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EXECUTIVE SUMMARY

1. Housing and utility reform is of critical importance if Russia is to complete the transition to a
market economy and realize sustainable fiscal stabilization. Although major reforms in the housing
sector have been introduced over the last few years, much effort is now required to implement
adequately the new policies. By contrast, reforms in the utility sector are just now beginning.
Reforms in the housing and utility sector are extremely complex and politically sensitive, and the
size of the accumulated distortions is such that it will take the Government time and significant
political will to achieve the main reform objectives and ensure that this outcome is sustainable.

2. This paper has been prepared as a follow-up to a 1995 World Bank report on housing sector
reforms in Russia. It documents major recent changes in the housing sector as well as ongoing
problems. While it examines many of the unresolved issues in the federal housing policy
framework, its primary operational focus is on the problems associated with reform
implementation by subnational governments.

3. Since late 1993, key pieces of a new regulatory framework for the housing sector have been
approved, cost recovery has increased from 2 percent to about 30 percent, more than a third of
eligible individual dwellings has been privatized, and about 70% of enterprise housing has been
divested to local governments. However, most of the urban housing stock in Russia is still either
owned or maintained by enterprises and/or local authorities. While households currently pay, on
average, less than 35 percent of actual costs for utilities and physical maintenance, subsidies for
housing and related utility services account for about 4 percent of GDP and 40 percent of
municipal budget expenditures. The situation is worsening as energy prices are liberalized and
enterprises divest their housing to local governments. The fiscal strain is so tight that subsidies are
increasingly unpaid, resulting in growing arrears to utility companies and rapid deterioration of the
housing stock due to insufficient maintenance.

4. Long term consequences include reduced incentives for investment in housing and local
services, major constraints to the development of a housing market, and growing social frustration
with the inability of local governments to provide basic public infrastructure and services. To be
successful, reforms in the housing and utilities sector need to push the financing, ownership, and
management of the housing stock increasingly into the private sector. This will require concerted
action in a number of different dimensions.

5. Tariff and regulatory reform. Long-term sustainability of housing reforms will require a
dramatic increase in cost recovery from households, together with measures that support cost
savings such as improved energy conservation. In addition, strengthening a regulatory framework
is critical to enable economic agents to respond efficiently to new market signals and thus make
increases in cost recovery sustainable. Box A contains the list of short term priority measures in
the area of housing sector regulations.



a Accelerate cost recovery. The federal government issued guidelines for full cost recovery
for housing and utility services by 2003. The authorities need to study methods for
accelerating the phase-in of cost recovery, and to ensure that tariffs reflect capital
depreciation as well as operating costs. One way of reducing the perceived political costs
is to establish an effective safety net. In addition, the federal government decided to
introduce a system of conditional federal transfers to encourage subnational authorities to
accelerate cost recovery for housing. It may make most sense to give priority to full cost
recovery for maintenance, to help expeditious privatization of this activity, and facilitate
rapid establishment of condominiums. The GOR should pursue a two-step strategy for
initiating full cost recovery. As a first step, cost recovery should be pushed up to 50-60%
without further delay. This will set the stage for completely different types of
developments in the sector; on one side, stronger private incentives will emerge in search
for cost savings, and on the other -- the real demand for social support could be accurately
identified and the needs for further tariff increases could be properly estimated. Thus the
second step of the tariff refonn could be more adequately planned and managed.
Achieving overall cost recovery of 50% in 1998 seems feasible. To achieve this goal,
however, will require substantial effort to improve payment collections, reduce budget
arrears, expand metering, and control utility tariffs.

Box A. Federal priorities in the area of housing sector re2ulation.

* Approve amendments to the Housing Privatization Law on time limits for free housing
privatization by tenants.

* Complete preparation and approve the Mortgage Law.
* Introduce changes in the Federal Energy Commission's Charter in order to strengthen the

FEC's role in monitoring and supporting the activity of Regional Energy Commissions with
respect to heat and hot water tariff regulation. The Charter should also provide for a conflict
resolution facility regarding regional heat tariff regulation. Appropriate amendments to the
relevant laws should be introduced as well.

* Develop detailed guidelines for Regional Energy Commissions, to be used for heat and hot
water tariff setting. Approve a detailed standard format for reporting a cost structure of tariffs
by utility providers.

a Approve new regulations on heat, hot water, and other utility payments, in order to promote
both meter installation and the introduction of billing by metering.

* Issue a government resolution that allows municipal govemments, until consumption is
metered, to revise consumption norms based on sample surveys of actual consumption. Issue
recommendations with respect to the organization of such surveys.

* Issue a government resolution for the creation of a new fiscal and regulatory frarnework for
enterprise housing divestiture. The framework should force regional governments to
accelerate divestiture, streamline divestiture procedures, initiate housing divestiture by public
enterprises in the defense and railroad industries, and modify the existing system of federal
support to municipalities that accept enterprise housing.

* Approve new enforcement procedures with respect to housing evictions in cases of non-
payment. The procedures should recommend municipalities to set up local administrative (out
of court) commissions for preliminary consideration and negotiation of resident arrears.
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* Review the existing system of housing payment benefits and develop a time table that
provides for their gradual phase-out and compensation, when justified, for recipients
through cash transfers and wage adjustments. Adjust the system of housing investment
subsidies as a part of this process.

* Issue new federal guidelines for condominium registration, which would set simplified
procedures for such registration.

* Issue federal guidelines to clarify condominiums' rights to use and own adjoining land.
* Prepare a new draft Law on Urban Land Zoning and submit it to the Duma.
* Introduce amendments to the building regulations that would simplify installation and use

of block boilers.
* Develop a model management contract for local utilities that would help subnational

govemments strengthen corporate governance in the utility sector.
* Develop a system of model contracts to facilitate new contractual relationships at the local

level between housing owners, renters, and providers of maintenance and utility services.
* Strengthen coordination of federal agencies and clarify their mandates with respect to

housing reforms, including responsibilities for setting policy targets, implementation and
monitoring. This objective includes the clarification of the roles of the Ministry of
Economy, the Construction Committee, the Federal Energy Commission, the Committee on
Standards, and the Antimonopoly Committee.

* Introduce a new statistical framework that will support the regular collection and analysis
of data on major developments in the housing sector in Russia, including data on housing
and utility costs, tariffs and subsidies, household payments and arrears, housing
privatization and divestiture, and private sector participation.

Introduce metering. Expanded metering of utility services is a critical tool for ensuring a
steady increase in cost recovery. Metering of heat and water consumption would facilitate
the introduction of appropriate pricing and strengthen incentives for energy efficiency.
Progress in this area will require: (a) additional technical work to address engineering
issues related to the design of Russian apartment buildings. In many cases, metering may
have to be done at the building rather than apartment level, at least initially; (b) adoption
of new billing procedures based on actual consumption; and (c) a new regulatory
environment for district heating companies which incorporates information on actual
consumption for tariff setting.

* Improved utility regulation. Effective regulation of utilities is just beginning. With
support from the Bank, a Federal Energy Commission has been established, but it needs to
be staffed adequately and given appropriate powers. Regional Energy Commissions,
which will be required to do much of the regulation of household-level utility delivery,
have also been established but are much weaker and need substantial strengthening. The
Government has to develop a number of supporting instructions and model documents,
designed to facilitate the transition to new forms of contracting, regulation, and utility
ownership at the subnational level, as well as encourage competition and new entry.
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* Restructuring monopolies. Currently, the companies in electricity, gas and local utilities
are monopolies with unclear ownership, corporate governance, and financing regimes.
Restructuring these industries will improve their governance, increase their efficiency, and
rationalize investment financing. The Government is committed to designing a medium-
term program to facilitate demonopolization and restructuring.

6. Legal, institutional, and financial aspects. Expanding private participation requires the
clarification of the respective roles of the public and private sectors in housing. Currently,
these roles are not fully separated. The major problem derives from over-expanded
governrment involvement in the sector, which hinders expansion of private participation.
Better clarification, codification, and enforcement of private ownership rights are also needed,
as well as institutional and financial measures to support the enforcement of these rights.

* Clarify public sector role. While the public sector will continue to play a substantial role
in the housing sector, its current over-expanded involvement in financing, ownership,
production, and procurement should be fundamentally reduced. The goal should be
minimal public ownership of housing, with financing confined to a social safety net
function. At the same time, core public functions such as regulation and contract
enforcement should be strengthened. Allocation of responsibilities between various
govermment levels must also be clarified, in particular in areas of utility regulation and
tariff setting.

* Accelerate pivatization. Technically, about half of the housing stock is already owned by
tenants, although most of this private housing is still maintained by local governments that
also pay for about 70% of utility costs and continue to own building structures. The
remaining housing stock has not been privatized because tenants see no or little advantage
-- despite the fact that privatization is basically free. These tenants in effect have lifetime
tenure over their public apartments, and they fear that if they privatize their apartments
they will face high property taxes and/or increased utility or maintenance tariffs. The
government needs to take steps to accelerate the privatization process. Approaches to be
considered include: (a) a clear policy decision and implementing regulations, combined
with a public awareness campaign, to ensure that private owners do not face higher cost
recovery levels than renters; and (b) a time limit of perhaps one year for remaining tenants
to privatize their apartments at no cost, after which the cost of privatization would
increase substantially.

* Create condominiums Since most housing in Russia is in multi-unit buildings, effective
private ownership must involve the creation of homeowners associations, preferably in the
form of condominiums, which provides a framework for full ownership of building
structures to individual! apartment owners as a group. A condominium law has been
adopted by the Duma, and condominiums have emerged in a few cities, but much more
remains to be done. In particular, regulatory and tariff policies at the local level need to be
established in such a way that the formation of condominium associations is simplified and
encouraged. To this end, it is important that condominium members not pay higher rates
than others for utilities and maintenance and have equal access to housing allowances.
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* Compefitive bidding for maintenance The quality of housing maintenance is very poor,
and this is partly because most of the housing stock is maintained by public-sector housing
maintenance departments. Some cities are beginning to bid out maintenance of some of
the housing stock they owe and/or manage through competitive tenders. In cases where
these tenders are structured appropriately, the quality of housing maintenance has
increased (along with resident satisfaction), while costs have declined. In the most
progressive cities, condominium associations have even been allowed to use these cost
savings to carry out overdue capital repairs to the buildings. A framework needs to be
established so that cities have both the ability and incentive to accelerate the creation of a
competitive market in housing maintenance.

* Reallocation of the housing stock Historically, non-market allocation of new housing
and large housing maintenance subsidies in the FSU distorted the distribution of the
housing stock. In particular, the existing housing stock distribution has a weak correlation
with household income distribution. The elimination of these distortions could result in
essential efficiency gains. For instance, a substantial portion of the overall housing demand
in Russia could be met without new construction but through re-allocation of the existing
stock through market transactions. In addition to moving as quickly as possible to full cost
recovery, the government should consider steps to improve the population's confidence in
housing markets, for example: (i) strengthening the registration of housing market
transactions; (ii) reducing the taxation of transactions with real estate; and (iii)
strengthening procedures for contract enforcement and conflict resolution. The old
practice of free allocation of new housing should be largely reduced because it undermines
household incentives to look for new housing through market channels.

* Housing finance Improving and expanding the housing stock will require a well
functioning housing finance market. Due to prevailing low cash wages and high interest
rates, new housing and major housing rehabilitation is unaffordable for most families, and
high inflation rates in the recent past have made it difficult to devise appropriate financing
schemes. However, as real incomes rise and inflation falls, demand for mortgage financing
will increase over the coming years. A mortgage law has now been adopted by the Duma,
and banks are beginning to show increasing interest in this type of lending. Lowering real
interest rates through a consolidation of macroeconomic stabilization as well as phasing
out free allocation of new housing are now the priority. The government has also
established a quasi-public Mortgage Lending Agency designed to stimulate a secondary
market in private-sector mortgages. The secondary market has been helpful to the
development of an efficient housing finance sector in several market economies, but it is
not clear that it could play a helpful role in Russia, and its development at this stage seems
premature. Irnproving the infrastructure for the housing market (see previous paragraph)
would be of aL higher priority.

7. Enterprise reform". Social asset divestiture is essential if enterprises are to focus on their core
production activities and make financial and managerial calculations based solely on profit and
loss considerations. However, without reforms to bring housing costs under control, local
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governments are reluctant to accept responsibility for enterprise housing and assume the
associated fiscal burden. The situation is particularly acute in one-industry towns, where
depressed economic conditions require accelerated divestiture, but local authorities have
insufficient budgets and in addition little or no experience in providing housing and social services.
Ideally, housing would be privatized automatically to tenants upon divestiture from the
enterprises, but this is not done for a number of legal and historical reasons. Instead, the current
policy is to transfer temporarily the unprivatized housing to the balance sheet of local
governments. This is a entirely reasonable transitional strategy given the importance of facilitating
enterprise restructuring. However, the current challenge is to find strong incentives to privatize
apartments, establish condominiums and achieve full cost recovery for utilities in the divested
housing as rapidly as possible.

8. Social aspects. While an increase in cost recovery through market-based user charges is
urgently needed, the rate at which subsidies are eliminated must take account of adjustments in
real wages and the capacity of local governments to provide income support to the most needy
households.

* Safety net for the poor. The Federal Government has issued guidelines for housing
allowance programs that assist poor families. These programs are operational in some
cities, but their effectiveness across the country needs to be enhanced significantly as cost
recovery for housing services is accelerated. An effort is required to gather information
on experience so far and disseminate best practice. In addition, the situation must be
monitored as increased tariffs are phased in so that the cost of funding and administering
these programs does not exceed the fiscal gain from higher cost recovery.

. Benefits in housing payments. The existing pricing system in housing is quite
discriminatory, in that it treats many groups of residents differently, depending on social
characteristics (such as professional occupation) that are not correlated with poverty
incidence. It is estimated that more than 60% of households receive some housing
benefits beyond the universal subsidization of utilities and maintenance. At the same time,
many residents are affected by restricted access to basic income support and/or are forced
to pay much higher than average rates for services. Strengthening the mechanisms of
targeted income support for needy households should coincide with the phasing out of
most counter-equalizing housing benefits and with the elimination of all forms of resident
discrimination in the area of housing payments. The Government should develop a time
table that provides for the gradual elimination of non-cash benefits and compensate their
recipients, when justified, through a combination of cash transfers, wage adjustments for
public servants, and investment subsidies.

