
  
 

 
 

ICRA Rating Feature 

 

Rating Methodology for Power Distribution Utilities  

 
This rating methodology describes ICRA’s approach to assessing credit risk of Power Distribution Utilities 

(DISCOMs). It aims to help issuers, investors and other interested market participants understand ICRA’s 

approach towards analysing risks that are likely to affect rating outcomes of the distribution utilities. This rating 

methodology updates and supersedes ICRA's earlier methodology document on this subject, published in 

February 2015. While this revised version incorporates a few modifications, ICRA's overall approach to rating 

entities in the sector remains materially similar. 

 

Overview 
 
The Indian Power Sector is governed by the Electricity Act of 2003, the enactment of which, ushered in significant 

structural changes in the sector such as reorganisation of the erstwhile State Electricity Boards (SEBs) on 

functional lines, de-licensing of thermal generation, grant of open access in transmission and distribution (T&D) 

with intent of introduction of wholesale competition and identification of trading as a distinct activity. Post 

unbundling of the erstwhile SEBs, the successor entities have been constituted in most of the states on functional 

lines i.e. for generation (GENCO), distribution (DISCOM) and transmission (TRANSCO) and a common holding 

company having residual functions in few cases, which are entirely held by the state governments. These entities 

are governed by the State Electricity Regulatory Commissions (SERCs) at each state level and one federal 

regulatory commission, namely, the Central Electricity Regulatory Commission (CERC) at a national level. In 

addition, the Act also provided for constitution of the Appellate Tribunal for Electricity (APTEL) as an independent 

authority to hear appeals against the orders issued by the CERC/SERCs. Further, a regulatory framework was 

also designed for determination of the tariff for power generating and transmission entities and also determining 

tariff for supply to consumers by distribution utilities. The power distribution segment in India is predominantly 

state-owned, catering to about 90% of the energy demand in the country and balance by the private-owned 

distribution utilities, which cater to the demand in urban cities in a few states (such as in Maharashtra, West 

Bengal and Gujarat) as well as in Delhi (National Capital Territory).  

 

The overall financial position of distribution utilities on an all India basis has deteriorated over the years as 

reflected by a sharp increase in the annual book losses, with accumulated book losses estimated at Rs. 4.01 

trillion
1
  (approximately) as on March 2015, which increased from Rs 0.27 trillion in FY2007. This has been mainly 

on account of the inadequacy of tariff and subsidy received in relation to the cost of supply and limited progress in 

improvement in the operating efficiency level i.e. aggregate technical and commercial (AT&C) losses as compared 

with the regulatory targets laid by the SERCs in respective states. Further, subsidy dependence for state-owned 

distribution utilities in most of the states has shown a significant increase over the years, mainly due to continued 

subsidised power policy for certain sections of the consumers and the rising cost of supply. In addition to 

inadequate tariffs, another key reason for the financial unviability of the distribution segment remains the high level 

of AT&C losses. Although, AT&C loss level have declined from 35% in FY2006 to about 28% in FY2009 due to 

various measures undertaken by state utilities, progress in loss level reduction thereafter has been limited as loss 

levels continue to remain high at about 25%
2
 in FY2015.  

 

The financial restructuring scheme (FRS) implemented in FY2013 did not result in any material improvement in 

the financial position of distribution utilities, mainly owing to the continuance of non-cost reflective tariffs arising out 

of factors such as delays in filing of tariff petitions by the distribution utilities before the SERCs and issuance of 

tariff orders by the SERCs, lack of implementation of periodic fuel cost pass-through mechanism, inadequate 

measures taken towards efficiency improvement, including reduction in AT&C losses, inability to meet operating 

and financial parameters laid down by regulators and also, the delays in takeover of the debt by respective state 

                                                        
1 Latest information on the cumulative loss levels is not available in the public domain 
2
 Source: PFC report on performance of state distribution utilities for FY2015 
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governments. As a result, the accumulated losses and debt levels for the affected utilities continued to mount 

even after the restructuring exercise. This also resulted in a tightening of lending by the banking sector, which 

adversely impacted the ability of discoms’ ability to off-take power from the generation segment. 

