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Case No. 32 of 2001

In the matter of

Application filed by Pune Chapter of Cost Accountantsin respect of conducting

Cost Audit by Cost & Management Accountantsin Generating

Stations, etc. of the Maharashtra State Electricity Board.

Dr Pramod Deo, Chairman,
Shri A. Velayutham, Member

ORDER

Dated: 12'" September, 2005

Under their Petition dated 13" March, 2002, the Pune Chapter of Cog Acocountantsof the

Ingitute of Cost & WorksAccountant of India (ICWALI), through Shri Nishikant N. KdeandShri
Shriram M. Sane, have prayedinter alia, for directionsand action in respect of the Maharadhtra
Sate Electricity Board (M EB) asfollows:

(1)

(2)

(3)

(4)

2.

Conducting Cogt Audit & certification of internal auditors satements of theM3EB,
for esablishing the validity and accuracy of various data and calculations, including
for all future tariff and other proposals.

Action under Sections 44 & 45 of the Electricity Regulatory Commissions (ERC)
Act, 1998 for not appointing Cost Auditorsfor conducting the Cost Audit from 1*
April to 30" September 2001, in the context of the Commission's FOCA and other

Orders

Not to submit any proposal for tariff increase unless a Cost & Management
Committee isappointed and Cost & Management Audit iscommenced.

To direct the Govt. of Maharashtra (GoM) to congitute the Board of the MSEBas
suggested in para 13 of the Petition consdering the need for costing andaudting and
to make GoM a party to these proceedings accordingly.

The Commission, after hearing the parties, passed an Interim Order dated 7" May 2002

directing MEB inter alia, to "submit a scheme, depicting the methodology and approach, for the
implementation of Cogt Accounting and Management Audit in its various Generating Sationsand
Didribution Circlestaking into consideration the valuable suggestions made by thePditioner .. "
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3. In compliance of the Interim Order, MEEB submitted a Pilot Scheme on Cost Audt vide
letter dated 6™ June 2002, sating also that the Ingitute of Cost & Works Accountsof India
(ICWALI), Western India Regional Council (WIRC) Mumbai has been engaged on 31%May, 2002
to undertake the study of existing accounting and costing records of MSEB and devisngas/dem
to facilitate compliance with the Cost Accounting Records (Electricity Industries) Rules, 2001.

4, Shri Kale has contested validity of the Pilot Scheme vide his submission on 18.6.2002.
However, the Commission rejected hisstand vide itsletter N0.627 dated 1.7.2002. He furthe
took up the matter vide hisletter dated 8.7.2002 with the Ingitute of Cost & WorksAocoountants
of India, Kolkata.

5. SQubsequently, vide letter dated 31% May, 2003, MSEB sought an informal meeting with
the Commission for discussng the modalities for implementation of Cost Accountings/demand
cos audit. However, the Commission decided to hold a further formal hearing, to which all
partiesto the FOCA Order and the Petitioners were invited.

6. At the hearing held on 18™ June, 2003, referring to M SEB’s compliance letter dated
6.6.2002, Shri Kale pointed out that it was not accompanied by a copy of the Board sRelution.
As far as the modalities for going forward were concerned, MSEB had placed the consultancy
order on the Wedtern India Regional Council (WIRC) of the Ingitute of Costs & Works
Accountants (ICWAI). Hence, the scheme placed by MSEB before the Commission shoddhave
been sgned by an authorized representative of WIRC.

7. Shri Kale submitted that, more importantly, asper the Act of 1951 under which ICWAI
functions, the WIRC is not supposed to undertake cost auditing work, itsfunctions under the
datute being quite different. Thus, MSEB should have commissoned individual members of
ICWAI /WIRC. The latter are not an auditing or consulting firm, and mentioned that he had
furnished a copy of WIRC's functions earlier. The Commission’s interim directives dated
7" May, 2002 in Case No. 32 of 2001 regarding submission of a scheme requires that the
methodology should be certified by a practisng cost accountant so that he can be held
accountable for any error of omisson or commisson. Shri Kale submitted that, once an initid
wrong step istaken, then the rest of the process would be vitiated.

