3. THE ENERGY SECTOR - A SECTOR OF HIGH CORRUPTION RISK

3.1. SOURCES OF CORRUPTION RISK

The energy sector is among the most important industries in the national economy
with a major share in the industrial added value. According to the data of
the Ministry of the Economy and Energy,’” the generation of electricity in
2005 reached approximately the 1988 level, when it was 45,000 GWh annually.
Currently, it is about 44,000 GWh anually. While taking into account the technical
and commercial losses, some 27,000 GWh out of this quantity are hypothetically
sold at a value exceeding 2 billion levs net of the VAT. Besides, there is the added
value in the other energy sub-sectors, such as the production of and trade in coal
and other solid fuels, gas and heating, the extraction of oil and natural gas, and
the management of water energy resources.

At least a half of the companies with the largest sales in this country operate
in the energy sector.® Over the recent years, the National Electricity Company
(NEC) and Bulgargas have traditionally topped the ranking, while the Sofia City
Electric Distribution Company, Maritsa-East 2 TPP and others have been in the
top ten. However, they do not occupy leading positions in terms of investment
efficiency. The profit of producers and distributors of electricity decreases over time,
whereas the contractors implementing public procurement contracts awarded by
the biggest energy companies are considered to be some of the most profitable
businesses in the country. For instance, the Bulgarian Chamber of Commerce
and Industry ranking in 2004 showed that the National Electricity Company was
number one in sales but its profit was less than 1 %. NEC ranked 88th in terms
of the return on investment with its assets worth 3.17 billion levs. Kozlodui NPP
ranked fourth in terms of its gross sales reaching close to 645 million levs but its
profitability continued to lag behind. Maritsa-East 2 TPP occupied the eighth place
in the BCCI ranking with its revenues of almost 305 million levs but in terms
of profitability it ranked as low as 59th. In 2005, the financial condition of large
producers did not improve: NEC reported book profit of only 66.8 million levs,
Kozlodui NPP was already loss-generating, and electric distribution companies
reported minimal profits.

In the face of the shrinking profits of monopoly producers that, over the
period 2003 - 2004, Risk Engineering was the company with the third

The gross added value of the country was reported by the NSI to be slightly over 36 billion levs in
2005, out of which industry accounted for some 11 billion levs (26.1%). See www.nsi.bg/gdp/
See http://www.seerecon.org/infrastructure/sectors/energy/ and V. Anastasov’s presentation
“Electricity Consumption Forecasts” at the round table discussion Bulgaria’s Energy Sector —
What's Next? Held by the MEE and the World Energy Council on 20 March 2006.

According to the ranking of the Top 10 Companies 2005 in terms of sales revenues announced
by the Bulgarian Chamber of Commerce and Industry.
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largest sales and, at the same time, it was awarded the largest public procurement
contract for repair works of the facilities at Kozlodui NPP. Moreover, Risk Engineering
ranked first in terms of return on investment (profit per 100 levs of assets) and
second in terms of profitability. It would be interesting to compare the growth of
the sales and profitability of the NEC intermediary companies in the exports of
electricity. It cannot be done, however, due to the restricted access to information.
The great turnovers in the context of the major intervention of the government
and the lack of competitive environment expose the sector to substantial
corruption risks. In 2004, the then Ministry of Energy and Energy Resources
(MEER) admitted that the corruption risk “remained high” in that sector due to:

+ the insufficient legal regulation at the national and institutional levels on
the status and functions of the specialized anti-corruption structure at the
MEER;

+ the large stakes and the substantial financial resources in the energy
sector;

* the process of privatization of the electric distribution companies;
 the large investment projects in terms of both number and value;
+ the pressing need for strengthening of the capacity of inspectorates;

+ the need for introduction of a training system for the people involved in
the combat against corruption;

+ the need for development of a policy to increase salaries as a factor for
the reduction of the corruption risk."”

But those observations did not bring about any real practical measures. Moreover,
there are many signs of the growing level of corruption in the energy sector. One
of them is the increased share of the exported electricity by private intermediaries
rather than by NEC. In the opinion of the former Member of Parliament Mr.
Lambovski, bribes in the energy sector amount to some 10 million levs on a
monthly basis. Besides, the corruption potential in the sector is used very skillfully
and intensely under the guise of claims that the highest political and national
interests are protected in this way. What are the reasons and conditions for this
situation?

First, the energy sector suffers from lack of competition and from inefficient
government regulation, both of which create conditions that incur excessive costs
at the expense of consumers. They generate considerable corruption resources
and opportunities for their distribution opposite to the logic of the market.

Energy activities are heavily regulated. The Law on Energy defines a wide range
of activities subject to regulation: generation, imports and exports, transmission,
transit transmission, distribution of electricity and heating, natural gas, oil and oil

7" The Energy Sector Has a Huge Kick-back Potential, The Monitor daily, 21 December 2004.
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products, trade in electricity and heating and natural gas, and use of renewable
energy sources. However, the regulatory body, the State Energy and Water
Regulatory Commission (SEWRC), is not protected against the pressures which
those managing the sector might exert in pursuit of personal interests. This is partly
due to the closed circle of energy experts and also to the huge financial stakes.
Since there are no opportunities to seek collective (group) remedies, citizens are
discouraged to withstand their rights before SEWRC because the personal interest
of individuals has too low individual value compared to the legal defence costs.

SEWRC is required by law to control electricity producers and distributors so
that to prevent them from using their monopoly position on the market to the
detriment of consumers. But it seems that the price control is focused primarily
on the electric distribution companies. However, distribution is only the final stage
in the whole chain. In fact, in a monopoly environment distributors are expected
to take up the protection of the end consumers without any opportunities to
influence the other participants upstream all the way to the producers and the
importers of energy sources. Thus the regulatory control of electricity producers
remains very limited. They are shielded by their principal and the discontent of
consumers can easily be re-directed to the suppliers which often operate even
under the acceptable standards of service, although they have been privatized.
But the law requires comprehensive auditing of the way in which producers form
their prices at which they sell to the distributors (electric distribution companies
or EDCs).

