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Introduction

o

: Boi:h AID/W ana thie nissxon have mde the convergence of financial pr:lces

-~ towards econcmic prices a major decision criterion in evaluating/ -

- selecting among campeting programming options. The electricity and
water/wastewater sectors are two particularly timely cases in point. In:
the electricity sector, we have made funding for Ismalia IV contingent
upon electricity tariff increases that "exceed inflation“. In the:
water/wastewater sector, AID/W has set up GOE concurrerce to establishinc
financial user charges that cover econamic costs a basis for Qproving

e major USAID programirg im.tiatives in tbe secto:.

Gaining convezgeme between fmancial and econcmc pnces is an -

" appropriate objective. - That isn't the issue. The real issue is whether

. gaining this convergence is an adequate basis for determining AID
programming interventions. It is not an adequate basis. The reason for

- +his is that convergernce between financial and economic prices. indicates
nothing at all about the economic rate of return underlying an
investment. One purpose of this memo is to demonstrate this point with
particular reference to investments in the e.r.ectncxty and
water/wastewater sectors. The second purpose is to suggest that we can
{and should) be in water/wastewater even if we cannot achieve appropriate
user charge lewvels. This is not to say that establishing appropriate
user charges isn't desirable. Nor does it provide an excuse for not
getting appropriate user charges established. Esablishing convergerce
between financial and economic prices is desirable but it should not be

- the dominating criteria for AID programming interventions.

Disi:‘i@ishinq Between Financial and Eccnomic Pricing/Return Issues in
the Investment Seilection process.

It is a fairly Sixple matter to show why convergence between financial
and economic prices isn't an adequate basis for programming decisions—
even if that convergence is a wholy desirable objective.

In essence, whenever financizal and economic prices dz.verge, there is a

carresponding divergence between financial and economic rates of return.
- Our interest in promcting convergence between financial and econamic

gnves tests o & simple fouxﬁat:.m. convergence means that investment



i b
« decisions will be based on their economic merits as distinct from
depeiiantiupon price subsidies and the like. Put more directly,
convergence means that there will be equality between economic and

- financial returns, whatever the level and posxtive or negative size of
, the return. i

L All of tbefe poim:s are smrizea in "‘able I. This 'ra.ble simply lays
. out the fact that divergence between financial and economic prices means

- “that high financial returns can be associlated with economic returns that
range acrose the board - from highly negative to equality with the high
financial return. This particular illustration corresponds to the
topmost row in the Table., Similarly, the rightmost column in the Table
indicates that a high econamic return can be associated with financial
returns that also rarge across the board. The other rows/colmmes have
L similar interpretations. f**‘_‘ Ly e !

Within the context of Table I, convergence between financizl and econcmic®
prices is also easy to represent. Convergence is represented by the
diagonal that begins on the lower left and ends at the upper right, i.e.,
all cells where economic and:financial returns are identical. The
important point to note is that convergence between financial and
economic prices can occur when the corresponding financial and economic
returns are equal and negative. This i{s why convergence between economic
and financial prices is not an adequate decision criteria for AID
investments. 'rhe cmvergeme can. cane at negative ecommic rates of

An example can illustrate the pcim: It‘ {s a virtual certainty that
investment in additional electricity generating capacity in Egypt has a

- negative economic rate of return. That is, the returns are samewhere in
colums 1 or 2. Our interest in getting the GCE to raise electricity :
prices is simply to bring home, eventually, this fact to them. In
essence, raising eiectricity prices to true marginal econamnic costs would
reduce demand to a ievel that would make exist - electricity generating

' capacity redundant. Existiig capacity redundant because the
price increase would force out a lot of unecoxmic rises of electricity.
The Nag Bamadi and Kima operations are two polar cases in point. They
alone account for 23% of current electricity consumption or amount equal
to about 3.8 plants the size of Ismalia IV. Both of these operations are
viable only becanse they aren't being charged the true marginal economic
' costs of electricity generation. {(Our willingness to fund Ismalia IV on
the basis of relatively modest tariff rate increases rests on an

assessment of political/adjustment cost considerations. Since Kima/Nag
BEamadi are not about to be closed down, the capacity is "needed". At the
same time it is absurd tc fund additional generating capacity that is
*needec™ only because- of a wholey unsatisfactory tariff rate structure
for allocating resources effeciently. Thus, let us at least start
movement: on rates in: the @propriate directiou before making a commitment
or Isna.ia . '



~ Water/Wastewater Investments

Table I also can be used to illustrate why investment in the

- water/wastewater sector is probably a reasonable choice in spite of the
usat charge issue. .

Wi&out going in!:a a detaﬂed, anaIysiB her:e, I think it could be fairly
ceavincingly demonstrated that water/tmstewater investment has a positive
-~ and probably high economic rate of return. This would, in the context of

"Table I, place it in column 3 or 4. Given, however, the very low user
. charges for water and the absence of user charges for wastewater, the

. exact location would be in either cell VIII or cell IV. These are the

~ cells corresponding to positive economic returns in cambination with
large, neqative financial. returns. R

In essence, I dcn t think we should get 'hung up" on the financial issue
if the investment has economic merit. If I'm right on the relative
economic merits of additional electricty generation versus
water/wastewater investment, let's not hang ourselves up on finarcial
‘criteria in the latter., We would be hoisting ourselves on our own
petard. At the same time, I would emphasize that nothing said here
should-be interpreted as an excuse for not trying to establish
appropriate user charges in the water/wastewater sector. But this issue
is separate from and should not daminate the investment selectnon process

- from an AID permective. BT
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Ceneral Prgo_r__a_x_x_m;__irg Criter:ia

Basically, all of the above can be boileddéwn to a single point.

BEconomic criteria, as distinct form financial criteria, should daninate
the investment selection process. The latter provide both ancillary
information and quidance. For example, anything in column 4 {s worth
doing and within column 4, ceil I is preferred over cells II through IV.
Getting movement from ceil IV to cell I is worth the effort because it
would mean establishing prices that reflect real economic costs. That is
a worthwhite ob-rective but it {s not the dominant cne.
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