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Background
Honduras has a total installed capacity of 589 MW, registers high levels losses, and has
subsidized pricing norms that do no reflect the costs of production.

The hydro-dominated composition of the energy sector during the 1990s has become a
thermo dominated system over the last decade. Honduras currently depends on
imported fuels for about 70 percent of its power generation.

Since the mid-nineties, private developers have invested over US$600 million into
approximately 800 MW of diesel and gas turbine capacity. Additionally, private equity
has invested 70 million dollars in 110 MW of small hydro and biogas-fired capacity,
largely as a result of available fiscal incentives. In the aftermath of the electricity crisis of
1993 new generation efforts have largely been financed with private capital.

A recent World Bank report predicts that if drastic measures are not taken the country
will soon encounter an energy crisis with a high potential for blackouts, rationing and
negative ramifications throughout the economy.

Dependence on foreign fuel sources has left prices high and volatile. The SOE has not
transferred price increases to consumers and the resulting inability to cover costs has
contributed to the deterioration of ENEE, the state owned electrical distribution
company

The cost of energy purchases and fuel expenses doubled from 2001 to 2006, the greater
dependence on fuel inputs coupled with steep increases in heavy fuel oil prices. ENEE's
revenues, eroded by high non-technical losses, could not cover the increases in costs.

This deterioration has ushered in growing losses. Between 2000 and 2006 loses rose for
20% to 25% over the previous period. The World Bank estimates that ENEE operating
revenues will not be sufficient to cover fuel and power purchases in the medium to long-
term if reforms are not taken. The Bank’s calculations predict a cash-flow deficit of over
US$200 million dollars by year 2010 for the SOE.

During the first few years of the 90’s, the Honduran electricity sector underwent a
sizeable financial crisis. In the period prices were not adjusted to cover the costs of the
expanded generation needs in the wake of growing demand.

Reforms of 1994 established a competitive power market but lack of political will, weak
institutions, and an inability to remove ENEE influence from regulatory bodies did not
drastically improve nor modernize the sector.

Legal Framework

The “Ley de sub-sector energetico” provides the basis for the legal statutes geared
toward the promotion of electrical generation from renewable sources. These efforts
include:



* Decrees 158-94 and 131-98 (Ley Reforma Art. 6, 7 of the Ley Marco del Subsector
eléctrico) 1994 and 1998

*  Decrees 267-98 of 1998, Which establishes incentives for renewable energy

producers

* Exemption of sales taxes on equipment, materials, and services during
construction period

* Exemption of all import taxes and duties

* Exemption of all corporate income taxes for a period of five years

* The rights to all addition benefits as articulated by the “ley de aduanas” for
the use of temporary equipment.

Pending legislature aims to augment Decrees 267-98 in terms of:
* Extending income tax grace period to 12 years for projects under 40MW and 15
years for larger projects
* Granting exemption of income taxes for foreign consultants working on
renewable energy projects

Future success in the energy sector depends upon the realization of several key policy
adjustments.

* The ratification of “ley de incentivos fiscales”

* Update of current laws, particularly those that govern the use of Hydrocarbons.

* Ratification of the Energy Efficiency Law

* Reduction in time frame for processing permits to 30 days for general
permissions and 60 days for environmental permissions.

* Strengthening of the government and regulatory bodies that govern the energy
sector: SERNA, ENEE, and CNE.

Recommendations for Honduras
ENEE must establish a plan of action and work towards creating an environment that is
more amenable to investment in renewable capacity.

To obtain the benefits of competition for long-term contracts, adequate regulatory
conditions should be established to promote the participation of a large number of
qualified investors: adoption of financing schemes that allocate to the private investor
and project risks that it can manage efficiently, implement competitive procurement
procedures to reduce the costs of power purchases, and improve the financial health of
the off-taker.

Reduction of losses is the most important step in recovering costs. Efficiency measures
must show improvements. It is not feasible for subsidies to continue. The state owned
company can not afford to continue paying for theft if the company is to become a viable
entity



Prices to consumers must be made to reflect costs of production. Price hikes may also
function to lesson demand and allow for the sector to avoid the impending crises.

Potential restructuring of ENEE into separate units of generation and distribution may
help with the poor management of the SOE but corporate governance norms must first

be addressed if maximum benefits are to be achieved through restructuring the SOE.

Public - Private Partnerships (PPP) are necessary to facilitate private development of
capital-intensive projects.

Major Recommendations of the Conference

Ultimately the Region must decrease its dependency on oil imports, reduce technical
and non-technical transmission losses, modernize and reform its regulatory bodies and
construct an energy sector that will assist in the social and economic growth of the
region as a whole. Many important discussions, proposed innovations and plans for
future action were introduced during the conference. The points that follow are meant to
outline the recommendations that best represent general consensus amongst conference
participants and highlight the most tangible proposed initiatives. These points, however,
do not represent all of the measures that will be necessary if the region is to overcome
the substantial extant obstacles in the path toward efficient, effective and modern
provision of electricity to the growing economies of Central America and the Dominican
Republic. The most notable byproducts of the Conference are as follows:

Regional Governments should continue to develop fiscal incentives that promote
investment in renewable energy and take actives role in tendering long term (minimum
15 years) Power Purchasing Agreements (PPA). These steps will be indispensable in
creating the investment environments in which renewable energy projects are most
viable.

Substantial work must be done to reform the region’s regulatory bodies to ensure the
authority, autonomy, and accountability that is needed for the efficient regulation that
will better serve national populations and eventually reduce sovereign country risk.

Emphasis in promoting new projects should be placed on creating large generation
facilities that will allow the region to take advantage of economies of scale.

At both the regional and national levels governments must institutionalize forums from
which public and private entities can best address the obstacles to spurred investment in
energy generation. These institutions must adequately reflect the needs of varied stake-
holders; lack of dialogue between governments and investment sectors has contributed to the
dearth of investment in generation.

The creation of a Regional Ministry aimed towards more accurately assessing future
needs for the sector in terms of generation, institutional reforms and required levels of
investment. This Ministry will provide the forum from which regional harmonization
efforts that best prepare for the implementation of the SIEPAC network can be realized.



The region’s governments, along with Mexico and financing agencies should elaborate a
plan to promote 100 projects along the SIEPAC network. These projects should be
diverse. The selected projects would potentially be drawn from an array of
infrastructure, tourism, electricity generation endeavors and commercial promotion
projects. The plan should strive to help connect investors with viable projects that lack
the necessary financing for implementation.

Public - Private Partnerships (PPP) are necessary to facilitate private development of
capital-intensive projects. The procurement procedures should encourage the
participation of new generators, apply transparent competitive bidding principles,
facilitate private financing of new generation, and help create a portfolio of contracts to
manage price risks.