 

In November 2015, the Government of India approved a scheme called the Ujwal DISCOM Assurance Yojana 

(UDAY) to achieve operational and financial turnaround of the state-owned distribution utilities. The scheme 

intends to do the same by four key initiatives including a) improving operational efficiencies of distribution utilities; 

b) reduction in cost of power purchase; c) reduction in interest cost of distribution utilities principally through 

phased takeover of debt on the books of the utilities by state governments; and d) enforcing financial discipline on 

distribution utilities through an alignment with state finances. The scheme envisages the takeover of 75% of the 

debt on the books of the utilities by the respective state governments and a reduction of the interest cost on the 

balance 25% debt through issue of bonds by discoms backed by state government guarantee. State governments 

in 27 states/Union Territories have signed MoUs with the Ministry of Power to participate in the scheme. Timely 

implementation and achievement of the measures announced as part of the scheme by state governments and 

distribution utilities remains extremely critical for improving the credit quality and liquidity profile of power 

distribution utilities. Apart from the takeover of debt, this would require, a) continued focus by the utilities to 

improve the distribution loss levels and keep cost structures and loss levels in line with regulatory targets for tariff 

setting, b) adequate and timely tariff revision by SERCs including periodic pass-through of fuel cost fluctuations 

and c) timely and adequate subsidy releases by state governments. 

 

Rating Methodology 
 
ICRA’s rating methodology for power distribution utilities evaluates the key rating drivers which determine the 

overall credit quality of the entity. This list of rating drivers covered here is not exhaustive by itself, but provides an 

overall perspective of the most important considerations. For the sake of analytical convenience, the key factors 

are grouped under the following heads.  

 
 Support from State Government 

 Regulatory Process 

 Consumer Segment Mix 

 Operating Efficiency & Ability to Meet Regulatory Targets 

 Financial Risk Assessment 

 Management Quality 

 
 
Support from State Government 

 
Power supply being an integral function of the state government, the extent of funding support offered by the state 

government to the state power utilities, along with intrinsic credit quality of the state government is analysed, while 

assessing the credit quality of the state-owned distribution utilities. A high dependence on state government 

results in credit profile being aligned with the state’s own credit profile, while the weak financial position of the 

power distribution utilities can be a constraining factor in the credit profile of the state government itself. The rating 

of a distribution utility, however, may not necessarily follow the rating of its respective state government, as in a 

few cases, the utility’s ratings may be higher than that of the state as comfort is derived from the operational and 

financial strength of the utility at a standalone level. 

 

State government support to state utilities has manifested itself in various forms as described below:  

 

Subsidy support 

 

As certain section of the consumers (mainly agriculture consumers or below poverty line (BPL) section of 

residential / rural consumers) are provided power at highly subsidised rates (or free power in a few states), 

distribution utilities depend upon subsidy support from their respective state governments to compensate for cost 

incurred under such supplies. A significant rise in subsidy support has been seen over the past five to six years for 

utilities in states which have a relatively higher share of such consumers, given the increasing cost of supply. In 

case of utilities where the dependence on subsidy is relatively high, ICRA evaluates the timeliness and adequacy 
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of subsidy support from the state government to the distribution utilities, given that any delay is likely to impact the 

liquidity position of these entities. High dependence on subsidy from a state government with a relatively weak 

credit profile is not considered favourable for the overall financial health of the entity. For private owned 

distribution utilities having presence in urban cities, state government support is limited given the low share of 

consumption from subsidised categories (particularly agriculture consumers). Nonetheless, such privately-owned 

distribution licensees also remain exposed to risk of subsidy dependence on state government arising out of any 

policy announcements related to subsidy for residential consumer segments up to a certain slab of consumption. 

