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INTRODUCTION BY THE UPDEA
GENERAL SECRETARY

Over the final two decades of the 20th century, African power companies, most of
which are members of the UPDEA, faced a number of serious problems relating to
poor commercial, financial and technical performance.

Improving the performance of national power companies was the main objective of
most of the power sector reform programmes.

Generally, the purpose of these reforms was to restructure State monopolies
into competitive entities via vertical and horizontal unbundling and a significant
contribution by the private sector. This reorientation was widely supported by
international financial institutions.

But has the link between privatisation and restructuring been established? Reforms
have, in fact, often led to privatisation which has been used as a crisis management
tool.

Privatisation has therefore been seen as a means to attract private capital and to
make the industrial structure more efficient, by reducing the role of the State.

But what have the various power sector reforms brought about? This question
gave rise to a conference on the results of the reforms in the African power sector
organized jointly by the UPDEA and BizClim from 27 to 28 March 2008 in Brussels
(Belgium).

This Compendium of best practices with regard to reforms is the result of the
implementation of one of the recommendations made by the Brussels conference. It
is divided into separate sections, each of which describes a practice considered to be
good as it represents the achievement of a major objective of the reform process.
The Compendium is designed to be a strategic analysis and decision making support
tool for Government Authorities, Experts, Power Companies, Decision Makers and
International Organizations having an interest in the African power sector.
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EXECUTIVE SUMMARY

ORIGIN, OBJECTIVES, APPROACH

This document was created at the request of the UPDEA (Union of Producers, Transporters
and Distributors of Electric Power in Africa). It was funded by the ACP Business Climate facility
(BizClim), which is a joint ACP-EU initiative funded by the 9th European Development Fund.

This project follows on from a previous study, also ordered by the UPDEA and funded by
BizClim, the aim of which was to provide an objective assessment of the impact of institutional
reforms to the power sector in 19 African countries.

The main conclusions of this study were presented to the sector professionals at a Conference
held on 27 and 28 March 2008 in Brussels, on the theme “Electric Power in Africa: are reforms
providing the solution to the challenges faced by the sector?”

This study represents the implementation of one of the recommendations of this Conference,
i.e. the creation of tools to allow experiences to be shared between UPDEA members.

Its aim is in fact to constitute a Compendium of the best practices identified in Africa in the
area of power sector reform.

The purpose of the Compendium is to arouse interest and bring about direct in-depth
exchanges of views between the various African countries concerned.

After the kick-off meetings, which were held at the UPDEA head office in Abidjan from 17 to
20 February 2009, the final choice of best practices to be presented and the structure of the
country reports were validated by the stakeholders.

The previous report contained a wide range of data and analyses. However, a number of
additional meetings and requests for information proved necessary in the countries in question.
These tasks were performed by local consultants or in the course of specific missions (Egypt,
Kenya, Tanzania, Ethiopia).

SELECTING BEST PRACTICES

Best practices were selected based on the following requirements and analyses:

® The practices chosen must be “demonstrative” and must shed light on the future rather
than the past;

® Some questions are less relevant today, in particular the question about the public or
private nature of property;

® On the other hand other questions have now become a priority for officials: financing
production investments, improving the efficiency of Utilities and creating regional energy
markets.

The best practices initially selected were identified during the previous study on assessing
reforms. It was thought useful to add the experiences of Kenya and Ethiopia at the initiative of
the UPDEA to add to the Compendium in the area of financing investments.

The best practices have been grouped together in three categories:-
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FINANCING INVESTMENTS

e Raising capital from local savings via the sale of part of the capital of state-owned
companies : the “KenGen” experience in Kenya

@ Raising capital from private sources for hydroelectric investments: the Bujagali experience
in Uganda

e Raising international public capital by creating a climate of confidence: the case of
Ethiopia

@ Accelerating the development of rural electrification by standardizing procedures: the
SPPP project in Tanzania

e Development of IPPs: the experience of Cote d’lvoire

IMPROVING EFFICIENCY

e Improve results by developing human resources and local skills: the policy change by
AES-Sonel in Cameroon

e Develop new capacities at reduced cost: the case of Egypt

® Save an electric power company via a Management Contract: the case of Lesotho

® Improve revenue collection: the South African experience

DESIGNING A LEGISLATIVE AND REGULATORY FRAMEWORK
APPROPRIATE TO THE OBJECTIVES

e Develop an institutional and organisational framework consistent with the medium-term
objectives: the case of Algeria

USE AND STRUCTURE OF THE COMPENDIUM

This Compendium has been designed to act as a communication tool and to help in decision-
making for all those involved in the African energy sector (Government Authorities, electric
utilities, regulators, international organizations). Its purpose is not to provide a complete
presentation of a particular experience, which would be neither desirable (there is no “model”
to be reproduced, but rather experiences which can be used as examples) nor possible (many
key tools such as contracts or business plans are generally confidential).

This manual ought also to be dynamic — present and future positive experiences can be
incorporated into this base reference document.

The following points have been emphasized:
e Usefulness of the case presented: to which types of countries does it apply in particular?
@ Results: the effectiveness of the practice must be as objective as possible.

® Reasons for the success: why was the experience successful when identical practices
failed elsewhere?
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CONCLUSIONS AND GENERAL RECOMMENDATIONS

Specific success factors are presented in the dossiers. A number of general conclusions and
recommendations have, however, emerged that can be used for future reference.

SUITABILITY TO THE CONTEXT

All the experiences reported are based on choices which are appropriate to the national and
regional context. Kenya chose to list power production company KenGen on the stock market
because the context was favourable: KenGen was profitable and there was a stock market
in Nairobi. There was also a favourable precedent, as KenGen’s capital had long been open
to private investors and its results were considered to be healthy. On the other hand such
a solution would have been inconceivable in Lesotho given the very poor situation of the
national utility. A management contract was therefore put in place and this proved to be very
successful.

Similarly, Algeria spent almost 10 years developing the primary and secondary legislation
required to ensure the successful creation of a competitive international market. As a result,
this genuine cultural revolution was very well received.

Contrary to certain popular misconceptions, a large number of countries were therefore able
to develop their own specific solutions, in preference to the solutions put forward, which were
considered too general. This must remain a requirement for the future.

DISCIPLINED EFFORTS AND CONFIDENT COLLABORATION WITH
LENDERS

There are three new trends that need to be taken into consideration - the requirement to
development access to electric power to combat poverty; the need to ensure the rapid creation
of regional markets in order to obtain acceptable price conditions and security of supply; a
return to hydroelectric projects. All these factors and trends taken together require significant
investments. Recourse to international public financing is therefore increasingly important for
many African countries. The case of Ethiopia is interesting as often, in order to obtain funding,
there needs to be a strategy in place that inspires confidence in the future regional market.
This confidence does not involve the implementation of external solutions (the sector is still
organized as an integrated public monopoly) but constant discipline and efforts to improve the
ability to repay. Any future development will not be funded by increased reliance upon national
public funding but by a mixture of international public funding, private funding and public/
private funding schemes.

GOOD GOVERNANCE AND COMPLIANGCE WITH FINANCIAL
EQUILIBRIUM IN THE SECTOR

The creation and compliance with a stringent and professional system of governance
remain joint requirements for the future. Operating public or private sector companies must
be commercial with no intervention in day-to-day operations by the State in its capacity as
shareholder. The system must also ensure that financial equilibrium is adhered to (tariff in line
with legitimate costs with or without subsidies). The KenGen case is an example of a virtuous
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circle - the company was profitable before the move to bring in shareholders, governance
and efficiency were improved by this infusion of private capital, the continued profitability of
the company allows the launch of a bond issue thus making it possible to raise capital for the
sector by using some the national savings which may have been hoarded.

