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PRIVATIZATION OPTIONS
FOR THE POWER INDUSTRY

Many countries have divested their ownership 1n both large and small enterprises in favor of
private sector control and management The transfer of public businesses to private ownership
has been one of the most important changes 1n these nations economic structures The most
recent wave of privatizations began 1in Chile and the Umited Kingdom 1n the late 1970s-earh
1980s Following on the success of these efforts many other countnes particularly in Laun
America and Europe, have adopted their own privatization programs

Today, the privatization of portions of the economy 1s a major political objective of a large
number of developed and developing countries that are seeking to reduce state control over the
economy In fact, privatization has become one of the comerstones of the economic reform
programs 1n Eastern Europe and the New Independent States (NIS) of Eurasia as they make the
transition from a state-dominated command-and-control structure to a free market svstem

The electric power sector has typically been one of the last industries to be considered for
privatization because 1ts function 1s often considered to be vital to the interests of the state
However, because the massive mvestment needs of the power industry produce heavy financial
burdens the prospects of contmnuing state-supported electricity subsidies have led many
governments to consider privatizing their state-owned electric utilities

The underlying reasons (political economic social) for implementing privatization programs
vary among countries Whether they stem from a change 1n government the economic burden of
maintaining state enterpnises or the desire to distnibute wealth directly to private citizens these
underlying factors shape the goals that a country hopes to achieve through privatization Such
goals may include

> attracting pnivate capital for the rehabilitation/expansion of the enterpnse or industry
raising money for the government budget through the sale of state assets

reducing government expenditures on owmng and operating certain enterprises
increasing operating efficiency and enterprise management

eliminating subsidies

promoting free market principles through private ownership

v

vy v v v

The pnivatization process may encompass transferring ownership n existing facilities to private
citizens or investors, allowing pnivate investors to build and operate new facilities, and/or
contracting for private supply services But the simple transfer of ownership or responsibilities
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does not 1n 1tself guarantee that the expected results will be achieved or that pnivatization wall be
a cure-all for the ailments of an industry or enterpnise For pnvatization to succeed a government
must set realistic expectations and goals for 1ts privatization program and 1n designing a program
adopt a privatization model that will meet these goals Political opposition by government
officials and special nterest groups must be considered and diffused Legal and financial
institutions and statutes must also be put 1n place that will create a stable foundation for the

privatized compantes

Successful privatizations 1n the power sector are often preceded by a restructuring of the industry
1n order to create an environment favorable to attracting private sector activity Power sector
restructurning may be necessary to establish corporatized entities, competition, an independent
regulatory body, and other institutions and structures that can bring private mvestors to the
sector This study examines the power sector at the point where 1t has already been prepared for
privatization following restructuring, corporatization and other reforms It thus focuses only on
the privatization options for the power industry, not on the broader aspect of restructuring

Although some privatization principles can be umversally applied, each country must be viewed
individually, taking local circumstances and conditions 1nto account This study examunes the
methods and models used 1n recent attempts to privatize the electric power mdustry 1n countries
with a varietv of political and economic backgrounds

The studv begins by outhining different types of privatization methods for the power sector along
with a discussion of the benefits and drawbacks of each Other sections examine government and
investor perspectives mn terms of the methods and models used 1n privatization These sections
address the concerns of each group 1n the privatization process and how their concerns influence
the process and 1ts eventual success or failure

Accompanving case studies 1llustrate both successful and unsuccessful experiences in power
sector restructuning examining the way 1n which countnies have used a privatization method, or a
combination of methods to construct an ownership model for power generation, transmission,
and distnbution While 1n some cases the privauzation model allows for 100% ownership by
private investors there are many instances in which the government employees and others
control varying shares of the enterprise The case studies ighlight countries that have either
implemented power sector privatization programs (Argentina, Australia (Victona), Bolivia,

Chile Hungary, and the United Kingdom) or are in the process of designing a privatization
model and method (the Czech Republic, Norway, Poland, and Russia)

PRIVATIZATION METHODS

A number of methods can be used to privatize a power sector, including sales to strategic
mnvestors mmual public offenngs vouchers, employee ownership, management buyout,
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municipalization cooperatives debt-equitv swaps and joint ventures A combination of methods
has typically been employed 1o create an overall ownership model for the generauon
transmussion and distribution sectors For each privauzation method this section examines the
procedures used the reasons for employing a particular method and the method s benefits and

drawbacks from the point of view of the government and 1nvestors

For almost any privatization program but especially for imial public offerings or strategic
mvestor sales the government should work with an experienced and reputable financial advisor
Investment banks such as Memll Lynch, Rothchilds CS First Boston or Schroeder s have
served as financial advisors for state-owned enterprises seeking to privatize Besides arranging
the necessary details and paperwork for the actual share sale or distribution the association of a
credible financial advisor with a privatization program will heighten the confidence of
prospective 1nvestors 1n the share offering and can potentially mncrease the ashing price of the
stocks

Sales to Strategic Investors

A strategic mvestor 1s large corporate mvestor with the experience to manage the power sector
enterprise as well as the capital to rehabilitate modermize, and/or expand the enterpnise s existing
operations and facilities Strategic investors are typically other electric utilities or independent
power producers with experience 1n the power sector

The sale to a strategic investor can be made through a public auction 1n which qualified bidders
submit bids based on predetermined requirements and standards set by the government The
government then chooses the best conforming bid for each enterprise as determined by their
qualification requirements and price However the sale could also take place through direct
negotiations between the government and potential buyers

As 1n the imtial public offering, the value of the shares will depend 1n part on whether the
government relinquishes control over the enterprise A strategic mvestor will usually require
some form of control of the privatized company s management and operations These investors
bring both capital and management expertise to the privatized enterpnise, and must be able to
influence 1ts management decisions 1n order to maximize the value of their investment This can
be accomplished by giving the investor either a controlling share of the enterpnise, or a long-term
management contract or other guarantees that provide management responsibility and control
Sometimes a consortium of strategic and other investors will submit a bid 1n order to spread the
nisk and financial burden

Chule, Argentina, Hungary, and Australia used the strategic investor approach 1n the privatization
of many of their power sector assets Bolivia used this method coupled with capitalization to
both privatize and capitalize 1ts power sector enterprises
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Advantages The primary advantages of sales to strategic investors include

> The sale of a power sector enterprise to a strategic mnvestor whether by auction or
negotiation, can usually be made more quickly than a sale using an IPO

> Negonated price or tender offers increase the chances of success of the sale as long as
the buyer meets all the necessary requirements The ability to negotiate both the price per
share and the number of shares to be sold before the sale gives this form of privatization a
better chance of being successfully completed than a public offering In a public offering
the success or failure of the sale 1s determuned after the share price 1s announced but in a
sale to a strategic mvestor the share price will be agreed during the negotiations If the
strategic 1nvestor 1s sought through a tender, then the asset 1s sold to the highest bidder or
the bidder that meets all the government’s requirements (e g , guarantees for future
investment 1n the facility and community labor concessions)

> Strategic investors bring management experience along with capital resources and their
control over management may greatly improve efficiency and reduce costs

> Revenues from the sale can be applied to the state budger or re-invested in the enterprise
in order to promote rehabilitation/expansion of the power system The government can
increase the value of the privatizaton agreement with the strategic mvestor and further
the goal of providing caprtal for the power sector s rehabilitation or expansion by
agreeing to capitalize the enterpnise through re-investing the revenues from the
privatization sale back into the companv By capitalizing the enterprise through the sale
to the strategic investor the government trades revenues for capital to be employed 1n
rehabilitation/expansion coupled with the management expertise brought 1n by the
strategic 1nvestor

Disadvantages There are four pnmary disadvantages of the strategic investor approach
> The shares may be valued too low

» The government could agree to a bad deal in negoniating with a strategic investor as a
result of its inexperience

> The state may have to give up control of the enterprise
, There could be strong political backlash against selling strategic enterprises to Jforeign
companies
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Initial Pubhic Offering

