Proceedings of the Power Sector Privatization in Central and Eastern Europe and Eurasia Conference




Power Sector Privatization in the Republic of Armenia
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Minister of State Property Management of the

Republic of Armenia

Dear Ladies and Gentlemen – Conference participants,

Before commencing the discussion of privatization issues, is it worthwhile to present you with a short overview of the Armenian power system.

Overview of the Power System of the Republic of Armenia

Currently, the power system of Armenia has an installed capacity of nearly 3,200 MW (not taking into account Unit No. 1 of the Metsamorsk Nuclear Power Plant.)  The projected peak load is expected to reach the level of 2,100 MW by 2010.

The electric power is generated in the Republic on the basis of heat and power plants, hydroelectric plants, and the Metsamorsk NPP.  The heat and power plants are located in Erevan, Razdan, and Vanadzor.  The district heating installations (with capacity of up to 100 MW) provide for the combined generation of heat and electric power. Armenia does not possess natural fuel reserves, with the exception of certain coal reserves, and the entire volume of fuel requirements for HPPs is provided through imports.

Following the December 1988 earthquake, the Metsamorsk NPP (whose capacity is 880 MW – 2 units, 440 MW each) was shut down for the purposes of safety assurance, even though the plant had suffered no damage.  Following a complete overhaul and implementation of additional earthquake resistance measures, the operation of Unit No.2 of the Metsamorsk NPP was resumed in 1995, in order to provide for the national power supply independence.

The only local power generation resource in the Republic of Armenia is hydropower.  The overall installed capacity of hydroelectric power plants is approximately 1,000 MW, including 530 MW on the basis of seven plants of the Sevan-Razdansk cascade, 400 MW on the basis of three plants of the Vorotansk cascade, and 60 MW based on small hydroelectric power plants. 

The high-voltage power grid in Armenia was designed as a component of the Transcaucasian power system.  The overall length of the high-voltage transmission lines equals approximately 4,500 km, these lines being connected with the neighboring countries of Georgia, Iran, Azerbaijan and Turkey.  The throughput capacity of the high-voltage transmission system, which permeates the entire country, is more than enough to support the projected loads.

Currently Armenia is an exporter of electric power, with the 1999 export volumes to Georgia equaling approximately 240 million kWh of electricity. 

The national power grid is managed by the dispatch center located in Yerevan within Armenergo.  The communications with all the power plants and nodal substations are through telecommunications channels; however, the existing system is somewhat outdated and requires upgrading.

The Privatization Program, its Goals, and the Purposes Behind Power Facilities Privatization

The privatization of state enterprises in the Republic is carried out in accordance with the Law, “On the Privatization Program.”  Currently, the 1998-2000 Privatization Program is being implemented in the Republic, which is aimed at the second, “monetary” phase of state assets privatization.  The priorities under this program include: development and extensive application of the privatization methods (primarily constituted by competitive bidding) which promote the inflow of investments and the sale of enterprises to strategic investors; increase of the state budget income from privatization proceeds; etc.  It should be noted that just like in the case of several Central and Eastern European countries, the first phase of privatization involved the issuance and use of privatization certificates/vouchers.  The privatization vouchers were used as means of payment only with regard to acquisitions of small-scale privatization enterprises and facilities, and they expired on 1/1/99.

The existing privatization program includes large and medium-size enterprises and facilities of the power industry, mining industry, chemical industry, radio-electronics manufacturing, construction materials industry, transportation, agriculture and other sectors of the national economy.

 The current privatization program also encompasses the main facilities in the sphere of electric power generation and distribution, such as the Razdansk heat and power plant (HPP), Yerevan HPP, hydroelectric power plant of the Sevan-Razdansk cascade, hydroelectric power plant of the Vorotansk cascade, and others.  The privatization of the distribution system shall be carried out in accordance with a separate law regulating the main principles, terms and conditions of the sale of these facilities. These and a number of other enterprises are slated for privatization within the framework of the 1998-2000 Privatization Program, and in the event of an extension of the privatization timeframe, they will be included in the subsequent Program, or else the term of the existing program will be extended.