Good governance, the financial modelling of the sector, compliance with financial equilibrium
remain necessary in order to obtain energy at an acceptable cost.

A GENERAL CLIMATE THAT IS FAVOURABLE TO THE PRIVATE
SECTOR AND THE ECONOMY

The case of Egypt shows that it is the perception of a business climate and significant
development potential which made it possible to obtain low kWh costs from private investors
(IPPs). Similarly, investment by the Aga Khan’s group in the Bujagali hydroelectric project
in Uganda can be explained in part by the fact that it was already participating in numerous
activities in the country.

REDUCED COSTS AND REGIONAL INTEGRATION POLICIES

Electricity costs remain very high in many African countries. These costs will decrease
significantly in some regions once the major hydraulic capacities of some countries (Ethiopia,
Republic of the Congo, Guinea) become available for use in their regional markets.

There are other regional approaches designed to reduce costs - the creation of regional
engineering companies (based on the Egyptian model), the regional standardization of
some components in order to facilitate the development of a regional industrial offering and
services.

GENERAL CONCLUSION: ACTION NEEDS TO BE TAKEN AT
THREE LEVELS

In previous years, priority was given to a certain extent to the implementation of institutional
reforms. This led to under-investment in the sector.

There is now a genuine consensus that developing the access rate to electric power, and
therefore investment, is one of the major factors in reducing poverty and that it must constitute
a priority for government initiatives.

This action must, however, involve all three factors capable of bringing about an increase in
electric power consumption.

e Funding investments in the best possible conditions (technical accessibility);

® Reducing costs (economic accessibility);

® Preparing reforms designed to ensure that the market operates efficiently over the medium
term.
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FINANGCING THE REQUIRED

INVESTMENTS
IN GENERATION

RAISING FUNDS LOCALLY: THE EXPERIENCE OF
THE KENGEN IPO IN KENYA

1.1. VALUE OF THE EXPERIENCE AND COUNTRIES
CONCERNED

Very few state-owned electric utilities have been floated on the stock market in Africa in the
latest round of reforms. Governments have generally preferred to seek out strategic foreign
investors.

New international economic trends are, however, making the use of private, often hoarded,
funds more attractive. It would therefore appear wise to examine the reasons behind the
Kenyan government’'s choice and behind the conditions which were instrumental in the
success of this best practice in Kenya.

1.2. SUMMARY

The partor total privatisation of electric power generating companies in Africais not controversial,
as may be the case for transmission and distribution. However, the most common method of
privatisation is to sell shares to a strategic partner deemed to be in a position to significantly
improve management and results.

The share sale scheme as implemented by the Kenyan Government offers a number of key
advantages:

® The structure of the industry retains a State-controlled company in addition to the IPPs;
® Some of the hoarded local savings can be recycled into electric power generation.

In Kenya, the decision to follow the IPO route was made easier by the existence of a stock
exchange in Nairobi and by the existence of a similar prior successful experience - the capital
of the power and lighting company (KPLC) has been in part open to private investors since
1953.

It should be stressed, however, that the success of this practice is only possible if the company
management is efficient and if the government is prepared to let the company operate on a
strictly commercial basis.

1.3. CONTEXT AND OBJECTIVES

Institutional reform of the electric power sector in Kenya started in 1997 with the unbundling of
the integrated State-owned company into one entity for generation (KPC then KenGen) and
another for transmission and distribution (KPLC). The decision was taken by the government
with a view to divestment, as can be seen from the prospectus provided at the time', and with
the financial objective of encouraging investment by private investors in the electric power
sector.

The KenGen IPO was also designed to alter and improve the company’s strategy and

management without the need of a sale to a strategic foreign investor. 1 The prospectus states: *In accordance with
the government policy to sell its shares in

state-owned companies”
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I. FINANCING THE REQUIRED INVESTMENTS IN GENERATION

1.4. THE PROJECT AND ITS IMPLEMENTATION

The purpose of the move to bring in new shareholders was to obtain as many shareholders as
possible and not to limit the offer to a few major shareholders.

The Kenyan government (GoK) offered 659 million KenGen shares to the public at an offer
price of 11.90 K. shillings (approx. US$ 15 cents). This represented 30% of the company’s
existing ordinary share capital.

The minimum number of shares which could be subscribed in the IPO was 500, i.e.
approximately US$75. This level made the entry cost affordable to a large number of people.

For the same price, the Kenyan Government offered 1.5% of the capital to KenGen employees,
with @ minimum of 500 and a maximum of 200,000 shares per applicant.

In addition, the company reached agreements with a number of financial institutions to provide
funding to any employees who wanted to buy shares in this particular scheme.

The scheme was implemented in accordance with international standards (due diligence
by international law firms and auditors, choice of an internationally recognized transaction
advisor) and taking care to provide fair and accurate communication. It should be pointed
out that the final prospectus describes the risks of the operation for the investor clearly and
without dissimulation.

1.5. KEY FEATURES

The KenGen IPO was managed in a thoroughly realistic and professional manner in order to
attract investors, inspire confidence and encourage them to take part:

e KenGen was profitable for the last 5 years prior to the IPO;

@ Anew governance structure was put in place;

@ The business plan was clear about the company’s strategy and values. The objectives
were clear and measurable.

1.6. MAIN RESULTS

The share sale took place between 20 March and 12 April 2006. It was a resounding success,
as the offer was three times oversubscribed.

The IPO had direct financial advantages: revenue from the sale amounted to US$ 112 millions
(for 30% of the shares).

The objectives of the IPO were achieved — significant numbers of people (275,000) bought
shares, with a clear majority of individual local shareholders (over 83%).

It also had other significant long-term advantages:

e According to the company directors, management was greatly improved - even if the
government retained a majority of voting rights, it is not involved in day to day operations
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I. FINANCING THE REQUIRED INVESTMENTS IN GENERATION

and the management conforms with economic realities. For example, the increase in costs
accepted was more easily passed on to prices.

® Abond issue on the Kenyan stock market is planned and the offer will probably be taken
up given KenGen'’s sound financial position. As a result, savings from the local private
sector will be used to develop the sector.

® This significant IPO has added a new dimension to the stock market (KenGen shares are
actively traded). It significantly increased the volume of stock market activity and its ability
to attract savings in the production sector.

1.7. LESSONS LEARNED: KEY SUCCESS FACTORS AND RISKS

Local savings exist and can be directed towards investments in the electric power sector by
inviting new shareholders to invest in electric utilities.

To gain the confidence of investors and create a virtuous circle, any implementation must
adhere to a number of strict rules and conditions:

® The company should preferably have been profitable for the previous three years. If the
company is undergoing restructuring, it is much more difficult to sell shares to the public
than to sell a controlling interest to a strategic investor;

® A major part of the proceeds of the sale must be reinvested by the State in the sector. This
reinvestment shows the desire of the State to develop the electric power sector and thus
inspires investor confidence.

® Government policy must be coherent and consistent and ensure that the company’s tariffs
cover its costs. If the government imposes tariffs which are not in line with economic
realities, it must pay the operator compensation in the form of subsidies. Failing this, the
impact on the company’s financial situation would put off future investors (bonds);

® The government must be coherent in its desire to develop the company on a commercial
basis, i.e. in particular by being truthful with regard to costs and prices.

® The risks for the investor must be clearly stated. Information must be provided in
particular on any possible changes to the company’s competitive situation in the event of
the implementation of regional electric power markets. Failing this, the investor may be
adversely affected by the arrival on the market of much more competitive power. In the
case of Kenya, the high percentage of hydroelectric power stations in KenGen'’s assets
constitutes a de facto guarantee that KPLC, the sole energy buyer, will always first obtain
its electric power from KenGen which shall remain the cheapest supplier (even within the
future regional market);

® Preparation must be absolutely professional and must conform to international standards
(prior studies and investigations carried out by internationally renowned firms);

@ The implementation of mechanisms allowing the sale to be spread over a large number of
individual shareholders may also be recommended if the presence of influential economic
operators in the company capital is considered undesirable.

