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EXECUTIVE SUMMARY

Hagler BaIlly Inc conducted a reVIew of fuel procurement operatIOns at Zakhldenergo In

Ukrame to provIde an assessment and recommendatiOns targeted at Improvmg fuel procurement
enforcement and prepanng for pnvatizatwn Zakhidenergo mVIted Hagler Badly to conduct thIS
assessment as a means of obtammg western perspective arld an mdependent, unbIased opmwn of
Its fuel procurement operatiOns ThIS work IS funded by USAID as part of Its contmumg support
of the restructurmg of the Ukrame power sector ThIs work product IS delIvered under delIvery
order 18, task 2, sub-task 1 (delIverable Item no 1) ofcontract no CCN-Q-00-93-00152-00

Hagler BaIlly has been mvolved m fuel-related work m the Ukrame power sector smce 1985
ThIS mvolvement has provIded the assessment team a deep familIanty WIth Issues facmg fuel
procurement departments as well as arl extensIve knowledge of the methods and tools used to
procure and control fuel delIvenes at power statwns In the course ofpreVIOUS work, the Hagler
Bailly team had found diffenng efforts put forth at the power statwns m Ukrame because of the
mdependent operatiOns ofeach plant We have also been famIlIarIzed WIth the management
hIerarchy, mc1udmg the Mmenergo oversIght element

One ofthe dIfficultIes facmg fuel procurement departments IS the lack ofcash WIth whIch to
purchase eqUIpment and supplIes We recogmze the seventy of thIS dIfficulty and mclude Its
conSIderatiOn m our evaluatiOn by focusmg on Issues WhIch do arld do not reqUIre cash mflow
New mternal power-sector and external fuel-market pressures have created several crucIal Issues
that reqUIre the full attentiOn ofGenco and power statIon management, many of these Issues
requITIng only mSIgruficant cash expendIture

Our work for thIS evaluatwn focused on several pnvatizatiOn areas management and
orgamzatwn, volume determmatiOn, samplmg and arlalyses contracts arld enforcement, and
potential opportumties Due to time constramts, our work comprIsed mterviews WIth fuel
procurement offiCials at Gencos and power statwns and assessment of lImIted hard copy
mformatIon, prImarIly fuel supply agreements Our opmwns and recommendatiOns are based on
those mterviews and assessments and also upon our knowledge of, and famiharity WIth, fuel
procurement m Ukrame

For convemence, thIS executIve summary of findmgs IS categorIzed mto three pnmary sectwns
Genco and power statwn performance, transfer to prIvate ownershIp, and a summary of
recommendatwns

--------------- HaglerBaJlly ---------------
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EXECUT1VE SUMMARY ~S-2

S.l PERFORMANCE

Although Zakhidenergo' s performance IS faIrly typIcal of fuel departments m the UkraIman
thermal power sector, It has a shghtly more advanced eqUipment and contract phIlosophy due to
Its mtemat10nal coal procurement expenence There are some very sohd advances made m fuel
contracts, such as addItIOnal penaltIes for coal that does not meet specIficatIOn on dehvery and
the begmnmgs of a defimtIOn of reject coal Although these concepts are not yet accepted m
domestIc government contracts, they are successfully mcluded m some mdependent supplIer
contracts and, WIth further effort, Zakhidenergo should be able to reqUire theIr mclusIOn untIl
these enforcement methods become the norm

Contract standards, achIevement, and performance among the three power statlOns are hIghly
varIed For example, samples of contracts proVIded by Ladyzlun do not have the degree of
control of those shown by Dobrotvor whIch, In tum, are less capable than are those of Boursthyn
Performance at Dobrotvor appears to be the hIghest, havmg aggresslVely worked to develop a
much Improved fuel department ThIS IS eVIdenced by the prompt reorganizatlOn of the
department, the procurement of computers, and the development of software These efforts
should be hIghly applauded, m spIte ofhmlted cash flow, Dobrotvor's attItude shows true
commItment to progress that should be shared by other fuel offiCIals at Zakhidenergo

OffiCials at ZakhIdenergo showed us some of the most advanced fuel supply contracts 10

Ukrame These contracts exhIbIt Important features such as calonfic-based methods for prIce
deterrmnatIOn and appropnate penalty and premIUm proVISIons There IS a deSIre to obtam the
computers and fuel samplIng eqUipment VItal to data management and reportmg However, there
IS an overall lack of commItment to make even modest Improvements m fuel procurement
processes, except at Dobrotvor Dobrotvor SWIftly responded to an order to reorgamze theIr fuel
department and eqUipped then profeSSIOnal staff WIth computers and a data management system
ThIS level ofcommItment showed that It IS pOSSIble to Improve baSIC department capabIhty m
spIte of the dIfficulty caused by low cash flow We strongly feel that thIS example IS a good
model for the other Zakhidenergo power statIOns

Our observatIOns mdicate that there IS madequate teamwork between the three power statlOns and
corporate offices Each plant seems to be headIng In Its own duectlOn, there are benefits to be
gamed from all headmg In the same directlOn The operatIOns lessons expenenced at Boursthyn
and Dobrotvor do not appear to have been shared WIth Ladyzhm Ladyzhm IS now strugglIng
WIth the problem ofcoal WIth hIgh ash fuslOn temperature and apparently has not profited from
Boursthyn and Dobrotvor experIence of dealmg With thIS problem Another example of not
poolmg valuable resources IS the varIed levels ofcontracts bemg employed, other power statlOns

--------------- Hagler BaIlly ---------------
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EXECUTIVE SUMMARY ..S-3

have not taken advantage of Boursthyn's progress 10 estabhshmg contract enforcement concepts
Also, the computer-based advances at Dobrotvor could provIde a sohd platform for Boursthyn
and Ladyzhm and should therefore be shared and explOited

8.2 TRANSITION TO PRIVATE OWNERSHIP

There appears httle doubt that Zak.hldenergo wIll be pnvatlzed In the near future PnvatizatIOn
WIll mean mcreased cash flow for mvestment Other potentIal near-term sources for cash are the
EnergoMarket and the World Bank loan MeanwhIle, power statIOns do not appear to be
adequately prepared With specIfic goals and pnontlzed capItal spendmg plans needed to meet
those goals Durmg our dIscussIOns wIth power statIOns, we found varIOUS Ideas and efforts
under way, but they do not appear to stem from a cohesIve strategy for comprehensIve and
unIversal fuel procurement Improvement

Under pnvatizatIOn, western mvestors Will want to reVIew management's projected plans and the
mvestments reqUired to support these plans The mvestments 10 turn should be supported by
return-on-mvestment JustIficatIOn pnnclples that allow management to deCIde WhICh capItal
projects to finance Because of the maSSIve mvestment reqmred at Zakhldenergo, the better
prepared the strategIc thmkmg and capItal spendmg pnontles 10 fuel departments, the qmcker
Zakhldenergo WIll be able to respond when aVailable cash mcreases

As Zakhldenergo becomes a pnvate entIty, ItS relatIOnshIp WIth the Government of Ukrame WIll
change Zakhldenergo WIll have to rely less upon servIces now provIded by Mmenergo and more
upon Its own resources Because of Mmenergo's contmued responsIbIlIty for the power sector,
some fine balancmg WIll be needed durmg the tranSItIOn, but Zakhldenergo must mvolve Itself 10

the fuel-market restructunng now underway by developmg the mfluence to promote Its mterests
Two Important areas for attentIOn are the nghts of mdependent coal mmes to set pnces and of
gas transportatIOn regulatIOns to promote fmr estabhshment of transport pnces

As pnvatIzatIOn contmues, Zak.hIdenergo must develop ItS VOice 10 the power sector so It may
mfluence actiVIties that are external to the corporatIOn, such as 10 the Gost Standards or Customs
arenas Because the restructurmg of fuel markets IS dynmnIc at thIS tIme, Zakhidenergo must
express Its opmIOns at all opportumtles and as early as pOSSIble AllIances should be formed
WIth other external entitles such as other Gencos and dependmg on the Issue at hand, the rail
sector, the coal sector, the natural gas sector, the metallurgIcal coal consumers, or other
appropnate busmesses and organIzatIOns that can work together to address Issues of Importance
to free-market development WIthm Ukrame ThIS can be accomplIshed by JOImng and/or
orgamzmg aSSOCIatIOns With speCIfic goals and actIOn plans Regardless of the method
employed, appropnate fuel department offiCIals should be delegated thIS task and allowed the

--------------- Hagler BaIlly ---------------
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EXECUTIVE SUMMARY ~S-4

tIme to develop the necessary relatIOnshIps and to achieve objectIves

S.3 RECOMMENDATION SUMMARY

The penod before pnvatizatIOn occurs provIdes a tIme to prepare There are many opportunities
to be grasped that Will reqUIre no cash or only mmlmum amounts of cash AttentIOn to these
opportunItIes wIll posItIOn ZakhIdenergo to take advantage of Its PolIsh coal connectIOn to
maxImIze Its potential western electriCIty markets and ItS competitIveness m domestIc electnclty
markets Our recommendatIOns are summarized m chapter 7 and hlghhghted throughout the text
to provIde context These recommendatIOns are summarIzed below m order ofmajor efforts

Improve Internal Fuel Procurement Processes CapitalIze on recent gams reahzed by
each power statIOn and develop teamwork between the power statIOns Fmd a way to
mtroduce computers at the Genco and all the power statIOns so that staff can optimize use
of thIS eqUipment before pnvatizatIOn occurs Learn from the example of Boursthyn's $1
mIllIon m losses due to calonfic costs over the last year and push forward on the effort to
employ calonfic-value-based contracts backed by new technology and calonfic-value
assessment eqUipment Other suggested Improvements are

• Develop standard fuel supply contracts
• Improve enforcement clauses m fuel supply contracts
• DIscard the monthly compOSIte sample determmatIOn procedure at Boursthyn
• Increase cooperatIOn between statIOn laboratones to demonstrate contmual

analytical abilIty and capablhty
• Evaluate methods to reduce foreign exchange nsk dunng fuel procurement

Influence External Events and Develop More Genco Rights Commit management time
to work With other groups through aSSOCIatIons to mfluence the Improvement of fuel
procurement markets m Ukrame Apart from general aspects of restructure m the natural
gas and coal sectors, these efforts should be speCifically aimed at

• Implementmg InternatIOnal OrgamzatIOn for StandardIzatIOn, ISO, standards m
Ukrame

• Revampmg Gost Standards effectIveness and responSIveness m Ukrame
• Obtammg more cooperatIon from customs and tax offiCIals

--------------- HaglerBatlly ---------------
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EXECUTIVE SUMMARY ...S-5

Develop a Strategy for EqUIpment Purchases A defined eqUipment Improvement
strategy must be m place so that fuel departments are ready to purchase Immediately
when cash becomes avaIlable Ensure that managers properly evaluate all proposed
eqUipment purchase optIOns regardless of whether funds WIll be avaIlable Fmal
decIsIons can be made when cash and financmg avaIlabIlIty has been determmed The
followmg actIOn sequence IS recommended

• IdentIfy and pnontize the need for equIpment
• Research eqUIpment aVaIlable on the world market, VISIt manufacturer's

representatIves m Ukrame, and request pertment lIterature to make comparIsons
ofavaIlable eqUIpment

• Use the above compansons to select the specIfic eqUipment, JUStIfy the purchase
of each by return-on-mvestment calculatIOns, and rank the acqulSltIOns accordmg
to then potentIal cost savmgs or revenue enhancements

Prepare for PnvatIzatIOn As a pnvatIzed, mdependent EnergoMarket member, the
Genco must have the nght to market Its electnclty externally The current practIce In

Ukrame allows only Ukrmterenergo to conduct foreIgn electncIty sales Because
Ukrmterenergo eXIsts as a department wIthm Mmenergo, and because Mmenergo WIll
have regulatory responSIbIlItIes m the future, thIS relatIOnshIp WIll present a senous
COnflIct of mterest First, other entIties should have the nght to market electncity beyond
Ukrame's borders and, second, the Ukr1Oterenergo contracts could be transferred to
Zakhidenergo when pnvatizatIOn occurs If thIS does not happen, mvestors WIll not react
pOSItIvely to the mvestment OppOrtunIty at Zakhidenergo The followmg suggestIOns are
deSIgned to aSSIst further preparatIOn for pnvatIZation

• Proper prOVISIOns must be contamed 10 the EnergoMarket Members Agreement to
gIve all members the nght to market electncity across Ukrame's borders

• ReVIew electrIcity law and ensure that It allows EnergoMarket Members the nght
to conduct market relatlOns WIth foreIgn customers

• Work With appropnate government entItIes to ensure all the nghts of
Zakhidenergo are transferred under pnvatizatlOn

• Ensure fuel-related contracts have appropnate survIvabIlIty clauses so that
pnvatizatIOn does not adversely Impact fuel supply

• DISCUSS western management styles and culture WIth fuel management staff
• Be more aggressIve m preparmg fuel departments for pnvatIzatIOn

--------------- HaglerBaJIly ---------------
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CHAPTERl

INTRODUCTION

1.1 NEED AND PURPOSE OF THE WORK

Ukrame's power sector IS rapIdly movmg towards pnvatizatIon Unfortunately, as the economIC
condItIOns for pnvatIzatIOn are not optImum, adjustment necessary dunng the pnvatIzmg phase
WIll be very demandmg on Gencos Ukrame's economy IS currently m desperate need of a cash
mfuSIOn m order to stabIlIze the economy MeanwhIle Ukrame's power statIOns are m desperate
need of repaIr and recapItalIzatIOn As we look at the prIVatIzatIOn concepts currently under
dISCUSSIon, mvestment m the fonn of cash and debt assumptIOn can be expected to prOVIde
finanCIal support for Gencos

Some cash from the prIVatIzatIOn program Will go to the Government of Ukrame, and some WIll
be proVIded dIrectly to the Genco and power statIOns When the cash becomes avaIlable, the
Genco must be prepared to mvest thIS money m order to mcrease shareholder value and put badly
needed capItal to lInmedIate benefit There wIll be much competItIOn for the mvested cash
withm the Genco, but one of the most advantageous mvestments wIll be m fuel procurement
Therefore, It makes sense for the Genco fuel departments to be prepared WIth proposals
developed and prIOrItIzed to appeal to the western mvestors

The UkraIne Power Sector FInanCIal Recovery Plan alms for 25% Genco pnvatIzation by July 1,
1999 OpmlOn WithIn the Zakhldenergo Genco mIrrors thIS VIew, expectmg prIVatizatIOn to be
accomplIshed withm an 18-month penod Therefore, It IS Important that efforts be Implemented
ImmedIately to prepare for pnvatlzatlon Fundamental Improvement of fuel procurement
procedures Will be CrItical durmg pnvatizatIon, espeCIally as free-market refonn m the natural
gas and coal sectors WIll occur m the near future

1 1 1 INDEPENDENT WESTERN PERSPECTIVE

As prIVatIzatIon approaches, western Investment In Ukrame's utIlItIes IS hIghly probable ThIS
has been eVIdenced by the Interest shown by western power companIes In the past year As
Ukrame Improves the clImate for foreIgn Investment, more western companIes WIll become
mterested m the Ukrame power sector It IS of value then for a Genco to senously conSIder the

--------------- Hagler Bailly ---------------
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INTRODUCTION ~ 1- 2

perspectIve and OpInIOnS of an mdependent fuel consultant wIth expenence m Ukrame s power
and fuel markets and whose background expenence IS m western fuel markets ThIS expenence
can provIde the Genco and ItS power plants wIth an mdependent western assessment of the
ongomg efforts by management and staff to procure fuel for power statIOns

11 2 INTROSPECTIVE TO INITIATE CHANGE AND ADVANCEMENT

The tImmg oftms work wIth a western consultant IS of utmost Importance because there are
many changes now occumng wlthm the UkrainIan economy and governmental structure
TypIcally, a Genco has lIttle mfluence on polIcy because government polIcy assIgnments have
been conducted by the Mmistry of Energy, or by other government minIstnes, through the
Cabmet of MInIsters It IS necessary that the Genco develop ItS potentIal to mfluence
government polley and decIsIons affectmg fuel-related Issues Although the Genco IS stIll under
the control of Mmenergo, the Genco must begm to take steps to develop more mfluence m the
future

One of the problems plagumg the Ukrame power sector IS poor coal qualIty Work for thIS report
speCIfically focused on Issues relatmg to Improvement of coal quahty at power statIOns
Therefore, concepts that could Improve the qualIty of coal are conSIdered a top pnonty for future
efforts

11 3 How WORK WAS CONDUCTED

ImtIally, Zakhtdenergo and power plant offiCIals were mterviewed over a two-week penod The
mtent was to probe and assess the fuel procurement methods, the problems expenenced, the level
of avaIlable mformatIOn, and the solutIOns to those problems bemg addressed Then followed a
three-week assessment and report wntmg penod, followed by a presentatIOn of results and
trammg The consultants' m-depth knowledge of the UkrainIan fuel and power markets allowed
the lImIted mtervIew tIme frame Nonetheless, considenng that three separate power statIOns and
a Genco were mvolved m the assessment, thIS tIme penod dId not permIt extenSIve evaluatIOn of
procedures and therefore the evaluatIOn tended to be somewhat cursory, m nature Therefore,
those who WIsh to glean value from thIS report must understand the fact gathenng and evaluatIon
baSIS

1 1 4 COMMENTS ON THE WORK

Our work was requested and sanctIOned by Zakhidenergo General DIrector, VladImIr Pavluk

--------------- HaglerBalily ---------------
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INTRODUCTION-- 1- 3

Deputy DIrector Galeta was Instrumental In arranging our meetmgs wIth power statIOn personnel
and also dIscussed some of the Issues Important to Zakhidenergo The mtervlew work was
prtmanly conducted at the power statIOns The degree of cooperatIOn was mIxed at the varIOUS
power statIons and appeared to be somewhat dependent on the fuel procurement capabIlIty of the
power statIon Dobrotvor exhIbIted the hIghest degree of cooperatIOn, followed by Ladyzhm,
and then Boursthyn We would lIke to thank those whose tIme and effort mcreased the value of

thIS work, and we smcerely hope value IS provIded herem

1.2 NEED FOR CHANGE IN SPITE OF DOUR OUTLOOK

Overall, the VIew WIthIn Zakhidenergo, WhICh IS typIcal of the power sector, IS that the current
SItuation wtll not Improve Because there IS very httle cash In the sector, the demand for cash IS
extreme, as eVIdenced by the general lack of necessary office eqUIpment Beyond the lack. of
office eqUIpment, there IS a lack of eqUIpment needed to properly enforce fuel contracts In turn
tms Impacts the type of fuel contracts that are wntten AddItIOnally, the fuel departments face a
dIfficult task dealmg WIth the Ukrmman coal sector The way coal IS valued, measured and
marketed IS In dIre need of overhaul Unfortunately, fuel departments' abIhty to brmg about these
changes In the market IS hmIted because the coal sector has greater polltlcal Influence These
Issues of needed change and market Influence present hurdles that severely Impede Improvement
In fuel procurement

In additIOn to these two hurdles, the Genco and power statIOns are accustomed to a command
structure of top-down management by the MIlllStry of Energy Withm thIS command structure,
the abIhty to Influence poltcy has always been routed through the mIlllstry It 1S our opmlOn that
the Genco and the power statlOns must now begm to develop the ab1Zzty to mfluence fuel-related
polrcles w1thm Ukrame The operatlOnal needs offuel departments have been subordmated to
more serlOUS needs for cash, such as paymg wages andpurchasmg crzt1cal operatmg equipment
Nonetheless, we feel that fuel departments must be more aggressive m their efforts to obtam the
eqUlpment necessaryfor lmprovmgfuel quaZzty assessment and contract enforcement

--------------- Hagler Bmlly ---------------
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CHAPTER 2
PRIVATIZATION ISSUES

2.1 CHANGES EXPECTED FOR GENCOS

PnvatizatiOn of the power sector m Ukrame appears to be mevitable and IS expected to occur
WIthm a short penod of tIme Efforts, as summarIzed m the Fmancial Recovery Plan, are
underway to resolve the majOr Issues related to solvent sector operatiOns Therefore, It IS prudent
to begm plannmg for the changes expected to occur WIthm the next two years

One of these antIcIpated changes IS the mcrease of cash cIrculatmg through the EnergoMarket
ThIS cash mcrease has been dIfficult to realIze, but It IS WIdely held that pnvatIzatIon WIll so
remove government from the power sector that real economIC operatIons WIll eventually emerge
Once the mcreased cash flow begms, It WIll be necessary to pnontIze the needs of cash spendmg

2 11 COAL AND NATURAL GAS SECTORS WILL BE RESTRUCTURED

The pnvatIzation effort IS not only lImIted to the power sector--Gencos can also expect
pnvatizatiOn to occur In the UkraIne fuel markets m the next few years The natural gas sector IS
now undergomg regulatory defimtion so that a new free-market natural gas and 011 economy can
be developed under the dIrectIon of a government oversIght agency ThIS concept WIll further
remove the government from commerCIal operatIons withm the 011 and gas sector and WIll allow
a free-market to operate

MeanwhIle, there IS also dIScussIon about restructurmg the coal sector to develop a free market
MaSSIve over-employment and uneconomIC mmes compound the complexIty of thIS process In
contrast to the progress m the power sector, there has been lIttle progress m the coal sector
Ukramtan mmes are undercapItalIzed and operate under dIfficult geologIcal condItIons It IS
Important that Ukrame have an economIC domestic coal-mmIng capabIlIty that can prOVIde a
measure of energy mdependence Equally Important, though, IS that Ukrame have suffiCIent
power for ItS mdustnes, allOWIng the development of products that can compete on a domestIC,
regiOnal, and global baSIS These competIng demands must be properly balanced whIle
developmg a free-market m the coal sector
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Whtle these changes m the fuel markets are takmg place the fuel departments at the Genco and
the power statIOns should begin developing forums where they may make theIr OpinIOnS heard
and mfluence pohcy for the fuel sectors towards developing a free-market economy

2.2 UPCOMING CHANGES

2 2 1 NEW OUTSIDE INFLUENCES ON PERSONNEL AND MANAGEMENT

As Investment through pnvatizatIOn begms, the shift from dependence upon Mmenergo to the
new mvestor will begm The new Investor w1l1 have paid for the rIght to VOIce opmIOns and
dependent on the share percentage owned, demand change withm the Genco to achieve busmess
objectives defined under the Investor's prIVatIzatIOn goals These changes can range from
extensive management changes to demands for change In operatmg pohcy to changes In the way
the Genco conducts its busmess One of the first steps which will be conducted by a maJonty
stockholder IS the evaluatIOn of management and personnel Fuel department offiCials should be
ready to demonstrate that they are aVidly worlang to Improve fuel procurement Issues It IS our
opmlOn that many ofthe responses whIch we hear from fuel departments are not pro-actIve and
do not demonstrate adequate effort to change fuel procurement condltlOns

As the mvestor assesses the dally busmess activitles of the Genco and power statIOns, the
pnmary goal Will to get a return on theIr mvestment ThIS WIll reqUire that busmess rIsks be
controlled, expenses be reduced, operatIOns be optImIzed, and cash flow from electrICity markets
be maXImIzed As thIS assessment IS conducted a new mvestor WIll scrutImze fuel procurement
m depth because thIS expense area IS one whIch can proVIde the greatest opportumty to maXImIze
Genco profit It WIll be to the advantage ofthe fuel departments to be ready WIth aggreSSIve and
pro-actIve plans to Improve fuel procurement and management capabIlztIes

2 2 lINew DIrections

New shareholders means new mterest m the busmess dIrectIOn of the Genco and the power
statIOns The fuel departments should ensure theIr plans are well founded on assumptIOns that
mcorporate the lIkely range of economIC condItions and changes foreseeable Wlthm the Ukrame
economy It IS recommended that Genco fuel departments develop a wrztten strategy that
mcludes goals to be achIeved ThIS strategy must be based on overall Genco andpower statlOn
goals that are defined and accepted by Genco management Genco management should be able
to ImmedIately demonstrate to new shareholders how recent and current actIvItIes WIll achIeve
the obJectlves defined withm the strategy The new shareholders wIll WIsh to be assured that
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management has appropnately evaluated future events and has Ill1tIated actIOn to cope WIth such
events

2.2.12 Cash Inflow

PnvatIzatIOn IS bemg Implemented as a tool to mcrease cash flow to the power sector The
Fmanclal Recovery Plan antIcIpates sources of potential cash flow to be the World Bank Loan,
mcreased cash flow from the EnergoMarket, and cash mfusIOn from pnvate mvestors Fuel
departments therefore have three potential sources for cash mfusIOn over the next 18 months
GIven effort by all partIes to attam Fmanclal Recovery Plan obJectIves, fuel departments should
be able to project probable cash flow and to develop a specIfic capItal spendmg plan for
Immediate purchase of badly needed eqUIpment

2 2 1 3 Less Government Involvement and Influence ID Dally AffaIrs

As pnvate mvestors obtam control of Gencos, government control WIll wane TradItIonal use of
government resources must be evaluated to determme the resources that must be generated
WIthm the Genco and power statIons to cope WIth future fuel procurement reqUIrements For
example, It IS very lIkely that the abIhty to rely on the Coal and Energy MIlllstnes for
arrangement ofpreordamed fuel supplIes WIll cease m the future Fuel departments WIll have to
be ready to attract fuel supplIers to the new condItIons for fuel supply necessary for economIcal
operatIOn of power statIOns

In addItIOn, the abIhty to mfluence polIcy m arenas such as the raIlway, coal, natural gas,
JUdICIary, state standards, and mternatIOnal trade WIll become the responsIbIlIty of the Genco
The Genco must be able to exert pnvate-entity pressure on government to make the changes
necessary for economIC operatIOn ofpower statIOns Therefore the relatIOnshIp wIth government
WIll become more adversanal Management's attentIOn must focus now on Genco mfluence
Issues to ensure fuel departments can begm the tranSItIOn of rehance m the near future

2 2 1 4 Opportumty to Improve Performance

Increased cash flow over the next 18 months WIll generate opportumties for purchasmg
eqUIpment to solve current operatIOns problems PreparatIOns can be made m advance--the fuel
departments must be ready to obtam and employ the new eqUIpment as soon as possIble The
return on mvestment m new eqUIpment and operatmg practIces WIll be maxImIzed If a strategy
has been developed, eqUIpment properly chosen, field engmeenng completed, and procedures
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ready for ImplementatIOn Tills process may be SImple for the addItIon of a fax machme but wIll
be much more complex for purchasmg a calonmeter or a new type ofcoal samphng devIce