 

Capital support for funding of capex schemes 

 

Capital support by state governments towards the state-owned distribution utilities is usually in the form of infusion 

of equity capital, grants to part-fund capital expenditure schemes and soft loans with long maturity. The funding 

support from the state government is considered favourably, as it reduces the external debt burden for the utilities 

to a certain extent. 

 

Other forms of support from state government 

 

The support received by utilities from their respective state governments is also through implementation of various 

reforms. ICRA assesses the willingness and the proactive steps taken by the governments in terms of 

implementation of reforms which in turn play a key role in improving the performance of the discoms. An important 

example of the same in the current scenario is the assessment of progress in implementation of the UDAY 

scheme approved by the Government of India to facilitate a financial turnaround of distribution utilities. The 

scheme envisages a significant state government support to the utilities, mainly in the form of taking over of 75% 

of debt on the books of the utilities by the respective state governments and a reduction in interest rate for the 

balance 25% of the debt, which may be issued by discoms in the form of bonds backed by state government 

guarantee. The timely takeover of debt by the state government and issuance of bonds remains critical in order to 

ensure the success of the UDAY scheme and thereby improvement in the overall financial position of the utilities. 

Further, support from the government to cater to the Operational Funding Requirements (OFR) of the distribution 

utilities also remains crucial for the success of the scheme. 

 

Political willingness and track record to hike tariffs 

 

Traditionally, political willingness and proximity to the elections has also played a role in timely filing of tariff 

petitions by the utilities and the subsequent issuance of tariff orders approving tariff hikes by the SERCs. ICRA 

assesses the track record of the state government to enable timely issuance of tariff orders as well as allowing 

tariff hikes approved by the regulator. Regular tariff hikes in line with increasing costs for the utilities is considered 

a positive from a credit perspective. 

 

Allocation of PPAs based on paying capacity among the utilities in a state 

 

State governments with multiple distribution utilities have differentially allocated the PPAs among the discoms so 

as to align their power procurement cost with their paying capacity. This means that a utility with relatively better 

paying capacity is allocated relatively high cost PPAs. ICRA assesses the PPA mix of the utility and the cost of 

power procurement under these PPAs in relation to the average tariff realisation. Increasing the share of higher 

cost PPAs is typically considered a negative from a credit perspective. 

 

Regulatory Process  
 
The transparency, predictability and consistency of the regulatory process have a key influence on the cash flows 

of any entity operating in a regulated environment. The key aspects of the electricity regulatory process that ICRA 

evaluates are as follows:  

 

Tariff philosophy & framework 

 

Lack of predictability in the tariff setting process is negative from the credit perspective. A multi-year tariff (MYT) 

regulatory framework put in place by the SERCs enables to mitigate such uncertainty and ICRA views the same 

favourably. As per MYT regulations, the tariff order is issued by the SERC for a pre-defined control period which 
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can be either three or five years. MYT regulations also specify provision of the annual true-up during the control 

period, so as to compare the actual performance (operating and cost parameters) against earlier approved levels 

in the MYT order. Given the regulated nature of the business, tariff setting process by the SERC is cost plus 

based for the distribution utilities, wherein the distribution network cost is a pass-through, subject to certain 

operating efficiency and cost targets being met. The actual efficiency and cost levels, however, may be at 

variance with the ones approved by the SERCs, which would mean that the utility is not able to recover, through 

tariffs, the costs it has incurred on account of the operational inefficiencies.  

