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Cabinet Memorandum

Institutional Reforms for Power Sector

01. Background

Having considered the Cabinet Memoranda dated 29.07.2022,15.08.2022 and 02.09.2022
submitted with the intention of making institutional reforms to the power sector, approval was
granted by the Cabinet of Ministers to appoint a committee to study and review the “scope” and
“institutional framework” laid down in the Chapter VI of the Electricity Reforms Act No. 28 of 2002,
in the context of present day socio, economic and governarce needs of the country and to
recoramend more dynamic, vibrant, effective and efficient institutional frarnework for the Ceylon
Electricity Board (CEB) including Lanka Electricity Company (LECO), that could address the
present and future aspirations of the general public and also to improve the “doing business index”
of the country in particular and “the electricity industry” in general.

The Cornmittee submitted its report on 20.10.2022. In preparation of the report, the Committee had
deliberations with Hon. Parliamentarians, former Ministers in charge of the subject of power,
Development Partners, the regulator, Public Utilities Commission of Sri Lanka, management of the
utilities, CEB and LECO, Insttution of Engineers of Sri Lanka, and trade unions. A copy of the
Report is annexed to this Memorandum as “Annexure 01" for the attention of Cabinet of Ministers.

Also the Committee met H.E. ihe President on 17.10.2022. The Committee bricfed H.E. the
President on the proposcls made by the committee. It was discussed the future shape of the
electricity sector. H.E. the President advised to expedite the pracess and take action to pass the
reform bill before the end of this year. Further, H.E the President advised obtain the services of an
expert who retired form the Legal Draftsman's Department to draft the proposed bill to expedite the
process.

02. Committee Recommendations

2.1 The Committee has determined that the key to the success of the proposed reform of the
electricity supply industry is the introduction of a robust governance structure and the
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provision of primary and secondary legislation necessary to orient the power sector towards
growth and self-sufficiency.

2.2 Further, the Committee has identified the following key strategies for meaningful reforms in the
electricity industry.

a.

define a national electricity policy (Integrated Electricity Policy) that positions the private
sector as the driver of the electricity industry on funding, innovation, and leadership, and
creates an environment that fosters private sector participation;

establish independent entities to manage the generation, transmission, distribution, and
sale of electricity, and to promote market competition in these subsectors;

ensure financial self-sufficiency of the new entties through a cost-reflective and
transparent system of tariffs, and transparency in financial commitments, incurred
liabilities and operations;

institute- an independent and fransparent investment planning process based on the
concept of integrated resource planning;

improve the regulatory oversight of the electricity industry, through the establishment of
an independent regulator exclusively for the power sector;

enhance the contribution of renewable energy in Sri Lanka's electricity generation mix;

implement legal and regulatory changes necessary to facilitate the proposed )
restructuring, including the enactment of new consolidated legislation that harmonizes

the Electricity Reform Act, Nu. 28 of 2002, with the Sri Lanka Electricity Act, No. 20 of

2009 (including amendments thereto of 2013 and 2022), and the functioning of .the

proposed new eIeCtricity industry regufator.

establish a high-level committee under the Ministry in charge of the subject of Finance,
similar to the former Energy Supply Committg:e, to direct and monitor the restructuring
process proposed. '

Establish a dedicated tribunal (Electricity Tribunal) for enforcement and resolution of
disputes arising out of sector operations

2.3 The key recommendations of the Committee are summarized below.

Reorganizing the CEB

In keeping with Chapter VI of the Electricity Reform Act No. 28 of 2002, the Committee has
proposed the formation of independent companies (Successor Entities) under the
Companies Act No. 07 of 2017 to take over the business of the Ceylon Electricity Board.

ii. Discontinuing the Single Buyer Model and Establishment of an Independent System
Operator

The Committee has proposed to the discontinue the single buyer provision in the current
structure (which restricts the sale of energy by the Generations Licensees only to the
Transmission Licensee) to provide for future introduction of wholesale competition and
open access.
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The Committee has also proposed that the bulk power purchase and sale be carried out by
the Independent Systems Operation (ISO) with a mandatory Bulk Supply Transaction
Account (BSTA), and the Transmission Licensee to maintain and operate its network
assets on a non-discriminatory basis, to ensure a level playing field for all stakeholders. To
achieve this objective, it is proposed that the faw must enable Power Sales Agreements
(PSA) that allow direct contracting between generators and distribution companies, or
between generators and individual bulk customers, when the necessary conditions
(preferably pre-determined) for a functioning such markets are achieved.

To avoid the risk of the “single-buyer” bulk purchase and supply licensee becoming an
obstacle to achieving functioning bilateral or wholesale markets, it has been proposed to
limit the term of Power Sales Agreements (PSAs) for bulk sales to distribution licensees
(subject to renewal if the conditions so require), and to provided for the Power Sales
Agreements (PPAs) for bulk purchase to be assigned or novated.

Enactment of new legislation

The Committee has proposed the enactment of new legislation to provide for the proposed
restructuring of the Electricity Supply Industry, which include two acts, namely, the
Electricity Sector Reform Act (ESRA) and the new consolidated Electricity Act, as
described below.

Electricity Sector Reform Act (ESRA) is necessary fo facilitate the immediate,
implementation of the proposed reorganization of the Electricity Supply Industry, including
the separation of the functions of generation, transmission, and distribution and sale of
electricity, and setting up of the separate and indepencent Successor Companies to take
over the business of the CEB. The ESRA will include, inter alia, the provisions for,

a. preparing and publishing in the Gazette by the Minister in charge of the subject of
Electricity (the Minister) a Scheme for Transition and Reorganization of the Electricity
Supply Industry (the Transition Plan), and placing the said Transition Plan before the
Parliament for its information within a period of not more than six (06) weeks of
coming into operations of the ESRA,

b. mandating the Minister to complete the implementation of the Transition Plan (TP)
including the setting up of such number of Successor Enities under the Companies
Act No. 07 of 2017 and in terms of Conversion of Public Corporations or Government
Owned Business Undertakings into the Public Corporations Act. No. 23 of 1987, not
later than twelve (12) weeks after the publication of the Transition Plan;

c. enabling the transfer of debts of the CEB to a separate entity, the form of which shall
be decided at the discretion of the Secretary to the Treasury;

d. enabling securities held by the CEB in other entities that shall stand transferred to the
Secretary to the Treasury in terms of the Public Corporations or Government Owned
Business Undertakings into Public Corporations Act. No. 23 of 1987, to be disposed
of in a manner that avoids conflict of interests through share ownership, and in a
manner that is best calculated for the General Treasury to receive the maximum
benefits, and further granting the discretion to the Secretary to the Treasury fo utilize
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whole or part of those proceeds to set off portion of the debt currently incurred by the
CEB;

mandating the Secretary to the Treasury to take necessary action to eliminate the
dependency of the sector on government subsidies within the shortest possible time,

including by encouraging public ownership through stock market listing and seeking
strategic partners to invest in the appropriate Successor Entities;

enabling novation or assignment of power purchase agreements and such other
contracts entered into with the CEB to the relevant Successor Entity,

enabling the Regulator to issue such number of licenses to the successor entities and
for the existing Licenses given to the CEB to stand terminated on the date the new
Licenses become operational, and to amend Section 19 of the Sri Lanka Electricity
Act No. 20 of 2009 (SLEA2009) as necessary to reflect this requirement;

establishing an Independent Systems Operator ('ISO") as a separate and
independent body corporate, which shall be accountable to the Regulator, generators,
distributors, and consumers, and whose mandate and responsibility shall include the
provision of uninterrupted electricity supply; transparency in load dispateh,
nondiscriminatory access to transmission and distribution networks; and planning
including fong-term: investment planning. The ISO shall have the power to formulate
standing operating procedures which shall be eniorceable with the approval of the
Regulator; ‘

mandating the setting up of a Bulk Supply Transaction Account ("BSTA") to be
operated by the 1SO to fully reflect all direct and indirect costs associated with the
purchase and sale of electricity through the BSTA [including payments made under
Power Purchase Agreements (PPAs) and Standardized Power Purchase Agreements
(SPPAs)], including specifically for the immediate physical establishment of the BSTA
in a recognized licensed commercial bank;

Treatment of existing employees of the CEB;

ensuririg that the Ceylon Electricity Board Act No. 17 of 1969 shall stand repealed on
the day specified for the completion of the transition plan, which in any case shall not
be later than 18 weeks of coming into operations of the ESRA,

empowering the Minister to appoint a Competent Authority to exercise all powers as
conferred on the General Manager of the CEB in terms of the Ceylon Electricity Board
Act No. 17 of 1969, specifically Section 5 therein, if in the Minister's opinion sush
appointment has become necessary for the immediate implementation of the
proposed reform of the electricity supply industry;

requiring the Minister, the Regulator and the IS0 to formulate such policies, rules and
requlations to meet the commitments made by the government of Sri Lanka to the
international community relating to the decarbonization within a period of not more
than six months from the date of enactment of the ESRA.
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Providing for electricity trading through a power exchange to establish competitive
electricity market at an appropriate date in the future;

declaring that in the event of an inconsistency between the ESRA and the SLEA
2009, the provisions of the ESRA shall prevall, and for including similar provisions
with regard to inconsistencies that may arise between ESRA and the existing sector
regulations or license conditions;

stating that the ESRA shall stand repealed on the enactment of the new Electricity
Act;

It is proposed to amend the SLEA 2009 to ensure harmonization with proposals as
contained in the ESRA. Specifically, provisions, to amend the following sections of the
SLEA2009 are necessary. ‘

a.

Amend Section 9 and such other relevant sections, if any, allowing any entity
governed under the Companies Act No. 7 of 2007 to be eligible to apply for a
generation, transmission, or distribution license.

Amend Section 13 and such other relevant sections, if any, by deleting the words
“with the concurrence of the Minister” so that the licensing decision would be
exclusively within the purview of the Regulator.

Amend Section 16(b) and such Jother"relevant sections, if any, by deleting the
mandatory requirement to sell electricity generated exclusively and only to
Transmission licensees.

Arend Sections 16, 17, 18, 30, 43 and such other prévisions to allow povser wheeling
nperation, whereby the electricity networks and associated facilities of Transmission
Licensee or Distribution Licensee are used by another person for the conveyance of
electricity on payment of appropriated charges

Amend Section 17, Section 24 and Section 30 and such other relevant sections, if
any, mandating and enabling the Transmission Licensee and Independent Service
Operator (ISO) to carry out their respective functions to; (a) develop and maintain an
efficient, coordinated, reliable and economical fransmission system; (b) procure and
sell electricity; (c) recover costs of wheeling services; and (d) ensure that there is
sufficient capacity from generation plants to meet reasonable forecast demand for

electricity.

Amend Section 30 to enable the setting up of and operation of the BSTA, including
the physical establishment of an account in a commercial bank;

Amend Section 25(3) to remove the 50-meter distance requirement making Licensee
responsible for supplying the electric line to the boundary of the land of the
Owner/Occupier; ‘

Amend Section 39 of the act, to grant such addtional authority, as may be necessary
for the regulator to provide binding determinations that may arise between contracting
entities post reforms proposed under the ESRA.
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i.  Include such amendments as are necessary empowering the Regulator to determine,
after a due process, any loss caused due to noncompliance or partial compliance of
directions, decisions of the Regulator, violation of the license conditions, etc., and to
recover such determined amount deeming such to be a fine imposed by the
Magistrate’s court.

j.  Include such amendments as may be necessary to enable cross border electricity
trading via interconnections with electricity networks of other countries;

k. Repeal and replace Section 43 with suitable and simplified wording to reflect the
reforms as proposed by the ESRA.

I Provisions designating the Secretary to the Ministry in charge of the subject of
electricity as the designated person to oversee the proposed reform of the electricity
supply industry, and for the Minister of Power to place before Parliament, once in
three months, a status report of the reform process

Establishment of the Electricity Tribunal

It is proposed to establish a special tribunal (the Electricity Tribunal), under the proposed
Electricity Sector Reforms Act (ESRA), with powers to adjudicate on operational aspects of
the electricity sunply industry and to make binding determinations. The Electricity Tribunal
will include such number of members who will bring legal, managerial, technical, and
judicial perspectives to the dispute settiement process. It can be Chaired by a person with
judicial experience (including a senior judge on secondment) appointed by the Chief
Justice or the Judicial Service Commission. Qther members could be nominated by the
Minister in charge of the subject of . electricity with the approval of the Cabinet and
appointed by the President. Before appointment by the President, the nominations may
receive no objection from the office of the Chief Justice. The law should specify tribunal
members’ respective qualifications.

The Electricity Tribunal must have determination and enforcement authority, beyond what
is currently conferred to the PUCSL. Its determinations should be enforceable by the
Magistrate’s Court deeming it to be ax order of such court. An appeal should lie to the
Court of Appeal on very specific grounds'and granting of any interim reliefs should be
subject to maintaining the continuity of the electricity supply.

Development of renewable energy and tapping into the global finances to develop
renewable energy

The Committee recommended, in the context of decarbonizing and developing renewable-
based electricity, to provide for power wheeling to selected projects to minimize off-taker
risk factors of new renewable energy projects. It is also recommended, for facilitating
renewable energy to make significant in-roads into the power generation mix of the
country, and addressing global climate change concems, to make suitable provisions in the
proposed new legislation (i.e., the proposed new Electricity Act that will subsequently
replace the ESRA). Such regulatory -changes may include, for example, requiring the
Transmission Licensee or a Distribution Licensee to upgrade its system at a reasonable
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vi.

vii.

economic expense to connect renewable-based producers, subject to specifying how the
cost of upgrading the system may be shared between the parties.

Proposed sequence for the reform process

The Committee is of the view that the GoSL must pursue an overall “Reforms Package'
and not engage in stand-alone ad hoc changes. Faced with the need to address
immediately the current crisis in the sector, the Committee is also of the view that the
GOSL must consider a four-pronged approach, but within a stated timeline of not more
than 3 months.

4 Enact an “Electricity Sector Reforms Act’ (ESRA) for reorganizing the electricity
industry by setting up the successor entities and repealing the -Ceylon Electricity
Board Act No. 17 of 1989 after the successor entities become operational. At the
same time, the Sri Lanka Electricity Act No 20 of 2009 should be suitably amended o
synchronize with the provisions contained in the ESRA.

b, After the proposed reforms are achieved under ESRA, a new Electricity Act should be
enacted as single legislation that will deal with all aspects of the electricity sector.

. At the stage of enacting the new Electricity Act, establish a dedicated independent
regulator for the electricity sector, possibly by reassigning the PUCSL's mandate. At
that stage, fo ensure lagislative integrity, the provisions relating to the functioning of
this regulator can be incorporated into the new Electricity Act as a separate section
instead of having multiple acts. '

4 In the interim, take immediate measures o deal with the cash flow crisis of the sector,
and treat the accumulated debt in a way that such debt will not be-a hincrance to the
envisaged reforms. Reduce the exposure to fluctuating coal and fuel prices leading to
some degree of tariff reduction on behalf of the public.

National Energy Policy, National Integrated Electricity Policy, and Lohg Term
Planning Function ‘

National Energy Policy

The Comraiitee recommends that for the long term GeSL considers setting up a National
Energy Commission (‘NEC"), with representatives from key stakeholders including the
Ministry of Finance and the Central Bank of Sri Lanka to carry out the overall national level
planning function for the country's total energy aspects. The NEC will have a combination
of appointed and ex officio members, with the former selected based on stated criteria
relevant to the function of long-term energy planning. The NEC need not be a permanent
body but be designed to be mandatorily and automatically constituted at specified intervals
(e.g., once every 3 or 5 years) to formulate the (3- or 5-year) National Energy Policy
(“NEP"). The law can include provisions relating to the constituent elements of the NEP
and the criteria that should be followed in selecting the non-ex officio members of the NEC.

National Integrated Electricity Policy (NIEP)

The current legislation governing the electricity supply industry requires having in place a
national policy. The PUCSL Act and SEA2009 are both premised on the pursuance of a
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coherent National Integrated Electricity Policy (‘NIEP”) and the need t0 requlate the generation,
transmission, distribution, supply and use of electricity in terms of that policy. Therefore, the
Committee strongly recommends the formulation of the NIEP that reflect dynamically the changing
socio-economic conditions and societal aspirations.

Long Term Planning Function

Long-term planning of generation, transmission, and distribution will quide the development of Sri
Lankan power and enable inteqrated resource planning. Demonstrating that the sector has a
strong energy demand and supply planning process is critical to give comfort to investors including
those willing to invest in renewable energy.

With the introduction of an Independent System Operator (1S0”), 1SO should be designed to be

capable of independently carrying out the long-term planning function in close collaboration with
the transmission licensee and other relevant entities.

03. Recoimmendation
In considering the all above, the approval of the Cabinet of Ministers is sought to;

a.  accepts the recommendations of the said committee for immediate implementation by the

Ministry of Power and Energy and authorize the Secretary, Mjnistry of Power and Energy to take
action accordingly. ' ‘

b. direct the Legal Draftsmen to draft the “Electricity Sector Reforms Bill basea on the
recommendations of the Committee mentioned in the paragraph 2 above with the help of any
expert within one month's time.

c. authorize the Secretary, Ministry of Power and Energy fo obtéir; the services. of any expert in
drafting the Bill with the assistance of development agencies to meet the payment of
remuneration for such expert/experts preferably from the Asian Development Bank, and

d. authorize the Director General, External Resources Department to make a request from the
Asian Development Bank or any other development partners to provide financial assistance to
meet the expenses referred in 3.(b) above or allocate funds from existing resources which have
already been committed by such development partners.

Kanchana Wijesekera (M. P.)
Minister of Power and Energy
06.11.2022
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BACKGROUND AND CONTEXT

1. Sri Lanka's electricity industry is in crisis. Its immediate problems include the
inadequate generating capacity to meet the increasing demand for electricity, which
has led to daily power outages and high cost of electricity, results of the wrong
generation mix, and historical underinvestment in diverse and low-cost generation
resources. This situation has also exposed the sector and the country to external fuel
price shocks and worsened Sri Lanka’s current economic downturn,

2. The government-owned electric utility in Sri Lanka, Ceylon Electricity Board ("CEB")
has a monopoly on power transmission and serves around 6.8 million retail
Customers. The state-owned distribution company Lanka Electricity Company
(LECO) also serves around 608,000 customers. The CEB also owns and operates
around 70% of the country’s electricity generation capacity, while the remainder is
sourced from privately-owned energy producers (a few large oil-fired thermal
plants and over three hundred small renewable energy-based producers).

