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Armenia InstItutIOnal Report

EXECUTIVE SUMMARY

J\rmerua IS a dynarruc and resourceful country that has weathered fundamental change throughout Its
lustory and boasted a key role m the econOmIC and technological life of the former SOVIet Umon
Annerua had also been a center of pnvate sector actiVIty before and dunng SOVIet rule, and was
predicted by many observers to become a pioneer of market-based reforms and tranSition m the post
SOVIet realIty Armerua m fact led inItIal reforms upon the dlsmtegratlOn of the SOVIet Umon, and
became host to the first htgh-profile Jomt ventures mthe new econOmIC landscape

Smce 1992, however, Armerua has plunged mto a severe econOmIC cnsls as a result of an almost
complete energy and transporatlOn blockade by Azerbaijan, and at times Turkey Unrest m Georgia
also slgruficantly curtatled trade routes and actIVity m thIs land-locked country Dunng the same
penod, mvestor mterest m the country declmed, and many of the busmesses that were established
expenenced slgruficant dJ.ffi.cultles and were not able to contmue VIable operations

Little mvestment, either from domestic or outSide sources, has occured m Armema mthe recent past
Two factors have generally contnbuted to thts FITst, mvestor mterest m the CIS m general, mcludmg
Armema, contmues to be lughly reserved Also, mvestors seem to be even more sceptical about
stability mthe TransCaucasus region, whIch has been wraught With pohtlcal and ethruc unrest Second,
Armema has recently lagged behtnd many other CIS, East European and BaltiC countnes m developmg
an appropnate legal and commerCIal framework for busmess actiVity and safeguardmg mvestor
mterests Tills has speclfically lffipacted pnvate sector mvestment m power projects, whtch are more
capltal-mtenslve and luruted m markets than most other types ofmvestments, and reqUITe a much more
refined mstltutlOnal framework

Whereas Armema may have httle mfluence on the external factors constratnmg mvestment, It IS fully
capable of lffiprovrng Its mternal envtronment for pnvate power development and other types of
mvestment to offset external factors The pnmary tenet of thIs report IS that Armema can redress ItS
disadvantage m competmg for mvestment capital VIS a VIS other developmg countnes by creatmg an
mternal envtronment that proVIdes comprehensIve nsk coverage and mnovatlve terms to mvestors
Thts report focuses on the followmg InstitutlOnal factors as part of an overall strategy to promote
pnvate power development

Political EnVIronment Government pohcy makmg needs to be more transparent, and pohcles
regardmg reform and pnvatIzatIon m the power sector should be well artIculated, comprehenSive, and
long term The Government needs to take VISIble and substantIve steps to commumcate Its eagerness
to promote pnvate power development, through the Issuance of pohcy statements and development of
a well defined process for project development and negotIatIon

LelJlslatzve Framework Armema lacks a comprehensIve commerCIal law framework as well as a legal
framework for the energy sector A draft energy law has been prepared to address many lffiportant
aspects of Independent Power ProductlOn (IFP) development, and It wtll be a cntlcal first step m IPP
development upon adoptIon Enforcement of laws and lack of a rehable JUdiCIal system remam Issues
K&M Engmeenng & Consultmg Corp Page I
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of concern One approach to offset the legIslative gaps dunng Initial stages IS for developers to Imllt

theIr legal and regulatoIY exposure through contractual means For example mternatlOnal arbitratIOn
procedures can be Incorporated Into contracts to aVOId sIgruficant uncertamtles related to the domestIc
JudICIal system

Regulatory Framework The current regulatoIY approach needs to be restructured, as outlmed m the
draft energy law A comprehensIve package of mcentIves, mcludmg fleXIble tanff structurmg and
proVISIon of guarantees should be developed to mcrease mvestor mterest m opporturutles In Armerua.,
enhance confidence that conceSSIons will be proVIded, and reduce development tIme and expenses

CommercIal and Fmanclal Issues The Anneruan energy sector IS charactenzed by non-payments, a
SItuatIon that lmuts prospects for pnvate Involvement Currency and mflatlon are also slgruficant
uncertamtles A stable commerCIal envrronment for IPPs could be created through the proVISIon and
lIllplementatlon ofsovereIgn guarantees to safeguard mvestor mterests

Table 1 proVIdes a general summary of the mtsItutIonal Issues and correspondmg recommendatlOns
presented ill thIs report

Table 1
Summary of Fmdmgs and RecommendatIons

Developer ReqUIrements SItuation m Armema Recommendation for
Improvement

PohhcaL Envuonment
Overall Pohtlcal StabIhty In • Investment Commumty PerceIves the • Demonstrate Armema sTrack
Country and RegIOn CIS, and Partlcularly the Caucasus Record In Internal StabIhty

RegIon as Pohtlcally Unstable

• Armema's Pohtlcal Envlfonment Has
Been More Stable than Other CIS
Countnes

StabIhty In Government • Anneman Government Structures are • EstablIsh Roadmap for
Structures and PredIctabIhty Stable But Many DeclSlOn-MakIng Development for Potenual
of Government Actlons Processes Are Not Clear to OutsIders Investors, Address Issues of

UncertaInty Pnor to
DISCUSSIOns With Investors

Government Commttment to • Anneman Government IS COmmttted • Demonstrate Armema S
Pnvauzauon to Pnvauzauon, But the Industnal Commttment to Pnvauzauon.

PnvaUzauon Process Has Only Ensure Broad Level of Internal
Recently Begun Support m Pnvatlzatlon

Process
Legal EnVironment
AvaIlabIhty of • CommerCIal and Investment Laws • Transfonn UtIhty mto
ComprehensIve CommerCIal AVailable III Armerua, but Not Tested CommercIally Viable Company
Law Framework, Yet • EstablIsh Track Record for
PredictabIlIty III Taxatlon CommerCIal Operatlon and for
Pohcles Pnvate Sector Involvement
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A\aIlablhtv of • Energv Law Has Been Drafted • Apprm,e Comprehensl\e
Comprehensl\-e Energy Law AwaItmg Mlrustry of Energy ActIOn Energy Law As Soon As
that Addresses Kev Pmate Possible
Power Issues • BegIn Implementmg Some

Aspects of Law Where Possible
Rehable and Independent • The Armeruan JudICIal System as • Can be Covered Under EXIstmg
JudICial Svstem to Enforce WIth Other CIS Countnes Has Not Bilateral Agreements to
the Law Had Much Expenence DealIng WIth Enforce Internattonal

ForeIgn Investment DIsputes ArbItratIon of DIsputes
Clearlv Defined Role for • Industry Regulator Proposed m Draft • TranSItIon Tanff-Settmg
Industry Regulator Its Energy Law Tanff-Settmg Conumttee COmmIttee to Full-TIme and
FunctIons and JunsdIctton Recently EstablIshed to Evolve mto Empowered Regulatory Body

Full-Time Regulatory Body AsslgIl ResponsibIlIty for IFP
PromotIOn

R~ltrtory EnvU'onnumt
Expenence of the Country III • Annerua Can Show Lnruted Precedent • CommercialIze EXIstmg Power
Pnvate Power Development of Pnvate Power GeneratIon to EstablIsh

Precedent of Contracts With
Independent Producers

Government WIllIngness to • Anneruan Power Industry Movmg To • EstablIsh Regulator With
Adjust Tanffs to Ensure CommefClallzed OperatIons, But Mandate and Authonty to
Long Tenn ViabilIty of Tanffs are Sull RelaUvely Low Allow VIable UtIlIty Operattons
Power Industry • Base Future Regulatory

Framework on Actual
Expenence from Such
Contracts

Clear and Transparent • Tanff-Settlng Process Not Clear to • EstablIsh Independent
Process for Tanff-Settlng, OutSiders, Tanff-Settlng COmmIttee Regulator Now So That It
Independent of Pohttcal Established but Regulauons StIll Need Develops Tanff-Settmg
Influence to be Developed Expenence
WIllIngness and Authonty of • Regulator With Adequate Authonty • EstablIsh Independent
Regulators to ProVIde Proposed m Draft Law but Not Yet Regulator Approve a Pnvate
Appropnate Tenns to EstablIsh.ed. UtIlIty's Approach to Power Package to be
Investors and Enforce Pnvate Power Not Defined Implemented by UtilIty
Cooperauon by Purchasmg
UtIlIty
PerrmSSlOn to Developer to • PerrmsslOn AvaIlable but WithOut • Define Regulatory BasiS for
Sell Power to Thud PartIes Legal and Regulatory BasiS Power Wheeltng Allow

OutSide Sales m Draft Law
Commercud EnvU'onment
AVaIlablhty of Fmancially • Annenergo May Not Be Able to • Commercialize UtilIty and
Healthy Purchaser, Preferably Attract Large Projects Until Its Enable Operation as
With Hard Currency Earmngs Fmanclal Health IS Demonstrated Fmanclally VIable Company

BuIld Credit Record

• ProVide for Sovereign
Guarantee Mechanism for Key
Projects

Assurance of EnforceabilIty • Anneman JudiCial System Not Yet • Develop Contractual Package
of Contracts Fullv Tested. Soverel~ Guarantees or Acceptable to Anneman

K&M Engineering & Consulting Corp Page 3
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ThIrd Partv ArbItratIon Could Be Used PartIes Incorporate
InternatIonal ArbItratIOn
Procedures

I\ssurance of Prompt • Non-Pa"ments SItuatIon EXIsts III All • For Large Projects Pro\ Ide
Pa\ments b\ Po\\er CIS Countnes Includmg Armerua SovereIgn Back-Up Guarantees
Purchaser or Hard Currency Stream

Collateral
A\aIlablhty of Insurance • Insurance Market Not Fully Developed • Government or UtilI!) Can

mArmerua PrOVIde Insurance ServIces If

• OPIC Insurance AVaIlable OutsIde Insurers Not AVaIlable
So\erelgn Guarantees • Process of ObtaIrung SovereIgn • IdentIfy Projects and Process

Guarantees Not Clear to OutsIders for Guarantees
Fmanclal Envlronment
Ablhty to Make Returns • Armerua Does Not Yet Have A • For Larger Projects EstablIsh
Conunensurate WIth Risks Defined Rate of Return That It IS Rates of Return That Are

Wl1hng to Offer Investors CompetItive Wlth Other
Markets

• For Smaller Projects EstablIsh
Purchase Pnce

AbIlIty ofEconomy to • It IS Not Clear Whether the Armernan • Demonstrate Payment Abtlity
Absorb Potenttal Tanff Market Can Absorb a Slgrnficant of Consumers or ProVIde
Increases Amount of Power at HIgher Cost CredItworthy Purchaser to

Absorb Impact
Inflatton and Prewctablhty of • Armerna Has Yet to Develop a Tanff • Tanff Structures WIth
Project Costs SettIng Methodology that Will Ensure fleXIbility m AdjustInents to

Recovery of Cost Increases Inflatton-Related Costs Should
be Adopted

Currency Stablhty • Armeruan Currency Has Been Stable • Tanff Structures With
m Recent Months Indexatton of Foreign Capital

• Internattonal Investors Can Not Take Components Would Need to be
Currency Risk Approved

Techmcal Issues
DiverSIty of AVailable • Armerua Has Many Good Small • EnVIronment for Local
Projects Projects That Can be Implemented by Developers Can Be Improved

Local Developers Through the Estabhshment of

• Armerua Has a Few Larger Projects Standard Contracts and
That Can Be Developed By Improved LIcensIng Process
Intemattonal Developers • Armerna Should Comrrnt

Development of Projects Only
to Expenenced InternatIOnal
Developers

AVaIlabIlIty of Skilled Labor • Armerua Has a HIghly SkIlled Labor • International Developers May
Force and Country's Force and Can Show Tremendous be Generally Skeptical of CIS
Expenence m Construction, Achtevements In Hydro FIeld Construction, OperatIons and
Operation and Mamtenance • Armerua's Recent Expenence In Maintenance Practtces
of Projects Construetlon and Operation of Hydro Armernans Should Expect

Plants Needs to be Demonstrated SIgrnficant Involvement and
OverSIght from ForeIgn
Developer m All Aspects of
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ImplementatIOn

Tills report proVIdes an overvtew of the current mtitutlOnal enVIronment of Armenta WithIn each of the
general areas outlmed above, and presents examples of mcentives proVIded by other countnes to
encourage pnvate power development Fmally, it proVIdes recommendations m the fonn of general
pnnclples ofa comprehensIve strategy to develop a conducive IPP enVlfonment ill Annerua
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I 0 INTRODUCTION & BACKGROUND

1 1 Purpose of the Study

The purpose of thIs study IS to IdentIfy the key mstitutional constramts to pnvate mvestment m
Armerua's power sector, and recommend to the Government of Armerua specIfic measures for
trnprovement Many of the Issues Identrfied m tms report have been addressed extensIvely WIth
Anneruan counterparts as part ofthe overall Hagler Bailly energy program for Armema, and several of
the recommendatIons developed here are already mthe process of unplementatlon as a result

Pnvate sector mvolvement mdevelopmg Armema's power sector resources has become an mcreasmgly
realIstIC optIon for the lTIld to long-term development of the country's energy mfrastructure The
Government has for a long tIme expressed mterest m attractmg pnvate power mvestment, and recently
demonstrated Its WIllmgness to mtroduce reforms m the power sector Also, the mternatIOnal donor
commumty has shown mcreasmg preference m supportmg pnvate sector partICIpatIOn m the
development and operatIon ofpower sector assets

Annema, due to Its small SIZe, IurutatIOn of marketable natural resources, and locatIOn m a regIon
known for Its polItICal mstability, IS at a sIgmficant disadvantage WIth numerous other countnes
worldWIde m competmg for pnvate mvestment capItal for the power sector instItutIOnal constramts
have put Armema at a further dIsadvantage WIth other developmg countnes m competmg for
mvestment resources, and had a sIgmficant Impact on the level and quallty ofmvestment that has taken
place m the country There has been httle notIceable mvestment from domestIC resources m new
phySIcal plant and mfrastructure, and even less actIVIty on the part of foreign mvestors As a result,
Annema needs to adopt a more InnovatIve and aggressive approach than many other countnes,
through the development of a stable and attractIve envrronment for pnvate power actIVIty, m order to
attract mvestment

The objectIve of tms report, therefore, IS to develop a comprehensive set of recommendations as a
smgle strategy that would be necessary to attract pnvate capital to Armeman projects, from both Wlthm
and outSIde the country The audIence of tms report IS mtended to be mterested partIes Wlthm the
Government of Armenta for consideratIOn of recommendatIOns, and the report IS not mtended for use
as an mvestment promotion mechamsm This report proVIdes the prmclples of a comprehenSive
strategy for enabhng pnvate power m Arrnema, and upon acceptance by the Government, should be
developed mto a specrlic roadmap for tImely ImplementatIon

A second study, analyzmg strategies for the financmg of power projects m Armenta IS under
development

1 2 Overview of the Power Sector

Armenergo IS the state-owned utIlIty wmch currently maIntaInS and operates some generatIon and all
tranSlTIlSSIOn facthttes m Armenta for the Mmtstry ofEnergy A recent restructurmg by the Mirustry of
K&M Engmeermg & Consultmg Corp Page 6
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Energy led to the separatIOn of the Hrazdan power statIOn and the Sevan-Hrazdan hydro cascade from
Armenergo These facilitIes are mtended to become self-supportmg (I e self-financmg) commerctal
entItles SlIwlaryl, all dlstnbutlOn was also separated from the utility At present, 55 dlstmct
dlstnbutlon enterpnses have been created