8. Shri Kale pointed out that not a single suggestion made by him has been taken into
account by MEB in spite of specific directionsfrom the Commisson. Moreover, only asample
survey was proposed to be conducted, upon which a Member of the Commisson had saedtha
thismay not be sufficient. Thistoo hasnot been taken into account.

9. Shri Kale submitted that, thus, the correct procedure has not been followed in prepaing
the scheme, making it afutile exercise. He also submitted that M SEB has been adoptingdfferent
sandsfrom timeto time. At firs, MSEB had stated that they were working onthebedsof acog-
plusformula. Thereafter, they stated that they would proceed on the basis of cod accoutingand
auditing. If so, M&EB should have withdrawn their case from the High Court with regardtothar
claim that they can adopt a cost-plus approach. The Commission observed that thiswesirrdevant
in as much asthe procedure to be followed by M SEB would be discussed today and, if necessay,
the Commisson may consider giving them further guidelines on how to proceed. Reitadinghis
earlier reference to the need for a Board Resolution, Shri Kale submitted that if MSEBwoudnow
be following the process of cogt accounting and auditing and doing away with the cost-plus
approach, then thishasto be supported by such a Resolution. T he Enron / DPCméte showsthe
consequences of not following cost accounting / auditing, resulting in the project becoming
unaffordable. Moreover, asfar asthe scheme itself isconcerned, distribution circles have not
been incorporated.
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10. The Commission observed that the first step would be to determine whether the correct
methodology is being followed or not. Thereafter, the details of the scheme can be discussed.
Shri Kale responded that the interim Order providesthat comments be invited from "any othe™
professonal ingitutes or bodies, and therefore a copy of M&EB' s scheme should be circuaedto
al concerned, such as the Ingtitute of Engineers. The Commisson observed that this may be
premature. To aquery from the Commisson, Shri Kale clarified that he was not skingtha the
Commission invoke powers under Sections 44 or 45 of the ERC Act. T he Commission osaved
that it had directed M SEB to keep the scheme on their website, and that should be sufident. For
the present, the limited point was whether the procedure / methodology adopted by MSEB is
appropriate or not.

11. Shri Kale stated that he would be submitting certain relevant papers which hehaslrought
with him, including material from the Directorate of Costing. He pointed out that the Rules
framed by Gol in 2001 in thisregard are not applicable to the Sate Electricity Boards. Hed®
pointed out that, in the circumstances, M&EB cannot even proceed with atariff propos without
undertaking cost audit. The Commission observed that thisisamatter which can berassdduring
the hearingsin those proceedings.

12. Shri Bhamre, former MSEB Engineer and Chairman, Baglan Panchayat Samiti intervened
to point out that MSEB were to file a project report for FOCA, which they had not donefor the
lagt two years. The Commission observed that the case was decided in July, 2001, andtha it wes
expected that it was expected that, after a certain period, no FOCA would be passed on to
consumerswithout cost audit. Thishasnot been done. In fact, the Commisson'sordarshothwith
regard to cost audit in respect of FOCA, andto such audit for their entire operations haveye to
be implemented by MSEB. Reiterating his contentionsthat MSEB's tariff proposal shoudnot be
proceeded with in the absence of cost audit, Shri Kale also urged that M SEB be directedtorefund
FOCA recoveriesto consumers. Dr SL. Patil of Thane Belapur Industries Association (T BIA)
stated that details of the methodology should be known, and agreed with Shri Kal€e's contention
regarding the levy of FOCA.

13. On behalf of MSEB, Shri Krishna Rao, Member (Finance), recalled the Commission’s
FOCA Order dated 31% July, 2001 which refersto the submission of cod audit report, andthe
assgnment / appointment of suitable firmsfor verification. T he progress was revienedtheredter,
and amethodology submitted by MSEB on 6" June, 2002. WIRC had been asked to undertake
thiswork snce MSEB were not able to identify individual cost accountants auditorsfamiliar with
the power sector. WIRC had sated that they would be able to identify suitable cost accountants
assgn them the work, and provide MSEB with a pilot study, which has now been commissioned
by MSEB.

