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4) Greatest potential for capital attracbon and pnvabzahon 

5) Complete management autonomy 

1) Not viable under exlsbng GOR pohcies 

2) Highest transition costs 

3) Reqwres complex commercial and mshtuhonal arrangements 

4) Addibonal legal and regulatory reqmrements 

The chef advantages of the Competibve Market opbon are that it provides for full 
compebbon for power producers, Increased compebhon for power consumers, a 
disaggregated structure, a compehhve power pool based on hourly bids whch lmk 
all buyers and sellers of electncity, and greater potenbal for pnvabzation The GOR 
strategc objecbves for the sector wdl be achieved Because of addztzonal competztzon for 
consumers, there wzll be more pressure for eficzent operatron and sound deczszon makzng A s  
a result of the broader competztzon, rt zs most Izkely of all the optzons to comply wzth EU 
dzrectzves regardzng competztzon zn the power sector 

Of all the structures, Optzon 4 requzres the most szgn$cant change to the rnstztutzonal and 
admznzstratzve znfrastructure It also requlres changmg another of the GOR's current 
policies, that of u~uform natronal electnc tariffs The multiple distnbution comparues 
wdl, by their very nature, have different cost structures and different tanffs 

Creabng the mdependent regulator, the power pool, the mulbple generahg and 
distnbubon companies, as well as the other requirements, wlll be more difficult than 
it was in England/Wales, where a market economy and lengthy lustory of free 
enterprise already existed Even wzth przor expwzence m other zndustry restructuring, 
knowledgeable people avazlable, and supportzng znstztutzons such as banks and caprtal 
markets m place, the process took years and the zmperfectzons zn what was created have not 
yet been resolved Tlus implies hgher transihon costs for Opbon 4 The regulatory 
challenges m particular will be greater, with a greater scope of regulahon and more 
enbbes to be regulated 

VIll REGULATION OF THE SECTOR WILL BE NECESSARY UNDER ANY OPTION 

Each of the structural models discussed m the previous chapter would need to be 
implemented wlth a regulatory framework tallored to its needs Structure should 
drive regulation, but the choice of structure does not dictate precisely the form and 
funcbon of the regulator Rather, the design of the regulatory framework IS, in the 
end, based on a judgment about what elements are best smted to the needs of 
Romarua 
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I THE GOVERNMENT OF ROMANIA HAS DECIDED TO EVALUATE RESTRUCTURING THE 
POWER SECTOR 

The Government of Romarua (GOR), m conjunmon with its transibon to a market 
economy, has decided that fundamental reforms to the power sector, one of the most 
unportant sectors of the Romaruan economy, IS an Integral part of t h  transiixon 
Accordmgly, the GOR foresaw the need for t h ~ ~  study, wluch would provide the 
basis for actron for sector transfonnabon to a market envnonment The Uruted States 
Government, as represented by the U S Agency for Internatronal Development 
(USAID), at the request of the GOR agreed to provide the hanclal support for the 
study The World Bank and the European Bank for Reconstrucbon and Development 
(EBRD) support the GOR m tfus regard, and therefore the World Bank has made 
reform of the power sector one of the mam objecbves of its assistance to the 
Romaruan power sector 

Under USAID's Central and Eastern Europe Regulatory Reforrn and Energy Sector 
Restructuring Project with Bechtel Internabonal, Inc , a project team compnsmg 
specialists from Bechtel, Arthur Andersen, Natronal Economc Research Associates, 
and Prerce, Atwood, Scribner, Allen, Smith and Lancaster was assembled to execute 
the study In addrtion, local Romaruan assistance was provlded by the Inshtute of 
Power Studies and Desrgn (ISPE), Professor Lucian m a i ,  Professor Aureliu Leca, 
and Western I Q 

The objectzve of thzs study zs to asszst the GOR zn selectzng the structural optwn that wrll 
come closest to achzevrng zts polzcy oblectzves and m definzng the legal and regulatory 
framework most approprzate for zmplementatron of that optzon 

The study IS bemg conducted in two phases Phase I, the current phase, IS focused on 
the identrficabon of a set of restructuring opbons and associated regulatory and legal 
framework Phase 11 will focus on developmg a detalled unplementabon plan for the 
preferred opbon selected by the GOR 

'Ilus report is the final deliverable under Phase I of the work plan The report 

Evaluates Romaruan speclfic factors and therr unplicabons for 
restrudumg 

m Idenaes alternative restructurmg opbons 

Assesses each restructurmg optron m terms of advantages and 
disadvantages 

Suggests needed regulatory and legtslabve changes 

Recommends a course of actron 
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In developing the underlymg analyses of the opbons presented herem, the project 
team relied upon lnformatron and data made available to us by RENEL and the 
vanous muustries Accordmgly, the results and conclusions presented m t h ~  report 
reflect t h ~  information and the best professional judgment of the project team The 
project team wshes to express its srncere grahtude to the numerous Government and 
company officials and staff whose cooperahon, candor and assistance made tlus 
report possible 

Th~s report focuses on the restructunng of the power sector Sector restructumg 
dlffers from corporate reform m that an enbe  mdustry is assessed with regard to the 
mterrelahonshps among its vanous msbtubons and enbties The goal of sector 
restructumg is to enhance the commercial and market onentabon of these 
mstitutions and entibes, thereby promotmg compehhon, whch in turn unproves 
industry performance and mcreases the efficient use of resources Corporate reform, 
on the other hand, focuses on the transformahon and orgaruzabon of a slngle 
company As such, it IS only a part of sectoral restructurmg 

