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Infrastructure

1. 
The state of the sector, main issues and constraints 

1.1. Background

This brief is the result of cooperation between the donors, which provide assistance to the Kyrgyz Republic in the sector of water services and urban development with main focus on water supply, sewage, solid waste management. It has to be also noted that, give the Soviet legacy, it is difficult to separate water, sewerage, solid waste and housing maintenance services. Electricity services are not covered in this note. 

The main objectives of the sector brief are to: 

1. Assess the current problems and issues facing the sector;

2. Identify potential areas for policy reform and sector development; and

3. Outline donors’ strategy for the sector and to assist the Kyrgyz Republic to identify investment programs for the sector

In order to accomplish these three objectives, the report is organized in a way of briefing on the state of the sector lessons learned, challenges and donors’ strategy to meet those challenges. 
1.2. Economic, social and political context

The Kyrgyz Republic has a three-tiered hierarchical system of sub-national administration.  The tiers are as follows from top to bottom: 

· Oblast level: Seven oblasts (Chui, Batken, Issyk-Kul, Jalal-Abad, Naryn, Osh, Talas) and cities of Bishkek and Osh.

· Rayon level: 45 Rayons and eleven oblast-subordinated towns.

· Primary territorial level: 467 village and township administrations (aiyl okmotu) and twelve rayon-subordinated towns

According to the 1999 National Census data about 1.7 million or 35% of the Kyrgyz Republic’s total population live in urban centers. About half of the total urban population is concentrated in Bishkek (750,000), the national capital, and Osh (209,000) the main city of the southern part of the country.  The other half is scattered among 23 smaller towns with populations ranging from about 9,000 to 70,000.     

There is continuing political instability both at national and local levels following the revolution of March 24, 2005, which led to lack of government conviction to reform on the central and local levels and destabilized a complex but previously organized system of rent seeking and corruption. The previous situation with weak institutions and public sector capacity has deteriorated with many new but inexperienced people coming to management at both levels. The problem of internal migration of rural population to urban centres, particularly to Bishkek, has deepened this year and the country is facing the problem of growth of low income irregular settlements (slums) in the outskirts large cities.  The estimated number of residents in the irregular settlements called “novostroyka” in the outskirts of Bishkek stand at an estimated 230,000, or about 25% of the total population of Bishkek.  The novostroyka residents are largely poor, with precarious housing, limited access to basic infrastructure and social services.  
1.3. Coverage and Quality of services

During the Soviet period, the Kyrgyz Republic benefited from a relatively good endowment with infrastructure and a system of both urban and rural utility services that were provided either directly by the state or indirectly through state owned enterprises.  The services were provided for nominal fees or as a non-wage benefit – practically for free.  The collapse of the Kyrgyz industrial sector and loss of Soviet fiscal subsidies led to a widespread disruption of infrastructure services.

Since the collapse of the former Soviet Union, there has been rapid deterioration in the availability and quality of public infrastructure services, as a result of withdrawal of state subsidies and lack of proper maintenance.  Currently, the country faces substantial challenges in rebuilding basic infrastructure, especially in urban areas.  Services once taken for granted (drinking water, solid waste collection, treatment, etc.) are often available only intermittently or not any longer.  Steady deterioration in the quality of services has led to public health problems and a visible decline in the standard of living of the population. Today, after more than a decade of severe neglect, large portions of local service infrastructure, installations, and equipment have deteriorated significantly and need to be rehabilitated, rebuilt or even replaced entirely if service delivery is to be restored to minimally acceptable levels.  The capacity of local governments in providing infrastructure services is limited by lack of available fiscal resources, weak institutions that are unable to function under such constrained environment, and utilities that are unable to cope with the rapidly deteriorating infrastructure.

The quality of services delivered to citizens is poor for a multitude of reasons, but our findings suggest that it is mostly due to the fact that the assets utilized for service delivery are insufficient, out of date, and even non-functional. Solid waste management utilities lack basic equipment such as trucks, loaders, and handling machinery. Water and sewage utilities operate with an inadequate number of pumps, and those they do have are very inefficient. These utilities lack basic water treatment capabilities such as chlorination systems and filtering equipment. This situation can be attributed to the political and economic changes in the country (and the region as a whole) during the last decade, and the neglect of most assets that has resulted from those changes. This situation can be rectified only by well-targeted investment and the gradual improvement of the financial performance of each utility by applying better management practices. Another very important cause of poor service provision, in addition to the lack of financial resources, has been a sharp decline in the quality of utility management. Lack of resources and the unavailability of assets have led utilities’ management to direct attention away from trying to operate their utility efficiently to a “fire extinguishing” mode of management, in which they spend the majority of their time resolving problems that they attribute to the lack of resources. This neglect in turn leads to poor management practices, inadequately qualified personnel, and sour relationships with customers, all contributing to the weak financial performance of the utility. 