BEST PRACTICES - POWER SECTOR REFORM IN AFRICA 8 11



I. FINANCING THE REQUIRED INVESTMENTS IN GENERATION

2. RAISING PRIVATE FUNDS TO INVEST
IN HYDROELECTRIC PRODUCTION UNITS:
THE UGANDA EXPERIENCE

2.1. VALUE OF THE EXPERIENCE AND COUNTRIES
CONCERNED

For some African countries with significant potential it is easy to obtain funding from foreign
governments or international organizations. For other countries, it is more difficult and for them
“Public Private Participation” is one possible solution, even if it requires sophisticated financial
arrangements. The “Bujagali” project in Uganda is a good example of this PPP approach.

2.2. SUMMARY

In 1999, over 95% of the Ugandan population had no access to electricity. The lack of electric
power capacity in Uganda constituted a major obstacle to the country’s economic growth. The
Ugandan government therefore implemented an institutional reform of the electric power sector
and decided to call upon private individuals to invest in electric power generation, in particular
in the Bujagali hydroelectric project, which was able to increase national capacity from 380 MW
to 630 MW.

There was a first unsuccessful attempted financing plan for the project with private partners. This
failure of the first attempt was due not to the decision to enter into partnership with the private
sector, but to social and environmental difficulties and disagreements between the parties.

A new private investor (IPS & Sithe global) was preselected by the government. An agreement
was reached on the funding conditions for the project and the plant is currently being built.
Commissioning is scheduled for 2010/2011. The private investor actively promoted the project.

Out of a total cost of US$ 800 million, private equity provided by the private group represents
20% and borrowings 80%. The main lenders are international organizations.

The lesson to be drawn is that it is possible to fund a hydro-electric project with an independent
producer but that discussions may be difficult and lengthy. For this reason, success requires a
consistent commitment by all parties - in the case of Uganda, the Ugandan government, the
World Bank and investors were very much involved and keen to reach an agreement.

2.3. CONTEXT AND OBJECTIVES

The electricity sector in Uganda was in a very poor state: poor capacity (380 MW in 2002, with
a capacity deficit of 170 MW increasing by 10% a year), 8 hours per day of load-shedding, a
very low access rate (less than 5%)

From 1999, the Ugandan government implemented an in-depth reform of the electric power
sector. The aims of this reform included improving sector governance, managing environmental

impacts and increasing use of private capital in investments in energy.

Concessions were granted for distribution and a number of independent producers were
authorized.
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I. FINANCING THE REQUIRED INVESTMENTS IN GENERATION

The efforts of the Ugandan government to increase investments in production led to an influx
of independent power producers (IPPs), thus creating new production capacities, but with a
limited impact on reducing load-shedding.

Beyond these initial results, the main aim of the government was therefore to organize the
funding of the large Bujagali hydroelectric project (250 MW)..

2.4. THE PROJECT AND ITS IMPLEMENTATION

An initial public private participation scheme for the Bujagali hydroelectric power plant and its
250 MW had been studied with the US company AES (AES Nile Power). This attempt failed
just a few weeks before the conclusion of negotiations, in 2003, for a number of reasons
- internal opposition, a corruption inquiry and the final withdrawal of AES, which also led
the World Bank to withdraw its financial support. The failure is not due to any fault of the
participation of the private sector, but to the factors above, environmental impact problems,
inadequate governance of the sector and reservations expressed by international financial
institutions with regard to new hydroelectric projects.

A new private investor, selected after an invitation to tender, relaunched this project under a
«Build, Own, Operate, Transfer” scheme. A private company, “BEL” (Bujugali Energy Ltd),
was created to ensure its implementation. Its shareholders are IPS (Kenya), a member of the
Aga Khan Fund for Economic Development (AKFED), and “Sithe Global”, an independent
power producer of US origin. The Sithe shareholders are Blackstone, a private group, which
holds 80% and Reservoir Capital, a hedge fund, with 20%.

For a total cost of approximately US$ 800 million, 20% was financed by private equity and
80% by borrowings. The lenders were the main international organizations, notably the IFC in
the amount of US$130 million, the European Investment Bank (EIB) in the amount of US$ 100
million, the African Development Bank (AfDB) in the amount of US$ 110 million. Local banks
lent US$115 million. The Ugandan government provided US$92.5 million in order to facilitate
financial closing and to fund the implementation of the Resettlement Action Plan). In addition,
MIGA guaranteed an investment of US$115 million.

Project financing was finalized and signed in April 2008. Construction of the power plant is
currently underway and it is expected to be commissioned in mid 2011.

2.5. MAIN CHARACTERISTICS

@ Private investors appear to have played a major role as promoters of the project;

@ Private investors do not bear the commercial risk, given that a power purchasing agreement
was signed for 30 years.

® The government, via UETCL, bears the hydrological risk and any negative consequences
of global warming (provisions as laid down in the PPA and the licence agreements)

® The international community supported the project even if it is criticized by some ecologists
or by Ugandan socio-economic operators, and even if the group of independent experts
authorized by the World Bank stated that the maximum power generated by the project will
not exceed 160 MW.
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I. FINANCING THE REQUIRED INVESTMENTS IN GENERATION

2.6. MAIN RESULTS

e The PPP’s financing and legal plans were successfully completed, even though the project
was highly complex.

® 20% of investments were financed by the private sector in private equity, which is
significant.

e |t is obviously impossible to know if the project will be a success at the economic and
environmental level, but it is now on progress. For example, the civil engineering works
are now 60% complete.

® Measures to lessen the environmental and social impact will be monitored by an
independent NGO.

2.7. LESSONS LEARNED: KEY SUCCESS FACTORS AND RISKS

The benefits associated with the participation of an independent producer are not only financial.
Private investors may also be an important driving force in the project. They may also bring
about a reduction in the overall cost of the project compared with a project entirely managed
by the public. (This is only true if control and supervision are particularly effective).

But for the time being there is no reason to hope that part of the risk of the project may be
assumed by the private sector.

The Uganda case shows that it is not impossible to raise private funds for hydroelectric
investments. In this respect, the following key success factors are worthy of note.

Firstly, the stakeholders must be motivated and give a firm commitment, as discussions can
be long and difficult, as can be seen from the Uganda case. The Ugandan government did not
give up after the failure of the financial plan of two electric power plant projects, namely the
Owen Falls extension and the AES Bujagali. Faced with a serious energy shortfall, it was very
encouraged by the success of the Bujagali project. The World Bank itself changed its position
on hydroelectric projects and expressed a desire to take part in this project.

Secondly, it is preferable that any investor be well-acquainted with the country. The Aga Khan
Development Network had been working in Uganda for more than 50 years in a large number
of companies including the media. It also had a concession to produce, distribute and sell
energy in the West Nile region. Thus, it was easier for it to understand and negotiate within
the Ugandan political landscape.

Thirdly, as with all independent power producers, an appropriate institutional framework and a
significant project management, control and monitoring capability, are necessary.