 

Timeliness & adequacy in tariff determination process 

 

Under MYT regulations, the utility is required to submit a tariff petition
3
 inclusive of provisional/final

4
 true-up 

petition for the previous periods, against which the SERCs need to issue a tariff order (which shall comprise true-

up variations for the previous year and revised estimates for the ensuing year). Such tariff petition filing for a 

particular financial year (say for FY2018) by the utility should be done by the end of November of the preceding 

FY i.e. November 2016 and subsequently, the tariff order should be passed by the SERC by the end of March 

2017. While MYT tariff regulations are in place by the SERCs in accordance with the Electricity Act 2003 in most 

of the states, issue in the past has been regarding the implementation of these regulations for tariff determination, 

given that there have been significant delays in the tariff petition filing process by the utilities, which in turn has led 

to either the absence or delays in tariff order issuance by the SERCs. To address the concerns related to delays 

in the tariff determination process, APTEL in November 2011 issued an order directing the SERCs to initiate a 

suo-moto tariff determination process and issue such a tariff order in case of any delays in tariff petition filings by 

utility and also, to ensure cost reflective tariffs while approving the tariff order. APTEL in its order further directed 

the SERCs to implement the fuel and power purchase cost adjustment (FPPCA) framework periodically (either 

monthly or quarterly basis). In order to avoid tariff shocks to consumers, the tribunal also directed the SERCs to 

amortise un-recovered revenue gaps along with the carrying cost (also termed as “regulatory assets”) in a time-

bound trajectory (preferably over a three-year period). 

 

In this context, ICRA does an assessment of the track record in timeliness of tariff determination by the SERC for 

the utility, both with respect to the annual revenue requirement (ARR) in the tariff order and the periodic FPPCA 

allowed. ICRA also makes an assessment of the adequacy of tariff in relation to cost of supply for the utility and 

extent of revenue deficit (if any) at approved tariff along with its amortisation trajectory approved by the SERC. 

While such revenue gaps are necessitated by the SERCs in order to avoid any tariff shock to the consumers, it 

leads to dependence on borrowings by utilities to fund such un-recovered costs. As a result, time-bound recovery 

of such costs in line with suggested trajectory by APTEL (i.e. over a 3 year period, although longer recovery 

periods have been observed in few states) remains critical from the credit perspective. Further, any delays in tariff 

determination process (which can be attributed to either delays in tariff petition filing by utility or issuance of tariff 

order by SERC) or non-implementation (or roll-back by state government) of either the tariff order or the fuel and 

power purchase cost adjustment framework is a credit concern for the distribution utilities, given that it has an 

adverse impact on the cash flows of the utilities. 

 

Adherance to fuel & power purchase cost adjustment (FPPCA) framework 

 

Given that the cost of power purchase is an uncontrollable
5
 cost variable and accounts for about 80% of cost of 

supply of a distribution utility, regular pass-through of FPPCA/Fuel Cost Adjustment (FCA)/Fuel Surcharge 

Adjustment (FSA) in retail tariff and, in the case of agriculture consumption, through increased subsidy from the 

state government, remains very crucial for the utility’s financial health. ICRA assesses the extent of adherence of 

distribution utilities to FPPCA, given that the implementation of the framework has still remained absent in some 

states, while in certain other states, it is being done with a time lag.  

 

 
 

                                                        
3 Tariff petition filed for the ensuing year (Y+1) will comprise of petition for provisional true-up for previous year (Y-1) and final 

true-up petition for (Y-2); Y being current year 
4 Based on audited annual accounts 
5 Provision for cost escalation in PPA signed with power generators (variable costs based on fuel prices and fixed costs to a 

certain extent), limits control of the utilities over power purchase costs  
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Consumer Segment Mix 
 
The consumer segment mix in the licence area of a distribution utility determines the quality of cash flows, 

distribution loss levels
6
, level of subsidy support required from the state government as well as the extent of a 

likely threat from competition. The key aspects that form an analysis of consumer segment mix are as follows: 

 

Extent of agricultural consumption 

 

Given the level of cross-subsidisation currently prevalent in the tariff structure, a high proportion of agricultural 

consumption inevitably implies greater burden of subsidy payment on the state government, as well as relatively 

higher levels of cross-subsidisation for tariffs charged to industrial and commercial category consumers, which in 

turn leads to higher risk of these consumers shifting to open access procurement. Moreover, a higher share of 

agriculture consumption in a licence area reflects a higher mix of unmetered sales which in turn leads to higher 

distribution loss levels, as seen for utilities in some states.   