The results of several studies, carried out earlier by the World Bank and other donor agencies, confirm that the most critical issues are the unreliability and inadequacy of potable water supply. Close to 50% of the inhabitants of smaller towns have no direct connection and have to rely on standpipes and other sources. If they exist many of the connections do not operate, especially in multi-story apartment buildings where, due to low pressure, access to water is often limited to the lower floors. The results suggest that in some of the urban areas about 35% of connections are out of order. The status of rural water supply schemes is even worse. While varying in their periodicity from area to area, service interruptions are a common problem and, in several villages, about 50% of the households reported receiving water for less than 3 hours a day.  Solid waste collection is another point of concern for most inhabitants with about 50 % of households reporting that they are not receiving any collection service at all and are obliged to find their own ways of disposal.  The results of the recent World Bank analysis were also revealing about the households’ perception of the performance of local utilities and their own attitudes toward delivery of services. Because of the perceived low quality of service, close to 20% of households admitted to not paying for water supply, and 40% not paying for solid waste collection.

 1.4. Financial aspects

The current tariff pricing methodology is largely based on a Government resolution of 1996 called Arakhet On Measures to Reduce Poverty and the Regulation on The Order of Determining Process (tariffs) of goods (works, services) of Economic Entities Regulated by the Government (issued July 17, 2003).    According to this resolution residential customers had to pay only 50% of the actual costs provided until 2004 while in 2005 the percentage had to be increased to 75%.  Tariff rates for industries were set somewhat higher than for the population with a view to transfer, in principle, the cost burden for delivery of local services to industries, a rather elusive objective given the depressed state of industrial activities in the country. But, even such a modest increase of tariffs, has not been implemented. As a result, all local infrastructure services providers have significant financial difficulties albeit to varying degrees.  

In addition to the issue of low tariffs, basically all urban utilities, by perpetuating management practices of the past, had accumulated by 1995 – and have continued to accumulate since then - sizeable accounts payable arrears.  Arrears were primarily owed to the State owned electric power suppliers as well as to the Kyrgyz Social Fund and the State Tax Fund as well as, to a lesser extent, commercial suppliers.  The situation with the rural utilities arrears has not been studied. In 2004, for example, total arrears of the water supply utilities varied from about 21% of the local government budget to 38%.  Aware of the urgent need to resolve the issue the Government had set up to that effect in summer 2004 an inter-ministerial working group to study the importance, extent, and complexity of the problem and its macro-economic implications, and explore possible solutions. Due to political turmoil the study has not been completed. 
1.5. Institutions, Policies and Programs

As part of the Kyrgyz Republic’s move towards decentralization, responsibility for the delivery of most urban basic local infrastructure services (excluding heating and electricity) was turned over to local self-governments (LSGs) in the mid 1990s with the adoption of the Law on Local Self Government and Local State Administration of January 2002 and the transfer of related infrastructure assets in 1995.  However, items in key legislation remain unclear and, even when the law is clear, are only partially understood or followed in practice.  In 1991, the Government established Kyrgyzjylkommunsoyuz (KZKS) as an entity to continue some of the responsibilities assumed under the Soviet system by the State entity responsible for housing and local utility (communal) services. Water and sewage utilities were registered as state enterprises, with KZKS as the “founder” or owner. Up to 1995 KZKS was responsible for the actual operation of water supply, sewerage and solid waste collection and disposal services in virtually all of Kyrgyz towns.  
The provision of infrastructure services in rural areas is facilitated by Department of Rural Water Supply (DRWS), successor of the former Kyrgyz Aiyl Suu (KAS), a large centrally managed institution that was responsible for operation of rural water supply systems.  DRWS is largely responsible for policymaking and advice, and mainly responsible for facilitating community level involvement in water supply services.  While capacity at DRWS still needs to be strengthened, its establishment has been a very important step in ensuring adequate mechanisms at the central government in support of community led efforts for water supply. In most of rural areas, the water supply service is provided by Community Drinking Water Users Unions (CDWUUs) which are legally registered and have their own management structures, including elected representatives.

Most LSG were then – and continue to be today - unable to adequately assume the new responsibilities due to the lack of necessary fiscal resources, technical means, and institutional capacities.  Additionally, the reconciliation of conflicting laws and the completion of secondary legislation needed to clarify functional responsibilities are still ongoing.  This contributes to a continued lack of clarity in the assignment of responsibilities for the delivery of local public services among the various tiers and elements of the sub-national administration.  The central importance of this issue has been recognized in the National Poverty Reduction Strategy (NPRS), which identified improvements in the provision of basic services together with reforms in democratic governance, public administration and expenditure management, and local self-government as critical strategic objectives for poverty reduction.