In an inttial public offering (IPO) the government and 1ts financial advisor agree on a valuation
of the enterprise to be sold Shares are then created representing the value of the company Next
the percentage of shares the government wishes to sell are offered on the capital market to
individuals compames, or mstitutions at the predetermined price The United Kingdom and
Chile used IPOs in the privatizations of certatn assets 1n their power sectors

Advantages Through an IPO, the enterpnise has the potential to reach a large number of
mstitutional and other investors 1n the capital market If the enterprise and 1ts financial advisor
are able to generate enough 1nterest 1n the company such that all of the shares on an offer are
sold, the government will obtain 1ts desired revenue The shares could be offered to the foreign
capital markets as well as the domestic market Other advantages include

> tremendous revenue possibilities for the government bv tapping either domestic or
foreign capital markets

> the competitive nature of the market increases the chances that the maximum
share value will be attained

> revenues from the sale can be applied to the state budget
> 1nvestor control over management may improve management efficiency

Disadvantages The primary disadvantages of IPOs include

> Considerable ime and effort are needed to prepare an IPO An IPO requires a great deal
of ume and effort to arrange and implement often up to a year or more A detailed
valuation of the enterprise must be performed as well as an analysis of the demand for
such investments on the capital market 1n order to correctly price the shares

> If the share price 1s too high if there 1s insufficient capital in the market to support the
sale or if there 1s considerable financial uncertanty in the country, the IPO may be
unsuccessful The choice of the capital market domestic or foreign 1 which to launch
the IPO has a direct impact on the potential share valuation and the resulting revenues
from the sale of the stock An IPO generally works best 1n an efficient capital market
where the value of the assets to be sold can be readily determined and where there 1s
sufficient capital for the purchase of such shares However, even 1n an efficient capital
market, all the work leading up to the IPO may be 1n van if the market finds the share
price to be too high This could lead to a situation 1n which only part, or even none, of the
shares are sold
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Emerging capital markets may not have the capital resources to support an [PO
particularly for power sector assets valued in the hundreds of muillions or even billions of
dollars Even 1f there 1s enough capital in the economy to purchase the shares unstable
macroeconomic conditions (e g , high inflation financial instability) may drive investors
away from financial assets and toward more durable goods or commodities

The government has no ability to choose the investors i the share offering Ownership 1s
spread over many 1nvestors 1 an IPO because a broad range of individuals and
institutions are able to participate in the share sale Because the IPO does not limit
participation 1n the share offering the government does not have the abihity to choose
which specific investors will be allowed to participate

Managers may not act n the interest of the shareholders The new stockholders elect a
board of directors who oversee the management of the enterprise 1n the interest of the
shareholders Shareholders must be ensured that the board truly represents their interests
rather than those of management Thus the board must be independent from the
managers of the enterprise because the nterests of the managers may conflict with those
of the shareholders

The Iimutations a government places on a share offering mav also limit revenues An IPO
gives the government the ability to attain several privatization goals 1n addition to
maximizing potential revenues by tapping the capital markets It can still exert direct
control over the privatized industrv by limiting the number of shares offered for sale
Limuits can also be imposed on foreign ownership by restricting the amount of shares
offered to foreigners

However investors will not be as interested 1n placing therr capital 1n an enterprnise that
will still be under government control They will seek to invest 1n enterprises 1n which
thev believe that the company s management decisions will be 1n their best interest, not 1n
the interest of the government Thus when the government seeks to retain majority
control of the shares 1n an enterprise investor nterest will diminish share values will be
discounted and the potential revenues from the share offering will be reduced Simularly,
by limiting foreign participation 1n the IPO the pool of investors 1s reduced and the share
price may not be at the maximum possible level In both cases, the government must
weigh the benefits of share price maximization against the perceived social benefits of
retaining majorty control over a strategic industry or of appeasing nationalistic demands
that foreigners not be allowed to own large blocs of shares 1n such enterprises
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Vouchers

In this method of privatization the government 1ssues vouchers or privatization certificates t0
individual citizens who can then convert them 1nto shares 1n compames through privauzauon
auctions The vouchers may be distnbuted to citizens free of charge or offered at a reduced price

This method of privatization 1s based on the belief that public enterprises belong to the
community and that property should be generally distnbuted using principles of equity

The Czech Republic and Russia have used vouchers to privatize portions of their power sectors

Advantages The pnmary advantages of this system include

> Vouchers do not rely on the existence of capital markets Thus system can be used when
the capital market cannot provide the funds for the purchase of shares because the country

lacks sufficient savings

> Voucher privatization can be implemented relatively quickly

> The use of vouchers creates a shareholder community where possibly none existed
before

> This method 1s politically popular because 1t puts the ownership of state enterprises in
the hands of the general population and spreads wealth directly among the countrv s
cinizens

Disadvantages There are several disadvantages with voucher privatizations

> They bring lutle 1f any capital to the enterprise for reconstruction or upgrading
» Voucher privatizations raise little revenue for the state budget
> This method does not bring management expertise to the enterprise Because of the

potential fragmentation of ownership the control of management will be difficult,
making 1t harder to motivate managers to increase the enterprise s efficiency Thus,
voucher privatizations have himited ability to improve an enterprise’s management

Employee Ownership

The government can decide to transfer some portion of a public company to 1ts employees and
managers The shares may be transferred free or at prices that are discounted from the share’s
market price

Hagler Bailly Consulting, Inc
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Bolivia, Hungary, the Czech Republic and Chile used employee ownership as one of their
privatizauion methods However 1n each case employee privauzation was only a small part of
the overall pnivatization model for these countnies’ power sector assets

Advantages This form of privatization has three main advantages

> It gives employees a direct stake in improving the enterprise One reason behind
employee ownership 1s the 1dea that employee-owners will be interested in improving the
efficiency of the operation controlling wage increases and increasing the profitabihity of
the enterprise 1f they have a direct stake 1n 1ts future

> Employee ownership reduces labor opposition to privatization Labor unions are
typically one of the strongest 1nterest groups to perceive privatization as a threat but bv
including labor 1n the privatization process this opposition 1s often diffused

> It 15 a fast and relatively simple way to begin the privatization process Emplovee
ownership could be a first step 1n reducing opposition 1n order to launch a more
sophisticated privatization method

Disadvantages There are five problems with this form of privatization
> It brings little 1f any capital investment to the enterprise Because shares are distributed

to employees for free or at favorable prices the government gathers little revenue from
this form of privatization

> Employee ownership creates equity problems This form of privatization distributes
national assets at reduced rates to a select group of citizens who happen to work at the
enterprise

4 Employees could sell thewr shares in the enterprise There 1s no assurance that employees

will not sell their shares which would destroy the long-term incentive for their special
treatment 1n the first place This effect could be lessened by requiring employees who
recerve shares free or at privileged rates to retain them for a stipulated peniod of time

> Such ownership brings no management expertise to the enterprise The focus and
direction of the enterpnse 1s unlikely to change under employee ownership

> There could be political opposition 1o such a privatization The problems concerning
equity 1n the distnbution of valuable state assets to a small group of citizens could lead to
increased public opposition to the government’s privatization program
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Recently an innovative approach to employvee ownership was made part of the pnivauzation of
the Canadian railway A bloc of shares 1n the railway was set aside 1n escrow for rallwa
workers Shares are to be distnbuted over time from the escrow account as certain performance
targets are met by the emplovees The quanuty of shares distributed depends direcths on the
number of targets met This method of share distnbution 1s designed to motvate emplovees to
improve their performance and the performance of the company

Management Buyout

A management buyout is stmular to privatization through employee ownership except that in this
case a select group of employees (those 1n control of the enterpnise) recerve ownership of the
enterprise In the management buyout method of privatization, managers are typically able to
purchase shares 1n the enterprise at a discount to their face value In some cases managers may
receive some shares at no cost 1n order to win their support for the sale of the formerlv state-

owned enterprise
Advantages This method of privatization has one main advantage

> Privatization will be supported by the power sector enterprise s managemen: This group
often wields considerable political power because they are the backbone of one of the
nation s strategic industries If management strongly opposes the privatization of the
industry, then the entire privatization process could be jeopardized

Disadvantages This method of privatization shares many of the same problems faced by
employee ownership with some notable additions

