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1.  Introduction

Increasingly governments are turning to the private sector for power generation. Some developing countries started allowing private firms to enter electricity generation at the beginning of the 1990s. Investment by Independent Power Producers (IPPs) grew rapidly – particularly in Asia. While expansion faltered following the financial crisis in the region, IPPs have been gaining ground in other parts of the world. Africa, South and Central America as well as Eastern Europe have all opened the door to IPPs in some way or another.

IPPs are presented as an attractive option because they are supposed to facilitate investment where a bankrupt public sector can barely afford to make ends meet; and because they allow the private sector to  operate without the need for lengthy regulations to be in place beforehand,  as the conditions of operating can be specified in the terms of the IPP contract. IPPs are heralded as the start of further liberalisation and subsequent privatisation of electricity. 

However, more and more governments are running into difficulties with IPPs. In the countries where they have been established for some time, such as Pakistan and Indonesia, IPPs have been the subject of protracted legal, political and economic battles. Other countries have seen electricity utilities crippled by payments due to IPPs, for example, the Philippines and Dominican Republic. Others have questioned the generous terms offered to power producers by previous governments and have attempted to limit the damage such arrangements might cause for example, Croatia and Hungary. Despite these difficulties, more IPPs are still being planned in various countries.

This paper aims to set out the main categories of problems that have arisen with IPPs, based on experience in a range of countries. 

2.  The problems with IPPs

2.1  IPPs - not a source of funds

IPPs are sometimes presented as new sources of finance for investment in electricity generation. For example, the Executive Vice President of the World Bank’s International Finance Corporation (IFC), Peter Woicke, when signing the agreements for the IPP at Kipevu in Kenya, said that the private sector financing of the plant would 

“enable the Government of Kenya to conserve limited public resources for other priorities, such as education and healthcare.”

This is misleading. Investors in an IPP will not construct (or buy) a power plant unless they are sure they will be repaid (with a profit margin), and so usually require that a power purchase agreement (PPA) is in place. Under the terms of a PPA, the electricity utility undertakes to buy (usually) all the power produced by a power plant. The price of the power (usually in foreign currency) and the amount to be sold are specified. 

This is considered essential to induce investments in potentially risky projects. For example when the Bujugali IPP in Uganda was stalled for months because of government disputes over the power purchase agreement, the Director of the AES-led consortium, Mr. Christian Wright, said that no bank would think of committing funds to such a project without the assurance of a PPA.
  

This highlights a further point – that the financial status of the IPP customer – usually the government-owned electricity utility - is crucial to the IPP obtaining finance for the project. A guarantee from the electricity utility may be underwritten by a government guarantee.  The government guarantee is in fact assisting the IPP investors to raise finance – not the other way around.

Often the IPP will require that an Escrow account is established to ensure payment. This means that some agreed amount of government revenue (which may or may not be revenue from electricity charges) is siphoned to a foreign exchange account. These funds are earmarked for the IPP and government cannot touch this money. To provide ‘comfort’ for investors, escrow payments may actually exceed those required by the PPA (see India and Kenya below). 

This arrangement means that governments do not have more funds but they do have less control over fiscal arrangements. Because of the PPA (and escrow account) in place, governments are forced to provide finance for the power companies first and then to budget for the rest of government expenditure. This prevents them from being able to decide on the allocation of government revenue between competing energy suppliers, on the basis of  the needs of the energy system.

Contrary to the claims of the IFC, using the private sector for power generation does not increase the funds available to pay for power generation – and is unlikely to increase funds available for education and healthcare. Rather, an IPP will absorb large amounts of government funds through the high prices and restrictive terms of a PPA.  While IPPs are one way of financing power generation, they are far from the cheapest .

Some examples:

· In India, part of the settlement Enron has reached for its huge power plant at Dabhol is a guarantee of regular payment for output from the Maharashtra State Electricity Board (MSEB). The MSEB has set up an 'escrow account' of monies collected from electricity consumers on which Enron would have first claim in the event of default, or even delay, in paying the power station: "If MSEB fails to pay any of its obligations within five business days following the due date for payment, all escrowed amount shall be retained in the escrow account and, to the extent not satisfied by a draw on the phase- II letter of credit, such retained monies shall be paid to the company until the unpaid obligation has been paid in full."  To make the guarantee even more secure, the board will have to give Enron rights over 25% more than it is owed  "..... the escrow account would cover at least 1.25 times of the monthly capacity payment "owing pursuant to the power purchase agreement". 