Pnor to the break-up ofthe SOVIet Uruon, Armenergo was a regIOnal dlstnbutlOn gnd operatmg as part
of the TransCaucasus gnd, representmg three regIOnal utilitIes With a dispatch center m TbiliSI,
GeorgIa Tlus gnd was m tum part of a lughly mtegrated power system extendmg throughout the
former SOVIet Umon With a central dispatch center m Moscow All aspects of tlus system were
planned from the perspectIve of meetmg shtftmg peak loads Wlthm the vast smgle natIOnal gnd that
covered eleven tIme-zones, Without consideratlOn for the specIfic charactenstics and self-sufficIency
needs ofregIonal dIstnbutlOn grIds

As a result, many of the regIonal utilitIes that have been transformed mto mdependent entIties smce the
break-up of the SOVIet system now find themselves With an madequate generatIon profile Armenergo,
for example, had become a power exportIng utility due to Its nuclear capaCIty, but was almost fully
dependent on Imported fuels DomestIC hydro resources were 1I11tlally developed to meet peak loads,
but were not developed to thetr full potential Today, Armema faces the dtre need to replace agmg
facilities With addltlOnal domestIc and renewable power generatIon resources and reconfigure Its energy
profile Gtven lumtatlons m the resources of Armenergo and the Armeman Government, slgmficant
opporturutles have emerged for pnvate power developers to play an unprecedented role m rebutldmg
the country's electnc mfrastructure

1 3 OvervIew of InstItutIonal Factors ConducIve to IPP Development

Trus report analyzes Armema's mstltutIOnal enVlfonment through the perspective of an mtematlonal
pnvate power developer Key factors that are typIcally IdentIfied by developers m evaluatmg and
companng vanous country enVlfonments are hsted below, wlule other secttons evaluate Armenta's
enVIronment based on these genenc cntena and proVIde recommendatIons for Improvement

PolItICal ClImate

One of the most IlT1portant factors contnbutmg to the success or fallure of pnvattzatlon m the power
mdustry of any gIven country IS the stability of ItS pohtIcal enVlfonment, and Its ability to foster a
sustamable framework that supports mdependent power development In order to make long term
finanCIal comnutments, mvestors, lenders, and mdependent power developers must have a clear VIew of
the stability ofa host counttYs POhtlCal system Countnes With stable and predIctable POhtiCal chmates
wruch proVIde for orderly tranSItIon of governments, have an estabhshed legIslative process, mamtam
CIvil order and respect pnvate property are much more hkely to attract external mvestors for
mdependent power projects than those whIch do not proVIde such POhtlCal COndItIOnS

In addItIon to pohttcal stability, pOhtiCal consensus IS essenttal to proVIde a SUItable framework to
support mdependent power development Pohcy makers and pohtiCal leaders must agree on a clear
K&M Engineering & Consulting Corp Page 7
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defirutiOn of what role the pnvate sector wIll play In the electnc power mdustry then mo.e
expedItIOusly to execute the laws, regulatIons, and mecharusms whIch will facilitate the ImplementatIOn
of Independent power projects Moreover, a degree of pohtICal consensus must be reached, because
many of the Issues Involved In establIshIng an attractIve enVlfonment for Independent power wIll lIkely
Impact on other polItICally senSItIve matters For example, m countnes where electnc power IS sold by
government-owned utIlItIes at subSidIZed pnces non-subSidIZed mdependent power may not be
competItIve Removal of these subSIdIes, or other workable alternatIves, will hkely be a major pohtIcal
Issue whIch must be addressed and resolved by the polItICal system Ifmdependent power IS to become
a VIable alternative

Independent power developers and lenders are also concerned about pohticalissues unpactmg the pace
oflong-term reform ofthe electnc power sector mcludmg

• AdoptiOn of broader pnvatIZatlOn pohcles, such as divestiture of assets of pubhc enterpnses
and utilitIes,

• LegIslatIon msunng and protectmg ownershIp and operatlOn of publIc franchIses, such as
electnc power systems by pnvate and/or foreIgn entItles,

• Removal of pnce subsIdIes and the adoptIon of mcentlves such as tax hohdays, sovereIgn
guarantees, and Import duty exemptIons on fuels and pertment eqUIpment

LegIslative Framework

A sound legislatIve framework must also eXist, and proVIde a nurumum level oflegahty for the presence
of foreIgn mvestors m the power subsector, guarantees agamst expropnation of assets by the
government, means to effectIvely appeal government aetlons, and the ability to meet the financIal needs
ofthe project and Its mvestors At a rnmtmum, enabhng legislatIon should define or establIsh

• ObjectIves and scope ofthe law mterms ofsafety and envrromnentallegIslatlon,
• ResponsIbilitIes of1l1lIUstnes and government agenCIes for mdependent power sector,
• UtilitIes and power compames that will be subject to the law,
• Right ofownershIp ofpower franchIses and trade restnetlons,
• RelatIonshIp ofthe law to Its operatIve rules and regulatIons,
• BasIS for the regulatIon, contro~ and pncmg oftantfs and changes mtaxatIon conditlOns,
• Rights related to easements ofland for power plants and transmISSIOn facilitIes, and,
• Broad regulatIons for operatIOn, labor regulatIOns, and management overSIght

In thIs regard, It IS essentIal that these laws be clear Vague legislatIon creates uncertaInty for mvestors
and developers whIch may deter or Impede the development process

Regulatory Structure

Estabhshmg a proper regulatory structure IS essentIal for countnes that do not have an extensIve track
record m commercIahzed and VIable utility operatIOns and establIshed expenence m favorable treatment
K&Jvf Engineering & Consulting Corp Page 8
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of pnvate 10vestment 10 mfrastructure The key features of a sound regulatory framework are
transparency and openness of the system, clear artIculatIon of reform obJectIves, mcludmg tanff
poltcles a legal structure that clearly defines the rules and procedures to 10crease partiCipatIon and
accountability of the pnvate sector and defined entry and eXIt condItIons for pnvate comparues
Moreover the objective of the framework should be to proVide clear pubhshed rules and procedures
for 10dependent power developers, mclud10g the agency (or agencIes) 10 charge, permtt and lIcens10g
procedures, tanff poltcIes, etc

Some countnes may have an eXIstmg regulatory entIty govermng the electnc power sub-sector, but
most are not presently eqUipped to handle the consequences of expanded pnvate partICIpatIOn
ProfeSSIonal management and 1Ostitutional mdependence for regulatory bodIes are necessary for an
effectIve regulatory functIon Furthermore, the regulatory structure should ensure the financial stability
and credIt-worthIness of utilitIes purchas10g power from pnvate sources OtherwIse, mvestors and
lenders will be cautIOUS and will look to other sources, such as state and central governments, for
assurances and guarantees

Regulatory consideratIons that should be reVIewed for theIr finanCIal effect on utility credItworthIness
mclude

• The degree to wmch subSIdIes are carned out through utility regulatIon and the effect of those
programs on utilitIes! rate structure and finanCIal health,
The potentIal effects of changmg utility revenue reqUIrements on all wholesale and retall rate
structures,

• The status of, and need for, a bulk power market, and the role of wholesale tranSmISSIOn or
wheelmg between regIOns, and,
The degree ofmdependence mthe relatIonship between the purchasmg utility and Its regulatory
body, which may affect the agency's ability to oversee management and ensure adequate rate
settmg

These features promote finanCIally sound practIces by utilitIes, and therefore, mcrease mvestors' and
lenders' confidence mthe regulatory regtrne

InstitutIonal ConSiderations

Fmally, the InstItutIOnal structure ofthe electnc power mdustry IS a key element mthe advancement of
mdependent power 10 most countnes The finanCIal strength, adnmustratIve autonomy, and
managenal capability are essentIal requIrements to cope With adverse CIrcumstance and econOmIC and
finanCIal uncertamtles

To promote mdependent power, there must be ratIonahzation and coordmation among utilitIes,
mmIstnes, and government agenCIes that affect the power mdustry In countnes With both central and
regIonal mstltutlons, rules and regulatIOns must be reconCIled It IS ImperatIve that the country's
InstItutIOnal structure IS orgaruzed m such a fasmon as to expedIte and facilitate tnnely reVIew and
K&M Engmeermg & Consultmg Corp Page 9
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resolution of mdependent power project proposals Lengthy evaluatIOn and resolutiOn processes
mcrease development costs and the cost of the project Itself When possible, governments should
mstltute a "one-stop" concept whereby developers can obtam mformation about approval and pernuts
from a smgle agency thereby savmg ttrne

K&M Engmeermg & Consultmg Corp Page 10
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20 OVERVIEW OF POLmCAL & ECONOMIC [SSUES

2 1 PolItical Structures & Overview

Annerua has enjoyed a relatIvely stable government smce Its mdependence ill 1991 In general the
country has adapted to the post-mdependence cnSIS condItIons, and It seems to have emerged from the
worst of the cnsls penod of 1992-1993 ParlIamentary electIOns were held m July of 1995 At the
same tune, a new constitutIon was adopted by referendum

Along WIth the relatIve mtemal stability achIeved, It IS expected that the Government's dnve towards
econorruc reform will resume The Government's polICies and comnutment m such areas as polItical
and econorruc refonn, pnvatlZatIOn, and mvestment promotion are key factors m mobilizrng rnternal
and external capital, and need to be demonstrated more clearly Also, Annerna's rnternal political and
decision-makmg processes are still bemg shaped and appear to be relatIvely less transparent and
acceSSible, and thIs may affect, for example, the formatIon of a de-pohtlctzed and transparent power
regulatory process mthe future

As many of the bamers to IPP development are rnternal m nature, It appears that the Government has
slgmfi.cant opportumty to Improve the enVIronment for illvestment The first step towards addressmg
rnstitutIOnal Issues outhned m thIs report IS the development of a well-commumcated long term
program of reform Government comnutment to reforms can be best demonstrated through
achIevement of rntemal polItICal consensus on long term strategies, Improved mtemal orgaruzatIOn that
defines decision-makmg responsIbilitIes and procedures, and ImplementatIOn of specIfic measures that
clearly fit Wlthm the overall strategy and are not perceIved as stop-gap actIons

Externally, mvestor mterest ill Armerua has been constramed pnmanly by the regional polItICal
mstability caused by recent armed conflIct m Georgia and AzerbaiJan, and the contmumg transportatIon
and energy blockade of Armerua by Azerbaijan and Turkey, whIch has led to an econorruc and energy
cnsts m the country DespIte an apparent reductIon of tensIOns recently, the mternatlOnal finanCIal
commurnty contmues to VIew the Trans-Caucasus region ofthe former SOVIet Umon as one of the Ingh
nsk areas ofthe world

2 2 Economic PolIcy

Upon the dlsmtegratIon ofthe SOVIet Umon, Armema led the CIS m econorrnc reform efforts and had
become an example for others m the region Examples of thIs record mc1ude the almost complete
pnvatIZation ofarable lands and retall trade actIVItIes m 1991 A pre1Irnmary legislative framework was
establIshed addressmg nghts to property ownershIp, entrepreneunal actiVIty, and foreIgn mvestment
Dunng the acute cnsls penod of 1992-1993, however, the Government's pnmary focus seemed to
have slufted to addressrng an overwhelrrnng set ofemergency Issues ThIs SIege mentalIty resulted m a
temporary haltmg of almost all reform efforts, and httle was done smce the end of 1992 to further
develop a relIable framework for busmess actiVIty
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Most recently wIth guIdance and assIstance from the IMF and the World Bank, Annerua s
Government has begun to focus on econOmIC planrung and reform The Dram, Armerua's currency
has mamtamed a stable course smce May of 1995 On the other hand, pnces for consumer goods
contInue to escalate (due to the unport-dependence of the economy), whIle officIal wages have
decreased m Dollar terms The Government's renewed reform efforts have Included Issuance of
pnvatIZatlOn vouchers m early 1995, contmuatlOn of the pnvatIZatIon program WIth a WIder scope of
mdustnes, and mttIatlOn ofa legIslatIve program to be presented to the new Parltament

Armema needs to demonstrate ItS comrrutment to pnvatIZatlOn through the comprehensIve sustamed
nnplementatlOn of Its pnvattzatlOn program GIven the fundamental changes occumng mthe economy
and the lImIted transparency currently eXIstmg m the poltcy-makmg process, the Government should
ensure a broad level ofdomestIc support for Its economIc programs At the same tnne, Armema needs
to further clanfjr Its poltcles and decIsion-makmg processes, partIcularly as they relate to eCOnOlTIlC
development and mvestment, m order to establtsh transparency and predIctability ofpoltcies of concern
to domestIc and foreIgn mvestors

2 3 Energy Policy

Unttl recently, the effects of the Government's SIege mentalIty had been most apparent m the energy
poltcy development process The Mirustry ofEconomy, charged With reforms and restructunng m the
energy sector, had not formulated a VISIon of the future structure of the mdustry The Mtrustry of
Energy, which owns and controls all energy assets m the country mcludmg Arrnenergo, had been
mostly occupIed WIth solvrng day-to-day energy supply Issues Armenergo contInued operatlOns under
a centrally controlled regune to meet emergency requrrements Although open to the concept of
pnvate power, none ofthese agenCIes addressed Issues relatmg to the mtegration ofpnvate power WIth
the gnd, such as wheelmg, tranSmISSIOn pncmg, market-based power agreements, tanff deSIgn, and
monopoly regulatIon Recently, however, SIgnS of Government comrrutment to power sector refonn,
nnperatIve for IPP development, have emerged

One of the Government's most ambItIOUS reform programs was recently developed and mtroduced for
the power sector A senes of reforms were mtroduced at the begmmng of 1995 WIth the mtent to
gradually transform Armenergo mto a commerCIally VIable entIty One such measure was to mdex
Armenergo's tanffs to the DrarnlDollar exchange rate Another measure has been to allow Annenergo
to dIsconnect non-paymg customers from the gnd, With exceptIOns proVIded for VItal mdustnes

The most fundamental mstItutlOnal changes m the power sector were mtroduced through a senes of
decrees m December of 1995, caIhng for the reorgamzatlon of Annenergo, and ItS restructunng mto
multIple dIstmct commerCIal entItIes Thus, the power generatIon and dlstnbutIon functlOns, as well as
other dIVISions of the orgaruzatIon are mtended to become mutually mdependent comparues In
addItIOn, a speCIal Tanff-Settmg Comrruttee was formed to establtsh electnCIty, heat and natural gas
tartffs These reforms are mtended to mcrease the accountability and effiCIency of power sector
organIZatIons, proVIde transparency to operatlOns and pnctng development throughout the complex,
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and proVide mcentlves for more effective payments collections These measures, however have not
yet defined a role for and process for the development ofIPPs

Aumerua's reforms m the energy sector will have a slgruficant posltlve Impact on prospects for further
assistance from the donor commurnty, and Will help pave the way for additIOnal reforms reqUITed to
Improve the envrronment for pnvate sector actlVlty Over tune, Armerna will need to demonstrate ItS
genume and unwavenng COmmItment to these reforms, through a well-planned and expedient
implementatIOn of the announced measures, and proactive contmuatlon of restructunng actiVities to
attam the Intended objectives Most Importantly, Armerua should develop and commurucate Its VISIOn
for the future of the power sector In order to rmtlgate uncertamties, from the perspective of potential
mvestors, resultmg from the current transltlOnmg process

2 4 ConclUSIOns

Despite external factors affectmg both Armerua's econOmIC development and Investor mterest m the
country, slgruficant opporturutles eXist to develop an mternal mstltutlonal envrronment condUCive to
pnvate power development m Armema As discussed m this report, Armema needs to address, m a
comprehenSive manner, the regulatory, commerCIal, financIal, and other techmcal constramts to IPP
development that currently eXIst The key to such an aggressive approach, however, hes In the mternal
orgarnzatIon, pohCles and strategy ofthe Government