It IS also Important to note that tlus study IS concerned wrth long-temz structural 
change, based on the recogrubon that tune will be requlred to unplement 
fundamental changes m an mdustry and market structure and associated 
mshtutional reform The length of tune requlred cannot be stated w t h  precision 
because it is related to the nature and complexity of the suggested changes 

II IN ORDER TO ACHEIVE GOR STRATEGIC OBJECTIVES, SECTOR RESTRUCTURING 
IS REQUIRED 

The power sector m Romania has been characterized unt.11 recently by power supply 
deficits and load sheddmg Tlus situabon has unproved due a combmabon of 
decllrung demand and mcreased avallabihty of the uruts Notwithstandmg these 
developments, the system st111 has poor unit availabihty and susta~ns sigruficant 
system losses as a result of obsolete and difficult-to-mamtam equpment The sector 
also faces sighcant resource constramts compounded by a fmanc~al blockage 
Because of the sipficance of the sector, these problems are amplified throughout the 
economy 

The government exerts considerable dlrect control over the development and 
management of the sector and indirect control through its domesbc fuels and dlstrict 
heatmg policies Pracbces mvolvmg cross-subsidies and unlform tanffs further 
complicate efforts to unprove the system In summary, fundamental problems m the 
power sector Inhibit its ability to perform in the most economc manner, wluch m 
turn Impacts the overall economic development of Romarua and affects its candidacy 
for membershp m the European Umon (EU) 

The GOR recognized these problems and has created a long-term vlsion for the 
sector, as embodied m its May 1995 sector strategy and further elaborated m its 
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agreement with the World Bank The overall objecbves of the GOR's plan to 
restructure the sector are to Improve the eficzency and relzabzlzty of the sector and to meet 
the demand for electrzczty zn the most econornzc manner, whzle mznzrnzzrng negatzve 
envrronmental zmpacts The GOR will acheve these object.lve by 

Implementahon of a gradual and fundamental reform of the sector 
organizabons and its legal and regulatory framework to create the 
condibons for effective compebhon and the parbcipabon of Independent 
operators - malnly m energy producbon 

Adapbon of the sector msbtubons to a market-orrented economy 

Adophon of least-cost mvestment programs 

Implementahon of sector pricmg pohcies that will assure sector viabihty 
and provide mcenbves for private-sector parkipahon 

Participabon m the reglonal electncity market through memberslup m 
the Uruon for the Coordmation of Producbon and Transrmssion of 
Electricity (UCPTE) 

m Implementahon of measures to stmulate efficient use of electncity and 
mtegrated resource planrung, based on systemwide opturuzabon, as well 
as measures to lmprove the autonomy and financial viabhty of the sector 
enbbes 

Implementabon of measures to meet Romarua's obhgations under the 
Energy Charter Treaty 

Commitment to full memberslup m the EU 

The current zndusfry structure wzll not achzeve thzs ambztzous and forward lookrng vzsron of 
the sector Change is requlred Accordmgly, the selecbon of any restructuring opbon 
must be gauged agalnst these objectives as one measure of their viabihty 

Ill FOUR RESTRUCTURING OPTIONS WERE IDENTIFIED 

What type of restructured power sector is most appropnate for Romarua? The fmal 
answer to tlus quesbon rests with the GOR, however, t lus report should provide the 
groundwork upon which that decision can be made The need to Improve efficiency 
in the power sector and meet demand m the most economic manner can be acheved 
through the ~ntroducbon of appropnate profit incenbves and compebbon Under the 
current structure, these do not exist for the following reasons 

The GOR slll controls the sector There is no profit mcenbve, and muced 
objecbves shll p d e  the utility 

In the absence of compebtion, there IS little mcenbve to lmprove 
efficiency 
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Without transparent, objecbve regulahon, there can be little certamty 
regarding return on mvestment or other basic requrements of busmess 

Imposmg GOR policies through cross-subsidies, pnce sethng, and 
rabowg creates dlstorhons that comphcate rabonal economic decision 
malung and the mtroducbon of compebbon 

All of the above make attracing private capital difficult 

Therefore, fundamental changes are requlred to promote a compebhve environment 
m the generabon of electricity and to provide large consumers with the abllity to 
choose thew supphers In the short run, t h  w l l  provide the s h u l u s  to reduce costs 
and unprove operabons In the long run, these efficiencies wlll result m the least-cost 
investment m generabon and other facihbes These benefits can be achieved m 
varylng degrees, dependmg on the degree of restructurmg 

In recogrution of the above issues and the GOR objecbves, as well as the prevaihng 
condibons m Romarua, four ophons have been defined, whch we beheve provide 
the fullest range of restructumg possibihbes for Romarua The four opbons are 
presented m terms of mcreaslng market complexity 

Opkon 1 Vertrcally Integrated Model Tlus is the tradihonal electric utdity 
model characterized by mtegrahon Into one company of the funchons of 
generation, transmission, and distribuhon (mcludmg sales df electricity, 
also called supply or commercializahon) The verhcally mtegrated udity 
enjoys monopoly status 

Opkon 2 Szngle Buyer Model Tlus IS a vanahon of the verbcally Integrated 
ublity with compebtion Introduced at the generabon level Under the 
single buyer model, independent power producers b u d  and operate 
generation plants on the basis of power purchase agreements with a 
power purchasmg agency which would be completely separate from the 
ublity and whch would be the sole buyer and seller of power 

Optron 3 Open Transmzsslon Access Model Under tlus model there is 
funcbonal dlsaggregabon (but not necessanly legal separabon) of the 
verbcally mtegrated utility mto generabon, transmission and distnbuhon, 
and operung up of the transmission gnd, thereby allowmg certam 
customers to contract with any supplier The dlstnbuhon company 
would contmue to operate as monopoly with the obligahon to dehver to 
captive customers 