As of now, 13 small hydroelectric power plants have been privatized in the Republic; however, they only solve local power supply problems in certain regions of Armenia and have no overall influence on electric power generation within the scope of the Republic. The competitive bidding for the privatization of small hydroelectric power plants also involved the participation of foreign investors, for example, two plants, Vokhchi-2 and Vokhchi-3, were acquired and are currently operated by a French firm, “Kapan Energie”.

As for the purpose behind the privatization of power facilities in the Republic of Armenia, the following goals should be noted:

· to attract foreign investments into the power sector in support of improvements and modernization of assets whose costs can not be covered out of the state budget or out of the profits of the sector itself;

· to improve the collection of payments from power consumers (both residential and industrial) and the financial vitality of the power sector, as well as the financial terms of suppliers (in particular, those providing fuel for power plant operation);

· to prevent further accumulation of debts and to promote the solution of problems related to debts accumulated to date;

· to assist in the modernization/upgrading of the power sector through the provision of additional management and new technologies expertise;

· to promote the inflow of domestic investments into the power sector of the Republic; and 

· to provide for long-term investment resources for social security purposes.

The Preparation of Entities for Privatization (Privatization Process Schedule)

The role of government in the privatization process consists of the determination and implementation of the privatization policy, which includes the formulation of privatization goals, the identification of enterprises subject to privatization, the creation of the legal and regulatory framework in support of the process, the determination of privatization methods and implementation timeframe (for each individual facility), the formulation of winning bids selection criteria (in case of privatization based on competitive bidding procedure), the provision for the transparency and clarity of the process for all parties involved, and so on.  

The preparation of an entity for privatization involves the implementation of a complex of measures preceding the actual privatization, and encompasses the following steps:

· restructuring of state enterprises into joint-stock companies (corporatization);

· unbundling, separation of joint-stock companies, as well as their unification and mergers with other companies;

· audit of the financial and economic activities of an entity subject to privatization;

· restructuring of the debt of the joint-stock company in question;

· development of the program of activities (business plan);

· revaluation of assets and liabilities of the company;

· preparation of new stock issues, as well as valuation of shares;

· revision of licenses, if the privatized enterprise engages in licensed economic activities and the license needs to be revised;

· implementation of measures for entities who have expressed their desire to participate in the privatization process, in order to familiarize these entities with the financial and economic activities of the company; and

· publication of information on the activities of the privatized joint-stock company.

The content and time schedule of preparatory activities and the agencies responsible for their implementation are established by the Resolution by the Government of the Republic of Armenia.

It should be noted that the entire range of preparatory work is required for those privatized facilities which play a strategic role in the national economy of the Republic.  Strategic facilities include enterprises which meet the following criteria:

· enterprises which provide the majority of products/services for the corresponding national economy sector and which therefore influence the overall development of the corresponding sector;

· enterprises which are called upon to provide for the requirements of the general population in a certain sphere;

· enterprises which enjoy a monopoly in the market for certain types of  products/services, including natural monopolies. 

The power sector facilities are included among these enterprises, and it is not by chance that their preparation for privatization is afforded so much time, effort, material and labor resources.

The privatization transaction will be considered completed and closed only upon singing of the agreement for the purchase and sale of shares and upon the issuance of the corresponding licenses, property rights documents and other documents required under applicable laws of the Republic of Armenia.  It is too early at this point to talk about the completion schedule with regard to the distribution system facilities privatization, since the Parliament of the Republic is now in the process of passing a separate law regulating the terms, conditions and procedure of privatization of these facilities.

The Role of Advisors in the Privatization of Power Industry Facilities 

As for the distribution system facilities, the Government of the Republic of Armenia has already taken concrete steps in preparation for their privatization.  For instance, a contract has been signed between the Government of the Republic of Armenia represented by the Ministry of Economy and Finance, Ministry of Energy and Ministry of State Property Management of the Republic of Armenia on the one hand, and the consortium of companies including Raiffeisen Investment AG, and Austrian Investment Bank and Ben Shahar Associates (BSA), concerning the provision of agency (consulting) services in support of the privatization of the distribution system facilities.

