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Abstract: Depending on the obligation to open its electricity and gas markets to competition, in line with EU-wide minimum levels, most of the transitional countries of central and eastern Europe including Croatia are in the throes of electricity privatization and deregulation. Economic stability, EU-compatible legislation and competition laws are prerequisite conditions in establishing deregulated electricity market. The deregulation process requests prior restructuring of the state-owned electric utility with a view to carry out successful privatization process and utility make competent for the competition on the liberalized market. High diversity of restructuring process of the state-owned electric utilities, both at the regulatory regime and firm level, causes a multiplicity of strategic configuration and strategic developments. This paper presents the basic concept of the evolution of the Croatian State Power Utility (HEP) from a  classic monopolistic state-owned electric utility to a modern corporation.

Keywords: power utility company, restructuring of power utility company, liberalization of electricity market, Trade and System Administrator, business centers

1 Introduction

The Croatian Power Utility (HEP) is a state-owned company which carries out the activities of generation, transmission and distribution of electricity in the entire territory of the Republic of Croatia, and operates the national power system. HEP supplies about 95 percent of the total electricity requirements in Croatia. The remaining 5 percent is produced in industrial cogeneration plants, mainly for consumers' own needs, and in small private hydro power plants.  In addition, HEP produces and distributes heat through district heating systems in Zagreb, Osijek and Sisak, and distributes gas in Osijek. Some technical and business facts about the  company based on 2001 data: total electricity consumption 14455 GWh (11263 GWh produced in Croatia), installed capacity 4808 MW (2076 MW in HPP), peak load 2796 MW, total number of employees 15071, independent accountants - PricewaterhouseCoopers (for more information please visit  http://www.hep.hr). 

Many economic indicators are currently pointing that HEP is actually a healthy company with regard to the economic situation in Croatia and mostly offer a high quality of service. However, an improvement in business is necessary when current efficiency and quality of business are compared to similar companies in EU.

The Croatian parliament passed in 2001 five, so-called  “energy” laws. The last step in the reinstatement of liberalized electricity market enacted the law of privatization of HEP in March 2002. 

Parallel with this legislative procedure, a group of experts under the leadership of the Faculty of Electrical Engineering and Computing (FER) drew a survey which comprises a concept of restructuring HEP in to modern corporation – group of companies primarily running power engineering business and other business activities. Due to the deregulation of the electricity market begin in 1999 in EU, some the most interesting examples of restructuring and privatization progress of electric utilities from various countries are elaborated in this survey. These examples indicate that, in general, the process of restructuring and privatization is very dramatic and fast. EU Directive defines equal rules, but real solutions in the electric utility organization and developing of electricity market are usually different. Therefore, proposed concept suggests that restructuring and privatization strategy of HEP should be managed in order to respect the state ownership and the importance of HEP as a national company.

2 Present-day HEP

At the beginning of the restructuring process HEP is a typical example of 100% joint-stock, state-owned, company – corporation with vertical and centralized management. 

The basic organizational structure of HEP Inc. is presented in Figure 1.  Organizationally HEP Inc. is a single company, directed and controlled by one supervisory board including company-daughters (i.e. HEP - Heat) which do not present the basic power engineering business. This organization causes inefficiency and indifference of the “middle line” management which could not make any decisions and take responsibility.  The current way of doing business in HEP additionally affects the complexity of restructuring process. Some aggravating circumstances are especially important to be listed here:

· High degradation of the power system due to the low amount of investments;

· Unrealized profit because of obsolete electricity tariffs and the price of electric energy;

· Debt to foreign creditors;

· Insolvency of private and public owned companies cause collection difficulties,

· Considerable unregistered consumption of electric energy;

· Retaining of employees' social security.

3 The concept of restructuring HEP into HEP-Group

3.1 The concept and structure of HEP-Group

Two important conditions have emerged for power utility in the deregulated market – trading in electricity and institutional public service. During the development of the electricity market, the importance of market trading gain is expected over the public service. The main public service carrier is HEP, and after the restructuring process HEP-Group. That means that in the intermediate period of time all business activities of HEP-Group will be carried on into the new deregulated market context through special regulatory regimes. At the same time, however, the market-oriented deregulation implies that the HEP-Group is now being exposed to general competition in the generation, supply and trading with electricity. Transmission and distribution of electricity continue to be of public interest and controlled by regulatory apparatus.
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Figure 1. Basic organizational structure of HEP Inc.

