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Section 1 Overview

10 Overview

Awarded 1n March 1995 the aim of the United States Agency for International Development (USAID)
sponsored Regulatory Reform and Energy Sector Restructuring in Central and Eastern Europe and the
Baltics Project 1s to provide technical and advisory services, traiming and research in the areas of a)
regulatory reform, b) energy sector restructuring and c) independent power and policy development
The project 1s being carried out by Bechtel International Inc , together with 1ts team of subcontractors
Arthur Andersen LLP, National Economic Research Associates (N/E/R/A) Pierce Atwood Gaffney
Cline and Associates, Long, Aldridge and Norman, and International Development Planners The
team was selected by competitive bidding to perform the services of this contract for USAID

Work on this contract began immediately following award and eleven programs were approved and
begun during the first year of the contract Much of this work continued into the second and third
years, building on the accomplishments and lessons learned 1n the first two years To continue to meet
the overall goals of the project and USAID’s strategic objectives the workplans were refined and
adjusted throughout the project This allowed the project to continually meet the dynamic conditions
and needs 1n the countries of Central and Eastern Europe and the Baltics Brief program descriptions
and accomplishments for the last year are highlighted in Table 1 2

Because of the work under way in key country programs, USAID requested a proposal from the
Bechtel team mn late 1997 which would cover additional time, level of effort and cost for the overall
contract Based on this proposal and Bechtel s response, the contract was awarded a nine-month
extension with an increased level of effort and value in January 1998 With this extension, the project
will now conclude on December 31 1998 instead of the ornginal contract termination date of March
31 1998 Therefore the final project close-out report will be 1ssued mn early 1999 and work will
continue through this calendar year

New programs started during the third vear of the project include

1) Placement of a resident Advisor to the Latvian Energy Regulatory Council and Ministry of
Economy

2) Tanff Implementation Assistance to the Lithuaman Pricing Commuission and the placement
of a resident advisor to the Pricing Commission

3) Energy Sector Strategy and Energy Law Development Assistance to Bulgara

4) CEE/NIS Energy Regulatory Conferences and Exchanges

In addition to new programs the project completed programs in several countries The following
programs were completed during the 1997 - 1998 time period

1) Electric Sector Business Unit Performance Management Assistance in Bulgaria
2) Regulatory Organizational Development in the Czech Republic

3) Regulatory Advice and Assistance to the Hungarnan Energy Office

4) Downstream Petroleum Sector Restructuring in Romania

5) Technical Assistance to the Romanian National Agency for Mineral Resources

EASTERN EUROPE REGIONAL ENERGY EFFICIENCY PROJECT - ANNUAL REPORT (Apni 1997 — April 1998) 1



Section 1 Overview

11 Project Strategic Objectives

The primary goal of the Eastern European Regional Energy Efficiency Project is to develop a more
economically sound and environmentally sustainable energy sector The project 1s also working
within the energy sector to increase the transfer of state-owned assets to the private sector and
accelerate the development and growth of private enterprises These objectives will 1n turn, foster the
emergence of a competitive, market-oriented economy in which the majority of the economic

resources are privately owned and managed A number of supporting targets are also part of the greater
objective and mclude

m  Development of policy and mnstitutional framework for more efficient and rational energy
production, use private investment in energy companies, and improved technologies

m Strengthening intra-regional cooperation 1n energy and stimulating the development of new
energy supply arrangements that integrate Eastern Europe with Western Europe and
international markets

m Enhancement of the coordnation of assistance among the European Community, the World
Bank and the International Energy Agency to avoid duplication of efforts and to leverage
Iimited US resources

m Assistance in establishing a business environment which supports private sector growth

® Promoting sustainable use of natural resources

Helping to put mto place laws and legal institutions which support democratic and market-
oriented values

During the project (1995 - 1998), the project team worked closely with USAID 1n the development and
implementation of the strategic objectives for the programs, develop measurable targets and indicators
and helped the Agency monitor the results of the work bemng done 1mn the region

EASTERN EUROPE REGIONAL ENERGY EFFICIENCY PROJECT ANNUAL REPORT (April 1997 - April 1998) 2



Section 1 Overview

Table 1 1 shows the countries 1n which we are working and their key strategic objectives

Table 1 1 Country/Strategic Objective Matrix

Country //ENI |13 Accelerated development and 15 A more economically sound and
Objective egrowth of private enterprises environmentally sustainable energy
system
Bulgana IR 133 Key laws policies and

regulations foster competition and
private sector growth

Hungary IR 11 & 12 Effective regulatory body 1n
place, Improved efficiency of production
and delivery

Latvia IR 15 1 Promulgation of energy

standards, policies and legislation that
supports restructuring and an energy
efficient commercial market

Lithuama IR 131 2 Energy Prices set to reflect
actual economic costs
Poland IR 2 Improved long term provision of
energy services supports a market
economy
Regional IR 15 5 Expanded Regional and
International Energy Trade and
Integration of Energy Systems with
Western Europe
Romania

IR 3 Improved profit oriented investment

12 Workplan and Project Tasks

The third year work plan and proposed activities for the project were developed durning the course of
the second year of the project by the Project team and Jacqueline De Rosa Contracting Officer s
Technical Representative (COTR) USAID The following 1s a summary of the activities proposed 1n
the third year work plan and indication of their subsequent approval/status

Program Title

Status
Energy Sector Strategy and Energy Law Development Approved and 1n progress
Assistance to Bulgana
EASTERN EUROPE REGIONAL ENERGY EFFICIENCY PROJECT ANNUAL REPORT (Apnil 1997 — April 1998) 3




Section 1

Overview

Taniff Implementation Plan for the Lithuaman, Pricing
Commussion including a resident advisor to the Commuission

Regulatory and Tariff Methodology Assistance to the
Latvia Energy Regulatory Council and the Government of
Latvia including the placement of a resident advisor to the

ERC and GoL

CENTREL Regtonal Regulatory Exchanges Workshop

Phase II Implementation of the Study of Long-Term
Options for Restructuring the Power Sector in Romania

Approved and 1n progress

Approved and 1n progress

Approved and 1n progress

Revised SoW under revie

Table 1 presents a brief summary of the accomplishments of each major task undertaken in the program
during the first, second and third years of the contract and the sigmificant accomplishments for each

program to date

14 Table 1 2 - Summary of Tasks and Accomplishments

Task

Accomplishments To Date

Significant Related
Actions

Energy Law Development
Assistance to the Bulgarian
Commuttee of Energy

¢ Reviewed and drafted
recommendations for changes to
the draft Energy Law

o A draft Energy Law 1s under
review by the Bulgarian
Parhament

Electricity and Coal Prices
and Tanffs Study for Bosnia-
Herzegovina

» Conducted research and data
gathering work 1n early 1997

» Completed the final report i July
1997

* Review of report and 1ts

recommendations 1s still
underway

Regulatory Advice and
Assistance to the Hungarian
Energy Office

o Initial Operational Code approved
* Tender gmdelines circulated

e Assistance In privatization tenders
licenses, and legal 1ssues

¢ Competition Study

¢ Competitive tenders 1ssued for

e Licenses are 1ssued or

¢ GoH EU Harmonization

500 MW +/- 200 MW of new
capacity

transferred to new owners by the
HEO

committee makes
recommendations

Tanff Methodology and Legal
Assistance to the Latvian

Energy Regulatory Council
(ERC)

e Final methodology report 1ssued to
USAID and the ERC in March
1997

¢ Placement of a resident advisor to

e The Government of Latvia 1s

e The ERC used the methodology

preparing for the privatization of
Its energy sector assets

worh with the ERC and GoL developed under the report to
develop therr tanffs
EASTERN EUROPE REGIONAL ENERGY EFFICIENCY PROJECT - ANNUAL REPORT (Apnl 1997 — Aprit 1998) 4
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Pricing Methodology
Assistance to the Lithuanian
Pricing Commuission &
Technical Assistance on
Accounts Recervable at the

Lithuanian Power Company
(LPC)

» Assisted the Lithuanian Energy
Institute 1n the development of heat,
gas and electricity tariff
methodologies

o [ssued reports and procedures on
correcting the Account Receivable
problems at the LPC

e Provided mput on the database
design for the Accounts Recervable
function and training on Oracle
databases

e The methodologies were
approved by the GoL mn late
1996

® The Pricing Commission was
formally established by
Presidential Decree 1in December
1996

o Taniffs recommended by the
NCC approved by the
Government 1in 1997

Regulatory Organizational
Development Training and
Advice to the Government of
Poland

¢ Continued advice to the Ministry of
Industry and Trade and the Seym on
secondary legislation and
mmplementation of the Energy Law

o Assisted the ERO 1n the
development of their organization
and staffing plan

o The Energy Law was signed into
law 1n May 1997 and took effect
n June 1997

¢ The Energy Regulatory Office
(ERO) officially opened in
December 1997

Privatization Program for the
Polish Distribution
Companies

o Privatization Conference held
March 3, 1998

o Draft Privatization Manual Issued

s Restructuring Seminar, November
1997

¢ A new Government was elected
in the fall 0f 1997, s0a
Privatization approach 1s still
undecided

Downstream Petroleum
Sector Restructuring in
Romania

¢ Rationalization and Critical
Investment Summary Report -
Volume I and Volume II were
1ssued to USAID, The World Bank
and the Romanian Counterpart team
in 1997

¢ 3 refineries to be rationalized
and one to be sold (Petromedia)
as part of the Government s
rationalization plan

Study of Long-Term Options
for Restructuring the Power
Sector in Romania

» Phase [ Options Report tssued April
1, 1996

¢ Phase [ Extension Supplemental
Analysis of Issues Paper 1ssued 1n
March 1997

e Target Structure Proposal paper
1ssued 1n

¢ RENEL restructuring plan
drafted and submuitted to
Parliament for approval in early
1997

EASTERN EURCPE REGIONAL ENERGY EFFICIENCY PROJECT ANNUAL REPORT (April 1997 — April 1998) 5
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Technical Assistance to the
Romanian National Agency
for Mineral Resources

o Petroleum regulation specialist,
Bechtel, worhed with NAMR staff
on the development of technical
regulations for the operation under
the approved regulatory framework

¢ Procured and nstalled the
equipment for the National
Geological Database

¢ The Romaman Government
ratsed excise sale taxes on
gasoline and diesel

CENTREL Regional
Regulatory Assistance
Program

* Preliminary discussion paper on
CENTREL Regional Electric
Regulatory Issues 1ssued September
1997

e Two CENTREL Regional
Roundtable Forums were held for
munistry/regulatory and utility
representatives 1n Warsaw in
September 1997 (organized by
Electrotek) and in Prague 1n January
1998 (organized by Bechtel)

e Planning 1s underway for third
CENTREL Regional Roundtable
Forum and third Regulators meeting
in Bratislava in May 1998

# Poland, Czech Republic, and
Hungary included 1n first group
of EU accession countries
Slovakia in second

o EU Electricity Directive 1ssued,
providing strong ncentives for
power sector liberalization

e Success of Hungarian power
sector privatization provides
positive example to other
CENTREL countries

e CENTREL Council appointed
working group to investigate
electricity market harmonization

EASTERN EUROPE REGIONAL ENERGY EFFICIENCY PROJECT ANNUAL REPORT (April 1997 ~ Apnit 1998) 6



Section 2 Bosnia-Herzegovina

20 Bosnia-Herzegovina

21 Program Description and Sector Overview

Bosnia and Herzegovina 1s divided into two entities - the Federation of Bosnia and Herzegovina
(referred to as the Federation) and Republika Srpska (RS) The Mimstry of Energy Mining and

Industry administers the power sector for the Federation This function 1s performed by the Ministry
of Energy in RS

All coal and electricity enterpnises are state-owned The Federation 1s served by Elektroprnivreda
Bosnia and Herzegovina (EPBiH) and by Elektroprivreda Hrvatske Zajednice Heceg-Bosne (EP
Mostar) RS is served by Elektroprivreda Republike Srpske (ERS) EPBiH was also the name of the
utility that supplied electricity to all of Bosnia and Herzegovina before the war

EP Mostar 1s supplied entirely by hydroelectricity, while EPB1H and ERS are mixed hydro-thermal
systems Each of the latter have two thermal power plants supplied by domestic brown coal and/or
hgmite  The ERS thermal plants have dedicated mines, power plant and mine operations are
integrated  Because of the integrated operation, with no formal transactions between mines and
plants there 1s no direct economic regulation of coal or ligmte prices in the RS Separate mining

enterprises supply EPB1H plants with coal and lignite with prices regulated by the Mimstry of
Energy, Mining and Industry

The Ministry of Energy, Mining and Industry maintains retail electricity pricing jurisdiction 1n the
Federation, however, 1t appears that in practice, EP Mostar operates under a separate regulatory
structure The Ministry of Energy of RS controls retail electricity pricing in RS

The objective of the Bechtel performed study was to support the energy price reform objectives of the
Memorandum of Understanding between the Government of the United States and the Government of
the Federation of Bosmia-Herzegovina This was 1n association with the rehabilitation of Units #5

and #6 of the Kakanj Thermal Plant and upgrading of the Vrtiste Surface Coal Mine Specifically the
objectives were to

. Provide support for the adjustment of the coal and electricity prices to reflect their true cost
of production
¢  Provide support for the deregulation of coal prices and the regulation of electricity prices

through a transparent decision making process protecting the interests of all consumers of
electricity, consistent with social stability and environmental protection

The technical assistance covered the review of the current level of electricity and coal prices, the
current levels of production costs of electricity and coal, the relationship between coal and electricity
prices, the methods used to establish electricity prices for the various customer groups and the
mstitutional processes used to adjust electricity tariffs and coal prices

EASTERN EUROPE REGIONAL ENERGY EFFICIENCY PROJECT ANNUAL REPORT (April 1997 — April 1998) 7



Section 2 Bosnia-Herzegovina

22 Program Status

The Bechtel team made two trips to Bosnia and Herzegovina (B&H) during 1997 to collect data and
make site visits, and later to discuss the draft report with Ministries and operating enterprises Team
members visited all four major coal power plants and coal mines supplying power plants Tuzla
power plant and Tuzla mmes Kakanj power plant and Middle Bosnia mines Ugljevik power plant
and a dedicated coal mine and Gacko power plant and a dedicated coal mine Tuzla and Kakan; are

located 1n the Federation of B&H while Ugljevik and Gacko are located 1n Republika Srpska, Serbian
entity of B&H

The team members also had a number of meetings with local utilities, coal mining companies, the
Mining Institute in Tuzla, and with the Ministries for Industry, Energy and Mining mn both entities
The working group to monitor the study was formed by the Minustry 1n the Federation of B&H

The team members also had a number of meetings with international agencies, banks and
organizations to collect and exchange information, and to facilitate coordination among several
ongoing or planned studies in the energy sector The coordination was orgamized with the
representatives from EBRD World Bank International Management Group (IMG), Overseas
Development Agency (ODA) - UK and Price Waterhouse

The work on the study was finalized and the final report was submitted in September 1997

23 Results to Date
The conclusions drawn from the study were

. The cost of coal 1n Bosma and Herzegovina 1s high and, while 1t may be a cost-effective
resource for domestic power production, 1t 1s not competitive on the world market