Another element that contributes to the current poor conditions is that the central agencies, local state administrations, and village local governments divide the responsibility of provision of other basic services such as heating, roads, sewerage on ad-hoc basis. The Kyrgyz Republic has a three-tiered hierarchical system of sub-national administration.  Each higher tier of government is able to amend lower level budgets, so in practice local governments’ budgets are subject to negotiated agreements and often arbitrary expenditure and revenue allocations.  
1.6. Poverty and health issues related to the sector

Access and affordability of utilities and housing features impacts the quality of life and the non-monetary aspects of well-being. The income level of households and location in rural/urban areas directly correlates with the access to various utilities and housing conditions, except electricity, which is universally available (though unreliable in rural area). 

For illustration, while only 6 percent of a bottom quintile has access to central heating, a half of the top quintile reports such access. The pattern is similar for all listed types of utilities. Among important striking differences between quintile groups should be named a low access to clean water of the poorest (40 percent do not have such access), compared to 95 percent of the richest in the top quintile. Telephone service is available only for 7 percent of the poorest, whereas a half of the richest quintile has access to telephones. Only 3 percent of households in the bottom quintile have access to the hot water supply, while a third of richest quintile has such service. Electricity is available universally, but interruptions are more frequent in poorer quintile groups. 
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Rural/urban dimension presents difference in access to utilities. While some utilities such as central heating, sewerage and hot water are rarely provided in rural areas, the still low access to water is a worrying signal.        

The quality of water delivered varies among the areas, but is often poor and outbreaks of water-borne diseases, including hepatitis and typhoid, are a common occurrence, particularly in the southern Kyrgyz Republic.
2. Lessons learned

2.1.  Sectoral Analytical and advisory activities (AAA) 

Donors have been supporting the Government with sectoral analytical materials developed by number of donors including WB, ADB, SECO, DFID, USAID, and others. 

The World Bank has been supporting implementation of the NPRS, with a particular focus on its fiscal decentralization part including determining the specific responsibilities for local self governments and identifying the revenue sources for local self governments.  
Currently WB is finalizing a study on Urban Low Income Irregular Settlements, which is looking in detail into issues of lack of comprehensive and consistent policy and strategy to address the problem of rapid urban expansion and low income irregular settlements (slums) in the outskirts large cities and possible solutions through household surveys, focus group interviews, technical and environmental assessments, institutional and regulatory assessments, and review of best practices around the world.  The study is planned to finish early 2006 and it can be used as the Government's tool to define the strategy, create consensus, and ultimately to seek budget and donor support.  
In frames of on-going rural water supply project the World Bank and DFID are jointly planning to finance rural water supply sector development strategy in 2006.
2.2.  Projects experience

The experience of other infrastructure projects in the country financed by donors shows that the successful achievement of the projects objectives depends on a number of specific elements: 
(a) a decentralized approach to decisions on local investments reduces bureaucracy, and reinforces local government accountability by devolving decision making authority close to the final beneficiaries;
(b) involvement of the local communities in decisions on local investments generates local ownership and reduces the risk of post-project loss of purpose and commitment;  
(c) even though one-time investments in a community can be useful,  a significant economic, social or institutional impact can only be achieved through supporting the local government over a number of years; 
(d) investments in local infrastructure and/or utility services need to be complemented with support to institutional development and strengthening  of local government capacities, and 
(e) adequate attention must be paid to take into account the lack of local capacity  and expertise in the  design of implementation arrangements keeping them as simple as possible.
(f) improved capacity of the public service provider over a number of years is required to have a sustained impact and to eliminate the likelihood of utilities falling back to the current cycle of low quality of service-low payments-lower quality of service

(g) involvement of international consultants, familiar with new efficient technologies, is required to introduce them in Kyrgyzstan 
3. The sector challenges and potential programs
The assistance to the sector by external aid agencies has mostly been limited to pilot or targeted projects. These projects have correctly identified the need for development of capacity at various governmental levels. However, more efforts need to be directed for sustained development of the sector and the ability to mobilize financial and technological resources to ensure sustainability. 

