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Dear Mr Popescu 

Attached herewith we are pleased to submit the final version of the Incepbon 
Report Th~s  report reflects the input prov~ded at the review meebng held on 
November 1,1995 whch was attended by all the Romaruan counterpart team as 
well as representabves from the USAID, World Bank, EBRD, EU/Synergy We 
believe the review meehng was a useful and producbve effort, msurmg close 
cooperahon among the project and counterpart team and providing all other 
representabves an opporturut. to comment on the report 

In preparing the final Incephon Report the project team collechvely reviewed 
and considered all the comments - both verbal and written - provided We have 
modified the report where there were factual errors or where key facts were 
omitted There were also a number of comments regarding the team's 
interpretahon of or conclusions regarding the current situahon In tlus regard, 
we have in most cases prov~ded a rahonale where there was a queshon of 
judgment In the case of legal mterpretabons our local lawyer has carefully 
reviewed all the comments, reexamined the laws m quesbon where necessary 
and discussed lus findings with the team's legal specialist There were also 
several specific areas of concern whch have an important bearing on the scope 
of our work and wluch I will specifically address here 

1) Considerabon of Integrahon with the European Uruon and Requirements 
of the Energy Charter Treaty There was some concern whether the report 
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wlll address the imphcahons of jolrung the EU on the energy sector In 
h s  regard, ~t was agreed that the project wlll consider the ~mplicahons on 
the ophons at a hgh  level but would not go Into a detalled revlew and 
analys~s of all energy related EU dlrechves as ths  is beyond the scope of 
the project. More specifically, the Incephon Report now Includes a 
separate sechon wluch ~denhfies the cnhcal issues whch wlll affect the 
future of the power sector 

Revlew of Draft Electrlc~ty Laws There were comment. regardmg the 
use of the most recent verslon of the elechcity laws and the reference to 
two strategy documents In tlus regard, I would note that we recogruze 
that the MOI strategy represents the offic~al strategy for the country and 
we wlll rely on h s  document, as a starhng pomt, in analyzing the future 
dwechon of the industry With respect to the draft elechcity law the 
verslon we were prov~ded represented the most current at the hme of 
report preparahon It IS our understanding that the draft laws conhnue to 
be d~scussed and debated and hence remains In a state of flux w ~ t h  no 
final version available 

3) Range and Scope of Comparahve Country Exper~ence There were 
extenslve comments regarding the number, relevance and depth of 
analys~s of the restructuring experience m other counhes In ths  regard, I 
would menhon that the countr~es selected were based on cr~ter~a 
~denhfied m the Draft Incephon Report An in-depth analysls of these 
countr~es, as stated In the workplan was to be part of the next tasks of the 
project The team has taken the comments about addlng countries under 
considerahon and may Include an example from one of the Scandmav~an 
Countr~es, ~f deemed appropriate 

4) Appropr~ateness of Selechon Cr~ter~a The selechon cr~ter~a presented rn 
the Draft Incephon Report represented an lruhal step m defirung and 
explalrung their use As menhoned in the report, ~t was Intended that tlus 
sechon of the report would present a bas~s for further d~scusslons w ~ t h  the 
counterpart team, wluch we have now completed, and the results would 
be Included in the next steps of the project Accordingly, we have not 
modified the sechon on the selechon criter~a In the revised report 

5) Impact of D~strict Heahng It was agreed that the scope of h s  project 
does not Include a heat study and that the treatment of heat issues wlll be 
l~mited to the CHP plant gate and the allocahon of costs withn these 
boundar~es Accordmgly, the treatment of heat laws and heat priclng IS 

beyond the scope of the Incephon Report 

6 )  Tariffs There was cnhcism of the prlce sechon of the report Ths sechon 
has been modlfied after discuss~ons w~th  the MOF and a revlew of thew 
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wrrtten comments It was also agreed that tlus is not a tanff study and 
that the treatment of tar~ffs rn subsequent analysis would be handled on a 
drrectronal basis Ths  would rnclude level of tariffs, cross subsrd~es, and 
implrcahons for uruform tariffs under alternatrve ophons 

Fmally, I would lrke to note that there were a number of comments concerrung 
the level of analysis m the Draft Incephon Report and the extent of rnvolvement 
of Romaruan specialists in the project Zn tlus regard I would hke to point out 
that the current achvrbes of the project rnvolve the analyhcal tasks and that the 
Incephon Report was not rntended to be an in-depth analybcal document but an 
assessment of the current situahon The project team IS also uhlrmg a number of 
Roma~uan specralrsts wrth experhse m law, power sector planrung, and the fuel 
sector wluch have been rnvaluable m provrdrng insights and rnformatron used In 
the Incepbon Report 

Grven the above considerahons and the revrsions to the draft mcephon report, 
there should be general agreement as to the duechon of the next steps rn the 
project We feel the revrew meetrng on November 1 represented a sigruficant 
mrlestone in the project from both a techrucal and cooperatrve pornt We look 
forward to conhnued rnterachon with the counterpart team as discussed rn our 
follow-up meetrng on November 3 By proceedrng m th s  manner the success of 
the project is assured 

Copies to Jacquelrne De Rosa, USAID 
hchard Hough, USAID/Romarua 
Sam O'Brren-Kumr, IBRD 
Joseph Owen, IBRD 
Elrzabeth Heyhoe, EBRD 
Peter Danforth, Bechtel 
Project Team 
Counterpart Team 
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Tlus study IS undertaken m parha1 fulfillment of the condihonahhes for the 

Government of Romarua (GoR) with respect to the World Bank loan to Rega 

Autonoma d e  Electncltate (RENEL) Overall respons~bhty for the studv rests wlth 

the Councd for Coordmahon, Strategy, and Econormc Reform (CCSRE), while the 

Energy Division of the Mlnistry of Industry (MOI) has responsibhh for d a ~  to dak 

management of the study The objechve of the study is to ass~st  the GoR m definmg 

a structure for the power sector which would be the best su~ted  to achieve its pollcb 

objechves and to defme the legal and regulatory framework most appropriate for 

that structural ophon 

Sector restructuring dlffers from corporate reform m that the enhre mdustrb is 

assessed with regard to the mterrelabonsh~p among its various mshtut~ons and 

enhhes w ~ t h  the purpose of enhancing theu commercial and market orientahon 

thereby promotmg compehbon whlch wlll result m Lmprovmg overall mdustrv 

performance and the efficient use of resources Corporate reform focuses on the 

transformahon and organ~zahon of a smgle company As such, it 1s onlv a part of 

the sector restructurmg process 

The overall objechves of the CoR's p o k t  are to Improve the efhclencv and reliabllltv 

of the sector, and to meet the demand for electricity m the most economic manner, 

whlle rmnimltmg negahve environmental impacts The CoR wlll ach~eve these 

objechves by 

Implementahon of a gradual and fundamental reform to the sector organltat~on 

and ~ t s  legal and regulato~v framework, to create the cond~t~ons for effective 

compehtlon and the particlpahon of Independent operators marnlt In energy 

produchon 

Adaptatlon of the sector lnstitutlons to a market oriented economy 

Adaptahon of least cost ~nvestment programs 

Implementahon of sector prlclng policcles whlch would assure sector v~abihtv 

and prov~de mcenhves for prlvate sector parhclpahon 

Interconnection wlth UCPTE to participate m the regronal electrlclty market and 

a commitment to full membership m the European Union (EU) 



Implementahon of measures to stmulate efficient use of electricity and 

Integrated resource plannmg, based on system wide opturuzahon, as well as 

measures to Improve autonomy and financial v~abhty  of the sector enbbes 

Implementahon of measures to meet Romania's obhgabons under the Energy 

Charter Treaty 

The execuhon of this study is funded by Un~ted States Agency for Internahonal 

Development (USAID) under a contract w ~ t h  Bechtel Intemahonal, Inc A project 

team comprised of Bechtel and its subcontractors Arthur Andersen, Plerce, Atwood, 

Scnbner, Allen; Smth and Lancaster, and Nahonal Economc Research Associates 

was assembled to conduct this study 

The studv commenced on July 14-15, 1995 with an mlhal luckoff meetrng m 

Bucharest whlch was chaired bv the CCSRE and mcluded representahves of the 

World Bank, USAID, RENEL, and the GoR, mcludmg representahves of the 

Mlnistrles of Industrt, Fmance, Sclence and Technology, and the Bechtel project 

team Subsequent to this meetu-tg, the project team returned to Romanla on 

September 11 to commence work on the studk The mlhal efforts b j  the project 

team are presented in thls report, which 1s the first required deliverable under the 

workplan 

The purpose of thls lncephon Report IS to provide a detailed revlew of key factors 

currenth affecting the sector and the lmpllcatlons for the execuhon of the balance of 

the Phase I uorhplan It also incorporates the project team s revlew of varlous 

restructurlng models in other countr~es whlch mat be considered relevant to 

Romanla The determination of the speclf~c set of models from this group that are 

most applrcable to Romanla will be accomplished in the next step of the project 

Accordlnglt, the hmeh review of thls report bv the Revlew Commlttee and 

subsequentlv the Interministerial Commlttee wlll help ensure that the project team 

has correctl, interpreted the current situation and that all parhes concur as  to the 

hndlngs of the report m order to establish a common bass for the team to complete 

the Phase 1 work In developmg thls report, the project team endeavored to meet 

w ~ t h  relevant partles and obtam and revlew relevant documents A 1st of all 



persons contacted and source matenals referenced m the preparabon of h s  report IS 

mcluded m Appendix 1 

The balance of the report wdl address the following 

Summary and assessment of the current legal and regulatory envuonment, an 

assessment of proposed legslahon, and an assessment of exlstmg treabes and 

power supply contracts with neighbomg countnes, 

Summary of power sector restructumg models bemg considered or 

mplemented m other countries which may be relevant to Romanla, 

Summary of current corporate reform efforts under way m Romania, 

Summary of possible technical constramts to restructumg, with parhcular 

reference to cogenerators, and 

Impl~cat~ons of the consultants' mihal fmdlngs for the execuhon of the balance of 

the Phase I workplan 



I1 Legal Envuonment 

A Exlshng Legal Framework - Electnc Sector 

RENEL, a rege  autonome (R A ), owns and operates the state's electncal generahon, 

transrmssion and distnbuhon networks and is requlred by law to serve the pubhc 

It is the smgle electnc utility for the country and IS m all matenal respects a 

verhcally Integrated monopoly RENEL is the sole buyer of electncity generated by 

thlrd parhes, and the sole provider of electncity to end users 

Thls sechon provides a sumrnarv of the legal situabon m Romania with respect to 

Licensmg, 

Investment, 

Pricmg, and 

RENEL operabons 

A 1 Licensing 

S\steni demand has decreased bv approximatelj 30% smce 1989 As a result of this 

condlt~on and glven the legal impediments to private mvestment m the sector 

discussed below, there has been lrttle need, to date, to address the issue of how new 

projects (publlc or pr~vate) are approved and licensed 

There 1s no apparent licensing procedure for Independent power producers (IPPs) or 

self-generators As w ~ t h  RENEL projects, however ~f a non-RENEL enhty (IPP or 

self-generator) sought to build a new generation project, Cabmet Decislon no 623 of 

1993 on fuel use would proh~blt that ent~h. from bulldmg without the approval of 

the Ronianldn Agenck for Conservation of Energ, (ARCE), an arm of the M01 

As~de from the need for ARCE approval, there IS no llcensmg procedure for IPPs or 

self-genera tors 

A 2 Investment 

If  anv new projects were proposed b~ RENEL, ~t has Indicated that, pursuant to a 

