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Introduction

This booklet 15 mtended to answer most quecstions fikely 1o be rused by potentil
nvestors sponsors ind cntreproncurs considenng, moapproach to the Furopen

Bank

What Is the European Bank?

The Furopcn Bank for Reconstruction and Deve lopment 15 an it rational
mnstitution whose members currently comprise 53 countries toge the r with the
Furopcan Fcononic Communty and the | urope i Investment Bank Based in
London it be gan ope ritions in Apul 1991

Where does It operate?
Lhe Bank operites in the countries of contral md eastern Furope mcluding the
former Soviet Umon committed to muftiparty democracy plurdism ind open

marke 1 ¢ conomie s *

What are the Bank’s objectives?

fo provide loans equity mvestments gurntees advice and techual

cooperation to quabificd pplicants i order to

®  promote privite and «ntre pre newn il amtobive

o faster the transition toward democracy and open morket onented economies

What Is distinctive about the Bank?
It differs from sinular institutions i se ver d ways The Bank

o finances projects and mvestme nt progr imaes excusvely i the countines of
central and eastern Futope, ncluding the former Soviel Umon

o provides funds within comme roal decston making time fames wcordimg, o
sound b inking ind mvestment principles

o 15 commutted to promoting e nviconme nblly tesponsible and sust unable
development

e has a mandate which gives 1t particul v concan for the promonion of
demod rate institutions and huntin nghits i the countiees in wihich i

operiles

* See puge 19



Operations

How does the Bank carry out operations?

The Bank s two opcnimions Vice Pressdencies are Merchant Banking, and
Dosclopment Banking,  whoof which s stalfed by profe ssion s with specaaist

country industry ind tninsactional ¢xpenance

Marchant Banking, carries oul the Bank s funding of priv ste ente eprises and
compnies to e puvabsed id includes within i the ull range of private seclor
(i ancing skills and cxpenence At least 60 per cent of the Bank s funding 14
ducctad cithor 1o private sector enterprises or to state owned ¢ nte rprises

iple menting 1 progr umme 1o aceve private ownership and control

The bilance of its funding, 15 dste cted 1o physical and financal infrastrucwre or
other development projects This vty 1s carnied out through Deve lopment
Bwking, which includes within it the full range of deve lopment bank financing

coonomic country and sectoral expertise

The Bank has icsident offices i Bucharest Budapest, Kiev, Moscow, Prague
Solve birio and Wasaw 1 mtends 1o open resident offices s the ne ar future in
Alma Ata Branshwa Minsk Raga (for the Baltic States with sub offices in

b stome d Fathuuiny) md lashkent
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Ehgibility

What kind of projects does the Bank seek to fund?
The Bank fimances progects that will help o

® credate a compelibive privale sector

o foster entre preneurtal wivity and small and mcdium size d e mtegprise
®  privalise stile owne d ente rprises

¢ cncoutage dirct foragn inve stment

e create and stre ngthe n financ ol institutions

* restructure the industrial sector

¢ create a modern infrastructure for private se ctor development and trinsition

10 a matke U economy
¢ improve the «nvironment

What are the key criterla by which the Bank assesses proposals In the
private sector?

Proposals submutic d by private ente rprises and comp s to be priv atised

should have strong sponsors or partne rs and viable business plns boasod on

* competitve products or services with sound market prospects

e sigmbicant cquity commitment m cash or m kind by progect sponsors
* strong manage ment

o de pendable technology

¢ sound envirouni ntal manage ment

wl



Financing mstruments

What capital structure does the Bank favour in the private sector? What kind of finance does the Bank offer?

The Bank provides tecourse and himited recourse financing € encaally ot favours A full range of fimancing mstiuments s offorcd o vimnhet s mecuding,

projects where one thud ol the project s or company s capttalisation is covered by o foans (s cured or unscomed suborduntcd comyvatble or cquity Tinkecdy wath
the sponsors ¢quily contrbution some of which may be i kind The Bank can & ntaxamum Lol motanty of 10 ycars lor commercnl entorprises aud of 15
nonnally provide one thud of the financing, often i the form of loans and 1 years for ml st progocs
pre parcd o assist i lindiog linance for the remaming vne third gy
o debt gunmtees
How does the Bank assess whether to finance a project? o debt and cuuty undorwoing

It asst sses whe thdr to finance projedts by analysing the project business plan
and hmancial projections and assessing the abnlity of the project sponsors to
unplement them In shiuctunng s debt fmanaings the Bank strives to match aclivities

Fhe Bank does not issuc guatantocs for export cicdits or undost the sosun uince

grace and repayment penods 1o each project s expected cash flow
Foans ¢ be denomm ncd i any of the im gor cunenoes o m cunoncy ans

the Banh docs not accopt exchnge vsh on repayment

the Baok s loms o commorcnd caterprises we not o mtced by the host
government and are typic dly without tecourse 1o foragn sponsors al iy Lo

' financing 1o state owned enteprises under pos s on s onc sl b sis

Funding

How much capital does the Bank have?
L he Bank has an imuial subsc ribed capital of FCU 10 billion of which 1 CU 3
bnllion 1s pard v The remainmg, FCU 7 inlhon which represents the callable
capital will be botrowed i the iternational capuial mankets  Fhe geanng ratio 1s
one o one The Bank can thus make total commitments of FCU 10 bithon Ouly
an amount ¢quivalent to the paid 1 capital plus general resuives and smpluse s

can be mvested 1n equity patticipations
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Terms

On what terms does the Bank lend?
R ate s of imtciest are based on o margin over a marked benchmark (nonnally
Libot) Loans can be vanable 1ake or — using the swap and options market — fixed
tate capped on with an mtegrated collar For commodity e lated products

commodiy hinked loans can be provided

Lhe loan margin reflecrs both country and commercial nsks fos fuither et io

conform to conditions 1 the syndicated loan market

On what basis does the Bank take equity positions?

It can provide ¢ quity financing for compantes that have a strong growth pote ntial
Lhe Bank secks an adcquate return on its mvestment aml requires a lear and

credible exat strategy 1n the medium term

Lhe Bank does not seek controlling, intere sts or diredt 1esponsibility for managing

cnleprists

When a partner Is involved, does the Bank look to it for full recourse?
Recoutse (o 4 partner s not required although the Bank may seck specific
pe rlotmanc e commitments o the absence of recourse o a partner the Bank s
terms reflet the country and comme raial tisk of the enterpiise beng hinanced,

rather th i the credit ratng of the paniner

What Insurance Is required?

In ts financing operations the Bank requires the companies or entities it funds
1o obtaim adequate insurance against normally msurable risks 1 does not tequire

protection against pohitical risk or non convertibihity of the local curtency
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Co-financing with the European

Bank

How does the Bank cooperate with other banks?

As well s providing, tuvaincing tsddt the Bank s o atewct pabshe and pronc
Cpatad to contnd ind Caston Finope mccluding the dormer Sovict Union I works
with private himancnl mshitutions o cre e T mesig, stisctones thot promote the

development of privale sedlor progeds

The Banh worhs closely with the Berne Umon of Faport Crodit Agencws
stehs 1o collbotate closdly wath Begw Union membars i suppotting,

comme rcnd credits o counties of the 1cgion

What are the benefits of co-financing with the European Bank?

Lhe Agicement Fstabhishung the Bank  vieaty imong, sts mombor mstiutons
and povarnments provides the Bk with adcginite protcction lon ats e stime nts
Hs member govanmaonts hiave aread not 1o unpose iy restictions on th
payments of puncipal mterost divide nds ad other chiges moaespect ol the
Bank « laans aind investiments mthe procecds of dispos al of such mve stmeonts
Uneler certamn cocumst inces antem o bahs patopating, o 8k

tansadbions ny bewc it bom ths potccion

In addition a number of b mbhing, supovisors lonve recogmisad fommnlly o
otharwese that co fimanang tuough the paticp tion lechmgue uscd by

smte pnation d faancnl istitutions should be given pretoentod be wimant
upplym;, tounhy T provasionig icquinements As cesalt pubicipions Iy
banks regalated i these gunsdictions e cxsempl rom country osh provisioning,
requitements therehy substmtally smproving the sctns to the binks A
number of westom Fuope m countnes sccond this Foounble segul stony

treatine nt 1o lans whons <o linanced with the 8k

In public scetor opoations paalled co finimcmg, of conti s o jout iy,
under Bank procurement sules provide opportamties for ned fondeas
pacticipate m public scotor projects that e beon piep ucd with Bank
assistance have provision for neccss uy o gomont aul opeon itional
wsprovaments wd whee the Bk will vemon s the ponopad londer The 18 ik
o olfe s oprion il cross dedwlts wd coopor ion gacements o co fombes In

sutie Cincamstanees e Bk woepts vsbrae of tied conti ot Tnnincing,



Processing

How can banks participate in the European Bank's loans? Does the Bank work with project advisers?
The sumplest form of o financing 1s the participation by other banks i the . Assessment of progects s ccdderted where they e woll pre poed ind whes
Fwopean Bank s loans Thiouph this techmque, commercial banks ¢ moshoud the they ke account of the B ks cotenn Thactore the b stiongly cocoun .-
bene it of the Bank s status as i iternational mstitution The Bank as lendar of progect sponsors to et un il logd wcounting, imd icchime sl wdviscrs for
v

wed will extend loan 10 a borrower on terms pre antanged with and 1o b poject iecp nation

funded by otha lenders The Bank wall se ll participations without recourse to
Hie Bank tccognises advisoty costs as 1 logiinm e pat ol progect costsnd such

ise i such Joans 1o other nancal institutions
costs may thercfore be rep ad out of the procecds of s o s

What is the Bank’s role In syndication? Spectal weaght 1s gven by the Bank to the work of whviscrs whidh s biched up

Lhe Bank scehs 1o mobihse capital for central and eastern Furope 1 addition 10 by thew willingness 1o lend o projects on o tike some ol ol then

providing its own capatal and syndication 15 an important component of 1t remuncsation w o ms o or cquity mthe project

B 0 I . dic
financ g, arrangements The Bank sccks out participants for syndicates on the Proposals are reviewed by stf ad considercd mthe hight of the Bank <

» rac he local markets the borrow sire o hish or
basts of thewr achvaties in the ocal s ers desire to establish ipprovad country status Specthic propuos s e subject oo e oo

o w with mt 0 » nd the Bank s experd
maintam relationships w ernational bunks and the Bank » expenence with e chimcal wd cnviomientld tevicw to assess ther viabshity bodore sabission o

and knowledge of the banking communty the Bank = Board of Directors

Currently the most widely used techmgue s for the Bank to remam the lender of |

recond thus providing, p iriapating, msttutions the beneht of its prefencd How does Merchant Banking process funding proposals from commercial
credston status The Bank will admuister these foans but may — de pendimg upon enterprises?

its lients wishes or market Cncumstances - imvite one o1 more banks to co Requests for fmand g, should be submtted ducoly to the Bank by the

anange the syndicate commercial caterpises seching inmee o by tcnmeds s withorsed o

for them
As a more mature market deve lops for loans m e wch of the countnes of central

and eastern Furope the Bank will ¢ ncourage other forms of kending, which will In processing, requests fo fmancimg, Madime Bankimg, vedis on s prodessiond
tely less on s preferred creditor status valu ation and credit structiwnng shills und s spocrdised knowlodge of the
counties of central and castean 1 wope

How can tied lenders share In financing Bank public sector projects?
Its approacle is commorcnd based on dlull sscssmont of ¢ b progect s s

Lhe Bank annound es contracts for which external financing is sought through ns
] and a tme by decision process Under nonmol cacomst msces st should take il

wublication Procurement Opportunuties and seeks Ind offers accompanied with !
i I - |
months rom the wceapt of lull projectimdonn on to ¢ Lo compatang it

offers of hinancd for seledled comracts Banks and export credit age noies can

[

subscribie 1o thas publication Mcrchant B anking, works closcly with sponsors aod then wbviscis ionocovowing,
the commarcial ments of propos s i than covnonmend nmnphs dwons The
Banh 15 shle to provide whvicc on pragect stractwnng, aed binasend design in

wvestments i the egion The Baok codotces stoct conladente ity
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How does Development Banking process proposals from central and local
authorities, utllities, financlal institutions and other public sector agencles?

R« quesis for hinancing, should normally be submutted dircctly o the Bank by the
govemment o1 public authornty sponsorimg the project, rather than by individual

contractors compe Ling, for such projects

Devedopment Banking oflers assistanc e 10 governments and thesr age ncies i the

following, are as

o popctidentification preparation and lunding in the physical and linanaal
infrastiuc fure sec tors

o mobulisation of additional finance from public and private somces on a
<0 financing, basis

s supporl of project implementation including procurement

What are the Bank's environmental procedures?

The Bank imtegrates us environmental policy prionties into all stages of proposal
appratsal through its systematic environmental review process s mvolves
strecning investigahions such as Fnvironmental Assessments and Audits
envitonmental review cavironmental covenants and conditions 1corporatad into
documentahon and supe rvision and evaluation

Project sponsmrs are asked to provide information on environmental issue s
associated with their proposals The Bunk screcns proposals 1o decwde what fom
of covirenmental mvestipation 1s required and whether improveme nts could be
ncluded within the progects s the 1esponsibility of the project sponsors or
promuters to submut iclevant enviconmental studies technical information and
records of public consultation Lhus information 1s reviewed by the Bank’s

k nvironmental Apprasal ( roup

3L8T AVAILABLE COFY

What are the Bank’s procurement procedures?

The Bank ~ pobicy on procuroment s 1o b opon wd Fur competition Toe th
procutcment of goods works and scrvices procused ander B b i ouecd

ope tations

Bank fininccd operations may dvaw on supplics conti wtors poods e s

from any countiy

bor pragects undantahen by private sccton enterprses the Bank miust b s dishicd
that procurcme nt procedurcs comme ot the ¢ gl inve stine s il funds e

cost eftecnve Inappraprde ses b will encoun g procute ment through
competihive tendenmg, Howovar tos will not be mond story sind nonm ol
commctenl pracnices that cosare vsound selecton of o Quipme nt b compe Gk

prices would be mord common

For projects undantahen by public secton chents the B mb will norndlly 1 quiie
open e mation il e nde ring, procedunes consistont with the Bk < Proc e ment
Policies and Rules lor provwienient of the goods worhs i seivices it fon e s
Under specral arcumstand s the Bank wonld e 1o othe ppropi
procedures such as sclocive tendonng, sigle tendos nd shapping, uy line withy
the Bank s Procurement Policaes and Rules

The Bank also publishe s 1o its wionthly newsbe ttc o Procuarcntent Opportunitie s
wlomation on all progects approved by s Bo wd of Do ipprov el
techmcal cooponstion projects the progect pup line e public sccim
procwrcment pnotices ond conte i taw ad sndonnntion fos oo ulible by il

subscnption hom the Bank s Procueme nt Ungl




Techmecal cooperation and Approachimg the Bank
consultants

How should organisations approach the Bank?

The Bank wishes 10 he ot from busmesses wsl ong imsations o L then mand acd
Does the Bank offer technical cooperation? ) p e thions wE R e
advise1s trom contr il and castom Dnope on dhaewhoe thg hove spoatie

val wdvice technical covperation and tramin thiough
The Bank can offer fin il udvice technical covpera b b {unding, propos ths that meet the followig, ctiton

funds spe ¢ thically provided loy this purpust by certam of its me mber
e Dusttiess plans o feasthibity studies completed unch Cudursed by sponsas

gove rme nts and it rmational mstitutions It does not sech advismy matil tes 0

the it advistrs patners wdenihied (whee approprte) lotters of imtent signed

onlet 10 earn fees 1 compe ion with provide rs of advisory services Rather it

o asponsor with a sold ack sccord and provon espetise

asisls selecicd gove rmme ntal and private st (ior enlitiés in dehmng requireme nts

o matching the Bank » prontics s sctout above

for st ke ctng, montony, and binanaog consultants and other advisers

e (nd mthe Cise ol commernd cnterpises) woal ity of an appropr

How does the Bank deal with consultants and financlal advisers? Yeve Lol cquity fiancing, i the ontopise m for th projet

I he Bank wishe s to work with the wide range ol ¢ onsultants and hinancial
The pages that follow show whitinlonnation the Bank nceds 1o imsess propuosals

advistrs who ate acuve i central and eastern Furope i luding the fomer
I b For details of how 1o contact the Bank see page 18
Soviet Unton and who may bring 1o s aliention viable enterprises and projects

1 the comnm rOal sector

b rom time to tune 1l calls on the services of ¢ onsultants and hinancial advisers (o
work on projtts or o provide techme b coope ration expertise Consultants
sceking 0 do business with the Bank should contact the Consulting Services
Admunistrator who maintatns a database of ¢ onsultants

BEST AVAILABLE COPY
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Guide to presenting proposals

Fot private scctor iansactions the {ullowing information |u0vuh din LUy

form will he heldplul to the Bank i deternuming whethor 1o gnoceed with 1

popused transaction

Business plan of the company

A descupuion of the company and its acivity

the {ull name and legal forn of the borrower or share 1ssuer and location

o currently under privatisation the exact status of the process

products and services

muthets competition and regulatory considerations 1f any

management including role if any of hey sharcholders

capital structure (ownership) ncluding background of key shareholders and
then stahe in the company

full financ 1als for current or past years e luding, profst and loss and cash

flow state ments and balance sheets

The transaction to be financed

A description of the plan for which the company 15 seeking bnancng indcluding

description of what is proposed to be done
bustniess 1ationale and bene hils
environmental considerations

reasons for expecting the plan to succecd
umplementation how and who will manage 1t
timetable

BEST AVAILABLE COFY
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Financing plan

The proposcd fimancing, plan and prcliomm uy tonshieo for b, the
Liansad tion

® capital structure

o debt sttuctne including souccs of supplicr aadit local i Lorcign

cutiency lons

Financial projections

the financual propections should be consistent watl the biesiness plar 1t nst
state the sssumptions used (¢ g salos prowth poces gross mugins od the boasis
for them) wd demonsttate that the comp iy i scvice md sopy s de s
and/or oller an attractive sctun ow cquty bhe fnmcnd iy sis shoold e hude

dataslad

o prohit and loss statements
¢ govestmont plan i luding, working, < apatad ie cds
e ¢ ish flow statenie nt (soutces d use s of tunds)

¢ balance shecls

The above anformation i sy form will aflow the Bk 1o podotm 1 st
apprarsal of the propos il Hthe Bank decides o procecd the Bk ~ st
due diligenece will comsuder all submmticd materol wad wdional veley it o

il necessary including enviomme ntal stache s wd tochmed iy ~es



Contacting the Bank

European Bank for Reconstruction and Development

One Fxchange Siudie
London FC2A 20 H
United Kingglom

lel +1171 338 6000

Proposals for private enterprises or related to privatisation

Ronald Fieeman
Fust Vice Pressdent Merchant Banking
lax +44 71 338 6102

Proposals for physical and financial Infrastructure projects

Mario Saicinddh
Vice Presudent Development Banking
Fax +44 71 338 6105

Telephone enqulries

Laura Nicholson

Suzanne Frankhn

Project Fnguinies Unt

lel +44 71 338 6282/6252
kax +44 71 338 6102

Consultants should contact

Consulting Seivices Admumstrator
Ll +44 71 338 0082
bax +4171 338 6100

General enquities about the Bank

Public Affairs Otfice
el #3471 33872314
bax +11 70 3380139

[}
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Membership in the Bank

March 1993

Albama
Armoma
Australvy
Austna
Azerbayan
Belarus
Belgum
Bulgana
Canada
Cyprus
Denmark
Fpypt
Estoma
Finland
krance
Georgia
Germany
(reece
Hungary
Iceland
heland
Israel

haly

Japan
Kuzakhstan
korea Republic of
Kyrgyzstan
1 atvia

L htenstam

1 ithuama

 ure mbowrg,
M

Mcauo
Moldova
Moracco
Nethedhinds
New Zcaland
Norway

Poland
Potug,al
Romama
Russian Federation
Slovema

Spun

Sweden

Swilzetl ind
Lapkistan
lutkey
Tuckmdnistan
Ukrame

Umited kingdom
Linate d State s of Amenica
Uzbe kastun

Furope i Foonowie Conmunity

L uropean Investme nt Bank

Countries in wluch the Bank operates are m bold type

Membership procedure | (e aes th ¢

hRpall th Foomer Yo sdae Repulle M
and the SUvah Republi are wnr by 1ang, fuade 1
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RUSSIA: A MODIFIED INDEPENDENT POWER PRODUCER MODEL

1. INTRODUCTION

1 The am of this paper 13 to bnefly outhine, based on expenence gained
elsewhere, the most important components of a possible secunty package for a
power station financing in Russia This paper outlines how Russian power
generation projects couid be presented to the European Bank ("EBRD") and
potential co-financing commercial banks ("banks"), under the protection of our
preferred creditor status with the Russian Government (“government”), as
represented by our "A/B" Loan structure

2, It needs to be stressed that all credit proposals would be subject o0, on a case-
by-case baus, the final approval of senior management and Board of Directors of
EBRD

3. Wherever possible, the aim Is to ensure that such projects possess commercial
and political nsk profiles similar to Independent Power Producer (“IPP") projects
that banks are fam:har with elsewhere in the world The IPP Model 18 currently in
use in the United States, Canada, United Kingdom, Australia and the Philippines;
and 1s at an advanced stage of implementation in various forms in Mexico, Malaysia
and Ching

4 Inthe absence of the need or desire for an unconditional government or
sovereign loan guarantee from the government for a project’s offshore debt portion,
the IPP Model {3 viewed as represenung the financing model most likely to be
acceptable to co-flnancing banks,

5 Itis anticipated that use of the IPP Model will in the long-term enable the
government to finance a much larger number of projects, than if sovereign
guarantees were given for each :ndividual project Use of sovereign guarantees as a
method of financing projects will increase the government's contingent liabsliues,
which in tum may hamper future government attempts to secure additional
borrowings on international capital markets

4
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6§ It1s intended that the IPP Model would distribute commercial and political risks
in a fashion more acceptable to banks, than more traditional financing structures
sucn as Build, Operate & Transfer ("BOT™) or Build, Operate & Own ("BOO") In
most cases, Russian power projects structured with BOT or BOO models, would
almost certainly require sovereign guarantees, even with the support of multilateral
development banks, to secure bank co-financing

7  Application of the IPP Model 1n Russia would theoretically include sufficient
commercialisation of the fuel suppllers, fuel supply transporters and power offtaker,
and their respective contracts, to secure bark firancing

8. Application of a typical IPP Model 1n Russia, even with use of our "A/B" Loan
structure, may not in the view of potential co-financing banks, adequately mitigate a
power project's commercal and political risks Application of the IPP Model would
represent a significant departure from the more common BOT and BOO financing
structures used elsewhere in the world. It 15 therefore proposed that a modified IPP
Model could incorporate in the secunty package a series of performance guarantees
from the government, for specific events relating to the vanous obligations of
recently-privatised or sull state-owned entuues (such as those entities listed In
paragraph 7).

2 ALLOCATION OF PROJECT RISKS

9 The proposed modified IPP Model removes the direct performance and
financial risks from the government, and places these risks on the shareholders of
the Independent Power Producer Company (IPPC) (a special purpose project
company) and the power offtaker (f this party is not an IPPC sharehoider)

10 Through their continuing indirect ownership (because entities are sull directly
state-owned or their share capital is sull majonty-owned by the state) of a majority
of the share capital of the fuel suppliecs and the regional (or local) utility company,
the government controls and therefore should retain the risks on the supply and
transport of fuel, and the offtake of power.

S
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11 Inimplementing the proposed modified IPP Model, force majeure nsk would
almost certainly have to be accepted by the government In addition, at this early
stage of development of the power sector .n Russ:a, tt 15 rot known what proportion
of (1) natural and political force majeure risk could be insured, and (li) residual
force majeure nisks that co-financing banks could accept, Residual force majeure
risks would also almost certainly have to be borne by the government

12 Therefore, the allocation of project risks becomes-

« power offtaker (regional/local uulity) accepts fuel price, power offtake and
foreign exchange risks,

* IPPC accepts project completion and post-commssioning performance
risks,

+ government indirectly accepts fuel supply and power offtake nsks,

e government accepts natural and political force majeure risk;

e government accepts transfer risk

3 MODIFIED IPP MODEL SECURITY PACKAGE

IPPC Ownership Structure

13. In an IPP Model, the IPPC would be incorporated as a special purpose
company between the regional (or local) utility company and one or more western
utility or development companies Ownership of the IPPC should allow a western
1vestor to exercise a significant amount of control, 1f not majority control, over the
IPPC's management and daily operators Western ownership of the IPPC's share
capital should be 1n the vicinity of 50% 1t 1s suggested that the Russian investor(s)
share caputal contributions should compnse "in-kind" assets (usually the existing
plant and site) and cash.

14 It is aiso suggested that paid-in share caputal should comprise between 15%-
20% of the project's cash costs, Furthermore, 1t 13 suggested that a significant
equity participation from the power offtake party should be made, 1f this party is not
an IPPC shareholder It +s believed that such ownership would provide incentives to
the power offtaker to meet their Power Purchase Agreement ("PPA") obhganons.
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Agent Bank and Escrow Account

18, It 1s accepted practice that co-financing banks would require the appointment of
an offshore bank to act as a project's agent bank This bank would control 2
project’s cashflow using an offshore escrow account, which would be mantamned
with the agent bank

Praject Contracis
16 In the proposed modified [PP VModel, the main contracts would comprise-

¢ Turmkey Construction Contract (or equsvalent), providing for a fixed lump-
sum pnce and including standard contractors’ liabilites and hiquidated
damages clauses,

» Power Purchase Agreement, providing for fixed costs, debt and equity
service, and including standard penalty and bonus clauses;

¢ Fuel Supply Agreement, providing for 100% of the fuel supply
requirements, and 'ncluding standard hquidated damages clauses,

¢ QOperation & Maintenance Agreement, with an expanenced western utility
company, and providing for operation and maintenance supervision,

o Implementation Agreement, between EBRD and the govermnment, providing
a framework of operation for the government's obligations

Contractual Relationships
17 The most important required contractual relationships would be-

« indexation of the electricity price to selected economic indicators;
¢ electricity price 10 include fuel coat increases;
» standard liquidated damages, bonus and terminatior: clauses to apply.

18. Indexation of the electricity price to selected economic indicators, including the
Rouble exchange rate and inflation, would ensure that the power offtaker assumes
foreign exchange risk, and that the project on a "stand-alone” bass, earns a
sufficiently high inflation-adjusted financial internal rate of return to atract
investors.

\]
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Post-Commissioming Performunce Guarantee Structure

19 In the event that potential co-financing banks require additional securnty 1n
adduitton to the security offered by the proposed modifisd IPP Model, which 13 very
likely, rhen 1t 1s possible that EBRD may consider guaranteeing the nominal
financral value of specific performance obhigations of state-owned entities Under
thus scenario, EBRD could request a counter-guarantee (or refund, reimbursement
indemruty etc, as appropriate) from the govermnment, for its potential obligations
under 1ts guarantse (etc) to the co-firancing banks

20 The propesed sequence of events for recourse under the proposed performance
guarantee and counter-guarantee structure, Is-

o EBRD, as lender of record, 1nitiates recourse to - for example - the fuel
suppliers and the power offtaker, for non-performance under their
contracts;

o 1f this recourse fails, then after a suitable cure period, the co-financing
banks could have recourse to EBRD, under EBRD's guarartee (etc) to
them, for the nominal financal value of specific events relating to those
parties' non-performance,

o 1f EBRD's guarantee (etc) to co-financing banks 1s called, then 1t could call
1ts counter-guarantee from the government, for its obligations to the co-
financing banks

21 Any guarantees would be restricted to specific events, which would be
covenantad 1n a project's creditor agreement term sheet, such as, and for example
only, the fallure to provide tuel or offtake power These guarantees would not be
for an entity's physical obligations, but for the nominal financial value of particular
cvents (of failure to perform),

22 In the first instance, following the non-performance of state-owned entities
under their contracts and after a suitable cure period, EBRD's guarantee to co-
financing banks could be called to enable any shortfall 1n, for example, the IPPC's
cashflow, to be immedsately rectified

23, In the second tnstance, EBRD could call its counter-guarantee (etc) from the
government (for EBRD's obligations to the co-financing banks),
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Foreword

This policy paper 1s based on the World Bank Industry and Energy
Department’s ongoing policy and research work, which (1) examines
experiences of industnal countries and the Bank’s borrowers in devel-
oping their power sectors, (1) analyzes 1ssues facing these sectors, and
(1) describes options for dealing with these 1ssues in developing coun-
tries The paper 1s supported by a large body of research, including the
Bank s recent work on governance and public-sector management, the
Latin America and Canbbean department’s regional review of the
power sector, the Operation Evaluation Department s review of power
lending in Colombia, the Asia region s study of prnivate investment 1n
power and coal, the Africaregion’s analysis of Sub-Saharan power sector
successes and failures, and the World Bank compamon pohicy paper,
Energy Lffictency and Conservation m the Developing World The World
Bank s Role 'This paper has also benc fited from extensive outside consul-
tations with developing- and developed-country government officials,
utility managers, academucs, researchers, and nongovernmental organi-
zations
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BOO/BOOT schemes

Country commutment

Demand-side
management

2
‘_,ESTAVA/.LAE.‘.E cory

Glossary

Bwld-Own-Operate (B00) and Build-Own-
Operate-Transfer (BOOT) schemes are meth-
ods by which private sector participation in
the power sector 1s encouraged Under these
approaches, a project company under pri-
vate ownership, or a jomnt venture with a
munority public participation, 1s set up to
plan, finance under limited recourse, design,
construct, and operate power generation
facilities In a BOOT arrangement, ownership
of the faality 1s ultimately transferred to
another entity after a specified penod of op-
eration

Comrmutment must be judged on a country-
by-country basis wathin the framework of a
country-assistance strategy around the
themes of significant progress toward
needed reform and no more “business as
usual ”

Identifying and implementing imtiatives
that improve the use of energy-supply ca-
pacity by altering the charactenstics of the
demand for energy DSM involves a mix of
pricing, other load management, and con-
servation strategies designed to increase the
incentives for a more efficient use of encrgy
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Energy-efficiency
improvements

Energy end use

Integrated energy
strategy

Integrated energy
resource planning (IERP’)

Load factor

Any measure that results in the delivery of
any energy service with a reduction 1n en-
ergy consumption Thus, carner substitu-
tion or fuel-switching measures that lead to
reductions 1 energy demand also become
examples of energy-efficiency improvements

Energy applications such as motive power,
lighting, process heat, water heating, refrig-
eration, air cooling, cooking, and so on

An mterrelated set of measures that points
the energy sector toward the most efficient,
equitable, and environmentally-benign
resource use Thestrategy requires decisions
on both the energy supply and demand side
about sector structure, inshtutions, owner-
ship, finanaing, fuel availabihty (coal, o1l,
gas), technology availlability (import restric-
tions), structures of end-use markets, pricing
policy, standards, service levels, and so on

Primanly a US -type planning process
whereby uhlities (and 1n the U S, thetr reg-
ulatory commussions) evaluate available de-
mand- and supply side-options to provide
energy services (including purchased
power) and determine an optimal energy
service strategy, given economic and envi-
ronmental factors The essential concept of
IERP 15 the equal treatment, or integration, of
energy-based and conservation-based en-
ergy services Planners attempt to rank by
cost all the different energy supply and end-
use technologies, processes, and programs
that might be used to provide energy ser-
vices and implement them beginning with
the lowest-cost opportumties

A key measurement that comparesa utility s
average kilowatt-hour load to its peak, or
maxamum hour’s usage, 1n a given year A
high load factor means greater plant uttliza-
tion, since a company must build capacity to
meet 1ts peak demand, not its average de-
mand

Load management

Margnal cost

Peak pricing

Regulation

BEST AvaiLaBLE copy
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Any effort to control loads by economic in-
centives, direct interventions, or new tech-
nology Shifting load from peaks to valleys,
or sumply shaving the peak, defers capacity
additions and transfers load from hugh cost,
mefficient peaking generation to more eco-
nomucally efficient base-load umts

The increase 1n the total costs of an enter-
pnse caused by increasing its output by one
extra unit Margunal cost pricing 1s the set-
ting of the price of an item equal to the cost
of producing one extra unt of the item Mar-
ginal cost represents the opportunity cost, or
the total sacrifice to society, for producing an
ttem Long-run margnal cost 1s the cost of
meeting an increase mn consumption, sus-
tamed indefinitely nto the future, when
needed capacity adjustments are possible In
the long run, an increase m demand will
result 1n a corresponding increase in the op-
erating costs as well as 1n the capacity costs

The setting of higher prices than average
when supplying services during a period of
peak demand Enough electricity capacity
must be 1nstalled to satisfy demand at peak
times, because, tn general, electricity cannot
be stored At off-peak times the cost of elec-
triaty 1s lower at the margin than at the peak,
atwhich less-efficient power stations have to
be switched 1n to meet the demand

The supervision and control of the economic
activities of pnivate and arms-length public
enterprises by government in the interest of
economic effiaency, fairness, health, and
safety Regulation may be imposed sumply
by enacting laws and leaving their supervi-
sion to the normal processes of the law, by
setting up special regulatory agencies, or by
encouraging self-regulation by recognizing,
and in some cases delegating powers to, vol-
untary bodics
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Summary and Conclusions