Optron 4 Competztzve Model Tlus model would disaggregate the uhlity 
into separate cornparues providing generabon, transmiss~on, and 
distribubon There is compehtion m both the productmn and purchasmg 
of eledncity 

Figure 1 shows the range of competition anbcipated among the principal sector 
funcbons for each ophon 
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No competltlon retains monopoly status 

@ Llrnded competltlon 

0 Full competlt~on 

'Supply lncludes marketlng of electrlclty and customer Interface 
96allbC04 

F~gure 1 Scope of Competition for Each Restructuring Opt~on 

IV OPTION 1 MAINTAINS THE STATUS QUO WITH MINOR IMPROVEMENTS 

In Opbon 1, we assume that RENEL will allow Independent Power Producers (IPPs) 
and it d l  proceed with balance of its corporate restructurmg plan It wll remam a 
state-owned, verbcally Integrated monopoly Under t b  opbon RENEL decides 
whether to build or buy from IPPs Thus competrtzon m generatzon zs pmztted but not 
requzred There zs no competztron m supply customers can buy onlyfrom RENEL The 
prmcipal features of t h s  opbon are as follows 

RENEL remalns a vertically integrated, state-owned company and 
contmues to supply electricity and heat, with the excepbon that heat-only 
uruts are divested 

It conhues to own its exlstmg assets 

Its pmcipal funcbons (generation, transmission and distnbubon) are set 
up as separate cost centers 
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Regulation ls aclueved prunarlly through a management contract with 
the MOI 

Cernavoda and all nuclear power actiwties are spht off to become a 
separate independent public entrty m h  18 months of uubal 
commercial operation 

IPPs are penrutted to supply new capacity at RENELfs dlscrebon 

m RENEL retams its position as the sole buyer and seller of electricity 

Current GOR policies are mamtamed with respect to fuels, labor, and 
subsidies 

Experience in Other Countries 

Ophon 1 conforms mostly closely to the power sector m France The power sector is 
dommated by Electricte de France (EdF) wluch provides over 90 percent of the 
country's electricity to 27 nulhon customers The utdity is government-owned 

EdF is verbcally integrated, and operates under a performance contract or "Contrat 
de Plan," with the Government of France, the Muustry of Industry B e g m g  m 
1989, it was decided that EdF's policies, lncludmg its financial objechves, would be 
determined by mulb-year contracts approved by the Government Ths framework 
for regulabon of EdF ls the Contrat de Plan (the current contract explres m 1996) 
The purpose of tlus contract is to provlde the regulatory mecharusm and gve the 
utility autonomous management control wlule remalrung a government-owned 
utdity The rates are calculated by EdF and submitted to the Government for 
approval under the stipulations m the Contrat de Plan 

The performance of the French model must be viewed favorably because it IS 

relahvely well managed For example, its raho of customers per employees is 230 vs 
80 for Romania EfF plans mvestment on a least-cost basls and pnces electricity based 
on marglnal cost methods m contrast to the Romanian power sector Electricity costs 
are approximately 7 cents per kwh and have deched over tune EdF has been able 
to secure fmancmg from mternational capital markets without government support 

The key elements wluch make the EdF model work well m France (effectwe 
government, transparency, and rabonal cost-based decision m a h g )  are stdl under 
development m Romania Given these considera~ons, the magnitude of changes 
wluch would be requred to replicate the EdF system m Romama would most likely 
require the same level of effort and mshtubonal changes as those requlred under the 
other ophons 

Advantages and Disadvantages 

The principal advantages and disadvantages associated with Option 1 are set out 
below 

0411~013 ~ ~ ~ D M W I R G  Romanla- Phase I Options Report Execut~e Summary 6 



Phase I Opt~ons Report Executive Summary 

m Advantages 

1) Relabvely less disruptive and more easlly unplemented than the other 
opbons 

2) Lower transibon costs compared to the other opbons 

3) May encourage h i t e d  new mvestrnent m IPPs 

4) May provide a more commercial onentabon 

1) Not likely to meet EU requrements 

2) Does not provlde full benefits of compebbon and may not provide 
any 

3) RENEL can llmit IPP parhcipabon and may engage m dlscnminatory 
behavior 

4) Suscepbble to meffechve regulabon 

5) Performance contracts may not be effecbve 

6 )  RENEL can sbll be used as an mstrument of public pohcy 

7) Investors hkely to perceive lugher mks than Opbons 2 to 4 

Opbon 1 presents a structure that is basically an extension of what currently exlsts It 
fits withm the current economic and msbtubonal envlronment Llmited compebbon 
is allowed m generabon, however, regulabon would be reqwed The GOR would 
stdl exert direct control over RENEL although t h s  would be reduced to negobatmg 
the management contract and approvmg the mvestment program, wluch may 
requre GOR guarantees The MOF would sbll be Involved m the settmg of tanffs 

In our opmon, the advantages do not present a compellmg case for tlus opbon Our 
reasorung is based on considerahon of the followmg 

1) Compebtion m generabon Over 70 percent of RENnls costs are 
associated with the generabon funcbon Accordmgly, t h s  funcbon 
provides the greatest opporturuty for unproved efficiency and, 
consequently, lower costs One proven way to aclueve t h s  is by 
lntroducmg compebbon However given that RENEL retalns sipficant 
market power, ths  is not a certamty m ths  opbon 