. The regulated coal price in the Federation 1s inadequate to cover the costs and generate
reasonable profit for any of the Federation mines evaluated

J The incremental mvestment and operating cost from all rehabilitation projects considered 1s
between 8 and 13 P/kWh It 1s not likely that long-term arrangements for power exports can
be made 1f power 1s priced at this level

o If depreciation and profit on existing assets are considered 1n addition to mncremental cost
the total cost of electricity from the proposed rehabilitation projects 1s from 10 to 16
Pf/kWh

. Retail tanffs are inadequate for EPB1H and ERS to support the cost of electricity generated
from these rehabilitation projects

. In the long term the use of imported natural gas and coal should be given consideration 1in

power resource development strategy and rehabilitation options should be considered on the
same basis as new plant options

EASTERN EUROPE REGIONAL ENERGY EFFICIENCY PROJECT ANNUAL REPORT (Apri 1997 — Apni 1898) 8



Section 2 Bosnia-Herzegovina

24 Key Issues

This task was designed to constitute the first step of price reform assistance Additional steps for
possible assistance are to

o Facilitate the creation of a temporary inter-ministerial Tariff Seting Commttee that would
include munistries concerned with energy, economic and finance matters This commuittee
would have the authority to set electricity tariffs and settle payment disputes between the
national electricity company and coal enterprises, until such a time as a permanent public
utility regulatory authorty 1s established and the price of coal 1s decontrolled and set by
market forces

e  Provide the services of tanff specialists who can advise the Tariff Setting Commuttee on
cost allocation methods transfer pricing, tanff setting, contractual methods between
electricity compames and coal suppliers and their customers and developing a schedule for
adjusting electricity tariffs and freeing coal prices to bring both 1n line with their production
costs, giving due consideration to social stability mn the country

e  Montor electricity and coal mine companies’ receipts to identify the effect of increased
revenues to these entities

e  Draft legislation to create an independent regulatory body to replace the Tanff Setting
Commuttee

25 Final Year Activities
No additional activities planned during the final year

EASTERN EUROPE REGIONAL ENERGY EFFICIENCY PROJECT - ANNUAL REPORT (Apni 1997 - April 1998) 9



Section 3 Bulgarna

30 Bulgana

31 Program Description and Sector Overview

Our project s ability to work n Bulgania in 1997-98 was adversely affected by the sweeping changes
that took place within the Bulgarian Government and the Bulganan Committee of Energy ( ‘CoE”)
In February 1997, Mrs Ivanka Dilovska, Deputy Mimster, with whom our project had been working
closely and effectively left the CoE Supervision of the power sector passed to Georgt Stoilov 1n his
newly appointed capacity of Minister of Energy and Energy Resources but Mr Stoilov was replaced
following a general election in April  Similar changes took place at the National Electric Company
(‘NEK™) the most recent being a change of sentor management in November 1997 At present
supervision of the energy sector 1s vested with the CoE under the chairmanship of Ivan Shiliashk:

In the spring of 1997 we attempted to implement a program of technical assistance that would
support the CoE’s efforts to commercialize operations at the Maritza East thermal power plant
complex This program was mnitially suggested by Mrs Dilovska prior to her departure from the CoE
and was approved by Mr Stoilov during his brief term 1n office In the wake of the general election
and the further restructuring of the Mimstry/CoE, this proposed project was never undertaken
Similarly, we proposed a continuation of the tariff work that had begun during Mrs Dilovska’s term
mn office, but there was no support for this activity erther

No project activities were undertaken in Bulgaria between April and October 1997 In October our
project was asked by the CoE to provide assistance with the development of energy legislation The
CoE and 1ts various predecessors, had been working on an energy law for many months, but there
was not yet a draft that could be presented to Parliament During the last months of 1997 our project
worked closely with CoE’s to develop a draft energy law that would reflect the basic principle that
market forces rather than governmental dictate, should guide the development of Bulgaria’s power

sector A key element of that development 1s the establishment of an independent regulatory
authority

In addition to working directly with CoE in the preparation of this legislation, Bechtel Consulting
made presentations to the Parliamentary Commussion on Energy and Energy Resources, at a Seminar
hosted by the Black Sea Regional Energy Center and in private meetings with various deputy
munisters and key staff members These presentations outlined general principles for reform of the

energy sector that would meamingfully assist the Bulgarian government 1n attracting investment for
needed refurbishment and new construction

Although many throughout the Bulgarian government saw the merits of our approach as consistent
with Bulgaria s overall objective of restructuring the power sector to achieve market-oriented
development the management of the CoE took a more protectionist stance Adamantly opposed to
the creation of an independent regulatory authority — or to any mechanism that would weaken the
CoE s control over sectoral transactions — the CoE developed 1ts own legislation in January 1998
This legislation while focusing upon meeting the mimmum standards of the EU, falls far short of
encouraging free-market operations within the context of independent regulatory oversight Bechtel

EASTERN EUROPE REGIONAL ENERGY EFFICIENCY PROJECT ANNUAL REPORT (Aprit 1997 - April 1998) 10



Section 3 Bulgana

Consulting was asked to comment upon the proposed legislation and did so with the view that the law
must be re-written to mandate meamngful reform by explicitly separating utility operations from
governmental control CoE dismussed these comments

Subsequently, USAID adopted the strategy of working with the nternational donor community — the
World Bank, the International Monetary Fund the European Bank for Reconstruction and
Development — to encourage the Bulgarian government that needed reforms, such as those which our
advice on an energy law reflected, must be implemented Further work 1n Bulgana 1s 1n large part
dependent upon the success of that strategy

32 Program Status

Our mitial support of the CoE s development of energy legislation was concluded i March 1998
CoE s draft legislation 1s 1n the process of being presented to the Bulganan Parliament and no further
work 1n this area 1s expected until there 1s a willingness on the CoE’s part to make changes to the law
that are directed toward market-oriented reforms

While USAID’s strategy with respect to further work in Bulgana 1s bemng discussed we hope to
maintain our contacts i Bulgarna, to assess the possibilities of providing assistance to Bulgarna s

National Electric Company and to coordinate with USEA and other contractors and, as appropriate,
assist with their tasks in the region

33 Results to Date

The CoE was presented with draft energy legislation and constructive criticism about the kind of
legislation that 1s needed to effect essential reforms and attract foreign investment

34 Key Issues

The key issue 1n mmplementing meaningful sectoral reform in Bulgaria 1s whether or not the
government, through the CoE, can maintain 1ts absolute control over utility operations Our
assessment of CoE’s management 1s that this 1ssue which creates an impasse for future assistance, 1s
based upon a sound understanding of the basis for reform and a decision to reject reform in favor of
retaimng the command-and-control system

Bulgana 1s in need of funds for rehabilitation of existing generation and other facilities, various
international mvestors have made overtures to the CoE to provide undisclosed funds in exchange for
undisclosed returns on those investments It 1s unclear that these private overtures reflect sincere
business arrangements or that the results will benefit the development of the power sector Our
position 1s that such transactions must be more transparent 1n nature n order to foster the competitive

environment 1n which the sector can develop to the profit of the Bulgarian economy as well as select
individuals

Bulgana continues to use the 1ssue of closing Kozolduy Umts 1-4 as a bargaining chip in broader
negotiations for support of the power and other sectors Kozolduy complex produces approximately
45 per cent of Bulgaria s power and cannot be shut down without the guarantee of reliable

EASTERN EUROPE REGIONAL ENERGY EFFICIENCY PROJECT ANNUAL REPORT (April 1997 — April 1998) 11



Section 3 Bulgarnia

alternatives The development of competitive generation companies will ensure that there are
reliable, commercially viable and environmentally responsible alternatives to those elements of the
nuclear complex at Kozolduy that should be closed This option 1s preferable to selective

refurbishment of existing plants in the absence of a long-term strategy for energy development in
Bulgara

Over the longer-term Bulgana will be a zone of receipt and transit for additional volumes of natural
gas from various sources throughout the former Soviet Union  Although Bulgarna s so-called

strategic” vision 1s short-sighted and focused upon near-term plant rehabilitation and labor questions
with respect to Bulgana’s hignite mines there 1s hittle apparent attention paid to the role that natural
gas may play n the long-term future of Bulgaria s energy supply, including power generation

35 Fimnal Year Acfivities

The need for a contmuation of activities in Bulgaria 1s currently a subject of discussion within
USAID Options for future work range from discontmmuation of activities through working directly

for NEK on a pre-privatization oriented task to assisting the CoE in therr implementation of a
meaningful reform strategy

EASTERN EUROPE REGIONAL ENERGY EFFICIENCY PROJECT ANNUAL REPORT (Apnil 1997 — Apnit 1998) 12



Section 4 Czech Republic

40 The Czech Republic

41 Project Description and Sector Overview

The Regulatory Reform Assistance to the Czech Republic provided assistance 1n a two-step program
The Bechtel team conducted a Seminar on regulation 1n the energy sector in October 1995 The
purpose of this effort was to provide sessions covering the legal and regulatory framework for the
energy sector mn the United States and the potential for similar systems in the Czech Republic
Experts 1n energy law regulation utility pricing, revenue requirements, project financing and policy
framework 1n the United States traveled to Prague for the Semunar from October 10 -12, 1995 The
Seminar, which was attended by over 80 Czech Mimstry officials, staff, and energy industry
representatives and was highly praised as mformative and productive The Seminar informed
representatives of the Czech energy sector of the principles and experience of regulation 1n the
United States, with specific advice regarding effective regulatory structures and procedures

Following this Seminar, the Bechtel team developed a terms of reference for additional assistance to
the Czech Ministry 1n this area This assistance was designed to build on the Seminar and provide
assistance to the Czech Mimistry of Industry and Trade (MolT) in the areas of regulatory
organizational development training, tanff setting and revenue requirements, and cost analysis
traiming legislative and legal advice and regulatory experience information exchange via a study
tour to the United States to meet with US regulators and industry experts

The overall goals of the USAID regulatory assistance in the area of energy regulatory reform and
restructuring 1n the Czech Republic were to (1) structure a capability to implement the country’s
basic energy law, Act 222 and, more generally, to structure a sound regulatory agency for the energy
sector, and (2) advance market development and privatization of the energy industry

42 Program Status

The Czech assistance program ended 1n June 1997 with the closing of the USAID Mission in Prague
and the graduation of the Czech Republic from USAID assistance 1n September 1997 The Czech
Republic continued to be included in regional programs, such as those scheduled for the CENTREL
countries (Czech Republic Hungary Poland and Slovakia) in 1997 and 1998

43 Results to Date

The Mimstrv of Industry and Trade (“MolT™) sought and was provided assistance in drafting
proposed amendments to Act 222 to facilitate regulatory development, and clanfy the scope of
regulation and advance competition 1n the energy sector The project team lawyers worked with
local counterpart lawyers and Ministry personnel to resolve key questions and issues such as the
authorization and scope of regulation generally marketer and broker participation in the sector
import and export regulation and related 1ssues The Minstry of Industry and Trade reviewed the
drafts and submitted their recommended changes to Act 222 but no progress has been made to date

EASTERN EUROPE REGIONAL ENERGY EFFICIENCY PROJECT ANNUAL REPORT {Apni 1997 - Apnl 1998) 13



Section 4 Czech Republic

44 Key Issues

The Czech Republic has been slow and cautious in moving to privatize 1ts energy sector or to make
other changes 1n the status quo, post Act 222 The success of 1ts economy 1n other areas has reduced
the perception 1n the Government of the immediate need for energy regulatory reform or
restructuring  The Ministry of Industry and Trade (MoIT) understands that Act 222 needs
clanification and amendments to provide a solid basis for secondary legislation and implementing
regulation and to be brought into harmony with the European Union (EU) directives However 1n
1997 the Czech economy took a decided downturn CEZ the once most-profitable company mn the

Czech Republic 1s suffering due to slow rise 1n electricity prices Perhaps this change will cite
some moves toward reform during the next few years

45 Final Year Activities

The project wrapped up 1ts bilateral assistance in June 1997 No additional work will be done under
this contract The Czech Republic will be included 1n the regional programs
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Section 5 Hungary

50 Hungary

51 Program Description and Sector Overview

The purpose of the Regulatory Reform Assistance to the Hungarian Energy Office program 1s to
advise the new Hungarian Energy Office (HEO) n the development of regulatory methodologies and
processes and 1n establishing an organizational structure to carry out the responsibilities of this

authornty as provided m the Electric Energy Law established 1n 1994 (Act XLVIII of 1994, hereafter
called the “Law™)

Technical assistance was provided to the HEO to assist in the establishment of a viable regulatory
body to license and regulate the production transmission and distribution of electric energy and to
assure that customer demands are efficiently met at minimum cost  With USAID’s consent, the
Bechtel team also procured shipped and installed basic computer hardware and software at the HEO
and provided information management support in conjunction with the procurement To accomplish

the objectives outlined above, this program, which concluded on 31 March 1998, included the
following tasks

1) Support the development of an Operational Code to facilitate integration of the Hungarian
system 1nto the CENTREL and UCPTE gnids

2) Advise the HEO on the development of processes for new capacity tendering and power
plant licensing

3) Provide legal advice and support to the HEO

4) Conduct a Tanff Workshop

5) Adwvise the HEO on the development of a management iformation system and provide
selected hardware and software

6) Public Hearing Process According to the law, the Hungarian Energy Office 1s mandated
to conduct a variety of consumer protection activities  The Bechtel team advised on a

new Public Hearing decree and process which was proposed to the Government n early
1996

7) Acquaint the HEO with regulatory methods and procedures in the USA

8) Standards of Performance Guidelines The Hungarnan Energy Office has the
responsibility of developing the guidelines to establish the technical standards of
electricity supply to ensure the customer 1s properly served The regulator therefore,
needs to establish a method for collecting and evaluating customer data on the quality of
electricity supplied This part of the program 1s providing advice to the HEO on
developing business conduct rules to ensure customer satisfaction with rehability of
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electricity service and for establishing standards of performance and measurement
techniques to assess performance against these standards

9) Enhance the HEO s ability to review and approve demand and capacity forecasts

10) Acquaint the HEO with methodologies and procedures of power sector operation
management and regulation as practiced throughout the world

11) Assist the HEO with 1ts program of institutional development to ensure sustainability of
1ts operations And,

12) Advise the HEO on 1ssues of Competition and Restructuring such that its management
could exercise 1ts influence upon the EU harmonization effort and use that work as a
vehicle for Hungary s adoption of market-oriented reforms

52 Program Status

All project activities were concluded on or before 18 February 1998 The activities undertaken
during the year 1997-98 1n support of each task are as follows

1) OPERATIONAL CODE

Objective.
Support the HEO 1n 1ts efforts to review and comment on operational regulations and codes,

as they are being developed 1n order to facilitate integration of the Hungarian system mto the
CENTREL and UCPTE gnds

Accomplishments 1n 1997-98

e Preparation of second code revision (Advice on this revision was provided through the
conclusion of project activities on 18 February 1998 )