The power sector 1n most developing countries consists of a single
national electric utihty operating as a public monopoly This structure 1s
partly based on the view that electnicity 1s a strategic and pubhcly-
provided good and that people have a nght to power atlow prices Over
the past thirty years this pubhic monopoly approach has facihtated
expansion of power supplies, captured technical economues of scale, and
made effective use of scarce managenal and technical skalls 1n the early
ears
d World Bank lending has largely supported the state-owned monopoly
power utihties with the principal objective of helping provide the basic
infrastructure requured by the directly productive sectors (see World
Bank Operational Manual Statement 3 72, published in 1978) The main
components of the Bank’s power lending strategy have been to (a)
develop sector msttutions, (b) mobilize local resources for expansion
through approprnate power pricing and utility financial management,
(c) improve sector planmng by emphasizing least-cost investment, and
(d) help governments organize foreign exchange cofinancing, albeit with
repayments publicly guaranteed During the 1980s the Bank’s lending
strategy aimed to 1improve economic efficiency and finanaal sustainabal-
ity 1n the sector by encouraging least-cost planning, marginal-cost pric-
ing, international accounting standards and practices, rates of return on
revalued assets sufficient to provide a reasonable level of self-financing,
and internahonal competitive bidding The Bank also tightened 1ts pol-
1c1es on environmental and resettlement standards and implementation
arrangements These changes were reflected in the power sector support
strategy paperin 1983 and the power sector Operations Directive of 1987
The World Bank s lending for the power sector 1n developing coun-
tries through FY91 was about $40 bilhon (about $75 billion 1in 1990
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prices)' or about 15 percent of total Bank lending Inspite of the impress-
1ve expansion of power systems in developing countries and despate the
Banks persistent dialogue with borrowers, the overall technucal, institu-
tional, and financial performance of power utilities in most developing
countries has deteriorated There areseveral examples of efficient power
sectors and many successful individual projects, but a review of World
Bank lending for electric power confirms a declining trend in the sector’s
pricing, finanaial, technucal, and mstitutional performance, mainly due
to governmental failure to address the sector’s fundamental structural
problems
Over the perniod 1979-88, average real power tanffs in developing
countries dechned from 5 2 cents to 3 8 cents/kWh, quality of service
deteriorated, techmcal and nontechnical losses and fuel consumption
continued to be high, and poor maintenance of plants persisted Inade-
quate metering, billing, and collection were the result of msufficiently
commercial operations and lack of enforcement Whule institution build-
ing (trainung of power utiity staff, modernization) has continued to
progress, conflicts between government’s role as owner and 1ts role as
operator of uliies have affected sector performance Opaque command
and control management of the sector, poorly defined objectives, gov-
ernment interference mn daily affairs, and a lack of financial autonomy
have affected productive efficiency and institutional performance
Financial performance, as measured by indicators such as the rate of
return on revalued assets, self-financing ratios, and the level of overdue
accounts, has also declined On average, rates of return have fallen from
levels averaging about 9 percent before the mud-1970s to less than 5
percentin 1991 Self-financing ratios on average were only 12 percent of
Investment requirements in 1991, against targets of between 20 to 60
percent, and the actual number of days receivable increased from sev-
enty-seven days duning 1966-73 to 108 days in the 1970s to 112 days in
the 1980s The overall average of accounts receivable by 1991 was
nunety-six days compared with the general Bank target of sixty days
Developing countries’ detenorating macroeconomic situation and the
debt overhang of the 1980s exacerbated these financial problems and
worsened debt service coverage
In the 1990s the continuing macroeconomic difficulties of many de-
veloping countnes will severely reduce the availabihity of public re-
sources to fund planned power sector investment programs
Furthermore, the changing global environment of the 1990s and the
competition for access to financial resources underscore the need for the
efficient utihization of power sector resources
Under these circumstances, neither the developing countries nor the
Bank can continue witha business as usual ’ approach to managng the
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power sector In the absence of new approaches to restructure anil1
evaluate sector management on the basis of commercial principles, wit
enterprises distanced from excessive government day-to-day manags:
ment, and with clear strategies for generating confidence for new "
trants, 1t 18 unlikely that the required power sector mvestment can be
in the 1990s
m?:)g:fr‘:\%er of developing countries are already changing the way theg
do business i the power sector Examples include Korea, Malaxsna, re;:a
Philippines in Asia, Argentina, Chile, and Mexxso m’Latm (r;nuemea,
Turkey and Eastern European countres and Cote d'lvorre, d,
Ghana, and Malaw1 i Africa Given the large capital requjremegts :nt
ingramed sector mefficiencies, there 1s an urgent need for tge an (3
encourage and support these evolving business methods and commer
res
Clal\l/lsat:\l;lcgcl)vemments have also attempted to use the power sector fan(ci
other publicly-provided infrastructure services to address 1ssuetsl o sn >
aal equity Experience has shown that such pohicies are costly ah
meffective ways of dealing with these 1ssues Subsidized powerl as
further softened budget constraints on power utihities, and the resulting
large deficits have usually been financed from regressive generafl taxes
The power shortages that mevitably result from the mabllltyfto mance
expansion to meet increased demand mean that some form o rahomlr;g
1s required and, just as inevitably, power supply to the poor 15 usuaf y
the furst to be rahoned Clearly, there are much more effechive means for
addressing social equity 1ssues overall than through power sector sub-
Sld’lffss paper focuses on the interrelated institutional, regulatory, and
financial reform 1ssues that are essential in improving power sector
performance The Banks evolvingrolein addressing power sclector needs
in developing countres 1s a natural extension of the Bank’s wo‘;k on
governance, public sector management, and ongoing structural adjust-
ment reforms This paper does notspecifically address 1ssues of technol-
ogy and fuel choice These 1ssues and their environmental implications,
and policy 1ssues related to the rural fuels chain, will be addressed
separately in subsequent papers Issues related to the end-use effncxgnrc;yk
of electric power are addressed more completely 1n a separate a’
paper, Energy Efficiency and Conservation in the Developing World The
World Bank s Role (1993)

Guiding principles for Bank support of power sector restructuring
programs are summanzed below Given the range of regional and
country situations, however, these principles will need to be translated
into specific achon programs at the individual country level and be part
of the Bank’s agreed country assistance stratcgy
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Transparent Regulation

A requirement for all power lending unll be an explicit country movement
toward the establishment of a legal framework and regulatory processes satis-
factory to the Bank To this end, in conjunction with other economy-wide
mituatives, the Bank unll require countries to set up transparent regulatory
processes that are clearly independent of power suppliers and that avod gov-
ernment interference in day-to-day power company operations (regardless of
whether the company 1s privately or publicly owned) The regulatory framework
should establish a sound bass for open discusston of power sector economic,
financial, environmental, and service policies

The dual role of the government as operator and owner of utilities has

drawn governments mto day-to-day interventions in power sector op-
erations There s therefore a need to setup some form of regulatory body
as part of a broader governmental effort to redefine the respective roles
of government, utility, and consumers This imphes a shift away from
the monohthic type of governmental management and toward more
decentrahzed and market-based systems Government would retain
responsibility for setting objectives and articulating overall policies and
for plannung and coordinating sector development It would also estab-
lish the legislative and legal framework to protect the interests of the
vanous stakeholders and the public But regulatory approaches need to
be established that appropriately balance protection of the public inter-
est with the need for enterpnse autonomy This may require regulatory
bodies independent of both government mirstries and enterpnses
themselves

With a more independent and transparent regulatory body, consum-

ers, investors, and environmentalsts could all be heard 1n determining
policies related to investment programs, pricing, access to service, reli-
ability of service, energy conservation, plant location, and environmen-
talissues Essential features for a sound regulatory framework include

* transparency and openness,

* clear articulation of reform objectives, including tanff pohcies,

* alegal structure that clearly defines the rules and procedures for
reducing the level of government involvement and mcreasing the
autonomy and accountability of enterprise directors and managers,
and

* defined entry and exit conditions for private power producers

Such a regulatory framework should mnshll investor confidence and

facilitate at least some competition among supphiers Developing effec-
tive regulatory nstitutions will take time, and concerns about pohhcal
interference and corruption hampenng the effectiveness of the process

=
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may persist, but these concerns should not delay necessary actions in
implementing regulatory reform The benefits of moving away from
current nefficient practices far outweigh the costs
In much of the developing world the present institutional structure
has failed to produce responsible actions 1n response to environmental
concerns Government enterprises, in particular, have found 1t difficult
to add environmental concerns to their already overburdened social
agenda Enforcement actions must be seen as one elementina dialogue
between regulators and enterprises, the objective of which 1s to 1mprove
the environmental performance of the plants under scrutiny Such a
dialogue 15 particularly difficult when both parties are government
agencies The situation 1n Eastern Europe 1s an extreme example of the
problems that exist in many developing countries The direchion of
regulatory and inshtutional change proposed in this paper should goa
long way toward developing institutions that would deal with environ-
mental 1ssues i a more responsible manner A clearer recogrution of the
role of the government as policymaker, rather than producer, will avoid
the confusion of roles that 1s behind much of the poor performance in
this area The development of regulatory bodies will provide a natural
focus for articulating environmental concerns and provide the forum for
a more open process of mput into deasionmaking by all mterested
parhies
Because electric power generation accounts for 30 percent of all fossil
fuel consumption and 50 percent of all coal consumption worldwide, the
gains from reducing emussions of particulates and gases are substantial
Shifting to natural gas and using clean-coal technologies can reduce
emissions of parhculates and carbon monoxide by 999 percent and
emussions of sulfur dioxide and nitrogen oxides by more than 90 percent
Curbing emussions of particulates should be the first point of attack Itis
cheap—T1 to 2 percent of the total capital costs of electric power supply,
onaverage—and 1t1s important for human health Allnew power plants
should have equipment for control of particulate matter, and 1t should
be well maintained to ensure continuous functioning The costs of
reducing sulfur dioxide and nitrogen oxides are higher (unless natural
gas 1s available), at 10 to 20 percent of capital costs The effects on health
of reducing these enussions are usually much less than for particulates,
and the unpacts on forests, agnculture, freshwaters, and buildings vary
greatly by area The speatfic standards on nonparticulate emussions,
therefore, will depend on circumstances
With regard to CO,, there 1s currently no feasible solution for mitigat-
ing CO; emussions apart from switchung fuels (coal to ol to gas to hydro
or biomass) and increasing energy ¢fhciency
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Importation of services

In some of the least developed countries, the Bank will assist i financing
importation of power services to improve efficiency

In some lower income countries with weak publicand private sectors,
undeveloped capital markets, and a relative lack of market forces, a way
to help bring about power sector reform and increase sector manage-
ment efficiency would be to bning local or mternational industrial or
developing-country services into the sector under uhlity management
contracts or on a twinning basis The Bank will consider the partial
financing of these arrangements Potential services for contracting out
could include plant maintenance, billing, revenue collection, vehicle
maintenance, line stninging, and pole and tower fabrication Otherissues
that could be addressed with outside mvolvement include reducing
supply-side power losses and increasing generating-plant availability
The financial costs of these imtiatives would generally be low relative to
the benefits

Commercialization and corporatization

The Bank will aggressiwely pursue the commercialization and corporatization
of, and private sector participation i, developing-country power sectors

The Bank will assist in developing power sector strategies to brng
about commercialization For power enterprises to operate on commer-
cal principles, they must be treated like commercial enterprises They
should pay interest and taxes, earn commercially competitive rates of
return on equuty capital, and have the autonomy to manage their own
budgets, borrowing, procurement, salaries, and conditions pertaming to
staff

The Bank may be able to facilitate the commercialization and
corporatization of the power sector by linking support for financial
sector reform to power sector financing Thus could be done by channel-
ing some portion of Bank lending to sector enterprises through financial
intermedianes in accordance with existing Bank guidelines Given the
potential importance of the power sector for capital market development
and the comparative price and income stabihity that will come through
more transparent regulation and commercialization, the power sector
could be m a better posiion to play a leading role 1n channelling
domestic savings 1n banks and pension funds to mnvestments in long-
term bonds and equity 1ssues of power companies

Commeraalization and corporatization of state-owned power utih-
ties are necessary first steps in the process of restructuring and attraching

Summary and L!c'usxons 17

private-sector participation Only a few countries have governmental
checks and balances to mantain the impetus for efficiency that comes
initially from corporatizabon Competition i power supply and greater
rehance on the pressures of the capital market for financing power
expansion are required to sustain the effort, and these can only come
from greater participation by the private sector This can include the
participahion of private generating companies, the private contracting of
construction, mamtenance, and vanous other services, or restructurnng
and complete pnivatization

Commiatment lending

Bank lending for electric power will focus on countries witha clear commitment
to improving sector performance i line with the above principles

Despute financial and pricing 1ssues having been an important part of
the policy dialogue 1n Bank operations in the power sector, and despite
the Bank’s having stopped lending to power sectors in a number of
countries because of continued noncomphance with pricing and finan-
aial covenants (Brazil since 1986, Egypt between 1980-89, Mexico be-
tween 1972-88) , the Bank’s leverage 1s imited The Bank has leverage
for policy change only when 1t 1s perceived as an institution that requures
performance and compliance 1n order for resources tobe made available
For this reason, the Bank needs to enforce 1its lending policies and
instruments better and focus 1its delivery of services better to match the
changing and vaned needs of its borrowers

It1s clear that helping countries pursue fundamental mnshitutional and
structural reforms will require an expanded sector work program Such
a program will require the borrower and the Bank to identify and
analyze better the political, legal, regulatory, and institutional con-
straints to improved performance and to spell out clearly the financial
goals and strategic options for the sector More analysis of the robustness
and the environmental imphcations of investment programs will have
to be undertaken Above all, 1ssues of accountability and incentives for
unproving efficiency will have to be 1dentified clearly and remedial
acthions defined and agreed upon Finally, governments will need to
realize that the time of “business as usual * 1s over and that they will not
be able to roll forward financial and performance covenants to succes-
sive Bank lending operations (thereby expanding time frames for com-
plhance) For countries that do not have the local expertise to address
restructuring and regulatory issues, the Bank can provide funding for
technical assistance
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Prnivate investment

To encourage private muvestment in the power sector the Bank will use some of
its financial resources to support programs that will facilitate the involvement
of private muestors

Many potential private power investors are concerned about security
and price of fuel supphes, imely payments for purchase of power by a
domunant state-owned power company, and delays 1n the agreed con-
version of local currency nto foreign exchange Using existing instru-
ments, the Bank can play an inportant role in helping governments
develop financial mechanisms for mitigating some of these nsks While
the proposed Pakistan guarantee operation (Hub Power Project) 1s the
most publicized effort thus far, there 15 a wide range of possible inter-
ventions of this type, many of which could be relatively small and entail
himited risks The Bank will work with the Multilateral Investment
Guarantee Agency (MIGA) and the International Finance Corporation
(IFC)—Dboth agencies of the IBRD—1n supporting such operations, focus-
ing on sovereign nsk 1ssues in accordance with existing Bank guidelines
for guarantee operations Such a focus should help countries develop or
strengthen private capital markets and will be a positive force toward
meeting the projected large capital shortfalls in the power sector over
the next decade The Bank will give such assistance only when satisfied
with the government’s institutional and structural reform policies for
the power sector

t
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Recent Experience

Changing Policy Picture

Because the electric power sector 1s a requusite for growth and modern-
1zation 1n many developing countries, the Bank has contnbuted to the
rapid development of the sector Thus assistance has increased availabil-
ity of power, access to service, and consumption of electricity, and m
many countries has resulted in the power sectors being better orgamzed
and performing better than most other sectors of the economy

In spite of these successes, however, overall sector performance has

detenorated since the mid-1970s, due to three sets of factors

* exogenous factors beyond the countnies control, such as world oul
prices, access to foreign loans, interest rates, and inflation,

e inappropnate national policies on energy pricing, investments,
institutional development, and methods of governance (that 1s,
regulatory arrangements and lack of autonomy of uhhities), and

e enterpnise-related factors, including conflicting objectives and lack
of management accountability, resulting in technical, operational,
and financial problems

Power utihhies have had to face o1l price increases and high inflation,

and they have been hampered in their efforts to recover the cost of power
supply because governments have been slow to respond to changing
conditions and to grant adequate tariff increases Subsidies to some
categones of consumers and nadequate tanff levels also have led to
prices that give incorrect signals to users

In parallel with these pnicing distortions, institutional weaknesses 1n

many countries have ansen mainly because the single electnic utihity 1s
treated as a direct extension of the government While modermization
and the traimng of power-utility staff have continued to progress under
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public monopoles, conflicts between government’s roles as owner and
operator of the utlity have affected sector performance In many cases,
institutional weaknesses have ansen from opaque command-and-con-
trol management and poorly defined objectives For example, sociopo-
litical objectives have emphasized rural electrification and extending
supply to new areas rather than maintaining installabons and improv-
ing quality of service Other factors contnbuting to institutional weak-
ness 1n the power sector have been government interference in

Box1 There s Considerable Scope for Improving
the Performance of Electnnc Unlities

Oneindicator of the overall performance of electric utilities 1s the number
of utility customers per utility employee Based on 1987 statistics, the
developing-country range 1s a high of 292 customers/employee for
Korea, to a low of six customers/employee for Rwanda Below 1s a list
of the ten highest and ten lowest power-sector productivity performers
among the developing countries Although some of the differences are
due to scale effects, most of the better performers are muddle-income
countries, most poor performers are lower-income countries Perfor-
mance 1s not entirely income-related, however As a reference pomnt, the
U S has 240 customers/employee, France has 222, and the U K has 153

Utility customers per employee 1n 1987

High performance Low performance
Cuslomers Customers
Country per emplooyee Country per employee
Korea 292 Rwanda 6
Colombia 180 Botswana 8
El Salvador 175 Burundi 9
Cyprus 165 Central Africa Rep 14
Mexico 161 Malaw 14
Indonesia 160 Papua New Guinea 18
Barbados 159 Zambia 20
Jamaica 142 Mozambique 22
Paraguay 136 Comoros 25
Venezuela 128 Zawre 25

Source: Escay 1990
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day-to-day affairs, the utiitys hmited financial autonomy, and lack of
incentives for utithty managers to pursue technical efficiency and finan-
cial disciphne

The combined effects of electricity pricing below cost and institutional
weakness have hurt the financial performance of utiliies Declines in
financial performance, as measured by such indicators as the rates of
return on revalued assets, self-financing ratios, and level of overdue
accounts, were already evident shortly after the first o1l crisis 1in 1973-74
The 1979 o1l price increases and the debt problems of the 1980s continued
to worsen the utiites financial situation Power sectors n the 1980s
accounted for up to one-third of total public investment 1n a few devel-
oping countries and constituted a sigificant portion of the pubhc debt
Given the problems of debt overhang and structural imbalances, gov-
ernments i the 1990s will face great dafficulty 1n financing their planned
power sector investments

The Bank’s role in the power sector has been that of a lender to expand
electnaty supply and facihitate inshtutional development The Bank’s
main lending instruments have included speafic project loans, time-
shce or program loans, technical assistance loans, and sector or subsector
policy loans In addition, power sector policy components have been
included 1n multisectoral lending mstruments (structural adjustment
loans—8ALs and Public Enterprise Restructuring Loans—PERLs), which
have made the power sector lending program more dependent on the
quality of the Bank s dialogue with its borrowers Financial and pricing
problems have been sources of poor project performance and conse-
quently the overwhelmmng concern of policy dialogue In fact, the Bank
has stopped lending to power sectors in a number of countnes (Brazil
since 1986, Egypt between 1980-89, Mexico between 1972-88) for non-
comphiance with pricing and financial covenants

Despite the Bank’s efforts, however, the overall quality of its power
sector portfolio has dechned The main reason 1s that leverage has been
limated, since a country’s perspective must be considered if the Bank 1s
to mamntain an ongomg dialogue with a government on the need to
implement policy reforms The Bank’s perseverance in its policy dia-
logues with borrowers has convinced some governments to implement
reform measures, particularly because many governments have expen-
enced economic deterioration as a result of distorted macroeconomic
pohicies and the burdens of past debt

Thus paper develops a policy framework for power sector restructur-
ing It focuses on policy options and related mechanusms that govern
pnang, institutional and regulatory structures, and financial reform It
concludes by proposing that formation of a more transparent regulatory
framework, together with a business-hke focus, should be essential
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conditions of Bank involvement 1n the sector Given the regional and
country diversities, individual countnes should be encouraged to re-
view and select the ophions, mechanisms, and pace of reform most
appropnate to their needs and circumstances

Rapid Expansion of Power Supplies

During the past thurty years, power sectors in developing countries have
grown rapidly Most major towns and many smaller towns now have
electnaty from integrated networks that use large power plants devel-
oped and operated as a system Many countries now serve most urban
populations, and some have embarked on ambitious rural electrification
programs

A recent Bank study has shown that in most of the largest developing
countries, installed capacity and per capita generation grew at more than
twice the real rate of GDP over the 1969-1989 period Power connections
grew at 9 percent per year, or about two-and-a-half times the average
population growth rate

The impressive physical expansion of power systems has been an
umportant factor in the economic growth of developing countries over
the last decades Despite this rapid growth, still only a relatively small
proportion of populations in developing countries 1s connected to elec-

tnaty supply
Poor Performance

In spite of the success in increasing the supply of electric power, strong
evidence exists that since the early 1970s, both the operational and
fiancial performance of power utiliies 1n a majonty of developing
countries has deteniorated The result has been high economuc costs to
the countries, the power utilities, and consumers It has been estmated
that older power plants in many developing countries consume from 18
to 44 percent more fuel per kilowatt hour of electnaty produced than
do plants in OECD countries Transmussion and distribution losses are
two to four times hugher than the “normal” level for an efficient utility

In fact, techmcal and nontechnucal transmussion and distribution system
losses 1n the delivery of electnaty are commonly greater than 20 per-
cent—occasionally approaching 40 percent Currently, losses during
transmussion and distnbution represent 31 percent of generation
Bangladesh, 28 percent in Pakistan, and 22 percent in Thailand and the
Phibppines (In the Unuted States only 8 percent of electnaty 1s lost
during transmssion, 1n Japan, 7 percent ) These losses, the equivalent of
about 75,000 megawatts of capacity and 300 terawatt hours (300 billion
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kilowatt hours) a year, represent a loss to developing countnes of
approximately $30 billion a year through increased supply costs Worse,
by the end of the century, based on present trends, aggregate losses
would double While some of the losses represent theft and abnormal-
ties in biling and collection, 1t 15 also clear that techmucal losses in
networks are high

Developimng-country power sectors, which tend to be charactenized by
opaque command-and-control management structures and cost-plus
pnang, do notalways provide for adequate management accountability
nor incentives for sector agencies to mumimze production costs consis-
tently and operate rehably Another problem 1s that the pnmary focus
on increasing supply does not always give due emphasis to end-use
efficiency options These drawbacks are becoming mcreasingly serious
as power systems become more important to national economies and
have greater local, regional, and global environmental impacts

In many countries, utihiies have given insufficient consideration to
opporturuties for major plant rehabilitation and hfe extension projects
when they have prepared investment programs In fact, most Bank
borrowers still have substantial scope to upgrade processes and technol-
ogy to increase the produchvity of sunk investment in existing power
supply facilities This upgrading would begin with better maintenance

Box2 Command and Control

Head of state
Command l
and Mruster
control l
General manager

In a closed command-and-control environment it is pohibcally difficult to
+ make unpopular tanff decisions, and
»  resist the temptation to meddle in sector investment and manage-
ment decisions, to use the utility as a vehucle for pohtical patron
age, to invest m the new rather than maintain or renew the old to
divert funds to ignore bothersome environmental 1ssues etc
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Box 3 Poor Performance of the Power Sector

The government utility corporation 1n a small African country 15 an
example of a small utility performung poorly while funchoning as a
government department that provides electnicity, water, and sewerage
services The power component has roughly $5 mullion gross income, 40
MW of generating capacity, 12,000 consumers, and a third of the staff of
1,000 Government dissatisfaction with electric service 1s apparent i the
eight changes of the utility’s managing director in twelve years Vanous
approaches to improving performance have been used prior to 1981,
UK expatrnate assistance was used, from 1981 to 1988, GTZ (Germany)
funded expatmate technucal assistance plus spare parts, in late 1987, the
utility coporation signed a performance contract with the government,
but results have been disappointing The government 1s now considering
various options (a) a management contract with a fixed fee, (b) leasing
with a rental fee, (c) selling the utility to a private firm regulated by the
government, and (d) continuing the present performance-contract ar-
rangement between the utility corporation and the government Mean-
while system shutdowns averaging two hours in duration continue to
occur about twice a week

Source World Bank reports
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to increase plant availabihity, reduce techmcal losses, and reduce fuel
consumption of thermal power plants In general, the thermal efficiency
of electnaty generation in developing countnes tends to be low, espe-
cially in the many mstances in which such generation 1s based on old
coal- and oil-burning technologies

For many borrowers, immproved mamtenance, plant rehabilitahon,
and life extension imihatives offer signuficant potential for defernng new
Investment Improving maintenance to increase supply capacity by 10
to 20 percent delays the need for investment 1n an equivalent amount of
new capacity A power efficiency program that succeeds in reducing
technucal losses by 25 percent (for example, from 20 to 15 percent) may
defer total investment requirements for new capacity by 10to 15 percent
Improved generating plant availabihty also reduces the need for exces-
sively high plant reserve margins

Detenorating Finances
The development of power supply has absorbed a relatively large share

of the public resources in developing countries Governments have
traditionally used public and pubhcly-guaranteed resources to finance

R

Box4 High System Losses Continue in Bangladesh Despite
Covenants Linked to Disbursements

System losses have been excessive (World Bank covenants have been
neffective) in Bangladesh throughout IDA’s power lending program of
six projects 1n the country over eleven years Losses were 35 percent
before 1979 ranged from 33 to 43 percent a year between 1980 and 1988
peaked at 46 percent in October 1987 and w ere 43 percent in May 1990
These hugh loss levels are continuing despite a covenant in the fiscal 1988
Transmussion and Distribution Project requiring a loss reduchion to 32
percent, and a second tranche release covenant 1n the fiscal 1989 Energy
Sector Adjustment Credit also requining a loss reduction to 32 percent
Due to lugh system losses and poor collection, aJanuary 1991 supervision
report states that payment for electnaity reflects only 57 percent of the
energy generated Because of this lack of progress, IDA suspended lend-
ing for new energy projects in 1990 and suspended disbursements for
ongoing projects in September 1991 The conclusion s that fundamental
sectoral change 1s needed, and without 1t power loss reduction patch
work will not succeed 1n Bangladesh

Source: World Bank records

the development of power supply, which 1s one of the most capital-
intensive sectors in the economy Their objective has been to ensure
adequate financing at low cost, on the assumpton that low-pnced
electnaity 1s cntical to achueving economuc and social development
Partly to keep costs down, the sector has also generally benefited from
subsidies 1n the form of exemption from taxes, duties, and dividends

In many developing countnes, tariff levels are a problem because
governments are slow to adjust electnaty tanffs to reflect higher costs
from inflation, fuel, and interest charges A recent Bank survey of elec-
tnaty tanffs in 60 developing countries has shown that average tanffs
dechned over the penod 197988 from 52 cents to 3 8 cents/kWh 1n
constant 1986 US dollars This put the tanffs at about half the OECD level
(see igure 2) The survey also found that average tanff levels for nearly
80 percent of the utihities did not cover the long-run average incremental
cost of supply

Inaddition to encouraging waste in energy end use and making many
of the more energy-efficient process and technology mtatives finan-
cially unattractive, these tanff policies cause financial strain on the
sector—that 1s, there are low financial returns on very large capital
ivestments and low sclf-financing levels In 58 percent of the countnes
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Figure1 External Financing for Electric Power, Grouped by Credit
Types
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Figure 2. Trends of Electricity Tanffs in Developing Countries,
1979-88
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sampled, net revenues were madequate to cover debt service by a factor
of 15 times (the minimum level of coverage normally required by the
Bank) Twenty percent of the countries did not even show a 10 times
coverage, the uhlibes 1n these countries are, effect, insolvent and
would be unable to cover their costs without government support or
loan guarantees

A review of sources of finance for power system development in sixty
developing countries has shown that the average level of cash generation
of the uhhties was only 12 percent of their investment requirements Thus
compares unfavorably with Bank targets of between 20 percent and 60
percent and with 3040 percent average levels of cash generation
achieved by these utilities in the 1960s and early 1970s Average rates of
return have also fallen from about 9 percent (1966-73) to less than 5
percent As a result, in many countries, power supply, a sector that
should play a major role i the mobihzation of domestic resources, has
become an unnecessanly large and inefficient component of government
spending

In addition to the dechine in internal cash generation, the international
debt problem has also undermuned or reduced the creditworthiness of
many power utihties, particularly in muddle-income developing coun-
tries, to the point where many of them no longer attract commercial or
supplier credit funds To get around this constraint, governments some-
times borrow on behalf of their power utihittes or through such interme-
diaries as the Power Finance Corporation tn India or Financiera Electrica
Nacional in Colombia and onlend the proceeds, sometimes at conces-
sional rates

Macroeconomic Impacts

Whule the economuc impacts of power sector inadequacies are difficult
to quantify, 1t 1s clear that the lack of adequate internal funding, together
with poor operation and matntenance practices, has resulted in a main-
tenance backlog that has affected power plant availability and system
reliabihty, with expensive consequences for countries These are not
merely sectoral or techmcal consequences, in the Latin Amernica and
Canbbean (LAC) region alone, 1t has been estimated that power shortages
cost the regions economies an eshimated $10-15 bilhon annually 1in lost
output and excess investment

Also 1n the LAC region, because of poor maintenance and low plant
availability, 1t has been estimated that fuel costs for thermal generating
plants are more than $600 mullion per year higher than they need be
Because of the low overall rehability of electricity supply, utihities have
mvested some $26 billion 1n building up levels of reserve generating
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Figure3 Comparative Electricity Tanff Levels
(current 1988 US dollars)
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Figure 4 Mean Annual Rates of Return on Revalued Net-Fixed
Assets for Developing Countries
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capacity that would not be needed if maintenance standards were more
like those 1 OECD countries

In Nigeria similar estimates show that if power generation and main-
tenance prachces were mmproved, the country would have a power
supply capacity overmnvestment of about $2 4 bilhion Because of unreli-
able service, about 25 percent of the electric power consumed by the
largest manufacturers in Nigeria 1s now self-generated, at a cost ten to
forty times higher than for power purchased from the national gnd

Finally, a study in Pakistan (which did not include the value of future
investments foregone because of unavailable or unrehable power) found
that load shedding to the industnal sector alone has led to a 1 8 percent
decrease 1n GDP and a 4 2 percent decrease in the country’s foreign
exchange earnings ForIndia the cost of unrehiability n electnaty supply
to the industnal sector has been estimated to be at least 1 5 percent of
GNP

An Expanding Investment Program

Notwithstanding the financial constraints and operational inadequacies
confronting the sector, governments and utihities in developing coun-
tries have expanded plans for large power mvestment programs for the
1990s, which, 1if major energy efficiency gains do not take place, will
require up to $1 trillion to finance 1n current terms According to these
plans, total power supply capacity by the end of the century would
increase by 384 Gw, to about 80 percent above the 1989 level Developing
countnies must also make large 1nvestments to develop the primary
energy sources (coal, gas, petroleum) that support the power production
and energy consuming sectors These requirements will force govern-
ments to consider policies that encourage the more efficient production
and end use of power and to seek new ways of mobihizing financial
resources for sector development

About 40 percent of these projected financing requirements, up to
about $40 billion annually dunng the 1990s, 1s 1n foreign exchange
Developing countries as a group have lhittle prospect under current
conditions of mobilizing foreign resources on this scale, however, and
official financing agencies are unlikely to increase thewr commitments for
power development—now around $7 bilion annually—because of
claims on their imited funds to assist other sectors Private creditors are
also reluctant to re-enter many developing countries that continue to
experience difficulties in servicing their foreign debts These debts in-
clude outstanding commtments of some $60 billion on publicly-guar-
anteed power loans
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Box5 $1 Trllion Power Capital Expenditures
in the Developing Countnies in the 1990s

According to a World Bank study of the electric utthty expansion pro-
grams in seventy developing countries, including the Eastern European
countries of Hungary, Poland, Romania, and Yugoslavia, developing-
country power utiliies want to spend up to $745 billion 1n 1989 dollars
(almost $1 trillion 1n current terms) for system expansion in the 1990s
Whule this figure may seem high, such an expenditure would, mn fact,
imply an average electriaity growth rate of only 6 6 percent per year
Such an expenditure would enable developmg-country utilihes toadd a
total of 384 GW of capacity, raising total capacity from 471 GW 1n 1989 to
855GW1n 1999 Regional and plant breakdowns of the $745 billion capital
expenditures and 384 GW capacity addition are shown below

$745 Billion Capatal Expenditures

Coal (447) Asia (62%)

Geothermal (1%) Afnicr (2%)
Ol (3%)
Nuclear (6%) EMENA (157)
Gas (10%)
Hydro (36%) LAC (21%)
Plant type Regional

Source Moore and Smuth, 1990

The financing requirements n local currencies, up to $60 billion
annually, are also large In fact, even at much lower investment levels,
local currency financing would hkely be a key constraint Domestic
capital markets in many developing countnes are shll too undeveloped
to make a significant contribution to financing power development

Environmental Concerns

Compounding the difficulties of meeting expanded power require-
ments, many developing countries are experiencing energy-related deg-
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radation of their environments The main concerns are CO; emissions
mnto the global commons, the dislocation of peoples and the disruption
of the environment from hydropower development, emissions and ef-
fluents near densely populated areas from fossil-fuel generating plants,
and the use of large tracts of land to construct power generating and
transmussion facilities

It1s likely that fossil fuels will continue to be the predominant energy
source for the next several decades, and the main task ahead will be to
use them i economucally and environmentally satisfactory ways Ex-
pansion plans for fossil-fuel power generation in several developing
countries, particularly those based on coal, give nse to concern i the
host and neighboring countries about acid rain from sulphur and nitrous
oxide emissions Measures to mitigate these effects can produce signifi-
cant environmental benefits, while increasing capital costs by 10 to 20
percent and operating costs by 5 to 10 percent If these higher costs were
passed on to consumers, they could lead to increased energy conserva-
tion There 1s currently no feasible solution to mihgating CO, emussions

Box 6 Investment in Maimntenance Usually Gives Higher
Returns Than Do New Facilities

Many developing countrnes suffer from low utihzation of power produc-
tion facilites Typical generation-capacity factors are only around 40
percent Some examples for 1987 are India 44 percent, Indonesia 35
percent, Jamaica 36 percent, Jordan 41 percent, Kenya 52 percent, and
Libena 25 percent

When plant availabihity 1s low because of poor mamtenance, extra
generating capacity 1s necessary to maintain the power supply In well-
managed systems, a 20 to 30 percent reserve margin of generahing
capacity 1s adequate, but some developing countres have reserve mar-
gins of 100 percent or more If capaaity costs 1,000/kW and the excess
margin is 50 percent, this translates into ovennnvestment of $500/kW
load, or roughly 10/kWh of electricity produced

On the other hand, if additional maintenance expenditure 1s under-
taken (for example, equivalent to 2 percent annually of the investment
cost), the annual cost would be only $26/kW or 0 50/kWh Therefore,
increased maintenance gives a much higher return than added generat-
ing capacity Ironically, the World Bank probably contributed to the
excess capacity in the developing countnes because for many years Bank
lending for recurrent costs, including spare parts, was not allowed

Source Escay, 1990
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apart from switching fuels (coal to o1l to gas to hydro or biomass) and
increasing energy efficiency

A relevant question 1s how best to respond to the threat of greenhouse
warmung If 1t 1s necessary to restrict the use of fossil fuels, could the
world’s demands for commercial energy still be met, and if so, at what
cost? More efficient use of fossil fuels and a switch from coal to fuels
lower in carbon could substantially reduce emussions of carbon dioxide
per unt of energy output Beyond that, the options would be nuclear
energy or renewable energy (primarnly solar, biomass, hydropower, and
wind)

Nuclear power currently provides less than 1 percent of the energy
used m developing countrtes World Development Report 1992 con-
cludes that that share seems unlikely to nise signtficantly 1n the foresee-
able future However, techmcal developments in renewable energy n
the 1970s and 1980s—in solar, wind, and biomass energy, in particular—
have led to remarkable cost reductions in these technologies There 1s
now a growing awareness that renewable energy 1s an abundant
resource that increasingly can be harnessed

Reasons for the Problems

Government policies in the power sector have frequently emphasized
that (a) the power sector 1s an engine for promoting economic develop-
ment and, therefore, should be sustained through public investment,
and (b) electric utihties can also be a tool for addressing social equaty and
employment 1ssues and improving quality of life While these policies
have facilitated availabihty of, and access to, power supphes, they have
also perpetuated the notion that people have a nght to electric power at
low prices This has resulted in increasing demand on scarce public
resources to fund power needs, continuous central government subsi-
dies to the sector, and unbalanced investments Social equaty and em-
ployment objectives have led to overstaffing, subsidies to consumers,
nefficient pricing, and madequate resource mobihization

In the 1970s and 1980s, problems at the sector and enterprise levels
were exacerbated by exogenous factors such as world o1l prices and by
economic problems such as nsing national debt, ngh inflation, and large
and unpredictable exchange-rate devaluations Asaresult, many power
sectors have expenienced problems in servicing debt, shortages of for-
eign exchange, poorly performing state enterpnises, a poorly tramned
workforce and a weak legal system unable to enforce contracts The
foreign exchangeshortage, together with protechomst trade policies that
limit joint ventures and imports, has restricted access by many countnes
to the foreign capital and energy-efficient technologies to develop their
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power supply and utihize it efficiently These constraints have caused an
estimated yearly foreign exchange gap for developing electnicity supply
of about ten times the recent level of Bank lending 1n this sector

