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Preface

This paper seeks to look at the key elements of the enabling environment governments need to put

in place in order to encourage private sector participation in the development ofthe energy sector. It

shows that governments should commit themselves to a clear programme of sector reform aimed at

increasing private participation, through management, leasing or concession contracts, and/or

ownership of new and/or existing assets. From the latest specialized publications, it draws examples

of private participation in the power sector of selected African countries in the form of operations

and management contracts, and investment in new generation facilities by independent power

producers.

Factors contributing to increased private sector involvement in the development of energy include:

internal and external peace and stability, good governance, an unflinching commitment to privatize,

legal and regulatory transparency, and a coherent approach to macroeconomic policies. The paper

reviews briefly some of these factors required for enhancing cooperation between the public and

private sectors in the development of energy, in terms of government policy instruments and

guarantees against political and noncommercial risks.



Executive Summary

1. In recent years, many developing countries have made significant progress in promoting

private sector participation in the development of energy through increased mobilization of private

investments in energy projects, especially in the electric power sector. Compared to other

developing regions like East Asia and the Pacific and Latin America, Africa, and particularly Sub-

Saharan Africa (SSA), has not been a major beneficiary of this trend towards privatization, and

most investors tend to perceive the region as a relatively unattractive investment location.

2. Private sector participation in the development of energy is being sought in view of the

difficulties of mobilising public sector resources and the scarcity of resources from bilateral

development assistance and/or concessional lending from bilateral and multilateral financial

institutions to invest in the development of the energy sector. Indeed, the private participation can

bring new skills, technology and management techniques to the sector, leading to more efficient

operation and management of resources. It can also help mobilize private funds required for the

refurbishment of old and/or inefficient equipment, and for the expansion of the sector to meet

unsatisfied demand for electricity, with new generating capacity by independent power producers.

3. A prerequisite for private sector participation is that government should commit itself to

implement energy sector reform and restructuring in order to allow more competition and private

sector entry into the energy business. The private participation in the development of the energy

sector has been concentrated more in electricity and to a lesser extent on gas development for gas as

a fuel for electricity generation, and more recently on power generation from renewables. The most

common forms of private participation in the electric power sector include the following: (i) service

contracts to contract out responsibility for delivering particular services; (ii) management contracts

to transfer responsibility for certain operations; (iii) BOO/BOT and other concessions for financing

new assets; and (iv) divestiture to sell existing electricity businesses.

4. Experiences of such private participation in the electricity generation, transmission and

distribution exist in some African countries. Most operations and management contracts have

already come into force or are being negotiated in Cote d'lvoire, Cameroon, Gabon, Mali, Senegal,

Togo and Uganda. Private participation in financing new electricity generation facilities, including

the rehabilitation of existing equipment, is under way in Cote d'lvoire, Congo Brazzaville, Gabon,

Kenya, Morocco, Nigeria, Tanzania, Uganda, etc.

5. At the country level, the most important role of the governments to encourage private sector

participation in the development of the energy sector is to create an enabling environment in which

private investors can operate without uncertainty or instability. Creating this enabling environment

requires the following actions:

■ Ensuring macroeconomic stability, particularly keeping inflation under control;

■ Providing a clear regulatory environment, and in particular, providing credible restraints to the

arbitrary intervention of the government;

■ Allowing investors to earn adequate financial returns;

■ Establishing clear property rights and dispelling the fear ofexpropriation of investment; and

■ Entering into firm contractual agreements, particularly over the repatriation of profits from

investments.
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6. At the sub-regional level, the small size of the economies of SSA countries is one of the

biggest challenges faced to attract private investment in the development of the energy sector.

Actually, it is recognized that the only way to compensate for the inherent disadvantage of the small

economies of African countries is to expand market through greater regional economic integration

within the sub-regional economic communities (RECs). As a result, most of the RECs have in their

objectives to strengthen sub-regional cooperation in the field of energy through energy pooling by

ways of interconnection of electricity, oil and gas networks.

7. Sub-regional energy pooling through the interconnection of electricity grids is being

implemented in Southern African Development Community (SADC) sub-region through the

"Southern African Power Pool (SAPP)" in the Southern, and in the Economic Community of West

African States (ECOWAS)/ the West African Economic and Monetary Union (UEMOA) sub-

region through the "Systeme d'Echanges d'Energie Electrique Ouest Africain (EEEOA)" or West

African Power Pool (WAPP) Project. The very important "West African Gas Pipeline (WAGP)"

Project aimed at linking Nigeria to Ghana via Benin and Togo, and being implemented in the

ECOWAS sub-region represents a significant example of sub-regional energy pooling through a gas

pipeline network. The extension of the Mombasa-Nairobi petroleum products pipeline to Kampala

for supplying Uganda and other countries of the Great Lakes Region will help strengthen regional

integration in the East African Community (EAC).

8. Private investors have been hesitant to invest in the African energy sector unless supported

by host governments through tax incentives, direct financing and guarantees intended to improve

the project's cash flow and/or reduce risk. Tax incentives provided to private power projects

include most frequently favorable tax treatment of income, special depreciation of allowances, and

lowering/exemption of import duties on imported machinery and equipment. Direct financing has

been translated into government or government agency equity contribution to the project through a

joint venture participation, or provision of a local currency term loan.

9. Guarantees are the most important form of government support to private energy projects.

They are intended to mitigate risks faced by creditors and project promoters, ranging from the

commercial risk of non-payment of government entities to policy and regulatory risks. However,

experience suggests that, once the energy sector has a clear legal and regulatory environment

allowing investors to earn adequate returns, ensures property rights, and enforces commercial

contractual agreements, private investors would come to exploit the opportunities available without

resorting to such guarantees from the government.
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I. Introduction

1. Over the past decade, particularly in the late 1990s, a growing number of African countries have

encouraged private sector participation in the development of the energy sector. It has accordingly

become necessary to create an enabling environment for the sector, particularly as regards establishing

conditions conducive to increased flow of private investment for financing energy and power

development projects. The set of requirements include political stability and a sound legal, regulatory and

macroeconomic framework to be able to minimize risk for investors and to compete for foreign direct

investment (FDI) with other parts of the world.

2. In the past, cooperation between governments and the private sector in the development of energy

has been concentrated on upstream oil and gas sectors for the exploration, development and exploitation

of reserves through FDI from international oil companies. These companies have not expressed interest

in the development of natural gas in Sub-Saharan Africa (SSA), because local and industrial markets were

small, and many countries with proven gas reserves had little experience on how to encourage the

involvement of foreign private companies to exploit these gas reserves. However, the situation has

recently changed for the better because private investors are increasingly showing interest in the

development of the electric power sector, and in the considerable potential for developing the use of gas

as an efficient and environmentally sound source of energy for electricity generation.

3. Private participation in the electric power sector has increased significantly following the

implementation of energy sector reform and privatization programmes which were made possible through

the technical assistance provided by the Joint World Bank/UNDP Energy Sector Management Assistance

Programme (ESMAP). In this context, many African countries, especially in Sub-Saharan Africa (SSA),

have recently revised their energy laws in order for the energy sector to have clear legal and regulatory

environment, allowing investors to earn adequate returns, ensuring property rights, and enforcing

commercial contractual agreements. This is intended to attract private investors without resort to

subsidies and guarantees from the government.

4. The rationale for encouraging private participation in the development of energy stems from the

benefits that can be expected from such involvement. It can bring new skills, technology and

management techniques to the sector, leading to more efficient operation and management of resources.

It can also help mobilize private funds required for refurbishing of old and/or inefficient equipment and

for the expansion of the sector to meet unsatisfied demand for electricity, with new generating capacity by

independent power producers (IPPs).

5. Thus, private participation in the electric power sector was sought in response to the need to

expand the generation capacity and increase the reliability of the systems, to find way of solving the

public sector budget constraints, and to benefit from the positive results of early experiments with private

participation in other developing regions. In SSA countries, private sector has been taking on the

management, operations, rehabilitation, or construction risk of power projects. These projects have been

or are being implemented under schemes ranging from management contracts with or without investment

commitments to divestitures; and to new generating facilities under build-own-operate (BOO), build-

operate-transfer (BOT), or similar financing arrangements.

6. This paper tries to review the organizational structure of the energy sector including its reform and

impact on regional integration and bulk energy trade. It then presents the rationale for private

participation in the development of the sector, as well as the objectives and modalities of implementation.

From some examples of private participation in power projects in selected African countries, the paper

proposes what could be considered as relevant factors that could contribute to enhanced government-

private sector cooperation in the development of energy.
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II. Organizational aspects of the energy sector

II.1 Reform of the organizational structure of the energy sector

7. Until the late 1980s and early 1990s, energy enterprises in sub-Saharan Africa (SSA) were

characterized by low technical efficiency and poor financial performance, due mainly to inefficient

pricing policies, low quality of service, high technical and non technical losses, low equipment

availability, and inefficient investment choices. Since then, the Joint UNDP/World Bank Energy Sector

Management Assistance Programme (ESMAP) has started providing advice to governments on

sustainable energy development, focusing, among other things, on policy and institutional reforms

designed to promote increased private investment in energy supply and end-use energy efficiency, and

natural gas development.

8. At the institutional level, it has been articulated that the different roles and responsibilities of the

governments and energy enterprises be properly defined and divided: governments should confine

themselves to policymaking, while companies should concern themselves with operations. Policy should

focus on creating adequate incentives and opportunities for competition, market discipline, and private

participation, while operations should be autonomous and run on commercial principles.

9. In the upstream oil and gas industry, the cost of exploration and development, especially of

offshore oil, can be very large, and the risk very great. This is why private finance is often recognized as

essential and is allowed through the use of concessions awarded by competitive bidding, especially in

SSA countries where the state cannot take on the financing burden of the activity. Such concessions may

require that laws be changed and state enterprises restructured. In African countries where there is

upstream production, there has been an almost universal willingness to allow private concessions, and to

meet the associated need for state oil companies to be corporatized and commercialized and laws

permitting private entry to be passed.

10. hi the downstream petroleum sector, significant improvements need to be made because the sector

has been suffering from a lack of competition in several SSA countries, a pervasive involvement by

governments and state-owned enterprises, outdated regulatory systems and business systems. Reform of

the refinery and petroleum products sectors has made little progress despite the potential for economic

gains. A regional study on the rationalization of petroleum products supply and demand in Sub-Saharan

Africa funded by a grant from the Italian Government and sponsored by the World Bank indicated that

some US$ 1.4 billion a year was lost because of inefficiencies in the downstream petroleum sector.

11. Measures recommended in this study to address this issue included: (i) rationalizing procurement

strategies for petroleum products; (ii) closing outdated refineries; (iii) making improvements in

distribution; and (iv) reforming the pricing system. As a result some refineries have closed down such as

Assab refinery in Eritrea and Dar es Salaam refinery in Tanzania, while Coraf, the Congolese refinery in

Pointe Noire was privatized.

12. In the natural gas sector, there have been no significant developments, mainly because of lack of

gas facilities and market, especially in Sub-Saharan Africa. In a number of SSA petroleum producing

countries, very large quantities of natural gas associated with oil production are being flared, wasting the

resource and causing significant environmental damage. The development of commercial markets for

such gas will be especially beneficial because of expected environmental and economic benefits. It was

with the objective of addressing the issue of promoting the development of natural gas projects that the

United Nations Economic Commission for Africa (ECA) organized jointly with the World Bank, the

symposium on "Issues and Options for Exploiting African Gas Reserves" in Addis Ababa, Ethiopia, from

31 May to 3 June 1994. The symposium considered many issues aimed at creating an enabling

environment for the exploitation of African natural gas. It was recognized that initiatives such as (i) study
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on environmental impact of projects; (ii) revision of existing legislation on the hydrocarbons exploration

licenses to include specific incentives for natural gas projects (pricing, production sharing, etc.); and

(iii) continuation of exploratory works to increase availability of reserves, could result in attracting

foreign investors in this high risk sector.

13. After the symposium, efforts have been made in some SSA countries with proven gas reserves to

create an appropriate investment environment and to demonstrate the viability of potential gas projects,

all aimed at attracting private investors. Considerable potential exists for developing the use of gas as an

efficient and environmentally sound source of energy for electric power generation. Gas utilization for

power production seems to be one of the best ways to absorb sufficient quantities of gas to provide the

base load from which industrial, residential and tertiary markets could be built up.