A formal procedure does exist. The business plans of producer companies are
examined and approved by SEWRC. They can well envisage excessive expenditure
that nobody would control because of the lack of capacity at the regulatory
authority and sometimes also because of the inability of the companies themselves
to draw up business plans. No precise economic analysis is carried out to check
the way in which companies are managed or the practical need for one or
another kind of expenditures and mainly the efficiency of the investment policies
calculated in prices per unit of capacity and compared to the average European
efficiency benchmarks.

The management of NEC and Kozlodui NPP use all kinds of pretexts to warn
that the price of electricity would be increased soon. Last year, for example, NEC
made forecasts that the price of electricity would grow by 30 % upon the closing
down of units 3 and 4 of Kozlodui NPP. The estimates of Ms. Dilovska, who was
Deputy Minister of Energy at the time, pointed to an expected price increase by
some 3 %. Later on, NEC came out with new arguments, claiming that because
of the coal price increase the price of electricity had to go up by 15 % in July
2006. But the real share of coal in the prime cost of electricity revealed that such
an increase of the price of electricity would correspond to soaring of coal prices
by 50 to 60 percent, which was far from reality. The growing speculations with the
estimated costs for the maintenance of de-commissioned nuclear reactors have a
similar purpose. But the annual reports of Kozoldui NPP outline a different picture
of the costs needed to maintain operating reactors. About 30 % of the costs go
for nuclear fuel. 18 % of the sales revenues are remitted to the special funds.
Depreciation costs account for some 23 %. They discontinue when reactors are
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closed down. Another 15 % are labour costs and 16 % are operational costs and
they should be greatly reduced after the decommissioning of the units.

Such speculations are intended to justify the demands for increases in the
electricity price. Given the lack of economic and financial grounds, many experts
are of the opinion that such demands reflect corrupt interests. Ultimately, this has
lad to a situation in which the prices of electricity for individuals and businesses
are higher in Bulgaria than in many European countries.'

Second, the sector is strongly dependent on the energy sources supplied
under monopoly import terms and conditions. The local entities enjoying the
trust and confidence of energy suppliers actually dominate the domestic market.
It is not difficult for them to create the impression that there is no alternative to
their involvement in the transactions. Since the energy imports depend on many
geopolitical factors, one can assert that the energy market is characterized by
strong political influences and it is a field of conflicts among divergent economic
interests. This has a peculiar impact on the domestic energy market. Political and
economic circles take shape in close connection with countries producing energy
sources and with corporate structures dominating in them. Their success results
from the penetration into the highest political circles over time, regardless of
their political affiliation, on the one hand, and on the other, on their connections
to the external energy suppliers who are typically linked to the highest political
circles in their own countries. It is at this level that the influence of the business
environment structured in this particular way is exerted on the energy security in
the country and the region. Thus, the importation of energy sources becomes a
serious channel for political influence coming from outside. Besides, the monopoly
position of importers gives them the opportunity to apply prices exceeding those
of the international markets.

Quite indicative in this respect is the importation of nuclear fuel for Kozlodui
NPP. Each year one-third of the fuel in the reactors is to be replaced. Units 5
and 6 of the power plant need some 55 tons of fresh fuel on an annual basis.
The only producer of nuclear fuel for this type of reactors is Russia. Furthermore,
nuclear fuel is imported through intermediaries and the contract was amended
to the detriment of the Bulgarian side a few years ago. As a result, the nuclear
power plant purchases the Russian fuel at a price which is about 22 % higher
than that of the international markets."” Besides, the Russian nuclear fuel is
known to be of poorer quality than the fuel offered by Western producers.
However, that was not an obstacle for the nuclear power plant which signed a
supply agreement valid until 2020.

Third, the issue of the export of electricity is similar, although with a reverse
logic. Here again, intermediaries are involved and the professional community
believes that there is no way to avoid them.

% See the interview of Commissioner Andris Piebalgs to the Macedonian newspaper Dnevnik
published in November 2005, where he wondered how people in the Balkan countries managed
to pay their electricity bills because electricity prices were often higher than those in the EU
countries.

9" Banker weekly, No. 23, 10 — 16 June 2006.
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Box 1. Export of electricity

NEC carries out the transmission, import and export of electricity and the traditional export markets are the
countries on the Balkan Peninsula. For the last few years, this most profitable activity has been in the hands of
private traders in electricity. In 2003, the annual report of NEC pointed to exports of 5.45 billion kWh but did
not specify the percentage of exports through intermediaries. In 2005, exports amounted to 7.6 billion kWh (2005
Annual Report of NEC) and the share of intermediaries was not specified. At its meeting held on 29 June 2006, the
Parliamentary Anti-corruption Committee examined a NEC letter which made it clear that 90 % of the exports in
2005 were carried out through intermediaries. The names of the private exporters were not mentioned and NEC
explained their involvement with the willingness of the electric companies in the neighbouring countries to work
with intermediaries and also with the claim that NEC could not afford deferred payments for 60 days and therefore
it could not win in public tenders. The NEC annual reports make it clear that the revenues of NEC from exports
were 3.1 eurocents per kWh on the average. On 30 November 2006, Focus Agency quoted the Macedonian daily
Dnevnik which reported the following: “The bidders in the public tender for importation of electricity offered to
supply only a half of the quantity of electricity that Macedonia needs. The Macedonian electric transmission system
operator (MEPCO) wants to purchase 0.862 billion kWh to meet the needs of the country until the end of April
2007. The lowest bid quoted 5.6 eurocents per kWh in April and 8.98 eurocents per kWh in the winter months.”
Obviously the price differential is at least 0.5 eurocents per kWh and it may well reach over 6 eurocents in the
winter months. Even in “the worst scenario” from the perspective of intermediaries, the difference would amount
to some € 35 million or close to 70 million levs. These are the revenues which NEC gives up (although they are
bigger than the profit reported in 2005) and leaves them to intermediaries.