The Government has expressed COmmItment to encouragmg pnvate power development, but needs to
develop and pubhclZe a comprehensive and long term plan Tlns will put current mdlVldual reform
measures Within a clearly defined pohcy context and trnprove the credibility of these reforms from the
perspective ofdomestic Investors, the assistance and donor financIng commumty, and the InternatIonal
mvestment commumty

Most trnportantly, the IPP strategy should be developed and nnplemented With active spnsorshIp from
the highest levels of Government Responsibility should be gIven at a high level (e g Deputy Prune
Mmtster) to ensure proper commumcatlon With developers up-front, to address any Issues mvolvmg
the Government, negotIate agreements on the Government's behaH: Includmg dealmg With the Issue of
sovereign guarantees, and ensure safeguardmg of mvestor mterests throughout the development and
Implementation process (e g helpmg With customs Issues, etc) Tlns would be of tremendous
assistance to developers, as most sefVlces and processes In the country are still Within the control of the
Government
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3 0 REVIEW OF LEGAL FRAMEWORK

3 1 Framework for Investment

A.nnerua has a legal framework for mvestment and pnvate busmess actiVIty that was largely establIshed
In 1992 The two pnmary laws relevant to mvestment are the 'Law on Enterpnses and Entrepreneunal
ActiVIty," and the' Law on Foreign Investments" These two laws, along WIth several Presidential and
Governmental decrees regardmg 10vestments and pnvatlZatlon, proVIde a basiC legal framework for
busmess actIVIty However, a more comprehensive framework for commefClal and energy-spectfic law
has yet to be developed m Armema In additIon, the enforceability of laws contmues to be one of the
mam concerns, for both domestic and foreIgn entrepreneurs

Investment Laws and Commercial Codes

Armeman law guarantees the basiC nghts of mdiVIduais and orgaruzatlons to engage 10 profitable
pnvate busmess actIVIty, and the creatIon of a WIde vanety of corporate structures These mclude
!muted Itability companIes, Jomt stock companIes, productIon cooperatIves, and Jomt ventures Most
busmess actIVItIes are unrestncted by the Government A hrmted number of actIVIties, such as the
ownershIp and operatIon ofpower generat10g and other utlltty facilities are permItted upon receIpt of a
Itcense from the MinIstry ofEconomy

CompanIes With up to 100% foreIgn ownershIp can be formed m Armema Both domestIC and foreIgn
1Ovestors can freely choose the capItal structures of therr compames, obtam commercIal credIt 10
domestIc or foreIgn currency, and Issue secuntles Enterpnses With foreIgn mvestment can lease or
use, but not own, land They can acqurre butldmgs and other property, shares ofenterpnses, and other
types ofsecunties and assets

DespIte the development of these general mvestrnent and busmess laws at an early stage m Armema,
lIttle has been done smce 1992 to develop a system ofrehable commerCIal codes Armema contmues to
rely on old SOVIet-era codes for many aspects of commerCIal law such as regtstranon of property and
secunties tItles Also, Armema needs to enable and ensure the creation of a framework for
safeguardmg mvestor and creditor mterest, mcludmg the nght to foreclose on property (pnvate or
Government) m accordance WIth pnnclples agreed upon by the contractmg partIes m case of default
The absence of such codes will be a bamer to the proper development of all types of busmess actIVIty
mArmerua

TaxatIOn Structure

The pnmary taxes relevant to the development and operatIon of power facilitIes m Armema are
customs dutIes, corporate profits taxes, value-added taxes, property taxes, and personal mcome taxes
Most mdustnal productIon eqUIpment Imported IS exempted from custom dutIes and most other taxes
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A Value Added Tax (VAT) varytng from 167% to 20% dependmg on the nature of products IS

applIed to the turnover of goods and seMces Several categones of services and products are
exempted from tills VAT tax, mcludmg the followmg

I) Goods, exported from countnes of the former USSR, theIr loadmg, unloadmg,
transportation service and transIt convey through the RepublIc of Armerua,
2) Official purpose commodities for foreign diplomatIC and consular representations, also
commodIties purchased m Armerua for purposes of mdIvldual use by non-resIdents or
adrntrustrative-techrucal personnel ofthose representatIons,
3) ConstructIon actIVIties and other related actIVItIes financed by the Armeruan Draspora,
mternatIOnal or foreIgn publIc/relIgIOUS orgaruzations, and
4) PublIc utIlIty servIces (water supply, heat supply, energy supply, garbage removal)

A two year corporate mcome tax holIday IS proVided for all newly formed comparues, With addItIonal
tax mcentives for Jomt ventures as descnbed mthe next sectIon In general, corporate mcome taxes are
apphed m accordance to the progreSSIve scale presented mTable 2

Table 2 Corporate Income Tax

Annual Income Ran2;e Income Tax CalculatIOn
Less Than 360 Dram 12% ofIncome
361 Dram to 720 Dram 432 Dram +18% ofIncome Over 360 Dram
721 Dram to 1080 Dram 108 Dram + 25% ofIncome Over 720 Dram
More Than 1080 Dram 198 Dram + 30% ofIncome Over 1080 Dram

Property taxes for enterpnses range from 0 2% to 0 8% of the net asset base reflected m the
company's balance sheet Land taxes are also applIed to the total value ofpnvate land owned or state
owned land leased, rangmg to up to 15%, for example, for the use of agncultural lands Personal
mcome taxes are apphcable to all mdiViduals, for both Anneman CItizens and foreIgners, for all mcome
denved from commerCIal actIVity WithIn Annema

Foreign Investment

Armeman law extends guarantees agaInSt expropnatlOn, nationalIzation, dIscnrnmatory treatment, and
unlawful confiscation of foreIgn mvestments Without farr compensation ForeIgn enterpnses are also
allowed unrestncted transfers of capItal, mcludmg revenues, profits, compensation, mterest payments,
and lIqUIdated mvestments m hard and domestIC currency An open currency exchange market eXists m
Armema, and commerClal banks can be used for mtematlOnal converSIOns and other transactIOns

Foreign corporatIOns and Jomt ventures operatmg m Armema are, m general, subject to the same tax
structure as domesnc enterpnses Beyond the two-year tax holIday extended to all enterpnses, Jomt
ventures With foreIgn capItal component are given tax exemptIOns of30 to 50% of profits through the
tenth year of operation, varymg on the basIS of the foreIgn share of the venture These profit tax
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exemptlOns are also extended to enterpnses operatmg to the earthquake reconstructIOn zone
Furthermore, unports of machInery and eqUipment and other means of productIOn destmed to be used
In the manufactunng process ofenterpnses WIth foreign mvestment are exempt from all customs duties

Armerua has also signed a bIlateral mvestment treaty WIth the US Tlus treaty guarantees non
dlscnmmatory treatment of US mvestments (competItIve equalIty) m theIr admISSIOn to Armerua, and
the nght to repatnate mto hard currency profits earned m Drams The treaty also guarantees prompt,
effectIve and adequate compensatIon m the event of expropnatlon, and the nght to thrrd party
mternational arbItratIOn m the event of a dispute between a US mvestor and the Armeruan
Government

Page 16K&M Engmeermg & Consultmg Corp

3 2 Energy LegISlation

WhIle the Armeruan Government mtends to proceed WIth the development ofadditlOnallegIslatlOn, It IS

Widely recogruzed that one of the most tmportant constramts to the tmpiementation of this legislatIOn
will be the enforcement of laws and regulatIOns Armema, not unltke other CIS countnes, does not
have a long history of farr and mdependent JUdiCial processes In Armema, for example, JUdICIary
functIons are not separated from the executive branch of the Government by the newly adopted
constItutiOn, which gives the executIve full powers to appomt and replace judges Therefore, It can be
assumed that tmparttal and transparent JUdICIal processes may only develop over ttme

Gtven the Government's contInumg presence In most aspects of the economy, Armerua also needs to
demonstrate precedents of farr settlement of disputes ansmg between pnvate partIes and the
Government In the case of US mvestors, Armeman law and bIlateral treatIes With the US have
proVlslons for the settlement of dIsputes WIth the Armeman Government, but there have been no such
precedents to date The mcorporatlon of mternattonal arbItratIOn procedures are a common tool to
mItIgate uncertamtIes related to settlement of dIsputes m surular countnes, and the Armeruan
Government has not raIsed any specIfic objectIons to arbItratIon m neutral forums However,
uncertarnty remmns regardmg enforcement WIthIn Armema of third party/mternatlOnal arbItratIOn It
appears meVltable that meffiCIenCIes, long delays and even meqUltIes may arIse m enforCIng third party
arbItration deCISIOns due to the lack ofexpenence With such Issues In the JUdiCial system

The nghts of US mvestors are further protected through two slgruficant btlateral agreements between
Armerua and the US Both countnes have signed the Overseas Pnvate Investment Corporation
(OPlC) agreement and the btlateral mvestment treaty Annerua was the first of the former SOVlet
republIcs to SIgn an agreement WIth OPlC The agency has agreed to proVlde Investment msurance to
US mvestors agamst polittcal nsk, project financmg, loan guarantees, and overall mvestor servtces
OPlC coverage also mcludes mconverttbility coverage, enforcmg the legal nght to convert local
currency mto hard currency
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The greatest and most pressmg Institutional constraInt to pnvate sector development of energy
resources IS the lack of a legal framework specific to the energy sector However, It appears that
slgru£cant Interest m passmg and Implementmg a comprehensive energy law has been developmg
withIn the Government The Hagler Bailly ConsortIUm funded by USAID has been workmg WIth
Anneruan officials In developmg an energy law smce early 1995 [f passed, tms law would represent a
sigruficant Improvement In the InstitutIOnal enVlfonment for pnvate Investment In the energy sector

The current draft of the energy law calls for the estabI1shment of a decentraltzed and competitive
energy complex, open to participation by the pnvate sector The current draft, If enacted, would
proVlde enablIng legislation for the pnvate (or mIXed pnvate and pubI1c) ownerslup and operatIon of
power sector facilities In additIon, clanfymg poI1cy-makmg roles m the energy sector, the draft
proVldes clear responsibility to the Mtrustry ofEnergy to develop reform and development pollcles In
the sector, wlule relInqUIshIng dlfect operatIOnal and management control over the sector This
cIanfies the uncertamtles that currently anse from the dlVlslon ofpohcy-makmg responsibilities between
the MinIstry ofEnergy and the Mtrustry ofEconomy

The draft law also calls for the estabI1shment of an mdependent regulatory body, the NatIonal Energy
COmmIssion (NEC) responsible for approvmg tanffs and overseemg power sector actiVities The
COmmIssion would have three COmmISSioners nommated by the PreSident and confinned by
Parbament, working m a non-pohtIcal and profeSSional enwonment In addition to settmg energy
tanffs m non-competitive Situations, the functiOns ofthe NEC, as proposed, would mclude Issuance of
I1censes and oversight ofsafety and reI1ability standards for the sector

The rate-makIng approach of the NEC would be based on the phtlosophy of full recovery of costs,
mcludmg capital, operatIOn and mamtenance, and debt sefVlce, as well as profits, to accurately reflect
cost of sefVlce and enable the future development of the sector Rule-makmg by the NEC would be
transparent, proVldmg an opporturnty for comment by affected parties and the population These
deCISIons would be bmdmg, and subject to appeal only to the Supreme Court of the country Fma11y,
the draft law proVides mdependent power generators open access to natIOnal tranSmISSion and
dlstnbutlon gnds for the wheelmg of power to thIrd partIes, With farr wheehng charges estabhshed by
theNEC

In additIon to consldenng the adoption of the draft energy law, the Armernan Government has lllitiated
several reform measures through Government decree These mclude a deciSion to restructure the state
utility, Armenergo, mto mdependent commercial umts, and the estabbshment of a Tanff-Settmg
Comrmttee to regulate eleetnClty tan:tfs, as a precursor to a permanent regulatory functIOn m the future
Although these decrees do not represent final solutiOns to reform needs, they are unportant tranSitIOnal
measures necessary to enable unplementatlOn ofthe energy law as It IS currently drafted

3 3 ConclUSions

Despite Armema's tnltIal progress m areas ofpnvatlZatIon and legislatIve development, It currently lags
behind many more progressive former SOVlet repubhcs, such as RUSSia and UkraIne, m developmg
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comprehenSIve commercIal codes, energy sector legislation, and JUdICIary reform Annerua's potentIal
advantage however, IS that It could regam ItS status as a piOneer of reforms due to Its manageable sIZe
and the aVaIlability of technIcal aSSIstance resources

Annerua's mam focus at tms pomt should be to adopt a comprehenSIve energy law as the first step of
enabling pnvate power In the meantlffie a market-based energy sector can be gradually lffiplemented
to proVIde the mdustry WIth the necessary expenence ill regulatiOn and rate-makmg, and establIsh a
track record ofViable utility and power generatIon operation

Untll development of a comprehenSIve legal framework occurs, developers can nntigate numerous
InstItutIonal nsks through contractual means, as illustrated m tms report The advantage of tms
approach IS that project development can proceed m parallel WIth legal framework development The
roam nsk, however, IS that the development and negotiatIon process could be unnecessanly delayed In
case the Goverrunent does not have a clear pohcy on the tenns, concessIons and guarantees that It IS
wtlhng to proVide for vanous potentIal prOjects Tms would not only result m addItional expenses for
the developer, but a sense of fiustration that could Impact the finanCIal commumty's perception of
Armerua's readmess to facilitate IPP development As a result, a key short term ObjectIve of the
Government should be to develop Internal consensus on the key Issues, preferably In the form of
standard agreements It IS wtlhng to enter Into WIth developers ThIs will not only reduce development
stage delays and nsles, but also enhance Investor confidence In the Government's COmmItment to
enforcementiunplementatIon ofthe contract tenns
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40 OVERVIEW OF REGULATORY ISSUES

4 I Regulatory Structures

An institutional framework condUCIve to pnvate power development should have as Its cornerstone a
relIable fatr, transparent efficIent, and predIctable regulatory system clearly defined by law DespIte
Armerua's progress m power sector refonn, It IS still at an early stage m developmg an appropnate
regulatory framework Concepts of regulatory mdependence and transparency have yet to take hold
Although the draft energy law has been deSIgned to proVide a relIable framework for utility regulatIon
and pnvate power development, slgmficant work needs to be done before and after adoptIon of the law
to further Improve the enwonment for pnvate power

The draft energy law clearly defines the status, structure and authonty of an mdependent power sector
regulator, lnItially structured as a tranSItIonmg body WithIn the Mirnstry of Economy, and over tlffie
evolvmg mto a profeSSional stand-alone regulator However, even after adoption of the law,
lffiplementatlon of such a body capable of meetmg ItS mtended functiOns may take several years, as
demonstrated by the expenence of numerous other countnes Moreover, the current lack of a
Government poltcy regardmg the role of pnvate power m the energy sector has resulted m general
mdIfference or even reSistance to pnvate project development WithIn the utility sector, and the
unavaliability of an establIshed process for procunng and negotIatmg pnvate power deals has resulted
munnecessary frustration for potentIal domestiC and foreign mvestors

Therefore, a transitional regulatory body, With mcreasmg transparency and mdependence, should be
lnItiated WithIn eXistIng Government structures to develop and tram a nucleus group ofexperts for the
future regulatory orgaruzatIon, proVide practIcal expenence m regulation to both the Government and
the utility mdustry, and to demonstrate the Government's cornmttment to lffipiementation of the energy
law

It appears that the mter-Muustenal Tanff-Settmg Cornmtttee recently formed can serve tms role and
enable an effectIve transition to a permanent regulatory body m the future ThIs IS certamly a major
step towards facthtatmg unplementatIOn of the law when enacted, and enhancmg confidence m
Armerua's cornmttment to energy sector reform Havmg establIshed a legal framework and functlonmg
regulatory orgaruzatIon, Armerua would need to show practical expenence In apphcation of the law
and regulatory treatment ofmdependent generatIon