3.1.  Continued Sector Reform

The Government has already made significant changes to past sector policies and practices by partially decentralizing sector responsibility and introducing the principle of cost recovery. Insufficient availability of financial resources is a key constraint for future sector development. Raising the funding needed and using the scarce resources in the most cost effective way also require changes to present sector policies and institutional restructuring and strengthening. Diffused and overlapping responsibilities in managing infrastructure services inhibit coordinated and cost effective use of scarce resources. Present planning and design practices do not promote concentrating resources in the most priority needs and minimizing costs. Ambitious and inappropriate norms and standards need to be reconsidered. Financial and accounting systems, budgeting, tariff setting prevent transparent and efficient management of financial resources. It will also require the strengthening of the sector’s support industry to enable it to provide better equipment, materials, contracting and consulting services.  Most LSGs have been unable to adequately assume the new responsibilities due to the lack of necessary fiscal resources, technical means, and institutional capacities.  
Encouraging greater self-reliance and more effective management and delivery of local services by LSGs are important elements of the Government’s decentralization reform agenda. However, while political support is necessary and essential, it is not sufficient to guarantee sustainability.  The challenges to sustainability faced by local infrastructure sectors will need to be addressed over the medium term at the national and local levels, and through a combination of investment, policy reforms, and capacity building supported by the donor community.  The “March Revolution” destabilized the system of rent seeking an, therefore, provides an opportunity for the sector to improve the management practices with new “fresh” people and to introduce elements of good governance, including transparency and accountability. 
There is a clear need to establish a clear delineation of responsibilities to provide the basic infrastructure services, i.e. devolution of responsibility for sector management and operation to the lowest appropriate level of government and maximum involvement of individual communities and consumers. At the same time, the need for maintaining economies of scale needs to be taken into account.
A critical factor for sustainability lies in the successful reform of the fiscal framework, which is expected to be supported by the World Bank’s PRSC.  Successfully addressing weaknesses in the fiscal framework will help improve the resource base and decision making autonomy which LSGs will need to be able to manage local infrastructure services on a sustainable basis.  The diagnostic work for the PRSC is under preparation and will support short and medium term policy actions currently planned through 2007.  
Another element of sustainability lies in clear identification of basic level of service provision. It is widely accepted that the country is no longer able to maintain the same level of service provision as it used to enjoy during the previous historical epoch and there is a need to adjust the standards of service provision. 
3.2. Needs for Increasing Resource Mobilization

Enforcement strategy development. Unlike electricity and telephone services, water and sewage cut off procedures are quite complicated and expensive. In the case of multi-unit buildings, it is virtually impossible to cut off individual apartments from service. The network design in the building does not allow this. Utilities can and sometimes do cut-off the whole building which is not legally allowed.  In addition, cutting off of any type of user is expensive.  Although the utilities legally have the right to recoup this cost from the customer, in practice, this is very unlikely.  Therefore, the utilities need to weigh the potential financial benefits of recouping outstanding amounts against the costs of the enforcement strategy. At the same time, it may be beneficial for utilities as illustrative measures of non-paying consequences, with proper courts decisions enforcement mechanism is in place.
Cross Subsidization and Tariff. The existing tariff methodology for infrastructure services throughout the country is designed in such a way that businesses, enterprises and budget organizations partially subsidize private consumers. During Soviet times this method worked well when big industry enterprises were steadily working. After the collapse of the Soviet Union the vast majority of enterprises went out of business, closed, or went bankrupt.  The burden must be lifted from businesses and budget organizations in order to eliminate cross subsidization. 
The Government intends to introduce the policy that identifies full cost recovery from consumers as the only viable means of financing. Such a policy is widely recognized as the most efficient way to finance infrastructure services. Financing these services from government budgets rather than user charges does not make them cost less. It only shifts the burden from the individual user to the taxpayer and puts more pressure on the state budget. Therefore, the current practice of non-addressed subsidies has to be cancelled. Financing services from subsidies tends to lead to undesirable effects in terms of equity and incentives. Also, reliance on its customers for financial resources liberates utilities from the vagaries of municipal and national budgets and is essential for realistic financial planning. 

At the same time, in view of very limited financial capacity of the poor segment of the population and the already fully depreciated equipment, reliance on the full cost recovery as the sole source of financing the sector is clearly not possible. Without some assistance from the Government the already desperate situation in many parts of the country is not likely to improve. The financial policy for future sector development, at least in the short and medium terms, has to be based on three  pillars: (i) maximum cost recovery from population, but in harmony with its capacity to pay; and (ii) targeted Governmental subsidies for the most disadvantaged and poorest segment of the sector. 