1980 Investment law (9/1980), it would subm~t to the appropriate mrnistry (1) an 

opportun~t, stud\, (2) a pre-feas~b~l~tt  study, then (3) a feas~b~llty study to the MOI, 



then to the Muustry of Fmance (MOF), for approval It is ddficult to d e t e m e  how 

much of the law currently r e m m s  vahd Ad&bonally, after the mihal draft of this 

report, Cabmet Declsion no 592 of 1993, as modhed by Cabmet Decision no 761 of 

September 6, 1995, pubhshed on October 25, 1995, sets forth provisions relatrng to 

approval of regulahons regardmg procedures to organlze bids m the field of 

mvestments Under the regulatory scheme provided for under these Cabmet 

Decrsions, bids are organrzed for mvestments t o t a h g  over 500 d o n  lei, 

mternahonal b ~ d s  have to be organized for mvestments t o t a h g  over 12 bdhon lei 

A 3 Pncing 

Electr~crtv prlces are regulated by the government pursuant to Arhcle 48 of law 

15/1990 (and supplementary govemment decision 45/1994) There are SIX Cabmet 

Decrsions on prlcmg (45/1994, 206/1993, 179/1993, 418/1993, 380/1993, 776/ 1991) 

RENEL, MOI and the MOF customarrly negohate rates, now m accordance with 

World Bank loan requirements, then enter mto a "note of re-negobahon" confirnung 

the rate mcrease Thrs process IS described m greater detall m Sechon 111 B There 1s 

no law or dec~s~on mdrcat~ng what factors are to be exarmned m this process, the 

process does not lnvolve ant publ~c hearmgs, and there are no substanbve grounds 

provrded In an\- law or Cabrnet Dec~sron to support an appeal of rate decisrons by 

an\ partv 

A 4 RENEL's Operations 

There are several laws hhlch mfluence RENEL's operatmns and busmess 

Xccord~ng to lab (66/1993), the pres~dent of RENEL IS held accountable to the MO1 

for ach~evrng certaln performance targets for RENEL pursuant to a management 

contract (See also Artlcle 135(5) of the Conshtuhon, which provrdes that relatrons 

beheen all R A s and the govemment are governed by contract) Currently, there 1s 

no contract in place, the MOI and RENEL are m the process of draftmg such a 

contract The contract rncludes both technical and financial performance targets 

Pursuant to a decis~on b\- its Board of Admmistrahon, RENEL IS m the process of 

preparing tntemal performance contracts wlth ~ t s  major busmess un~ t s  to make them 

more respons~ble for technical and fmanc~al losses, and to set s p e c k  targets for 

each 



The Cabrnet Declsion creatmg RENEL (1199/90) gves RENEL the responsibhtv to 

provide power to the whole country When a customer, such as a self-generator, 

leaves the system, the law is unclear as to whether RENEL must provide stand-by 

and back-up servlce RENEL has not yet promulgated any special tanff or pohcy to 

deal with this issue However, there are standard tanffs to provide standbv and 

backup for self-generators who remarn on the system RENEL customard\ 

negohates annual contracts with such self-generators m which the amount of 

electncity, rf any, used by the self-generator is hsted m monthly mcrements If the 

company uses more than the contracted amount for that month - due, for example, 

to a boder breakdown and the need for back-up service - then the generator must 

pav a higher price for the elechcity than had been negohated w ~ t h  RENEL 

Electricity from self-generators currently conshtutes only 3-4% of RENEL's electrical 

energv mix No law requlres RENEL to buy electricity from thud parhes Sales 

occur as a result of Informal negohahons with RENEL, w ~ t h  the parhapahon of 

relevant rmn~stnes (MOF and MOI) ~f agreement cannot be reached between RENEL 

and the seller 

Several former divisions of RENEL (e g , repaus) have recently been spun off mto 

S A s  (or commercial companies, set up under Law 15/1990, with parhal state 

capital, some of which are engaged m the pr~vahzabon process) pursuant to Cabmet 

Decis~on 846/1994 RENEL is m the process of removlng certam other non-core 

activitres from its organlzahon, formmg cost and profit centers withrn the 

organization, and attempttng to improve ~ t s  collechons 

Pursuant to Cablnet Decision 236/1994 and Cabmet Ordmance no 41 of 1995 (which 

has not vet been adopted by the Parliament), and consistent wlth efforts to improve 

RENEL's Internal management performance, RENEL must shut off the power to any 

customer that has not p a ~ d  ~ t s  bill withm 60 days of the due date 

* * * * *  

The existing legal framework for the electric sector thus mamtams RENEL as a 

vetticall\ integrated, nahonal monopoly Prachces wtth respect to rate s e b g  other 

regulatorj review, sales by non-uaty generators and s~rmlar issues are not clearly 

defined under current law, either with respect to the appropriate regulatory 



authollty nonunated to deal w ~ t h  these Issues or the apphcable legal or regulatorv 

standards for declsion makmg Nonetheless, RENEL and other parhc~pant.  m the 

electnc sector (regulators, other generators) have worked out a senes of procedures 

that fill m these gaps Restructuring of the sector, m part, must mclude formal 

structures to replace unwritten prachces 

B General Laws Affechng Pnvate and Foreign Investment 

Romanla follows a clvll code s d a r  to other countries m the area of corporate and 

commerc~al law Its corporate law, for example, follows the French model, wlth 

corporahons (S A s), luruted partnerships, and other typical busmess organlzabonal 

forms (law 31/1990) A bankruptcy law (64/1995) has also recently been enacted, 

largely following the US model, and a proposed environmental law, agaln based on 

western models, IS currently before Parhament There are, however, certaln 

significant legal unpedunents that affect pnvate mvestment, mcludlng m the electr~c 

sector, as explamed below 

B 1 Foreign Ownersh~p and Investment 

Flrst, no foreign ownersh~p of land 1s allowed pursuant to the Romanian 

Conshtuhon, Arbcle 41 and law 18/1991 Currently, there is a debate m the legal 

comrnunrtv as to whether this Conshtutional provision merely prohib~ts ~ndividual 

persons from ownrng land, or legal ent~t~es,  such as corporahons, a s  well Given 

uncertainty m this area, this restncbon potenhally affects (1) foreign ownership of 

new electrical plant, (2) loans and security agreements with RENEL or other 

borrowers in the sector to the extent that the cred~tor, if fore~gn, cannot acqulre 

mortgaged property m foreclosure, and (3) even the future pr~vatizat~on of RENEL 

itself, to the extent fore~gn shareholders of RENEL are deemed to "own" real 

property While, pursuant to law, companies organized under Romanian law and 

headquartered m Romania are deemed local, even if their cap~talizat~on is 100% 

foreign, the Supreme Court of Romanla has recently ruled that Art~cle 41 bars 

ownership of real property by such a company, addlng to the ambiguity on the 

issue See Decis~on no 831 of March 25, 1994 (Supreme Court of Jushce, Civil 

Secbon), pubhshed m the legal revlew "Dreptul" no 2 of 1995 



The Conshtuhon (Arhcle 135) also forbids the sale of any state asset, as opposed to 

patrimonial assets The Issue of what part of RENEL's property consbtutes 

mahenable state property and what is patnmony has not yet been decided Arbcle 

135 Indicates that "waters wlth hydropower avallabhtres" are mahenable Beyond 

that lurutatxon, however, there 1s no guidance m the Constttutron or other law, nor is 

there a procedure for malung such d e t e m a t r o n s  We understand that a draft law 

is currently m preparahon to resolve these ambiguihes, but ~t has not vet been 

adopted bv either House of Parliament RENEL has suggested that, along with 

hydroelectric property, nuclear plant and the d~stnbuhon system, at a rmnimum, 

would probably be deemed state assets, with the rest of its assets constrtutmg 

patrunony RENEL has m effect already acted on this prenuse by ~ t s  spm-off of non- 

core repalr and e n p e e r m g  assets to S A s which could be pnvahzed 

Romania's foreign Investment and tax laws remaln fluid Though Romania 

general]\ encourages foreign mvestment, ~t recentlv enacted a customs duty, and the 

1994 tax code places a surcharge on fore~gn Investors under some circumstances 

(Cabmet Ordinance no 70 of 1994) The surcharge is an addihonal tax of 6 2% on 

foreign compan~es operating through a permanent establishment, on top of the basic 

profits tax of 388 ,  bilateral tax treatles ellmlnate the surcharge under appropr~ate 

circumstances Ongomg Parliamentar~ achv~t, mav result m mod~f~catron or 

elimmation of the surcharge, as of t h ~ s  wr~tmg, however, the 6 2% surcharge remams 

m effect Stabllltv in t h ~ s  area and removal of discrimmatory tax burdens will 

enhance forelgn investment 

B 2 Concess~ons 

Although concesslons for state assets (including land) for l ~ m ~ t e d  terms (e g 20 

vears) are allofied under Artlcle 135 of the Constitut~on, see also Law no 15 of 1990, 

there is no law specif~call\ regulating hob such concessions are awarded, and by 

whom, in the electr~c sector A general Cablnet Declslon on concesslons (no 1228 of 

1990) a des~gned more for small businesses, and would be d~fflcult to apply In the 

electrical context Speclflc concession laws or regulations, however, have been 

enacted in other contexts (e g ,  Cabinet Ordinance no 30 of 1995 regarding the 

Concessions for Roads, provtdlng a 49 vear term), and there IS a specific concession 

law m the oil sector that ma\ provide gu~dance 



B 3 Jumclal Access and Adrmmstrahve Law Disputes 

JudlciaI access by lnvestors IS Impeded by a tax of 10% of the total amount of 

damages sought, whlch must be paid to the court by a plamhff, even If the case 

settles pnor to judicial decision Hence, the plamhff must always pav this charge 

unless xt wms bv judicial decision Arbitrabon 1s allowed as an altematwe, 

enforceable m the court, with the court h g  sulqect to the same 10% rule "Moral" 

or punihve damages are an evolvmg concept m Romanla, and potenhallv available 

even m commercial and contract disputes 

Adrmnistrative law disputes are regulated by law 29/1990, which flows from Art~cle 

48 of the Conshtuhon The Constituhonal Court has decided that the court cannot 

generallv repeal a law or admmistrahve rule, such as a general decree regardmg 

electnc tariffs The court does have the power to strike down a parhcular 

admmistrahve act, such as a specific tariff decision, if the decision violates a general 

rule The court can also base its determinahon that a specific decislon violates the 

law based on the ~l legal~h of a general rule, but that determmahon will not apply to 

anv otner indiv~dual Investors dependent on administrahve decisions (such as rate 

orders) thus have limited legal recourse 

B 4 Currency Transachons 

W~th  respect to currencb transactions, pursuant to law 11/1994, the Romanian 

Nahonal Bank has issued rules prohibiting anvone from openlng a fore~gn bank 

account ~ t t h o u t  the approvdl of that Bank This permission is difficult to obtaln and 

must be r e n e ~ e d  annuall\ Lel ma1 not be transferred directly out of the country 

and converston of l e ~  to hard currenck must occur In Romania At present, there is 

no current\ futures market In Romania or In l e ~  in overseas markets These 

restrictions mat create challenges in the future for major, capital intens~ve foreign 

~nvestments Conversion of lei into hard currenct m Romania poses no immediate 

i~quiditv problems 

* * * * *  

Romanla has taken several cr~tical legal steps to attract prlvate and forelgn 

~nvestment in its economk Nonetheless, ~t is clear that, whatever structural opt~ons 

are ultimatel\ selected b~ the government for the electr~c sector, if private 



Investment IS to be a component of that strategy, adhhonal modhcahons and 

clarzficabons m the law wdl be necessary, most parixularly m the area of propertv 

ownership and currency transactions 

C Current Legal Constriunts on Cogenerahon and Independent Power 

Produchon 

Successful mdustnal cogenerahon (generahon of eiectrrc~ty and thermal energy bv 

an Industrial enterpnse) and Independent power produchon (generahon of 

electricity only), w ~ t h  sales of electricity to the local electric u th tv  or another party 