Although Armerua currently lacks expenence With pnvate power productIOn, It can estabhsh legal
precedence In commerCially Viable power generatIon through the commerCIalIzation of eXIstmg
generation assets For example, as the generatmg plants mthe Armenergo system are restructured mto
separate SUbSIdIary comparues, as IS currently called for by decree, and It can be shown that wholesale
tanffs for these plants are bemg set In a farr manner, and adjusted In a tunely way to ensure the Viability
of the enterpnses, Investor confidence In the effectIveness of Armeruan regulators would be
slgruficantly Increased

K&M Engmeermg & Consultmg Corp Page 19



Armerua InstitutIOnal Report

The restructunng of these assets, as It IS currently called for by decree will not only set a precedent of
mdependent generatIon for future pnvate mvestments, but Will also proVIde valuable expenence to
utIltty and regulatory- officials In contractmg With and pncmg mdependent power At the same tune,
Armerua's IPP strategy should mclude a clearly mapped process for not only obtammg lIcenses for
power proJects, but for mltlatmg, developmg and negotlatmg projects as well

The followmg step should be to grant pnvate producers additional revenue-side fleXIbility to mcrease
profits and mItIgate nsks, as additional mcentlves Tlus can take the fonn of an establIshed framework
that prOVIdes lPPs the ability to choose therr own customers, negotIate pnces, and serve therr end-users
through a power wheelIng arrangement WIth the gnd Tills can unprove prospects of lPP development
due to the eXIstence m Armema of VIable small to mId sIZe enterpnses that can become creditworthy
purchasers ofpower generated by IPPs

4 2 Power Sector Rate-Makmg

In terms of power pncmg, three fundamental conditiOns need to be establIshed to enable pnvate power
development mnewly emergmg markets Frrst, a relIable and predIctable basiS for settmg and adJustmg
tarrffs should be establIshed for the entrre power sector, mcludmg for mdependent wholesale
generatiOn Second, developers must be assured that m the long term, tanffs will be adjusted m a
trrnely and farr manner to ensure the VIability of the generator as well as the purchaser, regardless of
polItical pressures Fmally, If electnclty tanffs m the country are relatIvely low, as is the case m
Armema, consumers' ability to absorb tarrff mcreases resultmg from new mvestments m generatton
must be either demonstrated or ensured through a VIable mechanism (e g smgle creditworthy
purchaser)

Armema has recently taken some steps towards reformmg pnces m the power sector In early 1995, a
Government decree allowed Annenergo to calculate electnclty rates for consumers usmg a dollar
denommated base, set at a level to cover operatmg costs Power tarrffs were set at an equal level for all
classes of consumers Although the Government's move to end the preVIous cross-subsldIZatton of
reSIdential tanffs by mdustnal consumers IS a step forward, power tarrffs currently only reflect
operatmg costs of the utthty and do not mclude capital recovery or mvestment proVISIOns for
development ofthe sector

The Government also allowed Armenergo to deny supply to non-paymg customers that are not
deSignated as VItal mdustnes, and rrnplement stncter measures agamst power theft to reduce non
techrucal losses These measures combmed have resulted m certaIn promIsmg trnprovements m the
non-payments situatton, and raIsed consumers' awareness about the need for a VIable power sector

One shortfall of these measures has been that they have not been presented as formmg part of a
comprehensIve long term program for reform and reconstruction of the sector, but seem to be a
contmuatiOn of the stop-gap measures adopted for cnslS management This accentuates the need for a
long term strategy and rrnplementatlOn plan to mcrease pncmg accuracy and enable predictable rate
regulatiOn, as well as unprove management accountability mthe power sector
K&M Engmeermg & Consultmg Corp Page 20
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Regardmg the regulatIOn of IPPs, Annerua's power regulatmg agency, or the Armeruan Government
unttl the creatiOn of such an agency, has yet to establIsh clear gUldelmes for the procurement and
pncmg of pnvate power projects In order to lI1ltIate the IPP development process, Annerua needs to
specify up-front the financial mcentlVes and tanff concessIOns It IS WIlhng to proVIde to mvestors In

order to ensure financial returns commensurate With the country and commercial nsks assumed Table
4 presents examples offinanCIal and other mcentIves proVided to four diverse power projects

One major recent step forward has been the creatiOn of the mter-Mnustenal Pncmg Cormruttee to
regulate electnclty tanffs Tlus COl111l1lttee can now not only address the need to develop a framework
for pncmg IPP power, but also act as an lilltlal contact group to mstltute an overall IPP strategy and
enforce utility sector responsiveness and cooperatIOn With pnvate developers

Another major challenge for Armema will be to demonstrate the economy's ability to absorb the tanff
levels that will be necessary to sustam new Investments In capacity One approach to I11l11lJl11Z111g the
rate trnpact on consumers by new pnvate power entrants would be to 1n1tlate lower cost smaller
projects With tanffs that would be "blended" Into the overall system, gradually phasmg m larger
projects as the capacity base expands and tanfflevels mcrease

4 3 Hydro Llcensmg

Buddmg, owrung and operatmg hydro-eleetnc facilities In Armema is considered a regulated actIVity,
and requITes a lIcense from the MinIstry ofEconomy Despite the Government's expressed mterest m
the encouragement ofpnvattzed development ofnew hydro facilities, obtammg a hcense for a potential
SIte has proven to be a bureaucratIc, paper-mtenslve, lughly confusmg, and long-wmded process

The hydro-hcensmg procedures Involve numerous Government rmmstnes and agenCIes who are eager
to control the process, yet who may not comprehend the compleXities of developmg pnvate power
projects and the related InCentIves that should be granted to promote Investment Table 3 IdentIfies the
Governmental agenCIes that take part In approvmg hydro facility hcenses

Table 3
Key Authonzatlon ReqUired for Hydro Llcensmg

MmlstrylA2ency JunsdlctIon TYPical ReView Items
I) Local AuthontIes Land Ownerslup and Leasmg • Leasetenns

• Asset transfer pncmg
2) Water Agency Water Use and Availability • DIVersIOn ofwater resources
3) Mnustry ofEcology Envrronmental Impact of Hydro • Impact on qualrty ofwater,

FacIlrt:xes contammatJ.on

• Envrronmental Impact of
darns

4) Mnustry ofAgnculture Land IrngatIon, FIsh Farms • Impact on water avatlabtlrty
K&Nf Engmeermg & Consultmg Corp Page 21
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for agnculture
• Impact on do\\nstream fish

fanns
) Arclutecture Agencv Project Sltmg BmldIng Design • Hvdro site feaslbilitv

• Safety ofdesigned
structures, eqwpment

6) Mnustrv of Energy and Energy Produetlon, • Optnnal sltmg ofhvdro
Annenergo Transrmsslon and DIstrIbutIOn, projects

and Resource Allccahon • Efficiency ofenergy
resource utlltzanon

7) Mnustry ofEconomy Pnvatlzahon and EconOImc • Agreements from all
Reforms Government agencies

• Fmanctal capability of
developer

Each I1lll1lstty or agency m the process has, m effect, the authonty to block a proposed project At the
same tune, none of these entItIes has a developed set ofgutdehnes and evaluatIon cntena for approval
of projects, and there are no tlme requrrements on any of these orgaruzatIons to produce a POSitive or
negative answer When a lIcense IS Issued by the Mirustry ofEconomy, the developer IS granted use of
a gIven SIte for seven years, dunng wmch the plant must be constructed, operated and then potentIally
transferred back to the state TIns m effect precludes financmg of most hydro projects through
traditIonal means

In order to rectIfy thIs system, however, a detaded proposal has been developed by the USAID IPP
Team and the Muustry ofEnergy to create a streamhned and transparent hydro hcensmg process whIch
will be conducIve to development and financmg of pnvate projects ThIs proposal IS attached m
AppendlXA

4 4 ConclUSIOns

G1Ven Its relatIve disadvantage m competmg WIth other emergmg markets for mvestment capital,
Armema's approach to promotmg pnvate power should be part of a comprehensive IPP strategy,
rather than a senes of reform measures that are not presented WIthIn the context of a long term VISIon
for the mdustry With the development of attractIve conceSSIon packages (mcludmg guarantees and
standard contracts) for specIfic projects and dehneatIon of an effiCient hcensmg and negotlatlOn
process, Armema can ehrmnate many of the uncertamtles and frustrations that developers expenence
now

Armema needs to determme the level of concessIons m finanCial returns that WIll be requrred to
compensate mvestors for the level of country and commerCial nsk that they are asked to assume
These should be competitIve WIth concessIons offered by other developmg countnes Table 4 proVides
examples ofconceSSIons proVided to pnvate projects mfour other countnes as reference
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At the same time, It must be kept m mmd that at a certam threshold of perceived nsk, generally lower
than for other types of Investments, developers lose mterest In projects regardless of the financIal
returns pronused IPP developers are more nsk-averse than mvestors m many other sectors due to the
hJgh level of development costs requlfed up-front, and the large levels of capital that can be put at nsk
Therefore, the prospect of hJgh returns should be combmed With the ability for the country
enVlronment to effectively mItigate these nsks
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5 0 COMMERCIAL ISSUES

5 1 Credltworthmess of Power Purchasers

The key to the financmg of pnvate power projects IS the ability of the developer to enter mto a long
term and enforceable power purchase agreement With a creditworthy purchaser [n Armerua, tills
could be either Armenergo or one or more mdustnal enterpnses The creditworthmess of Annenergo,
espeCially dunng the current phase of restructunng and decentralIzatiOn, IS unclear, and most probably
would not sustam the development of SIZable pnvate power projects LikeWise, much of Armeruan
mdust!)' has only begun to emerge from the cnSiS SituatIOn, and even the most successful ofenterpnses
may not be able to demonstrate a track record and certamty m future growth that is reqUIred to
establIsh creditworthmess

As a result the Arrneman Government should be prepared to consider the extension of sovereign
guarantees to back-up power purchase agreements With Armenergo or other state enterpnses for
projects wInch may not be financeable otherWIse Although Armeman Government representatives
have often expressed WIllmgness to extend such guarantees to mvestors, no clear mecharusm or
guidelmes for obtammg sovereIgn guarantees for power projects has been developed to date

One approach to resolvmg the issue of government guarantees IS to IdentIfY a pnonty lIst of projects
that the Government can promote With pnvate developers, With a predetennmed level of conceSSIOns
and sovereIgn guarantees that can be obtamed for each project In this way, developers would have a
clear understandmg of the guarantees avmlable, Without undergomg a lengthy negotiatIon process to
resolve such issues Tills approach would also help the Government ensure that guarantees are used
only as planned and appropnate, and can be phased out over tlffie when IPP development gams
momentum

52 The Non-Payments SituatIOn

The consumer and mter-company non-payments SItuation generally prevalent not only mthe Armeman
energy sector, but also throughout the CIS at this transItional stage, is also a major source of
uncertamty that will only be resolved over tlffie A long cham of non-payments, compounded over
tnne, has caused severe dIsruptions throughout the energy procurement and delIvery process and the
economy as a whole

Although there are SIgns of nnprovements m tlus SituatIon m Armema as a result of recent reform
measures, this IS another area where sovereign guarantees would most lIkely be needed, m the near
term, to back-up power purchase agreements between mdependent generators and state-owned
enterpnses and ensure tnnely payments to producers m case of default Such guarantees may also be
necessary, dependmg on the SIZe and nature of certain proJects, m lIght of dIfficultIes m enforcmg
contracts and relymg on the domestIC JUdICIal system, as descnbed earher
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5 3 ConclusIOns

However both the nature of guarantees that the Government IS prepared to extend as well as the
process of obtammg such guarantees has not been clanfied At the same tune, the level and extent of
guarantees that the Government may be willmg to proVIde should correspond With the creditworthmess
of the Government Itself, particularly due to itS lnmted resources and already extended obligations
Tlns may not be an Issue to extend guarantees to small proJects, but specIfic assets may need to be
proVided as collateral m the event that guarantees are proVided for larger projects, dependmg on the
financmg reqUIrements

In general, though, Armerua needs to demonstrate that it can offer a finanCially and commercially stable
envrronment for busmess and mvestment actiVity, both foreign and domestiC Little demonstrable
mvestment has taken place m the country smce its mdependence, and several. lugh profile foreign
ventures have actually resulted m fallure As a result, pohCles promotmg pnvate power and concrete
safeguards agamst factors that have led to the fallure of other ventures, to ensure successful projects
should be promulgated m a tlffiely manner and effectively commurucated
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6 0 FINANCIAL ENVIRONMENT

6 3 Currency & Inflation

Page 26K&A1 Engineering & Consulting Corp

UntIl a relIable msurance market develops m Armema, the most effectIve source ofcoverage for many
m-country events would most lIkely be the Government Such coverage can be extended by the
Government to specIfic projects for a fee, WIth tenns sunIlar to those that may be obtamed from the
pnvate sector elsewhere

The Armeruan financial and bankmg sector given Its early stage of development, IS Wldely Viewed as
both luruted and unrelIable, as demonstrated by recent cases of secuntles and financial servIces fraud
and bank closures Numerous banks eXIst ill Armerua, but most seem to be geared towards the
financmg of trade and other short-term, lugh-yIeld transactions A legal framework has yet to be
developed for the sector As a result, mvestment m pnvate power projects will be unpacted both m
terms of unavaIlability oflocal debt financmg mstruments for domesttc developers, and lmutatlon mthe
ability to conduct large scale currency conversIOns and mtemattonal transfers for foreign mvestors

ThIs SItuatIon IS promIsmg, however, and may be unproved through appropnate Government attention
The Armeman Government, With assistance from USAID and other technIcal asSIstance orgarnzatlons,

IS mthe process of developmg a more stable framework for the finanCIal servIces mdustry, and at least
one relIable foreIgn bank IS mthe process ofestabltshIng branch offices mYerevan At a mmunum, key
finanCIal transaction servIces would be avaIlable as a result What may contmue not to be avaIlable for
some tune, however, are such servIces as performance bonds and letters of credIt, whIch may make
contractmg WIth domestIc contractors more dIfficult and costly

6 1 Locally Avadable Fmancml Services

At least as unportant as the avatlabihty of a reltable bankmg sector, however, IS the avaIlability of
msurance servIces Insurance IS a cntIcal nsk mItigatIOn tool m power project development, utIhzed to
cover certam constructIon and operatIon nsks, eqUIpment transport and storage, and other accIdents,
as well as polItICal nsks Armerua currently lacks an msurance market, and as seen m other CIS
countnes where foreign busmess actIVity IS more prevalent, outSide msurance proViders would most
lIkely be hIghly heSitant to cover m-country events for a long ttrne to come Furthermore, polItical nsks
may be covered for Amencan developers through OPIC, but such coverage IS not yet avaIlable for
other mvestors

The Government has adopted a clear pohcy of peggmg eleetnClty tanffs to the Dram-Dollar exchange
rate, as most energy resources are Imported m hard currency It appears that a sunIlar wIlhngness to
compensate mdependent power producers for losses mcurred as a result of currency and mflatton
vanatlons also eXIsts, but such gUldehnes have not yet been developed Such mdexatlon of tarIffs

I
I
I
t

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



Armerua [nstltutlonal Report

6 4 ConclusIOns

should be part of the overall concessIon package, as they would be requIred by mvestors and lenders of
any project wIth a foreIgn currency mvestment component

