, DERC could permit only reasonabl e depreciation
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which in the present case was 3.75% It was urged that in
the above Policy Directions dated 22.11.01 there was no
prom se that the rate of depreciation will remain constant
for all five years. As regards the BST Order dated 22.2.02
on which reliance has been placed by DI SCOMs herein,

| earned counsel submitted that the said BST Order was

valid only for two nonths of February and March 2002 and,
therefore, there was no pronm se under the said BST O der
regarding fixation of the rate of depreciation for 5 years. It
was further pointed out that in the said BST Order dated
22.2.02 there were certain variables which included itens of
expendi ture which varied fromyear to year, one such item
was depreciation. Accordingly, the Chart on Expenses

al l owed by DERC for NDPL show different anpbunts (in

crores) allowed as depreciation expenses in the financia
years 2001-02 (two nonths), 2002-03 (9 nonths), 2003-04

and 2004-05. This Chart, according to |earned counsel

shows that it was open to DERC to all ow depreciation as an
item of expense on annual basis.

At this stage, it may pointed out that in the course of
hearing before us, |earned counsel for NDPL subnitted a
Chart suggesting that the denial of depreciation at 6.69%
resulted in reduction of rate of return on equity. In this
connection, |earned counsel pointed out that the Chart
submitted by NDPL was erroneous. He pointed out that the
di sal | owed depreciation nmentioned in the Chart was

reduced fromthe total allowed ROE for the financial year
2004-05. He pointed out that inrespect of the financia
year 2004-05, DERC had cal cul ated 16% ROE and

accordingly had all owed Rs.61.69 crores as 16% ROE

However, in addition to the said sum of Rs.61.69 crores,
DERC had al so granted to NDPL a sum of Rs.45.62 crores

as depreciation. The total sumwas, therefore, Rs.117.31
crores and, therefore, NDPL was wongin saying that its
return on equity got adversely affected on account of | ower
rate of depreciation.

On the concept of depreciation, |earned counsel urged,
relying on certain textbooks, that depreciation is ordinarily
based on fair life of the assets, the rate whereof can vary
dependi ng upon the object sought to be achieved, for

exanpl e, under |.T. Act, depreciation is a tool for tax
incentive and capital formation. Simlarly, depreciation is
often prescribed on different basis, in the case of energy
savi ng devices, pollution control equipnments etc.

Depreci ation cal cul ated under the Conpanies Act is

intended to arrive at the true and fair value of the assets of
the conpany in order to keep the sharehol ders, creditors

and investors well informed. Learned counsel urged that in
Electricity Accounting, DERC is entitled to adopt a fair rate
of depreciation based on fair life of the assets so that the
consumer is not overburdened. |In the present case, it was
urged that on the date of transfer all the accunul ated

| osses were taken over by GoNCTD; that the DI SCOVs

herein were aware that the existing tariffs would not be
enough to recover the cost of units input in the imediate
future as there were substantial AT&C | osses; to recover the
cost of units input, DISCOMs were aware that the tariff

woul d have to be increased to a higher |evel which was not
practical and for the above reasons GoNCTID offered to the

DI SCOVs herein assured 16% return on equity.

Accordingly, D SCOVs were required to reduce the AT&C

| osses. Higher the recovery from consuners neant higher
revenue to the DI SCOMs and | ower the tariff. Learned
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Counsel submitted that the DI SCOVs herein were fully

awar e of the above aspects when they came i nto business

with an obligation to reduce the said | osses to assured
levels as per Policy Directions and, therefore, the rate of
depreci ation had no rel evance to AT&C | osses and to 16%

RCE. Learned counsel submitted that it was never the case
of DISCOVs that the rate of depreciation had any

connection with AT&C | osses. According to | earned

counsel, DERC had exercised its power under the statute in
going for a departure from Schedule VI to the said 1948 Act.
Therefore, according to DERC, DI SCOVs herein were

entitled to depreciation in the above years derived fromthe
fair life of the assets since during the said years there was
no debt redenption invol ved.

M. Harish N Salve, 1earned senior counsel appearing

on behal f of NDPL, submtted that under Section 28(2) & (3)
of DERA, DERC was required to adhere to the financia
principles and their obligations provided in Schedule VI to
the said 1948 Act and if DERC wants to depart fromthose
principles it has to record reasons in witing. Learned
counsel submitted that the said reasons to depart and the
flexibility of DERC to depart are both subject to provisions
of DERA including Section 12(3) read with statutory Policy
Directions dated 22.11.01 as reaffirned by Parlianent in
Section 185(2)(e) of the Electricity Act, 2003. 1In this
connection, our attention was also invited to para XVII of
the Sixth Schedule to the said 1948 Act which gives the
definition of the word "clear profit". The definition shows
that clear profit has to be arrived at after deducting the
out goi ngs. The word "clear profit" is defined in sub-para
(2)(b) of para XVIl to nmean the difference between the
amount of inconme and expenditure. The word "expenditure"