2) ADVICE ON PROCESS FOR NEW CAPACITY TENDERING/POWER PLANT LICENSING

Objective
Support the development of guidelines and procedures for new capacity tendering and for
granting and approving licenses for new power generating facilities

Accomplishments m 1997-98

e HEO adoption of model guidelines for new capacity, self-use and direct sales
e HEO adoption of process for implementing licensee ownership transfer

¢ HEO adoption of gumidelines to limit monopoly ownership

e MVM issued competitive tenders for new capacity
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3) PROVIDE LEGAL ADVICE AND SUPPORT TO HEO

Throughout the project, Pierce Atwood provided legal advisory services, integral to Tasks 2
and 12 along with other aspects of the project, to the HEO on an ad hoc basis In addition
Dr Enka Nemeth a Hungaran attorney, worked on-site with the HEO on a regular basis,
under terms of a sub-contract with Pierce Atwood

4y TARIFF WORKSHOP (Task completed 1n 1995 - no activities during the reporting period )

Objective
Provide information to HEO management and sentor staff on taniff methodologies and
strategies

5) INFORMATION MANAGEMENT ADVICE

Objective
Assist the HEO 1n performing 1ts new regulatory function by providing needed hardware and
software as well as advice on the development of a management information system

Accomplishments 1n 1997-98

Purchased and 1nstalled infrastructure for office automation (completed in 1996)
Provided basic tramning to network administrators - 1e HEO s energy information
department

Established a strategy for improving management information as 1t apphes to the HEQ
regulatory functions

Conducted an eight-day mformation management workshop in Budapest

Completed the analysis of the HEO licensing workflows and information requirements
Installed and configured the Califorma Energy Commussion s Compliance Tracking
System software

Implemented a high prionty software acquisition program to provide a database
management system

6) PUBLIC HEARING PROCESS (Tash completed in 1996, no activities during the reporting
period )

Objective
Draft a decree on the public hearing process that could be proposed by HEO to the Hungarian
Government

7) MEETINGS WITH US REGULATORY AGENCIES

Objective
Acquaint the HEO with regulatory methods and procedures n the USA such that they may
adapt applicable features thereof to their work within Hungary
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Accomplishments in 1997-98
o Meeting with Massachusetts Department of Energy (January 1998)
e Meeting with Oregon Public Utilities Commussion (early 1997)

9) DEMAND AND CAPACITY FORECAST REQUIREMENTS

Objective.
To enhance the HEO s ability to review and approve demand and capacity forecasts that will
be developed by supply companies

Accomplishments 1n 1997-98
o Concluded a pilot study with Demasz, estimated statistically valid relationships to project
future demand using a hybrnid techmque relying on historical data on consumption

e Study tour to Massachusetts (January 1998) to visit the New England Electric Pool also
various officers of the Massachusetts Department of Energy

10) INTERNATIONAL WORKSHOPS AND CONFERENCES

Objectives

Acquamnt the HEO with methodologies and procedures of power sector operation
management and regulation as practiced throughout the world such that they may adapt
applicable features thereof to their work within the Hungary power sector

Accomplishments 1n 1997-98
e UNIPEDE-Congress, Montreal, Switzerland (May 97)

11) INSTITUTIONAL DEVELOPMENT

Objectives
To enhance the regulatory competence of the HEO by adding qualified personnel
commensurate with the HEO s increasing responsibilities and work load

Accomplishments

In the course of the USAID assistance the HEO added competent legal staff, mcluding those
who were trained by and who worked with US attorneys under the program Conversations
were held with senior HEO staff regarding further staff recruitment efforts, and 1t 1s felt that
the comparatively low salaries of Government civil service employees most hampers this
effort In that regard, many conversations during the assistance program with Ministry and
Parliament emphasized the need for increased and independent HEO funding
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12) COMPETITIVE MODEL & RESTRUCTURING STUDY

Objective

Assist the HEO m exercising 1ts influence upon the EU harmomzation effort such that this
work can become a broader vehicle for Hungary s adoption of market-oriented reforms and
full integration mnto the European power grids

Accomplishments 1n 1997-98

o Study papers on (a) ownership 1ssues, (b) trading arrangements, (c) regulatory 1ssues (d)
financial 1ssues, (e) transitional 1ssues and (f) operational 1ssues were prepared and have
been incorporated by reference and 1n part within HEO papers and presentations

53 Results to Date

Prior to the adoption of an Electricity Act — and, therefore, the establishment of the HEO - the
Hungarian government was unsuccessful in 1its attempt at selling some of its electricity assets n
1993  After the establishment of the HEO another attempt at privatization was considerably more
successful This round of privatization which occurred during the fall of 1995 resulted 1n the sale
of 18 8 percent of MOL — Hungary’s imtegrated oil and natural gas company — to international
mnvestors for US$153-million additionally, five regional gas distribution compames were sold for
US$461-mullion In the electricity sector, US$1 3-billion was generated by the sale of minortv
interests 1n six electricity distribution companies and two power plants  This success reflected not
only an increasing market interest m the Hunganan energy sector, but an interest that 1s encouraged
by the reassuring presence of the HEO and the stabilizing influence of 1ts regulatory functions

Competition 1n market entry for the supply of new generating capacity can be accomphished 1n one
of three ways under the current legal framework The first approach 1s through competitive bidding
for the supply of new or refurbished capacity through the Establishment Plan process required by the
Electricity Act One of the ways by which USAID project team has assisted this process was in
assisting HEO with the development of a competitive bidding process for the supply of new power
generation capacity An mmportant outcome of this assistance was that in October 1997 the first
round of a tender by MVM using HEO s guidelines, produced 89 bids from 30 bidders for 2000

MW of new capacity (this capacity was subsequently reduced 1n the second round of bidding to 500
MW +/- 200 MW)

Building upon the foundation of this success, the next steps quite clearly include proactive measures
of environmental protecion Hungary 1s eager to join the European Commumty and the HEO,
among other agencies and commissions of the Hungarian Government, is carefully studying the
means by which Hungaran business and environmental practices must be harmonized with those
employed by their neighbors in the west In that proactive analysis, we are assured that
environmental protection 1s an essential part of the broad political and socio-economic changes that
have brought Hungarv to the forefront of restructuring in Central Europe
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The HEO has been active in helping the Government of Hungary understand what 1t must do to meet
EU requirements and understanding its options for change 1n the future The HEO despite the lack
of legal and formal power has proactively taken an aggressive position m advancing the public
mnterest and nfluencing the government Currently for example, the content of long-term purchase
and sale contracts among generators, distributors and the MVM are being reviewed The HEO has
properly shown great concern about locking into long-term deals without any escape Our USAID-
funded work has advised the HEO on approaches to risk of change 1n Purchase Power Agreements
and concluded work 1n February by providing further advice regarding the long-term contracts being
entered-1nto at this ime

Perhaps the Government of Hungary’s greatest success has been 1n establishing a fair imdependent
and knowledgeable licensing department 1in the HEO  Since 1ts inception, HEO has 1ssued many
licenses of high sophistication and all pursuant to the letter of the law The Bechtel/USAID team has
worked closely with the HEO 1n this area giving detailed advice, other countries could lean a great
deal by examining the content of these 1ssued licenses Some of this work was linked with existing
and new capacity 1ssues In that licensing 1s a necessary component to entry for a new investor For
example we worked with the HEO on facilitating the successful resolution of many complex and
legal 1ssues surrounding the Tenneco investment at Dunafer

Lastly, an area in which the HEO 1s probably more advanced than any other Central or Eastern
European nation 1s what can be called “process” The HEO 1s higher on the learning curve as to
how a good regulator should go about 1ts business It has made this progress largely because of the
creativity, intelligence and determination of 1ts leaders Throughout 1ts experiences 1n having to
implement the law and regulation, the HEO has learned important lessons from which other
countries, just embarking on their development of a similar system could take with them This
sharing of lessons learned certainly 1s a step that will support the achievement of USAID’s
objectives The Hungarian energy sector 1s moving ahead and assuming its responsibilities for
supporting the prospering of a market-based economy Private ownership 1s encouraged by law and
mnstitutional action 1 ways that will not be reversed Energy efficiency and environmental
sustamability are recognized as achievable targets and priorities for energy sector participants

54 Key issues

The HEO 1s without a doubt the most competent and respected energy regulatory body in Central
and Eastern Europe However, 1t 1s still not independent, and 1s subject to both political and
bureaucratic pressures from the Mimstry to whom 1t reports Its funding 1s not reliable as it must
depend on year to year budget approval by the Ministry And there 1s a growing need to recruit and
train young, new staff who can be groomed to rise through its ranks to leadership positions when the
current leaders retire or move on
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Therefore we would like to conclude this program of assistance with the following
recommendations

e The HEO should be granted the independence envisioned in its enabling legislation Its
decisions including electricity tariffs should be given the force of Government regulation
reviewed by the courts and Parliament rather than by a government Ministry Its President
should serve for a set term, and be removed only for specified causes

¢ Funding the HEO should be provided by a rehable source independent of the national budget,
such as a small added fee to energy rates or fees paid annually by licensed energy enterprises
The mncreased and rehiable funding should be dedicated to operations of the HEO and to a

concerted recruitment effort, which will need to be coupled with the authonty to pay its staff
salaries above the civil service rates

HEO s achievements, reflecting its capabilities to analyze issues and regulate judiciously and
effectively, are generally acknowledged and the HEO has established a commendable nternational
reputation as a responsible arbiter of the public interest With the implementation of these
recommendations HEO will become an even stronger example to the rest of the economies in

transition that sustamnable growth in the energy sector 1s ensured by the pro-active involvement of a
competent, independent and professional energy regulator

55 Final Year Activities

Work under this program was completed in February 1998 with the conclusion of the February 18,
1998 close-out meeting As with the Czech Republic Hungary will be a key player 1n the regional
work being done under this project and will stay involved on that basis
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6 0 Latvia

61 Program Description and Sector Overview

The Energy Regulatory Council (ERC) was formed 1n July 1996 to regulate electrnicity and natural
gas They also regulate district-heating prices in Riga Outside Riga they have responsibility for
determining the methodology for setting district-heating prices, which are the responsibility of
municipalities  This project will provide the ERC assistance 1n energy facility licensing 1ssues and
assistance 1n the development of tariff methodologies for electricity, gas and heat

The overall goals of USAID regulatory assistance i the area of energy regulatory reform and
restructuring 1n Latvia are to 1) aid 1n the development of an energy sector 1n Latvia that 1s capable
of providing rehiable, fair and economucally priced electric, gas and heat energy service so to 2)
effectively privatize the sector

Latvia has one vertically integrated electricity monopoly, Latvenergo, and one vertically integrated
gas company, Latvyjas Gaze Plans are underway to privatize both entities

Given this structure, strong regulatory oversight i1s requuired Workplan objectives concentrate on (1)
advising the newly formed Energy Regulation Council, its Chairman and the Energy Department of
the Mmistry of Economy in the development of regulatory methodologies and processes as
prescribed 1n the Law on Regulation of Entrepreneurship Activities in Energy Industries passed in
September 1995, (2) developing tariffs and hicenses, and (3) promote commercialization and
privatization of the state-owned enterprise  Specific assistance focuses on the development of
primary and supplemental legislative acts and regulations for the scope of regulation, tanffs and
pricing, review of existing and proposed tariff methodologies for gas, development of methodologies
for setting electricity prices and tariffs, development of supplemental legislative acts and regulations
for licensing of energy enterprises, and training Energy Regulatory Council staff

62 Program Status

Under the current Workplan, substantial, concrete assistance has been delivered to the Energy
Regulation Council (ERC) on tanff methodologies for electricity and gas and with respect to related
tariff structure and data identification 1ssues This part of the work was essentially completed 1n the

fall of 1997 Additional follow-up and short-term questions were answered during the last few
months

The legal work on the Umbrella Energy law was intermittent during the year, with the team
responding to questions and needs put forward by the Ministry of Economy and their advisors

In February Bechtel hired a resident advisor to work with the ERC on the implementation of taniffs,
licensing and other 1ssues surrounding the pending privatization of Latvia s energy assets
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63 Results to Date

The second draft of an Energy Pricing Methodology report had been completed at the time of the last
annual report That methodology provided for dividing all energy costs mto those which are
controlled by the enterprises (primarily labor, material and investment-related costs) and those which
are not (primarily fuel and imported electricity) The first category 1s to regulate under a revenue cap
and the latter 1s to be passed through to consumers

The final report was delivered in June 1997 without significant changes from the draft We
conducted additional staff traiming at that ime A leadership change at ERC m May and plans to
create a “super-regulatory” body that included telecommunications and transport was accompanied
by delayed decisions m the later part of 1997 However, the methodology has been accepted in
principle by the ERC and they have begun to implement the methodology in actual tanff
recommendations  Assistance has been requested to achieve full implementation, as discussed more
fully 1n Section 5 below

A search was conducted for a Resident Advisor to the ERC Candidates were interviewed and
evaluated Dr Charles Zimmerman an economuist with a background in tariff analysis in NIS

countries was selected for this position He was introduced to the ERC 1n February 1998 and began
work 1n March

64 Keylssues

Communications was 1dentified as the key difficulty during the vear Language and the introduction
of new technical terms combined to make to 1t difficult to provide an acceptable translation of the
final report While this problem 1s common to most countries covered by this contract, it 1s judged
to be more severe mn Latvia It 1s clear that future work will require sigmficant support for
translation and nterpretation combmed with tramming i fundamental economics for ERC staff
These factors have been factored into plans for future work Our Resident Advisor s prior residence

in Riga, his understanding of the culture and of rudimentary Latvian should also be helpful in
addressing this issue

6 5 Final Year Activities

An outhne of additional activities to be conducted by, or in support of, the Resident Advisor has
agreed upon The additional activities are

Task 1--Tanffs

The task will build on this foundation and permit the ERC to implement specific methodologies for
setting electricity, district heat and natural gas taniffs to complete tariff design for the sector, and to
administer the tariff-setting process

Task 2--Legislation and Regulation

The new work would involve further support on primary legislation and secondary
legislation/regulation
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70 Lithuania

71 Program Description and Sector Overview

Following the June 1995 signing of the European treaty Lithuama, and other Baltic states, became
associated members of the European Umon (EU) This requured restructuring of their economies
mcluding the energy sector to be in hine with the EU requirements For the energy sector it means

market Iiberalization, transparency of pricing, security of supply and the application of safety and
environmental standards

According to the Energy Law passed m 1995 and revised i 1997, the Mmstry of Economy
regulates energy activities representing the interests of the state Other energy regulatory 1nstitutions
are the State Energy Inspection the State Nuclear Power Safety Inspection, and the National Control
Commussion for Energy Prices and Energy Activites (NCC) The State Nuclear Power Safety
Inspection 1s monitoring the operation of the Ignalina nuclear power plant (NPP) ensuring that it 1s 1n
full compliance with the Lithuaman and international safety regulations The tasks of the State
Energy Inspection are licensing of energy activities and supervision over energy equipment to ensure
reliable efficient and safe supply and utilization of energy resources NCC s main objectives are to
set energy pricing principles, and to implement energy policy goals 1n the control of energy activities
NCC's responsibility 1s to determine tanff calculation principles, and to approve the tanff
calculations Strengthening the NCC's capabilities was the major focus of the USAID sponsored
energy regulatory assistance in Lithuama during the last year