However, it should be noted that actually NEC carried out the export of electricity
on its own several years ago. The practice of a widespread use of intermediaries
has become quite common for the last few years. NEC officially announced that
exports were carried out mainly through intermediaries for the first time in its 2004
annual report, which read that “the quantity of the electricity exported in 2004
through traders in electric power accounted for 81.3 % of the total exports”. In 2005,
almost 90 % of the exports passed through intermediaries. There exist no economic
justifications for this situation because, in practice, NEC holds the monopoly on the
purchase of electricity for export purposes; it has full monopoly over the high-voltage
network that is used to bring the electricity to the neighbouring countries to which
the exports are almost exclusively oriented.

In general, intermediaries in the export of electricity belong to the same business
circles which control the importation of energy sources. This has become possible
because the export of electricity is launched in public as a strategic business project
of Bulgaria. Many economic analyses prove that the prospects might not be so
bright for this type of exports since the exports comply with a standard in shrinking
demand.

Besides, the size of the NEC revenues from exports is far below the levels of a
strategic national priority. In 2004, for instance, exports accounted for 17.2 % of
the electricity generated and provided 18.2 % of the revenues.”” Had it been true
that NEC made a large profit from the export of electricity, exports would have
generated, say, 30 - 40 % of the revenues. The NEC annual reports for 2004 and
2005 reveal that the average export price per kWh of NEC was less than 0.1 eurocent

20 See 2004 Annual Report of NEC.
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above the price on the domestic market, in spite of the much higher price on the
international market. Undoubtedly, such practices are harmful to the state-owned
enterprise, to the government budget and to the consumers but they are beneficial
to the intermediaries.

The need for intermediaries is justified in various ways but, most frequently, it is
done as a result of their greater flexibility and ability to adapt more easily to the
market requirements in comparison to NEC. For instance, intermediaries claim to
be capable of offering deferred payment of 60 days for the supply of electricity
to their customers, while NEC is believed to be unable to do so. If there was an
export contract though, any commercial bank would be prepared to lend to NEC.
The argument that the use of intermediaries contribute to the market liberalization
process is similar. It is claimed further that “companies in the neighbouring countries
are willing to work with intermediaries”?" However, it is perfectly clear that if NEC
were a private company, it would not allow any single kWh to be exported by a
competitor.

Fourth, the sector is characterized by high technical and environmental risks
and it affects the national security. All this naturally supports the arguments
about restricting the access to information and to the debates on technological
issues. In many cases, it is possible for information to be concealed without
any sanction through its unjustified classification. This is particularly relevant
to nuclear energy. The Law on the Safe Use of Nuclear Energy puts safety on
top of the agenda for understandable reasons. Article 3, para 2 reads that
“in the use of nuclear energy and ionizing radiation and in the radioactive
waste management nuclear safety and radiation protection shall have priority
over any other aspect of these activities”. This creates a substantial loophole
for awarding public procurement contracts without any competition or even
without any formal procedure. Thus, all other aspects of the public interest
can be sacrificed in the name of safety without sanctions, including such
aspects as cost efficiency, openness, transparency, competition and etiquette.
The reference to safety has turned into a mantra in the nuclear energy sector
which is not subject to discussion. It turns out that the legal provisions quoted
above become the universal excuse for the violation or neglect of other laws
or rules of ethics.

The high public and international sensitivity to nuclear safety issues turns into
justification for the frequent and sometimes uncontrolled increase of the costs
of Kozlodui NPP. The data from the annual reports of the nuclear power plant
show that the prime cost was 0.034 levs per kWh in 2001. In 2002 (prior to the
closing down of Units 1 and 2), it increased by as much as 15 %. The same rate
was reported in 2003, reaching 0.044 levs. Throughout the period there was no
increase of the prices of metals or nuclear energy, the exchange rate of the U.S.
dollar dropped substantially, the facilities at the nuclear power plant were better

2 See Minutes from the meeting of the Parliamentary Anti-corruption Committee, 29 June 2006.

A representative of NEC justified the need for intermediaries in the following way: “When state-
owned companies in the neighbouring countries, to which we exported about 10 %, and these
are the companies of Macedonia, Serbia, Greece, Kosovo and Croatia, are no longer willing to
buy, I want to ask whether the remaining 90 % of the output generated by our facilities should
stay like monuments or their output should be sold somewhere”.
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utilized and staffing levels were reduced. Nevertheless, the prices of nuclear
energy continued to grow in Bulgaria. The only plausible explanation could be
investments in safety, although EU grants worth millions were allocated for that
purpose. The comparison to the financial performance of nuclear power plants
of the same type in market economies points to inefficiency of the generation
of nuclear power instead. The operational costs of U.S. nuclear power plants
were about $ 0.016 per kWh on a net basis in 2004. The operational costs
of French nuclear power plants were even lower. The adjustment to identical
terms reveals that the operational costs of Kozlodui NPP were approximately
40 % higher than those of U.S. nuclear power plants. Such large discrepancies
could hardly be explained by economic arguments because the costs incurred
for nuclear fuel, materials, spare parts and others in the nuclear energy sector
are at international prices and few of them are specific.

The energy experts in Bulgaria are not that many and they could hardly
be called independent. Almost all of them are employed in the sector or
provide consultancy services to it. The need for adequate expertise makes the
participation of the non-governmental sector and the general public in the
public debate very difficult, especially when the issue at stake is the making
of crucial decisions with far-reaching consequences. In fact, civil society is
allowed to take part in the discussion of only two sets of issues: the protection
of the environment and the expediency of the closing down of the first units
of Kozoldui NPP. This situation is also made worse by the underdeveloped
consumer protection mechanisms and the lack of legal remedies against decisions
of great importance to society. The expert parlance and the closed nature of
the system make it difficult for external institutions to exercise control and to
prove the liability in formal court proceedings. Any attempt at proving some
violation would inevitably grow into a technical debate on the expediency of
one or another decision. The bodies which administer justice would practically
be unable to find independent and unbiased experts capable to justify it.