2.8. ANNEX: ENVIRONMENTAL DISPUTES

The dam project gave rise to a large number of disputes as well as complaints concerning
the absence of competitive procedures and criticisms of the appropriateness of the dam.
Some opponents argued that the local inhabitants would in any case be unable to pay for any
electricity produced. The construction of the plant will result in the submerging of waterfalls
and islands. Vegetation and biodiversity will be lost, notably fish, birds and trees characteristic
of the region. Tourism will also be dramatically affected.
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I. FINANCING THE REQUIRED INVESTMENTS IN GENERATION

Bujagali is a category A project according to the IFC procedures for environmental and social
impacts of projects. This is due to the fact that it can lead to «significant negative environmental
effects and/or social impacts that are appreciable, varied or without precedent». The World
Bank has finally approved a certain number of measures aimed at addressing reservations
expressed during an inspection by the Bank.

http://www.bujagali-energy.com/bujagali_projectOverview1.htm

3. CREATE THE CONFIDENGCGE RERUIRED
TO FACILITATE OBTAINING MULTILATERAL
AND BILATERAL PUBLIC FUNDING:
BEST ETHIOPIAN PRACTICE

3.1. VALUE OF THE EXPERIENCE AND COUNTRIES
CONCERNED

In recent years, very few hydroelectric power stations have been developed in African
countries, for environmental and financial reasons. The financial constraints are well-known -
the private sector is not interested in very long-term investments and States do not have the
necessary budgetary resources.

Today, the international context considerably increases the need to exploit Africa’s hydroelectric
potential. Ethiopia has succeeded in attracting international public funds to finance its ambitious
development policy.

It may therefore be useful to examine the reasons for and conditions of the success of this
Ethiopian practice, in particular for countries with hydroelectric potential.

3.2. SUMMARY

At the start of the project, the rate of electrification was approximately 5%, whereas the country
was known for its significant hydropower potential (45000 MW). The government therefore
decided to prioritise electrification, which is considered to be a major factor in reducing poverty.
To do this, it devised a consistent strategy aimed at improving the efficiency of the sector, but
also at constructing a relationship of confidence with the international community of lenders in
order to fund major hydroelectric investments. The project comprised an institutional element
(creation of the commercial company “EEPCo” and new governance), a long-term budgetary
effort, and a significant effort to improve the performance of the EEPCo electric utility. Results
have been very positive - the rate of electrification is now 33% and new installations, providing
3000 MW of power, are already being funded under excellent conditions. The international
community is now confident that the projects will be well-managed and that a consistent effort
will be made to reduce operating costs and to make energy affordable. It is therefore internal
discipline and effort that have attracted funds under excellent conditions.

3.3. CONTEXT AND OBJECTIVES

When the change started in 1998, at the start of the reform Ethiopia had a very poor rate of

access to electricity?, in the order of 5%, whereas the hydroelectric potential was very high

(45000 MW). 2 Percentage of the population living in the
electrified cities and villages
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I. FINANCING THE REQUIRED INVESTMENTS IN GENERATION

The government’s main aim was to reduce poverty, in part by increasing access to electricity.
As aresult, a significant increase in demand was expected, which would lead to a requirement
for increased production capacity.

It has therefore become a priority to find good sources of funding for these investments.
3.4. THE PROJECT AND ITS IMPLEMENTATION

The main players in the sector were fully conscious of the fact that the main condition for
obtaining external public funding resided in the lenders’ confidence in the governance of the
sector and in the ability to repay the loans.

A number of initiatives were implemented to develop this confidence:

@ The electricity company was instituted as an independent legal entity and the government
improved the rules of governance. A Board of Directors was created. It may be assumed
that given the government’s involvement in the electric power sector it will choose the
members of the Board of Directors based solely on their abilities.

e The activities of the company were rationalized using the so-called “total quality

management” method.

Over the last ten years, EEPCo has implemented a Business Process Reengineering

(BPR) approach which has led to an overall improvement in operating performance.

The capacity to manage projects has been significantly improved and has become more

efficient - project leaders are now largely independent. Supervision of contractors is very

active and professional. All those taking part are involved in the planning process.

® The creation of a medium-term development plan and credible demand forecasts has
ensured that communications with lenders are objective and realistic. These efforts and a
realistic pricing policy have ensured the profitability of the company.

3.5. MAIN CHARACTERISTICS

® The consistent commitment of the government: the government has clearly and consistently
prioritised the energy sector budget.

The profitability of EEPCo and the constant effort to improve the efficiency of the
company.

The managers’ professionalism and expertise.

A clear system of governance with a strong and well-respected Board of Directors.

A strategy to reduce costs using the Business Process Reengineering method, but also by
strong partnership with local companies.

3.6. MAIN RESULTS

The financial resources required to fund over 3000 MW have been found.

The financing conditions depend on the projects but they are globally favourable as the

overall cost of the new kWh is expected to be in the region of US$ 0.04.

@ Bonds are expected to be issued very soon, which would make it possible to raise capital
locally from private individuals to develop the sector.

® To achieve this result, the electricity company had made significant efforts to improve its

performance and has changed its governance, organisation and management.
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I. FINANCING THE REQUIRED INVESTMENTS IN GENERATION

The time needed to put together projects for new units has been reduced from 8/9 years
to 4/5 years.

The rate of electrification has reached 33% in 2009.

The process for preparing dossiers by the international Agencies has also been improved
thanks to the confidence in the Ethiopian sector (for example reduction of the non-objection
period).

Ethiopia has the benefit of significant involvement by the World Bank in funding an
extension to the distribution network and the interconnections ($500 million).

3.7. LESSONS LEARNED: SUCCESS FACTORS AND RISKS

There is no competition in the Ethiopian electric power industry. The vertically integrated
state-owned company is still there. However, the sector has changed significantly and has
constantly improved since the start of the reform.

What are the reasons for this success?

A clear and constant political determination to develop electrification of the country at an
affordable price.

Good governance and strong leadership.

Political courage to ask for significant efforts from both management and personnel:
reengineering, cost reductions and dismissal of those opposed to the new strategy.

A serious professional attitude in all negotiations.

All these factors have inspired confidence in the international community.
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I. FINANCING THE REQUIRED INVESTMENTS IN GENERATION

4. ACCELERATED DEVELOPMENT OF RURAL
ELECTRIFICATION BY THE IMPLEMENTATION
OF STANDARDIZED PROCESSES: THE SMALL
PoweER PRODUCER PrROJECT (SPPP) IN
TANZANIA

4.1. VALUE OF THE EXPERIENCE AND COUNTRIES
CONCERNED

Reducing poverty by developing rural electrification is a key objective in many African countries.
The first stage consists in using economically reliable sources of energy, principally renewable
energies. The Small Power Producer Project (SPPP) in Tanzania is particularly valuable as it
facilitates and accelerates investments in small profitable power plants and uses renewable
energy sources.

This practice could be adopted by all African countries which have an extended transport
network and significant potential in mini hydro or in agricultural waste capable of being
transformed into heat and electricity.

4.2. SUMMARY

IIn the 2000s, increasing the rate of access to electricity became one of the priorities of the
Tanzanian government, in order to reduce poverty and encourage economic growth. The rate
of access to electricity was less than 10% nationally and less than 2% in rural areas.

The main constraints centred around the lack of financial resources available to TANESCO
the state-owned electric utility, and financial and regulatory mechanisms which were unsuited
to rural electrification.

The government’s new energy policy has been adapted to suit these objectives and constraints
and to take account of the commitment to increase the use of renewable energies.

A new institutional framework as well as suitable standardized tools were designed for rural
electrification. The main aim of the SPPP Project was to rapidly increase access to electricity
on the ground by means of economically viable projects and private funding.

The results have been very positive and the projects currently grouped together in connection
with this Project could soon enable the implementation of a further 300 MW. The main reasons
for this success are - the institutional framework, the involvement of all the stakeholders,
transparency, the quality of the standardized documents and the economic and contractual
mechanisms, the viability of the projects selected (cost of the energy produced must be less
than the “avoided cost” for the State-run company) and the existing potential in renewable
energies for small power plants.