2 2 1 5 Legal Issues Relative to Fuel Contracts RelatiOnships

Pnvatization wIll transfer ownersillp of a Genco, by the sale of the Genco's stock, to mvestors
from the pnvate sector, thus transformmg the Genco from a government entIty to a pnvate entIty
The contmumg ImtiatIOn of new fuel supply contracts demands an ImmedIate reVIew of the legal
relatIOnshIps between the new Genco entIty and the supplIers These relatIOnshIps are stated and
ImplIed m fuel supply contracts, rail and truck haulage contracts, and other dealmgs WIth
government and pnvate entItIes mvolved m the fuel procurement cycle Current contracts should
be revIewed to assess potentIal pItfalls III the agreement language Pnor to the pnvatIzation
process, these agreements should be modIfied as they are renewed

New long-term fuel supply contracts should be entered mto only after careful conSIderatIOn from
the perspectIve of a pnvate entIty Because we foresee much procedural change III the next 18
months, any new long-term agreement should attempt to maxImIze the Genco's abIlIty to
termmate the agreement If needed, whIle mamtammg a mutually benefiCIal relatIOnshIp Any
contract for a term of more than one year must be carefully evaluated for nsk, and appropnate
language added to gIve the Genco a means of mitIgatmg the nsk

2 2 1 6 Increased Free-Market RelatIOnshIps

Under free-market operatIOns, less commUlllcation wIll be conducted through government
mmlstnes and more commurncatIOn WIll be conducted between the fuel buyer and the fuel seller
These commulllcatIons wIll concern daily busmess transactIOns, problems of mutual mterest, and
capabIlItIes of the power and fuel market sectors There wIll be a need for more one-on-one
dISCUSSIons as well as sector-to-sector dISCUSSIons VIa organIzatIOns or aSSOCiatIOns that have
common goals or mterests

Currently, there are many dIfferent state orgamzatIOns that should be restructured, WIth the
support of the power sector, to reflect free-market relatIOnshIps These entItles, such as the State
Standards CommIttee, should be reorganIzed so they may respond to mdustry as well as to
regulatIOns Because the Gencos must be mcreasmgly vocalm theIr support of restructunng the
state-entItles, they should Immediately begm to develop relatIOnshIps WIth other sectors (for
example, coal, natural gas, rail, agncultural, chemIcal) m order to generate WIdespread support
Restructurmg government bodIes and developmg mter-sector allIances WIll rapIdly consume tIme
and effort, so It IS ofvalue to begm development of these efforts as soon as pOSSIble
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2.3 PREPARING FOR CHANGE

As pnvatizatlon occurs, fuel departments at the Genco and power plants Will be modified to keep
pace with rapid orgamzatiOnal and operatiOnal changes It wIll be Important for the fuel
departments to adapt to the new modus operandI because employee layoffs WIll certamly be an
Issue when mvestors attempt to reduce operatmg costs and nsk MeanwhIle, new Issues m fuel
procurement, such as advancmg capabIlItIes, dealIng WIth external entItles, and makmg change
occur along the nght path, WIll be Important for fuel departments

2 3 1 PERCEPTION THAT NOTHING CAN BE DONE WITHOUT CASH

A defeatIst attItude prevaIls throughout the fuel departments, not only at Zakhidenergo but also at
other Gencos and power statIOns throughout Ukrame At present, there appears to be a strong
top-down governmental control structure complIcated by the ongomg but slow EnergoMarket
evolutIOn, both of whIch act as mhibitors of Improvement Cash flow from the EnergoMarket IS
so low that current wages cannot always be fully patd In almost every dIscussIOn held at Gencos
and power statIOns, the lack of cash IS CIted as the reason that no Improvement m the SItuatIOn
can be made To a large degree thIS IS true, but the resultmg lack ofperseverance IS too far
reachmg

Ifone looks at the foreIgn relatIOnshIps that have eXIsted WIth all three Zakhidenergo power
statIOns, one can see opportunItIes for, at least, some mmor Improvements TypIcally power
statIons are supplIed WIth some level of cash through foreIgn contracts WIth Uknnterenergo
Although the source ofcash IS the same, some contracts (e g Boursthyn) are for hIgher volumes
of fuel than are others (e g Dobrotvor), therefore, It IS very lIkely that Boursthyn receIves more
cash than does Dobrotvor

CzechPol, WhICh supplIes power statiOns WIth coal from Poland by way ofUkrmterenergo,
demonstrated then mterest m momtonng fuel qualIty by provIdmg calonfic-value assessment
eqUIpment to both Boursthyn and Dobrotvor as a part of fuel supply agreements Boursthyn
offiCIals have only expressed mterest m obtammg computers to handle and report fuel
procurement mformatIOn Dobrotvor, on the other hand, not only managed to acqune two
computers--they had software speCially wntten and also purchased fax and copy machmes
Dobrotvor has developed means of obtammg necessary office eqUIpment and computers because
they are determmed to Improve theIr fuel procurement standards Why then does Dobrotvor have
a good computer system to manage fuel-related mformatlon m the fuel department whIle
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Boursthyn has none? The answer IS that, In our OpInIOn, Dobrotvor IS commItted to developIng
and enforcIng a proper fuel procurement system but Boursthyn m not

2 3 2 ESTABLISH AND RANK SPECIFIC IMPROVEMENT OBJECTIVES

Knowledgeable new Investors WIll request JustificatIOn for proposed expendItures For example,
If a new samplmg deVIce IS requested, they WIll want to know how It WIll save money how much

money It WIll save, how qUickly It WIll pay for Itself, and what Will be the rate of return In thIS
way, Investors can deternune whether to mvest the hmited cash m the new samplmg deVIce, m
new boIler tubes, or m a new waste dump

Each fuel department should lIst Its capItal expendIture requuements, develop JustificatIOn
arguments for each Item, and perform rate~of-returncalculations Durmg thIS process, specIfic
supplIers should be contacted to establIsh theIr terms for supply of theIr product For large
expense Items, Issues such as specIficatIOns, productIOn capaCIty, purchase terms, delIvery time
frame, and pnce should be researched for each suppher EvaluatIOn of thIS mformatIOn, along
With a tlmmg schedule for cash reqUirement, Will establIsh the best supplIer When all purchase
proposals have been submItted for evaluatIOn, they can be ranked by the degree to whIch each
satisfies the specific ObjectIves of the fuel departments and Gencos

A strategy for Improvmg the effiCIency and effectiveness of the fuel procurement department can
then be fully deVIsed and Implemented For example, If lIttle cash IS avaIlable, It could qUIckly
be used to Improve employee productIVIty by purchasmg copIers and fax machmes If hIgher
amounts of cash are avaIlable, perhaps a rallcar-samplmg deVIce could be purchased on a time
plan Assunung a hIgh rate of return IS expected for thIS mvestment, pOSSIbly a down payment
could be made If delIvery lead-tIme IS long ThIS Will encourage the manufacturer to construct
and delIver the machme expedItIOusly SupplIers may be WIllIng to extend credIt because new
mvestor finanCIal strength would stand belund the debt Therefore, If varIable amounts of cash
become aVaIlable to the Genco and power statIOns, they must be able to answer a host of
questIOns about theIr strategy for mvestment to Improve fuel procurement standards

2.4 PLAN AND EXECUTE WORK EFFORTS WHICH Do NOT REQUIRE CASH

As change occurs, Issues that reqUIre actIOn but not cash should be IdentIfied and the work
planned to be mcluded In the dally effort Examples reqUIrIng mmimal cash mclude mteroal
employee trammg m new technIques, obtammg changes to state standards, contnbutmg to
busmess aSSOCiatIOns, and trammg employees III software usage When a strategy for
Improvement of fuel procurement has been deVIsed, non-cash efforts can be performed whIle the
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arrIval of cash IS Impendmg A good example would be the trammg ofLadyzhm and Boursthyn
employees m the use ofthe Dobrotvor's software for fuel data management

2 4 1 BEGIN WORK BY ASSUMING CASH WILL BECOME AVAILABLE

From the above dIScussIon, It IS necessary to assume that cash WIll become avaIlable We have
mdicated that the cash sources wIll be the World Bank Loan, the EnergoMarket and prIvate
mvestors Any three of these sources WIll provIde needed cash, so It IS necessary to plan for the
cash mfusIOn and to actIvely support programs that WIll provIde cash dIrectly to the fuel
departments Once management and staff are convmced that cash wIll be forthcommg, the
process ofchangmg the pessImIstIc outlook on the power sector's future can begm

2.5 GOVERNMENT INVOLVEMENT AND INITIATING INDEPENDENCE

New mvestors WIll expect that, after pnvatIzatIOn, they WIll have control over theIr Investment
The goal of strategIc mvestors WIll be to gam control ofthe busmess enterpnse, posItIOn the
Genco for future profitabIlIty, and prepare for proper regulatIOn of the power sector These
Investors wIll WIsh to ensure that government does not Inappropnately Interfere In free-market
development and operatIOns They wIll dIstance the Genco from government WIth an appropnate
arms-length bUSIness relatIOnslup Therefore, pnvate Investors wIll work to extract the Genco
from any unnecessary government oversIght ThIS IS partIcularly relevant to fuel procurement
procedures because of the government's current deep Involvement In thIS area

The government IS heaVIly mvolved m the fuel supply process m Ukrame Mazut, the fuel whIch
power statIOns use the least, has been essentIally establIshed m a free-market forum, but coal and
natural gas remam as monopohes controlled by government entItles Pnvate mvestors WIll likely
look for free markets that proVIde some guarantee of supply contmUIty and pnce competItIOn
However, they WIll balk If government entItles reqUire that they purchase substandard fuel at
above-market pnces--Gencos can expect that thIS type of arrangement WIth the government WIll
qUickly recede m the future As cash becomes avaIlable, the abIlIty of the Genco to purchase fuel
of speCIfied qualIty WIll also mcrease The Genco and power plants must Imtiate programs
whereby coal WIth a lugher calonfic value IS acqUIred when a hIgher proportIOn of cash IS paId
for the coal These programs WIll work to reduce the cost of coal because It WIll elImmate the
barter premIUm, whIch IS WIdely estimated to be about 30% of the coal pnce set by the state

2.6 CULTURE DIFFERENTIALS
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As new mvestors work to ensure that theIr mvestments generate the expected returns they WIll
naturally resort to busmess practIces and pnncIples that have been successful m the past
SometImes cultural dIfferences anse as mvestors Implement change One practIce that WIll
change IS the Job-structure concept whereby employees expect to keep aJob sImply through work
attendance A western mvestor WIll expect performance from all employees and WIll demand
that management and supervIsors ensure each employee performs as expected There wIll lIkely
be more strmgent hmng and finng practIces backed by more controlled employee evaluatlOn
procedures

The Genco and power plants can expect most western mvestors to be mtolerant ofalcohol and
drugs on company premIses Expenence m western companIes has shown that alcohol- or drug
ImpaIred employees can be hurt on the Job, can mJure other employees whIle on company
property or whIle dnvmg company vehIcles, or can otherwIse destroy company property These
past expenences have led to unnecessary loss of hfe and hIgh damage claIms agamst the
compames Western companIes regard alcohol and drug ImpaIrment as senous threats to the
safety of other employees and property

It IS very lIkely that western mvestors WIll demand that procedures be enforced to ban all alcohol
and drugs from company property and to prOVIde treatment to any employee deemed to have an
alcohol or drug dependency problem The treatment and rehabIhtatIOn concept IS deSIgned to
gIve the employee an OpportunIty to ehmmate the dependency and to fulfill a normal functIOnal
role for the company ThIS practIce reqUIres a change from the UkraIman behaVIOr of not
enforcmg banIshment of alcohol on company property, and at all company luncheons, dmners,
and SOCIal events It lS recommended that western corporate standards ofemployee performanc.e
and corporate mtolerance for drug or alcohol use be dlscussed wlth fuel depm tment officzals to
prepare them for the changes that may be necessary for contmued employment m an mvestor
owned corporate enVlronment
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CHAPTER 3
MANAGEMENT AND ORGANIZATION

3 1 PLANNING AND PREPARATION FOR THE PRIVATE POWER SECTOR

3 1 1 Loss OF GOVERNMENT SERVICES

PnvatIzatIOn of the power sector WIll Impact the way busmess IS done by the Genco In future,
the Genco wIll do many tasks now performed by the MIlllStry ofEnergy The rehance upon
government entItles such as DerzhComReserve for financmg and fundmg wIll recede As
mentIOned elsewhere m thIS text, there are specIfic examples of relIance on government that the
Genco must begm to assume It IS recommended the Genco rewew all fuel-related matters to
determme whIch ofthose matters currently performed by Government the Genco WIll have to
perform In the future Work efforts whIch wIll reqUIre a relatIvely longer lead-time to
Implement, should be evaluated to determme how the Genco plans to execute thIS work m the
future

3 1 2 MARKETING AND SELLING POWER

3121 Ukrmterenergo's Role

Uknnterenergo's role at Dobrotvor and Boursthyn IS that ofmtermediary m the barter trade of
electncity for fuel Current regulatIOns allow only Ukrmterenergo to be hcensed to sell Ukrame
electncity abroad Therefore, they have a monopoly on foreIgn export of electncity
Uknnterenergo eXIsts as a Mmenergo department wIth a long hIstory of mvolvement m foreIgn
electncity-related projects In the future, as Mmenergo becomes more a regulatory than
executIve body, Uknnterenergo's role WIll present a senous conflIct ofmterest for Mmenergo It
wIll no longer be appropnate for Ukrmterenergo to be mvolved m fuel and electriCIty supply for
power statIOns m UkraIne

Western mterests are very partIcular about conflIcts of Interest and government InterventIOn Into
the deahngs ofpnvate bUSInesses The Involvement ofUkrmterenergo In both fuel supply and

--------------- Hagler Bailly ---------------



I
I
I
I
I
I
I'
I
I
I
I
I
I
I
I
I
I
I
~I

MANAGEMENT AND ORGANIZATION ~ 3-2

electnclty sales will present problems for strategIc western mvestors WIth the prohferatIOn of
countrIes wIllmg to develop attractIve busmess clImates for foreIgn mvestors Ukrame must work.
hard to promote confidence that Investment m Ukrame will not be unduly restncted The
mvolvement ofUknnterenergo could be perceIved as a control over foreIgn electncity markets
that greatly lImIts the abIlIty ofZakhIdenergo to compete or survIVe

We recommend that the Genco
I Work wlthm the EnergoMarket to create the nght ofEnergoMarket members to freely

partIcIpate mforeIgn eleCtrlClty sales and
I Work to have the nghts under the Ukrmterenergo contracts transferred to the Genco

when pnvatization process occurs

3 1 2 2 New DIrections Under PresIdentIal Order 270/98

On June 11, 1998, PresIdent Kuchma mstructed the Cabmet of MInIsters to approve a strategy
for exportmg power WIth the aim of maximIzmg potentIal future gams While thIS actlOn shows
a deSIre to mcrease the export of electncIty, electncity from Ukrame must be competItIve WIthm
the mtended markets The Genco must ensure capItal, fuel, and operatmg costs are such that the
resultant electncity pnces In the EnergoMarket WIll be competItIve beyond Ukrame's borders In
the current busmess clImate, developmg competItIve electncity markets WIll depend on

• the abIlIty to structure fuel supply contracts WIth foreIgn coal supplIers
• the Improvement of the cost and qualIty of domestIC coal
• the development of a free market m natural gas

Therefore, the Genco must work to solve the cost problems of fuel supply while they work to
gam foreIgn electrICIty sales

Currently, only Ukrmterenergo IS lIcensed to sell UkrainIan electncity outSIde Ukrame After
pnvatizatlOn, the Genco must be free to purchase fuel and sell electncity beyond ItS borders The
Gencos must work to acqUIre the nght for appropnate EnergoMarket members to sell electncity
to foreIgn lands Any decrees or laws preventmg EnergoMarket members from partIcIpatmg m
the market should be challenged and abolIshed It IS recommended that, whzle the Genco foreIgn
trade process IS bemg developed, EnergoMarket members should lobby government to clarify the
roles ofpnvate domestIc entltles to allow them to properly conduct market relatIOns withforeign
busmesses and governments

--------------- Hagler Batlly ---------------



I
I
I,
,
I
I
II

I
I
I'
I
I
I
I
I
I
I
I

MANAGEMENT AND ORGANIZAnON'" 3-3

3 1 2 3 New InternatIonal RelationshIps

The Genco should be allowed to establIsh new mternatIOnal relatIOnships This is very important
to Zakhidenergo because higher qUality and lower cost Pohsh coal provides the foundatiOn of an
economiC advantage Tills low cost fuel, m relative terms, allows Zakhidenergo to compete more
effectively m the domestIC market and creates potentIal for competmg m electncity markets to
the west CompetItiveness Will, of course, depend on fuel transport pnces, lme losses and taxes
but thIS opportumty IS currently provIdmg Zakhidenergo With busmess relatiOnships that produce
economIC benefit Zakhidenergo management should actIvely work to expand ItS rIghts to
develop foreIgn busmess relatiOnshIps Without coerCIve government mterventiOn or forced
partICipatiOn, as m the Uknnterenergo mvolvement

3.2 WORK EXECUTION

Work performance m the fuel departments of Zakhidenergo was evaluated by mvestigatmg the
progress of developmental events for departmental improvement at the power statiOns or the
Genco One of the most important issues for Ukrame is the control of fuel dehvenes on a
calonfic-value basIs, as is done predommantly m the rest of the world EvaluatiOn of the efforts
made to implement thiS concept at Boursthyn, Ladyzhm, and Dobrotvor shed hght on theIr
respectIve progress

The seed ofchange m fuel procurement was InItiated m January of 1996 With a command from
Zakhldenergo management to power statIOn management to reform the fuel department by
placmg more emphaSIS on fuel procurement At Dobrotvor, the reform efforts focused on
Improvmg fuel procurement methods, acqumng computers, and havmg special software
developed They formed a structured, functiOnal team and theIr commitment to obtam the proper
eqUipment and Implement proper procedures must be commended

In contrast, Boursthyn dId not even begm to revamp Its fuel department untIl December 1997-
almost a year after the order to reform fuel procurement processes was issued The performance
at Boursthyn would not be acceptable under western management standards However, the
questiOn remamed after the Boursthyn evaluatiOn Why was Boursthyn's performance m
reformmg the fuel department acceptable to Zakhldenergo management?

The responSibIlIty to reform fuel departments must ultimately fall upon the Plant Director and
the Deputy Director m charge of the fuel department In order to have true reform, upper
management must be committed to the reform ObjectIves and must ensure that these ObjectIves
are successfully met m an appropnate time frame
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It zs recommended that the responszbzlzues ofsemor management ofthe Genco and the power
statlOns be revzewed to determme how authorzty and responslbllztles for fuel procurement are
coordmated and delegated The reVlew should questlOn the abllzty ofGenco management to
ensure a coordmatlOn ofeffort by all three power statlOns to meet the fuel procurement goals
defined by the Genco

Boursthyn's performance m mtroducmg the new calonmeter IS also unacceptable The
calonmeter was acqUIred m January of 1997, but only placed mto servIce m March of 1998 The
reasons cIted for delay were customs Issues, avaIlabIlIty of foreIgn manufacturer representatIves
eqUIpment and process certIficatIOn, personnel trammg, and development of mtemal procedures
Regardless of the dIfficulties ofmtroducmg a new pIece of eqUIpment mto the country most of
the Issues encountered should have been foreseen pnor to acqUISItIOn and appropnate actIOn
taken to ensure the eqUIpment could be used as soon as pOSSIble after delIvery

Thts purchase ofmore accurate eqUIpment would lead one to belIeve that Improvement had taken
place and hopefully savmgs would ensue Dunng the Boursthyn mtervIew, we looked for
concrete eVIdence ofan Improvement m fuel qualIty evaluatIOn We had been told at Boursthyn
that the calonfic value of Pohsh coal supphes have essentIally been measured as 100 leal/kg, or
2% hIgher smce use of the calonmeter has been mstItuted Boursthyn declIned to prOVIde us
data to confirm thIS mformatlOn We concluded that

• the mformatlOn was dIfficult to produce because of data management problems
• Boursthyn offiCials were bemg typIcally unWIllIng to work WIth us
• there were facts whtch Boursthyn offiCials dId not WIsh us to see

Assummg 3 months for eqUIpment mtroductIOn and usmg Boursthyn' s estImate of the Impact of
calonfic value (2 0 mIllIon tonnes per year at a pnce of $27 per tonne, and a loss of 100 kcallkg
over a 5100 kcallkg base), we calculate the lost value of energy for a 12 month penod to be $1 06
mIlhon on a $54 mIlhon fuel procurement We therefore stand by our argument that
expendItures for calonfic analyses to produce savIngs In fuel procurement WIll prOVIde
ImmedIate results

In UkraIne, It IS often opIned that calonmeters are not needed because fuel procurement offiCIals
know what calonfic value IS beIng purchased As shown m the above example, the Importance
ofcalonmeters m the fuel procurement process IS demonstrated by the dramatIcally Increased
abIlIty to control the calonfic value of purchased coal The cash cost of thIS eqUIpment IS about
U8$20,000 plus an annual Independent agency overSIght cost ofU8$ 18,000 The savmgs In
reduced manpower costs due to automatIon of thIS eqUIpment offset the Increased laboratory
costs WIth monthly savmgs In the order of U8$88,000 per month, the eqUIpment cost IS
ImmedIately reImbursed and contInual monthly savmgs are qUIte slgmficant As thIS example
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MANAGEMENT AND ORGANIZATION" 3-5

has proven, the argument that calonmeters are not needed IS erroneous

The argument that the lack of financIal resources prevents the purchase of computer eqUipment
pale as the above evaluatIon IS revIewed If the above-mentIOned savmgs generated by a new
calonmeter could be converted to cash, the fuel department could purchase and mstall computers
throughout the power statIOn Because these savmgs dIrectly Impact mtermediaries' (such as
CzechPol) profits, these Improvements should be used to show mtermedlanes how theIr mfuslOn
of cash to purchase fuel samplIng eqUipment and addItIOnal resources for the power station WIll
produce SImIlar savmgs

It must be noted that, as stated m papers proVIded by Boursthyn, the total barter-deal value paId
for theIr calonmeter was $38,000 Based on pnor quotes obtamed by the adVIsors from
AmerIcan supplIers, the cost of thIS eqUipment, FOB New York, was about $20,000 for
eqUivalent eqUipment Tllis mformation IS prOVIded as a note that power statIOns need more
resources to evaluate and pnce foreIgn eqUipment There would be great value m havmg an
employee, at the Genco, who couldprovzde research on avazlabllzty andpriCing offoreign
equzpment Given the masszve amount ofcapztal requzred In the near future, thzs person would
be mvaluable and could be used byfuel departments to evaluate theIr equzpment needs

At Boursthyn, a recent development m fuel qualIty control IS theIr abIlIty to prevent speCIfic
mmes from supplymg coal under the PolIsh contracts Tllis development IS qUite sIgmficant and
represents good apparent teamwork between Zakhidenergo, Uknnterenergo, CzechPol, and coal
supplIers However, as the foreIgn coal supply agreement had been m place smce 1995 thIS
problem dId not Just recently occur but should have been solved long ago ThIS SItuatIOn begs
the followmg questIOns

• Why has It taken three years to solve the problem of furnace slaggmg?
• What was management domg to solve thIS problem durmg thIS penod?
• Does management too eaSIly accept substandard results?