(hereafter, collectively "cogenerahon") generally requlre a legal and regulatory 

mfrastructure that supports five core capabhhes 

Grid access by the cogenerator to a cornpetitwe market m which to sell, or a 

structure that regulates the monopsony of the local electric utrlity to permrt sales 

to the local ut~lity at cost-effective prices (I e , prices below the uthty's m a r p a l  

costs), 

Standards and procedures for establ~shing the price of electricltv sold by the 

cogenerator to the electric utility, m the event the two cannot agree on price, 

Standards and procedures for establishmg wheelmg and transrmssion charges If 

the cogenerator sells to a part\ other than the local uhlitv, 

The abllit~ of the cogenerator to obtain electr~cib from the local utdity on a fau 

and non-dacrimmator\ bas~s (for service when load exceeds self generahon 

c a p a c ~ t ~ ,  and during scheduled and unscheduled outages), and 

The a b ~ l ~ t ~  to confirm sales ~ h e e l l n g  and servlce agreements m bmdmg, long- 

term M ritten contracts 

As the re\le\\ of eustmg and proposed Ron~an~an laws and regulatory structures 

demonstrates (see Sectlons 11, I l l  and IV), In general, few of these requirements for 

successful cogeneratron are met The current legal reglrne 

Does not guarantee grrd access b~ th~rd partt generators (but does not expressly 

den\ access, e~ther), 

Does not establish a rnarhet for compet~t~velb pr~ced electrlc cogenerahon, either 

with RENEL or other potentral buters (though it does not prohibit sales by a 

cogenerator to a t h~ rd  part\), 



a Does not estabhsh w h e e h g  tanffs and procedures for transmthng cogenerated 

elec tncity, 

Is unclear on the issue of fax, non-discnrmnatory back-up servlce by RENEL to 

cogenerators, and 

a Is neutral with respect to long term contracts (but does not prohlbit them) 

A recent Order from MOF [519/1995) has estabhshed the pnce to be paid for all 

purchases bv RENEL of power from thvd parhes, however, sellers wdl need 

assurance regarding the method of sethng pnces over the Me of theu mvestments 

The proposed M01 and RENEL draft laws address some, but not all, of these Issues, 

and nelther resolves them m a manner that is fully conducive to cogenerabon For 

example, both drafts contemplate a b ~ d  market for new generabon m which 

cogenerators can compete Neither, however, is clear m estabhshlng the critena for a 

wlnnmg bid, nor do thev permlt direct cogenerator sales to non-RENEL thvd 

parties In fact, the RENEL draft makes ~t clear that RENEL shall be the sole buyer 

of electrlc~t\ at M holesale and the sole seller at retall to end users Nelther draft law 

addresses back-up sales to cogenerators by RENEL Both existmg laws and 

currently proposed structures requtre substantxal revlsion m order to promote cost- 

effectwe cogeneration 

It has been reported that, desp~te the lack of a well developed legal framework to 

support a cogeneration industrk, a number of Requests for Proposals have been 

released h\ REVEL and have attracted the Interest of mvestors even though the 

appropr~dte legal and regulator\ framework has not been completely developed to 

pror ide for these transdctlons 

D Existlng Treatles and Power Supply Contracts wlth Nelghbonng Countnes 

Arhcle 1 1  of the Rontanran Const~tut~on affirms the duty of the State to obey rts 

treaties, and provides that treat~es rabfied by Parliament become a part of nabonal 

I An\ state treat~es regarding b~lateral or mulblateral trade m electrlc~ty would 

be subject to these ~ ~ O V I S I O ~ S  Pursuant to MOI order 1556/1994, RENEL is 



a u t h o r ~ e d  to Import electncity when needed to meet demand, RENEL is pernutted 

to export only If the domestrc market is satrsfied first 

Currently, very httle miportahon or exportahon of electncity occurs, slnce Romania 

has reached pnce panty w ~ t h  its nerghbors and is synchronlzed at only a few of its 

mterconnechons, moreover, Romanla and most of ~ts nerghbors have suffered 

substantral decreases m demand smce 1989 Net unports m 1994 were 0 7 TWh, or 

1 3% of total electnc energy resources, compared to peak unports of over 9 TWh m 

1990 In the recent past, some elechcity exchanges have occurred through a barter 

process 

Romania is now synchronlzed only through its mterconnechons with Serbia It has 

no short or long term purchase or sales contracts with Serbia or anv other countries 

Onlk small, non-commercial stabhty exchanges are takmg place with Serbia, 

Montenegro, Macedonia, Albania, and Greece Romania has an existmg technical 

agreement with the former Yugoslavian repubhcs and Greece for a test 

mterconnechon, but the agreement is not a commercial sales contract 

Untll 1994, Romania was synchronlzed with and a member of the Interconnected 

Power Svstem/Central Dispatchmg Organlzahon (IPS-CDO) It is stdl a member, 

but is no longer synchronlzed with that grld Romania now is takmg steps to 

ach~eve membershlp m the Unlon for the Coordmahon of Produchon and 

Transmission of Electricity (UCPTE), the western European grid, wh~ch offers 

prospects for improved trade One way to achieve this would be by b e c o m g  part 

of CENTREL (a technical group of Poland, Czech Repubhc, Slovakia, and Hungary, 

which IS relat~vely close to achievmg UCPTE membershlp), but Romania has been 

rebuffed to date Another route to join UCPTE IS through its mterconnechons with 

Serbia, a member (along with Greece) currently operatmg electrically isolated from 

UCPTE due to the war m the former Yugoslavia Access through that route will 

require re-estabhshmg the lnterco~echons which have been machvated by the war 

Romania could also achieve membership through ~ t s  mterconnechon with Hungary 

after CENTREL becomes part of UCPTE Addihonal discussion of technical 

constramts IS m Sechon VI 



Ultunate membershp m UCPTE and growth m electricity trade with nelghbonng 

states IS dependent on lrnprovlng market con&hons and resolvmg long-standmg 

pohhcal issues 

E European Umon Rules and Proposals 

The GoR has made a commtment to comply with European Union standards, a 

prerequisite for eventual apphcahon for membership Romanra has achieved 

associate membership status already, along with several other Eastern European - 
states 

Existmg and proposed EU rules concemmg the electricity sector all Melt entail 

significant changes m the Romanian electric~ty sector, parhcularly m the long term 

In parbcular, GoR's decisions regarding the future shape of the electricitv sector wlll 

have to be closely ahgned with current and future EU pohcies on electncitj and 

compehhon The EU proposals are m the draft stage Desp~te this uncertamty, 

however, certam features of the new EU model seem clear, although EU members 

are divided as to how some of the proposed rules would be implemented and 

enforced m practice 

llurd-Party Access The r~ght  of large (over 100 G~gawatt-hour/vr 

consumphon) Industrial customers to shop for thelr electricity supplb has been 

strongly supported by ~ndustrial buvers and some member states 

Electnclty Translt Utilihes mav be required to offer non-d~scrimmatorv access 

to thelr transm~ssion svstems for import and export purposes, and cross-border 

trade will be encouraged (Counc~l Directwe No 547/90/ EEC of 29 October 1990) 

Tanffs An EU Comm~ss~on objective is that prices should be as reflectwe as 

cost-of-servlce as possible, w ~ t h  no cross-subsidizahon or other distort~ve features 

(Counc~l Recommendation No 924/81/EEC of 27 October 1981) 

Transparency Uhlities are currentlv required to publish all mdustrial tar~ffs on 

a regular basis (Councll Direchve No 377/90/EEC of 29 June 1990) 

Investment The European Energy Charter will requlre a relabvelv open, level 

mvestrnent regime m the energv sector (European Energy Charter) 



State h d  for Industry Restnchons on the level and frequency of state aid to 

a h g  companies wdl be deterrents on future bd-outs of uncompetibve lndustnes 

(mmly affechg large Romanian consumers of electricity and not RENEL dmtly) 

In the next steps of the project the mphcations of the above wlll be considered m the 

selechon and evaluation of the restructumg options 



I11 Regulatory Envvonment 

A regulatory framework should clearly dehea te  the responsibhhes of major 

msbtubons m the regulated sector The essenbal elements of a regulatorj 

framework are 

Formulahon and unplementahon of the government's electricitv pohcv, 

consistent with overall energy pohcv, 

Econormc regulahon of the electr~city enterprises, and 

Oversight of the eiectr~citv enterprises, which mcludes the considerahon of 

shareholder influence 

Any regulator\ framework has the greatest chance of success when these three 

funcbons are carried out b\ drfferent mshtuhons consultmg w ~ t h  one another as 

appropriate Stability, and therefore pred~ctabihty, m the svstem comes from the 

checks and balances that result from the separahon of the above funchons This 

section addresses three aspects of economlc regulahon regulatory mshtuhons, 

economic regulat~on, and overs~ght of investment m plant Econom~c regulahon 

means price setting, mcluding cons~derat~on of critical non-price factors, especiallv 

qualitv Other necessar, kinds of regulahon - safety, health, environment, etc - are 

important hut usuallt performed bi inst~tutions other than the pnce control agency 

Romanian electnc~tb regulat~on der~ves from a classic command-andtontrol 

structure, h ith government ministries formulating policy, settlng pnces, approving 

~nvestments and mahlng frequent management decis~ons, large and small Gwen 

the near-total state obnership of the sector, ~t is not inappropriate that the 

government regulate its pr~nc~pal  eiectr~c~h hold~ng, RENEL, directly However, 

t h ~ s  approach L \ I I I  need to be re-e~an~lned carefullv ~f the goal of ~ntroducing 

compet~t~on and more pr~vate (and foreign) cap~tal into the sector 1s to be realized 

In part~cular, bhere economlc regulation is concerned - overseemg pnces, 

investment and trade In the sector - the current structure w~l l  have to be 

transformed ~ n t o  one that IS carefullj defined, transparent, and recognizes the 

balance that needs to be struck among all stakeholders m the electnc~tj industry 

The ket staheholders are (1) electr~c~tv consumers, (2) electnc~tj producers and 

suppl~ers, (3) investors, and (4) the GoR 



A Regulatory Insfituhons 

Oversight of RENEL is currently concentrated m the MOI and the MOF Industry 

strategy, orgaruzabon and mvestment are dealt with malnly by the MOI, pnces and 

financial management of RENEL are overseen by the MOF In pracbce, there is, 

however, a good deal of overlap between these two rmnistnes, and both nunistries 

must be consulted on parhcularly significant issues Regular consulta~ons occur on 

varlous, lesser issues as well M01 and, to a lesser extent, MOF, play a mediatmg 

role m the electricity sector, as m the case of relabons between RENEL and other 

genera tors 
- 

Withm the M01, there are five separate duectorates responsible for varlous aspects 

of the electric lndustrv and mclude (1) Energv, (2) Restructurmg, (3) Strategy, (4) 

Reform, and (5) Econom~cs-Fmance, with the Energy Duectorate talung the central 

role m settrng policies for the power sector 

The Pricing D~rectorate at the MOF administers prrclng for "goods of nahonal 

~mportance," lncludrng electrrclt\ and heat This directorate plays a central role m 

complving M lth GoR agreements wrth rntematlonal lenders that average electr~city 

prlces meet certain targets, and that RENEL end the cross-subsrd~zahon of 

household consumers bi industrial and commerc~al customers (The subject of price 

regulahon IS discussed in greater detall m Section 111 B ) MOF also allocates debt 

guarantees M hen necessari and available 

The Regie Autonome Directorate at the h1OF oversees the erght R A s m Romania, 

lncludrng R E h E L  The Depuh Dlrector General of this directorate also sits on the 