* Wage adjustment. Full cost recovery in housing will lead to a major shift in a
composition of household expenditures and will be sustainable only if in the longer term it
is accompanied by adequate adjustments in cash wages. Careful attention needs to be
given to labor market developments in order to ensure that some of the savings from
reduced public subsidies filters down to households, through some combination of higher
wages and lower taxes, so that households will be able to afford the actual costs of
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housing services. Currently, the major risk in the area of wage policy is associated with the
fragmentation of the labor market, which has as a consequence a growth of barterization
and non-cash forms of labor compensation. The situation should be monitored very
carefully.

9. Fiscal reforms. The existing fiscal arrangements at the subnational level do not provide local
governments with sufficient incentives to look for expenditure rationalization and budget savings.
Thus the objectives of housing sector reforms will not be achieved without major efforts to
accelerate fiscal reforms in order to make the existing fiscal arrangements more transparent and
predictable.

* Budget management. There is a risk that expected fiscal gains from the proposed
housing reforns will not materialize until they are accompanied by a strong push towards
more sustainable subnational budget practices in the areas of budget preparation,
execution, and reporting.. Under the current, mainly unreformed and distorted state of
subnational budgets, it is quite likely that reduction in housing subsidies will not lead to
stabilization of local finance but instead will end up in the incremental funding of other
poorly justified budget programs.

- Fiscal federalism issues. At the moment, municipal incentives for budgetary saving are
undermined by unresolved issues of inter-govermment fiscal relations. The problems are
substantial at two levels -- in relations between the federal government and regions and in
relations between regions and municipalities. The lack of a transparent fiscal framework
results in weak municipal autonomy, and prevents regional and municipal authorities from
developing a mutually beneficial reform strategy. In the long term, establishment of more
transparent and predictable fiscal arrangements between various levels of government will
be needed to provide stronger incentives for budget savings through the implementation of
housing reforms. The Govermnent should continue its efforts to establish an adequate
framework for fiscal federalism by expanding and developing the provisions of the draft
Tax and Budget Codes, and providing the relevant enforcement mechanisms.

10. Subnational government incentives. The future pace of housing reforms in the short term
will depend on how quickly the proper local government incentives evolve. The federal
government has a set of fiscal and legal instruments to influence this evolution though the
enforcement of stricter compliance with federal guidelines. However, the future rate of housing
reforms will vary substantially across municipalities. This variation reflects regional differences in
real incomes, institutional capacity, and political situation. Given this variation, the federal
government should compliment its strategy of establishing general requirements for the speed of
housing reforms, with special incentives for those subnational governments that are ready to phase
in reforms at an accelerated pace. The Government should find a way to reward those
municipalities which are ready to push reforms more aggressively than the rest of the country.
This strategy could be implemented through the establishment of the Regional Reform Fund, a
new channel of federal transfers to support the most advanced reformers among subnational
governments.
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HOUSING AND UTILITY SERVICES IN RUSSIA:
POLICY PRIORrrITES FOR THE NEXT STAGE OF REFORMS

IINTRODUCTION

Acceleration of housing and utility reforms is of critical importance if Russia is to complete
the transition to a market economy and realize sustainable fiscal stabilization. Although major
reforms in the housing sector have been introduced over the last few years, much effort is now
required to adequately implement the new policies. By contrast, reforms in the utility sector are
just now beginning.

Several specific factors contribute to the importance of housing reforms in the Russian
transition process:

* fiscal impact: subsidies to the housing sector are by far the largest single component of sub-
national budgets and the largest type of subsidies remaining in the fiscal system; thus,
sustainable fiscal stabilization requires that the current fiscal burden of housing subsidies be
substantially reduced;

* social impact: accumulation of fiscal pressures under the current system causes the
deterioration of the housing stock and living conditions of the majority of the population. This
deterioration has become a source of growing social frustration;

* impact on econonnic growth: the share of the housing and housing utility sectors in the total
stock of reproducible assets in the economy amounts to about 25%; it determines potential
prominence of impact of sectoral restructuring on economic growth. Moreover, the existing
structure of both the housing stock and household preferences is such that, if a proper
incentive regime is provided, investments in housing construction and housing rehabilitation
may become an essential driving force for Russia's economic recovery;

- ecological impact: a distorted incentive structure and weak utility regulation and management
lead to a situation in which municipal utilities, especially heat providers, become a major
source of air and vvater pollution.

The complexity of the housing reforms in Russia, as in most transitional economies, is
determined by the multi-dimensional nature of the housing problem; by the immense size of the
accumulated distortions in the sector; and by the political sensitivity of issues of housing prices
and housing ownership in the post-socialist society (Martinot, 1997). To be successful, the
housing reform strategy needs to push the financing, ownership, and management of the housing
stock increasingly into the private sector. This will require coordinated actions in a number of
different areas:

* Tariff and regulatory reform
* Privatization and new private entry
* Legal reform and institution building
* Enterprise reform
* Strengthening the social safety net
* Inter-governmenl: fiscal reform
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This paper provides an overview of the major policy issues in the sector and outlines the
direction for further reform efforts in the medium termi. The paper has been prepared as a follow-
up to a major World Bank report on housing sector reforms in Russia (World Bank, 1995a). That
report provided a detailed review of the main distortions that had accumulated in housing during
the Soviet period as well as of the first reform efforts undertaken by the Government in 1991-
1993. The report also spelled out a broad strategy for accelerating sectoral reforms, with a
special emphasis on long term measures such as housing privatization, including privatization of
urban land and the construction industry; the establishment of a financial system for new housing
construction; reforms in the urban regulation system; the restructuring of municipal finance; and
reorganization of public housing management.

This paper's objective is to report major changes that have occurred since the preparation
of the previous Bank report as well as to spell out the principal remaining problems. This paper,
however, has a more operational focus: while it examines many of the unresolved issues in the
federal housing policy framework, the paper's primary purpose is to discuss problems associated
with reform implementation on the regional and municipal level.

The paper has a relatively limited time horizon; it concentrates on the medium term
priorities and, in a number of cases, considers transitional strategies that correspond to these
priorities. In particular, the paper focuses on reforms associated with the existing housing stock,
particularly those reforms which could accelerate: (i) clarification of property rights, (ii)
achievement of efficiency gains in maintenance and utility provision, (iii) reduction in budget
subsidies and introduction of cost-effective mechanisms of budget support, and (iv) market-based
reallocation of housing. In this sense, the paper is entirely focused on the current stage of the
reform process. Reforms in the housing and utility sector are extremely complex and politically
sensitive, so it will take the Government several stages and significant political will to achieve the
main reform objectives and ensure that this outcome is sustainable. Some new policy problems of
a long- term nature (such as rent control) will inevitably emerge later on, and such problems are
not necessarily covered adequately in the discussion below.

Also relatively less attention is paid to the problems of new housing construction. Such a
bias towards the existing versus the new housing reflects the actual policy priorities of the
Government: normalization of the budget process is the top priority for the GOR in the short
term because the major risk to stabilization lies right now in the fiscal area. Thus, the existing
fiscal burden in the housing sector is the primary concern for the GOR. In addition, most of
Russia's problems regarding new housing construction are quite typical of developing countries,
thus traditional, well-known solutions could be used to address these problems (World Bank,
1993)2. In contrast, many problems in housing maintenance are specific to Russia and some other
post-socialist countries, and as such they require a more detailed analysis.

lA detailed overview of the major developments in the Russian housing sector over 1990-1996 can be found in
Struyk (1996, Chapter 6) and Struyk (1997).

2 In summary, the traditional strategy would underline the necessity of macroeconomic stabilization, introduction of
supportive building and land use regulations, encouragement of mortgage lending, strong contact enforcement practices,
relevant incentives for household savings, and a competitive construction industry being able to respond flexibly to changes in
consumer demand.
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L. HOUSING REFORM IN TRANSITION ECONOMIES

Russia's experience to date

Given the overall fragility of the Russian reform process and significant delays with
macroeconomic stabilization, one might expect that Russia would not be able to make any
substantial progress in reforming its housing sector. In fact, Russia's actual progress with housing
reforms has been quite good (Renaud, 1995; Struyk, 1996, Chapter 6). Since late 1993, key
pieces of the regulatory framework have been approved, cost recovery has increased from less
than 2% to about 30%, and a program of housing allowances -- Russia's first locally operated
means-tested income support program -- has been implemented by municipalities across the
country. In addition, more than a third of eligible municipal housing has been privatized. Lastly, a
number of cities have separated the functions of municipal housing management from housing
maintenance.

At the same time, only recently have housing issues become a policy priority for the GOR,
which has been preoccupied with major stabilization tasks. The housing reform agenda did not
have real ownership at the federal level. Moreover, according to the new constitution of 1993,
the housing sector falls under municipal responsibility while the federal government has very
limited opportunity for direct interventions in this area. The implementation of the federal laws
and regulations approved before 1997 has in many cases been unsatisfactory. Regional and
municipal governments made uneven progress in the implementation of federal housing policy
guidelines. They were generally incapable of making a real breakthrough on institutional reforms,
especially in the areas of competitive maintenance, condominium creation and the strengthening of
utility regulation and supervision. These problems with implementation derive from the lack of
proper incentives at the subnational level and from a shortage of skills and institutional capacity
for handling such complicated and politically sensitive reforms.

The Russian Government has identified the housing sector as one of the major structural
reform priorities in its Medium-Term Program for 1997-20003. The Presidential address to the
Federal Assembly of March 3, 1997 and decree No. 425 of April 28, 1997 outlined a
comprehensive concept of housing reforms for the period 1997-20034. In particular, the concept
stipulates the major directions of reform: (i) restructuring of the managing system in the housing
sector; (ii) demonopolization and facilitation of competition for maintenance and communal
services; (iii) reform of the tariff system and phasing out of most subsidies in the sector by 2003;
and (iv) strengthening the social safety net.

During the summer of 1997 the GOR took some important first steps in implementing this
program. A number of significant decisions have been approved, including: (i) establishment of
the - Government Commission on Housing Reforms chaired by First Deputy Prime Minister
Nemtsov; (ii) amendments to the system of allocating federal budget transfers across regions, in

3Approved by Government Resolution No. 360 of 03/31/97.
4The Presidential decree No. 528 of 05/27/97 introduced several important amendments to the concept.
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order to encourage regions to facilitate housing reforms 5; (iii) preparation of the draft program
on demonopolization in the housing sector; (iv) establishment of a system of federal housing
standards, which will provide local governments with explicit benchmarks for housing reform
implementation and budget savings; (v) new steps to strengthen the Federal Energy Commission
and expand the regulatory framework concerning energy tariffs, including residential tariffs for
heat and hot water; and (vi) establishment of experimental, accelerated housing reforms in 14
cities. As a result, average housing (utility and maintenance) prices charged to households have
risen by 15 percent in real terms as of the end of September 1997, compared to the end of 1996.
Later in 1997, the GOR prepared the draft Law "On Amendments and Additions to the Housing
Code", which intends to incorporate many basic changes in the legal framework.

In summary, the current situation in housing reforms is characterized by the establishment
of a developed regulatory framework at the federal level, and by some positive experiences in
advancing the sector's transformation in some municipalities across Russia. However, the
dissemination of such experience is progressing quite slowly, as many municipalities seems to
have no real incentives either to follow federal guidelines or utilize available best practice. Thus,
the situation of the current stage of the housing reforms is such that, given proper changes in local
governments' incentives, there is a real window of opportunity to expand the reform
implementation quite aggressively, based on the regulatory system and experience accumulated to
date in both Russia and other economies in transition.

Lessons learned from housing reforms in other economies in transition

Housing reforms have proved to be quite a difficult component of the overall refonn
package in economies in transition. Even in the most successful reforming countries in Eastern
Europe, the phase-out of housing subsidies and rent control has lagged behind most other
components of price liberalization. Progress with housing privatization in the region has also been
quite uneven. These delays can be explained by two major factors -- the extreme political
sensitivity of housing issues in post-socialist economies and the diversity of distortions that have
accumulated in the sector. Before the start of reforms, the typical level of cost, recovery in
municipal housing was less than 50%, and an essential portion of overall subsidies was provided
through cross-subsidization. Most urban housing was publicly owned6, and local markets for
housing maintenance were monopolized by single providers of services (Herrling, 1996).

While the results of housing reforms to date vary substantially across the region, it seems
indicative that even in countries with the most radical approach to housing transformations (such
as the Czech Republic, Estonia, Slovenia) the process is still quite far from completion. In
particular, such advanced reformers have still not completed the phase-out of housing subsidies7.
While these countries eliminated all housing subsidies fimded from their central governments'

5 Approved by Government Resolution No. 621 of 05/26197
6 Bulgaria and Hungary were the countries with the highest incidence of individually owned housing, amounting to 84 and 71
percent of the total housing stock, respectively, including that in rural areas (Struyk, 1996, p.8).

7 It is worth mentioning that, for instance, in Poland, which is usually considered to be a model of the radical approach to
stabilization and price liberalization, housing refoTms were substantially delayed, and in 1995 cost recovery in the sector was
still below 50% (Mikelsons et al., 1996).
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budgets, remaining subsidies to housing residents are provided by local governments, especially
through cross-subsidization of residential tariffs (Freund & Wallich, 1995; Lippmaa, 1996;
Schneider, 1997). Devolution of the responsibility for housing reforms to the local level has led
to variation in both the speed and path of reforms across municipalities, as well as the
preservation of implicit subsidization of local utilities.

Major lessons which can be drawn from the experience of the most advanced CEE
reformers include:

• Housing reforms were a part of the "second wave" of reforms. Over the first years of
transition, subsidize(d housing provided a social valve that mitigated the effect of other reforms
and supported social stability. The acceleration of housing reforms usually occurred when
other reforms had taken hold and the economic situation had begun to stabilize (Herrling,
1996).

