1.3 Benefits of competition

Competition creates incentives for market participants to achieve.
> lower costs.— good management and, cost contro| systems
. higher efficiencies — e.g. quick to embrace new technologies
. better service

1.4 Ease of introducing Competition:

e« Depends on the physical characteristics of the industry and the ease
wiith which entrants can be encouraged to participate and compete.

. If "sunk” costs and economies of scale are not important,
competition is easy {o introduce. Free entry can be allowed without
regulation (example: taxi industry).

. In network industries (e.g. electricity, water, telecoms), sunk costs
and economies of scale are important and this complicates the
tintroduction of competition.

1.5 Competition in Network Industries:

¢« As network industries are opened up to the private sector and to
competition, regulation is needed to controf the behavior of
participants. Forinstance;

« - |tis not efficient or practical to allow two or more networks -
need to ensure open access to the network.

. The markets are dominated by only a few participants — not
enough to ensure competition. Therefore there is a need to
control anti-competitive behavior.

. In the power sector, how best to stimulate competition”? One solution
.is unbundling generation, transmission, creating multiple generation
entities and retail entities allowing competition between generation
entities and between retail entities.

° Such solutions need a market that is large enough. In Lao PDR,
unbundling would result in too few generation entities competing
within each of the principal load centers. Where then can
competition be encouraged in Lao PDR? We will look at this
guestion later.

PPIAF - Workshop on Power Sector Reform 0. Mayo, Meritec
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problams, the Government and ADB will agree on appropriate maasires to ensure hat the project
objectives are mat ae envisaged, n additfon to reqular woviews, tha Govenwnent, AUR and NDF
will inirtly Lndes take a dedailad midbterm reviav of 1hn Projo-d affer teo yenes of irspleinentation or
azlier if necossary, principally when the Projed faees amjor difficolies that oy ihreaten the
project objectives, The midlerm revisw will aopreize the poinct scope, cost esilimatps,
mnpletnzntation ssrangements, ntmber of connsclions, compliancse with loan covenants, and
iddentily any izztues 10 be addrassod to iImprove project i {3

4 and sustginability, The Government,
ADE and MOF will jointly decide on any changes necded iy ihe design and implementadion of the
Hroject.

£, il 'a Financlal Perfonmance

a3, Tha Mizsion reviewed the implementation ctatus of tha Finansial Hecovery Plan (FRP),
dralt 20102 finencial rescls, and the rovised finsncial peoiactions, Bassd on ibls review, i
appears that the FRP reasives and transdntjon of othey 2002 Hhepoia) rengaciions has resuliad
in a mare steble financizd position for Edl. This postiioe ahould allow Fddl, operalions to be
cfitabla and zustainable for the next several veurs, and Hdi, prolections estimale that iU wifl
imeel s losp covenards from FYOR-FY09 based on the amroved 2001 invesiment plan.
Despile this optimisin, ADRE remains concemed aboul the growing accounts receivable problem
with the Government,

a4, Phpmciad Recovery Pl Whille most of s FIRD ves opdeinamiad in 2001, e study on
Hra revatoation of fixed assets was ondetiaker in 20000 Al prescoietion of the drait resulls @ia
workshop in Snplamber 2002, the consuliant final report of e revaluation study was submiticd in
Novembar 2002, The Mission was given a copy of a lstier in which MOF has officially accepted
fe revaluation results end approved its implementalions ey Gl Edi is cwrrently complating
Iremzlation of s revalued results into the 2002 financal siatoiments, The revaiuation results were
muelt greater han forecast by Fdl or s Jendsrs, with ot revalnng assets being soven imos
greater than historical cosls,  Thorefore, as shovar in the deafl 2002 finondal staisinents, the
increase in nat fivad asseis and subsequent revaluation sieplus has significanily incressed BEdi's
assel and equity base and will perinit EdL i meet its dobi io-cquily covenant for the fhst time in
raany years. The Mission commended the Governmeand o iis dilipent implemantation of the FRIP
fo date. The Government agreed to cordinue to implamcnt all ongoing aspecis of the FRP,
specificaly retall tanff ingeases through 2005 and furthar ravisions of Hs P ower D evelopment
Flan. '

36, CTEEN Rotinanchig Procesds, Wiille not anticipated during the agroement on FRP, ths
Theun-ilinboun 1efinanciag and subsequant proceeds $35 milion) have also had o posilive
irpact cn BEdL’s financial position. Although MO reguiresd Hdb o it the prosesds prior o a
final daciston being madse on s vas, the Mission waos infonn:d el @ proposal has basn made o
fully redive 833 million of culstanding EdL loans with MOEF fom e proceeds (fo fully rellre two
refent INA loans and pardally refire one relent ADI loan). While the Mission pointed out that the
salection of these relent toans did not follow a typical Tinancia! procedure 10 assure medivism
financial Lenafil, ADB cindorses the final proposal to redire the proposcd 533 milion of Bdl
liabilities with MOF., ADB's agreament is made under the stipulation that tere will be no eanly
repaymant by GOL of any loans with IDA, ADB or other lender. MOF and Edl. acknowledged this
endorsernant and explicit condition. '

36. ol Non-Chparafiag Incoige. The Mission also raised tha issue of futwre THPC dividends
and their teattnent by Bdl.  ADB stressed thal as fong as Edb continves to be the THPC
sharehotder of record, then Edl's Board of Directors refalis the final dedision on how future
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2. BEST PRACTICE FEATURES OF COMPETITION

2.1 Critical success factors for competition

Six critical factors are identified for promoting a more competitive sector:

i Transparency of process
ii Competitiveness of bids
it Appropriate management of risk

iv Returns commensurate with risk
v Stable policy regime
i Government and MLA support

Each is briefly discussed below.

2.2 Transparency and public accountability

Transparency and pubtic accountability are needed to ensure that all
participants in the industry are competing on level terms. Government
policies and programs should encourage existing and new participants
through a transparent system of awarding contracts and concessions.