RENEL Board of Adrn~n~strat~on The prlmar\ focus of R A oversight is to ensure 

corporate flnancral blab~ll t~,  lncludlng n~anagement of debt 

Several other mlnlstrres plat a part rn overall GoR regulation of the electrrclty sector, 

lncludlng the Mrnlstr\ of \tfater Resources, Forestri and Environment, the Mmistry 

of Science and Technolog\, the hlinatri of Justice, and the Mlnistry of Labor and 

Soclal Protection, but economrc regulatron 1s prlmarrly the responsibrlity of the MOI 

and the MOF 



The government has put  mto place an mter-muustenal group, led by the CCSRE 

The m t e m l s t e n a l  group plays a coordmatmg role m the economc restructuring 

process (and to oversee thls study), but ttus group does not have a dlrect function m 

electricity pnclng and Investment areas 

Prlce regulahon of RENEL resides m the MOF and MOI Smce the agreement wlth 

the World Bank to mamtam certam m u n u m  average pnce levels, the GoR IS 

commrtted to mamtam the lei-denommated average pnce wh~ch would conform to 

the dollar-based target of US$50/ MWh (mclusive of VAT, currently US$42 4/ MWh 

prlor to VAT) Thls price level IS designed to cover the costs of produchon, 

transport, and distribuhon of energy to end users, the cost of energy sector 

development, and a profit rate Accordmg to the Warranty Agreement rathed bv 

Government Ordmance no 41 of 29 August 1995, ~t IS the obhgahon of GoR to 

per~odicallv adjust the prices for consumers, followmg the cntena accepted by the 

World Bank, ~f essential changes occurred to the level of mtemahonal prlces of mam 

fuels (coal, natural gas, heavy oil) used to generate power MOF is responsible for 

electrlcitj prlce negotiations and their compliance with the crlteria accepted by 

intemat~onal financial institut~ons in the loan agreements approved by GoR In 

accord w ~ t h  World Bank loan requirements, m the future, price changes wlll be 

made tu Ice a \ear, commencing m 1996 

The lntent~on of the horld Bank agreement IS to mandate a change m local prices 

due to currencb depreciat~on The l e ~  prlce will be adjusted to reflect total 

deprec~at~on of the currenck since the last adjustment In pracbce, price changes 

h a ~ e  been less frequent (over the past two years, rates have changed annually), due 

to a deslre to mlnlmize the Impact of rapidly escalatmg electricity pnces on 

RomanIan consumers, espec~all, at the household level 

The tartff department at RENEL is responsible for developing a tanff schedule which 

alms to meet the $50 target, and negot~ates wlth the MOI for approval Once 

RENEL and h401 agree on a tariff schedule, a wrltten proposal is submitted for 



approval to MOF The MOF then stukes the proposals and e~ther  approves them or 

requests changes m certam areas 

In the past the rate of pnce mcreases for res~denhal customers has been less than 

that for mdustnal and commercial customers As of the last pnce change m June 

1995, and for subsequent pnce changes, GoR has agreed with the World Bank that 

the cross-subsldy for residenhal customers wdl not be widened further and wlll be 

phased out by 1999 (The subs~dczahon of household customers by the government 

m the form of dlrect compensahon to RENEL for its d~scounted pnce to households 

ceased m 1993) In add~hon to the current prachce of havmg the mdustrial and 

commercial classes subs~dlze residenhal elechclty pnces, there are some mdicahons 

that the electriclty sector as a whole subsidrzes dlstr~ct heatmg. m which RENEL also 

plays a significant produchon and transport role 

It should be noted that the MOF also approves prlces for thermal energy (1 e , heat), 

soclal concerns have led to low pnces for household customers m the district heatmg 

sector as well Thermal energy pnce issues are lrnportant because of the volume of 

heat supplied bv RENEL and the magnitude of potenhal Impacts on consumers 

which would result from e h m a h o n  of cross subsidies from electrlc sales The role 

of the heat sector on future possibll~hes for elechclty regulahon will be generally 

assessed m the options report 

RENEL's electrlc tariff schedules, d~fferenhated by voltage level, mcorporate h e - o f -  

use (TOU) and seasonal rates, bmomial (demand and energy) and monomial pricmg 

formulae, and others But RENEL's flexibility m des~gnmg tariffs is considerablv 

constrained by (1) the MOF's treatment of the World Bank's floor price target as a 

prlce cap, (2) the pollhcal constrarnts on household electriclty and heat prices, and 

(3) the lack of reliable cost data by customer class and by achvity (1 e l  generation, 

transmission, and distribuhon) 

The average price of electrlclty which results from the formal negohahon process is 

not necessarily reflective of the cost structure of RENEL, for example full 

depreciation is not mcluded m the costs and m the tar~ffs Furthermore, the 

structure of rates among the customer classes a drlven by the two cross subsidles 



menboned above rather than by cost-of-service and demand elashcity measures 

The consequence IS that mvestment, both rehabhtahon and new, has been h t e d  to 

very low levels 

There are a number of addihonal pncmg issues which wlll bear further 

cons~derahon as part of the ophons study 

Rate budd-up, which relates to the currently fully bundled nature of RENEL 

rates (1 e l  they are not broken down mto thelr component parts of produckon, 

transmssion, distnbubon, and supply), 

Purchases from cogenerators, and 

The prlce to be paid by RENEL for nuclear power (from a separate entit\ 

subsequent to the c o m s s i o n m g  of Cernavoda) 

Unbundling of elechc rates wdl depend on a comprehensive cost-of-servrce 

analysis, and would be necessary m certam restructurmg scenarios S~rnllarl~, the 

goal of mcreasmg the role of cogenerators will require formal tradmg gurdelmes 

whlch as yet do not exist At present, the price of purchased power has been 

approved by MOF for three voltage levels (high, medium, and low) to which sellers 

dehver power to the RENEL system (reportedly, as a percentage of the average retarl 

tardf at each voltage level) In the future, sellers and the buver will need to 

understand how that price w ~ l l  be set over the long term 

The prrce to be paid by RENEL to a new enhty to be established to hold the 

completed and operahonal nuclear power plant wrll have a significant impact on the 

cost structure of RENEL The price (and whrch costs ~t IS desrgned to cover) IS to be 

negotiated between the part~es, however, the prmciples and ground rules gurdlng 

that prlce negohation have not vet been set forth 

The present methodologv for calculahon of average prlce and allocating rates to 

customer classes IS based on an analys~s of RENEL's cost structure Based on MOF 

projechons for fuel costs, currency exchange and mflakon rates, and other such 

mputs, RENEL develops an annual budget (mcludmg fuel, variable operating costs, 

depreciahon, taxes, profit) whlch IS submitted to MOF for approval Certaln of ~ t s  

costs (I e ,  depreciahon and the development tax - both of whlch will be d~scussed m 



greater detall below m Sechon I11 C )  and allowed profit m a r p  may have to be 

adjusted downward by RENEL m an effort to match total costs with total expected 

revenues calculated based on the pnce level d e t e m e d  accordmg to the cntena 

accepted by the World Bank and RENEL 

C Investment 

Pnor to recent external borrowmgs, RENEL has had four sources of funds for 

electnc sector rnvestrnents prohts, depreciabon (or mternally generated cash), a 

development tax, and state budget allocahons for the nuclear power program 

The development tax 1s calculated as a percentage of the cost of operabons and is 

mcluded m the average tariffs for the mdustrtal and comrnerclal customers The 

development tax proceeds, the major funding source for RENEL's mvestment 

program, are deposited ~ n t o  a restricted account controlled bv the M01 who remits 

funds back to RENEL for approved projects Pursuant to applicable law, 

government approval is needed for the expenditure lf the total amount of the project 

is over 4 bill~on lei I f  the total is less than 4 bill~on lei, then approval 1s required 

o n l ~  from the M01 I f  RENEL uses intemallj generated cash, ~t needs no 

governmental approval, but these sources are small and msufflclent to cover the 

requlred level of Investment expenditure 

The lnvestment plannlng ctcle has been compressed to an annual basts, m which, 

each vear, cap~tal budget requirements are reconciled wtth the average prlce targets 

and the developn~ent tax level through a process of negot~ahon between RENEL and 

the hlOl and MOF Shortfalls in development tax receipts, because of customer non- 

pavment, result In reduction of funds available for investment as the year goes on 

RENEL's capltal budget IS also at risk due to Inflation and currency depreclahon 



IV Analysls of Proposed Electricity Laws 

A Analysls of Draft Laws 

Both the MOI and RENEL have submtted draft laws for the electnc sector for 

discuss~on and debate m Parhament The MOI has also developed an overall 

strategy for the power sector, "The Strategy for Restructumg and Development of 

the Elechc and Thermal Power Sector for the Penod 1995-2000'' The MoI strategj 

was, m part, based on the RENEL mulh-volume corporate strategj adopted bv 

RENEL's Board of Admmistrahon m August 1995 The draft laws reflect the 

underlying stratepes 

Both the M01 and RENEL drafts are thoughtful and thought-provolung approaches 

to complex legal, regulatorj, polltical and social issues A review of the two 

strategies reveals that each approach is very s~mdar  to the other, despite certam 

significant differences Neither approach proposes a radical departure from exist~ng 

structures, at least m the near term, rnstead, both codify major existrng procedures 

and pracbces in the electric sector 

Fundamental srn~ilarrtres between the two draft laws mclude the following 

Each contemplates a single, national vert~callv mtegrated electric company with 

sole respons~brlit\ for transmiss~on and d~stribubon funchons, and major 

partrc~pat~on In generatron However, In subsequent letters to the World Bank 

and the EBRD the GoR recognrzes that the final structure will depend on the 

outconie of the Options Stud1 

Both en\lslon RENEL as that authonth 

Nerther conten~plates a full\ Independent regulatorv authority for the sector 

The MOl's plan would establrsh a neb Nat~onal Agency for Electric and Thermal 

Energv (Natronal Agench), subordinate to the Prime Mmister, RENEL, on the 

other hand, bould matnta~n price control In a specialized agencv w~thtn the 

MOF, w ~ t h  other regulatorv functrons handled by an "appropriate mrnistry" 

Both contemplate 10°h state ownersh~p in RENEL at the outset, and gradual 

privatlzat~on of the companj, with banks and other large lnstitut~ons holdrng 

most of the pr~vatized shares 



Both seek to encourage pnvate and forergn mvestment m the sector 

The plans also ddfer m several cnhcal respects 

RENEL's draft exphcltly names RENEL as the excluslve purchaser of electnclty 

and the excluslve seller to end users (smgle buyer model) 

MOI's proposal appears to requue regulatory authonhes to make pubhc, m 

wnbng, the basrs for thev rulmgs 

r RENEL's draft grants RENEL the sole authorrty over unport, export, and trade of 

electnclt). , 

RENEL's draft is more detalled m ~ t s  descnphon of RENEL's mternal 

organlzabon and management, even reserving substanhal regulatory powers to 

itself, and seeks to clanfy, preserve and strengthen its exlstmg busmess plan (see 