· The lack of escrow cover in some parts of India has caused a row over who has first charge on the revenues of state electricity boards. IPPs want first claim, but they are currently behind financial institutions and banks.
 Some lenders have suggested that to get round this, they should have access to other aspects of government revenue, for example sales tax.
  Alternatively others have suggested that investors would get some comfort from a government commitment to undertake reforms, in accordance with certain agreed milestones.
 These are likely to include privatisation of transmission and distribution based on the notion that private distribution companies will have a more sound revenue base and therefore be more likely to pay the IPP. 

· In the Philippines the electricity utility, Napocor, has amassed extensive debts due to the terms of its IPPs. Around $9bn, of the $15bn total liabilities consists of obligations under power purchase agreements with IPPs. With Napocor scheduled for privatisation in the next couple of years, advisors recommend that the debts be  assigned to the government so as not to deter investors. Thus, the central government would be saddled with debts of $9bn on account of IPPs. This also shows that IPPs can inhibit privatisation as private investors are unlikely to be racing to get into onerous PPAs or take on debts to IPPs.

· In Kenya, the security package for the forthcoming IPP at Kipevu consists of an escrow account holding one month’s payments – around 140% of what is required – and a letter of credit for a further three months. The 1.4x coverage ratio is augmented by a letter of understanding from the Kenyan government insulating the sponsors from force majeure risk.

2.2  IPPs are uncompetitive and inflexible 

The terms of power purchase agreements can be fixed for decades, in some cases for up to 35 years. Circumstances can change dramatically over such a timeframe. Yet, the terms by which governments have to purchase power from IPPs remain inflexible. Governments are tied into buying the same amount of power, regardless of fluctuations in demand or alternative sources of supply. Prices are fixed in foreign exchange, regardless of how this might relate to domestic prices or to what utilities are able to charge customers.  Once PPAs have been signed, it can be difficult to change the terms, not least because of the fear that future investors will be put off by a government that is seen to renege on agreements.

IPPs are supposed to speed up the project process compared with government contracts but this has not been the case. Transaction costs have tended to be high and elapsed time to financial close, according to one World Bank study, generally more than two years (the median was six).
 Once up and running, IPPs continue to stifle competition. In the words of the World Bank study:

“PPAs can hamper efficiency in system operations and sector liberalisation. Even if all the output can be freely dispatched, PPA prices deviate from those provided by a competitive pool – prices that are the same for all generators, a capacity charge smaller than that of a base load IPP and time-varying energy charges. The potential for inefficiencies is substantial if the IPPs meet a large share of the load; for example, PPA prices provide no incentive to maximize the availability of base load IPPs in the period when supply costs are highest.”
  

This implies that the higher the proportion of power comes from IPPs, the greater the scope for inefficiencies. Presumably, then the lower the proportion of IPPs in power generation as a whole, the more efficient the electricity sector.

Investors have no incentive to respond to market conditions or to compete with other producers. The only competition comes in the contract negotiating stage (and not always then). This is in itself a disincentive for new investors as, even if they can produce power more cheaply, the electricity utility is unable to switch to alternative sources for the duration of the PPA. Governments get left with ‘stranded assets’ which means that they are committed to paying higher prices for electricity (or compensation to the IPP), even if a cheaper competitor comes on to the market which might be due to technological progress and access to cheap power inputs such as gas or hydro. 

By insulating companies from some aspects of commercial risk, the IPP framework sets up an environment in the private sector, which the whole privatisation process seeks to eradicate from public ownership. One of the reasons put forward for privatisation is that government bureaucracies can suffer from ‘moral hazard’. This is the inefficiency that arises from economic actors being insulated from the real risks of their actions.  In the private sector, where profits are at stake, the argument is that managers will use resources more efficiently. In the case of IPPs, however, where PPAs are fixed for long periods, another kind of moral hazard arises. Managers have no incentive to respond to market changes or to improve technological practices. The only incentive is to keep profits up and so keep costs down. IPPs are capital intensive and the most flexible cost is labour. Hence, the main ‘efficiency gains’ we can expect from an IPP over time is downward pressure on wages and numbers employed. 