> 1t does not bring much 1f any capual to the enterprise The management of a power
sector enterprise typically do not have the collective resources to purchase the shares of a
multi-milhon dollar, or even billion dollar utihity for the actual share value

> This method of privatization does not bring in any new management expertise A
management buyout may cause a stagnation 1n the enterprise’s management because
managers answer only to themselves and are hikely to rule out any attempt by outside
mvestors to bring 1n new management

> If managers control the ownership of the enterprise they could then veto further
privatization attempts This would leave the ownership concentrated 1n the hands of a few
individuals, and would defeat the goal of privatization aimed at promoting free market
principles by spreading private ownership among a large number of investors and
ciizens
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> Managers could take actions that would reduce the estimated value of the enterprise
during the privatization phase 1n order to lower the share price below s real value This
would allow the management to purchase a large number of shares and then reap windfall
profits once the real value of the enterprise becomes apparent

> Management ownership creates an equity problem This method of pnivatization
distributes national assets at reduced prices to a small group of people who run the
enterprse

> There could be political opposition to such a privatization The problems of equity the

potential for corruption 1n the sale of assets, and the disincentives to managers to continue
any further privatization reforms once they have control of the enterprise could increase
public opposition to the government s privatization program

In Russia where enterpnse directors and managers are particularly powerful, many large
industries were partially privatized in this manner The resulting allegations of impropnetes by
enterprise managers in the purchasing of shares and hoarding of wealth have marred the Russian
large-scale privatization program

Municipalization

Municipalization 1s the divestiture of state-owned enterprises to local municipal governments It
1s not actually a type of privatization, rather 1t 1s the decentralization of government ownership
For the power sector this may mean restructuring the local generation or distribution portion of
the state utility and transferring ownership to the municipal government

The Czech Republic and Hungary have used municipalization as one of the methods employed 1n
their overall pnivatization models

Advantages This option has four main advantages

> Muricipal governments may support overall privatization if they are given a piece of the
privatized enterprise If the municipal government were creating strong resistance to the
state s privatization plans the divestiture of part of the utihity to the mumcipal
government would diffuse that resistance

> Municipal governments mav be better equipped to collect payments owed to the utility,
thus improving uts financial health If the state 1s having trouble with collections, 1t may
find that the mumcipal government 1s more effective 1n this capacity
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> Revenues received from the municipal government are merely a transfer of resources
from one governmental budget 10 another Payment to the state for this transfer of assets
could be made through a bond 1ssue arranged by the mumicipahiry and paid off with a tax
on municipal electricity rates

> Mumcipalization leads to a decentralization of state control over the power indusin
Regions and regional governments are given more control over major industnal/service
industries that directly affect them

Disadvantages Municipalization has four primary disadvantages

> The question of actual privatization will remain Privatization must still be addressed
because municipalization 1s simply the transfer of ownership between state entities not
between the public sector and the private sector

> Municipalization may promote poliicallv beneficial mefficiencies The municipal
government may actually perpetuate or even implement its own electricity subsidies and
other nefficiencies 1n order to serve local political goals at the expense of the power

sector enterprise

> There are no inherent management improvements with the change in ownership
Management improvements cannot be expected any more under municipal ownership
than they can under state ownership

> The privatization process and the way in which the municipal utility 1s operated can be
pohiically mampulated

Cooperatives

In a cooperative as with municipalization the state transfers ownership to the local rate-paying
customers of the utility Unlike municipalization where the local government owns the utility
the rate-payers themselves are the shareholders of the utility 1n a cooperative

While cooperatives are popular in the United States and Canada, Norway was the only country
examined 1n this report to have cooperatives and these existed prior to any large-scale
privatization effort

Advantages Cooperatives have poliucal and economic advantages similar to those of
municipalities They have one additional advantage
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> Customers have a strong incentive to pay thewr bills because they own the utilin, Because
the individual rate payer 1s a shareholder the peer pressure to pay will be the strongest
among the ownership methods Thus 1n an area in which the state has particular problems
1n collecting electnic bills this form of pnivatization may be attractive The pavment the
state receives for the transfer of ownership to the cooperative could be 1n the form of a
loan whose pavments would be made from the future profits of the electnicity sales

Disadvantages Cooperatives have two primary disadvantages
> In conditions of econonuc instability cooperatives may be difficult 1o organize

> In impoverished areas the rate pavers may not have enough collective resources to
purchase the power sector enterprise

Debt-Equity Swaps

A country debt-equity swap 1s a transaction that converts a country s currency obhgation to

commercial banks into an equity investment (ether direct or portfoli0) n a domesuc private or .
privatized company The investor may be the bank holding the loan or a company that buys the

loan 1n a secondary market at a discount The investor receives local currency 1n exchange from

the central bank of the debtor country and invests the local currency 1n a business venture

Debt-equitv conversions generaliv fall into three categones

> a sovereign or public-sector debt 1s exchanged for equity 1n a private sector
enterprise

> the debt of a private company 1s exchanged for an equity investment 1n the same
company

> a sovereign or public sector debt 1s exchanged for equity as part of a program of

privatizing public sector enterprises

In a typical debt-equity conversion an investor will purchase the debt of the country i which 1t
wants to invest at a discourt on a secondary debt market The discount on the face value of the
debt depends on the creditworthiness of the country Discounts are typically between 20-60%,
but can be even higher for countries with exceptionally high credit nsk The debt obligation can
then be converted 1nto local currency or directly into a domestic asset 1n the debtor country,
provided that the central bank of the debtor countrv has adopted an appropnate debt conversion
program
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Chile, Argenuna. Brazil the Philippines Russia (loans for equity) and Nigena are among the
countries that have employed debt-equity conversions However debt-equity swaps have not vet

been employed for power sector privatuization

Advantages In properly structured debt-equity conversions all parties involved stand to benefit

» Favorable rates are available for investors The mvestor acquiring a foreign debt
obligation obtains the local currency or asset at a favorable rate reflecting the discount at
which 1t bought the loan This enables the mvestor erther to acquire new equits or
expanded equity 1n a company 1n the debtor country, or to finance the local currency
portion of projects 1n the debtor country at much lower cost

> The government 1s able to retire some of uts debt habilities while 1t divests its ownership
in state-owned enterprises A debt-equity conversion entails the simultaneous removal of
assets and obligations from the books of the government The government 1s able to
encourage the privatization of formerly state-owned entities at the same time that 1t
reduces 1ts foreign debt exposure The country substitutes the steadv outflow of principal
and interest payments on 1ts debt for the occasional outflow associated with investment
The bank onginally holding the debt 1s able to sell the debt receiving money for a loan
that may have been 1n jeopardy

> Debt-equity swaps allow atiractive entry into a domestic market for a foreign investor
parncularly a strategic investor

> Management may be improved if investors are given controlling ownership

» Swaps can be used to stem capual flight Chile launched a special debt-equity swap
program 1n which citizens could buy and redeem large amounts of the government’s
foreign debt and exchange them for equity 1n privatized enterpnises This encouraged
citizens with hard currency accounts abroad to re-invest their money at home through
debt purchases and conversions

Disadvantages This method of privatization has three man disadvantages

> Debt-equity conversions are potennally inflationary The volume of debt-equity
conversions must be controlled because the redemption of foreign debt for local currency
through the central bank can be inflationary 1f 1t 1s allowed to increase the debtor nation’s
money supply Countnes implementing successful debt-equity conversions, such as
Chule, have limited the volume of these transactions so that they can effectively
“sterilize” the domestic currency added to the local market
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> Such swaps allow investors to purchase national assets at discounted prices Domestic
investors and citizens may be opposed to the fact the foreign nvestors are given
preferential prices on domestic assets through debt-equity swaps Some of this opposition
can be diffused by allowing domestic 1nvestors to also buy the country s foreign debt and
convert it into equity in their home country Chile implemented this practice 1n the 1980s
and was able to stem much of the capital flight from the domestic economy albeit bv

allowing investors to buy national assets at discounted prices

> Swaps can be politically explosive if people feel that foreign investors are taking
advantage of the nation to buy strategic assets at a significant discount