in sub-para (2) of para XVII refers to depreciation

conput ed as herei nbefore set out [ See: clause (x)]. CQur
attention was also invited to para VI of the Sixth Schedul e
which, inter alia, states that the |icensee shall provide each
year for depreciation such sum cal cul ated in accordance

with the principles as the Central Governnent may, after
consulting the Authority, by notification in the Oficia
Gazette, lay down fromtine to tine. |In other words, it was
i ncunbent on the licensee to provide for depreciation in
accordance with the principles as the Central Governnent

may by notification lay down, fromtinme to tinme. Reliance
in this connection, was placed on the first-MOP Notification
dated 23.1.92 in which depreciation was prescribed in
accordance with the straight-1ine method ("SLM for short).
In the notification there was a col umm which indicated the
fair life of the assets. However, a Note was added to the
said Notification making it clear that the rate of depreciation
shall not be determ ned on the basis of the fair life of the
assets. The said Note read as under

"NOTE: The reference to the straight line

method in this notification is intended to

differentiate the sane fromthe reducing

bal ance nethod and not for derivation of rates

fromthe fair life of the asset and the residua

val ue"

In other words, the rate of depreciation prescribed by
the Central Governnent had no linkage with the fair life of
the assets. Therefore, where accounts were required to be
drawn up under the Sixth Schedule, it was incunbent on
the DERC to provide rates of depreciation as per the above
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MOP Notification and it was not open to DERC to
recalculate the rates on the basis of the fair life of the
assets. Therefore, it was urged on behal f of NDPL that
when they made a bid for buying 51%equity after
unbundling in April/Mwy 2002, it was on the basis of the
representations held out to the investors as contained in
MOP Notification dated 23.1.92, BST Order dated 22.2.02
and the Policy Directions dated 22.11.01.

M. Salve, |earned counsel for NDPL, next subnitted

that the only reason given by DERC to depart fromthe

Si xth Schedul e was that the fair life of the assets was 25
years and since NDPL was not required to redeemthe debt

as it had not borrowed during the aforestated years DERC
was entitled to derive the rate of depreciation at 3.75%
having regard to the fair life of the asset(s) (25 years).
According to | earned counsel, the above reasoni ng of DERC
was contrary not-only to the representations nade to the

i nvestors but it was also contrary to the Note appended to
MOP Noti fiicati on dated 23.1.92 which stated that the rate of
depreci ation shall not be derived fromthe fair life of the
asset. Therefore, according to the |earned counsel, DERC
had departed fromthe Sixth Schedul e which was untenabl e
and per se illegal

In the alternative, M. Salve submtted that even if

DERC was entitled to depart from MOP Notification dated
23.1.92 and BST Order dated 22.2.02, the inmpugned order

of DERC cannot constitute a good order under Section 28(3)
of DERA as it results.in total dismenbering of the total 5
year transition nechanism it renders 16% ROCE illusory

and it extends the replacenent period for assets from 13.45
years to al nbst 24 years. Learned counsel subnmitted that
the linmted issue in the present case is: whether DERC is
enpowered to flout para 17 of the Policy Directions dated
22.11.01 read with para 3.6.2 of the BST Order dated

22.2.02 by changing the depreciation rate from®6.69%to
3.75% wi thout any justifiable reason after having i'nduced
private investnment on that premse. Section 12, ‘according
to | earned counsel, makes Policy Directions binding upon
DERC. The Transfer Scheme had indicated policy for
privatization under Section 14 to 16 of DERA. The said
Schene recogni zed the need for the Governnent to draw up

the schene for privatization. Therefore, in tariff fixation
DERC was required to conply with the Policy Directions

dated 22.11.01 issued by GONCTD. In this context, it was
poi nted out that Policy Directions dated 22.11.01 and BST
Order dated 22.2.02 had fixed the rate of 16% RCE after
providing for all expenses including depreciation. They had
also fixed an incentive for reduction in AT&C | osses. /Al
these aspects were taken into account while fixing the
transition period of 5 years. The BST was fixed for 5 years
and, therefore, it was not open to DERC to reduce the rate
of depreciation and thereby frustrate the refornms and the
period of 5 years. It was further pointed out that one of the
i mportant problens which had dogged the privatization
process was that the particulars of the assets were not
known and, therefore, DERC had adopted WADR al | owabl e

on the assets in question. The rate of depreciation and the
rate of return on equity were significant features of the

Transfer Schene. It was submitted that if DERC is all owed
to reduce the rate then such tinkering would frustrate the
reforns. It was further pointed out that in order to ensure

