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1. INTRODUCTION

1.1 Power Sector Policy Statement

The power sector in Lao PDR occupies a pivotal place in GOL's strategy to
advance economic and social development. To this end, Ministry of Industry &
Handicrafts (MIH) published a "Power Sector Policy Statement" in March, 2001, in
which four policy priorities were set out. These are:

(i} maintain and expand an affordable, reliable and sustainable electricity
supply in Lao PDR to promote economic and social development;

(ii) promote power generation for export to provide revenues to meet GOL
development objectives;

(iii) develop and enhance the legal and regulatory framework to effectively
direct and facilitate power sector development; and

(ivy  Strengthen institutions and institutional structures to clarify responsibilities,
strengthen commercial functions and streamline administration.

However, the Power Sector Policy Statement provides neither an implementation
plan, nor a timetable for achieving the Statement’s objectives. This task was set
aside for consideration by senior sector participants at a workshop to be convened
specifically for this purpose.
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1.2  Workshop on Options for Reform

With the support of the Public Private Infrastructure Advisory Facility (PPIAF), the
workshop on Options for Power Sector Reform was held in Vientiane on 4" and 5™
of November 2002.

The workshop discussions were consensual on a range of reform options and
actions to be taken to achieve the power sector priorities. However, a divergence
of views remained on some matters, indicating a need for further consultation on
the means of achieving policy objectives in these areas.

The Power Sector Policy Statement, together with input received from participants
during the workshop, provides the platform for formulating the Power Sector Policy
Implementation Plan provided in Section 3 and the Appendix to this paper.

2. NEXT STEPS
2.1 General

On the basis of the four stated policy priorities, GOL has identified three impact
areas for immediate action: (i) complete the commercialization of EdL, (ii} expand
electrification, and (iit} improve the IPP enabling environment. The next steps to
be taken in furthering these goals and other GOL objectives as set out in the
Power Sector Policy Statement were discussed at the workshop on Options for
Power Sector Reform.

Proposed next steps to achieve GOL'’s policy objectives are:

. Complete the Power Sector Policy Implementation Plan based on the
consensus reached on many issues at the workshop. The draft Power Sector
Policy Implementation Plan is provided in Section 3 and the Appendix to this
paper. lts finalization will mark the achievement of this step.

. Establish a Steering Committee with representation from GOL ministries and
agencies with an interest in the power sector. The Steering Committee will
be charged with the responsibility for overseeing and coordinating activities
related to the implementation of the Power Sector Policy Implementation
Plan(my observation: now the Lao Electric Power Coordinating Committee is
under Lao National Committee for Energy. This Committee comprised of
Line Ministries concerned for Energy and nominees member for this
committee are Directors/Deputy Director level. | hope that this committee
could be taken place and do an oversee responses for this activities).

. Put into effect the proposals set out in the Power Sector Policy
Implementation Plan. Workshop participants agreed that the following key
activities should be undertaken:

i. Continue EdL's national grid expansion, where economically feasible.

ii.  Putthe Environmental Management Standards into effect.

ii.  Enhance power trade with GMS countries.
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iv.  Fully separate EdL's accounts from government accounts.

. GOL, EdL, the donor community and other stakeholders to consult and
resolve those issues for which consensus was not reached at the workshop.
The principal issues in this respect are:

i. Tariff policy within Edl’s tariff grids, including the role, if any, of a
regulator in setting tariffs;

ii. Implementation models for rural electrification tailored to the separate
and distinctive characteristics of main grid extension and off-grid
projects. Issues in this respect include the part to be played by the
private sector and the role of special funds in promoting off-grid and
grid extension projects;

iii. Financing development of the EdL system, particularly generation
projects;

iv.  Procedures for awarding IPP concessions.

These issues are outlined below,

Tariff Policy for EdL Grids
The workshop considered the need to complete the commercialization of EdL to:

. relieve the state of the financial burden EdL currently imposes and free up
|PP dividends for other GOL priorities, and

. facilitate the mobilization of private finance for power projects.

The central interest in this respect was tariff policy within EdL grids. Discussion
centered on two primary issues:

(i) The merit of cost-recovery tariffs with minimal or no cross subsidies and
the timing of the introduction of such a tariff, and

(il = The most appropriate agency to set the tariff.

In relation to the first of these issues, there was general agreement on the
desirability of cost-recovery principles in tariff-setting but contrary views were
expressed about the timing of such a target due to concerns about the social
consequences of a higher tariff. 1t was accepted that cross subsidies within the
tariff structure could in the short term ameliorate the harsher effects of the
transition to cost-recovery tariffs. ‘

The follbwing steps are proposed:

. A study is commissioned to: (a) establish the real cost of electricity in EdL’s
grids; (b) assess the socio-economic impacts of increasing tariffs; and (c)
“propose tariff strategies that would reconcile social and economic priorities in
pursuing the cost-recovery objective. Based on consideration of the study’s
findings, a target date for achieving cost-recovery would be nominated.