Restructuring of the energy sector also requires mstitutional and legal changes Assistance 1n drafting
the Energy Regulation Law was provided by the EU PHARE Program The Lithuanian experts will
review the draft proposals and the revised draft will be provided to the Parhament Under the current
draft proposal, the State Energv Inspection would merge with the NCC, thus making NCC

responsible for 1ssuing licenses, fix and control energy prices for the regulated energy utilities and
control performance standards

The Lithuanian Government started to implement a broad program of restructuring and privatization
of the restructured industries However, the energy sector 1s still dominated by vertically integrated
monopolies Electricity 1s supplhied by the Lithuaman Power Company (LPC) controlling
transmussion distribution and part of the generation facilities Ignalina NPP producing about 80% of
the Lithuaman electricity consumption, 1s organized as a separate government company Vilnius and
Kaunas combined heat and power (CHP) plants are owned by mumnicipalities (ownership was
transferred from the central government during 1997) LPC buys power from Ignalina NPP and CHP
plants and resells 1t to final customers The Lithuaman district heating sector 1s more decentralized,
even before the ownership transfer of big CHP unmits with mumcipalities and industrial customers
owning part of the network and heat generation units The gas sector 1s dominated by one vertically
integrated company “Lithuanmian Gas’, purchasing gas from Russia and distributing 1t to the final
customers Affiliates of the Lithuaman Gas also control the production of gas equipment,
transportation of gas, operation of gas network, and distribution of gas However according to the
third party access rule a private company may also enter the market buving gas from Russia and
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reselling 1t to Lithuamian Gas, or using the Lithuaman Gas network to sell 1t directly to final
customers The Lithuaman petroleum industry 1s fully deregulated with refineries, o1l pipeline oil
harbors and distribution network operated by different companies and suppliers

Energy compamnies also own facilities not related to their core activities as a legacy of the past system
During the restructuring process separation of these activities from the energy compames 1s
proceeding as a preparation for future privatization

72 Program Status

Part of the third year work was to finalize projects started during the first two years, and summarized
in three tasks 1) advise the National Control Commussion of Prices for Energy Resources and of
Energy Activities, on pricing regulatory and organizational issues, 2) provide assistance to the
Lithuaman Power Company 1n organizing an effective accounts receivable system and 3) to provide
Oracle data base development assistance and training to the Power Company accounting staff

The next phase of assistance that was agreed upon and imtiated m 1997 1s the Tarff Implementation
Project This project 1s designed to support the analytical component of the design and
implementation of taniffs within the regulatory framework While 1in the near term, 1t 1s anticipated
that the significant portions of the energy subsectors will remain monopolies in need of regulation
major goals of the project are to ensure that energy prices reflect the actual economic cost, to make
the tariff process transparent, and to lay the groundwork for introduction of more competition into the
Lithuanian energy sector The new Resident Advisor Jim Strangways, will conduct the primary
implementation of this phase

The Tanff Implementation Project 1s proceeding on the cost of service study Another part of this
project was a one day presentation to the Parhament of Lithuamia on Energy Restructuring and
Energy Pricing Reform topics since successful implementation of the energy restructuring imitiatives
will now depend on effective and timely communication with customers and legislators This
presentation was prepared as a joint effort of USAID, EU and World Learming Inc The presentations,
and the following discussion covered current energy sector and pricing reforms m Lithuama the
impact the reforms will have on the economy and the privatization process analysis of the
international experience 1n restructuring energy utilities, and the potential social implications of the
restructuring process

73 Results to Date

The final part of the ORACLE accounting system assistance, which was primarily executed 1n
previous years, was training in use of the system The training was performed for the LPC staff from
all the district utilittes and included five Oracle development courses with three training sessions per
each course Each session was for the 8 LPC staff for a total of 24 tramnees for each course The
training was performed by Information Technologies, the ORACLE licensed distributor for
Lithuanmia and was finalized in December 1997
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At the beginning of 1997 the temporary energy regulatory commussion was dissolved and the new
permanent National Control Commussion for Energy Prices and Energy Activities (NCC) was
established NCC was formed following the USAID/Bechtel recommendations and bases 1ts work on
the energy pricing methodologies defined through joint work of the Lithuaman and US experts By
mud year the Commussion gamed more responsibilities and full independence i making pricing
decisions 1n the energy sector

The Lithuanian government made the decision to separate the electric utility and district heating
operations This separation 1s seen as a major step 1n restructuring of the energy sector It will enable
transparent accounting procedures rationalization, and streamiming of both operations, reduction of
potential cross-subsidies from electricity to heating thus moving energy companies closer to
privatization and private investments

During the last part of the year, a number of training and exchange visits were organized to allow
Lithuanian experts to broaden therr knowledge and understanding of restructuring and tariff
development and setting procedures Two NCC members visited the US and participated 1n
workshops, and visited various regulatory, utility and energy orgamzations The chairman of NCC
participated 1n a hands-on workshop on restructuring and pricing held in Florida Four NCC staff
members, ncluding Vice-Charrman Sidzikauskas participated in a joint workshop for all newly
formed energy regulatory commuissions in NIS and Eastern and Central European countries was
organized by USAID/USEA 1n Budapest in November 1997

74 Key Issues

The energy sector in Lithuania 1s still facing major challenges as accounts receivable are high,
utilities are facing a lack of funds for maintenance and upgrades of the systems, the electric utility has
an excess of production capacity with uncertainty mn future sales and some of the 1ssues facing the
prolonged operation of nuclear units are still open Adding to the problems 1s the lack of information
available regarding the financial accounting of Ignalina NPP (the nuclear power plant) which impedes
work on tariff rationalization As responsibilities of the Commission grow increased work 1s
required 1n strengthening 1ts capabilities and responsibilities The Commuission 1s already in the
position to have a significant impact on the future development and progress of the pricing and
restructuring work 1n the Lithuanian energy sector

75 Final Year Activities

During the next vear, the work will continue with the regulatory Commussion on the Tanff
Implementation Project and to provide broad assistance to the Lithuanian energy sector by placing a
resident long-term energy advisor m Lithuania The resident advisor will work closely with the
Commussion, will be able to address a broad spectrum of questions facing the Commission and make
recommendations on restructuring and development issues of the energy sector
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80 Poland

81 Program Description and Sector Overview

This section reports on the third year s activities and results for the Bechtel-USAID ‘Regulatory
Reform and Energy Sector Restructuring Project in Poland This Project was mitiated 1n July 1995
to continue and expand upon earlier USAID-funded work undertaken during 1993-95 It has been a

principal component of the Energy Sector Restructuring, Privatization and Regulatory Program
started by the Government of Poland (GOP) in 1991

The GOP Program 1s aimed at assuring Polish consumers long-term security of energy supplies at

economically reasonable prices, while promoting the long-term financial viability of the energy
sector This 1s to be achieved through

e creation of a market environment for enterprise competition in all productive sectors that are not
"natural monopolies”,

e establishing a transparent and efficient regulatory system (including new tanff setting
methodologies) for "natural monopolies” such as certain electricity distribution services,

e economic rationalization of prices and elimination of subsidies to the extent possible,

e commercialization and ultimate privatization of state owned enterprises in order to upgrade
management and corporate behavior as well as to attract private nvestment capital for
rehabilitation, modernization and development of the energy sector

Significant technical assistance for the energy sector of Poland has been provided under bilateral and
multilateral agreements During 1ts five-year existence, it was an important task of the Energy
Restructuring Group (ERG) to coordinate the international effort and to establish a discussion
platform for different solutions proposed to Polish beneficiaries

The ERG was established n late 1992 and completed its formal operations m mid-1997 although
some carryover activity has continued The ERG provided foreign and Polish expertise within and
across the subsectors of the energy industry participated in the drafting of several new laws and was
mnstrumental n shaping State energy policies that will affect the Polish energy industry and its

customers Funding for the ERG was provided by USAID, European Union-PHARE and the United
Kingdom Know How Fund

To assist the GOP 1n accomplishing the ambitious transitions shown above the USAID Project has
been providing further technical assistance and training support to the Polish power sector, with an
emphasis on electricity sector privatization energy legislation and policy development, and
regulatory authority development and implementation The focus of this Project 1s on the power
industrv but 1ts success depends on the overall progress of energy sector reform and especially the
successful establishment of the legal and regulatory framework
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The USAID Project 1s mtended to elevate Poland's ability to attract foreign and domestic investment
and thereby to achieve substantive improvements 1n the efficiency and effectiveness of the energy
sector and pave the way for a commercially viable customer oriented, and ultimately privatized
industry to succeed in a competitive environment To do this within the overall USAID Strategic
Objectives 1 1--Privatization of State-Owned Enterprises, and 1 3--Private Sector Development 1s
Stimulated at the Firm Level the Project has had the following overall objectives

e Creation of the legal and regulatory framework for the energy industry through the link with the

ERG and 1n cooperation with other international programs that assist the GOP and the power, gas
and district heating industries,

¢ Introduction of advanced methods of taniff-setting under the new regulatory system, and practical
implementation of tanffs by the electricity distribution companies,

e Further restructuring of the power sector mto economically viable and competitive companies,
with an emphasis upon the distribution sector (including three demonstration projects and a
generating company pilot project),

e Preparation for the ultimate privatization of electricity distribution companies by development of
practical guidelines on planning and operations and through training of managers 1n organization
development and good business practices

82 Program Status

Progress 1n regulatory reform and energy sector restructuring 1s continuing to be made although the
pace continues to lag expectations Passage of the Energy Law has been a prerequisite for
meanmngful privatization of, and investment in the energy sector That major step has been taken the
new law went nto effect in June, 1997, following nearly four years of preparation The political
consequences of the Law are not minor Progress of reform 1s being impeded by social opposition to
labor layoffs resulting from cost saving strategies of commercialized compames (this 1s not limited to
the energy sector, m March, 1998 there was a major demonstration by labor union members from the
Ursus tractor factory agamnst the removal of state subsidies and customs barriers, and the lack of pay
increases and job security guarantees 1n the nearly-bankrupt business) Another impediment 1s the
low level of social acceptance of energy price mcreases necessary to reach economic levels

Within the GOP a major organizational revision at the beginning of 1997 resulted in new Ministries,
with attendant start-up problems (the Ministry of Industry and Trade, which was the principal agency
for the energy sector was replaced by the Mimstry of National Economy, with entirely new senior
officials) The Parliamentary election in October 1997 produced a new governing coalition that has
an orientation toward dispersion of governmental control and operations away from the center, with
potentially significant consequences for implementation and revisions of the Energy Law In the
meantime the electricity natural gas and district heating industries have been functionming at lower
levels of efficiency and higher levels of cost than necessary and the required rehabilitation and
environmental funding 1s not available
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The following facts mark the progress of the reforms by the beginning of 1998

In the Legal Framework

e The Energy Law cleared Parhament in substantially the same form as sought by the ‘former
GOP The law was drafted and negotiated with the continuing assistance of the ERG and this
Project Assumptions and drafts for the basic secondary legislation, needed to flesh out the
Energy Law were 1ssued beginning m Fall 1997 and are under close review agamst a deadline
for adoption of June 1998, although at this wnting there are revisions to the primary legislation
under discussion 1n the Parliament The outcome of these discussions 1s not predictable The
Project has ongoing involvement with the secondary legislation and ordinances needed to
implement the Law, and 1s commenting on the potential revisions as well

e The “Energy Policy Gudelines for Poland Until the Year 2010” document, which 1s the basic
planning resource for the energy sector was prepared in the ERG under the Bechtel-USAID
Project and adopted 1n 1996 A biennial revision 1s due later this year

e The GOP “White Book” on “Demonopolization and Privatization of the Polish Power Sector ”
with significant contributions from ERG and this Project, was accepted by the GOP 1n September
1996 as the official policy regarding further steps toward sector privatization With the change in
the GOP 1n late 1997 the current status of this policy 1s unclear

In the Power Sector Restructuring

¢ All power distribution enterprises have been transformed into jomnt stock companies, wholly
owned by the State Treasury, as the first step towards privatization,

o The process of internal restructuring 1s being continued Many enterprises have divested their
non-core activities mto separate subsidiaries or sold non-productive assets,

¢ A bulk power tanff has been mtroduced However, tariffs for final electricity consumers are still
being set by the Mimster of Finance Prices for households are still uniform throughout the
country and still are below their economic level Prices for industnal customers have been shghtly
diversified This does not allow proper functioning of the bulk power tariff

To reach the objectives described above, this Project was reviewed m September, 1996 for the
appropriateness of the imtial work plan Scope and emphasis revisions were made to reflect the
current situation, and the Project was reorganized into three principal tasks, with supporting activities
summarized below In addition the Project s scope and duration came under review during much of

1997, leading to an 1ncrease 1n total level of effort and an extension of time from the end of March,
1998 to the end of 1998

Task1l Long Term Advisor

To provide the continuity needed to carry out this Project 1n an era of change in Poland, the project
relocated an American expatriate long term advisor Chris Turner, and paired him with Polish expert
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counterparts and staff support in September 1995 Under this Task, regular involvement with GOP
Mimstries and with the energy sector enterprises occurs both on a day-to-day basis and in more
formal meetings and working sessions Coordination 1s carried out among Project Tasks and with
other energy sector efforts particularly during 1997 with the ERG, the World Bank-ESMAP project
to implement the Energy Regulatory Office (ERO) under the Energy Law, and those that also involve
USAID support As detailed below, the focus of the Project 1s shifting to the Energy Regulatory
Office and the principal areas of cooperation are with the ERO and with other assistance providers

Task 2 Regulatorv Orgamzation Development and Implementation

The Project Team 1s participating fully in the implementation of the Polish Energy Regulatorv Office
Near term, the team 1s assisting the GOP 1n the development and justification of secondary legislation
and regulations The long term US advisor in Poland and his Polish counterparts and outside experts
advise the GOP and assist in the development of the ERO

Task 3 Privatization Preparation for Energy Enterprises

This Task has focused on working closely with three Polish distribution companies and one
generating company as pilot enterprises for the restructuring of the electricity mdustry into
commercially viable, customer oriented and ultimately privatized firms The long term US advisor 1n
Poland and his Polish counterparts coordinated inter- and intra-sector assistance activities, including
the interaction among the regulatory, generation, transmission distribution and independent power
production interests Project subcontractor Arthur Andersen Polska of Warsaw was the primary
consultant for the privatization and restructuring activities, which are virtually completed as of March
1998

83 Results to Date

Although the industry-level progress continues to be a function of the social, political and economic
environment, the USAID Project has accomplished several meaningful results by focusing on specific
opportunities

Energy sector training has continued A special gas-sector program was delivered in June to both
regional and headquarters managers of the vertically mtegrated gas company, which faces both
restructuring and competition 1n the near future The program concentrated on the lessons and
opportunities from the recent US restructuring At the request of the Mistry of Economy’s
Department of Energy and Environment, a two-day seminar, “Energy Markets Operation in the USA
and Poland Experiences and Problems of Implementing the Market Solutions in the Power and Gas
Sectors’ was delivered to Ministry and other GOP participants by a Bechtel-led team that mncluded
US, Spanish and Polish experts