By the determination of the Electricity Market Law the fundamental organizational form of a company primarily running power engineering business is a corporation – a group of joint-stock companies. 

HEP-Group is organized as a corporation with a core company and a few dependent trading group of companies. The core company of the HEP-Group has among other rights: 

· authority of strategic decision and control;

· ownership over the major part of property;

· authority of financial management;

· financial investments abroad;

· founder law of dependent companies in the HEP-Group.

Dependent companies of the HEP-Group running only power engineering business. 

Aside from core functions of power engineering business, the HEP-Group diversifies its business with other energy and infrastructure activities (district heating, gas distribution, telecommunications, water supply, etc.), as well as with other commercial business activities (maintenance, civil engineering, design, etc.). 

The opening of the Croatian electricity market has several stages which also influence the evolution of business activities of the HEP-Group from the first stage – the public service and specific market competition, the second stage – internal market with controlled internal price and the third stage – open market competition. 

At the same time, business activities of commercial group of companies will be same as of any other company but with interim period of time only to ensure social safety of the employees.

The core company of the HEP-Group, HEP-Mother company is derived from the existing HEP company. HEP-Mother Company is the founder and the only owner of dependent companies (Daughter Company) of the HEP-Group. Figure 2. presents the organizational chart of the HEP-Group.

The strategic system of leading puts the dependent companies of HEP-Group as the centers of responsibility aiming to:

· realizing profit – profit centers,

· realizing income – income centers,

· realizing the effects of invested capital – investment centers.

Profit centers are originating centers of the whole profit of the HEP-Group. The profit is concentrated on the level of the Group based upon commercial treaty between the HEP-Mother Company and dependent companies. Profit centers have responsibility to increase income on internal/external market and control expenses with the purpose to achieve more profit in their business activities. Regulatory price control restricts income realization of the profit centers running power engineering or similar business. Therefore, management of these profit centers has a full authority to control and decrease of business expenses influencing business and profit realization.

Profit centers of HEP-Group would be: HEP-Generation, HEP-Transmission, HEP-Distribution, HEP-Heating, HEP-Gas and other companies with the income on internal/external market.

Income centers of the HEP-Group collect the income on behalf of the group of companies running power or other business with the common product – service. They have a limited authority to change the price but the full authority to charge delivered product – service.  Their work is compensated as a percentage of the realized income. Income centers of the HEP-Group would be: HEP-Supply and HEP-Trade. 

Investment centers use their comparative technical and business advantages to realize effective results of invested capital of the HEP-Group into new areas of business. They are companies of the HEP-Group.
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Figure 2. Organizational chart of HEP-Group

On the organizational levels inside the HEP-Mother company and dependent companies functional clusters of business could be organized as:

· expenses centers (contribution is measurable) and

· budget-supported expenses centers (contribution is not directly measurable).

3.2 Companies of the HEP-Group

Key members of the HEP-Group, HEP-Mother Company and dependent power engineering companies must have specific authorities that have impact to other companies in the HEP-Group. 

Organization chart of the HEP- Group is presented in Figure 2. The core company (HEP Mother company) has integration and business impact through:

· Planning business and development goals of the Group;

· approving business plans made by dependent companies and reviewing the success of their business;

· collecting and allocating the profit – and covering eventual business losses of the particular dependent company;

· financial management (settlement) of the Group;

· Status and authority changes in the Group;

· public relations and promotion of the HEP-Group.

HEP-Generation is the dependent company that produces electrical energy for tariff customers and for the market (after fulfilling commitment to the public service). 

The amount of electrical energy for tariff customers is defined by annual agreement with HEP-Supply considering economical boundaries of production and regulatory price. System services are alimented from the compensation of usage of the transmission network or reimbursement of the Independent Trade and System Administrator (ITSA). In coordination with the production operator, at HEP-Generation, ITSA operationally executes electrical energy production for tariff customers. The cost optimization of the settled production for tariff customers and the sale of surplus in the Croatian electricity market or abroad are realized by HEP-Generation through an agreement with HEP-Trade.