At Dobrotvor, It IS VItal that management attend to gettmg theIr calOrImeter through customs
Cash to pay for customs dutIes IS badly needed We were unable to determme the customs duty
on thIS type of eqUIpment--oddly, those we mterviewed at Dobrotvor or Boursthyn dId not know
the rate However, assummg a calorImeter cost of $20,000 and a customs duty ofabout 10%, the
duty should be about $2,000 Gzven the savmgs potentzal on coal Import cost as demonstrated
by the results at Boursthyn, It IS recommended that management dedicate cashfor the customs
duty to get the new Dobrotvor calorImeter Into use as soon as pOSSible

When mvestlgatmg Dobrotvor's current calonfic samphng methods, management mformed us
that, usmg old technology calorImeters, Dobrotvor's analySIS always was about 100 kg/kcal
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MANAGEMENT AND ORGANIZATION I> 3-6

hIgher than supplIers' sample analysIs Zakllldenergo must realIze that thIS IS only an
apprOXImate mdicator of calonfic value and that fuel management should be based on facts, not
on guesses and mtUItIOn Each power statIOn must have eqUIpment and methodologIes that
prOVIde officIals WIth proof of actual fuel quahty The accuracy ofDobrotvor'solder
calonmeters could easIly be compared agamst the newer calonmeters at Boursthyn

At Ladyzhm, management stated they knew the calonfic value of fuel shIpped to power statIOns

because they could refer to old SovIet manuals of coal basm defimtIOn They could also rely on
dry-ash-free calculatIOns for calonfic value from mOIsture and ash values However, the old
SovIet manual has not been recently updated and does not mclude adequate mformatIOn to
determme whIch seams of the depOSIts are bemg mmed Because the dry-ash-free characterIstICS
ofcoal IS varlable and IS dependent upon the coal seam bemg mmed, the use of these formulae IS
not relIable If the seam IS bemg mmed IS not known

The accuracy of the dry-ash formulae IS msufficient to properly momtor the calonfic value of a
coal dehvery Coal dehvery mformatIOn does not mclude the source of coal by seam nor the
suppher's mformatIOn about blendmg the coal Thus, there IS no way to denve a formula that
WIll consIstently prOVIde calonfic value to the degree of accuracy employed m the West The
accuracy used for calonfic value measurement m the West IS plus or mmus 28 kcal/kg, and the
tYPIcal range of control for mdividual dehvenes IS plus or mmus 56 kcal/kg before premIUms or
penaltIes are apphed We recommend that the Genco mcrease Us control ovel the calorific
values accepted m coal dehverzes to the power statwns The expenence at Boursthyn shows
hIgh potentIal for gams m coal procurement effiCIency Because of the volume of coal dehvered
under contracts based on calonfic values, calonfic measurement WIth new technology should be
Implemented throughout Zakhidenergo as soon as pOSSIble

3 2 1 DEVELOPING A LEADERSHIP POSITION IN UKRAINE

Zakhidenergo IS In a pOSItIOn to take advantage of ItS foreIgn expenence of coal supply from
Poland to enhance ItS competItIveness m the supply of electncity to Ukrame, Poland, and
CzechoslovakIa Zakhldenergo must leverage this expenence to gam maXImum benefit before
the SUbSIdIzed pnce for Pohsh coal IS ehmmated By mcreasmg fuel qualIty and redUCIng
operatmg and maIntenance costs, Zakhidenergo must optImIze as much value as It can to reduce
outstandmg debt through offsets and to mamtam low debt ratIOS To accomplIsh thIS,
Zakhidenergo must become the UkraInIan leader m the use of new concepts and technology to
procure fuel
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3 2 2 ZAKHIDENERGO TEAMWORK

Zakhldenergo fuel departments are of the OpInIOn that they work well together However our
observatlons do not support thIS perceptIOn IndIvIduals from each of the power statIOns
assemble for meetmgs WIth Genco officIals only two or three tImes a year ThIS IS madequate m
the present clImate of economIC evolutIOn There IS a lack ofconcerted effort on the part of each
power statIon to achIeve specIfic ObjectIves aimed at unprovmg the overall fuel procurement
abIlIty of Zakhldenergo Indeed, an overall ObjectIve does not appear to be defined

The lack of cooperatIOn between power statIOns IS exemphfied by the sItuatIOn at Ladyzhm
Boursthyn has most experIence With foreIgn fuel supphers and wIth acqumng and usmg theIr
new calonmeter as well as expenence wIth hIgh ash fusIOn coals from Poland Apparently, these
lessons learned at Boursthyn haven't been adequately shared With Ladyzhm Withm the last 12
months Ladyzhm leased a power statIon umt but, as yet, has receIved no cash for the fuel
department from the lessee Assummg Ladyzhm's lessee IS purchasmg ItS coal WIth cash, we
estImate theIr expense to be $28 mIllIon (l mIllIon tonnes at $28 per tonne) WIth thIs
magmtude ofexpense, It would make sense to borrow Boursthyn's expertIse to make the $20,000
mvestment In a calorImeter to reap the potentIal saVIngs preVIOusly outlmed

We belIeve Zakhldenergo lacks a true commItment to emplOyIng calorImeters and other modem
fuel-quahty management deVIces We recommend that Zakhldenergo develop a specific strategy
for Implementmg modernfuel-control methods and eqUIpment equally at every power statIOn as
opportumtIes develop The knowledge and expertIse of staff at each power statIOn should be
pooled to develop the strategy

Our conversatIons at each of the power statIOns mdlcate lImned coOrdInatIOn of effort among the
three power statIOns Boursthyn possesses one of the most up to date calonmeters aVaIlable In
Ukrame whIle Dobrotvor and Ladyzhm employ old eqUIpment Dobrotvor, whIch IS
geographIcally close to Boursthyn, evaluates calonfic value by companng then results from
outdated eqUIpment to the certIficate of qualIty proVIded With delIvered coal Because
Dobrotvor's analysIs consIstently shows a 100 kcal/kg calOrIfic value greater than the shIppers'
certIficates, Dobrotvor assumes Its eqUIpment IS satlsfactory for the tIme bemg There IS no
coordmated effort to check Dobrotvor's calonfic values usmg the new calonmeter at Boursthyn

Although there IS only one new calonmeter withm Zakhldenergo, dunng our VISIt to Boursthyn It
was drastIcally underused In fact, It was bemg used for Its pnntmg capabIlIty The calonmeter
IS used one ShIft per day whIle It could be used durIng off-shIfts, m teamwork fashIon, to check
the calonfic calculatIOns at Dobrotvor and Ladyzhm Another area where teamwork could be of
great benefit IS m the use ofDobrotvor's software for trackmg fuel management data Other
statIOns could Immediately Improve theIr data analysIs and reportIng by the SImple addItIOn of a
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MANAGEMENT AND ORGANIZATION ~ 3-8

computer supplemented by the software and trammg from Dobrotvor The abIlIty to raIse the
level of cooperatIOn between all three power statIOns IS not bemg employed

3.2 3 VERTICAL DISTRIBUTION OF RESPONSIBILITY

The command structure of Zakhldenergo IS sImilar to that observed throughout Ukrame The

structure heavtly relIes upon top-down Mmistry dIrectiOn, partially because of Mmenergo' s
contmumg support and control It appears, from our western perspectIve that more needs to be
done by Zakhidenergo and power statIon management to change the course of future fuel
procurement events

There are many Issues that Mmenergo does not have tIme to address but whIch reqUIre attentIOn
from Zakhidenergo management For example, valuatIOn of fuel mventones by the tax assessor
does not always comclde wIth the Genco valuatIon because there IS no agreed-upon assessment
methodology The problem may be caused by a quota system demanded by government coupled
wIth an opportumty for the tax assessor to momentarIly mflate reqUIred tax payments It IS

recommended the Genco ensure Us accountIng standards for fuel Inventory valuatIOn comply
wIth eXIstIng law andpractIce and wuh tax officIals' methods

As Zakhldenergo WIll very lIkely conduct more mternatIOnal busmess than the other Gencos m
Ukrame, It WIll be of value for It to Implement InternatIOnal Accountmg Standards These
standards WIll provIde methods for valumg mventory that can then be tested and Implemented m
UkraIne Furthermore, when honest efforts are used to manage the Genco's finanCIal affaIrs, the
Genco must have the nght to contest taxatIOn Issues WIthout repnsal

The true InhIbItors of solutIOns to fuel-procurement problems must be defined Then executIve
management must begIn to solve the problems For example the RUSSIan government deCIded
that all fuel sales In RUSSia are to use the InternatIOnal OrgamzatIOn for StandardIzatIon (ISO)
standards thIS has Impacted UkraIne's phIlosophy offuel procurement by allowmg foreIgn
Imports of fuel to use ISO standards Therefore, there IS an opporturnty nght now to advance
UkraIne to the same level as RUSSIa by usmg ISO standards throughout Ukrame for domestIC
sales thIS achIevement would represent a major advance for Ukrame as It could then purchase
certIfied ISO-standard eqUIpment for fuel-measurement from abroad and Immediately put It to
use AnalytIcal procedures for USIng thIS eqUIpment have been developed and field-tested, so
valuable tIme WIll be saved durIng eqUIpment mtroductIOn AddItIOnally, the use of accepted,
worldWide standards and prmcipies would SImplIfy UkraIne's InternatIOnal market for supply of
fuel and electncity

The vertIcal structure of the Genco fuel department needs to be reVIewed to reassess
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MANAGEMENT AND ORGANIZATION ~ 3-9

responsIbl11tles to ensure adequate attentIOn IS focused on developmg external mfluence In
order to attam goals that requIre znfluenczng externalfactIOns such as tax admInistratIve
agencIes, state and local government, state standards bodIes or accountmg regulatory agencIes
It IS recommended the Genco make tIme avazlable for fuel department officwls and develop lobby
forces to focus on these problems

3.3 COMMUNICATION AND RESOURCES

3 3 1 REpORTING FUEL INFORMATION

It was very dIfficult for Boursthyn management to produce requested reports Boursthyn
offiCIals explamed that theIr lack ofcomputers made theIr Job more difficult, but they claimed
that they performed very well m spIte of thIS dIsadvantage Nonetheless, It was very difficult for
Boursthyn to show a hIstory of fuel delivery mformatIOn or a major report We asked for a
comparIson of calOrIfic values of Polish coal delivenes before and after employmg the
calOrImeter The mformation, WhICh was less than nme months old, was not avaIlable because
the report was located m another bmldmg It appears that the data at Boursthyn IS only bemg
collected, It IS not bemg used for analytIcal work because of the lack of computers The situatIon
IS very SImIlar at Ladyzhm where calculatIOns are routmely performed by hand

Collected data should be made aVailable on demand for mspectIOn and analySiS A manager's
task should not be limIted because mformatIOn or a report IS not avaIlable PerIOdIC reports
should be prepared and dIstrIbuted to management withm the power statIOn and the Genco m a
format that allows easy reference and analySIS ComputerIzed databases should be constructed
WhICh allow fuel department techmcIans to eaSIly access and evaluate mformatIOn

3 3 2 COMMUNICATING SUCCESSFUL OPERATIONS To BOOST ACHIEVEMENT

Good Ideas and practIcal solutIOns developed at power statIOns need to be communIcated and
Implemented at other power statIOns Examples mclude Implementmg the calorImeter at
Boursthyn and developmg the fuel department's software at Dobrotvor To promote cooperatIOn,
the concept of teamwork needs to be formally presented and then fostered to ensure Its proper
future development Bramstormmg seSSIOns that mclude all Zakhidenergo fuel department
management offiCials should be held formally and frequently to aId resolutIOn of fuel
procurement Issues at power statIons and develop concepts for fuel department Improvement
Once concepts are developed and Implemented successfully, they should be mandatory at each
power statIon m order to reap the rewards of success at all power statIOns
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3 3 3 MANAGEMENT ACCEPTANCE OF SPECIFIC FUELS RELATED GOALS

Genco management must develop specIfic reform goals for Zakhidenergo power statIOns These

goals must be establIshed for the next three years and must gam the full support of management
The goals should be practIcal, achIevable and worthy ofmanagemenfs attentIOn When the

goals have been developed, the General DIrector must sanctIOn them fully and uncondItIOnally
and power statIOn management must be reqUIred to Implement the goals The General DIrector
should reqUIre fuel department management and plant dIrectors to be commItted to achlevmg the
goals SpeCIfic tIme frames for achIevement of each goal must be establIshed and the
consequences of success and faIlure defined

3 3 4 SIMPLE RESOURCES SUCH AS FAX AND COpy MACHINES

Because the fuel departments are depnved ofbaSIC eqUIpment, theIr abIlIty to manage and
commUnIcate routIne data and InformatIon IS greatly reduced Each fuel department needs a
copIer, a fax machIne, a telephone answermg machme, and adequate supplIes to ensure
contInUOUS use of the machmes ThIS eqUIpment IS so badly needed that It should be purchased
nnmedIately

3.4 Focus ON THE FUTURE

Zakhldenergo fuel departments need to focus on the future PrIVatIzatIOn WIll occur, and the fuel
departments must be ready for the new practIces of bUSIness m UkraIne In the future cash wIll
be made aVaIlable through the pnvatIzatIOn process and plans should be made for spendmg the
funds to Improve varIOUS fuel procurement processes

Ukrame's knowledge of foreIgn resources has been greatly lImIted by ItS remoteness from the
western world OffiCIals at Ladyzhm would lIke to acqUIre badly needed stockpIle dozers We
found Ladyzhm's management had mterest m but lImIted knowledge of foreIgn eqUIpment We
adVIsed management of the types and reputatIOns of dozmg eqUIpment aVailable from
manufacturers m other parts of the world For example, CaterpIllar, whose products are
manufactured In the USA and are well known for mtegnty and value, IS regarded as a pIoneer In
the development of new technology for dozers, compactors, graders, off-road haulage trucks,
earth-movmg eqUIpment, forklIfts, generators, and pavers

We dIscussed thIS type ofeqUIpment WIth other fuel department offiCIals m the Ukrame power
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sector At some non-Zakludenergo power plants we were told that RussIan dozers far surpass the
abIlIty of Imported dozers Interestmgly, no fuel department offiCial was able to provIde the
mformatIOn used for the comparIson ofCaterpIllar and other dozers Such examples demonstrate
that there IS a very strong need for Ukrmman power offiCials to learn about the aVaIlabIlIty of
eqUIpment from foreIgn supplIers, other than RUSSIan supplIers, In order to perform adequate
compansons We recommend that Zakhldenergo fuel department officlGls, especzally at
Ladyzhm, contact foreIgn supplzers such as CaterpIllar m KIev to obtam lzterature and arrange
a ViSIt to a mme near Knvorozh to vzew and evaluate the eqUipment undel worlang condUlOns
ThIS evaluatIon would cost lIttle but could prOVIde Zakhidenergo WIth an opportumty to evaluate
the competItIve advantage ofnew eqUlpment and Its effectIveness m reducmg coal-rehandlmg
costs

Once Zakhidenergo mitIates a focus on the future, contmual actIVItIes such as meetmgs and
awareness presentatIons need to be conducted to keep Zakhidenergo offiCials' attentIOn In the
future as well as m the present
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CHAPTER 4
FUEL VOLUME DETERMINATION, SAMPLING, AND ANALYSIS

4.1 COAL VOLUME DETERMINATION

Volume determmatIOn IS performed by tensometnc scales at Zakhidenergo power statIOns
Volume determmatIOn of Imported coal IS comphcated by the need to transload cargo at border
crossmg pomts When the transloadmg operatIon reqUIres movement of coal from one car to
another, the OPPOrtunIty for dIscrepancy m volumes of fuel shIpped occurs At Boursthyn the
fuel department sImply rehes on the PolIsh weIghts to be accurate It was reported that there IS
not much dIfference between suppher- and Boursthyn-measured weIghts, but mformation was
not provIded to confirm thIS assumptlOn It 1S recommended that the reportmg process at
Boursthyn be rev1ewed to confirm the above assumptIOn A reportmg process should be put m
place to contmuously momtor and value losses due to transloadmg operatIOns or to erroneous
ongmal volumes reported by the supplzers

Boursthyn mdicated that dIfferences between Boursthyn and Pohsh suppher volumes were
favorable to Boursthyn ThIS mcrease m volume IS very cunous gIven that

• the transloadmg operatIOn would most hkely produce a negatIve tonnage dIfferential at
Boursthyn when compared to the Pohsh supplIer's tonnage

• many mmes are mvolved m the supply
• the Ukramian raIlcar filhng reqUlrement and SIze IS dIfferent from PolIsh raIl cars

ThIS automatIcally suggests that eIther the scales at Boursthyn are bIased 11ght, all PolIsh
supplIers are biased heavy, or that the momtonng work IS madequate It 1S recommended that the
we1ght-momtormg processes and aVallable data be rev1ewed at Boursthyn to ensure that stated
results are denvedfrom proper data collectlOn and assessment pnnc1ples The results of thIS
assessment should then be applIed at other Zakhidenergo power statIOns and appropnate penodic
reports provIded to management

RaIlway scales at power statIOns are commonly checked by comparmg raIlcar lIsted weIghts
agamst the scale readmgs Although thIS does gIve an mdication of scale performance, It IS not
the best method aVaIlable It IS recommended that the statIOn locomot1ve be we1ghed and the
we1ght recorded The h1stoncal readmgs can then be analyzed as a measure ofdetermmmg the
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FUEL VOLUME DETERMINATION, SAMPLING AND ANALYSIS ~ 4-2

scale accuracy It SImply makes sense that when companng the weIghmg accuracy of the scale
that the data be compared agamst a known weIght rather than measured agamst a number of
companson bases When a number of known bases are used for comparatIve purposes a hIstOry
of scale accuracy cannot be estabhshed to determme If the scale tolerance IS dnftmg or begmmng
to show a speCIfic bIaS

4.2 NEW COAL SAMPLING MEmODS

Because the lack of funds prevents the purchase of new coal samplmg eqUIpment, the current
method IS stIll to sample the tops of coal cars ThIS IS WIdely recogmzed as an mefficient
practIce, but lIttle can be done to Improve the SItuatIOn untIl cash flow Improves We recogmze
that httle cash IS avaIlable and that more cntIcal demands, such as wages and repaIr and
replacement, supercede the need for samplmg eqUIpment Nonetheless, evaluatIOns should be
conducted to IdentIfy eqUIpment that would be purchased when cash becomes avaIlable

ThIS evaluatIOn should estabhsh eqUIpment selectIOn, prIce, source, eqUIpment speCIficatIOn,
transportatIOn, and mstallatIOn expenses so that a total project cost could be determmed The
project expense should be JustIfied by the potentIal of better control over fuel procurement and,
hence, savmgs m fuel cost Also to be conSIdered are the potentIal savmgs from better stockpIle
blendmg control and the pOSSIble reductIon ofenvIronmental penaltIes from better emISSIOn
management

Regardless of the dIfficultIes expenenced m procunng new samphng eqUIpment, Boursthyn has
estabhshed a way to purchase two sweep-arm samplers to be mstalledJust downstream of the
rotary dumpers along the coal flow path MeanwhIle, Dobrotvor has a bold new method of
samplmg from a partIally emptIed coal car It IS recommended that Dobrotvor compare surface
top to center-pomt samplmg to establzsh ifany trend eXists There IS no doubt that the addItIOn
of samphng pomts throughout the car strengthens the mtegnty of the samphng process
Nonetheless, thIS samphng methodology IS not sanctIOned by Ukrame samplmg standards

An Issue not explored WIth Dobrotvor offiCials IS the use ofa non-sanctIOned samphng method
potentially creatmg a legal Issue If supphers contested Dobrotvor's coal qualItIes Contracts
basmg settlements upon Dobrotvor quahtatIve analyses may Imply an mtent that state-dIctated
samplmg and analySIS procedures be used If thIS IS the case, a claim could be made that
Improper samplIng had been conducted Therefore, the contmual comparIson of mternal versus
external samphng would be necessary m order to estabhsh both the value of the bold samplmg
practIce as well as an mdicatlOn of whether supphers were pOSSIbly takmg advantage of the
samplIng practIce typIcally employed by Ukramian power statIOns
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4.3 COAL ANALYTICAL TECHNIQUES

There IS a deSIre at Boursthyn to Improve methods of coal analYSIS by obtammg a sulfur analyzer
to work m concert WIth the new calonfic bomb ThIS plan to Improve the fuel department's
analYSIS capabIlItIes 15 well founded and well conceIved The Idea IS focused m the nght
dIrectIOn, that IS, on sulfur, WhICh has a dIrect Impact on slaggmg m the boIler as well as a
downstream envIronmental Impact It IS very lIkely that the cost of thIS umt could be JustIfied
sImply by the potentIal savmgs on Boursthyn's envIronmental penaltIes

Nevertheless, as Boursthyn has no computer or prmter to manage fuel procurement mformatlon
all data IS managed manually Considenng the desperate need for computers to accurately
capture data for analYSIS and report purposes, the proposed hIgher expendIture for a sulfur
analyzer IS questIOned It IS recommended that Boursthyn expZam why purchasmg a sulfur
analyzer has a hIgher prlOnty than purchasmg badly needed computer eqUlpment

For monthly settlement of foreIgn contracts, Boursthyn uses a qualIty determmatIOn procedure of
analyzmg a smgle sample prepared from the phySIcal composItmg of all samples obtamed durmg
the monthly delIvery penod The results of thIS sample analySIS are not compared WIth the
results of sample analyses from mdividual delIvenes The lack of computer faCIlItIes to store
data for analySIS and reportmg could be the cause ofthIS predIcament The method of monthly
compOSIte sample analYSIS IS hIghly dependent on the sample preparatIOn eqUIpment used At
Boursthyn, thIS eqUIpment IS saId to be old and suspect Therefore, the mdiVIdual samplmg of
coal at dehvery would be more rehable than the monthly compOSIte method The volumes of
coal determmed for each dehvery could be weIght-averaged With each qualIty mdicator to arnve
at an accurate representatIOn ofthe average qualIty parameters of the coal delIvered durmg the
month It IS recommended that the monthly composltmg method at Boursthyn be abandoned and
a method mltlated to compIle mdlVldual delzvery qualzty data mto a monthly weIghted average
set ofstatIstICS ThIS method would be more statIstically representatIve and have much less nsk
oferror than a smgle sample method

4.4 STANDARDS AND REGULATIONS

Safety and performance standards of samplIng and analySIS procedures for fuel assessment are a
mamstay of profeSSIOnals who deal WIth fuel qualIty on a dally baSIS Standards are not statIC,
they must be contmuously changed to reflect new technology or procedures The methods used
by Gost Standards to develop and admInIster state standards do not reflect the current demands
of the Ukrame economy It has been saId that even PreSIdent Kuchma IS concerned about the
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poor performance of Gost Standards

The Impact of Gost Standards' performance IS felt m the power sector An example of the
dIfficulty of working With Gost Standards occurred at Boursthyn When Boursthyn Imported
then calonmeter, It took months to obtam certIficatIOn of the eqUipment through Gost Standards
EssentIally, the certlficatlOn ofthts eqUIpment was delayed sImply to extract a cash payment
from Boursthyn ThIS underhand procedure and the tIme wasted are ndiculous, especIally as the
eqUipment was already certIfied by ISO, an mtematIOnal standards orgamzatlon WIth Impeccable
credentIals Gost Standards should be reqUired to develop a slmphfied procedure for acceptance
of mternatlOnal standards as a Viable substItute for Ukramlan standards when both partIes
mvolved m a busmess transactIOn agree Gost Standards should be pressed to accept
mternatIOnally accepted standards unless It can prove that those standards are madequate and It
has substItute standards m place Furthermore, protocol for Gost Standards' partIcIpatIOn m a
free-market economy need to be revIewed, reVIsed, and redeveloped to properly posltlOn them
for beneficIal mvolvement m Ukrame's future

It IS recommended that ZakhIdenergo ImtIate actIon by mVltmg all Genco fuel departments and
slm1larly d1senchanted representatIves ofother mdustrlal sectors to call upon the Government of
Ukrame to ImmedIately restructure Gost Standards A strong lobby from the mdustnal sector
callmg for free-market reform WIll preempt backlash and develop a cooperatIve front that cannot
effectIvely be challenged by Gost Standards AddltlOnally, Zakhldenergo and the other Gencos
should develop an aSSOCiatIOn speCIfically targeted at lmprovmg the busmess chmate for fuel
procurement by challengmg outdated standards and gUIdelmes

ThIS effort WIll be Important to Ukrame Recently, RUSSia decreed that all coal standards m theIr
country would convert to ISO standards rather than relymg upon Gost standards The deCISIon
qmckly resolved any problem ofworkmg WIth the RUSSIan Gost Standards organIzatIOn by
SImply ehmmatmg theIr mvolvement ThIS strategy should be employed ImmedIately wlthm
Ukrame whl1e the ratIOnale IS appropnate and the tlmmg IS optImal If Ukrame declared an
optIOn to use ISO rather than Gost standards, a host of problems facmg the fuel departments of
the Gencos over the next five years would ImmedIately be solved By achlevmg thIS change, the
ISO, a reputable orgamzatIOn that has estabhshed worldWIde standards, would be provldmg truly
mdependent standards Therefore, as Ukrame moves to mcrease mternatIOnal trade, the
appropnate measurement systems would be m operatlOn It 1S recommended that a strategy be
1mplemented ImmedIately to convmce the Ukrame Government to accept ISO standards for
domestic fuel procurement eqUipment and procedures

4.5 DEVELOPING INTEGRITY AND WIDESPREAD ACCEPTANCE OF CAPABILITY
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Dunng our mtervlews wIth fuel department offiCIals, we heard claIms of many capablhtIes
These clalms may be well founded but there was no concrete proof or WIdespread recogmtIOn of
these capabIhtIes In processes for Improvmg systems, often those who are mvolved m the dally
practices of the system feel confident of theIr capabIlIties and see no need for change The
Genco needs a contmuous oversIght process to venfy that power statIOn fuel procurement
processes are bemg accurately and properly employed

At some power statIOn laboratones m Ukrame, we observed bhnd sample analyses typIcally used
by chIef chemIsts as a mechanIsm for controlhng the quahty ofthe analytIcal process Although
blInd sample analySIS IS an accepted procedure, It does not, by Itself, help to IdentIfy when bIaS
has crept mto a laboratory and does not bolster the laboratory's reputatIon as a profiCIent facIhty
It IS recommended that random blznd samples be perIOdIcally dIstrIbuted to the thl ee Genco
laboratorIes zn order to

~ compare the results between the laboratones
~ ensure analytIcal results wIthzn specified standards
~ ensure achIevement ofan effectIve quallty control program
~ publzsh results zn order to spur competItIveJUIces among the laboratones
~ momtor performance

ThIS program should be repeated frequently A hIstOry of the results should be mamtamed to
convmce a casual mspector of the laboratories' performance record

Costs for these tests would be mmimal If the results of these routme tests were pubhshed
mternally, they would proVIde a SImple method ofcontmually demonstratmg analytIcal
capabIlItIes to power statIOn and Genco management Beyond thIS, the Genco could organIze a
larger group of laboratones, mcludmg other Gencos, mdependent laboratones, and coal
supplIers, to develop WIdespread mdustry recogmtion of the prowess of Zak111denergo s fuel
departments

4 6 NATURAL GAS MEASUREMENT

Natural gas IS an Important Issue for Zakhtdenergo In 1997, over 800 mIllIon CUbIC meters were
consumed at an approXImate cost ofUAH 140 mIllIon Natural gas consumptIon at thIS level IS
necessary because of the low qualIty ofthe coal burned SIgmficant progress has been made over
the last few years m Improvmg the quahty of coal consumed at Zakhidenergo For the first SIX
months of 1998, the calOrific value ofdehvered coal has mcreased from 4,086 to 4,362 kcal/kg
for a 7% gam over 1997 results ThIS IS due to mcreasmg levels ofPolIsh coal Imports and IS a
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credIt to Zakhidenergo's strategy to reduce natural gas consumptIOn Nonetheless, as a
consumer, Zakhidenergo has madequate control over natural gas procurement ThIS IS an
Important Issue WIth pnvatization on the honzon and the Government ofUkrame workmg to
restructure the natural gas and 011 sectors

The followmg problems (m order of Importance) eXIst m natural gas procurement practIces

I The gas sector IS m dIsarray and undergomg restructunng
I Fuel pnces are establIshed m US$ but some electncity pnces are establIshed m UAH
I Natural gas IS currently bemg purchased through offsets, mvolvmg DerzhComReserve

that may not be appropnate under a pnvatized format
I There IS lIttle room to negotIate a fair gas supply agreement
I Gas transportatIOn costs are poorly regulated and are currently undergomg dramatIc

mflatIOn
# There IS no legal platform to adequately challenge gas supply condItIOns
I There are no laboratones truly mdependent of the gas mdustry that can be fully trusted to

analyze gas samples
I Zakhidenergo natural gas meters are old and theIr accuracy can be challenged

The natural gas sector IS currently undergomg another restructurmg process The 1996/7
restructure dId not result m a self-sustammg sector provIdmg faIr pnces for natural gas and gas
transportatIon Currently, the natural gas sector IS bemg reorganIzed to establIsh a regulatory
commISSIOn wlthm NERC Rules and regulatIOns are bemg drafted to support thIS
reorganIzatIOn Although the Genco WIll have to contmue under the current market dIsarray,
there IS great OpportunIty for the Genco to begm expressmg ItS opmlons about changes badly
needed wlthm the market It IS recommended that the Gencos form orJom mdustry commlttees
to ensure thew concerns about the estabbshment and regulatIOn ofa gas market are vOiced
heard, and addressed

The current structures of the gas and electncity markets call for natural gas pnces based m US
dollars whIle some electrICIty pnces are based m UkraInIan Hryvna Under properly operatmg
EnergoMarket condItIons, the actual expectatIOn of the cost of producmg electnclty would be
reflected m the bIds submItted by the Gencos These bIds should reflect the exchange rate rIsk to
WhICh the market IS exposed If the fuel cost denvatIOn portlOn of the bId IS properly modeled It
IS recommended that models for electriCity b1ds be reViewed to ensure that fore1gn exchange rate
vanables are properly mcluded m pncmg algonthms The EnergoMarket enVISIOns that these
costs would be passed through to consumers m some fashIOn, but It would be reasonable to
reVIew the market rules to establIsh If the Genco could be at fIsk Ifreasonable foreign exchange
risk 1S perce1ved m payments or debt, then it 1S recommended that Gencos evaluate methods
aVallable w1thm the local and world mal ket to hedge natural gas sales wah futures contracts
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Natural gas IS currently purchased through the auspIces ofDerzhComReserve Under thIS
procedure, the state IS deeply mvolved m fuel procurement for the Genco The mvolvement of
the Government of Ukrame and DerzhComReserve must be defined so that future fuel
procurement practIces can be understood and financmg plans made EnergoMarket functIOns for
the provlSlon of fuel under emergency condItIOns must be clanfied Plans to provIde emergency
funds wIthout the mvolvement ofDerzhComReserve may very well be a reqUIrement under a
pnvatizatIOn format Government may be reluctant to proVIde financmg for pnvate generator's
fuel when demands on the government for financmg are already overwhelmmg

