
Sustainable Power Sector Support Project (RRP SRI 39415) 
 

FINANCIAL ANALYSIS 
 

A. Methodology and Key Assumptions 
 
1. The Asian Development Bank (ADB) carried out the financial analysis of the proposed 
subprojects 1  in accordance with its Financial Management and Analysis of Projects. 2  All 
financial costs and benefits have been expressed in constant 2010 prices. Cost streams used to 
estimate the financial internal rate of return (FIRR) reflect the costs incurred in delivering the 
estimated benefits. The financial benefits to the Ceylon Electricity Board (CEB) were assessed 
in terms of additional retail sales arising from increased transmission lines and greater grid 
substation capacity, more distribution substation capacity, improved network reliability and new 
customer connections, and the lower average cost of sales resulting from network loss 
reduction.  
 
2. The weighted average cost of capital (WACC) to CEB was calculated for each 
subproject and for the overall project. Financial viability was assessed by comparing the WACC 
to the FIRR at the subproject level and for the aggregated project. The sensitivity of the FIRR to 
adverse movements in the underlying assumptions was also assessed. 
 
3. Financial viability was examined by comparing the incremental costs and benefits on a 
―with investment‖ and ―without investment‖ basis. Average incremental generation costs were 
determined based on CEB’s revised 2008 long-term generation expansion plan, and average 
incremental transmission costs were added to derive the total costs of supply to the 
transmission subprojects. Estimated average incremental distribution costs were added to 
produce the total costs of supply to distribution subprojects. A 20-year period was used for 
subproject evaluation, and a terminal value of each subproject was estimated based on the year 
20 free cash flow.  
 
B. Tariff Policy 
 
4. In March 2009, the Parliament approved the Sri Lanka Electricity Act, empowering the 
Public Utilities Commission of Sri Lanka to regulate the electricity supply industry from April 
2009 and to implement tariff reforms. To ensure electricity prices reflect the cost of supply, the 
Public Utilities Commission has been empowered to rationalize the tariff structure so that all 
recurrent, efficient costs of CEB and Lanka Electricity Company (Private) Limited can be 
recovered through tariff revenue. Tariffs are expected to be determined on this basis beginning 
in 2012. A direct revenue subsidy from the government will fill any gap between cost-reflective 
tariffs and consumer tariffs. However, the government is not expected to seek a return on its 
capital investment in CEB until 2015, after which it will gradually increase the return that it 
requires. The subproject financial analysis has assumed that tariffs will be set on the basis of full 
cost recovery, and that from 2015 the government will seek a return on its capital investment in 
CEB initially of 1%, increasing by one percentage point per year to a maximum of 10%. The 
tariff trajectory used for the financial analysis is in Table 1.  
 

                                                
1
  Financial analysis was undertaken only for project transmission and distribution components. In addition, because 

the distribution tools and equipment subproject (D3) for Eastern Province capacity development does not have an 
associated revenue stream, it has not been analyzed. 

2
  ADB. 2005. Financial Management and Analysis of Projects. Manila. 
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Table 1: Tariff Trajectory Adopted for Financial Analysis  
(SLR/kWh) 

Item 2010 2011 2012 2015 2020 

Average tariff: nominal 17.5 16.0 16.7 16.3 32.2 
Average tariff: real 17.5 15.0 14.6 11.6 16.4 

        kWh = kilowatt-hour, SLR = Sri Lanka rupee.  
        Source: Asian Development Bank staff estimates 

 
C. Calculation of Weighted Average Cost of Capital  
 
5. To compute the WACC, the financing sources were assumed to consist of CEB and 
government equity contributions and foreign sources—ADB loans from its ordinary capital 
resources (OCR) and Asian Development Fund (ADF). ADB is assumed to finance 76.5% of 
base costs plus physical contingencies for transmission and distribution components, excluding 
subproject D3 (footnote 1). The government is expected to onlend the funds as a local currency 
loan with a term of 20 years, a 5-year grace period, and a local lending margin of 7% for all 
expect the rural electrification subproject, for which ADB loan funds are expected to be passed 
on to CEB as a grant. The government’s equity contribution is expected to consist of an 
exemption from taxes and duties that would otherwise be a cost to the project. CEB’s 
investment contribution will be the local currency financing for civil works of distribution 
subprojects, and an in-kind contribution in the form of supervision and monitoring of the 
transmission subprojects. Thus, the cost of government financing is assumed to be zero and the 
cost of CEB financing is assumed to be at CEB’s long-term cost of funds from the government 
treasury of 10%. 
 