2.3 Competitive procurement of services

Transparency and public accountability are best achieved by using
competitive bidding processes to select contractors and suppliers for
power sector projects. This ensures that consumers are paying
competitive and reasonable prices. It is interesting to note that IPP prices
obtained in Indonesia in the mid-nineties were a couple of ¢/kWh more
expensive than those obtained in Thailand. The Thai prices were
tendered under competitive bidding while in Indonesia they were
negotiated without transparency and inciuded a payment to a local
partner, normally a friend or member of the Soeharto family.

2.4 Appropriate management of risk.

Risk sharing among government, utility, lenders, and private firms
competing within the sector should be on the basis that “the party best
able to manage the risk should bear the risk”. However, in difficult
investment environments it is wise to remember that a “fair” risk allocation
may not be reasonable, and that an “unfair” allocation might be
reasonable. Examples can be found in Lao BOT agreements where a
provision might seem harsh and "unfair”, but can be justified as
“reasonable” because lenders will not accept less and the project would
not be "bankable” without it.

FPPIAF : Workshop on Power Sector Reform 0. Mayo. Meritec
Vientiane, 4 — 5 November 2002 - Paged
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dividends are paid to the Government (aasum.i
increases will assist EdL in completing its finencez! ren
of electricity sarvice, Ratention of THPC drmr' 3 vl e icm ol o continesy 0 pursue the
Goveinment's electitfication plans without egoily zmmm; s by e Goeminraert By e filure,
Shoadid the Government deferming this corporabs S DY R e el by naindalned,
fhiwry AL will cuppont the Government in e, shure. sl @ ey Gostismeni-owned
cunipany wherss if can thanage such dividoends e 5 et rish X i (f;r'ﬁ DAra.
20). The Goveminent agrees o keep ADD iormeed of e Lm;:\ Of
vagtaiie 101 dividand eaaitances., -

aztg! r‘fﬁnf, 2 are mat). Whils planned tariff
sy, e Eailfs do aot fully cover the cost

A7 Laadt 2007 Financials, The Mission was provickstw it et 2002 finayeist ‘c--=slr‘ The
axpacted net puadit is K120 billion (11 million), olthough 1K si ’“vm i3 fom H ,! {0 dividnnids,
Alihovgh similor 1o final 2007 resulls, this is the Grst yvesr thet i hrm ou-mm its
aperations exclusive of THPC dividends, The tardif increase m. 3
nozifive affac! '*n! will confirns to do eo ondil 2004 Liny
approvimately 612 KipflaVh,  The fadlf incressi-s, relins w“m; by rv'e'*d !HP'. lsl“aﬁé‘ﬂd“ nncz

assetre V'a!mn('n\mll alloey Edl, to meed its financis ‘ln INRERC Y i ...;RUW. evd Iy e fovesesable
fuiurc-! hased on the [ong-term projections,  As is currerd ARE pectice, the financizd projeclions
and covanants will be reviewed once audited 2002 financial stalemants are raceivad by ADE and
a revisad Edl "ower Development Plan is approved by e Goverament.

‘s

A8, Loon Covenanis. The Govermnent agieas {0 e sams finsnckd Ingn covenanis as
confained in AL Loan 1868 and agrees o oeirdain oparationsd and finoneia! p-'_\'ri'fwi'a'ﬂrww 0
{hat thesa covanants aie consistantly maf on an anin, z! Deagls,  Covenants will b jmgeseond by
AL based on andited results subimitied vithin si rontie after u'.-.-:s viose of Hells fizcal year, The
Ciovernment agoes o

(0 mziiain a seif-financing ratio of no less thap 30% of thre-yoer average planfied
capiial expendiltires;

(il rinidsin net revenues of no kess e LS hnos eonus ;.1:.'0jz-z<;i;-;l debi seivice pm -
mesis, (Inan effort o harmonize (‘ﬂ‘\':-'w"'z'lt" vty the Wodld Dank, this iz 2 ¢
crizse Trom ine Loan 1880 covanant izval);

(iil) rniiain the rolio of its long-t2an debUn no e then 1.0 Bimes its ey and

vy reduee lis domestic aceounts receivelis o po eore Bisn o raonthe aveiage eloo

tricity sales,

39. Avcounte Hecobvalla, O oncemning this Tast coveaa, ths Mission exuessss cuncan

about Edl's growing accounts receivable, notobly the porlion of non paymast by vanous
Govermment ministries and offices, Tha receivable covenant has not heen met for soveral vears,
and the Government and EdL have rof implemanled Ll solsifon contained in the 2001-2003
Contract Plan, which states ouistanding Government receivables cen be offsel against Edis
financial Habilitizs with the Govermment. The Guvemment accounia receivable has grown from
122 billion at the end of 2001 to K44 bilion at the end of 2002 (alrmost a 100 parcent increase, but
partially a result of 2002 taniif increases). While the Misaion iz cognizant of he Government's
fiscal difficilies, EdL con not function as a tue comnisicial enterplise under the conditions of
repeatad non payment without the pepmission 0 termicle elecidclly seivice,  As previously
comirnunicaded, ihe Mission remided the Govornment it can nof further precess this nan without
an agreed sciftoment and  tine-bound implemeantation plan of e oulsianding Governiment
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2.5

2.6

2.7

3.1

Returns commensurate with risk.

If competition is to flourish and atiract desirable participants to the sector,
competitive mechanisms should allow a reasonable return on equity as.
assessed in relation to the risks borne by the participants. Thus, if risks
are passed to a developer or a contractor, a higher price should be
expected.-

Stable policy regime.

Participants, whether domestic or foreign, will want a stable and
predictable policy regime on which to formulate their investment
decisions. Policy stability should include key areas such as tax, pricing,
investment, contract enforcement and currency matters.

Government and MLA support.