14. It was to address the problem of proving the commercial viability of natural gas projects in Africa

that ESMAP organized a workshop on "Commercialization of Natural Gas" for participants from SSA

countries in Nairobi, Kenya, from 23 to 26 June 1997. The workshop focused on commercializing natural

gas in SSA region, where markets of gas are constrained by the low levels ofincome and industrialization

and the relatively diffuse nature of the activity, which renders gas transport comparatively costly. The

discussions covered issues of national policy, project finance and risk, scale of projects, appropriate

applications for gas, pricing, regulation, cross-border agreements, environmental impacts, etc...

15. The participants in the workshop pointed out that successfully commercializing a gas project faced

challenges of fulfilling four main conditions:

■ Successfully proving gas reserves;

■ Successfully developing a market for gas;

■ Economically bridging the distance between reserves and market; and

■ If the three conditions above are met (i.e., the project is economic), the right incentives and

framework must be set up to attract private capital to realize the project commercially.

16. If SSA countries with proven natural gas reserves are well known, developing commercially

viable gas projects (i.e., developing domestic markets for gas and bridging the distance between reserves

and market) has proven to be a big challenge. Moreover, the fact that a project may be economic is not

enough to attract private investors who would turn it into a commercial project. Therefore, governments

will be required to create a liable framework defining an attractive balance of risks and opportunities in

order for private investors to engage in commercializing gas projects.

17. In the electric power subsector, most of the utilities in Africa region are state-owned with limited

autonomy from government intervention, and typically without sufficient resources to maintain and/or

upgrade their facilities since electricity tariffs tend to be set at highly subsidized rates. In addition, most

countries have a single national utility that is responsible for generation, transmission and distribution.

Regulation of the sector has traditionally been the responsibility of the ministries of electric power or

energy, especially project approval, processing and resource-use policy. Therefore, the main objectives

pursued by governments with the power sector reform have been to (i) make the sector more

commercially and financially viable; (ii) improve and sustain the overall efficiency of the Electricity

Supply Industry; and (iii) attract capital resources.

18. ESMAP, in cooperation with the Africa region of the World Bank, organized a symposium on

"Power Sector Reform and Efficiency Improvement in Sub-Saharan Africa" in Johannesburg, South

Africa, in December 1995 with a view to addressing the problem of inefficiencies in operations and

management of the power sector utilities. The purpose of the symposium was to provide an open forum

in which high-level decision-makers in the Ministries of Finance and Energy of SSA countries, along
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with the utility managers, could critically and cooperatively examine the issues and challenges facing

their power sector. Senior officials were able to conduct extensive discussions on planning and

implementing the best sector reforms and efficiency improvements.

19. The participants in the symposium noted that vertically integrated monopolies under government

control remained the most common structure of electric power utilities in African countries, except for

Cote d'lvoire where there has been separation of generation and transmission functions from distribution

functions since October 1990. Therefore, three broad approaches to electric power sector reform had to

be considered, namely: (i) the government to own the utility and contract its operation with public

management under a performance contract; (ii) the government to own the assets, but to leave the

operation of the utility to private managers under management contracts; and (iii) the private sector to

own the assets, or invest and operate under a long term concession.

20. The first two options allow the government to maintain the structure of a vertically integrated

monopoly, while keeping ownership of the assets. The third option allows the private sector to be given

responsibility for operations of existing assets under a long-term concession; and/or investments in new

generation capacity under independent power production (IPP) contracts, while existing assets remain in

public ownership. With reforms of this option, the assets can also pass into private ownership through

outright privatization.

II.2 Energy sector reform and restructuring process with emphasis on the power sector

21. According to a World Bank survey in 115 developing countries, whose results served for the

preparation of the paper on "A Scorecard for Energy Reform in Developing Countries", energy sector

reform requires a number of facilitating steps, but the final goal is to introduce private ownership where

possible and competition in the other parts of energy industry. There is a logical sequence to reform steps

if a country is working toward full private sector participation and competition in the energy sector.

22. These reform steps are successively:

• First, the state-owned enterprise must be corporatized and commercialized;

• A law permitting private sector entry must be then passed;

• A regulation must be implemented;

• The state-owned enterprise should be restructured through vertical and horizontal separation;

• Private investment in new facilities could then be allowed; and

• Finally, existing assets should be privatized.

23. Table 1 below shows that in the upstream oil and gas sectors, a much larger percentage of

countries have permitted private investment and have introduced formal regulation or restructured the

industry.
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Table 1: Energy Reform steps by sector (percent)

Sector and

Sample size

Power

115 countries

Upstream oil &

gas

49 countries

Downstream

gas

55 countries

Downstream oil

(refining)

57 countries

Downstream oil

(wholesale and

retail)

72 countries

Corpora-

tization

44

67

60

54

43

Law

permitting

divestiture

And

unbundling

33

69

40

n.a.

n.a

Regulation

established

29

31

40

n.a.

n.a.

Corpo-

Rate

restruc

turing

35

43

35

n.a.

n.a.

Private

concession

Greenfield

investment

allowed

40

69

27

23

n.a.

Privati

zation

of

Existing

assets

25

14

27

28

28

Reform

Indicator

(*)

34

49

38

35

32

n.a.: Not applicable

(*): A higher figure indicates that more reform steps have been taken

Source: A Scorecard for Energy Reform in Developing Countries

24. Table 2 below shows that in the power sector, only twelve countries have taken all six steps and

fifteen have taken only one step. More than a third of the 115 countries in the sample (42 countries) had

taken none ofthe six reform steps.

Table 2: Number of countries by full extent of energy reforms

Sector

Power

Upstream oil & Gas

Downstream gas

Downstream oil (refining)

Downstream oil (wholesale

and retail)

0

42

5

12

24

32

1

15

4

12

14

21

2

16

7

8

11

9

3

12

15

6

8

10

4

8

12

7

n.a.

n.a

5

10

3

8

n.a.

n.a.

6

12

3

2

n.a.

n.a

n.a.: Not applicable

Source: A Scorecard for energy Reform in Developing countries

25. Table 3 below shows that in African countries where there is upstream production, there has been

an almost universal willingness to allow private concessions, which are associated with the need for state-

owned oil companies to be corporatized and commercialized and laws permitting private entry to be

passed.
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Table 3: Countries in each region taking key reform steps in upstream oil and gas (percent)

Reform step

Corporatization

Law

Regulator

Restructuring

Concessions

Privatization

Reform indicator

East Asia

and the

Pacific

(5)
80

60

40

60

40

0

47

Europe

and

Central

Asia (17)

65

65

24

29

65

18

44

Latin America

and the

Caribbean (8)

63

63

50

25

63

38

50

Middle

East and

North

Africa (5)

80

60

0

40

80

0

43

South

Asia (3)

33

67

33

100

67

0

50

Sub-

Saharan

Africa (11)

73

91

36

55

91

9

59

Source: A Scorecard for Energy Reform in Developing Countries

Note: Number in parantheses are the number of countries in each region sample

26. The results of the survey show that in the power sector, a few countries have taken all six steps

and even more than a third of the countries in the sample have taken none of the six reform steps. In the

case of SSA countries, most of the developments in the power sector reform and restructuring

programmes were introduced during the late 1990s.

27. As indicated earlier, the reform steps could be presented in following ascending sequence towards

privatization the power sector:

■ Corporatization and commercialization of the power utility while leaving its ownership in the public

sector and its management with public managers under performance contracts;

■ Giving responsibility to the private sector to run the public utility under management contracts,

including operations and maintenance expenditure;

■ Allowing the private sector to own and operate specific new generation facilities using independent

power producers (IPPs) under long term concessions; and

■ Allowing the private sector to take full responsibility for operation of existing assets and for

investment, whether through a long-term concession or through full change in ownership.

28. The first level of reform, and one that is desirable before other more extensive steps can be taken

is to corporatize and commercialize the power sector. The intention of allowing the sector to act like a

commercial enterprise is that the managers will have freedom to seek efficiency improvements and

operate the sector in its own best interests. For this purpose, there is need for introduction of performance

targets through performance contracts. In theory, performance contracts have the benefit that the

objectives of the enterprise are clarified, and they are usually accompanied by the introduction of

management information systems and improved auditing and accounting practices. In practice, however,

it is not easy to create a clear commercial mandate and the required autonomy within the public sector.

The record of experience from a number of SSA countries shows that performance contracts have not

been an effective instrument to improve performance of state-owned utilities.

29. The next step in the reform process is to introduce some external management experience from the

private sector through the use of management contract to run the public utility. Private sector

participation in operations and management of the public utility can help achieve significant

improvements in the power sector performance. Management contracts are likely to be of most benefit

where efficiency of the system is poor and where there are skill shortages in the power sector. The
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infusion of management skills made possible by the use of such a contract is likely to be the most rapid

way of improving operating and financial efficiency, while at the same time improving staff skills.

30. A further step in the reform process is for the government to give responsibility to the private

sector for operations and management of the power utility with investment obligations, and earn revenue

from selling electricity under a long-term concession. The private sector can also be given responsibility

for investment in new generation facilities under independent power producers' (IPPs) concession, while

existing assets remain in public ownership.

31. Restructuring and liberalization of the power sector in Kenya provide an example of the

separation of generation functions from transmission and distribution functions. The Kenyan government

has through the Energy Sector Reform Programme initiated policies and actions to restructure the power

sector and to open it up to competition and private investment. As part of this programme, the

Government has separated the regulatory function from policy setting functions and generation functions

from transmission and distribution functions see Box 1 below).

Box 1: Reform of the Power Sector in Kenya

The reform of the Kenyan power sector got under way with the passage of the Electric Power Act in

November 1997. The Act created a power sector regulator, put independent power projects on a firmer

legal footing and required the unbundling of the generation assets of the Kenya Power & Lighting

Company (KPLC) from its transmission and distribution activities.

The Electricity Regulatory Board was set up and the Kenya Electricity Generating Company (KenGen)

was created to take over the generating assets of KPLC in 1998. However, there has been little

subsequent progress with the privatization of either KenGen, which is wholly state-owned, or of the

majority state-owned and controlled KPLC. Local analysts have attributed the slow progress towards

the sale or further restructuring ofKPLC to opposition from senior figures within both the government

and power companies.

32. When the government is wishing to facilitate the development of power projects and attract

investments from independent power producers (IPPs), the same law in the Electricity Act can encompass

the required restructuring and liberalization of the power sector like in the approach taken by Uganda (see

Box 2 below).

Box 2: Law reform to attract IPP projects in Uganda

The Government has been implementing significant reforms in the power sector to achieve long-term

efficiency and therefore minimize the risk of government guarantees being called for by independent

power producers (IPPs). The reforms include the transfer of the management of the publicly owned

Uganda Electricity Board's distribution and generation assets to the private sector. This will be done

under concession contracts. The Parliament of Uganda has passed a new Electricity Act in 1999 in order

to facilitate the power sector reforms. The Electricity Act 1999 was passed on 27 October 1999, and will

result in the creation of an independent Electricity Regulatory Authority (ERA). The ERA will

determine the structure and level of retail power tariffs, and will regulate electricity generation,

transmission, distribution and supply. The passage of the legislation allowed the Bujagali project to

move forward, with the Ugandan parliament passing a motion on 8 November 1999 allowing the

government to sign the power purchase agreement (PPA).
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33. Privatization of the state monopoly is an important turning point for the power sector reform

process, and represents an improvement over continued government ownership, because it provides

incentives to persuade the new owner to invest, expand service, and operate the utility efficiently.

However, it requires a credible regulatory regime to (i) remove tariff setting from political interference;

(ii) ensure an efficient utility which is profitable; and (iii) ensure that the gains from efficiency are shared

between the company and consumers. Thus, privatization is the most complex mode of reform because it

requires several major changes to the legal, institutional and economic framework of a country. In many

SSA countries, private participation in the power sector has mostly been attracted into operations and

management concessions, mainly because the regulatory framework was not in place for major

privatizations.

II.3 Regional integration and bulk energy trading

34. The most important challenge facing African countries in the restructuring of their energy sector is

the small size of their economies. Subregional and regional cooperation and integration are essential for

establishing viable economies in Africa. They require national laws permitting free markets; i.e. the

conception of one market at subregional level in order to identify the least-cost of energy services, to reap

economies-of-scale, to secure supplies and to curb the power of monopolies. Indeed, due to the small size

of national markets, many projects are only feasible in a subregional and multi-country context.