Joint Ventures

In some cases an enterprise will be privatized by allowing a joint venture between domestic and
foreign partners (generally strategic investors) to buy the asset either 1n part or entirely from the
government

Jomt ventures have been formed 1n Argentina Australia, and Chile, and have been proposed 1n
Central and Eastern Europe

Advantages Jont ventures have three main advantages

> Thev diffuse some opposition to foreign ownership A joint venture can create an entity
that 1s separate from either the domestic or the foreign parent company It may register as
a local company thus lessening some of the opposttion to the foreign ownership of
domestic power sector assets

> Having foreign partners spreads the risks of legal and environmental llabiliies Foreign
investors may be interested in working with domestic enterprises but hesitant about
assuming all of the environmental or legal habilities of the enterprise through direct
ownership 1n the parent company A joint venture allows the foreign investor to spread
the nisks of these hiabihities

> The joint venture privatization of a power sector enterprise will generate revenues from
the sale of shares

> A foreign strategic investor can bring about increased capital investment and
management improvements depending on its level of participation

Disadvantages There are two primary disadvantages with this method
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> The strategic foreign investor s capual and influence may be reduced However this
disadvantage 1s offset by the political and geographic advantages of the domestic partner

> In such an arrangement 1t 1s often unclear as to who 1s 1n charge This confusion in the
management of a joint venture could destroy any of the possible benefits that private
sector participation might bring to the formerly state-owned enterprise

THE ROLE OF GOVERNMENT

When the government decides to privatize an industry i1t 1s extremelv important that 1t first
complete a detailed plan of the privatization process The first step in developing this plan 1s 1o
deternune the goals and objectives that the government hopes to achieve by privatization There
will no doubt be a list of such goals These 1tems on the list should be ordered according to their
importance to the government because some goals may be in conflict with each other

Each goal must have associated with 1t a method of privatization that best achieves the results of
that goal The methods that best support the high-prionty goals should be those upon which the
privatization plan 1s based Each method has certain advantages and disadvantages for the
government and investors and these must be carefully evaluated to assure that the desired result
1s obtained When this 1s done, the government can take the critical steps 1n restructuring and
reform that the privatization methods require If the goal 1s to attract capital to repair and expand
the utility for example regulations must be wrtten to emphasize profitability over consumer
protection or the achievement of such public policy aims as employment and welfare

Issues of Ownership Control

Even when there are strong motives for pnvatization the government may be reluctant to
relinquish control of the enterprise to be privatized This desire to retain control can lead the
government to try to achieve some of the advantages of privatization without giving up
ownership This could be accomplished by selling a minority share to the public or a strategic
investor However, this 1s not really full privatization and 1t 1s unlikely that a strategic investor
would buy 1nto this situation unless the government has an exit plan to relinquish its control by
selling more of 1ts shares 1n the near future (for example, the government could give the mnvestor
an option to buy additional state shares in a given number of years) Any sales that would be
concluded with the government remaining 1n control of the enterpnise would 1 all probability
bring a lower price than they would 1f the government were not 1n control

A second way n which a government can maintain control of the privatized utility 1s to retam
ownership of shares with special voting nghts that give 1t the power to veto actions that 1t does
not approve of These shares are the so-called “golden shares ” Because they are special shares,
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the government may be able to maintain the nghts of a controlling shareholder without assuming
any of the financial nsks of ownership This method of control will cause real problems in
attracting strategic investors However the UK, Argentina. and Hungary all had golden shares
1n therr privatization programs, retaining either majonty control over some privatized power
sector enterpnses or special voting rights

The government could also privatize yet still maintain control over the enterprise by retaining
ownership in the utility, but buying services and output from private firms These private firms
could raise capital, build new generating plants and sell their output to the government-owned
utility The government could even contract for a private firm to run the power sector enterprise
In this case the government maintains the ownership and the appearance of control but private
firms actually account for much of the output and services This form of pnivatization goes only
part way toward achieving the usual goals of privatization because the ownership of the
enterprise 1s not transferred to private investors

Issues of Regulatory Control

A government s attempt to control the privatized utilities through shareholding, whether by
majonty or through special voting nghts 1s a misguided form of control The government does
not need to retain ownership to control the industry Its most powerful form of control over the
power sector 1s 1ts ability to determine the rules under which the privatized industry will operate
and put 1n place an independent regulatory process to enforce the rules This regulator will be
independent of the ministry but 1t will still be a government agency staffed by people who are
independent of both the ministry and the industry being regulated

The rules of regulation should be 1n the form of statutes so that the government cannot change
them for expeditious political reasons The government and regulatory body must also establish
the rules of operation for the industry before the privatization process begins If the rules are
created or changed drastically during the privatization process, potential investors could be
scared away

There are other areas 1n which regulations must be developed to govern the way the privatized
utility 1s run Because at least part of the utility may be either a regional or natural monopoly,
rules must be developed to protect the consumer These rules must assure that the prices charged
are not too high or discriminate against certain groups, and will set mimimum standards of
service Environmental and safety standards must also be determimed and controlled by the
regulator

Investors will evaluate all of the regulations 1n determining what they can afford to pay for shares
in the utility but they must know what the rules are and be assured that they will not be changed
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by any political wind that blows through the government Investors need consistency and the
government needs to develop a reputation for consistency to attract them

The role of the government 1n the privatized utihity industrv will be changed by the pnivauzauon
process but 1t will not be dimimished It must give up ownership control but not control of the
industry Parts of the industry will remain a monopoly and so must be regulated by the
government This regulation must be performed by an independent regulatory body with rules
that have the power of statutes After privatization the regulator will enforce the regulations and
act as the arbiter 1n resolving conflicts between the new owners of the utulity and 1ts customers

INVESTOR PERSPECTIVE

Power sector privatization 1s often carried out with the aim of attracting private sector capital to
rehabilitate and/or expand the electricity infrastructure of a countrv To attract foreign or
domestic investment the government launching the privatization program must understand the
needs and perspectives of potential investors This section details the findings of a 1996 survev
of 26 power sector mnvestors worldwide concerning the major factors these companies consider
when analyzing investment opportunities The appendix contains a list of these companies

One requirement for investment in the power sector that was cited unantmoush by all investors
and investment advisors interviewed is the presence of an independent regulatory agency The
rules and regulations under which the industry will operate must be known so that future
economic behavior can be reasonably predicted It 1s important that the regulatory body be
independent so that 1t will not be directly influenced by the political requirements of the
minmistries All investors said that they would prefer and some said they would require a stable
regulatory track record At the least thev want to see a long-term regulatory policy in place with
the strength of a statute

Investor Roles

The survey mcludes the perspectives of both strategic and institutional mvestors Strategic
mvestors typically power utilities or independent power producers (IPPs), play a key role n the
privatization process because they bring both financial resources and technical and managenal
expertise 1o a newly pnivatized power sector enterprise These investors seek to enhance the value
of the privatized company by actively improving the enterprise’s management and the facility’s
technical staff, to restructure the enterprise into a private market-oriented business Through
their private sector experience strategic investors bring an understanding of the pressures of
managing 1n a competiive market where they must purchase fuel, control operating costs, sell
power at a price that will produce profits for shareholders, and provide satisfactory service to
their consumers
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Institutional 1nvestors, such as investment banks and funds are important players 1n the
privatization process because they are often the source of the substantial financial resources
required 1n the privatization of power sector assets In many cases, mvestors will form a
consortium, 1ncluding at least one strategic mnvestor to spread project nish and financing burdens
The inclusion of a strategic investor 1s important for a consortium that wants to increase the value
of 1ts newly privatized asset

Investment Targets

In the main the investors interviewed for this report favored investment 1n erther generation or
distribution assets, or both Very few expressed an interest i investing 1n transmission
enterprises which tend to offer lower rates of return because governments tend to maintain
involvement 1n transmission (a natural monopoly) operation through ownership or strict
regulation Investors tend to view distribution as shightly less regulated than transmission and
therefore able to earn greater returns The recent examples of highly profitable distribution
companies 1n the UK tesufy to this point Most 1nvestors see generation as offering the hghtest
amount of regulation and consequently the greatest potential returns especially 1n a competitive
generation structure