3. The CEB has accumulated massive and unsustainable debt obligations resulting from
mismanagement, weak financial planning, continued reliance on government
subsidies, government's policy inconsistences and the failure to implement cost-
reflective tariffs. The public has been forced to absorb sudden and steep increases in
electricity tariffs and endure daily pawer outages:. lasting several hours. It is neither
sustainable nor acceptable for the electricity sector to rely on the government for
financial backing in the future. Policymakers and the public are now compelled to
make the difficult choice of “expensive electricity” versus “no electricity”,

THE NEED FOR SECTORAL REFORMS

4. The electricity industry in Sri Lanka is dominated by the CEB, which holds a
statutory state monopoly in most parts of the electricity value chain. Because of this
dominance, the electricity sector is inexorably linked to the CEB. The inadequate
transparency, which is a hallmark of bundled service provision, has made it difficult
to make the CEB management and governmental decision-makers accountable and
responsive.

5. The traditional attitude of the government and its elected representatives of
maintaining the CEB as a provider of affordable electricity to the masses, rather than
a going business concern. The operating expenses of the utility have routinely
exceeded its revenue as the retail electricity prices have been kept below production
costs, while historical underinvestment in diverse and low-cost generation
resources (including renewables) has resulted in steep power generation costs.
Input cost variations, ad hoc government policy, disadvantageous terms of some
Power Purchase Agreements ("PPA”s), sub-optimal power procurement and
dispatch, and poor planning have resulted in high offtake of emergency power and
high internal costs. The failure of regulatory adjustment of electricity tariffs to match

! The longest power cuts in the CEB's history in 1996 lasted seven months. Thereafter, rolling prwer cuts were imposed in
2001, 2002, 2012, 2016 and 2019. Since 2019 scheduled load shedding has continued to date,
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the rising operating expenditure for almost a decade? and a weak and largely
unresponsive corporate management culture insulated by the state monopoly
status, have aggravated the CEB's financial situation, endangering the uninterrupted
supply of electricity.

6. Owing to weak and sub-optimal long-term planning and failure to fully adhere to the
tariff methodolegy, almost 70% of the present power generation capacity is based
on imported liquid fuels and coal. The resulting high reliance on imported fuels for
power generation makes the electricity industry vulnerable to fuel supply
constraints, external price shocks, and balance of payment issues.

7. Hydropower, which supplied over 90% of the country’s power generation until
about the mid-1990s has continued to be a controlling factor in the country’s
generation mix. The power generation capacity has not been augmented over the
years by timely capacity additions to match the growing electricity demand.
Therefore, the CEB is forced to resort to expensive oil-based generation to make up
for the low availability of hydropower during periods when hydro reservoirs do not
receive sufficient water inflows. This additional expenditure on increased thermal
energy production as well as the cost of hiring expensive short-term generating
capacity exerts further pressure on the utility's already fragile financial conditions.

8. Investments in infrastructure expansion of the power sector have been financed
traditionally through a mix of domestic resource mobilization (CEB funds), loan
funding received from multilateral and bilateral sources (either as concessionary
financing or on commercial terms), and direct government grants (such as for rural
electrification). The cost of capital funding for large-scale projects in the sector is
often opaque—with some reflected on the CEB balance sheet and some on the
Treasury’s accounts—and incorporates multiple terms.?

9. The continued reliance of Sri Lanka’s electricity industry on GoSL for financial
backing in the form of direct cash injections or subsidies (tax waivers on imports,
foreign debt repayment, etc.) has become unsustainable®. It is highly unlikely that
GoSL will be able to continue providing the CEB with loan guarantees, given the
severe balance of payments and foreign currency issues, and the dismal state of
CEB’s balance sheets,

10. To manage the current crisis while meeting Sri Lanka’s growing energy needs, the

country needs to look beyond public financing and attract alternative investments
through private sector participation in the sector. However, the debt overhang of the

*The regulator-approved tariff adjustment methodology has not been fully operational. The CEB's failure to establish the
Bulk Supply Transaction Account (BSTA), and fully separate cost and revenue of all its licensees has prevented the full
implementation of this tariff setting mechanism.

3 Ascertaining the actual cost of financing of some power sector assets would not be possible without a forensic audit.

* The periodic fund transfers from state coffers, the last of which was around LKR 80 billion (USD 217 million} in 2022, the
GoSL has not been able to stop the CEB's financial hemorrhage. .

® As at August 31, 2022, the total debt of the CEB had soared to approximately LKR 333.5 billion (USD 904 million at the
present exchange rate of USD 1 = LKR 368.9). These debts comprise payments (in both foreign currency and LKR} owed to
suppliers of goods and services and outstanding payments for fuel and energy purchases (coal, CPC, IPPs and renewable-
based energy producers) amounting to LKR 196.2 billion (USD 532 million}, and outstanding loans {commercial banks and
LECO) amounting to LKR 137.3 biilion {USD 372 million).
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CEB and the economic setbacks faced by Sri Lanka restricts severely the sector’s
ability to attract private sector investments in its current form.

11. Given the above background, it is imperative to reform the electricity industry to
facilitate better mobilization of domestic and international commercial capital to
meet its future investment needs. There is little dispute, therefore, on the grave and
urgent need to reform and restructure the sector to bring back financial
sustainability, create an operational and regulatory environment conducive to
attracting investments from the private sector, and install a governance and
ownership structure that respond effectively to these commercial and economic
imperatives.

12.The electricity industry restructuring around the world has mostly involved the
transformation of the industry structure from the traditional vertical monopoly
answerable to the government to a decentralized industry consisting of
organizations with various ownership structures having and commercial
orientation. The traditional model often has one interface each with the end users
and the government., while the decentralized structure has multiple interfaces with
end users, government, and other participants in an industry controlled by a mix of
competitive forces and regulatory intervention.

POWER SECTOR REFORMS COMMITTEE

13. The Cabinet of Ministers appointed this Committee on July 29, 2022, to submit
recommendations to the GoSL within a short period of two months. The mandate, as
understood by the Committee, was principally to review the scope and institutional
framework laid down in Chapter VI of the Electricity Reform Act No 28 of 2002
("ERA2002"), in the context of the present-day socio-economic and governance
needs of the country, and to recommend an institutional framework suitable for Sri
Lanka’s future electricity industry. The Committee benefitted from the insights
received from several main stakeholders (list given in Annex 2).

14. The Committee has determined that the key to the success of the proposed reforms
of the electricity industry is the introduction of a robust governance structure and
the provision of primary and secondary legislation necessary to orient the power
sector towards growth and self-sufficiency. The Committee has identified the
following key strategies for meaningful reforms in the power sector.

* define a national electricity policy (Integrated Electricity Policy) that
positions the private sector as the driver of the electricity industry on
funding, innovation, and leadership, and creates an environment that fosters
private sector participation;

* establish independent entities to manage the generation, transmission,
distribution, and sale of electricity, and to promote market competition in
these subsectors;

* ensure financial self-sufficiency of the new entities through a cost-reflective
and transparent system of tariffs, and transparency in financial
commitments, incurred liabilities and operations;
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* institute an independent and transparent investment planning process hased
on the concept of integrated resource planning;

* improve the regulatory oversight of the electricity industry, preferably
through the establishment of an independent regulator exclusively for the
power sector;

* enhance the contribution of renewable energy in Sri Lanka's electricity
generation mix;

* implement legal and regulatory changes necessary to facilitate the proposed
restructuring, including the enactment of new legislation that harmonizes the
Electricity Reform Act, No. 28 of 2002, with the Sri Lanka Electricity Act, No.
20 of 2009 (including amendments thereto of 2013 and 2022), and the
functioning of the proposed new electricity sector regulator.

* establish a high-level committee under the Ministry in charge of the subject
of Finance, similar to the former Energy Supply Committee, to direct and
monitor the restructuring process proposed.

PRESENT-DAY ELECTRICITY INDUSTRY

15.With a history dating back to 1895, the electricity industry in Sri Lanka has
undergone several key reforms including the establishment of the Department of
Government Electrical Undertakings (DGEU) in 1927, and the present-day CEB in
1969 by the Ceylon Electricity Board Act No. 17 of 1969 as a statutory board to
replace the DGEU. Further reforms took place in 1983 when the Lanka Electricity
Company Pvt. Ltd ("LECO”).was established under the Companies Act to take over
the distribution of electricity in selected local authority areas.

16. The next phase of power sector reforms of the GoSL embarked in the late 1990s,
recognized the need to establish a transparent regulatory framework and to enact
necessary legislation “to provide a sound basis for the establishment of power sector
economic, financial, environmental and service policies,” enabling the power sector
to “operate on sound commercial and business principles after identifying and
removing constraints to achieving this objective.” The objectives of this
reorganization program were broadly outlined as follows®:

The power sector will be restructured to accommodate competition and to
facilitate private sector participation in order to create a non-monopolistic
situation within the power sector. The roles of the Government as owner,
regulator and operator will be clearly defined and separated. Sector entities
will be allowed to operate as independent autonomous bodies. The presently
vertically integrated power sector will be decentralized. The decentralized
units will be responsible for their profit and loss and they will be Sully
accountable. During this process generation, transmission and distribution
functions will be separated. In the case of generation and distribution, the
function will be sub-divided horizontally to form a number of entities to

€ Vision statement of the Power Sector Policy Directions (1998} published by the Ministry of the then Ministry of Irrigation
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form strategic business units in accordance with the structure outlined
above.

17. Hence, the stated objectives of this initiative are listed as, to have an efficient and
dynamic power sector that would facilitate economic growth; a reliable supply of
grid electricity to at least 80% of the population at affordable prices; reasonably
priced reliable power supply to the industrial sector to sustain its competitiveness in
the international markets; transparent regulatory processes where the interests of
consumers, investors, and environmentalists will be adequately safeguarded; the
non-monopolistic situation in the power sector to operate on sound commercial and
business principles; substantial investments by the private sector; and reliable
distribution and transmission system with losses reduced to internationally
accepted levels.

18. The above sector objectives were restated as policy imperatives, and the Public
Utilities Commission Act No. 35 of 2002 ("PUCSL ACT") and Electricity Reform Act
No. 28 of 2002 ("ERA2002") were enacted, through which it was intended that;

= the electricity industry will be restructured to accommodate competition and
to facilitate private sector participation to create a non-monopolistic
situation within the power sector;

= the vertically integrated power sector will be decentralized, and generation,
transmission, and distribution functions will be separated; and

= several autonomous independent units will be established to take over the
functions of generation, transmission, and distribution of electricity, and
these sector entities will be made fully accountable and responsible for their
profit and loss.

The Minister was granted the power to operationalize these two Acts with a Gazette
notification. The PUCSL Act was published in the Gazette in 2002 but not the
ERA2002. Instead, seven years later, the Sri Lanka Electricity Act No. 20 of 2009
(“SLEA2009") was enacted.’

19.The principal intent of the ERA2002 promulgated in its Chapter VI, the
reorganization of the electricity industry, was absent in the SLEAZ2009 and
subsequent amendments thereto. Except for the formation of separate divisions
under the CEB to take over the functions of generation, transmission, and
distribution of electricity, there has been little progress in unbundling the sector to
date.

20. The Public Utilities Commission of Sri Lanka (“PUCSL”), set up in 2002 as a multi-
sector regulator was empowered by SLEA2009 to regulate the electricity industry.
In 2011 PUCSL published Tariff Methodology and Cost Reflective Methodology for
Tariffs & Charges in terms of Section 30 of the SLEA2009. However, only limited
success in rationalizing the electricity tariffs has been achieved as full exercise of

7 The Minister of Power and Energy published the Scheme for the Reorganization of the Electricity industry in Sri Lanke in
terms of Chapter V1 of the Electricity Reform Act No. 28 of 2002 by Gazette Notification No.2321/21 dated January 02,
2004, although the Act was not made operational.
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PUCSL’s regulatory authority vested in it by SLEA2009, has not been implemented
mainly owing to the insufficient commercial orientation and the weak response to
independent regulatory oversight of the CEB. By 2022, the electricity industry had
achieved only limited progress vis-a-vis the original policy goals for the sector,
resulting in “incomplete sector reforms, weak regulation, and poor utility response
to regulatory initiatives”®

21.The PUCSL has issued six separate licenses to the CEB (Generation Licensee,
Transmission Licensee, and four distribution licensees). The General Manager of
CEB is the Authorized Officer for all six licenses, and these licensees continue to
operate under the CEB umbrella without the required level of financial separation,
independence, or autonomy.

22.While the unbundling process remains incomplete, a few companies were
incorporated to provide various services, but their ownership too was
predominantly with the state. The status of the key electricity sector stakeholders as
of 2002 is summarized below.

OPERATING ENTITIES

Ceylon Electricity State-owned corporation established in 1969 by the Ceylon Electricity
Board (CEB) Board Act No. 17 of 1969, is engaged in the generation, transmission,
distribution, and supply of electricity. it holds a dominant position in
generation (generates around 70% of the total installed capacity
connected to the grid} and distribution {holds 4 out of 5 distribution
licenses) and a monopoly in transmission, which is also the single buyer.
The CEB has five subsidiaries: Lanka Electricity Company (Pvt) Limited
{LECO), Lanka Coal Company {Pvt) Limited {LCC), LTL Holdings (Pvt) Limited
(LTL), and Sri Lanka Energies (Pvt) Ltd (SLE) and in addition the
Trincomalee Power Company Limited, a joint venture set up in 2011 to
build and operate the proposed Sampur Coal Power Plant.

Lanka Electricity Private limited liability company incorporated in 1983 under the
Company (Private) Companies Act for electricity distribution. 54.8% and 43.6% (a total of
Limited {LECO) 98.4%) of the shares are held by the CEB and the Treasury respectively.
Holds a Distribution License and purchases bulk power from CEB and
distributes to areas in the Western and Sothern Provinces.

Lanka Coal Company Incorporated under Companies Act No. 7 of 2007 to procure and supply
(Private) Limited (LCC) | coal for coal-fired thermal plants. Presently, the total coal requirement of
the Lak Vijaya Power Plant (LVPP) at Norochcholai is supplied by LCC.
Shares are held by CEB (60%), the Ministry of Finance, the Sri Lanka Ports
Authority, and the Ceylon Shipping Corporation.

® Asian Development Bank; Sri Lanka Energy Sector Assessment, Strategy, and Roodmap; ADB, December 2019. ADB's
country report Assessment of Power Sector Reforms in Sri Lankg published in 2015 has observed that Sri Lanka’s “power
sector remains neither independently operated nor independently regulated, pricing for electricity is still inefficient ..”.”
The same observation is echoed in the subsequent ADB report of 2019 (referenced above), Sri Lanka Energy Sector
Assessment, Strategy, and Roadmaps, wherein is has stated that the “...six licensed entities embedded within CEB do not
have an independent ownership structure and management....”
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LTL Holdings (Private established in 1982 as a joint venture between CEB and European

Limited (LTL) investors Bonar Long of Scotland. Manufactures high-quality transformers,
Exports about 50% of the production after meeting the country’s
requirements. Has diversified into engineering, procurement, and
construction contracting of major power projects, including transmission
substations and power generating stations.

REGULATORY ENTITIES

Public Utilities Set up as a multisector regulator by the PUSCL Act No. 35 of 2002 but was

Commission of Sri unable to carry out its regulatory functions until the Electricity Act No. 20

Lanka (PUCSL} of 2009 was enacted, as the ERA2002 was not made operational. Is the
technical, economic, commerdial, and safety regulator of the electricity
industry. The five-member commission is appointed by the minister-in-
charge of policy development (in agreement with the Constitutional
Council, which existed before the 20" Amendment to the Constitution)

Sri Lanka Atomic Established in January 2015 under the Sri Lanka Atomic Energy Act No. 40

Energy Regulatory of 2014. As per the provisions of the Act, is charged with the responsibility

Council (SLAERC) for regulation of practices involving ionizing radiation, conducting activities
for nuclear or radiological emergency management, ensuring the safety
and security of radiation sources, and ensuring the carrying out of Sri
Lanka’s obligations under international conventions on nuclear safety,
nonproliferation, and safeguards that to which Sri Lanka is a party.

Sri Lanka Atomic A Statutory Body established by the Sri Lanka Atomic Energy Act No.40 of

Energy Board (SLAEB) | 2014. has a wide range of applications in many fields that can make a
significant contribution to the development of sectors in Sri Lanka. The

{ SLAEB has the responsibility of facilitating the utilization of radlation and

radioisotope technology in medical, agricultural, industrial, energy, and
environmental sectors. The original regulatory functions of SLAEB have
been transferred to the Sri Lanka Atomic Energy Regulatory Council.

Sri Lanka Sustainable Established in 2007 by Sri Lanka under the Sustainable Energy Authority

Energy Authority Act No. 35 of 2007. Its objectives are to, {i) assist in formulating the

{SLSEA) national energy policy; (ii) identify, conserve, and manage all renewable
energy resources and appropriate conversion technologies, conversion,
and utilization norms and practices; (ili) promote the development of
renewable energy projects through private investment; and (iv) to conduct
research on the development of indigenous resources.

OTHER GOVERNMENT ENTITIES

Ministry of Power and | Policy formulation in conformity with the prescribed Laws, Acts, and

Energy Ordinances.

23. As seen above, the electricity sector continues to be centralized and state dominated
with answerability and accountability lines to the government, instead of the
regulator and the customers of electricity. Like other countries, the sector has not
been subject to rapid structural changes such as decentralization and vertical and
horizontal unbundling. This has prevented the sector from introducing competition
into a virtually monopolistic industry denying, ultimately to the public, economic
efficiency gains, improved quality, and affordability. The current industry structure
is given in Figure 1 below.
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zFIGURE 1 — PRESENT STRUCTURE OF THE ELECTRICITY INDUSTRY

24. In summary, the Committee identified the following elements in the above structure
during its deliberations:

= CEB has a (statutory)® monopoly in transmission and is the single buyer;
hence, the CEB dominates the sector value chain.