Pursuant to the contract, the role of the privatization consultant consists of the following:

· development of recommendations on the preparation for privatization (based on detailed study of the structure, operations, and financial and economic status of privatized companies);

· holding competitive tenders for the pre-qualification of potential investors (including publicizing/promotion and management of the pre-qualification process, provision of documentation and comprehensive information to the participants concerning the distribution system facilities, etc.);

· development and provision of bidding documents on the distribution system facilities to potential investors who have been pre-qualified and admitted to further participation in the privatization process;

· consultations pertaining to the negotiation of the contract for the purchase of shares; and

· provision of other services necessitated by the client.

The compensation of the advisor for its services also takes the form of performance payments, or “payment for success”, calculated as a percentage of the privatization transaction value.

The pre-qualification criteria for potential investors had been established by the Resolution of the Government of the Republic of Armenia and were as follows:

1. The annual income of bidders must be at least US$ 150 million;

2. The bidder must be an operator in the power industry, with the annual income derived from these activities equaling or exceeding US$100 million.

The pre-qualification of bidders was performed with a slight deviation from the established schedule (it was delayed due to domestic problems) and resulted in the selection of the following bidders who were admitted to further participation in the privatization process:

1. AES Silk Road (USA)

2. ABB Energy Ventures (Switzerland/Russia)

3. Electricite de France (France)

4. Union Fenosa Acex (Spain)

The pre-qualified potential investors were granted open access to all the required information on the privatized facilities – financial, technical, social, and labor related.  The required information was provided by the privatization advisor (consortium) both in the form of prepared specialized materials and at the request of the clients.

Furthermore, in February 2000, an international conference was held in Yerevan with participation of potential investors and other interested parties, the purpose of which was to discuss the issues pertaining to the upcoming privatization, as well as the privatization approaches.  During the conference, the participants had an opportunity to meet and discuss the issues of interest with governmental officials (i.e., representatives of the Ministry of Energy, Ministry of State Property Management, Ministry of Economy and Finance, Energy Commission, etc.), and to visit the facilities in order to learn first-hand their technical condition, examine the financial and economic records, learn about the labor resources and the overall economic situation in the Republic.

The Government of the Republic of Armenia has also engaged a legal government consultant, who can help draft legislation which will enable the government to proceed with the privatization, including the revision of current laws and regulations which set forth ownership relationships, property rights and corporate management arrangements.

The legal consultant develops the following recommendations, among other things:

1. The restructuring of distribution system facilities, including:

· the recommendations concerning the elimination of gaps/omissions in the legislation which could potentially become a barrier to privatization;

· the development of founding documents for the privatized enterprises;

· the recommendations concerning the allocation of property rights;

· the study of the liabilities of the privatized joint-stock companies (including environmental liabilities) which could negatively affect the parties in the future, as well as the development of measures aimed at their settlement.

2. Social security measures, including:

· the development of labor agreements – taking into account their potential effect on the operations of the distribution facilities;

· the clarification of the potential obligations of the privatized joint-stock companies under labor agreements, which could emerge in the process of privatization, including social assistance payments to employees;

· the clarification of the relations between the employees and the labor unions;

· the development of the draft collective agreement (between the executive body of the enterprise and its employees), including the rights, responsibilities, and obligations of the parties to the agreement;

· the inclusion in the purchase and sale agreement of standards taking into account the rights of consumers, as well as the requirements for the provision of the operations of life-line social sphere facilities.

3. The functions of the legal consultant also encompass the following:

· consultations on credit agreements in effect for the privatized enterprises and identification of obligations to be taken into account during company restructuring;

· study of the distribution company license issuance procedure, as well as the license compliance oversight procedures, and, if necessary, the development of recommendations on these issues.

4. The legal consultant is also involved in the preparation and implementation of privatization, and, in particular, it:

· provides for the development of all the privatization documentation (and, if necessary, participates in the development of this documentation).  These documents could include, among others, licenses, agreements for the purchase and sale of shares in the privatized companies, draft agreements between power suppliers and distributors, etc.

· provides legal assistance to the Government of the Republic of Armenia during privatization transaction negotiations;

· resolves issues pertaining to the assurance of energy security of the Republic and the inclusion of these requirements in the corresponding agreements and other documentation; and

· performs a number of other specific tasks.