ARR to be met through the tariff, DERC was required to
provi de the basis on which the return on equity was to be
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conputed. It was contended on behal f of NDPL that ROE

and the rate of depreciation were significant features of the
schene and if the rate of depreciation is reduced from
6.69%to 3.75%then the entire package/privatization

process would fail. In this connection, it is pointed out that
under the order of the DERC the net return equal to 16% on
RCE in the ARR cannot be conputed by reducing the

al | owabl e expenses since that would render the return of

16% nugatory. It is pointed out, in this connection, that the
net returns available to the ARR under the orders of DERC
was Rs. 61 crores approximately (equal to 16% of ARR); that
the ampbunt of depreciation all owed has been reduced by

60% and if the net returnis calculated on the principles
applicable to the BST Tariff then the said return would

stand reduced to less than 0.5% Therefore, even assum ng
for the sake of argument that DERC was entitled to deviate
fromthe Sixth Schedul e, the inmpugned exerci se undertaken

by DERC I eads to unjustifiable reasons. Learned counse

submi tted that” DERC was wong in hol ding that

determ nation of the principles for tariff entitlenents for
next 5 years was not the key factor in the privatization
process.

Lear ned counsel for 'NDPL next contended that the
reasons given by DERC for departing fromthe Sixth

Schedul e was specious, untenable and erroneous. In this
connection, it was urged that depreciation is not a "source
of funds". The source is always the "sale price" of goods.
Depreciation is a non-cash charge. It reduces the

distributable profit w thout reducing the cash profit. The

di fference between the distributable profit and cash profit is
a sumwhi ch the conpany has to retain. Depreciation in a
sense is a source of funds for future'investments. However,
it is not a "sources of funds" for the current year. The Sixth
Schedul e makes it clear that depreciation is an expenditure
properly incurred. Learned counsel for NDPL pointed out

that DERC had erroneously assuned that the rate of 6.69%

was sone sort of higher depreciation. It is further pointed
out that the figure of 25 years is taken by DERC from't he

MOP Notification which itself clarifies that the said figure is
not to be taken into account for determ ning the rate of
depreciation. It is submtted that DERC cannot assune the
power to alter the depreciation rate as per financial needs of
the Wility of the DISCOVs. It is submitted that if the
argunent advanced on behal f of DERC was to be accepted,
nanel y, higher depreciation for higher loan it would lead to
di saster. |If a DI SCOM borrows money fromthe nmarket

then, according to DERC, it can recover the cost of

borrowi ng fromthe consumer. Such reasoni ng woul d

i npose on the consunmer twofold liabilities - firstly, the

i nterest burden in such an event could be passed on-to the
consumer as a cost and secondly, the redenption of the

| oan woul d result in accelerated depreciation in tariff.
Therefore, according to NDPL, DERC had erred in hol di ng

that NDPL was not entitled to depreciation rate of 6.69%as

it had not borrowed noneys fromthe nmarker during the

rel evant years. According to |earned counsel for NDPL there
was no |inkage between depreciation and | oan repaynent

since depreciation is a charge on the income to be kept

aside for asset replacenent. Depreciation is adm ssible so
that the cost of the asset can be recovered by reducing the
distributable profit and the noney so retained in the

busi ness (distributable profit minus cash profit) can be

used for replacenent of asset. According to NDPL, the

above MOP Notification dated 23.1.92 (as amended)
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contenpl ated different rates of depreciation having no
linkage with the fair life of the asset because MOP wanted
faster replacenent of the assets. It is submitted that DERC
has failed to appreciate this aspect. It is submitted that by
i ncreasing the period of replacement DERC has taken a
retrograde step. It has acted contrary to Section 12 of
DERA. In the circunstances, |earned counsel subnmitted

that we should not interfere with the inpugned order of

ATE dated 29.9.06 by which ATE has held that the rate of
depreci ati on cannot be reduced from6.69%to 3.75%

M. S. Ganesh, |earned senior counsel appearing on

behal f of BYPL and BRPL, submitted that during the
transition period, 2002-07, the tariffs of the aforestated to
DI SCOVs had to be fixed strictly in conformty with the BST
Order dated 22.2.02. According to | earned counsel, the said
order dated 22.2.02 had | aid down Normative Principles for
tariff fixation. It was submitted that the said BST O der
foll owed the MOP Notifications dated 23.1.92 and 29.3.94

by which WADR of 6.69% was adm ssible. During the said
transition period it was not pernissible for DERC to depart
or deviate on-any ground fromthe above MOP Notifications

concerning rate of depreciation. |In the alternative, |earned
counsel submitted that in the present case the rate has
been reduced only on the basis of the estimated useful life

of the assets which inlaw cannot be considered to a good or
cogent ground or reason for departing fromthe MOP rates,
particularly, when the said ground or reason-is expressly
prohi bited by the MOP Notification of 1992 which | ays down
that the rates shall not be reconputed on the basis of the
fair life of the assets. It was submitted that such a
departure fromthe MOP rates violated Section 28 of DERA
read with Section 185 of the Electricity Act, 2003.