• Municipal governments received much more responsibility for the, actual implementation of
reforms in the housing sector. Decentralization of authority is most evident in the cases of (i)
setting the cost recovery level for residential maintenance and energy tariffs; (ii) apartment
privatization (setting unit prices and handling registration); (iii) administration of housing
allowance programs; and (iv) regulation of new private entry in housing maintenance.

* Increases in cost recovery were introduced gradually, based on clearly designed stages and
intermediary targets. Cost recovery in housing maintenance, where there is more room for
competition and quick efficiency gains, was phased in faster than in energy utilities.

e The structure of the housing stock in most Eastern European and Baltic countries was quite
different from that in Russia, and this helped governments to build public support for phasing
out housing subsidies. The provision of pre-reform housing subsidies had a limited coverage,
and households in private housing8 traditionally covered all housing costs on their own. Thus,
elimination of subsidies in the former municipal housing sector did not affect a large portion of
population and could be justified on equity grounds.

* Central govermments introduced housing allowance programs very early in the reform process.
The programs are means-tested and locally administrated with the capacity to provide
allowances to 10-20% of households. In a few cases (Hungary, Poland, Slovenia), the
efficiency of the programs was affected by a poorly designed system of intergovernmental
budget transfers, by which poor municipalities were supposed to share the fiscal burden with
their respective Central governments (Hegedus & Tosics; 1996; Struyk, 1996).

e Privatization of muniicipal housing was very dynamic and, generally, was mandated to be held
at prices much lower than market costs. Privatization helped to increase population mobility
and also reduced dlemand for new housing. However, privatization did not have a direct

For instance, more than half of all households in Czech Republic were not eligible for housing subsidies
(Schneider, 1997).
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immediate impact on cost recovery and the overall fiscal burden. Privatization proved to be a
necessary step for changing institutional arrangements in housing maintenance and utility
service provision. Such institutional changes, however, need time to develop, and the actual
path of developments in areas of, for instance, condominium creation and competitive
maintenance depends heavily on a number of country specific institutional and social factors.

• In comparison with the FSU, divestiture of enterprise housing was completed very quickly and
seems never to have been a real policy issue. This difference was associated with a combined
effect of a few important factors: (i) the low incidence of enterprise housing in the overall
housing stock; (ii) a much smaller fiscal burden for municipalities due to a lower subsidization
level 9; (iii) more radical character of the enterprise reform.

e Mortgage lending for new housing construction and purchases has been introduced but
expansion of actual lending has been slow in most cases. This development demonstrates that
lower interest rates, introduction of national mortgage laws, and housing privatization are
necessary but still insufficient conditions for long-term mortgage financing. In countries such
as the Czech and Slovak Republics, Estonia and Lithuania, banks have hesitated to make
mortgages available, mainly due to the inability of the legal system to enforce compliance with
foreclosure rules (World Bank, 1996b; Struyk, 1996). The overall stock of mortgage based
loans is generally larger in Hungary and Slovenia (Hegedus & Tosics, 1996; Struyk, 1996),
where the lending system was established under socialism. There is few newly issued
mortgages in these countries.

9 It seems that, in contrast to Russia and other CIS countries, the overall cost recovery in housing in the CEE did not fall below
30-35%. The available estimates for particular countries show that in the early 90s the volume of their budgeted housing
subsidies was limnited to 1% of GDP (Herring, 1996; Struyk, 1996).
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II. KEY SECTORAL ISSUES AND POLICY CHALLENGES

The necessity of accelerating cost recovery

Long-term sustainability of housing reforms in Russia will require a dramatic increase in
cost recovery from households. On average, Russian households paid less than 25 percent of
actual costs for utilities and physical maintenance in early 199710. As a consequence, explicit
budgeted subsidies for housing and related utility services currently account for about 3 percent of
GDP and 40 percent of municipal budget expenditures". Additionally, in recent years
municipalities have accumulated large budget arrears to maintenance and utility providers,
amounting to about 25-30 percent of the volume of cash subsidies. During the period of high
inflation, the stock of budget arrears to utilities has been constantly eroded by inflation, and
therefore has been much less noticeable. Since inflation has been suppressed, arrears have
become explicit. As a result, the arrears stock helps to give a more accurate picture of current
municipal liabilities in housing. As it shown in Table 1, direct underfinancing of needed
expenditures is also significant. For instance, real volume of capital repair in housing experienced
four-folds decline over 1990-96.

1. Households _ ___ 1.5
2. Total subsidies 4.0

o: _._Local budgets 3.0
Enterprises 0.5
Cross subsidies to households from 0.5
industrial users

A3. Total actual f ing (=1+2) 5.5
4. Budget arrears to utilities 1.0
5. Underfunding of maintenance and capital 1.0

repair
Total financial requirement in the housing 7.5
sector (=3+4+5) 

* Source: staff estimates.

Expenditures on housing by formerly state-owned enterprises, together with cross-subsidies
in utility tariffs, constitute an additional implicit public subsidy. Total cash subsidies are estimated
to amount to $US 20 bn a year. The municipal budget situation is worsening as enterprises divest

' By the estimates of the Gosstroi (Committee on Construction and Housing), cost recovery increased to an average of 30% in
the summer of 1997. This estimate should be considered as a rough proxy because there are no reliable national statistics on
actual costs and housing payments in Russia.
lThe current reporting format for Russian budget expenditure does not fully distinguish between housing subsidies and

expenditure on urban development. Thus, there is a substantial uncertainty about the total actual amount spent on housing
subsidies.
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their housing to local governments and as cross-subsidies in energy tariffs are reduced. The fiscal
strain leads to insufficient maintenance and repair and to deterioration of the housing stock, and
weakens corporate governance of utility companies.

Earlier in 1993, the federal government issued guidelines requiring full cost recovery for
housing and utility services by 1998. Because of pressure from the Duma, these guidelines were
amended later to extend the period for another five years, to 2003. The recent Decrees No. 425
and No. 528 confirmed the objective of completing the elimination of subsidies in the sector by
2003. In addition, residential prices for electricity supply are to be increased to full cost of service
by the year 2000, and wholesale gas prices for residential customers are to equal industrial
wholesale prices by the end of 199812. The government has agreed to develop a program to phase
out subsidies in the markups for retail gas distribution. The GOR Housing Concept document also
recommends to municipalities that cost recovery should be phased in faster for households that
own more than one dwelling and for those who live in large apartments, i.e. in apartments which
are substantially bigger than the existing social standard of 42 sq. meters for a family of two, 54
sq. meters for a family of 3, etc.

This ambitious task will require coordinated efforts by various government agencies.
Subsidy elimination in Russian housing could be achieved if the problem is addressed
simultaneously from both ends: by steadily rising real residential tariffs and by introducing a
regulatory framework that stimulates efficiency gains and reduction in actual costs. Due to the
high energy inefficiency of the housing stock design and the lack of adequate incentives,'3 the
energy-related cost component makes for about two thirds of the current total housing costs.
Therefore reducing energy consumption must be a priority if housing is to remain affordable for
households and cities. Strengthening utility regulation, improving corporate governance of utility
companies, and introducing proper incentives for households and cities to invest in energy
conservation will help to reduce energy consumption.

Another way of reducing the perceived political costs is to ensure the existence of an
effective safety net (see below). In addition, given that responsibility for the housing sector
remains with municipal governments, the federal government has to find an appropriate
combination of incentives to encourage regions and cities to accelerate cost recovery for housing.
A detailed survey of effective utility tariffs revealed a great cross-regional variation in residential
utility tariffs (Institute of Urban Economy, 1995). For instance, while the average heat tariff in
Russia amounted to US 8 cents per 1 sq. meter of housing per month in August of 1995, this tariff
varied from 1.2 to 16.8 cents across the temperate regions of European Russia (i.e. within the
same climate zone). This 14-fold gap results from the combined effect of three factors: (i)
variation in heating costs; (ii) different tightness of regional utility regulation (see below), and (iii)
variation in local government policy for tariff cost recovery by residents.

1
2 GOR Resolutions No. 389 of 04/03/97 and 09126/97.
3 Energy consumption in a typical Russian apartment building is 2-3 times higher than in market economies with comparable

climate conditions (Martinot, 1997). Also, average per capita water consumption in Russian cities exceeds 300 liters per
day, while in market economies it amounts to 150-200 liters (Sbornik Materialov..., 1997, p. 15 1).
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The experience of Eastern Europe suggests that it makes sense to phase in fuill cost
recovery at a varying pace across different utility services. Full cost recovery should be achieved
first in housing maintenance and repair, which is potentially the most competitive sub-sector.
Because of the competitive nature of maintenance, residents have more leverage to influence and
eventually control the level of costs and quality of services. All remaining subsidies should be
concentrated in the utility sector (mostly for heat and hot water), where increases in cost recovery
could be introduced at a slower pace, coordinated with progress on the institutional, regulatory,
and social protection s,ides (Struyk, 1997). As a next step, the introduction of cost recovery in
water and sewage could be phased in faster than in heating because payments for these services
constitute a much smaller portion of households' budgets. In addition, due to a relatively simple
sectoral structure of water and sewage utilities (Vodocanals), the strengthening of regulation in
water and sewage could be achieved earlier.

The phasing-in of full cost recovery requires clarification of the notion and structure of full
costs, which have to be covered through resident payments, as well as the notion of cost recovery
itself. The frill cost of housing maintenance must include both depreciation and capital repair
components. In addition, municipal govemments must be forced to introduce separate rent
payment (plata za naim) for tenants in the municipal housing stock. Rent payments will not be
related to frill maintenance costs but will be differentiated to reflect the quality of the housing and
corresponding land prices.'4 Adequate differentiation of rent payment levels would provide proper
price signals for housiing stock reallocation. At the same time, as stipulated in the Draft Tax
Code, the existing VAT exemptions in the housing sector should be removed immediately. At the
later stages of the reform process, the notion of fuill housing costs can be expanded further to
reflect costs of urban land and housing insurance.

With respect to the notion of cost recovery, it is important to note that the current definition
of the term is a rough and biased approximation of the actual payments-costs ratio. The problem
derives from the fact that actual utility consumption by households is not measured (due to
absence of meters) but estimated based on quite aggregated norms. The current definition of cost
recovery reflects the costs of supplying households with this normative amount of services. In
reality, actual consumption e.g. of centrally provided heating is lower than the norms, thus the
actual cost recovery level (measured as the ratio of payments due to the costs of actual
consumption) is higher that the numbers provided by conventional statistics. Therefore, from the
cost side, the main sources of cost recovery increases include: (i) strengthening utility tariff
regulation; (ii) switching to billing based on actual consumption; and (iii) introduction of various
energy saving measures by both producers and consumers who are facing adequate set of
incentives.

Changes in the system of payment collection is an important pre-condition of effective cost
recovery. In the pre-reform system, there were few incentives for housing maintenance and utility
companies to enforce household payments, and these distorted incentives still dominate.
Inefficient billing and collection arrangements and the weakness of information systems are
certainly responsible for some portion of delays in housing payments and correspondingly for

4 Local govermments were asked to introduce such rent payments in municipal housing by Govermnent Resolution No. 707 of
06/18/96 but few cities have implemented the resolution.
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some arrears accumulation. Most municipal governments do not have the capacity to monitor the
actual cash flow of household payments and changes in residents behavior in response to various
developments in housing policy. The Federal Government should develop new enforcement
procedures to deal with non-payments, including housing eviction and forced reallocation. The
GOR already recommended, in its Housing Concept document, that municipalities set up local
administrative (out of court) commissions for preliminary consideration and negotiation of
residents' arrears. It is also important to introduce explicit contractual arrangements between
residents and providers of housing and utility services as well as between municipalities and
tenants in municipal housing.

The forthcoming increases in cost recovery will trigger all other major reforms in housing
(Starodubrovskaya, 1996). It is estimated that with cost recovery of 50%, higher household
payments and corresponding cuts in budget subsidies will have a major impact on the incentives
and the behavior of key players, thereby accelerating institutional changes. The following
institutional links are worth mentioning:

• A higher level of cost recovery in maintenance will encourage the entry of new private service
providers. New entry could lead to stronger competition and additional efficiency gains.
Private companies consider cash payments made by households to be a more reliable source of
their revenues than subsidies provided by municipal budgets, which have been running large
arrears.

* Higher housing tariffs will stimulate residents to impose a stronger control over housing costs.
It will lead to the expansion in both condominium formation and the installation of meters, both
powerful tools for controlling the provision of services and reducing costs.

* Lower budget subsidies will ease local govermments' reluctance to accept enterprise housing.
In turn, housing divestiture will bring reforms to the enterprise housing stock, where the path
of transformation has lagged in comparison to municipal housing.

Household affordability and social safety net

Sometimes it is argued that Russia's residential housing stock, which was built under the
centrally-planned economy, is unaffordable at market prices because of its energy inefficiency.
This argument implies that if domestic energy prices are fully adjusted to the world level, then,
given the average household income level, most residents will be unable to cover housing costs
without government subsidies. If this argument is valid, the Govemment should continue to
subsidize housing for some time after the transition, unless the existing housing capacity can be
reduced in order to offset the burden of the sector's inefficiency. In some sense, this argument
suggests that Russia's housing stock is too large, given the country's overall development level,
and therefore the roots of the sector's problems can be found not so much as in various market
and institutional distortions but in a mere need for elimination of the excess capacity.
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This argument, however, is not supported by the empirical evidence. Statistical analysis of
international data suggests'5 that Russia's residential housing stock is not excessively large, so its
reduction is not a justifiable option, and it is likely to become affordable to most households in the
medium to longer term. These conclusions are based on the fact that Russia's residential floor
area per person is full, consistent with international norms and on the prediction that Russia's
share of household hcusing expenditures in final private consumption will not be prohibitively
high after the full elimination of the existing housing subsidies. Nevertheless, the conditions for
fiull cost recovery in the short turn are still not entirely in place. The phasing out of the
Government's subsidies is contingent on a number of factors including the adequacy of the social
safety net and further real cash wage adjustment.

Chart 1 shows the relationship between residential floor area per person and GDP per capita
estimated on the 1990 data'6 for 35 countries with different income levels. The regression is
statistically significant. It may be seen that Russia's 1993 floor area per person is almost on the
regression line.