All this is particularly relevant to experts in the nuclear sector. They enjoy
relatively high trust and confidence by the general public. The debate on the
closing down of Units 3 and 4 of Kozlodui NPP and the construction of Belene
NPP was actually diverted from economic expediency and chanelled into
abstract national interest deliberations. The arguments that were put forward
sought to appeal to infringed national pride or a professed concern about
higher prices hurting the consumer. The discussion on the price of the electricity
generated by the nuclear power plant held at the expert level was not reported
in the media in a way that could be comprehensible to consumers. Thus
the arguments that nuclear energy was not the cheapest one and it could
even prove to be the most expensive, taking into consideration most of the
decommissioning costs and other price-formative factors, including the price of
attracted financial resources over time, did not reach the public. Technically,
this process has been going on for decades; the personnel of the nuclear
power plant is numerous and the nuclear waste is not stored or disposed of
free of charge. Both the public opinion and the media were not impressed by
the disclosed data or the lack of explanation of the depreciation allowances at
the nuclear power plant or the continuous growth of the investment in facilities



42

THE ENERGY SECTOR — A SECTOR OF HicH CORRUPTION RISk

subject to closure or the lack of clear explanations of the exact price of the
electricity generated there.?

Finally, whether privatization could be a solution to these risks is a key issue.
Privatization per se cannot resolve efficiency problems against a non-existing
market competition, particularly given the public mistrust in its transparency.
Still, what makes corrupt practices in the privatization of the energy sector
different from those in the other sectors of the economy? Given that a
sizeable portion of the market is monopolized, it is not so much a matter of
corruption in the privatization process but an opportunity for corrupt practices
in the private monopoly under inefficient state regulation. A large percentage
of potential buyers with predominant or exclusive government stake (although
some state-owned enterprises are public) is typical for the energy sector. In fact,
the old schemes of government officials draining resources out of the energy
enterprises are being replaced by schemes to be applied by foreign officials.
If the main objectives of the privatization are to promote the market and
enhance efficiency through the involvement of the private sector, this legislative
approach should be defined as inadequate, to say the least. The ‘novelty’ is
that the same companies that controlled both the input and the output of
state enterprises are still involved but now as intermediaries in the import and
export of raw materials and electricity. Their earlier incarnation as consultants
in the privatization process was substituted by them being import or export
intermediaries. The reason for this adaptation is related to their continued
influence in SEWRC and MEE.

An indirect indicator of the quality of buyers is the price offered for the
facilities to be privatized. In the course of the 15-year-long history of the
Bulgarian privatization, there have been no other cases when packages of
shares had price quotation differences of dozens of times at the same point of
time. This could mean that either the buyers count on fundamentally different
development strategies for the privatized company and, as a result, bids differ
as much as 1:30 or more, or that they have no clear idea of the management
of a private company or that unequal treatment is involved and some bidders
have more information at their disposal than others. The problem is that the
Law on the Privatization and the Post-privatization control does not allow
participation of Bulgarian buyers with predominant state or municipal stake
but it allows participation of buyers with predominant state interest from other
countries. It is no surprise that the only facilities suitable for privatization and
for attracting foreign investment have turned out to be the several larger electric
distribution companies. Of course, their attitude to businesses and consumers
cannot be substantially different from that of the state-owned companies. They
turned to be the convenient culprits for the growing electricity prices and the
energy shortages which have occurred in some regions. Thus they unwittingly
became a convenient excuse for the excessive expenditures in the power
plants and in the transmission phase at the expense of the consumers. The
ongoing privatization process continues to turn into a clash between domestic

22 The price should be the sum total of two components — one for the facilities and one for the
generation of electricity. It should be identical to the electricity purchase price but this is not
the case in reality and there are no satisfactory explanations to this effect.
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and foreign capital, where foreign interests are sometimes represented by
state-owned enterprises (including a publicly quoted one), whereas domestic
capital does not enjoy the trust and confidence of the general public. The
only exceptions are the several electric distribution and district heating
companies. On the other hand, since NEC and Bulgargas are on the list of
companies that are not to be privatized for years to come, the attempts to
privatize certain elements of their operations - such as the exports of electricity
in the case of NEC — are of increasing interest.

In this context, an issue of considerable public interest is whether privatization
is appropriate if it only leads only to the replacement of domestic corrupt
practices by foreign ones beyond the jurisdiction of the Bulgarian state and
often also beyond that of the European Union. This also sets international anti-
corruption efforts in an entirely new context. It is perfectly possible for the
management of a Bulgarian enterprise to be involved in foreign corrupt schemes
but affecting mainly and only the interests of Bulgarian consumers. The simplest
case is the public procurement at a local enterprise, where corruption takes
place abroad and hence the Bulgarian law enforcement authorities are unable
to prevent or prosecute it. One of the possible illustrations refers primarily to
the public procurement of imported energy sources.

3.2. PUBLIC PROCUREMENT IN THE ENERGY SECTOR

The energy sector has always made huge investments in comparison to the other
sectors of the economy, regardless of the economic condition of the country.
According to a survey of the Bulgarian Energy Chamber, energy enterprises have
planned investments of 1,178 million levs which is 150 % more than the level
in 2006 (Table 4).

Table 4. Growth of investments in the energy
sector 2006 — 2007 (min levs)

2006 2007
Kozlodui NPP 82 100
NEC 243 412
Generation of electricity 197 357
Distribution of electricity 200 280
District heating companies 52 29
Total 774 1,178

Source: Bulgarian Energy Chamber.