Some examples:

· In the Philippines, a total of 42 IPP contracts were signed under the Aquino and Ramos administrations, in response to the power crisis that had hit the country between 1990 and 1994. The IPP contracts contain a take-or-pay provision.
 A subsequent downturn in the demand for power due to the Asian economic crisis has resulted in excess capacity in the system. Napocor is currently faced with a problem on where to distribute its generated capacity. Prices have increased as a result.

· In India, the Gujarat State Electricity Board (GEB) is to pay around Rs500 crore to three independent power projects including Essar Power, Gujarat Torrent Electricity Company (GTEC) and Gujarat Industrial Power Company (GIPCL). However, GEB will not buy power from them because of the fuel that they use (high cost naphtha).  GEB has to continue with payment because it is committed to paying a fixed cost of these power projects as per the power purchase agreements signed between GEB and the three companies.
 

2.3  High prices and generous concessions

IPPs are an expensive source of power according to the World Bank: “In the final analysis, it appears that IPPs have often inflated supply prices for utilities”.
  Prices paid under PPA terms are often so high relative to sales tariffs that they leave no margin for the costs of transmission. Raising prices for the end user is not always a solution as higher prices may just result in less usage or efforts to avoid charges.

The reasons for high PPA prices and generous concessions stem from the terms negotiated between the IPP and the government when the contract is drawn up. Subsequent events may further inflate costs but to a large extent the problems start when contracts are awarded. Some attribute inflated costs to corruption (for example the ongoing dispute between the government of Pakistan and the Hubco IPP) but this is also to do with the inexperience of governments and inflated expectations of IPPs (see for example the quote from the Executive Vice President of the IFC, page 1 above) as well as lack of competition. 

One of the problems with evaluating the effect of IPPs is that the central utility may already be in financial difficulties and the IPP may not be the only cause of impending bankruptcy. In Pakistan, it is alleged that the Utility WAPDA is trying to hide its inefficiencies behind the onerous demands of IPPs.
 The point is however that where there is a fragile electricity utility, the use of IPPs will make matters worse as the high costs result in an unbearable financial burden.  The solution to this situation, according to some (in particular the World Bank) is to privatise the electricity utility. This is proposed in Uganda (in order to make the Bujugali IPP ‘sustainable’). However, this does not guarantee success as events in the Dominican Republic demonstrate. Here, electricity distribution as well as generation have been privatised. The result is that the government sector has been squeezed further while the private sector has increased charges and profit margins. The effects have been disastrous with consumers facing massive tariff increases as well as lengthy blackouts.

Some examples:

· In Costa Rica, it is reported that the electricity utility the Instituto Costarricense de Electricidad (ICE) paid private generators more than if the company would have produced the electricity itself. In defence of the rates, the generators’ association (Acope) executive director, Mario Alvarado, makes no attempt to justify the charges but says weakly “These were the rules of the game and under these we took part … The correct thing to do is let the contracts complete their established terms and then we can go to work with new rules to be defined,”
 Thus he makes no attempt to justify the charges.

· In Dominican Republic, generators increased charges by 51 percent on privatisation. Consumers have suffered and  in June 2000, wholesale businesses in the north of the country began to withhold payment of electricity bills in protest against daily blackouts lasting more than 20 hours and 'abusive rates' charged by power companies. The government agreed to absorb 42 percent of the increase leaving customers with nine percent to pay. 

This subsidy has been costing the government around five million dollars every month. By July 2000, the Dominican Republic state-owned electricity corporation CDE has accumulated a debt of more than US$135mn with private generation companies.
 With mounting arrears, IPPs (which now provide about 40% of the country's power) are pulling the plug on power supplies, exacerbating blackouts which have been lasting up to 24 hours affecting businesses, schools and hospitals. 