As mentioned earlier, in frames of decentralization, the Government is gradually transferring the responsibilities and utilities assets to the local level of government. As a vitally important step in the process, the legislation of the country requires that the Government shall re-structure the existing debts of the transferred state enterprises at the expense of the republican budget as a necessary condition for the maintenance of their financial viability and stability. Therefore, the Government is legally bound to restructure the debt, and the municipality is not yet stuck with it. The Government’s reluctance to address the problem creates substantial impediments in progress of service provision devolution.
Improved financial management. There is a clear need to start putting in place a first set of steps necessary to halt and to the extent possible reverse the ongoing decline and put the utilities on a path towards financial recovery and long-term sustainability.  That may include basic pre-requirements and targets for improved financial management such as: (i) improvement of collection rates, (ii) introduction of better billing and accounting systems, (iii) where feasible, shift to metered, consumption-based billing. 
An important obstacle to more sustainable financial positions of utilities is the present accounting system and financial reporting conventions. These provide a distorted and misleading picture of the real financial situation. To make the financial condition more transparent, the Government should seriously consider introducing international standards for accounting (the amendments to the government resolution “On International Accounting Standards in the Kyrgyz Republic” of 28 February 2004, large and medium enterprises should implement IAS by 2005-2009), billing, and financial management reporting. 

3.3. Needs for Investments

The Government is facing major investment needs in the sector at a time when financial resources are scare. Even though international assistance offers a potential solution, the level of the assistance is very limited. Three main potential sources could be provide financing for the sector. First source would be the Government, but given the reduced financial capacity, this funding source is no more available. Second funding source would the international community, primarily through technical assistance and credit (grant) financing, which in the long run, would not suffice to finance the huge investment needs and also would be limited by the Government’s borrowing capacity and grant funds availability. The third and most important source of financing would be from the consumers, which through effective participation in management and user charges based on cost recovery would have to generate the funds required to finance if not capital investment but operation and maintenance required for sustainable infrastructure services delivery. 
Estimating a reasonably correct cost for improving basic utility services to adequate levels is very difficult, because of unreliable and inconclusive information on present service levels, state of dis-repair of existing systems and the definition of realistic level of service.  A very rough estimate of the investment levels required to provide a modest level of drinking water and sewage service based on the earlier estimates would be as follows: about US$50 million for further rehabilitation and expansion of rural water systems; about US$100 million for the rehabilitation of urban systems and to provide water by stand post to unserved people; about US$20 million to take first steps in providing services to the population of newly settled, densely populated urban areas; about US$50 million to rehabilitate and improve the performance of existing wastewater treatment plans. All together about US$220 million – would be needed to address only the highest priority and most urgent concerns in basic utility services. 

3.4. Increasing Private Sector Participation

A key element for future sector development is to make quality equipment and materials and good contracting services available for the sector. A strong sector support industry is an essential ingredient for good utility performance. Competition among private firms allows utilities to choose the best contract in terms of quality and cost. A private sector industry is evolving slowly in the country and these efforts have to be accelerated. The Government should facilitate and encourage development of (i) a responsive and efficient industry for the supply of quality equipment and materials, (ii) strong civil works contractors capable of providing quality services; (iii) potential utility management and operation by private operators and investors, particularly in the area of solid waste where it is already being done.
4. Donor Support Strategy for the Sector

The main objective of donors’ assistance would be to support Government’s broad sector reform efforts. The CSS recognizes that rehabilitating key service infrastructure and increasing the transparency and accountability of the central and local government authorities through extensive capacity building will be critical for successfully removing barriers to private sector development and promoting broad-based growth.

Specifically, donor community’s assistance to the sector would aim at: 
(i) improving the provision of basic infrastructure services to improve the health and living conditions standards of the population; 
(ii) promoting the sustainability of the sector through improved financial management and cost recovery; and 
(iii) improving the institutional capacity of both the local self-government and the municipal service providers to operate and maintain provision of the services. 

4.1. Areas for possible sectoral policy intervention priorities

· Delineation of responsibilities for provision of basic infrastructure services between different tiers of the government

· Strengthening government’s law implementation capacity (resolution of the utilities debt issue) 

· Improvement of financial viability (development of comprehensive tariff policy)

· Creating environment for private sector participation

· Improvement and streamlining of the social protection system

4.2. Areas for sectoral issues requiring consultation with civil society, private sector etc.

· Need for payment discipline, disconnection of non-payers

· Need for tariff increases

· Need for private sector participation

4.3. AAA that should be done in CSS preparation and should be considered in the CSS work program

· Assessment of urban poverty and urban infrastructure services

· Utilities institutional environment study

· Utilities tariff policy study

· Utilities subsidies and social protection study
4.4. Potential projects

· Bishkek and Osh Infrastructure Development Project (WB, USD 15 mln.)