The Bank’s experience has shown that when power sector programs
and projects appear technucally sound but fail to deliver results, in many
instances the reasons are confliching social objectives, overall weak
country nstitutions, lack of adequate legal framework, damaging dis-
cretionary mterventions by governments, uncertain and varable policy
frameworks, and a closed command-and-control decsionmaking pro-
cess without adequate checks and balances Sector reforms may become
ineffective 1f laws are not enforced or if there are severe delays in the
settlement of claims Efforts to increase private sector parbicipation may
not be politically sustainable, and the supply response to improved
pricing policies may not occur unless there are clear and enforceable
rules and unless institutions explicitly acknowledge transaction costs
(the costs of arranging, monitoring, and enforcing contracts) Reform
efforts may also fail 1f accounting systems are so weak that budgetary
policies cannot be implemented or momtored or if closed procurement
procedures encourage corruption and distort investment prionties

Although all of these constraints are significant, 1t can be argued that
the basic sectoral problem relates to undue government interference 1n
those day-to-day organizational and operational matters that should be
under utility control Such interference has undermined the accountabil-
ity of those responsible for day-to-day management functions It has
mfluenced procurement decisions, mitigated agamst least-cost fuel
choice, resulted n an mability to raise power tanffs to meet revenue
requirements, restricted utihties’” access to foreign exchange, mandated
low managenal and technical salaries that are tied to low civil service
levels, and promoted excessive staffing and political patronage These
problems have, 1n turn, in many cases, brought about generally inade-
quate utihity managementand orgamization, lack of accountability, fhight
of expenienced and capable staff due to uncompettive employment
conditions, weak planning, inefficient operation and mamntenance, huigh
technical and nontechnical losses, and weak financial momtoring, con-
trols, and collection
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The World Bank’s Role in the 1970s and 1980s

The World Bank historically has been a major supporter of the power
sectors of developing countries Power has been one of the primary
sectors 1n the Bank’s lending program, accounting for $40 bilhion (about
$75 billion 1n 1990 prices) through fiscal 1991, or about 15 percent of the
cumulitive total of the Bank’s lending In the 1980s, the Bank financed
about 7 percent of total power investments in developing countrnes and
also helped these countries raise additional cofinancing If, hypotheti-
cally, power lending leveled off atabout $3 bilion a year and developing
countries were to achieve most of their planned power investments, the
proportion would dechine to about 4 percent of total planned power
mvestments and would remain at shightly less than 7 percent of foreign
exchange requirements during the first half of the 1990s

The Bank’s lending in the power sector has operated in the framework
of state ownership and public control of a power monopolist This
approach helps capture economuies of scale 1n small power systems and
provides financing in the absence of capital markets Prior to the mud-
1970s, thus approach was generally satisfactory in most developing
countries, 1n an environment of low inflahon and low debt levels, and
with governments allowing utilities a signuficant degree of managerial
autonomy

The Bank has also stressed the importance of overall inshtution build-
ing 1n the sector Most power utihties are now much larger and more
sophisticated mnstitutions than they were twenty to twenty-five years
ago The Bank’s objective in supporting the growth of these utiities has
been to encourage economic efficiency, financial sustamability, and
professional management by advocating least-cost planning, margnal
cost pricing, mnternational accounting standards and prachices, accept-
able rates of return, and international competitive bidding

y
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Figure 5 Hydroelectric Project Costs Actual to Appraisal Estimate
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How ever, with the exception of a few relatively well-managed com-
mercialized uthhtes, such as those in Korea Thailand, and Malavsia,
pov ersectorfinances efficerc ardirsbtubumstz edetemorateds o
the past two decades The fundamental problem hasbeen that the closed
command-and-control management approach 1s often subject to polii-
cal compromuse and that in numerous developing countries the political
will to implement and adhere to financial and operating covenants and
sound pricing policies has been disappointingly weak The World
Bank’s Operations Evaluation Department (OED), 1n a recent review of
power sector lending to Colombna for the years 1970-87, concluded that
the Bank should continue to support the sector only if government 1s
willing to tackle much broader and more fundamental institutional and
orgaruzational 1ssues than in the past

A recent review of the widespread use of performance contracts in
Sub-Saharan Africa has shown that in the absence of political will, such
contracts are merely formal documents that produce few tangible re-
sults Anexceptionis the case of Electriciddade e Aguas de Guinea-Bissau
(EAGB) 11 Guinea-Bissau, where the government was so commutted to
the goals of the performance contract that it complied with its obligations
pnor to signature In the majority of cases, however, 1t was found that
governments did not fulfill their obligations, which essentially rendered
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the patorminee contracts meanmgless liaditional government prac-
tices with regard to tanffs, timely payment of electricity bills, and
employment usually remamed 1n force regardless of the provisions of
the performance contracts The review also found that governments
limuted the utility management’s authonty and consequently impeded
transparency and accountability
In response to the changing needs of developing countries, the prior-
it tor hnk londing e the pow at soctor have over the years expanded
from the traditional primacy of loans for electnicity supply to addressing
the interrelated 1ssues of pricing, inshitutional strengthening, and invest-
ment planning New lending instruments have been designed toaddress
the policy 1ssues that constrain sector efficiency and mmpede resource
mobihzation Although project loans have continued, sector lending
instruments now address a much wider scope of 1ssues
* policy weaknesses that constrain sector development at least as
much as capital shortages,
® policy reforms that yield benefits at both sector and macroeconomic
levels,
* sector lending that acts as an umbrella to expedite project lending,
» interrelated subsectoral 1ssues that are not easily dealt with in
project lending,
* policy 1ssues that need to be resolved at the sectoral level, and
* policy loans to cover small items 1n several subsectors that would
be cumbersome 1n a project loan
While there have been many sector improvements, there have also
been problems, mainly because of (a) the failure of governments to
respond quuckly to required policy changes, and (b) the Bank’s linuted
leverage, especially 1n large countries where the volume of Bank lending
mnrelation to the countnes investment needs 1s low The effectiveness of
the Bank’s lending objective to bring about least-cost investments has
also been limited Bank reviews have shown that many projects that
were part of assumed least-cost mvestment programs based on a prion
forecasts of power demand, capital costs, fuel prices, and exchange rates
did not ultimately result in least-cost development This was because
sufficient attention was not given to rellability criteria—that 1s, loss of
load probability and reserve plant margins In retrospect, this result 1s
partly because of a preference for large generation projects and partly
because of difficulties in forecasting the myriad vanables involved An
analysis of forty-nine hydroelectric projects that were partly funded by
the Bank between 1964 and 1986 has shown that in 67 percent of the
projects, final costs vanied much more than thought possible (usually
increased) from appraisal estimates

o
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One of the Bank s longer-term aims has becn that its powcr-scctor
borrowers achieve fiancial and technical viability, which would enable
them eventually to attract capital from commercal sources One mea-
sure of the Banks success mn the sector 15 the ability of the utihty to raise
resources in the domestic capital market In practice, thus has occurred
in relatively few instances In the peniod 1979-88, the cofinancing ob-
tznedb Barkbrrroser b mccmman LV e vrpr ooems e Yem} 000
milhon a year because few puv ersector burroacrs could qualify for
commercial loans without a sovereign guarantee This situation was
compounded by the deteriorated international debt situation during
that peniod

The Bank has trnied to estabhish financial targets as surrogates for
capital market pressure through 1ts revenue covenants (rate of return
and cash generation) and 1ts capital structure covenants (debt/equity or
debt service coverage) Therevenue covenants try to ensure that borrow-
ers cover operahng costs, including depreciation and debt service, and
provide a reasonable contribution to expansion needs The capital struc-

Box 7 $50 Billion Investment Savings by Reducing
Generating Capacity Margins Through Maintenance
Improvements

Power systems require a margin of generating capacity above the system
load to maintain supply when some urnts are out for scheduled mainte-
nance or forced out due to failure In well-planned and operated power
systems, the required reserve 1s typically 20-30 percent above the system
load

In a recent 1989 sample of seventy developing countries, generating-
capacity reserve margins averaged 43 percent, with twenty-six countries
having margins of 60 percent or more Given the 1989 total system load
of 331 GWand anassumed target reserve margin of 30 percent, this means
the excess capacity 15 43 GW This represents an investment of about $50
billion, using $1,150/kW as the weighted average mux of capital costs for
hydro, thermal, nuclear, and geothermal Since the 43 GW capacity
savings would meet two years of load growth at 6-7 percent a year,
mmproved maintenance to increase umt availability and reduce the ca-
pacity reserve to 30 percent could save $50 bilhon 1utally and roughly
$25 billion each year (starting i the third year) in terms of future
generahon investment 1n the developing countnes

Source Moore and Smith, 1990
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ture covenants constrain borrowing to prudent levels, subject to consul-
tation with the Bank Most power loans now mcorporate these cove-
nants
Despite the Bank’s financial covenants, 1t 1s well documented that the
performance and viability of many borrowers has deteriorated steadily
since the nud-1970s (see chapter 2) In spite of frequent confrontations
with borrowers over such 1ssues as tanffs, earnings requirements, and
asset revaluation, these financial covenants are not always effective
because of changing economic and political conditions Also, because of
concerns about country, sector, and entity relations, the Bank does not
always invoke meaningful remedies when covenants are not met
The overall deterioration i sector finances and mstitutional and

financial performance has generally made the power sectors a burden
on national budgets Many governments are beginning to realize that
they have no choice but to acknowledge the deficiencies of their pohicies,
relinquush their traditional role as the dominant provider of resources to
their power sectors, and realize that tinkering with policy tools such as
performance targets and cost-plus financial covenants will not improve
sector efficiency or facihtate resource mobilization Since it will be
difficult to reverse operating and financial deterioration 1n the power
sector 1n the absence of the political will to put 1n place proper macro-
economic policies and conditions, there 15 a need to increase the overall
arsenal of responses, with new approaches and 1mtiatives to facilitate
power sector development Under these conditions, the Banks role in the
power sector should focus more on the broader objectives of sector
efficiency through restructuring The Bank’s considerable sector and
macroeconomic expertise should enable 1t to continue to help develop-
ing countnes design and put 1n place effechve mechamsms to address
the interrelated 1ssues of pricing, institutional regulation, and financing
sector investment

® 4. ®
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New Approaches to Power Sector Development

Pressures for Change A New System of Sector Governance

Today, the large capital investment requirements, ingramned sector inef-
ficiencies, and desperate financial circumstances of many developing-
country power utihties have generated pressures for new approaches
These approaches revolve around a new framework for addressing the
sector’s financial, regulatory, and institutional 1ssues and around such
effective reform mechanisms as greater transparency and public ac-
countability 1n governing sector inshitutions Since relationships among
government nstitutions, power utlities, and customers are heavily
influenced by regulatory arrangements, regulatory reforms are neces-
sary to redefine sector governance Governments must demonstrate
political and legislative leadership and a strong and sustained polhitical
commutment to regulatory and institutional changes

These reforms will usually requure dafficult pohtical choices Govern-
ments will have to intervene less in the power sector and allow the sector
greater managenal and financial autonomy while still requinng ac-
countabihty Thisimphes a shuft away from the states having confliching
responsibilities as both the owner and the operator of electric utilies,
toward decentralization and market-based incentives Government
would, of course, retamn responsibility for setting objectives, ariculating
overall policy, and coordinating sector development It also would
establish the legislative and regulatory framework to protect the inter-
ests of the various stakeholders and the public

It 15 clear that sound management of overall country development 1s
cntical for ensuring adequate economic returns and the efficiency of
power sector programs and projects With governance being defined as
management of a country’s economic and social resources, the Bank’s
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concern with sound development management extends beyond the
capacity of public-sector or power-utility management Concernsextend
to the proper role of the government, whether the power sector 1s
publicly or privately owned, to the rules and institutions that create a
predictable and transparent framework for the conduct of public and
private business, and to accountability for economic and financial per-
formance Regardless of whether the ownership of power enterprises 1s
public or private, governments should establish sector policies and be
responsible for regulation The utiities should be responsible for invest-
ment planning and financing, construction, and operation and mainte-
nance of facihties

Box8 Electric Utility Regulation in the U S

The tradibional form of regulation practiced in the U S electric power
industry 1s a cost-based method known as rate-of-return regulation
Electricity prices are set to reflect the embedded or historical costs of
providing supply to each class of consumer Rate increases are based on
a utility’s revenue requirements—that 1s, to provide a reasonable return
on equity More recently, the Federal Energy Regulatory Commission
has required utilities to study marginal cost pricing, and several states
are now applying rates based on long-run incremental costs and are
implementing time-of-day and seasonal rates
Rate-of-return regulation 1s generally encouraged by the World Bank
m its lending to developing countries The Bank has, however, modified
the U S -type rate-of-return regulation to take account of inflation by
seeking regular revaluation of fixed assets Thus has increased annual
charges for depreciation and i concept has encouraged Bank borrowers
to raise rates to meet mimumum rate-of-return targets
Traditional U S cost-based regulation has many strengths
¢  The mndustry has sustained a good financial record—bankruptcy
15 extremely rare
¢  Customers, investors, suppliers, environmentalists, and the pub-
lic are able to participate in the regulatory process
* Regulatory bodies have mndependent and professional staff who
are free of political influence and are protected by law from
dismrussal for political reasons
*  Open heanngs and transparent information on costs and perfor-
mance help to ensure the integnty of utilities
Costs of regulation are borne by electric utiliies
Each state can shape regulation to meet local needs
Members ot regulatory commussions are independently ap-
pointed by the state, most for fixed terms
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In both developed and developing countries, new regulatory, organ-
1zational, and management approaches, which cover a wide spectrum
of ideas and concepts, are being developed Basic precepts, even the view
that the electnaty supply ndustry should be a regulated monopoly, are
being challenged Although some of the reform proposals are not yet
clearly or persuasively established, implemented, or operationally
proven, support for change 1s increasing with experience Many of these
approaches are drawing support from recent developments in economuc
theory (particularly on the contestability of markets), which provide
new msights mto what conshtutes a natural monopoly and an efficient

e Commnussions have authonty to require disclosure of financial
information and to direct how accounts will be mamntaned

»  Regulators can promote affordable rates, take account of custom-
ers ability to pay, and consider margnal costs when setting rates

» Regulators can examne the reasonableness of mvestments and
exclude them from the rate base when such investments are
considered imprudent

On the other hand, traditional regulation has certain weaknesses

s Rate-of-return regulation encourages utiliies to seek rate n-
creases to cover increases mn costs rather than reduce costs or
mncrease efficiency

»  Utihtes that over-tnvest and maintain excess capacity usually are
able to pass on these costs to consumers

¢ Costs of regulation are lugh, especially for parties participating in
studies and hearings

¢ Electnaty prices may not encourage maximum economuc effi-
cency

¢  Other than regulatory directives, there are no cost- or market-
based 1ncentives to adopt least-cost investments, load manage-
ment, or energy conservation

s Delays can be frequent because of quasi-judicial proceedings for
rate increases

Utility regulation 1s changing in the U S, with regulators encouraging
more competiion Where competition 1s not an option, incentives or
performance-based and price-cap regulation are being encouraged The
latter focus on improving efficiency of plants and setting targets for
conservation and load management Many observers see this approach
increasing i importance as the industrys rehance on non uhlhty gener-
ation capacity grows
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industry structure and into the roles that market and nonmarket institu-
tions can play 1 improving sector development and performance

Some Developed-Country Examples

The United States and the United Kingdom have been among the leaders
mn challenging the notion that the electnicity sector 1s a natural monopoly
In the US the Public Utilities Regulatory Policies Act of 1978 has
encouraged deregulation and competitton in the US power sector
Non-utihity power producers are currently contributing 38,000 MW to
US electricity supply, or about 5 percent of total U S power generation
The non-utility producers have another 60,000 MW under construction
or 1n various stages of development, which means that at the margun,
most new generating capacity 1n the US 1s bemng produced by the
independent power industry

IntheU K the changes have been even more dramatic, with privatiza-
tion of most of the power industry First, the assets and ltabilities of the
former Central Electricity Generating Board (CEGB) were transferred to
four new companies the National Power Company, PowerGen, Nuclear
Electric, and the National Grid Holding Company Second, the area
boards that had been responsible for distributing electricity were rees-
tablished under hicense as regional companies, with shares offered to the
publhic The National Power Company and PowerGen are now listed on
the stock exchange as public companies, while Nuclear Electric (because
of 1ts uneconomic asset base) will remain under public ownership In
addition, the transmission system, mcludmg connections to France and
Scotland, 1s owned by the National Gnd company, a holding company
in turn owned by the regional distrnbution companies Transmissionand
distribution are regulated under the Electricity Act by the Director
General of Electrnicity Supply, who 1s responsible for granting licenses

Another example 1s New Zealand, where the government has broken
up and corporatized the various parts of the power sector, bringing
about major increases in sector efficiency The government 1s expected
eventually to sell shares to the public In Australia the government has
been studying ways to increase the efficiency of the industry by operat-
Ing on a more commercial basis, for example, requiring utihities to pay
dividends and taxes

Other countnes are not considenng a signuficant restructuring of the
power sector France 1s one example of here an open regulatory system
1s already in place, the management of the national power utility 1s
already hughly decentralized with every profit center subject to a perfor-
mance contract, and the utiity m borrowing large sums of money n
private capital markets 1s subject to the discipline of the markets

®
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Generic Approaches and the Developing Countres

The objectives of governments i changing the way electric utihties are
owned and operated are to
* 1ncrease economic and utility operations efficiency,
* reduce the financial and administrative burdens they impose on
government,
¢ reduce thelevel of public-sector debt imposed by the power sector,
and
* reduce the cost of electriaity by subjecting producers and distnbu-
tors to competttive market forces
Various generic approaches are being discussed and adopted 1n de-
veloping countries to pursue these objectives as mndicated below

Regulatory change

To reduce the extent to which governments nucro-manage uftlities and thereby
reduce management accountability by controlling tariffs, borrowing, budgets,
investment plans, procurement, staffing levels, and employment conditions
The dual role of government as both regulator and owner has drawn 1t
mto day-to-day management, planmung, and staffing deasions that
should be the responsibility of autonomous utiity managements and
boards of directors

The first step 1n regulatory reform of the sector 1s to articulate clearly
the objectives of reform and to focus on greater transparency and public
accountability in governing energy-sector institutions Since the rela-
honshlps among government mshitutions, power utilities, their business
partners, and their customers are heavily influenced by regulatory ar-
rangements, regulatory reforms are viewed as necessary to redefine the
fundamental governance of the sector The second step 1s to put in place
a legal structure that clearly defines the rules and procedures for reduc-
ing the level of government involvement and for increasing the auton-
omy and accountabihty of boards of directors and managers

A relaxation of restrichons on entry and exit will be required 1if
competition 1s to be permutied Regulated entry can be allowed at the
generation end, with the utithity or the gnd entity acting as an ‘ace
to enable efficient dispatch and economues of scale to be mar

Essential features for regulatory focus include transpars
sistency i decisionmaking, imnvestment policy, servics
policies, mtegration of supply- and demand-side p)
exit conditions, and so forth Of course, the underta’
sibihities, as well as the sector’s capability to m-
often be a gradual process
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Box 9 Regulation of Electricité de France

Electnicite de France (EdF) was formed 1n 1946 as a publicly-owned
company that assumed control of a few municipal companies and some
nationalized industnes that produced power for theirr own needs EdF
operates as a public corporation, with its board of directors appointed
by the government, but with almost the same degree of autonomy as a
pnivate industrial or commercial corporation in France It 1s orgamzed
on an industrial model (that 15, like an industnal corporation) under a
performance-based regulatory system

At the end of the 1960s, EdF sought to shuft its attention towards
compehtive markets by adophng a nuclear energy program and estab-
lishing electric heating projects to compete within the industnal-heating
market Atthe same time it adopted a profit-center approach and decen-
tralized financial management Government regulation was reduced by
establishing a contract plan These changes allowed greater regulabon
by market forces After the drop in o1l prices n 1987, electric rates fell
and excess nuclear capacity led to a suspenston of nuclear investments
EdF then sought to sell its surplus capacity by exporting to other Euro-
pean utiities These sales expanded 1ts scope for competition, and 1ts
contract plans sought to increase efficiency and reduce costs

Contract plans (see Box 10) cover a five-year period Regulation 1s
applied through a comparison of actual performance agamnst a number
of key objectives, including productivity targets, rate commmtments, sales
and mvestment strategies, self-financing and debt strategies, and wage
and salary scales The contracts are objectives set by each departments
corporate plan Efficiency 1s encouraged by comparing the performance
of simular unuts Recent contract plans have sought to decentralize man-
agement and enhance competition with other electric utihities

Rates are based on the marginal cost of system development Price
increases are hmuted to a celling negotiated with the General Directorate
of Consumption and Competition and are determuned by the rate of
inflabion munus a percentage for produchivity gamn Tanffs are apphied
unuformly throughout the country

Generationand transmussion are orgamized into tharty-five basic unuts
Each plantisadmunstered by an independent management withits own
budget, which s based on standard costs for personnel and maintenance
Fuel costs are reimbursed directly Distribution of electriaity 1s decentral-
1zed, with each distribution center responsible for a single adminustrative
area i France

Greater openness through a more transparent regulatory process can
also have signuficant long-run environmental benefits Currently n
many countries there 1s no intervention pomt within the command-and-
control form of regulating monopoly power sectors where nongovern-
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regulatory body, consumers, investors, and environmentalists can all be
heard m setiing policies regarding the investment program, pricng,
access to service, rehability of service, energy conservation, plant loca-
tion, and environmental 1ssues

Countries in which a more independent regulatory framework has
been proposed or implemented include Argentina, Colombia, Indone-
sia, Malaysia, and Venezuela

Orgamzational changes

To facilitate unthin the utihty structural change from public monopoly and
centralization to decentralization and exposure to competition Decentraliza-
tion, with more local decisionmaking, microlevel accountability, and
partictpation of beneficiaries m the design and momitoring of electniaity
service, should be encouraged Decentralization partly requres the es-
tablishment of independent cost or profit centers inside the utility Also
required 1s the means to momtor these centers and compare their per-
formance by desigmng objechve indicators to measure management
effectiveness, service quality, and technical, operational and financial
performance

Other changes can include separating generation from transmission
and distribution, and encouraging cogeneration and independent
power production through private investment in plants that sell to the
gnd Distribution compantes can be separated by mumapalty, with
himited overlap 1n some fringe franchise areas Private ownership or

Box10 Contract Plans as an Instrument of Change

Contract plans (CPs) are negotiated performance agreements between
governments, acting as owners of a public enterprise, and the managers
or directors of the enterprise itself In a contract plan, the intentions,
obligations, and responsibilities of the two parhes are freely negotiated
and clearly set out This appears sumple, but the fact 1s that ambigunty of
goals and conflicing objectives are major obstacles to the effective and
efficient performance of public enterprises CPs define the enterprnise s
objectives and state what resources and latitude the government will
provide to enterprise management so that it can accomphish the specified
goals Many CPs set out the physical and financial indicators to measure
enterprise performance Many establish the principle that government
will compensate the enterprise for costs incurred m fulfiling noncom-
mercial objectives and specify how the compensation will be made In
theory, the agreement binds both parties, in the manner of a formal
contract
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ownershup by consumer cooperatives can be permutted In this way,
power consumers can also become shareholders who would be con-
cerned not only with service access, rehiability, and cost but also with the
finanaial viability of the company

A number of countries have been considering separation of transmis-
sion and distribution from generation In Argentina, legislation 1s being
drafted to encourage privatization of distribution through the establish-
ment of separate distnbution franchises Indonesia1s considering setting
up separate busimness urts for distribution 1n Java to facilitate improved
performance India has established the National Power Transmussion
Corporation Other countries considering major internal organizational
changes include Bangladesh, Jordan, Turkey, and Venezuela

Commercialization and corporatization

Increasing the utility’s business orientation to operate more like a private
corporation and less like a government department and subsequently to subject
the utility to corporate legislation and require 1t to compete with other private
companies on equal terms

Following the establishment of a more transparent regulatory process,
the electric power enterprises can be allowed greater autonomy from
government For power enterprises to operate on commercial principles
they mustbe treated as commercial enterprises They should pay interest
and taxes, earn commercially compehtive rates of return on equty
capital, and have responsibility for their own budgets, borrowing, pro-
curement, staff pay, and personnel relations They should also be market
onented 1n setting prices, and governments should likewise regard
pncing not only as asocial 1ssue but also as anissue of financial discipline
and sustamnability They should also legslate fair conditions for private
entry into supplying power and related services

Commercialization and corporatization are currently being im-
plemented or are under consideration 1n Jordan, Malaysia, Nigena, and
Portugal, among other countnes

Increased private sector participation

Occuring in many forms, mcluding the sale of some or all assets, stock exchange
listing, franchising, leasing, contracting out, and nonutility power generation

Initially, after the articulation of clear objectives and the establishment
of asatisfactory legal and regulatory framework, governments can begin
the process of increased privaization by encouraging utilities to procure
services from the pnivate sector Pubhc or pnivate utilities in developed
or more advanced developing countnes, as well as consultants, major

B
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manufacturers, and contractors, can prov1de various services under
service, management, performance, or technical assistance contracts or
under twinnung agreements Civil works and activities that do not entail
large mvestment costs, such as plant maintenance, bilhng, revenue
collection, vehicle mamntenance, line stringing, and pole and tower fab-
rication, are particularly suited to such contracts Other areas for private-
sector mnvolvement include reducing supply-side power losses and
increasing generating plant availlabiity The financial costs of these
iutiatives are generally low relative to their benefits Other possibihties
mclude setting up franchises or concession arrangements for electnaty
supply

For some countries, performance-based management contracts with
experienced or innovative private firms or utihties for full or partial

Box11 Success Story in Guinea-Bissau

The mtroduction of a five-person management team under an expatnate
management contract has been effective in improving the performance
of this small country’s nahional electric utility, Electniadade e Aguas de
Guinea-Bissau Before the management team was introduced, service
mterruptions were chroruc, and most areas had electniaty for only a few
hours a day Turnaround can be seen 1n the comparative statistics for
1987 and 1990

1987 1990
Installed capacity MW 72 86
Operable capacity MW 22 75
Capaaity factor 2% 51%
Fuel consumption, kg/kWh 0300 0254
System losses 30% 26%
Electricity sales, GWh 14 28
Average revenue, $/kWh 012 025

Implementation of the expatriate management contract was a joint 1m-
tiative of the French Minustry of Cooperation, UNDP, the African Devel-
opment Bank, and the World Bank It reduces wastage of foreign aid (in
the previous ten years, foreign funding for power was more than three
times the eshmated value of the utihity at the end of the period) and
provides the reliable service necessary for economuc expansion

Source: World Bank documents
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Box12. Regulation of the Spanish Electncity Industry

Not unhke the US, the Sparush electricity industry 1s made up of
privately-owned corporations and a mux of private and public enter-
prnises Prnivate investor-owned utihties provide about two-thirds of the
electricity produced in the country The remainder 1s controlled by the
central government The transmussion and dispatch systems are also
controlled by the government, which owns 51 percent of the shares
There are many uhlihes responsible for distribution, but almost 90
percent are owned by the investor-owned generators
The industry 1s regulated by the Ministry of Industry, Commerce and
Tounsm A new regulatory incentive system was mtroduced n 1988,
called the Marco Legal Estable It established, by royal decree, a method-
ology for automatically setting unuform national taniffs annually, based
on estimates of the cost of supply and forecast consumption An inter-
utihity compensation system ensures that all utilities earn a farr return on
investments regardless of the plant mix or market structure Incentives
for improved performance are provided through comparisons of indus-
try costs Comparnues whose costs are below industry standards keep the
difference The government also has estabhished standard valuations for
assets, standard depreciation rates, and a uruform approach to calcula-
tion of rates of return
Electricity tanffs in Spain cover costs, and as in the U S, they reflect
average rather than marginal costs The tanffs are set by the munustry,
which also authorizes new investments for the entire energy sector
The Spanush regulatory system has a number of advantages
¢ lthasimproved the financial positionand efficiency of theutilihes
since 1t was introduced and has replaced time-consurmung nego-
tiations over tanff increases
* The system offers incentives to improve performance and min-
mize costs

operation of plants can be a first step toward overcomung a shortage of
quahfied or motivated utiity managers

Arecentstudy of private power mvestment in Asia has concluded that
the first step in promoting private investment in the power sector 1s the
articulation and adoption of clear polictes that open the sector to private
participation and encourage both local and foreign private investment
The study concludes that Asian governments should consider policies
that open their power and coal sectors for private mmvestment and also
create demar.d for their products, and 1t suggests ways of doing both
The study notes that in the US and the Phulippines, legislation or
executive orders were enacted that gave certan nonutility generators

N
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e Theindependent gnd company controlled by the government has
improved sector coordination and could eventually facilitate
compehtion among generating comparues

e Pnvatization has been encouraged through 1ssue of shares to the
public Attractive dividends help to maintain future financial
support from markets

e Ithas facithtated some financial restructuring by 1ssuing shares to
the government inexchange for the government’s assuming some
of the assets and debts of private utihties

However, as with all regulation, the system has some weaknesses

e There 15 no independent regulatory body, the centralized
decisionmaking process 1s sometimes cumbersome, and 1t pro-
vides for only hmuted competition

e Theelectriaty sector 1s used to collecting taxes, including VAT, on
electricity consumption, and the sector provides subsidies for
various industries (such as the coal industry) and for supplies to
rural consumers

e  Sincetanffsreflect average rather than marginal costs, they donot
provide mearungful price signals to consumers

e  Uniform national tariffs do not reflect the different costs of supply
throughout the country

e  Some poliical uncertainty remains because the government can
directly control prices

e The central munustry has complete discretion n setting standard
costs and allowable rates of return

¢  There 1s no opportunity for appealing the mvestment decsions,
since the government approves investments

e Electnaty prices have lagged behind inflation, mainly because
fuel prices to electricity generators do not fully reflect interna-
tional price levels

the nght to sell power to local utihities, that m Guangdong, Chuna,
government authorihes welcomed private power mihatives on an ad
hoc basis 1n response to emergency power shortages, and that in the
UK, privatization of the Central Electncity Generating Board and the
regional distribution boards went hand 1n hand with operung the sector
to nonutility generation Differentapproaches are appropnate for differ-
ent countries, but in each of the cases studied, the private sector has come
forward and invested 1n the development of new power supphes

Inall successful cases, dangers from hasty privahization were avoided
by first articulating a clear policy for privatization and then implement-
ing that policy through laws and regulations It 1s sigruficant that the
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Box13 The Privatization of the Electnicity Industry
m Eastern Germany

After condlusion of the economic and monetary union between East and
West Germany 1n July 1990, West German utibties signed partnership
contracts with the former state-owned electricity trusts (GDR Kombinate)
and founded joint ventures A far-reaching electnaty contract in August
1990 established a follow-up utihty, Verenugte Energiewerke AG (VEAG)

Although VEAG 1s still owned by Treuhandanstalt, the German Fed-
eral Government's holding company charged with administering (and
pnivatizing) the former GDR state-owned enterprises, the three largest
West German utilities—RWE Energie AG, PreussenElektra, and
Bayernwerk AG—took charge of the management of VEAG A 75 percent
share in this company 1s planned for later VEAG consists of the succes-
sors of the former Kombinate utilities It operates the largest part of the
electricity supply {(on a brown-coal basis) and the entire high voltage
transnussion grid 1n the five new federal states

Besides the three West German uhlities cites above, other West Ger-
man utilittes will hold 25 percent of the VEAG shares A maximum of 15
percent from the remaiung 75 percent portion will be offered to other
West European utilities (for example, the French EdF) if West German
companues are granted a corresponding share 1n the respective foreign
utilttes

Furthermore, once a dispute over property nghts 1s settled by the
Federal Constitutional Court, the three utiities plan to take over the
majonty of capital in eleven of the fifteen new regional electncity supply
comparmes 1n eastern Germany These are the successors to the fifteen
regional VEB Energiekombinate, which acted as electriaty and gas dis-
tribution compames The other four regional VEB Energiekombinate are
scheduled to be taken over by other West German utilihes Shares mn all
these regional entities of up to 49 percent are to be offered to eastern
German federal states and muniapahties if financing can be obtamned

Some eastern German cihies have founded independent Stadtwerke
(murucipal supphers for electricity, gas, and heat) Some municipal
enterprises are also considering undertaking the co-generation of heat
and electnaty Negotiations with the West German electricity corpora-

tions are in progress, pending a deaision of the Federal Constitutional
Court

promotion of private investment in each country involved not only the
adoption of pro-investment pohcies but also the enactment of laws and
regulations to implement the policies and the development of new
agreements between the private parties and the host utihty Thus, the
promotion of private mnvestment in the power sector involved creating

New Approaches to Power Sector Development 51

new policies, implementing laws and regulations, reaching agreements
between parties, and setting up the institutional capability to admuruster
the laws and regulations and negotiate and enforce the agreements

Varying degrees of private sector parhcipation have been proposed or
are being implemented in Argentina, Chile, China, Cdte d'Ivoire,
Guinea, India, Korea, Malaysia, Mexico, Pakistan, Philippines, Portu-
gal, Thailand, and Turkey, among others Independent power produc-
tion for sale to the gnd 1s now being encouraged 1n the Costa Rica,
Domunican Republic, Jamaica, Pakistan, Philippines, Portugal, and other
countries

Alternative Financing Options

Nongovernment power-sector financing options in developing coun-
tnes mmclude direct mmvestment by banks, insurance comparues, or pen-
ston funds, capital market participation through stock or bond 1ssues,
and other lending from local or foreign sources Other options can
include the sale of assets, espeacially surplus land, buildings, power
plants, and transmussion or distrbution facihties In some cases these
assets could be transferred or leased to the private sector, which would
operate and maintain them

Other financing options include encouraging nonutihity generation, as
well as the sale of power to the public sector by operators of captive
plant, cogeneration, and Build, Own and Operate/Build, Own, Operate
and Transfer (B0O/BOOT) projects using hmited-recourse financing Ex-
perience mdicates that (a) uuhatives to encourage greater efficiency
through structural change—by reorganization, commeraalization, and
corporatization—are worth pursuing if governments are willing to re-
duce their level of involvement and undertake regulatory reform, (b)
creating condibions to attract prnivate mvestor funding, such as foang
clear commeraial pricing rules and freeing up markets to facihtate 1ssues
of shares and private mnvestor funding of new plants, shows consider-
able promuse for more developed middle ncome countries, where there
are capital markets and stock exchanges, and (c) large BOO/BOOT type
projects can be complex and sometimes difficult to arrange

In a number of developing countries—India, Indonestia, Pakistan, and
Turkey, for example—governments have tried without much near-term
success to create conditions to attract private power projects One reason
for the failure of some of these schemes has been that governments have
tended to focus on projects that are large and risky instead of beginrung
with smaller projects and concentrating on learrung by doing The other
main reason for the failure to attract investment to BOO/BOOT schemes 1s
that governments have not had suffictent commutment or political will
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to address fundamental problems of governance, specify a clear legal
and contractual framework, put in place an arm’s-length transparent
regulatory structure, or allow commercially-based tanffs that reflect real
costs Minor difficulties have been related to equitable shanng of nsks
among the parties and concern that these projects might not provide
additionality, but would merely divert the funds ordinanly be available
for other pubhc-sector projects

Realizing the benefits of alternative financing options involves a
strategy to (a) reform legislative, legal, and regulatory arrangements to
promote mncreased competition among energy suppliers, partly by in-
creasing the private provision of risk capital, (b) strengthen the account-
ability and the internal orgamizahional structure of energy-supply
enterpnses, and (c) shift nvestment resources at the margin from 1n-
creasing capactty to improving efficiency in both supply and end use

End-Use Efficiency

Recent experience has shown that in developed countries many energy-
efficiency options relate to end-use effictency and can be undertaken
quickly and at relatively small cost For example, the US Department
of Energy estimates that U S electricity use can be cut by about one-third
(800 TWh) at a cost of only two cents per kWh Taking the cost of
electricity from a coal power plant as the base case, DOE estimates the net
savings from conserved energy for typical conservation iutiatives to be
three cents per kWh