 

Geographical dispersion of HT consumers 

 

The extent of geographical dispersion within the High Tension (HT) segment is an indicator of concentration risk 

and hence competitive threats, as a higher proportion of HT commercial and HT industrial consumers in the 

consumer mix implies greater vulnerability to competition given that the open access scenario allows freedom to 

such consumers to source power from alternative sources. While assessing this factor, ICRA also assesses the 

steps being taken by the utilities/ state government to minimise the impact of high paying consumers switching 

from the incumbent licensee to open access procurement. ICRA notes, for instance, that utilities in some states 

have initiated supply of power to HT industrial consumers through time of day tariffs as well as special rebate/ 

incentive scheme. Further, some state governments have been levying taxes on captive power generation, which 

also mitigates the threat from captive power plants (CPPs) to an extent, although sustainability of the same needs 

to be seen. For analysing the risk of losing cross-subsidising HT consumers, ICRA does a feasibility assessment 

for the cost of power sourcing from an alternate supply source by availing an open access taking into account a) 

open access charges
7
, b) availability and price trends from alternate generation sources and c) adequacy of the 

transmission and distribution network. While the risk of losing HT consumers persists for utilities, constraints have 

been observed for such consumers in a few states, which was evident from a) disallowance of permissions in 

allowing open access by state utilities
 8

, b) invocation of Section 11 under the Electricity Act -2003 by state 

governments
9
  and c) a sharp rise in open access charges as allowed by the SERCs. 

 

Growth rates in different segments 

 

The growth rates witnessed across various consumer segments have a bearing on the overall consumer mix of 

the utility. Skewed growth towards a given segment is looked into and analysed in terms of the estimated impact 

on the overall cash flows and operational risk profile of the utility. 

 
In case of multiple distribution utilities in a state, the credit profile of the utilities would vary depending upon their 

consumer mix, which in turn drives the operating efficiency and extent of dependence on state government 

support.  

 
 
 
 
 
 

                                                        
6 Distribution loss = (units input – units billed)/units input 
7 Open access charges comprise of cross-subsidy surcharge, additional surcharge, wheeling charge (both in kind and % loss) 

and intra-state/ inter-state transmission charges (both in kind and % loss) 
8 Permission is required for customers to procure power from third party producers under open access given that in a large 

number of cases, the transmission and distribution lines of the utilities are used for supply of power 
9 As per the section 11 of Electricity Act of 2003, government may specify that a generating company shall, in extraordinary 

circumstances operate and maintain any generating station in accordance with the directions of that Government and that the 

commission concerned may offset the adverse impact, if any, of the same 
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Operating Efficiency & Ability to Meet Regulatory Targets  
 
The key determinants of a utility’s operating efficiency, which ICRA evaluates while rating, are: 

 

Trends in AT&C losses 

 

The most important efficiency parameter for a distribution licensee is the ability to keep the AT&C
10

 losses in line 

with the regulatory targets set by the SERCs
11

. The AT&C loss, besides the distribution loss also incorporates the 

collection efficiency, which typically tends to be on the lower side in areas with a large proportion of agricultural 

consumers. Another key factor looked into, while assessing collection efficiency is the track record of receipt of 

dues from various government departments, given that the payments from these consumers have been delayed in 

many states, leading to build up of receivables.  