6. The WACC is calculated on a pre-tax basis, as CEB is not expected to pay any income 
taxes soon. Table 2 shows the average WACC for transmission subprojects is 1.2%. Table 3 
shows that the WACC for the distribution subproject (rural electrification) is –3.9%, Table 4 
shows that the WACC for the distribution subproject (distribution reliability improvement) is 
2.1%, and Table 5 shows that the WACC for the distribution subproject (strengthening of 
distribution system in Uva Province) is 2.7%. The project WACC (base cost plus physical 
contingency, excluding subproject D3) is 0.6%, as indicated in Table 6. 
 

Table 2: Weighted Average Cost of Capital for Transmission Subprojects 

Item Amount 
($ million) 

Weight 
(%) 

Nominal 
Cost  
(%) 

Real 
Cost  
(%) 

Weighted 
Cost 
(%) 

ADB loan (OCR)    81.0    78.1 10.0 2.8 2.2 
Government contribution    18.2   17.5   0.0 (6.5) (1.1) 
CEB contribution      4.6     4.4 10.0 2.8 0.1 
 Total 103.8 100.0   1.2 

( ) = negative, ADB = Asian Development Bank, CEB = Ceylon Electricity Board, OCR = ordinary capital 
resources. 
Source: Asian Development Bank staff estimates. 
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Table 3: Weighted Average Cost of Capital for Distribution Subproject  

(Rural Electrification) 

Item Amount 
($ million) 

Weight 
(%) 

Nominal 
Cost  
(%) 

Real 
Cost  
(%) 

Weighted 
Cost 
(%) 

ADB loan (OCR and ADF)   9.4   65.6   0.0 (6.5) (4.3) 
Government contribution   0.8     5.9   0.0 (6.5) (0.4) 
CEB contribution   4.1   28.4 10.0 2.8 0.8 
 Total 14.3 100.0   (3.9) 

( ) = negative, ADB = Asian Development Bank, ADF = Asian Development Fund, CEB = Ceylon Electricity 
Board, OCR = ordinary capital resources. 
Source: Asian Development Bank staff estimates. 

 
Table 4: Weighted Average Cost of Capital for Distribution Subproject 

(Distribution Reliability Improvement) 

Item Amount 
($ million) 

Weight 
(%) 

Nominal 
Cost  
(%) 

Real 
Cost  
(%) 

Weighted 
Cost 
(%) 

ADB loan (OCR and ADF) 2.8   83.6 10.0 2.8 2.3 
Government contribution 0.2     7.8   0.0 (6.5) (0.5) 
CEB contribution 0.3     8.6 10.0 2.8 0.2 
 Total 3.3 100.0   2.1 

( ) = negative, ADB = Asian Development Bank, ADF = Asian Development Fund, CEB = Ceylon Electricity 
Board, OCR = ordinary capital resources. 
Source: Asian Development Bank staff estimates. 

 
Table 5: Weighted Average Cost of Capital for Distribution Subproject 

(Strengthening of Distribution System In Uva Province) 

Item Amount 
($ million) 

Weight 
(%) 

Nominal 
Cost  
(%) 

Real 
Cost  
(%) 

Weighted 
Cost 
(%) 

ADB loan (OCR and ADF) 1.7   62.5 10.0 2.8 1.8 
Government contribution 0.1     3.1   0.0 (6.5) (0.0) 
CEB contribution 0.9   34.4 10.0 2.8 1.0 
 Total 2.7 100.0   2.7 

( ) = negative, ADB = Asian Development Bank, ADF = Asian Development Fund, CEB = Ceylon Electricity 
Board, OCR = ordinary capital resources. 
Source: Asian Development Bank staff estimates. 

