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III. World Bank Advice and Government Response

83.
In this chapter we briefly review the evolution of (i) Bank advice concerning the need for subsidies to mitigate the impact of utility price increases on the poor; (ii) recommended subsidy mechanisms; and (iii) government responses during the last ten years. We selected the cases of Poland and Russia to illustrate the challenges governments and Bank staff faced in Central and Eastern Europe and the former Soviet Union. Both of these countries received substantial assistance from the Bank that included lending as well as policy advice, and Bank assistance was fairly continuous during the examined period. In addition, the two countries received substantial technical assistance and financial support from other donors, and the case studies below briefly describe these as well.

84.
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 a number of 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 the Bank’s advice. For example, in the two country cases that are presented in some detail below, there were only three Bank studies that relied on statistical evidence from household surveys to evaluate the extent to which the applied subsidy mechanisms reached their stated objectives.

85.
Heeding the Bank’s message about fiscal prudence, most countries in the region have made significant progress in 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. In addition, 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 the utilities, on industrial competitiveness, and on local and central government budgets.

86.
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.

A.  The Case of Poland

87.
Poland rejoined the World Bank in June 1986 after a hiatus of 38 years. Between 1986 and 1989, the Bank carried out comprehensive reviews of the Polish economy but postponed lending until 1990. Throughout the 1990s, the Bank provided extensive financial and technical support to the Government's economic transformation efforts, including the radical economic reforms that were introduced in January 1990.  Thus, the Bank’s involvement in Poland encompassed the distinct economic periods of pre-transition, the “big bang” transition, the post-transition contraction, and finally, the period of Poland’s sustained growth and aspirations to accede to the European Union.

88.
As the table below shows, Poland, as did other countries in the region, started the 1990s with utility tariffs that were a fraction of economic costs. The evolution of incomes in Poland, however, differed from the evolution of incomes in most countries in Eastern Europe and the former Soviet Union due to the steady growth of Poland’s GDP since 1992 (although basing the index on the year of 1990 masks the 15% decline of household incomes in that year relative to 1989).

Table 10. Poland: Household Incomes and Energy Tariffs, 1990-98
 (1990=100, CPI adjusted)

	
	Income
	Electricity
	Natural Gas
	District Heat

	1990
	100
	100
	100
	100

	1991
	106
	147
	323
	176

	1992
	105
	151
	474
	352

	1993
	104
	161
	483
	488

	1994
	108
	170
	487
	597

	1995
	114
	152
	467
	480

	1996
	119
	143
	437
	479

	1997
	127
	145
	450
	475

	1998
	132
	148
	464
	505


Source: Bank staff calculations based on official statistical data.

89.
Bank advice and financial support in Poland were offered both in the sector-specific contexts of energy and social protection studies and operations, and in the broader context of the Bank’s support of Poland’s sweeping reforms through country assistance strategies and economic memoranda, and related lending operations.  Energy sector work generally focused on remedying the distortions of the centrally planned economy and dealing with the critical issues of sector restructuring, while advice in the area of social protection covered income support, the social safety net and the evolution of poverty during transition. Relatively little Bank advice focused explicitly on the intersection of the utility sector and social issues.

90.
A characteristic feature of Poland’s centrally planned economy which remained in place up to the end of the 1980s was the pervasive subsidization of consumer goods and services. The price structure reflected the belief that the state should satisfy the basic needs of the population at below-cost (or “social”) prices.  The cost to the budget of these subsidies was estimated at 11% of GDP in 1987. A Bank study issued in 1989 examined the degree to which various categories of subsidies succeeded at reducing income-inequality.
  Across-the-board utility price subsidies were found to be relative income equalizers, although higher income households received more subsidies in absolute terms. The study noted that energy and housing subsidies were considerably less efficient (on a unit of budgetary outlay basis) than some other subsidies in reducing income-inequality, and recommended that the government focus its efforts on providing direct cash transfers to the most needy, since these could achieve the same degree of income equalization as the prevailing system of subsidies at a cost that would have been  80-90% lower.