 

The focus here is to assess the track record and ability of the utility to keep the AT&C loss level in line with the 

regulatory target. In case of utilities falling short of the target, the progress towards lowering the AT&C loss level 

remains linked to 

- Achieving metering at all levels, viz. 33 KV, 11KV, distribution transformers and consumers, which 

facilitates the process of energy audit to identify high-loss feeders / areas 

- Other steps like improving the proportion of HT lines, introducing High Voltage Distribution System 

(HVDS), rationalisation of load profile, segregation of feeders (rural & agriculture) and strengthening of 

transformers 

- Strict implementation of anti-theft laws  

- Using information technology (IT) systems  

 

Given that power purchase cost is a major cost component in the overall cost of supply for the distribution utility 

and variation in the same is uncontrollable in nature, any negative variation in distribution loss level against the 

regulatory target leads to an under-recovery in such cost which in turn has an adverse impact on the cash flows 

and returns for the entity.  

 

Power purchase source mix 

 

In addition to being dependent on variation in distribution loss levels, the power purchase cost incurred by a utility 

also depends on the mix of available power purchase sources (viz., fuel mix of generation and nature of 

agreements with power producers). While availability of adequate power from long term sources at competitive 

prices is considered a favourable factor for the utilities, lack of the same would increase dependence on short 

term sources, where the availability and tariff is exposed to market conditions. This would impact the cost 

structure of the utility and thereby, the cost competitiveness of the tariffs offered to consumers (especially HT 

industrial and commercial consumers). Also, high reliance on renewable energy sources exposes a utility to 

climatic risks. 

 

Quality and reliability of service 

 

ICRA also assesses the trends in quality and reliability of service as measured by variables like distribution 

transformer failure rate, interruptions, outages, and reliability index.  

 

Other key components of a utility’s cost structure 

 

Manpower cost is also an important element of a utility’s cost structure, and several utilities have been taking 

steps to outsource a part of meter reading, billing and collection function to lower the manpower intensity of 

operations. The other key components of a utility’s cost structure are essential Operation & Maintenance (O&M) 

costs, depreciation, and interest charges. Interest charges are a function of the debt stock with which a utility 

                                                        
10 Aggregate technical & commercial losses = (units input – units realised)/units input; units realised = units billed X collection 

efficiency 

11 Loss targets are set by the SERCs for the respective state power distribution utilities based on the desired operational 

performance; these targets are typically set in the MYT framework for a given control period and are also revised in the annual 

tariff orders issued in certain cases 
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started its operations, the extent of uncovered deficit that needs to be debt funded, working capital requirement 

and debt funding for capital expenditure 

 
Financial Position  
 
ICRA evaluates the financial position of a utility as reflected by its cost coverage ratio, capitalisation and debt 

servicing indicators, cash flow position and overall liquidity profile. 

 

Cost coverage ratio 

 

The key parameter for assessing profitability of a distribution utility is coverage of costs by revenues, excluding 

subsidy support from the state government. However, to the extent that agricultural consumption is subsidised on 

specific directives from the Government, ICRA does factor in the subsidy component as well in cost coverage 

ratio. Nevertheless, ICRA views excessive dependence on such subsidy support as negative from the rating 

perspective, given the concerns over sustainability and timeliness of subsidy inflows. While cost coverage for most 

of the distribution utilities remains below 1, ICRA gathers comfort from the importance that the utility holds from 

the respective state government’s perspective which in turn determines the extent and timeliness of support to be 

received from the government. Key metrics that ICRA assesses in this segment are as follows:  

 

Ratio Computation 

Average Revenue Realisation 

(ARR) 

(Cash collections including subsidy received )/ (Units Sold) 

Average Cost of Supply(ACS) (Total Expenditure) / (Units Sold) 

Gap ARR-ACS 

Cost Coverage Ratio ARR/ACS 

 

Leverage 

 

Leverage is an important measure of an entity’s dependence on debt which in turns remains dependent upon a) 

the extent of capital expenditure requirements, and b) working capital needs including that of borrowings to meet 

the unrecovered revenue gaps if any. Given that the average AT&C loss level for utilities is at about 25%
12

 for 

FY2015 and the fact that progress in loss reduction has remained limited so far in many states, capital 

expenditure plans for utilities remain sizeable. The key focus of capex is towards system strengthening schemes 

with the main objective of reduction in the distribution loss levels and to meet the energy demand of growing 

consumer base in the license areas. The major sources of funding are consumer contribution
13