= (CEB is dominant in power generation as well, because of the high share of
generation capacity owned and operated by the CEB's Generation Licensee.”

» Six Strategic Business Units ("SBU"s), each headed by an Additional General
Manager of the CEB have been set up. They are under the administrative
control of CEB’s General Manager and the Board. The lack of legal and
financial autonomy and separation impacts the accountability and
transparency of the SBUs.

= CEB'’s influence and presence are felt even in ventures such as LTL and LCC
by its shareholding in these companies.

® Section 9 {2) of the SLEA2009
1% 1n 2021, CEB generated 76% of the country’s total energy demand of 16,716 GWh, while the CEB and IPPs (including

small power producers) owned 3,040 MW and 1,146 MW of generation capacity respectively.
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RESTRUCTURING OF SRI LANKA’S POWER SECTOR - 2022 ONWARDS

25. Twenty years since the passage of the ERA2002, multiple crises faced by the
electricity industry and the current economic challenges have made electricity
industry reform an immediate priority for the GoSL. The GoSL has pledged to chart a \
new path towards converting the country’s vertically integrated and largely k
inflexible state-owned utility into an efficient and dynamic organization, a
requirement for separating and defining clearly the roles of owner, operator, and
regulator.

SEQUENCING REFORMS

26. The Committee is of the view that the GoSL must pursue an overall “Reforms
Package” and not engage in stand-alone ad hoc changes. Faced with the need to
address immediately the current crisis in the sector, the Committee is also of the
view that the GOSL must consider a four-pronged approach, but within a stated
timeline of not more than 3 months.

= Enact an “Electricity Sector Reforms Act” (“ESRA”) for reorganizing the
electricity industry by setting up the successor entities and repealing the
Ceylon Electricity Board Act No. 17 of 1969 after the successor entities
become operational. At the same time, the Sri Lanka Electricity Act No 20 of
2009 should be suitably amended to synchronize with the provisions
contained in the ESRA.

= After the proposed reforms are achieved under ESRA, a new Electricity Act
should be enacted as single legislation that will deal with all aspects of the
electricity sector.

= At the stage of enacting the new Electricity Act, establish a dedicated
independent regulator for the electricity sector, possibly by reassigning the
PUCSL's mandate. At that stage, to ensure legislative integrity, the provisions
relating to the functioning of this regulator can be incorporated into the new
Electricity Act as a separate section instead of having multiple acts.”

* In the interim, take immediate measures to deal with the cash flow crisis of
the sector, and treat the accumulated debt in a way that such debt will not be
a hindrance to the envisaged reforms. Reduce the exposure to fluctuating coal
and fuel prices leading to some degree of tariff reduction on behalif of the
public.

“MONETIZING” THE REFORMS PROCESS AND IMPROVING SECTOR GOVERNANCE

27.The Committee recognizes that a consensus has now been reached on the need to
reform the sector. As attracting investment into the sector is a key priority and a
desperate need, the GoSL must utilize the reforms process itself as a marketing tool
and an invitation to investors. Clearly defined outcomes, a well-thought-out set of
reform strategies to achieve those outcomes, and a clear and enforceable
implementation schedule with legal provisions that makes the reform gains

" Similar models have been followed in most comparable jurisdictions, including India.
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irreversible, and operationalized through a well-publicized transparent process will
bring credibility and certainty. This in turn will enable the sector to attract the
necessary funding and investor commitment from the early stages, without having
to await the completion of the reforms.

28.The “Reform Process” itself is of value to enhance investor confidence and is much
needed when looking back at the track record of the government in the past
regarding its management of the sector. Designating a high-level authority to be
accountable for implementing the reforms process, as suggested in paragraph 33
will complement this approach.

29. The GoSL must take tangible steps to enhance sector credibility to make it attractive
to serious investors. Sri Lanka needs to move away from practices such as accepting
unsolicited proposals towards a procurement framework that is transparent, fair,
and competitive. Such a step will enhance the sector’s ability to access financing
from funding sources that prioritize environmental, social, and governance ("ESG”)
considerations. Projects that are procured through direct negotiations are viewed as
high-risk projects due to the inherent political risks that come attached to such an
arrangement. Following a transparent & competitive process will also enable
attracting developers with strong repute & experience, which is another key
consideration for the long-term financial sustainability of the sector.

ASPECTS OF AN ENABLING ENVIRONMENT

30. The broad policy environment for electricity industry reform must strive to achieve
a market structure that,

* does not allow for preferential treatment or advantaged positions of certain
players relative to others in the market;

* deals with barriers to entry for new market entrants;

" supports pricing that is cost reflective and subject to the discipline of
competitive market dynamics; and

* has a strong regulatory and oversight regime, independent of government to
guard against anti-competitive behaviors by industry participants.

31.Sri Lanka’s existing mode! of a vertically integrated monopoly vested in a statutory
board does not foster this market development. Operation and development of the
electricity market envisioned cannot be realized without the creation of certain
enabling conditions. This enabling environment entails a set of legal, regulatory and
market rules, regulations, and instruments, which “operationalize” the sector
policies and form the basis of the electricity market, as well as ancillary issues such
as tax policy, exchange rate protection, etc. Some of the key characteristics relevant
to the proposed electricity market include the following elements:

* Tariffs based on prudent cost expenditure and efficiency through the
electricity value chain, which reflect the cost of service, including the return
of and on capital from equity and debt;
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® Industry participants that respond to incentive-based electricity tariff
structures including penalties attached to the quality of service expected;

® The elimination of conflicts of interest in the ownership and operation of
assets;

* Transparency in sector financial commitments, and incurred liabilities;

= Use of integrated resource planning (long-term planning across the
generation, transmission and distribution sectors) to align interments in the
generation, transmission, and distribution assets;

* Commitment to the decarbonization of Sri Lanka’s electricity industry, in
keeping with Sri Lanka’s international obligations and energy security needs;

* Transparent procurement processes aligned with technically driven long-
term integrated planning;

* In regulated sectors of the electricity market, the procurement of electricity
infrastructure that ensures cost efficiency and transparency, consistent with
investments identified through the integrated resource planning process;

* Improved regulatory oversight;
* self-financed electricity sector that can attract capital;
* Equity, where low-income customers have equitable access to electricity;

* Background conducive to the future establishment of an efficient electricity
trading market.

ASPECTS APPLICABLE TO GENERATION, TRANSMISSION & DISTRIBUTION

32.In addition to the overall enabling environment, the sector laws, regulations, and
policies must also specifically target the unbundled elements that would take over
the functions of generation, transmission, distribution, and sale of electricity. Key
responsibilities of the successor entities will include the following:

GENERATION
* Energy security via the provision of adequate generation capacity
* Operational efficiency (e.g, heat-rate and duty cycling), including
maintenance and spare parts acquisition;

* Utilize new technologies to increase reliability and resilience and reduce the
requirement for spinning reserve, including from thermal generation
stations;

* Economic security (balance of payments, exchange rate, etc.), via investment

in and utilization of indigenous resources to reduce dependence on imported
fuel;

= Align generation investment with climate commitments to meet international
obligations.
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TRANSMISSION
" Alignment of investments in generation, transmission and distribution
infrastructure;
* Transparent generation dispatch on merit order of costs;

* Ensuring a flexible and resilient network capable (both in terms of physical
and human capacity) of connecting distributed generation capacity,
integrating intermittent resources (NCRE-based generation), and advanced
technologies while maintaining system reliability;

* Efficiency transmission network (e.g., low technical losses).

DISTRIBUTION AND SALES
» Efficient revenue cycle, which includes strong billing and collections
practices;

* Investment in technology to allow for efficient metering, billing, and revenue
collection, and to encourage self-generation at the retail level;

» Efficiency in the distribution of electricity (e.g., low technical and commercial
losses).

KEY POLICY OBJECTIVES

33.In its attempts to identify the scope and scale of the problem and to propose a
pragmatic approach to restructure the electricity industry of Sri Lanka, as already
explored in the discussion above, the Committee has identified the following key
strategies as necessary for meaningful reform of the electricity industry:

* Define a national electricity policy (Integrated Electricity Policy) that
positions the private sector as the driver of the electricity supply industry on
funding, innovation, and leadership, and creates an environment that fosters
private sector participation;

* Unbundle the sector to establish independent entities to manage the
generation, transmission, distribution, and sale of electricity, and to promote
market competition in these subsectors;

* Ensure financial self-sufficiency of the new entities through a cost-reflective
and transparent system of tariffs, and transparency in financial
commitments, incurred liabilities and operations;

* Institute an independent and transparent investment planning process based
on the concept of integrated resource planning;

* Improve the regulatory oversight of the electricity supply industry,
preferably through the establishment of an independent regulator exclusively
for the power sector;

* Enhance the contribution of renewable energy in Sri Lanka's electricity

generation mix;
SR S
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* Implement legal and regulatory changes necessary to facilitate the proposed
restructuring, including the enactment of new legislation that harmonizes the
Electricity Reform Act, No. 28 of 2002, with the Sri Lanka Electricity Act, No.
20 of 2009 (including amendments thereto of 2013 and 2022), and the
functioning of the proposed new electricity sector regulator;

* Establish a high-level committee under the Ministry in charge of the subject
of Finance, similar to the former Energy Supply Committee, to direct and
monitor the restructuring process proposed;

* Establish a dedicated tribunal for enforcement and resolution of disputes
arising out of sector operations.

These items are discussed below in greater detail.

NATIONAL ENERGY POLICY, INTEGRATED ELECTRICITY POLICY, AND LONG-TERM
PLANNING FUNCTION

NATIONAL ENERGY POLICY
34.The Committee recommends that for the long term GoSL considers setting up a

Natfonal Energy Commission (“NEC”), including representatives from key
stakeholders such as the Ministry of Finance and the Ministry of Power to carry out
the overall national level planning function for the country’s total energy aspects.
The NEC will have a combination of appointed and ex officio members, with the
former selected based on stated criteria relevant to the function of long-term energy
planning. The NEC need not be a permanent body but be designed to be mandatorily
and automatically constituted at specified intervals (e.g., once every 3 or 5 years) to
formulate the [3- or 5-year) National Energy Policy (“NEP”). The law can include
provisions relating to the constituent elements of the NEP and the criteria that
should be followed in selecting the non-ex officio members of the NEC.

NATIONAL INTEGRATED ELECTRICITY POLICY (“NIEP”)
35.The current legislation governing the electricity supply industry requires having in

place a national policy. The PUCSL Act and SEA2009 are both premised on the
pursuance of a coherent National Integrated Electricity Policy (“NIEP”) and the need
to regulate the generation, transmission, distribution, supply, and use of electricity
in terms of that policy. Therefore, the Committee strongly recommends the
formulation of the NIEP that reflect dynamically the changing socio-economic
conditions and societal aspirations.

LONG-TERM PLANNING FUNCTION
36. Long-term planning of generation, transmission, and distribution will guide the

development of Sri Lankan power and enable integrated resource planning.
Demonstrating that the sector has a strong energy demand and supply planning
process is critical to give comfort to investors including those w:llmg to invest in
renewable energy.

37. With the introduction of an Independent System Operator (“ISO”), as discussed

below, the ISO should be designed to be capable of independently carrying out the

e
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long-term planning function in close collaboration with the transmission licensee
and other relevant entities.

STRUCTURE AND STATUS OF THE CEB

38.The CEB was set up in 1969 by an act of the Parliament with a separate legal
personality. Being a state entity, CEB over the years easily retained, enhanced, and
defended its monopolistic and dominant position. As a result, its ownership and
operational structures, including the administratively set up SBUs,2 do not render
the CEB amenable to operate as a commercially viable entity responding to the laws
and regulations of a regulatory model that seeks to attract much-needed financing
from sources other than the government, whilst ensuring uninterrupted supply of
electricity at sustainable costs.

39. The sector reforms to achieve these imperatives, as first envisaged under Part V] of
the ERA2002, cannot be realized if the CEB is to continue in its current form. The
emergence of new independent legal entities corresponding to an unbundled sector
will result in the repeal of the Ceylon Electricity Board Act, No. 17 of 1969.
Companies Act No. 7 of 2007 (as amended), has introduced a mature company law
regime, with built-in checks and balances and accountability mechanisms, which can
be speedily and easily resorted to. Sector entities, that are set up under the
Companies Act, will be subjected to scrutiny, oversight, and accountability to a wider
stakeholder group including employees and consumers, not only by the sector
regulator but also under the Companies Act, which provides a direct accountability
route, especially in governance, to the stakeholders. Public listing, if opted for, will
further strengthen the oversight mechanism with an additional set of good
corporate governance principles of a listed company becoming applicable. Share
ownership by the State, therefore, should be carefully decided not to exclude other
oversight mechanisms or take away the autonomy of an “independent commercial
entity” or reduce entities’ attractiveness to investors.

40. Targeted interventions must be in the context of the wider reform. For example, the
decision on the status of the CEB must be made, considering the following as the key

elements of a wider reform package.
* Unbundle the sector as was also envisaged under Part VI of ERA2002;

* Repeal of the Ceylon Electricity Board Act, No. 17 of 1969 to replace the CEB
with separate independent legal entities to operate in an unbundled sector;

" Introduce additional market participants, including those needed to take over
existing assets and operations within the unbundled framework; and

* Amend or introduce legislation to facilitate the opening of the sector to
market competition and formalizes the roles, responsibilities, rights, and
obligations of electricity market participants.

* The Board is appointed by and answerable to the Minister (§3 & §6) and can be removed by the Minister. He also can
give general or spedial directions as to the performance of the duties and the exercise of the powers of the Board in
relation to matters which appear to him to affect the national interest (§8)

Page 14 of 30
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A SINGLE PACKAGE: UNBUNDLING, CORPORATIZATION AND COMMERCIALIZATION

41. The Committee is of the view that for the required reforms to be successful and
usher in a change of culture, unbundling, corporatization and commercialization
must be done as a single package. Other countries' experiences demonstrate that
competition alone will not lower tariffs, but efficiency gains would.

42.The CEB's, and therefore the electricity industry’s operations, strategies, and
behaviors are gravely influenced by the CEB’s linkages to the government, especially
given its legal structure is that of a “statutory board” and the legal state monopoly
status it enjoys. The current structure provided little incentive for the CEB to act as a
commercially viable or meaningfully accountable entity. A few strategically placed
legal provisions in the SLE2009 insulate the CEB from having to respond to
stakeholder requirements and prevent sector unbundling.

43. Repeal of the Ceylon Electricity Board Act will unentangle the sector, allowing the
sector’s unbundling into generation, transmission, and distribution. New legislation,
based on the ERA2002, defining the structure, and functioning of the generation,
transmission, distribution, and supply of electricity, system operations, and the
regulatory arrangements enabling the PUCSL to manage the electricity industry of
the country efficiently is proposed.

44, How the sector (and the CEB) is unbundled will have significant implications on the
viability and financial sustainability of the unbundled components. Assessment of
factors such as the allocation of customers, allocation of debt, allocation of
generation capacity, etc., requires careful analysis and planning.

45. Based on Chapter VI of ERA2002, it is proposed to establish new independent
entities under the Companies Act No. 7 of 2007 to take over the CEB’s business of
generation, transmission, distribution, and sale of electricity, as follows:

* One independent system operator (ISQ), as discussed below, vested with the
power and responsibility of ensuring ultimately uninterrupted power supply
and the necessary planning for such.

* One Transmission Company initially to maintain, operate and develop the
transmission network assets, and to provide non-discriminatory open access
to the transmission system for use by any generating company, subject to
payment of the transmission charges.

* Four independent companies, initially to take over the electricity distribution
and sale business of the CEB’s current four distribution divisions. LECO will
continue without a change to its corporate status as a separate distribution
licensee, and the current demarcation of boundaries of these licensees can
remain unchanged™ at the initial stage.

' ERA2002 proposed to form the DISCOs companies after amalgamating distribution operations of CEB and LECO. Since
the CEB has been functioning with four separate distribution divisions for many years already, it is advisable to keep the
existing structure and the divisional boundaries undisturbed until 2 comprehensive financial and strategic assessment on
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* Six independent companies to take over the business of CEB’s Generation
Division comprising the Laxapana Hydropower Complex, Mahaweli
Hydropower Complex, Samanalawewa, and other hydropower plants,
Norochcholai Coal Power Plant, oil-fired thermal plants owned by the CEB
(Kelanitissa, Sapugaskanda, barge, etc.), and the Mannar Wind Power Plant.
In deciding the policy with regard to the ownership of these 6 companies, the
Committee recommends that due regard be had to the multiple uses of water
resources governed under different legal regimes including the Mahaweli
Authority Act No. 23 of 1979 and the Irrigation Ordinance No. 32 of 1946 (as

amended).

46. It is further proposed to establish two separate entities under the Companies Act No.
7 of 2007 as follows:

* One company to act as the custodian trustee, and to manage the CEB
Provident Fund and CEB Pension Fund of the CEB employees opting to take
up employment in the successor entities discussed above, and

* One company to take over those functions and activities of the CEB other
than those entrusted to the successor companies under 45 above.

47.The Conversion of Public Corporations or Government Owned Business
Undertakings into the Public Companies Act, No. 23 of 1987 can be used to transfer
the assets of the CEB to these successor entities. These entities should be
independent, managed by their own, and separate Boards of Directors, strictly in
line with the corporate governance principles as enunciated in the Companies Act
No. 7 of 2007. It is important that in the structuring of these new entities the
following pre-existing conflicts of interest situations are eliminated.