There 1s, however, at least one fundamental difference between ap-
proaches to energy efficiency and conservation in developing and de-
veloped countries While 1n the developed countries much of the
potenhal savings and innovative energy conservation work 1s on the
demand side, 1n most developing countries there 1s stll also a large
potential for energy saving on the supply side As discussed above, this
15 partly because the subsidized publicly-owned monopohes 1n devel-
oping countnes have few effechve built-in mncentives or checks and
balances for achieving high levels of efficiency

Nevertheless, efficiency 1n electricity consumption or end use can be
increased m many developing countries, and—if power prices are not
hughly subsidized and if there are competitive markets for goods and
services—it can be justified on both economic and financial grounds For
example, more efficient electric motors, motor-speed controls, refriger-
ators, water heaters, and air conditioners would increase end-use effi-
ciency at hittle cost If the energy requirements of all types of electrical
equipment could be Jowered, it would slow the growth mn overall
electriaty demand
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Box14 Residential Demand Side Management for Thailand

A demand-side management (DSM) assessment was recently completed
for the residential sector in Thailand The investigation encompassed a
comprehensive analysis of the major residential end uses of electrniaty
space cooling refrigeration, ighting, cooking, w st r heating, and appl:-
ances Thestudy outlined alargelevel of electrical savings from efficiency
improvements that could be achieved through the use of exashing tech-
nologies A total of twenty-three economically-viable DSM measures
were 1dentified If fully implemented, these improvements could re-
duce annual electnaty use by up to 500 GWh and coincident peak elec-
trical demand by 160 MWe during the first year of a residenhal DSM
program

The hughest potential savings could come from increasing the energy
efficiency of refrigerators Improvements to the insulation and compres-
sors of Thai refrigerators were predicted to reduce electrical use from 400
to less than 200 kWh per urut per year Overall savings from a full
program implementation indicated possible countrywide savings of up
to 170 GWh per year 1f more efficient refrigerators were introduced 1nto
the marketplace Negotiations are underway with a large Tha: refriger-
ator manufacturer to produce a lugh-efficiency prototype umt for testing
and evaluation

Estimates for residential housing savings were based onreplacing less
efficient equipment 1n existing housing as 1t 1s retired from service and
by instituting cost-effective energy-efficiency measures in new construction
With fullimplementation over ten yearsas new builldings are constructed
and mnefficient equipment 1n existing buildings 1s replaced, such a strat-
egy could result n cumulative savings of more than 6,000 GWh and peak
reductions of more than 2,000 MW by 2005 To put this 1n perspective,
consider that the overall electrical consumption of the residenhal sector
1n 1989 totaled 7,025 GWh and that Thai households were responsible for
approxmmately 20 percent of the peak utility load of 7,095 MW

Source Florida Solar Energy Center

Many countries have found 1t difficult to make much progress mn
end-use efficiency, and developing countres in particular have run into
obstacles These include the lack of competitive industnal structure,
mmperfections 1n the market, such as low power prices that do not reflect
costs, trade restrichions and import duties on energy-efficient equp-
ment, regulatory and mstitutional barriers, inadequate information on
costs and alternatives, and lack of available technologies Nevertheless,
new and evolving energy end-use efficiency technologies are promising,
and along with pricing electricity to reflect the real costs of supply, there
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Box 15 Highlights of Fiscal 1991 Power Lending

¢ The absence of major hydro or o1l and gas thermal generation
projects In general, resettlement and environmental 1ssues are
discouraging hydro development Also, heavily indebted devel-
oping countries are unable to invest in capital-intensive hydro
projects

s A $200 mullion loan to the Bombay Suburban Electniaity Supply
Company mn India for a private power utilities project The loan
was made with the guarantee of the government

* A $300 mullion loan to the Turkish Electricity Authonity It sup-
ported major price reform and fiancial reconstruction for this
previously troublesome borrower

¢  Continued support for small components in rural electrificanon
projects The Bank supported development of a rural electnfica-
tion master plan i Burundi and some distribution 1n rural areas
of Indonesia and Uganda A second rural electrificahon project
for Morocco ($114 mulhon) was approved

¢ Two supplemental loans to Pakistan One went for the SNGPL
corporate restructuring and system expansion project ($60 mul-
hion) and the other for the second energy sector program loan ($28
mullion)

15 a need to reevaluate continuously the financial, economuc, technical,
and social feasibility of their implementation

In most developing countries, however, the new end-use energy
efficiency options and many fuel-switching options have nomnstitutional
focus and are not systematically reviewed as part of routine power-sec-
tor supply planning Thus 1s 1n spite of the fact that in the short and
medium term, up to 30 percent of energy savings mn industry could be
achueved by audit and control efforts and by some process modifications
with existing technology

® 5. ®

Guiding Principles for Bank Action

Historically, the power sector has been a major project vehicle for the
transfer of World Bank resources to developing countries, more than 15
percent of total Bank loans has been for electric power The Bank’s $3 18
bilhion lending for power 1n fiscal 1992 was 14 5 percent of total Bank
lending

Today, however, the Bank s no longer a significant financier for power
sectors 1n developing countries, except for the lowest-income countnes
eligible for International Development Association (IDA) credits, which
accounted for 8 percent of total Bank power lending for fiscal 1992 and
for about 2 percent of the total foreign exchange requirements in devel-
oping-country power sectors QOutside of most IDA countries, the Bank
15 becoming less involved 1n the direct transfer of significant amounts of
resources, and more mvolved in helping developing countries organize
themselves to mobihize the resources they need to meet large investment
requirements

To assist in mobihizing resources, the Bank must help these countries
put in place systems that encourage the efficient use of power-sector
resources This efficiency objective also helps developing-country
power sectors meet their local and global environmental responsibilities
as they become larger components of the world energy market

The question 15, then, what specific approaches will the Bank pursue
to help countries develop a self-sustaining power sector? The options
discussed above show that there 1s a nch menu of choices for improving
the performance of the sector The great diversity of circumstances
among Bank borrowers (box 16) suggests exercising care m selecting
from thismenu Institutional and regulatory arrangements in each coun-
try will vary according to cultural tradihons and historic relationships
Mature institutional frameworks will take time to develop
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Box 16 Wide Vanation in Per Capita Electricity Use Among
the Developing Countries Requires Different Sector
Approaches

The varying levels of economic development and electriaity access in
developing countries results m a wide range of per capita electricity
production Below are the twenty countries with the highest and lowest
electricity use

Electricity produced per capita in 1987

High use Low use
Country kWh Country kWh
Poland 3914 Guinea-Bissau 14
Hungary 3806 Burkina Faso 15
Yugoslavia 3469 Ethiopia 18
Romamnia 3327 Mali 26
Venezuela 2743 Burundi 26
Portugal 2267 Rwanda 28
Cyprus 2224 Nepal 31
Korea 1901 Comoros 33
Argentina 1683 Uganda 35
Barbados 1673 Bermun 38

The large difference between the highest and lowest countries sug-
gests that power-sector development policies must vary frombasicsector
formulation, institubion building, twinnung, and tramng in the low
electricity-use countries, to legislative, regulatory, and autonomy 1ssues
1n more advanced countries There can be no one standard approach to
power sector development for all countries

Source Escay, 1990

Power-sector work, like public-sector management reform, 1s techmu-
cal in nature and complements other reform efforts, such as ehmination
of monopohes, deregulation or removal of controls, and reduction of
rent-seeking opportunuties Indeed, there 1s much that the Bank has been
doing routmely that contributes to good governance in the power sector

It 1s recognized, of course, that in poor countries, where the capacity
of the public sector to manage an economy and deliver services 1s weak,
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the prospects for rapid power-sector change can be limited The pubhc
sector and the power sector in many developing countries have been
charactenized by uneven revenue collechon, poor expenditure control
and management, a bloated and underpaid civil service, large parastatal
enterprises that provide poor returns on the scarce pubhc funds in-
vested, and a weak capacity of core agenaes to design and implement
policies to address these problems Not only does this state of affairs
contribute to large fiscal and power-sector defiaits that require adjust-
ment measures, but it also progressively erodes the capacity of the state
and 1ts subsectors to provide services In such instances, fundamental
1ssues of governance and economy-wide regulatory reform must be
addressed across the board 1n parallel with power-sector reform Power-
sector lending will need to be firmly linked with well-integrated overall
country strategies Since in many countries the power sector 1s an 1m-
portant instrument of resource transfer, this link should strengthen the
economy-wide dialogue

The following guiding principles are derived from World Bank work
on 1ssues of governance and public sector management, from consulta-
ttons with numerous outside parties, and from the power-sector analysis
contained 1n this paper and the background documents (listed 1n the
bibhography) While individual points may not be apphcable 1n all
countries, due to differences 1n existing institutions and stages of devel-
opment, the guuding principles are consistent with the focus on the
interrelated 1ssues of institutional reform, pricing, financing, and the
mtroduction of greater transparency, accountability, and competiive
pressures into the power sector The principles presented here reflect the
broad discussions and debate that has taken place within the Bank and
representa general consensus on the directions in which the Bank should
move Box 17 summanzes sector goals, sequential approaches to achiev-
ing the goals, and resulting guidehnes for the Bank

The guiding principles do not address speafic issues of when invest-
ment lending should be linked to the power sector and when, because
of poor economy-wide governance and economic distortions, 1t should
notthis 1s thought to be a country-specific 1ssue To the extent that
parallel reform 1n the large and capital-intensive power sector can serve
as an 1tial impetus for economy-wide reform, sector lending should be
pursued It s clear that power-sector mnvestment loans, hke adjustment
loans, are most effecive when they are inked to improved policies and
msttutional conditions 1n the sector Evidence exists, however, that the
rates of return on infrastructure projects are ad versely affected by a poor
policy environment, and where money 1s fungible, financing of the
electric power infrastructure might enable a government to do mappro-
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Box17 Summary of Power Sector Goals, Approaches to
Achieve the Goals, and Resulting Actions for the Bank

Goals Sequential Approaches to Achieving Goals
¢ Where justified, s Putinplace * Independent
expand the provision | mechamsms that board of directors
of electric power 1n allow greater
developmgcountries | autonomy forand * A more
accountabihity of transparent
¢ Greater efficiency | sector managers regulatory
in the generatton and framework
end use of power ¢ Provide some
form of clearly ¢ Tanffs
* Reduchon in the defined and ¢ Service standards
financial and debt transparent buffer * Service targets
burden of the power | between govern- ¢ Issues of entry
sector on pubhic ment, withits and exit
finances legitimate political ¢ Supply side
and policy concerns, mtegration of
* Where cost- and power enter- end use options
effective, 1dentify and | prise managers ¢ Environmental
incorporate options impacts, sihing,
(including fuel enussions, fuels,
substitution) to and disposal 1ssues
mutigate negative
environmental
impacts of electrcity
supply and end use
Guiding principles Principle One Transparent regulation

Principle Two Importation of services

Prnciple Four Commutment lending

priate things elsewhere Hence, where macroeconomuc mmbalances and
economywide distortions are severe (and where funds are clearly fun-
gible), direct policy links to the whole country lending program would
be the most appropnate approach

Finally, the prinaiples as stated in this paper do not exphcitly address
1ssues of technology transfer These are addressed more explicitly in the
Bank paper Energy Efficiency and Conservation in the Developing World The
World Bank s Role (1993)
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Sequential Approaches to Achieving Goals

L

Contract plan

¢ Commeraalization

Contract out for services

L

Internal orgamzational change

¢ Separate generation,
transoussion, distribution into
separate companies or profit
centers, decentralize

¢ Corporatization and/or
privatization

= Contract out for services

¢ Purchase power, cogenera-
fion, BOO/BOOT

¢ Parhal or full divestiture

¢ Encourage nongovernment
mvestment

* Sales of shares, bond 1ssues

¢ Use guarantees to reduce
sovereign risk (but not
commercial nsk)

Principle three Principle five Investment
commercialization/ guarantees
corporatization

Transparent Regulatory Process
Principle one

A requirement for all power lending will be explicit country movement toward
the establishment of a legal framework and regulatory processes satisfactory to
the Bank To this end, in conjunction with other economy-wide mituatives, this
requires countries to set up transparent requlatory processes that are clearly
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tndependent of power supphers and that avoid government interference in
day-to-day power company operations (whether the company 1s privately or
publicly owned) The regulatory framework should establish a sound basis for
open discussion of power-sector economuc, financial, environmental, and service
policies The Bank must be satisfied that there 1s meamingful progress towards
this objective

TRANSPARENCY ANDCONSISTENCYOFDECISIONMAKING Accountability
the power sector can be improved by clearly articulating goals, reform-
mg country legal frameworks, and establishing a regulatory process to
make decisions more transparent and to allow a fair hearing for both
consumers and the general public To thus end, Bank loans need to
encourage governments to develop clear rules of the game that invite
broader pubhic parhcipation
Transparency of decisionmaking in a regulatory framework 1s a safe-
guard against corruption, patronage, waste, and the abuse of executive
authonty Competiion and deregulation, the removal of unnecessary
controls, clear rules, and disclosure are important first steps Withregard
to alegal framework for the power sector, six basic elements must be put
i place
® a clear set of rules, known 1n advance,
e rules actually 1n force,
¢ mechanisms to ensure application of the rules,
» conflicts resolved through binding decisions of an independent
judicial body or through arbitration,
* known procedures for amending the rules when they no longer
serve their purpose, and
* a framework of regulatory incentives (including the possibility of
price capping) to support competition and induce efficiency

ENVIRONMENTAL SAFEGUARDS In addition to the general principles of
transparency and independence from day-to-day government interven-
tions, regulation should address environmental i1ssues It 1s fortunate
that the technology for addressing one of the most sertous pollution
problems of electric power production—enussions of particulate mat-
ter—is relatively stmple and inexpensive Increased use of gas-fired
power stations will be mmportant mn thus respect Where coal 1s the
preferred fuel, constructing tall chimneys, siing power stations away
from large population centers, and using enussions-control devices all
help to increase amenities and reduce hazards to health Given the costs
to life and health of particulate matter emussions and the modest costs
of reducing these emussions to low levels, the case for working toward

AL
<

Guiding Primciples for Bank Action 61

hugh standards of abatement 1s unambiguous Well-funchomng regula-
tory processes can also be used to institute programs to increase the
efficiency of electricity end use while offering reductions in emissions
and financing needs

To develop such regulatory processes, the Bank should commut tech-
nical assistance and general financial support to establish or strengthen
regulatory institutions The form and functions of the inshitutional struc-
ture, including 1ts initial degree of transparency and independence, will
vary from country to country For those countries that desire change but
donot have the local expertise to restructure or formulate an appropnate
regulatory mechamsm for the country, the Bank can provide funding for
the necessary technical assistance All regulatory processes should -
clude a mechanmism to review the environmental impacts of, and conser-
vation options for, proposed projects and policies (environmental
assessment) as well as to give exphcit considerahion to 1ssues of involun-
tary resettlement and indigenous peoples Developing effechive regula-
tory inshtutions to address these 1ssues will take time, but concernsabout
potential impediments and delays should be no excuse for inachon

PRICING The regulatory authonty must provide power enterprises with
clear pricing guidelines that reflect the sometimes conflicting objectives
of (a) a commercially-based allocation of costs among consumers accord-
ing to the burdens they impose on the system, (b) assurance of a reason-
able degree of price stability, (c) provision, where economucally feasible,
of a mimmum level of service to low-imncome consumers, (d) power
prices that generate sufficient revenues to meet the financial require-
ments of the sector, and (e) a tanff structure simple enough to facilitate
metering and billing

Pricing guidelines should support the need to regulate power supplh-
ers as commercial entites Subsidizing the price of electnaty has both
economuc costs and environmental effects Low prices give rise to exces-
stve demands and, by underminung the revenue base, reduce the ability
of utilities to provide and maintain supphes, developing countries use
about 20 percent more electricity than they would 1f consumers paid the
true margnal cost of supply Underprnicing electricity also discourages
mvestment 1 new, cleaner technologies Nevertheless, the cross-subsi-
dization of consumer groups 1s a common prachice in most developing
countries Typically, low-income electricity consumers in both rural and
urban areas receive a hifeline tanff designed to permut the consumption
of amimimum block of power at a subsidized rate Usually there are large
subsidies from urban to rural consumers, and sometimes from industry
to residential use, or vice versa
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Although the objectives of social equuty are laudable, there have been
serious practical problems In rural areas in India, for example, political
pressures for increased subsidies have resulted in almost free electricity
and consequently enormous financial difficultes for the state as a whole
In Colombia, the hfehne-tariff concept has been eroded through the
pohitical process to the point where 85 percent of all households qualify
The resulting tax on industry 1s dnving industry out of the publicsystem
and into captive generation Conceptually, the use of carefully targeted
subsidies can address equuty 1ssues However, 1n the rare cases where
subsidies are carefully targeted, they seldom remain so for long In most
cases there are better tools for addressing the concerns of the poor or
other deserving groups than electric power tanffs

Although long-run marginal cost (LRMC) as a concept aims to provide
price signals for an effective taniff structure and for identifying new
investments, price setting 1n the electric power sector rarely fully reflects
LRMC principles In practice, electniaty tanff levels are at best often
targeted only to reflect an average of the power system’s LRMC Pricing
distortions continue to exast due to cross subsidies, and fallure to reflect
economuc fuel costs or the real cost of capital results m prices that do not
reflect the costs of supply Consequently, many power utilities continue
to be economically and financially nonviable and a drag on the national
budget Mobihizing additional resources for investment, facilitating a
compehiive environment, improving efficiency, and developing eco-
nomically and financially-viable power sectors require that electncity
pricing be moved toward commercial practices Pricing policies should
be flexible so that power enterprnises can respond to changes i compe-
fion, economuc achvity, and resource costs

Between the Bank and its borrowers, few 1ssues are as contentious as
pnang Experience shows that the Bank has not always achieved 1its
goals with respect to electric-power pricing The Bank’s suggestion that
prices cover LRMC has proved difficult to enforce through covenants that
set out financial targets, mainly because of lack of adequate progress in
the implementation of tanff structures that reflect the demands of vari-
ous end users

Power entities should be encouraged to be more market onented in
setting prices and to offer a variety of pricing and service options that
reflect the actual costs of providing service to customers Aggressive
load-management programs should be put in place with peak-load and
time-of-use pnicang, as well as pnices that reflect different voltages,
consumer classes, and levels of rehability and availabihity Large con-
sumers should be allowed to negohate prices and service options di-
rectly with power supphers Cross subsidies that make competihon
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more difficult, promote nefficiencies, and lessen accountability should
be eliminated Countnies with relatively undeveloped power markets
should, at a mimumum, put in place long-run average incremental cost-
based pricing that incorporates simple ime-of-use elements to meet the
financial objechives of utilities

A framework of regulatory mcentives can include price capping to
support competition and induce efficiency Multipart (dechirung block)
tariffs above short-run margnal costs could be considered for the non-
competitive segments 1if the greater revenue requirements for financial
viability would cause unacceptable welfare losses under linear tanffs
Above all, the Bank should encourage governments to regard pricing as
a commercal 1ssue and to legislate farr entry conditions for private
entities to supply power and related services

DEMAND-SIDE MANAGEMENT 2 As discussed earlier, much potental for
end-use electric power efficiency 1n developing countries remains un-
tapped Compared to large improvements over the last decade in the
industnahized nations, energy conservation in developing countnes has
not kept pace Demand-side management (DSM), 1if suitable infrastruc-
ture exasts for its implementation, can be a lower-cost way to meet
electricity service needs than new supply capacity

DSM 1s not currently pursued with much intensity in most developing
countries (Singapore and, more recently, Pakistan are exceptions) The
reasons vary from country to country but generally revolve around the
facts that (a) energy prices are low and subsidized, (b) power supply
utilities are weak institutions that have major difficulties even supplying
power and collecting bills, (c) end-use markets are not highly competi-
tive, (d) regulatory agencies do not exist, and (e) knowledge about, and
high-level support for, DSM 1mihatives on the part of governments are
lacking These barriers must all be lowered 1f DSM 1s to have a significant
impact on developing countrnies energy consumption

In pursuing the nonpricing DsM options that require working closely
with energy consumers and equipment manufacturers, two general
models have evolved IntheU S, DsM has become part of a bigger effort
known as Integrated Energy Resource Planning (IERF) IERP 1s primarily
aUS process whereby utihties and their regulatory commussions work
jointly to evaluate available demand- and supply-side options (includ-
ing purchased power) and determine a so-called optumal energy service
strategy that takes account of economic and environmental factors The
essential concept of IERP 1s the equal treatment, or integration, of energy-
based and conservation-based energy-service strategies Planners at-
tempt to rank by cost all the different energy-supply and end-use
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technologes and programs that might provide energy services and then
implement them, beginning with the lowest-cost opportunities

The concept 1s appealing IERP 15 a tool that has been used in the U S
to promote energy efficiency investments as an alternative to capacity
expansion Inthe US this s generally performed by the power utiity
IERP as practiced in the U S has usually developed 1n an environment in
which most end users purchase their electniaity in a noncompetitive
market and where a strong regulatory regime that can allocate costs and
benefits across consumer groups 1s 1n place For example, if consumers
are charged a price of eight cents per kWh but the peak cost to the utillity
1s ten cents, the utthty, and presumably the country, can benefit by
discouraging demand growth and energy use during the peak period
Regulatory commussions encourage the utility to negotiate with custom-
ers on ways to reduce therr overall consumption The benefits and costs
from this reduction are distributed mn vanous ways among the utility,
the customers, ratepayers in general, and the taxpayer Usually the risks
and costs are mostly borne by the ratepayers because regulators have
allowed the utihty to write off the costs of these demand-reducing
programs against the general rate base In many of these programs,
utilities use therr preferred and sometimes subsidized access to capital
markets to finance equipment and services to eligible customers There
are a varniety of permutations to this approach, but they all require the
utihity to see if 1t can 1dentify investments or practices by customers that
would reduce the electricity consumption of consumers and thus avord
new additions to capacity

In contrast, in Europe and 1n a number of other countries that do not
haverelatively intrusive U S -style regulatory arrangements, a vanety of
non-utihty institutions work with utihities, equipment manufacturers,
and end-use consumers on demand-side 1ssues and efficiency options
The few developing countries that have seriously pursued at least some
of the available DSM options have largely followed this model and
attempted to create some form of semi-autonomous energy-efficiency
msttution not directly assocated with the power utiity In fact, 1t 1s not
clear that an IERP process as it has developed in the US can be applied
effechively in many developing countnies In addition to a lack of strong
regulatory agencies to police utihties, low energy prices and poor reh-
ability of service often weaken the incentives for consumers to respond
to DSM mitiatives

In princple, a large part of the potential gains from demand-side
management comes from the utihiies ability to work with some of their
larger commercial and industnal customers on complementary actions
that benefitboth parties In many instances these acions can be specified
1n contractual arrangements The reality in many developing countnies
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Box 18 The Bank and Energy Efficiency

The Bank policy paper Energy Efficiency and Conservation in the Developing
World The World Bank s Role (1993) outlines ways the Bank can address
energy supply and end-use efficiency 1ssues that are highly relevant to
"the electric power sector in developing countries The paper concludes
that although the Bank clearly should continue its efforts toward in-
creased lending for project components to improve energy efficiency and
promote economucally-justified fuel switchung, the Bank should sharpen
its focus wath the following four-point program

Country-policydlogue To gain greater country commutment, the
Bank will better integrate energy efficiency 1ssues into 1ts country
policy dialogue so that they can be addressed at an earlier stage
In the Banks general country-policy dialogue with developing
countries, greater emphasis will be on energy pricing and on
fundamental mstitutional and structural factors that affect sup-
ply- and demand-side energy efficiency

More selective lending  The Bank will be more selective in lending
to energy-supply enterprises Governments should clearly
demonstrate that they are putting 1n place structural incentives
that will lead to more efficient energy supply and consumption
The Bank will not continue to finance energy-supply projects
where poorly performung and highly polluting public energy
enterprises and therr governments are unwilling to carry out
fundamental structural reforms that could significantly improve
the ways in which they do business

Intermediation functions Approaches for addressing demand-
side management and end-use energy-intermediation 1ssues will
be identified, supported, and given high-level in-country visibil-
ity The Bank will increase 1ts efforts to improve intermediation
in the energy and industry information markets 1n developing
countries to reduce the relatively high informanion, management,
technology, and financing transactions costs

Technology transfer The Bank will give greater attention to the
transfer of more energy-efficient and pollution-abating technolo-
gies m1ts sector and project work For all sectors, including basic
matenals processing industries, the Bank will (1) actively monutor,
review, and dissemunate the expernence of new efficiency-enhanc-
mg supply-side and end-use products, technologies, and pro-
cesses and pollution-abating technologies as they are developed
and reach the marketplace (1) help finance therrapphcabion, and
(m) incourage the reduction of barners to their adoption Staff
working 1n all sectors will exphatly review technology choice
options during project appraisals and 1n sector work
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Box 19 Korea—Focus on Evaluating Management

The major power producer 1n Korea 1s KEPCO, a parastatal company
responsible for most generation and all transmussion and distnbution
At the time of the first World Bank loan 1n 1979, KEPCO was considered
arelatively well-managed company but subject to excessive government
regulation and control It also was expenencing high staff turnover
because of inadequate salaries and benefits Coordination of its many
operating umts was posing problems, and concern was growmng that its
onigmal orgamzational structure, established m 1961, was no longer
approprate for maintaining or increasing efficiency It was also noted
duning the Bank’s appraisal of the first loan that KEPCO needed to
improve its planmng and organizahion, that the pnang structure was
madequate, and that there were no clearly-defined financial goals
Subsequent to a Bank-financed consultants’ study, 1t was concluded
that government control over KEPCO was excessive and that KEPCO
should be allowed greater autonomy for managingits affairs Asaresult,
mternal organizational changes were made In 1984, the government's
Invested Enterprise Management Act mtroduced a new management
structure for KEPCO and other public enterprises The act gave greater
powers to a new external regulatory board that separated policymaking
from the executive functions KEPCO's president and management be-
came fully accountable to thus external regulatory board
The act also provided the board with criteria for evaluating KEPCO's
management performance (with salary mcentives being awarded based
on performance), under the scrutiny of the Public Enterprise Manage-
ment Counail, which reviewed all public-enterprise performance The
act allowed substantal incentives for superior performanceand stressed
evaluahing management, not company, performance
The effects of this new regulatory structure were striking Between
1983 and 1988, KEPCO's operating costs declined 1n real terms by some
34 percent This reduction was achieved in spite of rapidly rising real-
wage costs and after taking account of changes mn the conversion effi-
ciency of new generating plant as well as reductions in fuel costs during
that period In addition, technucal measures on the supply side and
demand-management policies—such as mandatory time-of-use tariffs—
are estimated to have reduced peak load demands between 1977 and
1987 by about 800 MW, or some 7 percent of actual 1987 peak demand
Another characteristic of the new regulatory policies was that over time,
tanffs were regularly adjusted to cover actual costs, including a substan-
tial portion of capital-investment costs

Source: World Bank records
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15 that the services of the utility are so poor that many of the larger
customers either provide for their own needs or have substantal
standby capacity for meeting the frequent system faillures In the absence
of improvements 1n reducing the frequency of outages, few of these
customers would be willing to rely on contractual arrangements with
the electric power utihty
In addition, few utihties in the developing world have the necessary
customer mformaton to begin aggressive nonpricing DSM programs
Most of them have little or no end-use data, and many do not even have
data on customer use by class They are also not strong enough mstitu-
tionally to undertake such managenally-and admunstratvely-intensive
programs Many utilities are in serious financial difficulty, they have
trouble simply collecting their own bills and operating and mamntaiung
therr systems As a first step, these utilities will require substantal
institutional reforms, which are now a matter of high priority in many
countries and are the focus of World Bank support Some alternative
institutional arrangements are discussed 1n the companion paper, Er}—
ergy Efficiency and Conservation tn the Developing World The World Bank's
Role (1993) At the same time, many utlities will need to concentrate on
major plant rehabilitation and transmission and distribution loss-reduc-
tion programs as well as build up an end-use customer database
With respect to implementing end-use efficiency, creative solutions
are needed to overcome market and nstitutional barriers to conserva-
tion World Bank lending m the energy sector should be based on and,
where necessary, support as part of country assistance strategies the
development of integrated energy strategies that help borrowing coun-
tries take advantage of all energy supply options, including cost effective
conservation-based supphes and renewable energy sources As DSM
programs are increasingly put into place, lessons will begin to emerge
with respect to the potential benefits to developing countries of integrat-
ing supply-and demand-side measures
With regard to power pricing, 1t 1s clear that as in the industnal
countries, developing-country power suppliers are the ones who must
pursue the DSM energy-pricing options In fact, most developing coun-
tries, having few expliait or legally-constramed regulatory pohcies, can
more easily pursue aggressive load-management programs designed to
alter the shape of the prevailing system load-duration curve by reducing
peak demand and encouraging a more economical demand mix Such
programs would include pricing to reflect differences in time-of-use
costs, customer classes, location, and types of loads Pursinut of better DSM
priang policies could yield large gans in developing countmnes, even
where average revenues do not yet fully cover costs
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Box20 Corporatization of Electricidade de Portugal, S A

Electnicidade de Portugal (EDP) 1s currently undergoing major policy and
orgamzational reform The head office of EDP 1s being transformed into
a wholly state-owned holding company with a full-hme executive board
of directors Within the holding company, six separate companies are
being formed a generation company, a national gnd company, and four
distribution companies All new generation capacity wall be bult,
owned, and operated by the private sector, with energy sold directly to
the generation company The generation company will then sell power
to the gnd company, which will sell to the four distribution companies

All six comparues will operate as separate profit centers These compa-
nues will operate undera license1ssued by the Director General of Energy,
who is responsible for regulation

Two forces are driving the change the desire to increase efficiency

through competition, and the need to reduce the amount of public debt

With regard to competition the board of the holding company will
closely monitor the performance of all six companues, explicitly compar-
ing performance of the distribution companies and of the existing gen-
eration company plants It will also compare the performance of existing
generating plants with that of the new private-sector plants

Legislation has been enacted to permut private generators to sell to the

gnd company

Importation of Services
Prnincple two

In some of the least developed countries, where there are weak public and private
sectors, a relatre lack of market forces, and undeveloped capital markets, an
early step in bringing about power-sector reform and increasing sector-manage-
ment efficiency will be to bring local, developed-country, or more advanced
developing-country electric power services nto the sector

Among the underlying causes of poor power-sector development and
management is a country’s level of economic, human, and istitutional
development Lack of educated and trained manpower and weak nsti-
tutions reduce the capacity of countries to provide sound development
management Poverty, illiteracy, and weak institutions are all causes of
poor power sector performance and make the task of sector management
much more complicated and problematic

In such inshituhonally-weak situations, a prionity 1s to find Imagna-
tive ways to draw on international hands-on experience as a means of
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developing local manpower, skills, and msttutional capabilities Early
steps i bringing about sector improvements should involve twinmung
arrangements or the contracting out of selected sector services to foreign
entities (other developed- or more advanced developing-country power
enterpnses, contractors, manufacturers, consulting firms, operating com-
panies) that can provide in-country management services at reasonable
cost and create local capacity n the sector Doing 1t alone 1s simply too
expensive for poor countries mn terms of foregone economuc output An
efficient productive power sector can set an example that will be more
valuable than merely tramning a few selected engineers 1n an environ-
ment filled with disincentives Learning-by-doing 1s a ime-tested pro-
cess, but providing leadershipo in the learning process 1s essential

As discussed 1n chapter 4, the power sector worldwide 1s a mature
industry with an abihity to provide a wide range of services on a contract
or twinning basis Potential areas for contracting include management
of aivil works and activities that do not entail large mmvestment costs,
such as plant maintenance, diesel operation, billing, revenue collection,
vehicle maintenance, line stringing, and pole and tower fabrication
Other areas for outside involvement could include reducing supply-side
power losses and increasing generating plant availabiity The financial
costs of these 1mitiatives are generally low relative to the benefits gained

Commercialization and Corporatization
Principle three

The Bank will aggresswely pursue the commercialization and corporatization
of, and private sector participation in, developing-country power sectors

Power enterprises must operate as commercial businesses They
should pay interest and taxes, earn commeraially-competitive rates of
return on equuty capital, and have responsibility for their own budgets,
borrowing, procurement, pay, and staff conditions This means that the
governments relabonship with these enterprises must be more transpar-
ent and must emphasize financial discipline together with setting the
overall policy framework and goals

In view of the capital mntensity of the sector, any private supply
response would take time to matenalize, and meanwhile, the power gap
could worsen Some direct investment by the Bank would stil be needed
dunng this transition period Nevertheless, direct loans to energy enter-
prises should be linked to progress toward corporatization and commer-
aalization

The Bank could, 1n fact, support electric power lending to both the
public and private sectors To encourage broader participation of parties
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Box 21 Prvatization of the Electric Power Sector in Chile

The most important public power system in Chule 1s the Central Inter-
connected System This system comprises three public utihty compa-
nies—Endesa, Chilectra, and Colbun—with 1nstalled generating
capaaity of about 3200 MW (1988)

Since 1980, the government has encouraged a process of divestiture
and privahization of publicly-owned electric uhiliies The privatization
of the power sector was implemented through legal and institutional
changes to make the power utilities operate under the same regulations
asprivateenterprises Private participation was encouraged by establish-
ing new investor-financed enterprises to purchase exasting facilities or to
construct new facilities (for example, large generation projects) General
electricity rates were based on marginal costs and reflected the opportu-
nity cost of producing electricity Prices for most larger users were set
largely through market forces by negotiahions between investor-funded
generation compames and these consumers This approach served to
create competitton among producers

Privatization in Clule s power sector was financed through three
mecharusms public auction, stock exchange isting, and so-called popu-
lar capitahsm Privatization of the sector took place over several years,
with the separation of distribution from generation/transmussion and
the creation of several independent distribution and generation compa-
nies The government sold some distribution subsidiaries 1n 1980 by
public auchion By 1983, Endesa was lhisted on the stock exchange, with
capital advances recerved from new consumers converted nto shares in
the company Between 1985 and 1987, 1t sold three small hydrostations,
again by public auction Other distribution subsidianes were also sold,
with employees of the companies purchasing shares from their pension
entitlements (popular capitalism) Penston funds and banks also parte-
1pated by mvesting i shares in listed power companies

In about 1985, government acted to further resurrect the finanaal
structure of Endesa by capitalizing about CH$500 mllion of its debt and
converting 1t to equity held by the state By mud-1989, virtually 100
percent of distnbution was 1n private hands, and most of Endesa was
privately owned Chulectra became 100 percent private i January 1988,
when two U § banks bought at public auction the 40 percent of the stock
that was publicly owned Only Colbun, which operates a hydroplant, 1s
operating as a government-owned utility

other than the government 1n all aspects of the power sector, Bank loans
could be made to both private and pubhc enterprises Industnal firms,
for example, should be able to borrow for power generation on terms
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equal to those offered to public enterprises, where supply by indepen-
dent power producers 1s shown to meet sector objectives

In some countries the Bank should channel some portion of its lending
through financial intermedianes such as commeraal banks The com-
mercial banks or other intermediaries could receive bonds from the
power comparues as security and could sell the bonds in the countrys
capital market with a commercial bank guarantee There are many ways
i whach such deals could be structured The essential points are that (a)
if power sector enterprises must compete with each other and with other
non-energy enterprises for at least some portion of their financing, a
direct link must be established between sector performance and the
ability to raise resources for new mvestments, and (b) the power sector
could directly assist with the development of a country’s capital market
by being a source of hugher quahty, longer-matunty paper

Such financial-ntermediary lending would have to comply with ex-
1sting Bank gwdelines for such lending and fit well within countries’
overall financial policy frameworks There should be an agreed finan-
cial-institution development plan that demonstrates that the institution
has an effective role to play m the country’s financial sector develop-
ment The plan should provide explicit target benchmarks for momtor-
Ing progress in weak areas