Sechon V) 
* .+ rL 

Although both proposals assume a nahonal company, it has been agreed that the 

structure of such a companv wlll depend on the outcome of this study Accordmgly 

~t 1s recognized that the h a 1  verslon of the electrlcltv law wlll accommodate the final 

guiding pr~nc~ples as set out In the Terms of Reference, namely 

r Separat~on of the roles of the State as policv maker and as regulator 

Demonopolizat~on of the sector to create cond~hons for compehhon and 

partlcipatlon 

Falr non-d~scr~minator~ access to the transmiss~on grid to all producers 

r Creation of an Independent regulator\ bod\ to oversee the funchonmg of the 

sector 

Establlshlng the regulator\ framehork, lncludlng the principles of prlce settmg 

at all levels of servlce s u p p l ~  

B Analysis of Proposed Regulatory Structures 

Both the MOI and RENEL proposals for restructurmg the electnc sector were 

revlewed ~ l t h  regards to the proposed regulator\ reforms Each was analyzed 

aga~nst a number of c r~ ter~a  hhlch are d~scussed In thls section 



Clear and effechve regulahon IS charactenzed by a number of common attributes, 

the most mportant of whlch are 

a A clear statement and assignment of funchons and powers to regulatory and 

pohcy makmg mshtuhons and the regulated enterpnse, 

An open (1 e , "transparent") method of regulatron, 

A clearly defmed hcense structure for enterpnses, 

An effectwe and well-defined appeals procedure, and 

a A balance between regulahon and compehhon 

A clear statement and assignment of funchons and powers to regulatory and 

policy making ~nshtuhons and the regulated enterpnse Both the MOI and RENEL 

proposals are clear m assignmg ratemakmg authority Both proposals also asslgn 

other specific regulatorv power to an unnamed "appropnate rmnistry" In the M01 

draft, for mstance, these powers Include the right to dlctate fuel and technology 

cho~ces, the dutv to mandate fuel stock levels, oversight of state-controlled 

companies, and mvestment authoritj Both proposals are ambiguous w ~ t h  regard 

to other assignments For example, the MOI draft grants substanhal authority to 

local bodies, wh~ch produces the potentla1 for jurisdichonal dlsputes over local sitmg 

and prlce questions 

S~gnif~cantl\, the RENEL draft delegates substantial regulatory powers to Itself, via a 

management agreement T h ~ s  approach resembles the "Contrat de Plan" that 

Electr~cite de France (EdF) slgns w ~ t h  the Government of France every three years 

As noted the hlOI draft clearh defines the rights and duhes of the responsible 

rninistri and the env~s~oned Nat~onal Agencv Although there IS some overlap m 

areas such as energ\ conservat~on matters, the placement of the Natlonal Agency 

under the M01 makes ~t clear  here the actual power would he This arrangement, 

however, ma) not s e n e  to m~t~ga te  the potenhal for real confict, slnce it mtroduces 

a new plaier ~ n t o  the mix The MOI draft IS less clear m ~ t s  treatment of the 

regulated enterpnses, ~t puts a heavy duty on the part of the enterprlses to meet all 

customer demands for electr~cit\ and heat, but does not make lt an obligahon on the 

part of the regulatort lnst~tut~ons to ensure the h a n c ~ a l  viabdty of the companies 

in the sector 



The RENEL draft ~s clear m its treatment of the pohcy malung and regulator\ 

mshtuhons and also provides for stronger provisions to ensure the hanclal  viabhtv 

of the enterpnses 

A transparent method of regulahon Both strateges essenhallv propose a "cost- 

plus" style of pnce s e m g  No method of regulahon is mcluded m the MOI draft, 

which contarns only vague menhon of calculatmg pnces on the basis of cost, 

mcludmg profit The draft appears to requlre the Nahonal Agency to explam its 

decisions m p u b h  documents, which IS a good mechanism for promotmg the 

openness of the regulatory system The RENEL draft embraces a rate-of-return 

methodology but IS d e n t  as to whether the regulatory authority must state the 

reasons for its orders or decisions 

The method of regulahon wdl be of paramount concern to potenhal pnvate 

mvestors m the electricity sector They wdl be especially mterested m the balance of 

financial risk, that is, the potenhal upside versus the nsk of losmg money (or 

makmg madequate returns) In thls context, ~t is important to design appropnate 

financial mcentlves for good performance - and penalhes for poor performance 

Balance is the key If the upside is too thm, or ~f the penalhes are too severe, 

Investors will not opt to mvest m the Romanian electrrc~ty sector While rt IS not 

necessary for a law to descnbe explrcitly the mcenhve structure, neither draft 

addresses posit~ve mcenhves 

A properly deflned hcense structure for enterpnses The M01 draft 1s unclear on 

t h ~ s  point It provides for licenses, but also allows the state to approve operahons in 

the electr~c~tv sector without a lrcense A troublmg element of the M01 draft 1s the 

severe sanchon of lrcense revocahon for even mmor transgressrons under the "task 

book," a penaltv that likely will deter potenhal prrvate investors The RENEL draft 

dlso requires l~censes and a especrally detailed on certam pomts, but also contarns 

amb~guities (e g ,  lacks clanty on events causmg loss of hcense) The hcense 

~ ~ O V I S I O ~ S  of each draft wlll beneht from addihonal rev~sions If pr~vate mvestment 

In the sector is to be encouraged 



An effechve and well-defined appeals procedure The MOI draft law depends 

upon enstmg Romaruan law to provide for an appeals mecharusm (law 29/1990, on 

adnurustratwe chsputed c l m s )  The RENEL draft does not deal exphcitlv with 

appeals Both drafts ment more detall m this area, parhcularlv m terms of d e h m g  

standards from whch appeals can be taken under Romanian law 

The balance between regulahon and compehfion Romanian pohcv clear11 states 

that lt IS a nabonal goal to promote compehhon m the electnc~tv and heat sectors, as 

a central tenet of the restructurmg strategy To help achieve #IS objective, the 

structure of the mdustry and the regulatory framework should be designed to create 

an environment m whlch real compehhon is possible In parhcular, price controls 

should be seen as a subshtute for competihon only m areas where competition is not 

possible or undesirable, as m the "natural monopohes" of transmission and 

dishbution In other functions, it IS generally more econom~callv efficlent, and 

certamly easier, to allow compehttve market forces to disciplme prices, encourage 

efficlent produchon, and spark mvestrnent In compehhve sectors, however, there IS 

stdl a need for diligence on the part of regulators But the focus of the regulation 

changes from that of price control, to concerns about the level of competition (I  e ,  

antunonopolv issues) m the restructured sector and exerclse of market power 

Whlle both drafts present competlhon as Important to the future Romanian 

electricity sector, they also contam numerous provisions that deter competition For 

mstance, provisions for least-cost acqulsitlon of generatmg resources are vague and 

have many loopholes (e g ,  the ability m the MOI draft to dictate fuel choice) 

Likewise, RENEL's control of the transmission svstem is not balanced bv regulator\ 

powers that would ensure fair access to the network The lack of third party access 

m h ~ b ~ t s  the posslb~l~hes for electr~city tradmg The concentration of powers and 

funchons m RENEL (under ~ t s  draft) is likely to have a similar deterrent effect on 

compehtion Romania's approach to competihon, and m parbcular ~ t s  thlnklng on 

the appropriate balance between regulahon and rel~ance on market forces, should be 

the subject of serious analysis Clear guidelmes m this area will be essential lf the 

restructur~ng process IS to move forward successfully, regardless of which 

restructurmg ophon Rornanla selects Such an effort is even more important ~f 

Romanla is to gam admittance to the European Union 



From a legal perspective, an electnc law should unambiguously set forth the 

principles estabhshed, clearly iden* declsion m a h g  responsib&ties for both 

regulated and regulator, estabhsh standards and an open process for that decision 

m a h g  and be Internally consistent and understandable Details should be 

augmented by the decisional authority idenldied m the legslahon These pmciples 

should be apphed to whatever ophon Romania selects - either the ophons currently 

set forth by MOI and RENEL, or an altemahve structure 

From a regulatory perspechve, neither draft law requves major changes m the 

current arrangements What the laws attempt to do is to codlfv the regulahon of the 

Romanian electricitv and heat sector as tt has cvolz~cd Thev advance sirmlar 

regulator) strategies for mcorporahg hcensed IPPs, local control of heat 

distribution, and formalize to some degree the treatment of electricitv trad~ng issues 

This undertakmg is one of considerable analvhc effort, and should be commended 

for advancmg national thmkmg on these issues 

Y * * * * 

Even for the current structure of the uldustrv, the drafts would need (as the authors 

recognize) considerable development to provide a proper legal framework for 

regulation However, the electr~cib and heat industr~ has been evolvrng over hme 

and ~t seems certain to continue to do so Major efforts will be requlred m u p c o m g  

tasks on t h ~ s  prolect to mcorporate regulatorv approaches that would be appropnate 

for structural n~odels not envls~oned b~ either draft law, such as a more liberalized 

electrlc~b trading env~ronn~ent and/or decentralizat~on of the electr~citv distrrbuhon 

sub-sector 



V POWER SECTOR RESTRUCTURING MODELS 

l lus  sectron rntroduces a number of restructunng models for the electnc sector that 

have been adopted m other countnes around the world The section also presents 

key selechon cnteria that can be used to screen alternatrve approaches to 

restructumg the electr~c uthtv sector m a country Among the factors that wlll 

affect the range of choices for future restructunng w d  be the pos~hon of the 

Romanian electnc sector at the outset of the next stage of reform and progress 

achieved toward ~rnplementahon of earher strategy mlhahves 

A Transformahon - Global Electnc Sector 

Romania is certamly not alone m re-exammmg the structural ophons for its electrlc 

ut~litv sector The worldwide trend m electric power mdustries is to attempt to 

improve their operahon and performance through structural reform Restructurmg 

generallv proceeds along a number of axes 

Deterrninatlon of the appropriate lndustn structure, 

Deterrninatlon of who should malntaln ownership and operahonal control of the 

mdustri assets, 

Deterrninatlon of the form of regulahon, 

Deterrnlnatlon of the manner UI whlch prices are set, and 

Determrnatlon of the extent of competlt~on to be Introduced to the svstem 

As the lndustri restructures itself, there are several ~ndustrv models and regulatorv 

schemes that are emerglng This sect~on prevlews a number of models that have 

been adopted elsewhere, both wlthln Central and Eastern European countnes 

(CEEC) and in other countr~es around the world, that will be the subject of further 

analvsls m the next phase of thls project 

The focus of this section is on countr~es with elther a dlstlnct lndustrv structure or 

where restructuring of the sector has been completed The Intent was not to present 

a descript~on of the power lndustrk in countr~es where no change is occurring For 



example, the team elected not to Include the Umted States because its power sector 

is undergoing radical change Hence there is no speclhc "U S " model However, 

the U S expenence does show that the current U S power sector structures are no 

longer relevant to current condihons 

The lessons learned from the expenences of other countries which have proceeded 

down the path of restructurmg ahead of Romania may offer valuable Insights w ~ t h  

apphcahon to Romania The sahent features of these models and the~r  var~ants wdl 

be assessed as part of this project m order to arrive at the set of ophons best suited to 