* Between the utility and the policy maker (through ownership)
* Between the utility management and trade unions (through memberships)
* Between planning and operations (through functions)

* Between plant dispatch and ownership of generation assets (through
function)

48. Legally unbundling the businesses of generation, transmission, and distribution of
electricity under independent boards of directors would increase transparency as
the separate functions would develop auditable independent financial statements
and transactions governed by legal contracts. Further, tariff determination by the
PUCSL would be direct and transparent, largely helped by the separate financial
statements and the ease of determination of a reasonable rate of return based on the
specific risk profiles of the businesses.

49. Upon the CEB's transition from a statuary board to several companies, 100% shares
of these successor companies as well as the shares of other companies (LECO, LTL.
LCC, etc.) presently held by the CEB, will be transferred to the Secretary to the
Treasury. The Committee believes the current SBU structure should not be
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replicated using the Companies Act by vesting the share ownership of the newly set
up companies in one entity or person, government or otherwise.

50.Decisions such as the number of licenses, area demarcations for distribution
licensees, etc., must be in principle made based on well-published intelligible criteria
that are best calculated to achieve competition, a better quality of service,
reasonable costs, and meeting of universal service obligations targeting the poor and
the vulnerable. Some of the specific broad policy considerations relevant to
generation and transmission are further discussed below.

TRANSMISSION NETWORK; SEPARATION OF TRANSMISSION AND BULK
PURCHASE/SUPPLY SERVICES

51. CEB currently holds six licenses, including the Transmission License, which is also
responsible for the bulk purchase (purchase from both CEB and privately-owned
generation) as the “single-buyer” and bulk sales (bulk sales of electricity to the CEB
Distribution Licensees and LECO). The transmission function and the bulk purchase
and supply functions are different businesses with different risk profiles and are no
compelling reason to keep these businesses bundled together.

52.The transmission function is a natural monopoly business and may be relatively
easier to attract investments to the sector. The Transmission entity must be subject
to appropriate regulations given such being a monopoly whilst ensuring that its
independence to operate as a commercially responsive entity in a regulated sector is
not compromised.

DISCONTINUING THE SINGLE-BUYER MODEL

53.The Committee proposes the discontinuation of the single buyer provision in the
current structure, which restricts the sale of energy by the Generations Licensees
only to the Transmission Licensee to provide for introducing wholesale competition
and open access in the future.

54. 1t is proposed that the bulk power purchase and sale be carried out by the ISO with a
mandatory Bulk Supply Transaction Account (“BSTA”), and a Transmission Licensee
maintains and operates its network assets on a non-discriminatory basis, to ensure a
level playing field. To achieve this objective, the law must enable Power Sales
Agreements (PSA) that allow direct contracting between generators and distribution
companies, or between generators and individual bulk customers, when the
necessary conditions (preferably pre-determined) for a functioning bilateral market
are achieved.

55.To avoid the risk of the “single-buyer” bulk purchase and supply licensee becoming
an obstacle to achieving a functioning bilateral or wholesale market, it is proposed
to limit the term of Power Sales Agreements (PSAs) for bulk sales to distribution
licensees, and to allow Power Purchase Agreements (PPAs) for bulk purchase to be
assigned or novated.
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ESTABLISHMENT OF THE INDEPENDENT SYSTEM OPERATOR (ISO)

56. Currently, energy dispatch (e.g., the calling of generation stations to generate
electricity to match the real-time system demand) is undertaken by the CEB’s
National Control Center functioning under the CEB Transmission Licensee. This
presents a clear potential for conflict of interest as CEB also owns generation assets,
resulting in allegations of possible anti-competitive behavior (such as preferential
treatment of CEB-owned generation)*.

57.The establishment of an ISO that is legally separate (including from the
Transmission Licensee) would substantially reduce the potential for conflict of
interest. The ISO will have the short- and long-term obligations that are customary
for an ISO to perform, defined separately from the functions of the Transmission
Licensee.

58. The ISO shall operate a transmission system to provide a non-discriminatory open
transmission service for all generators. It should be a separate and independent
legal entity with clear accountability to the regulator, generators, distributors, and
consumers. Its accountability could be achieved largely by the publication of daily
dispatch reports and accurate cross-boundary energy measurements. The functions
currently performed by the National Control Center should be absorbed by the 1SO.

59.The ISO must be specifically and strictly mandated and empowered to provide
uninterrupted power and should be vested with appropriate budgets, human
resources, and planning authority, to ensure that the ISO does not “shift or shirk” its
responsibilities. The relevant laws and regulations should differentiate ISO’s
“planning authority” from that of the overall “sector policy and planning”. The
Authority of the ISO should include the power to develop formal rules, and
regulations, using the enforced Self-Regulation method,” which allows the 1SO to
carry out its responsibilities in a transparent manner without interference from
third parties. (ISO’s links to long-term planning are further discussed in paragraph
64).

In the above context, the proposed structure of the electricity industry is given in
Figure 2 below.

ENSURING COST-REFLECTIVE TARIFFS

60. Cost-reflective tariff is already ensured under law. The issue has been the failure of
the sector institutions to respond to this requirement commercially. Therefore, it is
proposed to strengthen the legal provisions for implementing a cost-reflective tariff
and adhere to the published Tariff Methodology for revising tariffs.*® A tariff setting
founded on the principles and assumptions of cost recovery and financial viability of

¥ such problems are avoided by following the regulator-mandated merit order dispatch of generation. However, inability
to audit the CEB’s dispatch records has been a continued problem for the PUCSL, and the absence of independent

venﬁcatlon of the plant dispatch calls into question the reliability of the process.
1® A self-regulatory mechanism where the organization makes its own rules but must submit them to a reguiatory agency

for approval.
5 should be understood that a cost reflective tariff does not mean passing the costs, with inherent inefficiencies, bad

planning and poor financial management to the electricity consumer.
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all independent entities will be a prerequisite for attracting investments to the
power sector. A tariff will ensure efficient use of the network, fair allocation of risks,
and provide incentives for improving performance, transparency, and fairness, as
well as adherence to prudent expenditure by the licensees.

POWER PURCHASE AGREEMENTS

‘§ INDEPENDENT SYSTEM |

ELETRICITY SECTOR REGULATOR

FIGURE 2 — PROPOSED STRUCTURE OF THE ELECTRICITY INDUSTRY

STATUS AND OPERATIONS OF THE BULK SUPPLY TRANSACTION ACCOUNT {“BSTA”)

61.Implementing a fully operational BSTA will significantly enhance the financial
transparency of the Transmission Licensee.” In any event, already the CEB as the
Transmission Licensee is required to establish and maintain the BSTA as per the
approved Tariff methodology of the PUCSL issued under Section 30 of the

SLEA2009.

62. With the implementation of the proposed reforms, the ISO should be legally
mandated to operate a BSTA that is subject to independent auditing and heavy
penalties based on audit findings. The financial data of the BSTA should fully reflect
all direct and indirect costs associated with the purchase and sale of electricity
through the BSTA (including payments made under PPAs including those of small
power producers).*®

7 8STA will improve the financial discipline of the Transmission Licensee, because in situations of cash shortfalls, its liability

will be limited to the funds available in the BSTA.
'8 The BSTA reflects the cash flow situation of the sector dynamically and allow the decision makers to monitor the cash

situation in relation to demand at any given time.
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63.As an immediate step, a BSTA should be physically established in a recognized
licensed commercial bank, to immediately separate the cash flow of CER’s
generation, transmission, and distribution licensees, and to allow them to operate
independently.” Further, along with the establishment of the BSTA, the Additional
General Managers in charge of licensees should be permitted to operate their
business units independently until the ESRA process is complete and CEB is
abolished.

LONG-TERM PLANNING FUNCTION

64. The IS0 should be designed to be capable of independently carrying out the long-
term investment planning function in close collaboration with the Transmission
Licensee and other relevant governmental and non-governmental entities. The ISO
will be subject to the oversight of the regulator.

65. Demonstrating that the country has a strong energy demand and supply planning
process is critical to give comfort to investors including in renewable energy The
Committee recommends entrusting the responsibility of overall national level
planning to the National Energy Commission proposed in paragraph 34, in addition
to the formulation of the national electricity policy.

TREATMENT OF GENERATION ASSETS

66. The business of CEB’s Generation Division should be financially unbundled and
taken over by separate corporate entities. It is recommended that the separation be

; both asset-based (corporate entity per generation unit) and capacity-based

‘ (combining generation systems under one corporate entity), best calculated to
achieve the key objective of appropriate market competition and ensure transparent
costing and pricing.”

67.The Committee proposes that Mahaweli Hydropower Complex, Laxapana
Hydropower Complex, Samanalawewa, and other hydropower plants, Norochcholai
Coal Power Plant, other thermal plants owned by the CEB (Kelanitissa,
Sapugaskanda, barge, etc.) and the Mannar Wind Power Plant should be owned and
operated by separate and distinct corporate entities functioning as stand-alone
companies. Their ownership structures can also be decided based on energy type
(e.g. hydropower, thermal, wind, etc.) or on their suitability for public-private
partnership (PPP) considering which plants need to be retired.

TREATMENT OF FINANCIAL ASSETS, ACCUMULATED DEBTS AND HUMAN RESOURCES

68. Decisions in asset and liability allocation, valuation (e.g., whether assets should be
impaired) and capital structure will impact the go-forward tariff required to support

B the “Step 1” suggested by the CEB Management in its submissions to the Committee.

» Another option is to retain the ownership of the CEB’s generation asset in one entity and vest full operational and
management authority in separate corporate entities, with strong safeguards to prevent any interference by the asset
owner, in the operations; or the operator expecting the asset owner to invest to develop the asset. In this model, strict
separation between the owner and operator could discourage the operator making investments to develop the asset and
encourage the operator to lobby the GoSL for fiscal support as a pre-condition for low-cost electricity to meet universal
service obligations ("USOs”). Strategic use of economic regulatory strategles by the sector regulator can be successfully
used to encourage the operators to invest in the assets and profit mainly through efficiency gains. The NBV of the asset at

the paint of migration will form a key criterion in making this decision.
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different entities. The total debt of the CEB as of August 31, 2022, had soared to
approximately LKR 333.5 billion (USD 904 million)* comprising payments (in both
foreign currency and LKR) owed to suppliers of goods and services and outstanding
payments for fuel and energy purchases (coal, CPC, IPPs and renewable-based
energy producers) amounting to LKR 196.2 billion (USD 532 million), and
outstanding loans (commercial banks and LECO) amounting to LKR 137.3 billion
{USD 372 million).

69.These legacy liabilities will have to be dealt with using innovative financial
engineering ensuring that they do not stand in the way of the sector attracting
investments and achieving financial sustainability moving forward. One of the
strategies is to ring-fence and separate the liabilities placing them in a suitable
entity to be settled over a period. Dedicating a small part of the tariff, initially
through a legal provision, can be a strategy to settle over time the debts so placed in
such entity. This mechanism should be recognized in the tariff methodology and
reviewed in the subsequent years based on the financials of the entities.

70. With the implementation of the proposed ESRA, the assets of the CEB, including the
shares it holds in other entities (e.g, LTL, LECO, LCC) will be transferred to the
Treasury, enabling the Treasury to decide on the best method to monetize those
assets and use the proceeds for investment in the sector and towards lessening the
debt burden. Monetization can be also achieved through the public listing, which will
ensure a transparent method to arrive at the best market price. The listing will also
bring to the sector the added benefit of the discipline and transparency of the
securities regulator. Holding or disposal of shares by the Treasury should not create
ownership structures that give rise to conflicts of interest in the unbundled
electricity industry.

71. Sector human resources can be transitioned to the successor entities. Sri Lanka has
multiple precedents of such transitions. The social security funds (CEB Provident
Fund and the non-contributory pension fund) of the CEB can be managed by placing
them under legally and financially separate and independent management.
Depending on the entities that would be formed, a decision could be taken, strictly in
compliance with the labour laws and recognized employee rights, as to how those
funds could be managed in the future ensuring that there is no reduction in legally
entitled benefits of the current CEB employees consequent to the proposed
structural changes.

DECARBONIZING: TAPPING INTO THE GLOBAL FINANCES TO DEVELOP RENEWABLE ENERGY

72.The Committee recommends, in the context of decarbonizing and developing
renewable-based electricity, wheeling should be allowed to selected projects to
minimize off-taker risk factors of new renewable energy projects. The addition of
new renewable capacity is expected to bring down the average generating cost and
hence the tariff charged to customers. Sri Lanka needs to move expeditiously
towards meeting its climate and carbon footprint reduction commitments, which
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will enable Sri Lanka to access global climate funds. The country is currently
severely challenged tapping into global capital markets. Creating an enabling
environment, therefore, is paramount to attracting global capital investments to Sri
Lanka’s renewable energy sector.

73. For renewable energy to make significant in-roads into the power generation mix of
the country, and to address climate change concerns it is necessary to make suitable
provisions in the proposed new legislation (i.e. the Electricity Act that will
subsequently replace the ESRA) to provide the legal and regulatory changes
required to stimulate the contribution of renewable energy in the energy mix. Such
regulatory changes may include, for example, requiring the transmission system
operator or a distribution company to upgrade its system at a reasonable economic
expense to connect renewable-based producers, subject to specifying how the cost
of upgrading the system may be shared between the parties.

ELECTRICITY TRIBUNAL

74. Consequent to the proposed reforms, the electricity industry will evolve from the
current substantially law-based dynamic to that of a contract-based operational
regime. The effectiveness of the sector will be based on the efficiency and efficacy
with which contractual and license provisions are implemented and the speed with
which disputes are resolved.

75.In an unbundled sector, the continuity of electricity supply from generation to the
end-user will depend on each sector entity in the electricity value chain fulfilling its
license and contractual obligations, including non-discriminatory access rights. If the
sector is to achieve the required dynamism, contractual disputes and enforcement
cannot be delayed. Further, the nature of the disputes will be such that the
traditional court-based dispute settlement and enforcement mechanism will not be
very effective.

76. It is proposed, therefore, that a special tribunal (“Electricity Tribunal”) be set up, as
a separate section in the ESRA, with powers to adjudicate on operational aspects of
the electricity industry and make binding determinations.” The Electricity Tribunal
will include such number of members who will bring legal, managerial, technical,
and judicial perspectives to the dispute settlement process. It can be chaired by a
person with judicial experience (including a senior judge on secondment) appointed
by the Chief Justice and/or the Judicial Service Commission. Other members could be
nominated by the Minister with the approval of the Cabinet and appointed by the
President. The law should specify tribunal members’ respective qualifications.
Before appointment by the President, the nomination may receive no objection from
the office of the Chief Justice.

77.The Electricity Tribunal must have determination and enforcement authority,
beyond what is currently conferred to the PUCSL. Its determinations should be
enforceable by the Magistrate’s Court deeming it to be an order of such Court. An
appeal should lie to the Court of Appeal on very specific grounds, and granting of any

2 gection 17{i} of the Public Utilities Commission Act No. 35 of 2002 limits dispute settlement to Mediation only.

Lok ok 5\

e

=



v/

REPORT OF THE CABINET-APPOINTED COMMITTEE ON POWER SECTOR REFORMS

interim reliefs should be subject to maintaining the continuity of the electricity
supply.
KEY LEGAL PROVISIONS TO BE INCLUDED IN THE PROPOSED ELECTRICITY SECTOR REFORM
LEGISLATION

78.The Committee does not wish to present a comprehensive draft Act as the
committee is of the view that the new laws must benefit from the institutional
learnings of the relevant Departments responsible for legislative drafting. The key
provisions which the Committee is of the view should be included in the envisaged
legislative acts are listed below.

79.The Committee proposes the enactment of the “Electricity Sector Reforms Act”
("ESRA") to implement, expeditiously, the proposed restructuring proposals as
contained in this Report. The ESRA will provide the required legal infrastructure for
the immediate transformation of the sector. Provisions of Chapter VI of the
Electricity Reforms Act No. 28 of 2002 should form the principal basis for the
drafting of ESRA. ESRA should amend Sri Lanka Electricity Act No. 20 of 2009, as
necessary to make its provisions well synchronized with the ESRA.

80. 1t is further proposed that subsequently a new Electricity Act be enacted as a single
comprehensive piece of legislation for the sector, instead of continuing with the
current multiple legislation. The said act will provide for the formulation of national
energy and electricity policy. This Act should be enacted not later than 24 months
from the enactment of the ESRA and should replace the ESRA, Sri Lanka Electricity
Act No. 20 of 2009, and other sector legislation.

81. The Committee also proposes that the reform process as contained in the ESRA be
time and milestone-based, and the Parliament must, in the ESRA, designate a person
responsible for the implementation of the ESRA (e.g., Secretary to the Ministry in
charge of the subject of Power) and mandate that a report be placed by such person,
through the Minister, before the Parliament on the status of the reforms once in
every three months, until the reform process is completed. The Committee also
recommends that the Minister be empowered by the ESRA to appoint if needed, at
his discretion, a Competent Authority for the CEB to ensure smooth implementation
of the ESRA within the CEB.

82. The ESRA must include the following legal provisions.

(1) Provisions designating the Secretary to the Ministry of Power as the designated
person to oversee the reform process and for the Minister of Power to place
before Parliament, once in three months, a status report of the reform process.

(2) Provisions for the preparation and publication of a Scheme for Transition and
Reorganization of the Electricity Industry referred to as the “Transition Plan”. The
legislative provisions, with regard to the Transition Plan, shall include the following:

(i) Transition Plan (“TP”). which shall be published in the Gazette by the Minister
in charge of the subject of electricity and placed before Parliament for its
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information within a period of not more than six weeks of coming into
operations of the ESRA.

(ii) Implementation of the TP, including the formation of successor entities, shall
be completed not later than 12 weeks after its publication in the Gazette.

(i) Treatment of existing human resources of the CEB.

(3) Provisions separating generation, transmission, and distribution of electricity as
separate and independent functions in a manner capable of allocating those
functions to the successor entities that would be set up to take over and operate
independently in the respective functional areas.

(4) Provisions mandating the Minister to set up such number of successor entities in
terms of Conversion of Public Corporations or Government Owned Business
Undertakings into the Public Corporations Act. No. 23 of 1987. The Minister shall
set up these companies not later than 12 weeks after the publication of the TP.