As such, the Bank’s lending for power would support and be a part of
overall reform of the financial sector As noted earher, if the capital
requirements of the power sector are to be met, substantial resources will
have to come from pnivate domeshc savings This will only take place
through a close working relationship between the power enterprisesand
those inshitutions responsible for mobihzing savings In addition, the
financial enterprises would benefit from being able to add this important
industry to their asset base Itis clear that given the potential importance
of the power sector for capital-market development, and the compara-
tive price and mcome stability that wall come through proper regulation,
the power sector has the potential to tap a large pool of savings that
otherwise may have few domeshc mnvestment alternatives Of course, as
discussed under principle two, 1n some lower-income countries, where
the power sector 1s relatively large 1n comparison to the formal financial
sector, the Bank will have to continue direct loans to power enterprises
or credts to these enterprnses through governments

Understanding the potential pitfalls and operational imphcations of
launching parallel reforms mn both the power and financial sectors 1s
essental for designing a power-sector reform program The success of
such a program requires that reforms in these sectors be hinked and
well-integrated with the overall economywide reform process At pres-
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ent, many developing countries have launched adjustment programs
that go beyond the correction of iitial imbalances to the reform of
economic policies and mstitutions In many countnes the timing 1s nght,
therefore, for imhating intersectoral reform programs

Commutment Lending
Principle four

The Bank wnll focus lending for electric power on those countries with a clear
commutment to improving sector performance in line with the above principles

In a few countries where major reforms have taken place in the power
sector, reform occurred after several years of sustained dialogue with
the Bank and other donors The Bank’s presence can be a catalyst to
encourage country commitment Above all, the Bank will not continue
to finance power projects where poorly-performing and highly-pollut-
ing utilities and therr governments are unwilling to carry out fundamen-
tal structural reforms that significantly improve the way they are doing
business

Since helping countries move 1n the direction of fundamental sector
reform 1s emerging as one of the Bank’s pnmary objectives 1n a number
of power sectors, the Bank must allocate resources for the mnstitutional
analysis and technucal assistance necessary to help guide fundamental
sector reform The Bank must focus lending mostly on those countries
that show a clear commtment to improving sector performance Com-
mutment must be judged on a country-by-country basis around the
themes of significant progress toward needed reform and no more
business as usual

This will involve choosing countnes for specific work according to the
sector-development 1ssues outlined above and according to the range of
achvities the Bank can take on and support at any given ime Some of
the Bank’s borrowers may neither want the Bank to be so involved nor
require such assistance Where there 1s need but no commitment, such
work would waste resources Simularly, the dimensions of power sector
development the Bank chooses to assist should reflect both the chances
of success and the Bank’s own ability to provide effective assistance 1n
terms of skills and resources

In countries in which the Bank 1s active in 1improving power sector
development, the Bank needs to assist in the design of highly differen-
tiated responses, taking account of the countries’ mstitutional needs,
political economy, socal structure, and listory The objective 1n each
case must be to help strengthen the environment for sustainable power
sector development
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It1s clear that the Bank will need to expand 1ts sector work from current
low levels to help countries pursue some of the fundamental institu-
tional and structural reforms suggested in this paper An expanded
program will requure both the borrower and the Bank to 1dentify better
and analyze the political, legal, regulatory, and institutional constraints
to improved performance The financial goals and strategic options for
the sector, as well as the more traditional least-cost investment program,
also will have to be more clearly spelled out, and more analysis of the
robustness and environmental impacts of investment programs will
have to be undertaken Above all, the 1ssues of accountabiity and
incentives for efficiency among government, producers, and consumers
will have to be clearly identified and remedsal actions defined and
agreed upon

When a country, with the Bank’s analytical support, decides that the
best way to develop 1ts power sector 1s to step up Bank support of
privatization 1n the sector, the first step should be to put together a
comprehensive sector work program This program would form the
basis for a set of actions that would begin with putting 1n place accept-
able legal and regulatory frameworks

These actions would be tailored to suit the situation in each country,
given its level of economuc development and the extent of private-sector
and capital-market development Private-sector participation could be
considered any activity that would increase imnvolvement of the private
sector 1n financing, developing, or operating facihities for the electric
power sector There are numerous options available for private sector
participation—from collection, billing, construchon, and maintenance
services to options for generation, transmission, and local distnbution—
in a commercaahzation, corporatization, or privatization format The
available options were discussed briefly in chapter 4

Essentially, the Bank will assist in bringing in international expernence
to help shape a plan that encourages those reforms that best swt a
country’s readiness for pnvatization In countries that already have
well-developed capital markets and stock exchanges (Argentina, Brazil,
Chuile, India, Korea, Malaysia, Mexico, Pakistan, Philippines, Thailand,
and Venezuela, for example), the feasibility of listing on the stock ex-
change or using other mechanisms for tapping capital markets should
be examuned Some of these countnes are already progressing in this
direction Pakistan and India are 1ssuing local bonds, and Malaysia has
listed the public power utility on the stock exchange In other countnes,
the Bank could require the commercialization and subsequent
corporatization of utihties as regulated profit-oriented business enter-
prises so that eventually they would be able to access capital in local or
mternational markets In less developed or severely debt-ndden coun-
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tnes, the Bank could seek private-sector assistance in developing finan-
aal reconstruction plans through management contracts, contracting
out, the use of consultants, and other approaches

The key objective, whatever the means, should be for governments to
reduce therr role in funding and operating electric power facihties and
to transfer these functions, to the extent possible, to other entities,
including the private sector World Bank assistance 1s likely to be re-
quired in reviewing and advising on governance 1ssues, the legal and
regulatory arrangements, and the legislative framework Governments
would have to act more like policymakers than managers, and the power
sector would have to become accountable to 1ts shareholders and the
public

Finally, commitment lending also means that the Bank, on 1its side,
must change the perceptions of some of its borrowers When the Bank
1s perceived as an insttution that 1s dniven by supply-side lending
targets and 1s tolerant of noncomphance, 1ts leverage 1s low In contrast,
if 1t1s percerved as an institution requiring performance and compliance
if resources are to be forthcomung, particularly when 1t can effectively
coordinate cofinancing efforts with other bilateral and multlateral
sources, then 1ts leverage for policy change can become very effective

Private Investment
Principle frve

To encourage private imvestment in the power sector, the Bank will use some of
1ts financial resources to support programs that facilitate the ivolvement of
private investors

The previous guiding principles are partly ammed at helping countries
establish a framework of policies and institutions that will result 1n a
compettive and more effictent commercaial power sector Such a sector
should be able to attract private capital But getting energy prices nght
and putting in place an accountable institutional framework may not be
sufficient Private mvestors shll could be understandably reluctant to
make sigmficant financial commutments because of a lack of experience
with the operation, stability, and reliabihity of the new policy framework
Governments, on the other hand, are concerned that investors will try
to compensate for the perceived nisks by seeking high rates of return that
could require unpopular increases in electnaity prices Both parties thus
have an interest in lowering the perceived risks

Experience with BOO/BOOT projects indicates that many private n-
vestors are imitially reluctant to undertake projects that are large relative
to their capital base Consequently, attempts to put together private
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financing schemes for very large and complex power projects have
sometimes proved difficult or impossible (for example, in Turkey and
Pakistan) Nevertheless, thereis considerable evaidence that investors are
interested mn smaller, less complex power projects in which the nisks are
considered more manageable Once investors gain experience and con-
fidence, they will be willing to finance larger projects (box 22)

It 1s 1n the early stages of policy reform process that investors perceive
the greatest risks On the one hand, most investors are prepared to bear

Box 22. Example of a Successful Private Power Project
i the Philippmes

200-MW gas-turbine power plant was comnussioned in the spring of 1990
at a site near Marula in the Phulippmes The $41 nillion project was built
m twelve months wath hmited-recourse financing—without government
guarantees to the project financiers—under BOOT arrangements The
plant 1s owned and operated by a private company, Hopewell Energy
(Phihippines) Corporation (HEPC), under a twelve-year contract to sup-
ply power to the state-owned National Power Corporation (NPC) NPC
15 providing the site, supplying fuel to the plant at no cost to HEPC, and
15 paying HEPC for all the energy that it takes HEPC will pass full
ownership and control of the plant over to the NPC at the end of the
contract

Thus project 1s a good 1llustration of how to minimize the nsk exposure
to debt obhgations for private investors by controlling nsks assoaated
with the costs of inputs and the price of the output Thus approach can
attract tnvestors to countnes such as the Phuhippines that are short of
capital, foreign exchange, and power-supply capaaty HEPC effectively
transforms fuel o1l nto electrnicity for a low-nisk processing fee that
provides a reliable cash flow Government and NEPC have been reheved
of the task of raising capital, and they benefit from private-sector techru-
cal expertise in operating the plant The success of this project has
encouraged HEPC and NPC to negotiate another BOOT power project on
a larger scale, which wall provide 700 MW of coal-fired generating capac-
ity at a cost of $850 milhon It 1s due for commussiorung mn 1995

As 1n the first Hopewell Project, World Bank Group particapation 1s
being sought through the IFC, which faces the task of mobihizing large
additional private-sector resources Based on the successful experience
of the first BOOT project in the Philippines and a number of other loans
to private-sector power companes in South Asia, IFC 1s now also explor-
ing the financing of electric power projects i a number of other countries
in Southeast Asia
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the commeraal nisks associated with buillding power plants They are
also prepared to acceptsome country nisks In particular, they are willing
to take on debt obligations under satisfactory conditions for beng paid
for their services In most countries where mvestors have some experi-
ence, only a few investors have expressed deep concern about govern-
ments ulimately hving up to their commtments, provided there are
suitable arrangements for arbitration

On the other hand, 1n many instances mvestors do percerve a financial
risk in conjunction with the reform process They are concerned that
unavoidable bureaucratic difficulties of implementing new ways of
doing business could result in an uneven and unpredictable cash flow
in the early years of their investment In most cases, some of the most
promunent concerns are about price and availability of fuels, hmely
payments for power purchased by the domnant state-owned public-
sector power company, and delays in obtaining the agreed conversion
of local currency into foreign exchange An additional source of uncer-
tainty 1s government bureaucratic mnexpenence in dealing with the
disputes that will inevitably anse between power companies and private
suppliers under complex power-purchase arrangements

To compensate for nsks such as these, commercial lenders either will
require a larger equuty investment from the project sponsors or will
pursue a larger package of public guarantees for theiwr loans Both
requirements raise the cost of projects, although this increase could be
more than offset by quck construction and subsequent operational
efficiencies of the privately-owned plants Equuty investors will require
a higher rate of return than the interest rates on loans, to compensate for
their hugher exposure to risk, while public guarantees would divert the
limited resources of the public sector from alternative uses

Since some of the nsks for private mvestors are linked to a
government’s timely implementation of 1ts contractual obhgations, a
third party could help underwnite these nsks In many private financial
transactions, one way in which these third-party guarantees can be
obtaned 1s by postng performance bonds, estabhshing escrow ac-
counts, buying insurance policies, or using sumilar nsk-coverage mech-
anusms Governments, of course, could take the mmitiative 1n mitigating
these nsks and thus reducing the prices demanded by private producers,
by arranging nisk coverage for their own performance

Although there are many ways the Bank can help countries develop
their power sectors, the most common approaches do not always deal
adequately with the concerns of private mvestors One promusing ap-
proach s for the Bank to lend through national financial intermediaries,
such as a private-sector energy development fund (as in Pakistan) or a
national power-sector fmancial corporation (as in India and Colombia)
This approach has the advantage of moving power financing decisions

?a
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Box 23 IFC’s Power Investment Program

The International Finance Corporation (IFC) has expenienced a recent
surge of investor interest in private power projects in developing coun-
tries IFC’s current portfolio includes investment of just under $300
mullion 1n nne private power projects in India, Philippines, Chule, and
Turkey

More important, the corporahion currently has some thirty-five pro-
posals in varying stages of progress These iclude large projects suchas
a 1,400-MW coal plant m Mexico, a 400-kV transnussion hine in Poland,
the Endesa hydroelectric project in Chule, a 1,200-MW gas turbine plant
in Malaysia,and a 700-MW follow-on investment by Hopewell in the
Philippines (see Box 22) There are also smaller, several-mllion dollar
ventures, such as wind-powered generators in Costa Rica, a 45-MW
floating diesel plant i Jamaica, and a 24-MW hydro project in Belhize In
addition, some, such as the 510-MW Berke hydroelectric project in Tur-
key, are being undertaken 1n conjunction with the World Bank In such
countries as India and the Philippines IFC has become, or 1s rapidly
becomung a permanent partner m the development of the sector through
incremental private sector investment

Source IFC

closer to the standards of capital markets, but 1t does not deal with
potential political or bureaucratic problems that increase the risks for
private investors The credit support programs developed by the Bank,
IFC, and MIGA to promote private financing of infrastructure have fo-
cused on covering some risks through parhal guarantees to private
investors

The Bank will continue to mnovate and experiment with the wide
range of pnivate-sector financing tools and techmques currently at 1its
disposal The Bank group will be flexible and innovative in attempting
to mobilize private capital for the power sector and, to the extent
possible, address sovereign noncommercial private-investor risks Such
efforts will assist countries in developing or strengthening private cap-
ital markets and will be a positive force toward meeting the projected
large capital shortfalls in the power sector during the next decade

Endnotes

1 All dollar figures are US dollars unless otherwise indicated

2 This section draws heavily on Energy Efficiency and Conscrvation in
the Developing World The World Bank’s Role (1993) This sechon may be
skinped if the reader 1s famihar with that paper
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Extracts from The Least Cost Energy Path for Developing Countries Energy Efficient
Investments for the Multilateral Development Banks, by Michael Phulips Published by the
International Institute for Energy Conservation, Washington DC, 1991

The World Bank

The World Bank 1s divided mnto two main branches, the Operations branch and the Policy branch
In addition, there 1s a much smaller Operations Evaluation Department

The Policy branch reviews and develops policy for the bank It 1s orgamized m five sector
departments, including an Industry and Energy Department (IEN) and an Environment
Department It also contains some research functions and a traming center for developing country
officials The IEN includes a technical assistance umt known as the Energy Sector Management
Assistance Program (ESMAP), which 1s discussed in detail later in this chapter

The Operations branch 1s 1n charge of all lending operations, from project 1dentification to project
completion It 1s orgamzed geographically by region, then by country groups, and then by sector
For example, there are four regional offices - the Asia Regional Office, the Africa Regional
Office, the Latin America and Caribbean Regional Office, and the Europe, Middle East, and
North Africa Regional Office Each of these offices contain several country departments For
example, the Asia Regional Office mncludes the India Country Department and the Bangladesh,
Bhutan, Nepal, and Sr1 Lanka Country Department Each of these departments mn turn has
divisions responsible for energy, agriculture, and so forth

The Operations branch has 19 country departments n all, each with its separate division
responsible for energy There 1s no central energy department in the Operations branch While
the Policy branch of the bank does have a central energy department - the Industry and Energy
Department - 1t has no formal role mn the bank's energy lending operations

Each of the bank's four regional offices has, in addition to 1ts country departments, technical
departments, which provide extra project review and assistance for the country operating staffs
in the region The techmcal departments also sometimes administer their own projects Each
technical department has 1ts own energy division and transport division, and its own environment
division responsible for, among other things, reviewing the environmental impacts of bank energy
projects

The bank's Operations Evaluation Department (OED) 1s responsible for evaluating projects after
they are completed It has two divisions, each with responsibihity for different sectors
Infrastructure and energy projects are overseen by one division, and industry projects by the
other

Altogether, 1n the Operations, Policy, and Evaluation branches, the energy sector 1s addressed by
32 divisions of the World Bank In addition, a similar number of divisions have jurisdiction over
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the energy-consuming sectors such as transport, industry, and urban development Many of these
divisions share responsibility for energy and mndustry, some share responsibulity for energy and
transport thus, the number of divisions that either overtly address energy or have a sigmificant
mmpact on energy consumption 1s large For example, 68 World Bank divisions have
responsibility for energy, industry, transport, urban development, or a combination thereof

Coordination among the many divisions 1s, understandably, difficult An unsuccessful approach
toward energy lending in one division can be easily repeated in another There 1s the central
Industry and Energy Department, but 1t 1s in the Policy branch of the bank The Policy branch
has little influence on the Operations branch, according to many of the bank's staff Although 1t
was ntended to be a central umit integrating policy and research with planning and budgeting,
1t has not achieved this purpose ! There 1s Iittle communication between the Policy branch and
the individual country departments Moreover, the Policy branch 1s often perceived as an "vory
tower" by those 1n the Operations branch

Lending Operations of the Multilateral Development Banks
Lending Targets

Each year, the World Bank conducts analyses to determine the total amount of debt each
borrowing country can bear These analyses are used, along with other factors, such as past
assistance levels, to determine the total loan amount a country will receive 1n a given year from
all sources The World Bank coordinates 1ts lending with other lenders, including the regional
multilateral development banks, to determine how much of the total each will provide This group
of multilateral and bilateral lenders for each country 1s called a "consultative group "

The consultative groups holds regular meetings, orgamized and chaired by the World Bank
Usually the details of how much each lender will provide are worked out prior to the meetings,
and the meetings are used to finalize the lending plans and fill 1n financing and cofinancing gaps
The developing countries are represented at the consultative group meeting, usually by their
finance minmisters, who reconfirm existing financing arrangements, discuss future loan needs, and
seek comments on their countries' economic performance to date

As a result of this process, each lender has a "lending target," stating how much 1t will lend to
each country for the coming years Lending totals for each country are set three to five years in
advance, and mdividual loans are then 1dentified to gradually fill up each year's allotment Thus,
the energy loans approved 1n the current fiscal year were first identified 1n rough form several
years ago, and the technical, institutional, and financial details have been gradually filled 1n over
the intervening years

In 1dentifying loans to meet lending targets, MDB staff have an incentive to focus on large loans
because 1t takes about the same amount of staff time to prepare a small loan as a large loan This
bias tends to favor projects requiring large capital investments, such as o1l and gas development,
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power plant construction, expansion and upgrading of transmission and distribution systems, and
road construction Energy-conservation projects, such as lighting retrofits, conservation equipment
production, and industrial boiler replacements, tend to require much smaller capital investment
and thus smaller loans, especially 1f the recipient country has not yet established the nstitutional
capacity to absorb a large energy-conservation loan

Loan Types

The MDBs offer three basic kinds of loans mvestment loans, adjustment loans, and technical
assistance loans Investment loans are designed to fund specific projects or sets of projects
Adjustment loans are designed to promote major macroeconomic and sectoral reforms Techmcal
assistance loans are used to provide guidance or tramng, or to help a country prepare for an
upcoming large loan

Almost all energy actrvities are funded through investment loans, of which there are three types
project loans, sector loans, and emergency loans Project loans, the most common, are used to
fund specific ventures such as dams, roads, or power plants Most energy activities have been
funded through project loans Sector loans are provided for broad sets of investments in particular
sectors in cases where the recipient country can manage the detailed work of identifying and
administering individual projects, leaving the bank to concern themselves with the broader policy
directions 1n the sector Some industrial energy-conservation activities have been financed by the
World Bank through industry sector loans in the form of lines of credit available to individual
businesses The use of sector loans has increased 1n recent years 1n all sectors, mcluding energy,
but project loans are still dominant Emergency loans are provided in response to disasters, and
have not been used for energy development except for the repair of damaged facilities

Adjustment loans, also known as "policy-based loans" or "program loans," are large, rapidly
disbursed loans that are used exclusively to pay for imports The World Bank 1s the dominant
adjustment lender, and adjustment loans by regional banks are usually made to cofinance World
Bank adjustment loans There are two types of adjustment loans Structural adjustment loans
(SAL) carry few restrictions on how the funds are used, but require major macroeconomic
reforms by the borrower 1n areas such as exchange rates, money supply, interest rates, and trade
barriers Sectoral Adjustment Loans (SECAL) are similar to SALs but address just one sector
Because adjustment loans are not directed to specific projects, their influence on borrowers 1s 1n
their strict loan conditions For example, an energy SECAL can be used by a borrower to
purchase mmports of almost any goods or services, energy-related or not, that the borrower
wishes ! However, the conditions of the SECAL may require the borrower to raise energy prices,
overhaul 1ts energy regulatory system, and replace top managers at the national electric utility
(see "Loan Conditionality" later in this chapter)

1" In some cases, the country 1s required to use an energy SECAL to purchase energy-related imports
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Most technical assistance loans are small, and 1n many cases, are mcorporated 1n project loans
The regional banks provide both loans and grants for technical assistance, while the World Bank
provides only loans 1n this area

Loan Components

In assembling a loan, MDB staff must determine a number of variables, such as interest rate, loan
conditions, and procurement rules, before the loan 1s approved for disbursement Staff have some
flexibility 1n these areas, but there are conventional approaches for determining each of the
variables There are, for example, established methods for setting the interest rate for energy
loans as distinguished from other loans Likewise, energy loans tend to include certain common
loan conditions

Concessional interest rates The interest rates MDBs normally charge are based on the interest
rates the MDBs themselves are charged on international capital markets, plus half a percentage
pont or more to cover therr own costs Loans with this type of interest rate dominate the lending
portfolios of all MDBs At the World Bank, such loans are known as an IBRD loans, at the
Inter-American Development Bank and the Asian Development, they are called OCF (Ordinary
Capital Fund) loans, at the African Development Bank, they are called AfDB loans

In addition to these ordnary capital loans, all the MDBs have special lending windows that
provide their poorest borrowers with loans at subsidized or "concessional" interest rates and
longer loan terms The World Bank's concessional financing arm 1s the International Development
Association (IDA), the Asian Development Bank's 1s the Asian Development Fund (ADF), the
Inter-American Development Bank's 1s the Fund for Special Operations (FSO), and the African
Development Bank's 1s the African Development Fund (AfDF) The terms commonly include
subsidized interest rates (perhaps 1 or 2 percent instead of 9 percent), coverage of a higher
percentage of project costs (perhaps 60 percent instead of 30 percent), longer "moratoria" (grace
periods) before repayments begin (perhaps 10 years instead of 5 years), and longer loan terms
(perhaps 40 years instead of 20 years)

Only the world's poorest countries, based on per capita GNP, qualify for concessional financing
The very poorest receive only concessional loans, while others, known as "blend countries,"
recerve combinations of concessional and ordinary capital loans The concessional loans are
mtended for projects that do not have high financial rates of return, such as social and health care
projects At the World Bank, the agriculture sector 1s the largest beneficiary of concessional
lending, accounting for 34 percent of total IDA assistance between 1985 and 1988 2 The energy
sector accounted for 13 percent of IDA assistance from 1981 to 1984, then dropped to 7 percent
from 1985 to 1988 3

In general, a greater proportion of energy supply, or "supply-side," loans have been made at
concessional rates than have "demand-side" (energy-efficiency) loans In some cases, demand-side
loans 1n a given country have been provided at ordinary capital rates while supply side loans are
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provided at concessional rates For example, Pakistan has received supply-side loans from the
World Bank at both concessional and ordinary capital rates, but all of 1ts demand side loans from
the Bank - 1n 1982, 1985, 1987, and 1989 - for such activities as demand management and
energy conservation, have been at ordinary capital rates Furthermore, in 1982, India recerved a
non-concessional loan of $27 million from the World Bank for energy efficiency, while recerving
a concessional $400 million World Bank loan for power production

Loan conditionality The MDBs place requirements on borrowers in exchange for providing
them with loans These requirements are know as conditions or covenants, or collectively as
"conditionality "

The World Bank commonly requires 1ts borrowers to liberalize trade, establish market based
pricing and exchange rates, and impose general fiscal discipline When the bank lends for a
mining project, for example, 1t may demand changes 1n the legal and taxation code concerning
mning mnvestment Almost every loan mn every sector mcludes similar provisions 3 Adjustment
loans contain particularly strict conditions

Typical IDB power sector loan conditionalities include requirements for least-cost electric power
system expansion, raising tariffs to reflect long-run marginal costs, improved institutional
efficiency, and reduction of transmission and distribution losses

World Bank electric power loans commonly include requirements addressing financial 1ssues at
the electric utility, including financial ratio targets (operating costs divided by operating
revenues), revaluation of assets (for calculating depreciation), financial auditing, debt limitation,
electricity tanff increases, and reforms 1n taniff structures Conditions related to management and
planmng may nclude requirements regarding senior management appointments by borrowers °
Most of the World Bank's 1990 power projects mclude some conditionality related to energy
price r_’eform, from agreements to study tariffs to agreements to keep energy prices at certain
levels

Other examples of conditionality in World Bank energy loans imnclude the establishment by
Pakistan of an institutional framework to facilitate private sector participation mn energy
development, the establishment by Turkey of a regulatory body 1n the Ministry of Energy and
Natural Resources, and a commitment by Morocco to furnish the World Bank with proposed
procedures and policies for government oversight of utilities' financial operations

The ADB loans regularly require mmprovements in the efficiency of electricity supply For
example, 1n a recent loan agreement with Bangladesh for transmission and distribution facilities,
the ADB states that 1t may "withhold approval of award of first contract under the project” until,
among other things, the "Bangladesh Power Development Board (BPDB) [has] reduced its system
losses to an average not exceeding thirty-two percent of gross electrical energy generated for a
period of at least three months " It also requires Bangladesh and its national utility to "formulate
a long-term, time bound action plan, acceptable to the Bank, to reduce BPDB's system losses "'°
Finally, 1t requires that BPDB 1nstall time-of-day meters at the facilities of certain classes of



customers !

As of July 1991 the ADB was considering a new policy to include energy-conservation
conditions 1n future sectoral adjustment loans in the fossil fuel sector These conditions would
include energy audits of all kilns and furnaces 1 a country, energy-conservation statutes and
regulations requiring major energy users to carry out energy audits and reduce energy
consumption within specified periods, mandatory vehicle fleet maintenance by trucking and bus
companies, surcharges on passenger cars and increased taxes on heavy or luxury cars, subsidies
or other support for the distribution and/or sale of energy-efficient stoves, lighting products, and
electric motors, and support for improving the capabilities of domestic consulting firms with
regard to energy-conservation technologies '2

Noncompliance with loan conditions can result in temporary suspension of disbursements or even
cancellation of a loan Both actions are rare Suspensions and cancellations must be approved by
the highest management of the MDBs The MDB staff try to avoid suspensions and cancellations
by negotiating settlements, because the burden of proof is on the staff to show the unavoidability
of suspension or cancellation Furthermore, a suspension or cancellation can be viewed as a
faillure m project design, reflecting badly on the staff

Because of pressure on MDB staff to meet lending targets and avoid suspensions and
cancellations, violations of loan conditions often occur without penalty A World Bank analysis
found a rate of condition fulfillment on 1its adjustment loans of only 603 percent,* 2 for
energy loans, the rate was only 56 percent '*

Still, loan suspensions do occur from time to time For example, the World Bank has had
disputes with both South Yemen and Egypt over energy prices A 1985 power loan to South
Yemen was canceled because the country did not raise electric rates as promised In Egypt, all
energy loans were suspended owing to a dispute over energy pricing '

Guding Principles of Lending

Several guding principles, reflecting the banks' philosophy of economic development, shape the
MDBs' loans 1n all sectors, including the energy sector These principles - emphasis on foreign
exchange earning investments, rationalization of prices, and increased private sector participation
n development - determine the approach the banks take 1n project identification and design, and
the conditions they place on loans

2 In some cases, the MDBs deliberately waive a conditionality where circumstances arise that are out

of control of the developing country government



Foreign Exchange-Earning Investments

The MDBs look favorably on projects that increase the foreign exchange earnings of a country,
because foreign exchange, or "hard currency," can pay for imports that contribute to repay loans
from MDBs and other foreign lenders

There are three main ways a country can increase its foreign exchange earmings exporting
domestic products, increasing tourism by foreigners, and attracting investment by foreign firms
The MDBs actively support all three activities in developing countries, especially exports They
provide grants and loans, for example, to support development of energy resources like coal and
o1l for export, and the development of ports and the highways and railroads that serve them

Investments 1n end-use energy-efficiency can help increase a country's foreign exchange reserves
by reducing expenditures for imported o1l and future debt service for new electric generation
facilities Although MDB staff are aware of this fact, the MDBs have not pursued end-use
energy-efficiency as part of their strategy to increase developing countries' foreign exchange
earnings

Rationalized Earnings

The MDBs often recommend that developing countries "rationalize" prices, allowing the prices
of goods and services to reflect the cost of supplying them The MDBs discourage price subsidies
or regulations that distort market prices or keep them artificially low

In the energy sector, rationalization has meant allowing energy prices to rise to the point at which
consumer energy payments will cover the cost of supplying the energy In the transport sector,
1t has meant raising fuel taxes, tolls, and fares to cover the costs of building and maintaining
roads and mass transit systems

The MDBs often require borrowers to rationalize prices i given sectors For example, electric
power loans commonly require raising utihity rates, thereby reducing the need for the government
subsidies Developing countries frequently resist such requirements, because higher prices can
lead to social unrest and threats to government stability

Energy price increases are also commonly viewed as a means of encouraging more efficient use
of energy Yet energy-efficiency investments, conversely, can make energy price mcreases more
bearable That 1s, energy-efficiency improvements can help cushion the impact of higher energy
prices by reducing users' energy bills In addition, investments in energy-efficiency can permut
electric utihities to defer investments i new generation facilities, with the resulting savings
passed on to consumers Likewise, an energy-efficient urban bus system will have lower fares
than an nefficient bus system To date, the MDBs have not viewed end-use energy-efficiency
in such a light



Private Sector Participation

The MDBs consistently encourage governments of developing countries to remove themselves
from activities that can be performed by the private sector They support both privatization efforts
and increased participation by private businesses in traditional government activities In the
energy sector, this policy has meant encouraging privatization of government-owned electric
utilities and supporting private power producers who sell electricity to government utilities In
the transport sector, 1t has meant encouraging private ownership of urban bus systems

Investments 1n end-use energy-efficiency can help strengthen the competitiveness of businesses
1in developing countries by lowering operating costs This has especially been true for companies
competing nternationally with energy-efficient foreign compames The MDBs regularly urge
developing countries to lower import barriers to allow greater private sector competition, but they
have not generally focused on improved energy-efficiency as a way to improve the competitive
positions of domestic firms

1%



10
11
12

13

14

15

9

The World Bank, "Reorganizing the Bank An Opportumity for Renewal,"Report to the
President from the Steering Commuittee on the Reorgamzation of the World Bank,
(Washmgton, D C, Apnil 1987), pp 14-17

World Bank,"The Evolving Role of IDA" (Washington, D C 1989), p 8
Ibid

World Bank, "Annual Report" (Washington, D C, 1982), pp 107, 109 Personal
communication with World Bank staff

Cheryl Paper, The World Bank A Critical Analysis (New York Monthly Review Press,
1982), p 20

World Bank, "A Review of World Bank Lending for Electric Power" (Washington, D C
March 1988), p 71

World Bank, "FY90 Sector Review," unpublished manuscript, pp 1, 15

World Bank, "A Review of the Regulations of the Power Sectors mn the Developing
Countries," Energy Series paper No 22 (Washington, D C, February 1990), p 39

Loan Agreement between People's Republic of Bangladesh and Asian Development Bank
for Eight Power Project, 1989, p 16

Ibd, p 25
Ibd, p 29
Personal communication, Uroo) Malik, Asian Development Bank, June 1991

"Report of the Policy Task Force on What To Do About the World Bank", Woodrow
Wilson School Public and International Affairs, Princeton, New Jersey, 1990, p 37

World Bank, "Conditionality in Adjustment Lending FY80-90," Industries Series Paper
No 28 (Washington, D C, May 1990), p 14

Personal communication, Ian Hume, World Bank, February 1989



Russian O1l and Gas Framework Agreement
Summary of Operating Procedures

Background

The O1l and Gas Framework Agreement was signed on July 6, 1993 by the Russian
Minstry of Fuel and Energy, the Russian Ministry of Finance, the Russian Central Bank and
the Export-Import Bank of the Unuted States The Framework Agreement 1s designed to provide
Ex-Im Bank with the security 1t will need to provide $2 billion or more of financing in support
of U S exports for the revitalization of the Russian energy sector The Framework Agreement
will play a critical role 1n remvigorating the Russian economy by facilitating financing for the
supply of equipment, services and technology needed by Russian o1l and gas production facilities
that are now closed or producing below capacity

Each transaction under the Framework Agreement will be approved on a case-by-case
basis, taking mto account the technical feasibility of the project, credit factors and general
economic conditions i Russia Only those projects which are projected to yield mcremental
production of o1l or gas with a sales value substantially in excess of the financing will be eligible
for Ex-Im Bank support In general, borrowers under Ex-Im Bank-supported financing will be
oil and gas production associations or entities mvolved 1n processing, transporting or refining
gas or o1l

In order to assure the proper use of the goods and services bemg financed and fulfillment
of the assigned o1l and gas sales agreement, the borrower may be required to engage the services
of independent consultants who are expert in the production and export of o1l and gas More
specific mnformation on the role of such consultants 1s available from Ex-Im Bank Fees due to
these consultants may be financed under the Framework Agreement to the extent that their
services are of U S ongin

The Framework Agreement also contains assurances from the Mmstry of Fuel and Energy,
the Minustry of Finance and the Central Bank regarding the performance by the Russian parties
of their obligations under the transactions

Transactions under the Framework Agreement will be documented usmng standardized
agreements for the credit and security arrangements described 1n the Framework Agreement

Financing

Ex-Im Bank financing will consist of five-year loans (or longer as appropriate) guaranteed
by Ex-Im Bank under and subject to the terms and conditions of its regular guarantee program
Transactions will involve financing of at least $25 mullion for the purchase of U S goods and
services to be used for the rehabilitation or revitalization of o1l or gas production, transport,
refining, processing or other facilities Smaller transactions could be aggregated so as to reach
the $25 million floor



The Ex-Im Bank-guaranteed loan will be for up to 100% of the U S content (contract
price less foreign cost), but not more than 85% of the total contract price

The Russian buyer will be required to arrange for the mmimum 15% cash payment Ex-
Im Bank will guarantee 100% of the principal and interest on the loan which may be made at
a fixed or floating rate of mterest Disbursement under the credit will be through letters of credit
or, less likely, as a direct reimbursement to the Russian buyer

Ex-Im Bank expects that the guaranteed lender will act as the security assignee in the
transaction  In general, the security assignee 1s responsible for making the calculations
necessary to operate the collateral account and protecting the securnity for the loan

Shipments of goods must be on vessels of U S registry unless the buyer obtamns a waiver
from the U S Maritime Administration ("MARAD") MARAD may be contacted at (202) 366-
5517 or (202) 366-5522 (fax)

Security

Instead of receiving a sovereign guarantee, Ex-Im Bank will be secured from hard
currency sales of existing Russian o1l or gas production to foreign purchasers that will be
approximately 50% 1n excess of the amounts of financing that Ex-Im Bank 1s supporting The
contracts for these sales will be assigned as security for the financing, the actual proceeds being
deposited by the o1l and gas purchasers directly into offshore escrow accounts (located with a
commercial bank 1n New York) Security mterests will also be taken in the items being
financed Lenders of the 15% cash payment (the portion of the purchase price of goods and
services which 1s not eligible for Ex-Im Bank support) may share 1n these security arrangements

The offshore accounts will be established at a bank 1n New York by a collateral account
agent (as agent for Ex-Im Bank, the guaranteed lender and the cash payment lender) and
pledged as security At this time, Moscow Narodny Bank (London) and Eurobank (Paris) have
been approved as collateral account agents The collateral account agent will also be responsible
for transmitting instructions from the lenders and reporting on account activity The offshore
accounts will contain sub-accounts for debt service, debt service reserve and operating expenses
and will be used to make all payments of principal, interest and fees due mn connection with
financing