35. This is why most of the subregional economic communities (RECs) have in their objectives to

strengthen subregional cooperation in the energy field by facilitating energy pooling through the

interconnection of electricity grids, oil and gas pipeline networks; and joint procurement of petroleum

products. In this regard, regional integration and bulk energy trading can prove to be the best way to

compensate for the inherent disadvantage of the small size of the economies of African countries. This

applies to natural gas pipelines as well as to interconnection of electricity grids. Interconnection of

electricity grids can substantially reduce power system costs, minimize the operating costs of existing

regional networks, and reduce the system expansion costs through planning on a regional basis. In

addition, reserves can be shared and private finance for regional projects can be easily mobilized.

36. Examples of subregional power pooling through the interconnection of electricity grids include,

the existing project of the "Southern African Power Pool (SAPP)"in the SADC subregion; and the project

under implementation of the "Systeme d'Echanges d'Energie Electrique Ouest Africain (EEEOA)" or

West African Power Pool (WAPP) Project in the ECOWAS subregion. Interconnections of minor

importance also exist between (i) Uganda and Kenya in East African Community (EAC); (ii) Burundi,

Rwanda and the Democratic Republic of Congo in the Community of Great Lakes Countries (CEPGL);

and (iii) Congo and the Democratic Republic of Congo in Central Africa region.

37. A notable example of subregional energy pooling through gas pipeline networks is the very

important "West African Gas Pipeline (WAGP)" Project aimed at linking Nigeria to Ghana via Benin and

Togo, being implemented in ECOWAS subregion; of minor importance are the gas pipelines aimed at

linking South Africa to Mozambique and Namibia gas fields. The extension of the Mombasa-Nairobi

pipeline to Kampala for supplying petroleum products to Uganda and other countries of the Great Lakes

Region will help strengthen regional integration in the East African Community (EAC).
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III. Rationale for private participation in the development of the energy sector

III.l Objectives of private participation

38. In recent years, many developing countries have made significant progress in promoting private

sector participation in the development of energy through increased mobilization of private investments in

energy projects, especially in the electric power sector. Compared to other developing regions like East

Asia and the Pacific and Latin America, Africa, and particularly Sub-Saharan Africa (SSA), has not been

a major beneficiary of this trend towards privatization, and most investors tend to perceive the region as a

relatively unattractive investment location.

39. Faced with the difficulties in mobilizing public sector resources and the scarcity of resources from

bilateral development assistance and/or concessional lending from bilateral and multilateral financial

institutions to invest in the development of the energy sector, African countries felt that a viable

alternative was to recourse to the private sector's technical and financial resources. In addition, an

important rationale for greater private sector involvement is the expectation that higher levels of skills at

technological and managerial levels will be introduced, thereby improving overall managerial capability.

40. In the power sector, for example, state-owned enterprises often operated at sub-optimal levels,

suffering from poor capacity, technical problems and financial losses, and excessive manpower. Their

overall returns on investment are well below the cost of borrowing. Indeed, many utilities were unable to

recover operating costs. Others have had to depend on concessional lending for new investments. The

lack of profitability has meant that utilities were not able to self-finance investment, raise commercial

credit or sign long term contracts without government or other guarantees, for example for power

generation on a "build, own and operate (BOO)" basis.

41. Other expectations were that through involvement of the private sector there would be competition

and consequently much better energy service at lower prices. The involvement of the private sector

would also help freeing governmental resources for other social investments, such as financing rural

electrification programmes. After Cote d'lvoire, which was the pioneer in the privatization of its electric

power utility, many African countries have sought to involve the private sector in operations and

management of their national utilities by passing legislation, which allowed private power generation by

independent power producers.

42. The benefits that could be expected from private sector participation in the development of energy

would be to bring new skills, technology and management techniques to the sector, leading to more

efficient operation and management of resources. Greater efficiency would improve both internal cash

generation and the credit worthiness of the utilities. If governments would put in place suitable

frameworks and incentive packages, private finance could have a better chance of being mobilized to

provide funds for the refurbishment of old, inefficient equipment, such as in the Nigerian "rehabilitate-

operate-transfer (ROT) programme, and for the expansion of the sector to meet unsatisfied demand for

electricity. Such opportunities would also help attract foreign direct investment (FDI) into the energy

sector.

111.2 Modalities of private sector participation

43. According to the Energy Chapter of the PRSP (Poverty Reduction Strategy Paper) Sourcebook of

the World Bank, benefits of privatization depend on the form of privatization chosen. A variety of

mechanisms can be employed to involve the private sector in the energy sector (see Table 4 below). For

example, in a pure management contract, the private operator may be paid a flat fee to improve enterprise

management, but the incentive to increase sales or improve billing and collection is weaker than with



ECA/RCID/046/00

Page 10

lease, where the operator can keep the collected revenues and pay a lease fee to the government. A

concession with investment obligations, a BOO/BOOT (build, own and operate)/(build, own, operate and

transfer) scheme or outright sale will make the private operator responsible for deciding upon

investments, delivering stronger incentives than a lease to minimize the costs of capital investment.

Table 4: Options of private participation in the energy sector

Option

■ Service Contract

■ Management contract

■ Lease

■ Concession

■ BOO/BOOT scheme

■ Divestiture

Asset

Ownership

Public

Public

Public

Public

Shared

Private

Operations

&

Maintenance

Shared

Private

Private

Private

Private

Private

Capital

Investment

Public

Public

Public

Private

Private

Private

Commercial

Risk

Public

Public

Shared

Private

Private

Private

Typical

Duration

(years)

1-2

3-5

8-15

25-30

20-30

++

Source: The Energy Chapter of the Poverty Reduction Strategy Paper Sourcebook of the World Bank

44. The private sector participation in the development of energy in African countries, like in other

regions, has traditionally concentrated in the upstream activity of exploration and development of oil and

gas resources. However, this participation was extended to electricity generation and to a lesser extent to

gas development for gas as a fuel for electricity generation (Songo Songo gas project in Tanzania, or

West African Gas Pipeline Project), and more recently to electricity generation from renewables, mainly

from wind energy (Morocco) and hydropower (Uganda).

45. Approaches followed for introducing private participation in the power sector differ in how far

responsibilities and risk are passed to the private sector, and how far stronger incentives provided to the

private sector can deliver efficiency gains. Management contracts and leasing arrangements may be tied

to specific performance improvements. Full privatization, whether through ownership change or a long-

term concession requires that the private sector operator takes its revenue from final consumers. This also

requires that tariff regulation is formalized and government constraints on price setting are removed.

46. Four main steps/categories in the power sector reform process could be considered, namely:

• Corporatization and commercialization of the national power sector, while leaving it in public

ownership and introducing performance contracts with public managers;

• Introduction of some external management experience from the private sector through the use of some

form of management contract to run the public sector utility. As part of this group of reforms, the

private sector can be given responsibility for operations and maintenance expenditure under an

affermage contract;

• Allowing the private sector to own and operate specific new investments. Most often, these have

been new generation investments using independent power producers (IPPs) in a BOO, BOOT and/or

ROT (...) scheme concession; and

• Allowing the private sector to take full responsibility for the operation of existing assets and for

investment, whether through a long term concession or through full change in ownership.

47. After the symposium organized by the World Bank and the Joint World Bank/UNDP Energy

Sector Management Assistance Programme (ESMAP) on "Power Sector Reform and Efficiency

Improvement in Sub-Saharan Africa" held in Johannesburg, South Africa, in December 1995, many

African countries have started considering the possibility of implementing independent power producers
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(IPPs) projects and/or transfering managerial responsibility for some power utility operations to the

private sector.

48. At the ESMAP Symposium, the Consultant Coopers & Lybrand summarized the four common

modalities of private sector participation in the development of electric power sector in its presentation on

"Financing Africa's Power Sector: Issues and Options" as follows:

■ Service contracts to contract out responsibility for delivering particular services;

■ Management contracts to transfer responsibility for certain core operations;

■ Build-Own-Operate (BOO) and other concessions for financing new assets; and

■ Divestiture to sell existing electricity businesses.

IH.2.1 Service Contracts

49. This is the most limited form of private sector participation with little or no investment from the

private contractor. However, service contracts serve as a useful route into greater private participation

because they provide observable benefits such as reduced costs and improved service quality without

requiring wholesale sector reform, which can be politically difficult. In certain important areas, such as

meter reading, billing and collection, they can have a very substantial positive impact on cash flow and

thus on financing.

50. The main features of service contracts may be summarized as follows:

• Definition: Transfer of responsibility for service provision

• Typical applications'. Maintenance of power stations, meter reading

• Benefits available: Clear accountability, cost reduction, improved performance

• Basisforpayment: Performance related service charge

• Conditionsfor success: Careful specification of deliverables/level of service. Financially viable utility

to act as purchaser

• Other points: Contracting out particular services can overcome skill shortages often found in the

public sector

III.2.2 Management Contracts

51. Management contracts go a step beyond service contracts, with the contractor being given

responsibility for managing a core function, introducing commercial discipline and often executing new

investment, although in most cases ownership and financing remains with the public sector. Such

contracts increase the efficiency of a utility and can pave the way for private equity participation.

52. Most cases of private sector participation in the operation and management of African utilities

presented at a later stage in this report are of this type, whose main features are as follows:

• Definition: Transfer ofmanagement responsibility for a core business activity to a private contractor

• Typical application: Operation and maintenance of a power station. Operation and maintenance of a

distribution and retailing activity

• Benefits available: Clear accountability, cost reduction, improved standard of service and, in certain

cases, finance for new investment

• Basis for payment: Many possibilities, ranging from a performance related fee to a share of revenues

or profits
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Conditionsfor success: Careful specification of area of responsibility between management contractor

and asset owner. Adequate tariff levels and appropriate incentive structures

Other points: A few management contracts transfer responsibility for new investments to the

contractor. A termination payment linked to asset value may be part of the remuneration package.

Management contracts may be precursor to taking an equity interest in the business.

III.2.3 BOO Concessions

53. Build, Own, and Operate (BOO) concessions go an important step further than most management

contracts in that the private sector finances construction of new assets and owns them, usually throughout

their operational life. Generation schemes are the most common form of private participation, largely

because the assets are discrete and easily ring fenced from the rest of the utility's operation.

Restructuring or reform of the utility is important because private investors will be reluctant to invest

unless the utility operates on commercial principles, with tariffs set within a regulatory framework

designed to secure financial viability.

54. Most of the independent power producers (IPPs) projects presented at a later stage in this report

are of the BOO concessions type, whose main characteristics may be summarized as follows:

• Definition: Award of the right to build, own and operate an asset and sell the output or service under a

long term contract

• Typical applications: Provision of new gas turbines, combined-cycle power generation plant.

Commission a hydroelectric power plant. Commission a wind farm or a geothermal power plant

• Benefits available: Allows investment to proceed, which might not otherwise have been possible.

Transfer of operating risks to the private sector. Provides a benchmark for levels of efficiency

• Basis for payment: For generation, conventional Power Purchase Agreements (PPAs) remunerate

fixed costs through a capacity charge and variable costs through an energy charge

• Conditions for success: Allocation of risks to all parties best able to control them. Financially sound

power purchaser with direct or indirect government backing for contractual obligations. Ability to

convert revenue to foreign currency

• Other points: BOO schemes are now well established in many countries for generation, and

transmission systems are sometimes included in the BOO projects like for example in the Azito gas-

fired power plant in Cote d'lvoire, Kwale gas-fired thermal plant in Nigeria and Bujagali in Uganda.

55. In the countries that are able to attract foreign investment, the normal approach to BOO electricity

generation schemes involves some form of solicitation, followed by bid evaluation or negotiation and

then award. Awards may be based on results of a competitive tender, or be subject to bilateral negotiation

on a first come, first served basis. If there is sufficient investor interest, competitive tendering should be

the preferred option because it is transparent and should deliver private investment at least cost.

56. In BOO generation schemes, risk allocation is of crucial importance. Project sponsors are willing

to manage most risks arising from plant construction and plant performance, but will not normally accept

demand risk; i.e., the risk that the plant's output will not be used. Power purchase agreements for

generation schemes therefore use a two part pricing approach in which the purchaser pays a capacity

charge for available capacity whether or not it is dispatched and there is a separate energy charge for the

actual energy produced.

57. Sponsors and lenders to a project will also wish to be confident that the purchaser will continue to

be able to pay for the capacity and energy. At the minimum, addressing the risk of default by the power

purchaser will require a clear regulatory framework for setting retail tariffs to secure the financial
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viability of the purchaser. It will often, in addition, call for some form of government guarantee or

support for the purchasing utility's obligations, at least until power sector reforms and regulation are in

place and operating effectively.