, equity from state 

government, internal accruals, funding available under schemes notified by Government of India such as the 

Integrated Power Development Scheme (IPDS) and the Deen Dayal Upadhyaya Gram Jyoti Yojana (DDUGJY) 

and long-term debt from banks and financial institutions (FIs). While normative debt: equity ratio of 70:30 is 

allowed by the SERC for funding of capex in tariff estimation, ICRA factors the support available from the state 

government for part-funding of such capital expenditure schemes, which is either in the form of grant or soft loans 

over a longer maturity or equity capital.  

 

The key ratios which are typically used by ICRA to analyse an entity’s financial leverage are:  

Ratio Computation 

Gearing (Total Debt) / ( Tangible Net Worth )  

Total Indebtedness Ratio (Total Outside Liabilities)  / (Tangible Net Worth) 

Debt to Profit Ratio (Total Debt) / (Operating Profit) 

Accruals to Debt Ratio (Net Cash Accruals) / (Total Debt) 

 

Total Debt = Long-Term and Short-Term Debt (including subordinated debt) + Off-Balance Sheet Liabilities (such 

as receivables discounted) + Preference Shares^ + Optionally Convertible Debentures^ 

 

                                                        
12 Source: PFC report on performance of state distribution utilities for FY2015 
13 Investment contribution by the consumers towards connectivity to the distribution network 
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Shareholder’s Funds or Tangible Net Worth = Net Worth - Revaluation Reserves - Net Intangibles - Miscellaneous 

Expenditure not Written-off + Minority Interest + Compulsorily Convertible Debt + Share Application Money + 

Preference Shares^ + Optionally Convertible Debentures^ 

Total Outside Liabilities = Total Debt + All Long-Term and Short-Term External Liabilities such as Deferred Tax 

Liability, Creditors and Operating or Non-Operating Liabilities 

 

Net Cash Accruals = Net Profit after Tax + Depreciation – Dividend on Preference and Equity Shares 

 

^As part of ICRA’s internal adjustments based on the maturity period, coupon rate and priority of claims 

associated with individual instruments, appropriate equity credit is given to hybrid instruments such as Preference 

Shares and Optionally Convertible Debentures 

 

Coverage 

 

ICRA assesses debt-servicing ability of a given utility by calculating the ratio of profits (or cash flows) to debt 

servicing obligations in a given time period. Utilities with healthy cost coverage ratios typically have higher 

profitability levels and will generally have better coverage ratios which indicates higher cushion in terms of 

catering to its repayment obligations. 

 

The various ratios which are typically used to analyse a utility’s coverage metrics are: 

Ratio Computation 

Interest Coverage Ratio (Operating Profit) / (Gross Interest expense) 

Debt Service Coverage Ratio (Net Profit After Tax + Gross Interest + Depreciation) /  

(Gross Interest + Repayment + Dividend on Preference Shares) 

 

Liquidity & financial flexibility 

 

ICRA assesses liquidity by analysing trends in cash collections and thereby the receivable position, trends in 

working capital limits utilisation as well as extent of dependence on short-term debt to meet the working capital 

requirements. ICRA also evaluates the utility’s relationships with banks, financial institutions and other 

intermediaries, its financial flexibility - as reflected by its unutilised bank/credit limits, liquid investments –  as well 

as the financial strength of the promoter group (in case of private owned distribution utilities) to infuse funds (either 

equity capital or unsecured debt) to meet cash flow shortfall, if any.  