Ownership

Investors face many key ownership 1ssues with respect to privatizations including the mnvestor s
percentage ownership in an asset the timing of the privatization and the equity role for
management and workers Investors were generallv willing to be flexible with respect to many
ownership 1ssues as long as they were treated fairly and were able to maintain control over
1ssues affecting the long-term value of their asset

Some 1nvestors said that they could accept a minonty share of a privatized asset However all of
them required the ability to control important managenal and financial decisions that affect the
asset s long-term profitability especially when they are key factors influencing the mvestor’s
plan to improve the asset’s operation and value This control could take one or more of several
forms 1) majority control over the asset s operation and maintenance, 2) veto power over key
management decisions and/or 3) majority control by a consortium that shares the investor’s
interests and background (usually an investor from the same country) None of the investors were
willing to take a passive role to the government 1n the privatized enterprise Investors universally
expected to be able to make important decisions concerming the operation of the utility

Some investors said that they would accept a minority position with respect to government
ownership of the enterprise temporanly, as long as the government publicly proposed a plan to
exit the project in the near term This was the situation 1n the privatization of generation 1n Chle
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Many mvestors did not oppose a gradual privatization of a state-owned enterprise over a period
of a few years However 1in exchange for this delay investors would want the guarantee of an
option to increase their ownership stake by buying additional shares divested by the government
as has occurred in Hungary or to take a controlling interest 1n the asset as the government dinvests
1ts shares or distributes them to other mnvestors, as in Chule A few investors said that they would
not require a controlling bloc of shares at all 1f certain voting privileges were arranged on such
key 1ssues as management of the enterprise

Risk and Risk Management

All investors require stability and a reasonable amount of certainty 1n anv investment
opportunity In a stable environment where the future 1s reasonably predictable an investor can
accurately assess an asset’s potential viability and therefore 1s able to determine the nishs 1t
faces The wav in which investors view and manage these risks will largely dictate their
mvestment decisions

Polttical risk Political nsk includes 1ssues such as the stability of the government the
prevalence of corruption the amount of civil mulitary, or labor unrest and the chance that the
state will once again expropnate privatized firms Also some political nisks are particularly
associated with energy projects, these include contract abrogation regulatory risks creeping
expropriation and the sanctity of the dispute resolution mechamisms Many 1nvestors surveyed
said that the form of government (democratic commumst dictatorship etc ) was not a major
concern so long as that government was stable and had a clearlv defined succession process

Investors can mitigate certain types of political nsh by purchasing investment nisk insurance
from agencies such as the Overseas Private Investment Corporation (OPIC) the US
Government’s investment insurance agency or from the Multilateral Investment Guarantee
Agency (MIGA), the counterpart organization at the World Bank These agencies offer mnsurance
against poliical nisks for certain methods of privatization 1t 1s normally available only for
foreign direct investment (e g strategic investors, joint ventures debt-equity swaps) The
definition of investment 1s broad and can include equity, debt management contracts and
contingent liabilities

IPOs are probably not insurable because political nisk 1nsurance benefits the owner and 1 an
IPO, the owner 15 frequently changing Employee ownership and vouchers have no foreign
ownership and do not qualify for political nisk insurance, but they do offer some 1nsurance on
their own against expropniation when combined with foreign direct imvestment

Financial risk Financial nsk covers a broad spectrum of 1ssues, including potential payment
guarantees, the country’s macroeconomic situation, currency repatnation, exchange rate risks,
and market risks
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Payment guarantees The guarantee of payment 1s a major financial rish concern for anv
mvestor These guarantees depend on the contract law of the country Investors who
commented on this point said that they would require a legal structure that would allow
contract disputes to be settled through international arbitration

Macroeconomuc situation The country s macroeconomic situation 1s important because
potential investors need to discern whether a country has enough money to provide for an
mnvestor s hurdle rate of return (1 e the rate of return below which the investor has no
interest) In the power sector the key macroeconomic 1ssue 1s generally whether the
government has the political will to charge a tanff that provides the investor s hurdle rate
This can only be accomplished 1if the government and/or energy consumers have
sufficient economic wealth to pay the tanff Several investors who were considering the
NIS cited this as a concern

Profit repatriation Most 1nvestors expressed major concerns over the ability to convert
local money to hard currency and then to repatnate profits from an asset Power sector
investments are inherently niskier 1n this respect than those 1n many other business sectors
for two reasons First while investors typically receive payments for electricity assets in
local currency they must often import fuel or efficient Western-designed equipment
using hard currency If a country lacks strong foreign currency reserves, this 1ssue 1s
problematic Some investors nterested specifically in power generation said that a strong
stable domestic fuel market could mitigate this problem because 1t would alleviate the
need to convert local currency in order to buy foreign coal gas or other fuels

Currency repatriation can also be more difficult for power projects than for oil, gas or
other energy projects because 1t 1s usually difficult to export power 1n order to earn hard
currency In some CEE countries independent power developers expressed some
optuimsm that they may be able to export power 1n order to mitigate potennial currency
convertibility problems

Exchange rate risks In addition to the ability to collect, convert, and repatriate earnings
from the project all of the investors interviewed expressed concerns over potential
exchange rate nisks (the nsk that local currency earnings from an asset would depreciate
relative to the cost of items that may be imported, such as fuel) Those interviewed were
more willing to mnvest if they believe that a local currency 1s stable

Market risks In many countries, investors also face market nsks, especially 1n “spot
electncity markets * where prices are set by market forces rather than through long-term
supply contracts between generators and customers Most independent power and many
other generation construction projects receive project financing based on pre-arranged
long-term electricity supply contracts between the generator and a customer(s) In a spot
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market electncity prices are determined by demand and generators run based on a mem
order system

Thus market price system increases an investment s uncertamty Prices mav not be high
enough 10 cover costs, and a generation project may not operate enough under a countrs s
dispatch to earn sufficient revenues All lenders mterviewed said that they are sull
adjusting to project finance 1n such a situation However several tools are now being
developed to address this nsk The ability to hedge (1o operate 1n the electricity pool but
to stll make arrangements with certain customers for a price based on the future pool
price) 1s one way to mitigate some of the nisks imherent 1n a spot market Such a svstem
called * contracts for differences ’ has alreadv developed 1n the UK market A few
investors said that they try to get a mix of contracts and spot market sales preferably 70%
contracts and 30% spot sales

> Environmental concerns These were listed by several investors as a major concern
particularly in CEE and the NIS where many of the power sector entities 10 be privatized
are several decades old and have high levels of emissions and associated pollutants
Investors stressed a consistent environmental policy as an important factor because
environmental laws that would be strengthened after an investment was made may
suddenlv make the investment unviable

Technical risk Every power sector project has associated technical nsks These risks vary by
power ndustry sector as well as by individual power sector project Some technical nisks include
constraints on the transmission system that may favor certain generators or distribution networks
over others, the ability of different plants within the generation system to be dispatched the age
and design of the enterprise’s capital assets, and the emissions levels of generating plants For the
strategic investors interviewed n the survey technical rishs do not provide an impossible hurdle
but they do affect the price

Rate of Return

In general, the prnincipal mitigating factor for nisk 1s the corresponding rate of return on the
investment A high rate of return decreases the time 1nvestors need to recover their onginal
nvestment A project with a real rate of return (the amount by which the required rate of return
exceeds the expected rate of inflation) of 25% wall return the mitial investment n four years,
Iimiting the amount of time mvestors are exposed to losing their imitial capital Thus, the niskier
the investment 1s percerved to be, the greater the return must be 1n order to entice nvestors

The specific rate of return will vary by project, location, and a number of other important factors
However, many of the investors surveyed for this study were able to indicate the general rates of
return that they would require on power sector investments 1n different geographic regions
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Country/Region Rate of Return

United States greater than 10%

United Kingdom greater than 10%

Asia greater than 14%

South America greater than 16%

Central and Eastern Europe greater than 18%
New Independent States 25 to 50%

However several sources cautioned against taking the rates of return given by nvestors at face
value In many regions investors are looking for investments with the returns shown above but
are often settling for projects with shightly lower returns