Projects should also be gIven relatively favorable treatment at an lllitlal stage m tanff fleXIbility due to
the mability of outSIde mvestors to assume domestIc currency or mflatlon nsks SovereIgn guarantees
for protectIOn of mvestment capItal agamst unexpected currency fluctuatIOns should also be explored
for certaIn cases

Page 27K&M Engmeermg & Consultmg Corp

Gtven the 1IITIItatIOns m avaI.1ability of key finanCIal servIces such as msurance m Annema, Government
mvolvement, to the extent pOSSIble, IS necessary to dIITImlsh Investor uncertamtles Such Involvement
can be reduced over tlffie, as finanCIal and Insurance markets develop as requITed to sustam power
project development

FleXIble tanffs should also be adopted to cover unexpected cost Increases dunng the constructIOn
phase ofprojects due to the hIghly uncertam macro-econOmIC enVIronment m the country Armerua IS

stIll at a very early stage of pnce formatIOn due to the slowdown of econOmIC actIvIty and It WIll be
dIfficult to accurately estImate eqUIpment, transportatiOn, labor, and other constructIon and operatIon
costs over any extended penod oftlffie
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7 0 TECHNICAL & INFRASTRUCTURE CONSTRAINTS

7 2 Labor & Contractmg Resources

7 1 Physical Constramts to Energy Resource Development
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A second practlcal constramt IS that the Armeruan labor force IS still orgarnzed largely WIthm structures
ofstate-owned orgaruzatIons Pnvate constructIOn or other contractmg firms that can complete sIZable
projects rehably are yet to be formed Tlns poses two potential drllicultIes Frrst, adequate pncmg of
services proVIded by eXIst10g mstJ.tutes or contractors may be drfficult, as these orgaruzatIOns have not
yet had much expenence deaImg With pnvate chents Second, developers may not want to nsk
contractmg With orgaruzatlons which have not been proven Viable ill the current market, mthe event of
the need to enforce performance guarantees and penalties, or to resort to hqUldated damages
prOVISIons

Second, due to the severe energy shortages m Armerua, the natiOnal gnd IS currently operated on a
rotational blackout basIS, which Isolates entrre regions or dlstncts from the mam gnd for much of the
day Under tlns system, some hydro stations m remote areas may be frequently Isolated, Without
power sales, except for short penods of tIme WIthm which the speCIfic region receIves central service
Due to these frequent mterruptions, therefore, the concept ofwheelmg power from captIve generatIon
assets across regIOns could be unreallstlc for many proposed projects 10 the near term

Frrst, pnvate power development, m the near term, will most hkely be largely lrrmted to hydro and
renewable SItes, due to the tremendous fuel nsk posed by frequent fuel supply mterruptions At the
same tIme, only three large hydro SItes (60 MW and higher) and another two (between 20 and 60 MW)
are avatlable 10 the country for greenfield development Most of the approXImately 400 MW of hydro
and other renewable potential conSIsts of smaller SItes that can sustam stations of2-10 MW Given the
htgh fixed development costs requrred to develop mternational pnvate power projects, It IS hkely that
mvolvement by foreIgn project developers 10 greenfield projects m Armema will be hnuted by the
avatlabthty ofgood SItes

There are two general techmcal and physical charactenstIcs of the Armeruan power sector that may
affect development of pnvate power projects These factors should be conSidered ill the selection,
structunng and financmg ofprojects

Annema's recent expenence m constructIon of power plants, especially durmg the few years smce
1Odependence, IS very lmuted In addItion, lmutations m resources that need to be apphed for the
proper operatIon and mamtenance ofeXIstmg plants have also led to substandard mamtenance practIces
and severe eqUipment degradatiOn, potentially undermmmg 1Ovestor confidence 10 the avatlabthty of
rehabIe labor resources m the country As a result, projects With foreIgn capItal components will
requrre lngher than usual 1Ovolvement by expatnate constructIon and operatIon personnel, thereby
raISIDg project costs
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7 3 ConcluSIOns

Regardmg the avmlability of rehable contractors m Armerua, the ongomg commerClaltzatlon of the
power sector and the planned pnvatlZatlOn ofsupport organIZatIOns should over tune create an effiCIent
and reltable contractmg pool Untn then, and until the development of an msurance market that can
backstop perfonnance guarantees, Government mvolvement may be necessary to backstop/guarantee
petfonnance comrrutments for key projects by state-owned enterpnses

Annerua's IPP strategy should recogruze the realIties of techrucal constramts as well as lnmtatlons In

the labor market With regards to lrrrutations m potentIal sites that may be developed through foreign
mvestment In a Vlable manner, the Government should ensure that these key Sites are developed In the
most effective and effiCient manner pOSSible These Sites should be awarded to developers on an
exclUSive baSiS only upon demonstration of the ability of the developers to finance the project, m order
to aVOid unnecessary delays m the future Without such scrutmy of the capabilities of developers, these
key Sites may be awarded to unqualrlied developers precludmg potential partiCipation by qualrlied
groups

Page 29K&M Engmeermg & Consultmg Corp
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80 EXAMPLES OF INCENTIVES FROM SUCCESSFUL IPP PROJECTS

8 1 Overview of Investment - Related incentIves

ill the general context mcentIves to stunulate and encourage pnvate mvestments m the power sector
must recogruze that the preponderance of pnvate mvestors/developers will utilize project financmg or
bank financmg to augment and support thelf mvestment The mcentives hrghlIghted below have all
been used by countnes, mcludmg the Ul1lted States, to successfully encourage pnvate sector
mvestment mthe power sector

These mcentlves range from those which are absolutely essential (1 e - nnrumum requlfed) m any
context, to those which proVIde addltlOnal conceSSlOns to mvestors to compensate for relatively higher
nsk factors m the overall enVlfonment In trus regard, not all such mcentlves are purely financial m
nature, but each mcennve rughhghted below offers a major mducement to mSlde and outside mvestors
consldenng a mdependent power project m a country like Armema

(1) Currency ProtectIon - NatlOnal Legislation must foster currency protectlOn This mcludes
makmg avaJ.1able foreign exchange for all project costs and mcomes, repatnatlon of all profits,
guarantees agamst expropnatlon ofmvestment by the National Government

(2) Sovereign Guarantees - If the entities, supplymg, purchasmg or paymg for the mdependent
power supply are governmental agencies, such as utilities, fuel supply or transportation
agencies, and If those agencies are not finanCIally sound, then the government may have to
guarantee the payment ofthe obhganons ofthose agencies

(3) Legal Framework Governmg Pnvate Ownership - Laws must eXist which clearly spell out
the permIssibility of pnvate ownersrup ofgeneranon (and also transtmsslOn/dlstnbutlOn) assets,
and wruch allow estabhshment of m-country project comparues which are solely ltable for the
project's actlVlneslobhganons Allow mtematlOnally acceptable contract-law processmg, such
as arbitranon resolunon

(4) Trade Barner ProtectIon - Protection agamst restnctlve unport tarIffs, customs duties, leVIes,
etc, on both Imported eqUIpment and fuel

(5) StreamlIned Regulatory Processes - Ehtmnatlon of confusmg multiple bureaucratic processes
for Issuance of pefffilts, ltcenses, clearances, etc RatlOnahzanon of the agenCIes and rrumstnes
With which the developer must deal ProVIde a clear process for the developer to follow, e g,
IIone-stop processmg" Estabhsh a hIgh level government entity With authonty to approve
foreign mvestment

(6) Creditworthy Market Opportumty - Allow sales to, and revenue from creditworthy pnvate
mdustnes, m addition to government owned utilities and agenCIes wruch tmght be financially
unsound, or which depend on government subSidies
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(7) Fmanclal Incentives - ProVIde attractive financmg mcentIves, such as allowed rrurumum
"Return on Equity" depreCiation methodology (e g allowance for tax-deductabillty
acceleratiOn., ect) debt-to-eqUity ratios on Investment etc

8 2 Comparative Incentive AnalysIs

To proVIde a useful companson tool for Annerua, Table 4 below presents the mcentlves prOVIded by
vanous developmg countnes to attract pnvate mvestment mto therr generation sector These
mcentlves generally are designed to compensate for the level of perceived mstitutIOnal nsk from the
pomt ofVIew ofa pnvate mvestor, domestic or foreign The four projects presented m Table 2 are all
successfully pnvatlZed projects developed over the past five years Each presents a umque approach to
struetunng pnvate power projects, specIfically taJ10red to the mstitutlOnal envrronment of the host
country Below IS an overvtew ofeach project

• 1,292 MW Hub River Power ProJect, PakIstan

Hub River has emerged as a umque model for successfully lffiplementmg complex commercial
financmg schemes m a complex envrronment It IS the largest BUild-Own-Operate (BOO)
power project of ItS kmd When completed, tlus project will proVide 1,292 MW capaCIty
addition to the PakIstan national gnd Sponsorslup for the project IS proVIded by the Hub
River Power Group, CODSIStmg of mternatIOnal pnvate mterests These mclude Xenel
Industnes (SaudI Arabia), MItsUI & Co (Japan), IshI KawaJlffia - Hanma Heavy Industnes
(Japan), Bntish Electnc InternatIOnal (UK), and K&M Engmeermg and Consultmg
CorporatIOn (US) Lendmg for the project was obtamed from numerous commercIal banks
around the world, at varymg currenCIes and terms The World Bank has proVIded slgmficant
financmg support as well as pOhtiCal nsk guarantees to commerCIal lenders The negotIated
tanff IS based on an 18% allowed/real mternal rate ofreturn (IRR)

• AI Manah Power Project, Oman

The AI Manah project has become a model for the pnvatIzatlon of mfrastructure projects
throughout the Middle East Tlus 90 MW project IS bemg financed by a pnvate consortIUm,
conslstmg mostly ofdomestIC Gmam mdustnal concerns The project will be transferred to the
Oman Mirustry of Electncity and Water after 20 years of operatIon TIns project has been
partially financed by the IFC, and 40% of the stock will be floated on the Oman Stock
Exchange The tanfffor the project was based on a competitIve bId

• Rockfort Diesel Power Stanon, Jamaica

In 1991, the Government of JamaIca mtroduced legIslation which encourages pnvate
partICIpation m the power sector Shortly after the legIslatIon was offiCially m place, K&M was
retamed by the World Bank and USAID to undertake a broad pohcy reVIew of the eXlstmg
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• Mamonal Power Project - ColombIa

instItutIOnal constramts that must be addressed before pnvate power can become a reality In

JamaIca The servIces mvolved structurmg the project secunty package, prepanng the
procurement documents and evaluation cntena for the procurement of tlus 65 MW dIesel
power project on a pnvatlzed baSIS The project has been awarded to a U S mvestor based on
a competItIve mtematlOnal tender Electncity will be sold back to the natIOnal utility

Under the new polley of the Government of ColombIa to allow cogeneratIon and pnvate
power, the project developer was not only the first to unplement such a capItal project m
ColombIa, but m Latm Amenca as well The project reached finanCIal close m eIght months It
IS considered to be one of the most InnOvative deals m the world, as the first pnvate power
project to be financed on a non-recourse project basiS, Without any sovereign guarantees to
backstop the power purchase agreement Based on the success of thIs first pnvate project,
ColombIa has been able to procure several addItIOnal projects With outside mvestment Tlus
project was developed and IS owned by K&M under Colombia's new energy and mstitutIOnal
poliCies for pnvate power development Electncity produced by this power generatIOn facility
will be sold to twenty-four nearby mdustnal users on a take or pay basIS m a major shIft m
energy pohcy m the country The first phase of the 100 MW, US $70 rmllion Mamonal gas
fired power generation facility reached commerCIal operation m July 1993 The plant will be
leased to a pnvate Colombtan group whIch will be responsible for Its operatIon and
maIntenance Power will be wheeled to nearby mdustnal customers at a negotIated tanff
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TABLE 4

COMPARISON OF INVESTMENT - RELATED INCENTIVES FROM
FOUR SUCCESSFUL PRIVATIZED INDEPENDENT POWER PROJECTS

Hub River BOT Power Project - Manah BOT Power Project Rockfort BOO Power StatIOn Mamonal IndependcIlt Po" er
Type of incentIve Palostan -Oman -JamaIca PrOject - Colombld

Currency Protection Full foreIgn exchange Government guaranteed Government wIll not Impede the Guaranteed free com ertdbllIt}
(ForeIgn Exchange convertIbilIty Profits can be avaIlabilIty of foreIgn exchange, developer's abilIty to purchase of currency
ConvertIbilIty, RepatnatIon of repatrIated cannot be nght to IDalUtam foreign foreIgn exchange, mallltam
Profits, Guarantees Agamst natIOnalIzed wIthout fair currency bank accounts III foreIgn currency accounts or RepatnatlOn wIthout td'\atlon of
Expropnauon) compensaUon Foreign Oman, and nght to transfer any transfer profits abroad If project revenucs to Pcl\ for hard

currency bank accounts can be foreign exchange abroad from exchange controls are currenc) e\.penses
kept m Palostan and, for the project subsequently Imposed
selected uses outsIde of Government commits to make RepatnatlOn of profib "llh hUh..
Palostan foreIgn exchange avaIlable or no taxation under Ie ISlllg

arrangement

Government Guarantee Government guarantees the Government guaranteed fuel Government guarantees JPSCo's No government Ju~tlficatlon of
(Guarantee ofObhgatlons of contractual oblIgatIons of the supply and delIverablhty If fuel payment obhgatlons to the prn atc scctor dgrecments
Governmental purchaser of electnclty and the IS unavaIlable, MEW Will stlll developer under the PPA
ContractorslSupphers) seller of fuel (both of which are pay the capacity charge for the Pnvate sector guarantecs 111

government entItles) plant publtc sector obhgdtlOns to tiH.
project

Legal Framework Governmg ExtenSIVe legal framework Pnvate mvestment laws already Independent power and pnvdte Long trddltlOlI of dccept Ible
Independent power encouragmg mdependent power III place lllvestment laws already on the contract 1.1\\

Ownership development Implementatlon, books
(Laws III EXistence Spellmg Out power purchase, fuel supply, Government granted an System for lItigation to
Penmsslblhty of Pnvate and offshore loan agreements exclUSIVe nght to develop buIld, adJudlcatc contrdct dl~putL~

Ownership InternatIOnally are under Bntlsh Law own, and operate a power
Acceptable Contract Law, ArbitratIon under mternatlOnal project and transmission Strong enforccable hen Im to
Arbitration ResolutIOn) rules mterconnectlon to the taklllg SCCUlIt) lIltelc~t 111

developer owner and warranted proJcct 11\ C\ ellt of dd Illit
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Armema Insututlonal Report

TABLE 4

COMPARISON OF INVESTMENT - RELATED INCENTIVES FROM
FOUR SUCCESSFUL PRIVATIZED INDEPENDENT POWER PROJECTS

Hub River BOT Power Project ~ Manah BOT Power Project Rockfort BOO Power StatIOn Mamonallndcpendent Po\\er
Type of incentive Pakistan -Oman -JallliUca Project - Colombia

that It will purchase all net
energy generated Government
granted leasehold 10terests for
the site 10cludmg all nghts of
way, easements, and access
arbitration and govermng
contract law clearly spelled out

Trade Barrier Protection Exemption from Import duties ExemptIon from all customs Exemption from all customs Exempt from the I ") pucent
(Tax Incentive ProtectIon on all power generatIon duties duties and tanffs for Imported customs duty
Agamst RestnctIve Import eqUIpment electncal generatmg eqUIpment
Tanffs, Customs & DutIes on Ten year exemptIon from all Indepcndent PO\\CI ploJects
Imported EqUipment) Income tax hohday for the hfe Omam mcome taxes exempt from 14 pcrccnt \ dlue

of the operatmg company added tax

No trade barners or t<lflffs for
Imported eqUIpment

No obligatlons to purch lse
locally madc products III hell of
Imports

Streamhned Regulatory Specific agency estabhshed to Government warranted that all Government wIll not Generall} cledr ,md precl~L