· Small Town Infrastructure and Capacity Building Project II (follow up project – WB, USD 20 mln.)
· Community-Based Infrastructure Services Sector Project (follow-up project – ADB, USD 20 mln.)
Energy sector
1.   The Current Situation in the Sector 

Background, Economic, Social and Political Context

The energy sector is an important part of the Kyrgyz economy as it: (a) has underpinned the sectors that have contributed to the recent sustained economic growth such as gold production, agriculture and services; (b) has the potential to contribute further with exports of hydroelectricity, and (c) is essential for industry to function and for the economy to provide the employment that is so necessary in avoiding household poverty.  In addition, various studies have noted the importance of adequate and reliable supply of electricity in ensuring improved education, health service provision, general welfare of households, and poverty alleviation.  When electricity supply is unreliable (as it is more the case in the Kyrgyz Republic now than it was a few years ago), the poor pay a disproportionately high price, since they are the first ones to suffer from brown-outs and black-outs.  

Energy Resources 

The Kyrgyz Republic has considerable energy resources. Its hydroelectric resources are of the order of 26,000 MW of which only about 10% is exploited; and it also has coal reserves in the order of 1.2 billion tons. In addition, the country has a developed electricity transmission and distribution system which has ensured that 100% of the population has access to electricity. The country has a gas network covering the oblasts of Bishkek and Chui in the north and Osh and Jalalabad in the south.  
Key issues / Problems 


However, despite the resource base and developed infrastructure, the Kyrgyz Republic energy sector is facing a crisis in its energy security brought on by the following key problems: 
· Due to lack of proper investment in appropriate operations and maintenance, the energy asset base (especially transmission and distribution in both gas and electricity and thermal generation) has deteriorated and the system is experiencing high levels of technical losses (24% in electricity) and very low reliability of supply.  In fact, there is a serious risk of a major collapse of the system. The significant shift, since the early 1990s, in consumption structure away from industry and towards residential consumers has overloaded distribution networks. Moreover, commercial operations are extremely weak: there is extensive improper billing and under billing, low collection rates, and a high percentage of non-cash collections. Commercial losses accounted for about 36% of electricity distributed in 2004.

· Unfortunately, the traditional mechanism of meeting fossil fuel needs for thermal generation (where Kyrgyz Republic would receive fossil fuels in the winter in exchange for summer ‘exports’ of hydroelectricity associated with releases of water from Toktogul cascade for irrigation purposes) is no longer a dependable option. This is because the gas supplier in particular is not participating in the Inter-Governmental Irrigation Agreements (IGIAs) and is demanding cash for gas supply. In addition, the downstream countries are taking physical/investment measures that could make these countries not dependant on the timing of water releases from Toktogul cascade. The implications are that the Kyrgyz Republic will have to raise new resources to import fuels for the short to medium term, and invest in use of more coal in the energy system for the long term. 

· To compound the above problems, tariff levels are low relative to what is needed. It is estimated that just to rehabilitate the transmission and distribution networks to improve quality of service and reduce losses, tariffs need to be in the order of 2.66 cents/kWh (compared to current average domestic tariffs of 1.36 cents/kWh). Investments to develop new generation capacities and develop export potential will need additional tariff adjustments. 

2.   Lessons Learned

Previous Reform Efforts

The Government undertook reforms of the energy sector in two distinct phases. The first phase, during 1998-2000, was under the Power and District Heating Rehabilitation Project (PDHRP) financed by the World Bank, Asian Development Bank, European Bank for Reconstruction and Development, Swiss Government and other institutions. During this phase, modern energy and electricity laws were adopted to provide the legal underpinning for sector liberalization and further reform; an independent regulatory body – the State Energy Agency (SEA) – was created to promote commercialization of the utility and private sector interests. The erstwhile KyrgyzEnergo was corporatized, state share holding was reduced to just over 80%.

The second phase of the reform program was begun in late 2000 and was underpinned by the World Bank’s Consolidation Structural Adjustment Credit (CSAC), co-financed by the Swiss and Dutch Governments.  Improving the financial viability of the energy utilities (electricity and gas) was the fundamental aim of this reform program, and a two-track approach was pursued focusing on: (a) commercial efficiency improvement and tariff adjustment towards full cost recovery levels; and (b) private sector participation to bring the urgently needed investments and management know-how in order to halt deterioration of assets and improve operational performance in the sector.  Since private sector participation was envisaged in electricity and gas distribution, restructuring of the electricity and gas sectors was part of the reform program.  In addition, CSAC focused on improving the targeting and effectiveness of the social protection system to better protect the poor in light of energy sector reforms.  