In November, a roll-out’ conference and seminar were delivered to executives and planning
managers of the electricity distribution companies These involved the ongoing internal restructuring
strategic planning and process reengineering activities at the Torun electricity distribution company
The principal benefit for attendees was in improving their understanding of the steps that are involved
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1n preparing the organization (and 1n particular its middle managers) for the changes that come from
adoption of more modern business practices

Also roll-out” of the results and the processes used 1n the four enterprise privatization preparation
analyses was the subject of a major conference in Warsaw 1 March 1998 The process of
determining the enterprise privatization strategies and their valuations was described 1n detail for
senior executives whose companies are likely to be part of the privatization of the sub-sectors

Nearly 150 executives and GOP officials attended the conference which was a joint effort of the
Bechtel team and of Arthur Andersen Polska

In the political arena the Project has maintained continuing involvement with the GOP 1n advancing
the Energy Law and 1n supporting sector reform Project consultant Mirek Duda has been a principal
advisor to the GOP throughout the drafting, justification, negotiations and revisions of the Energy
Law and the secondary legislation needed to implement the Law He also has been mstrumental 1n
efforts to present information about and explanations of the law and 1ts implementation to a vanety of
Polish audiences, including major customers and key personnel from enterprises that will be
regulated under the law  Also, Chnis Turner and Mirek Duda have provided briefings to interested
foreign-based parties including many potential investors/developers looking into the Polish situation

and to the Energy Commuttee of the American Chamber of Commerce in Poland, whose members
need ways to present their positions to the GOP in the Energy Law discussions

These ongoing activities help to prepare the ground in anticipation of full implementation of the
Energy Law and the further commercialization and ultumate privatization of the energy enterprises

84 Keylssues

Implementation of the Energy Law over a two-year period from June 1997 has proven to be a
challenging process The Project 1s focused on the operational framework that will permit further
progress toward transparent and appropriately limited regulation of the energy industry and that will
encourage commercial behavior and privatization Successful implementation of the ERO will
require a well-conceived program with maximum Polish involvement Attraction and retention of

top-level Polish expertise to the ERO remamns a problem, as does a slow startup due to budget
constraints

For the enterprises, a key 1ssue continues to be the extent to which their employees are on board” for
the changes that will come from privatization Some enterpnses, such as the Rybnik Generating
Company and the Gliwice distribution company, have carried out extensive programs of employee
familiarization and appear to have significant support, other enterprises may face strong opposition
Also the privatization policies of the GOP for the energy sector are not clear, and the continuing
delays are signaling a lack of political will to get the job done
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85 Final Year Activities

Extension of the Project through the end of 1998 was predicated mamly on the provision of
significant assistance to the Energy Regulatory Office Given the promulgation of the Energy Law
on June 5 1997 the major implementation milestones for the ERO are

e December, 1997 “Opening’ of the ERO for business albeit at a very basic and beginning stage,
e June 1998 Completion of the secondary legislation process

e December, 1998 Issuance of the over-1000 licenses for existing (and any new) energy
enterprises,

e December 1999 Expected transfer of the price regulation functions and responsibilities from the
Ministry of Finance to the ERO

A Suppeort to the ERO for Information Management Systems

The main purpose of this effort 1s to help the ERO design and implement automated systems to

collect and manage the information 1t needs to carry out its regulatory mission The work will include
helping the ERO

¢ 1dentify information management requirements for each department,

e determine how information will flow among ERO departments and between ERO and external
entities,

e develop functional specifications for the computer systems and software necessary to meet its
information needs

¢ 1mplement data management systems for key regulatory functions

The objective 1s to help the ERO develop a well-mtegrated approach to managing mmformation from
the beginning as the agency 1s organizing itself and becoming operational The ERO must have such
a system to function effectively particularly considening 1ts mandate to complete the licensing of
approximately 1 000 energy enterprises before the end of 1998 Our assistance to the ERO on this
task will build upon Bechtel’s recent similar work with the Hungarian Energy Office

B Support te the ERO Licensing Department

Licenses are crucial for effective operation of the sector They 1dentify who can participate, the terms

of participation, and the duration The licenses establish the authority of the regulatory body A
properly established license process

e Demonstrates the mtention to have open transparent and non politicized system by which parties
can enter the energy sector

e Bulds investor confidence
Facilitates non-utility private sector energy projects, and
e Facilitates privatization of the state-owned utility sector
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The Project s consultants will work with the ERO to develop draft licenses and licensing procedures
and standards begmning in March 1998 and continuing at a high level of involvement through the
middle of the year This will enable the ERO to allow for the energy companies to apply for licenses
1n the third and fourth quarters of 1998 Then licensing support will continue through the Project s
end first to complete the mitial 1ssuance process, then to focus on licenses to new entrants amending
licenses for transfer of ownership beginming the comphance/enforcement processes and for other
reasons as condittons change

C Support to the ERO Tariff Department

US and Polish advisors based in Warsaw will work with the ERO staff to advise on electric district
heating, and gas pricing matters The advisors will continue to expose the staff to new energy pricing
policies tramn the ERO on pricing techniques currently being used i competitive energy markets in
the US, UK and other countries, and assist the ERO 1n analyzing tariffs for gas, electricity and
district heating The advisors while specializing in energy pricing, will assist with technical
assistance on all tasks related to the energy regulatory program

D Support for ERO Traimning

In keeping with the priorities established 1n the Energy Law for ERO implementation, and m view of
the available time period the focus of the USAID training effort will be in the licensing and tanff
areas 1n conjunction with the wide range of other assistance to those critical departments detailed
above In both areas, emphasis will be placed on pragmatic experience-based traming rather than
general and conceptual programs that, while often useful, do not relate well to the near-term needs of
the ERO headquarters and regional staff

During 1998, the bulk of the USAID tramning will consist of seminars and workshops 1 the ERO
itself with an mnitial program scheduled for May There 1s a potential for attendance by some of the
ERO staff at a USA-based longer program (two weeks 1s likely) later in the year 1if staff 1s available
After the imitial licensing of existing enterprises there 1s an opportunity for expanded training outside

Warsaw This may involve study tours to e g the UK and the Scandinavian countries under the
auspices of other donor agencies

E Looking Ahead

During the two-year period for implementation of the Energy Law, the distribution companies will
need to have considerable assistance in learning to ‘cope” with regulation, on the one hand and with
commercial behavior on the other Neither concept 1s well known among the operating managers of
the enterprises This assistance along with the ongoing support for the ERO through tanff
development tramning and consultation on regulatory policies and practices would constitute the
‘long term adwvisor ongoing support for the Polish energy industry beyond the Project s current
expiration date of December 31 1998
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90 Romania

91 Program Description and Sector Overview

The project effort in Romania 1s charactenzed by 1ts diversity Three sectors are involved the o1l and
gas upstream sector the downstream petroleum refiming and petrochemical sector and the power
sector These in turn deal with regulatory reform, energy sector restructuring and privatization
The tasks undertaken are Downstream Petroleum Sector Restructuring Study of Long-Term Options
for Restructuring the Power Sector and Technical Assistance to the National Agency for Mineral
Resources the regulatorv agency dealing with the 01l and gas upstream sector

The government of Romania decided 1n 1995 that fundamental reforms to the power sector, one of
the most important sectors of the Romaman economy, 1s an integral part of 1ts transition to a market
economv The Studv of Options for the Long-Term Structure of the Power Sector funded by
USAID was seen by the Government of Romamia (GOR) as providing the basis for action for the
sector s transformation to a market economy The objective of the study 1s to assist GOR 1n selecting
the structural option that will come closest to achieving 1ts policy objectives and 1n defining the legal
and regulatory framework most appropriate for implementation of that option Phase I of the study
concentrates on 1dentification of a set of restructuring options and associated regulatory and legal
framework while Phase II will focus on developing a detailed implementation plan for the preferred
option selected by the GOR Presently, the GOR controls the sector and there 1s no profit incentive

With no competition there 1s little mcentive to improve efficiency of the sector Without transparent
and objective regulation there can be little certainty regarding return on mvestment or other basic
requirements of business These factors make 1t difficult to attract private capital Fundamental
changes are required to promote a competitive environment for the generation of electricity These
changes can be achieved 1n varying degrees by restructuring the sector and identifying and selecting
a viable option to do so 1s the thrust of this study

The o1l and gas upstream and downstream sectors are also in need of significant restructuring based
on farr and equitable regulatory systems to encourage and promote competition, new capital and
private investment The GOR 1s actively pursuing this goal and 1n December 1995, passed a new
national Petroleum Law, which became effective on March 27, 1996 Two projects have been
undertaken under the Contract to promote both sector s restructuring and development of new
regulatory systems

Romania s downstream petroleum sector 1s riddled with distortions caused by central planning and
regulation Romanian consumers pay above-market prices for refined products, Romanian o1l
producers take low prices for their o1l and the GOR 1s being deprived of an mmportant source of tax
revenues available in most countries These distortions serve to prop up an inefficient sector that 1s
burdened by structural over-capacity and excessive employment and that is operated using
management practices that deplete value To cure these problems fundamental and radical change
will be necessary The government s involvement 1n the sector needs to be relaxed, prices must be
permitted to respond to market conditions and capacity and employment must be rationalized Only
then can the sector be restored to profitability and become able to generate investment capital, and
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use 1t productively  These are the matters that were addressed in the Romanian Downstream
Petroleum Sector Restructuring Project

A new government was elected in November 1996 and 1s more reform minded than the old
government It has taken action to begin privatization or lhiquidation of the excess refineries
Meanwhile the National O1] Company structure remains mn place complicating the situation Unless
some specific action 1s taken 1n the near term, the refineries will have a very difficult time importing
the necessary crude to meet next winter’s demand for heating and fuel o1l

The upstream sector one of the world s oldest o1l and gas industries suffers from a lack of
operational and capital investments, centralized monopolistic operations which are not based on
economuic criteria, antiquated technology and inefficient use of the country s dwindling o1l and gas
resources A significant infusion of capital 1s necessary to modernize current operations and expand
exploration and development of new reserves Based on the limited government resources available
to fund such activities private domestic and foreign capital must be encouraged to enter this sector

The GOR 1n, recognition of this need, 1s actively attempting to stimulate Western companies

participation in the oil and gas exploration and producing activities to bring 1n capital for new
ventures and to assist Romamian entities 1n the producing, servicing and manufacturing sub-sectors

To accomplish these goals will require a restructured sector privatization of sub-sectors, mtroduction
and access to common carriers pipelines and facilities and , most importantly, transparent oil and gas
regulations to ensure fair and equitable treatment of private companies with government agencies

The National Agency for Mineral Resources’ (NAMR) Techmical Assistance Project supports this
effort by assisting in developing and implementing o1l and gas regulations, implementation of a
National Database to encourage efficient use of o1l and gas resources and to serve as the basis for data
for promoting o1l and gas concessions offers and to implement rates and tanffs for third party access
common carrier pipelines NAMR announced the First Round Licensing offer of Romaman o1l and
gas concessions at the American Association of Petroleum Geologist annual conference in San Diego
n May 1996 Assistance in San Diego was funded by the project

The Downstream Petroleum Sector Restructuring in Romania Program

The purpose of the program was to a) create an economically and financially viable strategy for the
downstream petroleum sector which will translate nto a specific action for commercialization of the
sector and b) develop a workable privatization scheme The workplan outlined ten key tasks to be
undertaken 1n the first year of the contract The team proposed to execute these tasks along parallel

paths reflecting the natural segmentation of the industry refining, petrochemicals lubes, distribution
and retail

The primary deliverables for this project were 1) The Restructuring Strategy, which addressed the
prospects for each of the market segments based on the results of the tasks discussed above The
report then addressed the various restructuring alternatives for the industry as a whole, based on
principals of economic efficiency competition value considerations and commercial viability A
preferred strategy was recommended along with the requisite labor and corporate/organizational
changes, policy and regulatory requirements, and institutional changes
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The second part of this report the Critical Investment Report, identified and provided justification for
and priontizes the most significant mvestments for each surviving entity Major investments were
classified according to major process improvements energy efficiency improvements environmental
projects and human resource programs

The third deliverable, the Privatization Proposals, presented a detailed plan, rationale and most
appropriate modahties for the privatization of the refinery products retail marketing and service
subsector and 3-5 large refinery/petrochemical entities The report 1dentified the up-front actions

required by the Government of Romamnia to facilitate the transactions These reports were 1ssued 1n
draft form 1n 1996 and finalized 1n Fall 1997

The Study of Long Term Options for Restructuring the Power Sector

The objective of the Study of Long Term Options for Restructuring the Power Sector in Romania
program was to undertake a study of options for the long-term structure of the Romama electric
power sector, including 1ts legal and regulatory aspects The team also looked at capital formation,
commercialization and demonopolization/privatization 1n this sector The study provided a detailed
analvsis of alternative options of sector structure for consideration by the Government

¢ The main thrust of the GOR s onginal policy was to improve the efficiency and rehiability
of the sector and to meet the demand for electricity 1n the most economic manner, while
minimizing negative environmental 1mpacts Reform was to be on a progressive, phased-
11 basis

The proposed effort focused primarily on the power sector, with the heat supply system addressed
only with respect to the role of CHP facihities and the 1ssues related to cost allocation and mmpacts on
pricing The assignment was built on a review of existing studies and reports

The study was designed to be executed 1 two sequential phases Phase I This phase included (1)
the 1dentification of constramts (i) the design of potential models, and (1) the preparation of
sensitivity analysis, and (1v) the presentation of potential models and recommendations This Phase
included a detailed diagnostic and analytical phase that set out to 1dentify and evaluate restructuring
options for the electric industry Phase II 1s the implementation of and transition to the structure
chosen by the GOR based on the Phase I report

The primarv deliverables for this program are 1) the Inception Report, 2) the Options Report, which
presented and discussed the results of Phase I This report discussed the detailed assessment of the
restructuring options and the recommendations by the team regarding each option, 3) the Action Plan
Report will present the results of the Phase II tasks

The final report will be a compendium of the first three reports, plus any comments from the GOR
and the Steering Commuttee regarding the proposed action plan
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Technical Assistance to the National Agency for Mineral Resources (NAMR)

The National Agency for Mineral Resources of Romania, NAMR was formed 1n 1994 pursuant to
Government decision 417 1ssued in October 1993 1n compliance with the conditions of a loan
agreement with the World Bank The Agency 1s responsible for both regulatory and business
oversight of the upstream o1l and gas business 1n Romania 1n addition to other mineral extraction but
has limited experience 1n international business or regulatory patterns A goal 1s to develop

transparency i admnistration in both areas to facilitate productive international and domestic
investment in the mdustry to materially enhance the economy

The project funded by USAID 1s intended to help the Agency in meeting 1ts obligations 1n the o1l and
gas province by providing assistance 1n six Task areas These are
1 Implementation of a national rates and tariffs system for common carrier pipelines,

2 Developing regulations and a regulatory framework and management system for o1l and
gas exploration and producing,

L2

Train Romanian entity database operators m converting and loading current and historical
o1l and gas exploration and production data into the National Database consistent with the
system devised by NAMR and 1ts consultant