14. Shri Dhananjay Joshi, WIRC Chairman and ICWAIII Central Council Member gatedtha
ICWAI has been established under an Act of Parliament. It hasa Central Council with elected
members, and four Regional Councils. T he Central Council isthe highest decison-makinglody.
Under the law, WIRC is fully entitled to carry out research work of a national or regional
importance, and a decison has been taken by the Council on the basis of which WIRC has
proceeded. He gated that he would furnish a copy to the Commission. He submittedfuther that
WIRC has conducted several such studies, e.g. the mogst recent one on woven sacks for a
Manufacturers Association and is now engaged in an assgnment for the Tea Board. In fad,this
isanormal activity involving applied research. He clarified that what WIRC would be doing is
designing a methodology for the accounting and auditing of M SEB.

15. The Commisson summarized its understanding of Shri D. Joshi’s submission that, in
order to undertake cost auditing, a cost accounting system isnecessary. Such asysem isto be
drawn up, for which purpose MSEB have approached WIRC. One of the doubts expresdisthet,
snce there are individual cost accountants available, it isnot clear exactly what WIRC woudle
doing. Shri Joshi clarified that WIRC have put in place a group of expertsfor designingthecod
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accounting system and providing amodule. Once MSEB have thissystem in place, then futher
steps would follow. He confirmed that cost auditingisalater sage, and requires designing an
accounting system. The audit itself would have to be done by a professonal individual/ firm
thereafter. The Commisson observed that the methodology would have to be examinedby the
public and also that each professonal would follow his own method once the accountingsg/dems
are set up. The Commission isconcerned only with the cost auditing reports, and not theddails
of how such auditing isconducted. Shri Krishna Rao submitted that once the system isinplace
auditors may change from time to time, but each successve auditor cannot smply say that he
disagrees entirely with the manner in which his predecessor has conducted the audit.

16 Shri Joshi of WIRC clarified that, for any cost accounting procedure, it canteke3-4years
for cog auditing. The particular industry first hasto be surveyed, then Rules are framed (eg for
the power sector) in accordance with which records are to be maintained. T hereafter, Gol ises
cost accounting orders after one or two yearsin respect of that industry. To aquery from the
Commission, he clarified that the Rulesframed for the power sector are applicaldeonly to entities
under the Companies Act. However, these can be used as guidelinesto some extent for sydems
to be developed for MSEB, with adjustments.

Shri Krishna Rao submitted that M SEB's accounting systems are different from those
under the CompaniesAct, i.e. they are benchmarked under the |.E. Act 1910. Therefore, the
whole system hasto be devised afresh in this context.

17. Shri Joshi of WIRC submitted that their work isalready at an advanced stage. ICWAI is
a national-level professona body with a Central Council and technical Directors. T he work
assigned by MSEB isa pregtigious project for WIRC. For the generation segment, the suy isa
afinal stage, andthe disribution segment isunderway. Intensve discussons have aready been
heldwith 15/20 cost audit expertsand other relevant professonals, apart fromsvad interattions
with M &EB.

18. T he Commission asked whether WIRC are taking into account the requirementsof cog as
well as management audit, or only cost accounting records and, if the latter, whether achrecords
would be appropriate for management audit. Shri Joshi clarified that the advanced stage of cod
accounting congitutes management accounting, i.e. it deals with operational and efficiency
aspects. In fact, the bass of any management accounting is cost audit. He statedtha thefoasis
fast changing from cost to management accounting. Thefirgt rules were framed by Gol in 1968,
and were revised after along gap in 1996. They were again revised after a short period, i.e. in
2001. New reporting requirements have been added which indicate the emphass on the
management aspects. Operational efficiencies are required to be examined under the new rules
(albeit applicable only to Companies), including matters such as how to make the Company
profitable and identification of areaswhere performance improvement isnecessary. Inthese
matters, specific remarkshaveto be given by the auditors. He also mentioned tha ICWAI runsa
post-graduate course in Management Accountancy.

19. Shri Deodhar, past Presdent of ICWAI submitted that the methodology to befollowadin
respect of the assgnment to WIRC should be kept outside the purview of the presnt procsedngs
pointing out that the Petitioner in thiscase (Shri Kale) isalso before the ICWAI/WIRCunda the
Act asadisputant. The present Rules of 2001 framed by Gol are only applicable to Companies
and Gol have not thought it fit to extend them to the EEBs. Reiterating Shri Joshi’ s shmisdon,
Shri Deodhar gtated that MSEB had asked WIRC to suggest the sysems. WIRC is fully
competent to do so, and would not be doing the actual auditing. T he concerned organistion hes
to gear up for cod audit within 2/3 years of the system being prescribed. Asfar asWIRC are
concerned, they have aone to one contract with M SEB.
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20. Shri Krishna Rao reiterated that the assgnment has been initiated followingthe Ordarsof
MERC, and that the reports would be shared with the Commission. ICWAI are a professonal
body, which would be consulting expertsin therelevant fields. If the matter isthronwnopentothe
public at this stage, then there will be no endto the process and it would only delay thecod adt
itself.