· In the Philippines, the average generating cost for IPPs in 1996 was $76 per MWh compared with $57 per MWh for the state-owned utility. Power contracts entered into by the former Ramos administration with independent power producers (IPPs) are bleeding the National Power Corp. to death. Napocor chief operating officer Asisclo Gonzaga told senators that they paid a total of P51 billion to various IPPs during 1999 and the amount was equivalent to 60 percent of Napocor's total operating expenses. Gonzaga said Napocor had to obtain foreign loans to pay up P12 billion to the IPPs. Napocor's revenue were simply not enough, he said.
 

· In Indonesia state electricity company PT Perusahaan Listrik Negara (PLN) announced a twelve fold increase in losses of in the first half of the year 2000. These losses were made despite a 30 percent increase in revenue over the period. A stronger US dollar caused a big increase in the cost of power from IPPs. PLN buys power from IPPs at an average price of 5.5 U.S. cents or about Rp 453 per kilowatt hour (KwH) but resells it to the public at an average of Rp 250. PLN calculates that it will owe almost $1bn a year just to Paiton I and II, two IPPs that have started production.

· The rigidities of IPPs can increase prices as in Philippines where Napocor is already collecting a ‘PPA adjustment charge’ from customers to reflect the cost of IPP obligations. As of May 2000, this component represented 20% of the total tariff. While only 40% of generated power is actually used by the public, consumers are allegedly charged between P0.20 and P0.40 per kilowatt-hour for the unused power produced under the contracts.

2.4  Risk exposure for governments is akin to debt

One of the supposed advantages of foreign investment is that it allows the burden of risk to be shared, thus reducing risk exposure for investment partners (in this case, electricity utilities and governments). Under normal equity arrangements, an investor, producing for the local market would sell goods in local currency. Profits would be remitted to the parent company in the form of dividends. If the value of the currency falls, the investor’s profit would have less value and the international value of dividends falls.

With IPPs however, even with equity investment, the investor is insulated from currency risk. Most IPPs negotiate take-or-pay contracts where the utility is committed to buying all the power generated whether or not it is needed and the payments to be made are specified in US dollars. 

This then is far more like international debt than equity investment. As with debt, a fall in the currency value would make it very difficult to meet foreign payment obligations. This situation has faced many private firms in Asia following the crisis of the 1990s where their outgoings or loan payments are in dollars and their income is in domestic currency.

Where an organisation cannot meet debt repayments, there are mechanisms to deal with this. Debt can be rescheduled or even bankruptcy might be an option. In Indonesia for example, there are vehicles to help businesses reschedule their dollar-denominated debts. With IPPs there is no such mechanism. The Indonesian electricity utility, the PLN, faces mounting obligations on its IPP and no way of paying them. Conventional legal mechanisms are failing. In Indonesia, even when investors won a court ruling in their favour, the PLN still cannot raise the revenue to meets its obligations.  

Privatisation has been promoted in part because of the view  that private investors can bring in finance that governments would not be able to access because of their low credit status - particularly now that multilateral institutions are less willing to lend to governments in their efforts to promote the private sector. However,  if creditors might hesitate to lend directly to a government then they should be even more cautious about the government’s ability to provide finance for the more restrictive terms of a PPA. 

To evaluate the risks associated with IPPs they need to be compared with the government-financed alternative. It is not unlikely that some form of loan in foreign exchange would have been undertaken and so not all foreign exchange exposure can be attributed to the IPP. However, IPP projects do tend to be more highly leveraged than state-owned investment which typically uses more internally generated revenue. So in general foreign exchange exposure has increased with IPPs.

According to the WB study, the electricity sector’s exposure to foreign exchange risks has “stayed the same or increased with IPPs. But in a few countries the power sector’s foreign exposure is likely to be higher with IPPs than under expansion plans centred on state-owned utilities. That exposure can be risky if the IPP program is large, as in the case of Pakistan”

2.5  Corruption / undue influence

IPPs are presented as part of a privatisation package which aims to bring the rigours of market forces into an inefficient electricity sector. This is not what happens in practice. A PPA is far from a purely market transaction. As the stakes are high in IPP contracts, negotiations are usually carried out in secret and there is so much money involved that corruption allegations are common. As the gains from contracts are substantial, another means of corruption is to award more contracts than are necessary. In the words of one observer, ``The fundamental problem with creating independent power producers in developing countries is that initially it is based on political expediency. These things sometime bear no relation to economic reality,''. 
 Despite regulations and legislation, companies find ways round these. 

