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Both AID/W and- tMs H.5Bion haee made the convergence of financial prices 

ecawadc pd-. a majas dcdaFoa criterion in evaluating,/ 
c-fng pr cptiam. The electricity and 

w t t e r m t e r - s e c t a s  am?wCULarly timely cases fn point. In. 
the electricity sector,! we have made funding for Ismalfa IV ccntingent 
upon ehctricity taziff f masses that .exc& Lnflatiun*, In the 
wates/wast@watet sect~r, AID/W has set up aZ uncurrerre to establisbicq 
finawzial u s e  & q e s  that cover econondc costs a basis for -roving - - - major ilSAID pr- initiatives in tt.le sector, 
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~aining ca~voggemi &tween f&ia and econanicz prices is an- - 
appropriate objective, - That isn't the issue. The real issue is whether 

. gaining this mezgeacc fa an adequate basis for detedning A I D  
pmgambq Mementioas, It is not an adequate basis. 'Ihe reason for 
t.W is that cmvcrgelrce between fina1y:fal and emndc prices indicates 
nothim at all about the econaaic rate of return .der lyhg  an 
tnvestaent. Qle plrpose of this meno is to dermstrate this pint w i t h  
particular refereme- to investments in the eiectricity an3 
water/hstewater sectors, The s w n d  parpose is to sugge* that w e  can 
(and should) be in w t e r / w a s t ~ t e r  even if we cannot achieve appropriate 
user charge lms, 'Ihig is not to  say t ha t  establishing apprcpdatc 
user charges f sn't deskable. Nor daes it provide an excuse for not 
g e l q  rpprcptfate user charges established, ESabUhing canvergerre 
betums~ f wfdl apd ecamdc- prices- is- desirabls but it should not be 

- the *- crfterih for AID p r m w  i I l t 9 1 : ~ ~ i c n ~ ,  
- 

~istrbqdshim Between Ff mmcfa3 and Ecmamic- Pri cing/Return Issues in . 

tfie Inmstment Selection process. 

It is a fafcly sb@e matter ta sbow why convergence between financial 
and e c o d c  prices isn't an adeqpte basis for programing decisfccls- 
even if that C C I I V ~ L ~ C I E ~  f s a wbly deskable objective. 

IH rreeaerre, whenever finand& am2 ecmdc- p r i a s  divezge, - is a 
crnredpom- divergence betwca financial mi economic rakes of z e t m .  

- intensst in prmmtiw converge- between financial and e c o d k  
~er f t t  on a w e  fmmiatitx~ cmsrgence means that irrve- 



. . * *  
decisions w l l f  be based on their ec@c merits as distimt from 
d-r~;~nQupon price subsidies and the Like. Put more d i rec t l y ,  
colvergence mans that there w i l l  be equality between econanic and 
finazxzial returns, whatever the level and positive or negative size of 
the cetutn, i ? - 

* ! 

A~LM d e  pints an A z ~ d  in  m e  1. ~s Table sinply lays - 
a t  the fact that dioeegcm behmn t i m u d a L  a d  econdc prices mans 

' that high finand& reham can be assodated w i t h  eammic returns *at 
range acme ths- - frm highly nqative  to- equality w i t h  tk high 
fmial re-.. l!hirr-partkulx iIImtrztion cczresponds to the 
tqPDOt row fn the l%blem. Sisdlarly, tbe rfghtzost column in the Table 
Wcates that a- high ~ C T  return can be agsociated with financial 
ret- that als~ raqe acmes the board. ~ h c  otber r o w s / c o l ~  have 
shdlar interpretathns, ?I. - - t 

. 
Within the ccatert of Table I, camergere bet- financial and econuaicg ' 
pzioes is- also easy to repzesent,. Onvegeme Q -represent& by the 
G i a g c D a l  that begins on the lcwet left ard ends at: the upper right, i.e., 
ILU cells a r e  ecccwPic and: f inandas r e t m  are identical. The 
iapoctsnt poiat t o  note is that ccnvergare hetween fLhciaJ .  and 
cccrolidc prices can occur wben the correspcnding financial and eccnardc 
returns are equal and negative. 'Ihis is w h y  convergence between e c o d c  
aad finalrial pd-a is not an adequate deddon criteria for AID 
investments, The amt~ergenec can c m  at negative 2 c o ~ c  rates of 