21. To aquery from the Commisson regarding the time frame, considering the fad tha the
sudy has not been completed even after a year after submisson of MSEB's letter dated
6™ June, 2002, Shri Joshi of WIRC reiterated that the final report on generationwesamos ready,
and it was expected that the report on distribution would be completed by the end of July 2003.
The Commission pointed out that MSEB were firg given directives aslong back as Juy 2001. It
was led to believe that the syssem would be in place by August 2002, and regretted that thishes
not been happened. Shri Krishna Rao clarified that when MSEB made the commitment
originally, they sincerely believed that it would be completedin that time frame. However, eech
segment has severa parts, e.g. thermal, hydro, and gasin respect of generation, and one détion
for each of these has been taken up for sudy smultaneoudy. T he assgnment was discussed
internally and recently awarded to WIRC.

22. Shri Ramesh Joshi, Honorary Secretary, ICWAI drew attention to the fad that cod adt /
accounting was known in other parts of the world as management auditing / accounting, evenin
Pakistan and other neighbouring countries, but not so far in Indiawhere the Act had yet to be
suitably revised. Emphads of cod audit in the present context isto help manegament toimprove
performance, and the cost auditor hasto be specific in hisrecommendations on these matters.
Snce circumstances change every year, thisisa dynamic process, and successve auditors may,
therefore, have different perspectives. Financial accounting only takes care of money records
whereas cost accounting is something more than that, and includes operational areas. Finandd
recordsform a small component and basisfor it.

23. The Commission observed that, given the time frame, the issue was the manne inwhich
trust in MSEB's accounts can be improvedin the intervening period. Shri Krishna Reo regpondsd
that, in its FOCA Order, the Commission had asked that professonal services be engaged. The
present accounts are being prepared by internal auditors and verified and clarified by professond
CAsin respect of FOCA, gas and coal, and certified accordingly. T he Commisson obsvedtha
the matter of improvement of operationa performance, e.g. with regard to break-down of
transformers, etc., would have to be brought within this ambit.

24, Shri Joshi of WIRC pointed out that Shri Kale had represented his pointsto ICWAI/
WIRC and also to the Department of Company Affairs, Gol that WIRC should not take ypthis
assgnment. Hisletter was discussed by the Central Council of ICWAI, and the Council decidd
that the undertaking of this work by WIRC was acceptable and within the framework of law.
Shri Joshi submitted that the proper forum for challenging thisis the Ingitute itself andthe
framework of the Act under which it has been established. Shri Kale responded that ICWAI
cannot go beyonditslaw and regulationsto approve something which isoutsde itsambit. The
Commission observed that MERC is not the appropriate forum to adjudicate on the powers of
ICWAI or WIRC under their statute.

25. Shri Kale submitted that the issue concernsthe implementation of agydemto control and
monitor critical aspectsof MEB. He contended that he himself and Shri Sane can devise the
system quickly and provide reports every six months. WIRC are not competent and are
unfamiliar with the requirements whereas he along with Shri Sane, have been working with
MERC in thismatter for the last four years.
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26. To aquery from the Commission, Shri Joshi of WIRC stated that the 2001 Rulesfor the
power sector had been finalized by the Cost Audit Branch of the Dept of Company Affairs,
headed by an Advisor, in consultation with ICWAI. WIRC has taken those Rules into
consderation wherever there iscommonality. The Commission mentioned that the Bureau of
Industrial Cogts and Prices (BICP) had written to MERC and others offering various conaltancy
services. The MSEB representatives stated that they were not aware of this a thetime Si o
of WIRC submitted that, in any case, the system would be ready within three months, whereas
BICP would have to examine and study the whole matter from the beginning. Physcd ingoedtion
aso has to be undertaken to understand the set up. He pointed out that, moreover, ICWAI
members are also in BICP.