Soft loans, guarantees and credit enhancements are often critical fo
successful financing of large-scale power sector infrastructure in

Lao PDR. This will be particularly true in the coming years as the
economy makes the transition from state dominance to a more market-
oriented economic system. Projects must therefore be structured and
implemented to attract GOL and multilateral and bilateral agency support.
The importance of multilateral support can be seen in the Lao {PP market.
Both Theun Hinboun and Nam Theun 2 have the support of multilaterals.
The only project that was implemented without multilateral backing was -
Houay Ho, and this was a commerciai failure.

FEATURES OF LAO POWER SECTOR

Description of the Current Lao Sector

o Structure of Sector

EdL is a vertically Integrated state-owned utility with a monopoly in
generation, transmission and retail.

. Tariff setting Methodology

Tariffs are set by GOL. The tariff is not set on cost recovery
principles yet but regular tariff adjustments are increasing the tariff to
bring it up to economic levels.

. Power system development

Development of the Lao power sector.is:
. centrally planned
. reliant on multilateral and bilateral support

PPIAF . Warkshop on Power Sector Reform ' ~ D. Mayo. Meritec
Vientiane. 4 — 5 November 2002 Page 4
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recoivabln and a plan Lo ensure tmely payment of Govamment alectricily bills in the fulure. The
Govrramen) agrees 1o advise ADE of fhe approved seliiomeig ptaa and bogin nplementation by
15 Al 2002,

i, Liher Project-tiodatest Madiors
i Implemeniation of Poveer Sectne Strair sy

4(), In the last seaverai vears, ADB hus focused ils policy distogue efforls on the
implementation of financial restructuring aspecis and i cvisions Lo ils it structure, which has
aflowed EdL to recover from the 1997 financial crisiz and move fowands full loan coverant
compiiancs,  Recently, ADR has alzo engagsd MIY and BdlL on institionsd end sosior

S AT

restructining issues, Under an ADB TA® a Power Seclur Bliategy Sfudy (H858) was completad

i Seplember 2002, which reviewed the oveiall sector devalopisent sod pelicies. Key policy
recormmendations from the PHSS include (1) devalopiing nomom tgorens [2asl cost hydropower

LI

davelopment plan and seleclion precess and scoondinggly vednding kdb’o Povar Develnpment
Plany (PDP); (i) segregating non-core operglicns, suah as oibgild nsal slechification and
independent power producer (IRF) investment funclions, affowing Bdl o concentrate on the
powss giid operalion and developrment; (ill) reevaluating the role of e Guvernmant in the power
sector as an operaior, investor and regulator; and (vi) caiablishing a precagire for compeiitive
tendering of luiure generation projecis.

44, Based on the findings of tha PSOS and the outcore fram e PRLER-snonsored workshop
on Chions for Power Sactor Reform (VMienliene, Novemoer 2002), the Govornmsnt drafled the
Stradeqy for froplementing Seclor Strengihening 2nd a connsponding tme-hound implemaniztion
plan (“tha Pizn").  MIH provided the Flan {o the Misska, and ine Mizsion agreed 0 provide
cornments by 21 March 2003, The Goverrgnent comritizd fo provids the_fins! drail Plan By 20

Al 2003 and the approved Plan before 20 May 2003,
"-—'——'_--_--'N..

42, Fdi = mandale s to ensure domestic pewar supphy thiroug dovalamnsnt sng operatisn of
domestic generation, fransmission and distibuiion. Edi’s Bnsnsal porormance of {8 sore
cperations has heen distracied by it baoing the Government’s shargholdor for PP pioizels,
Currently, dividends from IPP investiments are used by Hdl. fo coss-subaidize core operations
and in meeting loan covenants with iis landsrs, Furthennore, it hes unintentionally reduced the
direct financial benefils that the Govanvient receives from PP paaticipation. The Govemmant's
Power Sactor Policy Statement as well as relavant sirlies supnorls the establishment of a
“Government wholly-owned  1PR sharoholding compsny o asmane e owieshin of shares
currentiy held by EdL. Howover, the dalaited invdemeniztion frevneworik for e es@blishmaint and
oparation of Wis cotnpany nacd furllier siudies and consulizlion armaong slaeholders, The
Gavermmnent samd Edl. requasied AL 1o provide financing for consiiing services in this loan, and
the Mission asgreed o this proposal. Therefore, Vill T and the Mizsion agrecd 10 ncdude consuiting
services as referenced i para, 20, Mk agreed (o submil {0 AIMS & latier with & drait TOR for this
stucy before 15 March 2003.

Z. Pawar Poveloprisnt s (2000 5011)

43, EdL provided the Mission with a draft of iis Powsy Developrment Plan (20002-2011) and
requasted comrnenis by 21 March 2003. Based on its hrief inilial review, the Mission comrnends
Edl. foi conduciing a more thorough analysis of electricily dernand, grid expansion and fuiure

2 TA 3374 -- LAQ: Power Sactor Slrategy Study, for 600,000, spproved un 23 Decomber 1858,
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. normally implemented through competitive procurement
(ICB/LCB)

3.2. Competition in Present Lao System

For a small system where the potential for competition is more limited, the
Lao power sector has had a reasonable track record in the past for
transparency and competition. This has been achieved mainly by EdL's
competitive procurement practices using multilateral Local Competitive
Bidding and International Competitive Bidding procedures. Over the last
30 years contracts for generation, transmission and distribution projects
have been placed and administered in a competitive manner. In
generation, this has seen an orderly succession of projects from Nam
Ngum in the seventies through to Nam Leuk in the nineties.

The mid-nineties has seen an abrupt change in lending patterns by the
multilateral agencies, with generation projects being characterized by the
multilateral agencies as "commercial” and left to the private sector to
implement. In a number of countries, though, and Lao PDR is cne,
governments and utilities lack the investment grade credit rating tc attract
investor and lender interest and consequently the private sector has been
slow to fill the funding void left by the withdrawatl of the multilaterals.

As system reserve margins fall, the pressure for new power generation
projects builds and we are now seeing governments making some
unpalatable deals to keep their generation expansion plans on track. In
Lao PDR, the non-competitive Build-Transfer negofiation for Nam Mang 3
is perhaps evidence of this trend.