Ehgible Goods and Services

To be eligible, the U S goods and services must be at least 50% U S content on a cost
basis, shipped from the U S and can only be used for the rehabilitation or revitalization of the
Russian o1l and gas sector This includes the construction, development, upgrading or
maintenance of existing production, transport, refining, processing or other facilities



The types of items to be financed may inciude (but are not limited to) the following
categories of goods and services of U S origin or manufacture

Goods

Downhole pumps, surface pumps, sucker rods, casting, production tubing, hangers,
surface pipe, pipe coating, packers and 1solators, screens, cement, completion fluids, valves,
diverters, surface production equipment, gauges, meters, distributed control systems, process
control systems and computers, separators and traps, mamfolds, tanks, drll bits, drill pipe,
blowout preventers, topdrives, modular production equipment, desulphurizing umts, process
units, flare stacks, process furnaces and vessels, 1nitial catalyst charges, cabletray, pipe fittings,
fabricated metal equipment, compressors and expanders, power units, environmental protection
equipment and systems, laboratory testing equipment, safety and fire control equipment

Services

Directional drilling services, drilling redrilling and reworking services, well acidizing,
casing and cementing services, chemical treatment services, well cleaming, tank cleaning, tank
erection, tool fishing services, gas compressor leasing, hot o1l treatments, hydraulic fracturing
services, well logging, drilling mud services, perforating well casings, pipe testing, setting
downhole equipment, swabbing wells, general well and lease operating services, general well
surveys, field seismic delineations surveys, geological and reservorr engineering studies, general
engmeering and construction services, process licensing, environmental assessment services

Role of U S Suppher

The U S supplier must first reach agreement with the Russian producer on the goods and
services to be purchased The supplier may also offer to assist the Russian producer 1n the
preparation of material to be included in the Ex-Im Bank final commitment application

An mmportant part of that information from the supplier’s point of view 1s the information
about the U S purchases This includes a list of equipment and services from the U S, prices,
estimated disbursement schedule, estimated delivery schedule, and copies of the supply contracts

The supplier may also assist the Russian producer in finding a commercial financial
nstitution to act as the guaranteed lender and, if applicable, the cash payment lender

Pre-Export Financing

Small and medium-sized companies that require pre-export financing to produce goods
and services that will be sold under the Framework Agreement may be eligible for Ex-Im Bank’s
Working Capital Guarantee Program The program encourages commercial lenders to make
loans to U S businesses for various export-related activities by covering 100% of the guaranteed
loan’s principal and nterest U S comparmes acting as sub-contractors to larger exporters that

47



have contractual agreements with a Russian producer, or selling directly, may be eligible for the
program (Please refer to the Working Capital Guarantee Program Fact Sheet )

Payment to Supplier

Once Ex-Im Bank approves an application from a Russian producer, the supplier arranges
for the shipment of equipment or provision of services in accordance with 1ts agreement with
the Russian producer The supplier will be paid under a letter of credit issued, advised, or
confirmed by a bank acceptable to Ex-Im Bank (In some cases, the Russian producer may pay
the supplier directly then be reimbursed by the guaranteed lender ) The supplier must present
the required documents (supplier’s certificate, bill of lading, and invoices) for payment under
the letter of credit These are the standard disbursement procedures under Ex-Im Bank’s
programs In some cases, the mmimum 15% cash payment may be paid to the supplier out of
a "cash payment account" funded by excess proceeds from assigned o1l and gas agreements

CONTACTS
Ex-Im Bank Marketing Division (202) 566-4490
Europe and Canada Division
Thomas E Moran, Vice President (202) 566-8813
Fax (202) 566-7524
John Beckham, Russia Loan Officer (202) 566-8208
Michele Davis, Russia Loan Officer (202) 566-8898
Damelle Montgomery, Russia Loan Officer (202) 566-3816
Russian Ministry of Fuel and Energy
Vladmir G Mordassov, First Deputy Director
Main Administration for Foreign Economic Relations

7 Kitaisky Proyezd, Moscow, Russia 103074
Phone 7-095-220-4215, Fax 7-095-975-2045
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Project Financing

In recent years countries around the world have stepped up efforts to privatize their
economies Export credit agencies are being challenged to evaluate new private sector entities
without the benefit of traditional forms of security

Eximbank has developed an approach to financing projects in this environment called
"limited recourse project financing" or project financing With this type of financing, Eximbank
provides loans or guarantees for new projects (not expansions) and relies for repayment, wholly
or 1n part, on the cash flow from the project Project financing does not provide Eximbank with
full recourse to a third party guarantor such as a government, bank or investor in the project
Eximbank limited recourse transactions should mnvolve over $50 million of U S content They
may be structured as BOT (Build Operate Transfer), BOOT (Build Own Operate Transfer), BOO
(Build Own Operate), or dentvatives of these The approach excludes asset-based aircraft
financing, and financing for an existing company Eximbank seeks through project financing
to assume or share risks to mobilize scarce capital that otherwise might not be available
Lowering project costs for the investors 1s not a primary goal, interest rate sensitivity is a lower
priority issue

Eximbank will consider project financing in any country where the Bank 1s not legislatively
prohibited from doing business General cnitena for acceptance of project financing applications
are listed 1n Annex A Special criteria may apply 1n certain markets, depending on Eximbank’s
assessment of country risk Applications are to be submitted by project sponsors and investors,
not intermediaries, financial advisors or proposed guaranteed lenders, unless such entities have
the written mandate of the project sponsors or investors Eximbank’s information requirements
for project financing applications are listed in Annex B Applicants must also complete the
standard application form for Eximbank loans and guarantees

An experienced Eximbank team consisting of a financial analyst, economust, attorney and
engineer addresses the technical and financial feasibility of the project through procedures and
analyses established by the Bank Eximbank’s application criteria are strict and Eximbank
should not be expected to play a lead role in putting a project together, a task for the
sponsors/investors Premature applications should be avoided At the same time, Eximbank
should not be consulted too late 1in the process with an inflexible proposal

Eximbank’s diligent review of the information submitted should result in a project that 1s
well-structured financially and technically and that will contribute to the economic growth of the
host country
General Features of Project Financing

Applications to Eximbank should give a detailed description of the project and be

accompanied by completed independent feasibihity studies  The projects must involve
commercially proven technology and highly competent, experienced contractors

A U N & EXPORT IMPORT BAMK OF THE L i T80 STATES
A X ._’A”I 871 VERMONT AVENLE My
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¢ 85% Eximbank political nsk only guarantee Eximbank can make a guarantee available
to commercial lenders Eximbank could provide political risk only coverage pre-and
post-completion, or no coverage pre-completion with political only coverage post-
completion

(Note Inb and ¢ above, if a bank requires Exim’s comprehensive guarantee during
pre-completion Exim would require a counter-guarantee for commercial nsks )

Repayment terms and grace periods are in accordance with OECD guidelines Eximbank’s
standard commitment fees apply Applicants should consult the country loan officer concerning
commitment fees for split coverages pre- and post-completion, and exposure fees for project
financing applications

Security arrangements, financial covenants, escrow accounts, dividend restrictions, take-or-
pay/otf-take arrangements and power purchase agreements are determined on a case-by-case
basis

For more information on project financing contact

Office of Senior Vice President International Lending
Export-Import Bank of the United States
811 Vermont Avenue, N W
Washington, D C 20571
Telephone (202) 566-8187
Facsimile (202) 566-7524

To discuss a specific transaction, contact the appropnate area division for the importing

country
May 18 1993
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Annex B

Project Financing
Information Requirements

A brief history of each project sponsor, including date organized, legal status, ownership,
subsidiaries, and principal facilities

A description of each project sponsor’s overall operations, with details of ownership and
activities of related companies 1n the project country and related companies which are to
do business with the project company

Independently audited financial statements and annual reports of each project sponsor for
its latest three fiscal years

A description of each project sponsor’s experience 1n similar projects, including location,
capacity, construction period, cost, and profitability

A summary of the proposed project, including name, location, purpose, legal status,
ownership, and elements essential to project development, such as agreements, licenses,
local partners, and financing

A description of the host government’s anticipated role in the project and progress
achieved toward obtaining essential host government commitments

Qualifications of project construction contractors and operation managers

Details of Eximbank’s proposed participation, including amount, terms, and security
arrangements

A description of the principal risks and benefits of the project to sponsors, lenders, and
host government

An 1ndependently prepared project feasibility study, with background information on
experts employed, which analyzes the economic and financial viability, and the political
and environmental acceptability of the project

If not included 1n the project feasibility study, the following information should be
provided

A A technical description and a process flow diagram for each project facility

B A detailed estimate of operating costs

T



THIS GENERAL PROJECT INCENTIVE AGREEMENT (the "Agreement"),
made and extered into this sixteenth day of December, 1993, by and
between the Ministry of Finance of the Russ.an Federation (the
"Ministry of Finance"), and The Central Bank of the Russian
Federataion (the "Central Bank"), acting jointly, and the Export-
Imnport Bank of the United States ("Exaimbank"), an agency of the
Government of the United States of America

WITNESSETH

WHEREAS, Eximbank 1s prepared to offer financial support for
creditworthy project risk transactions in all sectors of the
Russian economy, where such transactions involve the export of
goods and services of U S8 manufacture or origin to purchasers
within the Russian Federataion,

WHEREAS, the Government of the Russian Federation (the
"Russian Government") will not be asked to provide sovereign
guarantees of repayment in connection with such transactions,

WHEREAS, 1t 1s the intention of the Ministry of Finance, the
Central Bank and Eximbank that all actions will be taken to enable
the parties to such project transactions to fulfill all of their
obligations in connection with such transactions (including,
without laimitation, fulfillment of all oblagations relating to
loans made or guaranteed by Eximbank), and that no actions will be
taken that could prevent such parties from fulfilling these
obligations,

WHEREAS, the Minastry of Fainance, the Central Bank and
Eximbank desire to establish procedures to enable Eximbank to
provide such financial support as simply and expeditiously as
possible, and

WHEREAS, the execution and performance of this Agreement will
facilitate exports and imports between the United States and the
Russian Federation

NOW, THEREFORE, the parties hereto agree as follows

.

SECTION 1 DEFINITIONS

"Approvals" shall mean, with respect to each Project, all
approvals, registrations, authorizations, consents, llcenses,
exemptions, waivers, permits, guotas, commitments and other
approvals and agreements of any kind of the appropriate authorities
withan the Russian Federation (including the Russian Government and
the republics, regions, territories and localities waithin the
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Russian Federation), as may be necessary or appropriate in
connection with the Loan, the construction of the Project, the
proper operation of the Project throughout the term of the Loan and
the fulfillment by any of the Project Parties of their obligations
with respect to the Project or the Loan, 1includaing the
establishment of Offshore Accounts and the granting and perfecting
of security interests in the assets of the Project, if appropriate

"Borrower (s)" shall mean, with respect to each Project, the
purchaser or purchasers within the Russian Federation of the U.S
goods and services beaing financed by a Loan.

"Business Day" shall mean any day on which the Federal Reserve
Bank of New York and the Central Bank and other appropriate banking
authorities of the Russian Federation are not closed.

"Guarantor (s)" shall mean, with respect to each Project, any
guarantor or guarantors of the Borrower’s obligations under the
Loan

"Loan" shall mean, with respect to each Project, the credait
extended by the Lender or Eximbank to the Borrower(s) to finance
the Borrowers’ purchase of U S. goods and services for the Project

"Lender" shall mean, with respect to any Project, the lender
or syndicate of lenders making the Loan (other than Eximbank) and
receiving an Exaimbank guarantee

"offshore Account" shall mean an account opened by a Borrower
in accordance with a license from the Central Bank with a financial
anstitution located outside the Russian Federation into which
proceeds may be deposited and accumulated for the purpose of making
debt service payment to Exambank or any Lender.

"Project" shall mean a project in the Russian Federation which
1s determined by Exaimbank to be technically and commercially viable
and to have projected cash flows from project operations in an
amount sufficient for repayment of the Loan.

"Project Parties" shall mean, with respect to each Project,
the Borrower(s), any Guarantor(s), and all other Russian entitaes
havaing any involvement with or +the abilaity to affect the
construction or operation of the Project, or the assets or legal
status of the Project or the Borrower(s), 2including (without
limitation) entaities responsible for the transportation or sale of
products produced by the Borrower (s).

"Taxes" shall mean amounts to be paid by a Borrower (or by a
Borrower on behalf of Eximbank or a Lender) under any applicable
law of the Russian Federation or any subdivision thereof to any
central, regional, territorial or local governmental authorities
within the Russian Federation in connection with mandatory sales of
hard currency, value added taxes, profits taxes, exports taxes and
tariffs, customs duties, erxcise taxes, stamp taxes, repatriation



taxes and fees, royalties, business enterprise tares, income taxes,
withholding and any other taxes, fees, 1levies, assessments,
imposts, duties or charges of any kind imposed on, arising 1in
connection with, or otherwise relating to any Project or Loan or
the transfer by Exaimbank of any security interest, right, taitle,
claim, privilege or cause of action which Eximbank may obtain as a
lender (or may obtain through subrogation to the rights of a
Lender) n connection with a Loan

SECTION 2 SCOPE OF EXIMBANK COVERAGE

2 01 Available Programs. Eximbank shall make avallable
guarantees and loans on a case-by-case basis to support only those
Projects which fit within the overall priorities of the Russian
Government, as confirmed by the Ministry of Finance in coordination
with other appropriate Russian governmental authorities Exaimbank
shall determine in 1ts sole discretion which of 1ts programs shall
be available to support a particular Project and the conditions
upon which any support shall be made, including an analysis of the
general economic conditions in the Russian Federation and in the
economic sector in which a Project i1s located

2 02 Project Financing Structures (a) Eximbank and any

Lender shall determine the appropriate financing structure for each
Project on a case-by-case basis considering the amount and tenor of
the financing, nature of Eximbank’s support, the development and
operational plans for the Project, the Borrower’s and Guarantor’s
organization and asset base, the value and availability of
security, the market (international and/or domestic) for the
product to be produced by the Project and other credit factors.

(b) The structure determined to be appropriate for a
Project may include reguirements for guarantees by investors or
other entities ainvolved 1in the Project (including completion
guarantees), Offshore Accounts, minimum equity amounts, reporting
requirements, financial covenants, and a pledge over all the
Project assets (the Offshore Accounts, product sales contracts (in
hard currency and/or Rubles), capital assets (plant, egquipment,
etc ), Russian contracts (transportation, marketing and services),
Russian bank accounts and other financial assets, Approvals, the
owners’ interests in the Borrower, insurance, rights with respect
to land and all other tangible and intangible assets of the
Borrowver (s) located Dboth outside and inside the Russian
Federataibn) In connection with a Project, Exinbank will not
require a guarantee of repayment from the Government of the Russian
Federation, or any ministry or agency thereof, or any commercial
financial ainstitutaon

(c) Any proposed financing for a Project shall also be
subject to Eximbank’s standard requirements, as may be in effect
from time to time, including, without limitation, reguirements as



to repayment terms, interest rates, U S content requirements and
the payment of exposure and other fees

2.03 Procedures A general descraption of the operating
procedures for approval of a Project 1s set forth in Annex A to
this Agreement, which 1s made a part hereof. The provisions of
this Agreement shall apply only with respect to Projects, confirmed
by the Ministry of Finance in accordance with Section 2 01 above
and the procedures set forth in Annex A

SECTION 3 SCOPE OF CENTRAL BANK COVERAGE

3 01 Central Bank Approvals. The Central Bank commits to
lssue all Approvals necessary for the establishment and operation
of Offshore Accounts for Projects, borrowing and repayment of the
Loans, and the operation of the Projects, which Approvals shall be
irrevocable and remain in full force and effect until the
indebtedness under all Projects entered into hereunder is fully

repaaid.

3.02 Ruble 2Amounts With respect to any Ruble amounts
acquired by Exaimbank in connection with a Project, Exaimbank shall
be accorded all rights as to use, conversion and transfer as are
available under the laws of the Russian Federation.

3 03 Transfer Risk In the event that due to a change in
regulations, the Borrower(s) or Guarantor(s) for a Project is/are
unable at any taime to transfer U S Dollars freely out of the
Russian Federation, or to obtain U S Dollars in a free and lawful
market i1n the Russian Federation and to transfer freely the U S.
Dollars thereby obtained out of the Russian Federation in order to
fulfill 2ats/their obligations to the Lender or Exaimbank, to the
extent permitted by the laws of the Russian Federation, the Central
Bank agrees to designate a banking institution to accept deposits
in U S. Dollars or Rubles in amounts corresponding to the amounts
of such obligations and, together with the Ministry of Fanance,
take such other actions as may be necessary to enable the
Borrower(s) or Guarantor(s) to fulfill such obligations

SECTION 4 MINISTRY OF FINANCE AND CENTRAL BANK ASSURANCES

4 Ol Approvals. The Ministry of Finance (in coordination with
other appropriate governmental authorities withain the Russian
Federation) will assure that Projects which have been approved by
Eximbank and confirmed by the Ministry of Finance, as descrabed in
Section 2.01 and Annex A hereof, will receive all Approvals prior
to 1initial daisbursement by Eximbank or any Lender As provided



under, and in accordance w1lth, the laws of the Russian Federataion,
all such Approvals may be pledged as security for Loans and shall
be transferrable to Eximbank and the Lender upon a default by a

Borrower

4 02 Taxes and Regqulation. Nothing shall prevent a Borrower
from making all payments of principal, interest and fees on any
Loans, ahd paying all Taxes In addition, the Ministry of Finance
confirms that under current law of the Russian Federation, neither
Eximbank nor any Lender shall be subject to regulation under the
laws of the Russian Federation, including those applicable to
banking, insurance or fainancial organizations, as a result of 1its
actavities as a lender or guarantor in connection with a Project

4 03 Recognition of Raghts As provided under, and in
accordance with, the laws of the Russian Federation, the Ministry
of Finance shall take all necessary steps to assure the recognition
of the transfer to Eximbank of, and Exaimbank’s right to exercise or
transfer, without interference, any security interest, right,
title, claim, privilege or cause of action, which Eximbank may
cbtain as a lender (or may obtain through subrogation to the rights
of a Lender) in connection with a Loan or with respect to any
currency, credits, property or other assets (including Approvals)
which Eximbank may obtain pursuant to the exercise of such raght.

4.04 Protection against Non-Commercial Risks

(a) To the extent permitted by the laws of the Russian
Federation, neither the Ministry of Finance nor the Central Bank
shall take, or allow to be taken, any action which could (or fail
to take, or allow not to be taken, an action where such failure
could) delay, prevent or otherwise interfere in any way with (1) a
Borrower’s legal exastence, (11) the construction, operation,
assets or legal status of any of the Projects or any of the Project
Parties, (1ii) the fulfillment by any of the Project Parties of
their obligations with respect to a Project or the financaing
thereof, (1v) the performance of the Central Bank of 1its
obligations set forth herein, or (v) the operation of any financing
or security arrangements established for a project.

(b) Such actions (or inactions) would include direct and
indirect interference. Dairect interference would include (without
limitation) expropriation, confiscation of property, or
reorganization or termination of a Project party Indirect
interference would include (without limitation) (1) changes in
regulations or the imposition or levying of Taxes, or changes in
rates of Taxes, or fallure to extend a tax holiday, any of which
effectively constitutes an expropriation or confiscation, (11)
changing or requiraing additional Approvals (other than those whiach
shall have been 1n effect at the time Eximbank shall have approved
support for a Project) which effectively constitute an
expropriation or confiscation, (i111) actions taken through or

b



against any party with authority over, an interest 1n or business
relationship with a Borrower, including such Borrower’s partners,
directors or shareholders, which effectively constitute an
expropriation or confascataion, and (1v) actions taken with respect
to any arrangements of a Project party regarding the transport,
export or sale of any products produced by a Project, which
effectively constitute an expropriation or confiscation In the
event that any such action is taken, or there 1s a failure to take
any such action, which, 1in either case, adversely affects the
conditions under which any of the Project Parties 1s operating so
as effectaively to prevent, delay or otherwise interfere with the
fulfillment by such Project Party of its obligations with respect
to a Project, to the extent permitted by law of the Russian
Federation, the Ministry of Finance and the Central Bank shall
promptly take all actions necessary or advisable to enable such
Project Party to meet 1ts respective obligations. For purposes of
this section, "expropriation or confiscation" shall mean the
assumption of ownership of property, seizure of property or any
other action depriving an owner of the use of i1ts property

4 05 Comparable Treatment. To the extent permitted by the
laws of the Russian Federation, the Ministry of Finance and the
Central Bank agree that Eximbank and any Lenders shall be accorded
treatment no less favorable than that accorded under the laws of
the Russian Federation an like circumstances to nationals of any
third countries, in thear capacaty as lenders with respect to
project financaing

4 06 Confirmations with respect to Borrowers. Upon reguest

with respect to a Transaction, the Minastry of Finance (in
coordination with other appropriate govermmental authorities within
the Russian Federation) shall provide confirmation that the
Borrower 1s a duly organized and legally existing entity within the
Russian Federation, with the power and authority to contract and
legally band 1tself and 1ts assets, and to organize and carry out
1ts respective business

4 07 Compliance with Russian law. Prior to confirming any

Project, the Ministry of Finance shall obtain assurances from the
appropriate governmental authorities within the Russian Federation
that the activities contemplated by this Agreement with respect to
such Project shall be (1) in full compliance with all laws, decrees
and regulations of the Russian Federation and any subdivision
thereof and agreements to which such governmental authorities are
a party, and (11) that all necessary Approvals have been or shall
be provided

4 08 Facilaitation of Project Financing. The Ministry of

Finance (an coordination with other appropriate governmental
authoraties within the Russian Federation) shall use 1its best
efforts to facilitate project financing in the Russian Feaeration
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SECTION 5 CONDITIONS PRECEDENT

5 01 Conaitions to Effectiveness of this Adgreement This
Agreement shall become in full force and effect upon receipt by
Eximbank, 1n form and substance satisfactory to 1t, of the
followaing

(a)* evidence of the authority of the person or persons who
have signed this Agreement on behalf of the Minastry of
Finance and the Central Bank,

(b) evidence that the provisions of this Agreement fall wathan
the normal competence of the Ministry of Finance and the
Central Bank or, to the extent necessary, are covered by a
specific authorization from the Russian Government, and

(c) an opinion of the Ministry of Justice of the Russian
Federation to the effect that (1) the provisions of thuis
Agreement are fully consistent with all laws, ordinances,
decrees, regulations and agreements of the Russian Federation
and any subdivision thereof, and (11) all actions necessary to
approve this Agreement have been taken by the proper
authorities of the Russian Federation and are in full force
and effect.

SECTION 6 NON-ASSUMPTION OF COMMERCIAL RISK, NON—-GUARANTEE

Nothing 1in this Agreement shall 1imply any assumption of
commerclal risks or a guarantee of repayment by the government of
the Russian Federation, or any ministry or agency thereof, in
connection with a Project.

SECTION 7 MISCELLANEOUS

7.01 Dispute Resolution In the event (1) of any dispute
between the parties to this Agreement over the implementation of
this Agreement with respect to a Project, or (11) any action 1is
taken with respect to a Project by any governmental authoraity
within the Russian Federation which may be 1inconsistent with any
provisions of the Agreement, the parties will negotiate in good
faith to resolve such dispute (or the dispute will be resolved
through such other mechanism to which the parties may agree), so as
to maintain the original (or equaivalent) conditions under which
Eximbank agreed to provide support for such Project. Without
limiting the generality of the foregoing, the Ministry of Finance
agrees that in the event any such dispute involves any governmental
authority within the Russian Federation other than the Ministry of
Finance or the Central Bank, the Ministry of Finance will work with
such other governmental authority and, 1f necessary, braing such
dispute to the attention of other appropriate governmental
authorities, 1n order to arrive at an appropriate resolution of
such dispute to the extent permitted by applicable law of the



Russian Federation

7 02 Relationship to Other Finanging Financaing provided

under this Agreement may be used in combination with financing
provided under other arrangements made by commercial lenders, other
export credit agencies and international financial institutions

The proportion of such financing shall be determined on a case-by-
case basis for each Project

7 03 Other Rights and Remedies. The rights and remedies set
forth herean shall be i1n additaion to (and not in lieu of) any other

rights and remedies to which Eximbank may be entitled under the
laws of the Russian Federation or any other jurasdictaion.

7 04 Review and consultation The parties to this Agreement
shall review the activities under this Agreement on a regular basis
and shall consult with each other from time to time on increasing
the level of Exaimbank support for Projects and on the status of
actions taken under Section 4 08 of this Agreement

7 05 Termination Thlis Agreement may be terminated by the
Ministry of Finance and Central Bank, acting jointly, or Exambank
at any time upon written notice thereof being given to the other
party or parties hereto as the case may be, provided that the
termination of this Agreement shall not affect (a) any riaights or
obligations of any party arising from this Agreement and relating
to any Loan approved by Eximbank prior to such termination date, or
(b) the validaty of any agreement entered into in connection wath
a Project prior to such termination date, and the provisions of
this Agreement shall remain in force with respect to any Loan
entered into in or approved by Eximbank until such Loan is fully

repaid.

7.06 Language. This Agreement shall be executed in the
English and Russian languages In the event of any disagreement on
the text of this Agreement, the English language version shall be
controllang.

7 07 Notices. Notices to be issued pursuant to this Agreement
shall be sent to the addresses set forth below the parties’
signatures of this Agreement and shall be deemed effective upon
recelpt

7 08 Amendment Upon agreement by all of the parties hereto,
this Agreement may be modified or amended in wrating at any time
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IN WITNESS WHEREOF, the parties hereto have caused thas
Agreement to be duly executed as of the day and year first above

written

L3

MINISTRY OF FINANCE
OF THE RUSSIAN FEDERATION

o

Sergel K. Dubinin

By

Title First Deputy Minaister

Address-

S Ilyinka Street
Moscow 103097
Russaia

Fax No. (7-095) 925-08-89

THE CENTRAL BANK OF THE
RUSSIAN FEDERATION

By w::L“L*’”";Z
Arnold V Voy{J ov

Title First Deputy Chairman
Address

12, Neglinnaya Street

Moscow 103016

Russia

Fax No . (7-095) $23-81-96

EXPORT-IMPORT BANK
OF THE UNITED STATES

Thomas R. Pickering

Title* Ambassador of the
United States to th
Russian Federation

Address:

811 Vermont Avenue, N W

Washington, D C. 20571

United States of America
Fax No.: (202) 566-7524
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ANNEX A
PROCEDURES FOR APPROVING PROJECTS

1 Upon receaipt of an application for a preliminary
commitment (or, if no preliminary commitment was issued, a final
commitment) for an Eximbank guarantee or loan for any project
financing®transaction in the Russian Federation, Exaimbank will send
to the Ministry of Finance directly a telex (in the form of Exhibait
1) stating the names of the applicants, the name and location of
the Project, and the terms of the requested financing. The
Ministry of Finance will then be reguested to indicate promptly by
fax or telex (in the form of Exhibit 2) whether i1t confirms (in
coordination with other appropriate governmental authorities within
the Russian Federation that the transaction i1s consistent with
overall Russlan governmental priorities If the Minaistry of
Finance responds negatively to the request for its confirmation (or
fails to respond within 90 days), Exaimbank will notafy the
applicant and suggest that 1t may wish to contact the Ministry of
Finance directly with respect to the proposed project financang
transactaion

2 Eximbank will not consider an application for a
preliminary (or final) commitment with respect to a project
financing transaction in the Russian Federation until Eximbank
recelves sald notice of confirmation from the Ministry of Finance
Such confirmation from the Manistry of Finance will constaitute
assurance to Eximbank and evidence that (i) all Approvals are in
full force and effect with respect to the Project, (11) the
responsibilities undertaken by the Minastry of Finance and the
Central Bank under this Agreement are in full force and effect; and
(111) both the Project and the use of the Offshore Accounts are
otherwise in conformity with the laws of the Russian Government and
any regional, territorial or local governmental authorities wathin
the Russian Federation Eximbank will also require, as a condition
to 1nitial disbursement under the financing for a Project,
reconfirmation 1in writing from the Ministry of Finance that the
facts set forth above in (1) through (111) are true and correct as
of the aate of such disbursement

3 Eximbank will review the application for a preliminary (or
final} commitment after it has received the confirmation described
in 1 and 2 above If the application 1s approved i1in accordance
with Eximbank’s standard credit review procedures, then Eximbank
wlll 1ssue a preliminary (or final) commitment letter to the
applicant; which will set forth the amount and type of financial
support, repayment terms and the conditions under which Eximbank
support will be available. The preliminary commitment letter will
also set forth the period withain which 1t 1s expected that an
application for a final commitment will be submitted to Eximbank

Jusee



EXHIBIT 1 TO ANNEX A

MINISTRY OF FINANCE OF THE RUSSIAN FEDERATION
ATTN .

-

MOSCOwW
TELEX NO

COPY TO. AMERICAN EMBASSY
ATTN:

MOSCOW
TELEX NO.

SUBJECT" [APPLICANT]

EXIMBANK HAS BEEN APPROACHED BY [NAME OF APPLICANT] FOR A
(PRELIMINARY/FINAL] COMMITMENT TO SUPPORT THE FINANCING OF
[DESCRIPTION OF PROJECT) LOCATED IN [LOCATION.

THE TERMS OF THE REQUESTED FINANCING ARE AS FOLLOWS [DESCRIPTION
OF FINANCING]

IN ACCORDANCE WITH THE PROCEDURES AGREED UPON IN THE GENERAL
PROJECT INCENTIVE AGREEMENT EXECUTED , 1993 BETWEEN
EXIMBANK, THE MINISTRY OF FINANCE AND THE CENTRAL BANK, PLEASE
COORDINATE WITH OTHER APPROPRIATE GOVERNMENTAL AUTHORITIES WITHIN
THE RUSSIAN FEDERATION AND CONFIRM BY RETURN FAX OR TELEX THAT THE
ABOVE TRANSACTION IS CONSISTENT WITH OVERALL RUSSIAN GOVERNMENTAL

PRIORITIES

REGARDS, . VICE PRESIDENT, EUROPE AND CANADA
DIVISION, EXIMBANK




EXHIBIT 2 TO ANNEX A

EXPORT-IMPORT BANK OF THE UNITED STATES
ATTN , VICE PRESIDENT, EUROPE AND CANADA

DIVISION

WASHINGTON,
[TELEX/FAX] NO

COPY TO- AMERICAN EMBASSY
ATTN

MOSCOW,
[TELEX/FAX] NO. -

SUBJECT: [APPLICANT)

WE HAVE RECEIVED YOUR NOTICE TO THE MINISTRY OF FINANCE, DATED
[DATE OF EXIMBANK TELEX], REGARDING THE APPLICATION OF [NAME OF
APPLICANT] FOR A [PRELIMINARY/FINAL] COMMITMENT TO SUPPORT THE
FINANCING OF [DESCRIPTION OF PROJECT) LOCATED IN [LOCATION]. IN
ACCORDANCE WITH THE PROCEDURES AGREED UPON IN THE GENERAL PROJECT
INCENTIVE AGREEMENT EXECUTED ; 1993 BETWEEN EXIMBANK,
THE MINISTRY OF FINANCE AND THE CENTRAL BANK, PLEASE BE ADVISED
THAT WE HAVE COORDINATED WITH OTHER APPROPRIATE GOVERNMENTAL
AUTHORITIES WITHIN THE RUSSIAN FEDERATION AND [HEREBY CONFIRM/ARE
UNABLE TO CONFIRM] THAT SAID TRANSACTION IS CONSISTENT WITH OVERALL
RUSSIAN GOVERNMENTAL PRIORITIES.

REGARDS, , , MINISTRY OF FINANCE
OF THE RUSSIAN FEDERATION
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DELEGATION OF AUTHORITY

I, Kenneth D Brody, President and Chairman of the Export-
Import Bank of the United States, hereby delegate to the Honorable
Thomas R Pickering, Ambassador of the United States to the Russian
Federation, the authority to execute and delaver, by and on behalf
of the Export-Import Bank of the United States, the General Project
Incentive Agreement by and among the Ministry of Finance of the
Russian Federation, the Central Bank of the Russian Federation and
the Export-Import Bank of the United States, in the form (or
substantially the form) delivered by the Export-Import Bank of the
United States to the United States Embassy in Moscow on the date
hereof

U it ) Bk,

Kerneth D Brody

President and Chairman

Export-Import Bank of the
United States

pate Dewmgze 19, 1963




Project Finance International, London, U K , February 4, 1994, Issue 41, p 33

World Bank waives negative pledge

In a move that could release funds for project finance deals, the World Bank has decided to
grant Russia and Uzbekistan waivers on the its negative pledge clause, a condition of World
Bank financing that had restricted funds from other institutions, notably the US Eximbank and
EBRD Bankers are more optimstic that some of the long-awaited o1l and gas deals for Russia
could materialise now that one more obstacle has been removed Under the negative pledge
clause, the World Bank has first call on state-owned assets 1n the event of countries facing
difficulties 1n repaying their loans This 1s a standard clause, which applies to all member
countries of the World Bank

While the East European countries automatically agreed to this clause when they joined the
institution, problems arose when bankers and institutions tried to set up deals with Russia,
whereby repayment would come from the future sales of o1l and gas As practically all Russian
(and other East European) assets remain state-owned, the negative pledge clause covered virtual-
ly all the country’s productive assets

Russia and Uzbekistan are, so far, the only countries to request the waiver and World Bank
officials said that similar exemptions would be considered on a case-by-case basis, when and 1f
other East European countries made similar applications

The negative pledge clause has been a stumbling block for the past year The EBRD board of
directors were concerned that approval of their loans to Russia, particularly 1n the o1l sector
where repayment was scheduled to derive from future o1l sales, could contravene the World
Bank’s negative pledge clause So far, EBRD has only financed joint venture agreements 1n the
o1l sector with privately owned joint venture companies, which fall outside the remit of the
negative pledge clause The loan to state-owned Gazprom 1s probably the only loan to a
state-owned enterprise 1n Russia in this field, according to an EBRD official

EBRD also has a ssmilar clause 1n 1ts constitution, based on that of the World Bank, which they
have also agreed to waive on a case-by-case basis They will now permit Iimited waivers for an
mtial period of three years So far, EBRD has only granted such a warver to Uzbekistan

EBRD sees this move as a way to encourage project financing for a variety of projects, without
having to rely on sovereign guarantees The waivers will be favoured for projects that are
expected to increase the overall resources of the East European countries, according to the bank

The World Bank’s directors granted waivers to Russia and Uzbekistan across the board, but
subject to three critena Ornginally the bank demanded that the recipitent countries had a
macro-economic stabilisation programme in place This requirement has been partially diluted
and the Bank will now be satisfied if the country has "visible signs of progress towards
stabilisation”

As World Bank official, Jan Pakulsk: conceded, the wording of this requirement allows room



for interpretation But the World Bank directors decided that 1t would be too narrow to insist on
the strict implementation of 1ts rules if loans from other nstitutions were aimed at improving the
economic base of the country

The second condition of the waiver 1s that there must be a privatisation programme underway
And thirdly, 75% of the country’s productive assets must be in state hands, although clearly a
functioning privatisation programme would wnevitably reduce this percentage

The waiver only applies to those sectors where the World Bank considers the export earnings
are likely to exceed the terms of the loan, notably 1n the o1l and gas and mining industnies The
waiver has been granted for two years and will be reviewed after one year, to see whether 1t
should be extended beyond the second year of operation

The new policy will also help other institutions, notably the US Eximbank, which in November
1992 was forced to defer a US$2bn programme of loans and guarantees to the Russian energy
sector That loan has now gone through and will paid for by sales of o1l and gas to foreign
purchasers Under the programme, each transaction will be approved on a case-by-case basis

The US bank has stipulated that only projects expected to yield increased production of oil and
gas and with a sales value about 50% higher than the Eximbank financing, will be funded under
this programme
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OVERSEAS PRIVATE INVESTMENT CORPORATION (OPIC)
PROGRAMS in the NEW INDEPENDENT STATES

The Overseas Private Investment Corporation (OPIC) 158 U.S Government agency that provides
project financing, investment insurance and a vanety of investor services in 140 countries around
the world OPIC encourages Amencan private mvestment i sound business projects oversess,
thersby improving U S and host~country global competiuvensss, creating Amencan and host-
country jobs and incresning U S exports. Thus publication describes OPIC programs and services
svadable in the New Independent States (N1IS)

OPIC asasts cligible Amencan investors ivesung in jomnt ventures or wholly-owned subsndiznes
through three principal progrums. (1) financing of investments through dicect loans and loan
guaranties, (2) 1nsunng investments against & broad rangs of political risks; and (3) providing
investor services meluding advisory services, investment rrussions and outrsach. All of thess
programs are designed to reduce the perceived stumbling blocks and nusks assocatad with
overseas investment.