2) Viability of management contracts Tlus IS the prmcipal mecharusm for 
promotmg commercial behavior However, m the current inshtubonal 
envlronrnent, we beheve that it would be difficult to put m place effecbve 
contracts that are enforceable Moreover, RENEL knows its costs and 
operabons better than anyone m government, and therefore can get the 
best terms and set performance targets that may lunit gams m 
profitabihty and producbvity 
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3) Mamtenance of GOR policies The benefits of competibon and market- 
based decision malung are reduced due the contmuabon of the GOR 
pohcies For example, cross-subsidies that create economic distortions 
and mefficiencies may make it more difhcult to attract IPPs if they h u t  
payments without economic justhcabon It is queshonable whether th s  
degree of government control fosters decisions that are m the long-run 
economic Interest of Romarua 

4) Conformance with EU requlrements The potenbal for discrmmatory 
behavior, lack of transparency, and quesbonable access to the power 
system network make conformance with EU requlrements less l~kely 

For Optzon I to be vzable, the followzng actzons would have to be undertah, although they 
would only serve to zmprove a structure that stzll cannot achzeve Romanzafs long-run 
oblectzves These actrons would mclude establishmg a viable framework for IPP 
parbcipabon, whch would mclude statmg pricmg prmciples, formmg the basis for 
contracts, and providmg mvestors with assurances that the rules won't change 
unexpectedly There would also be the need to address the queshon of self-dealmg 
and how to regulate such behavlor Related to tlus is the need for better 
understandmg of costs and a more transparent approach to settmg prices 

V OPTION 2 CREATES A NEW ENTITY TO BUY AND SELL POWER 

Option 2, designated the SzngZe Buyer Model, was designed with two related 
objechves first, to provide mcreased compebbon compared to Option 1, and 
second, to mcorporate features more lkely to be ahgned with EU directives on the 
structure of the power sector Although Opbon 2 retams generabon, transmission 
and distnbubon/supply m a verhcally Integrated structure, there are nevertheless 
sigruficant differences compared to the verbcally mtegrated model presented m 
Opbon 1 In contrast to Optzon 1, all new generatzon wzI1 be sublect to competzfzve 
procurement As a consequence, generatzon acquzred on a competzkve baszs wzll eventually 
domznate the market 

The key features of Opbon 2 are as follows 

A new entrty is created - a power purchasmg agency - wlth responsibility for 
buylng all power from generators and se lhg  of bulk power m Romarua The 
agency would be government-owned and would be a not-for-profit enbty 

IPPs would be permitted and encouraged to bid for new generabon 
through the power purchasmg agency 

Large industrial users (over 100 GWh/yr) would be allowed to buy 
directly from the power purchasmg agency m accordance with EU 
dlrecbves 

RENEL distribubon would also be required to purchase power from the 
agency and would supply power to all remammg (capbve) customers 

- -- -- pp -- 
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H There would be no tlurd party access 

RENEL would be orgaruzed as a holdmg company with separate 
divisions for generabon, transmlssion/d~patch, and distribution There 
would be separate accountmg and an exphclt methodology for setbng 
transfer prlces among divisions 

H Eventually, RENEL would be corporabed as a jomt stock company with 
each division becommg a subsidiary 

Increased competibon is Introduced lnto the generabon of electricity by requulng the 
power purchasmg agency to acqulre all new power supphes through a compebbve 
biddmg process As pomted out m Opbon 1, mth 70 percent of RENEL's costs 
associated mth its generabon division, it IS h s  component of the power sector that 
provides the greatest scope for compebtmn Compebbon would be Introduced 
gradually over tune Each plant m the system would have a separate contract with 
the power purchasmg agency, based on the r e m a m g  economic hfe of the plant 
Such contracts would take mto account, among other factors, the plant's expected 
costs At the end of the contract, the capacity would be subject to compebbve bid by 
new sector entrants as well as RENEL 

Experience In Other Countries 

Expenence with ths  model as developed here IS h i t e d  Only one country to date, 
Ireland, has decided to implement such a structure over the next 2 years However, 
some parallels can be seen from the expenence m Malaysia, where the structure IS 

similar but not exactly the same as Opbon 2, the principal difference bemg the smgle 
buyer IS the verbcally mtegrated ublity Tenega The ubhty is structured as a holding 
company and has been parbally pnvabzed In Malaysia, IPPs are allowed to 
parkipate m conlunchon mth local partners under bwld, own, operate, and transfer 
(BOOT), and bulld, own, and operate (BOO) hcenses However, Tenaga IS the sole 
buyer The roles and responsibllibes of the regulator, relevant Mmstnes, and the 
ubhties and the licensees are clearly defined m the Electricity Supply Act The 
results of the Malaysian expenence have been encourapg, with IPP projects 
totalmg some 4,000 MW However, the pmcipal disadvantage of the Malaysia 
situabon IS the potential for d~scnmlnatory behavior, as Tenaga is sole buyer, 
generator, and also a partner m some of the IPP projects 

Advantages and Disadvantages 

The principal advantages and disadvantages associated with Opbon 2 are set out 
below 

H Advantages 

1) Provides greater scope for compebbon m generation than Opbon 1 

0411c013 dodDmw/R6 Romanla - Phase I Options Report Executwe Summary 9 



Phase I Opt~ons Report Execut~ve Summary 

2) Slgnlficantly reduces the GOR involvement m mvestment and 
management of the sector 

3) More cost and pnce transparency 

4) Provides more mcenbves for RENEL to Improve ~ t s  operabons 

5) Provldes greater empowerment of management and employees 

6)  Better-potenbal to attract capital than Ophon 1 

7) Better fit wlth EU reqwements 

8) Facihtates selecbve privaizabon 

9) Creates mncenhves to rebalance tadfs between resldenhal and 
lndustnal 

Disadvantages 

1) Potential remalns to mamtam economlc dlstorhons associated wrth 
GOR fuel and posslble pncmg policies 

