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Executive Summary

Introduction

1.
Until the early 1990s, utility prices were set artificially low for residential consumers in most countries in Central and Eastern Europe and the former Soviet Union. When the cost of these across-the-board price subsidies became unaffordable, one government after another decided to bring residential tariffs closer to supply costs. The resulting price adjustment process, however, turned out to be more painful than originally expected. The required large increase in the prices of utility services coincided with a decrease in household incomes due to the general contraction of economic activity. Furthermore, the decline of real average household income was coupled with increasing income polarization.  As a result of these two trends, the share of the poor within the overall population reached alarming proportions in many countries. Paying utility bills became a major challenge for the rapidly growing army of poor households. Some governments simply pressured utility managers to be lenient with households who did not pay their utility bills. By the middle of the 1990s, however, most governments recognized that this does not provide a sustainable solution, and started to experiment with various subsidy schemes aimed at low income households. The main objectives of this paper are (i) to provide a conceptual framework and methodology for the evaluation of utility subsidy mechanisms in order to help decision makers to choose the mechanism that suits their specific circumstances and priorities best; and (ii) to present the results of applying this methodology to a selected number of countries and utilities relying on currently available information and data.
2.
Utility subsidies can serve many objectives. Sometimes governments want to ensure that all households receive a basic (universal) level of service because of the perceived positive externalities associated with it, or as an attempt to “buy” support from the electorate.  A temporary subsidy may be an acceptable “price” to pay for making a large tariff increase politically palatable. Subsidies to certain classes of consumers may facilitate a systematic effort to strengthen payment discipline and reduce the stock of outstanding receivables. Finally, subsidies may enable the poor to receive utility services without having to sacrifice other essential needs. The analysis in this paper is presented from the point of view of this last objective.
Analysis
3.
Households receive several types of utility subsidies in Central and Eastern Europe and the former Soviet Union.  In order to simplify the analysis in this paper, we have grouped these subsidies into the following seven categories:

· No disconnection of delinquent residential customers 

· Across-the-board household price subsidies

· Life-line tariffs (with two fixed or “floating” blocks, or with three blocks)

· Price discounts provided to certain households selected on the basis of occupation, medical history, age, merit, etc.

· Compensation for the share of utility expenditures that exceed a notional burden limit set as a given percentage of monthly household income (based on actual utility expenditures or expenditure norms)

· Other earmarked cash transfers helping low income households to pay for utility services

· Non-earmarked cash transfers to poor households.

4.
To evaluate the performance of utility subsidy mechanisms, the paper relies on household survey data, augmented with information provided by government ministries and statistical bureaus. Each subsidy mechanism is evaluated against the following criteria (first, at a conceptual level, and then using real-life examples):

· The extent to which the poor are being reached (i.e., coverage)

· The share of the subsidy that goes to the poor (i.e., targeting) 

· Predictability of the benefit for the poor (which tends to be inversely related to corruption)

· The extent of pricing distortions and other unintended side-effects due to the subsidy
· Administrative simplicity.

In addition, the paper briefly reviews the financial impact of each subsidy mechanism on the budget, other (non-household) consumers, and utilities. The paper covers electricity, gas, heat, water, and sewerage services.
5.
We have found that subsidy mechanisms that perform well according to some of the criteria tend to perform poorly according to others (e.g., high coverage is usually associated with low targeting). Furthermore, not all subsidy mechanisms are applicable or perform equally well across all countries and utility services (the lack of metering in water supply, for example, poses a problem for life-line tariffs). Therefore, it has not been possible to identify one subsidy mechanism that outperforms all other mechanisms irrespective of country circumstances and preferences. It has been possible, however, to identify subsidy mechanisms that, at least from the point of view of the above five criteria, are unlikely to be top performers in any country and sector. These are the mechanisms of no-disconnection, earmarked cash transfers, and burden limits.
6.
The table below presents the main results of the evaluation in a numerical format. To find the subsidy mechanism that suits their circumstances best, decision makers need to (i) obtain information on the share of the poor connected to each type of utility service (this will help to narrow down the coverage scores of across-the-board subsidies and life-line tariffs); (ii) consider the possibility of metering/billing actual household consumption (this will show whether life-line tariffs are a meaningful option); (iii) determine the weights that they assign to each of the five criteria (if metering/billing of actual consumption is not feasible, zero weight should be assigned to the price distortion criterion); (iv) calculate aggregate scores for each subsidy mechanism and for each type of utility service; and (v) identify the subsidy mechanisms that received the highest aggregate scores for each type of utility service.
Evaluation of Subsidy Mechanismsa
	Evaluation Criteria       
	No disconnection
	Across the board price subsidy 
	Life-line with 2 blocks
	Life-line with 3 blocks
	Life-line with "floating" blocks
	Price discount for privileged consumers
	Burden limit based on actual util. exp.
	Burden limit based on util. exp. norms
	Other earmarked cash transfer
	Non-earmarked cash transfer