serve the needs of Romanla as it undergoes economc trans~hon 

The reasons for chooslng the models previewed here from outs~de CEEC are 

Comparabilit~ of countrj slze and/or state of econormc development, 

Compatibilitj of reform objechves with those arhculated by Romania, 

S~milarltv of mdustry structure prtor to restructurmg, or 

 exemplar^ nature of the restructuring program 

The countries selected from the global market mclude 

England and Wales England and Wales moved from a government-owned 

verttcall~ Integrated electric svstem to a dtsaggregated model that spht 

generatton lnto three generation compantes (two mvestor owned thermal 

companies and one government-owned nuclear), twelve jomt stock disttlbuhon 

compantes and one nat~onal transmtsston g r ~ d  companv (which IS owned by the 

dtstr~but~on compantes) There is an electrtctt~ pool into which the generators 

sell their output and from which supplters and large users buy electricity, 

leadlng to market prlclng In generat~on The reform objectives were to promote 

efhc~enci through competttlon and the introductton of a broader ownership 

structure There is one regulator, the Dlrector General of Electric Supply, who 

has responstbllitj to oversee prtces, promote competition and protect customer 

interests in areas %here natural nionopolies remaln (1 e ,  distribuhon and 

transmission) Tariffs outstde the competthve generation market are set usrng 

price cap regulat~on 



Peru The objechves of the GoP were to introduce compehhon, attract pnvate 

capital, mawruze pnvahzahon proceeds and provlde for a rehable supply of 

electnclty To achleve these objechves, the Government adopted the 

disaggregated model that separates generahon, transrmsslon and distnbubon 

This IS an adaptahon of the model which was estabhshed m England and Wales 

The lndustnal base and economy of Peru are those of an emergmg market (with 

a populahon of approximately 20 d o n )  and not that of a developed Industrial 

economy Thus, a number of modrhcakons were made to the England and 

Wales model 

The transmlsslon grids for each of the rnterconnected svstems (there are 

several m the countr)) wdl be separate companies and not owned bt the 

distribu hon companies 

There can be no cross ownership between generahon, transmsslon and 

distnbuhon, due to concerns over the potenhal for the emergence of a 

pr~vate monopolv 

90% of Peru's generahon is dependent on run-of-nver hydro 

There IS no pooling arrangement for sales mto and purchases from the 

transnuss~on g r ~ d  but the svstem permts both the generahon companies 

and the transm~ssion companies to enter mto bilateral agreements with 

drstr~but~on companies and large customers wlth prlces that cannot 

exceed the regulated tariff 

The regulatort framework was estabhshed with a Tardf Comrnisslon that 

IS appoxnted b, the Pres~dent Thls Commlsslon 1s responsible for 

lssulng concessions, regulat~ng pnces, and settmg the regulabons for the 

d~spatch of the SI stem on a least cost basis 

The lnrt~al priclng 1s established uslng margrnal cost prlcmg for 

generat~on, and a mod~hed cost of servlce methodology whlch mcludes 

replacement cost (Instead of hlstor~cal cost) for capital cost recovery of 

transm~ss~on dnd d~s t r~bu t~on  and an automahc adjustment factor (rates 

are adjusted ever\ SIX months) for mflabon 

Malaysia There were three autonomous state-owned vertically mtegrated 

publlc utllitles in t h ~ s  developmg mdustrial economy (with a popuiabon of 

approxlmatelt 23 mlli~on) The largest ublity company, Tenaga Nasional Berhad 



(TNB), has been reorgaruzed mto a holdmg company w ~ t h  generahon, 

transnusslon and &stnbuhon dvided mto separate buslness uruts The goals of 

h s  reform process were to unprove shareholder value and to promote 

compebbon m the generahon sector m order to unprove supplv efficlencv and 

mcrease produchvity The Electricity Supply Act defines the roles and 

responsibhhes of the regulator, the Muuster of Energy, Telecommunica~ons and 

Post, and the Jabatan Bekalan Elektnk CJBE), the utrlrhes and other hcensees In 

addihon, the Act provldes for the issue of hcenses by the regulator for the 

generahon, transrmssion and distnbuhon of electricity The Govemment has 

determmed b a t  new generahon should be compehhvely bid and lPPs have been 

mvlted to parhcipate The requuements are that a local partner must be 

mcluded m each venture and the foreign partner must brmg u a t y  operatmg 

experience to the joint venture The verhcally owned utrlrty purchases power 

from the IPP pursuant to a purchased power contract ( s d a r  to the model 

mshtuted m the United States) 

France The electric mdustry is d o m a t e d  by one fully Integrated generahon, 

transmiss~on, and distrlbuhon company that IS state-owned but operates 

autonomously under a management contract or "Contrat de  Plan" This contract 

is between the state-owned enterprise and the Govemment and it holds EdF 

accountable for its operahons, tarlff levels, mamtenance of safety standards 

(including nuclear), and compliance with environmental standards 

Approximatelv 73% of its generahon IS from nuclear power plants and it IS the 

largest producer of electriclty m Europe after Germany EdF currently 1s 

revlewlng its ophons for power sector reform and restructurmg as a result of the 

European Unlon's (EU) direchves that will requlre market liberallzahon and 

third partv access to the nahonal transmiss~on grld system (The EU's proposals 

for third party access are Intended to allow the duect supply of electricrty or gas 

between producers and either large mdustrlal consumers or distributors vra the 

grld on the basis of negohated contracts ) These proposals, If adopted by France, 

would challenge the state-owned monopoly system that currently exlsts 

Portugal In 1994, Portugal a developmg industrial economy began to 

restructure its electriclty sector as the first stage of complyrng with the EU 



drrechves r e q m g  market h b e r h h o n  The state-owned producer and 

b tnbutor ,  Electncidade de Portugal (EDP), which accounted for 95% of 

Portugal's power produchon m 1993, was divided mto 12 separate generahon 

companles, four regonal distributors and the nahonal gnd companj There is 

also a spht between the pubhc electricity service and the Independent electriclh 

system The mdependent system allows h e c t  contractmg between large 

customers and generators and thud party access to the transmssion grid The 

new structure wrll be under a holdmg company, which wdl retam the role of 

strategc plannrng and the subsidiaries wrll be responsible for the operahons 

The reformed power sector is regulated bv two mdependent bodies, one 

overseemg pnce settwig and compehhon, and the other controlhg the locahon 

of new power plants, regulatmg capacity and the types of fuels used The price 

regulator also ensures that the nahonal grld buys electricity at the lowest 

possible price and that mvestment m the electr~city sector is cost effechve The 

Government wdl mamtam control over the construchon of new generation to 

ensure security of supply 

Closer to the experience of Romania, among the CEEC countries there is also an 

array of approaches bemg taken to mdustrv restructurmg At one extreme a 

Bulgaria with a smgle verhcallv Integrated uhlity remammg under state ownership 

Although varlous restructurmg ophons have been considered, none have been 

pursued A number of other countrles m the regon have embraced the concepts of 

a market economy and have mtroduced changes m structure, ownersh~p, and 

regulabon to foster efficlencv and promote compehhon m the electrlclty sector 

Furthest along m terms of structural drsaggregahon, dlsperslon of ownershlp, and 

Independence of regulation a perhaps the Czech Republlc It has separated 

generahon, transmissron and dlstrlbu tlon 1 t has parhallv priva tlzed u t~lr t j  

companles It has designated a mmistry to exercise regulatory author~ty over prices 

and it has made provision for the mtroduction of compehhon m generahon through 

IPPs The countrj experlencmg perhaps the fastest rate of change IS Hungary 

whose current accelerated program wlll leapfrog it ahead of some of the other 

countrles 



The CEEC countries whlch are summanzed below are those where change m the 

power sector has been accomphshed 

Slovalua The elecimc mdustry IS a verhcally rntegrated state-owned company 

There was restructurrng completed m 1990 to break apart the large state-owned 

monopohes and mtroduce compebhon The restructurmg was effected through 

a holdrng company structure Three regonal distributors were estabhshed as 

state owned jomt stock companles In September 1994, the four electricrh 

companles were removed from the second wave of coupon privabzahon and, m 

November 1994, the government mdrcated that the mdustrv would remam state- 

owned and controlled bv the Government There is no mdependent regulatory 

agenck 

Poland in mrd-1990, the state owned vertrcallv mtegrated electricity company 

was separated mto 34 generatmg companies, a nahonal transmissron grid, and 

35 dlstr~bution companles The structure was changed agam at the end of 1993 

The new structure includes 4 hard coal generahng plant groups, 3 hgnlte 

generahng plant groups, the Polrsh Power Grid Company, approximately 14 

comblned heat and power plants (or groups) as mdependent jornt stock 

companles of the State Treasurt, and 33 dlstr~bution companres The new 

energt law uhich is expected to pass soon (m 1995) will allow compehtron m 

generatron, provlde thlrd part\ access to the transm~ssion network, and create 

two regulator\ agencres (Energ\ Regulatork Authorltv and Energy Conservation 

Agenc,) This law will  also a l l o ~  varlous forms of ownersh~p At present, the 

Mlnlstr\ of lndustn and Trade has r e spons~b~ l~b  for energj polrcy The 

Mlnlstr~ of Construction and Spatla1 Econom~ shares responsibil~tv for dlstrict 

heahng and energ, dlstrlbutlon regulation The M~nrstrv for Env~ronmental 

Protection shares responsibillt\ for envrronmental Issues 

Czech Republlc The result of the restructuring whlch occurred from July 1990 

through 1993 was the dlvislon of the state-owned vert~callv ~ntegrated uhlrty Into 

(1) CEZ, a jornt stock compan), wh~ch owns the transmission grrd and 

approxrmateli 80% of the countrv s generation, (2) 8 electric dlstrlbutron 

companres, and (3) separate dlstrict heat~ng companres The remalnrng 20% of 



the generabon 1s a rmx of mdustnal cogenerahon, cogenerahon h e a h g  

comparues, and one IPP There 1s currently no  achve market for IPPs as 

contemplated by the existrig legal and regulatory framework In November, 

1994, the new energy law estabhshed the Muustry of Industry and Trade (for 

hcensmg and macroeconormc plannmg) and the Mm~stry of Fmance (settmg of 

pnces) as the regulatory agencies The latter has sole authontv to estabhsh 

prices, there is no p r e d e t e m e d  methodology for sethng prices other than 

t a h g  rnto considerahon broad macroeconormc and pohhcal factors 

Hungary The state presentlv owns 100% of MVM Rt, a holdlng company, 

which, m turn, owns between 34'4 and 50% of the eight generatmg companies 

and the six electric distribuhon companies There is also a nahonal grid 

companj The balance of the companles are held by the Hunganan State 

Privaixzation and Holdmg Companc and vanous munic~pahhes The major 

objechve of the ongoing restructurlng is to prepare the companles for 

privahzation ensure the reliabllltk of the power supplj, malntain fair prices and 

attract foreign Investments As of Julc 1995, the Government 1s at an advanced 

stage of establishmg a new regulator, framework It anhcipates that there will 

be a separate regulator\ agent\ that will have authority to set prices, Issue 

licenses and concessions, and determine operational codes prior to the 

commencement of the privatization process 

The lessons ledrned from the CEEC countries include 

There is no cons~stent approach to industrk restructurtng even among this group 

of countries 

w The stage of pol~tlcal development has an Impact on the reform process In each 

countrk 

Reform and restructuring must be customized to S U I ~  the condrtlons In each 

countr, 

Regulator\ reform has been slower to evolve than progress m restructurlng the 

industrk 



B Prehmnary e t e n a  for Analyvng Alternafives 

In order to assess properly mulhple altemahves, it is Important that there be a well- 

defined set of cntena to screen and evaluate ophons Each feasible mdustry 

structural ophon for Romania should be evaluated on the basis of a common set of 

criteria In order to sohcit the mput of the Counterpart Team, this sechon mtroduces 

a discussion of selechon cntena I t  is expected that the h a 1  set of critena wlU be 

developed m the next steps of the project The p r e b a r v  screening criteria mclude 

the followmg 

Consistency with Pohcy Objechves Consistency and compahbhtv of the 

restructuring program with pohcv objechves wlll be Important m de te rmrng  

whether each ophon deserves further considerahon The GoR has arhculated a 

number of overarchlng power sector policv objechves - meehng electricity 

demand m the most economlc and environmentally sound manner, lmprovlng 

the eff~clenc, of the sector, and improvmg reliabilitv of supply - as well as a 

clear delmeat~on of the princ~ples underlbing the development of ~ t s  energy law 