58. Fuel supply arrangements also call for careful allocation of risk. In a conventional BOO

generation project, shortage of fuel will mean that the capacity is unavailable and no payments will be

made under the power purchase agreement (PPA). Fuel supply must be secured by reserving indigenous

fuel supplies for the project, and by negotiating a fuel supply agreement with a financially robust fuel

supplier, ideally contracted on a competitive basis. Where the fuel supplier is a state enterprise, project

sponsors may also seek some form of official underwriting of its contractual obligations.

59. A standard feature of all BOO schemes is the use of project finance under which lenders usually

have only limited recourse to the project sponsors for loan repayment. This contrasts with balance sheet

financing where the loan is secured on the assets of the sponsor's business. Project finance is particularly

well suited to major infrastructure projects where, by careful management of risk, the uncertainty in the

project cash flows can be reduced to a minimum making the project itself security acceptable for lenders.

60. Project finance can be raised from commercial banks, through Export Credit Agencies (ECAs),

and from bilateral and multilateral agencies. Commercial lenders are often reluctant to take on

developing country risks. These may be mitigated by involvement of international lending agencies that

provide direct and indirect support, both of which can facilitate private capital from other sources. The

World Bank provides a range of guarantees that can cover part of the risks and extend the range and terms

of credit available to a project, but these are not available to "IDA" countries.

61. For example, the UK's Commonwealth Development Corporation (CDC) provides both equity

and loan finance to a wide range of projects on co-financing basis (see Kipevu II thermal power project in

Kenya and Bujagali hydropower project in Uganda). The International Finance Corporation (IFC) of the

World Bank Group provides equity and debt, and can also facilitate private finance by organizing "B"

loans, where commercial lenders provide funds on better terms under the umbrella of the IFC which is the

lender of record, thus giving commercial lenders a degree of comfort. The project financing structure of

the Kipevu II (Tsavo) power plant in Kenya in which CDC and IFC are involved represents an example

of such project finance.

62. The Project Financing Structure of the Kipevu II Project is as follows (in US$ million):

Equity 22

Senior Debt

International Finance Corporation (IFC) "A" loan 15

International Finance Corporation (IFC) "B" loan 22

FMO (Netherlands) 10

Merita Nordbanken (Finland) 4

Leonia Bank (Finland) 4

WD Power Fund (Finland) 4

CDC Capital Partners (UK) 13

DEG (Germany) 10

Subordinated debt (IFC, DEG, FMO) 4

Total 86

Source: Tsavo Power & Global Private Power-Issue 61: 13/06/2000
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63. Some of the key features of project finance are summarized below:

• Definition: Type of lending for which the primary security is the cash flows of a project or segregated

business activity rather than the assets of the sponsors or developers. Lenders may have limited

recourse to sponsors in specific circumstances, e.g. failure to complete.

• Applications: Financing construction of new projects, e.g. BOO schemes, or purchase of an existing

asset or business

• Commercial arrangements: Securing cash flows with adequate certainty requires minimizing risks

through a series of interlocking contracts with parties responsible for engineering, procurement and

construction, fuel supply, power purchase and, potentially, with the government. Government support

may be needed for contractual obligations of state companies

• Sources of loans: Commercial banks, EGAs, multilateral and bilateral agencies, and bond issues

(possible only under special circumstances)

• Sources of equity: Project finance is usually associated with high gearing. Sponsors/developers,

equipment and fuel suppliers, bilateral and multilateral agencies, and specialist finance companies or

funds may provide equity.

III.2.4 Divestiture

64. BOO schemes involve financing new investments by the private sector, and management contracts

transfer responsibility for managing, but not transfer of ownership of existing assets to the private sector.

A natural progression from this is the full divestiture of electric power utilities to the private sector,

leaving the state responsible only for policy and regulation. Success depends on whether a regulatory

structure, including tariff setting, can be established which is acceptable to both government and the new

owners. Where such confidence exists, divestiture is possible.

65. Obtaining the best value from a divestiture may call for a programme of preparation, which can be

done in partnership with the private sector, followed by sale of a stake in the company to private

investors. The value of the share retained by the state will rise as performance improves and maybe sold

at a later date. One benefit of a gradual approach to divestment is that the government retains say as a

shareholder for a long period, which gives time to establish or reinforce regulatory institutions. This is

important because price regulation, setting and monitoring customer service standards and supervising

competition all require considerable skills and resources.

66. The key features of divestiture are summarized below:

• Definition: Sale of partial or total ownership interest in an electricity business to either a trade investor

(e.g. another utility) or general investors

• Typical applications: Introduction of a strategic partner into a business with an equity interest. Sale of

a separate asset, e.g., a power station to a trade buyer. An Initial Public Offering to raise new equity

capital and position the company for further issues

• Benefits available: Access to new management skills to improve efficiency. Raise cash to finance

new investment. Gain access to capital market for future fund raising

• Basisforpayment: Equity will be remunerated through dividends paid out of profits

• Conditions for success: Financially viable businesses with good prospects. Established regulatory

framework for price control. Secure basis for conversion of dividend payments to foreign currency

and repatriation, unless finance is provided by domestic investors

• Other points: Divestiture is much easier for existing generating assets than for distribution, where

revenue depends directly on consumers.
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III.3 Preconditions for private participation

67. The prerequisites which allow private investors - foreign as well as domestic - to gauge risks

associated with investing are uniform throughout the world: internal and external peace and stability,

good governance, a clear vision and strategy for achieving national development objectives, an

unflinching commitment to privatize, legal and regulatory transparency, and a coherent approach to

macroeconomic policies (inflation and exchange rate management, interest rates, etc...). Policy

priorities, including those for public investment, need to be clearly defined and commitments diligently

implemented.

68. These elements are often summarized as transparency, objectivity and predictability, and could be

put into practice through the following arrangements:

■ Ensuring macroeconomic stability, particularly keeping inflation under control;

■ Providing a clear regulatory environment, particularly providing credible restraints to the arbitrary

intervention of the government;

■ Allowing investors to earn adequate financial returns;

■ Establishing clear property rights and dispelling the fear of expropriation of investment; and

■ Entering firm contractual agreements, particularly over the repatriation of profits from investments.

69. At the Africa Energy Forum held in Edinburgh in June 2000, participants representing investors

were of the opinion that Africa, and especially Sub-Saharan Africa, has often been considered as an

unattractive destination for private power investment. Some of the reasons put forward were that

individual markets were too small, the governments too corrupt, the legal and regulatory frameworks

either inchoate or inimical to private investment and, crucially, much of the population too poor or

dispersed to make any investment in the power sector viable. However, it was also recognized that there

was potential for viable investments in an increasing number of African countries in view of independent

power producer (IPP) projects being implemented or state-owned utilities being privatized. Most

speakers emphasized that, to successfully attract private investment, countries needed to reform their

distribution and supply systems and address tariff issues.

70. The following preconditions were presented by some representatives of investors involved in the

privatization of the power sector in Africa:

■ The representative of a US-based company which is present in Morocco and Ghana noted that while

tariff policy involved "very political issues", they had to be squarely addressed since the existence of

creditworthy power offtaker was critical to project success. Retail tariff levels apart, customer

payment history was a key consideration She added that another important issue was need to

minimize uncertainty in the formulation and implementation of sector reform policies;

■ The representative of Electricite de France (EdF), a company which is involved in the privatization of

state-owned utilities and IPPS of many African countries, noted the importance of transparency in

bidding processes, proper attention to training of senior utility personnel and the development of local

stock market. He also noted that having a regional, rather than solely country vision, was very

important;

■ The representative of a US's company which won the privatization of Sonel in Cameroon and is

involved in the implementation of the BOOT Bujagali hydroelectric project in Uganda and the Songo

Songo gas-to-power project in Tanzania noted that the first priority when developing a project was to

find out what the World Bank's approach was to the particular country. He also noted that other key

preconditions included the need to understand the country's legal process, and to ascertain which
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ministries were involved in approving projects and providing back-up guarantees for the performance

of state utilities. He stressed that projects had to be robust and able to withstand change especially

changes in government, ministry and utility personnel. Projects developed without transparency
would not survive the scrutiny of new officials, as has been the case during the privatization of
Senelec in Senegal; and

■ The representative of a UK's development finance institution which is involved in financing IPP

projects in Tanzania, Kenya and Uganda, made similar comments about the importance of

creditworthiness and reliability of the power offtaker in relation to the recently financed Tsavo Power

Project in Kenya. He noted that the offtaker, the Kenya Power and Lighting Company (KPLC), had

provided a security package structure around an escrow account, which ring-fenced KPLC revenues,

backed up by a letter of credit. He added that the equity and debt investors in the project were
comfortable with this structure and the absence of a government guarantee because of KPLC's

relative creditworthiness. He also added that another key consideration was the establishment of the

independent Energy Regulatory Board (ERB). This gave investors comfort about future tariff levels.

72. At the Africa Energy Forum, the representative of Morocco described what could be considered as

a success story in public-private sector cooperation in the development of the electric power sector. He

observed that IPP projects accounted for 48% of national electricity output in Morocco in 1999; and they

were projected to account for around 75% of the total in 2005. He also noted that the Compagnie

Eolienne du Detroit's 50 MW Tetouan wind farm project sponsored by Electricite de France (EdF) had
just been commissioned. This was following the pioneering Jorf Lasfar Energy Company's 1,320 MW
coal-fired project sponsored by the US's CMS Energy and ABB Energy Ventures. He noted that the

state-owned Office National de l'Electricite (ONE) is the offtaker of IPP output; and under Moroccan

law, ONE is also the owner of the projects, over which the investors have full operational control through

the principle of "droit de jouissance', or right of enjoyment. He added that the Moroccan authorities had

decided that while the private sector should be involved in the projects, ONE should also be present in the
deals, so that costs be reduced compared to wholly foreign owned and project financed deals such as Jorf
Lasfar
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IV. Private participation in the energy sector in selected African countries

IV.l Operation and management contracts

1. A successful management contract in C6te d'lvoire

73. In the 1980s, low operating efficiency, combined with weak financial management, left Cote

d'lvoire's largely state-owned power company, Energie Electrique de Cote d'lvoire (EECI), unable to

service its debt. In October 1990, the power sector was restructured with EECI keeping responsibility for

sector planning and investments (Societe du Patrimoine), and a newly created private company, the

Compagnie Ivoirienne d'Electricite (CIE), being awarded a 15-year management contract for operation

and maintenance. One of CIE's main shareholders, the Societe pour l'Amenagement Urbain et Rural

(SAUR), a subsidiary of the French Bouygues Group (33.5% of the CFA francs 10 billion total equity

shares), was also a major shareholder of the private company that successfully run Cote d'lvoire's urban

water supply since 1959, and CIE has substantially adopted the working methods and corporate culture of

this water company. Cote d'lvoire has been a pioneer in the restructuring and privatization of its power

sector in Sub-Saharan Africa.

2. Privatization of the Societe d'Energie et d'Eau du Gabon (SEEG)

74. In March 1997, the Government of Gabon and the International Finance Corporation (IFC) of the

World Bank announced that Compagnie Generale des Eaux (CGE, France) and Electricity Supply Board

International (ESBI, Ireland) won the concession for the Societe d'Energie et d'Eau du Gabon (SEEG),

the water and electricity utility of Gabon. The winning offer of 82.75% of the existing tariff was the

lowest bid submitted for the concession from a group of firms including Compagnie Generale des Eaux

(France) and Electricity Supply Board International (ESBI of Ireland); Elyo (Lyonnaise des Eaux Group,

France); and Saur International (France).

75. Under the 20-year concession, the new private sector owner of SEEG is committed to spending

US$ 520 million on the modernization and expansion of water and electricity supplies. The public share

offering was also a success, with demand extremely high for the 735,000 shares at CFAfr 10,000 (US$

16.81) each, representing 49% of the company's share capital. The management group has since slashed

utility tariffs by 17.25%. In 1999, SEEG was providing 40% of the population with electricity services

and 66% with water services, but those benefiting from these services were primarily located in urban

areas. The private ownership of SEEG marked the first significant privatization in Gabon and the first

privatization of a water and electricity utility in Africa involving full commitment for future investment

by the private sector.