 

The various ratios which are typically used to analyse a utility’s liquidity are: 

Ratio Computation 

Current Ratio (Current Assets) / (Current Liabilities) 

Gross Cash Conversion 

Cycle 

Debtor Days + Inventory Days 

Working Capital Cycle Debtor Days + Inventory Days – Payable Days 

Working Capital 

Intensity  

(Net Working Capital) / (Operating Income) 

 

Adequacy of future cash flows 

 

ICRA draws up cash flow projections to assess the adequacy of a utility’s cash flows in relation to the debt 

servicing obligations. The key variables that have an impact on a utility’s debt-servicing ability are a) adequacy of 

tariff in relation to cost of supply, b) adequacy and timeliness in subsidy release by state government, and c) 

ability to attain the AT&C loss targets specified by the SERC. Future cash flows are projected after taking into 

account the tariff structure as approved by the SERC, subsidy requirements, O&M cost, interest cost, debt 

repayment schedule, working capital funding requirements, capital expenditure and available funding options. 

These cash flows are then used to determine the company’s future debt-servicing capability.  
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Track record of debt servicing 

 

ICRA also takes into account the past debt servicing track record of the rated utility, which is not only indicative of 

the operational and financial strength but also the overall credit culture of the entity. 

 

Tenure mismatches, and risks relating to interest rates and refinancing: 

 

ICRA evaluates the dependence on short-term borrowings to fund power purchase costs or long term investments 

which can impact the overall debt profile of a utility and expose to significant re-financing risks, especially during 

periods of tight liquidity. The existence of adequate buffers of liquid assets/ bank lines to meet short-term 

obligations is viewed positively. Similarly, the extent to which an entity would be impacted by movements in 

interest rates is also evaluated. 

 

Accounting quality 

 

The Accounting Policies, Notes to Accounts, and Auditor’s Comments are reviewed. Any deviation from the 

Generally Accepted Accounting Practices is noted and the financial statements of the issuer are adjusted to reflect 

the impact of such deviations. 

 

Contingent liabilities/ Off-balance sheet exposures 

 

In this case, the likelihood of devolvement of contingent liabilities/off-balance sheet exposures and the financial 

implications of the same are evaluated. 

 

Management Quality 
 
In case of a state-owned distribution utility, ICRA focuses on criticality of linkages and dependence on support 

from the state government as discussed earlier.  

 

In case of private-owned distribution utility, the rating methodology incorporates an assessment of the quality of 

the issuer’s management as well as the strengths/weaknesses arising from the issuer’s being a part of a “group”. 

Also of importance are the issuer’s likely cash outflows arising from the possible need to support other group 

entities, in case the issuer is among the stronger entities within the group. Usually, a detailed discussion is held 

with the management of the issuer to understand its business objectives, plans and strategies, and views on past 

performance, besides the outlook on the (issuer’s) industry. Some of the other points assessed are: 

 Experience of the promoter/management in the line of business concerned 

 Commitment of the promoter/management to the line of business concerned 

 Attitude of the promoter/management to risk taking and containment 

 The issuer’s policies on leveraging, interest risks and currency risks 

 The issuer’s plans on new projects, acquisitions, expansion, etc. 

 Strength of the other companies belonging to the same group as the issuer 

 The ability and willingness of the group to support the issuer through measures such as capital infusion, if 

required 

 

Summing Up 
 

ICRA’s credit ratings are a symbolic representation of its opinion on the relative credit risk associated with the 

instrument being rated. This opinion is arrived at following a detailed evaluation of the issuer’s business and 

financial risks, likely cash flows over the life of the instrument being rated and the adequacy of such cash flows 

vis-à-vis its debt-servicing obligations.  

 

As this note highlights, the credit quality of a distribution utility is dependent upon several factors including the 

availability of regulatory framework allowing ‘cost-plus’ based tariff, timeliness and adequacy of subsidy support 

from the state government, and the ability to improve the operating efficiency levels and maintaining the cost 

structure in line with regulatory targets. ICRA notes that the credit quality of state-owned distribution utilities also 

remains linked with that of the concerned state government, given the significant dependence on state 
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government support by virtue of subsidy dependence and other linkages, as discussed and the fact that the power 

sector remains strategically important to the state government.  
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