 
Table 6: Weighted Average Cost of Capital for Aggregate Project 

Item Amount 
($ million) 

Weight 
(%) 

Nominal 
Cost  
(%) 

Real 
Cost  
(%) 

Weighted 
Cost 
(%) 

ADB loan (OCR and ADF)   94.9   76.5 9.0 1.9 1.4 
Government contribution   19.3   15.6 0.0 (6.5) (1.0) 
CEB contribution     9.8     7.9 10.0 2.8 0.2 
 Total 124.0 100.0   0.6 

( ) = negative, ADB = Asian Development Bank, ADF = Asian Development Fund, CEB = Ceylon Electricity 
Board, OCR = ordinary capital resources. 
Source: Asian Development Bank staff estimates. 
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D. Financial Internal Rate of Return Calculation 
 
7. Incremental cash flows attributable to the proposed investments were estimated based 
on the methodology and assumptions described in paragraphs 1-4. Table 7 shows the 
subproject FIRRs. The overall FIRR to CEB is 10.8%. In general, transmission subproject 
FIRRs exceed the subproject WACC, whereas distribution subproject FIRRs are either slightly 
above the WACC (Ampara rural electrification subproject) or below WACC (distribution reliability 
improvement subproject and strengthening of distribution system In Uva Province subproject). 
However, the latter subprojects focus on improving network reliability and security, specifically 
reducing the likelihood of events that have a low probability of occurring but impose a high 
economic cost when they do. As such, it is not appropriate to judge the financial viability of 
these subprojects in isolation from other network expansion and augmentation. Therefore, the 
overall project is deemed financially viable even though the FIRRs for two of the distribution 
subprojects are less than the WACC.  
 

Table 7: Financial Internal Rate of Return Results 

Subproject     
FIRR 

(%) 

Transmission    

  T1. New Galle grid substation and related 132 kV transmission line    9.3 

  T2. Northeast grid substations and 132 kV transmission lines  12.4 

Distribution    

  D1. Ampara rural electrification     1.2 

  D2. Reliability and loss reduction   ... 

  D4. Uva network strengthening     0.0 

Aggregate Transmission and Distribution     10.8 

… = not calculable, FIRR = financial internal rate of return, kV = kilovolt. 
Source: Asian Development Bank staff estimates. 

 
E. Risk Assessment and Sensitivity Analyses 
 
8. External risks. The risk of regulatory or tariff revision for the subprojects is moderate. 
The analysis assumes that the government will allow the Public Utilities Commission to 
implement the planned tariff reform, thereby providing CEB with enough revenue to cover its 
operating costs and eventually its investment costs. Volume (i.e., demand) risk is minimal as the 
demand forecast this analysis is based on is considered conservative as it was significantly 
reduced by CEB in late 2008. The nature of the investments and the widespread support for 
expansion of the power system minimize the political risk.  
 
9. Project-specific risks. Financial risks at subproject level include (i) increases in the 
price of civil works and equipment, (ii) delays in project implementation, and (iii) failure to have 
access to necessary counterpart funds. These risks are considered low overall. Cost estimates 
for the transmission subprojects were checked against CEB’s most recent tender prices to verify 
that unit rates were reasonable. However, loose international monetary policy presents the risk 
of inflation affecting the prices of equipment procured under the project. Advanced procurement 
will shorten the time between loan effectiveness and disbursement. CEB’s implementation 
capacity is proven, and turnkey contracting will be used for the transmission subprojects. 
Counterpart funding is minimal and mostly takes the form of exemption of taxes and duties, and 
in-kind contribution.  
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10. Sensitivity analyses. Analyses were carried out to examine the sensitivity of the FIRR 
to adverse changes in key variables. The variables considered for the sensitivity analyses were 
a 10% increase in capital costs, a 10% increase in operation and maintenance costs, a 10% 
increase in the cost of supply, and no tariff increases. Table 8 shows that the financial 
performance of the overall project is robust for the scenarios tested, with the FIRR exceeding 
the aggregate WACC of 0.6% in all cases. On this basis, the investment is considered 
financially viable and offers acceptable returns under the most likely scenarios. 

 
Table 8: Sensitivity Analysis for Aggregate Project 

Sensitivity Parameter     Variation FIRR Switching Value 

        (%) (%)  (%) 

 Base case    10.8  

1 Project capital costs   +10 10.1   –19.3 

2 Benefits   –10   8.8       6.5 

3 Cost of supply   +20   8.5   –11.1 

4 Operation and maintenance   +20 10.7 –262.8 

5 Commissioning delayed   1 year   9.7  

6 Combined (1, 2, 3, 4, 5)         4.6   
FIRR = financial internal rate of return. 
Source: Asian Development Bank staff estimates.   

 
 