(5) Provisions enabling securities held by CEB in other entities that shall stand
transferred to the Secretary to the Treasury in terms of the Public Corporations or
Government Owned Business Undertakings into Public Corporations Act. No. 23 of
1987 to be disposed of in a manner that avoids conflict of interests through share
ownership and in a manner that is best calculated for the Treasury to receive the
maximum benefits and further granting the discretion to the Secretary to the
Treasury to utilize whole or part of those proceeds to set off part of the debt
currently incurred by the sector.

(6) Provisions enabling the transfer of debts of the CEB to a separate entity, the form
of which shall be decided at the discretion of the Secretary to the Treasury.

(7) Provision enabling novation or assignment of PPAs and such similar contracts
entered into with the CEB to the relevant successor entity.

(8) Provision enabling the Regulator to issue such number of licenses to the successor
entities and for the corresponding existing license given to the CEB to stand
terminated on the date the new License becomes operational and to amend §19 of
the SLEA2009 as necessary to reflect such.

(9) Provisions mandating the Secretary to the Treasury to take such action including
stock market listing to encourage public ownership and actively seeking strategic
investors into the sector through the appropriate successor entities to eliminate
the dependency of the sector on government subsidies within the shortest possible

time.

(10) Provisions enabling the establishment of an Independent Systems Operator (“ISO”)
as a separate and independent body corporate. The I1SO shall be made accountable
to the regulator, generators, distributors, and consumers. The ISO’s mandate and
responsibility should include (i} provision of uninterrupted power; (ii) transparent
dispatch; (iii) nondiscriminatory access; and (iv) planning, including long-term
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investment planning. The 1SO should have the power to formulate the standing
operating procedures which shall be enforceable subject to approval by the
regulator.

(11) Provision mandating the setting up of a Bulk Supply Transaction Account (“BSTA”)
to be operated by the ISO to fully reflect all direct and indirect costs associated
with the purchase and sale of electricity through the BSTA [including payments
made under Power Purchased Agreements (PPAs) and Standardized Power
Purchase Agreements (SPPAs)]. The BSTA should be capable of reflecting the cash
flow situation of the sector dynamically and the decision-makers being able to
monitor the cash situation in relation to demand through the BSTA at any given
time. The ESRA must specifically provide for the immediate physical establishment
of the BSTA in a recognized licensed commercial bank.

(12) Provisions by which the Ceylon Electricity Board Act No. 17 of 1969 shall stand
repealed on the day specified for the completion of the TP, which shall not be later
than 18 weeks of coming into operations of the ESRA.

{13) Provisions empowering the Minister to appoint a Competent Authority to exercise
all powers as conferred on the General Manager of the CEB in terms of the Ceylon
Electricity Board Act No. 17 of 1968, specifically Section 5 of the said Act, in the
event the Minister is of the opinion that such appointment is necessary for the
immediate implementation of the reforms.

(14) Provisions, in a separate section, requiring the Minister, the Regulator, and the IS0,
within a specified time, but not more than six months from the date of enactment
of the ESRA, such policies, rules, and regulations that are best calculated, in the
opinion of the Minister, the Regulator, and the ISO to meet Sri Lanka’s
international climate commitments relating to decarbonization.

(15) Provisions for providing electricity trading through a power exchange for
establishing a competitive electricity market

(16) Provisions declaring that in the event of an inconsistency between the ESRA and
the SLEA2009 provisions of the ESRA shall prevail. Similar provisions are to be
included with regard to inconsistencies that may arise between ESRA and the
existing sector regulations or license conditions.

(17) Provisions stating that the ESRA shall stand repealed on the enactment of the new
Electricity Act.

(18) Provisions to amend the Sri Lanka Electricity Act No. 20 of 2009 (“SLEA2009”) to
ensure harmonization with proposals as contained in the ESRA, specifically,
provisions to amend the following sections of the SLEA2009:

(i) Amend §9 and such other relevant sections of the Act, if any, allowing any
entity governed under the Companies Act No. 7 of 2007 to be eligible to
apply for a generation, transmission, or distribution license.
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(i) Amend §13 and such other relevant sections of the Act, if any, by deleting the

words “with the concurrence of the Minister” so that the licensing decision
would be exclusively within the purview of the regulator.

(iii) Amend §16(b) and such other relevant sections of the Act, if any, by deleting
to Transmission licensees.

the mandatory requirement to sell electricity generated exclusively and only

(iv) Amend Sections 16, 17, 18, 30, 43 and such other provisions of the Electricity

payment of charges

Act allowing power wheeling operation, whereby the distribution system and
case may be, are used by another person for the conveyance of electricity on

associated facilities of a transmission licensee or distribution licensee, as the

(v} Amend §17, §24, and §30 and such other relevant sections of the Act, if any,
mandating and enabling Transmission Licensee and iIndependent Service
Operator (“ISO”) to carry out their respective functions to; (i) develop and

maintain an efficient, coordinated, reliable and economical transmission
system; (i) procure and sell electricity; (iii) recover costs of wheeling services;

and (iii) ensure that there is sufficient capacity from generation plants to
meet reasonable forecast demand for electricity.

(vi) Amend §30 to enable the setting up of and operation of the BSTA.

Licensee responsible for supplying the electric line to the boundary of the
Owner/Occupier’s land

(vii) Amend Section 25(3) to remove the 50-meter distance requirement making
(viii)Amend §39 of the act, to grant such additional authority, as may be

necessary for the regulator to provide binding determinations that may arise
between contracting entities post reforms proposed under the ESRA.

(ix) Such amendments as are necessary, empowering the PUCSL to determine,
after a due process, any loss caused due to non-compliance or partial
compliance of directions, decisions of the Regulator, violation of the license

conditions, etc., and to recover such determined amount deeming such to be

a fine imposed by the Magistrate’s court.

(x) Such amendments as may be necessary to enable cross-border electricity

trading

(xi) Repeal and replace §43 with suitable and simplified wording to reflect the
reforms as proposed by the ESRA.
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03 | Public Utilites Commission of Sri Lanka 06.09.2022
04 Management of the Ceylon Electricity Board 21.09.2022
05 Management of the Lanka Electricity Company 21.09.2022
06 Institution of Engineers 17.10.2022
07 | World Bank (via online) 26.08.2022
08 | Asian Development Bank 18.08.2022
09 Trade Unions of the Utilities 21.09.2022

{ Senior Engineers' Association - CEB

(ii) Engineers’ Union - CEB

(iii) Independent Engineer's Union - CEB

(iv) Trade Union - LECO

v) Accountants’ Association - CEB

(vi) | IT Union - CEB

(vily | Audit Officers’ Association - CEB

(viiy | Human Resources Professionals’ Association

(ix) Investigation Officer's Association - CEB

(x) Supplies Officers’ Association - CEB

(xi) Staff Officers Coordinators’ Association - CEB

(xii) | Accounts Assistants’ Association - CEB

—




List of Submissions Received by the Committee

Annex 01 | Hon. Minister Prasanna Ranatunga

Annex 02 | Hon. Karu Jayasooriya

Annex 03 | Public Utilities Commission of Sri Lanka
Annex 04 | Management of the Ceylon Electricity Board
Annex 05 | Institution of Engineers of Sri Lanka

Annex 06 | Senior Engineers’ Association - CEB

Annex 07 | Gz BgR oo 0eDm won®w

Annex 08 | z.8.8. 298woE ©edDr te@®cs
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The major challenges faced by the sectorin 90°s and is even true to date is to attract capital to establish power
plants and the development of transmission and distribution and supply facilities to cater for the average
annual demand growth of 8%, meeting customer expectations by providing them with reliable, qualitative
and predictable power supply at a reasonable price, improving efficiencies of the industry, introduction of
good governance and the establishment of a sustainable electricity sector.

The Ministry of Power and Energy in August 1998/99 issued a policy document titled “Power Sector Policy
Directions”. This document identified that the basic objectives of the sector is to meet electricity demand at
all times at least cost to the society and environment and thereby promote economic development and social
well being. To achieve the said objective the policy document further proposed to introduce a two way
approach namely the Regulatory Reforms and the Structural Reforms to the power sector.

Theﬁfe\’g'iuiétyofy refonhswlllallowtoasmgn the reghlatbx;y,A wers and responsibilities of the sector to an
independent regulator relieving the Minister from the role of the Regulator” and allowing the independent

2



Owing to the concertis sxpressed by the trade unions
to review the sector reforms.
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Secretary,

Ministry of Power and Energy

Restructuring electricity industry of Sri Lanka

Reference is made to the discussion held on the above subject on 6™ September 2022 with members of
the Cabinet appointed restructuring committee at the office of the Commission.

In response to the request made by the committee members in the aforementioned Mmeeting the
recommendations of the Commission on restructuring electricity industry in Sri Lanka are forwarded

herewith.

Damitha Kumarasinghe
Directof General

CC. Convener of Committee

Level 06, BOC Merchant Tower,
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Restructuring of Electricity Industry in Sri Lanka
Recommendations to the Committee appointed by the Cabinet of Ministers
September 09, 2022

1. Introduction

Electricity sector in many countries has been subjected to rapid structural changes during the last three
decades. Countries have decentralized and in some cases privatized their electricity industries through
vertical and horizontal unbundling .The main aim of the process has been to improve
economic efficiency by introducing competition into a virtually monopolistic industry, which is expected
to be reflected in improved quality and reduced prices. This sweeping transformation processes has
occurred in “highly developed” countries as well as “less developed” countries.

The Electricity industry restructuring process around the world has resulted in transformation of the
industry structure from the traditional monopoly utility answerable to the government to decentralized
industry consisting of organizations with various ownership structures. The traditional model has only
one interface with the end users and one interface with the government. The decentralized structure has
many interfaces with end users, government and with other participants in the industry where
restructured induStry is controlled as competitive processes as well as regulated monopolies.

2. Present Electricity industries Structure

Ceylon Electricity Board (CEB) generated 76 % of energy and distributed 89% of energy in 2021 and has a
monopoly in transmission. Further, CEB operates under six licenses issued by the regulator Public Utilities

Commission of Sri Lanka (PUCSL) for the following purpose.

i.  One (1) license for generation of Electricity
ii. ~ One(1) license for transmission of Electricity
fii.  Four (4) licenses for distribution of Electricity

Apart from CEB, Lanka Electricity Company (LECO) holds a license for electricity distribution and there are
more than 200 generation license holders (Independent Power Producers operating under Power

Purchase Agreements and standardized power Purchase Agreements).
The PUCSL electricity tariff decision 2022 has imposed the following conditions to CEB.

CEB transmission licensee to enter into power purchase agreements with CEB generation plants

before November 30, 2022.
CEB transmission licensee to enter into power sales agreements with CEB distribution licensees

and LECO before November 30, 2022.
CEB transmission licensee to establish bulk supply transmission account by November 30, 2022 to

separate the cash flow of CEB generation, transmission and distribution licensees.

09/09/2022 Public Utilities Commission of Sri Lanka Page 10f3
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Further, CEB generation, transmission and distribution licensees have separately mai"taine,,
financial accounts, even though the cash flow is still centrally controlled. Further, these accoungg
are audited separately and submitted to the PUCSL annually. However, establishment of the bujk
supply transaction account by the transmission licensee will separate the cash flow of licenseeg

allowing the licenses to be operated as fully functional business units of CEB.

Diagrammatic representation of the existing industry structure is given in Annexure 01.

3. Issues in the present electricity industry structure.

CEB was established under CEB Act No. 17 of 1969 as a government owned monopoly. Sri Lanka
had a predominately hydro based power system with less than 200MW installed capacity and
less than 100,000 consumers at the time of establishment of CEB in 1969.

Presently the country.has more than 4,500 MW of installed capacity generated through hydro,
coal, oil and renewable resources and more than 7 million end users as well as independent
power producers. So this industry is complex and challenging than 1969 and the CEB Act never

envisaged the market based, consumer oriented industry.

Under the present and future contexts of the industry, we require utilities to,
i. Operate as commercially viable entities '
- ii. Respond to prevailing laws and regulations

However, PUCSL is of the opinion through the experience of regulating the industry for over 3
decade that CEB is not responding to either of above. This behavior
emanating out of CEB Act is a hindrance to the development and regulation of the electricity

industry.

Further there are conflict of interest in organizations and functions in the industry which
predominately contributed to the present crisis situation in the electricity industry.

i.  Conflict between Utilities (CEB and LECO) and policy maker (owner of CEB);

Owner of the monopoly utilities is the policy maker also and hence there is a conflict
between operation and policy making.

ii.  Utilities management and trade unions;

The CEB entire management are members of trade unions. This does not allow
management to look after interest of shareholders.

Conflict between planning and operation of the power system;

Presently CEB transmission licensees have both the functions and CEB owns generation

plants also. Therefore, it is natural that planning is done in line with the interest of asset

ownership and operational convenience.
Conflict between Energy dispatch and ownership of generation assets;
Presently energy dispatch is done by CEB transmission licensee whereas CEB generation

licensee owns generation assets.

09/09/2022 Public Utilities Commission of Sri Lanka Page 20f 3
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The non-commercial operation and prevailing conflicts of interests in the function of CEB has resulted in,
i.

Restrictions of rules and regulations associated with public organizations to Operate in a
competitive and commercial environment.

Unaffordable costs for consumers as well as government

Excessive number of employees (approximate 25,000)

iv.  Financial unviability of the CEB
V. Political Interference
vi.  Continued power cuts
vii. Poor focus on customer service
viii.

Electricity supply quality issues

4. Recommendations

1

to;

Prepare legislation to convert generation, transmission and distribution license holding business
units of CEB to independent entities under companies Act in order to make these license holders

Operate as commercially viable entities
il

Respond to prevailing laws and regulations

interests are eliminated;

2. This conversion to companies should be structured in such a wa
i.

y that the existing conflicts of

Utilities and Policy Maker (through ownership)
ji.

Utility Management and Trade Unions (through membership)
iiil.

Planning and Operation of the Power System (through function)
iv.

Energy Dispatch and Ownership of generation assets (through function)

3. Chapter VI (Reorganization of the electricity industry) in the Electricity Reforms Act No. 28 of
2002 with amendments to allow competition among license holders and choice to the consumers

eliminating the conflicts of interests presently exist in the sector provide a structural solution for
the sector. Further, CEB Act shall be repeated.
4. Proposed structure is depicted in Annexure 2
5.

It is required to implement the electricity industry restructuring process quickly through enacting
of required legislation in order to avoid further deterioration of the sector.

09/09/2022 Public Utilities Commission of Sri Lanka
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CEYLON ELECTRICITY BOARD

Date: September 12, 2022

Your ref: My Ref: CER/GM/AC/ Reforms
Secretary
Ministry of Power & Energy

Comments and Proposals - Instituéional Reforms for the Sri Lanka Power Sector

I refer to the recent meeting held at the Ministry, where the Honourable Minister of Power & Energy,

instructed me to forward the views of CEB Management on the envisaged Reform Process.

Please find attached a set of Comments and Proposals on Institutional Reforms for the Sri Lanka Power
Sector, submitted by me as the Viewpoint of the Management, in consultation with the Corporate’
-Management Team (CMT) of CEB. The content of the Report consists of the general view of the CMT
and individual Members may have different views on specific items in the document. They will be

submitting their individual views through me subsequently.

As stated in the attached document, kindly note that reforms have to be decided in consultation with al]
Stakeholders and also with inputs from experts with international experience. What is proposed or

commented in the attached document is a Roadmap or a Framework on which dialogue, detailed discussion

and studies can be based upon in the proper Reform Process.

Eng. Dr. D.C:R—z.gseysekara
Actg. General Manager

Ceylon Electricity Board
Eng. (D) D.CR. Abeysaliens
Acts. General Manager
Cevion Electricity Board
Copies to :
1. Chairman, CE -

2. All Members of the CMT -

F.I.PL
F.I and you are instructed to submit any specific views
to the Secretary, MOPE through me.

OFFICFE OF THE GENERAL MANAGER
Third Floor, No. 50, Sir Chittampalam A Gardiner Mawatha, Colombo 00200, Sri Lanka.
Tel: +94 11 2320953/2325340 / Fax: +94 11 2323935 | e-mail: gm@ceb.lk | www.ceb.lk
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Institutional Reforms for the Sri Lanka
Power Sector

Comments & Proposals

General Manager and Corporate Management Team
(CMT) of Ceylon Electricity Board

September 12, 2022
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1

Introduction

1.1 It is learnt that a committee has been appointed by the Cabinet of Ministers to study and

1.2,

1.3.

1.4.

1.5.

1.6.

review the “scope” and “institutional frame work” laid down in Chapter VI of the Electricity
Reform Act No 28 of 2002 in the context of present day socio, economic and governance
needs of the country and to recommend, more dynamic, vibrant, effective and efficient
institutional frame work, that could address the present and future aspirations of the general
public and also to improve the business ranking index of the country for “the CEB” in
particular and for “the electricity industry including “LECO” in general.

This set of comments & proposals are submitted by the General Manager of Ceylon Electricity
Board (CEB) with other members of the Corporate Management Team (CMT) to the Minister
of Power and Energy, in view of the above decision of the Cabinet. Individual members of the
CMT may have specific comments on the proposals & comments, this set of comments &
proposals are submitted with general acceptance. Specific comments will be submitted
through GM, once they are-received.

According to Section 5 (2) of the CEB Act No. 17 of 1969, the General Manager of CEB shall,
subject to the generat directions of matters of policy, be charged with the direction of the
business of the Board, the organization execution of the powers, functions and duties of the
Board, and the administrative control of the employees of the Board.

The CMT consists of the General Manager and the nine Additional General Managers (AGM)
and the Finance Manager (FM), who are the heads of their respective divisions and the next

level of corporate management.

Submission of this set of comments and proposals are based on a request made by the Hon.
Minister of Power & Energy to the General Manager at a recent meeting. It is regretted that
other than that there has not been any other formal dialogue or communication with regard
to the proposed reforms by the authorities with the CEB management or the

employees/unions.
In view of the above, the General Manager with other members of the CMT decided to submit
this set of Comments & Proposals on the “Institutional Reforms for the Sri Lanka Power

Sector”.