Processes coordmate pnvate power pernuts, hcenses and approvals mdlscnmmately prohibit the legdl and rcgulatol) frdIllC\\Oth.
(proVide a Clean Process for the projects ResponsibIlitIes of the would be granted 10 a tImely developer from obtammg
Developer to Follow such as agency bemg expanded to manner reqUIred permits and lIcenses No rcstnctlOns on dL\ dop<.r

One-Stop Processmg) slmphfY process of deahng With If Government fails to grant contact WIth nllll1~tnL~

government such approvals, the developer IS mvol\ed
excused by Force Majeure
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Armema Institutlondl Report

TABLE 4

COMPARISON OF INVESTMENT - RELATED INCENTIVES FROM
FOUR SUCCESSFUL PRIVATIZED INDEPENDENT POWER PROJECTS

Hub Rtver BOT Power Project ~ Manah BOT Power Project Rockfort BOO Power StatIOn Mamon.ll Independent PO\\ CI

Type of IncentlVe PakIstan -Oman - JamaIca Project - ColombIa

provISIOns

Creditworthy Market Not presently 10 the Agreement All sales go to a pnvclte
ODDoliumty purchaser wIth some onward
(permIt Electnclty Sales Allowed sales to the government gnd for
Directly to CredItworthy Pnvate excess electnclt)
Industnes)

FmanclaI Incentives Market Onented Tanffwlth Tendered process wIth Tendered process wIth No restncuons on CquIt) return
(proVIde AttractIve Return on Appropnate Indexation, at competltIve tanff competItive tanff
EqUity Debt-to-EqUIty RatIOS, target IRR allowed of 18% No requIrement for 10Cdl cqUlI)
and DepreCIatIon (real) Debt-equIty ratIo IS 67/33 FleXIble debt-eqUity ratIo from partICIpatIOn
MethodologIes) 80/20 to 70/30 dcpendmg on

Debt-EqUIty ratIo IS 80/20 financmg sources Dcbt-eqmt) ratio IS 80120

Pnvate Sector Energy Modern dcplcClcltIon and t I"

Development Fund endowed by credIt methodologIes
bIlateral and multIlateral
donors

ECO Fund access at the World
Bank

J..&Af Engmeel mg & Consultmg COlp Page 35
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90 SUMMARY OF RECOMMENDAnONS

t\rmerua's IPP strategy should be based on the spectfc strengths and weaknesses of the country takIng
full advantage of opportumtIes and offsett1Og bamers already IdentIfied As presented 10 tms report
one of Armerua' s key weaknesses IS Its institutional enVIronment Armerua also lacks the market size
and related opporturutles of countnes as large as for example, Russia At the same tIme howe\- er
Armerua has a sIgruficant strength m that as a relatIvely small country It can be more manageable and
more innOvatIve ill creatmg an attractive enVIronment for mvestors

Armerua should also ta.l1or Its IPP strategy specIfically to the types of power developers It needs to
attract, and the sources of financmg that will be ava.l1able m the near future For example, It IS more
hkely that small to mId SIZe developers may be more hkely to be mterested In Armenta due to Its market
SIZe, wlule larger and more recogruzed developers focus more on countnes such as Chma, India and
RUSSia Therefore, Armenta can structure an enVIronment that specIfically encourages development of
small to mId SIZe projects on a project finance basIS

Also, It IS most hkely m the near tenn that most projects will mvolve financmg from donor and
multilateral banks, until the enVIronmental can sustam the mvolvement of commerCial banks
Therefore, any IPP procurement process adopted should be compatible With multilateral bank
requIrements, such as transparaency mregulation and competitive blddmg for project awards

The follOWIng are a senes ofrecommendattons m summary fonn, based on the findmgs and conclUSIOns
presented m tms report They proVIde general pnncIples for a comprehensIve and proactIve approach
to developmg an mstItutIOnal enVIronment condUCIve to IPP development, specrlic to the uruque
SItuation ofArmema

Political EnVironment

A) Ensure mternal consensus regardIng pnvatIZation pohcles and pnvate power,

1 Develop cross-pohttcal understandmg ofobjectIves ofproposed energy law,
2 Develop comprehensIve strategy With mput from all mfluentlal mterest groups,
3 Ensure publIc understandmg of and confidence m Government InItIatIves through well

planned commumcation

B) Develop a comprehenSIve strategy for promottng pnvate power,

1 Define desrred long tenn role ofIPPs mthe Armeruan power sector,
2 Develop Government polIcy related to concessIons that can be proVided to developers,

takIng mto account mcenttves proVided mother countnes,
3 PnontIZe projects for development, and develop financmg strategy for VarIOUS types of

projects, With correspondmg requrred conceSSIons,
4 PublIsh Government guidehnes and mcentIves, With a road-map for apphcatlOn/negotIation
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C) Ensure lugh-level sponsorslup,

1 AsSign lugh-level official with responsibilIty for promotion ofIPP Investment
2 Create an IPP "task force" to assist developers Wlth addressmg Government-related Issues

AsSign negotlatmg and declSlon-makmg responsibilities on pnvate power Wlthm
Government The IPP "task force" could be the energy regulatory body, or a conumttee of
multl-dlsclplmed specIal1sts from vanous rn.tn1stnes and Arrnenergo

Legal Framework

A) Adopt a comprehensIve and progressIve energy law,

I As a nurumum, adopt key pnnciples outlmed ill current proposed draft law,
2 Implement aspects of the law as soon as possIble, through decrees J.f necessary, to ensure

tImely Implementatton and demonstratIOn ofCOmmItment

B) Improve overall legal framework to address Issues relevant to pnvate power,

I Contmue ongomg work on modermzatlon ofcommercIal codes,
2 Adopt contractual approach to addressmg legislaTIve gaps

C) Demonstrate unparttaltty and effiCiency of the JudiCial system, demonstrate acceptance and
enforcement ofmternatlonal thrrd party arbltratton deCISIOns

Regulatory Framework

A) Develop an effiCient and transparent process for tnltlatmg, negotIatmg, and pncmg of pnvate
power,

ReqUITe the Tanff-Settmg COmmtttee to develop guldelmes for pncmg wholesale
generation, for example

- Establtsh pre-determmed bid pnces (e g 6 centsIKWh) to procure small hydro
projects
- Estabhsh rate ofreturn approach for larger projects
- Test pnvate sector appetite for projects by tendenng a project as BOTIBOO

2 Develop overall process for mteIfacmg With developers
3 Define process and scope for proVldmg Government guarantees,
4 ProVlde tramtng to regulators on pnvate power development

- Regulatory regune should be based on actual expenence With contracts

B) Stream1me current hcensmg process to resemble a one-stop approach (See AppendlX A)
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C) Conunerctahze and partIally pnvatlZe the current energy complex,

Develop practIcal expenence m contractmg WIth and regulatmg mdependent generators
2 Demonstrate regulatory farrness to generators through establIshment of a track record of

VIable operations,

D) Develop and publIsh conceSSIons that the Government IS willmg to proVIde to vanous types of
projects, mcludmg

HIgh profitability (takmg mto account avaIlability of return of 25-30% m countnes
perceIved to be less nsky),

2 Revenue-sIde fleXIbility (regulatory enforcement ofpower wheelmg),
3 SovereIgn guarantees, where necessary,
4 Insurance, WIth Government mvolvement where no msurance market avaIlable,
5 tanffmdexation to currency exchange or other mdexes as appropnate

E) Develop standard contracts, based on sample contracts already prOVIded by the Hagler BaIlly
ConsortIUm, mcludmg
1 Power purchase agreement definmg credItworthy customer, tanff structure and adjustment

mecharusms, wheelmg arrangements, tanfflevels/profitability,
2 ImplementatIon agreement definmg Government's role to support proJect, pre-approved

guarantee terms, project unplementatlon process, pOSSIble on-Iendmg If multtlateral bank
financed

CommercIal Issues

A) Address non-payments and default nsks through Government guarantees,

1 IdentIfy credItworthy purchaser, where pOSSIble,
2 ProVIde Government back-up guarantee Ifnecessary

B) Develop standardIZed agreements to demonstrate up-front comnutment and enforcement of
contracts by Government,

C) ProVIde full coverage for eqUIpment transportatIon, and phYSICal secunty, If msurance
unavaIlable,

D) ContInue to commerCIalIze the utility sector to unprove VIability m the power mdustry, leadmg
to self-financmg and mdIVIdually accountable enterpnses,

E) Enforce full utility sector cooperatIon WIth selected pnvate power developers

Fmanclal Issues
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A) Ensure avatlabtllty of key financIal sefVlces and full convertIbility of the Dram, and extend
coverage of mvestment capital agamst currency fluctuatIOns (currency nsk),

B) ProVIde tarrff adjustment mecharusms to ensure coverage of mflatIOn and currency exchange
uncertamtles,

C) ProVIde msurance coverage, for a fee, m areas where msurance [s cnt[cal for project
development but lackIng m Armema

Techmcal & Labor Resources

A) ProVIde coverage for perfonnance ofdomestic contractors

B) Ensure quahficatlOn ofproject developers pnor to awardmg ofprojeets, aVOId precludmg other
mvestors by allowmg one developer to "lock-up" a project,

C) Ensure full cooperal1on by Armenergo to resolve all mterconnectlOn and technIcal matters

The recommendanons above should be unplemented as one coheSive package, rather than on a piece
meal basiS m order to ralse mvestor confidence that the Government has adopted a comprehensive and
well-developed program
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ExecutIVe Summary

With the operung of Armerua's electncal sector to pnvate development, a system for ~censmg

hydroelectnc projects was mstituted While the system addresses some necessary elements of
regulatmg the projects there are too many uncertamtles to attract necessary pnvate capital to
the projects

Weaknesses of the current system mclude, a cumbersome and non-comprehensive process,
questiOnable nghts of a lIcensee, lack of pnonty settmg, lmuted methods for resolvrng project
Issues An even larger problem is that the license holders nghts and responsibilities are not
clearly proVided by the lIcense The tenn of 7 years is too short There are also very lmuted
requtrements on the ltcensee, both for takmg actIon m constructmg the project and later m
project operatiOns There are no clear procedures for revokIng the license, wrnch leaves both
the developer and Government unprotected

Based on reView of Armerna's process and resource potentIal and the systems wrnch have
worked mother countnes, a proposed change to the hcensmg system has been developed The
proposed system is smular to the Urnted States system, however With less bureaucracy and a
shorter process

The proposed system would have the license Issued by the NatIonal Electnc COmnusSiOn,
wrnch would be established under the proposed Energy Law The NEC would have a
dedIcated staff to hydro power hcensmg and momtonng A process IS proposed where the
current multIple requrred approvals and petmlts from the Water Agency, Mirustry of Ecology,
NatiOnal Land Authonnes and the Hydro instItute would be combmed mto a smgle action and
license document The NEC would be responsible for recelvmg approvals and project
comments from each of these agenCies and would combme them mto the Issued document
The NEC would also have the responSIbility of resolvmg issues and making final decisIOns on
the lIcense condItions

The structure and status of the NEC will be defined m the new Energy Law However,
recommendanons mtrns report can be lffiplemented ma staged manner even before approval of
the law, With the NEC's hcensmg functiOns resIdmg mone ofthe mmlstnes tnltlally

Under trns proposal, the developer is requrred to find a power market for the project power
separately and acqurre the non-national land nghts for the project



1 Background

The Anneman electncal supply system IS m a state of rapid change Government and electncal
sub-sector reforms and restructunng have been taking place smce the gauung of mdependence

The pnvate sector IS bemg considered a major resource for the future electncal supply for
Armerua Wlthm the total county resource base, potentIal hydroelectnc developments are a
slgmficant sum PreVIous studies have Identmed as many as 300 projects whIch could provide
over 500 MW ofproJect capacIty

Despite the need for additIOnal generatmg capaCity, the eXistence of these resources and the
mterest of local and mtemational developers, the lfilplementatlOn of even the most econOmIC
projects has not progressed There are a number of mstitutlonai reasons for tills lack of
progress Many of these have been IdentIfied and addressed m other tasks of the overall
USAID program and other mtematlonal mISSIOnS and actiVIties Some ofthese Items mclude

InstItutIonal Uncertamty
Lack ofClear Pnvate Power Pohcles
Inadequate Legal Framework
Inadequate Regulatory Framework
Inadequate CommerCIal EnVIronment

Included mthe problems ofthe regulatory framework are the mherent problems mthe hcensmg
of hydroelectnc projects The current system proVIdes for hcensmg potentIal projects
However the hcense does not proVIde for any partIcularly clear nghts or responsIbilitIes of the
hcense holder The process IS cumbersome, WIthout clear hnes of responsIbility and authonty
Wlthm the Government to make deCISions It IS pOSSIble for a hcense holder to tie up a site for
a long penod oftlme, WIthout ever lIDtlatmg construction on the project

In early 1995, an analysIs of the current hcensmg process was completed WIth prehrnmary
suggestions on an alternatIve approach In October 1995, WSCUSSIOns were held With
mdlVlduals WithIn the MinIstry ofEnergy and as well WIth representatIves ofother Mmtstnes at
the Roundtable on Pnvate Power m October, 1995 A major tOPiC of consideratIOn was the
regulatIOn of pnvate sector hydropower projects The reasons for regulatIon and alternative
methods of regulatmg the projects were dIscussed at the roundtable Followmg the collectIOn
of tms mformatlon, the followmg recommendatIons for hcense process lfilprovement has been
formulated Certam Issues wmch must be deCided by the Armeruan deCISion makers are also
IdentIfied

2 The EXIsting System

Currently, a hcense for development, constructIon and operation of a hydroelectnc project IS
Issued by the Mtrustry ofEconomy The hcense IS hnuted m defimtlon, but has a seven year
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effective penod There are no mIlestones for the licensee to perfonn in constructmg the
project nor are there specmc obhgatlOns to do so

Over 300 hydroelectnc projects have been Identmed by AIUvIGUIDROPROJECT as part of
the master plan for project development Tlus plan covers most of the country and most water
courses where any sIZe development could be completed These projects are open for
development by any pnvate entIty at tlus tIme Other potentIal projects are also open for
development, however any other projects must not interfere WIth the national Master Plan
projects

The general process for the licensmg of projects under the current program IS shown in Figure
1 The follo\\ll11g general steps must be followed

a) After IdentificatIon of the project, the developer must reView the Master Plan of
ArmguidroProJect If the project has been identIfied and there is no license, the
developer can proceed to seek approvals from other authonties for submIttIng a
license request

b) Once the project is approved as conSIstent WIth the Master Plan, the developer can
proceed to the land owner to attempt to gam a prehmmary approval for use of the
project lands In many cases, the land owner will be a regional authonty

c) The project developer IS requrred to develop a prehmmary deSIgn of the facility Tlus
level of deSIgn IS SImpltstlC reqwnng only SImple diagrams and descnptions of the
output and operatIons parameters For projects in the Master Plan, most of the
mfonnation will be avatlable

d) The preltrnmary deSIgn IS then submItted for approval from four Mimstnes and
Governmental organIZatIons

1 Armenergo, ITpower IS to be sold to the gnd,
2 Mirustry ofAgnculture Water Agency for water use nghts
3 Mirustry ofEcology for envrrorunental approval
4 State COffiffilttee on Arclutecture for constructIon approval

e) Concurrently, the developer must secure the use of the land at the proposed site
through agreements With land owners

f) With approval from the four Governmental organtzations and regtonal authontles m
hand, the developer apphes to the Muustry ofEnergy and Fuel for Its approval

g) After approval by the Mlmstry of Energy and Fue~ the developer apphes to the
Mrustry ofEconomy, LIcensing Department for Issuance ofthe license