91.
On January 1, 1990, the government freed many prices from control, and sharply reduced subsidies. Most utility tariffs were increased dramatically, although they remained significantly below full cost recovery levels. The government recognized that across-the-board price subsidies to households who consumed network fuels were the source of significant distortions in the pricing system, and decided to gradually phase these out. The Bank’s advice (supported by the Bank’s first Structural Adjustment Loan
) was that the government should liberalize coal prices and regulate other energy prices in a way that ensured that the relative prices of oil, gas, electricity, and district heat would not get out of line with the relative prices of these goods on foreign markets.
 A follow-up energy sector adjustment operation provided additional support to the energy sector reform and price adjustment process.
  Residential and industrial prices of electricity and gas reached parity by mid-1991. District heat tariff adjustments followed a more gradual schedule, and district heat tariff subsidies continued to impose a considerable drain on the budget during 1992.

92.
The Country Economic Memorandum (CEM) published by the Bank in 1992 pointed to mushrooming increases in housing subsidies (which were expected to require over US$1.2 billion in 1992 alone), and urged a further reduction in district heating subsidies.
  On the social protection front, the CEM noted that the government had introduced a multifaceted safety net comprising labor market policies, income support, and provision of health services, but also that Poland was overspending on income maintenance programs that did not add much value to human capital. The themes that dominated the Bank’s advice on social assistance in the 1980s – that assistance should be targeted at the most needy groups and universal entitlements should be phased out – were again underscored in the 1992 CEM.

93.
Using 1993 household survey data, a policy research working paper
 concluded that across-the-board household energy price subsidies, while providing assistance to some poorer households in the form of cheaper energy, provided more benefit to wealthier households because they consumed more energy in absolute as well as in relative terms. On this basis, the paper rejected the common social welfare argument for delaying energy price increases, and noted that better targeting of the poor could be achieved through the general social assistance program. If some utility-specific mechanism for subsidizing services to the poor was deemed expedient for non-economic reasons, the study recommended the use of a life-line electricity tariff with the caveat that the initial subsidized block should be kept small.
94.
The 1994 CEM noted that most fuel prices were still below the economic cost of production and recommended further price adjustments, including the phasing out of the across-the-board subsidy for district heating.
 The CEM also recommended the adoption of measures to safeguard the ability of the most vulnerable to consume utility services after adjustments to the level and structure of energy prices. Specific subsidy mechanisms mentioned included life-line tariffs, price discounts for the poor, and fuel coupons, but there was no discussion of the pros and cons of any of these. As an alternative to continued gradual energy price adjustments, the CEM mentioned the possibility of implementing a one-time, “big bang” increase in energy prices with significant compensation for most of the population, since this approach would ensure that households face the right price signals, and would also avoid the lengthy debates that  occur every time energy prices are increased.

95.
By 1997, the Bank’s primary role in Poland had shifted back from lending to analytical and technical support, with an emphasis on supporting the country’s aspirations to accede to the European Union. The 1997 CEM discussed the energy sector strictly in that context, including achievements in the areas of regulation, competition policy, pricing, and restrictions on state aid. It did not address the social protection issues associated with utility services.

96.
Among all donors, USAID was the most active in financing policy research on the social aspects of housing reforms in Poland and other countries in the region. Studies carried out by the Urban Institute on behalf of USAID throughout the 1990s advocated the introduction of housing allowances (burden limits) based on utility expenditure norms as a mechanism to improve the targeting of subsidies to protect the most vulnerable and to improve the financial position of municipal governments.
 In Poland, housing allowances were introduced by the Law on Rents and Housing Allowances that became effective in January 1995. However, due to the limited rent increases and complex eligibility criteria introduced at the municipal level, a significantly smaller share of the households participated in the housing allowance programs than was originally expected. Despite subsequent increases in rent and utility tariffs, the participation rate remained low (about 6% of households in September 1997), and this was attributed to inadequate outreach effort, among other things.
 Actual expenditures rather than norms were used for the calculation of the subsidy, which probably reduced the targeting efficiency of the scheme (see Section F of Chapter II).  

97.
Several other donors financed studies as well as investment projects in energy efficiency and district heating, but they typically did not provide specific policy advice on utility subsidy mechanisms. The involvement of the European Bank for Reconstruction and Development (EBRD) in the energy sector in Poland, for example, focussed on the financing of energy service companies (ESCOs) through joint ventures. PHARE, the main channel of technical assistance provided by the European Union, helped Poland with its pre-accession strategy. In particular, it assisted with the harmonization of energy policies, restructuring of the energy sector, and the development of inter-regional cooperation.