HEP-Transmission is licensed for the construction, operation and maintenance of transmission network and for the production of reactive power toward the agreement. In cooperation with HEP-Transmission and in conformity of the Croatian Energy Regulatory Council, ITSA elaborates the plan of the transmission network development and construction for the period of three years. The operation of the transmission network is supervised by ITSA, and actions are possible through the Dispatching Control Centre of HEP-Transmission.

HEP-Distribution is licensed for the distribution of electrical energy to tariff customers, and would be a part of the electricity market after its complete liberalization. In addition to basic tasks, HEP-Distribution has to control and operate the distribution network, connection of new customers and distribution network development. It is responsible for the quality of electrical energy supplied to the customers and it performs accounting measurements. Activities in the existing organizational structure of HEP-Distribution and HEP-Supply are overlapped, and due to the proposed concept of HEP restructuring and future market competition, separate companies have to be established. It is assumed that this separation would be the most complex change in the restructuring process. 

HEP-Supply is licensed, in the first and second stage of market liberalization to supply only tariff customers. As long as the number of customers (mainly industry) with large consumption does not exceed some limit, they will have privileged status, and HEP-Trade would be responsible for their supply. When the electricity market becomes fully operational it could be expected that the number of privileged customers would raise and HEP-Supply will get license to take care of their supply and define marketing strategy to keep customers satisfied inside the supply system of the HEP-Group. HEP-Supply buys required amount of electrical energy from HEP-Generation according to signed agreement (PPA). The Agreements with HEP-Transmission and HEP-Distribution are also needed for the transmission and distribution of electrical energy. In the case of insufficiency of electrical energy to the full amount of consumption, HEP-Supply buys on the Croatian electricity market organized by ITSA. 

HEP-Trade in the two first stages of liberalization is licensed for the trade of electrical energy and supply of customers with privileged status. HEP-Trade operates on Croatian electricity market as well as abroad.

The present day company HEP Inc. is the founder of the Independent Trade and System Administrator (ITSA) confirmed by the Croatian Government. The Company has the function to operate and control power system operation as well as organization of the Croatian electricity market. HEP is obliged to transfer the ownership of ITSA to the Republic of Croatia.  The deadline for this ownership transfer is defined by the Law.

3.3 Characteristics of business

Improvement and rationalization of business are main motives for restructuring HEP Inc. to the HEP-Group

. 
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Figure 3. Mutual agreements between dependent companies

The new business relations within the HEP-Group are significant improvement of the company business. These relations could be established by:

· defining corporation standards and policies;

· business plan and control;

· mutual agreements between companies in HEP-Group;

· installation of unique information system (complete technical and software compatibility);

· permanent training of employees and specialist consultancy.

Business activities are guided by the system of the business planning and control. The strategic level of business planning is the task of the core company-HEP Mother company. Dependent companies are responsible for the operational level of business planning. It is based on defined goals and duties, and a limited number of key business indicators as a measure of the business success. In addition to business planning, as an important part of modern business decision process, competent control function also has to be developed.

Mutual agreements in the HEP-Group are the main characteristics of business activities of the HEP-Group. Authorities and responsibilities of each dependent company define spheres of interest as well as the settlement of incomes and expenses in order to establish the process of business success.

The establishment of the main mutual agreements between companies running power engineering business is presented in Figure 3.  Some other companies from the HEP-Group that are involved in the process, such as ITSA, competitive producers, traders and customers of electrical energy are also included in the functional chart in the Figure 3. The agreements are related to the delivery of electrical energy and offerings of the system network infrastructure. Bilateral agreements and exchange of electrical energy by the mediation of the ITSA are specially marked. 

3.4 Plan of the restructuring process

The restructuring process can be divided into legislative and business part. The legislative part comprises founding and registering the dependent companies of the corporation and establishing the status and obligatory relationships within the HEP-Group, as was described in previous sub-chapters. The business part defines the spheres of interest assigned to newly founded companies along with all business prerequisites and transfer of all requested rights and obligations. Signing of business agreements is also a very important business part of the restructuring process.