FIGURE 1: CURRENT LICENSING PROCESS
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After Issuance of the lIcense the lIcensee has 7 years of "nghts" to the project The lIcense
does not have performance or schedule rrulestones to meet m order to marntarn the lIcense It
does not have specIfic performance or comphance conditions It also does not state what the
nghts of the lIcense holder rrught be relatIve to sellmg or surrendenng the hcense, what
!labIlIties the holder may have and what wIll the be diSpositIon of the project at the end of the
lIcense

Includmg these functIonal shol1commgs of the actual I1cense, the process has a number of
weaknesses whIch will serve to mhIbIt the development of the hydroelectnc resources WIthIn
Armenta

a) The process IS cumbersome and can be hung up on a smgle approval from a particular
agency or mterest group There IS no opportumty to VIew the project comprehensively,
or for the mterested agencies to work together to complete an approval or work out
pOSSible problems With the project

b) The penod ofIIcensmg IS only seven years The actual lIfe of the facility should exceed
30 years, With moderate mamtenance Due to the capital mtensIve nature of
hydroelectnc proJects, payback of capital would take far longer than 7 years With
only 7 years to complete deSIgn, financmg, ConstructIon and comrrusslonmg, the project
could have as lIttle as 2 or 3 years remaInmg to operate for payback revenues TIns
Item alone makes pnvate development nearly lffipossIble Wlule there IS a pOSSibility of
renewal of the hcense, there IS no orderly manner to guarantee such renewal, allOWIng
for polItical or legal shIfts to change the entIre process

c) The actual hcense nghts are questIonable There IS no certamty what Wl1l happen after
expIratIOn years The lIcense could be acquIred by other partIes and land ownershIp,
water nghts and other elements could come together to make the project feasibility
questIOnable

d) The process IS not clear as to pnontles ofdevelopment Ifthere are several applIcants
for the same lIcense, who gaIns approval? Currently, It would appear that such nghts
would go to the development entIty who first gaIns land nghts However thIs mayor
may not be the best cntena for Issumg the lIcense Wlule land nghts may be the
pnonty to be set, some other cntena may be better establIshed

e) There IS lIttle transparency nor set scheduhng for the process The lIcensee has no
responslbilines to actually construct the project There are no rmlestones or conditIons
whIch must be met to mamtaIn the lIcense There are also no set Clfcumstances or
process specIfymg when or how the lIcense could be revoked ThIs proVIdes no
protectIon to either the Government nor the lIcense holder A developer could tie up a
site for seven years With no work done on It Further, the developer IS not protected
from havmg the lIcense revoked for unsuspectmg reasons
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f) There IS no proViSIon for morutonng the hcense to ensure developer comphance with
requrrements

3 Regulatory PhIlosophy

The reasons for regulatmg hydroelectnc projects drlfer between countnes based on the
ObjectIves of the regulatory legislatIon Some countnes use hydroelectnc power regulatIon to
control development, others use It to ensure comphance With enwonmental and safety
standards Generally, there are five ObjectIves whtch could be conSIdered of trnportance m
estabhslung a regulatory program for pnvate hydroelectnc projects Dependmg on the
trnportance ofeach ofthese ObjectIves placed by the decISIon makers for Armerua, the program
should do the follOWIng

a) ProVide a stable system for hcensees

The current system falls m this regard, as eVidenced by the weaknesses m the current
system descnbed above In order to enable and encourage Investment, the system must
proVide for clear and artIculate project nghts, for reasonable penods of ttrne The
mvestment In a hydroelectnc project requlfes a very large percentage of capItal m the
begmnmg WhIle operatIng costs are very low, compared to generatmg alternatIves, It
takes a relatIvely long penod of tIme to be repatd the ITIltIal mvestment, plus a
reasonable profit

b) Orderly Development

Most countnes regard overs and water resources as pubhc resources to be allocated In
a manner conSIstent WIth the pubhc mterest Further, most countnes have a lustory of
allocatmg the nghts for water for lffigation and other purposes Armerua has a very
long lustory of lffigatlon and contams some of the oldest water dIverSIon works m the
world

c) EnVlfonmental ProtectIon

ProtectIon of the enwonment IS an trnportant element m VIrtually all regulatory plans
The enwonmental aspects of the regulatIOns should ensure that Impacts are mmmuzed
and mIugated to the extent pOSSIble on

- People mthe project area and downstream
- RIver flows and aquatIC hfe
- Adjacent lands and WIldhfe

As some Impacts are unaVOIdable as any project Imposes change, some baSIS for
applymg sound envrronmental planrung and mItIgatIOn and malang final deCISIOns must
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be establIshed Some entity must be made responsible for Issumg a lIcense based on the
pnontles establIshed for balancmg competmg mterests and protectmg resources

d) Comprehensive Development ofResources

In countnes where hydroelectnc power IS an Important resource, It IS trnportant to
protect the development of the resource and ensure that comprehensive and efficient
development take place Competmg projects could be makmg use of the same
resource Development of a small project could ehnunate the possibility of developmg
a large and Important resource m the future Thus, the country has an mterest m
makIng sure a project IS consistent WIth a comprehensive development plan

e) Compatlblhty WIth other Water Resource Uses

WIule hydroelectnc projects do not consume water, certam operations or dIversiOns
could be mcompatible WIth other water resource users DIverSiOn of water or releases
dunng certam tImes of the year may be mconsIstent WIth agncultural uses or local
domestIc or mdustnal water supply needs These needs must be reconctled dunng the
ltcensmg process WIth clearly estabhshed operatmg rules for the hcensee spelled out

Currently, the Armeman system addresses some but not all of these aspects A reformed
process should be estabhshed, makIng active deCISions on the objectives ofthe program

4 Alternative Approaches

There are a number ofdIfferent methods to Implement a pnvate power hcensmg program No
two countnes have addressed the Issue 10 exactly the same method Further, most programs
have cont1Oual small changes to the program For example, the Umted States has had a
consistent regulatory body and set of laws and regulatIons m place smce the 1920's However
the system and rules have changed on numerous OCCasiOns These changes reacted to external
changes m conditIons, such as the changmg nature of the hydropower 1Odustry, focus on
envrronmental conditiOns and changmg responSIbilitIes of federal Government agenCIes The
changes dId not Impact eXIstIng lIcenses, only the IIcensmg process and lIcenses Issued m the
future

There are five alternatIve approaches dIscussed here WIth some examples of ddferent countnes
systems winch have been adopted, With the advent ofpnvate power

a) MultIple Penmttlng

Currently, the Armeman Hydropower regulatory system IS closest to a multiple permIttmg
system PenmsslOn IS reqUIred from three mmIstnes, the archttectural cOmmIttee, Armenergo
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and land owners pnor to requestmg the license from the MmJstl)' of Economy The hcense IS

granted only after all of these are completed The shortconungs of tills type of system are that
the developer IS workIng WIth a number of agencIes The agencIes have no method to resolve
dIfferences ofmterest or problems WIth the project There IS no balancmg of these mterests
Under a multiple pernuttmg system, each of the agencies with a regulatory mterest will act
mdependently, or only after the actIons of another agency The process can become protracted
and adds a very sigrull.cant nsk of pernuttmg faLlure to the developer ofa project

b) One Step Approval

Under a one-step approval, the hcensmg process IS handled pnrnanly by one lead agency The
hcense apphcant must proVide all mfonnatlOn to tlus agency and a smgle pernut or Ltcense IS

Issued for the project wluch takes mto account all of the concerns and condltlons wluch have
been successfully raised by the other agencies

The one step approval should not preclude the partIcIpatIon by all of the specIfic agency
mterests outside of the lead agency What It should do, IS move all of the outside agency
mterests mSlde of the hcensmg process The lead agency must consult WIth the other agencies
expertise regardmg water nghts, comprehensive planmng, enwonmental trnpacts, and safety
and stability ofthe project The lead agency will take these concerns and conditiOns and make
a deCISion as whether to license a project and what condItIOns shall be trnposed on the hcensee

c) Multl Stage Llcensmg

A system reqUlnng multi stages IS a lmear process that requrres a project developer to proceed
through several steps to gam final approval for a hcense The stages are usually at dIfferent
agencies and requITe the developer to gam approval from one agency to access another The
eXlstmg Armeman system IS also a multI stage system, as there IS a lmear process of gammg
approval of the project concept, then approvals from several agenCIes, then approval from the
Muustry of Energy and Fuels, then finally the hcense from the :M.irnstry of Economy Wlule
these stages allow for partICIpatIOn from the key agenCies, It IS vel)' cumbersome, ttrne
consummg and mefficlent, as aet10ns by regulatory agenCIes cannot be taken all at one ttrne

d) Comprehensive LicenseIPower Contract

Under tlus system, the grantmg ofa Ltcense also proVides the nghts to a power contract In the
reverse, the power contract would also proVide the developer WIth the nghts to construct the
project and utLltze the water for power generatmg purposes

Ifthere IS a smgle potentlal market for the power, tlus system also proVides the utility WIth the
capability of hnutmg and managmg the power which IS gomg to be avatlable to the system
Under a free market system or a system WIth multiple power purchasers, the market will



detenrune what projects WIll be constructed, as no power contracts will be available for less
competitive projects

e) Separate LlcenselPower Contract

Most countnes WIth pnvate hydroeleetnc power, have a separate systems of Governmental
regulation and utilIty power purchasmg However even m many of these countnes the utility
If natIOnally owned, has some mfluence on wmch projects and how much capacity IS gomg to
be hcensed and available for power purchasmg

AddltlOnally~ m some systems, havmg a power contract IS necessary to gam permIts, wlule m
others, havrng the permIts IS necessary before negotlatmg a power contract

5 Case Hlstones of Pnvate Hydropower Regulatory Systems

For the purposes of illustratIon, the systems m three dtfferent countnes are presented Each
system has a dtfferent process and set of approval elements There are advantages and
disadvantages m each system Each of the cases has some strnllanty to Armerua, m avatlability
ofresources and mstory ofutthty ownership and operatIons

There are elements of each system wInch may be attractive for Armema m refomnng the
hcensmg process

a) Umted States

In the Umted States, non-natIonal Government (non-federal) hydroelectnc projects are
almost all hcensed by a smgle body, the Federal Energy Regulatory COl111111SSIOn
(PERC) ThIs COmmission was estabhshed as the Federal Power COtnrnlSSIOn m the
1920's to be the hcensmg group for non-federal hydroelectnc projects Although there
have been changes, the FERC remams today as the pnmary hcensmg agency for such
projects

The hcensmg process at the FERC IS complex Although ongmally set up With the
authonty to be a smgle pernuttmg agency for hcensed hydro proJects, evolution of
envrronmentallaws has set up confhctmg authonty and multiple permlttmg m the past
20 years m the USA Ddficulty m permlttmg projects IS one slgmficant reason for the
dechne mhydroelectnc project development mthe US for the past decade

In strnphfied terms, the US system proVldes for a dual stage of lIcensmg A bnef flow
chart of the US system IS shown on Ftgure 2 As the requrrements for developmg a
hcense applIcatIon are qUlte ngorous, a developer may apply at ItS optIon for a
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Prelumnary Penmt The apphcation for a prehmmary penmt IS sImple and contams a
bnef descnption ofthe developer and the project The penrut IS reVIewed by the FERC
and eIther Issued or demed IfIssued the developer has the exclusIve nghts for filmg a
full hcense appltcatlOn before the FERC for a set ttme penod, eIther two or three
years

The Prelumnary Penmt concept allows the developer to perform the deSign and
envrronmental studies necessary to subrmt a hcense appltcatlon, Without concern of
losmg the site to possible competitors It: at the end of the perrmt time schedule, the
developer has faIled to subrmt a hcense apphcatIOll, the pertnlt exprres and the
developers nghts to the site are extmgUlshed

Dunng development of the hcense apphcatIOn, the developer must coordmate the
project plans With the mterested enVifonmental and land use agencies The agencIes
reVIew and comment on the plans These comments must be addressed m the hcense,
and subll1ltted as part ofthe Itcense appitcation

Dunng the reView of the hcense by the PERC, the apphcanon IS agam reViewed by the
agencIes Comments and concerns are subll1ltted m wntmg and the PERC drafts a
hcense With tenus and condItions, which requITe the developer to Construct and operate
the project m accordance With plans and agreed parameters

The hcense ISSUed by the PERC IS usually vahd for a penod of 30 to 50 years,
dependmg on clfcumstances

The US system IS suru1ar to a "one step" approval It has several advantages of a clear
process, a comprehensive federal permtt and clear Itcense condttlOns There IS also a
smgle agency who IS responsible for balancmg the power development mterests With
enVifonmental and water use mterests

The FERC system however have dtsadvantages In recent years, confhcts have ansen
which have comprorrused the one stop nature of the perrmttmg Some states and
certarn other federal agenCIes have receIved overlappmg authonty, sometlffies requmng
other pefllllts to be obtamed by the developer, which may be mconslstent With the
PERC hcense The process has also become extremely lengthy and adversartal and
very expensive for a developer to enter, particularly With a small project

The FERC process does not guarantee a market for the project power Wlule the need
for the project and the econOll1lCS of the project are reViewed by the PERC pnor to
hcense Issuance, the hcense does not guarantee any market for power It IS the
responsibility ofthe developer to find a market for the power and arrange contracts



FIGURE 2. UNITED STATES HYDRO LICENSING PROCESS
Federal Energy Regulatory Commission (FERC)
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b) Costa Rica

Costa RIca IS a country with lumted electncal generatmg resources outSide of
hydroelectnc power The electncal system developed as a nationally owned, monopoly
utilIty, ICE The utility constructed, owned and operated virtually all electncal
generatmg, transrrusslon and dlstnbutlOn !mes ill the country

In the late 1980's Costa RIca deCided to allow pnvate power mto the system Laws
were passed and a procedure With regulatIons was developed to allow pnvate
developers to construct and operate up to fifteen percent of the total national capaCIty,
ill the form ofsmall to medIUm sIZe hydroelectnc projects

The Costa Rican system IS a multi-stage system wlnch requIres the developer to
sequentially acqurre nghts and perrruts pnor to gammg a power contract from ICE
The process can be controlled by ICE m order to hmtt the amount of power to be
purchased ThIs also means that If the perrruts are obtamed, the developer will get a
power contract from ICE, under standard tenns and pnces IndiVidual projects were
hmtted to 20 MW

The first step m the process IS to gam a CertIficate of ElIgIbility Tlns IS Issued by the
utility, ICE The ElIgibility proVides the developer With the nghts to the site dunng the
time It takes to gam land nghts, perform envrronmental and feasibility studIes and
successfully acquIre the perrruts The applicatIOn for eligtbility is obtamed after
performmg pre-feasibility studies and showmg the project locatiOn, sIZe and generation
output

The next step m the process IS to acqurre the Envrronmental Perrrut, Issued by the
Muustry ofMines and the Envrronment (MIRENEM) Tlns IS a two stage procedure
The first stage is the subrruttal of technIcal data on the project and a first stage
envrronmental report MIRENEM returns comments on the project and the
envrronmental report, wlnch must be addressed m the second stage After successful
completIOn of the second stage, the MIRENEM Perrrut and the feasibility study are
subrmtted to ICE, for approval Ifthe report IS approved, ICE proVides a letter

The MIRENEM Perrrut and ICE feasibility study approval are then subrrutted to the
Water Concession authonty, SNE After reView, SNE prOVides a Concession for the
use ofthe water for a hmtted penod oftlffie, offifteen years