B.  The Case of Russia

98.
Since the Russian Federation joined the World Bank in 1992, the Bank has approved more than US$11 billion in loans for 43 operations, making Russia by far the largest borrower in the region.  A number of Bank investment and adjustment operations have addressed reforms in the areas of energy pricing and the housing sector, including aspects of social protection during the transition. In addition, through economic and sector work, the Bank has sponsored a major investment in the knowledge base of the Russian economy, which has helped provide the necessary inputs for project design and policy advice.

99.
As in other countries in the region, energy prices were far below international prices in Russia at the beginning of the transition period. Rent and household utility tariffs were subsidized to the point of being provided practically free-of-charge. Price reform was a central element of all major economic reform proposals put forward in the early 1990s, although the scope and pace of price liberalization were highly controversial issues. The Bank advocated rapid, economy-wide price adjustments, including moving progressively toward full cost-recovery for housing and utility services with targeted assistance provided to the most vulnerable. The reform of housing and utility tariffs was seen as essential not only to relieve the unsustainable burden of subsidies on the budget and to reduce energy losses and waste, but also to revitalize the country’s housing stock, the inefficient allocation and poor maintenance of which was a major barrier to the development of housing and labor markets in Russia.

100.
While the government liberalized prices for many goods in the early 1990s, price controls were maintained on basic food stuff, housing and utility services, and other energy items. The Country Economic Memorandum (CEM) issued by the Bank in 1992 noted that escalating housing and utility subsidies threatened the fiscal position of local governments, with actual expenditures far in excess of housing maintenance budgets.
  At the beginning of 1993, the cost recovery ratio of housing and utility services was still below 10%.
 During 1993, utility tariffs for industrial consumers saw their first major increase. Residential tariffs were also increased in 1993, but less dramatically due to concerns over the anticipated social impact. While further increases of residential tariffs have occurred since then, Russian households continue to pay prices that are significantly below supply costs for all utility services. The difference between residential tariffs and costs is covered partly from the budget, and partly from surcharges on industrial consumers. The subsidies provided through low utility tariffs are augmented by the tolerance of non-payment that emerged in the second half of the 1990s. As a result, the average cost recovery ratio of residential utility services has remained very low.

101.
The implementation of utility tariff adjustments and the parallel introduction of targeted social protection programs were made more difficult by the rapid fiscal decentralization that began in 1992. The federal government shifted to lower levels of government practically all expenditure responsibilities in the social sphere. In addition, the mass privatization program of 1992-94 transferred the social assets of many enterprises to the municipalities, doubling the housing stock on their balance sheet. These large increases in municipal responsibilities occurred at the same time when industrial production that traditionally provided an important revenue base for local governments collapsed. Managerial and administrative capacity on the local level also proved to be inadequate to cope with the multitude of problems that were suddenly “localized”. The seriousness of the situation was highlighted in the CEM issued by the Bank in 1996, which argued for “aggressive action… by the local authorities to increase cost recovery from households, improve energy efficiency, develop competitive housing maintenance markets, clarify property rights, and implement targeted housing subsidies for vulnerable groups.”
 

102.
As regions and municipalities grappled with their new problems in the course of the 1990s, they began to acquire experience with the various mechanisms designed to mitigate the social impact of utility price increases. A decision of the Council of Ministers in late 1993 introduced a system of housing allowances to begin in January, 1994, with considerable leeway given to regional and local authorities to determine most parameters of the housing allowance program. By 1995, most municipalities had developed housing allowance programs, using 10% as the burden limit (i.e., households that spent more than 10% of their income on their utility bill were eligible for assistance). A Bank study of poverty in Russia issued in 1995, however, found that the coverage of these recently introduced programs was rather poor (only 5-10% of eligible households were participating).
 The study proposed a number of options to mitigate the adverse effects of utility price increases on households, including: (i) life-line tariffs; (ii) preferential tariffs, earmarked cash transfers, or vouchers for the certified poor (based on social worker evaluation); and (iii) increases in the minimum cash benefit rates for pensioners, general unemployment benefits, and other non-earmarked cash transfers to the poor. The study gave preference to the third option in order to avoid the proliferation of different kinds of social assistance administered by different agencies. However, the study added that it might not be realistic to expect that adequate compensation could be provided for utility price increases through general social assistance in the short term, and, therefore the adoption of option (i) or (ii) as a transitory mechanism might be advisable for a limited period.