In terms of reaping the benefits of competition, the first priority is to apply
competitive pressure in the award of the largest contracts and in this
context the move away from competition in generation will not serve the
long term national interest. To reverse this trend, the difficult question
must be answered - by what means might generation projects be
competitively financed in countries perceived by lenders-as risky?

4. WAYS TO INTRODUCE COMPETITION

There is not a great deal of competition in the present Lao power sector
and, in part, this is attributable to the lack of participants and this. in turn,
is attributable in part to the small size of the sector.

If competition is to be stimulated, participation in the sector should be
broadened. Additional participants may come from the following:

i Private sector participation {refer Section 5)

Increase the number of competitors by removing barriers to entry
and allowing private firms to participate.

PPIAF . Workshop on Power Sector Reform D. Mayo. Meritec
Vientiane, 4 — 5 November 2002 ' Page 5

11-50




13

invastment projects in generation, transmission and distribution. The Mission aiso lkeamed that
the World Bank has committed funding to Mittin early fe rid 2003 for fuihar analysis on @ Power
System Development Plan for Lao PR Hinoefully, this study will provide MiH and Fdl with
additional infurrnaltion 10 update its PO P m 40035, t:‘x!’nts_._! into aceatnt opesnl aliscation of public
resources inihe long term, what piojee uh‘._mia.i and ¢an bz dovalopod by G orivele soctor,
finencing available rom extemal sourma: arscf wital cirest finanang cdd ba megudred fom the
Giovernimedst in order 1o try to achieve the natichwide electiffication targeiy, ADR agrees o submit
coninants to Bdl on ils draff PP bedore 39 March 2005, ADE 2lso agroed lo gt comments
o e dft TOR Tor the Power Syatom Devcdopment Pran Sindy by 23, The
Ciovennment agrees 10 keep AL intoied of the progress. of m" ’f‘:‘lhtb:i’*i“ Waorld Cank
sponzored study and will provide ADE with couriesy copins o? dralt Sludy r2oort,

2. Loss Radoofion on PHairilasibon Syatuwe
44, zal's distribution losses wern suletivoly Dl doei the oo fee cemps, a0 aroneed 20%.

Through the inplemeniation of a joss weduciion program, a m.n; eilani vinder z,;m angoing TR
Mioiech, a mirober of Taclors weve ideaiiiled thal contibads o Vdlls focigdest and non-tschnical
losses in the distriboetion L.yutem and recvirgnendations ware given to rodens systenn losses. As a
resull, EdL established a Loss Reduetion Unit (1LIRU) fo receid and analyze the distibudion losses.
Stalf in all main fizld branchas are being rrezm_l regularly in loes iodiedion. h’* praposed Froject
will continually assist izdl. to comprehancively nplament recommendstions for loss reduction,

45, With He implementation of ssaeral now bancnission anp dictrinbation profacts ocent
vears, new euiipment vaas insfalted {hod redunsa the to‘:d c'ii-*irﬁ'm-'irm fozs s o aound 18./% by
ar of Decainbar 2002, Flowever, i has algo been rolod that thae gually and scouracy of the
existing s ysicin metaring and i:zotc'c:iwr-.s redays (partiotiy ynr. thomain 115822 2V transionner
stations and asneraling planis), are in genarally vary poor condifion. Thereicre, this sttuation must
ber conecied hafore it furkher affscts technicsl operations,

rescdinctios

1G. The slizsion eviewed progress mads on BG's Joos 1opreyssan,  inchiding
frerovarient of Js hiftig sysienn, U, ding MY and LV distitsiion eonductors, cafibreidng and
replacing inacourate meters in alli)»l'rhl')ﬂ“‘ Al instaling nev capaciions, B0l assured ihe
Mizsion thal it would vse s own Tunds o conlinvally rclereni the oss iidlltnlu.} [Jiowm a5

recormimended, and reduce the folal doumesiic distribution o3s” (0 1235 than 16% and 15% by
the end of 20073, 2004 and 2005, respectively, ana mainiadi those Fvels the aeafm Gl agiresd o
asubynit a dp:;x' "d irmplamentaticn plan on loss roduction progrers nelading the 2000 budest plan
to ADB by end of March 2003, :

Bt assiot Edb o implernant the
submic 0 ADD B progress

N SR P,
2 GV loagan.

A7, During the Praject irnplemantation, the consultant will furt
assessmoent on melering and jrotective relay Y. Frefl sl avnroan
repart an | RUFoperalicns and managarnent ano statistios of e

4, Conpeaiion Daoilny

48, MiH confiined the abolistunent of the policy of 20% cist shaing from
distribulion costs, ™ Under the now policy, EdL. assumes the entire nost for low volizoe dis

* Domestic distrittion Insses are definnd as the'dilference hetween (a) gross encray (GWh) sent out fiom the 115KV
substation; and (') elecfricity (GWh) hilled to alt constimers i Lao PDR and is expiassed as a parcentags of the fo:mar

'O MIH poliey statement of 27 August 2002,
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International trade (refer Section 6)

Allow cross-border entities to participate.

Power sector restructuring (refe‘r Section7)

Break up the existing entity (EdL) into a number of smaller entities
and establish a framework for competition between them. This
might apply to generation and retail, with transmission being a
natural monopoly.

These possible models for introducing competition to the Lao power
sector are examined in Sections 5, 6 and 7 and their relevance to the Lao
power sector is examined.