Natural gas contracts appear to be pnmanly dIctated by gas sellers In today's market, Gencos'
cash shortages mhibit theIr abIlIty to negotIate WIth sellers In addItIOn, the gas sector IS
essentIally state-owned and operates under establIshed pncmg mechanIsms WhIle the
restructunng of the gas sector IS underway, It IS of paramount Importance that the Genco develop
the abIlIty to mfluence the restructunng process ThIS mfluence wIll aSSIst m creatmg a credIble
natural gas market WIth a free-market pncmg structure It 1S recommended the Gencos develop
mfluence over the restructure ofthe natural gas sector and 1mmedlately begm to extend the1r
lYifluence beyond the realm ofMmenergo

Gas transportatIOn costs are now m a state of flux Local and regIOnal dIstnbutors are begmmng
to demand hIgh pnces for gas transportatIon that are not related to transportatIOn dIstances ThIS
transport cost problem can be solved through mdustry regulatIOn dunng the restructurmg effort
Agam, Genco mput wIll be VItal In the restructurIng process Thus, the development ofGenco
mfluence 1S so 1mportant that semor fuel-management offiCials must do one or both ofthe
followmg

~ hire profeSSIOnals wzth the abzllty to develop persuaszve mfluence through lobbymg
~ devote themselves to developmg znfluence to set the stage for the Genco's future m fuel

procurement

There IS a lack of a legal platform for challengIng and resolVIng gas-supply Issues ArbItratIon
courts WIll not hear an arbItratIOn If the dIsputed amount IS less than 5% of the total purchase
pnce ThIS reqUIrement IS ndICulous, espeCIally when the purchase of natural gas IS concerned
For example, on a Genco purchase of 1 bIllIon CUbIC meters of natural gas annually at a pnce of
US$83 per thousand cublc meters, then 5% has the value ofUS$4 2 mIllIon - even less than thIS
amount IS well worth an arbItratIon heanng The Government of UkraIne should be mtensely
lobbled to change thIS ludIcrous regulatIon to allow partieS to dIspute as they see fit Genco
management should actIvely support efforts that promote theIr legal nght to conduct bUSIness In

an honest way

In Ukrame there IS a lack of Independent, accredIted laboratones that can conduct analytIcal tests
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to deternune the qualIty ofnatural gas It IS surmIsed that any mdependent analysIs can be
mfluenced by the far-reachmg, monopolIstIc power ofUkrgazprom m the natural gas sector The
Genco needs to promote and support any pnvate entIty possessmg the abIlIty and desire to
provIde mdependent analySIS of natural gas As the restructunng process takes place, the Genco
should encourage the establIshment of those mdependent laboratones With the abIlIty to support

themselves commercIally

Fmns WIth thIS capabIlIty already operatmg m Ukrame need to be IdentIfied and encouraged An
example may be CCC ofLugansk, a coal qualIty evaluatIOn firm WIth Austrahan corporate tIes
operatmg m southeastern Ukrame They have an mdependent status, proven abIhty, and
emergmg reputatIon They rely heavIly on coal and power statIOn markets for coal analySIS
busmess It IS beheved they can also proVIde some natural gas qualItatIve analySIS

The technology of the Genco's meters for determmmg the total amount of delIvered natural gas
is old The meters are not accepted by power statIOns nor natural gas sellers as havmg adequate
accuracy to support gas volume claIms At Dobrotvor, for example It IS felt that the meters used
by the natural gas suppher are bIased and always gIve hIgh readmgs, so the potential for
overpayment eXIsts It is recommended that the Genco mustpurchase the latest technology in

natural gas volume-determmatiOn meters ifthe Genco is ever to adequately support clalmsfiled
to control natural gas costs Consldermg the annual volume ofgas purchases, the cost for these
meters IS well worth the expense The Genco must select the eqUipment, determme ItS pnce and
techmcal speCIficatIons, determme delIvery lead-tImes and mstallatIOn reqUirements, and
pnontlze the purchase of thIS eqUIpment WIth other fuel procurement enforcement plans As thIS
would be a very Important capItal procurement, the potentIal m savmgs should be evaluated
agamst cost then concrete plans must be developed for Its Immediate purchase when funds
become avmlable

Beyond the need for eqUIpment, there IS a need for an adjustment of employee's attitudes m fuel
departments At one power statIon, an oplmon of satIsfactIon was expressed because the
settlement meter was not located on power statIon property ThIS meant that the power statIOn
was not subject to the tedIOUS reqUirements of meter certIficatIon agenCIes and would not have to
deal WIth ensurmg the meter operated properly GIVen the expense represented by the fuel
supply to be tested and the cost oflabor, thIS IS an mcredlble perspectIve The employee attItude
should be, "If we only had a settlement meter we could manage fuel costs better by ensunng It IS
workmg to full capaCIty "

To be fatr, the behaVIOr and mtegnty of the certIficatIOn agency must also be evaluated as we
assess employee attItudes The Issue may be that the mtegnty, methodologIes, and true
mdependent certIficatIOn processes of the certIficatIOn agency need to be overhauled ThIS
overhaul may assure the Genco and other gas consumers that a legItImate body IS workmg to
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achIeve honesty and mtegnty m natural gas volume determmatIOn m Ukrame The Genco must
help to thrust the certIficatIOn agenCIes mto respectable and appropnate behavIOr

4.7 COMPUTERS AND DATA MANAGEMENT

Our observatIOn at power statIOns IS that there IS a drastIC lack of computers There should be a
computer on the desk of the plant General DIrector, the Deputy m charge of fuel, and at least two
other desks m each fuel department AddItIOnally, there should be computers on the desks of the
Deputy and the Head ofDepartment III charge of fuel Issues at the Genco The computers should
be lmked together to prOVIde dally and other penodlC reports These computers reqUIre prmters
and adequate supphes to ensure contmuous use The lack ofpnntmg paper, mk, computer dIsks,
and other supphes should be deemed mtolerable and those supphes must be made avaIlable

The mabIhty of the plants to qUIckly summarIze fuel quahty and volume mformatIOn for each
suppher IS mexcusable, and thIS problem should be ImmedIately rectIfied The harshness of thIS
opmlOn should not be underestImated Managmg the great value flowmg through fuel
departments IS so Important to the Genco's economIC health that the lack of adequate capabIlIty
to proVIde SImple evaluatIOn and momtonng tools IS unacceptable At Zakhidenergo the annual
fuel cost IS about $270 mIlhon It IS mconceIVable that 12 computers costmg about US$18,OOO
cannot be purchased to control this hIgh value of fuel ThIS cost represents only °007% of the
value bemg managed There IS no doubt that thIS small mvestment would qUIckly pay for Itself
and generate economIC return

It IS our opmIOn that management does not press hard enough to acqUIre computers for
Zakhidenergo despIte the shortage of funds Zakhidenergo IS m a umque situatIOn--they have
strong, mdependent fuel supphers With a vested mterest m maximIzmg the qualIty ofthe coal
they supply These supplIers have demonstrated theIr commItment to fuel qualIty assurance by
buymg calonfic bombs for the power plant laboratones of Boursthyn and Dobrotvor In fact,
work IS underway at Boursthyn to procure coal samphng and sulfur analySIS eqUipment to further
Improve fuel quahty assurance If mdependent fuel supphers wIll purchase thIS type of
eqUipment, would they not also purchase a few computers that would greatly enhance quahty
assurance goals? In fact, when the cost IS only a few thousand dollars and the potentIal for return
on Investment IS so hIgh, the Genco could purchase computers themselves or barter for these
badly needed Items As the Genco apparently barters for other eqUIpment, why can't It use
mdependent electncity supplIers to barter electncity for computers? We beheve the reason IS
eIther lack of commItment or actual reSIstance to acqumng computers

A comparIson ofDobrotvor and Boursthyn WIll demonstrate the computer problem Boursthyn
has the capaCIty to produce 3 3 tImes as much electncity as dId Dobrotvor, yet Boursthyn only
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has a rudImentary data management system that IS managed mostly by hand entry and manual
calculatwns Dobrotvor has computers and, more Importantlv, a well-desIgned data management
software system Why IS a plant With a much smaller purchasmg capabIlIty and less mfluence
With fuel supplIers able to make thIS sohd advance when the larger plant cannot') The answer IS

that Dobrotvor decIded to make the commItment, developed a way to acqUIre the needed
eqUipment, and then made sure It got the nght software The result IS that they are much more
prepared to handle fuel management problems than Boursthyn, whIch should be the more
prepared We recommend that managementfollow the example set by Dobrotvor and
lmmedzately purchase desperately needed computers for each power statIOn We then
recommend that the other power statIOns begin USing the software developed and tested by
Dobrotvor m order to standardIze procedures at all power statIOns WIthin the Genco
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CHAPTERS

CONTRACTS AND ENFORCEMENT

5.1 GAINING MARKET INDEPENDENCE

5 11 USE OF INDEPENDENT THIRD PARTIES

The practIce ofusmg mdependent thud partIes as fuel supply dIspute referees IS evolvmg at
Zakhidenergo and IS provIdmg real value In spIte of theIr nOVIce status m coal transactIOns, the
UkraIruan Chamber of Trade and Commerce has been recently refereemg for Boursthyn and
Dobrotvor contracts The Chamber of Trade and Commerce, who IS not a specIalIst m coal
samplIng and analyses, IS deSIgnated as referee m foreIgn coal supply contracts and therefore had
to be tramed by Boursthyn and Dobrotvor offiCIals Nonetheless, thIS development represents a
step m the nght dIrectIOn III Ukrame The mdependence of the Chamber WIll be an asset m the
future Successful mdependent referees can qUickly venfy that appropnate samplIng and
analyses procedures are used, and that fuel of speCIfied qualIty has been receIved, thus resolvmg
dIsputes rapIdly There are mdependent thIrd party entitles m the wOlld market and Ukrame
that can proVlde a higher qualIty ofservice and are more acceptable to mternatzonal supphers
than the Ulaamian Chamber ofCommerce We recommend that opportumties to attract and
support these burgeonmg entItles be serzously conSIdered

5 2 REVIEW OF CONTRACTS

521 NATURAL GAS CONTRACT REVIEW

A reVIeW of a typIcal natural gas contract reveals that many contract Issues favor the natural gas
supplIer As m the coal sector, the Ukrgazprom monopoly III the natural gas sector has a
stranglehold on gas buyers The Genco must be very actIve III representIllg the buyers' VIews
whIle the gas sector IS bemg restructured and new regulatIons defined As thiS IS a cruczal tIme
m the restructure ofthe natural gas sector, It IS recommended the Gencos be forceful m thezr
effort to represent theIr views
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The followmg comments are offered m reVIew of a Zakhidenergo natural gas contract

The contract says that relatIOns between the supplIer and the buyer Will be regulated by the Rules
ofNatural Gas Supply The supply of gas IS quantitatIvely defined on a quarterly baSIS and the
Rules dIctate that these volumes are to be dehvered on an equal baSIS for each day of the quarter
However, the mmlmum dally supply quantIty IS an exceedmgly Important Issue for the power

statiOns and therefore should be stated m the contract

The Rules should be VIewed as a general gmdehne to satIsfy power statiOn mmimum
requIrements that may be modIfied for speCIfic contracts Even If there are references stated m
the Rules, the process of negotIatiOn should focus on changmg contract language to achieve
speCIfic power statIOn needs The nght of a buyer to contract for a natural gas supply to mamtam
mmimum electncity supply should be a free-market nght subject to free-market regulatIOn In
order to guarantee the delIvery of mmimum levels ofelectncIty, the buyer must have the nght to
contract for mmlmum quantIties of fuel

The Rules ofNatural Gas Supply and UtihzatIOn Wtthm the NatIOnal Economy of Ukrame
Issued by State CommIttee of Ukrame on 011 and Gas on November 1, 1994 (The Rules) IS an
outdated gUIdelIne m need of updatmg Restructure of the 011 and gas sectors is makmg progress
m the development of free-market regulatIOns under the management ofNERC The Genco
must be active m ItS representatiOn of the needs of buyers as these NERC regulatIOns are defined
and promulgated

The restructunng ofthe 011 and gas sector WIll render pnor documents, such as The Rules, or
portIOns of The Rules, mvalId Future contracts should mclude baSiC rules to ensure that the
mtent of the contract can be executed At the same tIme, the Genco must mclude language to
protect Itself when the sector IS restructured

It IS not clear m the defimtIOn of the amount ofthe Value Added Tax whether the VAT IS on
transportatIOn or on the gas Regardless of laws and regulatIOns, the contract should make thIS
Item clear The method of estabhshmg the transportatIOn IS not dIscussed or even Imphed m the
contract What condItIons and set of regulatIOns are used to determme transportatIOn costs?
What nghts does the buyer have m determmmg fatr transportatiOn rates?

The contract states that the "gas pnce and transportatIOn cost IS set and can be changed on the
baSIS of governmental legal documents "ThIs statement allows the suppher to deCIde If a
"governmental legal document" constitutes the necessary proof that the pnce should be changed
and mdlcates that the suppher can then change the rates In the case of a pnce decrease, the
contract states that the supplIer has the optIOn of decreasmg the pnce A speCIfic decree or
deCISIOn Imtiated by the Cabmet of Mmisters or the 011 and Gas CommISSIOn should be
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substItuted for the vague reference to "governmental legal documents' AddItIOnally, thIS
sectIOn should be changed to gIve the buyer more nghts m thIS cIrcumstance Also thIS sectIOn
does not mdicate how qUIckly the suppher must act when this CIrcumstance occurs or when the
pnce change must become effectIve

The typical contract IS structured so that the seller reduces hIS economIC nsk Natural gas buyers
are reqUIred to pay for natural gas m UkrainIan currency at the official NatIOnal Bank of Ukrame
(NBU) US$ converSIOn rate on the date of payment Therefore, the gas suppher takes the risk of
the foreIgn exchange rate dunng the penod of payment for gas purchased and payment for gas
dehvered Under current market condItions, the Genco slmllarly takes the nsk of a foreIgn
exchange rate converSIOn dIfferentIals between the period of payment for gas and payment for
electnclty The Genco IS pmd m Hryvna converted at the NatIOnal Bank of Ukrame NBU rate
from the US$ tanff rate for all electnCIty consumers except for reSIdential customers Therefore,
as dIscussed earher m tIns report It may be necessary to obtam some hedgmg msurance and to
ensure that foreIgn exchange variables are properly mcluded m bIddmg models and demand
forecasts The nsk of foreIgn currency exchange rates upon EnergoMarket debts to
Zakhidenergo must also be evaluated and addressed

Natural gas storage servIces are referenced m the contract, but costs for storage are not defined
No mentIOn IS made of any transportatIOn costs or related VAT for gas that has been stored It IS
not clear how storage and any addItIOnal related transport costs are mcluded In thIS contract

It IS not understood how the contract can promIse to pay a mimmum of 50% cash for dehvered
gas It IS assumed that thIS IS a target demanded by the gas supplIer and that conceSSIOns WIll be
made depending on the abIlIty of the buyer to pay cash Rather than gIVing the buyer umlateral
nghts to cancel the supply If these cash payments are not made, other mechanIsms, such as
multIple gas contracts WIth umque terms, could be used to ensure that some minImum level of
gas could be purchased and that all gas supply IS not subject to thIS cash reqUIrement Language
to that effect could be Included WIthin a Single contract If complex payment detaIls could be
determined

The meters descnbed that determine the volume of gas dehvered are not specIfic The typIcal
contract SImply indIcates that seller's meters WIll be used A mmimum meter specIficatIOn or a
specIfic meter should be defined In the agreement If meters are oflow accuracy or are poorly
mamtamed, thIS natural gas agreement should be the baSIS for demanding replacement of the
meters If a large proportIOn of cash payment IS demanded, the Genco should Immediately
counter WIth demands for conceSSIOns such as Increased meter accuracy, frequent meter audIt,
and longer penods oftlme for volume record retentIOn

The buyer has the nght to demand testmg ofmetermg deVIces "WIth the Ukramian State Standard
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CONTRACTS AND ENFORCEMENT ~ 5-4

bodIes" However, the language does not allow the Genco, WIth approval from the supplIer to
select an mdependent entlty to conduct the test ThIS contract gIves the test nght to test meters to
state bodIes only Those state bodIes should be replaced If they cannot be completely trusted to
perform the test competently and ImpartIally AdditIOnally, the language IndIcates that the
volume of supplIed gas for the penod shall be determIned by agreement of the partIes If the
meters are out of order ThIS language IS vague It does not properly provIde a solutIOn to a
meter beIng out of adjustment over a penod oftIme, nor does It place the nsk on the supplIer
where the rIsk belongs The suppher should maIntaIn hIS eqUIpment properly and Insure It
agamst fIsk Therefore, the supplIer should assume the rIsk of faIlure of his eqUIpment

Nonetheless, a mechamsm to faIrly compensate the supplIer for gas consumed should be deVIsed
but the nsk of eqUIpment failure should resIde WIth the supplIer There IS no reqUIrement In the
contract for the supplIer to provIde the buyer WIth a certified copy of the gas meter mspectIOns
and re-certIficatIOn records ThIS documentatIOn could prOVIde the buyer WIth mformatIOn to file
a claim for gas delIvered dunng a penod when the gas meter was determmed to be workmg
outSIde ofprescnbed tolerance hffilts AddItIonally, the contract only speCifies penodlc
eqUIpment certIficatIOn and does not specify the mInImUm certificatIon tIme perIods

Natural gas phySIcal and quahty determmatlOns are conducted by the supplIer's chemIcal
laboratory The buyer can be present durmg samplIng procedures but there IS no prescnbed
methodology for multiple samples to allow the buyer to have hIS own sample analyzed There IS
also no provIsion for an mdependent laboratory to act as referee to automatIcally settle dIsputed
analytical results These are methods that would reduce the buyer's rIsk of Improper analySIS
results

Appropnate language should be added to the contract to gIve the buyer the nght to ensure the
speCIfied quahty ofnatural gas IS dehvered ASSOCIated WIth thIS nght, proper premIUms and/or
penalties for meetmg natural gas charactenstlcs, such as calonfic value, should be stated to
strengthen the contract It IS often stated m UkraIne that natural gas quahty IS very constant,
however, expenence at Tsentroenergo last year refutes thIS claIm

The penalty for late payment IS 0 75% per day It IS not clear to which amount thiS penalty IS
apphed prInCipal or prmclpal plus unpaId mterest and penalties The penalty IS exorbitant WIth
an effective rate of274% armually ThiS penalty should be negotIated downward, or mechamsms
based on contmuous performance should be used to reduce the penalty, or proper regulatIOns
encouraged to permit only appropnate penalties from monopohstIc structures

The buyer must pay a penalty Ifnatural gas consumptIOn exceeds the average dally supply
quantIty speCified In the contract The contract speCIfies the quarterly volume of gas to be
delIvered and then allots thiS quantity equally on a dally baSIS Therefore, the contract speCifies
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CONTRACTS AND ENFORCEMENT ~ 5-5

the exact dally consumption of gas for the power statIon The contract volume sectIOn of thIS
agreement should be completely overhauled to proVIde a reasonable range ofnatural gas
consumptIon It IS ndiCulous to expect the power statIon to consume a fixed amount of natural
gas per day, gIven vanable electncity productIOn reqUIrements The contract volumes should
conSIder declanng monthly volumes WIth mInImum and maxImum consumptIOn levels WIth
related premIUms and/or penaltIes for consumptIOn beyond these levels AddItionally. there
should be speCIfic penaltIes If the suppher does not prOVIde the mInImum dally volume of gas
contracted

The force majeure clause IS specIfically wrItten to reduce the suppher's rIsk It speCIfically
Imphes that breakdowns of major plpehnes, GRS statIOns, and gas networks are beyond the
control ofthe supplIer and, therefore, the supplIer does not accept lIabIlIty There are probably
some CIrcumstances when the suppher does not have control of events, however, Its Job IS to
ensure that theIr eqUIpment operates properly to supply natural gas as contracted If the suppher
InSIStS on thIS language m the contract, the buyer should InSISt on a SImIlar force majeure claim
ThIS clause would come mto effect if power statIOn eqUIpment faIlure impacts consumptIOn
schedules or If suffiCIent cash IS not receIved from electncity consumers to meet the cash
reqUirements of gas supply contracts

The clause, "The Buyer takes the obhgatIOn not to conduct any negotIatIOns WIth another agent
as for supply of gas for the term of thIS Agreement vahdity WIthout wntten consent ofthe
Suppher" IS a condltlon that completely destroys the abIlIty of the Genco to obtam better
condItIOns of supply The Genco should never accept thIS type of condItIOn If thIS clause IS
forced on the Genco because of the suppher's monopoly wlthm the regIOn, the Genco must turn
to regulatory bodIes WIth adequate mfluence to ensure that the monopohstic power of the gas
suppher IS reduced

The clause, "In case the Agreement IS broken upon the Buyer's mitiative the later shall pay the
Suppher a penalty m the amount of 10% from the cost of under-dehvered gas under the terms of
thIS Agreement" IS one-SIded There IS not an eqUIvalent prOVISIon estabhshmg penalties for the
seller If the seller breaks the contract In additIon, how the contract can be broken IS not defined
A prIor clause allows contract dISsolutIOn upon mutual consent Ifthe buyer first petItiOns the
seller for dIssolutiOn, does that compnse breakIng the contract although mutual consent has been
gIven?

The agreement mdicates that all dIsputes shall be settled by eIther current legIslatIOn, the terms of
the contract, or proVISIons m the ArbItratiOn courts ofUkrame Because of the Genco's past
dIfficultIes WIth arbItratIon courts, a pOSSIble alternatIve could be contract language defimng
procedures for setthng dIsputes pnor to the arbItratIOn process For example, an mdependent
referee may effect a qUIcker settlement, could aVOid arbItratIOn, and potentIally be more fau
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CONTRACTS AND ENFORCEMENT ~ 5-6

The language of the clause refernng to arbItratIon does not mdIcate WhICh party must pay the
arbItratiOn costs

5 2 2 Coal Contract ReVIew

In general, It IS encouragIng that changes In coal supply contracts In Ukrame can now be
observed These changes Include

• DefimtIOn of fuel quality specIficatIOns withm the body of the agreement
• DefirutIOn of allowable lImIts for mOIsture, ash, sulfur, volatIle matter, and ash TIlSlOn

temperatures
• ImpOSItIon of strong penaltIes m the event of delIvery of reject coal
• SpeCIficatIOn of penaltIes and premIUms wIthIn the body of the contract
• SpeCIficatIOn ofdelIvery terms under accepted standard termmology
• AddItIOnal penalty defimtlOn for substandard coal dehvery
• ImpOSItIon ofa penalty for delIvery volume shortfalls

The above changes are cruCIal to ImprOVIng fuel supply contracts In Ukrame Unless the Gencos
set standards for fuel procurement In Ukrame, enforcement of fuel procurement contracts wIll not
Improve We strongly belIeve that these Genco advances should be recogruzed and applauded
The structure ofthe coal sector makes InstIgatIng changes throughout UkraIne dIfficult, however,
the new generatIOn of contracts between UkraInIan producers through mdependent supphers
proves that these changes are acceptable to coal producers when they feel they obtaIn value for
then coal

Three commercIal contracts were reVIewed In general to compare the contracts ofDobrotvor,
Boursthyn, and Ladyzhm There are sIgmficant dIfferences between these contracts The
dIfferences appear to be buyer-Induced rather than seller-Induced It appears as though
Boursthyn has evolved the greater capabIlIty ofenforcement With theIr "Standard CommercIal
Contract", Dobrotvor has developed some lImIted InnOvatIOns to Improve enforcement, whIle
Ladyzhm adheres to the past WIth a typIcal, old-fashIoned coal sector contract

It IS recommended that Zakhldenergo develop model contracts to be used by the power statIOns
to purchase fuel The model contracts Will prOVIde Impetus to change contract condItIOns and
WIll place put the Genco In a stronger pOSItIOn m actIOns to enforce contracts The Zakhidenergo
team approach Will have a stronger effect wIthm the market place by pressmg more supphers to
accept new fuel supply agreement condItIons as new free-market concepts take hold

There are four dIfferent types of coal supply agreements that dIffer dependIng on the supplIer
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CONTRACTS AND ENFORCEMENT" 5-7

There are agreement types for

• domestIC, government-owned coal supplIers
• domestIC, mdependent coal supplIers
• State Reserve agency supplIers (DerzhComReserve)

• foreIgn coal supplIers

DomestIC and mdependent coal contracts have been revIewed and comments provIded below

5 2 2 1 DomestIc Coal Supply Contract

The governmental contract dated March 10, 1998 for the supply of Ladyzhm statIOn With coal
from a UkrainIan mme was revIewed In the Subject of the Contract sectIOn, the specIfic total
volumes of supply are gIVen and average monthly volumes defined The coal marks and
qualItIes are Identrfied withm the agreement (a very pOSItIve step), but, although an aggregate
pnce IS defined, the volumes ofeach mark of coal are not defined ThIS sIgnals uncertamty about
the volumes of each mark that could be produced, but provIdmg a mechanIsm for dealmg WIth
thIS problem has been Ignored Each mark of coal carnes a specIfic prIce, and the volume of
each specIfic coal mark must therefore be IdentIfied to ensure proper value IS receIved
IndIcatmg that a specIfic volume of coal WIll be delIvered, WIth acceptable volume ranges of
each mark of coal, can solve thIS problem

QualIty specIficatIOns, mcludIng maXImum acceptable lImIts, are defined--a solId contract
attnbute However, based on the protocol ofdIsagreement terms, thIS contract appears to be
worded by the seller then offered to the buyer for amendment We recommend that, m every
case, the buyer present hzs fuel supply contract first as the baSIS for negotzatlOn and settlement
Attammg thIS ObjectIve would gIve the buyer an advantage m presentmg new contract language
to the coal sector Unfortunately, the language used In the protocol of dIsagreement does not
speCIfy the coal characterIstICS WIthm the contract, and relates the coal qualIty to the wholesale
pnce lIst We suggest the followmg strategy

• SpeCIfically state wIthm the body ofthe contract the volumes and qualItIes ofthe coal to be
delIvered

• Do not refer to the wholesale pnce lIst because reference to thIS lIst gIves It credence and value
IfprIces have to be alIgned WIth the prIce lIst, then alIgn them by speCIfically statmg the pnce m
the contract WIth the related qualIty and delIvery details

• Use thIS OpportunIty to clarIfy the meanIng ofcoal delIvery expectatIons For example,
speCIfically state that maxImum ash content cntena must be honored If not, a prescnbed
rejectIOn of non-specIficatIon coal WIll result
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CONTRACTS AND ENFORCEMENT ~ 5-8