Chart 2 compares Russia's share of household housing expenditures in final private national
consumption with the trend based on the performance of 24 OECD countries in 1993.17 Though
the significance of the regression is not as strong as in the case of floor area per person, the trend
on Chart 2 is broadly consistent with the findings of the World Bank (1993) policy paper,
Housing - Enabling Markets to Work

If compared with the OECD countries, the share of the Russian household housing
expenditures in the final private consumption was indeed low in 1993-95 because of heavy
government subsidies' 8 However, the analysis of the available data suggests that if Russia
approaches full cost recovery in residential housing by the turn of the century, household housing
expenditures will amount to about 20 percent of final private consumption. Under such a scenario,
Russia will find itself at the higher end (but still within the range of the OECD) of distribution.
This conclusion is based on very conservative assumptions. In particular, no explicit assumptions
were used to reflect expected improvements in the sector's energy efficiency, and therefore loweF
real costs in response 1to higher housing prices and ownership changes.

Although this number does not seem to be too high if compared with the OECD countries,
there are various factors that could explain why elimination of housing subsidies in Russia is so
politically and economically difficult and why the Government has chosen the gradualism-type
strategy to cope with this challenge:

e High income inequality, which is much higher than7 in most OECD countries, with abou't a
quarter of households below the poverty line. Though housing "on average" will potentially bge
affordable, forthcoming housing sector transformations are expected to be very painfl fb a
large portion of po pulation.

15 The data analysis for this section was conducted by Alexei Proskuryakov.
16 Ile source of the data is The Housing Indicators Program (1993), Volwme II, Tables I and 5. The GDP estimates are

provided at market prices.
17 The data are from International Comparisons of Gross Domestic Product (1996).
18 It is estimated that in the middle of 1997, Russian households spent 6.5-7% of the average disposable income on housing.
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Figure 1
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Figure 2

Share of Household Housing Expenditures In Final Private Consumption, 1993
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An underdeveloped social safety net with low local capacity to provide targeted income
support to most vulnerable households. l9

* Weak government capacity to regulate costs of housing services, which so far are primarily
provided by local monopolists. There is a strong sense that the existing system of price setting
in the sector causes serious over-billing of consumers (Puzanov, 1997).

* The underfinancing of housing maintenance in the past now requires significant upfront
investments for housing rehabilitation, which in the short term could increase residents' total
housing expenditures.

* There is still little relationship between the value/size of an apartment and resident incomes.
Market-based reallocation of the housing stock should be encouraged to ease the strain in the
system. However, an underdeveloped real estate market continues to hinder reallocation.

* Extreme weakness of payment enforcement mechanisms. The practice of housing eviction for
non-payment has been almost non-existent in Russia. As a result, there is a considerable risk
that households would respond to a rapid increase in housing and utility tariffs by
accumulation of arrears.2 0

e Finally, there are some psychological constraints. Too many people still consider cheap
housing provision to be a government responsibility.

Thus, while an increase in cost recovery through market-based user charges is urgent, the
rate at which subsidies are eliminated must take into account adjustments in real wages and the
capacity of local governments to provide income support to the most needy households. In 1993,
the Federal Government issued guidelines for municipal housing allowance programs to assist
poor families. Housing allowances is the first nationwide means-tested program of income
support in Russia that is municipally administrated2 1. The program is operational in most regions,
but its effectiveness across the country needs to be enhanced significantly as cost recovery for
housing services is accelerated. By the middle of 1997, 7% of Russian households became
recipients of housing allowances. As increased tariffs are phased in, the situation must be
monitored in such a way that the cost of funding and administering housing allowances does not
exceed the net fiscal gain from the higher cost recovery. The first assessment of local experience
with operating housing allowance program demonstrated that despite efforts to inform and
educate the population, there were clear-cut problems with program targeting, and hence a
substantial portion of the most needy households had not received any allowances (Struyk et al.,
1997). International experience suggests that the error of exclusion is a general problem for

19 Under the World Bank Social Protection Adjustment Loan (SPAL) the Bank helps the Government to test the pilot schemes
of targeted income support in three regions.

20 This was eventually an outcome in Ukraine, where the cost recovery had been increased from 30 to 80% in about 1 year and
by August of 1996 about half of households were in arrears for at least one month of housing payments (Vaughan &
.armenko, 1996).

21 Tne first federal means-tested income support program - cash child allowances - was adopted in the FSU in 1974, but it
was primarily administered though enterprises with insignificant involvement of local authorities.
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means-tested income support, which should be addressed especially seriously in Russia's relatively
new and evolving institutional setting.

Long-term decisions are needed on possible interaction between the housing allowance
program and other social protection and income support programs. In general, in a longer term it
makes little sense to keep housing allowances separate from and complimentary to traditional
poverty benefits. It should be expected that the Government will start gradual transformation of
the housing allowance program into a universal poverty benefit program as soon as most housing
subsidies are phased out and the demand for direct income support stabilizes and becomes more
transparent. In the medium term, there is a need to operate two programs simultaneously: many
poor families, especially those who live in small apartments with low housing costs, will not be
eligible for housing allowances and thus have to be supported through a more conventional
income support instrument. Therefore, running a housing allowance program does not weaken
significantly the demand for long-term strengthening of the overall social safety net.

The Goverm-nent has recently committed to introducing a lifeline (two-block) tariff for
electricity, which is expected to be phased in over the next few years22. This tariff structure will
provide a moderate amount of electricity to all households at a highly affordable price to ensure
universal access. Wealthier households, who tend to consume much more electricity, would pay a
substantially higher rate for the greater consumption. Although lifeline tariffs have already
received a lot of attention, they are only part of the solution, since they are not appropriate for
water and district heating, where consumption tends to be less related to household income, and
where it is technically much more difficult to switch to payments by individual consumption. For
these utilities, depencdence on housing allowances or other, more traditional forms of income
support will remain important.

It is argued that given the high administrative and political costs of running the housing
allowance program, there are some "natural" limits to the rate at which increases in cost recovery
could be phased in. At any particular moment, the number of recipients of housing allowances
should not exceed 25-30% of the overall number of households (Puzanov, 1997)23. As a result of
the significant variation in household incomes, this constraint could become a major obstacle to
the Government's plan to complete a relatively rapid phase-out of traditional housing subsidies.

Some preliminary results of statistical modeling suggest that in 1995-96, under prevailing
income-cost ratios and some conservative assumptions about medium term prospects for
increases in real incomes, an achievement of full cost-recovery in 2000 would lead to a situation in
which more than 40% of Russian households would become eligible for housing allowances

22In fact, the Federal Govemrment, by its Resolution No. 389 of 04/03197, recormmended to the regional commissions to set
graduated tariff structure starting the second quarter of 1997. However, how widely this recommendation was adopted is not
clear yet.

23 In UTkraine, about 20% of household received housing allowances in the second half of 1996. This proved to be fiscally
unsustainable: the govemrnent disbursed to utility companies only 20% of the amount due, and the major part of allowances
was implicitly funded by local utility companies (Vaughan & Marnenko, 1996). It may be argued that under such
circumstances the refonn failed to achieve its objective with respect to clarification and separation of fiscal responsibilities.
The situation remained very similar to the pre-reform one, when a substantial portion of the overall costs was indirectly
funded by the enterprise sector.
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(World Bank, 1996a)2 4. This outcome is believed to be unacceptable from both political and
economic viewpoints. It should be noted, however, that these results have to be treated cautiously
because they are affected by the poor quality of household income statistics, which is undermined
by widespread underreporting of secondary incomes, non-cash payments by enterprises, wage
arrears, and flaws in available price information. Moreover, there is serious uncertainty about the
true level of full housing costs in Russia.

Nevertheless, these estimates provide some additional justification for the gradual phase-out
of subsidies. As discussed in the previous section, there seems to be a number of justifications of
the two-step strategy for introducing full cost recovery. As a first step, cost recovery should be
pushed up to 50-60% without any further delay. This will provide a needed shock for the system
and set the stage for completely new developments in the sector, when on one side, stronger
private incentives will emerge in search of cost savings, and on the other -- the real demand for
social support could be accurately identified and the needs for further tariff increases could be
properly estimated. Thus the second step of the tariff reform could be more adequately planned
and managed.

Therefore, there is no need for debate at this stage on when full cost recovery in housing
should be achieved -- in 2000, 2003 or later on. There is insufficient information for this kind of
argument. Much more important for a longer perspective is to achieve a cost recovery of 50% in
1998, which seems to be feasible. However, reaching this modest benchmark will require
substantial efforts to improve payment collections, reduce budget arrears, expand metering, and
control utility tariffs. In addition, there is urgent need for a more detailed and comprehensive
analysis of housing affordability issues.

The existing system of housing allowances, though critical as a transitional measure, is not
sufficient to address the whole variety of needs for social assistance. The major drawback of
housing allowances is that they are intended to support poor households residing in relatively
good/large housing, while those poor families that have much smaller and/or cheaper than
"average" apartments are not eligible for this kind of income support under the current system.
As a result, the difference in net housing costs for poor families living in apartments of quite a
different size becomes insignificant (Guzanova, 1997). In the medium term, housing allowances
should be complimented by investment subsidies that would assist poor households in improving
their housing conditions.25 Meanwhile, the experience with housing allowances should be
monitored to ensure that the program does not set inverse incentives among residents, and in
particular, does not create barriers to market-based housing reallocation.

Another major problem of the existing social safety net and payment arrangements in the
housing sector is that the existing pricing system is quite discriminatory, i.e. it treats many groups

24 Assuming that household contribution is limited to 20% of gross household income.
25 By Resolution No. 937 of 08/03/96, the Government approved the system for financing up-front housing investment subsidies

for those who had been waited in line for free housing for a long time and some other groups of population (e.g. war
veterans). The Resolution determined that in most cases the provision of such subsidies should be funded from regional
budgets. The actual implementation of this decision has been quite limited in scope so far because of the current budget
strains. Also the current system apparently is not well targeted to help poor families. Those who are better off and who
could afford new housing without any subsidies are the main beneficiaries.
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of residents differently regardless of their income but depending on social characteristics (such as
professional occupation) that do not correlate with poverty incidence26. The system is distorted
from both ends: ma:ny social groups enjoy substantial discounts in their maintenance and utility
payments, while others find themselves non-eligible for basic income support. Another type of
price distortion is related to billing arrangements: residents' payments for utility services are not
linked to quality of these services, which varies widely (Battelle, 1996).

These distortions result from insufficient federal government ownership in this area as well
as from incomplete price liberalization in the housing sector. Most housing benefits have been in
effect since the Soviet period. However, in 1995-96 the Government provided further expansion
of benefit, especially by adopting the Law on Veterans. By recent estimates, there are as much as
43 types of housing benefits with combined coverage of 63% of households (Sbornik
Materialov..., 1997). The total volume of benefits amounts to 23 trln. rbl. or $4 bn, which
constitutes more than 20% the total budgeted subsidies in the housing sector. Housing payment
benefits are largely regressive, with non-poor families being recipients of most housing payment
benefits (Guzanova, 1997). As allocation of both new housing and benefits traditionally
correlated with occuipational status, more benefits were provided to those who had better and
larger apartments. In the summer of 1997, the GOR developed a plan to eliminate several
distorting social benefits, including many of those related to housing payments, but the plan has
not yet been approved by the Duma.

From the municipal governments' perspective, housing benefits are a clear example of an
unfunded mandate. Almost all existing benefits have been approved by the federal authorities, and
municipal governments cannot change these provisions. At the same time, the federal budget
does not provide any funding to compensate municipalities for corresponding losses. As it
follows from the case studies, at the municipal level, there is no any accurate statistics to reflect
the actual scale and impact of these benefits on municipal finance, and the local administrations
just use expert estimates for associated losses for the purposes of budget planning (Kalinina,
1995).

In addition to benefits, several resident groups are affected by restricted access to basic
income support and/or forced to pay sums that exceed average rates for services. As both
housing allowance management and housing tariff regulation are decentralized, there is great
cross-regional variation in eligibility rules for housing allowances, and tariff setting practices
frequently punish particular groups of residents. The most traditional distortions include:

* Higher housing maintenance and capital repair fees are imposed on residents in cooperative
housing;

* Residents in single family houses are frequently not eligible for housing allowances (Kalinina,
1995);27

* Because of peculiar features of the allowance disbursement mechanism in the case of residents

26 The most publicized housing benefits cover teachers, WWII veterans, policemen and other law enforcement officers.
27 In fact, the Government Resolution No. 707 of 06/18/96 explicitly grants to municipal governments the authority to decide if

residents in both single family houses and cooperative housing would fall under the same eligibility rules with respect to
housing allowances.
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in cooperative housing, this group of residents is more affected by frequent delays in allowance
disbursement by local budgets;

* Residents in enterprise housing have much less access to housing allowances, because by law
the allowances are supposed to be funded from enterprises' profits instead of municipal
budgets (Freinkman & Starodubrovskaya, 1996).

The federal Government should develop and disseminate a universal regulatory framework
with respect to housing allowances and housing payments. Otherwise, the existing system will
greatly hamper the elimination of traditional Soviet-era distortions, by which households with
lower real incomes resided in housing of poorer quality but paid higher prices for less service.
(See Box 1.) In particular, in the case of residents in single family houses who currently face a
higher level of cost recovery, equal treatment should not result in price cuts and expansion in
current subsidies. Instead, this group should be compensated through less distorted investment
subsidies which would improve their access to infrastructure and more efficient sources of energy
provisions.

Overall, as Box 1 describes, housing subsidies in Russia are heavily regressive. Thus, their
elimination and substitution with targeted income support will be beneficial for poorer families.
The counter-equalizing effect of the current system is less noticeable when the analysis is
restricted to particular urban areas. In larger cities, many poorer households (especially
pensioners) have larger apartments and therefore benefit from the existing system. However,
when considered nationwide, major fiscal inequality across municipalities results in proportional
variation in per capita budget spending on housing subsidization. Residents in wealthier and more
urbanized regions receive more in housing subsidies than those who reside in poorer and more
rural territories.

Strengthening mechanisms of targeted income support for needy households should
therefore be combined with the federal policy of phasing out most counter-equalizing housing
benefits28 and eliminating all forms of resident discrimination in the are of housing payments.