Rel ying on the doctrine of legitinmte expectation

| earned counsel submitted that Policy Directions were

i ssued by GoNCTD (Del hi Government) for facilitating the
privatization of the electricity distribution undertakings in
Del hi. The Policy Directions were issued with the object of
i nduci ng investors to bid for taking over the distribution
entities. The bidders were invited to submit their bids on
the basis of tariff mentioned in the BST Order dated
22.2.02. In this connection, our attention was invited by

| earned counsel to the RFQ docunent dated 15.2.01. This
docunent gave the entire programre. Under that

programme the anticipated date for issue of-the Tariff O der
for 2001-02 was 2.4.01 while the date fixed for receiving
RFQ bids was fixed as on 16.4.01. Simlarly, the receipt of
RFP bids was by 30.8.01. Therefore, according to |earned
counsel, the bid docunents clearly indicated that the

bi dders had to file their bids after perusing the Tariff O der
for 2001-02. Learned counsel submtted that, therefore, the
bids for privatization were specifically invited on the clear
basis that during the transition period the tariff of the

DI SCOvs woul d be fixed in accordance with the Principles

set out in the BST Order to be issued by DERC pursuant to
the Policy Directions dated 22.11.01. Learned counsel
therefore, submtted that the DI SCOWw acted and alterd

their position on the basis of the tariffs nmentioned in the
BST Order read with the Policy Directions which were not
only binding on DI SCOMs and GENCO but al so on DERC,
therefore, DERC was not entitled to depart fromthe BST
Order during the transition period on any ground

what soever. In this connection, |earned counsel placed
reliance on the order dated 21.7.06 of ATE in the case of
BYPL and BRPL concerning Regul atory Assets. This order
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of ATE has been accepted by DERC. It was held by ATE

that the Policy Directions dated 22.11. 01 were binding on
DERC. In that matter the issue which arose for

deterninati on was: whether it was |lawful for DERC to direct
the DISCOMs herein to create a Regul atory Asset by
capitalizing sone of its revenue expenditure and by carrying
the sanme forward so that the expenditure would not be

covered by the tariff admissible to the DI SCOVs during the
tariff period. It was held by ATE that the Policy Directions
were binding and that the order passed by DERC was

contrary to such directions and, therefore, the inpugned
order passed by DERC was illegal and bad in law. This

order of ATE, concerning the statutory binding effect of the
Policy Directions, has been accepted by DERC. It has not
been challenged. It has becone final. Learned counsel
therefore, submitted that it was not open to DERC to raise
any contrary or inconsistent regarding the binding effect of
Policy Directions. Mreover, it was pointed out that even in
the past DERC has followed the MOP Notification inits

Tariff O'der dated 23.5.01 for financial year 2000-01. This
was even without FAR register. Learned counsel pointed

out that the MOP Notificationwas also followed by DERC in
the BST Order dated 22.2.02: 1In the said BST Order, there
was no reference made for the depreciation rate to be
conputed on the basis of useful life of the assets, as has
been done in the inpugned order of DERCin the present

case. Therefore, according to | earned counsel, the

departure fromthe BST Order was unjustifiable as

Normative Principles set out in the BST Order had to be
followed till 31.3.07, in terns of the Policy Directions dated
22.11.01. Learned counsel submtted that the BST Order

and the Policy Directions were intendedto berelied upon by
the investors for determning varies elenents of the tariff so
that they could assess their financial position before filing
their bids. Learned counsel urged that if the inpugned

order of DERC was allowed to stand then the very object of
having a BST Oder for 5 years and inviting investors to buy
51% equity on that basis would stand conpletely frustrated
Hence, the said representations held out to the investors

bi nds the DERC for the transition period and it does not
allow DERC to deviate fromthe representati ons nmade by
GoNCTD on any ground including principles of accounting
different fromthose set out in the BST Order. In the

ci rcunst ances, |earned counsel submitted that the Policy
Directions gave three assurances to the investors, nanely,
ROE of 16% incentive for overachi evement in bringing

down the AT&C | osses and recovery of expenses perm ssible
interms of the financial principles set out in the Sixth
Schedul e to the said 1948 Act.

Learned counsel for BYPL and BRPL adopted the

contentions advanced on behalf of NDPL. Learned counsel
however, submitted that if any itens of allowable
expenditure are disallowed, the consequence woul d be that
the return earned by the DISCOVs will stand significantly
reduced from 16% and this would be in breach of Policy
Directions as well as the sol emm assurances given to
investors at the time of inviting the bids. |If the rate of
depreciation allowed is reduced from6.69%to 3.75% the
result would be that the difference between the anount
deni ed by DERC, on account of reduction in the
depreciation rate and the anmpbunt granted as ROE, wil|

show that instead of earning the assured 16% ROE, the
actual return earned by the D SCOVs herein may not be

0.5% Therefore, the variations fromthe Principles set out
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in the BST order would result in obliteration of the entire
basis of privatization. It was submitted that the D SCOVs
herein were obliged to reduce AT&C | osses by 17% over a
period of 5 years and in lieu of this prom se they were
entitled to retain 50% of the additional revenue resulting
fromsuch better performance on part of the respondent

DI SCOVs. This was also a part of Policy Directions. 1In the
circunstances, it is not open to DERC to deviate fromthe
Principles nentioned in the BST O der.