FollOWIng the SNE issuance, ICE will then negotiate a power contract With the
developer, under terms and condItIOns wlnch have been generally accepted as part of
the process



Tills system also has some advantages The process IS a clear one, although numerous
changes have taken place dunng ItS development Second, the process has time
constramts for the agencies and the developer to take action A tlurd advantage IS that
the developer knows that after the process IS complete, that the project wLlI have a
power contract at certain tanffs and conditions ThIs means that commercial and
operatmg conditIOns are known, ehmmatmg another layer of nsk from the developer
and encouragmg mvestment mthe process

The system also has disadvantages The process does not always work as stated A
large disadvantage IS that there are multiple steps at dIfferent agencies Wlule a !mear
process, any delay at any pomt will hold up the whole project Tlurd, the process has
become very lengthy Fmally, there are a lImIted amount of projects allowed for
development Some developers who do not have the resources to carry a project
through the process can tie up space and allowable capaCIty for a project that will not
be buIlt
The Costa RIca system has been a success, m that a number of projects have achieved
financial closmg, and are either m operatIOn or construction

c) PakIstan

PakIstan IS a country With consIderable hydroe1ectnc resources which were hIstoncally
developed by the Water and Power Development Agency (WAPDA), a natIOnal utility
PakIstan deCided several years ago, to pursue pnvate power for most of Its future

resources In order to enhance development, a Pnvate Power and Infrastructure Board
was estabhshed TIns Board has coordmated and wntten poliCies for the development
of hydroelectnc resources m the pnvate sector The Board was ongmally established
to be a one stop approval agency, who would coordmate With WAPDA and local
authonties before grantmg project nghts In the development of the hydro pohey, local
authonties have become more mvolved mthe process

In order to secure project nghts, a developer must apply to a provrnCIal power board
for a project If the apphcation IS accepted, the ProvmCIal Board Issues a Letter of
Interest ThIs gives the developer the nghts to perform studIes and prepare plans for
later approval A fixed penod oftune IS set by the LOI Upon submIttal and approval
ofthe plans, a Letter of Support IS Issued by the ProvmClal Board The developer then
goes to the Pnvate Power and Infrastructure Board for an ImplementatIon Agreement
and Power Purchase Contract

The land nghts must be secured at the local level An enwomnental approval must
also be secured, however the procedure for this approval IS not well defined

The process estabhshed by PakIstan IS somewhat new and ]S still evolvmg It has some
advantages m that standard agreements have been estabhshed and the value of power
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for the project IS known However, certaIn problems In the polIcy have lmuted the
mternatiOnal commuruty response In developIng needed projects to date These Include
major uncertamty between the ProVInCIal Governments and the Pnvate Power and
Infrastructure Board and the finn knowledge that a power contract will be obtamed IT
all studIes and desIgn plans are completed

6 Recommended Regulatory Changes for Armema

Based on the IdentIfied weaknesses and successful elements of other pnvate hydropower
development polICIes, a program to change the eXIstmg Armeruan process IS recommended
The program IS Intended to prOVIde the Armeruan Government WIth an appropnate level of
regulatIon, WIthout placmg an undue burden on developers It also will proVIde developers
WIth a known, clear process to follow and establIsh nghts and responsIbilitIes oflIcense holders

The regulatory aspects of the proposed plan would Include regulatIon at the natIOnal level of

Use ofNatIOnal Lands
Water Use RIghts
EnVlfonmental ProtectIon
PublIc Safety
ComprehensIve Development

The proposed process would have a s10gle Issu10g agency for a hydropower lIcense at the
NatIOnal level ThIs agency Ideally would be the NatIonal Energy Comnussion (NEC)
currently proposed 10 draft legIslatIon The NEC would have a small staff who admmIster the
hydroelectnc IIcens10g program, WIth the actual Board members makmg final IIcens10g
deCISIons and Issu10g or denyIng the lIcense The NEC, aetmg through ItS statI: would have
the responsIbility of seekIng approval from key Mnustnes and resolvmg 1Oter-1T1ID1stenalIssues

The structure will be deSIgned to streamhne bureaucratIc procedures and establIsh a
predIctable, transparent and structured IIcens10g process The elements of the proposed plan
are detaJ.1ed 10 the followmg sub SectIOns

a) Process

Under the proposed IIcens10g scheme, the process would be two stage, WIth a one stop,
comprehensIve lIcense applIcatIon at the NatIOnal level The two stage process would be
sImllar to the US system The process IS summanzed In FIgure 3 The first stage would be a
pre1Immary lIcense, WIth the second a lIcense for constructIOn and operatIOn

The first stage ofPrehrnmary LIcense would be optIonal to the developer It would Involve a
SImple and summary applIcatIon to the NEC winch Identifies the project, the land owners and
the developer The NEC would reVIew the project proposal, notIfY the land owners and check
WIth the plans for the project or the Impact on the ComprehensIve Plan WIth ArmguIdroproJect

I
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If the project IS consistent Wlth the uses and the developer meets any cntena estab~shed by the
NEC the developer would be Issued a one year prelmunary license Tlus lIcense would simply
establish nghts to the site for the applicant to develop the data necessary to file an applIcation
for licensmg For small and slffiple projects, the developer may not file for the prelumnary
lIcense as the mvestment of money and tune for lIcense preparatIOn would be small Small
projects would be those approXImately 5 MW or less and/or those projects where the pnmary
facilitIes are constructed

Whether actmg under a prelurunary license or not, the developer would need to develop a
license applicatIOn for theIr project m accordance WIth standards set by the NEC The
applIcant!developer would need to proVIde a deSIgn for the project and also address a number
ofIssues wluch are currently addressed by the multiple agencies who must approve the project
Pnor to subrrutt10g the applicatIon, the applicant/developer would proVIde copies of the

application to appropnate rrurustnes or agenCIes for comment for a penod of 45 days The
appropnate comment1Og agency would be reqUIred to wnte a return letter statmg theIr
comments and/or ObjectIOns to the project The applicant would need to address these
comments 10 the final license applicatIon

The agenCIes to receIve the applicatIOn would be the folloWIng, WIth specrfic areas ofexpertise

Mirustry of Ecology - comment on enVIronmental unpacts of the project and
recommend measures for rmtigatIOn or changes to the project to rrururruze rrnpacts,
mcludmg land, water, human and archeolOgical

Muustry of Agnculture - Water Agency reVIew to msure consistency WIth eXlstmg
water nghts and other uses

Munster of Energy and Fuels - Consult With comprehensive plan for consistency of
project With natIonal resource uses

Regional CouncJ..1 - Comment on avaJ..1ability of land and land use where NatIonally
owned lands mvolved

NEC Staff- Safety and stability ofunpoundment features

MinIster of Economy - Impacts on the economy, need for the project and econormc
development

It IS antIcipated that the process for license applIcatIOn development would take approxunately
2 to 6 months If large projects mvolvmg large reservOIrS are Involved 10 the project, a longer
tune penod of plannmg and license preparatIon may be necessary
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Upon subnuttal of the lIcense applIcation, the NEe staff would reVIew the applIcation and
coordInate It with the appropnate agenCIes These agencies would then subnut their final
comments approval or recommendatIon for lIcense dental, and proposed lIcense conditIons If
It IS recommended that the project be derued, reasons for derual and changes to the plan wluch
would make the project acceptable would be requIred ReVIews and recommendatIOns would
be requIred from the agenCIes WIthIn 60 days



FIGURE 3: PROPOSED LICENSING PROCESS FOR ARMENIA
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After receipt of the comments, the NEe staff will present the comments to the apphcant and
allow a response to these comments At tlus pomt, the developer may decide to change the
project somewhat to respond to agency concerns

The NEe would be requITed to address the agency concerns mthe lIcense conditIOns It would
have the authonty to balance the competmg resource uses, however could not ovemde eXlstmg
water nghts at other projects, contltctmg land use Issues or a findmg of unacceptable

envrronmental lffipacts If a project were found to be unacceptable, the NEC staff could
negotIate between developer and the agencIes to find an acceptable alternatIve plan to develop
the SIte

Upon the completIon of the process, the NEC would either Issue or deny the lIcense It IS
estlffiated that the process for lIcensmg of a typICal project should take about 4 to 8 months,
larger and complex projects would take longer This tIme would be consumed by NEC staff
reView, clfcuiatlon to agencIes, reView and comment, establIshmg lIcense tenns and
connrussion actIon on the lIcense

b) License Contents

The lIcense to be Issued would have clear terms and condItIOns for the hcensee The terms and
conditIOns would address the followmg Items, at a IlllI111llum

1 Tenn - The term ofthe lIcense should be for a rnmtrnum of20 years or the expected
hfe of the facility Seven years IS not suffiCIent to perform final deSIgn, arrange
financmg, complete constructIOn and operate the project for a suffiCIent tIme to
recapture the project mvestment

2 RIghts ofthe lIcensee - The nghts proVided by the lIcense would mclude, the use of
natIonal lands, the nghts to dIvert water, the nght to construct and operate the project
ill accordance With the approved plans for a fixed penod of tlnle It also would state
the remammg nghts ofownershIp ofthe lIcensee after expIratIon ofthe lIcense

3 ResponsIbilitIes ofthe lIcensee - The hcensee would be responsIble for meetmg the
condItIons of the lIcense dunng constructIOn and operatIOn, mc1udmg envrronmental
restnctIOns, contInued operatIons and mamtenance of the proJect, mamtenance of
project features (partIcularly dams and penstocks) to mamtam publIc safety, and
nnlestone schedules Should the NEC decIde that a lIcense should be denIed, the basIS
for delllal will be ISSUed to the applIcant The agenCIes obJectmg to the project WI1l be
IdentIfied and any changes whIch could be made to the project to make It acceptable
will be IdentIfied

c) Development Mtlestones



The license would be condItloned on the meetmg of certam ITI1lestones m the development of
the project These would be requITed to be met so that the site IS not Idle for many years due to
the licensmg by a party not capable ofcompletmg development

License Mtlestones would mclude

1 IrutIatIon of construction WithIn 2 years of Issuance of the lIcense ConstructIOn
start would be defined as substantIal new CIvIl work on the proposed site or fabncatIOn
ofeqUIpment

2 CompletIon ofconstructIOn maccordance With a schedule m the lIcense The actual
schedule would be project specIfic

3 Contmued operatIons dunng the lIfe of the lIcense If normal operatIOns are
stopped or the project IS abandoned, the lIcense can be revoked by the NEC

These mIlestones would be momtored by the NEC staf( who would recommend revocatIOn of
the lIcense tfthe schedules are not met as specIfied

d) RegulatiOns

The NEC would establIsh a set of regulatIOns for the lIcensmg of hydroelectnc projects The
regulatIons would establIsh tlus functIon of the COmmISSion and would address the detal1s of
the process, the contents ofthe lIcense applIcatIon and procedures for ImplementatIon

The procedures would mclude

1 Fl1mg procedures mcludmg settmg pnontles for competmg applIcatIons, fees for
filmg, the process for filing

2 DefinItIon of who may file an applIcatIOn, mcludmg CItIZens, corporatIOns, utilitIes
or other legal entItIes, as appropnate

3 A method for addressmg defiCIent InformatIOn mthe lIcense applIcatIon

4 Clear procedures for the processmg, coordmation and actIon on lIcense applIcatIons,
mcludmg tIme schedules for the NEC and agenCies

5 Clear procedures for lIcense transfers, termmahon or revocatIon

6 Dam safety reVIew procedures for water Impoundment or conveyance structures
that could effect publIc safety
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7 A fee schedule for lIcensmg and annual charges

e) NEC Structure and Staff and Fmancmg the Program

The NEC would establtsh a hydroelectnc diViSIon who would be responsible for the
admrrustration of the program The staff would be responsible for admrrustratlOn of the
IIcensmg progrCll11, complIance ofoperatmg projects With lIcense condItions, and ongomg safety
and stability ofprojects features

It would be expected that the NEC staff assIgned to hydro lIcensmg would be small, untIl many
projects had been lIcensed and moved forward to constructIon The staffwould be prod for by
fees prod by the hcensees A fee would be prod at hcensmg upon acceptance of the lIcense and
an annual charge would he made agmnst operatmg hcensees The total of these fees would be
deSigned to cover the costs ofadrrumstenng the program In the first years, untIl many projects
and some large projects were operatmg, the staff support would need to be subSidIZed by the
Government

The staff would need a few expenenced and trmned mdlVIduals who could perform a number
of tasks, mcludmg coordmatmg and negotlatmg With the developers and agenCIes, mspectmg
the projects to deterrnme constructiOn status and comphance With plans, perforrnmg safety
mspectlons, or arrangmg for safety InspectiOns to be made

Irutlally, only one or two mdlVIduais would be asSigned to the hydropower staff: untIl suffiCIent
actIVity developed to warrant addltlonal staff Key expertise m envrronmental, plannmg and
engmeenng would be proVided by other Munstnes as appropnate

7 Recommended License ApplIcation Contents

In order for the NEC and other agencies and Mirustnes to evaluate and act on the project
lIcense applIcatiOn, the followmg mformatiOn IS recommended to be mcluded

a Apphcant/Developer Informatlon
Rights to the Site - Prehrmnary License
Legal Status ofthe Apphcant
FmanClai mformatlon on the ApplIcant
Quahficatlons ofthe Apphcant and development team

b Techmcal InformatlOn
Project descnptlon
Project feasibility level drawmgs, mcludmg all facilitIes
Project lands With owners IdentIfied



EstablIshed nghts to lands
Project capacity and output
DescnptlOn of the project area

PopulatiOn, access and eXIstmg facilities
GeologIc consideratiOns
Hydrology detatls

Construction schedule
Plans for future development

c Envrronrnental InformatiOn
Local land and water descnption
Quahty ofthe landscape
Local human envrronment
Local archeolOgIcal resources
Drrect and mdrrect lffipacts ofthe project

Posillve Impacts
Negative unpacts

Plans to aVOid or tnltlgate negative Impacts
Alternate site development plans

d Feasibility and Fmancmg Information
Costs ofthe Project - Constructlon and OperatiOns
Expected revenues from operations
Method ofrmsmg funds - sources
PrehtnInary financmg mformatlon
Likely buyer and value ofpower
Fmanc]al capabilities ofowner

8 Remammg Issues

The proposed plan prOVides Arrnema With a framework to address the weaknesses m ItS
eXIstIng lIcensmg program It addresses the problems WIth the eXlstlng lIcenses, lack of
transparency and clanty m the eXlstmg process and will prOVide the Government and pnvate
developer With a clear understandmg ofthe nghts and responsibilities ofthe parties

Tills proposed plan does not proVide the lIcense holder the nghts to a power contract or the
nght to demand a sale of power to any party It leaves the problem of marketability of the
power to the developer to solve As Arrnenergo ]S bemg changed from a national eleetncal
monopoly, it may be forced to compete WIth other supply ent1t1es and therefore may not be
forced WIth purchasmg power willch may not fit its plans However, If Arrnema wants to
encourage small power producers, it may want to add some guaranteed contract and pnce
packages/concessions m the process In most developmg econotnles, such a contract
expectatiOn IS necessary to attract mternational developers mto the country
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The plan also does not account for the acqUlsltlOn of land nghts from pnvate land holders If a
large project IS proposed wluch would requIre the purchase of land from many mdlVlduals, a
smgle mdlVldual could hold up the project by refusmg to sell The pnonty of these land nghts
15 not addressed In tills plan The plan leaves the Issue of acqUlsltlon of pnvate land nghts to
the developer With the national land nghts Issued With the ltcense

Fmally, the proposed plan will take some work to develop the clanficatlOn of authonty of the
NEe and the eXIstmg agencies mcludmg the Mnustnes of Agnculture, Ecology and
EconoIlllcs