Power Sector Policy Implementation Plan
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. Clear and objective tariff setfing rules are drafted in respect of: (a) the period
during which the tariff is transitioning to full cost-recovery levels, and (b) the
period thereafter during which the tariff is to be maintained at cost-recovery
levels '

. An economically viable and socially equitable policy on subsidies between
customer categories is developed aimed at temporary and declining
protection of the needy from the harsher effects of a cost-recovery tariff.

) Ways of shielding EdL from the negative commercial effects of rural
electrification programs are explored. This could involve a possible role of a
Rural Electrification Fund in compensating EdL for below-cost or “lifeline”
sales of electricity.

. The experience of other countries with public awareness programs is
assessed to determine whether similar programs could play a part in gaining
acceptance of higher tariffs in Lao PDR.

The second issue concerns responsibility for tariff-setting. There was a lack of
agreement among workshop participants on the most appropriate agency for

- determining the tariff. The advantages and disadvantages of an independent

regulator were debated. Several tariff-setting models were considered but no
consensus was reached on the point. Under the Decree on Implementation of
Electricity Law Na: 157/NA (2002) responsibility for tariff setting resides the Ministry
of Industry and Handicrafts in coordination with the Ministry of Finance.

A process for furthering this issue is proposed: after evaluating tariff and
regulatory options, a paper or report is prepared that outlines the options and
makes recommendations that could then be considered at a workshop.

23 Implementation Models for Rural Electrification
Electrification is a high GOL priority. Various public and private sector models for
establishing grid extension and off-grid rural electrification schemes were
discussed at the workshop with general agreement on a number of points,
including:
. The economic and social importance of expanding the supply of electricity to
currently unserved areas of Lao PDR;
. The need to insulate Edl. from negative commercial effects of rural
electrification schemes;
. The potential for the private sector to play a beneficial role in both grid
extension and off-grid rural electrification schemes;
In order to move forward from these general agreements it is proposed that studies
are carried out on options for rural electrification, with grid extension and off-grid
being treated separately, and to undertake in each case the following four steps:
1.  Formulate options and procedures;
Power Sector Policy Implementation Plan . Page 4
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2.  Hold an initial mesting/workshop for key government officials and advisers,
acting as a study working group, to discuss the options and procedures;

3. Conduct a working group review of the options and procedures;

4. Hold a second meeting/workshop to collate comments and publish the
results of the study.

The off-grid and grid extension studies would separately examine:

. Implementation models for off-grid and grid extension schemes to ensure:
— technical and commercial sustainability through effective incentives;
- equal access to the market for existing providers and new entrants;
- competitive processes where appropriate.

. System of licensing of enterprises providing off-grid and grid extension
services. '

. Consumer willingness to pay and tariff setting within off-grid and grid
extension supply areas.

. Role and structure of subsidies in: (i) making off-grid and grid extension
projects commercially viable, affordable and durable, and (ii) shielding EdL
from adverse commercial effects of the schemes.

. Establishment and operation of an Rural Electrification Fund and Off-Grid
Fund including sources of funding, allocation and application of money for
off-grid and grid extension projects, subsidy delivery mechanisms, triggers
for disbursement of funds, accounting and auditing rules, efc.

. Economic and social consequences of rural electrification within target areas;

24 Financing of EdL System Development

The EdL System is in the process of maturing. Finance for expansion of
generation, transmission and distribution has traditionally been provided by
multilateral and bilateral agencies through soft loans and grants. With annual
growth rates now coming off a higher base, capital requirements are increasing at
a time when the power sector’s traditional lenders are re-focusing their programs
on other sectors.

Generation, perceived by the donor community as intrinsically commercial, has lost
support and is to ook to the private sector. However, in Lao PDR as in many other
countries, international investors and lenders have lost appetite for the market for a
variety of reasons including weak local capital markets, high country risks and non-
creditworthy utility. “Stop-gap” deals are bridging the finance shortfall in the short
term but a practical longer term financing policy is needed based on transparency
and competition.