• Do not accept any non-specIficatIOn coal and rejectable dehvenes wIll cease to be made
• GIve supplIers a IS-day penod to retrIeve theIr reject coal and charge them the cost of raIl,

handlmg, and storage
• Be adamant and relentless m spIte of the dIfficult economIC condItIOns Prepare for the future

The wordmg of the OblIgatIOns of the PartIes sectIOn appears to oblIgate the buyer to accept substandard
coal by defimng the rejectIon of a delIvery as a breach ofthe contract terms However, It should be the
suppher oblIgatIOn to adhere to the contract terms by provldmg the contracted coal qualIty ConsIder the
followmg alternatIve concept If 10% of a coal smpment IS below coal qualIty specificatIon, the supplIer
wIll automatIcally be deemed to be m breach of that contract Under breach ofthe agreement all coal
preVIOUS coal delIvenes that dId not meet the contracted mmlmum quahty or quantity standards shall be
provIded to the buyer free of charge

The Ladyzhm contract under reVIew enVIsIons the buyer acceptmg coal delIvenes on the seller's
samplmg and analyses determmatIOns However, a proper samplmg program IS not defined wherem the
samplmg method, the number of samples taken, and an mdependent laboratory to referee sample
analyses and procedures are stIpulated Also, the standards to whIch eqUIpment and procedures must
adhere are not defined GIven the past standards ofcoal qualIty certIficatIOn at Ukramlan mmes, thIS IS a
gross oversIght m thIS contract A rudImentary process for settlement of coal quahty dIsputes IS defined,
but madequately A condItIOn such as "The final deCISIon shall be taken by a CommISSIOn for the Jomt
coal analYSIS" does nothIng to solve the problem The contract should stIpulate a speCIfic dlspute
resolutIOn protocol, USIng a predetermIned and mutually acceptable entIty who IS truly mdependent

ThIS contract does not define the pomt of delIvery, terms ofdelIvery, the party that pays for freIght, or
the documents that must accompany each delIvery ofcoal SImple speCIficatIOns, such as the mInImUm
number ofcars m a delIvered traInload should be Included to SImplIfy the samplmg and analyses
program as well as the delIvery settlement procedures by the power statIOn

Under the Pnces and Terms of Payment sectIOn, the pnce of coal IS only defined relatIve to the state
pnce lIst (See prevIOUS comments about reference to the state prIce lIst and specIfymg WIthIn the body
of the contract the agreed pnce that WIll be paid) The contract states that the "Seller has no nght to
aVOId partICIpatIOn In draWIng up the act on mutual offset" ThIS wordmg establIshes a nght but does
not speCIfy what the reactIOn or penalty WIll be If, m fact, the supplIer does not properly prepare
reconCIlIatIOn documents

Under the ResponsIbIhties of the PartIes sectIOn, It IS stated that the buyer has no nght to use coal that IS
under dIspute WIthout permIssIon from the other SIde ThIS sounds reasonable, however, any mInor
claim could render much coal unusable gIven the current poor coal productIOn condItIOns m Ukrame A
percentage of claim value to the value of the shIpment could be used as a gUIde In thIS SItuatIOn
Automatic dIspute-resolutIOn methods stIpulated m the contract WIll also contrIbute to simplIfymg claIm
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CONTRACTS AND ENFORCEMENT ~ 5-9

problems A defimtIOn ofreject coal and appropnate reject-coal procedures are needed Contracts
should be re-formed to mclude two classIficatlons ofcoal dehvery penalty and premIUm coal and reject
coal For reject coal, ranges are estabhshed for acceptable coal and the suppher should not proVIde coal
outsIde those ranges If It does, the coal IS deemed reject and the suppher should have a very short tlme,
say five days, to venfy the sItuatIOn After the five days, the suppher WIll have a very hmlted penod to
remove the coal and pay for the power statIOn's handlmg costs, or It Wllliose complete nghts to the coal
and must compensate the power statIOn for Its losses due to handhng the reject coal

The agreement also speCIfies that the "Seller pay a penalty m the amount of 0 5% of the cost of
productIOn not paid m time but not more than 10% of ItS cost" The dIfficulty here IS the determmatIOn
of the cost ofthe coal productIOn It would be much SImpler and a dIspute could be aVOIded If a
prescnbed formula such as 6% ofthe pnce of the coal shIpment IS applIed The percentage value IS
denved to represent the dlfferentlal between the cost ofcoal productIOn and the pnce

In summary, thIs contract reqUIres much work and should be Improved to reach the standards set
elsewhere m Ukrame

5 2 2 2 Independent ElectriCity Suppher Contract

A standard commerCIal contract from Boursthyn was reVIewed ThIS contract represents the most
forward-Iookmg, aggreSSIve contract for domestIc supphers that has been observed to date m Ukrame
We commend the authors of thIS document for theIr bold stance The overall structure of thIS contract
form IS well defined The headmgs of the separate sectIOns are appropnate, and the mformatIOn wlthm
each sectIOn IS pertment to Its related headmg

In the Subject of the Contract, the types ofcoal, the tonnages for each mark of coal, and the monthly
delIvery quantitIes are properly defined The mtent of the agreement could be Improved by mdIcatmg
the purpose of the coal and the Importance of meetmg coal qualIty requIrements

In the Terms and Sequence of DelIvery sectIOn the suppher has the nght for premature coal delIvery
ThIS IS a mutual value Item, but the allowable volume of premature dehvery should be defined and
constramed to ensure that adequate finanCIal resources are aVaIlable to pay for premature-dehvery coal
The agreement allows "one car shall be regarded as a mmlmal standard shIpment" GIven that one of the
major problems expenenced by power statIOns IS the great number of small-quantIty dehvenes, whIch
Impact samphng and analyses operatIOns, It seems unforgIvable that a coal supply agreement would
allow smgle car dehvenes It IS our opmIOn that five to ten cars should be accepted as the mlmmum
dehvery quantIty, at thIS pomt m tIme It IS mconcelvable that a producer cannot amass between five
and ten cars before shIpment OtherwIse, the terms of dehvery are well defined The raIl car hmltatlon
provlSlon IS an example of a mmlmum contract pohcy that must be Implemented throughout
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Zakhidenergo m order to push coal supplIers to adopt new procedures for solvmg fuel-supply problems
m Ukrame

In the Coal QualIty sectIOn, the contract defines the reqUIred lImIts of coal qualIty specIficatIOns and
appropnately references all the Important vanables The agreement mcludes a very Important feature m
that. If coal does not meet qualIty specIficatIOns, the buyer has a nght to retam the coal but does not have
to pay for the coal ThIS IS Important because It gIves the buyer needed leverage for not acceptmg reject
coal The meamng of the language IS not clear about the mtent of acceptmg thIs quantIty ofcoal mto
authorIzed paId custody ThIS sectIOn also reqUIres clanficatIOn to prOVIde the buyer WIth more strength
to dISCOunt the value of dehvered coal or to sImply not accept It As mentIOned above thIS IS a reJect
coal Issue that reqUIres addItIonal defirutIOn

In the Pnce and Sequence of Settlements sectIOn, the pnce ofcoal IS related to a speCific coal quahty--an
Important feature of establIshmg the baSIS upon whIch acceptance and penalty and premIUm prmcIples
WIll be applIed By specIfically statmg thIS mformatlon wIthm the contract. It WIll be much simpler m
the future to negotIate for hIgher coal qualttIes, varIable cash payments, and lower prIces At thIS pomt
It WIll not be necessary to negotIate further contract language because the format WIll be acceptable
based on prIor use ThIS IS a strong Improvement over older contractmg techmques wherem the pnce
and qualIty speCIficatIOns for the coal IS relegated to appendIces or referred to the pnce lIst WIthout
InClUSIOn In the agreement

In the Property LIabIlIty sectIOn an addItIOnal 10% penalty IS assessed for the delIvery of poor qualIty
coal ThIS landmark prOVISIOn In coal contracts IS essential In providmg enforcement strength In fuel
procurement Some suggestIOns for ImprOVIng thIS sectIOn are

• define that If any qualIty parameter IS exceeded, the penalty prOVlSlon applIes
• change the 10% to a varIable rate reflectmg the seventy of the dIvergence from the speCIfic

qualIty parameters
• mcrease the 10% to a more severe rate after the addItIOnal penalty concept has been accepted

wIthm the mdustry
• define the penalty In terms of the pnce of coal rather than the cost of coal

We applaud the courage exhIbIted by the authors of thIS contract to challenge the status quo of
contractmg methodology In UkraIne
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CHAPTER 6
OPPORTUNITIES

6.1 IMPLEMENTING REFORM NOT REQUIRING CASH

As dIscussed In the body of tIns report, there are many reform Issues requmng effort but not cash These
Issues range In senousness from Important to cruCial for the effectlveness of fuel departments dunng the
next decade The examples of potential reform presented below wIll prepare the Genco for pnvatizatIOn
for the unmment InjectIOn of funds and for Involvement In the restructunng of fuel markets m UkraIne
FOCUSIng on thIS work can revItalIze most employees' outlook on the current economIC SItuatIOn by
Involvmg them In thIS endeavor and gIVmg them hope of a more prosperous future The proposed
reform Items are urgent and reqUire Immediate reactIOn from fuel departments of the Genco and power
statlOns

• ConvInce the government that ISO standards could be applIed to all domestIc fuel purchases so
that any new eqUipment that complIes wIth ISO standards can be put to use ImmedIately

• Imtiate meetIngs wIth customs offiCIals to streamlme bureaucratIc mvolvement m coal
Importmg Push to ehmmate dIrect payment to customs offiCIals for then servIces and to reqUire
that the offiCIals be paId only by the government Customs Department from receIpts of Import
customs dutles

• Work WIth government and pnvate tax experts, accountmg standards profeSSIOnals, and
government regulators to estabhsh practICes agreeable to all partIes for the valuatlOn of fuel
mventones

• Develop a capItal spendmg strategy for fuel departments that assumes cash WIll be made
aval1able as mvestors Inject funds mto the pnvatized Genco

• JuStlfy the selectlOn of eqUipment for ImprOVIng fuel departments' capabIlItIes by return on
mvestment calculatlOns These calculatIOns should be performed for eqUipment needed for
samphng, analYSIS, coal handlmg, storage mamtenance, and data management

+ Expand employees awareness and knowledge ofeqUIpment avaIlable locally and InternatIOnally
Be aggressIve, set up Internet capabIlitIes to track down worldWIde manufacturers that prOVIde
state-of-the-art eqUIpment and compare then products to determme the best value

• As the natural gas sector IS restructured, estabhsh or Jom an aSSOCIatIOn to VOIce Genco concerns
so that a regulatory system IS deSIgned that conSIders the Geneos' best mterests

• Estabhsh or Jom an aSSOCIatIon to express Genco concerns regardmg coal sector reform Become
an mfluentIaI member ofthIS aSSOCiatIOn to maneuver the mfluence and power of the aSSOCIatIOn
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OPPORTUNITIES" 6-2

to posItIvely Impact deCISIons relatmg to the coal mdustry In order to Improve fuel procurement
m Ukrame, Gencos must develop the abIlIty to mfluence external events

• Tram employees m the use of the EnglIsh language to faCIlItate better commumcatIOn WIth ne""
mvestors and supplIers

6.2 DEVELOPING AN INDEPENDENT VOICE

As the power sector IS bemg restructured, heavy workloads for mamtammg fuel delIvenes to Ukrame
power statIOns are shIftmg to the Mmenergo fuel procurement departments MeanwhIle thIS work has
prevented Mmenergo from becommg mvolved m the efforts to restructure the fuel markets of Ukrame
and other Important Issues Power statIOns and Gencos must add theIr VOIces to the restructurmg of the
UkraIman economy Under pnvatIzatIOn, Gencos can no longer be supported by Mmenergo, so the
Genco must develop an mdependent VOIce The Genco must promote Itself to government the
EnergoMarket, and fuel markets The Genco must begm to develop Its Independence and must actIvely
begm to be more mvolved m the external busmess of the Genco

6.3 WORLD BANK LOAN CASH POTENTIAL

The remamder of the World Bank loan IS a source of cash for the Genco ThIS loan can proVIded
sIgmficant cash resources for eqUIpment at power statIOns Some of tms eqUIpment, such as repaIr Items
for coal pulvenzmg eqUIpment, IS cntical to contmuous power plant operatIOn The 11st of specIfic
eqUIpment for fuel departments IS based, at present, on needs IdentIfied m the spnng of 1996
Consequently, the pnonties of need at thIS tIme may not be the same they were In 1996 The pnontized
1996 eqUIpment 11st should be compared WIth a SImIlar pnontized 11st projected for the spnng of 1999
The companson should determme the value of petItIonmg the World Bank for approval to re-designate
the eqUIpment stIll to be purchased under the bank loan ThIS may be pOSSIble and IS worth pursuIng It
IS known that the amounts allocated to each Genco are fixed by complex loan agreements, nevertheless,
It may be pOSSIble to change the Items deSIgnated for purchase WIth the funds ThIS plan may alleViate
eqUIpment cnses that have evolved smce 1996, such as the due need ofdozers at Ladyzhm

The condItIOns of the World Bank loan are very benefiCial to the Genco and should not be
underestImated The loan IS a very fortunate clfcumstance, espeCIally WIth such low mterest rates,
considenng that the power plants are m great need of repaIr and have no other source of financmg The
loans finanCIal terms mclude a three year grace penod, ten year repayment penod, and a low London
Interbank Offered Rate, LIBOR (now approXImately 6%), based rate In contrast, domestic rates for
short-term loans exceed 50% annually, even the Government of Ukrame has dIfficulty obtammg foreIgn
loans With mterest rates less than 15% to 20% Accordmgly, as the Genco has no other source of capItal
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OPPORTUNITIES" 6-3

at present, It should be very aggressIve m ItS efforts to obtam thIS financmg

From the pnvate Investor's perspectIve, thIS loan provIdes the Genco With an asset ApplIed to
maIntenance and eqUipment upgrade, these funds wIll Improve effiCIency by reducmg plant downtIme
and operatIng costs It IS doubtful that prIvate mvestors would be able to attract financmg of thIS
magmtude for the Genco, and therefore they wIll look very favorably on thIS perceIved asset when
makIng theIr deCISIOn to Invest m the Genco

We recommend the Genco review Items nommatedfor purchase for fuel departments gam approprzate
approvals for any changes, andprepare to pur chase this equzpment as soon as World Bank loan
approval IS granted The Genco should be very aggreSSIve In obtamIng fuel procurement eqUipment m
order to gIve the Genco an advantage over other electncity supphers

6 4 ENSURE NEW FUEL SUPPLY CONTRACT WILL SURVIVE PRIVATIZATION

As prIVatIzatIOn contInues, there WIll be sIgmficant changes m the legal status ofZakhidenergo It wIll
be Important to reVIew all fuel supply agreements from the perspectIve ofa pnvate entIty to ensure there
IS language provIdmg for an unmterrupted supply of fuel as the tranSItIOn from a government-owned to a
pnvate-owned entIty occurs We recommend that legal departments reviewfuel supply contracts to
ensure the terms and conditions Will survive a change m contract ownership The Genco WIll lIkely
have no control over the selectIOn of new owners The Genco should consIder that current fuel supplIers
mIght possIbly become owners or, perhaps, adversanal competItors The Genco must have the abIlIty to
enforce contmUIty In the fuel supply as well as the fleXIbIlIty to react approprIately durmg a potentIally
chaotIc penod We recommend the Genco fuel department meet With legal adVisors to Identify contract
amendments for mazntaznmg a contznuous fuel supply and to assess the probable Impact ofchange zn
ownership due to privatizatIOn
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CHAPTER 7
SUMMARY OF RECOMMENDATIONS

The recommendatIOns m tlus report have been ItahcIzed withm the body of the report to proVIde context
for the reason for the recommendatIOns These recommendatIOns have been summanzed here for an
easy form of reference The recommendatIOns have been re-categonzed to provIde the value of a
functIOnal perspectIve

7.1 IMPROVE INTERNAL FUEL PROCUREMENT PROCESSES

It lS recommended that the responslbllttles ofsemor management ofthe Genco and the powel statIOns
be revIewed to determme how authorzty and responslbllmes for fuel procurement are COOl dmated and
delegated The reVIew should questIOn the ablltty ofGenco management to ensure a coordmatIOn of
effort by all three power statIOns to meet the fuel procurement goals defined by the Genco

We recommend that the Genco mcrease Its control over the calorific values accepted m coal delzverzes
to the power statIOns

We recommend that Zakhldenergo develop a specific strategyfor lmplementmg modernfuel-control
methods and eqUIpment equally at every power statIOn as opportumtles develop

There would be great value m havmg an employee, at the Genco, who couldprovIde research on
avazlabllzty andprzcmg offoreIgn eqUipment GIven the maSSIve amount ofcapItal reqUired m the neal
future, thIS person would be mvaluable and could be used byfuel departments to evaluate theIr
eqUipment needs

GIven the savmgs potentIal on coal Import cost as demonstrated by the results at Boursthyn, It IS
recommended that management dedIcate cash for the customs duty to get the new Dobrotvor calorzmeter
mto use as soon as possIble

We recommend that Zakhidenergo fuel department offiCIals, espeCIally at Ladyzhm, contact foreIgn
supplzers such as CaterpIllar m K,ev to obtam lzterature and arrange a VISIt to a mme near Krzvorozh to
VIew and evaluate the eqUipment under workIng condItIOns

--------------- HaglerBallly ---------------



I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

SUMMARY OF RECOMMENDATIONS ~ 7-2

It IS recommended that the reportmg process at Boursthyn be revIewed to confirm the car weight
assumptIOn A reportmg process should be put m place to contmuously monztor and value losses due to
transloadmg operatIons or to erroneous orIgmal volumes reported by the supplzers

It IS recommended that the weight-monztormgprocesses and avaIlable data be reVIewed at Boursthyn to
ensure that stated results are derzvedfrom proper data collectlOn and assessment prmciples

It IS recommended that the statlOn locomotIve be weIghed and the weIght recorded The hIstOrIcal
readmgs can then be analyzed as a measure ofdetermmmg the scale accuracy

It IS recommended that Dobrotvor compare surface-top to center-pomt samplmg to establzsh ifany trend
eXIsts

It IS recommended that the monthly composltmg method at Boursthyn be abandoned and a method
mltrated to compIle mdlVldual delIvery qualzty data mto a monthly weIghted average set ofstatIstICS

It IS recommended that random blmd samples be perIOdIcally dIstrzbuted to the three Genco
laboratorzes m order to

I compare the results between the laboratorzes
I ensure analytIcal results withm specified standards
I ensure achIevement ofan effectIve qualzty control program
I publzsh results m order to spur competItIveJUIces among the laboratorzes
I monztor performance

It IS recommended that models for electrICIty bIds be reVIewed to ensure that foreIgn exchange rate
vmrables al eproperly mcluded m przCIng algorzthms

Ifreasonable foreIgn exchange rzsk IS perceIved m payment or debts, then It IS recommended that
Gencos evaluate methods avazlable WIthm the local and world market to hedge natural gas sales WIth
futures contracts

It IS recommended that the Genco must purchase the latest technology m natural gas volume
determmatzon meters ifthe Genco IS ever to adequately support claImsfiled to control natural gas costs

We recommend that managementfollow the example set by Dobrotvor and Immedrately purchase
desperately needed computers for each power statzon We then recommend that the other power
statIOns begin USing the software developed and tested by Dobrotvor In order to standardIze procedures
at all power statIOns withm the Genco

It IS recommended that Zakhidenergo develop model contracts to be used by the power statwns to
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SUMMARY OF RECOMMENDATIONS ~ 7~3

purchase fuel

We recommend that, m every case, the buyer present hIS fuel supply contract first as the basIS for
negotIatIOn and settlement AttainIng thIS ObjectIve would gIve the buyer an advantage In presentIng
new contract language to the coal sector

There are Independent thzrd party entltles In the world market and UkraIne that can prOVide a higher
qualtty ofservIce and are more acceptable to InternatIOnal supplzers than the UkraInIan Chamber of
Commerce We recommend that opportumtIes to attract and support these burgeomng entltles be
serIously conSIdered

7.2 INFLUENCE EXTERNAL EVENTS AND DEVELOP MORE GENCO RIGHTS

It IS recommended that, while the Genco foreIgn trade process IS beIng developed EnergoMarket
members should lobby government to clarifY the roles ofprlvate domestIC entItles to allow them to
properly conduct market relatIons wlthforelgn busmesses and governments

The development ofGenco Influence IS so Important that semorfuel-management officzals must do one
or both ofthe follOWIng

I hIre professIOnals with the abillty to develop persuasive Influence through lobbYIng
I devote themselves to developIng Influence to set the stage for the Genco 'sfuture mfuel

procurement

It IS recommended that Zakhldenergo Imtzate actIOn by InVItmg all Genco fuel departments and SImIlarly
dIsenchanted representatIves ofother Industrial sectors to call upon the Government ofUkrame to
ImmedIately restructure Gost Standards

It IS recommended the Genco ensure ItS accountIng standards for fuel Inventory valuatIOn comply wIth
eXistIng law andpractice and wIth tax officIals' methods

It IS recommended that a strategy be Implemented ImmedIately to convince the UkraIne Government to
accept ISO standards for domestIC fuel procurement eqUIpment andprocedures

It IS recommended that the Gencos form orJOIn Industry committees to ensure their concerns about the
establzshment and regulatIOn ofa gas market are VOIced, heard, and addressed

It IS recommended the Gencos develop mfluence over the restructure ofthe natUf al gas sector and
ImmedIately begIn to extend their mfluence beyond the realm ofMInenergo
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SUMMARY OF RECOMMENDATIONS ~ 7-4

As thIS IS a cruczal tIme m the restructure ofthe natural gas sector, zt IS recommended the Gencos be
forceful In theIr effort to represent theIr Views

In order to attam goals that reqUIre l11jluencmg external factlOns such as tax admInistratIve agencIes
state and local government, state standards bodIes, or accountmg regulatory agenCIes It IS
recommended the Genco make tlme avazlable for fuel department officzals and develop lobby forces to
focus on these problems

We recommend that the Genco
# Work withm the EnergoMarket to create the rzght ofEnergoMarket members to freely

partICIpate mforeign electrICIty sales and
# Work to have the rzghts under the Uknnterenergo contracts transferred to the Genco when

przvatizatlOn process occurs

7.3 DEVELOP A STRATEGY FOR EQUIPMENT PURCHASES

It IS recommended the Genco reVIew allfuel-related matters to determme whIch ofthose matters
currently performed by Government the Genco WIll have to perform m the future

We recommend the Genco revIew ltems nommatedfor purchase for fuel departments, gam approprzate
approvals for any changes, andprepare to purchase thIS eqwpment as soon as World Bank loan
approval IS granted

It IS recommended that Boursthyn explam why purchasmg a sulfur analyzer has a hIgher prlOrzty than
purchasmg badly needed computer eqwpment

7 4 PREPARE FOR PRIVATIZATION

Fuel department offiCIals should be ready to demonstrate that they are aVIdly workmg to Improve fuel
procurement Issues It IS our opmlOn that many ofthe responses whIch we hearfrom fuel departments
are not pro-actIve and do not demonstrate adequate effort to changefuel procurement conditlOns

It WIll be to the advantage ofthe fuel departments to be ready WIth aggreSSIve andpro-actIve plans to
Improve fuel procurement and management capabIlztles

It IS recommended that Genco fuel departments develop a WrItten strategy that mcludes goals to be
achIeved ThIS strategy must be based on overall Genco andpower statlOn goals that are defined and
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SUMMARY OF RECOMMENDATIONS ~ 7-5

accepted by Genco management

It IS our opmIOn that the Genco and the power statIOns must now begm to develop the abzluy to
mfluence fuel-related polzcIes wzthm Ukrame The operatIOnal needs offuel departments have been
subordmated to more serIOUS needs for cash, such as paying wages andpurchasing crztIcal operating
eqUipment Nonetheless, we feel that fuel departments must be more aggreSSIve In theIr effOl ts to obtam
the eqUipment necessaryfor ImprovIngfuel qualzty assessment and contract enforcement

It IS recommended that western corporate standards ofemployee performance and corporate
mtolerance for drug or alcohol use be dIscussed WIth fuel department officIals to prepare them for the
changes that may be necessaryfor contmued employment In an mvestor-owned corporate enVironment

We recommend that legal departments reVIewfuel supply contracts to ensure the tel ms and condlflOns
WIll surVive a change In contract ownershIp

We recommend the Genco fuel department meet wzth legal adVIsors to Identify contract amendments for
mamtammg a contmuous fuel supply and to assess the probable Impact ofchange In ownelship due to
przvatizatzon
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ApPENDIX A

SUBSET REpORT OF ZAKHIDENERGO REpORT GENERATED FOR

ALLGENCOS
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EXECUTIVE SUMMARY

Hagler Bailly, Inc conducted a reVIew offuel procurement operatIOns at power statIOns m Ukrame to
provIde an assessment and recommendatIOns targeted at Improvmg fuel procurement enforcement and
prepanng for pnvatizatIOn Hagler BaIlly conducted thIS assessment as a means ofprovIdmg western
perspectIve and an mdependent, unbIased opmIOn of fuel procurement operatIons ThIS work IS funded
by USAID as part of Its contmumg support of the restructurIng of the Ukrame power sector

Hagler Bal1ly has been mvolved m fuel-related work m the Ukrame power sector smce 1985 ThIS
mvolvement has provIded the assessment team a deep famIlIarIty With Issues facmg fuel procurement
departments as well as an extensIve knowledge ofthe methods and tools used to procure and control fuel
dehvenes at power statlOns In the course of prevIOUS work, the Hagler Bailly team had found differmg
efforts put forth at the power statlOns m Ukrame because of the mdependent operatIons of each plant
We have also been famIlIarIzed WIth the management hierarchy, mcludmg the Mmenergo oversIght
element

One ofthe dIfficultIes facmg fuel procurement departments IS the lack ofcash WIth whIch to purchase
eqUIpment and supplIes We recogmze the seventy of thIS dIfficulty and mclude ItS conSIderatIOn m our
evaluatIOn by focusmg on Issues whIch do and do not reqUIre cash mflow New mternal power-sector
and external fuel-market pressures have created several cruCIal Issues that reqUIre the full attentIon of
Genco and power statIOn management, many of these Issues requmng only mSIgmficant cash
expendIture

Our work for thIS evaluatIOn focused on several pnvatlzatIOn areas management and organizatlOn,
volume determmatIOn, samplmg and analyses, contracts and enforcement, arid potentIal OpportunItIes
Due to time constramts, our work compnsed mterviews WIth fuel procurement offiCIals at Gencos arid
power statIOns arid assessment of lImIted hard copy mformatIOn, pnmanly fuel supply agreements Our
OpInIOnS arid recommendatIOns are based on those mterviews arid assessments and also upon our
knowledge of, and famIlIarIty WIth, fuel procurement m Ukrame