including 

Separatlon of the roles of the State as pollcy maker and as regulator 

Denionopol~zation of the sector to create the conditions for compehhon 

and part~cipat~on of the prlvate sector 

Falr non-d~scr~mlnaton access to the transmlss~on grid 

Creat~on of an Independent regulator, bodv to oversee the functronlng of 

the sector 

Establ~shment of the regulator\ framework lncludlng prmciples of price 

settlng at all levels of servlce suppl, 

Prevailing Local Condit~ons Existing conditions serve as the startmg pomt for 

each restructuring option Flrst of these are soc~al and economic condihons m 

Romanla (a former socralist central], planned economv m transition) Second is 

the electric sector transit~on program alread, In place 



Feasibhty The financial, techrucal, legal, msbtuhonal, and managenal 

feasibhty of the proposed re-orgamzahon wJ1 be a key cntena m evaluatmg 

altemahves 

Systems Planning and Operatrons Aspects of system plannrng and operahons 

wdl either constram the hkely ophons or open up  new opportunities How the 

system as a whole wlll be affected by proposed restructuring ophons and how 

the system can evolve mto a more developed state are mportant cnteria 

r Appropnateness of the Regulatory Mecharusm Key queshons to be addressed 

m the design of a regulatory framework are whether the proposed  regulator^ 

framework will guard agamst excessive mterference by the State and whether 

the regulatorv framework prov~des appropriate mcenhves for regulated enhhes 

a Capital Attraction Where capital attrachon is an objechve of restructurmg, the 

queshon should be raised as to whether avadable capital m local or overseas 

markets will be more readd\ attracted as a result of one proposed restructurlng 

plan versus another 

r Financial Impacts To the extent that restructurmg contemplates disaggregatmg 

RENEL into a number of separate enhhes, the hancial viability of each of the 

new ent~t~es,  as well as abllltc to meet lender condibonahty, wlll be exammed 

Moreover, the differentla1 impacts on Romania's fmances of the various 

restructurlng programs must be assessed 

Consumers' Welfare and Dlstnbutrve Effects What will be the consumer 

welfare effects of an\ alterations to the tar~ff regme (and elimmahon of cross- 

subsidization) that ma\ be proposed? The distribuhve effects of proposed 

changes can be substant~al for the different customer classes - mdustnal, 

commercial, agricultural, and res~dent~al - and should be addressed 

Reg~onal Cons~derations There are at least two aspects of the larger regional 

context which w~l l  undoubtedlv affect the choice of restructurmg ophons m 

Romanla Flrst, as noted above m Sechon \I A ,  Romanla a ne~ghbor to a 



number of countries where the electnc uthty Industry is undergomg change 

Proxmty to markets where pnvate ownershp and compehhon are becommg 

the norm may have spdlover effects Second, RENEL a worlung toward 

membership m UCPTE and Romania IS comrmtted to becommg a full member of 

the EU Membershp wdl necessitate changes gomg bevond the techn~cal 

operahons of RENEL, affectmg mdustry structure 

Transihon Costs Change is accompanied by costs and consequences 

Restructumg m the electnc ut~I.~ty mdustry elsewhere has led to cost cuttmg, 

downslzmg, and Investment wnte-offs - all of which can be pamful In 

assessmg a slate of ophons, one of the considerabons wlll be the extent and 

durahon of transihon costs that must be mcurred to achieve the overridmg 

objechves of the reform program, and the abhty of Romanla to rncur them 

The process of d e h m g  and pr~orihzmg the cr~tena for assessrng various 

restructunng ophons wlll be iterahve From tune to tune durmg the course of the 

project, the project team wdl preview wlth the appropriate counterpart team the 

crlterla and optlons which, at least prelimmarily, seem to be most pragrnahc or ideal 

Thls process will enable the counterparts to consider these ophons according to their 

understanding of the lrnportant crlteria for the restructurmg program and wlll 

permit parhes to understand the full ramificahons of the restructurmg, thereby 

lmprovlng the probablhty that consensus over the best course of achon may be 

ach~eved 

C Relevant Conslderahons with Respect to Romanla 

The models presented m the previous sechon will be considered m the context of the 

eustlng conditions which may have ramihcahons for the future course of act~on 

Thls sect~on addresses existrig local condihons and their implications for any future 

restructurrng 

As altemat~ves are bemg reviewed for the restructuring of the RomanIan electrlc 

sector, cons~derat~on should be p e n  to previous studies that have been conducted 

and adopted by RENEL and M01 The p m a r y  study that RENEL and MOI have 



mcorporated m the= "Proposed Power Sector Rehabhtahon and Modernlzahon 

Projecf', dated August 1, 1995, IS the "Corporate Restructuring Studv", funded bv 

the EU PHARE program, conducted by Brossard Consultants m conlunchon with 

EdF (adopted by RENEL's Board of Admistrahon by Decis~on No 43/1992 and 

called the Reform Plan) 

The p m a r y  recommendahons from the study mcluded 

Focuslng the operabons of RENEL rn the producbon, transm~sslon and 

distr~bubon of electrlc~ty (core achvibes) and movlng non-core achvihes mto 

separate commercial enbhes, removed from RENEL's budget, that could later be 

pnvaked ,  

Transformahon of RENEL rnto a commercial organrzabon that operates as an 

autonomous enhty with the goal of mtroduclng compehhon and attracimg 

private mvestment, and 

Adophon of a legal and regulatory framework for the electr~c sector, mcludmg 

development of a contract based relabonship between GoR and RENEL, 

modeled on the EdF and Government of France arrangement 

The MOI and RENEL draft report, enbtled "The Strategy for Restructuring and 

Development of the Electric and Thermal Power Sector", defmes the translt~on 

program that the energy sector is followmg There has been some progress made 

toward lrnplementahon of these reforms m the trans~honal period 1992-1 995 

RENEL's programs represent a major step toward corporate reform The proposed 

reforms as such do not conshtute mdustry restructurmg and ~t is not clear that thev 

would meet RomanIan commitments, as set out m the policy statement addressed to 

the IBRD, w~thout further mod~f~cation The next steps of the project will examine 

thls issue m more detail 

D Existing Commitments and Covenants to Lendlng Agenc~es 

RENEL, with the guarantee of GoR, has borrowed, or is m the process of borrowing, 

horn a number of lntemational lendmg agencies and export cred~t agencies Each of 

the financial transachons entails a number of commitments and undertakings on the 



part of RENEL and/or GoR, some of w h c h  wlll have unphcahons for the 

restructuring program 

Thls sechon summarizes the key provisions of the recently closed World Bank loan 

and the European Bank for Reconstrucbon and Development (EBRD) loan currently 

m negohahon, as summarued m the World Bank August 9, 1995 "Staff Appraisal 

Report Romania Power Sector Rehabhtahon and Modemlzahon Project" and 

EBRD document "Romania Power Sector Operahonal Efficiency Improvement 

Project", respechvely As part of the next phase of the project to develop a set of 

restructurlng ophons, the project team w d  reviefi loan documentahon for these 

fmancmgs Other existmg and planned transackons wfl be rev~ewed as weU to 

d e t e r m e  whether thev m anv wall  mtended or otherwise, u-npose lunitabons or 

restrickons on the restructurmg 

Manv of the commitments made bv RENEL and GoR to the World Bank are posihve 

developments that would be welcomed In anv restructurmg approach as they 

represent sound business pract~ce -- e g , brmgmg more current the outstandrng 

receivables and pavables, appo~nhng auditors, adoptmg mtemational accounhng 

standards, profess~onallb managing project implementation plans, developing hve- 

vear busmess plans and mvestment plans, preparrng financial forecasts and financial 

performance measures 

The commitn~ent to separate all nuclear activ~ties lnto a separate entlty 1s a step 

whlch has been taken In a number of other countr~es (e g ,  England) where the 

nuclear power plant post-restructuring remained in the hands of the government 

Spinning off the nuclear actlv~t~es necessitates development of terms and condrhons 

of a power sales agreement coverlng price, quant~tb and quality of electric~ty supply, 

d~spatch procedures, and pabment terms Given the magn~tude of the costs to 

develop and operate the nuclear power plant, priclng of nuclear power sold by this 

new ent~tb to RENEL In either its current form or in anv conceivable restructured 

form is golng to be an Issue of great Importance to the electricity sector and to GoR 

The agreements w ~ t h  the World Bank commit GoR and RENEL to set electrlc~ty 

prices at not less than US$SO/ MWh, to el~mina te cross-subsldizakon of electncrtj 



pmes  to household customers, and to carry out a thermal and electricity prrcrng 

study The c o m t r n e n t s  to ralse pnces to a level that IS more Uely to fachtate cost 

recovery are poslhve steps Prices have been set w ~ t h  httle reference to the actual 

cost of producrng and distnbutxng electnclty Although constramed by an effectwe 

pnce cap, RENEL's abhtv to control ~ t s  costs IS now h t e d  (e g ,  mabhty to 

mdependently negohate fuel pnces, constraints on econormc dispatch, etc ) The 

elmunabon of subsrdres is consistent wlth restructuring goals and wlll start to give 

the appropriate prlce signals to customers The lack of menhon of cross- 

subsrdlzahon of thermal sales bv electric sales wlll have to be addressed gomg 

forward due to the magnitude of the thermal output m relahon to the total output of 

RENEL 

The fmancmg arrangements mcorporate a number of hancral undertakmgs and 

covenants -- e g ,  the comnirtment of RENEL to fund a porhon of the projects, to 

fund from mtemal sources at least 30% of rts caprtal expendrtures, and to adhere to a 

debt servlce coverage ratro of 1 5  trnies The abd~ty of RENEL to meet t t s  

commitments 1s berng assessed b\ the lenders and must be taken mto account m 

modermg restructurrng alternatives Moreover, rn the event that one or more of the 

opbons presented tnvolves drsaggregahon of RENEL, transfer (or renegohation) of 

the mdebtedness and ongorng obligat~ons, f~nancral and other, wrll have to be 

addressed 

The covenants and cond~tions contained rn the summary term sheet for a loan to 

RENEL from EBRD are consistent in most respects wrth those agreed upon wrth the 

World Bank In dddit~on to RENEL and GoR pursutng restructurmg and nuclear 

actron plans the transaction contenipldtes an operahonal efficrency rmprovement 

plan and en\ironniental monrtorlng plan nerther of which IS lrkelv to Iimrt 

restructurrng opt~ons The EBRD proposed conditrons go beyond those dictated by 

the World Bank in requiring, b\ n i~d  1996, a generaltzed framework governrng 

relations wrth lPPs (concessrons, power and fuel purchase agreements, and 

performance guarantees) The requirement to develop such a package does not 

constrain restructurrng 



As part of the next tasks, exlstmg and proposed hancmgs wdl be revlewed to 

iden* any mconsistencies and mphcabons for the restructunng program 

* * * * *  

In summary, the restructunng opbon selected by GoR wdl be dnven by the 

following key consrderahons 

How much private Investment IS desued? 

What degree of compehhon wdl be allowed? 

To what degree wdl cross subsidies be e h a t e d ?  

When WIN Romania joln the EU and when wdl the EU dlrechves for the power 

sector be fmahzed? 