2) Government guarantees may be requlred to attract IPPs 

3) Government ownershp of the power purchasmg agency may expose 
it to significant fmanclal rlsk 

4) Complex contractual relahonshps may lnvolve h g h  transachon costs 

The principal advantage underling the selechon of t h ~ ~  optron is the mcreased scope 
of compebhon in generabon as compared to Option 1 Szgnzfrcantly, zt also would meet 
the govmment's strategzc oblectzves for the sector wzthout radzcal change It would more 
closelyfrt wzth evolvzng EU requrrements for the electrzcrfy market by provrdrng more 
transparency and more competztzon 

The ophon has other features which are highly deslrable It should provide a better 
bass upon whch to attract foreign mvestrnent Slnce the conditions for entry will be 
conslstent for all, there wdl be more transparency as to the formulabon of costs and 
tanffs, and there will be clarity of regulation The ophon provides, through the 
contractmg mecharusm and the opportwty to b ~ d  for new generabon, mcenhves for 
RENEL to Improve ~ t s  commercial onentahon Lastly, lt provides complete 
management autonomy and less mterference from the government 

The pmcipal disadvantage IS the creahon of the government-owned purchasmg 
agency and the contracting mecharusrns associated wth zt T ~ L S  will be a substanbal 
undertalung requrmg settmg up and staffing the entity, developmg the contractmg 
mechanlsrns, and negotiabng blllions of dollars m contracts The transition cost to 
t h ~ ~  opbon will be significant, includmg the potenbal credit rlsk accepted by the 
government as owner of the enbty However, under any of the opbons, new 
contrachng mechanlsms wdl be required, and GOR guarantees wlll be requlred at 
least mibally for new IPPs Accordzngly, the key zssue rs the surtabzlrfy of the power 
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purchaszng agency, zn Romanra, as a vehrcle for promotzng competrtron, commercral 
transparency, and non-dzsmmznatory behavzor 

Vl OPTION 3 PROVIDES OPEN ACCESS TO THE TRANSMISSION NETWORK 

Option 3, designated the Open Access Model, further opens up the power sector to 
market forces, but retalns the charactensbcs of a verhcally mtegrated monopoly The 
keyfeature of thzsoptzon zs the zntroductzon of open access wrth common cawzage A 
common cawzer zs an entzty requzred to transmzt electrzczty for buyers and sellers on a 
nondzsmmznatoy baszs and, zfnecessay, to construct addztronal transmzsszon capaczty qthe 
exzstzng capaczty zs not adequate to meet all needs Compebtron m Ophon 3 results from 
fair and open access to the transmission and distribubon gnds for large industrial 
customers Fair and open access would have to be mandated by the GOR in the 
elecimcity law, as monopoly control over the transm~sion access is generally 
considered to be the greatest slngle lmpedunent to compebtron m the supply of 
electric power 

The key features of Opbon 3 are as follows 

The transmission and distnbubon div~sions of RENEL are reqwed to 
transmt (or "wheel") power for all ehgble customers at 
nondiscrunmatory rates and condibons 

Large mdustrial customers can negobate and buy directly from those 
generators (IPPs or RENEL) who offer the lowest cost service 

RENEL Distribution provides power at regulated, cost-based tarlff rates 
for small (caphve) customers and those large customers who choose to 
purchase electricity from it, whrle, at the same tune, large customers 
purchase power under market-based contracts and prices (for generabon 
only) 
Generabon would be provided from four sources RENEL's Generabon 
subsidiary, a separate government entity that owns and operates 
Cernavoda, IPPs, and mports The IPPs would operate under a licensmg 
regune 

RENEL would be orgaruzed as holdmg company and would become a 
jomt stock company Generation, transmlssion/dispatch, and 
distribuhon would become subsidianes 

To encourage development of an mdependent power busmess and to safeguard 
agamst the exerclse of market power m generabon by RENEL, RENEL dlstribubon 
would be requrred to acquire 100 percent of any new generatmg capacity from IPPs 
until such tune when at least 15 percent of systemwide generatmg capacity ~s 

supplied by licensed independent providers RENEL plants which had reached the 
end of their lrutial economic l i f ehe  contracts would be permitted to compete in 
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tenders before the 15 percent requirement was met After the 15 percent threshold 
was attamed, there would be fully compebhve biddmg for capacity 

Exper~ence In Other Countr~es 

Relevant expenence m establishmg open access networks is somewhat lmited 
Portugal, m 1994, decided to restructure its power sector m order to meet EU 
proposed directrves for market hberahzabon, as well as to Improve operabonal 
efficiencies, and to rahonahze the sector's structure Electncidade de Portugal (EDP), 
orignally a state owned monopoly, was restructured mto eleven companies 

The market is structured in two segments the public electricity service and the 
independent electricity market The Independent market allows direct contractwig 
between large customers and generators and tlurd party access to the transmssion 
gnd The public segment is closely regulated with respect to price setbng and the 
construcbon of new capacity 

The open access model m Portugal has not yet reached the mplementabon phase, 
therefore, it IS premature to comment on Impacts as a result of the change However, 
it is worth notmg that t h~s  model is considered to be responsive to the EU direchves 
callmg for tlurd party access and liberahzabon of pnces 

In the Unzted States, open access has been mandated at the national level under the 
Energy Act of 1992 This covers purchases and sales among individual utilibes, and 
also purchases from IPPs Some utihhes have already fded open access tanffs That 
process has demonstrated the follow~ng factors, among others 

Open access, at least at the wholesale level, can be mplemented in a 
reasonable penod of tune 

The willmgness of the regulator to make difficult decisions is cribcal to 
make the process go forward 