OPIC conducts its operations in line with sandard principles of prudent buginess and risk
management. The agency has recorded & positive net income for every year of operations, and
has returned its nutial start-up appropnanon of $106 mullion to the U S Treasury. All of OPIC's
guananty and insurance cbligations are backed by the agency's own substantial reserves, which
stood in excess of $2 billion at the end of fiscal year 1993, and are further backed by the full faith
and credit of the United States of Amenca.

PRIMARY PROGRAMS & SERVICES
Investment Finance

Amencan investors plannng to share sigruficantly 1n the equity and management of an overseas
venture can often use OPIC's finance programs for medium to long-term financing, available
through loan guaranties and/or direct loans OPIC's all-nsk loan guarantes, ssued to U S
lendmg mstistions on behalf of eligible U S investary, typically rangs fom $6 million to $200
millon OPIC's direct loans, reserved for overseas investment projects invoiving small and
medium-gized Amencan companies, typically rangs from $2 to $10 mulien. OPIC wll paruczpate
in up to 5O percent of the total project cost for 8 new venture, and up 10 78 percemt of the total
cast of an expanwon.
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Eligibility Requirements

In order to be conmdered for OPIC financing, the overseas venture must be esthor wholly-gwned
bya US company or be s jount venture between a local partner and an Amencan irm. The
project’s financing plan should reflect & sound debt-to-equity relationship, generally m & ranio of
60 percent dedt to 40 percent squity. The U S. investor should contributse at lsast 25 percent of
the required equity investment in order to qualify for OPIC financing

In addition, all projects mus be commaercully and financially sound. They must be withm the
demonstrated competencies of the proposed mansgemant, which must have a proven record of
success 1n the same cr closaly related businass field, as well as a sigmficant contnuing Snanesal
particspation m the enterprise  OPIC also evaluates the following factors dunng review of any
project’ the contribution of the proposed project to the economic and social development of the
host country, the project's effiect on the envoonment, and its balance-of-pgyments and
employment effects on the U S economy

Loan Terms

The terms of direct or guarantied icans will typically provide for a final matunty of S-15 years
following & Rutable grace penod duning whch only interest is psyabls. The repsyment scheduls
of such lcans will reflect the purpose of the loan and the sbility of the borrower to genarate
sufficient cash flows to mest interest and principal paymants 1 hard currency and o prowide for
adequate returns to equsty investors Intersst rates on OPIC loans will vary with OPIC's
assessmant of the financual and polmcal ngks invoived Intersst rates on guaruntied loans are
comparabie to those of other US Government secunities of sunilar matunty and are subject to

OPIC approval.

OPIC does not offer concessional terms usually sssocisted with government-to-government
lending, nor does 1t offer financing of export sales unreiatad to long-term equity mvestments in
overseas businessas by U.S. companies

At the present time, OPIC has commutted $395 million i project financing to seven projects
throughout the region.

Investment Insuraacs

While private investors may have the capability to assess the commercial aspects of doing buniness
overseas, they may be hestant to undertake long-term investments abroad if they percerve the
political situation to be uncertan, or if' they are unfanuliar with conditions in various countnes,

To overcoms this hesitation, OPIC insures U S investments aganst three political risks: pelitical
violence (war, revolution, insurrection and avil stnfe) affecting assets and/or business income,
expropnation, and the inconverubility of currency. In addition to mnsunng parent company equity
and debt mvestments, OPIC also provides coverages for institutional loans, leases, coversd
property and technical assistance or management agresments, as well as for contractors’ exposure
in connection with bid and performance bonds, custom bonds, equipment, contractual disputes
and other nsks,
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Coverags is available for new mvestments and for expannians and modernizations of easung
operstions. In order 10 be eligible for insursnce, the Amencan mvestor must submst an OPIC
Regstranon Lacter befors the mvestmant 18 urevocably committed.

OPIC has underwritten 29 insurance contructs in the region, totaling approxmately
$665 mullion.

INVESTOR SERVICLS

OPIC's Investor Services conmsts of two principal componants' Investment Missions/Reverse
Misuons and Outreach. Each of these components 1s dengned to ssau U.S businesses i
successfully plannng and mplementing overssas mvestment projects.

Investmeat Missions/Reverse Missions

OPIC conducts periodic investment mussions to selected countries in which OPIC operates and
organuzes reverse musnons held in the U.S  Inverment missions are designed 10 ntroduce semor
U § business executives to key bustiness leaders, potential joint-venture partners and lugh-ranking
governmant officuals 1n the hogt country who can play an active role 1n bringing invenment
prajects to frution

Outreach

OPIC penodically sponsors or cosponsors seminars and conferences throughout the U.S and
overseas as a means of informung the U.S bumness community of mvesment opportunities
abroad The objective is 10 increass the swareness among American companies of real
opportunities for bugness expansion through cverseas investment, as wall as to inform potential
investors of the OPIC services available to asust them.

OPIC INITIATIVES FOR THE NEW INDEPENDENT STATES

As part of the U S. Government's concerted effort to provide economic and humanitanan
assustance 1o the peopia of the NIS, OPIC has iutiated ssveral programs for the region. the
Project Development Program, the NIS Private Sector Initiative and the NIS Health Care
Inmative.

Projsct Development Program

Under thus program, OPIC comerutted more than S1 § million toward commercial visbility
assessments of 18 projects throughout the NIS  Although the funds available for the Project
Development Program have been depleted, information about the program follows to dlustrate
OPIC support of potential investment projects throughout the region.
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The Project Development Program (PDP) astusted U S businesses in evalusting investment
oppartunsties tn tha NIS PDP provided eligible U S lavestors with up t0 $150,000 or 50 percent
(75 pervent for small businesses) of the costs required to conduct preinvestment evaiuations to
determune the commaercial visbility of proposed investments, which msy have mcluded, but wers
not imited to, market-entry srategy assessments, bunness plan development, smallescale "pilot”
project implemantation, and feasibusty studies.

Eligibiity requirements for funding consideration included that the proposed projects be majonty
private sector-owned; sppear likely not to have sigruficant negative environmental impacts on the
host country, be datigned to result in developmentally sound 1nvestmaents m the host country; and
not divert jobs from ths U.S In addition, 1t was required that the project sponsors

+ BeU.S atizens or majonty U S.-owned compamaes,

« Have relevant business and technical backgrounds,

+ Intend to make a tangible squity investment 1n the projecs, should 1t prove 1o be
commercially viable, and

+ Be financially capable of undertaking both the sponsor's portion of the wutial study and
of the proposed inverment

NIS Privats Sector Iaitlative

OPIC's Private Sector Intative assists U § companses in locating and explonng privats sector
investment oppertunities througheut the NIS by providing advisory services and orgamuning
UTVestMent missions, reverss Mussions, confersnces and serunars. Since the incepton of the
Pnivats Sector Instiative, OPIC has organized and led investment mussions to Moscow and St.
Petarsburg, Russia, Sibena, Russia, and Ukrune  OPIC has also hosted NIS representatives in
theUS

NIS Health Sector Initiative

Aspart ofthe US Government's NIS Health Care Partnership Program, OPIC is expanding its
exisung premnvestment ASSTANCe programs to encourage Amencan businessas to invest 1n ths NIS
health sector industry, particularly in the pharmaceutical and medical equipment and supplies
manufactunng industnies The purpose of the mutiauve is to support the development of domestic
heaith ssctor industriss in NIS natons by sumuiating the investment of Amencan capstal, new
technologies and management expertise OPIC leads specialized health sector industry investment
russions and orgamzas regional conferences on NIS investment opportunsties as part of this
wutiative, meluding a December 1992 conferencs in Washungton, D C , regarding investment
opporturuties 1n Central Asis and the Caucasus A heaith sector-focused mussion to Kazakhstan,
Kyrgyzstaan and Uzbelastan was conducted in September 1993,

NIS government and enterpnss reprasentatives should encourage U.S. compamies to contact
OPIC directly to discuss potential asnistance for prospective joint venture investmants.
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ADDITIONAL INFORMATION
Addmonal information regarding OPIC can be obtained by contacung:

Deborah Smith, Investor Services Officer
Office of the New Independent States

Department of Investment Development
Overseas Privats Invastment Corporation
1100 New York Avenug, NW

Washingten, DC 20527

Telephone. (202) 336-3618
Fax (202) 403-5145

Note Since OPIC does not have an office withun the NIS, you may also conmder askang the
Commeraal Section of the Amencan Embassy n the country 1o assust you in contacting OPIC
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RUSSIAN PROJECT FINANCE BANK

POCCUNCKHHA BAHK
[TPOEKTHOT'O ®MHAHCHPOBAHUS

13 MASHI PORYVAYEVOY STREET, ZONE "E"
Moscow 107078 RUSSIA

TELEPHONE (095) 207-3765 FAX (095) 204 9201
INTERNATIONAL TELEPHONE +(7 502) 221 1937 FAX +(7 502) 221 1546



RUSSIAN PROJECT FINANCE BANK

INTRODUCTION

The decline of Western banks' appetite for lending to Russia due to the
existing debt crisis has shifted the approach of lenders away from
traditional sovereign guarantees to cash flow oriented lhmited recourse and
asset-based financing Such financing will be provided primarly by
multilateral organisations and export credit agencies

Many potentially viable projects never get off the ground in Russia because
they fail to meet the investment criteria of Western instituttons  The
successful creation of a bankable project therefore requires complex
groundwork and creative structuring

The Russian Project Finance Bank (RPFB) was established 1in 1992 to meet
these financing requirements

WESTERN APPROACH TO THE RUSSIAN MARKET

RPFB's main objective 1s to formulate and implement investment grade
financing schemes tailored to the specifications of Western institutions and
Russian regulatory requirements Backed by multilateral institutions, the
Bank will be instrumental in stimulating successful investment in Russia
despite the current debt crisis

RPFB 1s unique in 1ts commitment to the Russian market It 1s the solitary
Western-standard bank focusing its resources and expertise exclusively on
Russian projects  The Bank's close co-operation with multilateral
institutions, Russian government bodies, and Russian industry provide
access to market intelligence often unobtamnable by Western banks and
companies

The Bank aims to become a leading intermediary through which
multilateral lenders and guarantors, including the European Bank for
Reconstruction and Development (EBRD), World Bank, and export credit
agencies, will channel their funds to projects in Russia



RUSSIAN PROJECT FINANCE BANK

PRODUCT BASE

In the initial phase of operations, the Bank provides services in the
following areas

Project Financing
Enterprise Restructuring
Privatisation

Military Conversion

RPFB services cover the entire cycle of project development, including

+ Preparation of feasibility study and project appraisal in co-operation
with technical consultants

+ Analysis of cash flow and sensitivities for the optimization of the
financing structure and the design of the project

+ Creation of project financing scheme that fits with the legal and
financial system 1n Russia as well as with the requirements set by
international financing institutions and banks including the
performance of due diligence

+ Arrangement of appropriate authorisations for off-shore escrow
accounts

+ Advice on foreign exchange regulations as well as assistance 1n
obtaining other necessary assurances, authorisations and approvals,
including export quotas, from relevant agencies of the Russian
Government

+ Negotiations with Russian Government agencies on aspects of legal
and fiscal framework of the project

+ Preparation and presentation of information memoranda to investors,
banks and financial institutions

PROJECT SELECTION

The Bank will consider technologically and economically viable projects
with the proven ability to generate sufficient cash flows for debt service
Ecological criteria are important for the project appraisal

INDUSTRIAL SECTOR FOCUS

Although the Bank will review projects i all industrial sectors, certain
priority areas have been 1dentified on which to focus the Bank's resources
in the formation of an mitial pipeline of projects These areas are

Ol & Gas Production and Pipelines Forestry Products
Petrochemicals and Fertilisers Energy

Minerals and Metals Telecommunications
Shipping and Transportation Pulp & Paper
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SHAREHOLDING

The EBRD has funded 51 percent of the Bank's imitial capital of which 16
percent has been placed with an independent trustee for the benefit of
designated management and emplovees

Shares amounting to 49 percent are held by major Russian commercial
banks and foreign trade companies, including

Rosselkhozbank Gazexport

TOKObank Jount-Stock Company Agrochimexport
Bank Vozrozhdenie Jont-Stock Company Tvetmetexport
Bank Delovaia Russua State Oil Company Nafta-Moscow

Bank Rodina Joint-Stock Company Exportles

Morbank International Commercial Administration

Nizhne-Amursky Bank of Cwvil Aviation (Aeroflot)

The Bank's imtial share capital 1s US$5 6 million Additional capital of
US$100 mullion will be raised within two years, at which time the Bank
will function as lender and equity investor

MANAGEMENT STRUCTURE

The Bank's unique management structure permts the quick and effective
integration of Western banking techniques with the market know-how and
abilities of a critical mass of experienced Russian bankers

Russian professionals have worked extensively on projects with ECGD,
U S Eximbank, Hermes, Mediocredito Centrale, Japanese Eximbank, and
other export credit agencies

Ten semor Western bankers and industry specialists serve as executive
directors of the Bank and sit on the Executive Management Commuttee
with the President and Russian directors

The Western managers were chosen from a consortium of European banks
and consultancies 1n an EC Commussion tender, and from major American
and Canadian mstitutions through their respective technical assistance
programmes The European management consortium coOMprises
Internationale Nederlanden Bank (ING Bank), The Netherlands, Samuel
Montagu, U K, and Emst & Young, U K

The Chairman of the Board of Directors of RPFB 1s Mr Dawvid Hexter,
Head of Financial Institutions Group of the Merchant Banking Vice
Presidency of the EBRD The President and Chief Executive Officer 1s
Mr Sergey D Konychev, who has extensive nternational banking
experience at Vnesheconombank and Western banks

-4-



RUSSIAN PROJECT FINANCE BANK

MANAGEMENT COMMITTEE

The management commuttee 1s the executive organ of RPFB and consists
of the following persons

- Sergey D Konychev, President

- Cornelis Dinandt, First Executive Vice President

- Fred Strickland, Executive Director

- Ruscombe Westmacott, Executive Director

- Dieter Wurzel, Executive Director

ADVISORY BOARD

The Advisory Board of Project Sponsors was formed to counsel the Board
of Directors on matters of strategy and management, and will serve to
maintain contmuous dialogue between the Bank's major sponsors The
members are

Commussion of the European Communities

The World Bank

European Bank for Reconstruction and Development

Know-How Fund of the United Kingdom

US Agency for International Development

Central Bank of Russia

Cabinet of Ministers of the Russian Federation, Section for Interaction
with International Financial Orgamisations

Russian Agency for International Co-operation and Development

TECHNICAL ASSISTANCE

The mitial concept for RPFB was supported by the UK Know-How Fund,
which assisted 1n the preparation of the feasibility study and business plan

In recognition of the Bank's importance for the development of Russia’s
financial infrastructure, the EC Commission has committed a major
technical assistance budget to support the Bank's implementation

This has been supplemented by technical assistance programmes provided
by the US Agency for International Development and the Canadian Task

Force on Central and Eastern Europe

The technical assistance programmes supply expatriate management,
technology transfers, equipment and training for Russian personnel

!Ob



RUSSIAN PROJECT FINANCE BANK

BUSINESS PLAN

The Bank's operations, which began 1n late 1992, are based on a phased
implementation plan as proposed by the Vice Presidency of the EBRD

During the first phase the Bank's activities include identification, analysis
and performance of due diligence on projects to be financed by the EBRD
and other agencies, and advisory services to Russian enterprises and
Western companies

In the second year of operation the Bank will begin direct lending as well
as on-lending on behalf of multilateral agencies

The final phase in the third year will include an mcreased volume of
lending, and the preparation and implementation of equity raising leading
to RPFB's full capitalisation

V|



Law of the Russian Federation

ON IMPROVING ENERGY EFFICIENCY

The Draft was Developed by
the Center for Energy Efficiency

(CENE()

Moscow

January, 1993




This draft of the Law "On Energy Efficiency Improvement” of the Russian Federation was
prepared by the Center for Energy Efficiency on the request of V Bushuyev, Chairman of the
Commuttee for Energy and Resources Conservation and Renewables of the Minstry of Fuels and
Energy of the Russian Federation within a month /December 20, 1992 - January 20, 1993/

In the work on this draft the following documents were used

- a draft of the law of the Russian Federation on energy conservation prepared by a group
of speciahsts of the Scientific Research Institute for Complex Fuel and Energy Problems
and other orgamizations on the order of the Commuittee for Energy and Resources
Conservation,

- a draft of the law of the Russian Federation on energy conservation /the 2nd vanant/
prepared by the staff of the Energy Institute named after Krzhizhanovsky,

- comments on the "Draft of the Law of the Russian Federation on Energy Conservation”
prepared by the CENEf staff /copies were sent to the authors of the draft and to
V Bushuyev/,

- laws of foreign countries on energy conservation /the USA, Denmark, etc /

The work on the draft of the Law of the Russian Federation was carried out under the guidance

of
Igor Bashmakov, Dr Sc /Economics/, Executtve Director of the CENEf

The following CENEf workers participated 1n the work on the draft

Vladymir Zhuze, Dr Sc /Technics/

Alexander Perevozchikov, Dr Sc /Physics and Mathematics/
Svetlana Sorokina

Alexander Tackush

Also workers of other organizations took part in the work and discussions J Kogan,
Dr Sc /Economics/, V Malafeyev, J Matrosov, S Pokrovsky, V Usiyevich

The paper was typed by Oxana Ganzyuck.

CENE( 1s grateful for their 1deas and proposals on the draft development, but has exclusive
responsibility for the final editorship of the draft

Hard time Iimuts did not allow to hold a wide discussion of the draft

CENE( will be very grateful to anyone who will present his comments 1n the oral or wntten form
on the Law draft
Our address 16 suite, Verkhmiya St 1, Moscow, 127550, Russia
Tel /fax (7-095) 482-4417 or
fax 246-2020 for CENES (inventory number A-19)



nter for Energy Efficien ENE

Title I

Article 1
Article 2
Article 3

Title I

Article 4
Article 5
Article 6

Title III

Article 7

Article 8

Article 9

Article 10
Article 11
Article 12
Article 13

Title IV

Article 14
Article 15
Article 16
Article 17
Article 18

Title V

Article 19
Article 20
Article 21
Article 22

Article 23
Article 24

CONTENTS

State Energy Conservation Management System

Federal Energy Efficiency Agency
Funding of the Federal Agency Activities
The Federal Energy Commussion

Regional State Energy Efficiency Management Bodies

Regional Energy Efficiency Agencies
Funding the Regional Agency Activities
Regional Energy Commuissions

Federal Energy Efficiency Programs

General Principles of Development, Ratification

and Implementation of Federal Programs

for Energy Efficiency Improvement

The Federal Energy Efficiency Improving Program

in Educational and Medical Institutions

Federal Program "Top Ten Industnal Projects”

The Federal Buildings Energy Efficiency Program

The Federal Program for Improving Energy Efficiency in Transport
The Federal Program on Recycled Resources Utilization Improving
Energy Efficiency Standards System

Energy Efficiency Standards and Certification

Standards Development Procedure

Federal Control of Compliance with Standards

Energy Efficiency Standards of Enterprises

Energy Efficiency Indexes Certification

Federal and Terntorial Taxes for Purchasing Fuels and Energy

Economic Mechamisms for Encouraging Energy Efficiency

Depreciation Benefits

Federal Financial Support for Energy Efficiency Projects
Value-added Tax Benefits

Encouraging Foreign Investments in Energy Efficiency Projects
1n the Russian Federation

Customs Benefits

Encouraging Foreign Investments in Energy Efficiency Projects
in the Russian Federation

[0 ]

11

11
11
11

12

12

14
15
17
18
18
19

19

19
20
21
22
22

23
23
24
24

24
24

24



Law of the Russian Federation "On Improving Energy Efficiency”

Title VI
Article 25
Article 26
Article 27
Title VII

Article 28
Article 29
Title VIII
Article 30
Article 31
Article 32
Article 33
Title IX

Article 34

Article 35
Article 36

Energy Inspections and Energy Consumption Registration

Energy Consumption Registration

Energy Inspections
Federal Examination by Experts of the Energy Efficiency Projects

Education and Personnel Training

Obligatory Teaching the ABC of Energy Efficiency
Regional Educational Programs and Programs
of Increasing the Level of Professional Knowledge

International Cooperation on Improving Energy Efficiency

Partictpation 1n International Cooperation

Foreign Investments Insurance

International Cooperation 1n the Field of Standartization
Analysis of International Cooperation Efficiency

Final Provisions

Observation of Commercial Secrecy by Officials

of the Federal and Regional Agencies and Inspectors
of the Federal Commuttee for Energy Inspection
Settling Controvercies

International Treaties

25
25
26

26
26
27
27
27
27
28
28

28

28
28
28

Y1



enter for Energy Efficien NE

This Law sets the legal norms for developing the federal energy efficiency improving policy, as
well as the legal norms of developing institutional, economic and informational mechanisms for
implementation of this policy and their operation

The priority of improving energy efficiency over increasing energy production must become an
important guideline of economic policy of the Russian Federation and the key-point of the energy

policy

During the last 20 years, the energy intensity of Russian national income has been increasing,
especially over the last two years, while many developed countries have been successful in
improving energy efficiency At present, the energy intensity of national income of the Russian
Federation 1s 2-3 times higher than that of highly developed industrial countries For one unit
of consumer goods and services produced in the Russian Federation, the outlay of energy 1s 3-4
times higher and the emussions of harmful substances are 6-10 tmes higher than those in highly
developed countries

Maintaining or especially increasing energy production detracts significant economic resources
from acheiving the purpose of well-being and improving ecological conditions of the population
of the Russian Federation Energy carrier price hikes combined with maintained energy intensity
of the economy will lead to deepening of the economuc recession and decline of competiiveness
of the Russian products on external markets

Implementation of a strong federal energy efficiency policy focusing on flexible combination of
the state regulation and market mechanisms will

- reduce to a large degree national expenses for ensuring reliable energy supply, since
energy efficiency projects are, on average, 5 times less capital intensive than energy
production projects,

- set free significant investment resources and export profits which may be directed to
improving the well-being of the population,

- reduce production costs and consumer expenses for energy carriers, and thus soften the
financial cnisis and the inflationary effect of energy carner price hikes,

- increase the competitiveness of Russian products and services on external markets,

- prolong the peniod of utilization of non-renewable energy resources of the Russian
Federation,

- sigmficantly reduce the negative effect of the energy industry on the environment without
additional expenses for supply enterprises, manufacturing and consuming energy with
equipment for environmental pollution reduction,

- increase the export potential of the country without increasing fuels extraction,

- increase employment, since every ruble invested 1n energy efficient equipment creates 8
times more jobs than a ruble invested 1n energy production

The terms used 1n the text of the Law are defined as follows
Energy efficiency - ratio of useful products and services provided by the equipment or
technology to the energy used by this equipment or technology, determined by special methods

of measurement,

Energy intensity - value 1nverse to energy efficiency,



w of Russi on "On Improving Energy Efficiency”

Energy efficiency measure - any change in the equipment or technology which aims, first of all,
at improving its efficiency,

Energy - electric power, heat and organic fuels,

Energy consumphtion /utilization/ - the amount of energy directly consumed by the equipment or
technology while operating, determined by special procedures,

Expenses for energy efficiency measures - expenses for designing and purchasing the necessary
products and services for implementing energy efficiency improvements,

Energy conservation - a set of measures aimed at reducing energy intensity while manufactunng
products and services using equipment or technological processes

Cost-effective energy conservation potential - the amount of energy which can be saved as a
result of implementating a set of energy efficiency measures where the cost of the energy saved
exceeds the expenses for their implementation

The Federal Agency - the Federal Energy Efficiency Agency of the Russian Federation

The Regional Agency - any energy efficiency Agency in republics, regions, districts, autonomous
regions of the Russian Federation, and the cities of Moscow and St Petersburg,

Energy supply company - any legal person selling electric power, heat, natural gas to the final
consumer

Final energy consumer - any legal person purchasing electric power, heat, or natural gas without
the purpose of selling them

Energy facility - any 1nstitution for energy production, refinement, transportation, storage and
distribution

Energy audit - 1dentifying energy consumption characteristics which determine
a) the energy efficiency of the inspected enterprises,
b) measures for improving energy efficiency,
c) the conformity of the products, services and technologies to the standards regulating
energy efficiency,

Preliminary energy mspection - identifying efficiency of energy use at the inspected enterprise

Federal bulding - building or construction with a heating system, air condihomng or ventilation,
which 1s an asset of the federal authornties

A medical service building - building or construction with a heating system, air conditioning or
ventilation used by government medical institutions

An educational building - building or construction with a heating system, air conditioning or
ventilation used by government educational institutions



Center for Energy Efficiency (CENEf)

Energy efficiency standard - a requirement regulated by the standard of a product or technology
which
a) regulates the mumimal level of energy efficiency determined by special procedures or
b) regulates the maximum possible amount of energy consumption

Covered product - equipment or technology for which there are energy efficiency standards

Title I State Energy Conservation Management System

Article 1 Federal Energy Efficiency Agency

1 A complete set of measures on improving energy efficiency has become the top prionity 1n the
Russian national energy strategy At present, however, responsibility for carrying out this
strategy 15 shared by too many state enterprises

In order to establish a state management system for energy efficiency 1t 1s necessary to create a
Federal Energy Efficiency Agency of the Russian Federation /FEEA/

2 The FEEA of the Russian Federation shall be created on the decision of the Supreme Sowviet
The Federal Energy Efficiency Agency of the Russian Federation 1s one of the central bodies of
the state management system of the Russian Federation and 1s subordinate to the President and
the Government of the Russian Federation

3 The Proposal on the Federal Energy Efficiency Agency of the Russian Federation /FEEA/
shall be developed by the Government of the Russian Federation and ratified by the Supreme
Soviet

4 The FEEA Director and hus first deputy are appointed by the Head of the Government of the
Russian Federation The Director 1s responsible for the FEEA activities

5 The FEEA should perform the following functions

- develop state energy efficiency policy in all spheres of the economy by improving federal
legislation and elaborating federal energy efficiency programs,

- prepare sections on improving energy efficiency 1n all state energy development programs
of the Russian Federation,

- organize, fund and control of implementation federal energy efficiency programs,

- identify the cost-effective energy conservation potential and elaborate recommendations
for 1ts maximum utilization,

- develop and improve an institutional mechanism for implementing energy efficiency
policy,

- developing and improving an economic mechanism to encourage implementation of
energy efficiency programs and projects,

- coordinate efforts of federal, regional and local governments in developing and
implementating energy efficiency policy,

- plan, organize and coordinate scientific-research and design activities on 1mprove energy
efficiency,

\!‘f
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develop and improve the system of collecting objective information on the scale and
structure of energy consumption, publish this information, develop a system of providing
information according to the needs of implementation of the energy efficiency policy,
promote bustness competiion for meeting the energy demand between energy supply
compantes and organizations focusing on improving energy efficiency,

involve independent experts, energy consumers and manufacturers, as well as the public
1n developing national energy efficiency policy and federal energy efficiency programs,
involve private enterprises in realization of energy efficiency programs,

develop in cooperation with the Federal Commuttee for Standards and Certification and
the Federal Commuttee for Energy Inspection an energy efficiency document base and
informational infrastructure for normative and technical documentation and data-bases
distnibution,

develop and 1mplement informational and educational programs on opportunities for and
advantages of taking energy efficiency measures

Article 2 Funding of the Federal Agency Activities

1 The Federal Agency of the Russian Federation and its funds are the property of the Russian
Federation The Federal Agency funds are not part of the budget or other funds, have a
particular purpose and are not subject to seizure

2 On the territory of the Russian Federation expenses for energy efficiency projects are paid
from non-budget funds collected

4

1n the energy efficiency fund of the Federal Energy Efficiency Agency of the Russian
Federation,

in energy efficiency funds of Regional Energy Efficiency Agencies located in the
republics, regions, districts, autonomous regions of the Russian Federation, and the cibes
of Moscow and St Petersburg

The non-budget funds are formed by

money recetved through taxation for purchasing fuels and energy,
voluntary contributions of legal and private persons,
other contributions not contradicting the legislation

Money received through the federal tax for purchasing fuels and energy 1s directed to the non-

budget energy efficiency fund of the Federal Energy Efficiency Agency

5 The non-budget funds of the FEEA are used for

funding federal energy efficiency improvement programs in the way identified in these
programs,

partial compensation of the expenses of enterpnses and organizations for carrying out
energy efficiency improvement projects, scientific-research and design projects, creating
prototypes and large-scale production, energy efficiency charactenstics of which surpass
federal standards and norms by more than 20 percent
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6 Partal compensation of the expenses of the enterpnises can be made from the fund exclusively
in the following ways

- up to 50 percent compensation of the main part of the loan taken by the enterprise from
a financial institution for carrying out an energy efficiency project,

- preliminary payment to the financial mstitution of the loan interest /providing the payment
does not exceed the loan itself/ if the loan was taken by the enterprise for the purpose of
carrying out an energy efficiency project

7 Partial compensation of an enterprise's expenses 1s provided only on the condition that

- the expenses for an energy efficiency project are incurred after this Law had come 1into
effect,

- the loan for implementation of an energy efficiency project was taken after this Law had
come 1nto effect,

- the enterprise has never before received any financial or tax priviledges for this project,

- the financial institutton which has provided the loan, agrees to give back the interest paid
in advance by the energy efficiency fund for utithzation of the loan, or a part of the loan,
1n case the enterprise does not follow its obligations,

- the enterprise provides a confirmation from the financial institution for using the loan
with the particular purpose of carrying out an energy efficiency project,

- the enterprise which implements the project guarantees that the project will function not
less than 1 year,

- the enterprise presents documents containing the results of an energy nspection of the
enterprise or a standard of the enterprise for equipment or technology which are subject
to modification 1n the course of an energy efficiency project implementation

8 Not less than 30 percent of the funds used for partial compensation of enterprises' expenses
for carrying out energy efficiency projects should be directed to small business

9 Under the aegis of the FEEA there 1s the Consuiting Counsel which unites representatives of
the Fuel and Energy Department, Finance Department, Ecology and Natural Resources
Department, Industry Department, Science, Higher Education and Technical Policy Department,
Press and Information Department, as well as representatives of Regional Agencies, enterprises,
scientific institutions and non-government organizations

10 The tasks of the Consulting Counsel include holding public semnars on drafts of federal and
budgets and their ratification, and also ratification of the annual report of the Federal Agency
to the Head of the Government

11 The FEEA annually presents to the Head of the Government of the Russian Federation a

report of 1ts activities which must include

- generalized charactenistics of energy efficiency improvement achieved with the help of
federal programs and projects financed by the non-budget Fund,

- the number and characteristics of programs and project participants which were financed
by the non-budget Fund,

- financial report about use of funds throughout the year,

- recommendations on further improvement of the Fund's activities

The annual report of the Fund must be available to the public
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Article 3 The Federal Energy Commission

1 Under the aegis of the Supreme Soviet /or the Government/ there will be the Federal Energy
Commussion /FEC/

2 The FEC Chairman and members are appointed by the Supreme Soviet /or by the Head of the
Government/ The Chairman exercises control over the everyday activities of the Commussion
and 1s responsible for the results

3 The FEC consists of 6 people and the Chairman The FEC members are nominated for 4
years and can only be relieved by the Supreme Soviet /or the Head of the Government/

A person who 1s receiving or has received any income from energy supply compamies during the
last two years cannot be appointed Chairman or a member of the Commussion Nor can a person
be appointed who has close relatives working for or profiting from energy supply compamies For
carrying out the everyday activities of the Commussion, an administrative body 1s formed, the
structure, personnel and estimate of operational expenses for which 1s ratfied by the Supreme
Soviet

4 The FEC activities are funded from the state budget
5 The functions of the FEC are to

- elaborate, improve and control observation of the rules of consumers connected to sources
of electricity-, heat- and natural gas supplies,

- provide licenses for energy facilites construction which will presumably change the water
balance of more than one region of the Russian Federation,

- provide licenses for construction of transnussion grids which cross more than one region
of the Russian Federation,

- provide hicenses for natural gas and ol pipelines construction which cross more than one
region of the Russian Federation,

- identify rates and payments for interregional delivery of electric power, heat and natural
gas,

- determine the procedures and rules for providing licenses for energy facilities construction
on the ternitories of regions,

- elaborate rules and recommendations for identifying rates and payments for energy, heat
and natural gas consumption for the regional energy commuissions including elaboration
of the rates and payments system encouraging implementation of energy efficiency
programs by energy supply companies,

- elaborate recommendations for the regional energy commssions on procedures of
preparation, consideration and ratification of the regional energy supply companies'
development plans if the state does not possess the controlling block of shares in these
companies,

- elaborate obligatory procedures to include in development plans of regional energy supply
companies in which the state possesses the controlling block of shares of both energy
efficiency projects and energy facilities construction projects on an equal basis, critena
for projects selection which allow coverage of the additional energy needs with minimal
expenses, economic methods for encouraging energy supply companies to invest into
energy efficiency projects

4
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6 The FEC Chairman must orgamize public seminars and examinations by experts with
participation of all interested parties before ratification of any normative documents or licenses
developed or put out by the FEC

7 The FEC Chairman has a right to obtain all the necessary information from any authorties,
as well as from any energy supply company free of charge Independent energy supply
companies may provide free information only for two inquiries made by the FEC Chairman per
calendar year

Title I Regional State Energy Efficiency Management Bodies

Article 4 Regional Energy Efficiency Agencies

1 There are Regional Energy Efficiency Agencies /REEA/ in the state management bodies of
republics of the Russian Federation, regions, districts, autonomous regions, and the cities of
Moscow and St Petersburg

2 The funds of REEA are not part of the budget or other funds, have a particular purpose and
are not subject to seizure

3 The functions of Regional Energy Efficiency Agencies are to

- participate 1n elaboration and practical realization of regional sections of federal energy
efficiency improvement programs,

- elaborate regional energy efficiency improvement policy 1n all spheres of the economy
by improving regional legislation and elaborating regional programs,

- implement, fund and control implementation of regional energy efficiency programs,

- identify the cost-effective energy conservation potential 1n the region and elaborate
recommendations for 1ts maximum utilization,

- develop and 1mprove an nstitutional mechanism for effective implementation of energy
efficiency policy,

- develop within 1its junsdiction and improve an economic mechanism to encourage
programs and projects for improving energy efficiency in the region,

- coordinate efforts of the regional and local authoniies 1n developing and pursuing
energy efficiency policy,

- plan, organize and coordinate scientific-research and design activities on energy efficiency
improvement,

- develop and 1mprove a system of collecting objective information on energy consumption

Artcle 5 Funding the Regional Agency Activities

The regional tax for fuels and energy purchasing 1s directed to the non-budget energy
conservation fund of the Regional Agency

Article 6 Regional Energy Commussions

1 In the Regional Energy Commussions /REC/, at least one representative of the Regional
Agency must be included
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2 Regional Energy Commussions guided by the FEC recommendations identify the rates and
payments for electric energy, heat and natural gas use Regional Energy Commussions have a
nght to make alterations i the FEC recommendations if the rates include the expenses of energy
supply companues for energy efficiency improvement projects implementation, and possible losses
caused by sale reduction are compensated

3 REC elaborate the necessary documents for presentation by energy supply comparues of their
development plans and the procedure of consideration and ratification of these plans on the base
of methodical recommendations of FEC Within a year after this Law comes 1nto effect any such
plan must include a demand management program with a section on increasing energy efficiency
by the consumers of an energy supply company Ways to meet energy demand on the ternitory
served by the company by both demand management and energy efficiency improving on the one
hand and energy facilities construction on the other, are necessanly followed by expense
assessments obtained using methods developed by REC

4 In order to reflect the ecological share of expenses for increasing electnicity production
heat and natural gas supply, assessments of expenses for projects involving energy resourse
production, can be increased by 10-30 percent at the decision by REC for projects that increase
energy efficiency

5 The main cniterion for the final development plan of an energy supply company 1s minimal
expenses for meeting the energy demand by both implementing demand management programs
by consumers and energy resource production projects

6 The REC Chairman must hold an examination by experts and public seminars on energy
supply company development plans with participation of all interested parties

7 REC does not provide licenses for energy facilities construction if 1t 1s not included 1nto the
energy supply company's development plan ratufied by the REC

8 The REC Chairman has a right to promptly receive all necessary information from any
regional authonties and energy supply companies free of charge Non-governmental energy
supply companies should provide free information for only two inquiries from the REC Chairman
per calendar year

Title I Federal Energy Efficiency Programs.
Article 7 General Principles of Development, Ratification and Implemeatation of Federal

Programs for Energy Efficiency Improvement.