Three major factors therefore influence the extent to which Russian municipalities are
limited in their ability to achieve higher cost recovery and to accelerate overall implementation of
housing reforms. These are:

* diversity in institutional capacity to handle the reform process, first of all such management-
demanding reforms as social protection, utility regulation and governance, and expansion in
private sector participation;

* variation in the population's real income, which is deterrnined by the general speed of
economic recovery in particular locations and regions;

28 Presidential decree No. 528 required the Government to amend the existing regulations in order to restructure
the current housing benefit provisions.
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Box 1. Reverse correlation between quality of housing and household housing expenditure.

Table 2 provides a comparison of household housing expenditure in 1992 depending on the
quality of their housing stock. The analysis is based on information from Round 1 of the Russian
Longitudinal Monitoring Survey (RLMS), which covered more than 6,000 families in 20 Russian
regions (Klugman, 1997). The table compares housing expenditures of families grouped in two
housing classes by their access to modem amenities. Households were considered to have low
quality housing if it was not connected to at least one network service such as piped natural gas
and district heat. While the data reflect the situation in 1992, i.e. before the launch of the housing
reform, they provide fairly accurate infornation about the remaining housing price distortions. In
particular, they are fully consistent with the results from more recent small-scale surveys (Puzanov,
1997).

does not have acs to odern itie in % sof-g .. AE N .li

Maintenance Water Hot Water Heat Phone Gas for
cooking

per sq.m per person per person per sq.m per per person
household

Based on 86.59 65.58 61.63 69.78 102.60 18.11
average
expenditures _ =
Based on 102.22 59.26 58.33 74.96 100.00 6.15
median
expenditures L

* Data analysis provided by Andrei Tolstopyatenko. Estimates are based on the RLMS-1 data sample.

The peculiarity of the Russian housing stock is in its low quality and respectively low access to many
basic utilities for households. The RLMS provides the following estimates for the share of households
with access to main utilities: hot water -- 40%, centralized heating -- 61%, phones -- 39%, piped gas --
48%, and electricity -- 9 29

Another peculiar feature of the current Russian housing sector is a substantial housing price
discrimination against particular household groups. Some types of expenditures, such as bottled (i.e.
non-centralized) gas for cooking and wood/coal for heating have been much less subsidized than
centralized utility services. As a result, in general, residents in less comfortable housing face higher
energy costs, while those in higher quality apartments enjoy higher governments subsidies.

29 These shares are substantially lower, by about 15 percentage points, than traditional estimates presented by the Goskomstat.
The source of such a bias is not very clear, but this might relate to higher response rate by those, who live in less
comfortable apartments and houses. It might be assumed that older people from rural areas would be more responsive to
answering the long RLMS questionnaire than many other groups, and those are precisely the households who reside in the
housing with a lack of modern amenities.
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Box 1 (continued)

Thus, housing subsidies in Russia are counter-equalizing. As Table 2 shows, the difference in utility
unit costs between these two groups of households is quite large, amounting to 2540% for the most
costly services. As a result, total housing expenditures were on average about 50% higher for families
in housing with less access to centralized utilities. And this is in spite of the fact that residents in lower
quality apartments have less access to other utilities such as telephones. At the same time, average per
capita income of those in housing without amenities was 30% percent lower. Therefore in 1992,
while both groups of households had apartments of similar size, those within the first group paid twice
the share of their per capita gross income for housing than those in the second group.

The analysis leads to three types of policy conclusions. Firstly, the current policy of heavily
subsidized housing does not fully cover a substantial number of families, which are mainly concentrated
in rural areas and small towns, and, on average have lower incomes. It is not surprising that poor
households in Russia live, in general, in apartments of lower quality. The striking fact is that they have
to pay more for this lower quality housing. In addition, they are further affected by much more
restricted access to housing allowances. Secondly, the residents in lower quality housing, who are far
more likely to be poor than most of the urban population, will be much less affected by the increase in
cost recovery in h"sing because they do not have access to the most costly types of services. Finally,
because of substantial variation in housing quality and associated unit housing costs for residents, all
comparisons based on general housing provision per capita should be taken very cautiously. The
housing size in Russia is a quite distorted measure of both real housing conditions and household
wealth.

- variation in the existing level of full housing costs, especially energy related costs, which could
stay much higher than Russia's average cost level due to local climate conditions or/and
specific technical peculiarities of local heat plants that cannot be changed without substantial
new investments.

This variation in the environment for housing reforms suggests that the Government should
consider a two-pronged strategy for further reform acceleration. The strategy would combine the
gradual phase-in of the general reform targets, which should be imposed on every subnational
government in the country, with encouragement for a limited number of municipalities to proceed
with reforms at a much higher speed.30 The GOR should try to establish a separate tier of
municipalities that are capable, for local political, economic, and institutional reasons, to push
reforms harder and to bear corresponding risks. This group of municipalities would help the GOR
to test major reform concepts and reduce overall costs of reform dissemination.

Different types of municipalities may find that it is in their interests to implement reforms
more quickly than the rest of the country. They could be major Russian cities, which benefit from
much higher average household incomes, and which therefore could afford higher levels of cost
recovery. They may be smaller provincial towns, where individual houses constitute most of the

30 Government Resolution No. 707 of 06/18/96 provides a framework for differentiated approach regarding the rate of cost
recovery phase in, based on the local economic and fiscal situation.
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housing stock and which are much less dependent on subsidies. They also could be industrial
centers in the most depressed regions, which are so fiscally strained that they are not even able to
sustain the level of cost recovery that is imposed by the GOR on the rest of the country. In most
cases, given the close link between housing sector performance and overall municipal budget
outcome, reform oriented municipalities across the country will shortly find it necessary to push
housing reforms aggressively in order to improve their creditworthiness and gain access to capital
markets.

Labor markets: allovv real wages to adjust

As the fuiture dynamics of real incomes is crucial for the prospects of subsidy elimination, it
is important for the Government to keep its labor market policy liberal and avoid distortions in the
wage setting mechanism. Careful attention needs to be given to the tax and regulatory regime to
ensure that future gain from economic recovery, including some savings from reduced public
subsidies, filters down to households through some combination of higher wages and lower taxes,
so that the household sector as a whole will be able to pay the actual costs of housing services.
Conversely, labor market regulations should allow enterprise management to adjust wages to
correspond with substantial changes in real costs of living.

Thus, in the current institutional environment in Russia, wage adjustment can proceed only
on a decentralized basis, through individual managerial responses to market signals. This is in
striking contrast to (China, where in similar circumstances wage adjustment is still possible through
the top-down approach: one-time wage increase could be mandated for employees in the public
sector to compensate them for housing divestiture and the elimination of implicit housing subsides
(World Bank, 1994cd).

At the present moment, the Russian labor market can be considered quite flexible, being
characterized inter alia by a low minimum wage and high wage variation (Layard & Richter,
1994). Since 1996, the Government has abolished the excess wage tax, which used to be the
source of the most substantial distortions in the wage setting mechanism. In the Draft Tax Code,
the GOR also announced further reduction in effective payroll tax rates.

So far, as the enterprise surveys show, the changes in costs of living is the major factor that
influences the enterprise wage policy (Commander, Dhar and Yemtsov, 1995). That is, strategic
decisions on cash wages within the enterprise sector have been deternined by the average levels of
wages prevailing in corresponding localities, which, in their turn, mainly follow the price level of basic
consumer goods. Such an implicit indexation of wages was rather effective in Russia in 1992-94 and it
caused a relatively high level of real wage stability during the period of price liberalization and high and
volatile inflation. If these mechanisms could be sustained, then, it is likely that the growth in employees!
housing expenditures, as occurred in 1992-94 with their expenditures on food, would be an effective
determinant of management's policy with respect to cash wage adjustments.

At the same time, the experience of Eastern European countries that already went through
successful stabilization, such as Poland, the Czech Republic and Estonia, suggests that post-
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stabilization recovely has a strong positive effect on real wages. In all these countries cash wages
demonstrated quite stable growth of several percentage points above the rate of GDP expansion. An
analysis of factors underlying this process reveals that the growth was mainly driven by productivity
gains (Schneider, 1997). Given the fact that Russian cash wages are still lower than in Central Europe
and the share of wages in GDP is surprisingly low, there is even more room for real wage catch-up as
soon as economic recovery materializes. This would ease substantially the problems associated with
subsidy elimination in housing.

The major risk in the area of wage policy is associated right now with segmentation of the labor
market, which bring growing variation in pay and job opportunities across various employee groups
(Clarke, 1996). The lack of adequate housing market contributes greatly to market segmentation. Also,
segmentation has been recently enhanced by the barterization of the economy, as a result of which an
essential part of total household incomes comes in the non-cash form. Expansion in non-cash
components of the overall compensation package are the most developed in the depressed economic
sectors and regions. Barter distorts relations between employers and labor, in particular, it strengthens
non-market links in industrial relations and makes it much more difficult to develop a reasonable wage
adjustment mechanism. These distortions could be overcome through further economy-wide structural
reforms, which include strengthening contract enforcement, more effective tax administration, a
transparent corporate governance regime, and introduction of new accounting standards.

The role of the public sector and private participation in housing

The respective roles of the public and private sectors in housing are not fully separated and
quite mnixed-up at the moment. Also, there is not a transparent, common vision of how the
current, highly excessive role of government could be gradually reduced and refocused in the
longer term.

By now, the public sector remains (i) the largest owner of the housing stock (almost 50%);
(ii) the largest single provider of housing finance for both maintenance of the existing stock and
new housing construction; (iii) an owner of most housing maintenance companies as well as of
local utility and construction companies; and (iv) an intermediary between residents and housing
service providers, in that it remains involved in ordering and purchasing services as well as in
billing and payment collection. At the same time, because of incomplete divestiture, private
enterprises continue to perform some public functions. Also, core public functions such as
regulation and contract enforcement are underdeveloped. Allocation of responsibilities between
various government levels is not completed yet: competition between regulators, duplication of
efforts, and ad hoc interventions of higher level government bodies all delay the formation of a
transparent and predictable environment in the sector.

The ultimate goal of the reforms in this area may be briefly described as follows:

* The federal government should remain responsible primarily for developing a market-friendly
regulatory framework and setting up the rules of the game. The latter include the establishment
of a wide set of social, financial, technical, and institutional standards. The GOR also has to
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build a capacity for enforcement and ultimate conflict resolution as well as for preventing local
developments thal: could lead to a spatial segmentation of the markets for housing and housing
services. On the financial side, central government involvement should be restricted to
providing housing investment subsidies under a limited number of federal programs. The
primary fiscal responsibility of the center will be associated with establishing a transparent
system of inter-goversnent fiscal arrangements, including efficient mechanisms for cross-
regional fiscal equalization. The federal government has to complete assignment of federal-
regional-local responsibilities in the sector.

* Municipal govenmments must be assigned full responsibility for enforcement of federal
regulations. As such, municipalities have to build a capacity for registration, licensing,
regulation, and control. An adequate capacity for social protection through targeted income
support and/or provision of subsidized municipal housing for the needy is another priority. At
least in the medium term, municipal governments will remain owners of many local utility
companies. Thus, developing adequate governance models as well as proper demarcation
between local budgets and municipal company finance are also important. Municipalities will
remain responsible for establishing and implementing longer term urban development plans.
The latter would include ultimate responsibility for financing of infrastructure development
through a combination of taxes, user fees and municipal borrowing.

* The primarily role of regional governments, especially during the early stages of transition,
should be focused on providing technical support to municipalities in their capacity building.
Regional governments are well positioned to facilitate a transfer of best practices across
municipalities, first of all from large cities to smaller ones, and general coordination of the
reform pace to avoid major discrepancies in the regulatory framework across municipalities.
There is also a need for direct regional involvement in several particular regulatory activities
such as land use and regulation of major power companies, which supply electricity and heat to
a number of municipalities. All such cases should be explicitly defined by the federal
government.

The public sector will continue to play a substantial role in the housing sector. However, its
current over-expanded involvement in financing, ownership, production, and procurement should
be significantly reduced. This section focuses on changes in the ownership structure of the
housing stock, while following sections analyze other aspects of public and private participation in
housing.

Further expansion of private ownership in housing will require better clarification and
codification of ownership rights, as well as institutional and financial measures to support the
enforcement of these rights. The completion of apartment privatization, condominium formation,
and establishment of efficient real estate markets will all expand private housing ownership.

Accelerate privatization. Technically, about 55% of the housing stock is already owned
by tenants, although most of this private housing is still managed by local governments that also
pay about 70% of utility costs. The remaining housing stock has not been privatized because
tenants see no or little advantage -- despite the fact that privatization is basically free. In effect,
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these tenants have lifetime tenure over their public apartments, and they fear that if they privatize
their apartments they will face high property taxes and/or increased utility or maintenance tariffs.
The government needs to take steps to accelerate the privatization process. Approaches to
consider include:

* A clear policy decision and implementing regulations, combined with a public awareness
campaign, to ensure that private owners do not face higher costs than renters. In this respect,
making private housing subject to the real estate tax should be accompanied by the
introduction of municipal rent payments for residents in municipal apartments. These
payments should be differentiated to reflect the same principle that underlines the variation in
real estate tax payments, such as location, quality and the size of the unit.

* A time limit of perhaps one year for remaining tenants to privatize their apartments at no cost,
after which the cost of privatization would increase substantially. In 1996, the Government
proposed amendments to the Law on Housing Privatization which would provide
municipalities with the authority to introduce such a time limit. However, the Law has been
vetoed by the President on the grounds that the Russian constitution does not permit
restrictions on basic rights of citizens (such as a right for free housing privatization) by
decisions of subnational governments. Thus, the Presidential veto does not reject the idea of a
time limit for free housing privatization but suggests that such a limit, if introduced, has to be
uniform across the country and independent from policies of subnational governents.