	Coverage
	1
	1 to 2
	1 to 2
	1 to 2
	1 to 2
	1
	1
	1
	1
	1

	Targeting
	1
	0
	0
	2
	1
	1
	0
	1
	2
	2

	Predictability
	0
	2
	2
	1
	2
	2
	1
	1
	1
	1

	Pricing Distortion
	-2
	-2
	-1
	-2
	-1
	-1
	-2
	0
	-1
	0

	Administration Cost/Difficulty
	0
	0
	0
	0
	-1
	-1
	-2
	-2
	-2
	-2

	Aggregate Scoreb
	2
	2 to 4
	3 to 5
	5 to 7
	4 to 6
	4
	-1
	3
	4
	5


a Scoring: 0 – low, 1 – medium, 2 – high (see the last section of Chapter II for more information)

b Calculated with double weights to first two criteria

7.
To illustrate how this can be done, we included an aggregate score in the table, calculated with double weights assigned to the first two criteria. For utilities with high connection ratios among the poor (e.g., electricity and water supply in most countries), the three-block and the “floating”-block life-line tariffs occupy the first and the second place, respectively. For utilities with lower connection ratios among the poor (typically, district heat, gas and sewerage), the first place is shared between non-earmarked cash transfers and the three-block life-line tariff. When no reliable estimate exists for actual consumption (or the billing system has major deficiencies), life-line tariffs drop out, the criterion of pricing distortions becomes meaningless, and the top score goes to cash transfers/privileged consumer discounts or across-the-board price subsidies, depending on the connection rate of the poor.

8.
In principle, the cost of the household subsidies can be covered by the utilities themselves, non-household consumers, or the budget. The first option, however, rapidly leads to the depletion of the working capital of the utilities, which in turn reduces the reliability of the services they provide, and the resulting and inevitable curtailments (which tend to have an anti-poor bias) reverse the poverty alleviation impact of the subsidy. The second option may also become unsustainable if demand from industrial consumers is highly elastic with respect to price. Even when the short-term price elasticity of industrial demand for a specific utility service is relatively low, the welfare cost of distorting the price of an essential input is likely to be larger in the long run than the deadweight loss associated with additional taxes in the context of a well-functioning tax regime. Cross-subsidies also run counter to the worldwide trend to liberalize the supply of electricity and gas to industrial consumers. In summary, financing of the subsidy from the budget seems to be the best option in most utility sectors and countries. 

Overview of Bank Advice and Government Response
9.
Pointing to the need to reduce fiscal deficits, the Bank advocated a rapid phase-out of across-the-board utility subsidies in all countries in the region. In the former Soviet Union, the Bank also argued strongly against the widespread tolerance of non-payment and the continued application of large price discounts to privileged consumers. Responding to government concerns that many households would not be able to pay tariffs that fully cover costs, the Bank generally recommended the use of income-tested subsidies to soften the negative impact of rising utility tariffs on low income households. However, the Bank provided little practical advice on the administration and financing of these income-tested cash transfer mechanisms, and tended to overestimate the coverage of the poor that could be achieved by these mechanisms in real life. In several countries in the former Soviet Union, the Bank endorsed the application of a specific income-tested subsidy mechanism, burden limits, without noticing the low coverage and targeting ratios that this subsidy mechanism produced. A possible explanation for this oversight is the insufficient amount of analytical work that supported and substantiated Bank advice. There were few Bank studies that relied on statistical evidence from household surveys to evaluate the extent to which the applied subsidy mechanisms reached their stated objectives.
10.
Heeding the Bank’s message about fiscal prudence, most countries in the region have made significant progress phasing out budget-funded across-the-board utility subsidies. However, their track record is less positive concerning the phase-out of across-the-board subsidies funded through higher prices paid by industrial and commercial consumers. Also, the countries of the former Soviet Union (with the exception of the Baltic States) have achieved only modest progress in their efforts to strengthen payment discipline and to phase-out price discounts to privileged households. As a result, several subsidy mechanisms coexist in many countries in the region today, providing more support to the middle class than to the poor, and having a detrimental impact on the financial health of utilities, on industrial competitiveness, and on local and central government budgets. 
11.
In view of these remaining challenges, the Bank should step up its assistance to governments that are willing to move away from particularly ineffective and costly subsidy mechanisms (for example, governments that have decided to sell state-owned electricity and gas distribution companies to strategic investors, since the new owners will more aggressively pursue and ultimately disconnect non-paying households). In each country where the government is searching for a better way to protect the poor, an effort needs to be made to collect data on utility connection ratios, household expenditures, and the impact of the currently applied subsidy mechanisms on the poor and the non-poor. In some countries, the necessary information will be available from previous household surveys, while in other countries, new household surveys will have to be undertaken. The time and money spent on these surveys will enable the Bank to provide higher quality and more convincing advice to its clients.