For power sector investment opportunities in CEE and the NIS the rate of return expected by
U S and U K 1nvestors was higher than that expected by continental European investors There
are several reasons that the latter investors ctte for this difference

Many continental European electric utilities are still largely state owned Because these firms are
financiallv backed by the state they are often willing to make riskier investments because they
can take a longer view on the investment instead of having to be concerned about the short-term
return to shareholders As one of these investors said they will accept a lower return 1n investing
In certain regions to suit the geographic nterests of their business or the political interests of
their government Many major Western European governments have made greater political and
economic ntegration with CEE and the NIS a top political prionty The countries in CEE and the
western countries of the NIS also have political and economic aspirations in Western Europe

One nvestor said that this gives the latter countries some leverage over their eastern neighbors 1f
pavments are not made

Interest in Central and Eastern Europe and NIS Markets

While many strategic and other investors are not currently interested in mvestments in CEE and,
n particular the NIS two groups among the investors interviewed see the opportunities n the
region as fitting their investment profile The first group of strategic investors viewed their
market niche as mvestments 1n existing utilities in need of considerable rehabilitation and
managenal restructuring They see excellent potential returns on these assets after an intensive
period of equipment rehabilitation and managenal reform Among these mvestors are the

equipment suppliers and service companies as well as the nationalized utilities that want to
support their national industries

Hagler Bailly Consulting, Inc



PRIVATIZATION OPTIONS FOR THE POWER INDUSTRY » 23

The second group that sees a niche market 1s the independent power developers seeking
opportunities 1n small, speciahized markets where they believe they have a better control of nisks
than 1f they had to work with the whole system They may work within a single industn under a

barter agreement with a multinational company within the industry

Risk of Investment by Region

Each investor interviewed had his own criteria for investment and each had different views on
the nsk of investing 1n the regions we examined However we have been able to compile an
overall picture of therr views and present 1t as the consensus or general agreement of investor
views on the nisk of investing 1n the different regions The results are shown 1n Figure 1
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ARGENTINA

Argentina’s power sector with a capacity of 15 700 MW, was entirely state-owned unuil 1991
when the newly-elected Menem government began restructuring the sector based on the Bntish
and Chilean models The state power monopoly was vertically unbundled 1nto generation
transmission and distribution The generation and distnbution units were then honzontally
broken 1nto smaller entities, creating more than 30 generating and 22 distnbution compames A
national electricity pool and a wholesale power market were created to encourage competition
among generators An independent regulatory body was created and given the authority to set
tariffs for the distnbution compames, to award hicences, and to protect consumer rights

One of the primary objectives of Argentina’s power sector restructuring 1s to promote the
privatization of the electricity industry The privatization program’s main goals are to

> improve power plant availability and efficiency, and reduce power shortages by attracting
private capital and management to the industry

> reduce the extremely hugh losses 1n the distribution subsector, particularly in the capital
by subjecting 1t to the financial ngors of the private sector

> reduce project and construction delays and cost overruns through greater competition and
private sector management

Shortly after restructuring, the government began to pnivatize the power industry s subsectors

Generation About 50% of Argentina’s generating plants are thermal units fueled by coal

lignite o1l or gas Almost all of these plants have been fully privatized using direct negotiations
and tenders to attract strategic mvestors This method was used to create a straightforward
privatizauon model 1n which 100% of the enterprise 1s sold to strategic investors Nearly 40% of
the nation s generating plants are hydroelectric plants, 90% of them have also been privatized
The remaining 10% are nuclear plants, they have not yet been privatized

Transnussion The transmission system consists of one large national transmission company and
five small regional compames The national company has not been privatized, but four of the five
regional companies were sold to strategic investors In a model similar to that used 1n generation,
the strategic investor owns 100% of the privatized regional transmission company

Distribution Three of the largest distnbution companies, constituting 50% of the market, have
been privatized through negotiations and tenders with strategic investors In the privatization of
these three companies the Government of Argentina adopted a model m which the state retains
39% ownership and the employees 6% the remaining 55% was sold to strategic investors, both
domestic and foreign The other 19 distribution companies are still owned by national state or
municipal governments Some or all of them may be subjects for future privatization
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AUSTRALIA

Regional structures control generation, transmission and distribution within each of Australia s
seven states In 1991 the Industry Commussion, a federal statutory body formed to improve the
efficiency of the Australian economy, recommended reforms for the power industry The core of
these reforms was the restructuring and privatization of the electnic supply industry

The reforms called for the unbundling of generation, transmission and distribution, and the
creation of muluple distribution and generation companies Following the vertical and horizontal
unbundling of the industry, the reforms call for all of the newly created companies to be
privatized The proposed reforms have been implemented very slowly 1n most states with the
exception of Victona Victona has already completed the restructuring and unbundling of its
power industry and 1s well on 1ts way to completing the privauzation process

Victoria s power sector has a total capacity of 6 500 MW Following the election of 2
conservative government in the state, the restructuring of the industry proceeded rapidly All
generation transmission, and most distribution functions were formerly under the vertically
integrated state-owned State Electricity Commuission of Victona (SECV) Pnor to reform SECV
was organized 1nto three business umts 1) Production Group - consisting of power stations and
coal mines 2) Power Grid Group - operating the high-voltage transmission system and
hydroelectric generation, and 3) Customer Service Group - responsible for the low-voltage
distribution svstem and retail electricity sales and services In addition to SECV s distribution
network there were eleven Municipal Electnicity Undertakings (MEUs) responsible for about
15% of the state s electncity distnmbution

As part of the restructuring process five generating compamnes were created for the state’s
generating plants The high-voltage transmission system 1s now owned by Power Net Victonia
and VicPool has been formed to create a wholesale electricity market Both of these compames
are state-owned Victoria Power Exchange was created to monitor and regulate the wholesale
market and to ensure the secunity of supply for the system The distribution network was also
divided into five companies primanly radiating out from the state s capital of Melbourne

After the restructuring the power industry began to be privatized The privatization goals of
Victona s government include

> increasing revenues through the sale of state-owned enterprises n order to reduce the
state s multi-billion dollar debt

> improving efficiency within the industry and promoting private ownership and free
market competition

Generation Plans to pnivatize these companies are underway using tenders to attract strategic

investors Bids have already been received from strategic investors for one of the plants, and the
sale of the other four 1s expected to be completed this year



Transnussion The transmission company has not been privauzed at this time

Distribution The former distribution and retail sales services of SEC\ along with the 11
MEUs, have been consolhidated 1nto 5 distnibution companies Their privauzation was completed
by the end of 1995 All five were bought by strategic foreign mnvestors or consortiums of these
mvestors and domestic firms In every case a U S -based utility was the sole investor or a
member of the winning consortium The sale price of each utihity was much higher than
anticipated Some observers speculated that the timing of Victoria s privatization combined with
the likehhood of greater competiion 1n the United States has sent many U S utilines activels

looking for foreign mvestments
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BoLIviA

The electncity industry in Bolivia with a capacity of 849 MW consisted of a mixture of
1nvestor-, cooperative-, and govemnment-owned (national and regional) electric svstems The
largest of these was the national government-owned Empresa Nacional de Elecatnicidad (ENDE)
ENDE was a vertically integrated utility that owned about 70% of the country s generating
capacity, all of its ugh-voltage transmission and much of its distribution COBEE a vertically
integrated utility serving the capital of La Paz was already privately owned ELFEC the third-
largest distribution company was owned by ENDE, pnivate investors, and the municipal
government There are more than 100 rural electricity cooperatives engaged 1n distnibution some
of which also have generation capacity

A 1994 study by the World Bank recommended a restructuring of the electricity industry the aim
of which was to

- create a transparent settlements system for electricity payments

> unbundle generation transmssion and distribution

> promote competition in generation based on marginal costing

> create open access 1n the transmission system

> privatize the new generation transmussion and distribution companies

Generation In late 1994 final legislation was passed which incorporated the reforms clearning
the way for the privatization of ENDE s generation assets These assets were split into three
companies and were sold to strategic foreign investors through tenders and negotiations The
investors received 50% ownership 1n the generating companies plus exclusive management
contracts for 40 years The remaining ownership will be divided among the company s
employees (about 5% of the shares) and a national pension fund (45% of the shares) The pension
fund will provide for all Bolivian citizens