For convemence, thIS executIve summary offindmgs dIscusses transfer to pnvate ownershIp, and
summanzes recommendatIOns

S.l TRANSITION TO PRIVATE OWNERSHIP

--------------- HaglerBallly ---------------
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EXECUTIVE SUMMARY ~ S-2

There appears lIttle doubt that Gencos wIll be pnvatlzed m the near future PnvatizatIOn WIll mean
mcreased cash flow for mvestment Other potentIal near-term sources for cash are the EnergoMarket
and the World Bank loan Meanwrule, power statIOns do not appear to be adequately prepared wIth
specIfic goals and pnontized capItal spendmg plans needed to meet those goals Dunng our dIScussIons
wIth power statIons, we found vanous Ideas and efforts under way, but they do not appear to stem from
a cohesIve strategy for comprehensIve and umversal fuel procurement Improvement

Under pnvatizatIOn, western mvestors WIll want to revIew management's prOjected plans and the
mvestments reqUIred to support these plans The mvestments m turn should be supported by return-on
Investment JustIficatIOn pnnclples that allow management to deCIde WhICh capItal projects to finance
Because of the maSSIve mvestment reqUIred at Gencos, the better prepared the strategIc thInkIng and
capItal spendmg pnonties m fuel departments the qUIcker the Genco WIll be able to respond when
avaIlable cash mcreases

As the Genco becomes a pnvate entIty, Its relatIOnshIp WIth the Government of Ukrame WIll change
The Genco wIll have to rely less upon servIces now provIded by Mmenergo and more upon Its own
resources Because ofMmenergo's continued responsIbl1Ity for the power sector, some fine balancmg
Will be needed dunng the tranSItIon, but the Genco must mvolve Itself m the fuel-market restructunng
now underway by developIng the mfluence to promote Its mterests Two Important areas for attentIOn
are the nghts of mdependent coal mmes to set pnces and of gas transportatIOn regulatIOns to promote
faIr establIshment of transport pnces

As pnvatIzatIOn contInues, the Genco must develop Its VOIce m the power sector so It may mfluence
actIVItIes that are external to the corporatIOn, such as m the Gost Standards or Customs arenas Because
the restructunng of fuel markets IS dynamIC at tills tIme, the Genco must express Its opmIOns at all
OpportunItIes and as early as possIble AllIances should be formed With other external entItles such as
other Gencos and, dependmg on the Issue at hand, the rail sector, the coal sector, the natural gas sector
the metallurgIcal coal consumers, or other approprIate bUSInesses and orgamzatIOns that can work
together to address Issues of Importance to free-market development WItrun Ukrame ThIS can be
accomplIshed by JOImng and/or orgamzmg aSSOCiatIOns With speCIfic goals and actIOn plans Regardless
of the method employed, approprIate fuel department offiCials should be delegated thIS task and allowed
the tIme to develop the necessary relatIOnshIps and to achIeve ObjectIves

S.2 RECOMMENDATION SUMMARY

The penod before pnvatization occurs prOVIdes a tIme to prepare There are many opportumties to be
grasped that Will reqUIre no cash or only mmimum amounts of cash AttentIon to these OpportunItIes
WIll pOSItIon the Genco to take advantage of ItS partIcular fuel markets to maxImIze ItS competItlveness

--------------- HaglerBaJlly ---------------
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EXECUTIVE SUMMARY • S-3

m domestIc electrIcIty markets Our recommendatIOns are summanzed III chapter 7 and hIghlIghted
throughout the text to provIde context These recommendatIOns are summanzed below m order of major
efforts

Improve Internal Fuel Procurement Processes CapItahze on recent gams realIzed by each power
statIOn and develop teamwork between the power statIOns Fmd a way to mtroduce computers at the
Genco and all the power statIOns so that staff can optImIze use of thIS eqUipment before prIVatIzatIOn
occurs Push forward on the effort to employ calonfic-value-based contracts backed by new
technology and calonfic-value assessment eqUipment Other suggested Improvements are

• Develop new standard fuel supply contracts
• Improve enforcement clauses m fuel supply contracts
• Increase cooperatIOn between statIon laboratones to demonstrate contmual analytIcal

abIlIty and capabIlIty
• Evaluate methods to reduce foreIgn exchange rIsk dunng fuel procurement

Influence External Events and Develop More Genco RIghts CommIt management tIme to work
WIth other groups through assocIatIOns to mfluence the Improvement of fuel procurement
markets m Ukrame Apart from general aspects of restructure m the natural gas and coal sectors,
these efforts should be speCIfically aImed at

• Implementmg InternatIOnal OrganIzatIOn for StandardIzatIOn, ISO, standards m Ukrame
• Revampmg Gost Standards effectIveness and responSIveness m Ukrame
• Obtammg more cooperatIOn from customs and tax offiCIals

Develop a Strategy for EqUIpment Purchases A defined eqUIpment Improvement strategy must
be m place so that fuel departments are ready to purchase ImmedIately when cash becomes
aVaIlable Ensure that managers properly evaluate all proposed eqUipment purchase optIOns
regardless of whether funds WIll be avaIlable Fmal deCISIons can be made when cash and
financmg avaIlabIlIty has been determmed The followmg actIOn sequence IS recommended

• IdentIfy and pnontIze the need for eqUipment
• Research eqUIpment aVaIlable on the world market, VISIt manufacturer's representatIves

m Ukrame, and request pertment hterature to make comparIsons of avaIlable eqUipment
• Use the above compansons to select the speCIfic eqUIpment, JUStIfy the purchase of each

by return-on-mvestment calculatIOns, and rank the acqUISItIOns accordmg to theIr
potential cost savmgs or revenue enhancements

--------------- HaglerBallly ---------------
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EXECUTIVE SUMMARY" S-4

Prepare for PnvatIzatIOn The followmg suggestIons are desIgned to assIst further preparatIon
for prIVatIzatIOn

• Proper proVISIOns must be contamed m the EnergoMarket Members Agreement to gIve
all members applIcable nghts

• ReVIew electncIty law and ensure that It allows EnergoMarket Members the rIght to
conduct market relatIOns WIth foreIgn customers

• Work wIth approprIate government entItIes to ensure all the rIghts of the Genco are
transferred under prIVatIzatIOn

• Ensure fuel-related contracts have appropnate survIvabIlIty clauses so that pnvatIzatIOn
does not adversely Impact fuel supply

• DISCUSS western management styles and culture wIth fuel management staff
• Be more aggreSSIve m preparmg fuel departments for pnvatIzatIOn

--------------- Hagler BaJily ---------------
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CHAPTERl

INTRODUCTION

1.1 NEED AND PURPOSE OF THE WORK

Ukrame's power sector IS rapIdly movIng towards pnvatIzatIOn Unfortunately, as the economIC
condItIOns for pnvatizatIOn are not optimum, adjustment necessary dunng the pnvatIzmg phase WIll be
very demandIng on Gencos UkraIne's economy IS currently m desperate need of a cash mfusIOn m
order to stabIlIze the economy Meanwhtle, Ukrame's power statIOns are m desperate need ofrepmr and
recapItahzatIOn As we look at the pnvatizatIOn concepts currently under dISCUSSIon mvestment m the
form of cash and debt assumptIOn can be expected to prOVIde finanCIal support for Gencos

Some cash from the pnvatizatIOn program WIll go to the Government ofUkrame, and some WIll be
proVIded dIrectly to the Genco and power statIOns When the cash becomes avatlable, the Genco must
be prepared to mvest thIS money m order to mcrease shareholder value and put badly needed capItal to
ImmedIate benefit There WIll be much competltlon for the mvested cash withm the Genco, but one of
the most advantageous mvestments WIll be m fuel procurement Therefore, It makes sense for the Genco
fuel departments to be prepared WIth proposals developed and pnorItized to appeal to the western
mvestors

The Ukrame Power Sector FmancIal Recovery Plan alms for 25% Genco pnvatizatIOn by July 1 1999
OpmIOn withm Gencos mIrrors thIS VIew, expectmg pnvatizatIOn to be accomphshed WIthIn an 18
month penod Therefore, It IS Important that efforts be Implemented ImmedIately to prepare for
pnvatizatIOn Fundamental Improvement of fuel procurement procedures WIll be CritIcal dunng
pnvatizatIOn, espeCially as free-market reform m the natural gas and coal sectors WIll occur m the near
future

1 1.1 INDEPENDENT WESTERN PERSPECTIVE

As pnvatlzatIOn approaches, western mvestment m Ukrame's utihtles IS hIghly probable ThIS has been
eVIdenced by the mterest shown by western power companIes m the past year As Ukrame Improves the
chmate for foreIgn mvestment, more western companIes WIll become mterested m the Ukrame power
sector It IS of value then for a Genco to senously conSIder the perspectIve and opmIOns of an
mdependent fuel consultant WIth expenence m Ukrame's power and fuel markets and whose background
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experIence IS m western fuel markets ThIS experIence can provIde the Genco and ItS power plants wIth
an mdependent western assessment of the ongomg efforts by management and staff to procure fuel for
power statIOns

11.2 INTROSPECTIVE TO INITIATE CHANGE AND ADVANCEMENT

The tlmmg of thIS work wIth a western consultant IS of utmost Importance because there are many
changes now occurnng Wlthm the Ukramlan economy and governmental structure TypIcally, a Genco
has htde mfluence on polIcy because government polIcy aSSIgnments have been conducted by the
Mmlstry of Energy, or by other government minIstnes, through the Cabmet of Mmlsters It IS necessary
that the Genco develop Its potentIal to mfluence government polIcy and deCISIOns affectmg fuel-related
Issues Although the Genco IS stIll under the control of Mmenergo the Genco must begm to take steps
to develop more mfluence m the future

One of the problems plagumg the Ukrame power sector IS poor coal qualIty Work for thIS report
specIfically focused on Issues relatmg to Improvement of coal qualIty at power statIOns Therefore,
concepts that could Improve the qualIty ofcoal are conSIdered a top pnorIty for future efforts

11 3 How WORK WAS CONDUCTED

Imtially, Genco and power plant offiCIals were mterviewed over a two-week perIod The mtent was to
probe and assess the fuel procurement methods, the problems expenenced, the level of avaIlable
mformatIOn, and the solutIOns to those problems bemg addressed Then followed a three-week
assessment and report wrItmg penod, followed by a presentatIOn of results and trammg The
consultants' m-depth knowledge of the UkramIan fuel and power markets allowed the lImIted IntervIew
tIme frame Nonetheless, conSIderIng that three separate power statIOns and a Genco were Involved m
the assessment, thIS tIme penod dId not permIt extenSIve evaluatIOn ofprocedures and therefore the
evaluatIOn tended to be somewhat cursory, m nature Therefore, those who WIsh to glean value from thIS
report must understand the fact gathermg and evaluatIOn baSIS

1.2 NEED FOR CHANGE IN SPITE OF DOUR OUTLOOK

Overall, the VIew wIthm the Genco, whIch IS typICal of the power sector, IS that the current SItuatIOn WIll
not Improve Because there IS very lIttle cash In the sector, the demand for cash IS extreme, as eVIdenced
by the general lack of necessary office eqUipment Beyond the lack ofoffice eqUipment, there IS a lack
ofeqUipment needed to properly enforce fuel contracts In turn, thIS Impacts the type of fuel contracts
that are wntten AddItIOnally, the fuel departments face a dIfficult task dealmg WIth the UkraIman coal
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sector The way coal IS valued, measured, and marketed IS m dIre need of overhaul Unfortunately fuel
departments' abIlIty to bnng about these changes m the market IS hmIted because the coal sector has
greater polItIcal mfluence These Issues of needed change and market mfluence present hurdles that
severely Impede Improvement m fuel procurement

In addItIOn to these two hurdles, the Genco and power statIOns are accustomed to a command structure
of top-down management by the MilliStry ofEnergy Withm thIS command structure, the abIlIty to
mfluence polIcy has always been routed through the mimstry It IS our opmlOn that the Genco and the
power stations must now begm to develop the ablhty to mfluencefuel-related pohcles wlthm Ukrame
The operational needs offuel departments have been subordmated to more senous needs for cash such
as paymg wages andpurchasmg critical operatmg eqwpment Nonetheless, we feel that fuel
departments must be more aggressive m their efforts to obtam the eqwpment necessaryfor lmprovmg
fuel qualzty assessment and contract enforcement
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CHAPTER 2
PRIVATIZATION ISSUES

2.1 CHANGES EXPECTED FOR GENCOS

PnvatizatIOn of the power sector m Ukrame appears to be mevltable and IS expected to occur wlthm a
short penod of tIme Efforts, as summanzed m the FmancIaI Recovery Plan, are underway to resolve the
major Issues related to solvent sector operatIOns Therefore, It IS prudent to begm plannmg for the
changes expected to occur wlthm the next two years

One of these antIcIpated changes IS the mcrease ofcash clrculatmg through the EnergoMarket ThiS
cash mcrease has been dIfficult to realIze, but It IS Widely held that pnvatlzatlon Will so remove
government from the power sector that real economIC operatIOns WIll eventually emerge Once the
mcreased cash flow begms, It Will be necessary to pnontize the needs of cash spendmg

2 11 COAL AND NATURAL GAS SECTORS WILL BE RESTRUCTURED

The pnvatizatlOn effort IS not only hmlted to the power sector--Gencos can also expect pnvatization to
occur m the Ukrame fuel markets m the next few years The natural gas sector IS now undergomg
regulatory defimtIOn so that a new free-market natural gas and 011 economy can be developed under the
dIrectIon of a government oversIght agency ThIS concept WIll further remove the government from
commercial operatIOns WIthlll the 011 and gas sector and Will allow a free-market to operate

MeanwhIle, there IS also diSCUSSion about restructunng the coal sector to develop a free market
MaSSIve over-employment and uneconomIC mllles compound the compleXIty of thIS process In contrast
to the progress m the power sector, there has been lIttle progress m the coal sector UkrainIan mmes are
undercapItalIzed and operate under dIfficult geologIcal condItIons It IS Important that Ukrame have an
economic domestIC coal-mmlllg capabilIty that can proVIde a measure of energy llldependence Equally
Important, though, IS that Ukrame have suffiCIent power for ItS mdustnes, allowmg the development of
products that can compete on a domestIC, regIOnal, and global baSIS These competmg demands must be
properly balanced whIle developmg a free-market m the coal sector

WIllIe these changes m the fuel markets are taklllg place, the fuel departments at the Genco and the
power statIOns should begm developmg forums where they may make their opmlOns heard and mfluence
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PRIVATIZATION ISSUES ~ 2-2

pollcy for the fuel sectors towards developmg a free-market economy

2.2 UPCOMING CHANGES

2 2 1 NEW OUTSIDE INFLUENCES ON PERSONNEL AND MANAGEMENT

As mvestment through pnvatIzatlOn begms, the shIft from dependence upon Mmenergo to the new
mvestor wIll begm The new mvestor WIll have paid for the nght to VOIce opmlOns and dependent on
the share percentage owned, demand change WIthm the Genco to achIeve busmess ObjectIves defined
under the mvestor's pnvatizatton goals These changes can range from extensIve management changes
to demands for change m operatmg pollcy to changes m the way the Genco conducts Its busmess One
of the first steps whtch WIll be conducted by a maJonty stockholder IS the evaluatIOn of management and
personnel Fuel department ofjiczals should be ready to demonstrate that they are aVidly workmg to
Improve fuel procurement Issues It IS our opInIOn that many ofthe responses whIch we hearfrom fUel
departments are not pro-actIve and do not demonst! ate adequate effort to change fuel procurement
conditIOns

As the mvestor assesses the dally busmess activItIes of the Genco and power statIOns, the pnmary goal
WIll to get a return on then mvestment ThIS wIll reqUIre that busmess nsks be controlled, expenses be
reduced, operatIOns be optImIzed, and cash flow from electncity markets be maXImIzed As thIS
assessment IS conducted a new mvestor WIll scrutmize fuel procurement m depth because thIS expense
area IS one whIch can proVIde the greatest OpportunIty to maXImIze Genco profit It WIll be to the
advantage ofthe fuel departments to be ready With aggressIve andpro-actIve plans to Improve fuel
procurement and management capabllztles

2211 New DirectIOns

New shareholders means new mterest m the busmess dIrectIOn of the Genco and the power statIOns The
fuel departments should ensure then plans are well founded on assumptIOns that mcorporate the hkely
range of economIC condItIons and changes foreseeable WIthm the Ukrame economy It IS recommended
that Genco fuel departments develop a wrltten strategy that mcludes goals to be achIeved ThIS strategy
must be based on overall Genco andpower statlOn goals that are defined and accepted by Genco
management Genco management should be able to ImmedIately demonstrate to new shareholders how
recent and current actIvItIes WIll achIeve the ObjectIves defined withm the strategy The new
shareholders WIll WIsh to be assured that management has appropnately evaluated future events and has
InItIated actIon to cope WIth such events
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PRIVATIZATION ISSUES" 2-3

2 2 1 2 Cash Inflow

PnvatizatIOn IS bemg Implemented as a tool to mcrease cash flow to the power sector The FmancIaI
Recovery Plan antIcIpates sources of potential cash flow to be the World Bank Loan, mcreased cash
flow from the EnergoMarket, and cash mfusIOn from pnvate mvestors Fuel departments therefore have
three potentIal sources for cash mfusIOn over the next 18 months GIven effort by all partIes to attam
FmancIaI Recovery Plan ObjectIves, fuel departments should be able to project probable cash flow and to
develop a specIfic capItal spendmg plan for Immedtate purchase of badly needed eqUIpment

2 2 1 3 Less Government Involvement and Influence In Dally AffaIrs

As pnvate mvestors obtam control of Gencos, government control wIll wane TradItIOnal use of
government resources must be evaluated to determme the resources that must be generated withm the
Genco and power statIOns to cope wIth future fuel procurement reqUIrements For example, It IS very
lIkely that the abIlIty to rely on the Coal and Energy Mirustnes for arrangement of preordamed fuel
supphes WIll cease m the future Fuel departments WIll have to be ready to attract fuel supplIers to the
new condItIOns for fuel supply necessary for economIcal operatIOn of power statIOns

In addItIOn, the abIhty to mfluence pohcy m arenas such as the raIlway, coal, natural gas, JUdICIary, state
standards and mternatIOnal trade WIll become the responsIbIlIty of the Genco The Genco must be able
to exert pnvate-entity pressure on government to make the changes necessary for economIC operatIOn of
power statIOns Therefore the relatIOnshIp WIth government WIll become more adversarial
Management's attentIOn must focus now on Genco mfluence Issues to ensure fuel departments can begm
the tranSItIOn ofrehance m the near future

2 2 1 4 Opportumty to Improve Performance

Increased cash flow over the next 18 months wIll generate opportunItIes for purchasmg eqUIpment to
solve current operatIOns problems PreparatIOns can be made m advance--the fuel departments must be
ready to obtam and employ the new eqUIpment as soon as pOSSIble The return on mvestment In new
eqUIpment and operatmg practIces WIll be maXImIzed If a strategy has been developed, eqUIpment
properly chosen, field engmeenng completed, and procedures ready for ImplementatIOn ThIS process
may be SImple for the addItIon of a fax machme but WIll be much more complex for purchasmg a
calonmeter or a new type ofcoal samplmg deVIce

2 2 1 5 Legal Issues Relative to Fuel Contracts RelatIOnships
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PRIVATIZATION ISSUES ~ 2-4

PnvatIzatIOn wIll transfer ownershIp ofa Genco, by the sale of the Genco's stock, to mvestors from the
pnvate sector, thus transformmg the Genco from a government entIty to a pnvate entity The contmumg
InItlatIOn of new fuel supply contracts demands an Immediate reVIew of the legal relatIOnshIps between
the new Genco entIty and the supplIers These relatIOnshIps are stated and Imphed m fuel supply
contracts, ratl and truck haulage contracts, and other dealIngs With government and pnvate entltIes
mvolved m the fuel procurement cycle Current contracts should be revIewed to assess potentlal pItfalls
m the agreement language Pnor to the pnvatizatIOn process, these agreements should he modIfied as
they are renewed

New long-term fuel supply contracts should be entered mto only after careful conSIderatIOn from the
perspectIve of a pnvate entity Because we foresee much procedural change m the next 18 months any
new long-term agreement should attempt to maxImIze the Genco's abIlIty to termmate the agreement If
needed, whIle mamtammg a mutually benefiCial relatIOnshIp Any contract for a term of more than one
year must be carefully evaluated for nsk, and appropnate language added to gIVe the Genco a means of
mitigatmg the nsk

2216 Increased Free-Market RelatIonships

Under free-market operatIOns, less commUnICatIOn WIll be conducted through government mmlstnes and
more commUnICatIOn WIll be conducted between the fuel buyer and the fuel seller These
commUnICatIOns wIll concern daIly busmess transactIOns, problems of mutual mterest, and capablhties
ofthe power and fuel market sectors There Will be a need for more one-on-one dISCUSSIOns as well as
sector-to-sector dISCUSSIons VIa orgamzatIOns or aSSOCiatIOns that have common goals or mterests

Currently, there are many dIfferent state organIzatIOns that should be restructured, WIth the support of
the power sector, to reflect free-market relatIOnshIps These entltles, such as the State Standards
CommIttee, should be reorganIzed so they may respond to mdustry as well as to regulatIOns Because
the Gencos must be mcreasmgly vocal m theIr support of restructurmg the state-entItles, they should
ImmedIately begm to develop relatIOnshIps WIth other sectors (for example, coal, natural gas, raIl,
agncultural, chemIcal) m order to generate WIdespread support Restructunng government bodIes and
developmg mter-sector allIances WIll rapIdly consume tIme and effort, so It IS of value to begm
development ofthese efforts as soon as pOSSIble

2.3 PREPARING FOR CHANGE

As pnvatizatIOn occurs, fuel departments at the Genco and power plants WIll be modIfied to keep pace
WIth rapId organIzatIOnal and operatIOnal changes It WIll be Important for the fuel departments to adapt
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to the new modus operandI because employee layoffs wIll certamly be an Issue when mvestors attempt
to reduce operatmg costs and nsk MeanwhIle, new Issues m fuel procurement such as advancmg
capabIhtIes dealmg WIth external entItleS, and makmg change occur along the nght path, WIll be
Important for fuel departments

2 3 1 PERCEPTION THAT NOTHING CAN BE DONE WITHOUT CASH

A defeatIst attItude prevmls throughout the fuel departments at Gencos and power statIOns throughout
Ukrame At present, there appears to be a strong top-down governmental control structure comphcated
by the ongomg but slow EnergoMarket evolutIOn, both of whIch act as mhIbitors of Improvement Cash
flow from the EnergoMarket IS so low that current wages cannot always be fully paId In almost every
dISCUSSIon held at Gencos and power statIOns, the lack of cash IS CIted as the reason that no Improvement
m the SItuatIOn can be made To a large degree thIS IS true, but the resultmg lack ofperseverance IS too
far-reachmg At the very least, speCIfic plans for the future can be made

2 3 2 ESTABLISH AND RANK SPECIFIC IMPROVEMENT OBJECTIVES

Knowledgeable new mvestors Will request JustIficatIon for proposed expendItures For example, If a
new samphng deVIce IS requested, they WIll want to know how It WIll save money, how much money It
WIll save, how qUickly It WIll pay for Itself, and what WIll be the rate of return In thIS way, mvestors can
determme whether to mvest the lImIted cash m the new samphng deVIce, m new boIler tubes, or m a new
waste dump

Each fuel department should lIst ItS capItal expendIture reqUirements, develop JustIficatIOn arguments for
each Item, and perform rate-of-return calculatIOns Durmg thIS process, speCIfic supphers should be
contacted to estabhsh theIr terms for supply of theIr product For large expense Items, Issues such as
speCIficatIOns, productIOn capacIty, purchase terms, dehvery tIme frame, and pnce should be researched
for each suppher EvaluatIOn of thIS mformatIOn, along WIth a tImmg schedule for cash reqUirement,
WIll establIsh the best supplIer When all purchase proposals have been submItted for evaluatIOn, they
can be ranked by the degree to whIch each satIsfies the speCIfic ObjectIves of the fuel departments and
Gencos

A strategy for Improvmg the effiCIency and effectIveness of the fuel procurement department can then be
fully deVIsed and Implemented For example, If lIttle cash IS avaIlable, It could qUIckly be used to
Improve employee prodUCtIVIty by purchasmg copIers and fax machmes Ifhlgher amounts of cash are
aVaIlable, perhaps a raIlcar-samphng deVIce could be purchased on a tIme plan Assummg a hIgh rate of
return IS expected for thIs mvestment, pOSSIbly a down payment could be made If delIvery lead-tIme IS
long ThIS WIll encourage the manufacturer to construct and delIver the machme expedItIOusly
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Supphers may be wIllIng to extend credit because new-mvestor financial strength would stand behmd
the debt Therefore, Ifvanable amounts of cash become avaIlable to the Genco and power statIOns they
must be able to answer a host of questIOns about their strategy for mvestment to Improve fuel
procurement standards

2.4 PLAN AND EXECUTE WORK EFFORTS WHICH Do NOT REQUIRE CASH

As change occurs, Issues that require actIOn but not cash should be IdentIfied and the work planned to be
mcluded In the daIly effort Examples reqUIrIng minImal cash mclude mternal employee trammg In new
techmques, obtammg changes to state standards, contrIbutmg to busmess aSSOCiatIOns, and tramIng
employees m software usage When a strategy for Improvement of fuel procurement has been deVised
non-cash efforts can be performed whIle the arrIval ofcash IS Impendmg A good example would be the
development and traInmg ofemployees m the use of new software for fuel data management

2 4 1 BEGIN WORK BY ASSUMING CASH WILL BECOME AVAILABLE

From the above dIscussIOn, It IS necessary to assume that cash Will become available We have Indicated
that the cash sources Will be the World Bank Loan, the EnergoMarket, and prIvate mvestors Any three
of these sources Will provIde needed cash, so It IS necessary to plan for the cash mfusIOn and to actIvely
support programs that Will prOVIde cash dIrectly to the fuel departments Once management and staff are
convmced that cash Will be forthcommg, the process of changmg the peSSImIstIC outlook on the power
sector's future can begIn

2.5 GOVERNMENT INVOLVEMENT AND INITIATING INDEPENDENCE

New mvestors WIll expect that, after pnvatizatIOn, they WIll have control over theIr mvestment The
goal of strategIC mvestors Will be to gam control of the busmess enterprIse, pOSitIOn the Genco for future
profitabilIty, and prepare for proper regulatIOn ofthe power sector These Investors Will Wish to ensure
that government does not mapproprIately mterfere m free-market development and operatIOns They
WIll dIstance the Genco from government WIth an approprIate arms-length busmess relatIonshIp
Therefore, pnvate mvestors Will work to extract the Genco from any unnecessary government overSIght
ThIS IS partIcularly relevant to fuel procurement procedures because of the government's current deep
mvolvement m thIS area

