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Are contracts unenforceable in India?

                                            By S L Rao

A perception is being created, including by the American Ambassador, that India is a bad place for business because Indian companies and governments renege on the contracts that they have signed. The Ambassador’s accusation is related to Enron, while others generalize it to power and telecommunications. India is therefore said to be declining in importance as an investment destination for foreign investors. The charge is excessive and unjustified. Indian Courts and regulatory bodies have been careful about reopening of agreements during their lifetime, but have not given up their right and responsibility to examine them if there is suspicion about their legitimacy. There is no evidence that foreign investment has declined as a result. 

The Dhabhol debacle resulted from an unviable situation. Foreign investment in power was encouraged in a situation in which there was no competition; tariffs were on a cost-plus basis, with guaranteed returns in foreign currency terms and all costs allowed to pass through. Many of the investors who sought ‘fast track’ projects in power, were basically financiers. They raised money at the best possible rates, had no special technical expertise to offer and used turnkey engineering contractors to build and operate their plants. They expected exceptional returns guaranteed by the Government of India. Thus, it was a mistake for India to have rushed into inviting foreign investment into generation when the distribution side of the electricity sector was increasingly unviable financially. In any other industry that had developed a commercial outlook, such a mistake would not have occurred. But electricity was largely non-commercial in its outlook. Government owned participants were accustomed to handouts from governments either through tariffs (as fixed by the central government for its undertakings) or in financial bailouts as with SEB’s.      

In a competitive situation there would have been no need for such guarantees. Investors in other sectors (for example automobiles), enter markets at their own risk. But SEB’s use their powers to refuse permission to generators to sell to any others than themselves.

This leaves only one customer for any private generator, a state owned electricity department.

In telecom, the original cellular agreements were first violated by industry, which made excessive sales forecasts despite high instrument costs and call charges. The license fee agreements had to be modified to suit them. Government then allowed greater competition. The consumer has benefited, and sales are now showing belated growth. 

In some of the ‘contract violations’, there were problems of other influences. In others, the investor did poor homework and suffered as a result. Investor greed many times resulted in a rush to enter into agreements that were essentially unviable for both sides. 

For contracts to work we must have transparency, an opportunity for everyone to be heard, clarity in the terms, good homework by both sides so that information of acceptable quality about markets, consumers and businesses is available, the buyer is seen to be financially viable and able to pay for his purchases, returns are related to real and not imaginary risks, and there are no guarantees.

We must have an agreement on stranded costs, so that if for any reason the investor is asked to close down, there is prior agreed compensation. An independent regulatory commission rather than ‘deals’ by Ministers and their bureaucrats would be a transparent way of ensuring that all the facts and worries are considered in the open. Monopolies must be avoided at any point in the sector. Even privatization of monopoly SEB’s is likely to result in smaller private single buyers who can use their privileged position to derive special benefits. The best system as telecom has demonstrated, would be one in which the consumer has a choice because there is competition. Establishment of markets with rules for their operation and a regulator to see that they are followed will give acceptable results both for investors and consumers. Competition and markets do not have to wait for shortages in supplies to be overcome. Trading is a lubricant even in shortage situations and the regulator and governments can be expected to look after the interests of the weak and the vulnerable.

India is on the whole a law-abiding country, especially in matters of contracts. We are slow in investigating offences and in getting judgments. In a closed governmental system, contracts have tended to be ‘influenced’ and contracting parties on the Indian side easily ‘educated’. But that is not a failure of the contract system. It is a failure of the parties to it. (760) 