Learned counsel for the respondent DI SCOMs |astly
submitted that for allow ng revenue requirenent, DERC was
duty-bound to follow the guiding Principles laid down in the
Si xth Schedule to the said 1948 Act which provides for
depreci ati on each year vide Section VlI(a) of the Sixth
Schedul e. Such sumis required to be calculated in
accordance with the principles set out in the MOP
Notifications. The schedule given for calcul ation of the
rates of depreciation refers to the assets existing in the
books of ‘accounts and the anpunt of depreciation is

det erm ned as a percentage of such value. This procedure
is followed by nost of the State Electricity Regul atory
Conmi ssions in India. Therefore, according to |earned
counsel, it was not opento DERC to deviate fromthe MOP
Notifications and the Principles nmentioned therein

For the following reasons, there is no nerit-in this civi
appeal . Firstly, accounting for costs differs according to the
obj ect and the purpose for whichthe exercise is

undertaken. Depreciation is Al ocation of Costs so as to
charge a fair proportion of the depreciable anount in each

accounting period during the expected useful life of the
asset(s). Depreciation includes anortization of assets
whose useful life is pre-determned. |t includes depletion of

resources through the process of ‘use. ~Depreciation in
Commer ci al Accounting differs fromdepreciation in Tax
Accounting. In this case, we are concerned with Electricity
Accounting. An asset is recognized in the Bal ance Sheet

when one expects econom c benefits associated with it to
flowin future over a period of years. Accordingly, the asset
has a cost or value that can be measured. Matching of
revenue and expenses is an inportant exercise under
Accounting. Depreciation is a part of this exercise.  The
Al'l ocated Cost of a given year has to match with the
expected revenue for that year. The concept of matching is
a concept according to which expenses are recognized in the
Statement of Profit and Loss on the basis of direct
connection between the costs incurred and the earning of
specific itens of incone. Depreciation helps this concept of
mat ching. The Full Cost Method (' FCM for short) is a

nmet hod of matching incone (revenue) and expenses. “This

nmet hod proceeds on the basis that a proper natching of

i ncome and expenses can take place only if total costs are
depreciated on a pro rata basis. The FCM therefore, avoids
distortion of reported earnings. It is in this context that one
has to keep in mnd the difference between distributable
profits and the cash profits. Depreciation reduces the

di stributable profit w thout reducing the cash profit. The
di fference between the two is a sum which the conmpany has

to retain to neet the cost of replacenent in future. W may
clarify that depreciation is ordinarily not a "source of fund"
under Conmerci al Accounting, however, as held by this

Court in the case of Ahnedabad M scel |l aneous | ndustria
Wrkers’ Union v. Ahmedabad Electricity Co., Ltd. - AR
1962 SC 1255, in the context of the Electricity Supply Act,
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depreciation enables the Uility to work out the charges to
be recovered from consuners for supply of electricity, one
has to follow the provisions of the schedule to the said

El ectricity Act and that one has not to follow the provisions
of I ncone-tax Act while cal cul ating depreciation as one of
the itenms of expense under the Electricity Accounting.

Since, the charge is recoverable fromthe consuners,
depreciation is a source of funding not for the current year
but for replacenent cost. According to "The Principles of
Auditing" by F.R M de Paula, in the past the accepted
princi pl e behind providing for depreciation was to recover
the original capital invested in the purchase of the assets.
Revenue is required to be held back by neans of

depreciation charged to profit and | oss account to recover
the original capital invested in the purchase of the assets.
Revenue is required to be held back in order to keep the
original capital intact.  However, that nodel of Oiginal Cost
had to be replaced by the concept of Replacenent Cost in
recent years owing to the increase in the | evel of prices due
to inflation. Thus, the concept of Historical Cost to a |arge
extent is replaced by the concept of ‘Replacenent Cost. In
the past, according to De Paula, accounts were prepared

upon the basis of Historical Cost but on account of inflation
in an economny like ours which is cost push econony, the
concept of Historical Cost as basis of accounting is repl aced
by the concept of the Cost of Replacenent of fixed assets.
The above anal ysi s by De Paul a has been accepted by this
Court in its judgnent in the case of Associated Cenent
Conpani es Ltd., Dwarka Cenent Wirks, Dwarka v. " Its

Wor kmen and anot her \026 Al R 1959 SC 967. W quote

her ei nbel ow paras 28 and 34 of the said judgnent:

"28. Besides, it is said, that the theory that the

trading profits of the industry nust provide for the whole

of the rehabilitation expenses is not universally accepted

by enlightened and progressive busi nessnen and

econom sts. In this connection reliance is placed on the
observations of F. R M de Paula’in his "Principles of

Audi ting" that

"the object of depreciation is the replacenment of
original investnent capital and that an increase in
repl acenent cost is an inportant matter and neans that
additional capital is required in order to maintain the
original earning capacity".