The general public does not always have access to information about the need
for and the expected effect from these investments. In some cases, they are
necessary and justified in terms of their type but not in terms of their amount.
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Currently, for instance, the harmonization with the EU environmental protection
standards is underway. Even the most conservative estimates point to hundreds
of millions of Euros. The adjustment involves the construction of desulphurization
systems in all thermal power plants and this measure enjoys sufficient public
approval. However, there is always the risk even for the most appropriate measures
to create favorable conditions for abuse so that to substantially exceed the real
expenditures needed. Energy investment projects are typically quite expensive.
Their average price is many times higher than that in the other sectors. The value
of an ordinary turbine, for example, is equal to at least the value of several new
hotels at the Black Sea coast, together with the value of the land, the equipment
and the furniture. It is easy to conceal corrupt payments in such projects which
most frequently go through the ubiquitous consultants. The value and nature of
these projects inevitably call for the involvement of an engineer consultant who
exercises a number of delegated state control functions as prescribed by law.

It is only natural for these large investments in the sector to have at least three
energy companies ranking among the largest contracting authorities under the LPP
and RSPP. According to the data from the Public Procurement Agency, in terms
of the value of the public procurement contracts awarded over the period from
2004 and 2006, those were NEC EAD; Maritsa-East Mines EAD, Radnevo; Maritsa-
East 2 TPP, and Kozoldui NPP (Appendix 7). These four companies have awarded
contracts worth more than 8.5 billion levs for the last three years, accounting
for 77% of the total value of the public procurement contracts awarded by the
top ten contracting authorities for the same period. Since, according to the same
data, about two-thirds (66.5%) of the total value of public procurement are
contracted by sectoral contracting authorities, it can be concluded that energy
companies have structural significance for the public procurement sector and
they have appropriate feedback mechanisms to influence the market of certain
supplies, services and construction works. Besides, one should remember that
the available data refer only to the public procurement contracts awarded under
the LPP and RSPP. The law provides for the option to award contracts without
holding public procurement procedures under certain thresholds.
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Table 5. Number and value of public procurement contracts in the
energy sector (1 October 2004 — 30 June 2006) (levs)
Total for the period 1 October Number of tenders Number of contracts Value of the contracts
2004 - 30 June 2006 announced awarded awarded
Total 2,139 2,239 9,078,854,031
Construction works 328 320 8,165,029,124
Supplies 1,055 1,112 520,043,553
Services 756 807 393,781,353
Source: PPA.

The risk of awarding unfavorable public procurement contracts is higher in the
energy sector than elsewhere. The reasons lie in the existing monopoly over the
distribution of electricity, heating and gas; the special market and PR significance
of nuclear energy; the greater technical risks and the priority of nuclear safety
over all other operational, legal and economic aspects (Art. 3, para 2 Law on the
Safe Use of Nuclear Energy); the closed and non-transparent price formation and
approval and regulation of the sector as a whole; the large scale of the main
producers, etc. The sector does not have the practice of calculating the effect
of some public procurement or technical project on the basis of the end result.
Generally, the application of formal criteria to the technical specifications leads,
deliberately or not, to unfavorable end results. Investments are rarely evaluated,
while taking into account the full range of efficiency criteria in the energy sector:
the value per unit of output capacity for the whole period of operation of the
facilities plus the reliability of the equipment (actually, the full life cycle). For
instance, when nuclear fuel is supplied, the price is calculated on the basis of
metric units rather than the quantity of energy they can generate.

Box 2. Supply of nuclear fuel for Kozlodui NPP

Kozoldui NPP conducted a public procurement tender for the supply of nuclear fuel. That happened in a more
or less competitive environment and it was possible to reach a favorable price. The contract was awarded to the
Russian company Tver which offered fuel of the lowest technical category at a price which was 20 % higher than the
international price. That became possible because of the way in which the technical specifications were formulated in
the public tender. The price bids were calculated and compared in terms of the quantity of fuel supplied rather than
the quantity of energy it could generate.

Source: See Verbatim Report — Minutes No. 31 of 29 June 2006 of the Parliamentary Anti-corruption Committee and the sources
quoted there.

Experts are of the opinion that in the case of many investment projects in the
energy sector the price per T MW of installed or rehabilitated capacity is much
higher than the price in similar or more developed countries. Unless the opposite
is convincingly justified and supported by official numbers, this would be a clear
sign of the amount of public resources abused. In such cases, society suffers
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double damage: taxpayers pay these amounts through overt or covert forms of
state subsidies or guarantees in the form of government commitments to provide
support and cover costs and then all electricity consumers pay once again.
The appraisal of projects on the basis of price/capacity/duration/environmental
effects/costs is not applied to the process of making decisions of great importance
for the national economy. The competition among potential partners, suppliers or
contractors is thus even less encouraged.

3.3. FORMS OF ABUSE

Several main types of deviation from the rules of ethics and economic expediency
can be discerned in the public procurement in the energy sector. Some of them
can be defined also as unlawful, while others formally comply with the letter
of the law but they lead to damage which is compensated by distributing the
loss among consumers. The main types of violations and deviations in the public
procurement in the energy sector are as follows:

+ opening of public procurement procedures which are not expedient (do
not meet public needs) in order to spend resources or to ensure personal
benefit;

+ selection of negotiations regardless of the options to hold a more competitive
procedure and/or a non-professional team;

+ deliberate manipulation of the procedure and the related documentation,
including its unnecessary complications or ambiguities;

+ deliberate manipulation of the requirements to the bidders; inadequate
qualification criteria, requirements for experience, certification and technical
requirements;

* exertion of administrative or political pressure to hire certain subcontractors or
to guide the decisions of the administrative staff of the contracting authority;

Box 3.

Supply of equipment for Maritsa-East 2 TPP

In 1998, Maritsa-East 2 TPP announced a public procurement procedure for the supply and installation of a turbine. The
selection was carried out at NEC EAD by a committee appointed by the Board of Directors of NEC. The appointment
was confirmed by a decision of the Board of Directors of the company because, at that time, Maritsa-East 2 TPP was
a branch of NEC. The principal gave its approval. The winner offered experimental equipment without the necessary
guarantees. The purchased turbine could not be set into operation in the course of several years after its supply and
installation. As a result of that inaction of the company, huge damage was caused due to the failure to generate power.
The contractor could not be made to compensate for the damage since the contract did not contain such clauses. The
only option left was to seek remedy pursuant to the general provisions for compensation under Art. 45 of the Law on
Obligations and Contracts, requiring proof of the amount of the damage incurred. There is no available evidence to prove
that it was done and, meanwhile, the statute of limitation for that damage expired.