Changing political circumstances can bring corruption issues to the surface. Agreements made by autocratic governments might not be criticised because anyone questioning the terms could be silenced. As these give way to democratic governments, the contract terms can be made more public. Partners chosen for their political allegiances can turn into liabilities when governments change.

Some examples:

· Most IPPs in Indonesia provided family and friends of Suharto with “loan-financed” shares in the company. The idea was that they paid for the shares with the dividends from the shares. The shares are essentially a gift  but in this way they escape the attention of US and international anti-corruption legislators. This arrangement has the added advantage of the beneficiaries having an interest in the project being profitable as soon as possible and this might be something over which they have some influence. IPPs in Indonesia have been irritated by the bribery allegations. Most officials say that the issue in Indonesia has not been one of bribery but one of extortion. 

· In Croatia the terms of the PPA negotiated with Enron were secretly recorded. The late president said that he hoped that the agreement – which tied the government to buying electricity at a fixed price for 20 years – would get him a trip to the White House. He also thought that it would persuade the US to push for Croatia’s membership of the World Trade Organisation and to ask The Hague war crimes tribunal to take pressure off Croatia. Enron executives carefully give non-committal answers to his questions in the transcript.

· In Pakistan, in 1998 the Nawaz Sharif government accused the IPPs - particularly Hubco - of hoodwinking the former government of Benazir Bhutto into signing fraudulent and unaffordable agreements with WAPDA.   Despite intensive investigations, no charges of corruption have been proven. However, the Supreme Court in their June 2000 ruling drew attention to the fact that prolonged negotiations on tariffs between Wapda and Hubco suddenly ended after the installation of a new government in 1993 and supplementary amendments were suddenly executed.

2.6  Excess capacity

Establishing power generation in excess of the country’s requirements is a feature associated with corruption if the process provides an income source for those negotiating the contracts. Even aside from corruption allegations, there are concerns that power generation capacity might grow faster than demand.

· In Uganda the forthcoming Bujugali IPP will produce more than the national power requirement. The government is hoping to export some surplus to Kenya if it is to meet the terms of its PPA.

· In Indonesia under IPP contracts signed with the former government under the Suharto regime, PLN has 50% more capacity than it needs on the main grid of Bali and Java. The PLN had to switch off some of its own capacity to meet the guarantees.

· In India, according to one commentator: “Demand assessment for power has been the weakest link in the chain for the Electricity Boards. There is a distinct fear in the international lending community that too many IPPs are coming into the arena too fast. This would lead to a rapid reversal of the situation from power deficit to surplus. The Central and the State governments have further added to the fears by announcing large and small power projects in the public sector. This has sparked speculation on whether the States would be able to absorb all the power and whether they would be able to honour their commitments to the IPPs.”

2.7  Regulation and legality

IPPs are celebrated by the WB because they can be set up without requiring extensive regulation to be in place because regulation can be incorporated into the terms of the contract but, having a contract that can cope with all eventualities tend to lead to failure.  So far, establishing successful external regulation for private sector investment in infrastructure has not been successful in most developing countries. Increasingly there are messy legal disputes over IPP terms and sometimes it is not clear which judicial system applies to the contract. IPPs are often beyond national control e.g. Enron’s Dabhol IPP in India is subject to English law. 

· In Pakistan, IPP, Hubco initially attempted to take the dispute (over tariffs to be charged under the IPP) to an international arbitration court in London. The Supreme Court in Pakistan ruled (3-2) that the case could not go outside the country because at stake were issues of corruption and criminality, rather than purely commercial negotiations. Hubco countered this by serving a Notice of an Exceptional (Political) Event on the government under which the company can suspend dialogue on operations and can seek damage claims from the World Bank with compensation possibly payable by the Government of Pakistan.  Thus, there is not even a consensus on what legal code should govern the contract

· In Costa Rica, clauses relating to rates levels in 15 private sector power generator contracts lack legal status, according to a report by the country's Comptroller General. As it is more than four years since the contracts were signed, the comptroller is unable to cancel these contracts, so it has called for state power company Instituto Costarricense de Electricidad’s (ICE) administrative board to investigate the situation. 