5. PRIWATE SECTOR PARTICIPATION
5.1 Why involve the Private Sector
Attracting new and competing participants into the Lao power sector
‘without wholesale restructuring might be achieved by promoting greater
involvement of the private sector.
Involvement of the private sector may lead to:
. increased competition
° mobilization of capital
° off-load risk from GOL agencies
e technical and managerial expertise is mobilized
. improved incentives
Benefits that might accrue by awarding selected functions to the private
sector using competitive processes include:
* lower prices
. improvement in efficiency and responsiveness of gervices
. transparency
. allow GOL agencies to focus on core services
5.2 Introduction of private participation
Private participétion is a flexible means of introducing more competition in
to the power sector. |t allows a cautious approach involving small steps.
Advantages include: |
. Itis less risky than adopting wider reform involving unbundling and
competitive market models or international competition;
PPIAF - Workshop on Power Seclor Reform D Mayo. Meritec
Vientiane, 4 — 5 November 2002 , Page 5
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This change of grid exension policy ramoves a satious hum!e for wrgeting ruval electification to
poot villages in Lao PR and supporis ths poveriy classitization of the proposed Projact,

o, Initi=d cosia essociatad with horsaehold connsciions pose an addiiinga fwadis for the poor
i secaess ologhis 11}/ :vrvu‘r*" To faciiiate conmection: {or prey houschoddz, T4l arans o
ntreduce the option for amortization of the nitis! costs Wf corm.otion (in:-iudius j vonmection fee,
cost Tor instaliation and materisl, administration charges and recior deposit). B inforinad the
itzzion thal the Government approval for the amorlization oplion wasz 1of requirad as m;&, is

yesgrrctend as o buziness practics of Fdi .

Y, T'o lirsit the financial borden on Bdl, it was agreod that e ainii 'ilL\:. opdogr snedid e
Hiied to residential consirners with 3 rﬁmr-u meter (onnEcions. 1o wnsue consisiency of
business praclices across Edl. branches, the amartization policy will apoly to aai now residential
ct"rnf'umurs, ard not be limited o projects supported by ALE. Tha amortizat

stion period can ba up
3 monihs duration and will he optionai by the new consuimiess, Armortizzidon of chargss will be
l’."ilic-:r_i separaiely.

&1. The Fdi. Board will spprove he anmittzation scheduiz al lzast 3 renths prior to
connactions being made under tha project. The amoriizaidon prograrm and nhann-'-i-s; to the iilling
system will be in place at I»ast 2 yoonths oror o eonnsctonz, Corsumear informationg on
ameyiization will be provided vnder e consumar o oness campaiga. b nfonnad he
Mission that consaliing servicos support was not noecssgary o mpleniont e amoiliztion

2
oA

f')" ?,'En'gﬁ.'ég'(,s.g 1ees 'i': ,E ; .!rli' 15

.

RPNy

B2, Ay Initial Envicosunental Faxamiieiion (k) was oz

slenr ms i Of e funsibity siudy,
The Swnmeary nitisd Knvionrsmial Exaraination (BIEE) oot s shaown iy Aoperkind 7 and will be
attachad to the ADB's Report and Recommendation ol (e Preaidsat (RF U7} o the Board, The 2R
study concluded thot ovesall eindronmental impacts wore doainaa 1o e ainor becrliss {§) eaeiu!
cunzideration vas divest o reute seloeciion (o aveld end o moontaiy sonaiive land and minfize
disturbanca to pivale or community lend; and (i) mescores o jesdity availaids o moiligate
potential impacts, The Sdence, Technclogy snd Trdfionmental Agenoy (GT10A) Issued the
cetiificale appyoving ha IEE reportin August 2002,

.q - £
abileiaant

'3

. Fongd Argedsbiion and Hag

G300 As st oof the Projecs propaiation wieker he jnasibiiity siudy, o sogid analysds w@s
carried ont in ihe Profect arcas, Qnly beo houses may e, d fo e sdocatesd 20 nasiers away Trom
their presant foration and there will be oy minor impacis G o kess of o, crons and leas, A
Reselilernient T ramewok was prepired to defail aciions o be laken, fegel framework and
arfiflernents (o be apprdiad in the event that land aequisitinn ang cormpansation mignt be required
during Project inplementation, A secior-like approach is belng appizd becsuse of the scetisred or
networked siles with minor ineacts, which can be idasdified only in connection vith detailed
engineeringfechrical dasian mqosdiately bafore constrocion, The Mission achowiedgad that
the Reseltdement Framswork was .1ppamr~d by STEA I August 2002, The Goversiment further
confirmed that the it has no objzction to making the appioved Resstilement Framework Including
the Summary Short Reseltlement Plan (as shown in Appendin 8) available on ADUYs website, in

accordance with ADB's disclosuie policy.
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® Private participation models can be adapted more easily to small
systems and to systems with limited resources.

However, many prlvate participation models will not-succeed in creatlng
competition in. generation or retail.

Also, under many private participation models, the transfer of
responsibility and risk and introduction of constructive incentives may
involve complex contractual arrangements.

5.3 Private Participation Models

Private participation models take a number of forms, each designed for different
roles and different markets. The various models involve different levels of
commitment and different levels of investment. The greater the investment
required of the private firm, the longer it will take for the firm o earn a reasonable
return on that investment. The duration of a firm's concession or license to
participate in the sector for the different private participation models is shown
pictoriaily in Figure 1,

FIGURE 1: MODELS FOR PRIVATE PARTICITPATION

100%
ﬁ DivestuV
BOO Contract _.
e ﬁ"ﬂdr_j*
5 BOOT Contract MMM"’J
£ o
§ . f""x
g Concessions
£
o) Leases
- ®
> | Management
-
o Contracts
g i # .
ervice Confracts
0 % Contrac;t Duratlon (Years) ——
| i I A I
5 15 25 35 45
PPIAF : Workshop on Power Sector Reform D. Mayo. Meritec
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64, Following detaited desion of each componant, a Tull consus and faventory of lost azsels
will be undertaken .and Fdbl will prenare an updaiad Resellemant Plan®® assisted by the
consuliands, Fdl. agreed that as soun as afy alfeoind person i densitiod dulg dated design,
ihey would be given Tull Infoimation about iz Profscs and tha Adsiaent g, The updated
Resetllemsnt Flan will ba submiited o ADE for appecval prior sefinrdag tand aoguisition
activities. All compensation and resstllernant activiliss will ba efactonly compinied ang
rehabilitation measures in place befora the Government and AN will approve oward of conlract
for civit works.