Source: Pari Daily, 27 October 2004.
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+ exertion of pressure on the contractor through the procedure for
payments;

* deliberate creation of unequal treatment or prerequisites for inequality or
unfair competition among the bidders;

e breach of trust and disclosure of information.??

Some typical violations are related to the decision to hold and announce
procedures.? The others involve deliberate errors in the opening of the procedure
so that to provide grounds for its discontinuation if the best bid comes from an
“unwelcome” candidate. In such cases, it is found out before the end of the
procedure that financial resources are unavailable. These procedural maneuvers
can continue until the favored bidder wins.

Box 4.

The Modernization of Kozoldui NPP

In 1998, a contract was concluded in connection with the modernization of Units 5 and 6 of Kozoldui NPP.
The initial price of the contract was $8 million (which increased subsequently to $24 million by 2004, which
was indicative of the problem with the efficiency of public procurement and the justification of the costs). The
contract was signed with a company which was registered specifically for that purpose and no public tender was
held. Furthermore, the subcontractors would also to be selected on a non-competitive basis, regardless of the
high price of the project and the enhanced public interest. It was perfectly lawful because the documentation
did not envisage such a requirement. The issue of the modernization costs for Units 3 and 4 of Kozlodui NPP
after the agreement between the Government of Bulgaria and the EU on their closing down was discussed
also by the Parliamentary Anti-corruption Committee. According to the information made available there, the
post-2001 costs for the two units amounted to some $180 million and they would continue until 2009.
The problem would have hardly reached the Bulgarian general public without the inquiry of the European
Commission into the modernization programs and the residual resource management programs until 2009.

Source:

Minutes No. 31 of 29 June 2006 of the meeting of the Committee; Capital weekly, No. 45 of 2006

23

24

Relations of trust often occur in the public procurement sphere on the basis of information
protected by law. The excessive expansion or restriction of the requirements to the documentation
in this connection could lead to abuse to the detriment of the contractor.

Just a short excerpt from the catalogue: wording of the subject-matter of the procedure in
a misleading way or in a way which does not fully correspond to the nature of the public
procurement; establishment of unjustified or obscure criteria related to the qualifications;
introduction of requirements for experience in spheres of little practical relevance; requirements
for experience on a scale which is obviously irrelevant to the volume and nature of the contract;
requirements for certification under a less known certification scheme (prior to the amendments
to Arts. 30 to 33 LPP); excessively long validity term of the bids against the backdrop of dynamic
market developments; too stringent technical requirements based on the catalogue of a certain
manufacturer or bidder; excessively high and stringent requirements to the qualifications of
the staff; too complicated procedure for obtaining the documentation; explanations on the
content of the documentation, when the answers obviously do not cover the questions or come
just before the deadline for the submission of the bids when essential aspects are clarified;
unduly complicated or obscure procedure for submission of the bids, etc. Non-governmental
organizations have gathered information on some of these practices.
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The evasion of a competitive public procurement procedure has a long history.
A typical example under the earlier versions of the LPP was the awarding of
contracts for services labeled as R&D. That has become much more difficult
under the latest version of the law. Still, the specific features of the energy sector
facilitate the evasion of compliance. The factors which contribute to this situation
are as follows: the above mentioned Art. 3, para 2 of the Law on the Safe Use
of Nuclear Energy; the technological monopoly over many supplies (e.g. nuclear
fuel or spare parts); the electricity export arrangements, and so on.

The tendency for less competitive public procurement procedures in the energy
sector can be seen in the relatively high percentage - about 40 % of all

procedures - of negotiations with or without announcement (Table 6).

Box 5. Belene NPP

The Council of Ministers adopted a decision dated 29 April 2004 to approve the report of the Minister of Energy
and Energy Resources on the construction of a nuclear power plant in Belene and to instruct the relevant ministers
to hold negotiations with the potential investors and financial institutions to sign the project implementation
contracts. The type of procedure chosen - even leaving aside the problems with the expediency of such a project
started without any public debate — was a case in point. No explanations were given as to why the biggest ever
public procurement in Bulgaria (7.82 billion levs) would be awarded through the non-competitive procedure of
negotiations. Thus the Ministry of the Environment and Waters approved the construction of a 2,000 MW facility on
the basis of the light water technology. It provided opportunities for broadening the scope of potential bidders. At
the same time, however, NEC announced a procedure only for Russian reactors of the WWER type, excluding the
Western light-water type of reactors. That was a typical case of manipulated public procurement documentation
and the technical specifications in particular to the benefit of a certain bidder or certain bidders. But the most
important thing was the restriction of competition.

The government institutions rejected those arguments and stated that the documentation did not mention Russian
reactors and that the equipment already supplied on the site of Belene was manufactured by Skoda, the Czech
Republic. A public tender was announced for the completion of units 1 and the construction of unit 2 on the basis
of the light-water technology. Theoretically, at least four manufacturers could participate. The procedure offered
three options: bids for the whole plant or separately for the nuclear and non-nuclear part and another one for
the fuel. Still, the only bidders were two companies producing WWER type reactors only. Following the selection
of the foretold winner the NEC stated that for security and economic reasons it had been decided to construct
entirely new units rather than the completion of the first two. These considerations had been, however, pointed
out by experts two years earlier and they should have led to a tender for all types of light water reactors not
only WWER.