Efforts under CSAC were supported by other development partners including the IMF, EBRD, ADB, UK DFID, Germany's KfW, Swiss SECO, and USAID.

The progress achieved under CSAC includes the following: 

· On tariffs, some adjustments of tariffs were made over 2000-2002. 

· On loss reduction, the Bank restructured the ongoing PDHRP and shifted some funds for metering and billing systems (2003), with cofinancing from Swiss SECO and KfW. 

· As regards restructuring and privatization, the erstwhile KyrgyzEnergo was unbundled into six electricity companies (one generation, one transmission and four distribution) and one district heating company in 2001. Moreover, to enable the concessioning of electricity distribution companies, which are joint stock companies majority owned by the state, the Concession Law was amended by the Parliament (2004).

However, there have been significant implementation problems, essentially since mid-2003. The adopted Medium Term Tariff Policy was not implemented for 2003, 2004 and 2005; and the parliamentary action to enable private sector participation (approval of Phase IV of Kyrgyzenergo Restructuring Program) was not approved; and measures to reduce commercial losses, e.g., prohibiting barter transactions, were not implemented. The Concept Paper on reform of the gas sector, which would have enabled private sector participation in that sector, was also not approved. The requisite actions on streamlining the social protections schemes (legislative changes to remove privileges and establish more effective measures) were not realized. Also the strengthening the regulatory agencies and making them more independent, was not realized. Due to these failures to proceed, CSAC was closed in December 2004 without releasing the 3rd tranche, and IDA funds of about US$17 millions which could have been used for, for example, social protection of the poor and needy were lost to the Kyrgyz Republic.

Lessons Learned


The Implementation Completion Report for CSAC identified that the key reform objectives of CSAC were not achieved on account of the inadequacy of time, ambitious nature of the reforms, lack of political will to implement the most difficult reform elements such as tariff adjustment and private sector participation, poor governance, and lack of institutional capacity. 

A political crisis in early 2005, which has taken until end-September to have a new government in place, has also contributed to lack of cohesion in terms of implementation of a resolute strategy for energy sector development. Nevertheless, the new government continues to place high priority on energy sector development and has asked the help of the international financial community to re-start the reform process. The World Bank is taking the lead in helping the government in this regard.

3.   Analytical and advisory services needed before and during CSS period 

Firstly, a comprehensive Energy Sector Development Strategy needs to be developed and used to build the consensus on key reform elements.  Secondly, a Heat Strategy Study is required to identify alternative and more effective options of supplying heat to the population.  Thirdly, there is an urgent need to design a new streamlined Social Protection Scheme for the energy sector.
4.   Sector policy priorities

As regards policy measures, the most urgent policy intervention is improvement of commercial and financial discipline by (i) stopping barters and offsets, (ii) allowing customer disconnections by eliminating political interference, (iii) unifying residential tariffs (in the context of upward tariff adjustments), (iv) and encouraging establishment of bonus systems for management and staff of distribution companies.

The second policy measure – improving financial viability of the sector – is crucial. There is a perception, sometimes encouraged by official statements, that electricity generation is very cheap in Kyrgyz Republic as it comes from hydroelectricity. However, resources are needed not for hydro generation, but to fund the costs of fossil fuel, maintenance and also the urgently needed capital investments, to restore the quality of service to acceptable levels and prevent collapse of the system. Tariff increases are politically and socially quite sensitive, and therefore to mitigate these sensitivities, first, a gradual approach to tariff increases could be taken, one that takes into account the speed of improving the quality of service as well as the affordability issues. Under such approach, gradual and small tariff increases would start in 2006 and reach the financial viability levels by 2010.  Second, a well designed social protection scheme (discussed later) should be put in place to protect the really vulnerable.

In the gas sector, current tariffs are closer to covering gas purchase costs and some operation and maintenance costs.  The focus in the gas sector is now on reduction of commercial losses and implementing tariff increases to account for increases in gas purchase price and allow at least minimum capital investments.

The third policy measure is private sector participation to attract investments and management “know-how” in electricity and gas distribution, and possibly in developing the export potential. For electricity and gas distribution, the investment needs are estimated at about USD 250 million in the distribution sub-sector alone over the next five to ten years.  The Government cannot bear the burden of such high investment levels; even if it could, it would be a wrong and unsustainable economic policy. The right options to achieve financial viability are appropriate pricing and enhancing operational efficiency of the system through the involvement of private investors in distribution (especially in urban areas) using a public-private partnership approach under a concession model.  