There are many technical complexihes m estabhshmg tarlffs and rules 

Advantages and D~sadvantages 

The pnnupal advantages and disadvantages associated with Option 3 are set out 
below 

Advantages 

1) Provides for more supply compebbon than Ophons 1 or 2 

2) Provides for greater retail compehbon than Ophon 2 

3) Would better meet EU requirements 

4) Has more management autonomy at subsidiary level 
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5) Meets most of the GOR's strategc objecbves for th s  sector 

6) Is more attracbve to prrvate mvestors 

H Disadvantages 

1) Has potenbal for self-deahg by RENEL 

2) Could result m loss of distributors' best customers - "cherry piclung" 

3) Has greater potentlal for stranded mvestment 

4) Requlres more complex procedures than Ophon 1 or 2 

5) Creatmg open access transmlsslon tanffs mvolves complex issues and 
trade-offs 

The chef advantages of the open access option are that it provldes for full 
compebbon for power producers and parhal compebbon for power consumers 
Optzon 3 would more completely meet GOR1s oblectzves for the sector because there wzll be 
more dynamzc competztzon among sellers and buyers, and hence greater opportunztzes for cost 
reductzon and h z g k  levels of IPP znvestment Because of compebbon for consumers, it 
wlll put much more pressure on RENEL than Opbon 2 to reduce costs, rabonahze its 
operabon, become more efficient and customer-or~ented, and lrnprove its declsion 
malung As a result of the opemng up of the network and more llberal market 
condlbons, it IS more hkely to comply with EU dlrecbves regardmg compebbon m 
the power sector 

There wlll be challenges to mplemenhg Option 3 These will mclude resolution of 
posslble pollcy c o d c t s  regardmg fuel use and cross-subs~dies, regulatory scrutmy 
of RENEL to prevent discr~mmatory behavlor m the early stages of mplementation, 
and development of appropnate tanffs and techrucal Infrastructure to provlde 
efficient and falr access to the network 

VII OPTION 4 DISAGGREGATES THE SECTOR INTO NEW ENTITIES 

Optlon 4, designated the Competitive Market Model, separates the assets of the 
utdlty (generabon, transmsslon, and dstnbubon) wlth each servlce provlded by a 
new entity The basic components of the delivered product (generatron, 
transmission, and distnbubon) are pnced separately by each of the providers The 
optzon zntroduces competztzon not only m the generatzon of elecfrzczty, but also zn the sale and 
dzstrzbutzon of electrzczty to end-use customers Optzon 4 would meet all r equzrmts  of the 
EU dzrectzves for lzberalzzzng the energy market 

The key features of Opbon 4 are as follows 

RENEL would cease to exlst as presently structured Its assets would be 
divested into a number of mdependent compames, mcludmg the 
potential for several generatrng comparues and distribution comparues 

- - 
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The transmlssion company and the distributors would retain monopoly 
character~bcs and requlre regulatory oversight 

Large mdustrial customer can choose to buy from wither IPPs or the 
d~stributor 

A competitive power pool based on hourly bids will llnk all buyers and 
sellers of electricity Long-term supphes of electricity to customers are 
based on long-term contracts, but the ongolng operahon of the system 
would be managed by the pool 

Falr and open access to the transmlssion and dlsimbuhon gnds would be 
mandated 

Exper~ence In Other Countries 

The Compehbve Market Model has been unplemented m a number of countries 
The England/Wules model IS the most noteworthy and is the same as the ophon 
presented here The restructurmg reqwred sigruficant tune Pnvabzahon took place 
3 years after the government made its decision, however, a transihon penod of 8 
years was provided for Moreover, there had been pnor expenence pnvahzmg 
Bnhsh gas The restructmg and pnvatizahon resulted m sigruficant reductrons m 
operahng costs of the newly created entlbes, sigruficant entry of IPPs, and reducbons 
in electricrty prlces The principal concerns relate to retenhon of market power by 
the generatmg companies which were mhally created, and the tendency for 
reintegrabon of some segments of the sector Accordmglyy, a greater role is belng 
played by the agency whch oversees compebbve performance 

Peru provides another example of this model but in modlfred form Peru's 
restrudvlng produced a disaggregated structure, mcludmg compebbon in 
generabon, but no power pool Although the expenence record is not as lengthy as 
that m England/Wales, some observatrons are possible 

It is workable m a country with a smaller economic base and on a system 
that is mostly hydro The pncmg regme has created lncentlves to control 
costs and mvest m new equpment 

The resultmg structure has proved attrachve to mvestors Pnvate 
investment, much of it foreign, approaching $1 bdlion has been reahzed 
already 

Advantages and Disadvantages 

Advantages 

1) Provides fullest scope for compebhve benefit 

2) Acheves GOR strategic objechves 

3) Wdl meet all EU dlrechves 
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4) Greatest potential for capital attracbon and pnvabzahon 

5) Complete management autonomy 

1) Not viable under exlsbng GOR pohcies 

2) Highest transition costs 

3) Reqwres complex commercial and mshtuhonal arrangements 

4) Addibonal legal and regulatory reqmrements 

The chef advantages of the Competibve Market opbon are that it provides for full 
compebbon for power producers, Increased compebhon for power consumers, a 
disaggregated structure, a compehhve power pool based on hourly bids whch lmk 
all buyers and sellers of electncity, and greater potenbal for pnvabzation The GOR 
strategc objecbves for the sector wdl be achieved Because of addztzonal competztzon for 
consumers, there wzll be more pressure for eficzent operatron and sound deczszon makzng A s  
a result of the broader competztzon, rt zs most Izkely of all the optzons to comply wzth EU 
dzrectzves regardzng competztzon zn the power sector 