Table 6 makes it clear that 51.3 % of all public procurement procedures in the
energy sector involved negotiations with our without announcement under the
LPP, including accelerated procedures, and invitations under the RSPP. If contracts
concluded without any public procurement procedure are added it becomes
clear that the erosion of market competition is the rule rather than the exception.
This conclusion is supported also by the use of the commodity exchange trading
by the sectoral contracting authorities. Most of the public procurement contracts
in the energy sector are supplies of energy sources. They can easily be purchased
on the commodity exchanges in Bulgaria and abroad. It seems, however, that this
procedure is assiduously avoided, in spite of the detailed regulation set out in the
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LPP Implementing Rules which leave no grounds for doubt as to their lawfulness.
According to the data from the Public Procurement Agency, the number of public
procurement procedures in the energy sector through commodity exchange
transactions was 16 out of a total of 2,139 over the period from 1 October
2004 to 30 June 2006, i.e. they accounted for only 0.7%. One of the reasons is
perhaps the limited corruption potential of commodity exchange transactions due
to the lack of direct contact between the buyer and the supplied in the course
of the negotiations.

Table 6. Public procurement in the energy sector by types of
procedures (October 2004 — June 2006)
2004 2005 2006 Total Share
(%)
Number of public procurement procedures, including: 138 1,220 781 2,139 100
Open procedures under the LPP 48 268 151 467 21.8
Restricted procedures under the LPP 0 3 3 6 0.3
Accelerated restricted procedures under the LPP 0 0 0 0 0
Negotiations with announcement under the LPP 15 282 225 522 24.4
Accelerated negotiations with announcement under the LPP 3 12 2 17 0.8
Negotiations without announcement under the LPP 14 191 114 319 14.9
Open competitive bidding under the RSPP 43 269 175 487 22.8
Public tender under the RSPP 0 2 2 4 0.2
Negotiations by invitation under the RSPP 15 155 70 240 11.2
Commodity exchange transaction under the RSPP 0 13 3 16 0.7
;thvc:;;;:ij:ng system and preliminary announcement - 0 95 36 61 )9
Competitive dialogue 0 0 0 0 0.0

Source: PPA.

3.4. ABUSE IN THE CONSULTING AND INTERMEDIARY SERVICES IN THE
ENERGY SECTOR

The sector has the practice of awarding public procurement contracts that
cannot be justified on any essential technical, economic or other public grounds.
Consultancy services deserve special attention from the perspective of efficiency
and benefit as they are most difficult to quantify (or evaluate in qualitative
terms) and therefore sectoral contracting authorities have special liking for these
services. The reason is that the value of human resources is not analyzed
in such procedures. The main costs in consultancy are the labor costs and
the costs related to the servicing of the personnel (transportation, office costs,
communications, information services, accommodation). All material costs are
easily comparable in the competitive bids. Fees, however, are allowed to vary a
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lot and are typically calculated in the form of person-days or hours. The problem
in the energy sector is that a detailed analysis would point to either incredibly
expensive labor per unit of time or too long work with too much staff or both.
If the requirements to the bidders and the technical specifications were worded
accurately, the competition among the bids would be mainly price-based and
ultimately consultancy services would drastically reduce their value, as is in fact
the case on the free market. But in the energy sector the market for consultancy
services cannot be considered free because of the lack of serious competition,
the reasons for which are subjective rather than objective.

The practice of organizing and holding public procurement procedures with
the sole purpose of ensuring income for the contractor is quite common. The
compliance with the European environmental protection and safety standards
provide favorable conditions for corrupt practices, including those in the supply of
goods and construction works. Thus the corruption potential in the energy sector
is the highest among all spheres of the public sector. The problem is that there
is no authority to decide which contract for the supply of goods or services was
necessary and which was not. With regard to big contracts this function could be
performed by SEWRC in the course of the review of the annual business plans
of energy enterprises. The latter should have the obligation to submit their public
procurement plans for each calendar year with the related justifications and cost
plans.

Box 6.

The EIA procedure for Belene NPP

In connection with the Belene NPP, NEC signed two initial contracts: one for the preparation of an environmental
impact assessment and the other one for a feasibility study for the purposes of drafting the report to the Standing
Committee for Energy at the National Assembly. The contracts were signed with Parsons E&C Europe Ltd. The
price was set at about $7.7 million. The media reported that the price of previous studies with similar content
was approximately $150 thousand. When labor input costs were re-calculated according to the generally accepted
rates (in the United States and Europe) for external experts, the price of the contracts was estimated to be not
more than $1 million. A possible explanation of that drastic difference is that the contractors were selected without
any procedure under the LPP. The ironic remark of one of the experts was that “there is no law to prevent NEC
from spending 50 times more of the money of Bulgarian consumers of electricity”.?®

The representatives of the energy sector justify the involvement of consultants in
the development and implementation of large-scale projects with the existence of
such a requirement in most loan agreements. On the other hand, they refer to
the requirement under the Law on Spatial Planning and Development to have such
consultants. In other words, officials in the energy sector argue publicly that they
had no choice but to make big projects more expensive and, in spite of all their
claims for high professional level, they could not possibly develop their projects
without external consultants.

% Mathew Brunwasser, The Long Way to Belence or Why Only Petty Violations are Punished, available
online at http://mediapool.bg/site/project/files/belene.shtml.
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The consultancy market in the energy sector is dominated by several linked
companies (Appendix 3). The situation with the exporters of electricity is similar with
some major companies being the key players in both sectors. The monopolization
of both markets is inconceivable without the active support of the leadership
in the sector and the main energy enterprises which, in turn, generates corrupt
practices. The problem in this case is that the distortion and circumvention of
public procurement procedures lead to less competition.

Box 7. Procedure for the selection of a consultant for Maritsa-
East 2 TPP

Maritsa-East 2 TPP announced a public procurement procedure to select a consultant under the Law on Spatial
Planning and Development for its ongoing investment project — rehabilitation of unit 1 to 6 and construction of
desulphurization installations at units 1 to 4. Three candidates submitted their bids. The most beneficial bid at a
price of about €9 million was filed by the US company C&L Engineers Limited in consortium with Energoproject AD,
Sofia, which had no ongoing projects in the sector. After the bids were opened, the contracting authority discontinued
the procedure pointing out the reason that it had no resources. The termination of the procedure was appealed by
Parsons E&S Ltd. which had been eliminated. The decision of the contracting authority was reversed by the Regional
Court of Stara Zagora and the reversal of the decision was subsequently confirmed also by the Supreme Administrative
Court. Several months later — already in the following calendar year - a new procedure was announced and the
wording of the service sought was modified only slightly remaining identical to the previous one in its essence. There
was only one bid from Parsons E&C Ltd. which failed to win in the earlier procedure. The company held a sizeable
portion of the market for such services and the price of its bid was about €18 million or twice higher than the bid
of the other participant eliminated in the earlier procedure. This time the authorities had no difficulty in providing
the financial resources although they were much greater in size than before. The only bidder Parsons E&C Ltd. was
announced to be the winner and a contract was signed at the price quoted in its bid.