4 Purchase, deliver and 1nstall computer hardware at each entity for collecting and
delivering data to the National Database,

5 Plan and provide air fare, lodging and facilities for Petroleum Sector promotional trip to
the USA by the NAMR promotion team,

6 Provide two weeks professional bid evaluation economics and negotiating training in
Bucharest for the NAMR negotiating team

92 Program Status

The Downstream Petroleum Sector Restructuring In Romama Program

A team of petroleum industry specialists with diverse techmcal, financial and institutional expertise
completed the study This USAID funded study was conducted under the overall supervision of

Bechtel International as the prime contractor to USAID The team included the following companies
and consultants

Bechtel International Inc Arthur Andersen, LLP

InfoChem Cambridge Energy Research Associates (CERA)

Chimexim Western 1Q

IntraTech Liviu-Dan loan
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The main conclusions of the Team s work were delivered n the summary Critical Investment Report
and Rationalization Strategy in March, 1996 This Summary Report was then translated into
Romanian and distributed in May 1996 The detailed report was revised and reviewed bv the team
members, and delivered 1n draft form, to USAID and the World Bank 1n early June 1996 Following
authorization the report was distributed 1n Romama during a visit by the Team at the end of June,
1996 and finalized 1 Fall 1997

A new reform-oriented government came into office in January 1997 It has taken some action 1n the
petroleum sector, shutting down some refineries and attempting to privatize others with mixed
results The GOR has not indicated an interest in additional assistance thus, no further activity was
planned m this component of the program

The Study of Long Term Options for Restructuring the Power Sector

In March 1997 the more reform-onented goals of the new Government were being reflected in
changes to the power sector A new Chairman was appointed for RENEL, who asked for USAID /
Bechtel assistance m the form of supporting analysis of structural alternatives that RENEL now
favored, i order to assist the GOR 1n making a decision in the near future The main task was to
prepare a draft white paper (Proposal) which would be suitable for communicating the preferred
“Target Structure” to the Government and seek its approval The Target Structure was i most
respects similar to the most advanced (1 e, most competitive) structure of the Phase I report which
was Option 4, the “Competitive Market” model In June Bechtel prepared a draft outline for such a
paper and performed 1nitial calculations that illustrated the benefits of the new structure with respect
to the potential for private investment, taniff levels and other factors On 4 August 1997 RENEL a
1ssued a draft Romanian version of a Proposal which was 85-90% based on a draft provided to
RENEL by Bechtel on 25 July, 1997 After revision 1t was completed on 4 September 1997

While awarting a Government decision on the new power sector structure, in the fourth quarter of
1997 the Bechtel team also prepared a draft Electricity and Heat law and provided review and
comments on the draft Energy Law prepared by Ministry of Industry and Trade (MOIT) The team
also worked with RENEL staff at RENEL s request, to draft an Ordmnance creating an independent
regulatory authority in advance of an Energy and Heat law Representatives of the Bechtel team also
accompanied USAID during country visits and meetings with RENEL and the MOIT 1n January and
February, 1998

However despite these promising steps the Government did not make a decision on a new power
sector structure by 31 March 1998, nor did it pass an Energy Law Consequently the program still
awaits the decision of the Government regarding which option 1t will follow for restructuring the
power sector The political situation 1s somewhat unsettled as of March, 1998, which may make 1t
more difficult for the Government to move forward rapidly at this point Consequently the Bechtel
team has not yet been able to mitiate work on the originally planned Phase II
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Technical Assistance to the National Agency for Mineral Resources (NAMR)

The goal of this task was to provide techmical assistance to NAMR 1 the areas of calculating and
implementing crude o1l and natural gas tariffs for pipeline transportation This task has been substantially
completed There were 5 key activities and all were addressed in the work These key activities are listed
1n boldface and the status of each are listed in 1talics and are as follows

D)

2)

3)

4)

Provide traming m theory and application of pipehne rates and taniffs NAMR Staff have been
trained 1n said theorv and application by on-the-job training in the operation of NAMR s crude o1l
tariff models This traiming should be sustainable as NAMR Staff 1s now i the process of explaining
the taniff theory and application to interested entities In addition, Bechtel supplied a manual on
fundamental determination of transportation tariffs with specific examples related NAMR’s
responsibilities

Provide analysis, traimming and support i the utilization of the NAMR’s computer model for
rates and tariffs determinations (which 1s being developed under contract by the NAMR’s
consultant BEICIP), with loading of program mput parameters and operation of the model and
with the calculation of rates, fees, and tariffs for various applhications Bechtel staff provided
training on the crude o1l tanff model and assistance and support with the loading of new data for
determination of 1997 tanffs Tariffs were then calculated for the imported crude o1l pipeline system
and for the domestic crude o1l pipeline system Said tariffs are under consideration for adoption by
NAMR but have not yet been adopted

Establish areas of apphcability and timmng for implementation of rates and tariffs based on
economic and social impacts of the potential transmission costs increases The results of the
NAMR computer programs for crude o1l transportation tariffs do not represent large increases over
current tarnffs Bechtel and NAMR staff input 1997 cost and asset data to the respective computer
programs and found that domestic crude tariffs should be $5 43/ton and imported crude tanffs should
be $6 80/ton Domestic tanffs currently in use were very close to those calculated by the NAMR
computer program for September Thus there were no implementation issues for the domestic tariffs
The mmported tariffs represent a 25% increase from proposed September levels Bechtel staff
recommended a phase-in of the increase by equal monthly steps over the last quarter of 1997 with the
full $6 80/ton tanff formula in effect on January 1, 1998 This recommendation was under
consideration by NAMR staff

Momnitor and evaluate the application and impact of rates and tariffs and modify fee structure
and tariff levels as required NAMR and Bechtel staff found cost-based crude oil transportation fees
to be only slightly greater than the proposed September tariffs Impact of these fees should be slhight
and thus no monitoring or evaluation 1s contemplated at this time

Assist NAMR 1 preparing documents for establishing and implementing a transition strategy
for rates and tariffs application (this activity to be further defined as BEICIP’s work
progresses ) Cost-based tanffs calculated by the BEICIP computer program for domestic crude
transportation are the same as those proposed by NAMR for September Hence there no
implementation strategy 1s necessary Tariffs for transportation of imported crude were calculated to
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be approximately 25% higher than those proposed by NAMR for September Bechtel has
recommended the three-month phase-in for these tariffs with full adoption no later than January 1
1998 This transition strategy 1s under consideration by NAMR

Tash 2 was completed 1 July 1997 Pat Kelly collaborated with NAMR staff and middle
management during April through early July to review and edit the English version of o1l and gas
exploration production, pipeline and environmental regulations The database regulation was also
completed at that time except for an annex of technical nstructions, which awaited several events
including endorsement by NAMR management and coordination with another consultant retained by
the World Bank Translation into Romanian was essentially complete when the English version was
delivered to NAMR President Mihail Ianas and the USAID Mission Office n July

At the request of NAMR General Director Arkadu Hinculov, Pat Kelly worked with translator
Flormna Sora to translate Romania s 1996 Methodological Norms into technical English utilized in the
international o1l and gas business Pat relocated back to the United States in July 1997, having
completed his assignment 1n Bucharest

For Tasks 3 and 4, 1n early 1997 the NAMR asked for assistance in developing detailed regulations
governing submittals of exploration and production data by licensees Such regulations are necessary
to make sure that licensees submit the required data on a timely basis and in a format suitable for
mcorporation into the National Database

In August 1997 Bechtel completed detailed regulations and technical mstructions that specify how
and when licensees must submit E&P data to the NAMR In October Bechtel supplemented these
regulations to 1nclude data components required to calculate crude o1l transport tariffs The rates and
tariffs data regulations followed the NAMR s receipt of the pipeline tariff model from Beicip m
August

During spring 1997 the NAMR stated 1ts intention to adopt the E&P database regulations by
September 1997 so that the database project could move ahead according to the schedule 1n effect at
that time Instead, the Agency decided to delay adoption of all the database regulations until a
separate environmental component could be added (The NAMR 1s receiving advice on the
environmental data from other sources ) In September the NAMR also substantially delayed the
schedule for completing the database The NAMR had not adopted the database regulations by the
time Bechtel s assistance ended 1in December 1997

Bechtel finished 1ts work on Tasks 3 and 4 between April and December 1997 We completed
mnstallation of computer hardware and software at sites of the five entities (Atlas GIP, Foradex,
Petrom Prospectiuni and Romgaz) and at the NAMR office We continued to train and advise the
NAMR and entity staff on database-related issues In September of 1997 the NAMR again
significantly delayed 1ts target date for making the database operational, from December, 1997 to
September 1998 (Under the NAMR s ornigmal schedule, the database was to become fully
operational by December 1996) With USAID concurrence Bechtel completed 1ts support to the
database project as planned by the end of 1997
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In April and May we mstalled 18 Bechtel-provided PCs at sites of the five entities (Atlas GIP
Foradex Petrom Prospecttumi and Romgaz) and at the NAMR office Supplying these PCs was an
addition to the original scope of Task 4 The PCs are existing Bechtel-owned equipment that we
agreed to provide for the project’s use and to leave behind at the end of our contract The PCs were
required for mtial data loading We 1nstalled and configured local-area networks at each site
integrating the Bechtel PCs Sun workstations and existing PCs at the sites We provided mformal
tramning to NAMR and entity staff on using the PCs and networks

During the summer of 1997 the NAMR s computer systems, purchased under 1ts World Bank Loan
were mstalled Durning this period we completed the database regulations The computers were fully
installed and tested by September The NAMR postponed commissioning of the database from
December, 1997 to September, 1998 The Agency also indefinitely postponed adoption of the
database regulations USAID decided that Bechtel should complete 1ts support on Tasks 3 and 4 as
planned by the end of 1997 In September we provided the NAMR with data quality control
guidelines and a set of performance-oriented goals for the remainder of the database development
effort Between September and December we completed the ongoing tramning and support activities
for the NAMR and entity staff

93 Results to Date

The Downstream Petroleum Sector Restructuring In Romania Program

All deliverables under the origmal task have been completed and delivered The final version of the
Summary of Critical Investments and Recommendations Report was delivered 1n both English and
Romanmian m July, 1997 The final version of the detailed Rationalization and Critical Investment
Report was delivered 1n September, 1997

The new Government 1n place since January 1997 decided to move forward with a restructuring plan
that contained many of the elements of the Bechtel recommendations The principal difference is that
the Government 1s dealing with the facilities on a discrete basis whereas the Bechtel report
recommended a sector wide strategy and restructuring program For example, the GOR has re-
created a vertically integrated monopoly from assets currently held Accordingly some but not all, of
the objectives of the program have been achieved No further assistance was provided in 1997

The Study of Long Term Options for Restructuring the Power Sector

The project began with meetings m Romama m July 1995 The Phase I Power Options Report was
completed on March 12, 1996 Following comments from USAID the World Bank, EBRD and the
Romanian counterparts, 1t was 1ssued on April 1, 1996 This submission marked the completion of
Phase I of the project

Since submussion of the Phase I Options report the Government of Romania has not made 1ts final
selection regarding the preferred power sector structure To assist the new Government 1n making 1ts

EASTERN EUROPE REGIONAL ENERGY EFFICIENCY PROJECT ANNUAL REPORT {Apni 1997 — Apnil 1998) 41



Section 9 Romania

selection Bechtel was asked to prepare a Supplemental Analysis of Issues concerning the options for
power sector structure

Between March and October, 1997 the Bechtel team worked on Interim Assistance to help RENEL
prepare a Proposal seeking GOR approval of a new Target Structure for the power sector We
provided a draft outline for the Proposal m June and a draft Proposal in July The Proposal RENEL
finally submitted was largely based on our draft, but differed n some respects In the fourth quarter of
1997 the Bechtel team also prepared a draft Electricity and Heat law, provided review and comments

on the draft Energy Law prepared by Mmustry of Industry and Trade (MOIT) and helped RENEL
draft an Ordinance that would create an independent energy regulatory office

In February 1998 representatives from Bechtel and USAID met with RENEL and the GOR to assess
the current situation RENEL was very supportive of proceeding with the development of an
implementation plan No specific direction was provided by the GOR

Technical Assistance to the National Agency for Mmeral Resources (NAMR)
As mentioned m the Program Status section, Task 1 suffered sigmificant delays due to the delay in

delivery of the BEICIP report on crude o1l products and the its associated computer model There were 6
end products to be delivered They are as noted

* Analysis of the BEICIP reports on gas and o1l rates and tanffs Complete

NAMR staff trained in fundamental pipeline rates and tariffs Complete for crude o1l tanffs
At the end of the year the taniff program for natural gas had not yet been received by NAMR
Thus no assistance has been provided on gas tariffs The methodology used for crude o1l tariffs
however, 1s very similar to that planned for the natural gas tanffs

NAMR staff tramed m operation of their rates and tariffs computer model Complete for
operation of the crude o1l tariff computer model No training was provided on natural gas tanffs,
as the program had not been recerved at the close of the year

Identified areas for fee application and timing schedule for their apphcation Complete for

crude o1l transportation tariffs Application and schedule for gas awaits receipt of the gas tariff
model

Economic and social mmpact evaluation Tanff for crude o1l will not be raised sufficiently to
warrant economic and social impact evaluation

Implementation of rates and taniffs to 1dentified areas of operation Tariff for NAMR staff has
calculated crude o1l transportation with Bechtel assistance An implementation plan has been
proposed but has not been adopted by NAMR as of the end of the year
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As for the remaining tasks, Task 2, Regulatory Development, Task 4 - Computer Hardware and
Software procurement, Task 5, Petroleum Sector Concession Tour and Task 6 - Economic Evaluation
and Bid Negotiation Training were essentially completed in 1996 Under Task 4, the Bechtel team
procured and installed five Sun Microsystems work stations and companion equipment for the five
source entities The Task 5 Concession Tour was completed in May 1996 with the participation of
the NAMR team at the Annual American Association of Petroleum Geologists i San Diego

Califorma Finally Task 6 - Economic evaluation and bid negotiation training, was executed by

Gaffney Chline and Associates in mud to late October 1996 Task 3 was completed in December
1997

94 Key Issues

The Downstream Petroleum Sector Restructuring In Romania Program

The technical analysis and reports were completed at a higher cost then anticipated due to schedule
delays, additional analysis and review, and the problems associated with delivering very unpopular
and politically sensitive recommendations The Privatization Initiatives report was essentially
rewritten during the June/July, 1996 period as the formation of the Romanian National O1l Company

was completed with no advanced warning making most of the original text and recommendations
moot

The formal presentation of the Rationalization and Critical Investments study findings was twice
rescheduled and finally conducted on September 30 and October 1, 1996, some six months after
submuittal of the summary report document Following the elections, the turnover and uncertainty on

the Romaman side was very high, which made 1t difficult to get decisions and direction from the
Romanian counterparts