—

S, Edi has a well-astablished knd zf"qmmuun, UOTTIE 1 .fi
thatis being implemented i other ADE Loans in b power g - ..r..‘;.r.mr’o an
Provironman Unit staffed with an expeniencind (?iw‘m:u:mrmi" ; ; a2y, twes other
environmoesilal speciatists and one social specialist, who s wirking [0l dmas on e Mam Mang
Mydropawar Project. The Mission noled that Bdl is ourrenily reoidiling iwe udiionsi sodial
specialists from recent university qmduatn'~ who will b Jurihier baingd m*"f-- it Projuct Tha
Mission pronosed and Bdi. agread 1o sasign at lsast une slofl o 2ach provineis branch office by
end of 2003 in responsible for social and environraenial menagemont, wiih would be an
important step in capacity builuing.

173
Hin]
Hhiz

i, ARBUR AN

FAN Spaciin Assurahicss
b, Ilr* taovernment, B, and ths Mission agrosd ifiat, in sodiion [o the sieiab ml nrovisions

e :'4-.:\:Lit [RIN

shd requiieomants of the proposaed AL loan, he fotlowihig spaciin
an.r_l will be incerporated in the Loan docurnants.

e E_:\:eu ariiead

1. Finnonin
(i) The Governinenst will ensure of cause Fdl o cieie the felowing:

(&) Continued implementation of Edt's Financial Recovery Frun and annusl
rovisions of Edl’s capital expenditure program,;

)] A dabl saivice coverage ralio of at fonst U8 for FYUD0R st ihioresiiae,
{e3) Iternad cash goneralion of al faast ol paeant of ’:"‘aﬂ::. SVRAT EVIIBUN

planncdt capital expendivues in FY2003 aid hereaflor

(c) Yo mainiain a deht-equity ratio of 1.5 or ixdov;

(e) To reduce Bdl's accounls w-:-iva?ﬁr' for domestic ¢iecticily sales
pguivatent o wa (2} mondhs average ssbes by FY2003 aief mainiain this

Inval tiereafier;

() To maltain tevels of elechicity tariffs for Edb to reet i fnancial loan
covenants in FYOS and tiereafter;

n A Short Reselitement Plan is required jor Insignificant involuntary resctllerment. For sngru.xc ant involuntary
resetilement, a Full Resellement Plan is required.  Reseflement will be "significant’ where 200 ar mare peopls
experience major impacts. Major Impacts are defined as when the affected pr*op"' are physteally displaced from housing
andfor more than 10 percent of thelr productive assets (Income generaling) ara lost.
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Of the various private participation options, the ones of likely relevance to
the Lao power sector are:

i Service Contracts
i concessions
ii BOT /BOO

The possible applications of each of these models in Lao PDR is
considered in the following sub-sections.

5.4 Service Contracts

° Description:

Service contracis are awarded to private firms to undertake specific
technical functions or tasks.

Service contracts have a short period, typically 6 months to 2 years,
so that competitive forces are brought to bear regularly.

The model involves low risk. If the contractor's performance is poor
or offers non-competitive prices, the contract need not be renewed.

° Relevance to Lao Power Sector:

Some EdL functions may be well suited to service contracts. For
instance, EdL could contract out the following:

. meter reading,
+ - maintaining distribution system
. collecting accounts

. For competition to be effective:

the market must have enough competent contractors to ensure
healthy competition;

- service contracts must have as short a term as possible (2 to 3
“years) and must be re-bid each time they are renewed.

° Advantages of Service Contracts:

. They promote competition (competitive bidding) resulting in
cost-effective provision of technical functions

They generate an incentive to perform leading to improved
efficiency and better service

Service contracts are generally simple to write and administer

. They a_'re fow risk - if the contract fails, EdL could either re-bid
or revert to public provision.

PPIAF . Workshop on Power Sector Reform C Mayo, Meritec
Vientiane, 4 — 5 November 2002 Page 8
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The mitigation maasuvies identiied in tha 2 I~ v imystenprentadd e the satisiaction
of AN ALNYs Fivdrommenial Guidelins:s for Selacicdg Indusiyy ant Power
Dovelopment Projecis and the Govogyriments envionmants!l puidelis 2T
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Full consus and invenlory of lost aooais for Profect covap 1.'.3:':2.".'-.'
resetilamant jseve ore undarizkon mhrr s
implerneniaiion siag:s and oo updaiad Raned

subinitted {o ADE for approval, priov o coiimasiing 1 o AU sndivins frs
hozo compunenis,

Tho opdated Resetllomant Plan approved by AN I3 dmpkanenicd o he
sati=faction of ADB. Prior {0 the conanenzcinent of ol varks fo, each
component, sl pzopls alfected by that compotsnt ars setistacta ity cormp m"?z(\
and reselllad, and rehabiliiation measuies e n pl- L i aceordames with the
lequiteinents of the vpdated Reselilzmant Plan, he Goveranom's procedures
and the ADE's Folicy on Involuntary Resetdamsnd

an for weile of
activitios apd

Contiactors do not diferentiste wagoes bebwomin inon amd wo
equol ype. Child laber is not allowed in the Froizels conestrogti
camps.

Bdl. will enstire thal a comprehensive progiiain o picied. ,i'.'(:‘l‘f-’l"‘:'l'=—“li‘1(‘
onitting and evaluaion (PPPWE) accaptable w ADR will be cavded out during
the Projoct nnp.v:rrsonl:dmn gid subsequant operaiion to assess Be aohiavemaig
of the Project’s objactives. Edl, will 5 H*:i.m a Cudniind fmplemantaion piaof e
PERA: for ADYs reviovy and mm'uum: 2 wlihin shumonihs of o effecivasiss
and annual PEME reoosls within on ﬂe.-n‘h afiei tha end of aach calendey year,

kdl. wili assign at fcast one stall at each provingial branch offics by end of 2003
in responsible for social and environmentsl management,
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They would allow EdL management to focus on core activities

® Disadvantages:

Responsibility-for the services remains with EdL.;
Responsibility for capital investment remains with EdL
Commercial risk remains with EdL

They are not a remedy for inefficient management or poor cost
recovery.