It is also pointed out that the Institute of Chartered
Accountants in England and Wales, in its

recommendati ons made in 1949 under the headi ng

"Rising price levels in relation to accounts" has pointed
out that

“"the gap between historical and replacenent costs

nm ght be too big to be bridged by a provision nmade for
repl acenent spread over a period of years either by way
of suppl enenting the depreciation charges or by setting
up in lieu of depreciation a provision for renewal s based
on estinated replacenent costs."

It is therefore suggested that in revising the fornula the
claims for rehabilitation should be fixed at a reasonabl e
amount and industry should be required to find the

bal ance from other sources and if necessary fromits

share in the avail abl e surpl us.

34. The theory that the whole of the rehabilitation
charges need not come out of the trading profits of the
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i ndustry does not appear to be generally accepted. As has
been observed by Paul a hi nsel f,

“I'n the past the accepted principle has been that the

mai n obj ect of providing for the depreciation of wasting
assets is to recoup the original capital invested in the
purchase of such assets. As part of the capital of the
concern has been invested in the purchase of these assets,
therefore, when their working |life cones to an end, the
earning capacity of these assets ceases. Thus they will
becorme val uel ess for the purposes of the business, and

the original capital sunk in their acquisition, |ess any
scrap value, will have been |l ost. Hence, in order to keep
the original capital of a business intact, if any part thereof
is invested in the purchase of wasting assets, revenue

nust be hel d back by neans of depreciation charges to
profit and | oss account, in order to replace the capital that
is being lost by reason of the fact that it is represented by
assets that are being consuned or exhausted in the course
of trading or seeking to earn incone" (F. R M de Paula’s
Principles of Auditing , 1957, p. 136).

It is also stated by the sane author that

"in all cases where one of the direct causes of

earning revenue is gradually to consune fixed assets of
wasting nature, the depreciation of such assets should be
provi ded for out of revenue" (lbid, p. 138).

It is true that the author recognises that

"owing to the very considerable increase in the

price level since the termination of the 1939-45 war,
industry is finding its original nmoney capital insufficient
for its needs. Thus the cost of replacenent of fixed assets
has greatly increased and in addition, further working
capital is required to finance a given vol une of
producti on. Many economists, industrialists, and
accountants contend that provision-should be made, in
arriving at profits, for this increased capital requirenment".
Havi ng noticed this view the author adds that "at

the time of witing this matter is still being debated and
final decisions have not yet been reached", and he
concludes that "until a final solution of this conplex
problemis reached it woul d be inadvisable for the auditor
to act on any principle other than that recomended by

the Institute” ((F. R M de Paula’s Principles of
Auditing’, 1957, p. 80); and that principle appears to be
that depreciation should be provided for out of revenue.
Besi des, it nust be borne in mind that, in adjusting the
clainms of industry and | abour to share in the profits on a
notional basis, it would be difficult to repel the claim of
the industry that a provision should be made for the
rehabilitation of its plant and nmachinery fromthe trading
profits. On principle the guaranteed continuance of the
industry is as nmuch for the benefit of the enployer-as for
that of |abour; and so reasonabl e provision made in that
behal f must be regarded as justified."

The above di scussion indicates the reasoni ng behind

the higher rate being prescribed in the MOP Notifications of
1992 and 1994. The above di scussion indicates reasons for
not linking the rates of depreciation to the fair life of the
asset (s) under the above Notifications. The above

di scussi on enphasi zes the substitution of the concept of

Hi storical Cost by the concept of the Replacenment Cost on
account of the inflation in the econony. As stated above,
our econony is essentially even today cost push econony.

I ndia has achieved GDP rate of 8 to 9% To sustain that
rate we need the rate of savings at 30 to 35%
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Infrastructure including electricity is one of the probl ens
faced by our econony. Electricity - generation, distribution
and transmission - is a Capital Intensive Industry. The

MOP Notifications have referred to the life of the asset(s) in
the Electricity Industry at 25 years. However, the Note
appended to the Notification of 1992 clarifies that the Uility
shall not derive the rate of depreciation fromthe fair life of
the asset(s). The reason is obvious. Before

di sinvestnent/privatization, the UWility was under the
CGovernment. At that stage itself the Government had

decided to substitute the Hi storical Cost Method by

Repl acenent Cost Method. Depreciation is a source of

funding. On account of inflation replacenent cost increases
rapi dly. The object underlying the MOP Notifications which
provi ded for higher rate of depreciation appears to be two-
fold \026 firstly, to reduce the Asset Replacenment Period (' ARP
for short) and secondly, to fund the rapid increase in the