The fundamental 1ssues that must be resolved with the Romanians with regard to the downstream
sector are political and social ones The GOR has 1n fact implemented 1ts own plan to restructure the
petroleum sector through consolidation of the remaiming operations into a vertically integrated
national o1l company and decommissioning of the Petrotel, Darmenesti and Vega refineries and
offering for sale the Petromedia refinery which continues to operate = However, meanmngful
investment from foreign strategic investors has not yet occurred due to poor implementation of
privatization by the GOR

The Study of Long Term Options for Restructuring the Power Sector

The submission of the final Power Options Phase I Report completed Phase I of the program
According to World Bank and EBRD loan conditions, the Government of Romania was to have 90
days to make 1ts decision on the long-term structure of the power sector However, no decision has
vet been made As a result 1t has not been possible to proceed with Phase II The Supplemental
Analysis Of Issues and Interim Assistance In Structural Definition And Analysis were prepared to
assist the Government 1mn making 1ts decision Although the Government has taken several steps that
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demonstrate 1ts commutment to reform, restructuring the power sector mnvolves complex 1ssues and
difficult tradeoffs Consequently 1t may require more time to come to 1its final selection

The submission of the final copy of the Power Options Phase I Report 1n April 1996 completed Phase
I of the program The subsequent interim activities were intended to clanfy specific 1ssues 1n the
Phase I report and provide the new Government of Romania additional information on which 1t can
base its decision This included support to RENEL as they developed their own restructuring plan
This plan has been submitted to the Government for their approval, but again no final decision has
been made

Technical Assistance to the National Agency for Mineral Resources (NAMR)

Task 1 as related to crude o1l tariffs 1s finished and all deliverables have been satisfied A key 1ssue
affecting the deliverables for natural gas was the delay in receipt of the natural gas tanff computer
program by NAMR This program was to be designed by NAMR s consultant BEICIP Numerous delays
occurred during the year that precluded the program from being delivered as scheduled at the end of the
third quarter of 1997 The program was not dehvered by the end on 1997 and delivery was anticipated for
the first quarter of 1998 Without the natural gas computer program, only limited support and assistance

could be provided, mainly in terms of showing similarities between the crude o1l methodology and the
natural gas methodology

Bechtel was to provide assistance 1n implementation of the crude o1l tariffs Although an implementation
schedule was designed and recommended NAMR has taken no action on implementing these tariffs A
key 1ssue 1s the apparent lack of enforcement authority of NAMR Although NAMR s enabling
legislation gives 1t the authority to determune tanffs for transportation, the legislation fails to give the
agency powers 1t can invoke to implement the tariffs The agency 1s in solely an advisory, albeit
ineffective mode Pipelines are planned to make the transition to common carniers To avoid monopolistic
practices a neutral third party 1s necessary to determine tariffs that will be paid from shippers to the
transporter The neutral third party in theory must balance competing interests for the national welfare
NAMR’s computer programs showed that taniffs for transport of domestically produced crude should
increase by approximately 25% The transporter (pipeline) was due these tanffs for operation,
maintenance of the pipeline and return on the pipehine’s investment In Romania, the crude producer pays
the tariff to transport 1ts crude to a refinery The 25% increase 1n domestic transport tariffs constitutes an
increased cost which the producer does not want to pay Currently one company produces all domestic
crude, the state owned o1l company There are no other producers the pipeline can turn to for business
The producer essentially constitutes a monopoly The pipeline has no recourse other than to do business
with the sole producer If the producer chooses not to pay a higher tariff, the pipeline cannot enforce the

tariff Lacking enforcement authority neither can the regulatory agency in this case NAMR A stalemate
occurs and no movement 1s made towards free markets

Although the services and deliverables designed into Task 1 were satisfied, no real advancement
toward liberalizing tariffs was made The key 1ssue here 1s that the agency determining the tanffs,
NAMR lacks the authority to enforce the tariffs
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With regards to the conclusion of Database project (Tasks 3 and 4) the NAMR and the five entities
have the basic tools that they need to bwld the database Bechtel provided the entities with the
necessary computing infrastructure and tramning to supply the NAMR with data We prepared the
regulatory framework to enable the NAMR to collect petroleum mformation from the five Romanian
entities and other current or future license holders In addition, we helped the NAMR on a day-to-day
basis with a wide range of database-related 1ssues including the scope of information required
evaluation of commercial software and hardware to implement the system quality control
procedures electronic data interchange with the entities and project management

The ultimate success of the database project depends primarily on the NAMR’s ability to collect the
mformation 1t needs and build a working database The Agency has not put enough effort into
achieving this central objective The Agency has put much effort into buying computers and software,
attending classes, drafting plans and schedules, then later revising them, as well as proposing new
mitiatives for USAID assistance Many of these activities are important, but by themselves they don t
constitute real progress toward creating a functioning database The NAMR and 1ts database
subcontractors have very capable staff The Agency has both the human resources and computing
tools 1t needs to successfully complete the National Database project they only need to utilize them
properly

95 Final Year Activities

The Downstream Petroleum Sector Restructuring In Romania Program

No further activities are anticipated

The Study of Long Term Options for Restructuring the Power Sector

It 1s hoped that within 1n the next few months the GOR will ulumately move to restructure and
privatize the power sector Accordingly 1t now appears prudent to undertake work prior to that
decision to provide a solid platform for timely action once the decision 1s made Bechtel 1s drafting a
Work Plan for USAID’s consideration that will include developing a detailed implementation plan
for restructuring preparing a strategy for 1ndependent power producer and privatization,
implementing cost centers implementing a trainmg and human resources development program, and
supporting the legal and regulatory reform process

Technical Assistance to the National Agency for Mineral Resources (NAMR)

This program was completed in December 1997 While there 1s additional work and support that the
NAMR would like and needs USAID prionities and funding are currently focused on restructuring
the Romanian Power Sector and no additional work 1s planned for this program for the remainder of
the project
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10 0 Regional Assistance Programs

101 Program Description and Sector Overview

CENTREL Regional Regulatorv Assistance Plan

This program provides regional regulatory assistance and consultancy support to the electric power
sector regulatory bodies and operating companies of the four CENTREL countnies (Poland, Czech
Republic, Slovakia, and Hungary) It 1s aimed at identifying common intraregional regulatory 1ssues
associated with the structure and operation of the CENTREL power systems and developing
mechamsms to assist all parties reach common understandings and regulatory approaches consistent
both with regional requirements and the policies being mstituted 1n each country

Each CENTREL country 1s at a different stage in restructuring 1ts electric power sector and
developing 1its regulatory mechamisms and therefore different approaches to regional 1ssues may be
required 1n each country However, the CENTREL power systems are now 1nterconnected to the
UCPTE Western European system and each CENTREL country 1s pursuing membership 1n the
European Union so all countries are facing many common 1ssues and could benefit from addressing
them together The EU Directive on hiberalization of the electricity market 1ssued mm Apnl 1997
1dentifies several specific requirements, which each member state and accession country must meet
as a condition for membership Other common mterests relate to the need to attract investment 1n

the power sector to upgrade facilities, improve operating efficiencies, and become competitive in
regional power markets

This program bulds on prior and ongoing regulatory and restructuring efforts of Bechtel and 1s
closely coordinated with other USAID activities 1n the region The Bechtel team has been working
with mdividual CEE countries to help them develop sound energy sector policies, regulatory
frameworks and restructuring strategies, and 1s assisting in preparing energy laws and secondary
legislation USEA conducts seminars and exchange visits on regulatory issues for both utility and
regulatory representatives of the CENTREL countries to present information on basic fundamentals
and experiences 1n other countries Electrotek Concepts Inc 1s working with the CENTREL utilities
to address technical and economic 1ssues related to integrated system operation Because many of
these activities are closely related, Bechtel and Electrotek are working together on a senes of
Regional Roundtable Forums at which ministry/regulatory and utility representatives meet together
to discuss regional 1ssues from both operational and policy/regulatory perspectives

The principal objectives of this program are to

e Identify and jointly address the key regional electric power system regulatory 1ssues affecting the
CENTREL regional grid system and 1ts interconnected operation with the UCPTE system

e Assist 1n reconciling regional regulatory 1ssues and approaches with the evolving regulatory
approaches being developed 1n each of the CENTREL countries

e Provide a forum for regulatory and policy officials of each CENTREL country to exchange
information among themselves and with foreign regulators and other experts about their
experiences and planned approaches for power sector regulation
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e Provide a forum for discussing regional power system operation and regulation 1ssues among the
power system operators and regulators of each CENTREL country

e Provide the basis for a mechamism of ongoing coordination of intraregional regulation of
CENTREL power system operations

The main elements of this program as 1dentified 1n the workplan are the following

Identification of priority 1ssues
Preparation of discussion paper
e Regional roundtable forums (4)
o Focus meetings

CEE/NIS Energv Regulatorv Conference

Thus task 1s providing regional regulatory assistance and consultancy support to the regulatory bodies in
the CEE and the NIS Ths 1s being accomplished through technical assistance and logistical support
for key conferences and working group meetings The first activity was the Energy Regulatory
Conference held 1n Budapest, Hungary from November 18 - 20, 1997 Participants mncluded regulatory
and commussion staff from the CEE and NIS as well as US experts provided by the three-
contractors/grantee orgamizations Bechtel worked with USEA and Hagler Bailly to coordinate and
execute this Conference

10 2 Program Status

CENTREL Regional Regulatory Assistance Plan

The program workplan was finalized and approved following a meeting of USAID, Bechtel, USEA
and Electrotek representatives in Washington on June 5, 1997 This followed a series of earlier
drafts and numerous discussions among the participants on how best to coordnate the various related
CENTREL activities As a result of the agreements reached during this meeting and in subsequent
discussions and correspondence the followimg activities have been performed to date under this
program

Participation 1n USEA Regulatorv Executive Exchange Visit for the CENTREL Countries

USEA conducted a Regulatory Executive Exchange Visit to the US on July 20-31, 1997, for
government and utility representatives of the CENTREL countries under the Utility Partnership
Program The visit included meetings with NARUC commuttees and regulatory agencies in San
Francisco and Sacramento Califormia, Columbus, Ohio, Harrisburg, Pennsylvama, and
Washington DC Bechtel participated in the meetings to assist 1 providing coordination and
maintaming continuity with the participants for future activities in the program

CENTREL Regonal Electric Regulatory Issues Discussion Paper

Bechtel prepared a preliminary Discussion Paper Regarding CENTREL Regional Electric
Regulatory Issues’ describing the program and summarizing the key issues expected to be
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addressed Attachments to the paper provide brief descriptions of each country’s economy and
energy sector and summartes of EU harmonization issues for each country The paper was
approved for distribution by USAID 1 September 1997 and was provided to ministry/regulatory
and utility participants of the Regional Roundtable Forums Preparation and 1ssuance of the
paper served to establish a baseline for the program and provide a common basis of
understanding for the subsequent discussions of 1ssues

Participation 1n First CENTREL Regional Roundtable Forum on Transmission Services and Pricing

Electrotek organmized the first CENTREL Regional Roundtable Forum on the subject of
Transmission Services and Prnicing, held m Warsaw on September 16-18 1997
Presentation/discussion topics 1ncluded Financial and economic concepts for pricing
transmission services transmission open access, ancillary services and pricing transmission
service markets, transmission service pricing examples m practice (UK, Scandmnavia, Spain
Argentina), and the Califorma Plan to establish an Independent System Operator and Power
Exchange Bechtel mvited and paid the expenses of up to four mimstry and regulatorv
representatives from each country to participate in the Roundtable

First CENTREL Regulators Meeting

Bechtel organized the first meeting of CENTREL mumnistry/regulator representatives held 1n
Warsaw on September 17 and 18 1n conjunction with the Warsaw Regional Roundtable Forum
Bechtel explamned the purpose and planned activities of the program and distributed the
preliminary CENTREL 1ssues discussion paper for review and comment The meeting provided
an opportumty for the regulators to meet each other and to suggest subjects for future meetings

Second CENTREL Regional Roundtable Forum on Competitive Power Markets

Bechtel orgamized the second CENTREL Regional Roundtable Forum, on the subject of
Competitive Power Markets held in Prague on January 20-22, 1998 A mimnstry/regulatory
representative from each country gave a report on plans for competitive power market
development 1 his country including the status of energy legislation and regulations A US
regulator and a U S lawyer discussed principles of competition i power markets and how they
nmught apply in the CENTREL countries A representative of the European Commuission energy
directorate outlined the requirements of the EU Electricity Directive and their implications for
power sector restructuring and competition A representative of Svenska Kraftnat (the Swedish
Grid Company) and participant in NordPool described many of the 1ssues involved m operating
an 1nternational power pool A U S power plant developer described privatization approaches
used in various countries and necessary conditions to attract foreign investment The recently-
appointed chairman (from CEZ of the Czech Republic) of a CENTREL working group on
Electnicity Market Harmonization described the group s plans to review conditions and plans mn
each country and develop recommendations for possible future cooperation In the final session
panels of participants provided comments on the key issues discussed during the Roundtable
There was active participation in all discussions and good exchanges of 1deas and opinions
among the participants a key objective of the Roundtables
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Second CENTREL Regulators Meeting

The second CENTREL regulators meeting was held in Prague on January 22 1998, following
close of the Prague Roundtable Discussions were held on possible future roles of a CENTREL
regulators group and subjects for future meetings It was decided that the next meeting should be
an all-day meeting with presentations and discussions on the subject of Improving Public
Understanding and Support of the Regulatory Process

Planning for Third CENTREIL Regional Roundtable Forum on Electricity Contracting and EU
Harmonization

Planning 1s underway for the third Regional Roundtable Forum to be held in Bratislava in May
1998 This Roundtable also 1s being orgamzed by Bechtel and will address in more detaill many
of the key 1ssues raised at the Prague Roundtable concerming compliance with the EU Directive
requirements Many of the previous participants are expected to attend and some of the same
outside speakers will participate again making 1t possible for the discussions to build on the
previous Roundtables Maintaining a consistent approach and continuity of contact persons and
participants has contributed to the success of all of the Roundtables

Planning for Third CENTREL Regulators Meeting

Planming also 1s underway for the third CENTREL regulators meeting to be held the day before
the Bratislava Roundtable in May 1998 As suggested at the previous regulators meeting,
presentations and discussions will address the subject of Improving Public Understanding and
Support of the Regulatory Process

CEE/NIS Energy Regulatorv Conference

Bechtel provided logistical and techmical support 1n the November Energy Regulatory Conference in
Budapest Hungary This included participation as moderators during the committee meetings as
well as travel support for the CEE participants from Estoma Bulganan, Hungary, Latvia Lithuama,
Macedonia Poland Romama and the Slovak Republic

10 3 Results to Date

CENTREL Regional Regulatorv Assistance Plan

Although the program 1s still underway, many of the original objectives have already been achieved
and several benefits have been realized Key results to date include

e A forum has been established for mumistrv/regulatory and utility representatives of the
CENTREL countries to discuss 1ssues of common interest and exchange information on
approaches being pursued 1n each country to address key power sector 1ssues This forum has
achieved stability and success due to the interest and consistent participation of the key
representatives from each country