The policy and the SPPP tools could be used in a number of African countries.
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I. FINANCING THE REQUIRED INVESTMENTS IN GENERATION

4.3. CONTEXT AND OBJECTIVES

The Tanzanian government was conscious of the key role played by the electricity sector
in developing the country. But it also understood the scale of the capital required to fund
hydroelectric power and the limits of the budget. This is why reforms to the energy sector were
designed to encourage participation by the private sector in electricity supply, whilst it retained
control of policies, regulations and strategic plans.

Given the low rate of access to electricity (approximately 10%), the government set itself the
objective of raising the capital needed to speed up the rate of rural electrification by private
investment and without any subsidies.

4.4. THE PROJECT AND ITS IMPLEMENTATION

Considering on the one hand the capacities of the power plants awaiting development and
using renewable energy, and on the other hand the configuration and voltage levels of the
Tanzanian electricity network, the Small Power Producer (SPP) was defined as a power plant
using a renewable energy source or waste or cogeneration of heat and electricity, with a
production capacity of less than ten (10) MW.

Small producers are integrated into the distribution system and therefore require an
interconnection to the existing network with relatively few medium voltage lines, and without
affecting the quality of the service to clients on the distribution lines.

The small producers’ projects are approved by the regulator if the cost per kWh is less than
the distributor’s avoided cost.

In order to speed up the process, light regulation and standardized documents and contracts
were designed:

@ Standardized registration forms in order to reduce administrative formalities to a minimum
within the regulation agency (EWURA), the rural electrification agency (REA), the Ministry
for Energy and Mines (MEM) and the other ministries concerned.

e Simplified mechanism to check that environmental and safety requirements have been
adhered to.

@ Small Power Purchase Agreements (SPPA)

o Tariff methodology for small producers.

o Definition of the frequency of the tariff revisions

All these documents comply with the Electricity Act creating the REA and the EWURA as well
as with the energy policy (2003).
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4.5. MAIN CHARACTERISTICS

e Precise directives were defined (the EWURA approved them after consultation with
all stakeholders). They were accepted by all the parties who will be responsible for
implementing the process, from identification of the project to commissioning.

® Actions are coordinated such that the government and public organizations which are
responsible one way or another for facilitating the development of the projects, shall be
ready and willing to do it.

® The main aim is to make the development of small interconnected power plants by the

private sector using renewable energy sources easier and quicker.

The specific provisions of the new projects are reduced to the strict minimum: most of the

provisions put in place are already available

Energy is sold to the transmission company at a price corresponding to the avoided cost.

The Long Run Marginal Cost (LRMC) is the basis for calculating the avoided costs. The

LRMC is the cost for supplying an additional kWh and the corresponding power over the

long term by the generation system.

If the estimated cost of the energy produced is higher than the avoided cost for the single

buyer, the project is not approved.

e There is a genuine determination to support the initiative, in particular by TANESCO and
a clear process to enable the connection of the new capacities to the network in a given
timeframe.

4.6. MAIN RESULTS

e The model of the small power producer has led to the creation of a large number of
projects in the country — there are 35 projects at different stages of implementation. After
implementation, around 2013, this will increase capacity by 300 MW.

e Thisincrease in generation capacity will have an impact on potential clients, thus increasing
the percentage of the population with access to electricity from 10% to 19%.

e This will also reduce poverty given that some rural populations will create small

commercial activities, schools, dispensaries and light industries such as cashew and

peach production.

Energy sources in the country will be diversified and will create a new balance between

thermal and hydroelectric.

The SPP project reduced the period of negotiation between the parties. For example, the

ARTUMAS GROUP project in the south-west of the country took more than 4 years for the

power purchasing contract to be negotiated and signed. Thanks to the standard tools put

in place, new projects such as, for example, the island of Mafia, TPC, Sao Hill had their
contracts signed in a shorter period of time.
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4.7. LESSONS LEARNED: SUCCESS FACTORS AND RISKS

The Tanzanian practice can be considered to be a genuine success, even if it has only just
begun. This type of practice has also been successful in other countries such as Sri Lanka
and Bangladesh.

Among the key factors behind the success of the Tanzanian experience, the following elements
can be mentioned:

All the stakeholders were involved in decision-making and the system is transparent,
which complies with the basic principles of good governance.

An institutional and regulatory operational framework was set up for the supply of a viable
power service in rural areas on the basis of renewable energy sources.

The project was designed to be flexible in its implementation procedures, and will allow
initiatives by alternative players such as cooperatives, NGOs and public private groups.
The project will fund dissemination of the experience and the training needed in order to
further strengthen participation by the private sector and financial intermediaries in off-grid
rural electrification projects.

The removal of obstacles and the reduction of the costs incurred to put in place renewable
energy technologies to help reduce greenhouse gas emissions.
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5. THE DEVELOPMENT OF HUMAN RESOURCES
AND LOCAL SKILLS BY STRATEGIC FOREIGN
BUYERS: THE CAMEROON PRACTICE
FROM 2004 To 2006

5.1. VALUE OF THE EXPERIENCE AND COUNTRIES
CONCERNED

The Cameroon experience can be of use for all those African countries that have chosen
to have all or part of the power sector operated by a strategic foreign operator. It shows the
importance of considering the policy of managing national skills in the concession contract or
at the buyer selection stage.

5.2. SUMMARY

At the start of the concessionary takeover of SONEL by the American group AES, the
managerial practice was perceived to be brutal by the personnel and led to the demotivation
of the personnel, social unrest and sometimes sabotage. Results suffered for 3 to 4 years (a
lot of load-shedding, objectives not achieved, poor financial results).

AES-Sonel therefore decided, in 2004, to revitalize the company by appointing a Cameroon
Managing Director, by recruiting more Cameroon executives, and by developing an active
human resources management policy aimed at remotivating the workforce - promotions and
wage increases, training, Compendium of ethics and collective agreement.

Operating and financial results were significantly improved - distribution rate rose from 68%
in 2003 to 79% in 2006, the number of Low Voltage subscribers increased by 12.7% between
2004 and 2007, operating results rose from 9.9 billion CFA francs in 2004 to 33 billion in
2006.

Over the last 2 years, these best practices have been abandoned and the situation in the
sector is now once again very difficult.

It may therefore be advisable, in certain configurations, to attach greater importance to
the commitments of the buyers with regard to the management of human resources at the
specifications, concession contract and follow-up stages.

5.3. CONTEXT AND ORIGIN

In July 2001, the privately-owned American company AES signed a 20-year Generation,
Transmission, Distribution concession contract. The first three years produced poor results
(objectives not achieved, increased load-shedding etc.). There were many reasons for this
(poor hydraulic connectivity, financial difficulties of the AES group making raising financial
resources for investment impossible), but the way the human resources were managed
significantly aggravated these difficulties.

From the outset the managerial practices of the private buyer were considered to be brutal.
This led to disputes between the expatriate personnel and the local personnel. A programme

of voluntary redundancies relating to 965 agents (24% of the workforce) was initiated in 2001
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and a large number of key national skills were lost. Other members of the personnel became
confrontational.

In 2004, the social climate within the company was at its lowest ebb: total demobilization and
demotivation, lack of involvement in the company’s project and lack of loyalty, which in some
cases went as far as sabotage.

5.4. THE PROJECT AND ITS IMPLEMENTATION

Faced with this situation, AES-Sonel decided to appoint a Cameroon national Managing
Director to replace the expatriate Managing Director in place at the time. The aim was to
facilitate renegotiation of the concession contract on a current and realistic basis (this was
achieved at the end of 2006) and to revitalize the company, notably by a policy of developing
local skills. This human resource management policy comprised three elements: recruitment
of nationals, training, internal promotion and wage increases.

The first element of the project consisted in replacing certain expatriates by Cameroon
nationals with international experience and recruited in Europe in particular.

An ambitious training policy was implemented (approximately 1% of staff costs). In addition
to technical training, part of the personnel was able to benefit from international training in
modern management methods and tools between 2005 and 2008 (University of Darden -
USA, UCAC - Yaoundé, DDI — France).