27. To the Commission's observation that the study may be useful from management'spoint
of view, but whether the system would also meet the requirements of the consumers, Shri s
responded that the sequenceisthat, first the system hasto be devised. T heredter, recordshaveto
be prepared and maintained in accordance with that framework, and professonal auditors
appointed to analyze these records. T he independence and professonal sanding of ach audtors
would determine the confidence level of the consumer. It isfor this purpose tha thedrutueand
the systems are being created. Shri Sanjay Bhargava, WIRC Member stated that the system is
being designed by WIRC after detailed micro-level examination. Thiswould enable cost cuting
and improvement in efficiency, and thereby work in the consumer’ sinterest.

28. To aquery from the Commission regarding the time it would take for a meaningu adt,
MSEB representative stated that the pilot study for Nashik, Koynaand Uran is nearly reedy, and
MSEB would implement it in these three sationswithin three months. Thereafter, it wouldbe
extended to other generating gations. T hus, by the end of 2003-04 it would be possibleto cover
the whole Sate as far as generation is concerned. Shri Joshi of WIRC stated that the study
regarding cost accounting system for both transmission and distribution can be compleedinthree
months. However, thisis subject to the transmisson scheme also being awarded to them. Asfar
as transmisson is concerned, Shri Krishna Rao stated that he would separately submit to the
Commission the implementation time frame.

29. T he Record of Proceedings of the hearing were circulated to all concerned. T heredter,
under affidavit dated 25" May, 2004, MSEB submitted that:

. T he Report submitted by WIRC-ICWALI in respect of three pilot generatinggations
(Nashik-Thermal Power, Uran-Gas T urbine power and Pophali-Hydro power) have
been accepted by MEB and forwarded to the respective power stationsin December
2003 for implementation.

. Accordingly, they have started preparation of cost accounting reports, whichwill be
submitted to the Lead Auditor by June, 2004. T he audit report for the period from
April to September 2003 will be submitted to the Commission in August 2004.

. The cogt accounting reportsin respect of distribution Circles (Bhandup, Dhule and
Solapur) submitted by WIRC-ICWAI has been accepted by MSEB in April, 2004.
° The assgnment with regard to tranamisson scheme is yet to be awarded to

WIRC-ICWALI, which will be done after successful completion of cost accountingin
respect of digtribution scheme.

30. In the light of the above submissons, the Commisson invited MSEB to make a
presentation to it and discussthe following matters:

() Keeping in view the basic objective behind the Commission’ sdirectionson
Cog Audit and Cost Accounting Systems, the developments so far, indudng
abrief on the pilot schemes and their implementation status.
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(b Slection of key operational parameters for immediate focus, for which
benchmarks already exist or can be easily developed and data is availadeand
can be organized to enable quick monitoring, corrective and verification
action across its entire operations, pending the completion of the more
comprehensve exercise in due course.

31. At the meeting with MSEB on 5" July, 2004, the Commission observed the following:

A. Distribution:

° The Ingitute of Cost & Works Accountants of India Western India Regond Coundl
(WIRC-ICWAI), who were engaged by MEEB, have submitted final report for a
scheme of cog accounting in respect of three pilot digtribution circles, viz. Bhandp,
Dhule and Solapur, which has been approved by M&EB in April, 2004.

. Training of staff in these three distribution circles with regard to preparation of
records, etc., will be completed in July, 2004.

. Records as per the pilot scheme will be prepared for each of these circlesfor the
period April to September 2004 by December, 2004, along with previous year/sceta

. External cost auditor will be appointed by MSEB in December, 2004 for prepardion
of cog audit reportsfor the above period, by February, 2005.

. T he performance norms selected for monitoring, review and corrective adion asper
the scheme, and the achievements againg these norms should be submitted to the
Commission.

B. Generation: Generation and operational performance tomatch with CEA definition
and is available for each plant and each unit.

. T he pilot cost accounting scheme prepared by WIRC-ICWAI has been approvedin
respect of three generating stations viz. Nashik (thermal) Uran (gas) and Pophali
(hydro).

Trainingto the saff at these generating sations was completed in September 2003.
Records have been prepared according to the pilot scheme for the period April —

Sptember, 2003.