Source:  Administrative Case No. 298/2004, Decision No.298/21 January 2004 of the Regional Court of Stara Zagora and the
materials in administrative case No. 4245/2005 and Decision No. 9115/19 October 2005 of the Supreme Administrative
Court, 4th Division

The usual position of government institutions with regard to the monopolization
of the market for consultancy and intermediary services is that there are no
companies holding dominant position. They substantiate it by referring to market
shares as percentages of the total turnover or the total number of contracts per
contractor. What is omitted in these arguments is that some companies, which
are public procurement contractors, are linked to each other and so are their
subcontractors. More often than not, relationship schemes generate conflicts
of interest, although manifested in different public procurement contracts. The
reason is that the same company may act as the contractor under different
public procurement contracts but within the same investment project or with
the same contracting authority. Sometimes the government administration acting
as the principal and the sectoral contracting authorities cite opposite arguments.
They claim that the range of experts and consulting companies is very narrow
and this naturally limits their choice. This, however, raises the question why some
consulting companies win public procurement tenders abroad but they cannot
win in Bulgaria. And conversely, why the most successful bidders in Bulgaria do
not have the same success in other countries?
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3.5. ANTI-CORRUPTION MEASURES IN PUBLIC PROCUREMENT IN THE

ENERGY SECTOR

An important prerequisite for the limitation of corrupt practices in the energy
sector is the existence of a comprehensive national energy strategy and the
optimization of the energy balance on this basis; the compilation of a list of the
strategic facilities of national importance in the energy sector and the need for
new production capacities. All this calls for a genuine public debate because it
will involve the spending of billions of taxpayers and consumers levs (including
the sovereign guarantees) in the next 10 to 15 years.

Government officials should be subjected to continuous public pressure to fully
exercise their rights of the principal in the companies generating electricity and
heating. This includes comprehensive monitoring and control, including court
remedies sought by the government as the shareholder against the management
of its own companies. Such an option is envisaged in the Commercial Code but
there is no evidence that it has ever been invoked. For this to happen, new
obligations - together with non-compliance penalties - should be introduced for
the principals. This could be done in the Regulation on the Exercising of the Rights of
the Government in the Companies with State Interest.*® At present, the Regulation (Art.
11, subpara 12) envisages only the right but not the obligation of the company
to seek damages from the manager or the comptroller as a prerogative of the
sole owner of the capital. SEWRC should be empowered to exercise real control
over the business plans of electricity producers. The Commission still fails to
demonstrate a capacity for economic analysis which makes unjustified or poorly
justified price increases possible. It is efficiency, i.e. the ultimate effect in the
money/capacity/environmental effect ratio that can and must underlie price
increase assumptions.

A serious debate should be initiated among the experts as to the efficiency of
the existing production capacities. It is necessary to analyze the cost per unit of
installed capacities and then calculate and add the costs for servicing financial
arrangements and for building the requisite infrastructure.”” Only then the cost
can be compared to similar projects abroad so that the gauge the efficiency and
public benefit of the respective project.

The introduction of a public monitoring system of procurement in the energy
sector is urgent. For this purpose, a model should be developed and proposed to
the government. This could be done by the non-governmental sector, including the
Consumer Protection Organization. On the one hand, the system would enhance

% Adopted with CoM Ordinance No. 112 of 23 May 2003, promulgated in The State Gazette,
No. 57of 3 June 2003, actual entry into force on 16 February 2007. The Regulation mentions
corporate responsibility in two cases: responsibility of the manager or liquidator in their
management contracts and the release from responsibility as grounds for release of the
management performance bond.

7 A well known fact is that the cost of the electricity lines (about $1 million per km on the
average) to be established for the Belene NPP is not included in the estimates. Even without
these financial and infrastructure costs, the price per kW of installed capacity in Belene is
currently estimated to be about €2,000, whereas in Russia and the countries using similar
technologies it is reported to be €1,500.



CORRUPTION IN PUBLIC PROCUREMENT 53

the confidence of consumers in the energy policy; on the other, it would minimize
the damage caused to the sector by excessively expensive or unnecessary public
procurement contracts. It is also necessary to work out a system of indicators for
the corruption risk in the public procurement sphere in general, and the energy
sector in particular, which could provide the underpinnings of continuous public
monitoring of the spending of resources in the energy sector. The analysis of the
current practices in the public procurement and the energy sector leads to the
conclusion that the following indicators could be initially contemplated:

* unjustified increase of the corporate expenditures of energy producers
and electric distribution companies over a certain period. An additional
indicator in the nuclear energy sector could be the existence of much
higher operational costs in comparison to similar power plants in countries
with market-based energy sector;

* undue reduction of the profit of these companies over a certain period,
accompanied by inexplicable increase of the profitability of ancillary activities
based on outsourcing or the profitability of contractual partners;

* immediate reshuffling of the management after parliamentary elections
without transparent and clear reasons (as an indicator of getting hold of
resource-intensive business entities);

+ repeated public procurement procedures seeking the same service;
* unjustified termination of public procurement procedures;

e involvement of the same consultants in different roles and at different
extent of domination of the market for consultancy services;

+ systematic avoidance of commodity exchange transactions in the typical
purchase of commodity goods;

* linkages between companies one of which is the consultant in an investment
project, another is the buyer or the consultant in a privatization procedure,
and still another is a contractual partner to a producer or wholesale or
retail distributor of energy.