A Compendium of ethics was drawn up based on values previously approved by the whole of
the AES personnel.

In 2005, a Collective Agreement on working conditions and standards was signed with the
trades unions.

The promotion of agents was active and the share of workers and employees fell from 44%
in 2004 to 26% in 2007.

Significant wage increases were agreed in 2004 and 2007.
5.5. MAIN CHARACTERISTICS

AES-Sonel had suffered from a management of human resources considered to be violent
and discriminatory with regard to national managers. This policy had a very negative impact
on results. The priority of the new management team was therefore to implement a global and
radical policy to develop national skills by acting upon the following components - recruitment,
training, Compendium of ethics, agreements on working conditions and wages.
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5.6. MAIN RESULTS

o Distribution rate rose from 68% in 2003 to 79% in 2006

@ The number of low voltage subscribers, which had only increased by 4.8% between 2001
and 2004, increased by 12.7% between 2004 and 2007.

o The “staff costs/kWh sold” ratio was significantly increased (from 4.74 CFA francs in 2003
to 8.80 in 2007, i.e. approximately US$ 1.7 cents). This result is generally considered to
be negative in a normal context but, in the Cameroon context, it had a positive effect as it
remained reasonable and compatible with improved company results. Indeed, operating
results rose from 1.5 billion CFA francs in 2003 to 9.9 billion in 2004, 31.3 billion in 2005
and 33 billion in 2006).

@ On the other hand, the recruitment of nationals abroad was not a complete success due
to the difficulty of integrating them into the Cameroon economic and social environment:
50% of these agents were dismissed in 2007 and 2008!

5.7. LESSONS LEARNED: SUCCESS FACTORS
OF THE CONCESSION

The massive influx of expatriates and the failure to make use of key local skills undoubtedly
constituted one of the main causes of the failure of concession contracts in certain African
countries, including Cameroon over the first three years.

The experience presented shows on the contrary that the implementation of a consistent,
global and proactive policy of mobilisation and motivation of domestic human resources is a
key factor in the success of a concession in the private sector.

Even if the appointment and recruitment policy is the responsibility of the majority shareholder,
it is advisable to include certain orientations or requirements in the specifications of the public
service delegation.

Moreover it may be useful to include along with the concession contract undertakings in the
area of the human resource management policy, which could be assessed when choosing the
concession holder.

The Cameroon experience shows that the motivation and efficiency of the personnel does not
depend solely on wages but on a range of measures, including training, and a general policy
of development and motivation.

Il. IMPROVING EFFICIENCY
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6. THE EFFICIENT FUNDING OF NEW PRODUCTION
CAPACITIES: THE EGYPTIAN PRACTICE

6.1. VALUE OF THE EXPERIENCE AND COUNTRIES
CONCERNED

The debate on the best way to finance new generation investments is often dealt with on
the theoretical level. The Egyptian experience highlights the fact that the best choice can be
made based on national and international reality and not on ideological principles. It gives us
ideas on how to reduce the cost per kWh produced. Most African countries can learn practical
lessons from this experience.

6.2. SUMMARY

The Egyptian government obtained good funding conditions for the new investments in
capacity under two different successive schemes: independent electric power producers and
public funding. Both of these successive regimes (before and after 2003) were successful and
appropriate to the situation. This empirical change was possible — amongst others — because
the reform had introduced flexibility into the funding system.

The results were very positive: in 2002 and 2003, 3 independent electricity producers were
created with a total capacity of 2048 MW. Since 2003-2004, 4500 MW have been funded by
international financial institutions and by the Egyptian Electricity Holding Company (EEHC) as
well as national banks. For all these new investments, new energy production was obtained
at a genuinely competitive cost.

In addition, the Egyptian government promoted the creation of a local engineering company,
which proved itself to be effective in increasing the share of local components in the project
and in reducing the cost per kWh.

The main lesson to be learned from this case is that the only practical objective should be to
produce energy at the lowest possible cost and the best possible way (IPP, international public
finance, PPP) to achieve it depends on the local and international conditions at the time.

6.3. CONTEXT AND OBJECTIVES

In 1996, a new law authorized the concession of public services to private investors and the
building, operation and maintenance of power stations (BOOT).

At the time, the rate of access to electricity was already close to 100% but the average growth
in demand was very high and at times reached 7.6% per annum.

As a result, the funding requirements for investment were very high. The main objective of the
government was to obtain the new kWh at the lowest possible cost in order to ensure power
supply to all Egyptians at an affordable price. There were significant budgetary constraints in
trying to achieve this objective and a very high aggregate sector deficit (approximately US$1.5
billion in 2000). Thus it was decided by the government that any new investments would be
funded by the private sector.
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6.4. THE PROJECT AND ITS IMPLEMENTATION

First stage: investments via independent power producers

In 2002 and 2003, three power plants from IPPs (Sidi Krir, Port Said and Suez) were
commissioned, thus adding 2048 MW to the national production capacity. Competition to win
these contracts was stiff (50 candidates at pre-selection for the first project). This competition
resulted in very advantageous costs for the new energy thus produced (US$0.0254/kWh).

The conditions of the invitation to tender were reassuring and incentivizing for foreign investors
- “take or pay” contracts for 70% of the capacity, gas purchase contract with a low price,
purchase price expressed in dollars in power purchasing agreements (PPA), guarantees and
possibility of international arbitrage.

However, it should be pointed out that similar provisions in other African countries did not meet
the same success and resulted in very high energy costs. The outstanding success in Egypt
must be attributed to the positive perception of the business climate and the prospect of a
large number of other similar projects.

Second stage: investments funded by national and international public funds

After the devaluation of the Egyptian currency, new provisions were drawn up for the contracts
of the independent power producers - funding in foreign currency by local banks was prohibited
and the new independent power producers had to find their own clients (EEHC was no longer
the compulsory single purchaser). No private investor could assume such a risk, it was
therefore necessary to find public funding.

Since 2004, the new power stations have been funded in large part by foreign governments
and international public organizations (4500 MW). This was also a great success - the
international financial institutions funded all the requirements in foreign currency, 30% of the
cost was in local currency and the average cost of the new capacity reached US$330 per kW,
which is competitive compared with international costs.

Third stage: Develop the local share of the investments

One of the government’s key objectives has always been to obtain an affordable price for
power production by increasing the share of local players. One of the means to achieve this
consisted in setting up an Egyptian engineering company via a joint venture with a major
international company (Bechtel).

The use of a world-renowned local engineering company seems to have been a key tool
in increasing the local share of the purchases, further strengthening national industry and
reducing investment costs for electric power stations.

The government was the motor behind this joint venture named PGESCO (40% owned by
Bechtel, 60% owned by public and national shareholders). In the initial agreement, it was
stated that 2 new projects would be reserved for the new company in exchange for technology
transfer and investment commitments.

Fourth stage: Reduce distribution costs by creating independent legal and commercial
entities and by putting in place effective governance
EEHC, a wholly state-owned holding company, still holds 100% of the shares of its unbundled

Il. IMPROVING EFFICIENCY
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subsidiaries (1 transmission company and 8 distribution companies). But these companies
must be managed as private commercial companies (financial statements, reports, change of
Managing Director based purely on results etc.)

In addition, the regulator has set up a system to compare indicators (benchmark) for distribution
companies, which is a very effective method for improving performance.

Next stage

A new institutional reform is being drafted in order to facilitate the future integration of the
Egyptian market with regional markets and the European Union. The new rules will agree with
those of the EU in order that the private sector can be increasingly involved in investments
within the competitive international market by the means of several public private partnership
schemes (PPP).

6.5. MAIN CHARACTERISTICS

® The government has always been keen to develop a favourable business climate -
repayments are made on time, laws and contracts are complied with.