The government IS heavIly mvolved m the fuel supply process m Ukrame Mazut, the fuel whIch power
statIOns use the least, has been essentially establIshed m a free-market forum, but coal and natural gas
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remam as monopolIes controlled by government entitles Pnvate mvestors WIll lIkely look for free
markets that provIde some guarantee of supply contmUIty and pnce competItIOn However, they WIll
balk If government entItles reqUIre that they purchase substandard fuel at above-market pnces--Gencos
can expect that thIS type of arrangement WIth the government wIll qUIckly recede m the future As cash
becomes avaIlable, the ablhty of the Genco to purchase fuel of speCIfied quahty WIll also mcrease The
Genco and power plants must ImtIate programs whereby coal wIth a hIgher calonfic value IS acqUIred
when a hIgher proportIOn of cash IS paid for the coal These programs WIll work to reduce the cost of
coal because It WIll elImmate the barter premIUm whIch IS Widely estImated to be about 30% of the coal
pnce set by the state

2.6 CULTURE DIFFERENTIALS

As new mvestors work to ensure that then mvestments generate the expected returns, they WIll naturally
resort to bUSIness practIces and pnncipies that have been successful m the past SometImes cultural
dIfferences arIse as Investors Implement change One practIce that WIll change IS the Job-structure
concept whereby employees expect to keep aJob SImply through work attendance A western mvestor
WIll expect performance from all employees and WIll demand that management and supervIsors ensure
each employee performs as expected There wIll lIkely be more stnngent hmng and finng practIces
backed by more controlled employee evaluatIOn procedures

The Genco and power plants can expect most western Investors to be mtolerant of alcohol and drugs on
company premIses Expenence In western companIes has shown that alcohol- or drug-Impaired
employees can be hurt on the Job, can Injure other employees whIle on company property or whIle
dnvmg company vehIcles, or can otherwIse destroy company property These past expenences have led
to unnecessary loss of hfe and hIgh damage claims agamst the companIes Western companIes regard
alcohol and drug ImpaIrment as senous threats to the safety of other employees and property

It IS very lIkely that western mvestors wIll demand that procedures be enforced to ban all alcohol and
drugs from company property and to proVIde treatment to any employee deemed to have an alcohol or
drug dependency problem The treatment and rehabIlItatIOn concept IS deSIgned to gIve the employee an
OpportunIty to elImmate the dependency and to fulfill a normal functIOnal role for the company ThIS
practice reqUIres a change from the UkraInIan behaVIOr of not enforcmg banIshment of alcohol on
company property, and at all company luncheons, dInners, and SOCIal events It IS recommended that
western corporate standards ofemployee performance and corporate mtolerance for drug or alcohol
use be discussed wIth fuel department offiCials to prepare them for the changes that may be necessary
for contmued employment m an mvestor-owned corporate enVIronment
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CHAPTER 3
MANAGEMENT AND ORGANIZATION

3.1 PLANNING AND PREPARATION FOR THE PRIVATE POWER SECTOR

3 1 1 Loss OF GOVERNMENT SERVICES

PrIVatIzatiOn of the power sector WIll Impact the way busIness IS done by the Genco In future the
Genco wIll do many tasks now performed by the MInIStry ofEnergy The relIance upon government
entItles such as DerzhComReserve for financIng and fundIng wIll recede As mentiOned elsewhere In
thIS text, there are specIfic examples of relIance on government that the Genco must begIn to assume It
IS recommended the Genco revIew all fuel-related matters to determme whIch ofthose matters currently
performed by Government the Genco WIll have to perform m the future Work efforts WhICh WIll reqUIre
a relatIvely longer lead-tIme to Implement, should be evaluated to determIne how the Genco plans to
execute thIS work In the future

3 1 2 MARKETING AND SELLING POWER

3121 New Directions Under PresIdentIal Order 270/98

On June 11, 1998, PresIdent Kuchma Instructed the CabInet of MInIsters to approve a strategy for
exportIng power WIth the aIm of maxImIZIng potentIal future gaInS WhIle thIS actIon shows a deSIre to
Increase the export ofelectrICIty, electrICIty from UkraIne must be competItIve WIthIn the Intended
markets The Genco must ensure capItal, fuel, and operatIng costs are such that the resultant electncIty
pnces In the EnergoMarket WIll be competItIve beyond UkraIne's borders In the current bUSIness
clImate, developIng competItIve electrICIty markets WIll depend on

• the abIlIty to structure fuel supply contracts WIth foreIgn coal supplIers
• the Improvement of the cost and qualIty of domestIc coal
• the development of a free market In natural gas

Therefore, the Genco must work to solve the cost problems of fuel supply whIle they work to gaIn
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foreIgn electrIcIty sales

Currently, only Uknnterenergo IS lIcensed to sell UkrainIan electrIcity outsIde Ukrame After
pnvatIzatlOn, the Genco must be free to purchase fuel and sell electncity beyond Its borders The
Gencos must work to acqUIre the nght for appropnate EnergoMarket members to sell electncity to
foreIgn lands Any decrees or laws preventIng EnergoMarket members from partICIpatIng m the market
should be challenged and abolIshed It IS recommended that, whzle the Genco foreign trade process IS

being developed, EnergoMarket members should lobby government to clarify the roles ofpnvate
domestic entItles to allow them to properly conduct market relatIOns wlth foreign busmesses and
governments

3122 New InternatIOnal RelatIOnships

The Genco should be allowed to establIsh new InternatIOnal relatIOnshIps ThIS IS very Important to the
Genco because hIgher qualIty and lower cost foreIgn coal prOVIdes the foundatIOn ofan economIC
advantage ThIS low cost fuel, m relatIve terms, allows the Genco to compete more effectIvely III the
domestIC market and creates potentIal for competmg In foreIgn electncIty markets CompetitIveness
WIll, of course, depend on fuel transport pnces, lme losses, and taxes, but thIS opportumty IS currently
proVIdIng the Genco With bUSIness relatIOnshIps that produce economIC benefit Genco management
should actIvely work to expand ItS nghts to develop foreIgn busmess relatIOnshIps WIthout coerCIve
government InterventIOn or forced partICIpatIOn

3.2 WORK EXECUTION

Work performance In the fuel departments of Gencos was evaluated by mvestIgatIng the progress of
developmental events for departmental Improvement at the power statIOns or the Genco One of the
most Important Issues for Ukraine IS the control of fuel delIverIes on a calonfic-value baSIS, as IS done
predomInantly In the rest of the world EvaluatIOn of the efforts made to Implement thIS concept at
power plants shed hght on then progress

Our reVIew determIned that power statIOns often dIffer markedly WIthIn a Genco Often, solId progress
IS observed, such as WIth the use of computers, and the use ofcalonmetnc deVIces but elsewhere no
progress IS observed Progress, too often, IS SImply left up to the plant management

The responsIbIhty to reform fuel departments must ultImately fall upon the Plant DIrector and the
Deputy DIrector In charge ofthe fuel department In order to have true reform, upper management must
be commItted to the reform ObjectIves and must ensure that these objectIves are successfully met In an
appropnate tIme frame
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It lS recommended that the respons1bllities ofsenzor management ofthe Genco and the power statzons
be reviewed to determme how authorzty and responslbilmes for fuel procurement are coordmated and
delegated The reV1ew should questzon the abIlzty ofGenco management to ensure a coordmatzon of
effort by all Genco power statzons to meet the fuel procurement goals defined by the Genco

In Ukrame, It IS often opmed that calonmeters are not needed because fuel procurement officials know
what calonfic value IS bemg purchased As has been reallzed by owners of modem calonfic eqmpment,
the Importance of calonmeters m the fuel procurement process IS the dramatIcally Increased abilIty to
control the calonfic value ofpurchased coal The cash cost ofthls eqUipment IS about US$20,000 plus
an annual mdependent agency oversIght cost ofUS$18,OOO The savmgs m reduced manpower costs
due to automatIOn of thIS eqUipment offset the mcreased laboratory costs WIth monthly savmgs m the
order of US$50,OOO - $100,000 per month, the eqUIpment cost IS llnmedlately reImbursed and contmual
monthly savmgs are qmte sIgmficant As thIS example has proven, the argument that calonmeters are
not needed IS erroneous

The argument that the lack of finanCIal resources prevents the purchase of computer eqUIpment pale as
the above evaluatIOn IS revIewed If the above-mentIOned savmgs generated by a new calonmeter could
be converted to cash, the fuel department could purchase and mstall computers throughout the power
statIOn Because these savmgs dIrectly Impact mtermediarIeS' profits, these Improvements should be
used to show mtermediaries how theIr mfusIOn of cash to purchase fuel samplIng eqUIpment and
addItIOnal resources for the power statIOn WIll produce sIml1ar savmgs

It must be noted that the total barter-deal value prod for the calonmeter reVIewed by our team was
$38,000 Based on pnor quotes obtamed by the adVIsors from Amencan supplIers, the cost of thIS
eqmpment, FOB New York, was about $20,000 for eqUIvalent eqUipment ThIS mformatIOn IS proVIded
as a note that power statIOns need more resources to evaluate and pnce foreIgn eqUIpment There would
be great value m havmg an employee, at the Genco, who couldprOVIde research on avallabllzty and
przcmg offoreIgn eqUlpment Given the maSSIve amount ofcapItal reqUIred m the near future, thIS
person would be mvaluable and could be used byfuel departments to evaluate theIr eqUlpment needs

At power statIOns, management often stated they knew the calonfic value of fuel shIpped to power
statIOns because they could refer to old SOVIet manuals of coal basm defimtIOn They could also rely on
dry-ash-free calculatIOns for calonfic value from mOIsture and ash values However, the old SOVIet
manual has not been recently updated and does not mclude adequate mformation to determme whIch
seams ofthe depOSIts are bemg mmed Because the dry-ash-free charactenstics of coal IS variable and IS
dependent upon the coal seam bemg mmed, the use of these formulae IS not relIable If the seam IS bemg
mmed IS not known

The accuracy ofthe dry-ash formulae IS msufficlent to properly momtor the calonfic value of a coal
delIvery Coal delIvery mformatIOn does not mclude the source of coal by seam nor the supplIer's
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mforrnatIOn about blendmg the coal Thus, there IS no way to denve a formula that wIll consIstently
provIde calonfic value to the degree ofaccuracy employed m the West The accuracv used for calonfic
value measurement m the West IS plus or mmus 28 kcallkg, and the typIcal range of control for
mdividual dehvenes IS plus or mmus 56 kcallkg before premIUms or penaltIes are apphed We
recommend that the Genco mcrease Its control over the calorific values accepted m coal delzverzes to
the power statIOns by purchasmg calorzmeters andpushmg thIS standard to all coal suppllers Because
of the volume of coal dehvered under contracts based on calonfic values, calonfic measurement WIth
new technology should be Implemented throughout the Genco as soon as possIble

3 2 1 TEAMWORK

Genco fuel departments are of the opmIOn that they work well together However, our observatlOns do
not support thIS perceptlOn IndIvIduals from each of the power statIOns assemble for meetmgs WIth
Genco officIals only two or three times a year thIS IS madequate m the present clImate of economIC
evolutIOn There IS a lack of concerted effort on the part of each power statlOn to achIeve speCIfic
ObjectIves aImed at Improvmg the overall fuel procurement abIlIty of the Genco Indeed an overall
ObjectIve does not appear to be defined

We belIeve the Genco lacks a true commItment to employmg calonmeters and other modem fuel-quahty
management deVIces We recommend that the Genco develop a specific strategyfor Implementmg
modern fuel-control methods and eqUIpment equally at every power statIOn as opportumtzes develop
The knowledge and expertIse of staff at each power statlOn should be pooled to develop the strategy

3 2 2 VERTICAL DISTRIBUTION OF RESPONSIBILITY

The command structure of the Genco IS SImIlar to that observed throughout Ukrame The structure
heavIly relIes upon top-down Mimstry dIrectIOn, partIally because ofMmenergo's contmumg support
and control It appears, from our western perspectIve, that more needs to be done by the Genco and
power statIon management to change the course of future fuel-procurement events

There are many Issues that Mmenergo does not have tIme to address but whIch reqUIre attentIOn from
Genco management For example, valuatIOn of fuel mventones by the tax assessor does not always
comcide WIth the Genco valuatIOn because there IS no agreed-upon assessment methodology The
problem may be caused by a quota system demanded by government coupled WIth an opportumty for the
tax assessor to momentarl1y mflate reqUIred tax payments It zs recommended the Genco ensure zts
accountmg standards for fuel mventory valuatIOn comply WIth eXlstmg law andpractIce and WIth tax
officIals' methods
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As the Genco wIll very hkely conduct more InternatIOnal busmess In the future It wIll be of value for It
to Implement InternatIOnal Accountmg Standards These standards Will provIde methods for valumg
Inventory that can then be tested and Implemented In UkraIne Furthermore, when honest efforts are
used to manage the Genco's financIal affaIrs, the Genco must have the nght to contest taxatIon Issues
WIthout repnsal

The true InhIbItors of solutIOns to fuel-procurement problems must be defined Then executIve
management must begm to solve the problems For example, the RussIan government deCIded that all
fuel sales In RUSSIa are to use the InternatIOnal OrganIzatIon for StandardIzatIOn (ISO) standards ThIS
has Impacted Ukrame's phIlosophy of fuel procurement by allOWIng foreIgn Imports of fuel to use ISO
standards Therefore, there IS an OppOrtunIty nght now to advance Ukrame to the same level as RUSSIa
by USIng ISO standards throughout Ukrame for domestIc sales ThIS achIevement would represent a
major advance for UkraIne as It could then purchase certIfied ISO-standard eqUIpment for fuel
measurement from abroad and ImmedIately put It to use AnalytIcal procedures for USIng thIS eqUIpment
have been developed and field-tested, so valuable tIme Will be saved dunng eqUIpment IntroductIOn
AddItIonally, the use ofaccepted, worldWIde standards and prInCIples would SImplIfy Ukrame' s
mternational market for supply of fuel and electncity

The vertIcal structure of the Genco fuel department needs to be reVIewed to reassess responSIbIlItIes to
ensure adequate attentIOn IS focused on developmg external mfluence In order to attam goals that
reqUlre mfluencmg externaifactions such as tax admmistratzve agenczes, state and local government,
state standards bodIes, or accountmg regulatory agenCIes, It IS recommended the Genco make tIme
avazlable for fuel department officzals and develop lobby forces to focus on these problems

3.3 COMMUNICATION AND RESOURCES

3 3 1 REpORTING FUEL INFORMATION

It was very dIfficult for power plant management to produce requested reports Power plant offiCIals
explaIned that therr lack ofcomputers made theIr Job more dIfficult, but they claImed that they
performed very well m spIte of thIS dIsadvantage Nonetheless, It was very dIfficult for power plants to
show a hIStOry of fuel delIvery mformatIOn or a major report We asked for a comparIson of calonfic
values of coal delIvenes between certaIn pomts m tIme The mformatIOn, whIch was less than nme
months old, was not avaIlable because the report was located In another buddmg It appears that the data
at power plants IS only bemg collected, It IS not bemg used for analytIcal work because of the lack of
computers Often, calculatIOns are routmely performed by hand

Collected data should be made aVaIlable on demand for mspectIOn and analySIS A manager's task
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should not be lImIted because mformatIOn or a report IS not avaIlable Penodlc reports should be
prepared and dlstnbuted to management wlthm the power statIOn and the Genco 10 a format that allows
easy reference and analysIs Computenzed databases should be constructed whIch allow fuel
department techmcIans to easIly access and evaluate mformatIOn

332 COMMUNICATING SUCCESSFUL OPERATIONS To BOOST ACHIEVEMENT

Good Ideas and practIcal solutIOns developed at power statIOns need to be commumcated and
Implemented at other power statIOns To promote cooperatIOn, the concept of teamwork needs to be
formally presented and then fostered to ensure Its proper future development Bramstornllng seSSIOns
that mclude all the Genco fuel department management offiCials should be held formally and frequently
to aId resolutIOn of fuel-procurement Issues at power statIOns and develop concepts for fuel department
Improvement Once concepts are developed and Implemented successfully, they should be mandatory at
each power statIOn 10 order to reap the rewards of success at all power statIons

333 MANAGEMENT ACCEPTANCE OF SPECIFIC FUELS RELATED GOALS

Genco management must develop speCIfic reform goals for Genco power statIOns These goals must be
establIshed for the next three years and must gam the full support of management The goals should be
practical, achIevable, and worthy ofmanagement's attentIOn When the goals have been developed, the
General DIrector must sanctIOn them fully and uncondItIOnally and power statIon management must be
reqUIred to Implement the goals The General DIrector should reqUIre fuel department management and
plant dIrectors to be commItted to achlevmg the goals SpeCIfic tIme frames for achIevement of each
goal must be establIshed and the consequences of success and faIlure defined

3 3 4 SIMPLE RESOURCES SUCH AS FAX AND COpy MACHINES

Because the fuel departments are depnved of baSIC eqUipment, theIr abIlIty to manage and commUnIcate
routme data and mformatIOn IS greatly reduced Each fuel department needs a copIer, a fax mach1Oe, a
telephone answermg machme, and adequate supplIes to ensure contmuous use of the machmes ThIS
eqUipment IS so badly needed that It should be purchased ImmedIately

3.4 Focus ON THE FUTURE
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Genco fuel departments need to focus on the future PnvatIzatIOn WIll occur and the fuel departments
must be ready for the new practIces of busmess m Ukrame In the future cash WIll be made avmlable
through the pnvatizatIOn process and plans should be made for spendmg the funds to Improve vanous
fuel procurement processes

Ukrame's knowledge of foreIgn resources has been greatly lImIted by Its remoteness from the western
world OffiCials at most plants would hke to acqUlre badly needed stockpl1e dozers We found power
plant's management had mterest m but lImIted knowledge of foreIgn eqUlpment We adVIsed
management of the types and reputations ofdozmg eqUlpment aval1able from manufacturers mother
parts of the world For example, CaterpIllar, whose products are manufactured m the USA and are well
known for mtegnty and value, IS regarded as a pIOneer m the development ofnew technology for dozers
compactors, graders, off-road haulage trucks, earth-movmg eqUIpment, forklIfts generators, and pavers

We dIscussed thIS type of eqUlpment WIth other fuel department offiCials m the Ukrame power sector
At some power plants we were told that RUSSIan dozers far surpass the abIlIty of Imported dozers
Interestmgly, no fuel department offiCial was able to prOVIde the mfonnatIOn used for the companson of
CaterpIllar and other dozers Such examples demonstrate that there IS a very strong need for UkrainIan
power offiCIals to learn about the avaIlabIlIty of eqUlpment from foreIgn supphers, other than RUSSIan
supplIers, In order to perfonn adequate comparIsons We recommend that the Genco fuel depm tment
offiCIals contact foreign supplzers such as Caterpillar m Kiev to obtam lzterature and arrange a ViSit to
a mme near Krzvorozh to view and evaluate the equzpment under workmg condltzons ThIS evaluatIOn
would cost httle but could proVIde the Genco WIth an OPPOrtunIty to evaluate the competItIve advantage
of new eqUlpment and ItS effectIveness In redUCIng coal-rehandlIng costs

Once the Genco mitIates a focus on the future, contmual actIVIties such as meetmgs and awareness
presentatIOns need to be conducted to keep Genco offiCials' attentIon m the future as well as m the
present
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CHAPTER 4
FUEL VOLUME DETERMINATION, SAMPLING, AND ANALYSIS

4.1 COAL VOLUME DETERMINATION

Volume determmatlOn IS performed by tensometnc scales at the Genco power statlOns RaIlway scales
at power statlOns are commonly checked by comparmg raIlcar hsted weIghts agamst the scale readmgs
Although thIS does gIve an mdlcatlOn of scale performance, It IS not the best method aVaIlable It IS

recommended that the statIon locomotIve be weIghed and the weIght recorded The hIstOrIcal readmgs
can then be analyzed as a measure ofdetermInIng the scale accuracy It SImply makes sense that when
comparmg the welghmg accuracy ofthe scale that the data be compared agamst a known weIght rather
than measured agamst a number ofcomparIson bases When a number of known bases are used for
comparatIve purposes, a hIstory of scale accuracy cannot be estabhshed to determme If the scale
tolerance IS dnftmg or begmnmg to show a speCIfic bIas

4.2 NEW COAL SAMPLING METHODS

Because the lack of funds prevents the purchase of new coal samplmg eqUIpment, the current method IS
stIll to sample the tops of coal cars ThIS IS WIdely recogmzed as an mefficlent practIce, but httle can be
done to Improve the sltuatlOn untl1 cash flow Improves We recogmze that httle cash IS avaIlable and
that more CrItIcal demands, such as wages and repmr and replacement, supercede the need for samplmg
eqUIpment Nonetheless, evaluatlOns should be conducted to IdentIfy eqUIpment that would be
purchased when cash becomes avaIlable

ThIS evaluatlOn should estabhsh eqUIpment selectlOn, prIce, source, eqUIpment speclficatlOn,
transportatIOn, and mstallatIOn expenses so that a total project cost could be determmed The project
expense should be JustIfied by the potentIal of better control over fuel procurement and, hence, savmgs
In fuel cost Also to be conSIdered are the potentIal savmgs from better stockpIle blendmg control and
the pOSSIble reductlOn ofenVIronmental penaltIes from better emISSIon management

4.3 STANDARDS AND REGULATIONS
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Safety and performance standards of samplmg and analySIS procedures for fuel assessment are a
maInstay of professIOnals who deal With fuel qualIty on a dally baSIS Standards are not statIC, they must
be contmuously changed to reflect new technology or procedures The methods used by Gost Standards
to develop and admlmster state standards do not reflect the current demands of the UkraIne economy It
has been said that even PreSIdent Kuchma IS concerned about the poor performance of Gost Standards

The Impact of Gost Standards' performance IS felt In the power sector An example of the dIfficulty of
workIng WIth Gost Standards occurred at a power statIOn m Ukrame When the power statIOn Imported
theIr calonmeter, It took months to obtaIn certlficatIOn of the eqUIpment through Gost Standards
Essentlally, the certIficatIOn of thIs eqUIpment was delayed SImply to extract a cash payment from the
power statIOn ThIs underhand procedure and the tIme wasted are ndlculous, especIally as the
eqUIpment was already certIfied by ISO, an InternatIOnal standards organIzatIOn WIth Impeccable
credentIals Gost Standards should be reqUIred to develop a SImplIfied procedure for acceptance of
mternatIOnal standards as a VIable SubstItute for UkraIman standards when both partIes mvolved m a
busmess transactIOn agree Gost Standards should be pressed to accept InternatIOnally accepted
standards unless It can prove that those standards are madequate and It has substItute standards In place
Furthermore, protocol for Gost Standards' partICIpatIOn m a free-market economy need to be reVIewed,
reVIsed, and redeveloped to properly pOSItIon them for benefiCIal Involvement In Ukrame's future

It IS recommended that each Genco Inltzate actlOn by inViting all Genco fuel depm tments and SimIlarly
disenchanted representatives ofother Industrzal sectors to call upon the Government ofUkrame to
lmmedzately restructure Gost Standards A strong lobby from the IndustrIal sector callIng for free
market reform WIll preempt backlash and develop a cooperatlve front that cannot effectIvely be
challenged by Oost Standards AddItIonally, the Oencos should develop an aSSOCIatIOn specIfically
targeted at Improvmg the busmess clImate for fuel procurement by challengmg outdated standards and
gUIdelInes

ThIS effort wIll be Important to UkraIne Recently, RUSSIa decreed that all coal standards In theIr
country would convert to ISO standards rather than relyIng upon Gost standards The deCISIOn qUIckly
resolved any problem ofworkmg With the RUSSIan Gost Standards organIzatIOn by SImply elImmatmg
theIr Involvement ThIS strategy should be employed ImmedIately WIthIn UkraIne whIle the ratIOnale IS
appropnate and the tImIng IS optImal If UkraIne declared an optIOn to use ISO rather than Gost
standards, a host ofproblems faCIng the fuel departments of the Gencos over the next five years would
Immed18tely be solved By aChIeVIng thIS change the ISO, a reputable orgamzatlon that has establIshed
worldWIde standards, would be provIdmg truly mdependent standards Therefore, as Ukrame moves to
mcrease InternatIOnal trade, the appropnate measurement systems would be m operatIOn It IS
recommended that a strategy be Implemented lmmedzately to convince the Ukrame Government to
accept ISO standards for domestIc fuel procurement eqUipment andprocedures
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4.4 DEVELOPING INTEGRITY AND WIDESPREAD ACCEPTANCE OF CAPABILITY

Dunng our IntervIews WIth fuel department officIals, we heard claIms ofmany capabIlItIes These
claims may be well founded but there was no concrete proofor Widespread recogmtIOn ofthese
capabIlItIes In processes for ImprOVIng systems, often those who are mvolved m the daIly practIces of
the system feel confident of theIr capabIlItIes and see no need for change The Genco needs a
contInUOUS oversIght process to venfy that power statIOn fuel procurement processes are bemg
accurately and properly employed

At some power statIOn laboratones m Ukrame, we observed blInd sample analyses typIcally used by
chIef chemIsts as a mechanIsm for controllIng the qualIty of the analytIcal process Although blInd
sample analysIs IS an accepted procedure, It does not, by Itself, help to IdentIfy when bIas has crept Into a
laboratory and does not bolster the laboratory's reputatIOn as a profiCIent facIlIty It is recommended
that random blmd samples be perzodically dzstrzbuted to the Genco laboratorzes m order to

I compare the results between the laboratorzes
I ensure analytzcal results wlthm specified standards
I ensure achzevement ofan effective qualzty control program
I publzsh results m order to spur competztiveJuzces among the laboratorzes
I mOnitor performance

ThIS program should be repeated frequently A hIstOry of the results should be mamtamed to convmce a
casual mspector of the laboratones' performance record

Costs for these tests would be mInImal If the results of these routme tests were published mternally,
they would prOVIde a SImple method of contmually demonstratmg analytIcal capabIlItIes to power
statIon and Genco management Beyond thIS, the Genco could organIze a larger group of laboratones,
mcludmg other Gencos, mdependent laboratones, and coal supplIers, to develop WIdespread mdustry
recogmtIOn ofthe prowess ofpower statIOn's fuel departments

4.6 NATURAL GAS MEASUREMENT

Natural gas IS an Important Issue for the Gencos In 1997, over 6 1 bIllIon CUbIC meters were consumed
at an approXImate cost ofUAH 1 bIllIon Natural gas consumptIon at thIS level IS mostly necessary
because of the low qualIty of the coal burned For the first SIX months of 1998, the calonfic value of
delIvered coal to all Genco power statIOns has Increased slIghtly from 4,201 to 4,299 kcallkg for a 2%
gam over 1997 results ThIS IS due to mcreasmg levels of foreIgn coal Imports As a consumer, the
Genco has madequate control over natural gas procurement ThIS IS an Important Issue WIth
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pnvatlzatlOn on the honzon and the Government of Ukrame workmg to restructure the natural gas and
011 sectors