103.
Similar recommendations were made by the team that prepared the Bank’s second adjustment loan to Russia in 1997 (by this time, the burden limit was increased by most municipalities to 15%). The report supporting the loan noted that the objective of poverty-reduction could, in principle, be best served through targeted general cash transfers as part of the overall social assistance program.
 The report, however, acknowledged the need for sector-specific support mechanisms such as life-line tariffs when the coverage of general cash transfers was inadequate due to administrative and other constraints. 

104.
A Bank study of housing and utility services issued in 1998 noted that the fiscal position of municipal governments continued to worsen as wholesale energy prices were liberalized and the final stages of enterprise housing divestiture were underway.
 Housing and utility subsidies were increasingly unpaid, resulting in a growing stock of overdue payables to utility companies and the rapid deterioration of the housing stock due to insufficient maintenance. The study argued for an immediate increase of cost recovery up to 50-60%.  It was expected that this tariff increase would set in motion serious saving efforts on the consumer side, and would also help the local authorities to pinpoint the real demand for social support. The study emphasized the urgency of improving the targeting of social assistance to needy households and the phase-out of counter-equalizing price discounts provided to privileged consumers.

105.
A Bank analysis completed in 1999 that relied on 1996 household survey and price data found that raising tariffs to full-cost recovery levels would have increased the share of households with medium to high housing-utility burdens (defined as 20% or more of total household expenditures) from 12% to 54%.
 After taking into account the cost of subsidies to bring the burden of all these families down to 20%, the net effect on municipal budgets would have been a saving of more than 50% of the actual cost of across-the-board subsidies. The study also provided a brief overview of the advantages and disadvantages of sector-specific mechanisms to help the poor to cope with increased housing and utility costs (life-line tariffs, vouchers, and earmarked and non-earmarked cash transfers). The study recommended the application of earmarked cash transfers, such as the existing housing allowance program, with the caveat of significant improvements in the selection procedure. To improve the coverage and targeting of the poor, the study proposed the use of the following proxies for poverty status: (i) the number of children and elderly in a household; (ii) whether a household is female-headed; (iii) the lack of ownership of a private plot of land or other assets and durable goods; (iv) the location of the household's residence; and (v) unemployment of household members.

106.
USAID, through its Russian Federation Housing Sector Reform Project, sponsored a number of studies carried out by the Urban Institute in the 1990s.
 These studies were devoted to implementing the housing allowance program in Russia, and provided the theoretical and analytical background for the program as well as practical advice for implementation. The studies argued that housing allowances served several policy objectives: (i) protecting the poor during the transition period; (ii) providing an alternative to across-the-board subsidies that imposed a smaller burden on municipal budgets; (iii) contributing to the development of an efficient housing market by encouraging the free movement of families between the private and state housing sectors as a result of better services and lower rents; (iv) promoting the use of a market pricing mechanism for the allocation and reallocation of housing; and (v) facilitating the establishment of an independent and efficient system of housing maintenance. While the Urban Institute recommended that the calculation of the subsidy be based on normative utility expenditures (in order to ensure that the allowance received was inversely related to income), most municipalities decided to implement a burden limit scheme based on actual utility expenditures. As in Poland, this modification reduced the targeting efficiency of the housing allowance program considerably. Assessments of the coverage achieved by the housing allowances found that the initial forecasts were overly optimistic. Low level of awareness coupled with the low level of benefits was highlighted as the main reason behind the worse than expected result in Russia.

107.
Although a number of other multi- and bilateral donors financed studies on selected utility services (e.g., on district heating), these were typically engineering assessments of rehabilitation requirements or demand-side management options, and seldom addressed the social impact of increased cost recovery. In addition, the TACIS program, the main instrument of the European Union to channel technical assistance to the former Soviet Union, financed the establishment of energy information centers in a number of Russian cities, and EBRD financed water/municipal services projects with some associated technical assistance for municipal capacity-building. It appears that none of these donors engaged the government in a discussion of the pros and cons of various subsidy mechanisms to maintain utility services to the poor.
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