@ The electricity sector has always been a priority on the government’s agenda. The State
has undertaken to provide energy at affordable prices to the whole of the population.

@ All decisions have been geared towards efficiency with no ideological rigidity. Whenever

the economic context changed, the financial strategy was quickly adapted.

The technical capacity of the public sector managers meant that negotiations were carried

out on a professional basis with the independent electricity producers, as a result of which

effective and stable contracts were put in place.

6.6. MAIN RESULTS

e Whatever the funding system, the investment requirements were easily met and at low
cost: 6548 MW have been funded since 2002 (2048 MW by independents and 4500 MW
by public financing).

For the first IPP project, the purchase price was US$ 0.0254 per kWh, which is very low.
After 2004, all foreign currency requirements for the new power stations were successfully
met by foreign governments or international organizations under good conditions. The
result was a cost of US$ 330 per kW, which is a very good result.

e From now on local supply costs represent 100% for distribution, 80% for transmission and
40% for generation.

The first private investors, namely InterGen, Edison and EDF, decided to sell their shares
in 2004 and 2006 for strategic reasons. The fact that they easily found new investors
(Globelec and a Malaysian company) is worth stressing. It is a clear sign of confidence in
the business climate and in the market.
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6.7. LESSONS LEARNED

Certain lessons can be learned from the Egyptian case regarding the main factors of success
for financing new investments under good conditions:

A business climate that is positively perceived. The Egyptian case highlighted the fact
that if investors are convinced that the legal regime is appropriate and also applied, if there
is little corruption or abuse of power and if the government encourages the development of
the private sector, then the risk premium will be very low. Some African countries find that
the price of the energy provided by independent producers is high. The poor perception of
the business climate in the country could be one of the main reasons for this.

A market with significant opportunities. The effectiveness of the competition for the
contract (during invitations to tender) depends in large part on the size of the investment
programme in the medium term (15 BOOTs were programmed initially). The development
of regional energy areas in several regions of Africa will therefore certainly have a positive
impact on competition and the cost per kWh.

The technical capacity and negotiating capacity of the Egyptian managers. This factor
was decisive during contract negotiations with the IPPs but also with the public lenders.
There is an important apprenticeship process in this domain and swapping experiences
between African countries would appear to be very useful.

A sense of realism. This practical case reveals the fact that there is not one solution, but
that each country must find the best way with regard to its own economic context. The
Egyptian legislator is currently preparing a new reform with a view to benefiting from future
competition within large integrated regional markets. For many African countries, the only
solution for reducing electricity costs resides in operating regional electricity markets and
in involving the private sector (PPP) and not with the idea that public financing (national
and international) is a long-term solution in good conditions.

Creation of a local engineering company and actions to further strengthen the local
components industry. The Egyptian practice could be implemented at a regional level
in Africa. These companies must be created as joint ventures with world-class foreign
engineering companies in order to be competitive and to promote regional local industry
for power station components in particular.
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7. IMPROVING PERFORMANCE BY IMPLEMENTING
A MANAGEMENT CONTRACT: THE LESOTHO
EXPERIENCE

7.1. VALUE OF THE EXPERIENCE AND COUNTRIES
CONCERNED

Management contracts have become rare in Africa for two main reasons. Firstly, most of the
previous experiences have failed. Secondly, since the 80s, improvement in sector performance
was expected to come from liberalisation and privatisation.

Today, the international context has changed and thinking is different. The assessment of
power sector reforms in Africa is controversial and it is becoming increasingly difficult in a
large number of African countries to involve private investors in public services.

Management contracts can therefore represent appropriate solutions for the future provided
the conditions for success are adhered to.

The management contract that was successfully experimented in Lesotho is instructive for all
countries that cannot, or do not want to, privatise their public services, whilst at the same time
benefiting from the efficiency of private management.

7.2. SUMMARY

Power sector reforms in the Kingdom of Lesotho started in the 1980s to resolve the need
to increase access to electricity and to update, both operationally and financially, the State-
owned company (LEC) which was at the time in a very serious situation.

The State chose to put in place a long-term public service concession with a strategic
investor who had the necessary resources. However, due to the company’s poor situation,
it proved impossible to find a private investor. The decision was therefore taken to call
upon an independent management team in order to turn the company around before the
concession,

Institutional and legal reforms were put in place to ensure that the objectives would be
achieved.

At the end of the project, in January 2007, the main objectives had been achieved and even
exceeded. The company had significant cash reserves, had put in place over 37,000 new
connections, and its workforce had been reduced to a more reasonable level. Moreover, tariffs
had been increased to a level that better reflected actual costs.

The success of this interim management can be attributed to several key factors including
efficient supervision and setting clear objectives linked to the remuneration of the contractor
but also to the individual remuneration of the consultants.

The genuine commitment of the government played an important role in implementing certain
critical measures.
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The main lesson to be retained from the Lesotho experience is that management contracts
can be effective and achieve excellent results under certain conditions. They must be well-
structured and well-supervised. It is also important to appoint a competent team and to put
in place institutional provisions to ensure performance. Companies and/or individuals acting
as consultants in the contract must at the same time be allowed management autonomy.
Governments supervising the process must, for their part, give a long-term commitment to the
process and support it.

7.3. CONTEXT AND OBJECTIVES

The implementation of the reform had its origins in the poor performance of the LEC (Lesotho
Electricity Company) - the worsening financial situation of the company was such that it was
unable to comply with its obligations towards Eskom, the sole energy supplier. No financial
statement had been published since 1994, the budgetary contribution was increasing, the
invoicing system broke down in 1997, etc. At the start of 1998, ESKOM cut off the power
supply to Lesotho to obtain payment for its unpaid claims.

The reform had the clear aim of increasing access to electricity and improving sector
performance by attracting private capital and management specialists.

7.4. THE PROJECT AND ITS IMPLEMENTATION

The government had initially decided to contract out the public service in order to entrust
responsibility for operations and investment to a strategic private operator.

It was, however, clear that the state of the public company was such that the private investors
targeted, including Eskom, would not be interested. It was therefore necessary to first rescue
the company before starting to look for a concession holder by invitation to tender.

The reform project thus included an element by virtue of which an Interim Management Task
Force (IMTF) would be appointed for a period of 18 months and paid based on results. This
task force comprised a managing director and three vice-directors, respectively responsible
for finance, sales and engineering.

The cost of the interim management for the Lesotho government was close to US$ 5 million.
This cost was financed by the World Bank and the AfDB but also by the State budget.

The first management contract was for a period of 18 months (from February 2001 to July
2002). It was extended several times until January 2007, whilst awaiting the decision of the
choice of a strategic investor.

The World Bank and the AfDB, as lenders, carried out monitoring tasks throughout the duration
of the project. Reports on the result of these follow-up missions were drawn up and submitted
quarterly and annually. In the course of the missions, the whole project was assessed and
changes were thus able to be made to the project based on the necessary improvements
identified.

The members of the management task force submitted monthly performance reports relating to
their specific objectives, to the LEC Board of Directors. This performance was then submitted
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for examination by the Board of Directors which was assisted in this task by a consultant.
The level of performance, validated at this level, was then submitted for examination to the
internal auditor of the LEC. Remuneration of the members of the task force was determined
on the basis of the assessment of the level of performance validated by the internal auditor.
Payments were made by the project manager on this basis.

If an objective was not achieved, no payment was made. Each member of the task force was
responsible for a share of the results to be achieved. If an objective was not achieved, the
payment of the share of activity was not paid to the member of the task force in question. The
part of the remuneration reserved for the company was also reduced in a similar manner.
There were therefore financial incentives at both the individual level and company level.