As can be seen from the above description, the organizational issues pertaining to the privatization of distribution system facilities are resolved with the help of both an agent and a legal consultant.  In this, the functions and responsibilities of each party are clearly outlined, with the legal consultant being charged with the task of providing a legal framework for certain social and labor related issues.

Social Aspects: On account of the upcoming privatization of the distribution companies, there is a feeling of mistrust toward the future transaction on the part of the citizens of the Republic.  Given the conditions of low income levels and high unemployment rates, the public is concerned with electricity rate increases.

For instance, the results of the sociological study performed by the Armenian Sociology Society jointly with SIBLEY International and with USAID assistance in March of this year, demonstrate that 66 percent of survey participants are convinced that the rates charged for electricity will go up as a result of privatization.  Fifty percent of survey participants believe that current rates for electricity are too high, and that the main cause of non-payments is the insolvency of the population.

Rates and Tariffs: The role of the regulator who establishes the rates for electricity and grants licenses for engaging in operations in the power industry in the Republic is performed by the Energy Commission of the Republic of Armenia.  Irrespective of whether a given entity is state-owned or private, it must adhere to these rates and operate within the framework of the licenses issued by the Commission.

In the process of distribution companies privatization, the difference between the power sale and power purchase prices (i.e. margin) shall be fixed; it shall be guaranteed to the investor by the Government of the Republic of Armenia and must be adhered to by all investors; the length of time during which this condition will be in effect shall also be fixed.  Of course, these points shall be covered in the bidding documentation.

Privatization Approaches: In the process of preparation for privatization, 11 regional distribution systems were reorganized by way of mergers into 4 expanded joint-stock companies, which currently provide for the distribution of electricity throughout the Republic.  The merging of enterprises into larger entities allowed to increase their manageability and to consolidate assets and liabilities of individual subdivisions.

In accordance with the preliminary measures taken to prepare the distribution systems for privatization and to identify potential participants in the privatization process, the Government of the Republic of Armenia envisions the following privatization pattern:

· 51% of shares in each distribution system are planned for privatization through competitive bidding, via sale to pre-qualified strategic investors. This share package will grant the right to make decisions on all the key issues of joint-stock company operations, including the issues of profits distribution.  Pursuant to the shares purchase and sale agreement, the investors shall have established capital stock investment obligations, which have been estimated at US$160 million for the four companies;

· the European Bank for the Reconstruction and Development has expressed interest in acquiring up to 20% of shares in each of the distribution systems;

· 5% of shares in each distribution system will be offered for sale at the stock exchange;

· 4% of shares in each distribution system is planned for distribution among the employees of the joint-stock companies – through direct sales, which can become an incentive to improve the performance and can offer a solution to some of the labor problems;

· 20% of shares in each distribution system shall be retained by the government.  The possibility of the Government of the Republic of Armenia obtaining a “golden share,” which grants veto rights on certain issues, may also be considered.

The Problem of Debts of Privatized Companies: The problem of debts of privatized companies remains one of the real priority tasks requiring speedy resolution.  It should be noted that there is no defined single approached to the solution of this problem for all the enterprises, and there is a reason why.  The problem of the indebtedness of each privatized enterprise is discussed during the preparation of the enterprise for privatization.  The solutions will depend on the size of debt, its structure, repayment ability, “bad debt” status, and other factors.  The debts carried by the privatized enterprises generally pass over to the new owners; however, in certain cases it is possible that they will be repaid, the payment schedule extended, debt restructured, or another solution found, and with regard to a number of enterprises, the Government of the Republic of Armenia has taken such steps. 

As regards the debts of power sector enterprises, it should be noted that significant problems have piled up in this area, keeping in mind the fact that the number of electricity users is so high, while their financial positions are so different, and certain cases require thorough consideration.  The accumulated debts (both payables and receivables) will be reviewed in detail – by individual power enterprises and debtors during the period of preparation for privatization.

I would like to note that the approaches to solving the problem of company indebtedness will also be considered within the legislative framework, i.e. through amendments to the laws of the Republic of Armenia, and on an individual basis, i.e. through negotiations with interested parties. 
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