Of all the structures, Optzon 4 requzres the most szgn$cant change to the rnstztutzonal and 
admznzstratzve znfrastructure It also requlres changmg another of the GOR's current 
policies, that of u~uform natronal electnc tariffs The multiple distnbution comparues 
wdl, by their very nature, have different cost structures and different tanffs 

Creabng the mdependent regulator, the power pool, the mulbple generahg and 
distnbubon companies, as well as the other requirements, wlll be more difficult than 
it was in England/Wales, where a market economy and lengthy lustory of free 
enterprise already existed Even wzth przor expwzence m other zndustry restructuring, 
knowledgeable people avazlable, and supportzng znstztutzons such as banks and caprtal 
markets m place, the process took years and the zmperfectzons zn what was created have not 
yet been resolved Tlus implies hgher transihon costs for Opbon 4 The regulatory 
challenges m particular will be greater, with a greater scope of regulahon and more 
enbbes to be regulated 

VIll REGULATION OF THE SECTOR WILL BE NECESSARY UNDER ANY OPTION 

Each of the structural models discussed m the previous chapter would need to be 
implemented wlth a regulatory framework tallored to its needs Structure should 
drive regulation, but the choice of structure does not dictate precisely the form and 
funcbon of the regulator Rather, the design of the regulatory framework IS, in the 
end, based on a judgment about what elements are best smted to the needs of 
Romarua 
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The analysls of the opbons hghhghted the need for regulabon The prmary 
concerns of the regulator m each opbon can be summarized as follows 

H Opbon 1 (Verbcal Integrabon) Market power m generahon, potenbal for 
discriminatory behavior, and mcenbve to mlsallocate costs 

Option 2 (Smgle Buyer) Compebbve procurement process, transmission 
and bulk supply tanff approval 

Option 3 (Open Access) Open access transmission tardf, distnbubon and 
supply tanffs, ensunng arms-length transacbons between different 
divisions of RENEL, and enforcmg m m u m  IPP purchase reqwements 
by RENEL dstnbubon 

H Ophon 4 (Compebtive Market) Compebbon and monopohsbc pracbces 
concerns, oversight of the power pool operabons, approval of 
distribution system plannmg, approval of transrmssion, distribution, and 
supply tanffs 

In addibon to the question of what reqwes regulatory oversight, there is also the 
cnbcal quesbon as to the form of the regulabon It zs our be114 that, where governments 
want to zntroduce large-scale pnvate sector znvolvement znto a monopoly zndustry, 
zndependent economzc regulabon (frrst and formost, but not excluszvely, the regulatzon of 
pnces and mvestment) zs always the best l o n g - t m  chozce "Independent regulahon" 
means that 

H The regulator is appointed by the government, but cannot be removed 
easily 

H The regulator does not have to get approval from the government to raise 
or lower tanffs 

H The regulator is accountable to the tariff standards m the law (e g , "just 
and reasonable"), not to the government 

For Romarua, an independent regulatory agency that meets these critena ~s the most 
sensible ophon for the long tern, and would be essenbal for an unbundled, 
competitive system But unplementabon of such a system of regulahon could be a 
long, challengmg process m Romarua There ls no tradibon of such msbtubons, 
wluch can be a sigruficant barrier for the short term 

Four regulatory alternatives were identhed 

H A Sub-Mirusterial Agency where a distmct unit of the responsible 
Mirustry would be created Pncmg approval would shll be performed by 
the k l s t r y  of Fmance 

H An Inter-Mirusterial Commission composed of representabve from 
several mmistries with electricity-related concerns with the b i s t r y  of 
Industries and the h4mstries of Finance assurnmg the principal roles 
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m An Adwsory Councll wluch would be separate from the responsible 
mmistries and may rnclude officials from these mmstnes The role of the 
advrsory council IS to offer lugh-level advice to the mlrustrles It would 
have llmlted statutory authority 

rn Independent Regulatron compnslng a commrssion with a chaman Each 
commissioner would have an equal vote There would be an odd number 
of commssioners to avoid deadlocks A five-member commission IS 
probably appropriate for Romarua 

Based on conszderatron ofthe optrons, we would recommend that zf Optron 2 or Optzon 3 rs 
chosen, then regulatron should be by erther an rnter-mmzstml commzsston or an 
zndependent regulatoy body VOptzon 4 rs chosen, an mdqendent regulator would be 
essentzal 

IX CREATING THE LEGAL BASIS FOR THE RESTRUCTURED POWER SECTOR 

There are four core legal areas that should be addressed mth respect to any ophon 
chosen 

rn Enablrng Legzslatron The electric law should clearly set forth the authority 
pursuant to whch the structure for the sector operates and should define 
the general parameters of that structure 

rn Regulato y Authorzty The law should provide for an mdependent 
regulatory authority, which must follow clearly expressed substantrve 
critena and function m an open, predictable, and reviewable manner 

Commercral and Investment Structure Pnvate mvestment is a goal, laws 
dealing with commercial and mvestment Issues should facihtate such 
investment 

Antzmonopoly Control If compebtron is a goal, the law must set up a 
mecharusm by whlch the government can deter and stop parbcipants m 
the sector from obtammg monopoly control and engagmg m antr- 
competitive behavlor 

Each of the four optrons discussed m thrs report has ddferent needs relahng to each 
of these four crltical areas of the law, and some optrons need more legal 
development m certam of these fields than others 

Each opbon wll requlre fundamental changes m the electnc laws to effect the 
structure and goals of the option M l e  the compebtrve market option would 
requlre the most change m the law, each optron has certam uruform and basic needs 
each requires laws that set forth speclfic substantrve, enforceable criteria, create 
predictable, transparent, and reviewable procedures, and clearly delmeate 
governmental and pnvate-party nghts and responsibihties 