Shortly after the start-up, and in connection with the restructuring, all the personnel, including
the managers, were dismissed and they had to re- apply for their position. Although this
procedure was difficult and time consuming, it was successfully implemented without any
problems. The workforce was thus reduced from 800 to approximately 400.

7.5. MAIN CHARACTERISTICS

® The contractor’s objectives were clearly defined and measurable — turn around LEC's

financial situation, make up for the delay by connecting 8,000 new customers in 18 months,

install prepaid meters with 8,000 clients in order to improve the company’s revenues and
reduce the number of employees needed to read the meters, and define the viable sales
territory to be granted to the strategic investor.

The reporting and audit processes were precisely and rigorously defined.

Remuneration of the members of the consultant's task force was determined on the basis

of the level of performance achieved.

@ The contractor was also responsible for identifying the local managers who would be able
to take over from the consultants at the end of the contract. These managers worked
closely with the consultant and thus improved their skills. All the positions were attributed,
with the exception of the sales manager’s position.

7.6. MAIN RESULTS

® The company completed 37,500 new connections at an average rate of 6,250 a year
(doubling the client portfolio in 6 years).

@ The financial position of the state-owned company was turned around and significant

financial reserves were available in December 2006. This result was achieved by a

combination of measures including reductions to the workforce, tariff changes, the

replacement of the invoicing system and prudent financial management.

Debts to the government were restructured and converted into shares, whereas the other

creditors were paid when payments were due. The system for creating financial statements

was updated.

@ All domestic customers were supplied with prepaid meters, which led to an improvement

in the cash flow of the state-owned company.

Wages were improved and performance based incentives were introduced.

The aim of private sector participation was partly achieved by outsourcing to local

contractors the task of connecting customers. By providing work for certain members of
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the personnel who had been dismissed, this measure made the project more socially
acceptable.

® However, despite the success of the management contract, there was always little interest
by the investors to act as concession holders. Two invitations to tender were published in
2004 and in 2005, but with no satisfactory outcome. At the same time, there was a change
in government thinking. Consequently, the tender procedure ceased in 2005 and the state-
owned company came back under the control of the Government via a local management
team.

7.7. LESSONS LEARNED: SUCCESS FACTORS AND RISKS
There are a number of lessons to be learned from the Lesotho experience.

First of all, this is not a cheap or quick solution. Both time and money are needed to appoint a
team of professionals and to get results.

Remuneration of the Management company was split off from the entity’s financial results. It
was linked to specific results assessed independently. In addition, some essential actions, such
as adjustments to the workforce, the installation of prepaid meters, and the reduction of losses
benefited from specific and separate funding. This allowed the contractor to concentrate on
the long-term interests of the company. When remunerations are based on financial results,
this may lead to decisions being taken which are exclusively aimed at maximising short-term
profits. At the end of the contract, the contractor leaves the company and the latter is not able
to ensure the continuation of the operations.

The recruitment of a consultant to help the Board of Directors was very profitable. He was a
great help in assisting the Board of Directors to fulfil its duties independently and effectively.
He also helped maintain in place the existing Board of Directors, which benefited from his
knowledge of the sector.

The members of the management task force were selected after interview by the Board of
Directors (at least two candidates had to be put forward by the company). This seems to be
a very useful provision as it helps the Board choose the best skills and the most suitable
personalities in the specific context. This can prevent failures.

The local management and the personnel accepted the creation of a management contract.
The Board of Directors worked hard to prepare and involve the local managers in the decision to
appoint an interim manager. In addition, the personnel benefited from a number of advantages
and therefore supported the government’s choice.

The decision by the government to isolate rural electrification allowed the LEC to be managed
on a commercial basis. Consequently, the company was able to achieve good financial results
over the few years the management contract was in place.

The company was authorized by the Board of Directors to outsource a certain number of
functions. This solution, not often used in public services in the electric power sector in Africa,
can have advantages. Outsourcing connections allowed the LEC to work on a number of
small and medium-sized projects at the same time.
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8. A MODEL FOR THE COLLECTION OF EXPORT
INVOICES: THE SOUTH AFRICAN EXPERIENCE

8.1. VALUE OF THE EXPERIENCE AND COUNTRIES
CONCERNED

The scheduled development of regional electricity markets in Africa will further strengthen the
need to implement efficient systems for collecting debts from foreign operators. Failing this,
energy exchanges between countries could be hampered, which would be very prejudicial to
regional efficiency. The model developed in South Africa may therefore be a help in finding
suitable solutions in other regions.

8.2. SUMMARY

The development and correct operation of regional electricity markets constitutes one of the
major ways to improve populations’ access to electricity at lower more accessible prices. The
creation of reassuring and stable rules with regard to payment of invoices in these markets is
therefore a major objective for sector managers, as payment based on the funds available to
the buyer results in extra costs for the system.

South Africa has created an accurate and reassuring model. Having been put in place
throughout the regional market, it provides excellent results as no activation of guarantees has
been necessary thus far. The main characteristics of the model are the creation by the buyer
of deposits guaranteeing 100% of the contract, the use of clearing banks and the creation of
clear and binding procedures.

It should be noted however that the main supplier on the Southern African market is in a strong
position to impose its conditions (some countries such as Lesotho are totally dependent on
imports). This configuration is not found in all the regions.

8.3. CONTEXT AND OBJECTIVES

The volume of energy exports from South Africa is high, amounting to US$240 million in 2007/8.
Moreover, the amount of exchanges within the SADC region (South African Development
Community) amounts to approximately US$300 million. Any arrears thus lead to significant
losses for Eskom — the South African electric company.

Moreover, the development of the regional energy market could not continue to use a lax
system in which commercial conflicts had to be resolved at times at the bi-national political
level. It was therefore decided to create a model for paying invoices which allowed exchanges
on a stable and secure basis.

8.4. THE PROJECT AND ITS IMPLEMENTATION

The model was developed originally for the regional “spot” market. It was subsequently
applied to all 7 member countries of the Southern African market (SAPP). It was also used to
regularise the situation of countries with major arrears. In this case, the new procedures apply
to new purchasing contracts and to payments of arrears which were previously rescheduled.
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The model allows long-term bilateral contracts (PPA) as well as spot contracts to be managed.
Each transaction relating to a given period of time constitutes a contract. The model supposes
therefore that there is a purchase contract between the parties. Moreover, a clearing bank
must be involved.

The essential point is that each buyer must deposit a guarantee of an amount equal to the
total cost for implementing the contract (purchases and costs). This deposit is not used for
payment but constitutes a simple guarantee. The procedures are formalized and mandatory.

Invoices are issued 3 days after delivery electronically and payment must be made within 4
days following the issue of the invoice. Penalties for late payment are provided for. Further
details on procedures and the model are provided in the annex.

8.5. MAIN CHARACTERISTICS

The model lays down procedures, conditions and payment deadlines as well as penalties
It is based to a large extent on the payment of a security

It is strictly binding with regard to payment deadlines

The model cannot, however, operate in the event of endemic corruption and lack of
confidence.

8.6. MAIN RESULTS

Thus far, there has been no need to use the guarantee deposits

No late payment has been noted

The rules for procedures and payments are rigorously applied by the operators

The system of exchanges is globally strengthened and made secure

The model improves the ability to plan flows and is therefore beneficial to both buyers and
sellers.

8.7. LESSONS LEARNED

The model put in place is based on strict commercial requirements. Last resort negotiations
are no longer provided for between States in the event of difficulties. Settling external debts
therefore becomes an absolute priority for companies importing electric power.

The creation of strict procedures for securities and payment is certainly desirable in all African
energy regions. However it will undoubtedly be more efficient once the scales are tipped in
favour of the seller (this is the case within the SAPP as some countries such as Lesotho have
no national production).

Countries with excess capacity to be disposed of on the regional market could be forced to be
more flexible vis-a-vis late payments.
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