I. Introduction

1.
Until the end of the 1980s, major production and investment decisions in Central and Eastern Europe and the Former Soviet Union were guided by political considerations, resulting in production patterns and fixed assets that turned out to be uneconomic after these economies were opened to international trade.  Commodity prices were divorced from world market prices and set administratively to facilitate the fulfillment of centrally prepared plans. Gas, electricity, and heat prices paid by residential consumers were set particularly low. Households received a cross-subsidy from large (typically industrial) consumers, who paid higher than average utility tariffs despite lower than average costs,
 and also enjoyed an across-the-board subsidy provided to all classes of energy consumers (in the form of budgetary transfers financing the capital costs of energy production, transport, and distribution). The same “cross-subsidy on top of an across-the-board subsidy” mechanism operated in water supply and sewerage.  

2.
By the mid-1990s, these low household utility tariffs had become unsustainable in most countries in the region.  The budget lacked resources to cover the costs of price subsidies, industrial consumers revolted against high tariffs that hurt their international competitiveness (several switched to self-supply), and many of the newly corporatized (in some cases privatized) utilities were reluctant to shoulder indefinitely the losses associated with the low residential tariffs. The resulting price adjustment process, however, turned out to be more painful than originally expected. 

3.
The required large increase in the prices of utility services coincided with a decrease in household incomes due to an across-the-board contraction of economic activity in transition countries. In Ukraine, for example, household energy tariffs increased four- to twelve-fold (in real terms) between 1992 and 1995, while the average household income dropped to less than half of its original level (Table 1). Similar, although less dramatic, adjustments took place in most Central and Eastern European countries (Table 2 presents figures for Hungary).

Table 1.  Ukraine:  Average Household Income and Energy Tariffs, 1992-98

(1992=100, CPI adjusted)

	%
	Income

	Electricity Tariff
	Natural Gas Tariff
	District Heat Tariff (Kiev City)

	1992
	100
	100
	100
	100

	1993
	65
	47
	27
	69

	1994
	44
	79
	46
	180

	1995
	41
	376
	448
	1270

	1996
	38
	578
	643
	1953

	1997
	43
	617
	613
	1973

	1998
	43
	594
	563
	1644


Source:  World Bank staff estimates based on data from the State Statistical Committee
and the Ministry of Economy. 
Table 2.  Hungary:  Average Household Income and Energy Tariffs, 1990-98

(1990=100, CPI adjusted)

	%
	Income
	Electricity Tariff
	Natural Gas Tariff
	District Heat Tariff

	1990
	100
	100
	100
	100

	1991
	98.3
	112
	110
	128

	1992
	94.5
	110
	111
	146

	1993
	90
	109
	98
	n.a.

	1994
	92.6
	96
	83
	n.a.

	1995
	88.1
	129
	101
	n.a.

	1996
	88.1
	129
	107
	n.a.

	1997
	89.5
	150
	122
	n.a.

	1998
	93.0
	155
	121
	150(estimate)


Source:  Central Statistical Bureau and Energy Office.  

4.
The decline of real average household income was coupled with increasing income polarization in practically all transition countries.  The Gini coefficient
 of disposable income increased (on average) from 24 to 33 in Central and Eastern Europe and the Former Soviet Union during the first six years of transition.
  Inequality rose particularly fast in the Former Soviet Union, with Ginis approaching 50 in Russia and Ukraine, 40 in Central Asia, and 35 in the Baltics by the middle of the 1990s.  The share of the poor within the overall population reached alarming proportions in many countries (see Table 3).