An e x m e  can illustrate the ppfrh. It is a virtual certainty that 
h-nt in a d d i t i w  elwtricity generating capacity in Egypt has a 
negative ecaMafc rate of return. lhat is, the returns are sanewhere in 
cuIums 1 ar 2.. Our interest in getting the GCE to raise electricity 
p d g .  is si.ply to briw hcr, eventually, tMs  faet to thest. In 
ume~e ,  mising ai,e&ddty prioe to tras .argM e c o d c  co- vould 
reduce d d  to a 1-l that waluld askt edstinq electricity generatixq 
capacity n?&&bt* %isti~lq. capacity d d  kcrac mimant because the 
price ilrrrase warld face out a lot of mecamdc dses of e1ectrfcity. 
m e w  -and operatiuns art bro mar cases in point. Tky 
alone asomt far 23% of carrent electricity ccnannptiobl or amunt -zip 
to a b u t  3 -8 plants- tbc- size of llwalia IV, Bsth & these aperations are 
viable only kcaues they aren't befng- chargd the true marginal ecancadc 
costs uf electricity genemaon. (Our villi- to fund 1-Ea IV on 
the basis of relatively m o d e  tariff, rate increases rests on an uf p o l l t f C d 4 / a d j ~ n t  cost consideratdms. Since xizw'Nag 
Hamedta~enotabouttoWclosedd~, t h e c a p a c i t y i s ' a d e d * .  Atthe 
saute tine it. is abnd: 4s- f u d  additional gemcaing capacity that is 
*a&* only became af a. wholey maatisfactory =iff rate structure 
for alloc21tillg r e s e u ~ ~ e ~ ~  ef.feciey,  ihus, le t  us at least *art 

on. mtes irt t b  applrapriate direction before rPaWng a c d t m e n t  



W e  I also can be used to & m a t e  why investment in the 
water/wa8t=te? sect= is pzabably a re4wsmbl.s choice in spite of t h e  
user charge issue* . . , 

* - . - .  -. 
- wi the  going inta a detail* a ~ ~ y k b  here, 1 think it c a d  be fairly 

ccadadagly detxmlzatasd tbat w a t e r ~ m ~ t e r  investment has a positive 
aad gmmly hfgB ecmadc rate of re-. ThLs would, in the context af 
W e  f, place it fn column 3 ar 4. Giacn, harever, the vevy low user 

- ehaycles for water & the -e of user chargas for wastewater, tire- 
e z a c t ~ w u l d b e  fneitfrclrceflVIIIorcell N. These are the 
cells ccmspoadw t o  positive ecmcdc returns in cambination rith 
1-e, negative mi returns, . 

e -. - - .-. 
In uraare,. X d d t  think we sbould get 'burg upm on the financial issue 

' if the invwbmnt has ecaacndc merit. If I 'm right on the relative 
ecmade merf ts of additional e1ecWicty generatian versus 
water/hsteuate~ fnve&zm~~t, let's not hang owselves up on finarch1 
criteria in the latter. We mwld be h i e  ourselves on our own 
petazd. At t he  same timc, I wuuld emphasize that nothing said here 
sBotiLd. be iberpretsd as an excuse for not trying to establish 
mropriake user dmrges in the water/kastemter sear. But this issue 
is separate from and should not d d m t . 8  the inwesfment selection process 

- fmm an rn p e r ~ i v e .  
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~ a s i c a ~ y ,  of ttie can be- biledCkrCmn to a single point. 
a a r P i c  criteda, as form f-ial criteria, sbuld dominate 
the investasat sdez t im  process. 'Ihc latter provide - axi l l -  
infomation- aad guidazze, Par example, mything in column 4 is worth 
defng andwithin alum 4, cell I is preferred over cells 11 th~om IV. 
G e t e r g  QIOWESXE!~~ froa ceLL IV to d l -  I is worth the effort because it 
w a r l a m e a n  establi&%ng prices #at reflect real economic costs. That is 
a wotbvbile obsect%ve but it is not the dndwnt me. 