3. Privatization of Energie du Mali (EDM)

76. The competition to secure control of the integrated utility Energie du Mali (EDM) has been won

by France's Saur International, a subsidiary of the Bouygues Group for a 60% interest in EDM with a bid

of CFAfr 13.2 billion (US$ 17.6m). The deal involves the award of a 20-year concession over EDM,

with the potential for a five-year extension. The agreement also involved Saur International's

commitment to invest at least CFAfr 600 million (US$0.8m) a year. It is intended that some of the

remaining shares in EDM will be offered to employees and the public. The privatization process began in

March 1999 following the National Assembly's agreement to the partial sale of EDM under pressure from

the World Bank. This followed the termination of a management contract over the company held by

Electricite de France (EDF) from 1994 to March 1998.
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4. Privatization of the Societe Nationale d'Electricite du Senegal (Senelec)

77. The consortium Senegalaise d'Investissement was awarded a 34% stake in, and management

control over, the Societe Nationale d'Electricite (Senelec) in March 1999, following an international

competitive bidding process initiated and funded by the World Bank. The consortium made up of

Canada's Hydro-Quebec International (HQI) and France's Elyo, a subsidiary of the Bouygues Group,

agreed to terminate its 25-year concession in October 2000. The consortium had already done

considerable renovation work, and Senelec was recapitalized at the beginning of 2000 with cash from the

consortium and the government. The new government noticed that the two companies had failed to

improve supply, while the consortium said its hard work and investment were just beginning to bear fruit.

A committee of the consortium and the government is negotiating the terms of the two companies'

departure and assuring the smooth running of the utility in the interim. In the meantime, the government

has invited potential bidders to lodge expressions of interest for a new privatization tender by 21

November 2000, and has set up an interim management team for the transition period.

5. Privatization of the Compagnie d'Energie Electrique du Togo (CEET)

78. A consortium, comprising Hydro-Quebec International (Canada) and Elyo (France), part of Suez

Lyonnaise des Eaux, won a 20-year concession to take over assets of the Compagnie d'Energie Electrique

du Togo (CEET). It paid in the mid-2000 US$ 31.7milliom for a five-year renewable management

contract. Assets include Centrale Thermique de Lome power station and Nangbeto hydroelectric project.

The new company will generate, transmit and distribute electricity as Togo Electricite company. Togo

Electricite is committed to investing in CFAfr 27 billion during the first five years of the concession. It

will have an initial capital of CFAfr 3 billion (US$ 4m) and the government said that the capital would be

progressively opened up to other investors, including private Togolese investors. Consultant Mazars &

Guerard (France) ran CEET since 1997 under a World Bank-backed management consultancy project.

6. Privatization of the Societe Nationale d'Electricite du Cameroun (Sonel)

79. AES Corporation has won the privatization-bidding race to take on 51% stake of Cameroon's

national power company, Sonel. AES is committed to operate Lagdo and Song-Loulou hydropower

plants and invest CFAfr 1,000 billion over 20 years. The Agence Francaise de Developpement (AFD)

holds a 13.9% stake in Sonel. The choice of AES was based on the terms of its financial offer, after an

earlier review of technical bids. Five bidders were in play: AES, Electricite de France, Union Fenosa,

Hydro-Quebec and a consortium of Belgium's Tractebel and South African Eskom, although not all

progressed to final tender round. The Sonel sale terms do not impose a substantial social or rural service

mandate. AES is bound into extending the national grid into some new areas, but it will not be required to

take on the whole task of rural electrification, for which a separate national agency has been established.

Investors will be welcome to tender to subcontract coverage of some rural areas. AES is likely to do so,

but separately from its main Sonel operation. The government's liberalization programme will initially

exclude independent power producers from distribution, except in local areas not covered by the national

grid.

7. Privatization of Uganda Electricity Board (UEB)

80. The Government of Uganda formally adopted its power sector restructuring and privatization

strategy in June 1998, with the Electricity Act being passed in November 1999. The government

subsequently awarded a US$ 3.5 million advisory contract for the sale of the Uganda Electricity Board

(UEB) to a consortium led by the Hagler Baily Services (HBS, US) in March 2000. The government's

policy is to unbundle the Uganda Electricity Board (UEB) through the creation of three separate entities:

generation, transmission and distribution; and privatize the generation and distribution businesses on the

basis of concessions. It had originally been envisaged that the transmission system would also be offered;
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but it was disclosed in May 2000 that the government would retain control of the transmission system in

the short to medium term. Interest in the privatization of UEB was expressed by AES, Eskom, Cable

Corporation, Dragados Construction, Cinergy Global Power, ABB Asea Brown Boveri, CDC Capital

Partners, Industrial Promotion Services (Uganda), the IFC of the World Bank Group, Wartsila NSD, YTL

Power Generation, and Elyo.

IV.2 BOO/BOOT electricity generation concessions

IV.2.1 IPP thermal power projects

1. Azito gas-fired thermal power project in Cote d'lvoire

81. The International Finance Corporation (IFC) of the World Bank Group has mobilized the first

international commercial bank financing of a major power project in Sub-Saharan Africa, namely the

Azito Power in Cote d'lvoire. The natural gas-fired project was intended to help to satisfy the urgent

demand for electricity and reduce dependence on the country's hydropower resources. Azito project

consists of a 300 MW power station and associated transmission system reinforcement. It is being

developed under a 23-year BOOT (build, own, operate and transfer) concession by ABB Energy

Ventures, a subsidiary of ABB Asea Brown Boveri Limited, Industrial Promotion Services (IPS-C6te

d'lvoire), a unit of Aga Khan Fund for Economic Development, and EdF-I, a subsidiary of Electricite de

France, the French national electricity utility. The power plant, located at Azito in the Yopougon district

about 10 km from Abidjan city center, had to be implemented in two 150 MW phases. Phase I which was

scheduled for completion in January 1999 is operational and Phase II expected for completion in January

2000 was delayed until the economic situation in Cote d'lvoire improves.

82. IFC's financing for the USS 223 million project consisted of a US$ 30 million loan for its own

account and another US$ 30 million loan syndicated with a group of European banks. Together with

Societe Generale, IFC played the leading role in structuring the project, and paved the way for the

mobilization of an additional US$ 30 million in commercial bank loans supported by a Partial Risk

Guarantee from the International Development Association (IDA) of the World Bank Group. Societe

Generale was the syndication underwriter for the combined commercial bank package. A further US$ 48

million was being provided by a bilateral/multilateral club, including the African Development Bank, the

Commonwealth Development Corporation (CDC), DEG (Deutsche Investitions und

Entwicklungsgesellschaft) and FMO (Netherlands Development Finance Institution).

2. Kipevu II (Tsavo) thermal power Project in Kenya

83. The International Finance Corporation (IFC) of the World Bank Group has signed agreements to

invest up to US$ 41 million in the Kipevu II power project, the first private power project in Kenya to be

financed on non-recourse project financing basis. The US$ 86 million project will build a 74 MW diesel-

engine generation plant in Mombasa, Kenya's main seaport and second largest city. The output will be

sold to the Kenya Power and Lighting Company Ltd. (KPLC), the national electricity utility, through a

20-year power purchase agreement (PPA). The project was awarded on a BOO (build, own and operate)

basis to lead developer Wartsila NSD Power Development through an international competitive bidding

process. Wartsila, one of the world's leading manufacturers of diesel engines for stationary and marine

uses, will retain 15.1% ownership in the project company.

84. IFC's financing consists of an equity investment of up to USS 1.05 million, a subordinated loan of

up to USS 1.4 million, and a loan of up to USS 15.1 million for IFC's own account. In addition, IFC was

instrumental in arranging syndicated loans of up to USS 23.5 million for the account of participants, the

first such loan in Kenya in more than a decade. The new facility will also allow KPLC to diversify its
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power sources and reduce hydrological risk. IFC has advised the Government of Kenya and KPLC on

sector reform, alongside the World Bank's work in helping restructure the energy sector.

85. At the Africa Energy Forum held in Edinburgh in June 2000, the Representative of CDC Capital

Partners, the British bilateral development agency holding 30% ownership in the project, said that

Kipevu-II Project was the first IPP in Kenya and the wider in the region to be financed on a non-recourse

basis without any guarantee from the government.

2. Agbara Region gas-fired IPP and Interim Emergency Power Projects in Nigeria

86. The US giant developer Enron has overcome regulatory problems with its deal with the Lagos

State government to provide 270 MW in emergency power from barges, to be followed by a 548 MW

gas-fired plant. Enron finally signed a power purchase agreement (PPA) at the end of June 2000.

Finalized on 30 June 2000, the agreement involves Enro selling power to National Electric Power

Authority (NEPA) at US$ 0.032/kwh. NEPA will pay USS 0.022 of this and the remainder will be

subsidized by the Lagos State authorities. This compares to an initial draft PPA that hinged upon a USS

0.08/kWh tariff and lead to the project's renegotiation. For the emergency power agreement, NEPA will

transmit, distribute and collect payment, and is responsible for paying Enron for electricity supplied.

87. This has to be followed by the construction of a 548 MW gas-fired IPP, initially planned as diesel

power. Enron is expected to project finance a large part from export credit agencies (ECAs) and

multinational finance institutions. In terms of payment structures for the IPP's output, Lagos State will be

the purchaser and NEPA will transmit the power and get paid. Enron would charge in the region of US$

0.02-0.03/kWh. The source of gas feed for the IPP, which requires about 150 million m3 of gas per day,

remains unclear, but NNPC would most likely be the source of supply.

4. Kwale gas-fired power Project in Nigeria

88. A Memorandum of Understanding (MoU) relating to a gas-fired IPP project at Kwale in Delta

state was signed between the developers and the Ministry of Power and Steel and the National Electric

Power Authority (NEPA) in late July 2000. The developers include the local subsidiary of Italy's Agip,

Italy's EnelPower and the local Nigerian National Petroleum Corporation (NNPC). In April 2000, Agip

and NNPC entered into a 49:51% joint venture to build, own and operate (BOO) the 450 MW combined

cycle plant at Kwale. Agip is already very active in the Nigerian hydrocarbon industry, producing over

150,000 barrels a day through its joint venture with the NNPC.

89. The project would be located near Agip's Kwale gas plant by the Niger River, and would be

connected to the national grid at the Onitsha sub-station through a 50-km, 330 kV transmission line. The

20-year power purchase agreement was due to be finalized within two months after the signing of the

MoU. The plant would operate for an average of 7,500 hours a year under the agreement. Agip officials

noted that gas would be supplied from the Kwale gas facility, with back-up supplies being sourced from

the Obiafu-Obrikom gas complex. The USS 240 million project is tentatively scheduled for completion

in the second quarter of 2003.

IV.2.2 IPP Songo Songo gas-to-power Project with Gas Development Component in Tanzania

90. Canada's Ocelot International and its partner TransCanada Pipelines have been involved in

negotiations to use gas reserves at Songo Songo for electricity generation for several years, with final

approval received by the government only at the end of 1999. Things were held up while the government

untangled itself from a dispute with Malaysian-backed Independent Power Tanzania (IPTL) over tariffs

and costs on a diesel-fired power project at Tegeta. This project is now completed, but lies idle while the
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matter is resolved at the International Centre for the Settlement of Investment Disputes (ICSID) in

Washington.

91. A subsidiary of the US's AES Corporation has confirmed that it has acquired a 49% stake in the

Songo Songo gas-to-power project in Tanzania. TransCanada Pipelines has agreed to sell its 49% interest

in the Songo Songo gas-to-power project to AES Sirocco for US$ 40million. AES will join Pan-African

Energy (formerly Ocelot Energy); the UK's CDC Capital Partners and the local Tanzania Development

Finance Company as an equity partner in the project. It will assume overall management responsibility of

the project. AES noted that the Tanzanian government had approved its acquisition of the stake, and the

World Bank's International Development Association (IDA) and the European Investment Bank (EIB),

who will be the main lenders to Songo Songo, had also agreed its involvement in the project. The project

is estimated to cost US$ 325 million, slightly lower than once estimated.

92. The Songo Songo project involves the refurbishment and operation of two onshore and three

offshore natural gas wells, the construction and operation of a 65 to 70 million cubic feet a day gas

processing plant and related facilities on Songo Songo Island, the construction of a 25 km marine and 207

km on land pipeline from the gas plant to Dar es Salaam; the conversion and upgrading of the existing

Ubungo 112 MW power station to bum natural gas. There is an option for the construction of an

additional unit at the plant. TransCanada noted that it had managed both the construction of a 75 MW

emergency power plant at Ubungo in 1995, and the acquisition of the pipeline right-of-way from Songo

Songo to Dar es Salaam in 1997 and 1998.