Table 3. Incidence of Absolute Povertya
	
	Armenia, 1996
	Croatia, 1998
	Hungary, 1997
	Kyrgyz

1999
	Latvia, 1997
	Moldova, 1998
	Russia, 1996
	Ukraine, 1996

	Population
	40.0%
	0.2%
	1.3%
	55.6%
	5.9%
	36.2%
	21.7%
	21.6%

	Households
	37.0%
	0.2%
	0.8%
	47.8%
	5.2%
	30.6%
	19.0%
	19.7%


aBased on a $2.15/capita/day absolute poverty line (in 1996 PPP terms).  

Source: Bank staff calculations based on household surveys. Only countries with relatively recent household surveys that provide information on utility connections and expenditures are included in the table.

5.
In the absence of some kind of subsidy, paying utility bills would have posed a major challenge for the rapidly growing army of poor households. For example, just the district heating bill would have exceeded 60% of the (cash plus in-kind) income of a typical family of four in the lowest income quintile living in a small apartment of 40 m2 in Moldova during the heating season in 1997/98.
 After the tactic of delaying tariff adjustments was exhausted, some governments simply pressured utility managers to be lenient with households who did not pay their utility bills.
 By the middle of the 1990s, however, most governments recognized that these practices do not provide a sustainable solution, and started to experiment with various subsidy schemes aimed (according to official statements) at low income households. As a result of these subsidy schemes, the share of expenditures used on utilities remained within tolerable limits for most households in the region, including the poor (see Table 4).

Table 4. Share of Utility Expenditures in Total Household Expenditure
	Poverty Groups (absolute poverty line)
	Armenia, 1996
	Croatia, 1998
	Hungary, 1997
	Kyrgyz

1999
	Latvia, 1997
	Moldova, 1998a
	Russia, 1996a
	Ukraine, 1996

	Non-poor
	11.4%
	7.9%
	15.4%
	7.9%
	25.3%
	12.8%
	7.7%
	4.0%

	Poor
	10.2%
	9.0%
	12.1%
	10.6%
	44.8%
	12.5%
	29.1%
	3.5%

	All households
	11.0%
	7.9%
	15.3%
	9.4%
	26.3%
	12.7%
	12.3%
	3.9%


aRent is included in utility expenditure.

Source: Bank staff calculations using household survey data.

6.
The main objectives of this paper are (i) to provide a conceptual framework and methodology for the evaluation of utility subsidy mechanisms in order to help decision makers choose the mechanism that best suits their specific circumstances and priorities; and (ii) to present the results of applying this methodology to a selected number of countries and utilities relying on currently available information and data. The utilities covered are electricity, natural gas, district heat, water, and sewerage. The paper is divided into three chapters.  After this first introductory chapter, the second chapter describes the pros and cons of each subsidy mechanism at a conceptual level, and then illustrates these with real-life examples. The third chapter reviews the evolution of Bank advice and government responses in this area, and draws lessons for the future. Supplementing the main text of the report, Annex 1 provides information on household survey data sets and absolute and relative poverty lines that we used in the analysis. Annex 2 describes the assumptions we made when assessing the system of price discounts for privileged consumers. Finally, Annex 3 presents additional tables supporting the main findings of the report.













� The transport and distribution of electricity, gas, heat and water is subject to a positive economy of scale.  This economy of scale effect explains the natural monopoly characteristics of basic utility services, justifying the need for economic regulation.


� Due to the growing share of the informal economy in Ukraine, official statistics may overstate the decline of income by as much as 20 percentage points.  


� The Gini is an index of inequality that varies between zero and 100, with zero representing perfect equality and 100 perfect inequality.


� Source: Branko Milanovic, Income, Inequality and Poverty during the Transition from Planned to Market Economy, The World Bank, 1998.


� Due to the rapid depreciation of the Leu and a decrease in real incomes, the full cost of district heating for the same Moldovan family exceeded the family’s income by the end of the 1998/99 heating season.  Even for a family of four with the estimated nationwide average per capita income, paying the full cost of district heating would have required about 40% of the total income of the family.


� Industrial, agricultural, and budgetary customers also benefited from this political pressure. The stock of receivables in the Ukrainian power industry, for example, ballooned from $650 million to $3.2 billion between early 1995 and end-1996.  