- - - - - - - 
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X HOW TO PROCEED 

Whle the ideal goal of mdustry restructuring may be the compehtrve model, it is 
clear that present conditrons in Romarua and at RENEL do not offer the prerequisites 
to support that ophon over the next 10 years 

At the same tune, whde it would be relatively padess to select Ophon 1, it would do 
little to acheve the GOR's objectrves for the sector Accordzngly, the relevant long-run 
chozce appears to be between Optzons 2 and 3 Successful zmplementatzon of ezther of these 
optzons would set the stage for an unbundled competztrve model zn subsequent years 

Achevmg mearungful sector change wlll require a transition from the current 
structure We would recommend that the GOR proceed m a phased approach The 
exact tuning of each phase is difficult to predict with certamty at this point However, 
once a decrsron has been made to pursue a speczfrc optzon, we would recommend that a hzgh- 
level task force be establrshed to oversee the process and ensure that all oblectrves are achzeved 

Four phases would be requred for the Romanian power sector to evolve mto a more 
compehhve structure 

Phase l Preparation 

In tlus phase, which may requlre up to 3 years, the power sector would operate 
much as it does now The prmcipal acbvitres would be as follows 

w The GOR would undertake policy evaluatrons and decide on the policy 
changes required to support the restructmg optron 

The GOR would proceed with Phase II of th s  study and adopt the 
resultant implementation plan 

m The GOR would act on new legrslahon for the power sector 

w The GOR would establish its objechves for valuabon and, m conlunchon 
with RENEL and others, commence to value RENEL generatron assets 

w RENEL would contlnue with its commerc~al~zation and funcbonal 
unbundlmg activibes and least-cost programs 

RENEL would conbnue with existmg rehabilitahons 

As outhed above, Phase I would establish a sohd bas~s for fundamental reform to 
the sector However, it could present the greatest challenges to the GOR because it 
will requlre a polibcal commitment to change The successful completzon of Phase 1 wrll 
send clear szgnals to both the domestzc and forergn communzty that Romanra zs serzous about 
restructuring and, hence, creatzng an envzronment for attractzng new mvestment 

- - -- - - - -  
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Phase ll Creat~ng the New Power Sector 

In ths  phase, wluch could take up to 3 years, achons would have to be taken to put 
m place the fundamental elements requued to make the option operahve These 
achons would mclude the follomg 

rn The GOR estabhhes and staffs the regulatory funcixon, the staff m turn 
proceeds to develop lmplementmg regulahons 

rn Regulatory staff commence work on economic hfetme contracts and bulk 
tanffs 

The GOR restructures RENEL mto a holdmg company with separate 
busmess uruts, with the possibility of evolvmg mto a joint stock company 

rn Licenses and concessions are put m place for all generabon 

Bulk tanffs and econonuc hfetune contracts are developed 

In ths  phase, considerable tune and effort mll  be reqtured to get the necessary 
processes and procedures m place The regulatory funchon will assume 
responsibility for overseemg RENEL's corporattzabon as well as the contractmg 
process RENEL would proceed to estabhsh Independent busmess units for 
generabon, transmission, and distnbubon 

The above may gve  the impression that all the elements work m perfect 
coordinabon In reality, tlus may not be the case, and we do not wish to mrumize 
the significance of tlus issue The creahon of new busmess uruts may be Impeded 
due to management mexperience, labor problems, or overall poor implementation 
All of the achvihes outlmed above wdl m turn depend on the tlmely development of 
the requisite insbtuhons such as the regulator, the necessary contractmg 
mechmsrns, and an appropriate biddrng process If these are not m place, it will 
serve to Impede the flow of capital mto the sector 

Phase Ill ln~t~al Operat~on and Evaluat~on 

In ths  phase, whrch could take up to 2 years, the structure and mstttuhons 
developed m Phase 11 would be put m place and the results of operabon evaluated to 
see how well they are perfonrung and to make any necessary adjustments In 
parhcular, the following factors would have to be morutored 

Effectiveness of the new pohcy reglmes on the power sector 

rn Performance of the regulator m reviewmg contracts and the biddmg 
process 

rn Effechveness of the contractmg mecharusms 

rn RENEL's performance as a holding company and transparency of its 
operabons 
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w Responsiveness to mvestors' mterest m new generahng projects 

Where and to whom benefits are f l omg  

As noted above, t b  phase would provide the tesimg ground to see how well the 
system performs and to fine-tune its elements The benefits of compebtron and 
corporatlzabon should begln to emerge d m g  t h  phase 

Phase lV Flnal ~perat~on 

In ths  phase, any modificabons from Phase III would be mplemented and the 
power sector would be structured and operated based on the selected model 
Dulng t lus phase, addihonal decisions may be relevant, such as 

Requmng RENEL to divest itself of addihonal generahng assets 

w Privatizing part or all of RENEL 

Need for GOR guarantees for new mvestment 

Dumg th~s phase, the full benefits of the compebhon envisioned m Opbons 2 and 3 
would be reahzed The role of the GOR m the sector would be mlrumal, and pnvate 
capital should move mto the sector However, there is a danger that the benefits 
accnung from these so-called Intermediate opbons may be so positive as to decrease 
the GOR's enthusiasm to proceed to the more fully compehtive Ophon 4 Such a 
tendency should be resisted if it is very clear that further benefits can be acheved by 
nnplementmg ths  optlon, otherwise, Ophons 2 and 3 w d  shll provide for 
sustainable long-run benefits 
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