IV.2.3 IPP Renewable energies power projects

1. Bujagali Falls Hydropower Project in Uganda

93. A subsidiary of the US's AES Corporation has concluded the implementation and power purchase

agreements for the Bujagali hydroelectric project on the Nile river in Uganda. The officials from AES

Nile Independent Power and the Ministry of Energy and Minerals Development signed the agreements.

The 250 MW hydroelectric project and associated transmission lines will cost US$ 500m. The plant is

expected to start commercial operation in early 2004 and will sell its output to the Uganda Electricity

Board (UEB) under a 30-year power purchase agreement (PPA). AES Nile Independent Power's

concession for the project will extend for a similar period. The revised agreement saw the purchase price

of power to be delivered to the UEB reduced from US$ 0.11/kWh to US$ 0.039-USS 0.042/kWh,

including tax and the cost of transmission lines. Without tax and transmission costs, the tariff will be

USS 0.0328/kWh.

2. Wind Farm Projects in Morocco

2.1 Koudia al Baida Wind Farm Project

94. The most interesting BOOT project for the promotion of renewable energy technologies (RETs) is

the installation of the 50 MW wind farm located in Tetouan region, at the site of Al-Koudia al-Baida, in

Morocco, and composed of 84 wind generators of 600 kW each and a total installed capacity of 50.4 MW.

It was developed by a consortium composed of the French companies Electricite de France (EdF), Paribas

and Girma, which was authorized to finance, build and operate the wind power project for an investment

estimated at about FF 360 million (USS 63 million) under a new company called the Compagnie Eolienne

du Detroit (CED), created and managed by Girma for a 6-year period.

95. The equity shareholders are the three members of the consortium with EdF owing 49% stake,

Paribas with 35.5% interest, and the Consulting Engineers Girma keeping 15.5% remaining stake. The

investments were realized with 30% equity investment and 70% with loans from commercial banks. The
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French consortium was responsible for securing finance, installation of the wind farm and its operation
under a concession agreement for 19-year period.

2.2 Essaouira New Wind Farm Project

96. State power company Offica National de l'Electricite (ONE) is planning a 60 MW wind farm near

Essaouira, in Morocco, to be financed from an environmental soft loan from the Japan Bank for
International Cooperation (JBIC). The US$ 69.3 million investment cost will be borne for 75% by JBIC,
with the balance being raised by ONE from private investors. It will take some 18 months to build and is

due to come on stream in 2005. The Japanese Consulting Institute carried out a feasibility study in
August 1999 for the park to be built at Cap Sim 15 km south of Essaouira.

2.3 Tangier and Tarfaya Wind Farm Projects

97. The Office National de l'Electricite (ONE) has pre-qualified nine of the 19 consortia which

submitted bids to participate in the construction of wind farms in the Tangier and Tarfaya regions for an
estimated US$ 200 million. They have to submit bids for two plants in the north near Tangier totaling
140 MW, with 65 MW at Sendouk and 75 MW at Dhar Sadane, and a 60 MW plant in Southern Tarfaya

province. Both projects are scheduled for completion by 2005 and will supply their power to ONE, with
the winning bidder taking an equity stake in a special purpose company. Up to 35% equity stake will be
reserved to ONE and 14% for a local investor.

IV.3 ROT electricity generation concessions in Nigeria

98. The Nigerian government's National Council on Privatization has sought expressions of interest
from international companies and consortia to undertake a number of projects on a rehabilitate-operate-
transfer (ROT) basis. The World Bank Group is assisting the government in the implementation of these
projects. The ROT projects will be offered on a competitive bidding basis and include plants with

between 450 MW and 1,600 MW of capacity at various sites in Nigeria. The successful bidders will be
expected to rehabilitate the projects on a fast-track basis.

99. To qualify for the bidding process, the companies or consortia must demonstrate experience in the
last five years in the rehabilitation, operation and maintenance of thermal generating plants in developing
countries. Units currently being operated by the companies should be identified. The potential bidders

must also demonstrate experience in arranging finance for international power projects costing at least
US$ 50 million, and their ability to quickly access spare parts and equipment needed to rehabilitate the
plants. The identity and shares of each of the investors within a consortium must be given, especially
regarding the operations and maintenance contractor. All investors in a consortium must be present for
the entire period of the project. In the meantime, some projects are being implemented:

1. Egbin thermal power station refit

100. The total nominal capacity of the Egbin thermal power station amounted to 1,320 MW, with an
actual capacity limited to 738 MW in 1999 (see table 5). Marubeni of Japan has been awarded a US$ 5.5

million contract to rehabilitate Units 3, 4 and 6. The status was the following at the end of November

2000: 220 MW Unit Three repairs were due for completion by the end of third Quarter 2000; and work on
the combined Units four and six was to start in December 2000 and would take 18 months.

2. Afam additional power plant at Port Harcourt

101. The total nominal capacity of the Afam thermal power station amounted to 623 MW, with an

actual capacity limited to 59 MW in 1999(see table 5). ABB Asea Brown Boveri has been awarded a
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US$ 21 million contract to refurbish up to 140 MW capacity of the existing power station due on stream

by the end of 2000. Siemens of Germany has been awarded a USS 109 million contract to build a 276

MW additional thermal unit in September 2000, increasing total nominal capacity of the Afam power

station to 969 MW. Implementation of the project is expected to take 15 months. Table 5 below gives

the nominal and actual capacity ofNigeria's main power plants in 1999

Table 5: Nominal and actual capacity of Nigeria's main power plants

Plant/Name

Afam

Egbin

Kainji

Sapale

Shiroro

Nominal capacity (MW)

623

1,320

760

1,020

600

Actua! capacity (MW)

59

738

296

211

517

Source: FT Energy Online - Global Private Power -Issue 57:16/02/2000

IV.4 Regional integration projects involving bulk energy trade

102. Subregional and regional cooperation and integration are essential for establishing viable

economies in Africa. In this regard, regional integration and bulk energy trade can prove to be the best

way to compensate for the inherent disadvantage of the small economies of African countries. This

applies to oil and natural gas pipelines as well as to interconnection of electricity grids. In the area of

subregional energy pooling, the most important projects to be considered are (i) the "Southern African

Power Pool " in the SADC subregion formed since late 1995; (ii) the "West African Power Pool" Project

in the ECOWAS subregion; and (iii) the "West African Gas Pipeline" Project being implemented in the

West Africa region.

1. The Southern African Power Pool (SAPP) in the SADC subregion

103. The Southern Africa Power Pool (SAPP) was formed in late 1995 and a Memorandum of

Understanding (MoU) which was signed in December 1996 has guided its operations. SAPP includes

twelve power utilities from Angola, Botswana, Lesotho, Malawi, Mozambique, Namibia, South Africa,

Swaziland, Tanzania, Zambia and the Democratic Republic of Congo. The pool has an enormous

hydropower potential with a generating capacity estimated at 142,000 MW and natural gas reserves have

been proven in Angola, Mozambique, Namibia, South Africa and Tanzania, and would be exploited in

cooperation with private South African and foreign oil companies.

104. A World Bank study suggested that an estimated saving of US$ 1.6 billion over 10 years could be

realized through the optimal use of the regional electricity resources and installation. The SAPP is

currently taking a co-operative system approach to energy trade among its utilities, where bilateral energy

agreements determine the volume and conditions of energy trade. However, the new vision of SAPP is a

transformation of the power pool from a co-operative to a competitive pool through the creation of a spot

market, which would have a surplus of more than 4,500 MW available for trade during peak load time.

2. The "Systeme d'Echanges d'Energie Electrique Ouest Africain" in the ECOWAS subregion

105. The West Africa Power Pool (Systeme d'Echanges d'Energie Electrique Ouest Africain

(EEEOA)) which is expected to link the electricity grids of the 14 continental ECOWAS member States

(Benin, Burkina Faso, Cote d'lvoire, Gambia, Ghana, Guinea, Guinea Bissau, Liberia, Mali, Niger,
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Nigeria, Senegal, Sierra Leone and Togo), and Mauritania (a former ECOWAS member) is moving ahead

with its harmonization of the regulatory framework.

106. On 29 September 2000, the ECOWAS Energy Ministers signed a Memorandum ofUnderstanding

(MoU) committing their countries to the implementation of the project (Accord Cadre relatif au Systeme

d'Echanges d'Energie Electrique Ouest Africain (EEEOA)). In the MoU, the contracting parties decided

to set up the different governing bodies of EEEOA, including the establishment of the Steering

Committee of energy ministers responsible for a diligent and coordinated implementation of the project

and the Inter-utility Project Development Committee.

107. The Inter-utility Project Development Committee will be assisted by two subcommittees (one

committee per implementation area) and will be responsible for supervising the work of the technical and

institutional working groups, and for working out the framework for private sector participation in

financing interconnection projects. The two implementation areas are as follows: Area A is concerned

with the completion of transmission lines in countries already connected; i.e., Benin, Burkina, Cote

d'lvoire, Ghana, Niger, Nigeria and Togo; and Area B covers countries in which much work needs to be

done toestablish interconnections.

3. The West African Gas Pipeline Project (WAGP) in the ECOWAS subregion

108. Conceived in early 1990s by the US oil giant Chevron, the West African Gas Pipeline Project

(WAGP) is a US$ 400 million infrastructure designed to transport Nigeria's abundant natural gas to

consumers in the neighbouring countries of Benin, Togo and Ghana. It is perhaps the most significant

joint economic initiative in the West Africa subregion since ECOWAS member countries signed the

economic integration treaty in 1975. When completed, it will be the first gas pipeline in Africa to

traverse four national boundaries.

109. For the start, the 800-km long pipeline will transmit 120 million standard cubic feet (scf) of

natural gas daily. This volume is expected to rise to 300 million scf, as the initial consumers increase

their demand and new customers join the grid. Ghana will account for 80% of the gas purchase. The gas

will come from the production and processing facilities of Chevron, Shell and Nigerian National

Petroleum Corporation (NNPC) in western Niger Delta. The area has proven reserves of 40 trillion scf of

natural gas.

110. Apart from Chevron Nigeria Limited which is the leader in the joint venture known as the West

African Pipeline Company (WAPC), there are five other companies which make up the commercial group

that is executing WAGP, namely: the Nigeria National Petroleum Corporation (NNPC), the Ghana

National Petroleum Corporation (GNPC), Shell Petroleum Development Company, the Societe Beninoise

du Gaz SA and the Societe Togolaise du Gaz. The commercial group works in close cooperation with the

governments ofNigeria, Ghana, Togo and Benin Republic to realize the project.

111. In August 1999, a Memorandum of Understanding (MoU) was signed by the national

governments represented by the steering committee of four ministers and the commercial group. Under

the MoU, the consortium was granted the right to develop the project while an Inter-Governmental

Agreement (IGA), also signed by the energy ministers in February 2000, established the framework for

implementing the pipeline venture. In the IGA, the governments made commitments to the owners of the

pipeline and shippers of the gas on the conditions for development, construction and operation of the

project, as well as the fiscal and customs policies for the venture.
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V. Difficulties encountered in the privatization of the energy sector in African Countries

112. Beyond general macroeconomic policies and political stability, investor interest in a country is a

function of various factors including perceptions regarding the nature and the transparency of the business

environment. The experiences of relatively few projects that were implemented or are under negotiation,

and difficulties encountered, which may have resulted in costly delays, can play a major role in

influencing these perceptions. The most commonly encountered difficulties are reviewed below.

V.I Concerns about Government Policies

V.I.I Lack of Government Commitment

113. Foreign investors often encounter a difficult, and occasionally hostile, environment during project

preparation and operation. Even when the government publicly expresses its commitment to such

projects, difficulties can arise within sectoral line ministries or at the regional or municipal level. Many

investors are thus left with doubts about government's willingness to introduce private infrastructure

operations, and even about the government's true commitment to its obligations in a project.

V.I.2 Uncertainty in Dealing with Governments

114. Until recently, few governments in Sub-Saharan Africa (SSA) had developed clear guidelines for

attracting infrastructure investors or had established a coordination office. In some sectors, it may not

even be clear whether private entry is permitted. Sponsors therefore often face the prospect of spending

large amounts of time and money in negotiating permission to proceed from government ministries, local

government offices, and state-owned enterprises.