Transnussion Bolivia’s transmission assets continue to be managed by ENDE for the time
being Ther future disposition s sull undecided The 1994 legislation created an independent
regulatorv office for the electnicity sector whose responsibilities are to regulate the distribution
tanffs assure that monopoly power 1s not exercised to the detiment of the consumer, and to
provide for the general oversight of the industry

Distribution Under the new electricity law the owners of distribution assets are not allowed to
own generation as well Privately owned COBEE 1s planming to sell off 1ts distribution assets so
that 1t can participate 1n the new open generation market Also the distribution company ELFEC,
once scheduled to be Bolivia s first IPO was sold through a private sale to a strategic nvestor 1n
1995 The ELFEC IPO was scrapped due to the turmoil in the South American financial markets
following the massive devaluations of the Mexican peso 1n late 1994 There are no plans at
present to sell the distnbution assets of ENDE but this could change 1n the future
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CHILE

Chile’s electnic power sector, with an nstalled capacity of 4 340 MW, was the first power sector
to be pnivatized n the 1970s The restructuning and divestiture of the state-owned system through
the separation of the generation, transmission and distribution svstems and subsequent
privatization, occurred between 1978 and 1990 An autonomous regulatory body was created that
coordinates and regulates the power sector

The Chilean Government s main goals 1n the pnvatization of the power sector are to

> redefine the role of government from that as an owner of the power sector to one as 1ts
regulator

> introduce popular caprtalism by providing for widespread citizen stock ownership

> increase efficiency in the use of capital and labor resources

> facihitate the flow of investments 1nto the power sector

Before the restructuring, most of Chile s generation, transmission and distribution assets were
held by two state-owned, vertically integrated utiliies ENDESA with 70% of the generation
and all of the transmission except in the metropolitan area of Santiago and Chilectra with
almost all of the remaining 30% of generation and the rest of the transmission Today there are
11 power generating companies 25 electricity distribution companies, and 2 integrated
companies Most of these companies are traded on the Chilean stock exchange

Generation Generation companies were privatized using a combination of methods including
emplovee ownership, pension funds sales to strategic investors and an IPO 1n the case of
ENDESA The ownership of the generating compames 1s 5% percent by employees 26% by
pension funds 28% by other domestic shareholders, and 41% by foreign private investors

Transnussion Transmission has not been prnivatized

Dustribution Distribution companies were also privatized using a combination of employee
ownership IPOs, sales to strategic mnvestors, and a national pension fund The ownership of the
distnibution compantes 1s roughly 33% employee, 33% national pension funds, and 33% private
companies financial mnstitutions and individuals
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CZECH REPUBLIC

Until recently, the electricity industry 1n the former Czechoslovakia was operated as a vertically
integrated, state-owned enterprise In 1990 the government decided to restructure the industry
with the goal of eventually privatizing certain power sector enterpnses As part of the
restructuring, distribution was unbundled from transmission and generation, and eight
distribution companies were created A joint stock company, CEZ was created to own all
generation and transmission assets Following the split of Czechoslovakia in 1993 the new
Czech Republic continued with the plans to privatize the electricity industry

The total generation capacity in the Czech Republic 1s 14 200 MW CEZ owns approximately
80% of the generation, with independent power producers, industrial cogenerators and combined
heat and power plants making up the remainder

The primary goal of privatization was to
> transfer state-owned assets to the general public

The government nstituted a voucher program 1n which pnivatization certificates were distributed
to all adult citizens These vouchers could be traded for shares in CEZ, or any other Czech
company going through pnivatization during privatization auctions

Generation/Transnussion In 1994 27% of CEZ was sold to private citizens through the
voucher privatization program An additional 5% of CEZ was sold through a second wave of
voucher privatizations 1n 1994-95

Distribution In 1994, the eight distribution companies were made 1nto joint stock companies,
preparing them for privatization Fifteen percent of the distribution companies were sold through
voucher privatization 1 1994-95 During this same period, 34% of the distnbution companies
were transferred to municipals, 1n a non-monetary transaction

The government plans to privanze another 20-34% of the distribution companies This next step
was scheduled for late 1995, but with elections now set for mid-1996, 1t has been delayed
indefinitelv The government currently plans to retain at least a 50% ownership in CEZ, with a
possible future sale of 15 to 18% on the Prague stock exchange using an IPO

No independent agency has been created to regulate the electric industry The retail price of
electricity 1s stll set by the Minstry of Finance The price 1s not based on the cost of operation,
but rather 1s premised on a set of economic social and political factors The mefficient pricing
perpetuates the subsidies that plague the industry Retail prices will have to increase to make the
industry financially self-sufficient, and this 1s one of the problems which has caused additional
asset sales to be delayed untl after the next elections
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HUNGARY

The Hunganan power sector, with an installed capacity of 6 600 MW, was owned 1n 1ts entirety
by the government pnior to 1992, through Magyar Villamos Muvek (MVM) The reforms of
1992 unbundled and corporatized generation transmission and distnbution A new Electnicity
Law 1n 1994 created an independent power sector regulatory body, The Hunganan Energy Office
(MEH) Its duties include the establishment of taniffs, general oversight of the power sector the
granting of licenses for the production transmission and distribution of electricity and the
protection of consumer interests The 1994 Electricity Law also demonopolized the power
industry by including provisions for self-generators and independent private producers

The objectives of the privatization have been to

> reduce the government’s subsidies to the electricity industry
> obtain revenue for the state budget
> create a competitive market for generation so that private power producers will be

permitted and encouraged to sell power to the gnd

Hunganan electricity rates were significantly below market rates Price reform was nstituted to
create a schedule of tanffs that will bring electricity rates up to intemational levels, so that
adequate revenues are obtained to cover depreciation insurance and dividends to shareholders

In 1992 MVM was reorganized into a two-tier joint stock company The first tier consisted of
eight generating comparues orgamized by fuel type and region plus six regional electricity
distnbution companies The second tier 1s a holding company for the group, and 1s the owner and
operator of the transmission gnd and the national dispatch center

Generation As part of the privatization program the government decided to sell majonity
ownership in the non-nuclear generation and distribution companies During 1995 between 35-
50% of two of the generation compantes were sold to strategic foreign mvestors using tenders
Bids for the other generating companies were rejected but offers will be requested again 1 1996
The private sector owners of the minonity shareholdings 1n the two privatized companes will
have an option to purchase additional shares in two years in order to give them majonty
ownership The state retains the remainder of the shares but 1s considening future share sales

Transmussion The government decided to retain majority ownership of the national gnd
company Bids were requested in 1995 for a minority share of the high-volitage transmission
company, MVM but no successful bids were received

Distribution Between 46 and 49% of the shares of the six distribution companies were also sold
through tenders to strategic foreign investors 1 1995 Again the purchasers have the option to

increase their shareholdings to majonty ownership 1n two years Pension funds own 1-4% of the
distnbution compames, municipals hold 25% and the state retams the remamning 22 to 28% On
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February 12th the state offered another 8% of the distnbution companes for pratization using

compensation coupons These coupons were given to Czech citizens who lost properts or
suffered political persecution in the communist era
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NORWAY

The electricity sector in Norway has a capacity of 27 300 MW, most of which (27 000 MW) 1s
supplied by 845 hydroelectric power plants Even before restructuring, the ownership of
Norway’s power sector was a mixture of state municipal and private ownership In 1991
legislation was passed to restructure the electric power industry 1n order to

> create a competitive market 1n generation
> create open access to transmission
> create a competitive market 1n local electricity supply

The distribution companies can purchase electricity on the spot market from any electricity
generator Consumers can also buy power directly from any supplier or from their local
distributor These two features of the restructuring have created competitive markets 1n both
power generation and distribution However the 1991 legislation did not incorporate any
provision for privatization or the change of property nights 1n any of the state-owned power
enterprises