EASTERN EUROPE REGIONAL ENERGY EFFICIENCY PROJECT ANNUAL REPORT {Apni 1997 — Apnl 1998) 49



Section 10 Regional Programs

e The CENTREL Council appointed a working group to imnvestigate harmomzation of electricitv
markets among the CENTREL countries This was due in part to the interest expressed at the
first Roundtable in a possible CENTREL power market, which would require a sigmficant
expansion of the charter of the current CENTREL organization The working group 1s expected
to make 1ts recommendations about midyear 1998 Thewr findings could provide a basis for
discussions at ¢ fourth Roundtable on issues related to implementing a possible CENTREL
power market

e The mumstry/regulatory and utility representatives of the CENTREL countries have become
more aware of the power sector liberalization requirements of the EU Electricity Directive and
the necessary steps, including additional energy legislation and regulatory and pricing reforms, to
comply with the requirements In the remainder of the program these requirements will continue
to be discussed since they provide the greatest mncentive to make important changes

These results directly support Strategic Objective 15, A More Economucally Sustamnable and
Environmentally Sound Energy System and Intermediate Result 1 55 Expanded Regional and
International Energy Trade and Integration of Energy Systems with Western Europe and
International Energy Markets The following mdicators are addressed directly

1552 Establishment of effective regional power pool among CENTREL countries (Poland
Czech Rep Slovak Rep, and Hungary)

1553 Integration of CEE into Western European UCPTE electric system

In addition the program will contribute significantly to the following indicator
1554 Establishment of contractual and pricing mechanisms for energy trade among CEE and
NIS countries

It still remains to be seen to what extent these objectives will be achieved under this program, or
whether some of the objectives should be modified, but the program 1s providing much of the
information and many of the tools necessary to help make the decisions

CEE/NIS Energv Regulatorv Conference

The program 1s still underway but the initial Conference in Budapest was very much a success The
participants engaged in high levels of discussion and exchange regarding the development of market-
based energy regulatory functions The shared expeniences and expertise has prompted the request
from several countries that this type of exchange be continued and perhaps expanded in terms of
orgamization and topic areas Based on these requests, USAID has organized the April core group

meeting to mvestigate how this cooperation can be best continued and a meeting on licensing 1ssues
to be held 1n June 1998

The core group meeting will involve 2 staff and/or Chairmen from three regulatory bodies from
Central and Eastern Europe and the same from three regulatory bodies from the NIS This meeting 1s
planned for April 14 and 15 1998 again in Budapest, Hungary The follow-on from November also
includes a working group meeting that will focus on the regulatory/hicensing 1ssues This 1s an
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extension of the working commuittee formed for the November Conference A June meeting 1s planned
for members of this group

10 4 Key Issues

CENTREL Resgional Recsulatorv Assistance Plan

The following 1ssues could affect the direction and success of the program The first of these 1ssues
has been satisfactorily addressed and currently presents no significant problems The other 1ssues are
largely beyond our control but regardless of their outcome this program will contribute significantly
to more informed decision-making on the part of the CENTREL countries and utilities

e Since this program requires coordination among related USAID programs and assigning
responsibilities for individual activities (e g, responsibilities of Bechtel and Electrotek for
organizing and funding the Roundtables), frequent communication with the other contractors and
with responsible COTRs 1s necessary to clarify responsibilities and avoid overlaps or conflicts
Following the coordination meetings early in the program communication has been good and
potential problems have been avoided This coordination will have to continue throughout the
program to maximize the benefits to the recipients of the USAID funds expended

e The CENTREL utilities are currently evaluating the desirability of forming a power pool or
power market m addition to the technical and operational coordination they are currently
providing If the results are encouraging, the program will provide key assistance 1n establishing
and operating a regional market If they decide against a regional pool or market structure the

information provided will allow each country to participate more effectively mn the European
power markets

¢ None of the CENTREL countries currently meet all of the EU Electricity Directive requirements
although all appear to be aware of the key requirements and have either passed new energy
legislation are in the process of doing so, or have mitiated regulatory actions to address the
major 1ssues It remains to be seen to what extent the desire for EU membership and the political
will 1n each country can overcome public resistance to some of the more difficult adjustments

CEE/NIS Enerov Regulatory Conference

The key 1ssue facing this work 1s the continued cooperative and coordinated efforts between the
contractors supporting this effort and between the regulatory agency staff involved i these meetings
If the success of the November 1s any indication this should not be a problem, but 1t will require
work on the part of everyone mvolved

10 5 Final Year Activities
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CENTREL Reoional Resulatorv Assistance Plan

The CENTREL Regional Regulatory Assistance program 1s continuing mto the final vear of the
contract (through calendar year 1998) The third Roundtable Forum and the third Regulators
meeting have been scheduled for the week of May 25 1n Bratislava and planning for these activities
1s well underway as noted above

A fourth CENTREL Regional Roundtable Forum 1s included in the program workplan but 1t has not
yet been scheduled and the responsibility for orgamzing 1t has not been assigned The planned topic
for the fourth Roundtable 1s Power Pooling 1ssues which would effectively consolidate many of the
discussions of the first three Roundtables related to this subject However the CENTREL Council
has assigned a working group to investigate harmonization of electricity markets among the four
CENTREL countries and their recommendations are not due until after the middle of the year (The
working group chairman provided a status report on the plans for his group at the second Roundtable
and has been mnvited to provide an update on plans and progress at the third Roundtable ) Until the
group reports 1ts findings to the Council 1t will be unclear whether the CENTREL member utilities
will want to pursue a regional power pool or power market, and thewr representatives may be
reluctant to discuss the subject 1n detail  For this reason and because of the holiday season and other
regional activities, 1t 1s expected that the fourth Roundtable will be held mn the fall of 1998 probably
in Budapest In addition to power market and pooling 1ssues, 1t i1s likely that further discussion of
compliance with EU requirements will also be discussed since they are becoming the main incentive
for the CENTREL countries to enact legislation liberalizing their power sectors  Furthermore, this
1s an area where all countries have common 1nterests and can benefit from each others’ experiences
as well as from the experience of other EU members who have already gone through the
harmonization process

A fourth Regulators meeting also 1s planned probably 1n conjunction with the fourth Roundtable in
the fall Possible subjects for discussion will be discussed at the third Regulators meeting to be held
in May Since the fourth Regulators meeting 1s likely to be the final one under this program a key
subject will be possible mechanisms for ongoing future coordination and exchange of information
among the CENTREL country regulators and ministries The meeting will also serve to summarize
accomplishments and progress to date and 1dentify unresolved 1ssues for possible future action

CEE/NIS Energv Regulatorv Conference

The final vear will focus on the follow-on and continuation of the programs begun during the last
year As a follow-on to the November 1997 Budapest CEE/NIS Energy Regulatory Conference,
there will be additional focus meetings 1n April and June and plans are underway for a 2™ Annual
CEE/NIS Energy Regulatory Conference 1n the fall of 1998

EASTERN EUROPE REGIONAL ENERGY EFFICIENCY PROJECT ANNUAL REPORT (Apnl 1997 — April 1998) 52



Section 11 Additional Third Year Activities

11 0 Additional Final Year Activities

In addition the projects highlighted 1n the earlier sections of this report, the project will provide

assistance to the Macedomian Munistry of Economy Potential areas of assistance under our contract
mnclude

e Options for restructuring the Macedonian power sector

e Models for concessions (for hydro power stations)

e Models for licensing

Bechtel visited Macedoma in March and 1s working with USAID and the Macedoman Ministry of
Economy to define a scope of work for further actions in 1998

111 Conclusion

The third year of work under the Regulatory Reform and Energy Sector Restructuring Contract has
continued to be dynamic and challenging Much has been accomplished 1n the sector such as the
implementation of the Energy Law in Poland, the establishment of the Polish Energy Regulatory
Office the 1ssuance of tenders for new capacity in Hungary (based on the guidelines 1ssued by the
HEO), continued taniff assistance to the developing regulatory bodies i Lithuama and Latvia and
the development of a national power sector strategy that embraces full competition in Romama The
majority of these accomplishments are a result of our work under this and prior contracts with

USAID We believe that our continued assistance will set the stage for many more accomplishments
1n the energy sector

We look forward to these and other accomplishments in the sector, deepening our ties with our

Central and East European and Baltic counterparts and to successfully completing our major first,
second, third and final year projects
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Table 2 Reports and Other Deliverables Issued under the Contract to
Date
Report/Deliverable Title Date Issued Author(s)
BOSNIA-HERZEGOVINA
Coal and Thermal Power Cost Study for Bosmia and June 1997 Bechtel
Herzegovina, Draft Report
Coal and Thermal Power Cost Study for Bosnia and | August 1997 Bechtel
Herzegovina, Final Report
BULGARIA
Interim Report - Tariff Methodology and | December 1995 Bechtel
Implementation Strategy for Bulgaria
Two Energy Tariff Workshops in Sofia Bulgaria for | November 1995 | Bechtel & Arthur Andersen
representatives of CoE, NEK and other industry & February
representatives 1996
Paper on “International Perspectives on the June 1996 Bechtel
Importance of Electric Tanff Transitioning to Cost-
based Levels 1in Bulgaria
Fmal Report - Tanff Methodology and June 1996 Bechtel
Implementation Strategy for Bulgarnia
Two Transfer Pricing Workshops June 1996 & Bechtel
September 1996

Interim Report - Pncing for Generation, | February 1997 Bechtel
Transmussion and Distribution
Memoranda with comments on the draft Energy Law | January 1998 Bechtel
CZECH REPUBLIC
Seminar on Regulatory Practices in the US and the | October 1995 Bechtel, Arthur Andersen,
UK For Czech Mmstry of Industrv and Minustry of Pierce Atwood & Skadden
Finance staff Arps, et al,
Advice on revenue requirement methodology March 1996 Arthur Andersen
submutted to MolT staff 1n the Czech Repubhic
Advice and memoranda on Act 222 (the Czech | November 1996 Pierce Atwood, Local
Energy Law) counsel & Bechtel

Bechtel Consulting
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Report/Deliverable Title

Date Issued

Author(s)

Regulatory Assistance Report for the Czech Republic

December 1996

Arthur Andersen

Czech Regulatory Development Study Tour

December 1996

Bechtel, Pierce Atwood &
the US Energy Association

HUNGARY
Draft Electric Tanff Methodology Report 1ssued to | March 1995 Bechtel
the HEO Taniff Group
Public Hearing Process Memorandum 1ssued to the | February 1996 Bechtel & Pierce Atwood
Hungarian Energy Office (HEO)
Comments on the Operational Code 1n Hungary April 1996 ECC/KEMA
Licensing procedures for new capacity and direct sale | October 1995 - Pierce Atwood, Arthur
power plant licenses for the HEO Apnl 1996 Andersen & Bechtel
Draft New Capacity Tender Guidelines June 1996 Bechtel & Pierce Atwood
Draft Tender Request for Proposal June 1996 Bechtel & Pierce Atwood
Memoranda on legal 1ssues and questions raised by Through Pierce Atwood
the HEO February 1998
Computer Hardware for the Hungarian Energy Office July 1996 Bechtel & ComputerLand
(HEO) Budapest
Workshops for the HEO, distribution and supply | November 1996 Arthur Andersen
companies on demand and load forecasting and Aprl 1997
Competitive Model & Restructuring Study December 1997 | Bechtel, Arthur Andersen
Pierce Atwood, NERA
Kema/ECC
Information Management Advisory Assistance — | March 1997 Bechtel, Califormia Energy
Phase I Design and set up of the HEO s system Commussion &
ComputerLand Budapest
LATVIA
Final Report 1n Energy Tariff Methodologies for the | February 1997 Bechtel
Latvian Energy Council
Memoranda on revising the Latvian Energy Law Continuous Pierce Atwood & Bechtel
through

December 1997

Bechtel Consulting
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Report/Deliverable Title Date Issued Author(s)
LITHUANIA
Draft gas heat and electricity tanff methodologies | March 1995 Bechtel & Gaffney Cline
1ssued to the Pricing Commuission and Associates
‘Regulatory Organizational Structures 1 Other | September 1996 | National Economic Research
Countries” Associates
Accounts Receivable Assistance to the Lithuamia | December 1996 | Bechtel & Arthur Andersen
Power Company (LPC or AB Lietuvos Energja)
Oracle Database Traming and Computerization of | September 1996 | Bechtel, Arthur Andersen &

Accounts Recervable function at LPC - December Information Technologies
1997

Energy Sector Restructuring and Energy Pricing | October 1997 Bechtel

Reform, Economic Restructuring Series to the

Members of the Seimas of the Republic Of

Lithuanmia USAID and World Learning Inc

POLAND

Participation 1n draftiing and negotiating the Energy July 1995 - Bechtel & Consultant team

Law 1n Poland — Aprnil 1997

Input to the review and revisions to the secondary | June 1997~ Bechtel and Consultant team

legislation Current

ERO Information Management Plan February 1998 | Bechtel and Consultant team

ERO Orgamzation and Staff Plan input Summer 1997 | Bechtel and Consultant team

Utility Tanff Workshop — Naleczow Poland June 1996 Bechtel & Consultant team

Implementing Energy Regulation 1n Poland | October 1996 Bechtel, N/E/R/A, Pierce

Concepts and Practices — Jachranka Poland Atwood

Implementing Energy Regulation 1n Poland | December 1996 Bechtel, N/E/R/A, Pierce

Concepts and Practices II — Economic Regulation — Atwood

Warsaw, Poland

Comments on the World Bank — ESMAP ERA Fall 1996 Bechtel & Consultant team
Training Project
Executive Summary for the Privatization Plan for July 1996 Arthur Andersen

three (3) Distribution Compames (full reports n

Bechtel Consulting
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Polish)
Report/Deliverable Title Date Issued Author(s)

Executive Summary and Privatization Concept for | March 1997 Arthur Andersen

the Rybnik Generation Station (excerpts translated)

Privatization “Roll-Out Conference March 3, 1998 | Bechtel & Arthur Andersen

Draft Privatization Manual March 1997 Arthur Andersen

ROMANIA

Interim Report — Romanian Power Options Study November 1995 | Bechtel, Arthur Andersen
N/E/R/A, & Pierce Atwood

Study of Options for the Long-Term Structure of the | March 1996 Bechtel, Arthur Andersen,

Power Sector - Phase I Option Report N/E/R/A, & Pierce Atwood

Supplemental Analysis of Issues regarding the Study | March 1997 Bechtel

of Options for the Long-Term Structure of the Power

Sector - Phase I Option Report

White Paper on the ‘Target Structure” for the | August 1997 Bechtel

Romanian Power Sector

Rationalization and Critical Investment Summary March 1996 Bechtel & Arthur Andersen

Report, Vol [ and Vol II for Romania Issued Fall 1997

Privatization Proposal for the Downstream Petroleum | September 1996 Bechtel & IntraTech

Sector in Romania (DRAFT)

REGIONAL

Regional Mineral Management Seminar

June 1996

Bechtel, Gaffney, Chine &
Assoc , 1n cooperation with
the US Dept of Interior

CEE/NIS Energy Regulatory Conference

November 1997

Bechtel Pierce Atwood

2" CENTREL Regional Roundtable — Prague, Czech
Republic

January 1998

Bechtel with support from
Pierce Atwood

Bechtel Consulting