V.1.3 A Reliable Privatization Programme

115. When deciding to invest in the privatization of existing public enterprises, investors are

particularly concerned about the reliability and effectiveness of the sales process. In practice, this means

the clear definition of key issues, namely: (i) the degree of access to certain sectors through the

elimination of monopoly arrangements; (ii) the decision-making authority on privatization or project

finance transactions; and (iii) the precise procedures by which individual projects are awarded. For

example, the operations and management contract of Senelec with the consortium composed of Hydro-

Quebec International and Elyo was terminated by the new Government in Senegal, which emerged after

the elections of March 2000. This raises the question of the reliability of the agreement signed by the

previous government.

V.1.4 Non-transparent Negotiations

116. Sometimes in the face of a policy and procedural vacuum from the government side, individual

sponsors and project developers frequently contact government agencies directly, proposing and

negotiating individual projects. However, automaticity, transparency and predictability are key to the

development of an attractive framework. Investors have tended to stay away from countries where

selection was perceived as being based more on the strength of political ties and other non-transparent

criteria rather than on technical and financial merits.

V.2 Concerns about legal and regulatory framework

V.2.1 Adequacy of the legal framework
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117. Many investors have doubts about the efficacy of the current legal framework in most SSA

countries. Concession laws that spell out the rules for private participation, including the definition of the

responsible government agency, rales for project bidding and tendering, and a description of the

circumstances under which concessions can be modified or cancelled, often do not exist.

118. The definition of rights and guarantees, including the ownership of land and assets, is also of key

importance. Investors often doubt the neutrality and independence of the local judicial system and press

for international rules of arbitration. This was the case for the dispute over tariffs between the Tanzanian

government and developers of the Malaysian-backed Independent Power Tanzania Lt. (IPTL) 100 MW

diesel-fired at Tegeta which had to be reported to the International Centre for the Settlement of

Investment Disputes (ICSID) in Washington for settlement.

V.2.2 Unclear regulatory framework

119. A primary concern for any investor in infrastructure projects is the extent to which the future

business environment will be reasonably predictable. Investors want a well-developed and reliable

framework of regulations. In most SSA countries, regulatory agencies often do not exist, and when they

do exist they tend to suffer from a severe lack of qualified manpower and expertise. The future

environment for projects is thus uncertain, especially with respect to tariff adjustments over time. While

incorporating solutions in project-specific contracts and concession agreements can solve some of these

problems, the lack of an overall framework is disconcerting to many potential investors.

V.3 Concerns about Local Participation Capability

V.3.1 Limited Domestic Entrepreneurship

120. In most SSA countries, there are few entrepreneurs with the financial strength and technical

expertise to be able to participate in operations and management of energy infrastructure facilities. They

need to build managerial capacity and they need to upgrade the skills of the work force. Foreign investors

can bring the required capability and expertise, but they tend to hesitate when they are confronted with

regulations forcing them to join forces with a specific domestic partner.

V.3.2 Weakness of Domestic financial institutions

121. Most African entrepreneurs have always had problems for securing credit, especially the long-

term credit required to finance infrastructure investments, such as energy infrastructure facilities. Due to

non-existence of well-developed capital domestic markets and financial intermediaries, these

entrepreneurs are obliged to raise their own capital. In many countries, the banking system is facing

grave difficulties because government borrowing has pushed up interest rates and banks with cash to

spare are not willing to invest in long term project finance. Pension funds and insurance companies,

which would seem to be logical sources for long-term finance, are often either under-funded or prohibited

by government regulation from project lending.

V.4 Ensuring Convertibility and Transferabiiity

122. Foreign investors need assurance that they will be able to convert project revenues into foreign

exchange that they can repatriate. Mainly due to balance-of-payments concerns, several SSA countries

still impose limitations on profit repatriation, and even in countries where legal restrictions do not exist,

actual conversion of funds is often difficult. Investors also face the danger of large exchange rate

fluctuations, jeopardizing the adequacy of the project's cash flow in hard currency. Thus, many investors

are hesitant to engage in projects where transferability and convertibility remain uncertain.
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VI. Factors contributing to enhanced private participation in the energy sector

VI.l Government policy instruments to encourage private participation

123. At the country level, the most important role of the government to encourage private participation

in the development of the energy sector is to create an "enabling environment" in which private investors

can operate, without uncertainty or instability. The components of this "enabling environment" can be

divided into the three following broad areas: economic factors; political factors and institutional factors.

The economic factors include (i) macroeconomic stability; characterized by steady economic growth and

low inflation; (ii) provision for currency conversion and repatriation of profits; and (iii) debt management

and sustainability.

124. The political factors include (i) political stability which gives investors confidence that

government policies are not volatile or subject to indiscriminate change; (ii) a programme of economic

reform encompassing the principles of liberalization, deregulation and private participation where these

are lacking; and (iii) absence of armed conflicts within the country or with neighbouring countries.

125. The main institutional factors include (i) a transparent legal framework for commercial activities

that enables companies to be set up, registered and run without undue difficulties; (ii) an independent

judiciary hat can be relied upon to protect property rights and resolve disputes rapidly and cheaply; (iii)

membership and adherence to international arbitration organizations that gives assurance that disputes,

should they arise, will be settled independently by a third party; and (iv) the ability for government

entities to enter into legally binding and enforceable contracts with the private sector.

VI.1.1 Macroeconomic stability

126. One of the most important factors required for attracting private participation in the development

of energy is macroeconomic stability, ideally characterized by steady economic growth, low inflation and

a stable currency. Macroeconomic conditions must be broadly stable, in terms of the level of inflation,

budgetary and balance of payment conditions, and avoidance of severe exchange or interest rate

distortions. Key macroeconomic variables, which determine the state of macroeconomic stability or

instability, include economic growth in terms of GDP, inflation, fiscal deficit, current account deficit,

debt level, and, international reserves.

127. State-owned enterprises sometimes have large investment needs financed through publ ic

borrowing or direct budget transfer from fiscal revenues. But there are limits to how much public

financing can be used for energy infrastructure development without contributing to higher inflation and

raising market interest rates, and consequently to macroeconomic instability. Instead of these forms of

public support, private participation in financing these investments should be encouraged.

VI.1.2 Political stability including good governance

128. According to the World Bank's World Development Report 1997, many countries in Sub-Saharan

Africa suffer from crisis of statehood. An urgent priority is to rebuild state effectiveness through an

overhaul of public institutions, reassertion of the rule of law, and credible checks on abuse of state power.

Where the links between the state, the private sector and civil society are fragile and underdeveloped,

improving delivery of public and collective services will require closer partnership with the private sector

and the civil society.

129. In this report, it is stated that the mark of a capable state, besides its ability to facilitate collective

actions, it is its ability to set rules that underpin markets and permit them to function. Governments, of

course, have to do more than establish sound rules of the game; they also have to make sure that those
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rules are enforced consistently and that private actors (business, labor and trade associations) can have

confidence that the rules will not be changed overnight. State that change the rules frequently and

unpredictably, announce changes but fail to implement them, or enforce rules arbitrarily will lack

credibility, and markets will suffer accordingly.

130. For a long time, most investors have considered the Africa region, and especially Sub-Saharan

Africa, as a risky and expensive place to do business. However, many changes are happening on the

political scene with the democratization process being established in many countries. Political leaders are

becoming elected with active oppositions and parliaments and other democratic institutions are having a

more prominent role. A number of governments have begun serious anticorruption campaigns and are

taking measures to encourage greater accountability of government agencies and officials.

131. To address the problems related to the poor performance of energy enterprises, and improving

good governance and regulation of the energy sector, governments would focus on:

■ Establishing a regulatory framework that leads to transparency and consistency in pricing and

investment policy and service levels;

■ Initiating structural changes that subject monopolies and centralized operations to increased

competition and decentralized management; and

■ Increasing the business orientation of the enterprises through improved corporate governance or

privatization, where possible.

VI.1.3 Institutional framework

132. At the national level, governments wishing to encourage private participation in the energy sector

development, especially in private power development, should structure the sector to create competition.

In the initial stages, competition can be established without restructuring by permitting the existing public

utility to purchase power from private producers on a competitive basis. At the Africa Energy Forum in

Edinburgh in June 2000, the representative of the World Bank, to stress the need to address distribution

issues as a first priority, noted that it was no coincidence that Cote d'lvoire had hosted two of the first

IPPs in Sub-Saharan Africa, having previously privatized its distribution and supply system.

133. Development of regional interconnection and bulk power trading is assisted in a number of

respects by power sector reform. If the utilities are commercialized and operating in a commercial

environment, they will seek to maximize profits. If their revenue is subject to regulation, they can best do

this through minimizing costs. As a result, they may become more active in seeking out low cost sources

of energy and new capacity, including regional interconnection. Private sector participation, whether

through asset sale or long term concession, creates the strongest profit incentives within the utility.

Therefore, it is important that the power sector be structured to facilitate regional integration and bulk

energy trading.

134. At the sub-regional level, the small size of the SSA countries' economies is one of the biggest

challenges faced to attract private investment in the development of the energy sector. Actually, it is

recognized that the only way to compensate for the inherent disadvantage of the small economies of

African countries is to seek greater regional economic integration by organizing markets within the

subregional economic communities (RECs). As a result, most of the RECs have in their objectives to

strengthen subregional cooperation in energy through (i) energy power pooling; (ii) interconnection of

electricity, oil and gas networks; and (iii) joint procurement of petroleum products.

135. In the area of subregional power pooling through the interconnection of electricity grids, an

institutional framework was developed for the "Southern African Power Pool (SAPP)" in the SADC
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region with the signing of an Inter-Governmental Memorandum of Understanding (MoU) signed by the

twelve (12) SADC member countries establishing the power pool in late 1995, and the Inter-Utility

Memorandum of Understanding signed by the respective national utilities in December 1996 guiding its

operations. In the case of the "Systeme d'Echanges d'Energie Electrique Ouest Africain (EEEOA)" or

the West African Power Pool Project being implemented in the ECOWAS region, an Inter-Governmental

Memorandum of Understanding was signed in September 2000 by ECOWAS Energy Ministers

committing their countries to the implementation of the project and establishing an Inter-utility Project

Development Committee. An Inter-Utility Memorandum of Understanding guiding the operations of the

power pool has to be signed soon by the national utilities concerned.

136. In the area of subregional gas pipeline, there is the very important West African Gas Pipeline

Project (WAGP) Unking Nigeria to Ghana via Benin and Togo, and being implementation under

ECOWAS auspices. For the institutional framework, a Memorandum of Understanding was signed in

August 1999 by the national governments represented by the steering committee of four ministers with

the commercial group composed of Chevron Nigeria Limited, the Nigerian National Petroleum

Corporation (NNPC), the Ghana National Petroleum Corporation (GNPC), Shell Petroleum Development

Company, the Societe Beninoise du Gaz and the Societe Togolaise du Gaz. Under the MoU, the

commercial group was granted the right to develop the project while an Inter-Governmental Agreement

(IGA) established the framework for realizing the pipeline venture. Tn the IGA, the governments made

commitments to the owners of the pipeline and shippers of the gas on the conditions for development,

construction and operation of the project, as well as the fiscal and customs policies for the venture.

VI.1.4 Legal and Regulatory framework

137. Most countries that have been successful with private sector participation in the development of

energy infrastructure projects have introduced specific legal frameworks. Because, investors need to

know which government agencies are authorized to negotiate and award concessions, and they need to

know the procedures for obtaining approvals and clearances, as well as criteria for approval. Therefore,

governments should establish a comprehensive and transparent legal framework to protect interests of

various stakeholders in the energy sector.

138. Particularly in the electric power sector, some basic legal provisions must be in force to ensure the

presence of private power operators, and may include the following:

■ determining the responsibilities of ministries and government agencies in terms of concession

arrangements, approval and clearance procedures;

■ defining the procedures for obtaining approvals and clearances, as well as the criteria for approval;

■ permitting private sector involvement in the electric power industry;

• obligating the existing utility to purchase power from private suppliers where it is economic to do so;

■ providing for enforcement of contracts and settlement of disputes; all contracts should be enforceable

under law and dispute settlement mechanisms should aim at resolving differences in a timely manner

and without prejudice to the ongoing operation of the project;

■ providing for regulation of the terms and conditions of sales of electricity; including setting-up and

control of tariffs/prices for sales of electricity;

■ indicating tax obligations of the private power sector; and

■ Setting up broad regulations for operation, labor relations and management oversight.