repl acement cost. The MOP Notifications proceeded on the

basis that the Utilities were making | osses, expenses on

repl acenent was heavy and that the assets needed

repl acenent inthe shorter ARP. It is for this reason that in
the MOP Notifications higher rate of depreciation stood
prescribed without nexus tothe fair life of the asset(s). This
Princi pl e under the above MOP Notifications got reflected in
the subsequent BST Order which also, inter alia, prescribed

the principles for tariff determination for 5 years. The above
principles also got reflected in the Policy Directions issued
by GONCTD under Section 12 of DERA.- It is for this reason

that in the RFQ docunment the tinetable shows that the

bi dders were required to take note of the Tariff Structure

bef ore making bids. The investors were put to notice

regarding the Tariff Structure which existed before
privatization. W are living in the conplex and ever-
expandi ng exi genci es of Government.” In the matter of grant

of benefit of depreciation, the extent of the benefit lies in the
econom ¢ wi sdom of the Government. ~That w sdom

constituted the basis of the MOP Notifications which

enphasi zed Asset Repl acenment Period to be reduced by
prescribing higher rate of depreciation because the

CGovernment intended replacerment to take place not after 25
years but at the end of 13 to 15 years. The order of DERC
dated 26.6.03 runs counter to the above reasoning behind

the MOP Notifications as reflected in the BST Order dated
22.2.02 and in the Policy Directions of GoNCTD dat ed

22.11.01.

Secondly, we may refer to the provisions of DERA. -~ The

said Act was enacted, inter alia, to restructure the
Electricity Industry by increasing the participation of
private sector in the Electricity Industry. Today public-
private participation is a key element to devel op
infrastructure in our economy. DERA was enacted keeping

in mnd the concept of public-private enterprise. It was
enacted to encourage such Joint Ventures. Under Section

12, DERC was required to be guided by Directions in

matters of Policy involving public interest as the
Government may issue fromtime to time. Governnent was

the final Authority regardi ng such Directions. Section 28 of
DERA cane under Part VII which dealt with fixation of
tariffs. Under Section 28, the |icensee was required to
observe the nethodol ogi es specified by the Comi ssion

(DERC) fromtinme to tine in the matter of calculating the
expected revenue from charges which the |icensee was
permitted to recover under the terns of its |icences. Under
Section 28(2), DERC was entitled to prescribe the terns and
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conditions for the determ nation of the |icensee’ s revenues
and tariffs in such nanner as DERC consi ders appropriate.
However, Section 28(2) was subject to a proviso which

stated that the DERC shall be guided in the matter of

determ nati on of revenues for the |licensees by the financia
principles mentioned in the Sixth Schedule to the said 1948
Act read with Sections 57 and 57A of the said Act. This was
one of the paraneters nentioned in the proviso. The

second paraneter prescribed in the proviso states that in
fixing of revenues and tariffs, DERC shall keep in mnd
econom ¢ use of resources, good performance, optinum

i nvestment and other matters. This was the second

paranmeter. The third paraneter nmentioned in the proviso
states that the DERC shall keep in mnd the interest of the
consuner. Under Section 28(3), DERCis entitled to depart
fromthe factors nentionedin the Sixth Schedule to the

1948 Act while determ ning the licensee’s revenues and
tariffs. However, DERC was required to record reasons for
such departure. Inthe present case, we are of the view that
DERC was certainly entitled to take a departure fromthe
principles set-out in the Sixth Schedule to the said 1948
Act. However, that departure, in the facts and

ci rcunmst ances of the case, had to be within the franework

of the Policy Directions issued by GoNCTD under Section

12. Further, in any event, the departure fromthe principles
under the 1948 Act was required to be based on proper
reasoning. In the present case, DERC was required to

consi der the effect of its decision. ~Privatisation and

di sinvestnent were the Policy decisions taken by GoNCTD

The Utilities were incurring losses. The assets of the
Uilities were getting depleted. The public-private
participation is the order of the day. ~Therefore, the Policy
Directions invited bids fromthe private sector on the basis
of certain assurances. Under the above circunstances, on

the facts of the present case, Legiti mate Expectation was
built into the investnments nade by the DI SCOVs herein.

The representations were there inthe Policy Directions, BST
Order laying down Normative Principles for tariff fixation for
5 years and the Transfer Schenme. Drawing up of tariff for 5
years was to inpart certainty. As stated above, the tariff for
the financial year 2001-2002 was to be adjusted in the next

4 years, nanely, financial years 2002-03, 2003-04, 2004-05
and 2005-06. It is for this reason that even the RFQ
docunent indicated Tariff Principles in the case of NDPL for
the financial years 2002-03 and 2005-06. Even the Tariff