5.5 Concessions

. Description:

Under a concession arrangement, a private firm would assume
responsibility for utility operations in an area: e.g. it would have
a monopoly franchise to supply a specified area.

The concessionaire would take full responsibility for
management, O&M, marketing and capital investments for
system improvement and expansion in the franchise area. This
gives the concessionaire incentive to improve efficiency and
service.

The concessionaire would be reguired {o invest capital {o
introduce, upgrade ofr improve assets.

To allow time for the concessionaire to earn an adequate return
on capital, concessions need to be awarded for a sufficiently
long period, typically between 10 - 30 years depending on the
nature and scale of investment.

Contessions are used quite widely in water supply and
sanitation. They are also used for electricity supplies,
particularly for smaller grids in areas beyond the reach of the
main grids, e.g. islands or isolated mountainous regions..

. Concessions in Lao Power Sector:

Concessions might have application in an off-grid context;

For instance, an ESCO could be awarded a concession to
supply a geographic area or a cluster of villages. The
concessionaire would build a mini-grid to supply the villages in
the concession area in accordance with the terms of the
concession,

The concession might specify privileges and obligations; e.g.
capital subsidies, tariff constraints, growth in connections, efc.

PPIAF : Workshop on Power Sector Reform 0. Mayo, Meritec
Vienttane, 4 — 5 November 2002 Page 9
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The concession contracts should be structured so that the
concessionaire is given incentives to perform well. - the more
efﬂc:lent the concessionaire; the greaterts profits.

¢  Advantages:

L

Concessions may provide a way to supply remote communities

without overextending the resources of GOL or EdL. The
concessionaire would be responsible for management,
investment, operation and market risk.

tf the concession contract is well drafted, the profit motive will
encourage the concessionaire {o provide an efficient and
reliable service.

Concessions may be attractive to financial institutions if risks
are limited and returns are adequate.

° Disadvantages:

Concessions provide the concessionaire with a long term
monopoly. Therefore, there is competition only at entry and
only then if competitive tendering used to award concessions.

Formation of concession contracts and administration of
concessions can be complex.

Open to exploitation if transparent safeguards and proper
regutation are not in place.

5.6 BOT/BOO

. Description:

Lao PDR is no stranger to Build- Operate-Transfer (BOT). A
BOT concession gives a private developer (usually a
consortium) the mandate to:

—  finance and build a power station
- operate the project for an agreed period (about 25 years)
- transfer it to government at the end of the term.

A Build-Own-Operate (BOQO) concession is the same as BOT
but imposes no transfer obligation. Itis usually used for
thermal projects with an economic life not much longer than the
term.

Another project finance modality is Build-Transfer (BT). BOT
has advantages over the BT model in that the party building the
project is the party that will be relying on the operation of the

PPIAF - Workshop on Power Sector Reform D. Mayo, Meritec
Vientiane, 4 — 5 November 2002 Page 10
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project for its profit and debt service payments. This means
that the interests of the dev.elopfer and.government in the
quality and reliability ef‘-the’*projétt are closely aligned. With
BT, they are in conflict.

e Relevance to Lao Power Sector:
. BOT provides a way of mobilizirig capital for export projects.

. Already Theun Hinboun, Houay"-Ho, Nam Theun 2. {(Also the
bridge over Nam Ngum was initially developed as a BOT
project). ' ‘

. The prospect of other export BOT projects depends on,
amongst others, tariffs in neighboring countries.

. Could there be afuture role for BOT projecis selling to EdL? To
test the market, a project could be identified and packaged for
the private sector having the following characteristics:

- small project (under 40 MW) with manageable capital
requirements and short construction period,

~  good system fit — for instance, in the southern grid dry
season generation is needed,

- low risk profile (low hydrological, geological and
environmental risk) and with good infrastructure in place;

- Some form of security is provided to cover payment
obligations of EdL;

- manageable currency risks by financing in regional
currencies {Baht, Dong, etc.) and using regional
contractors and plant suppliers.

) Advantages of BOT:

The private developer mobilizes finance and technical expertise
to build the project;

. The private developer takes responsibility for completion risks;

. GOL earns taxes and royalties;:EdL may earn dividends is it
holds equity and the project is profitable.

. Disadvantages of BOT:

. Export BOT power projects stifle competition in the market into

which the off-take is sold. Tariffs for Lao BOT power projects
are shielded from the market by fong terrm take-or-pay tariffs.

- PPIAF D Warkshop on Power Sector Reform D Mayo. Meritec
Vientiane. 4 ~ 5 November 2002 Page 11
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However, such tariffs are reasonable because, without them,
lenders would not support the projects.

. GOL must assume country risks or obtain guarantees to
overcome financing obstacles (i.e. GOL must accept significant
contingent liabilities to counter lender / investor perceptions of

-sovereign risk.,

o BOT contracts are complex and expensive to form. They are
long-term agreements and the commercial and contractual
arrangements must be able to survive macroeconomic shocks
(e.g. Indonesia), force majeure events and other surprises.

. There is a risk that the BOT contracts are unfair, particularly if
the negotiating strengths of the parties are not evenly
balanced.

. Competition with BOT Projects:

. Competition can be injected into BOT project implementation at
different levels:

- Market competition - “Merchant” projects sell into a
competitive market are exposed to market competition.
Market forces determine tariff and financing is on the
basis of expected market performance. {This model is not
applicable in Lao PDR for the foreseeable future, but the.
emergence of a Thai power pool may present options for
the sector.)

- Competitive bidding of IPP concession - The right of
an |IPP to build a project is put out to competitive tender
and awarded to the bidder offering the lowest tariff (e.g.
1994 |PP solicitation in Thailand). However. bidding of
hydropower projects can be difficult;

- Competitive bidding of construction contracts -
Competitive bidding of the EPC contracts will provide a
competitive and transparent determination of the capital
cost of the project.