1 Basic cooperation among the Federal Agency and Regional Agencies 1s implemented 1n the
process of developing, implementing and monitoring federal energy efficiency programs

2 Federal programs can be imtiated by the Supreme Soviet, the Federal Government and
regional authonties
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3 The Federal Agency develops methods for elaborating regional sections of programs,
conducting energy inspections, financial analysis of programs included in the project, cntena for
selection these projects, procedures of consideration and ratification of regional sections of these
programs, and conditions for funding

4 Each regional section of the federal program 1s financed in the proportions agreed upon before
from the funds of the Federal Agency and the Regional Agency which has prepared the plan The
share of the Federal Agency should be not less than 50 and not more than 80 percent

5 The Federal Agency provides assistance to the Regional Agency in preparing projects for
regional sections of the program, developing normative and legal documentation necessary for
the federal program implementation, and annual reports on the status of the federal program

6 The Federal Agency can provide subsidies to the Regional Agency for tramning and
certification of the physical persons making energy inspections in an amount which does not
exceed 5 percent of the amount of federal funding of the regional section of the program

7 The FEC Director shall not consider an application for funding the regional section of a
program 1f 1t lacks

- the necessary information identified mn the methodological recommendations for
elaborating the regional section of the program,

- assent to follow the methodological recommendations elaborated by the Federal Agency
on implementating the program and requirements for bookkeeping,

- an mventory of orgamzations to be involved in realizing the regional section of the
federal program,

- assessment of the expected cost efficiency of the utilization of the funds provided by the
Federal Agency

8 The Regional Agency must keep separate registration of the funds received from the Federal
Agency for implementating regional sections of federal programs and making the records
available to representatives of the Federal Agency

9 The Federal Agency can not directly implement projects on federal programs in the regions
which 1t has financed for implementation of the regional sections of federal programs It only
has such a night 1n case the regional authorities refuse to participate in the federal program

10 The Regional Agency provides annual reports to the Federal Agency Director on the results
of implementation of the regional section of the federal program 1n a format determuned by the
Federal Agency

11 The Federal Agency Director provides annual reports to the Supreme Soviet and the Head
of the Government on the statuf of implementation of the federal program in the formag
determined by them
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Article 8 The Federal Energy Efficiency Improving Program 1n Educational and Medical
Institutions.

1 The Supreme Soviet considers that

- educational and medical institutions are large energy consumers,

- expense growth for supplying them with energy 1s a great burden on federal and regional
budgets, imiting possibilities for funding main activities,

- there 1s significant energy efficiency potential 1n educational and medical institutions,

- in order to realize this potential it 1s necessary for the state to provide financial assistance

2 The asm of this section of the Law 1s to 1dentfy the procedures for elaboration, consideration,
and implementation of Federal energy efficiency programs in educational and medical insttutions
through cooperation of the Federal and Regional Energy Efficiency Agencies

3 Within 180 days after its formation, the Federal Agency must develop and present to the
Consulung Counsel methods of elaborating regional sections of this Program which must include
factors to be considered while identifying project priorities, critena for selection of medical and
educational nstitutions, description of typical energy efficiency improving measures, criteria for
selection of institutions to be mnvolved in implementation of the projects, and methods of energy
inspections

The presented methods should be ratified by the Consulting Counsel, after which they should be
sent to the regional authorities which are to develop the regional sections of the Program

4 Within 90 days after receiving the methods of elaborating the regional sections of the
Program, the Head of the regional authonties should present a draft of the regional section of
the Program to the Federal Agency Director which must include

a) the results of the preliminary energy spot check in accordance with the methods
developed by the Federal Agency which 1dentified the energy efficiency potential,

b) recommendations for energy efficiency improving project types with an assessment of
implementation expenses,

¢) a program for providing educational and medical institutions with devices for energy
consumption control and regulation,

d) a hist of organizations to be involved 1n implementation of the projects,

e) guarantees for selection on an equal basis of projects to be included 1n the regional
section of the Program,

f) identification of funds for the regional programs to be directed from the Federal
Agency funds,

g) guarantees for the projects’ implementation and effective utilization of federal funds

5 The Federal Agency must get each regional section of the Program ungergo an examination
by independent experts within 60 days after its presentation If it meets the requirements of
Article 4, 1t 1s ratified If not, within 90 days, the Head of the regional authonties should present
a new version of the regional section of the Program

6 Applications for funding the regional sections of the Program can be made once a year They
should be followed by an information inventory, identified by the Federal Agency in
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"Methods " To each application the follow-up of an examination by independent experts and
public seminars on the regional section of the Program held by regional Agencies should be

attached

7 No region can get more than 10 percent of the whole amount of the funds provided by the
Federal Agency for financing this program The share of the federal funds in financing the
regional section of the Program must not exceed 60 percent of the whole amount of its financing
When distributing the Federal Agency funds among the regions, 80 percent 1s distributed
depending on the number of the population and chimate, 10 percent depending on the supply of
energy carrier In the region and pnices for it, and 10 percent depending on the regional budgets

8 Fnancing of the regional section of the Program through the federal funds 1s terminated if the
Federal Agency finds out that utithzation of the funds does not correspond to the purposes and
tasks 1dentified 1n the application for the Program financing If any violation appears, the Federal
Agency Director shall inform the Head of the Regional Agency of the possibility for ceasing
funds and then holds seminars to single out reasons for violations When 1t 1s done, funding 1s
terminated and may only begin again after the violations are eliminated

9 Each recipient of funds of this Program should keep separate expenditure cost accounting,
present annual reports on implementation of the Program projects and make the ledgers and
financial documents available in accordance with the rules worked out by the Federal Agency

10 The Federal Agency Director shall annually present to the Supreme Soviet and the

Government a report which must include

- an assessment of the energy saved due to the Program,

- an assessment of the estimated energy savings in the course of further implementation of
the Program,

- an assessment of the Program's cost effectiveness,

- guidelines for Program improvement

Article 9 Federal Program "Top Ten Industnal Projects”
1 The Supreme Soviet has stated that

- energy efficiency in Russian industry 1s much lower than that in developed industrial
countries 1n the West,

- energy mefficiency along with price hikes for energy deepens the economic crisis and
limits competitiveness of Russian goods on the world markets,

- there 15 a significant energy efficiency potential in Russian industrial sector,

- practical realization of a significant part of this potental 1s possible with minimal
expenses,

- demonstrating possibilities, economic, social, ecological and other advantages of energy
efficiency improving requires federal support

2 The objectives of the "Top Ten Industnal Projects” are

- to demonstrate that energy efficiency measures can result i significant economic, social
and ecological benefits 1n a short time period with mimimal expenses to consumers,
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- to prove In practice that energy efficiency improving 1s much cheaper than capacity
expansion,

- to attract the attention of regional decision-makers and industry, as well as public
attention to the favorable economic, ecological and social consequences of energy
efficiency improving, and

- to encourage 1ndustrial enterprises to implement energy efficiency projects

3 Within 180 days after this Law comes 1nto effect, the Federal Agency should develop and
present for ratfication by the Consuling Counsel methodological recommendations on
elaborating regional sections of this Program These recommendations shall identify

- the procedure of informing industnal enterprises of the competition for obtaining for the
ten most energy efficient projects,

- the procedure of presenting applications for participation 1n the competition,

- criteria for selecting representatives of the jury of the competition,

- methods of financial analysis of the projects,

- critena for selecting projects for funding,

- conditions of the projects funding,

- conditions of using information on the outcome of the implemented projects for
informational and educational programs

4 Within 30 days after the ratification of the methodological recommendations by the Consulting
Counsel, Regional Agencies should orgamize a competiton of industnal projects Within 90 days
after the competition begins, the competition jury starts working, considers the presented projects
and chooses the top ten projects

5 The Regional Agency presents an application to the Federal Agency for funding the regional
section of the program based on results of the competition jury work A report on the decision
of the jury shall be enclosed with this application

6 The Federal Agency can refuse an apphcation if the economuc effectiveness of the projects for
funding 1s considerably lower than that in most other regions If the apphcation 1s refused /with
a suitable explanation/ the region has a night to hold another competition on 1ts own account

7 The share of the federal funds in financing the selected projects must be 50 percent, the share
of the Regional Agency - 20 percent and the share of the enterprise which has mnitiated the
project - 25 percent

8 For funding of a particular project, not more than 20 percent of the funds provided by the
Federal Agency for financing federal programs and not more than 20 percent of the yearly
budget of the Regional Agency can be granted No region can get more than 10 percent of the
funds provided by the Federal Agency for funding this program

9 Funding of any regional section of the program 1s terminated if the Federal Agency finds out
that utilization of the funds does not correspond to the purposes and provisions identified 1n the
Program funding application If any violations are found the Director of the Federal Agency
informs the Head of the Regional Agency of the possibility of ceasing funding, holds seminars
to find out the reasons for the violations and 1dentifies the means of their elimination After it
1s done, the funding 1s cut and can only begin again when all violations have been eliminated
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10 Each recipient of federal funding for a particular program shall keep separate accounting of
the expenditures and make the ledgers and financial documents available 1n accordance with the
rules determined by the Federal Agency

11 The Regional Agency annually presents to the Federal Agency a report on the results of the
Program's implementation 1n the form which 1t determines

12 The Federal Agency Director annually presents to the Supreme Soviet and the Government
a report which shall include an assessment of the energy saved in the course of the Program,
an assessment of the cost efficiency of the implemented projects, a list of announcements 1n the
central and regional mass media (including those on TV and radio) containing the experince of
the projects, a list of educational programs and seminars which used the information obtained
in the course of the project, the guidelines of improving the program "Ten Top Industral
Projects”

Article 10 The Federal Buildings Energy Efficiency Program
1 The Supreme Soviet has stated that

- the federal government 1s one of the biggest energy consumers,

- federal buildings energy supply expenses are quite large and continue to increase,

- there are good opportumties for revealing energy efficiency potential in these buildings
at mmmmal expense,

- energy efficiency improving 1n these buildings will have a good effect on the federal
budget due to federal government maintenance expenses reduction and will allow
demonstration of the advantages of energy efficiency in Russia

2 The purpose of this section of the Law 1s to define the preparation procedures and mechanisms
of implementing energy efficiency improving Program in buildings belonging to the Federal
Government

3 All the departments of the federal government are required to reduce energy consumption by
not less than 15 percent per square metre in these buildings i 1993-2000

4 Within 90 days after thuis Law comes into effect, the Federal Agency determunes the methods
for developing energy efficiency improving programs by separate departments for their buildings

5 The head of each department shall, within 6 months after this Law comes into effect, develop
and present to the Federal Agency a program for realization of this goal This program shall
include

- holding energy 1nspections in federal buildings,

- identifying a list of basic measures for realizating of this mandate at minimal expenses,

- identifying a lList of organizations to be involved 1n energy efficiency programs 1n the
buildings belonging to the federal government,

- identifying the schedule for supplying federal buildings with energy consumption control
and regulation devices and the time for complete transition to payments for heating based
on heat meters indications,

- application for funding the program from the Federal Agency funds
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6 For providing consulting assistance in umplementing this program, the Federal Agency
organizes a working group The working group provides methodological recommendations for

elaborating the departmental sections of the program and for carrying out energy inspections and
giving conclusions for the projects presented by the federal departments and for reports on

implementation of these programs

7 Within 30 days after the federal department presents an energy efficiency program for the
buildings 1n 1ts possession, the Federal Agency must give a decision on 1t If the decision 1s
positive, funding of this program may begin If the decision 1s negative, within 60 days after
recewving 1t, the head of the Federal department must present a refined version of the program
to the Federal Agency

8 The amount of money directed to the federal buildings energy efficiency improving Program
cannot exceed 10 percent of the funds directed by the Federal Agency to financing the federal
programs No Federal department can get more than 10 percent of the funds directed by the
Federal Agency for a particular program

9 Savings of the budget funds provided to a federal department 1n a financial year that are equal
to the cost of the energy saved due to realization of this Program remain in possession of this
department and 1s distributed in the following proportions 60 percent for financing main
activities, 10 percent for providing economic bonus to the staff of the department which has
participated 1n realization of the Program, and 30 percent for funding additional energy efficiency
projects 1n the buildings belonging to the department

10 Federal departments annually present reports in written form to the Federal Agency on the
results achieved 1n the course of the Program This report should contain an assessment of the
energy saved with the help of the energy efficiency Program, an assessment of the degree of
acherving the Program target, an assessment of the effectiveness of the funds directed to the
Program, and guidelines for Program improvement

11 The Federal Agency Director annually presents a report on the status of Program
implementation to the Supreme Soviet and the Head of the Government The report should reflect
the degree to which the Program target was achieved, a comparison of the expenses for energy
efficiency projects implementation in different departments, and analysis of and proposals on
guidelines for improving the programs and improving methods of elaborating the programs and
ways of implementation

Article 11 The Federal Program for Improving Energy Efficiency 1in Transport.

Within a year after this Law comes nto effect, the Federal Agency, 1n cooperation with other
interested departments, must develop and present to the Government of the Russian Federation
a Federal program for improving energy efficiency in transport

Article 12 The Federal Program for Recycled Resources and Waste of Energy Intensive
Production Utihzation Improving

Within a year after this Law comes into effect, the Ministry of Industry, in cooperation with the
Federal Agency, must develop and present to the Government of the Russian Federation a
Federal Program on improving recycled resources utilization
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Article 13 The Federal Program for Scientific Research and Design Activities on Energy
Efficiency

Within a year after this Law comes into effect, the Federal Agency, 1n cooperation with other
interested departments, shall develop and present to the Government of the Russian Federation
the Federal program for scientific, research and design activities on energy efficiency The
Program shall be developed for the three coming years and consist of the task for the nearest
year and prognosis for the two years-to-follow

Title IV Energy Efficiency Standards and Certification

Article 14 Energy Efficiency Standards System

1 The Supreme Soviet considers that one of the most pronusing guidelines for energy efficiency
is standardization and certification of energy indexes of equipment and technologies to bring them
into line with state requirements for energy efficiency

2 The goal for energy efficiency standardization and certification 1s to improve the
organizational, methodological, normative and techmical base, as well as organizational,
normative and technical infrastructure for energy efficiency standardization

3 The energy efficiency standardization system 1s a part of the Federal Standardization System
of the Russian Federation The Standardization System includes the federal, departmental,
republic and regional standards, and construction norms and rules ratified by the Federal
Commuttee for Standards and Certification and the Federal Commuttee for Construction of the
Russian Federation, as well as the standards of enterprises, standards of scientific, techrucal and
engineering entiies, which are directly or indirectly connected with energy consumption and
energy efficiency

Energy efficiency standards and normative documents set norms, rules, propositions,
requirements, a mandatory certification system while designing, manufacturing, constructing,
reconstructing and expanding, and technical retrofiting energy consuming equipment and
technologies

Energy efficiency certification 1s carried out with the purpose of bringing energy indexes of the
equipment 1nto line with regulation requirements identified in the standards and normative
documents

The certification system ratified by the Federal Commuttee for Standards and Certification and
the Federal Commuttee for Construction of the Russian Federation identifies the rules for the
testing procedure necessary to carry out esumation of the conformity of the energy consuming
equipment and technologies indexes to the norms This results in the release of a document
/energy certificate, license/ on registering and future compliance

4 The objects of energy efficiency standardization are indexes of energy consumption by
equipment, transport and technologies, heating, cooling, air conditioning and ventilation,
appliances, as well as insulation mndexes of buildings and constructions and heat pipings, and
methods of controlling these norms
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S Funding of energy efficiency standardization on application of the Federal Agency 1s carred
out from the funds of the Federal Agency, if there are no other sources pointed out In the

application
Article 15 Standards Development Procedure

I The Federal Agency Director must annually present to the Chairman of the Federal Commuttee
for Standards and Certification of the Russian Federation and the Chairman of the Federal
Commuttee for Construction of the Russian Federation an application for inclusion 1n the federal
standardization plan, containing

- an inventory of the equipment for which state energy efficiency standards should be
developed,

- an wnventory of the equipment for which the present federal standards regulating energy
efficiency requirements should be modified,

- an nventory of technologies for which federal standards regulating energy efficiency
requirements should be developed,

- an nventory of technologies for which the present federal standards regulating energy
efficiency requirements should be modified,

- an nventory of orgamizational and methodological state standards projects including
improvement of energy efficiency terminology, methods of testng and calculating indexes
characterizing energy efficiency, ways of including energy efficiency indexes into the
expected, operational, and repair documentation, proposals on normative documentation
classification, requirements for the composition and contents of the normative
documentation

2 These inventonies should be followed by grounds for developing state standards including
grounds for scheduling and conditions of their implementation, as well as grounds for the
expected energy saving and economic effects of their implementation

Each 1nventory should be followed by a project of corresponding standards, prepared at the
titiative of the Federal Agency, as well as protocols of the examination by experts and seminars
held by the Federal Agency on these inventories and standards projects

The present normative documents on technologies,insulation of buildings, constructions,
equipment, heat pipings are subject to revision within 3 years after this Law comes 1nto effect
in the direction of increasing the level of insulation and heating, ventilation and cooling
efficiency, first of all, by implementation of an energy concept according to which insulation and
energy charactenstics of an object as a unique energy system are standardized

3 Within 90 days before presenting the inventories to the Federal Commuttee for Standards and
Certification and the Federal Commuttee for Construction of the Russian Federation, the Federal
Agency Director must provide an opporturuty to all interested parties to get acquainted with these
inventories and projects of the corresponding state standards, suggested methods of calculating
and carrying out tests, ways of reflecting energy efficiency indexes in the expected, operational
and repair documentation, means of labelling, and present comments on the standardization
projects 1n wrtten form
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4 45 days before presenting the inventonies to the Federal Committee for Standards and
Certification and the Federal Commuttee for Construction of the Russian Federation, the Federal
Agency Director must organize public seminars and provide an opportunity for participation in
them to all interested parties

5 The Federal Commuittee for Standards and Certification and the Federal Commuttee for
Construction of the Russian Federation develops and ratifies the normative documentation
regulating

- the nomenclatura and levels of energy efficiency indexes,

- norms, rules, propositions and requirements for calculating energy efficiency indexes,

- normative, technical and measure base of the energy indexes control and methods of
carrying out tests for stating the conformuty of the equipment or technology charactenistics
to the normative energy requirements,

- requirements for the orgamization, order, rules, procedures and methods of the
informational service and providing normative documentation on the standards regulating
energy efficiency ,

- rules of reflecing energy efficiency indexes in the expected, operational and repair
documentation,

- rules of reflecting 1n the requirements regulated in the standards in products labelling

6 Federal standards regulating energy efficiency ratified by the Federal Commuttee for Standards
and Certification and the Federal Commuttee for Construction of the Russian Federation are
obligatory for all kinds of covered products and technologies manufactured or used on the
ternitory of the Russian Federation including those obtained through import

7 Standards and norms adopted in departmental and regional normative and techmcal documents
can be obligatory or voluntary In any case, they must not contradict the federal standards

Article 16 Federal Control of Compliance with Standards

1 Federal control comphance with the energy efficiency normatives identified 1n state standards
1s given to the Federal Commuttee for Standards and Certification, the Federal Commuttee for
Construction, and the Federal Commuttee for Energy Inspection In order to carry out this
function, the Federal Commuttee for Standards and Certification and the Federal Commuittee for
Construction undertake certification of test centers A test center can recetve a certificate for
testing products and technologies for conformity to the state energy efficiency standards 1f

- 1t has the normative and technical base necessary for carrying out tests,

- 1t obliges to carry out tests strictly in accordance with organizational and methodological
standards,

- 1t obliges in wntten form to provide representatives of the Federal Commuttee for
Standards and Certification, Federal Commuttee for Energy Inspection, Federal Agency
and a Regional Agency a possibility to participate 1n the tests /in the region i which the
center 1s located/ on therr first application,

- it obliges 1n written form to make tests for conformuty of the equipment or technologies
to the standards identified by the Federal Commuttee for Standards and Certification,
Federal Commuttee for Energy Inspection, Federal Agency or Regional Agency within
30 days,
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- the Regional Agency has held public seminars on providing the center with a test
certificate and the follow-up of the semunars has been presented to the Federal Commuttee
for Standards and Certification

2 A Regional Agency, regional branches of the Federal Commuttee for Standards and
Certification, and the Federal Commuttee for Energy Inspection have a nght to test any product
or technology for which there are federal energy efficiency standards for conformuty of their
indexes to the norms 1dentified by the standards

3 The Federal Comnuttee for Standards and Certification must regularly test for conformty the
products for which there are federal standards regulating energy efficiency, including those made
at the request of the consumers

4 No body has a nght to make tests of one and the same type and size of the manufactured,
repatred or sold by one and the same legal person more often than twice 1n a calendar year

Article 17 Energy Efficiency Standards of Enterpnises

1 With the purpose of encouraging energy efficiency improvement, there are requirements
regulating energy efficiency 1n the standards of enterprises

2 The Federal Agency, in cooperation with the Federal Commttee for Standards and
Certuification, must issue methodological recommendations for developing energy efficiency
requirements 1n the standards of enterprises within 180 days after this Law comes 1nto effect
These methods should be sent to all Regional Agencies These methods must become an
obligatory amendment to any set of documents sent to enterprises and organizations to involve
them 1nto federal and regional energy efficiency programs

3 An enterpnise must use these methods while preparing proposals on a standard of the
enterprise regulating energy efficiency This proposal 1s coordinated with the Regional Agency
and the regional branch of the Federal Commuttee for Energy Inspection and 1s registered in the
regional branch of the Federal Committee for Standards and Certification

4 The standard of an enterpnse regulating energy efficiency 1s valid for three years, after which
1t 1s subject to revision Energy efficiency requirements identified in the standards of enterpnises
are a basis for an assessment of the effectiveness of the measures on improving energy
efficiency

Article 18 Energy Efficiency Indexes Certification

1 Each product or construction object subject to federal standards and normative documents must
have a certificate of conformity proving correspondence of energy consumption indexes to the
norms and standards, taking into consideration the regions of operation and other factors
effecting energy consumption The nomenclatura of products and construction objects which are
subject to obligatory certification 1s stated in the standards

2 On the federal level, energy consumption certification 1s regulated by the legislation,
controlled by the Federal Agency, and carried out by regional Agencies
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3 The Regional Agency organizes testing of construction models or objects by certification
centers, estimates and confirms correspondence to the standards and normative documents, and
1ssues a certificate of confcrmity or a license for manufacture of a product If a product or a
construction object does not correspond to the standards, no license may be 1ssued

4 Certification of the equipment or technologies for which there are voluntary standards is
carried out on a voluntary basis These certificates may be used 1n advertising manufactured
products or obtaining obligatory licenses for production of new equipment, implementation of
new technologtes, manufactuning of new products or economic priviledges from management
bodies /ministries, local authorities/

Title V Economic Mechanisms for Encouraging Energy Efficiency
Article 19 Federal and Terntonal Taxes for Purchasing Fuels and Energy

1 With the purpose of encouraging energy efficiency, there are federal and terntornal taxes for
purchasing fuels and energy which are paid by enterprises, orgamzations and institutions
regardless of property type, departmental possession and orgamuzational and legal forms, as well
as private persons purchasing fuels and energy The tax 1s identified 1n percentage of the fuels

and energy price

federal tax - 03
territonal tax - 07

2 The exact amount of the taxes 1s identified by the Government of the Russian Federation and
the governments /authonties/ of the republics, regions, districts, autonoumous districts of the
Russian Federation, and the cities of Moscow and St Petersburg

3 The tax 1s included 1n the retail price of fuels and energy and 1s separately recorded by energy
supply companies

4 Enterpnises and organizations exporting fuels and energy from the Russian Federation must
make deductions from the hard currency recewved for selling fuels and energy to the non-budget
fund of the Federal Agency 1n the amount stated by the Government of the Russian Federation
according to the tax rates for selling fuels and energy

5 Every three months energy supply companies must transfer the money received from taxes for
purchasing fuels and energy from the consumers in the region to the non-budget funds of the
Federal and Regional Agencies

6 The money got from taxes for purchasing fuels and energy are only to be used for goals
identified 1n Article 2

7 The Federal Taxation Commuttee of the Russian Federation exercises control over payment
of the tax for purchasing fuels and energy and the tme limits for payment to the energy
efficiency fund
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Article 20 Depreciation Benefits

For energy consumption control and regulation devices, the depreciation period 1s shorter
Therefore, the Government of the Russian Federation submitted by the Energv Efficiency
Agency, within 180 days after the Federal Agency 1s created, raufies the inventory of devices
for energy consumption control and regulation, the norm of depreciation deductions 1dentified
with consideration of the hfetime of these devices equal to one year, and also the inventory of
energy efficient equipment types and devices with a short depreciation period

Article 21 Federal Financial Support for Energy Efficiency Projects

Federal financial support for energy efficiency measures 1s provided by the Federal Agency and
regional agencies from thewr non-budget funds in accordance with the provisions of this Law The
funds thus obtained by legal and private persons are not subject to taxation

Article 22 Value-added Tax Benefits

The value-added tax rates are 50 percent lower for products with energy efficiency charactenstics
exceeding the energy efficiency requirements by 20 percent identified in the federal standards
This benefit 1s provided by the Government of the Russian Federation upon presentation of a
federal standard certificate, providing the certificate was 1ssued or confirmed not earlier than a
year before the application

Article 23 Customs Benefits

The Federal Agency shall annually present to the Government of the Russian Federation an
inventory of products and services which can sigmificantly improve energy efficiency and,
therefore, may enjoy customs benefits, and an nventory of products completely free of customs
duties To these inventories shall be attached assessments of cost eficiency of customs benefits
and methods of calculating these assessments

Article 24  Encouraging Foreign Investments in Energy Efficiency Projects in the Russian
Federation

1 Foreign investors implementing energy efficiency projects on the terntory of the Russian
Federation have a night, according to the obtained savings of a certain energy carrer, to

a) buy an equal amount of the same energy carrier for internal prices,
b) get a license for exportation of this amount of the same energy carrier without export
duties

2 This license can be sold by the legal person which has implemented the project to any other
legal person

3 Within 60 days after its formation, the Federal Agency develops and coordinates the order of
realization of this right Then 1t presents the draft decree for ratification by the Government of
the Russian Federation
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4 To identify the amount of energy saved, a legal or private person having a Federal Agency
certificaion must carry out an energy inspection before and after the project implementation, or
to raufy standards of enterprises for energy efficiency technologies for all elements of the
implemented project n the central bodies of the Federal Committee for Standards and
Certification of the Russian Federation before and after project implementation

Protocols of energy nspections or ratified copies of the standards of enterprises for energy
efficiency of technologies are presented to the Federal Agency which must be considered within
10 days If the decision 1s positive, the Federal Agency 1ssues a certificate confirmung the energy
savings of the project implemented by a foreign investor

Title VI Energy Inspections and Energy Consumption Registration

Article 25 Energy Consumption Registration Me<ein&

1 Regional energy commuissions tn cooperation with Regional Agencies within six months after
this Law comes into effect, must consider and ratify a plan of providing all legal persons who
are energy buyers with energy consumption registration devices and 1dentify a date from which
the amount of purchased energy 1s 1dentified as indicated by registration devices

2 The required mimmum for registration devices for different categories and groups of
consumers 1s 1dentified by the central and local branches of the Federal Commuttee for Energy

Inspection

3 The rules of installation of registration devices, certification, the commercial discount and
reading the indications are developed by energy supply companies and ratified by the Federal
Commuttee for Energy Inspection and the Federal Commuttee for Standards and Certification of
the Russian Federation

4 Each Regional Agency within a year after its formation, must develop and implement a
program for identifying possibilities for and the cost efficiency of registration devices and heating
consumption regulation devices, and also methods of payment for heating supply for

a) individual houses,
b) mulu-story houses

5 It 1s forbidden to collect payments for heating by indications of registration devices 1n case
the residential consumer 1s not equipped with a heating energy consumption regulation devices

Article 26 Energy Inspections

1 Within six months after this Law comes into effect, the Federal Commuttee for Energy
Inspection shall develop the protocol form and methods of control energy efficiency at the
inspected object

2 Duning regular inspections by the Federal Commuttee for Energy Efficiency 1ts auditors must
fill in this protocol It can contain recommendations on elimination of the found violations of the
standards for energy efficiency, and also imposing fines 1n accordance with the procedures
determined in these standards and other normative documents
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3 The director of the enterpnise signs the protocol together with the inspector of the Federal
Committee for Energy Inspection and has a night, if he does not agree with the

recommendations, to write down a special opinion If the director of the enterprise refuses to
sign the protocol, 1t 1s signed by the inspector alone and to 1t a motivated explanation of the

refusal 1s attached

4 The inspector of the Federal Commuttee for Energy Inspection must leave one copy of the
protocol at the enterpnise  Another copy must be given to the Head fo the Regional Agency

5 Inspections must not interrupt the normal technological regime of the enterprise

6 A year after this Law comes into effect, legal persons interested in revealing and
implementing measures on improving energy efficiency can make an order for energy inspection
which can only be carried out by legal or private persons which have got certifications from the
regional or Federal Agencies

Article 27 Federal Examination by Experts of the Energy Efficiency Projects

1 Preliminary, pre-project and project documents on the objects to be constructed on the
territory of the Russian Federation are subject to obligatory federal examination by experts

2 Under the aegis of regional Agencies there are groups of federal energy efficiency experts
Tasks, functions and powers of separate sections of the examination are identfied by the
Provision on the federal energy efficiency examination by experts developed by the Federal
Agency and ratified by the Russian Government

3 Reviews of the federal examinations by experts are obligatory for all legal and private
persons A negative conclusion of the federal energy efficiency examination by experts provides
grounds for re-developing projects 1n accordance with the review of the examination by experts

Implementation of projects on construction and reconstruction of objects without a positive
conclusion of the federal energy efficiency examination by experts 1s forbidden

Title VI Education and Personnel Tramning
Article 28 Obhgatory Teaching the ABC of Energy Efficiency

1 To get the mimmal knowledge necessary for the formation of energy efficiency skulls, in all
secondary and high schools, regardless of their specialization, 1t 1s necessary to introduce
obligatory teaching the ABC of energy efficiency as a part of the course "Basic Ecological
Knowledge and Culture"

2 The Federal Agency, Ministry of Education and Mimstry of Science, High School and
Technical Policy must develop educational programs, text-books and organize personnel tramning
within a year after this Law comes 1nto effect
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Article 29  Regional Educational Programs and Programs of Increasing the Level of
Professional Knowledge.

1 For implementation of educational programs and programs of improving professional skills
of the leading workers and specialists 1n the field of providing enterprises and organizations with
energy and holding seminars and conferences, each regional Agency, within a year after its
formation, forms a department with the following functions

a) developing and implementing regional educational programs and programs of
improving professional skills of the leading workers and specialists in the field of
providing enterprises and organizations with energy,

b) organizing demonstrations of energy efficient technologies and equipment,

¢) orgamzing work on providing informational services on energy efficiency to energy
consumers 1n the region

Within a year after this Law comes imnto effect, the regional Agency develops a plan of certifying
people responsible for providing energy to enterprises and organizations for knowledge of the
ABC of energy efficiency Such certification 1s made once in three years

Title VIII International Cooperation on Improving Energy Efficiency
Article 30 Participation in International Cooperation.

The Russian Federation takes measures on developing and strengthening mutually profitable
complex international cooperation on energy efficiency improving both in relations with separate
countries and by taking part in the activities of international organizations The Government of
the Russian Federation creates most favorable conditions for mutually profitable exchange of
energy efficient technologies, as well as participation of Russian specialists in international
projects of developing such technologies

Article 31 Foreign Investments Insurance

To attract foreign matenal and financial resources, advanced foreign technics and technologies,
and management experience to the objects connected with energy efficiency on the territory of
the Russian Federation, along with the current federal guarantees the following order of the
above-mentioned foreign investments insurance 1s set

Foreign investors, whose matenial or 1intellectual investments allowed to improve energy
efficiency on the termtory of the Russian Federation and who signed an insurance agreement with
the Mululateral Agency for foreign investments, have a nght to apply to the Federal Energy
Efficiency Agency of the Russian Federation for compensation of the insurance contribution
value 1n accordance with the above-mentioned agreement The foreign investors must present all
the necessary documentation to prove the energy efficiency effect they have got

Within 90 days after the application of the foreign investor, the Federal Agency must either
compensate to the investor the value of his mnsurance contribution, but the amount of the
compensation must not exceed the actual economic effect got from energy conservation, or give

a motivated explanation why such compensation 1s impossible The insurance contribution \3
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compensation 1s made 1n the currency paid by the investor The insurance contribution
compensation 1s free of charge and does not bring out any changes 1n property nights on the
insured investments

Articie 32 International Cooperation 1n the Field of Standartization

Within a year after this Law comes into effect, the Federal Committee for Standards and
Certification must develop a program of harmonization the federal system of energy efficiency
indexes standartization with progressive international, national and regional standartization system
of other countries, and also develop procedures of mutual ratification of the certification results

Article 33 Analysis of International Cooperation Efficiency

The Federal Agency shall annually present to the Government of the Russian Federation an
analysis of international cooperation efficiency and proposals on 1ts strengthening

Title IX Final Provisions

Article 34  Observation of Commercial Secrecy by Officials of the Federal and Regional
Agencies and Inspectors of the Federal Commuttee for Energy Inspection

Officials of the Federal and Regional Agencies and Inspectors of the Federal Commuttee for
Energy Inspection have no night to use to therr own benefit or make known the data which
constitute commercial secret of a legal person who takes part in 1mplementing energy efficiecy
programs or carries out energy audits

Article 35 Settling Controvercies.

Controvercies connected with energy efficiency improving activities are settled by the court or
arbitration 1n compliance with their junisdiction

Article 36 International Treaties

If international treaties of the Russian Federation or the former USSR contain other rules than
those stated in the Law on Energy Efficiency of the Russian Federation, the rules stated in
international treaties have an advantage
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