Create condominiums. Since most housing in Russia is in multi-unit buildings, effective
private ownership must involve the creation of homeowners associations, preferably in the form of
condominiums. A Condominium Law was adopted by the Duma in May of 1996, and it provides
quite a good legal framework for condominium' activity. So far, condominiums have emerged in
a few cities31 , and their experience suggests that to be successful this process requires greater
ownership at the municipal level. Registration procedures should be simplified (in particular, by
developing a model condominium charter), and tariff policies at the local level need to be
established in such a way that the formation of condominium associations is encouraged. To this
end, it is important that condominium members not pay higher rates than others for utilities and
maintenance. However, the formation of condominiums should not be made mandatory for
residents. An immediate, almost overnight transformation of the whole multi-apartment housing
stock into condominiums by a Presidential decree, as was done in Kazakhstan, is not very
productive and is quite inconsistent with the legal environment existing in Russia.

Moreover, to set up proper incentives for full cost recovery, local governments should
allow condominiums the same amount of subsidies (on per sq. meter basis) as residents in all other
buildings, and disburse these subsidies in cash regularly. Until full cost recovery is achieved, there
is a need to protect the rights of condominium members through federal regulation, which would
introduce a transparent and non-biased procedure of allocation of municipal subsidies to
condominiums. All savings achieved by condominiums through better management and control
over service providers should be left with condominiums.

31 According to the IUE, by sumrnmer of 1997, about 1,400 condominiums were registered in Russia, of which 30% were less
than half a year old.
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In addition, condominiums should be given the clear right to own and lease out commercial
space as a means of gaining revenues to maintain the building3 2. This kind of activity should
receive a clear treatrment in tax legislation. The Government should develop regulations regarding
condominiums' rights on adjoining land. There is also a need to develop a model contract between
condominiums and utility providers, which would address, inter alia, the specifics of
condominium payment arrangements. Finally, the government could provide additional assistance
by organizing training for condominium managers.

Establish efficient housing markets. Historically, non-market allocation of new housing
and large housing subsidies in the FSU distorted the distribution of the housing stock. For
example, housing differentiation did not correlate with variation in household incomes (Buckley &
Gurenko, 1997). As a result, by the early 90s, the housing sector had accumulated a large
potential for more efficient housing allocation. Many, mostly young families with relatively high
incomes were and are living in poor housing conditions, while many income-poor families (mainly
pensioners) live in relatively large apartments. That is, a substantial portion of the overall housing
demand in Russia could be met without new construction but through re-distribution.

With the phasing-out of non-market restrictions, market forces first started to surface in
major cities with high property values for the existing housing stock. In early 1994, 250-500
market transactions for privatized apartments were registered in Moscow daily, where quite a
competitive market emerged with several hundred private real estate companies (Kalinina et al.,
1994). In 1997, as estimated by Gosstroi, about 300,000 transactions with privatized apartments
were registered in 'Moscow with overall market turnover approaching $US 12 bn.33 Growing
household mobility in Russia is the clearest manifestation of the emergence of market forces.
Despite the fall in new housing construction since 1991, housing mobility (share of households
relocated in a given year) in Moscow has increased from less than 4% in 1991-92 to 6.5% in
199634. Among the wealthiest 20% of households, about a quarter upgraded to a better
apartment or house during 1992-95 (Guzanova, 1997). Mainly because so many wealthier
households were able to improve their housing conditions through the newly emerging market,
the overall number of Russian families registered as "in need of housing improvement" declined by
25% over 1991-97. At the same time, the number of communal apartments in downtown areas of
major cities also declined. Poor households were the main beneficiaries of the latter development.
However, housing markets are much less developed outside of major metropolitan areas, where
development is constrained by both lower household incomes and a less diversified housing stock.

However, the housing market in Russia still remains too narrow, with an underdeveloped
physical and legal infrastructure. There are a number of factors which hinder further expansion of
the housing market:

32 It does not mean that the existing commercial space should be transferred to condominiums (i.e. defacto to current
residents). However, condominiums have to be given rights to create a new conmmercial space through e.g. refurbishment of
basements and new construction on surrounding land.

33 This number should be compared with 40-45 thousand new apartments built in Moscow annually.
34 Housing mobility in Latin America is estimated to amnount to 3%, in Tokyo - 7%, in Washington - 20-25% (Berezin &

Malgin, 1994, p.75).
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* High subsidies and relatively low housing payments, both of which limit incentives for poor
households to move to cheaper housing;

* Uncompleted housing privatization -- the current ownership structure of the housing stock is
such that many of the most mobile, younger households reside in non-privatized housing, while
older people with a low mobility potential constitute a majority of those who privatized their
apartments;

o Strong non-market expectations among households with respect to their housing-improvement
strategy. Household surveys suggest that a large portion of the population is still
uncomfortable with borrowing on commercial terms for purchasing or improving their
residence.35 Many households also have low confidence in market intermediaries, which could
otherwise facilitate housing reallocation.

While government plans to increase cost recovery and introduce a time limit for free
privatization will lessen the impact of the two first factors in the short to medium term, the role of
non-market expectations and non-market behavior in general may become the single most
distorting factor. Household surveys reveal that 35-50% of families are dissatisfied with their
housing conditions, and 15-20% of families have some plans to improve their housing status.
However, less than half of the latter intended to do so through market strategies. The rest mainly
continue to rely on free housing from the government. The percentage of those who relied on
market strategies increased slightly from 1994 to 199636 but still is relatively low (Guzanova,
1994, 1997).

Thus, continuation on a smaller scale of the old practice of free allocation of new housing
undermines household incentives to look for new housing through market channels. In addition,
free housing provision narrows local housing markets and raises housing prices to levels which are
too high for most potential buyers. The phasing out of free housing provision and its substitution
by an explicit partial subsidy (attached to mortgage financing) could be a proper government
strategy to facilitate housing market deepening.

The government should also consider steps to improve the population's confidence in
housing markets. These steps would include: (i) strengthening the registration of housing market
transactions, (ii) reducing the taxation of real estate transactions, (iii) developing a multi-grade
licensing system of realtors that would encourage market operators to seek for a higher grade
license by following higher quality standards and disclosure practices3 7, and (iii) strengthening
procedures for contract enforcement and conflict resolution. Mortgage financing procedures,
when available, should not discriminate against small size borrowers, in particular those who
borrow in order to pay the price difference between their current apartment and a better one, or
those who borrow for capital renovation of their apartments.

35 Only 10-15% of households, which have plans to upgrade their housing, express interest in long-term borrowing (Guzanova,
1997).

36 Changes in public expectations were much more noticeable in smaller towns, where, in contrast to Moscow, allocation of
new free housing has been practically stopped.

37The existing licensing procedure was approved by GOR Resolution No. 1407 of 11/23/97.
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Completing the divestiture of enterprise housing

Social asset divestiture (including housing as well as kindergartens, hospitals, youth camps,
utility plants and transportation services) is essential if enterprises are to focus on their core
production activities and make financial and managerial calculations based solely on profit and
loss considerations. Before the reforms, the enterprise sector provided about 45% of the urban
housing stock in Russia. As enterprises are privatized, they increasingly perceive that maintaining
the housing stock is a major impediment to their restructuring. Most of the tenants who live in
enterprise housing do not work for the enterprises concerned, thus reducing incentives for the
enterprises to provide adequate funding for maintenance. Enterprises have been pressing local
governments for housing divestiture while unilaterally reducing their involvement in housing
maintenance. As a result, tenants in enterprise housing face a more rapid deterioration of housing
conditions, and they have less access to the system of housing allowances than residents in the
municipal housing stock. Moreover, continuing enterprise control over part of the housing stock
hampers the overall rate of housing reforms because enterprise managers do not have any
strategic incentives to participate in these reforms.

Federal guidelines stipulate that privatized enterprises must divest their social assets to local
governments. Without reforms to bring housing costs under control, however, local governments
are reluctant to accept responsibility for enterprise housing and assume the associated fiscal
burden. It is estimated that by early 1996, after three years of divestiture efforts, not more than
50% of the total enterprise housing stock was actually divested, and the process slowed even
further in 1996". In a number of large cities, including Nizny Novgorod, Samara, Ulyanovsk, by
the end of 1997, the share of enterprise housing still exceeded 30% of the overall housing stock.
Divestiture is even slower in the utility sector, where about 40% of all facilities that provide cities
with water and heat are still operated (and frequently owned) by industrial enterprises (Sborik
Materialov..., 1997,1p.14).

Analysis by Freinkman and Starodubrovskaya (1996) suggests that enterprise housing and,
to a lesser extent, child care facilities should be divested more quickly than other types of social
assets. Accelerated housing divestiture will have a positive impact on both enterprise restructuring
and housing reforms in Russia.39 Ideally, housing would be privatized automatically to tenants
upon divestiture from the enterprises, but this is not done for a number of legal and historical
reasons. Housing divestiture is considered to be a transitional strategy that helps to contain
further deterioration in housing conditions and facilitate further transformations in the sector once
the housing ownership, financing, and management are transferred largely to the private sector.
The experience in Kazakhstan, where housing divestiture was completed by the end of 1995,

38 According to Government estimates, enterprise expenditure on housing maintenance could amount to 0.5% of GDP in 1997
(Segodnya, 1997, September 24).

39 Divestiture is also important to improve regional fiscal management and to make the relationship between local governments
and large enterprises more transparent. There is some fragmented evidence that various implicit non-cash transactions are
widely spread at the regional level. Some enterprises continue to provide public and quazi-public services to the local
population at discount prices in exchange for tax exemptions, preferential access to urban land and infrastructure, lower utility
tariffs, etc. Such deals affect the revenues of the federal government by undercutting reported profit and VAT tax bases (Freirkman
&Haney, 1997).
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shows that this process may be organized on a much more accelerated basis than was done in
Russia so far (World Bank, 1997a).

To accelerate divestiture, the federal government should address existing problems in both
the fiscal and regulatory frameworks. Presently, there are two major distortions in the fiscal
framework which must be removed.

Enterprise taxation. In most cities, local authorities introduced a special turnover tax in an
amount of up to 1.5 percent of enterprise turnover. The federal government suggested this tax as
a source of incremental municipal funding to cover budget costs associated with divestiture.
Enterprises that continue to provide housing and other social assets are given a direct tax credit
for associated expenditures. Additional tax deductions are available when calculating the
enterprise's profit tax liability. The turnover tax, which has been paid by most enterprises that are
not providers of housing, results in a more even distribution of the housing burden across the
enterprise sector. Regulations, however, did not stipulate that the tax proceeds should be
earmarked for housing maintenance. As a result, while turnover tax makes a substantial
contribution to municipal budget revenues, it does not provide municipal authorities with
incentives to complete divestiture. Net fiscal gains for municipalities of divesting the remaining
enterprise housing will be negative, because in most cases tax benefits received by major housing
providers are, at the prevailing level of cost recovery, much smaller than the level of actual
subsidies that will be needed for housing maintenance after divestiture. In addition, the turnover
tax, as with any tax on gross sales, is quite distortive per se. Its elimination, as stipulated by the
Draft Tax Code, is fully justifiable.

Federal budget transfers. In addition to the turnover tax, the federal government provides
municipalities with budget transfers designated to cover incremental costs of divestiture. An
analysis of this mechanism reveals that its design suffers from a number of deficiencies. First, the
Ministry of Finance does not have the capacity to evaluate properly the actual fiscal gap
associated with divestiture for each municipality. In previous years, the overall amount of funding
budgeted for this purpose was excessive, and indirectly it reduced the pressures on local
authorities to accelerate housing reforms. Second, excessive transfers could not be sustained by
the MoF, leading to the accumulation of budget arrears in disbursement of transfers. Arrears in
turn provided municipalities with justification for halting further divestiture. Third, the MoF does
not have a tool for channeling these transfers to affected municipalities. The disbursement of
funds through regional budgets allows regional governments to divert transfers from designated
municipalities for the funding of other needs. Fourth, there is no effective verification mechanism
in place: municipalities and regions report asset divestiture and make claims for federal funds in
cases where enterprises continued to provide housing financing and maintenance. Finally, the
system is not flexible enough to concentrate limited federal budget resources in the locations
which are most affected. For example, in coal-producing regions and one-enterprise towns in the
defense industry, the entire housing stock had been maintained by the dominant enterprise and its
divestiture took place at once. In such municipalities, the local tax base is extremely narrow due
to the depressed situation in the dominant industries, and local authorities have little or no
experience in providing housing and social services.40

40 Bodnar et al. (1996) provide a description of the relevant problems that emerge in coal industry towns.
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The system of federal budget support for municipalities that accepted housing from local
enterprises requires comprehensive redesign along the following lines:

* The mechanism of specific federal transfers for divestiture should be eliminated, and federal
transfers to needy regions should be allocated through a single channel, the Federal
Equalization Fund4 '. In other words, federal support should be granted based on the
evaluation of overall fiscal needs instead of on specific needs in funding particular budget
expenditure.

* The completion of housing divestiture should be a condition for federal transfers. For regions
which do not complete divestiture in time, federal transfers could be reduced by the amount
equal to actual net housing costs of regional enterprises.

* The federal government should develop a separate system of federal support for temporary
assistance to municipalities in depressed areas such as coal regions. These transfers should be
based on explicit eligibility conditions and disbursed through the Federal Treasury to insure
that the funds are used for designated purposes. Such a system could exploit the principles
developed under the Coal Sector Restructuring Program supported by the World Bank Coal
SECAL.

With regard to the general regulatory framework for divestture, the existing "rules of the
game" are non-transparent, and the whole divestiture process is basically determined by the
interests and the influence of the players involved. The federal regulations are widely violated and
only partly enforced. As a result, all the major determinants of the speed of divestiture appear to
be under the control of local authorities, who have a number of opportunities for postponing or
completely blocking divestiture.

* The definition of divestiture should be legally clarified. Local authorities could preserve the
right to conclude co-financing housing agreements with enterprises and leave certain functions
for maintenance and operation of housing with them, but such arrangements should not be
considered as divestiture. Divestiture means transferring not only the title but also financial
and managerial responsibilities to municipalities.

* An institutional fiamework for solving conflicts between local authorities and enterprises that
are preparing and implementing divestiture must be established. These problems probably
should be solved on the regional level with involvement, if necessary, of federal authorities, but
the existence of disagreements at the municipal level should not be used to delay divestiture
indefinitely.