· In the Dominican Republic, the disaster that has followed electricity liberalisation (including placing up to 40% of national power generation in the hands of IPPs) is in part attributed to the absence of regulation. Legislation governing the privatised power sector has been stuck in the Congress for several years. Agencies which should have monitored the private power sector, and mediated consumer concerns, have not been created.

The absence of a legal framework for IPPs can adversely affect investors. Where the financial obligations become untenable, companies have not been paid. Even where the court rules in favour of the investors, this still does not mean they will be paid – not least because the utility still does not have the money. In Indonesia, some IPPs, including MidAmerican Energy Holdings, formerly known as CalEnergy, have sued PLN for its refusal to fulfil its contractual obligations. MidAmerican won a US$573 million-worth arbitration lawsuit against PLN but the state company and the government as the major shareholder have yet to pay the damages. 

3.  Cracks are emerging

3.1  Downward renegotiation of PPAs

Despite rigidities, investors are having to face the fact that they need to restructure terms because utilities just cannot meet payments. Economic reality is forcing investors to face up to changing circumstances, and accept more reasonable charges, regardless of the legalities of the PPAs.  

· In the Philippines, Napocor is discussing terms of restructuring payments with 32 IPPs. One possibility is an arrangement by which some of the payments due from Napocor are delayed until the end of the IPP contract period. The negotiations are over the appropriate interest rate and the relative costs of alternative financing sources open to Napocor (although these are limited due to its commitments and poor record with IPPs).

· In Indonesia, PLN is re-negotiating its power purchase contracts with the IPPs that have come on stream in an attempt to lower the price of their power.  In one case, PLN effectively negotiated the nationalisation of a power plant at a price which made the station’s output attractive – as well as allowing PLN the flexibility that comes with ownership. 

3.2  Contracts are being declared illegal or are not renewed. 

In other countries,  there are intiatives which have declared PPAs inherently illegal and so unenforceable. 

· In Costa Rica, (mentioned above) the country's Comptroller General has declared that clauses relating to rates levels in 15 private sector power generator contracts lack legal status because rates levels and adjustments sought to guarantee profits of the private sector, and not to ensure economic benefits to the country or consumers, as the 1990 law on electric power cogeneration required them to do.

· The Hungarian government and state utility MVM have decided not to sign any more PPAs as they are inherently anti-competitive. The government says it needs to make the electricity sector competitive and this will not happen with PPAs which inherently restrict competition, are incompatible with the spirit of the EU electricity directive, and carry the risk of state-guaranteed "stranded costs" - the compensation paid if, in a free market, new power providers undercut the previously contracted generators.  This brought it into sharp conflict with multinationals AES and Tractebel.
  In July 1999 the Hungarian parliament had already declared that a PPA signed with multinational RWE was unconstitutional and void; RWE stated that it would bring a lawsuit to demand the return of its $26m.

· In August 2000 the Croatian government insisted on tearing up a PPA contract signed by Enron with a previous government. The contract was considered to be unaffordable, had been signed in politically dubious circumstances, and despite pressure from the US ambassador, Croatia successfully forced Enron to abandon the original agreement. New agreements were signed, but it is not clear that these will ever be implemented.
 

· In the Philippines, in September 2000, to avert the financial burden caused by the IPP deals, Energy Secretary Mario Tiaoqui said the government will not renew these contracts.
 

4.  Conclusions

The benefits of IPPs have been greatly exaggerated. IPPs are just one means of financing expansion of power generation but we have shown this is fraught with difficulties.

The financial burden imposed by IPPs is now being recognised. However, the solution commonly proposed is to privatise the rest of the electricity sector, which simply extends the dangers of a financially unsustainable solution. As we have seen in the Dominican Republic, service provision has deteriorated badly after both generation and distribution services were privatised. 

Yet there appears to be a reluctance to learn lessons of experience. Despite blackouts of up to 24 hours following privatisation of electricity generation and distribution, in April 2000 it was reported that the Dominican Republic will privatise electricity transmission in order to comply with World Bank conditions.
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