. External cogt audit reportswould be completed by August, 2004 and submittedtothe
Commission.

. The cogt accounting scheme will be extended to all remaining generating sations

from December 2004.

32. The Commission also noted that the receipt of Circle-wise energy accounting data and
Merit Order Despatch data from M SEB has been erratic. T he submissons should be brought yp-
to-date and furnished to the Commission by 1% August, 2004, and regularly thereafter.

33. As regards external cost audit reportsin respect of the three pilot Generating Sations
(Nashik Thermal Sation, Uran Gas Sation and Pophali Hydro Power Sation), MSEB have,
under letter No. TRC/CAR/25705 dated 27" August, 2004 and subsequent letters, havesmitted
the following cogt audit reportsfor the above three pilot schemes.

(1) External Cost Audit Report for three Pilot Generating Sationsviz. Nashik Themd
Power Sation, Uran Gas T hermal Power Sation & Phophali Power Sation forthe

period April 2003 to September 2003 vide MSEB's letter dated 27" August, 2004.

(2) Cost Audit Report for Generating Sation, Nask for the period September 2003 to
March 2004 vide MEB's letter dated 4™ March, 2005.
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(3) Cost Audit Report for Pilot Generating S ation, Parali for the period 2003 -04 vice
MSEB's |etter dated 15" March, 2005.

(4) Cost Audit Report for Generating stations at Bhusawal & Khaperkheda for theyear
2003-04 vide MSEB's letter dated 19™ April, 2005.

(5) Cogt Audit Report for Koyna Generating Sation Complex, Phophali for the peiod
October 2003 to March 2004 vide MSEB's letter dated 2" May, 2005.

(6) Cost Audit Report for three pilot distribution circles (Bhandup Urban Circle, Dhule
O&M Circle and Solapur O& M Circle) for the period April 2004 to September 2004.

(7) Cost Audit Report for Thermal Power Sation, Parasfor the period 2003 - 04 vice
MSEB's letter dated 6™ May, 2005.

(8) Cost Audit Report for Generating Sations, Koradi & Chandrapur for the period
2003 - 04 vide MSEB's letter dated 27™ May, 2005.

Copies of the above Reportswere sent to Shri N.N. Kale and Shri S M. Sane(Pdtitionery
for comments / inputs, if any. Shri Kale has furnished his comments on 17" March, 2005,
6™ April, 2005 and 8" April, 2005 and Shri Sane has submitted his comments on 8" April 2005.

34. While finally disposing of this Petition, the Commisson notesthat it hastobeconcaned
more with outputs and end resultsrather than the internal processes by which these areachieved
by MS&EB. The Commisson cannot ascribe to itself the executive and administraivefundionsof
MSEB or the Sate Govt., nor would it be appropriate to attempt micro management. However,
the adoption of an appropriate methodology and implementation of cost accountingandaudting
is an important tool for efficiency improvement and cos reduction, and also for enabling
informed assessments by regulators and stakeholders. The Commisson acknowledgesthe role
played by the Petitionersin focusing attention on these issues and to move M EBinthisdrection
in amore systematic manner.

35. During these proceedings, the Petitioners have challenged the validity of theengagement
by MSEB of ICWAI (WIRC) to formulate the costing and auditing schemes. However, it is
outside the competence and jurisdiction of the Commisson to decide on that matter, for which
thereisa separate legal framework with which other authorities may be concerned.

36. The Commission also notesthat another important development hastaken placerecartly,
viz. the unbundling of MSEB into three companies (comprising a holding company, and three
companiesfor the generation, transmisson and distribution functions). Assuch, it appeastha
the functional successor entities would now be subject to the provisons of the Cost Accounting
Records (Electricity Industry) Rules, 2001 and all other dispensations applicable in thisregardto
al other such companies, which was not the case earlier. Assuch, the processset in motion
through this Petition would have to be pursued by the erswhile MSEB accordingly. Whiledbing
s0 and refining their methodologies, these successor entities may take into consideration the
comments and inputs provided by the Petitioners on the Cost Audit reports submitted so far.

Si- Si-
(A. Velayutham) (Dr Pramod Deo)
M ember Chairman, MERC

(A.M. Khan)
Secretary, M ERC
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