Generation Most of the generation 1s owned by compantes that are strictly electricity generators
There are 129 such compames 72 of which are owned by the state or municipalities and 57 of
which are privately owned by industrial companies that supply power for their own use
Municipal generation companies account for about 55% of Norway’s total generating capacity
Statkraft a state-owned power holding company controls 30% of the generating capacity and
the remaining 15% 1s provided by the 57 small private industrial producers There are currently
plans to privatize the third-largest generation company, Oslo Energi AS, which 1s owned by the
city of Oslo No other privatization 1s planned to date

Transnussion In 1992, a new state-owned company Statnett, was created The ownership of
much of the high-voltage transmission grid was transferred to 1t from Statkraft at that time
Statnett also owns and operates 80% of the national grid The remaining 20% of the grid 1s
owned by municipal distribution companies

Distribution Norway s 101 distribution companies own the local distribution gnd but do not

own any generation Most of these distribution companies are owned by municipals and the rest
are state~owned

Vertically integrated companies also exist that own both generation and distribution They may
also own regional grids which are part of the national transmission gnd There are 98 of these
verticallv integrated companies and most of them are owned by municipals, although a few are
limited companies that have partial private ownership
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POLAND

Poland’s electricity sector, with a total capacity of 32,200 MW 1s owned and operated by the
Polish Power and Lignite Board Ninety-six percent of Poland s electricity generation 1s from
coal 57% from hard coal and 39% from brown coal or lignite Only 6% of generation 1s owned
by industry for autogeneration The remainder of the country’s generation 1s owned by the
government Many of the generating plants produce heat for district heating systems as well as
power

In 1989, the government launched a restructuring of the power industry The goals of the
restructuring are to

> create a competitive generation market

> introduce private ownership

> increase sector efficiency

> facilitate necessary sector mvestment

> ease pollution problems caused by burning coal

In 1989 32 separate generating companies were formed and local distribution was divided nto
33 separate enterprises In 1990 the Polish Power Grid Company (PSA) was created to control
the national transmussion grid to operate the dispatch svstem and to manage mternational
connections

In 1992 the government created the Energy Restructuring Group to facilitate the reform of the
electricity sector (and the other energy sectors) But considerable debate over the appropniate
Energy Law has led to prolonged delays Opposition from both the management and employees
of power sector enterprises has also caused delays in the reform of Poland’s power sector
Significant opposition from the Solidarity trade union has delayed the break-up of Poland’s large
mining and power generation complexes Further resistance has come from other 1nstitutions that
have had difficulty 1n adjusting to the new market orientation of the industry

Despite the delays some progress has been made The 33 distnbution compames were
incorporated as joint stock companies and the large hydroelectric plants, and the combined heat
and power plants have also been established as separate joint stock companies In 1993 the
ownership of transmission systems over 110 LV was transferred to PSA PSA also become the
main shareholder 1n the newly created joint stock company that owns all of the pumped storage
plants Currently there are no plans to privatize PSA The government plans to transfer
ownership and management of the generating companies to seven different holding compames
The state would continue to mantain ownership for the present time, with privatization a
possibility for the future
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The Polish Minustry of Industrv and Trade (MolT) has been responsible for energy policy since
1987 and since the formation of the joint stoch companies 1t has acted on behalf of the single
shareholder the State Treasury The MolIT 1s also responsible for power sector expansion
planming The Ministry of Finance 1s responsible for setting electnicity pnices to final consumers
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RUSSIA

The Integrated Power System (IPS) of Russia was developed owned and operated as a vertically
integrated national monopoly by the Russian Government The total capacity of the system 1s
213,000 MW from more than 430 power plants Approximately one-third of these plants are
combined heat and power plants The IPS 1s composed of seven regional power systems and
within the regions, 65 local electricity administrations operate in parallel Another seven svstems
are 1n remote regions that are not interconnected The IPS provided centralized management for
all planning investment and operation of the power sector throughout the country through a
vertical state ministry-run enterprise

Political changes 1n the country in the early 1990s threatened the IPS’s continued rehiable
operation as a result of the following developments

> the regulation of electneity and heat prices (40% of heat power 1s supplied 1n Russia by
combined heat and power plants) was delegated to the regional governments

> authority to control power plant generation began shifting from the federal level to the
regions

> sigmficant price disparities began to appear between regions

> movements toward regional autonomy emerged

> movements toward privatization emerged

> requirements for non-government financing became acute

Generation, Transnussion, and Distribution In 1992 the restructuring and privatization of the
power sector began A new joint stock holding company RAO EES Rossi was formed to be
responsible for the rehability of power supply and for the management of power sector
enterprises The assets of the IPS were split between varnous power sector enterprises RAO EES
Rossi maintained ownership of high-voltage transmission lines as well as thermal plants over
1,000 MW and hydroelectnc plants over 300 MW These plants which were previously operated
bv the local electricity administrations were scheduled to form a national wholesale electricity
market RAO EES Rossi also retained ownership and control of the Central Dispatch Office 1
Moscow and the seven regional dispatch offices

Small electricity generators staved within the 72 joint stoch companies that were formed from the
former local electricity administrations (Energos) The Energos also retained the local electricity
and heat distnbution networks and low-voltage transmission facilities The Energos operate as
vertically integrated utilities within their regions RAO EES Ross1 owns 49% of each of the
Energos with much of the remaining stock sold through voucher privatizations or distributed to
employees and management The charter capital of RAO EES Rossi included, on average, a 49%
interest 1n the Energos
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The first steps 1n the privauzation of the power industry have been taken RAO EES Rosst has

sold 49% of 1ts shares to emplovees management and the public through a combination of cash
and voucher auctions Many of the Energos have gone through similar privatizauions The shares
of RAO EES Rossi and a number of the Energos are now traded on the Moscow stoch exchange

The next step 1n the privatization program calls for RAO EES Rossi and the Energos to sell therr
ownership in the generators to private mvestors This step 1s necessary 1n order to remoze the
potenual nterference of RAO EES Rossi and the Energos when competition begins among
generators 1n the wholesale market However, given the political mnstabiliuies 1n the country the
timing of this step 1s uncertain
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UNITED KINGDOM

The power sector in the United Kingdom 1s divided into three systems for England and Wales
Scotland, and Northern Ireland All three have recently been restructured and privatized This
summary focuses on England and Wales, which 1s the largest segment of the UK svstem and the
first to be restructured and privatized

The total capacity in England and Wales at the time of restructuring was approximately 65 000
MW The state-owned Central Electricity Generating Board (CEGB) carmed out all generation
and transmission activities, and twelve Area Boards distributed the electncity to local consumers
A government agency, the Electricity Council, provided oversight to the industry coordinating
planning setting standards, and pricing bulk supplies

The Electncity Act of 1989 led to the restructuning and privatization of the mdustry

As part of the restructuring, generation transmussion, and distribution were unbundled The
CEGB was separated nto three generating companues and a transmission company the National
Grid Company (NGC) A national power pool, operated by NGC was created to promote
competition among the new generation companies Access to the transmission system was
opened to all generators to promote competition through electricity wheeling The twelve Area
Boards which were the local distribution entities were corporatized as Regional Electric
Companies An independent regulatory body the Office of Electricity Regulation was created to
monitor the operation of the sector enhance competition establish standards for performance,
grant licenses and set tanffs

Following the restructuning, the government moved forward with a privatization program for the
power sector which was part of a larger privatization program under the conservative Thatcher
government of the 1980s The objectives of the power sector privatizations include

> promoung private sector ownership and free market principles
> reducing the role of the government 1n the economy
> raising revenues for the state budget

Generation The two non-nuclear generating compames National Power and PowerGen, were
pnivatized 1n two steps using IPOs In 1990 60% of the shares in each company were sold The
remaining 40% was sold through a second public offering 1n 1995 Ownership of the nuclear
plants was retained by the government through the Nuclear Electric Company, but the
government also plans to privatize these 1n the near future

Transmussion The NGC 1s owned by the RECs 1n proportion to their pro rata share of energy

sales at the ime of their privatizanon The RECs plan to spin off the NGC as a separate company
in 1996

Distribution The RECs were completely sold 1n a single step through an IPO 1n 1990
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