O der dated 23.5.01 was based on the higher rate of
depreciation without taking into account the fair life of the
asset. In short, a package was offered to the prospective
investors. The effect of the order of DERC dated 26.6.03 is
to extend the ARP by 10.55 (years), if one goes by the said
MOP Notification then the ARP cones to 13.45 years (90%

val ue of asset divided by 6.69% rate of depreciation). On
the other hand, if one goes by the sane val ue divided by
3.75% rate of depreciation then the ARP comes to 24 years.
Simlarly, on account of the reduction in the rate of
depreciation from®6.69%to 3.75% the overall actual return
fromthe package becones illusory. For exanple, for the
financial year 2004-05, DERC approved 16% RCE

amounting to Rs.61.69 crores. However, for the same
financial year on account of fall in the rate of depreciation
from6.69%to 3.75% DERC has disall owed depreciation to

the tune of Rs.60.57 crores (Rs.106.19 crores mnus

Rs. 45.62 crores). |In other words, what is given by one hand
is taken away by the other. |In other words, the return on
the total package becomes illusory if the rate of depreciation
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is reduced from6.69%to 3.75% The certainty for 5 years

is also obliterated for reducing the rate of depreciation
This violation also infringes the doctrine of Legitimte
Expectation of the DI SCOVs to get |awful and reasonable
recovery of expenditure. DERC was expected to fix the rate
in the context of the policy of privatization. The object
behi nd fixation of principles for 5 years was to inpart
certainty and consistency in tariff designing, putting the
prospective investors to notice regarding their tariff
entitlenents for 5 years and to provide Level Playing Field to
the DISCOMs to conmpete with other conpetitors in the
Electricity Industry. As stated above, DERC had to give

good reasons for departing fromthe principles in the Sixth
Schedule to the said 1948 Act. |In the present case, it has
been held by DERC t hat since the D SCOVs herein were

not obliged to redeem debt (as they had not undertaken any

| oans), they were not entitled to the higher rate of
depreciation. This assunption of DERC is wong. There is

a difference between the concept of Depreciation and the
concept  of Advance Agai nst Depreciation (AAD). |In the case

of AAD, | oan repaynent nay be one of ‘the relevant factors.

In the present case, as stated above, we are concerned with
the reduction of authorized expenditure from®6.69%to

3.75% In the present case, we are concerned with the
reduction in the rate of depreciation from6.69%to 3.75%
Therefore, in the case of reduction of authorized

expendi ture (depreciation) repayment of 1oan-is not the

rel evant factor. One nore points needs to be clarified.
Conceptual ly, it is always possible to derive the rate of
depreciation fromthe fair life of an asset.  However, as
stated above, it will depend on the object for which a fund

or a reserve is sought to be created. W have already
indicated that in the privatization process, there is a
transition from"no profit organization" to "profit-based
organi zation". The principles of Accounting will differ in the
case of non-profit organization vis-‘-vis private profit-based
organi zation. That transition is of 5 years in the present
case. The Historical Cost Method in a grow ng econony on
account of price increases (inflation) may not be appropriate
in the case of public-profit enterprises. It -wll depend on
the type of industry with which one is concerned.

Electricity is a Capital Intensive Industry. It needs

repl acenent at a quicker rate in terns of tine-period as
conpared to a manufacturing industry. It is for this reason
that the above Note was appended to MOP Notification

dated 23.1.92. That Notification prescribed the rates of

aut hori zed expenditure which was nore than the rate of

depreci ation derived fromthe life of an asset. (It is for this
reason that the Note was appended to the said Notification
stating that the Iife of the asset shall not constitute the
basis for fixing the rate of depreciation. In viewof the above
Note, we are of the view that DERC was not entitled to

derive the rate fromthe fair life of the asset, particularly,
when the consequence was to reduce the ARP substantially:

In conclusion, we reiterate that in the present case because
of inflation, we have to go by the Cost of Replacenent

i nstead of Historical Cost. However, we state that our
judgrment is confined to the facts of the present case al one
and the reasoni ng given hereinabove is in the context of the
period of 5 years. This judgnent should not be construed

to apply for all times. It is confined to the transition period
only.

Bef ore concluding, we may state that the basic object
of providing depreciation is to allocate the anpbunt of
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depreci ation of an asset over its useful life and not actua
life so as to exhibit a true and fair view of the financia
statenments of an enterprise. Useful life is a period over

whi ch a depreciable asset is expected to be used. Useful life
of an asset in a capital intensive industry is generally
shorter than its physical life. Useful life is pre-determ ned
by contractual limts or by anount of extraction or
consunpti on dependent on the extent of use and physica
deterioration on account of wear and tear which depends on
operational factors such as the nunber of shifts, repair and
mai nt enance policy of the Utility and reduced by

obsol escence arising fromtechnol ogi cal changes,

i mprovenent in production nethods etc. |In the present
case, DERC has not considered the difference between the
physical life of an asset and the useful life of the asset.

For the reasons given herei nabove, we uphold the

order dated 29.9.:06 passed by ATE and accordingly this
civil appeal preferred by DERC stands dismssed with no
order as to costs.