139. An effective regulatory environment can help to promote financially sound practices by utilities,

and it can thereby increase confidence of investors and lenders. Governments should eventually

institutionalize the regulatory process to reduce the number of conditions that need to be included in the



ECA/RC1D/046/00

Page 30

contractual agreements for private power projects. Governments should provide published procedures,

including the specific steps and approvals needed for project processing, as well as the agency/agencies in

charge of permit and licensing procedures and tariff policies. Professional management, institutional

independence and a predictable pricing mechanism are essential characteristics of an effective regulatory

function.

140. A sound regulatory framework should include the following six critical characteristics:

■ Safeguard the rights of all parties;

■ Independence from political and corporate pressure;

■ Clear and consistent legislation;

■ A legal system and appeals process that is clearly defined;

■ Transparency of operations; and

■ Equitable sharing of efficiency gains among all parties.

141. The regulator must allow the mechanisms of the free market to function effectively in an

environment in which the regulatory bodies have removed themselves from political persuasion and

ensured their independence in order to balance diverse interests of all the parties concerned. In the power

sector in particular, the regulatory structure should ensure the financial viability and creditworthiness of

utilities that are to purchase power from private producers. Otherwise, investors and lenders will look to

governments to provide assurances and guarantees.

VI.1.5 Fiscal policy

142. Private investors have been hesitant to invest unless supported by host governments through,

among other things, tax incentives. Tax incentives provided to private power projects include most

frequently favorable tax treatment of income, special depreciation of allowances, and lowering/exemption

of import duties on imported machinery and equipment. Such incentives can be provided either as part of

government's strategy of promoting foreign direct investment, or specifically designed to promote private

investment and financing in energy projects.

144. In the power sector, customs duties and other taxes are usually paid by private power developers

and passed through to the power purchaser in the tariff. From the host country's perspective, it is

important to ensure that all power producers are subject to the same taxes, duties and levies. Any tax

benefits and/or exemptions from customs duty are granted to the project company in the implementation

agreement (IA) or state support agreement, as it is sometimes described, which is signed between the

project company and the government agencies that have the authority to provide the guarantees,

assurances, and support necessary for private power development.

145. In the energy sector, royalties and rents from resource exploitation and production of oil, gas and

hydroelectricity can be a significant source of central or local government revenues in countries with such

resource endowment. However, fiscal policies for resource exploitation need to consider multiple

objectives, such as optimizing the economic value of the resource, environmental externalities, and risk-

reward profiles of private investors.
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VI.2 Risk management and Government guarantees

VI.2.1 Risk management

146. Private participation in the ownership and operation of energy infrastructure services is still

relatively new in developing countries; and most investors would probably consider Africa, especially

Sub-Saharan Africa as the riskiest region in the world. Therefore, governments should take the actions

necessary to address the key factors influencing investor perceptions of risk, particularly of political and

non-commercial risk in order to attract private investment on a sustainable basis.

147. Project investors will be exposed to risks that could impair or jeopardize the Project Company's

ability to repay debt and maintain dividend payments. These include the commercial risk of non-payment

of government entities and risk of convertibility of project revenues in hard currency to meet the

obligations of foreign investors and lenders. Mitigation of those risks or transfer of them to parties best

suited to bear them, is essential to obtain financing. Governments or government agencies are usually

involved in the mitigation of such kind of commercial risks through concluding appropriate agreements

and guarantees.

148. Country or political risks are those that are beyond the control of negotiating parties, such as

foreign exchange or expropriation risks. They are inherent to the country in which the project is being

implemented and are of greatest concern to lenders because such risks could adversely affect the

development and operation of the project. A prerequisite of a successful project, therefore, is

commitment by governments to reforms that will encourage private power investment, and developers

will specifically assess the degree of the government's commitment and the risk that the government will

lack the political will to reform.

149. To attract investors and lenders, governments should expect to reduce political risks by creating

and implementing policies and legislation that provide the necessary institutional and legal environment.

This involves actions such as providing sovereign guarantees to attract investors, legislation that will

provide adequate protection to investors against political risks, and streamlining of bureaucratic processes

associated witb project implementation. Where government guarantees of the contractual obligations

may be required, the extent to which these mitigation measures will be required depends on the country's

political and financial conditions.

VI.2.2 Government guarantees

1. Considerations of general relevance

150. Guarantees are the most important form of government support to private infrastructure projects.

They are intended to mitigate risks faced by creditors and project promoters, ranging from the

commercial risk of non-payment of government entities to policy and regulatory risks. Guarantees have

been particularly prominent in power projects in developing countries. Government guarantees are often

needed to assure the Project Company that certain events within the government's control will or will not

occur. If such assurance is breached, project companies and investors will be compensated or relieved

from the consequences of these events.

151. In reality, governments have relied on a range of explicit guarantees, comfort letters, and other

forms of insurance, encompassing a broad range of characteristics in the extent of coverage provided,

types of events guaranteed, the nature of the underlying risk, and whether such guarantees are explicitly

incorporated in contractual arrangements or are implicit, with no contractual basis defining the

government's liability.
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2. Guarantees against Contractual Obligations of Government Entities

2.1 Guarantee of off-take in power projects

152. In a private power project, the central contract is the Power Purchase Agreement (PPA). It is from
the obligations set forth m this contract that the project generates revenues. The sale of power provided
revenues or cash flow to meet debt service, operating costs maintenance and return on investment For
this reason, the credttworthiness of the power purchaser is a key factor in assessing commercial risk A

nnHwT h- ! S!mCtl!red ai?und a Purchaser that needs the power, can fulfill payment obligations
and has demonstrated creditworthiness. If the power purchaser is a state-owned utility a counter
guarantee will be required m the form of a government sovereign guarantee of the utility's orations

2.2 Guarantee of fuel supply in power projects

153 In the case of a conventional private power project, fuel risk must be mitigated via a long-term
fuel supply agreement (FSA) guaranteeing quality, quantity and delivery. Fuel-price changes should™
reflected ,n the energy component of the purchase pnee. Strong penalty clauses must be incorporated into
he FSA to ensure that contracted quantities and quality are delivered. The penalties should be sufficient
to cover the project s bas.c cash flow needs (such as debt service and ongoing costs) if there is a
shutdown caused by .ntem,pt,on of fuel supply. Investors and lenders will require firm and reliable long-
term fuel supply agreement (FSA) before financing is provided and constriction commences If the
suppher ,s a government ent.ty, additional sovereign guarantee of its obligations may be required.'

3. Guarantees against Policy/Political Risk

154. Some of the primary political risks private investors will consider include: (i) availability of
lurngii exenange to service the project debt and to nnv HiviHpnHc tn i-i-rfc-Vi * * f\ • < *>

default on the part of the government or its agencies in meeting contractullTmiga'tions' airTrtL of
expropriation; and (,v) poss.biht.es of political turmoil. Governments could consider mitiga ing polit.ca
nsks through new laws regulations, or institutions, or through sovereign guarantees. The most in™ tan
guarantees agamst pol.t.cal risks are related to guarantee for currency convertibility and transfer* luv
and guarantee in case of changes of law or regulatory regime. iransreracuity,

3.1 Guarantee for Currency Convertibility and Transferabiliry

155_ Foreign investors need assurance that they will be able to convert project revenues into foreign
exchange that they can repatriate. Mainly due to balance-of-payments concerns, several SSA still impote
Iim.tat.ons on profit repatr.at.on, and even in countr.es where legal restrictions do not exist, actual
conversion of funds ,s often difficult. Thus, many investors are hesitant to engage in project where
transferabihty and convertibility remain uncertain. Some countries may provide guarantee of fore gn
exchange convertibility .ssued through the central bank or ministry of finance. However, investors are
somet.mes uncerta.n whether such guarantees will ensure that conversion takes place in a timely manner.

3.2 Guarantee in case of changes of law or regulatory regime

156. At the Africa Energy Forum in Edinburgh in June 2000, son.e investors pointed out that private
energy projects had to be robust and able to withstand changes, especially changes in government
ministry and ut.hty personnel They added that projects developed without transparency would not
survive he scrutiny of new officials. In countries that have recently embarked on attracting private
participation in the development of energy infrastructure, there are more likely to be questions over legal
basis of contract enforceabihty and the provisions for dispute settlement. These countries may be
required to provide guarantee for compensation in case of changes of legal and/or regulatory regime
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VII. Conclusions and recommendations

157. Cooperation between government and the private sector in the development of energy has made

significant progress in many African countries in recent years. However, compared to other developing

regions like South-East Asia and Latin America, Africa, and particularly Sub-Saharan Africa (SSA), has

not been a major beneficiary of the trend towards privatization, and most investors tend to perceive the

region as a relatively unattractive investment location.

158. The rationale for encouraging private participation in the development of the energy stems from

the benefits that can be expected from such private participation. It can bring new skills, technology and

management techniques to the sector, leading to more efficient operation and management of resources.

It can also help mobilize private funds required for the refurbishment of old and/or inefficient equipment,

and for the expansion of the sector to meet unsatisfied demand for electricity, with new generating

capacity by independent power producers (IPPs). Indeed, the private sector participation in the

development of energy has been concentrated more in electricity and to a lesser extent on gas

development for gas as a fuel for electricity generation, and more recently on power generation from

renewables. A prerequisite for private sector participation is that government should commit itself to

implement energy sector reform and restructuring in order to allow moie competition and private sector

entry into the market.

159. The most common forms of private participation in the electric power sector include the

following: (i) service contracts to contract out responsibility for delivering particular services; (ii)

management contracts to transfer responsibility for certain operations; (iii) BOO/BOT and other

concessions for financing new assets; and (iv) divestiture to sell existing electricity businesses.

Experiences of such private participation in the electricity generation, transmission and distribution exist

in some African countries. Most operations and management contracts have already come into force or

are being negotiated in Cote dTvoire, Cameroon, Gabon, Mali, Senegal, Togo and Uganda. Private

participation in financing new electricity generation capacity, including the rehabilitation of existing

equipment, is under way in Cote d'lvoire, Congo Brazzaville, Gabon, Kenya, Morocco, Nigeria,

Tanzania, Uganda, etc.

160. At the country level, the most important role of the government to encourage private participation

in the development of the energy sector is to create an "enabling environment" in which private investors

can operate, without uncertainty or instability. Creating this "enabling environment" for private

investments requires the following actions:

■ Ensuring macroeconomic stability; particularly keeping inflation under control;

■ Providing a clear regulatory environment, and in particular, providing credible restraints to the

arbitrary intervention of the government;

■ Allowing investors to earn adequate financial returns;

■ Establishing clear property rights and dispelling the fear of expropriation of investment; and

■ Entering into firm contractual agreements, particularly over the repatriation of profits from

investments.

161. At the sub-regional level, the small size of the SSA countries' economies is one of the biggest

challenges faced to attract private investment in the development of the energy sector. Actually, it is

recognized that the only way to compensate for the inherent disadvantage of the small economies of

African countries is to seek greater regional economic integration by organizing markets within the

subregional economic communities (RECs). As a result, most of the RECs have as their objectives to

strengthen subregional cooperation in energy through (i) energy power pooling; (ii) interconnection of

electricity, oil and gas networks; and (iii) joint procurement of petroleum products.
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162. Private investors have been hesitant to invest unless supported by host governments through tax

incentives, direct financing and guarantees intended to improve the project's cash flow and/or reduce risk.

Tax incentives provided to private power projects include most frequently favorable tax treatment of

income, special depreciation of allowances, and lowering/exemption of import duties on imported

machinery and equipment. Any tax benefits and/or exemptions from customs duty are granted to the

Project Company in the implementation agreement. Direct financing is usually translate into government

or government agency equity contribution to the energy projects through a joint venture participation, or

provision of a local currency term loan.

163. Guarantees are the most important form of government support to private energy projects. They

are intended to mitigate risks faced by creditors and project promoters, ranging from the commercial risk

of non-payment of government entities to policy and regulatory risks. However, experience suggests that,

once the energy sector has a clear legal and regulatory environment, allows investors to earn adequate

returns, ensures property rights, and enforces commercial contractual agreements, private investors will

come to exploit the opportunities available without resort to such guarantees from the government.

164. In the power sector, in particular, African countries, especially in Sub-Saharan Africa, should

endeavor to create this necessary enabling and conducive environment for attracting private sector

participation in the development of energy. They should introduce specific legal and regulatory

frameworks that provide for private participation either in the ownership (such as BOO or privatization

arrangements) or fixed-term contracting arrangements. They should establish a clear legal basis for

approval and award of concessions, plus detailed implementing rules and regulations which specify the

procedures to be followed; i.e., the government agencies authorized to negotiate and award concessions,

the procedures for obtaining approvals and clearances, as weil as the criteria for approval.
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