* The divestiture requirement should be expanded to the rest of the enterprise sector to include
public enterprises in defense industry, railways, and utilities.

41 There is also a need to reforn the principles of Equalization Fund allocation as a part of overall reforms of inter-govermnent
finance, but this issue is beyond the scope of this paper.
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* A new reporting system should be introduced to provide the federal government with reliable
information on the actual pace of divestiture.

Reorganization and restructuring of municipal companies in the housing and utility sectors42

Restructuring these industries is critical for creating competition and improving the
efficiency and rationalizing investment financing of utility services. At present, most enterprises
are monopolies or quazi-monopolies with unclear ownership, corporate governance, and financing
regimes. The Government has committed to designing, by mid-1997, a medium-term
restructuring program for natural monopolies that operate at the national level. This initiative
should be complimented by similar activities at the regional and municipal levels.

* Corporate governance. The existing, poorly defined contracts between local utility providers
and municipalities must be replaced with a more concrete and transparent legal framework.
Multi-year performance contracts could be used as a tool for defining and clarifying mutual
obligations between owners and company managers. These contracts should contain specific
monitorable targets, such as service coverage, service quality, financial performance,
investment objectives, tariff levels, and operating efficiency indicators. Local governments
should stop the current practice of responding to pressure from local utilities for budget
financing of investment projects in the sector. Responsibility for financing investment needs
should be assigned to the utility companies themselves.

* Reorganization of utility companies. The transformation of the existing utilities into well-
managed and efficiently operated companies will require (i) internal reorganization to introduce
modern management structures; (ii) adoption of modem management and control systems,
including appropriate billing and collection arrangements; (iii) divestiture of non-core activities
and assets; and (iv) streamlining the market structure by eliminating the excessive number of
intermediaries.4 3

* Direct contracting. The ultimate objective of reforms in contracting and procurement should
be the termination of the current involvement of local governments in the sector as an
intermediary between service providers and consumers. Contracting should switch gradually
to a new regime, where services are regulated by direct contracts between two private parties -
- providers and condominium associations -- while the government role is limited to
establishing key parameters of such contracts as well as to contract enforcement.

* Competition in housing maintenance. The creation in most cities of the Single Customer
Service, which separates city functions as a owner/customer from those of a service provider,
is the major prerequisite for competition. The next step in the formation of a competitive
environment should include: (i) break down of municipal maintenance companies in the sector,

42This section follows some of the recommendations of the Joint Municipal Water Study (World Bank, 1997b).
43 The World Bank supported the reorganization of local utilities in water and district heating through a number of recent

investment operations in Eastern Europe (World Bank, 1994a; 1994b; 1995b; 1996c).
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which currently enjoy a monopolistic position by serving very large portions of the housing
stock; (ii) expansion in entry of new private providers, and (iii) emerging of condominiums
with a stronger dernand for competitive supply of services.

* Privatization. Once demonopolization of housing maintenance is achieved, and local
governments have accumulated experience with competitive bidding, there will no longer be
any obstacles to the privatization of maintenance companies. Those municipal maintenance
companies that managed to win competitive tenders should the first slated for privatization.
Preparation of local utilities for privatization could be a much longer process, subject to the
introduction of an effective regulatory and contracting framework.

* Private management of the housing stock. Development of private housing management
companies leads to efficiency gains through enhanced competition and private participation.
Most functions currently undertaken by Single Customer Services, which in most cases are
departments of municipal governments, could potentially be divested to professional
management companies. Correspondingly, condominiums stand to gain substantially if they
rely on professional management in contracting with and for supervision of service providers.
Currently, there is almost no existing practical experience with private housing management in
Russia", and it will take some time to develop appropriate contract arrangements, including
performance indicators and enforcement mechanisms.

Improving tariff regulation for urban utilities

More efficient regulation of utilities, especially at the municipal level, is necessary to control
excessive growth in utility costs and encourage competition and new entry where possible.
Effective regulation of utilities is just beginning in Russia. With support from the Bank, a Federal
Energy Commission (FEC) has been established, but it needs to be adequately staffed and given
appropriate powers. In early 1997, the Govemment approved a set of basic regulations regarding
tariff setting in electricity and heat production45. FEC activity currently is focused on introducing
a new regulatory framework for the major national operators in the power and natural gas
industries. Regional Energy Commissions (RECs), which are required to do much of the
regulation of household-level utility delivery, have also been established but are much weaker and
need substantial strengthening. The FEC should expand its governance and monitoring capacity
to (i) facilitate institutional development of regional regulators; (ii) help these regulators establish
themselves as independent authorities at the regional level; and (iii) minimize the distortive
influence of local interest groups. Expanded technical assistance by the FEC will be needed to
insure that federal guidelines regarding utility regulation are interpreted and implemented
identically across the country.46

44 The first tender for private housing management was conducted in the city of Moscow in the middle of 1997.
4 5Government Resolution No. 121 of 2/4/1997.
46 While the issue of heat regulation is the most important because of its share in the total costs, the similar regulatory issues

should be addressed with respect to other non-competitive providers of utility services such as water, sewage, and telephone.
For instance, the analysis of the tariff data provided by the Institute for Urban Economy (IUE, 1995) suggests the existence
of substantial regional tariff distortions and cross-subsidies across various utilities. Among 13 regions in the Central

31



In the short term, strengthening utility regulations could have the most profound impact on
overall housing Costs.4 7 The existing institutional arrangements and corporate governance
patterns are such that consumers are forced to pay much more than their actual consumption4 "
and losses in the networks may amount to 35% of delivered heat and to 50% of water.
Additionally, due to weak governance, utility companies, though overstaffed and able to provide
higher than average salaries, do not have adequate incentives to push for productivity gains
(Martinot, 1997). Mainly because of high utility costs, the current level of total housing costs per
sq. meter is higher in Russia than in most Eastern European countries, including the Baltics
(Sbornik Materialov..., 1997, p.191). Given that Russian fuel prices and wages are still lower
than in CEE countries, this fact is another confirmation of the high operational inefficiency of
Russian utility companies. Another aspect of the existing regulatory regime is that there is
substantial variation in regulatory practice across the country: data on local utility costs and cost
recovery are not fully comparable among the regions and municipalities. This situation undermines
federal government capacity for both monitoring and decision-making in the area of housing
reform development.

Improvement in government payment discipline and reduction in budget arrears to utilities is
an important element of the strategy to improve utility regulation. Government non-payments to
utilities undermine the whole governance regime in the sector. They encourage service providers
to reduce quality of services and overbill consumers, and at the same time reduce local
government opportunities for efficient interventions. Local governments will have to develop
strategies of restructuring their current debt stocks, including securitization of a portion of
arrears.

A recent report by the Institute for Research of Organized Markets (INIOR, 1997) reveals
the most common deficiencies in RECs' activities related to tariff setting. This study was based
on in-depth case studies of heat tariff regulation practices in four regions participating in the
IBRD Enterprise Housing Divestiture Project (EHDP). The main findings of the report include:

* The RECs' current practices vary significantly across regions. The variation in the regulatory
regime is an important determinant of cross-city differences in heating tariffs faced by housing
organizations. These differences may amount to 100% in neighboring cities. In particular, in
one city in the sample, the existing tariffs are too low and the producer is not able to cover its
normal costs. The local REC preserves such low tariffs because of political pressure from the
regional government.

* In most cases, the RECs are not yet capable of fully implementing the federal regulatory
guidance. Heat producers are quite successful in inflating their actual costs and obtaining high
margins (up to 50%) that exceed the federally approved ceilings. The most common deviations
include: (i) improper allocation of costs and profits between co-produced heat and electricity
(producers tend to shift costs towards heat, actual consumption of which is not measured); (ii)

European Russia, the ratio of the residential hot water tariff to the cold water and sewage tariff (per I cub. m) varied from
1.0 to 8.3.

47 Over the last few years, the IBRD provided support for municipal programs to reform local utility tariff regulation in several
economies in transition, including Estcnia, Latvia, and Poland (World Bank, 1994a; 1995b; 1996d).

4S By estimates of the Gosstroi, installation of heat meters shows that actual consumption is on average 30-40% lower than the
so called "normative" level, on which the current billing system is based.
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tariffs are justified based on the periods of minimum heat consumption instead of on the
average annual consumption; (iii) overestimated inflation rates are used to justify future fuel
costs; and (iv) the heat cost structure includes excessive components which by law must be
paid from profit. The latter include some local taxes, producers' losses from operating social
assets, etc.

* In some cities, a few independent intermediaries between producers and final consumers are
involved in reselling/distribution of heat. This activity essentially increases the resulting heat
tariff, in part due to the fact that the intermediaries' costs and margins are regulated even less
strictly than those of producers.

* All cities use a unitary tariff structure based on average production costs without separating
particular components to reflect a capacity charge and the use of peak capacity.

* Tariffjustification is based entirely on the existing structure of fuel consumption and does not
provide heat producers with incentives to introduce efficient energy substitution, in particular
to substitute natural gas for coal.

* Most cities preserve cross-subsidization of residential heat through lower tariffs for heat
supplied to municipal housing maintenance companies. This discount may amount to 45%
compared to the basic commercial tariff. The combination of high industrial tariffs and
preferential tariffs for households cannot be explained solely by the RECs' poor regulatory
capacity. It may be, at least partially, related to a local policy deliberately targeted at
supporting local utilities at the expense of industrial consumers (i.e. through implicit taxation
of the industry). Given the unresolved issues of revenue sharing (see below), municipal
governments might consider implicit subsidization to be a preferential policy option compared
to traditional explicit budget subsidies.

* On the whole, the analysis suggests that full compliance with the existing regulatory guidelines
could result in the reduction of an average heat tariff by 15-20%.49 In addition, in some cities
the full utilization of coal-gas fuel substitution, which could be done in the short term without
additional investments, would lead to a further reduction of tariffs by 10%.

Given the current state of affairs with local utility regulations, the Federal government
should require the FE C to (i) create new detailed guidelines for regional regulators with respect to
the structure of the heat tariff, margins, and cost allocation; (ii) launch a quarterly collection of the
effective tariffs, starting from a limited sample of the largest cities and gradually expanding the
coverage; (iii) set up a national database of regional heat tariffs; and (iv) develop the capacity to
monitor and analyze tariff trends and cross-regional variation in order to provide a basis for timely
FEC interventions. This approach could be replicated later for other municipal utilities such as
water and sewage.

49 These estimates can be confrnmed by experience in Kazakhstan, where the introduction of a special procedure to control the
cost structure of heat tariffs by local branches of the Anti-Monopoly Committee helped to reduce the tariffs by 5-30%
(Struyk, 1997). Also, the recent audit of Moscow city heating company revealed that its tariffs in 1996 were 15% above the
level justified by the existing regulations (Rossiskaya Gazeta, 11/15/97).
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Another priority for FEC interventions relates to the proper design of regional-municipal
arrangements with respect to ownership and tariff regulation of major local heat providers. First,
under existing law, in cases where the heat is produced by the largest power stations, heat tariffs
are regulated at the regional but not municipal level. However, actual heat subsidies to
households, associated with thiese tariffs, have to be funded from municipal budgets. This
situation constitutes a clear case of non-funded mandate: already approved municipal budgets are
regularly affected during the year by a decision of a regional energy commission to increase
baseline heat tariffs but not to make corresponding adjustments to household tariffs. Such an
action makes municipalities responsible for funding an increased volume of subsidies. Second,
regarding smaller heat producers, there is a need to review outcomes of recent public property
demarcation between regional and municipal governments. Publicly owned heat producers,
whose output is consumed within a single municipality, should be municipally owned. Municipal
ownership would help resolve some regulatory issues and would facilitate a more efficient
allocation of the tax base between various government layers.

The FEC should also develop guidelines to address regulatory problems in cases where heat
is provided to -municipalities from a boiler house owned by the major local industrial enterprise,
which produces heat partially for its own technological purposes and sells the rest of it to the city.
Local authorities have additional difficulties in dealing with such situations efficiently because (i)
industrial enterprises have many opportunities for deliberate misclassification of some of their
regular production costs as costs of heat production; (ii) and major industrial enterprises might be
so influential at the local level as to undermine municipal capacity to intervene (Kalinina, 1995).
The FEC should develop a detailed instruction for production cost allocation and analysis to
address the specifics of these heat producers.

Additional (non-tariff) regulatory issues

Beyond the issue of establishing an appropriate framework for setting tariff, a number of
other important regulatory issues must be addressed. They include:

* Competitive bidding for maintenance. The quality of housing maintenance is very poor, and
this is partly because most of the housing stock is maintained by municipally owned housing
maintenance companies that have a defacto monopoly position. Some cities are beginning to
bid out maintenance of some of the housing stock through competitive tenders. In cases where
these tenders are structured appropriately, the quality of housing maintenance has increased
(along with resident satisfaction), while costs have declined (Starodubrovskaya, 1996; Struyk,
1997). A regulatory framework needs to be established so that cities have both the ability and
the incentive to accelerate the creation of a competitive market in housing maintenance. The
basic package of regulations which supports actual tendering and contracting has been
approved by the Gosstroi in 1994 and was tested successfully in a number of cities (World
Bank, 1996a). The draft Law on Public Procurement, which was introduced to the Duma in
the middle of 1997, will make competitive tenders mandatory. To supplement these positive
developments, the federal government's active efforts will be required, mainly, through
enforcement mechanisms, training municipal officials, and fostering new private entry in the
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sector. The experience of vanrous cities, including Nizny Novgorod, Moscow, Ryazan, and
Petrozavodsk, where by the end of 1997, maintenance of more than 15% of the overall housing
stock was provided on a competitive basis, suggests that, given proper incentives for local
governments, competition and private participation can expand rapidly.