Attributes / Pre conditions for the Reform Process

2.1.

In the implementation of any reform process of CEB, there are certain attributes that need to
be considered as imperative for the reform process to be successful. These include external
as well as internal attributes/ requirements. Such attributes / requirements are detailed

below.

2.2. Along with the sector reforms, the external environment including the policy making

2.3.

apparatus (including energy policy) of the country needs to be completely revisited and
strengthened with sufficient capacity and independence to formulate and continuously
monitor the policies required to ensure sector sustainability. We note that this aspect is
seriously lacking and policy studies are not being conducted as appropriate, prior to

formulating national level policies.

It is noted that the 2002 reform process was planned and implemented with support of
international aid agencies and through a dedicated Reform Unit/office attached to the
Ministry of power & Energy. The current reform pracess too would be much benefitted if the
support of international aid agencies could be obtained. Resources such as experts and

X”_ 2
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consultants with prior experience in reforms and related subjects would be available if the
need for such support is recognized. Without a dedicated reform office (with professional
staff) implementation of a reform process would be very difficult. It is also noted that in the
recent aide memoire, the Asian Development Bank (ADB) has noted the possibility of Policy
Based Lending (PBD) for the energy sector for power sector reforms. The ADB had noted the
importance of having a power sector rejuvenation unit for the reform process.

2.4. In the reform process the issue of national security and energy security should be considered
when deciding on models.

2.5. Itis of utmost necessity that the regulator of the Power sector too acts with professionalism
and the independence expected. If there are legal or other barriers preventing this, such
barriers too should be mitigated. Otherwise, mere reform of the industry alone would not
make sector sustainable.

2.6. The regulator of the sector should ensure the practical implementation of effective and

efficient cost recovery tariff methodology. Sufficient tariff reforms must be mandatorily

established to ensure the continuous viability of the ensuing entities and the sector.

2.7. It is understood that Section VI of the repealed Electricity Act No. 22 of 2002 has been
specifically noted in the Cabinet paper for the attention of the Committee on reforms
referred above in 1.1. It is noted that in the referred Section VI, appointment of directors to
the companies envisaged in the above Act were to be through a special legal entity called the
Monitoring and Advisory Committee (MAC). It is imperative that directors to new entities
(including CEB if it remains as an entity) too be appointed through such a transparent and
independent legal mechanism. The attributes/ qualifications required of the Directors
(professional, experience, age, etc.) too should be legally established.

2.8. Similar mechanism as stated above should be applied with respect to the Regulator too.

2.9. It is necessary to decide on the regulatory model that the Sri Lankan Power sector is to be
based. At present it is the single buyer model that is in use. it may not be prudent to change
to another model at the early stages of the industry reform process as the new model has to
be fully studied and analysed in the Sri Lankan context.

2.10.1t is noted that during the 2002 reform process, the boundaries of the distribution
companies (the boundaries that were later implemented for the distribution divisions) were
set taking into account the customer base, revenue, geography etc., in order to have certain

¢ similarity among the distribution companies. LECO too was to be encompassed in to the four

' distribution companies. In the new reform process too, the best way forward would have
been to re-organize the distribution sector including LECO and have a number of companies
which can be benchmarked or compared. However, in the present context, the optimum and
the practical way forward would be to use the existing divisional boundaries of CEB
distribution divisions for the reformed entities and to look at LECO too as a separate entity.

2.11. t is imperative that the existing debt portfolio of CEB is managed without any burden to
new entities in the transition of the present CEB to the next reformed entities.

2.12. Shares of present CEB subsidiaries must be divested in a proper manner and such proceeds
must be used for the reform process appropriately including debt restructuring.

2.13. During this reform process, employees of CEB shall be offered employment in successor
entities on terms and conditions including other benefits not less favourable than those
enjoyed by them in CEB.

2.14. Continuation of the CEB Provident Fund and the Pension Fund for the CEB employees should
be ensured with suitable legal structures/entities in the reformed environment for the
management of the funds.

/::7 3



"2.15. Inter successor entity transfers of employees shall be allowed during the reform process ang
for a further defined period after reform process is implemented.

3. Possible Reform Models

In the present context there are five possible models that the CEB/ Industry could be
transformed in to during the reform process.

A. Continuing CEB as a single entity but with all due regulatory requirement / rules that are
- currently imposed in full use. In such a scenario, the distribution divisions will be aliocated

their allowed revenue and the other divisions will have to depend on the batance revenye
and they too will act financially independent to the possible level.

B. Converting CEB in to a single government owned company (operating under the
Companies Act) with SBUs for the different divisions.

C. Converting CEB in to a single company and having private sector equity participation.

D. Establishing government owned companies for the different licensed functions
{Generation, Transmission, Distribution — 4 companies).

E. Establishment of companies for the different licensed functions with private sector equity

participation.

4. Proposed Path

As stated above the reforms have to be decided with consultation of all stake holders and also
with input from experts with international experience. What is proposed below is a roadmap or
a frame work on which dialogue, detailed discussion and studies can be based upon in the proper

reform process.

4.1. First Step

4.1.1. The first and immediate step is to implement what is described above in model 1 (Ref.
3A).

4.1.2. The respective divisions will operate on the allowed revenue and as per regulatory
mechanism.

4.1.3. Accordingly, the regulatory scheme as it is, would be fully implemented.

4.1.4. However, if proper tariff mechanism is not implemented, this will fail.

4.1.5. A reform office with proper resources too should be established urgently to study the
reform process in the long run and for implementation. In addition, it should support
CEB in this first step implementation too.

4.1.6. The Board, Ministry and other agencies too must be aware and support the basis of the
decentralized operation in this first step.

4.1.7. Itis not anticipated that major legal changes are required for this step.

4.2. The Second step

4.2.1. This step cannot be implemented on an urgent basis.
4.2.2. Transfer into this step should be guided by a reform office.
4.2.3. CEB’s licensed functions will be transferred to government owned companies. The

proposed companies are GENCO, one company for generation, one Company (T ransco)
for transmission, four companies for distribution, namely DISCO 1, DISCO 2, DISCO 3 and

3
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DISCO 4. The Distribution companies will have the same boundaries as the present cgp
distribution divisions. All generation assets are brought under a one single company
(GENCO). GENCO is required to enter in to a PPA with the transmission company gnd
such PPA will have individual components pertaining to the different power plants under
the ownership of GENCO. Similarly, TRANSCO will have PSA with DISCOs and LECOQ,

4.2.4. These six companies will be given the six licenses that are now given to CEB.
4.2.5. Projects at present managed in the Projects Division will have to be allocated to GENCO

and TRANSCO appropriately.

4.2.6. A separate company /companies will be established for all non-core businesses and
centralized services of of CEB. At the start, the licensed companies will obtain the
centralized services, but the long-term continuity of such services will be business
decisions.

4.2.7. A separate company may be set up for fund management of CEB pension fund and CEp
provident fund or fund management may be included in the functions of a single
company for non-core functions / centralized services.

4.2.8. It is noted that there is a possibility of CEB itself continuing the nan-core functions ang
fund management without forming new companies for those functions.

4.2.9, It is imperative that policy and regulatory requirements as well as good governance in
company appointment referred in above Section 2 be implemented with the Step 2.

4.2.10. It is also imperative that the safeguards for CEB employees referred in Section 2 are

also implemented.
4.2.11. Establishing six new government owned companies instead of the one CEB without
the governance and regulatory framework could result in the sector being affected

negatively with catastrophic results.
4.2.12. Successor Companies in Step 2 are illustrated in the below figure.

Operated in regulatory regime of PUCSL and Sri Lanka Electricity Act No. 20 of 2003,
amended Act No.31 of 2013 (Except Non-Core Activities Companies)




5. Extended Path

5.1. Due to a number of reasons, the government may decide on having private sector equity
participation in the reformed entities.

5.2. In such a scenario it would not be prudent to have a single company (whole CEB converteg in
to a company) with private sector participation.

5.3. The better option would be to have private sector as equity partners in the six licensed
business companies proposed in Step 2.

5.4. It is suggested that in order to get the benefit of private sector participation and also to wean
away from the government and political interventions, 51% share of the equity should pe
given to the private sector. The private sector investor should be a strategic business partner
to the government bringing not only money but technology, management and experience.
The Sri Lanka Telecom model as originally implemented is considered a good example.

5.5. In such a case the strategic partner should have the following attributes.

5.5.1. Such strategic partner (company) that buys part of equity must have a proven track
record and experience in the core business area of the reformed company.

5.5.2. Careful consideration must be given to ensure the energy security of the country whenp
selecting the strategic partner and ideally such strategic equity partner of one company
must not be allowed to own shares of another company formed as part of this reforms.

5.6. 1t is imperative that policy and regulatory requirements as well as good governance in
company appointments referred in above Section 2 be implemented with this second step as

well.
5.7. It is also imperative that the safeguards for CEB employees referred in Section 2 are also
implemented without fail.
5.8. Accordingly, if private equity participation is envisaged, it is suggested to :
5.8.1. Procure strategic partners for all DISCOs with 51% shareholding cépacity.

5.8.2. GENCO and TRANSCO will be government owned companies

5.8.3. To form a separate company {Company A), which will be holding 49% shares of al|
DISCOs and 100% share of all other companies referred in the Second Step above, on
behalf of the government.

5.8.4. Company A is proposed to be a company incorporated in Sri Lanka. It resembles with
the holding company concept and expected to be managed by set of professionals. The
model proposed for Company A in the long term is a management structure similar to
the TEMASEK model in Singapore.

5.9. In this scenario, LECO is also expected to have a strategic partner and Company A to hold
LECO’s government shares (49%)
5.10. The model envisaged with private sector participation is illustrated below:

e



Reform Model Envisaged with Private Sector Participation

IPPs \ '
L b e L A Company A

DISCO 1

% Stiate’gic Partners ‘,
: ‘Share”

DISCO 3

( i e o Strategic Partner's |
Company A sShare ' Share i
LEQO DISCO 4
Strategic Partner's .. i L
Share 300mpany A’s Share
1
1. All the entities are private companies formed under the Companies Act No. 7 of 2007
2. All the Companies except Company A and Non-Core Activities Comparies are operated under the
f regulatory regime of PUCSL and Sri Lanka Electricity Act No. 20 of 2009, amended Act No.31 of 2013.
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The Institution of Engineers Sri Lanka (lESL) prepared this report to convey the views of the
Institution, as the government prepares plans for the next phase of reforms in the electricity
industry. The rights of entities in electricity supply industry, whether government-owned or
privately-owned as well as the rights of electricity customers to receive a reliable supply of
electricity at competitive and transparently calculated prices, are of critical concern to IESL.

This submission was prepared on IESL’s own initiative, through a consultative process among
its members. Please see Annex 1 for presentations and Annex 2 for the Q and A during
sessions. The report was prepared by the Electrical, Electronic and Telecommunication

Engineering Sections Committee of IESL.

This report is submitted to Secretary, Ministry of Power and Energy, with the expectation that
the contents will be reviewed and absorbed into the reform activities planned and in the road

map of their implementation in year 2022 and beyond.

vi
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Executive Summary

A. The failure of reforms

Early reforms: The vertically integrated, state-owned electricity utility structure that
prevailed in many countries went through structural and regulatory reforms starting from the
1990s. Sri Lanka established Lanka Electricity Company (Pvt) Ltd (LECO) in 1983 and opened
electricity generation to private investment in 1996. After further studies, the Electricity
Reform Act (ERA) and the Public Utilities Commission of Sri Lanka (PUCSL) Act were approved

in 2002, but the ERA was not implemented.

Reforms and regulatory framework since 2009: The Sri Lanka Electricity Act 2009 (SLEA),
replacing the ERA of 2002, enabled limited structural and regulatory reforms, and empowered
PUCSL to regulate the economic, technical, commercial and safety performance of the
electricity industry. Ceylon Electricity Board (CEB) was unbundled into six entities, with all six
entities reporting to the same General Manager, Chairman and the board of directors. CEB
continued to remain under government ownership. The objective then was that there will be
(i) technical, financial and administrative separation between the six licensed entities, {ii)
competition among distributors will be through benchmarking based on key performance
indices (KPIs), and (iii) regulatory oversight will ensure enhanced reliability of electricity
supply, economic efficiency and financial efficiency, improved commercial efficiency and

safety.

Network losses reduced and near 100% grid coverage achieved: Irrespective of the changing
regulatory culture, network loss reduction trend and rural electrification activities
accelerated. After 20 years of steady decline, Sri Lanka reported 8.8% network losses (both
technical and commercial) in 2019, the lowest for a national grid in south Asia. In 2016, the
government declared 100% grid coverage, with more than 99.5% households with an active
electricity connection. Activities to reach these achievements commenced before the 2009
reforms and continued towards a favourable closure despite the widespread failure and non-
compliance by both PUCSL and the regulated entities with the reform initiatives.

CEB already unbundled, but not financially separated: Since 2002, each one of the six
licensed entities of CEB have had a full complement of staff as if the entity was a separate
company. Each entity uses a separate headquarters building, is headed by a chief executive,
and senior executives heading the planning, operations, finance, and regulatory divisions.
Despite such additional expenditure since 2002, CEB licensed entities did not financially
separate, thereby preventing distribution and generation functions to display financial
independence and profitability, at least in the same manner LECO exercised its financial
independence and reported profits almost every year since 2010. CEB Transmission entity did
not establish the bulk supply transactions account as required in the tariff methodology,
which is the clearing account that receives funds from distributors and pays generators.

Tariff methodology (economic regulation) not implemented: Reforms implemented since
2009 required electricity costs to be submitted to PUCSL in advance for approval. CEB and
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LECO have followed this requirement throughout, with some time delays. However, electricity
prices approved by PUCSL never matched the approved costs, as required by the Electricity
Act 2009. Since PUCSL was empowered in 2009, customer tariff adjustments were approved
by PUCSL in 2011 (upward), 2013 (upward) and 2014 (unilaterally downward), and after eight
years, in 2022 {upward). From 2011 to 2020, PUCSL declared that electricity tariffs will be
calculated by PUCSL once in six months, which did not happen. As a result, while costs
approved by PUCSL increased by about 50% between 2014 and 2021, prices remained the
same, causing CEB to borrow heavily to bridge the shortfall. Meanwhile, CEB reported that
long-term debt repayments to the treasury were suspended as the cash shortfall grew,
followed by suspension of payments for petroleum fuels, then to private power producers.
Finally, in 2022, payments due to renewable energy-based generators too were withheld.

Long-term generation expansion plan (economic regulation) in abeyance: Since 1990, CEB
always had an approved 20-year generation expansion plan, until PUCSL was empowered in
2013 to review and approve the plan. Since then, the plan has been subjected to controversy
and has not been approved in a timely manner, with several versions of the plan going back
and forth between CEB and PUCSL for several months. Since the approved plan forms the
basis of the transmission plan and investment schedule, there have been uncertainly about
the procurement schedule of new power plants, resulting in capacity shortages and excessive

operation of oil-burning power plants.

Procurement of generation: The uncertainly and controversies around the procurement
process and decisions, especially on generation, continued even after reforms. Several major
projects, after approval by PUCSL for implementation, were cancelled or altered through
interventions by the Presidents, others in government, NGOs, or business interests, causing
delays to both conventional and renewable energy power plants. The Electricity Act provides
complete autonomy to PUCSL to approve procurements based on the approved generation

expansion plan.

KPIs, technical, and commercial quality regulations not implemented: Neither the Treasury
(exercising rights of CEB’s owner) nor PUCSL have established and monitored key
performance indices throughout the 12 years of reforms. There is little evidence of any
substantial improvements to reliability of the electricity supply or improvement of customer
services by any of the CEB distribution entities. Power Supply reliability regulations 2015 have
been largely ignored by CEB, with no adherence to the timeline of activities on reliability
measurement, reporting and improvement issued by PUCSL.

Failure of the unbundiing effort and regulatory reforms of 2009: Therefore, the unbundling
of the sector institutions and regulatory reforms have not yielded the expected benefits. The
problems of the electricity industry by way of (i) policy uncertainty and frequent “policy”
changes, (ii) uncertainly in generation projects, (iii) procurement delays, (iv) overstaffing, (v)
poor technical, commercial, and financial performance, (vi) tariffs that are not cost reflective
and (vii) ever present threat of load shedding, that prevailed before reforms, continue to

remain even 12 years after reforms.
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B. Lessons learned

IESL summarises the lessons learned to be the foliowing: (a) The model in which LECO was
established, strongly driven by a dedicated team of executives with integrity, during LECQ’s
formative years, has yielded a structure and a corporate culture that may be adopted for CEB
unbundling as well, {b) Opening generation to the private sector in fossil-fuel based
generation has yielded only high-cost, oil-burning thermal power plants, but in renewable
energy, the move in 1996 and subsequent broadening of the scope, have yielded the expected
results, (c) Performance of regulated entities and their regulatory response have been weak,
especially for CEB, {d) Performance of PUCSL in its regulatory functions, too, have been weak
and centred on individuals in the commission and its secretariat, and {(e) cost-reflective tariffs
as required by the Electricity Act were not implemented, and political interference continued

to suppress the need for timely increases in tariffs.

C. The way forward

IESL recommends a structured approach to plan and implement further reforms in the
electricity industry, as enumerated below.

Solutions to elements of failure: The planned reforms should first enumerate the failures of
the reforms implemented since 2009 along with laws, regulations, procedures,
misunderstandings, ownership structure, along with specific institutions, individuals and
interventions that caused each failure, and provide solutions.

Unbundling to create a vibrant and responsive electricity industry geared for the future:
Unbundling the industry, while retaining state ownership and absolute control, has not
brought the desired results. Therefore, as evidenced by the experience of LECO and in other
countries, a calculated degree of corporatisation and private ownership are required to be
established at the unbundled entities. There will be no benefit in continuing to attempt to
make the “existing system work”, since it has failed to deliver benefits and attract the

confidence among electricity customers and investors alike.