The followmg problems (m order of Importance) eXIst m natural gas procurement practIces

, The gas sector IS m dIsarray and undergomg restructUrIng
# Fuel pnces are estabhshed m US$ but some electnclty pnces are estabhshed m UAR
# Natural gas IS currently bemg purchased through offsets, mvolvmg DerzhComReserve, that may

not be appropnate under a pnvatlzed format
# There IS httle room to negotlate a fau gas supply agreement
# Gas transportatIOn costs are poorly regulated and are currently undergomg dramatic mflatlOn
# There IS no legal platform to adequately challenge gas supply condItIons
# There are no laboratones truly mdependent of the gas mdustry that can be fully trusted to analyze

gas samples
# Genco natural gas meters are old and theIr accuracy can be challenged

The natural gas sector IS currently undergomg another restructurmg process The 1996/7 restructure dId
not result m a self-sustalmng sector provIdmg fau pnces for natural gas and gas transportatIOn
Currently, the natural gas sector IS bemg reorganIzed to establIsh a regulatory commISSIOn wlthm
NERC Rules and regulatIons are bemg drafted to support thIS reorgarnzatlOn Although the Genco WIll
have to contmue under the current market dIsarray, there IS great OpportunIty for the Genco to begm
expressmg ItS opmIOns about changes badly needed Wlthm the market It 1S recommended that the
Gencos form orJom mdustry comm1ttees to ensure the1r concerns about the establzshment and
regulatlOn ofa gas market are vOlCed, heard, and addressed

The current structures of the gas and electnclty markets call for natural gas pnces based III US dollars
whIle some electnclty pnces are based III Ukralman Hryvna Under properly operatmg EnergoMarket
condItions, the actual expectatIOn of the cost ofproducmg electrICIty would be reflected m the bIds
submItted by the Gencos These bIds should reflect the exchange rate nsk to whIch the market IS
exposed Ifthe fuel cost denvatlon portIOn of the bId IS properly modeled It 1S recommended that
models for eleCtrlC1ty b1ds be rev1ewed to ensure thatfore1gn exchange rate varzables are properly
mcluded m przcmg algorzthms The EnergoMarket enVISIons that these costs would be passed through
to consumers m some fashIon, but It would be reasonable to reVIew the market rules to establIsh If the
Genco could be at nsk Ifreasonable fore1gn exchange rzsk 1S perce1ved m payments or debt, then 1t 1S
recommended that Gencos evaluate methods avazlable wIthm the local and world market to hedge
natural gas sales w1th futures contracts

Natural gas IS currently purchased through the auspIces of DerzhComReserve Under thIS procedure, the
state IS deeply mvolved m fuel procurement for the Genco The mvolvement of the Government of
Ukrame and DerzhComReserve must be defined so that future fuel procurement practices can be
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understood and financmg plans made EnergoMarket functlOns for the prOVISlOn of fuel under
emergency condItIons must be clarIfied Plans to provIde emergency funds without the mvolvement of
DerzhComReserve may very well be a reqUirement under a prIVatizatlOn format Government may be
reluctant to proVIde financIng for prIvate generator's fuel when demands on the government for
finanCIng are already overwhelmIng

Natural gas contracts appear to be prImarIly dIctated by gas sellers In today's market Gencos' cash
shortages InhIbIt theIr abIlIty to negotiate WIth sellers In addItIOn, the gas sector IS essentially state
owned and operates under establIshed prIcmg mechanIsms WhIle the restructurmg of the gas sector IS
underway, It IS ofparamount Importance that the Genco develop the ablhty to mfluence the restructunng
process ThIS mfluence WIll assIst m creatmg a credIble natural gas market WIth a free-market prIcmg
structure It 1S recommended the Gencos develop mfluence over the restructure ofthe natUl al gas sector
and ImmedIately begm to extend their mfluence beyond the realm ofMmenergo

Gas transportatIOn costs are now m a state of flux Local and regIOnal dIstrIbutors are begInmng to
demand hIgh prIces for gas transportatIOn that are not related to transportatlOn dIstances ThIS transport
cost problem can be solved through mdustry regulatIOn durmg the restructurIng effort Agam Genco
Input WIll be VItal In the restructurIng process Thus, the development ofGenco mfluence IS so Important
that semorfuel-management offiCials must do one or both ofthe followmg

I hire profeSSIOnals w1th the abIbty to develop persuaSIve mfluence through lobbymg
I devote themselves to developmg mfluence to set the stage for the Genco's future m fuel

procurement

There IS a lack ofa legal platform for challengmg and resolVIng gas-supply Issues ArbItratIOn courts
wIll not hear an arbItratIOn If the disputed amount IS less than 5% of the total purchase prIce ThIS
requIrement IS rIdICulous, espeCially when the purchase of natural gas IS concerned For example, on a
Genco purchase of 1 bIllIon CUbIC meters of natural gas annually at a pnce of US$83 per thousand CUbIC
meters, then 5% has the value ofUS$4 2 mIllIon - even less than thIS amount IS well worth an arbItratIOn
hearmg The Government of Ukrame should be mtensely lobbIed to change thIS ludiCrous regulatIOn to
allow partIes to dIspute as they see fit Genco management should actIvely support efforts that promote
theIr legal rIght to conduct bUSIness m an honest way

In Ukrame there IS a lack of Independent, accredIted laboratOrIes that can conduct analytical tests to
determme the qualIty of natural gas It IS surmIsed that any Independent analySIS can be Influenced by
the far-reachIng, monopolIstiC power of Ukrgazprom m the natural gas sector The Genco needs to
promote and support any pnvate entIty possessmg the abIlIty and deSIre to prOVIde mdependent analySIS
of natural gas As the restructurmg process takes place, the Genco should encourage the establIshment
of those mdependent laboratones WIth the abIlIty to support themselves commerCIally
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Fmns Wlth tlus capabIlIty already operatIng In Ukrame need to be IdentIfied and encouraged An
example may be eee of Lugansk a coal quahty evaluatIOn firm WIth AustralIan corporate tIes operatmg
In southeastern Ukrame They have an mdependent status, proven abIlIty, and emergmg reputatIOn
They rely heavIly on coal and power statIOn markets for coal analysIs busmess It IS belIeved they can
also provIde some natural gas qualItatIve analysIs

The technology of the Genco's meters for determlmng the total amount ofdelIvered natural gas IS old
The meters are not accepted by power statIons nor natural gas sellers as havmg adequate accuracy to
support gas volume claIms At some power statIOns, for example, It IS felt that the meters used by the
natural gas supplIer are bIased and always gIve lugh readmgs, so the potentIal for overpayment eXIsts It
IS recommended that the Genco must purchase the latest technology m natural gas volume
determmatlOn meters ifthe Genco IS ever to adequately support clazms filed to control natural gas costs
Considenng the annual volume of gas purchases, the cost for these meters IS well worth the expense
The Genco must select the eqUIpment, determme ItS pnce and technIcal specIficatIOns, determme
delIvery lead-tImes and mstallatIOn reqUIrements, and pnontIze the purchase of thIS eqUIpment Wlth
other fuel procurement enforcement plans As thIS would be a very Important capItal procurement, the
potentIal m savmgs should be evaluated agamst cost, then concrete plans must be developed for ItS
ImmedIate purchase when funds become avaIlable

Beyond the need for eqUIpment, there IS a need for an adjustment ofemployee's attItudes In fuel
departments At one power statIOn, an opmIon of satIsfactIOn was expressed because the settlement
meter was not located on power statIOn property ThIS meant that the power statIOn was not subject to
the tedIOUS reqUIrements ofmeter certIficatIOn agencIes and would not have to deal WIth ensunng the
meter operated properly GIven the expense represented by the fuel supply to be tested and the cost of
labor, thIS IS an mcredlble perspectIve The employee attItude should be, 'Ifwe only had a settlement
meter we could manage fuel costs better by ensunng It IS workmg to full capacIty"

To be faIr, the behaVIOr and mtegnty ofthe certIficatIOn agency must also be evaluated as we assess
employee attItudes The Issue may be that the Integnty, methodologIes, and true Independent
certIficatIOn processes of the certIficatIOn agency need to be overhauled ThIS overhaul may assure the
Genco and other gas consumers that a legItImate body IS workmg to achIeve honesty and mtegnty In
natural gas volume determmatIOn In UkraIne The Genco must help to thrust the certIficatIOn agenCIes
mto respectable and appropnate behaVIOr

4.6 COMPUTERS AND DATA MANAGEMENT

Our observatIon at power statIOns IS that there IS a drastIC lack of computers There should be a
computer on the desk of the plant General DIrector, the Deputy m charge of fuel, and at least two other
desks m each fuel department AddItIOnally, there should be computers on the desks of the Deputy and
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FUEL VOLUME DETERMINATION, SAMPLING AND ANALYSIS" 4-7

the Head of Department m charge of fuel Issues at the Genco The computers should be Imked together
to provIde daIly and other penodlc reports These computers reqUIre prmters and adequate supplIes to
ensure contmuous use The lack ofpnntmg paper, mk, computer dISks, and other supplIes should be
deemed mtolerable and those supplIes must be made avaIlable

The mabilIty of the plants to qUIckly summarIze fuel qualIty and volume mformation for each supplIer IS
mexcusable, and thIS problem should be nnmedmtely rectrfied The harshness of thIS opmIOn should not
be underestImated Managmg the great value flowmg through fuel departments IS so Important to the
Genco's economIC health that the lack of adequate capabIlIty to proVIde SImple evaluatIOn and
momtonng tools IS unacceptable The total Genco annual fuel cost IS about $2 bIllIon It IS
mconcelvable that 54 computers costmg under US$lOO,OOO cannot be purchased to control thIS hIgh
value of fuel Tills cost represents only 0 005% of the value bemg managed There IS no doubt that thIS
small mvestment would qUlckly pay for Itself and generate economIC return

It IS our opmIOn that management does not press hard enough to acqUIre computers for the Genco
despIte the shortage of funds Some mdependent supplIers have demonstrated theIr commItment to fuel
qualIty assurance by buymg calonfic bombs for the power plant laboratones In fact, work IS underway
at a power statIon to procure coal samplIng and sulfur analySIS eqUIpment to further Improve fuel qualIty
assurance If mdependent fuel supplIers WIll purchase thIS type ofeqUIpment, would they not also
purchase a few computers that would greatly enhance qualIty assurance goals? In fact, when the cost IS
only a few thousand dollars and the potentIal for return on mvestment IS so hIgh, the Genco could
purchase computers themselves or barter for these badly needed Items As the Genco apparently barters
for other eqUIpment, why can't It use mdependent electnclty supplIers to barter electnclty for
computers? We belIeve the reason IS eIther lack of commItment or actual reSIstance to acquIrIng
computers

Only a very few power statIOns have modem computers and software m theIr fuel departments whIle
most have only a rudImentary data management system that IS managed mostly by hand entry and
manual calculatIOns Why does a plant make thIS solId advance when other plants cannot? The answer
IS that the plant's management deCIded to make the commItment, developed a way to acqUIre the needed
eqUIpment, and then made sure It got the nght software employed The result IS that they are now much
more prepared to handle fuel management problems than the laggmg-behmd plants We recommend that
managementfollow the example set by some aggressIve power statlOns and lmmedzately purchase
desperately needed computers for each power statlOn We then recommend that the Gencos power
statlOns begm usmg approprzate software developed and tested to standardIze procedures at all power
statlOns wzthm the Genco
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CHAPTER 5
CONTRACTS AND ENFORCEMENT

5.1 GAINING MARKET INDEPENDENCE

5 11 USE OF INDEPENDENT THIRD PARTIES

The practice ofus10g 10dependent thIrd partIes as fuel supply dIspute referees IS evolv1Og at Geneos and
IS provId1Og real value In spIte of theIr nOVIce status 10 coal transactIOns, the UkrainIan Chamber of
Trade and Commerce has been recently referee10g for coal contracts The Chamber of Trade and
Commerce, who IS not a speciahst 10 coal samphng and analyses, IS deSIgnated as referee 10 foreIgn coal
supply contracts and therefore had to be tramed by power plant offiCIals Nonetheless, thIS development
represents a step 10 the nght dIrectIOn 10 Ukrame The 10dependence of the Chamber WIll be an asset 10
the future Successful 10dependent referees can qUickly venfy that appropnate samplmg and analyses
procedures are used, and that fuel of speCIfied qUalIty has been receIved, thus resolvmg dIsputes rapIdly
There are mdependent thIrdparty entItles m the world market and Ukrame that can prOVide a higher
quailty ofservIce and are more acceptable to mternatlOnal suppilers than the Ukrazman Chamber of
Commerce We recommend that opportumtles to attract and support these burgeomng entItles be
serIOusly conSidered
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CHAPTER 6
OPPORTUNITIES

6.1 IMPLEMENTING REFORM NOT REQUIRING CASH

As dIscussed m the body of thIs report, there are many reform Issues requmng effort but not cash These
Issues range m senousness from Important to cruCIal for the effectIveness of fuel departments durmg the
next decade The examples of potential reform presented below Will prepare the Genco for pnvatizatIOn,
for the unnunent mJectIOn of funds, and for mvolvement m the restructunng of fuel markets m Ukrame
Focusmg on thIS work can reVItalIze most employees' outlook on the current economIC SItuatIOn by
mvolvmg them m thIS endeavor and gIvmg them hope of a more prosperous future The proposed
reform Items are urgent and reqUIre Immediate reactIOn from fuel departments of the Genco and power
statIOns

• Convmce the government that ISO standards could be applIed to all domestIC fuel
purchases so that any new eqUIpment that comphes WIth ISO standards can be put to use
Immediately

• ImtIate meetmgs With customs offiCIals to streamhne bureaucratIc mvolvement m coal
Importmg Push to ehmmate dIrect payment to customs offiCials for theIr servIces and to
reqUIre that the offiCIals be paid only by the government Customs Department from
receIpts of Import customs dutIes

• Work WIth government and pnvate tax experts, accountmg standards profeSSIOnals, and
government regulators to establIsh practIces agreeable to all partIes for the valuatIOn of
fuel mventones

• Develop a capItal spendmg strategy for fuel departments that assumes cash WIll be made
avaIlable as mvestors mJect funds mto the prIvatIzed Genco

• JustIfy the selectIOn ofeqUIpment for Improvmg fuel departments' capabIhties by return
on mvestment calculatIOns These calculatIOns should be performed for eqUIpment
needed for samplIng, analySIS, coal handlmg, storage mamtenance, and data management

• Expand employees' awareness and knowledge ofeqUIpment avaIlable locally and
mternatIOnally Be aggressIve, set up Internet capabIlItIes to track down worldWIde
manufacturers that prOVIde state-of-the-art eqUIpment and compare theIr products to
determme the best value

• As the natural gas sector IS restructured, estabhsh or Jom an aSSOCIatIOn to VOIce Genco
concerns so that a regulatory system IS deSIgned that conSIders the Gencos' best mterests
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+ EstablIsh orJom an aSSOCiatIOn to express Genco concerns regardmg coal sector refonn
Become an mfluentIal member of tIns assocIatIOn to maneuver the mfluence and power of
the aSSOCiatIOn to pOSItIvely Impact deCISIons relatmg to the coal mdustry In order to
Improve fuel procurement m Ukrame, Gencos must develop the abIlIty to mfluence
external events

+ Tram employees In the use of the Enghsh language to facIhtate better commUnICatIOn
wIth new mvestors and supplIers

6.2 DEVELOPING AN INDEPENDENT VOICE

As the power sector IS bemg restructured, heavy workloads for mamtammg fuel delIvenes to Ukrame
power statIOns are shlftmg to the Mmenergo fuel procurement departments MeanwhIle, thIs work has
prevented Mmenergo from becommg Involved m the efforts to restructure the fuel markets of Ukrame
and other Important Issues Power statIOns and Gencos must add theIr VOIces to the restructunng of the
UkraIman economy Under pnvatIzatIOn, Gencos can no longer be supported by Mmenergo, so the
Genco must develop an mdependent vOIce The Genco must promote Itself to government, the
EnergoMarket, and fuel markets The Genco must begm to develop ItS mdependence and must actIvely
begm to be more mvolved m the external busmess of the Genco

6.3 WORLD BANK LOAN CASH POTENTIAL

The remamder of the World Bank loan IS a source of cash for the Genco ThIS loan can prOVIded
sIgmficant cash resources for eqillpment at power statIOns Some of thIS eqUIpment, such as repatr Items
for coal pulvenzmg eqillpment, IS cntIcal to contmuous power plant operatIOn The lIst of speCIfic
eqUIpment for fuel departments IS based, at present, on needs IdentIfied m the sprmg of 1996
Consequently, the pnontIes of need at thIS tIme may not be the same they were m 1996 The pnontlzed
1996 eqUIpment lIst should be compared With a SImIlar pnontized lIst prOjected for the spnng of 1999
The companson should detennme the value of petItIOnIng the World Bank for approval to re-deslgnate
the eqUIpment stIll to be purchased under the bank loan ThIS may be pOSSIble and IS worth pursumg It
IS known that the amounts allocated to each Genco are fixed by complex loan agreements, nevertheless,
It may be pOSSIble to change the Items deSIgnated for purchase WIth the funds ThIS plan may alleVIate
eqUIpment cnses that have evolved smce 1996, such as the dIre need ofdozers at some Genco power
statIOns

The condItIOns of the World Bank loan are very benefiCIal to the Genco and should not be
underestImated The loan IS a very fortunate cIrcumstance, espeCIally WIth such low mterest rates,
consIdermg that the power plants are III great need of repaIr and have no other source of financmg The
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loans finanCIal terms mclude a three year grace penod, ten year repayment penod, and a low London
Interbank Offered Rate, LIBOR (now approXImately 6%), based rate In contrast domestIC rates for
short-term loans exceed 50% annually, even the Government of Ukrame has dIfficulty obtammg foreIgn
loans wIth mterest rates less than 15% to 20% Accordmgly, as the Genco has no other source of capItal
at present, It should be very aggreSSIve m Its efforts to obtam tills fmancmg

From the pnvate mvestor's perspectIve tills loan proVIdes the Genco WIth an asset ApplIed to
mamtenance and eqUIpment upgrade, these funds wIll Improve effiCIency by reducmg plant downtIme
and operatmg costs It IS doubtful that pnvate mvestors would be able to attract financmg ofthIS
magmtude for the Genco, and therefore they WIll look very favorably on thIS perceIved asset when
makmg theIr deCISIon to mvest m the Genco

We recommend the Genco reVlew Items nommatedfor purchase for fuel departments, gam approprzate
approvals for any changes, andprepare to purchase thIS eqUlpment as soon as World Bank loan
approvalls granted The Genco should be very aggreSSIve m obtammg fuel procurement eqUIpment m
order to gIve the Genco an advantage over other electrICIty supplIers

6 4 ENSURE NEW FUEL SUPPLY CONTRACT WILL SURVIVE PRIvATIZATION

As pnvatIzatIOn contmues, there WIll be sIgmficant changes m the legal status ofthe Genco It WIll be
Important to reVIew all fuel supply agreements from the perspectIve ofa pnvate entIty to ensure there IS
language provldmg for an unmterrupted supply of fuel as the tranSItIOn from a government-owned to a
pnvate-owned entIty occurs We recommend that legal departments revzewfuel supply contracts to
ensure the terms and condztIOns WIll survIve a change m contract ownershzp The Genco WIll lIkely
have no control over the selectIOn of new owners The Genco should conSIder that current fuel supplIers
mIght pOSSIbly become owners or, perhaps, adversanal competItors The Genco must have the abIlIty to
enforce contmUIty m the fuel supply as well as the fleXIbIlIty to react appropnately durmg a potentIally
chaotIc perIOd We recommend the Genco fuel department meet wzth legal adVIsors to IdentifY contract
amendments for mamtammg a contmuous fuel supply and to assess the probable Impact ofchange m
ownershIp due to prIvatzzatIOn
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CHAPTER 7
SUMMARY OF RECOMMENDATIONS

The recommendatIOns m thIS report have been ItahcIzed withm the body ofthe report to provIde context
for the reason for the recommendatIOns These recommendatIOns have been summanzed here for an
easy form of reference The recommendatIOns have been re-categonzed to provIde the value of a
functIOnal perspective

7.1 IMPROVE INTERNAL FUEL PROCUREMENT PROCESSES

It zs recommended that the responszbzZztzes ofsenzor management ofthe Genco and the power statIOns
be reviewed to determme how authority and responszbzlztzes for fuel procurement are coordmated and
delegated The review should questIOn the abzZzty ofGenco management to ensure a coordmatzon of
effort by all three power statIOns to meet the fuel procurement goals defined by the Genco

We recommend that the Genco mcrease zts control over the calorific values accepted m coal delzvenes
to the power statzons by purchasmg calorzmeters andpushmg thzs standard to the coal supplzers

We recommend that the Genco develop a specific strategyfor zmplementlng modernfuel-control
methods and equzpment equally at every power statIOn as opportunztzes develop

There would be great value m havmg an employee, at the Genco, who couldprovzde research on
avazlabzlzty andpncmg offorezgn equzpment Gzven the masszve amount ofcapltal requzred In the near
future, thzs person would be mvaluable and could be used byfuel departments to evaluate thew
equzpment needs

We recommend that Gencofuel department ofjiczals contactforezgn supplzers such as Caterpzllar In

Kzev to obtam lzterature and arrange a vzslt to a mme near Krzvorozh to vzew and evaluate the
equzpment under workmg condztzons

It zs recommended that the statIOn locomotzve be wezghed and the wezght recorded The hzstoncal
readmgs can then be analyzed as a measure ofdetermznzng the scale accuracy

It zs recommended that random blmd samples be perIOdically dzstrzbuted to the Genco laboratones m
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order to
I compare the results between the laboratorIes
f ensure analytlcal results wIthm specified standards
f ensure achievement ofan effective quality control program
f pubhsh results m order to spur competitiveJUlces among the laboratones
f momtor performance

It IS recommended that models for electrIcity bids be revzewed to ensure that foreign exchange rate
varIables are properly mcluded mprzcmg algorIthms

Ifreasonable foreign exchange rIsk IS perceived m payment or debts, then It IS recommended that
Gencos evaluate methods available wlthm the local and world market to hedge natural gas sales wuh
futures contracts

It IS recommended that the Genco must purchase the latest technology m natural gas volume
determmatlOn meters if the Genco IS ever to adequately support clazms filed to control natural gas costs

We recommend that management follow the example set by some aggressive power statlOns and
Immedzately purchase desperately needed computers for each power statlOn We then recommend that
the Genco powel statlOns begm usmg approprzate software developed and tested to standardize
procedures at all power statlOns wlthm the Genco

There are mdependent thzrdparty entltles m the world market and Ukrame that can prOVide a higher
quahty ofservice and are more acceptable to mternatlOnal supplzers than the Ukrazman Chamber of
Commerce We recommend that opportumtles to attract and support these burgeonmg entitles be
serlOusly conSIdered

7.2 INFLUENCE EXTERNAL EVENTS AND DEVELOP MORE GENCO RIGHTS

It IS recommended that, while the Genco foreign trade process IS bemg developed, EnergoMarket
members should lobby government to clarify the roles ofprIvate domestic entitles to allow them to
properly conduct market relatlOns With foreign busmesses and governments

The development ofGenco mfluence IS so Important that semorfuel-management officzals must do one
or both ofthe followmg

I hire professlOnals With the ablZzty to develop persuasive mfluence through lobbymg
I devote themselves to developmg mfluence to set the stage for the Genco s future m fuel

procurement
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It zs recommended that the Genco mztIate actIOn by mvztmg all Genco fuel departments and szmllarly
dzsenchanted representatzves ofother mdustnal sectors to call upon the Government ofUkrame to
zmmedzately restructure Gost Standards

It zs recommended the Genco ensure Its accountmg standards for fuel mventory valuatIOn comply with
exzstmg law andpractIce and with tax officIals' methods

It zs recommended that a strategy be Implemented zmmedIately to convmce the Ukrame Government to
accept ISO standards for domestzc fuel procurement eqUlpment andprocedures

It zs recommended that the Gencos form orJom mdustry commzttees to ensure thezr concerns about the
establlshment and regulatIOn ofa gas market are vozced, heard, and addressed

It zs recommended the Gencos develop mfluence over the restructure ofthe natural gas sector and
ImmedIately begm to extend the" mfluence beyond the realm ofMmenergo

In order to attam goals that requzre mfluencmg external factIOns such as tax admznzstratzve agencIes
state and local government, state standards bodzes, or accountzng regulatory agenczes, zt IS
recommended the Genco make tIme avaIlable for fuel department offiCIals and develop lobbyforces to
focus on these problems

7.3 DEVELOP A STRATEGY FOR EQUIPMENT PURCHASES

It IS recommended the Genco revzew all jitel-related matters to determme whzch ofthose matters
currently performed by Government the Genco wzll have to perform m the future

We recommend the Genco revIew Items nommatedfor purchase for fuel departments, gam approprzate
approvals for any changes, andprepare to purchase thIS equzpment as soon as World Bank loan
approvalzs granted

7.4 PREPARE FOR PRIVATIZATION

Fuel department offiCIals should be ready to demonstrate that they are avzdly workmg to zmprove fuel
procurement zssues It IS our opmIOn that many ofthe responses whzch we hear fromjitel departments
are not pro-actzve and do not demonstrate adequate effort to change fuel procurement condztIOns
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It wIll be to the advantage ofthe fuel departments to be ready with aggressIve andpro-actIve plans to
Improve fuel procurement and management capab1lmes

It IS recommended that Genco fuel departments develop a wntten strategy that mcludes goals to be
achzeved Th,S strategy must be based on overall Genco andpower statlon goals that are defined and
accepted by Genco management

It 1S our opmIOn that the Genco and the power statIOns must now begm to develop the abilIty to
mfluencefuel-relatedpolzcles wIthm Ukrame The operatIOnal needs offuel departments have been
subordmated to more serIOus needs for cash, such as paymg wages andpurchasmg clltlcal operatmg
eqwpment Nonetheless, wefeel thatfuel departments must be more aggressIve m theIr effOlts to obtam
the eqwpment necessaryfor lmprovmgfuel quabty assessment and contract enforcement

It IS recommended that western COlporate standards ofemployee performance and corporate
mtolerance for drug or alcohol use be dIscussed WIth fuel department officwls to prepare them for the
changes that may be necessaryfor contmued employment m an mvestor-owned corporate enVIronment

We recommend that legal departments reVIewfuel supply contracts to ensure the terms and conduIOns
wIll surv1ve a change m contract ownersh1p

We recommend the Genco fuel department meet wah legal adv1sors to 1dentify contract amendments for
mamtammg a contmuous fuel supply and to assess the probable Impact ofchange m ownershIp due to
priVatIzatIOn
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