PPIAF : Warkshop on Power Sector Reforni C Mayo. Meritec
Vientiane. 4 - 5 November 2002 : Page 12
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TABLE : PRIVATE PARTICIPATION IN POWER SECTOR - SUMMARY

Public

1-2 yearé

Public Competitive Public

Public Competiive Public Public 3-5 years

Public Limited Public Shared 8-15 years
competition

Public Non-competitive  Private Private 25-30 years

Private & Public Non-competitive  Private Private 20-30 years

Private or Competitive or Private Private Indefinite

Private & Public non-competitive

6. INTERNATIONAL TRADE

At some point in the future cross border competition may be mobilized to |
improve the competitivenass of the sector. Cross border competition may
take various forms. For instance, it couid be based on either:

i. Competition between Thai and Lao generators and retailers

ii. Competition through a regional power market

6.1 Competition between Thai and Lao Entities

. At the moment there is trade between EdL and EGAT but not
competition.

. Direct competition between EdL. and EGAT could be promoted in
specified market sectors and grids. Competition might involve:

- Direct sales by EGAT to Lao consumers
- Direct sales by EdL. to Thai consumers

. Trade could be limited to specified grids and custonier categories or
it could be completely open. If Thailand and Lao PDR unbundle,

generating companies from the two countries could compete in each
other's market.

PPIAF : Workshop on Power Sector Reférm D Mayo, Meritec
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With the establishment of a Thai power pool, Lao generators could
sell into the pool and Lao retailers could buy from it. Participation
might full or partial:

- Partial participation might involve EdL buying and selling part of
its power through the pool while maintaining its mandate as
national utility.

—  Fullintegration of Lao and Thai systems - this might involve
power being bought and sold through the-pool by Lao
generation and retail companies.

Lao interests would need to be protected, for instance:

—  Self-sufficiency objectives of both the Thai and Lao
governments may impose constraints

—  The Thai power Pool would be controlled by Thailand and rules
may be needed to protect Lao interests

6.2 Competition through a Regional Power Market

Integration of the power systems of GMS countries:

in the future, greater integration of the GMS power systems will give
Lao pianners other options.

International trade is currently on a bilateral basis between buyers
{e.g. EGAT, EdL, EdC) and sellers {(e.g. IPPs, EdL, EGAT).

Planners look to the day when power trading will be conducted
through regional wholesale power markets

As part of a larger market, Lao PDR could participate in a GMS
competitive market

Conditions for a competitive GMS power market:

Greater technical, institutional and regutatory maturity in the power
systems of GMS member countries:

Construction of a HV transmission grid to interconnect GMS
countries:

- Originally, the 500 kV links were to be financed on the promise
of wheeling revenues associated with intensive IPP project
development;

PPIAF - Workshop on Power Sector Reform D. Mayo, Meritec
Vientiane, 4 — 5 November 2002 Page 14
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20 : Appendix 3
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~  Wiith the slowdown in IPP development, an alternative financing
strategy is needed. '

° Acceptance of a regional power market by investors and capital
markets.

o Timing of any integration? With the Asian Financial Crisis, the
Californian power shortage, Enron collapse and September 11th,
there is a loss of momentum in sector reform in some countries.

7. POWER SECTOR RESTRUCTURING

7.1 Restructuring Sequence

. in other countries, competition has been introduced to the power
sector by restructuring power sector. This is usually done in stages:

1. Vertically integrated state-owned utility

2. Vertical unbundling of utility into generation, transmission and
- retail elements ’

3. Break generation and retail into several entities that will
compete against each other within a state-ownership
framework

4. Divest generation and retail entities to the private sector and
develop a framewaork for them to compete.

. Regutlation is introduced to oversee competition between the
generation and/or retail entities. Regulation is also required to
ensure open access to the transmission and distribution systems
and to control pricing of these natural monopoly elements.

The restructuring process is described pictorially in the following figures.

PPIAF : Workshop on Power Sector Reform D. Mayo, Meritec
Vientiane, 4 — 5 November 2002 Page 15
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LXO® Glearance
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Appendix 3
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Stage 1: Before Restructuring: Vertically integrated monopoly

r
’
]
]
’
1
F

Customers

Stage 2: Vertical Unbundling: Separate business centers

;i'

Customers

PPIAF : Workshop on Power Sector Reform D. Mayo, Meritec
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Stage 3: Horizontal unbundling: Competition between state-owned but
separate companies

Customers

Stage 4: Divestiture - sell to private sector: Competition between
privately owned companies

Generator

Customers

PPIAF : Workshop on Power Sector Reforrh 0. Mayo, Meritec
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7.2 Competition within a Restructured Sector

Type of competition between generators?

- Bid based (power pool) — this may be too sophisticated for a
market of the size of Lao PDR. '
—  Bilateral contracting

How effective would restructuring be in promoting competition:

Restructuring may be effective in other regards but it may not be
promote competition because:

—  The size of the sector is small

- The main load centers are dominated by several generators
—  The transmission system is not interconnected

Would restructuring achieve its objectives?

-~ A national competitive power market in Lao PDR is not realistic
for the present.

- Need to look at the objectives of an unbundling exercise and
evaluate which ones are achievable in the Lao sector.

- Closer cooperation and integration with Thailand provides
options

TRANSITION TO A COMPETITIVE SECTOR

In summary, in planning a transition for the Lao power sector into a more
competitive sector, the following should be considered:

Choose approach that optimizes the benefits and costs associated
with different strategies for introducing competition. Need to also
consider the risks of each option.

Approach to reform depends to some extent on developments in
Thailand and the wider GMS region. Until reforms have been
implemented there, a number of options are not available to Lao
planners.

In the meantime, strategies available to the sector planners include
mobilizing competitive forces by tendering services, tendering
procurement, competitive award of off-grid concessions (franchises),
and, where possible, IPP concessions.

PPIAF . Workshop on Power Sector Refotm D. Mays, Meritec
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