This quandary was discussed at the workshop without final resolution. It points to
a need for policy based on an analysis of the infrastructure investment finance
market. Competition for the investment dollar is global and intense, and packaging
of projects for the market is an aspect of policy that warrants attention. A study

Power Sector Policy Implementation Plan . Page 5
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could be conducted to analyze private sector financing of domestic generation and
to prepare a project for solicitation. The study would look generally at:

Project selection - lssues relevant to selection of domestic IPP projects may

include:

- capital requirements (small projects financeable in regional currencies
versus larger projects with economies of scale);

- project risk matrix (low manageable risks including proven hydrology);

- project preparation and studies {public sector versus private sector
responsibility for project preparation);

Power market - A market analysis might examine:

- system requirements {e.g. MW, annual GWh, location, seasonal
generation characteristics)

— potential for selling surplus energy into neighboring markets;

- scope for diversifying payment risk by selling to two or more power
purchasers (direct sales, sales to neighboring countries, etc.).

Financing modalities — Project finance might be mobilized under a traditional
BOT modality or through some form of public-private partnership to reduce
the private sector’s capital and risk burden.

Loan security and enhancement arrangements - An important issue in
mobilizing finance for domestic generation in Lao PDR is the extent to which
multilateral, bilateral and export credit agencies would participate through a
co-financing arrangement, by providing political risk cover or through loan
enhancements instruments.

Solicitation strategy - If developers are to assume completion and operating
risks, much needs to be known about a hydropower project prior to inviting
expressions of interest. Detailed investigations and studies are needed to
enable a developer to quantify risks associated with hydrology, ground
conditions and the environment. A solicitation strategy must recognize
developers’ concerns and constraints. Issues to be considered include:

- Method of solicitation — solicitation of proposals may be competitive or
non-competitive depending on project characteristics. Where direct
negotiation is used, conditions should be imposed to ensure a
satisfactory outcome;

- Preparing projects for solicitation — e.g. preparation of studies,
investigations, model documents (concession, PPA, EMP, etc.) and
source of funding for such front-end activities;

- Market warming strategy to allay lender concerns with Lao country
risks. -

2.5 IPP Export Program

The status and future of the Lao IPP export program attracted considerable
comment from workshop participants, prominent issues including:

Power Sector Policy Implementation Plan ] Page 6
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. Rationalization of inactive mandates - In the wake of the Asian financial
crisis it became clear that a large number of MOU holders and
concessionaires lack the experience, reputation, substance and access to
capital needed in today’s market to fulfill the terms of their agreements with
GOL. These agreements need to be annulled for several reasons:

- to avoid further unproductive distraction;

- to allow the substitution of more suitable developers or to release the
project areas for other economic purposes;

- to restore credibility of GOL in the eyes of international investors and
lenders.

GOL has initiated a process for achieving this but may require specialist
advice and assistance to disengage where mandates have legal force.

. Enabling framework — Broad policy aspects relevant to private sector
participation should be resolved and the enabling framework improved in line
with policy. Actions include amendment of the Electricity Law and other .
relevant laws and preparation of regulations to give practical effect to the
legislation.

. IPP implementation procedures — If reputable investors are to be attracted to
projects in Lao PDR, an orderly and transparent process for awarding IPP
licenses is needed. This issue has been addressed in recent World Bank
and ADB studies. Perceptions in international capital markets left by the
arbitrary award processes employed in the nineties need to be countered.
The workshop focused on the following aspects:

- Development of uniform models of project agreements (concessions
and PPAs) to use as starting points in negotiations with developers.

- Whether competitive bidding should be used to award Lao export
hydropower licenses and, where such an approach is inappropriate,
what requirements and procedures are needed for directly negotiated
awards.

. Single agency responsibility for issuing IPP licenses - Investors prefer to be
insulated from the myriad of agencies involved in approving an IPP license.
GOL needs to establish a single point of contact — a “one-stop shop” — with
the technical knowledge and authority to coordinate between agencies in
processing IPP applications and submissions.

. GOL shareholding in IPP projects — Issues considered in the workshop
included:

- whether GOL should invest in project companies and, if so, under what
circumstances and how much should GOL invest;

- whether to separate Edl’s utility operations from its investor role so
that its performance in each area can be gauged or, alternatively, to
select or create another agency to manage GOL’s IPP investments;

Power Sector Policy Implementation Plan ) Page 7
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- how to structure procedures to ensure dividends are transparently
applied to social development and poverty alleviation.

3. IMPLEMENTATION PLAN

The plan for implementing GOL’s Power Sector Policy is set out in the Appendix to
this paper.

The Implementation Plan will serve to coordinate initiatives for strengthening the
power sector. It sets out GOL’s policies and objectives, and the implementation
steps to be taken to achieve the objectives. The plan also provides a timetable for
completing the implementation steps and identifies the agencies responsible for
planning and executing each of them. Sources of funding are proposed.

For each implementation step, the responsible executing agency will carry out
detailed planning to determine the optimum approach, resources required and a
schedule for meeting the completion date. Executing agencies should identify any
assistance it might need in carrying out the implementation steps.

Power Sector Policy Implementation Plan ) Page 8
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