It is important to note that the World Bank and other development partners have developed a scheme to fund the capital expenditures as well as the social protection costs associated with the concession. Experience in other countries, including those very similar to the Kyrgyz Republic in terms of structure of economy and resource endowments, proves that such schemes can ensure both social objectives of affordable electricity by the population, especially poorer sections and commercial objectives of private investors. What is needed urgently is the parliamentary endorsement of private sector participation in electricity and gas distribution.  
The fourth policy measure is improvement and streamlining of the current social protection system.  Contrary to perceptions, we believe that there are enough funds allocated to protect the truly poor and vulnerable. For example, in addition to life line tariffs which all residential consumers enjoy whether rich or poor, there are five Republican government funded schemes (privileged consumers, socially protected prices, Unified Monthly Benefits, State Social Benefits, and additional payments for pensioners) and two Local Government-funded mechanisms (Housing allowances in Bishkek and Local government-funded privileges). As a consequence roughly 600,000 households in the country are receiving one or the other benefits for utility prices. Therefore, the issue is not lack of social protection, but one of streamlining it to ensure that: (i) the poorer/vulnerable segments of the population receive energy services deemed necessary for their livelihood in an affordable manner; (ii) service providers’ costs are covered in a timely and adequate manner; and (iii) since it is the government’s responsibility to guarantee financing of the costs of social protection, the state budget envisages financing of social protection.  Within the framework of reviewing the social protection mechanism, the needs of consumers of all kinds of heat carriers, including electricity, gas, coal and other heating materials need to be taken into account.  The new social protection schemes need to be financially sustainable in the mid-term in consideration of the projected tariff increases.

In order to develop and more importantly implement the energy sector strategy, several additional measures need to be taken to improve the institutional capacity and governance of the sector.

· The first is that the policy making responsibility with regard to energy sector should be vested in a senior member of the Cabinet. This is not to suggest the creation of an energy ministry, but rather this responsibility could be given to a Vice Prime Minister.

· Second, there is a need to strengthen the corporate governance functions of the State Property Fund. Historically, significant political interference has prohibited SPF from fulfilling its corporate governance/shareholder functions effectively. SPF should be empowered to: (i) choose competent management of electricity companies, if necessary on a competitive basis; (ii) enforce corporate governance rules and regulations such as selection of qualified and competent members of Boards of Directors, in a strict and transparent manner, ensuring the maintenance of proper accounts and getting these audited, and taking active part in resolving inter-company problems; and (iii) provide assistance to company management as necessary by using the resources at the disposal of SPF (e.g., the Technical Assistance Credit).

· Third, there is a need to strengthen the regulatory aspects of the sector. The donor community is disappointed at the removal of State Energy Agency (SEA) from the Government structure, and giving the functions to National Agency for Anti Monopoly Policy. On the contrary, the authority of SEA needs to be re-instated, and measures need to be taken to realize the financial independence of SEA as well as security of tenure of its regulatory commission, through legislative actions.

· Fourth, it is of critical importance to take measures to bring utmost transparency into the affairs of the energy sector. For example, there needs to be full transparency in the purchase of fuel (both coal and gas) and in the revenues generated from exports. Much of this is currently being done in a non-transparent manner.

5.   Sector issues requiring consultation with civil society and other stakeholders
The following issues will require consultant with civil society and other stakeholders 

1. Need for payment discipline, disconnection of non-payers

2. Need for tariff increases

3. Need for private sector participation

4. Contribution of the sector to economic growth and providing essential services to the public and businesses

6.   Possible investment opportunities
As regards investment measures, first and foremost, investments in electricity and gas distribution sub-sector are required to: (i) reduce commercial losses, with some investment in metering, billing systems, and changes in management practices; (ii) reduce technical losses, with investments in network strengthening.  The donor community could support the New Energy Loss Reduction Project (for electricity and gas sectors) and then begin preparation of a Concession Project for “Severelectro” distribution company.  
Second, generation investments are required including rehabilitation of Bishkek TETS I to use more coal.  In addition, there is a need to cover winter capacity deficit; options such as completion of Bishkek TETS II or further rehabilitation of Bishkek TETS I need to be considered. Increased thermal generation will require additional coal import or domestic coal mining projects; economic viability of these two options needs to be established. Furthermore, rehabilitation of hydro schemes such as Uch Kurgan should be explored to increase electricity availability in winter.

Third, to develop the potential for exports markets, advantage should be taken of the already available electricity surpluses in the summer especially if these are not required in neighboring Kazakhstan or Uzbekistan under Intergovernmental Irrigation Agreements.  There is a possibility of securing more lucrative and more long-term contracts for existing surpluses in South Asia. To capitalize on these opportunities, there is a need to cooperate more closely with Tajikistan and also invest in key transmission links and substations in the south of the country. 
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