Need for extensive studies on experience of other countries: The reform effort should be
preceded by extensive studies on the experience of other countries, including Europe, south-
east Asia, India and Bangladesh, who have implemented unbundling, corporatisation,
privatisation, and market liberalisation to various degrees, with mixed resuits. Sri Lanka is
placed in a very advantages position, that it has many success and failure stories to learn from
in the reform attempts world over, in the last three decades. There should be special focus
on lessens to be learnt by Sri Lanka on successes and failures in those countries.

The need for modelling: In the process of deciding on an unbundling and reform model for
implementation from year 2023 onward, IESL recommends that financial, technical and

administrative performance of each option be modelled using modern analytical techniques,
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to examine the degree to which each model will achieve the desired attributes. After public
disclosure of these expected attributes and a public consultation, the government may decide

to proceed with impiementation.

Human resource, the key to success: IESL emphasises that the analysis and management of
the reform process requires to be managed by a separately established reform office, manned
by experienced professionals of integrity and commitment, but with an open mind to consider
options to reform. Similarly, the government requires to establish a special mechanism to
select individuals to lead the newly reformed institutions, the regulatory commission, and its
secretariat. LECOs success was in its leaders at inception and the human resource. The failure
of subsequent sector-wide reforms since 2009, too, would have to be attributed to the
improper actions and attitudes of the leaders of all institutions who implemented the reform

process.

Need for a champion or champions: Success of reform processes in many countries has been
attributed to either an individual or a core group, identified as champions of reforms. The
champion or champions should command the respect and confidence of all stakeholders and
remain committed to the reform process over a long period. The campion or champions will
remain the same through changes of individuals in the political authority, ministry
bureaucracy, utility management and regulatory commissioners, and bring about the stability
to the reform process, until the successful completion of its key milestones.

IESL offers its assistance: As an independent institution, IESL will be pleased to extend its
support to the government’s efforts to reform the electricity industry, based on the broader
outline described above. IESL wishes the well-being of all the stakeholders of the electricity
industry, including electricity customers numbering over 7 million, who have been stressed
for over three decades with rising electricity prices, abrupt changes in pricing, uncertainty of
supply and a customer service that has not kept pace with customer expectations and

industry trends.
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1 PREFACE

Meaningful reforms in electricity sector to truly make the sector institutions technically,
commercially, and financially efficient are long overdue. Electricity supply industry that
commenced around 1900 as private businesses were converted to publicly owned boards or
corporations over 1940-1970. Since the 1980s, many utilities worldwide have undergone
reforms along with private sector participation, bringing about the much-needed efficiency,
infusion of private sector business practices, and quality improvements in providing these

services to the public.

Telecommunication reforms implemented more than two decades ago, has converted the Sri
Lankan communication industry to be as competitive as in any other developed country, with
per capita communication equipment exceeding the population by a significant margin.
However, owing to the features of transmission and distribution networks, electricity industry
is not exactly comparable with the telecommunication industry.

Two key utilities in the energy sector in Sri Lanka are Ceylon Electricity Board (CEB) and Ceylon
Petroleum Corporation (CPC), both established in the 1960s. Recent shortages of electricity
and petroleum products have resulted in downgrading the quality of lives and caused price
increases in all commodities and services. People struggling to meet the spiralling costs of
living has led to social injustices, malnutrition, etc. which are already beginning to surface and
expected to worsen if nothing is done to arrest this situation.

The country’s financial strength is at all-time low levels and the government has neither
rupees nor foreign currency to manage the daily needs. The government has no option but to
secure further loans to meet the requirement of foreign currency. With the country’s credit
ratings at an all-time low and at bankruptcy levels, securing funds for daily affairs or for
development projects have become a challenge. International market prices of oil, coal and
gas have skyrocketed, and no flattening out is expected until the Russian-Ukraine war ends.

In this background, the government has decided to reform both CEB and CPC to re-establish
their financial independence and improve service quality, possibly with the hope of securing
private equity and management inputs for further development.

The Electrical Electronic and Telecommunication Sectional Committee of Institution of
Engineers Sri Lanka (IESL) convened a workshop in August 2022 to formulate the JESL
members’ considered opinion on how the reforms should take place in the electricity sector
in Sri Lanka. At this workshop, there were presentations to enable members to get a clear
view of the need for reforms, the reform process, various models developed for such reforms,
worldwide experience, their successes and failures, innovative models to be considered, and
very importantly, the relevance and experience with Sri Lanka’s failure to implement reforms
proposed in the period 2000 to 2004 after extensive studies. This report considers IESL
members’ views and presents IESL’s recommendations to the government on the pathway to

reforms.
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2 INTRODUCTION

After establishing the CEB by Act No. 17 of 1969, replacing the Government Owned Business
Undertaking (DGEU) also known as the Electricity Department, the electricity industry
operated as a vertically integrated monopoly until 1983. Electricity sector reforms
commenced with the establishment of Lanka Electricity Company (LECO), a fully state-owned
private limited liability company registered under the Companies Act No. 17 of 1982. LECO is
an electricity distribution company, serving about 10% of electricity customers.

However, the major challenge faced by the sector in 1990s was to attract capital to build new
power plants and to expand the transmission and distribution network to serve the annual
demand growth of about 8%, while meeting customer expectations of a reliable and quality
power supply at a reasonable price. The other requirements were to improve technical and
financial efficiency of the industry, introduction of good governance and to establish a

sustainable electricity sector.

in 1996, the government invited the private sector to invest in electricity generation, under
two programs: the Small Power Purchase (SPP) program for small renewable energy-based
power generation (less than 10 MW) and Independent Power Purchase (IPP) program for

larger-scale power generation.

In August 1998, the Ministry of Power and Energy issued the “Power Sector Policy Directions”.
This document identified that the basic objective of the sector is always to meet the electricity
demand at least cost to society and the environment, and thereby, promote economic

development and social wellbeing.

To achieve the said objective, the policy document further proposed to reform the electricity
sector into several commercially manageable entities that employ proven governance and
management processes to achieve better operational efficiency, attract investments, provide
fair and reliable power supply with better customer care.

Announcement of the above policy paved the way for international lenders to reach an
understanding with the government to help with sector reforms and development. In year
2000, International Bank for Reconstruction (IBRD) and Asian Development Bank (ADB)
provided grants for technical assistance to develop necessary legislations and engineering
studies to reform the sector in line with the policy directions. Accordingly, the Electricity
Reform Act No.28 of 2002 (ERA) and the Public Utilities Commission of Sri Lanka Act No.35 of
2002 (PUCSL) were enacted in October 2002. ERA spelled out the structural reforms and the
PUCSL Act enabied their implementation and regulatory reforms.

With the legislation in place, ADB and Japanese Bank for International Cooperation (JBIC,
presently Japanese International Cooperation Agency, JICA) approved program loans to the
government amounting to USD 120 million in support of sector reforms. Both ADB and JBIC
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released their first tranche of the loan, USD 60 million to the government after enacting the
two legislations in 2002.

PUCSL was established in 2003. Restructuring of the sector according to ERA, too, was
initiated in 2003. CEB was to be unbundled and all of its activities were to be taken over by

several publicly owned companies to be regulated by PUCSL.

The reform process achieved considerable progress during 2002-2004, amidst resistance by
trade unions of CEB. Concerns expressed were on abolishing CEB and the fear of privatisation
through the reform process. However, there were no provisions in the ERA to privatise any
entity of the electricity sector. Meanwhile, CEB was internally unbundled into six business
units: one for CEB-owned generation, one for transmission and bulk supply, and four for CEB-
owned distribution. LECO continued to operate without any change.

The change of government in 2004 resulted in suspension of the planned reform programme.
Five years later, the government enacted the Sri Lanka Electricity Act No. 20 of 2009 (SLEA)-
The SLEA was subsequently amended twice Sri Lanka Electricity {Amendment) Act, No. 31 of
2013 and Sri Lanka Electricity (Amendment) Act, No. 16 of 2022.

After many failed attempts to properly implement reforms in the electricity sector spelled out
by SLEA 2009, a committee was appointed by the cabinet of ministers in 2022 to submit their

proposals to implement sector reforms.

This report presents the perspective of IESL to the Reforms Committee 2022 and other stake
holders, to ensure key issues and previous failures are correctly identified and reforms

implemented toward the success of the sector.

3 Kty FEATURES OF THE SECTOR

Sri Lanka’s electricity supply industry achieved several key milestones ahead of its

neighbouring countries, including:
(a) achieving 100% household electrification in year 2016,
(b} reducing total transmission and distribution losses to 8.8% of net generation by 2019,
{c) achieving 100% metering and billing of all customers,
{d) a collection rate of 99.5% of invoiced amounts, and
{e) generating 51% of electrical energy served through the grid from renewable energy

sources in 2021.1

! This renewable energy share will change due to inter-annual variations in rainfall and weather; self-
consumption by customers from on-grid distributed generation, estimated to be about 1%, is not included,

3
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Some of these achievements were enabled by CEB being a state-owned enterprise since 1969,
allowing a higher financial and administrative independence compared with CEB’s

predecessor, DGEU.

Enactment of the SLEA, in 2009 to facilitate regulation and vertical and horizontal unbundling
and empowering PUCSL to regulate the sector caused CEB to be functionally unbundled into
one generation entity, one transmission entity and four distribution entities, each licensed
separately, but all within one corporate entity. Each entity was separately licensed by PUCSL

in 2010.

However, judging by 12 years of poor financial performance, technical performance that has
not improved as desired, and limited improvements in customer outreach, with PUCSL
empowered as the economic, technical, commercial and safety regulator, while keeping CEB
as one corporate entity under the CEB Act, fully owned by the government, has not brought

the desired results of reforms.

The reform history is summarised in Annex 3. The reasons for failure of reforms are many, as
enumerated in the next section.

4 MAJOR DRAWBACKS

IESL identifies the following to be the recurring major drawbacks in the electricity industry.

{a) Lack of adequate lower cost electricity generation capacity and a generation mix that
meets the multiple objectives of cost efficiency, energy security and sustainability.

{b) Non-implementation of cost reflective customer tariffs.

(c) The absence of an approved long term generation expansion plan.

(d) Considerable delays in implementation of projects in all business lines: generation,
transmission, distribution, and supply

(e) Unacceptable performance of the licensees, the regulator and the Ministry of Power and
Energy.

{f) Lack of accountability of these entities as specified in the relevant legislation.

(g) Lack of coordination of activities between CEB and the Sri Lanka Sustainable Energy
Authority {SLSEA}, on renewable energy development and energy efficiency.

(h) Undue political interference in day-to-day operational activities in the utility and
regulatory institutions in the sector, going beyond legally permitted boundaries.

(i) Unacceptable institutional, industrial, and trade union interference in decision making.

(i) Lack of readiness of utilities to implement sustainability initiatives: rapid absorption of
renewable energy and innovative supply and demand-side management initiatives

These key issues require to be considered, impacts quantified and addressed in the upcoming
process of electricity sector reforms and restructuring.
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5 KEey ATTRIBUTES TO BE INCORPORATED IN ELECTRICITY SECTOR REFORMS

We enumerate the key attributes to be incorporated in the electricity sector reforms
presently being planned by the Ministry of Power and Energy.

5.1 Quantification of Attributes

The new reform initiative requires analysis and quantification of the identified issues,
examining alternative solutions, their merits and demerits. The reform process should
consider the current state of the sector. Transition management during the implementation
of reforms where the national grid is owned and operated by CEB and LECO, will be the key

factor to be considered in planning a successful reform process.

5.2 AFirm National Energy Policy
The National Energy Policy 2019 has been approved by the parliament and gazetted on

August 9, 2019, bearing No. 2135/61. It has three clear sections,

(i) Policy framework with ten (10) pillars,
{ii) Implementing strategies, and
(iii) Delivery framework.

A ‘firm policy’ that does not change frequently is essential for continued healthy performance
of the sector and to attract the required investments.

The pillars may be periodically reviewed taking into consideration, the current status of the
sector, future trends and national requirements.

Implementing strategies may be altered and aligned with such revisions. All stakeholders
should act on a National Action Plan, to give effect to the realisation of the above policy. MoPE
should ensure that such National Action Plan is aligned with the “firm policy” be executed in

a timely manner.

The National Energy Policy tabled and approved in the parliament, should only be revised
after due consultation with all the stakeholders and should not be changed in any ad-hoc
manner and such revision should only be done with the approval of the Parliament.

Sufficient legal safeguards should be in place to prevent interference in such approved policy.

5.3 Srilanka Electricity Act

Sri Lanka Electricity Act (SLEA), amended after extremely careful study, should legally govern
the electricity market for fair trade with mutual benefits for all stakeholders. it should
promote (i) lower cost of power generation, (ii) cost-reflective electricity tariffs, (iii) a
competitive market and (iv) investment opportunities, considering socio-economic and geo-
political factors inherent with the strategic location of the country.

5
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Any amendment to SLEA, together with that of the regulator must

(a) Consolidate laws relating to generation, transmission, distribution, trading and the use of

electricity.
(b} Promote competition.
{(c) Protect the interest of customers.
(d) Ensure the supply of electricity to all.
(e) Rationalize electricity tariffs.
{f) Ensure transparent policies regarding subsidies.
{(8) Promote efficient and environmentally benign policies.

5.4 Power System Planning

The power system planning, approval and implementation process has been crippled specially
after the enactment of SLEA 2009 due to the following reasons.

(a) Frequent changes in government policies, often with no policy analysis and
assessment of consequences. '

{b) Lack of consideration of socio-economic and geo-political factors in planning.

(¢) Lack of consideration in investment opportunities in planning.

(d) Lack of understanding of the least cost planning methodology (as stipulated in SLEA
2009) among stakeholders.

(e) Lack of feedback with evaluation from actual execution and implementation.

{f) Lack of a regular and specific prioritization exercise in power system requirements,
projects, and investments

(g) Unrealistic considerations in growth of sales in planning that are not in line with
ground realities

(h) Delays in publication, adoption, and implementation of Renewable Energy
Development Master Action Plan (REDMAP) developed by CEB with ADB assistance

(i) Political and institutional interventions and manipulation in procurement decisions,
especially for electricity generation

(i) Lack of expertise in economic, finance and legal aspects in planning

5.5 Simple Cost Reflective Tariffs, Revised Regularly

Both the regulated entities (CEB and LECO) and the regulator (PUCSL) have displayed
indifference, weaknesses and lapses, intentional or otherwise, in following the agreed tariff
methodology, and the tariff review process. The methodology was developed through
collective effort and tariff review process has been gazetted. However, there have been major
lapses, the end-result being CEB reporting losses for eight years continuously except in one.
It is essential for the timeline in legal enactments be strictly followed and price revisions be
smoothened out, in the target to achieve cost-reflective tariffs to each customer category.
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IESL has made a separate submission to PUCS on the matter of the recent tariff determination.
Please see Annex 5.

5.6 Reforms at Ministry of Power and Energy (MOPE)

The government and ministry are responsible for policymaking, after policy analysis and
quantification of impacts of policy changes. There are only two energy policy documents
recognised in SLEA 2009: National Policy on Electricity (interpreted to be National Energy
Policy and Strategies, last updated and issued in 2019) and Policy Guidelines issued to PUCSL

(SLEA 2009 section 5).

Various other documents such as party manifestos, committee reports and speeches in
parliament are not to be recognised as policy, unless and until they are incorporated into
either (i) the national energy policy or (ii) policy guidelines, after the due process. Once policy
is established and issued, MOPE should maintain an arms-length relationship with sector
stakeholders (regulator, utilities, investors, customers).

5.7 Utility Regulation
Long disputes between PUCSL and CEB on (a) the approval of the generation expansion plan,

{b) pricing of renewable energy, (c) CEB’s filing of costs of supply, though approved, should
be resolved. These approved costs should be accurately and transparently reflected in
electricity price revisions. Lack of agreement between CEB and PUCSL in the past had finally
caused CEB to report financial losses every year (except in one year) since the PUCSL was

empowered in 2009,

Regulations issued in 2015 on reporting, monitoring, and targeting reliability of electricity
supply should be adhered to by all licensees, causing the technical quality of supply to remain
acceptable to all. Government interference in both CEB and PUCSL have continued
throughout. The government should appoint as Chairmen and members to the boards of
directors of the utility, persons of high standing with knowledge and experience in the sector.
The government should not continue to make political appointments.

PUCSL should execute electricity price revisions, as well as revisions to policy and pricing of
renewable energy, with adequate professional judgment and not based on political signals

from the government.

CEB is over-staffed due to large-scale staff recruitment since 2015, due to political pressure.
This has caused a serious degradation of staff quality while the numbers have increased by 35
% over a short period of 7 years, causing a severe burden on the finances and degrading of

efficiency of the staff of CEB.

Key staff members of PUCSL have remained in the same position for decades with little
improvements or achievements in carrying out their duties. Commissioners and staff of PUCSL
should be scrutinized for their independence and integrity in decision making. Hence the
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Chairman and PUCSL commissioners should not have any connection with political parties and
should be held responsible for their utterances in public which should be regulated by

legislation.

5.8 Power Utility
Even though separate licenses have been issued for generation, transmission, and

distribution, licenses are held by CEB, the government-owned single legal entity except for
IPPs, SPPs and the distribution company LECO. This implies about 90% of customers, 90% of
sales, 100% of transmission and about 70% of electricity generation is by CEB, which remains
effectively the same vertically integrated institute which prevailed from 1969.

5.9 Sri Lanka Sustainable Energy Authority (SLSEA) |
SLSEA has fallen far short in delivering its expected outputs of promoting and facilitating its

key roles assigned in the SLSEA Act 2007, on (i) renewable energy development, (ii) energy
efficiency, (iii) energy policy analysis, and (iv) energy fund management

5.10 Key Performance Indices (KPIs)
Neither PUCSL nor CEB have established a comprehensive list of key performance indices to

measure and benchmark financial, technical, and commercial quality of service.

5.11 Financial and Legal Expertise in Procurement, Tendering and Investments

The procurement process is beset with heavy political interference and lack of competence
in procurement committees. In addition, the current procurement process is too long,
cumbersome and not geared for best performance. The rates of re-tendering and legal
challenge of procurement decisions are high often owing to ambiguities in technical, financial
and legal clauses, in requests for proposals (RFPs) and tenders.