Decisions made by GoR with respect to these considerabons wdl shape the future 

structural arrangements, commerc~al relahonships, and regulatory framework for 

the electric sector of the Romanlan economy 



VI Techrucal Constmnts 

The Romanlan electnc system operates wltlun vanous constraints lrnposed by the 

physlcal reqwements of the system's equipment, reqwements for Interconnected 

operahon wlth countries with whch ~t IS or wlll be synchronzed, vanahons m 

system demand, obhgahons to receive energy from generators it does not own or 

control, and others Among the more unportant of these factors which may affect 

system performance or econormcs under drfferent restructurmg ophons are 

Irrmtahons on trade wlth other countries, operahon of combrned heat and power 

(CHP) plants- and xndustnal cogenerahon/IPPs, and general technical 

conslderahons 

A Import - Export 

Until Apnl4,1994 Romania was svnchronlzed with and a member of IPS-CDO Its 

transmlsslon lmks were strong to the east, weaker to the west Romanla now is 

taking steps to loin UCPTE, the western European gnd, which will impose more 

stringent techn~cal requirements and associated costs It is stdl a member of IPS, but 

is no longer sbnchronized with IPS countries Hungary, Ukrame, Moldavla, and 

Bulgarla (w~th  a temporarb exception) 

Romania is nob svnchronlzed only through its mterconnechons wlth Serbia, 

permitting opera tlon on a test bass with its sou them neighbors Serbia, Montenegro, 

hlacedon~a, Albania, and Greece The former Yugoslavian repubhcs and Greece are 

part of the SLDEL group of UCPTE countries, but are electr~callv isolated from the 

other SUDEL members and the maln bodv of UCPTE because of the war m the area 

Poss~b~lities for jolnlng UCPTE were drscussed rn Sechon 111 D 

The governing agreement wlth UCPTE will focus on technical matters such as 

controll~ng frequenn, maintaining at least certarn m i m u m  amounts of reserves, 

meetrng N-1 cr~ter~on for surviving failure of a slngle element, and many others 

Romania has alreadb taken substantial steps to meet these requirements Eshmated 

cost of the add~tional equipment improvements needed to meet the UCPTE 



requirements is $118 d o n  J o m g  UCPTE and the equipment mprovements 

themselves wlll also provide benefits 

Under UCPTE p d e h e s ,  with the exlstmg physical system maxlmum power 

transfer capabhty between Romania and the UCPTE members to the west would be 

400 MW for exports and 600 MW for imports The governmg factor is h t a h o n s  

wrthm the Hungarian electrrcal system That maxlmum capabllrty Increases to about 

1,000 MW for both exports and lmports If the transmssion svstem m the former 

Yugoslavia is re-estabhshed Additional Increases would occur if a second 

mterconnecbon between the Romanlan and Hunganan electrical svstems were 

completed Maxmum capabllrty for power transfers between Romania and Greece 

would be about 600 MW for both unports and exports with the existrng physlcal 

system Romanla's mtercomectmg h e s  with bordemg countries have thermal 

transfer capabhhes t o t a h g  thousands of megawatts Power transfers wlth them 

approaching the thermal h u t s  of some of the h e s  would also be possible, 

somehmes m addihon to those wlth UCPTE and/or Greece Lim~ts on net 

simultaneous power transfers mto or out of Romanla will depend on the specific 

transachons and other conditions at the time, of course mcludmg estabhshmg 

s\ nchronous operahon wlth UCPTE and/or the bordermg countries 

B CHP Plants 

CHP plants provlde for more efficient jomt produchon of electr~city and heat than 1s 

feasible w ~ t h  separate produchon In addlhon to the benefits they provlde, the CHP 

plants impose certam constramts on the RENEL system They are operated 

whenever the mdustr~al steam or district heatmg systems demand the service Thev 

tend to be mefhcient when run m e~ther  a heat only or a power only mode The key 

constraints mclude 

!\'hen ~ t s  steam or heat is demanded, a CHP unlt must be run, generatmg a 

certam amount of electrxclty at that hme This means that another electrical 

generatmg unit cannot run, or must be run at part load T h ~ s  creates an electr~cal 

s \  stem impact that does not show up directly m the costs of the CHP plant 



When steam or heat is not demanded, some u~uts are Inefficient to run or phvsicallv 

cannot run rn a power only mode, as mhcated for example by then high heat 

rates m condensrng operahon 

The varylng modes of operahon and the electnc system Impacts caused bv theu 

must-run operahon makes it more drfficult to allocate costs to the power use and 

the heat use 

The CHP units may requlre a fuel that otherwise would not be used for 

electrrcity produchon 

A CHP plant owned by another organlzahon (another R A ,  for example) creates 

somewhat drfferent problems for RENEL 

a It would have to meet RENEL's technical mtercomechon standards 

If it sells the electncity generated to RENEL, its Impact on RENEL could be 

accounted for m the price paid for the electncity 

If, m the future, it sells to a third party, its impact on RENEL could be accounted 

for m charges for use of the transmsslon and distribubon svstem, and in backup 

charges to the mdependent generator and/or its customer, dependmg on the 

structure of the lndustrv at the hme 

C Industrial Cogenerators and IPPs 

lndustrlai cogenerators and lPPs will have to abide bv RENEL's technical 

mterconnechan requirements The operahon of such generators also affects the 

operahon of the RENEL system, m effect imposmg constramts on l t  

The technical mterconnectlon requirements deal wlth issues related to the safe, 

reliable operahon of the generator sknchronlzed with the RENEL svstem, such as 

system and generattng equipment protection, voltage and reactive control, power 

quality, and many others In addition, the local and nahonal transmission svstems 

must be able to operate properly with and without the mdependent generators 

This is not a problem for the exlstmg generators 



System nnpacts occur because the operahon of the mdependent generators affects 

the c o m t m e n t  and dispatch of RENEL's generators, as &cussed m the sechon on 

CHP plants above 

If it sells the electnclty generated to RENEL, its lrnpact on RENEL could be 

accounted for m the prlce paid for the electricity 

If, m the future, a cogenerator or IPP were to sell to a thud party, its lmpact on 

RENEL could be accounted for m charges for use of the transmssion and 

distnbuhon svstem, and m backup charges to the mdependent generator and/ or 

its customer, dependmg on the structure of the lndustrv at the tune 

The technical constraints imposed bv RENEL apparently have been acceptable to the 

existmg rndustr~al cogenerators, masmuch as the\ have operated m parallel with 

RENEL for many vears 

D General Technical Considerahons 

The Romanian electrical svstem operates within the general framework of 

marntam~ng frequencj, meeting load from hour to hour and season to season, the 

phbsical characteristics of the different generatmg plants, and many others 

Considerat~ons that are important no\* or will be m the future mclude 

The small operahng range of man) units due to high mlnlmum load and 

reduced rated output limits flexrbilih 

There IS a substant~al minimum output of the group of thermal units due to the 

high minimum loads of man1 units and the must-run charactenst~c of the CHP 

units and the self-generation H ~ d r o  minimum loads due to water management 

requirements add to the problem 

Cemavoda will add to the mlnimum output of the group of operating un~ts, 

especiallb if ~t does not cvcle, and w~l l  requlre that the other unlts operate at  

lower average capacit1 factors 

Joining UCPTE will require more flexible operation of many un~ts, higher 

reserves, and other technical features 

The possible fuel mrx for electmcal generahon is constramed m several ways by 

the phvsical amount of different fuels available, by the abllity to transport the 



fuel, by the avallabhty of hard currency to finance Imports, by other demands 

for the same fuels, and by duection from the GoR 

There IS need for unproved equipment control, commu~cation, and system 

control systems 

Regonal transrmssion constramts w i t h  Romanla, usually associated with the 

uneven spread of power plants across the country, l m t  transfers and requlre 

modlfied dispatch of generatmg units under certain condihons 

We understand that RENEL IS m the process of reorganlzmg its transmss~on and 

distribution funchons Some restructurmg options may also address separabng the 

transmsslon and distribution funchons There are several issues mvolved with 

domg this, especiallv w ~ t h  the 110 kV svstem, which is often thought of as bang 

wlthln the dlstribuhon funct~on For example 

Mamtenance on the 110 kV svstem is now done by the same crews and wlth the 

same equ~pment that malntam the h~gher voltage system 

Almost 40°0 of the generatmg capac~tk m Romania is connected to the 110 kV 

svs tem 

Some generators dellver at voltages below 110 kV, some customers are 

connected at voltages above 110 kV 

Man\ of the 110 AV llnes are radlal and wlthrn a smgle geographical area, but 

some are looped, w ~ t h  qualltles more b p~cal of transmlss~on lmes 

* * * * *  

These techn~cal constra~nts will be cons~dered as varlous restructurmg opt~ons are 

evaluated 



VII Implementahon of the Terms of Reference (TOR) and the Workplan 

A Issues Affectmg Execufion of the TOR 

The purpose of thls sechon a to l d e n w ,  based on the results of our sltuahon 

revlew, whether there are any outstanding Issues which affect the remalnlng tasks m 

Phase I Whlle, as part of this sltuahon review, we have identhed a number of 

factors which may affect the range of feaslble ophons for the restructuring program 

itself (e g ,  RENEL's current corporate reform program, the existence of financ~al 

commitments and covenants), thus far, we have identhed only two issues which 

affect our abilih to execute the TOR The pmcipal issues we see as havlng an 

impact are as follows 

The role of CHP plants, and 

Fmanclal mformahon 

A 1 The Role of CHP Plants 

RENEL IS a major producer of heat as well as of electricity This fact has Important 

impllcations with respect to the treatment of CHPs under altemahve structures (1 e l  

the abllltb of RENEL to dlvorce Itself from the heat busmess), the resultant cost 

structures, and the impllcations for the electricit\-heat cross subsidies The TOR is 

expllcit in that this 1s not a heat studv Yet rt IS difficult to separate the achvihes (as 

well as costs) of RENEL into dlstmct areas so that the study team can focus on the 

electric actl\ ities 

In vleh of these problems, we suggest that the project team dlscuss with the World 

Banh, as well as with USAlD and our RomanIan counterparts, the way m whlch ~t 

~ o u l d  be most appropriate to treat the heat sector and CHP plants m the remalnmg 

phases of this project \tre thlnh that ~t IS essenhal to come to a common 

understanding of the reletant boundaries between electricity and thermal heat for 

this stud! and to agree on d clear interpretation of the TOR Once we have 

dchleved such a common understanding, we can fmalize the workplan, which, m 

consequence, ma\ need to be modified 



A 2 Hnanclal Informahon 

The avadabhty of detalled financial mformahon wdl Impact the degree to which the 

project team will be able to evaluate the benefits and costs of the selected opbons 

Our current understanding is that financial dormahon may not be readdy avadable 

m a form that would penrut detaded analysis of the three funchonal areas 

(generahon, transmssion, and distnbuhon) and alternahve combmahons of units 

A detalled collechon of such data 1s bevond the scope of the workplan 

Accordmgly, and m an effort not to duphcate the efforts of others, we propose to 

bulld on the hancial  mformahon collected by the World Bank and the EBRD m 

developmg the analysis envisioned under thls workplan In addihon, where 

appropriate, the project team wlll rely on normahve Industry measures rather than 

de-novo eshmates to conduct sensihvitv and rmpact analyses 

B Impact of Current F~ndings on Complehon of the Work 

Based on the information collected to date, there is no need to modify the schedule 

as agreed to at the k~ckoff meet~ng 

C Next Steps 

With the subniission of t h ~ s  report the team will commence the followmg achvlhes 

Seek comments back on the incephon report, 

Hold the flrst meeting M ~ t h  the counterpart team usmg the mcephon report as a 

vehlcle to engage the counterpart team m dialogue, to obtaln thew reachons to 

our tnitial assessment of the current situahon m Romania and the priorihzed 

objectives to he accomplished through restructurmg, 

Commence work on Task 3 of the workplan, and 

Contlnue to collect deta~led financial and operatmg mformahon m preparahon 

for the execution of Task 4 of the workplan 
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