Figure 4. presents the restructuring process of the HEP Inc. to HEP-Group. The initial state of the restructuring process is presented as a phase A, and conditionally, the final state as a phase D. In the phase B there would be conducted the legislative part of the restructuring process and in phases C and D the business part of the restructuring process. The real development of the restructuring activities happens in the parallel processes, especially in phases B and C. The realization of the phase B is actually in course, and the deadline for the phase C is end of June, 2002. The realization of the phase D could start in a short interval of time after the phase C, depending on the initial function of the HEP-Group.
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Figure 4. Restructuring process 

Business aspect of the restructuring process is the most demanding task and it has to be done by the specialists-employees of the HEP Inc., and necessary help of consultants with good knowledge of existing HEP Inc. structure and restructuring process.

Figure 4. also demonstrates that the existing distribution part of business would be managed in two phases. In the first phase – phase C, technical activities of the distribution of electrical energy and supply activities will remain in one dependent company, but with organizational and accounting separation. Non-core business would be organized in a separate dependent company of the HEP-Group – HEP-Engineering. The final separation will occur when it would be estimated that there is no influence on the collection.

Business activation of HEP-Telecom and HEP-Trade will be immediately after complying with all business conditions. High activities are in course to complete telecommunication infrastructure to launch HEP-Telecom on the market the fastest possible.

HEP-Trade will be activated after obtaining the required license and fixing the operational boundaries between the HEP-Group and ITSA.

4 Privatization strategy

4.1 Increasing market value

To increase business reputation and market value it is very important to:

· increase transparency of business;

· improve  the management;

· restructure the company into a learning organization;

· improve human resources as foundation of value increasing;

· build relationships with the customers;

· implement the corporation strategy;

· introduce the scenarios in the long-term business planning;

· diversify business activities of the HEP-Group.

4.2 Desired ways of privatization

The HEP-Group entirety is the basic idea in the privatization process. In the restructuring process HEP Inc. will be transformed to the HEP-Group, and organized as a modern corporation. Following this statement after the end of the privatization, HEP-Group still must be kept entire. 

The level of privatization is on the organizational level of HEP-Mother Company. That means that the Republic of Croatia, as the only share-owner, after the restructuring process part of the company shares, sells or grants shares, keeps shares which guarantee control over the key business decisions of corporation. Dependent companies running power engineering business as a core business of corporation are not included in privatization separately. Only companies with non-core business can be privatized 100%.

5 Conclusion

This paper is based on the survey mentioned in the first chapter and after the approval of the Management and Supervisory Boards of HEP Inc.  Some phases of the restructuring process are actually in course. Particular solutions are very ambitious but realistic in spite of some limiting circumstances. Organizational changes request also a change in the corporation culture, created through the decades, and this change shouldn't be expected to be fast and easy. High engagement and motivation of management and other high-position executives are highly important for the success of the restructuring process. No less, an organized and coordinate cooperation of management and labor-unions is necessary to develop affirmative approach to the changes on the employees’ level.

References:

[1] A. Midtun,  European Energy Industry Business Strategies, Elsevier 2001.

[2] S. Krajcar, et all., Preoblikovanje HEP-a u grupu povezanih trgovačkih društava elektroprivrednih i pratećih djelatnosti, Zagreb 2002. (Survey in Croatian) 

[3] W. Bräuer, I. Kühn, Review of the size and value of a tradable green certificate market in an internal European electricity market, ZEW, Mannheim, 2000.

[4] T. Jenkinson, D. Helm, Competition in Regulated Industries, Oxford 1998.

[5] M. Richard, Privatising European Energy – policy developments and progress, Financial Times-Energy, 1997.

[6] Bräuer W, Kühn I, Review of the size and value of a tradable green certificate market in an internal European electricity market, ZEW, Mannheim, 2000.
[7] Internet site http://www.hep.hr
[9] Internet site http://www.rwe.de
[10] Internet site http://www.eon.de
[11] Internet site http://www.enbw.de
[12] Internet site http://www.veag.de
[13] Internet site http://www.pgenplc.com