5.12 Procurement of Petroleum Products, Coal, LNG for Electricity Generation
Although the system heavily depends on fossil fuel-based power generation, there is no
sustainable and transparent procurement process in purchasing petroleum products, coal and

LNG.

5.13 Reforms required to Ensure Supply Adequacy
Currently, the annual electricity requirement of Sri Lanka is about 17,000 GWh and by 2030,

this is expected to reach around 30,000 GWh. To meet this increased demand, around S 8
billion investments are required, out of which, $ 6 billion would be for renewable energy.

To catalyse this investment, a conducive business environment needs to be created,
especially if private sector investments are envisaged. With the difficulties already faced by
the government in raising financing to meet even the essential needs, it is unlikely for the
required investments could be sourced from anywhere other than the private sector.
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5.14 Need for Sector Financial Sustainability

Financial sustainability of the sector, mainly of the bulk supply licensee (currently, CEB), is
essential to attract private investments to the sector. For this, the cost of supplying the
demand needs to be fully compensated by the revenue from sales and supplemented by a
government subsidy. During the last seven years, selling electricity at tariffs much lower than
the cost of supply has pushed CEB to the brink of bankruptcy. Payment delays to private
power producers supplyng electricity to CEB was damaging the lender and investor
confidence in CEB. Despite increasing costs of supply, the customer tariff was increased only
in August 2022, after eight years. Even if the recovery of losses accumulated by CEB during
this period are disregarded, the tariff increase falls short of meeting the current operational
expenditure. However, if this revived regulatory tariff approval process is implemented
unabated in the future, regular revisions to the consumer tariff can be expected, leading to
financial stability and sustainability of the sector. Unless investors and lenders are convinced
of the single buyer’s capability to make payments on time, large scale private investments

may not be forthcoming.

If any reform process is to be successful, there should be a proper mechanism to address the
current debt burden and accumulated losses in the CEB. The debt burden and accumulated
losses are to be separately dealt with using the most prudent economic and financial
mechanisms such that any restructured entity will not be unduly saddled with accumulated

losses.
5.15 New Trends to be Considered in the Long Run

At present, electricity transmission authority is exclusively held by the same licensee (CEB)
holding the bulk supply license. Separation of transmission (wires) and the bulk supply (energy
trading and operations/control) have been successfully implemented in several countries,
including in India and Bangladesh which have reached a certain degree of success.

5.16 Liberalising Electricity Distribution

The distribution licensees currently play a passive role of distributing electricity provided by
the bulk supplier. Despite collecting revenue for supplied electricity, only a fee is retained,
and the balance revenue is passed through to the bulk supplier, currently CEB. Many countries
have allowed distribution licensees to (a) purchase from distributed generation and (b) offer
specific tariffs to customers. Sri Lanka’s uniform national tariff compels distribution licensees
to be restricted and hinders innovation at distribution level to accommodate distributed
generation, implement demand side management and smart-grid concepts.

6 PROPOSED REFORM IMPLEMENTATION PROCESS AND ROAD MAP

Reform means change. This entails risks even if it promises rewards. In the broadest terms,
reform risk is about the disruption in moving from one governance framework to another.
Many reform programmes falter because of inadequate understanding of the starting point

9



Electricity Industry Reforms 2022 Onward: A report submitted to the Ministry of Power and Energy u
e

(the “what” of reform) and a poor definition of the end point (“where” to). They also pay
insufficient attention to the process of moving from one framework to another (the “how”).
Reform processes in other parts of the world point clearly to the importance of having a
strong and stable policy advocate (or advocates) for reform in the centre of government,

which is different from, though complementary to, the role of regulator.

A champion (or a smaller core team of champions) can help to minimise uncertainty, maintain
coherence, and ensure stability, thereby building confidence among stakeholders.
Coordination among the various stakeholders that play a role in power sector reforms is
critical. It is recommended to involve other agencies which are relevant to electricity sector
reforms, including the Ministry of Finance, the Ministry of Land and Land Development, the
Ministry of Science and Technology, the Ministry of Industry and Commerce, Ministry of
Environment, Ministry of Public Administration, etc. Involvement of independent professional
bodies such as The Institution of Engineers, Sri Lanka (IESL), Chambers of Commerce Industry
and small industries, and academia, in the power sector reform process is strongly

recommended.

Reforms can be expected to create winners and losers. Stakeholders that perceive themselves
as losers may influence implementation in a way that seriously distorts the substance or
timing of original plans. Therefore, the champion/s must manage transition in a way that
secures support from key stakeholders, balances competing interests and maintains the

integrity of reforms.

As it has been identified that the respective sector institutions need extensive reforms and
restructuring, it is equally felt that the role of the government should be limited to adherence
to approved policy and taking any such measures that facilitate policy implementation.

The restructured institutions should be allowed to operate autonomously. The respective
institutions should be legally held accountable for their actions. Hence, any political
interference should be prevented through legislation. The appointment of qualified and
experienced members of Boards of Directors and Chairmen should be ensured through

legisiation.

6.1 Restructuring model

The main task of the power sector reform process is to determine the restructuring model,
which can best serve economic, social and environmental goals under circumstances similar
to those in economies in transition. Some reform and unbundling models are given in Annex
4. Social welfare analysis has been used as a major analytical tool in most countries for
assessing the potential impacts of different electricity sector models on various stakeholders.
Identifying objectives of reforms and prioritisation of issues are critical. Understanding and
solving problems in the electricity sector requires an integrated and holistic approach.

Key elements of the approach include.,

10
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{a) reassessment of the roles that, the government, the market, customers, and the general
public play in the electricity sector; and

{b) development of solutions based on international experience.

(c) accurate assessment of the prevailing assets in the sector, projection of their future

performance, and
(d) accurate projection of the future energy sales, demand, and the optimum mix of sources

to produce electricity.

It is recommended to follow a proper procedure to determine the best reform structure
suited for Sri Lanka and for addressing the prevailing and possible major drawbacks in the
sector as enumerated in Section 4. For the reform process to succeed, it should include

discussions with all the stakeholders.

Following steps are recommended to select the best market model for power sector reforms.

Step 1: Conduct a comprehensive literature review of all existing electricity market models,
key attributes, successes, and failures of each model and the reasons.

Step 2: Analyse the structure and operation for each market model.

Step 3: Identify the pros and cons of the market models applicable to the situation in Sri Lanka,
in the context of the existing structure, generation mix and customer mix, and future changes
Step 4: Formulate analytical models, representing the generation income, demand charge
and other relevant cost components for each market model, need for further simplification

and clarity.
Step 5: Conduct comparative analyses among the market models using simulation

techniques.
Step 6: Based on results of such simulation, determine economic and financial costs and

benefits among the trading parties and select the best reform model. Define its attributes and
quantify its outcomes.

6.2 Power System Planning

Reforms should empower the transmission licensee to prepare and implement the Long Term
Generation and Transmission Expansion Plans in accordance with Electricity Act and National
Energy Policy. Reforms must address the long-standing debate among governments, CEB
(Transmission Licensee), PUCSL, NGOs, customers, customer organisations, and the public
about the resource-mix targeted for electricity generation and encourage private sector
finance and investment in implementing the plan.

Power system planning must close the information flow loop, where customer feedback on
the quality, reliability, cost, price and customer satisfaction are brought into play. Field
measurements in the distribution network should be collected, analysed, and used in the next
cycle of planning, so that necessary improvements will be implemented immediately

thereafter,
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Providing the retail customers with smart energy meters is an urgent requirement through
which the above information will be collected on a regular basis. Continuous measurements
enable identifying trends in the demand and will set the grounds to migrate to time of use
tariffs, which may effectively be used to reduce peak demand, peak shifting and valley filling,

thus optimising the use of power system assets.
6.3 Reforming the regulatory commission and the secretariat

PUCSL must be reformed by appointing (i) qualified, knowledgeable, and dedicated
commissioners and (ii) key staff members of high calibre and integrity, to manage the PUCSL
secretariat. The role of PUCSL is vital in licensing, tariffs and codes, to operate the intended

liberalised energy market without collapse and failure.

Further, PUCSL should consolidate laws relating to generation, transmission, distribution,
trading and the use of electricity, applicable to all groups of customers.

6.4 Reforming the electricity utilities

The objective of reforms is to provide autonomy to business entities already operational
within CEB. The target should be to segregate the transmission (i.e the network commonly
known as the wire business) and load dispatch functions (i.e bulk supply and system
operations) to establish an independent system operator. In parallel, reforms should
implement methodical horizontal unbundling both functionally and financially in electricity
distribution and incorporate a few more companies if considered wable to conduct the

distribution and supply business.

Considering the nature of electricity as a commercial commaodity (and no longer a “public
service” as it is still perceived by many) is essential. It is appropriate for the upcoming reform
process to study the opening of electricity generation and distribution for open competition.

Formation of a holding company, and separate generation, transmission, and distribution
companies in a timely manner, should be considered to enable a methodical restructuring

process, initially with a government-owned structure.

The holding company and the transmission company (or separate companies for network and
operations) should be empowered and protected by the Electricity Act to continue as
government-owned companies in the foreseeable future .

Separation of government-owned generation into companies for hydropower, thermal
generation, and new energy (small hydropower, wind solar and any future developments)
would be essential to make them legally and financially separate business entities to operate,
develop and expand independently. Regulatory reforms should facilitate them to enter into
public-private partnerships and attract investments for new power generation projects,

competing with other private sector entities.

12
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At the next stage of reforms, allowing fully privately-owned companies into distribution to
operate, develop, and expand in separate regions should be considered. The first step may be
by allowing such new private distribution companies to engage in electricity trading from

decentralized generation schemes.
6.5 Reforming the Sri Lanka Sustainable Energy Authority (SLSEA)

SLSEA must be empowered with responsibility in (i) national energy policy analysis and (ii)
development of a master plan for new energy, to cater to all energy consuming sectors ta king

an integrated approach.

In addition, SLSEA should be restructured such- that its performance is evaluated annually
against pre-set benchmark KPls, and any weaknesses in performance addressed
constructively. The current method of appointment of DG SLSEA should be brought in line
with all other public corporates by advertisement and, selection and should be vested with

the Board and not with the Minister in charge.
6.6 Key Performance Indicator (KPl) based management

Key Performance based C-Suite management structure (CEO, COO, CFO, CTO) instead of the
age and service-based general management structure (GM, AGM, DGM) should be
established in government-owned successor companies.

Being a corporatized entity, the “future CEB (utility)” shall act on a KPI-driven path. i.e,
® Energy security and service quality (technical and commercial) should be the prime

outcome of the KPI-based management system
e The scheme should apply from the CEO (presently the General Manager) to the entire

staff
® KPIs should be formed by external specialists in keeping with government enunciated

policy guidelines and requirements (owing to newly corporatized entities initially

remaining under government ownership).
® Al benefits (salaries, allowances, etc.) and promotions to employees of successor

companies should be based on accomplishment of KPis
® Employee initiatives to increase revenue should be duly rewarded

6.7 Financial and legal expertise in procurement, tendering and investments

The procurement process should be completely overhauled with strict accountability and
decision making vested with the respective utility/entity.

13
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6.8 Reforms required in generation procurement process as an interim solution

Many small to medium-scale renewable energy-based generation projects are expected to be
developed within a short time of about ten years. Considering the limitation of resources to
manage such many procurement activities by CEB (presently the bulk supply licensee- CEB
Transmission) following the present procurement process, a standardized procurement and
approval process but essentially aimed at fair competition, needs to be implemented. While
retaining the salient features such as availability of interconnection infrastructure, meeting
technical criteria, and complying with least cost principles, sufficient freedom needs to be
provided for private investors to offer projects for development under a standardized
process, where the need for the utility intervention is a bare minimum however with strict
adherence to relevant technical and grid requirements and standards. At the same time,
considering the reliance on these projects to meet national electricity demand, guarantees
provided by the proponents on delivery and performance of the offered projects need to be
strengthened to compensate for any additional costs incurred by utility or the economy in the

event of a project not delivered on time.
6.9 New Trends to be considered in the long run

Decoupling the transmission and bulk supply licenses and allowing private ownership and
operation of transmission facilities under a single system operator is feasible and resolves the
impending issue of utility not being able to raise financing to develop a large amount of
transmission facilities around the country to interconnect the proposed renewable energy
projects. On one hand, private transmission lines can be encouraged while on the other hand,
use of utility transmission networks to transfer power between generators and customers
under separately executed agreements (power wheeling) can be allowed.

Power pooling should be allowed with power wheeling (both wheel-through and wheel-out),
facilitating bilateral contracts.

To compensate for the use of public infrastructure and resources, land use charges and
network use charges can be levied against such exchanges.

6.10 Liberalizing electricity distribution

However, if the distribution licensees are allowed to manage the electricity supply as an
independent business, it would provide an impetus to improve their operational efficiencies
and engage the customers in economizing the use of resources. Demand side management
with time-of-use tariff and energy efficiency can be actively promoted. Furthermore, the
distribution licensees can promote distributed generation such as rooftop solar, new
amenities such as electric vehicles, battery energy storage systems, smart meters, and
demand response facilities, to add flexibility to the grid and ensure efficient use of resources

in meeting the national electricity demand.

14
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The proposed flexibilities in generation, transmission and distribution can be provided even
within the existing structure of the electricity sector with minimal legislative, regulatory, and

procedural changes.

The following innovative but country specific measures should be studied in the long term:

Modernize the electricity grid and focus on commercialization

Enable mini and micro grids with private sector participation

Smart digital national grid, smart distribution control centres and smart metering
Facilitate mutual-cooperation among utilities, electricity industries and academia
Railway electrification and electric vehicles (EV) with new energy and energy storage

systems

6.11 Customers

Educate customers, to know their rights by way of improving technical and commercial quality
of service, and the obligations of customers to pay at tariffs calculated at the approved costs

of supply.
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7  EXPECTED OUTCOMES OF REFORMS

Government-owned utility will be financially independent irrespective of its financial status
and all interventions and mediations of the government must be channelled only through
PUCSL, consisting of the best independent experts in the sector as commissioners and key
staff members of the commission secretariat of highest integrity.

All state-owned and private sector utilities be under the strict control of PUCSL, where
impartial law enforcements shall be guaranteed in case of violating the regulations.

The transmission licensee under the strict control of PUCSL shall be the independent System
Operator and ensure fairness to all generating and distributing entities.

8 A REFORM OFFICE, TOR, TIMELINE

The reform effort cannot be driven by ad-hoc committees or by the ever-changing political
authority. A formal reform office, manned by specialists of highest integrity and acceptance
among stakeholders, should conduct the analyses and guide the process. A clear term of
reference (TOR) should be issued to the reform office, with the agreement of all key
stakeholders, namely CEB, LECO, PUCSL and the Ministry of Power and Energy.
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LEBSEA Proposal on Reforming CEB - Points to consider
General:

1. Each company shall appoint competent engineers of CEB considering criteria of
performance, experience & seniority (combination of all) as the General Managers / CEO
of the respective companies. The same criteria shall be applied for promotions and
selecting candidates for strategic managerial positions.

2. The business model of each company must be free from political influences

3. The objective is “to carry out electricity generation, transmission and sale of electrical
energy efficiently & effectively”.

4. Financial well-being, talented human resources, change in the organizational culture to
suit a PLC, accounting and good governance, and network development are Mandatory

improvements at the initial step.
5. Administrative independence and accountability on each action with a high rate of

return and financial viability shall be guaranteed with the formation of new companies.
‘~ 6. Use of the state-of-the-art technologies with a proven international business mode| to

achieve the desired objectives

Implementing Chapter VI of Electricity Reforms Act No. 28 of 2002 (from Section 45 — 53)

Reference Para 45-46

Note: As per the 2002 Act, there are 6 Nos. companies have been proposed. However, as
per present context of 2022, there are 8 companies which should be formed under the

company Act from CEB as follows:

Company Description

1 | GENCO-1 (Pvt) Ltd | Generation Company — Existing CEB own Hydro & Renewable
Power Plants -Fully owned by Government

2 | GENCO-2 (Pvt) Ltd | Generation Company — Thermal

3 | TRANSCO — Wired | Transmission Company (power procurement) - Fully Govt.
(Pvt) Ltd Owned

4 | TRANSCO - Non- | Transmission Company - Fully Govt. Owned

Wired (Pvt) Ltd

5 | DISCO-1 (Pvt) Ltd Distribution Company - DD1

6 l DISCO-2 (Pvt) Ltd Distribution Company — DD2

7 | DISCO-3 (Pvt) Ltd Distribution Company — DD3

8 | DISCO-4 (Pvt) Ltd Distribution Company — DD4

9 | CEB Retained as non-strategic business unit which should be fully
owned by Govt.

(Reference Para 47-48)

* Any Officer or Employee of CEB shall be absorbed & retained (till his legitimate
retirement age unless he offered VRS) in any one of the companies formed on the terms,
conditions and benefits not less favorable that those enjoyed by thein. They shall



continue to be members of CEB Provident Fund & Pension scheme and entitled aj tg
benefits. Moreover, each and every Officer or Employee of CEB shail be initiang,
absorbed in the respective originally formed new companies and then given an \
opportunity to opt for their preferences in choosing their companies in a preferential
order. Selection / allocation shall be done in a transparent and acceptable manner by a
committee considering their preference, vacancy and requirement of relevant
companies.

If an Officer or Employee exercise wishes not to accept any position in the successor
companies and wishes retire from his service, he shall be paid reasonable / acceptable
compensation under a Voluntary Retirement Scheme (VRS).

Under any circumstance, Provident Fund & Pension scheme shall not be transferred to
any companies newly formed as it may lead to misappropriation those funds / unsecure
of those funds and hence kept strictly under directly government custody in the

government owned company of CEB.

(Reference Para 51)

e During the disposal of any shares of companies, the Government of Sri Lanka shall hold a
minimum of 51% of shares including the Golden Share and balance 49% can be allocated
to successor companies in which minimum of 10% shall be distributed among the

employees of the company.
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