Certification, installation, and actual use of meters. Expanded metering is critical for
appropriate pricing of utility services and creating incentives for energy efficiency. Currently,
only electricity is widely metered. However, by far the most costly utility service is heating,
and metering of residential heating is almost non-existent. Metering water consumption is also
a priority. Progress in this area will require additional technical work to address engineering
issues related to the design of Russian apartment buildings. In many cases, metering may have
to be done at the building rather than apartment level, at least initially. Also, a regulatory
environment for municipal district heating companies that incorporates informnation on actual
consumption for tariff setting and gives these companies the incentive to save rather than waste
energy will be important. Such an environment would stimulate meter installation. In addition
to operational meters, a new billing system, based on meter readings and accompanied by
necessary enforcement mechanisms, should be introduced by local governments. The
experience of Lithuania, where by late 1995 half of urban multi-apartment buildings had
installed building-level heat meters, demonstrates that when the government pursues an
aggressive approach towards metering, resident response is quite strong (World Bank, 1996b).
It is important to synchronize the introduction of billing by metering with the appropriate
changes in tariff regulation: it is likely that the first results of metering will show that actual
consumption is lower than it has been reported by utility companies. So, tariffs should be
adjusted to reflect this reality -- lower consumption at higher unit costs. Overall, the immediate
outcome of such new arrangements will be financially neutral. However, in the medium term it
will give way to new incentives and behavior that will bring savings for all parties.

iBlock boilers and entry of new utility companies. The existing construction regulations in
Russia are restrictive with respect to the use of autonomous sources of heat, and block boiler
installation procedures are poorly defined. This is an indirect consequence of the long-
established technical tradition of running urban heating based entirely on centralized district-
heating systems. Technical studies demonstrate that block boilers could be very efficient,
especially in the most remote sections of cities (Martinot, 1997). Liberalization of block boiler
installation and clarification of issues related to their ownership and regulation of use will
encourage formation of new, smaller utility companies to compete with major urban heat
providers.

Certification of new materials and equipment for housing retrofit. Investments in
rehabilitation of the housing stock can improve energy efficiency, with a 3-5 year payback
period (World IBank, 1996a). Technical measures to reduce energy consumption are an
important compliment to policy reforns in the sector because they facilitate condominium
creation, improve corporate governance in utility companies, and reduce transaction barriers.
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To facilitate the process, revisions of the existing construction standards and rules may be
needed to ease the use of newv technologies and materials.50

H Housing inspection and licensing of new maintenance companies. While municipal
housing inspections exist in most cities, their status and practices should be revised to reflect
the new market environment. The Federal government should adopt a general regulatory
framework for developing and implementing housing maintenance standards. Such standards
should be regionally specific and should be approved by regional governments. Their
enforcement should be phased in gradually to reflect the poor shape of the housing stock and
the current lack of adequate finding for appropriate maintenance and repair. Housing
inspectors should be authorized to issue licenses and enforce the compliance of service
providers with effective quality standards, and to ensure that all contract arrangements in the
sector are based on such standards.

Demand for new housing and mortgage finance

By international standards, there is not a severe shortage of housing in Russia. Russia's
housing stock amounts to 18.1 sq. meters per capita, and the average urban family resides in an
apartment of about 50 sq. meters.5 ' This is fully comparable with the size of the housing stock in
developing countries with a similar income level52. In addition, more than half of urban families
have a second house or summer cottage in the country side, which also helps to ease housing
pressures. There are a number of structural factors, however, which will continue to keep the
demand for new housing construction at a much higher level in the medium term than one would
expect based on international comparisons and macro data. These factors include:

* Migration. There are two major flows of households which demand new housing because of
migration -- Russians coming from other FSU states, and those returning to the central part of
the country from remote areas in the North. The number of families that are migrating
internally may exceed several million.

* Housing Stock Distribution. The existing distribution of housing is quite uneven, and a large
number of families have poor housing conditions. In 1996, 3 mln people lived in communal
apartments and an additional 5.4 mln lived in dormitories. While a large chunk of these
distortions could be taken care of through market driven reallocation, given the current status
of housing markets it is quite clear that a substantial amount of new housing construction will
be needed to facilitate access to normal housing. It will be a challenge for local governments
to launch construction of municipal housing that will be allocated among very poor residents.

50 The World Bank supports various initiatives to improve energy efficiency of the existing housing stock in the FSU (World
Bank, 1994a, 1996a, 1996b).

5' Goskomstat data.
52 This is especially adequate if Russia is compared with countries with similar cultural traditions, such as countries in Eastern

Europe. Developing countries in Asia traditionally have a lower level of housing stock per capita.
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* Housing Quality. A sizable part of the existing stock is very old, does not have access to
primary amenities (such as hot water and piped gas for cooking5 3 ) and is held in very poor
shape due to underfinancing of maintenance and repair. In many cases,
reconstruction/rehabilitation of such housing is not economically justifiable. New housing
construction will thus be needed to substitute for the lowest quality segment of the existing
stock. This process will also be fueled by the relatively high housing quality requirements of
the Russian population. Also, the existing stock, which was built within the central planning
system, is excessively standardized and it does not meet the diversified demands of the
population. In particular , as the current trends suggest, the top quintile of households
increasingly will look for housing of quality that is comparable with the Western European
level. Demand for "high quality housing can be met only through heavy investments in the
reconstruction of the existing stock or through new construction itself

* Further Urbanization. The experience of other economies in transition suggests that the
regional impact of economic recovery tends to be quite uneven. Major cities have much better
opportunities for growth compared to rural areas and small cities, and they are experiencing a
strong labor inflow. In Russia, this factor may have an even stronger effect on both labor
mobility and housing demand. First, the Russian economy has a number of regions where
dominating sectors (such as defense, coal, and textile) are expected to be heavily depressed in
the medium term, and the local population has been moving from single industry towns.
Second, by international standards, Russia's largest cities are relatively small5 4. One may
therefore expect that the elimination of non-market restrictions on labor mobility will cause
market catch-up: the population in the largest cities will grow at a rapid pace, and this growth
will influence local housing demand.

Establishing a flexible housing industry that would be able to meet the strong demand for
new housing should be an important component of the structural reform agenda. Given the
potential demand for new housing as well as for housing rehabilitation, under a proper regulatory
setting, housing sector investments in Russia could amount to 6-8% of GDP in the medium to
long term. In 1996, investments in new housing amounted to 3.4% of GDP and investments
(without capital repair) in urban utilities amounted to 0.45% of GDP55 . These numbers should be
judged in comparison with the recent past: in 1994, total new investments in housing and housing
related utilities amounted to 5% of GDP, while in 1990, before the start of reforms, they seemed
to be close to 7% of GDP.56 The housing sector could thus become an important component of
Russia's economic recovery.

53 By Goskomstat estimates, 45% of the housing stock, including 27% of urban housing, did not have access to hot water in
1996. Also, 20% of the stock needs urgent repair and/or reconstruction (Sbomik Materialov..., 1997, p.150).

5 As was demonstrated by Bertrand, Buckley and Gurenko (1997).
5 For a country which has been recently affected by such a large decline in output, the current level of new housing

construction in Russia should not be considered as low. However, to get a more accurate understanding of the scale of
capital formation in Russia's housing sector, data on new investments have to be complimented by information on capital
repair expenditure. The volume of capital repair is insufficient and, as estimated, it stays at a level which is at least 1.5% of
GDP per year less than needed for adequate upkeep of the housing stock. Such underfunding of repair substantially reduces
the actual volume of capital formation in the sector.

55 Goskomstat data for 1994 and 1996, author's estimate for 1990.
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This paper does not address in any detail the problem of facilitating new housing
construction. In contrast to the unique problems associated with reforms in the management,
maintenance, and re-allocation of the existing housing stock in the FSU, reform in the housing
industry is a relatively traditional topic for development economics. The World Bank has
accumulated significant experience in this area, and this experience is summarized in a Bank
Policy Paper (World Bank, 1993).

The main lesson from housing sector development worldwide is that significant sector
distortions typically originate from the supply side, i.e. from various inefficiencies that affect the
industry's ability to produce new housing at affordable prices. Setting the proper regulatory and
institutional framework is therefore the most beneficial type of government intervention in the
sector. Key policies include those affecting tenure security, land use and property rights, building
regulations, housing subsidies (including rent control), taxes, and the availability of mortgage
finance. An operational lesson is that the focus of World Bank projects should be shifted from the
expansion in government-provided housing towards a direct focus on policy and regulatory
reforms. By implication, more Bank loans in the sector should be targeted at local authorities,
where the bulk of regulations affecting the housing sector are implemented (World Bank, 1993,
p.p. 59,72).

From this perspective, the most obvious supply-side distortion in Russia derives from
excessive public sector involvement in new housing production. Overall, the level of public and
enterprise housing finance has remained among the highest of all economies in transition. The
over-expanded role of the public sector is displayed in (i) the exorbitant share of public financing
of housing construction; (ii) the large market share of publicly owned construction companies;
and (iii) too active day-to-day involvement of subnational governments in the organization of
housing construction transactions through the setting of various formal and informal partnerships
with local, private and -semi-private enterprises. Preliminary estimates suggest that about 60% of
total housing construction in Russia is still funded by government budgets, government extra-
budgetary funds and enterprises.3' In addition to large housing maintenance subsidies, Russian
authorities, mainly at the regional and municipal level, have been spending about 1.5% of GDP a
year on subsidies for new housing construction58 . From any perspective -- fiscal, social, and
institutional -- it is difficult to justify such a level of public subsidy. It is especially so if a medium
term perspective is taken into account. Unavoidable growth in cost recovery and household
housing payments will lead to general reduction in housing demand and expand substantially the
market supply of housing from the existing stock. In such circumstances, public involvement in
financing of new housing will become even less rational than today. The Government has to
greatly reduce all sorts of its direct involvement in new housing production and to focus its
activities instead on strengthening the regulatory framework and enforcement mechanisms for
both mortgage financing and housing market operations. It also has to look for tools for better
targeting and disbursement of investment subsidies (e.g. through voucher mechanisms), and to
continue to support infrastructure investments, particularly for residents in low quality housing
without access to modern amenities.

57 There is no reliable statistics on sources of new housing financing. The Goskomstat housing statistics is focused on the
ownership structure of housing construction industry and only indirectly reflects the structure of housing financing sources.

S Including tax benefits to enterprises which invest in housing for their labor.
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The Bank Policy Paper suggests that the overall pace of financial sector development and
policies within the housing sector determine the pace of development of a mortgage lending
system. Without slowing inflation, phasing out directed credits and achieving positive interest
rates, it is extremely difficult to create favorable conditions for long-term lending, and for housing
finance in particular. Development of housing finance depends heavily on the overall
development of the banking sector, its ability to mobilize resources, evaluate risks, and make
prudent investments. Among specific housing policies, special attention should be paid to the
development of: (i) systems of registration and titling; (ii) instruments of foreclosure and eviction;
and (iii) design of special mortgage instruments such as index provisions (World Bank, 1993, p.p.
117-123).

Recent experience with the development of mortgage financing in Eastern Europe is not
very encouraging. Mortgage lending in countries without substantial experience in this area is
progressing quite slowly despite impressive stabilization efforts and monetary deepening. Buckley
and Gurenko (1996) suggest that this failure may reflect hidden distortions that remain in the
housing market. They also consider the simple aggregate measure of such distortions as a ratio of
the median market house price to the median income and show that this ratio remained high for
many economies in traLnsition throughout the mid-1990s.5 9

Recent efforts of Estonian authorities to develop mortgage lending were probably ones of
the most successful compared to other CEE countries. Available estimates suggest that the total
annual amount of mortgage-based loans could reach about 1,000 transactions in 1996, which is
quite a number for a country of this size. And the market is expected to double in the medium
term (Gilbertson, 1996). This relative success of Estonia could be explained by (i) a stable macro
environment with low and predictable interest rates; in part, it is related to the pegged exchange
rate of Estonian marka, which makes the whole local interest rate environment more stable; (ii)
the developed legal framework, which includes a sufficient regulatory and enforcement
environment for issuing and registering mortgages as well as for foreclosure; (iii) a strong banking
sector, which has gained substantial experience with both long-term business lending and raising
funds through bond issuing.

In Russia, key pieces of the legal environment for mortgage lending -- the Mortgage Law
and the Registration Law -- were approved by Parliament in July of 1997. The President
approved the registration Law, but vetoed the Mortgage Law. With ongoing macroeconomic
stabilization, commercial banks are beginning to show increasing interest in housing finance, and a
primary market for mortgages has begun to emerge 6. The government has also established a
quasi-public Mortgage Lending Agency designed to stimulate a secondary market in private-
sector mortgages.

These all are very positive developments. However, given remaining institutional and
structural weaknesses in the Russian economy, it could take substantial time for mortgage

59 The housing sector is considered to be highly distorted if the ratio exceeds two standard deviations from the sample average
estimated from the data on 52 developing countries.

"O According to the IUE, Russian banks granted about 5,000 mortgage-based loans in 1996.
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financing to take off. The main problems that remain to be addressed in this area are as follows:6'

* Remaining distortions in the housing market. While gradually decreasing over the last few
years, the house-price-to-income ratio in Russia is still very high: as estimated from
Goskomstat data, it amounted to 8 in late 1996, while the average for a sample of developing
countries was 4.9. Various factors discussed throughout this paper provide an explanation of
this outcome: free allocation of new housing, substantial housing maintenance subsidies that
hinder real wage adjustment, scarce long-term credit, and large non-cash benefits in the total
remuneration package.

* Weakness of the financial sector. Russia's financial sector is dominated by commercial
banks, while non-banking institutions remain underdeveloped. This weakness hinders the
formation of a secondary market for mortgages. At the same time, the banking system is
undercapitalized, which limits the scope for portfolio diversification and mortgage lending.

* Underdeveloped regulatory framework: there is no effective enforcement mechanism that
provides security interest and foreclosure rules.

. Changes in household attitude are needed. The population is cautious regarding long-term
commercial borrowing.

. Lack of supporting infrastructure. Market development is adversely affected by the lack of
appropriate information, registration, and monitoring systems, credit rating agencies, and
independent property appraisal services. A separate concern is the need for land and building
registration systems.

• Absence of markets for urban land. In most cases, there is no regulatory framework which
would enable potential developers to compete for access to undeveloped land plots in a
transparent way. These distortions in the course of land allocation ultimately would make
housing construction more expensive and less affordable. New zoning regulations for urban
land and introduction of the auction/tender system for land plot allocation remain the main
priorities. Under the IBRD Housing Project, the pilot system of land auctions was developed
and successfully tested in six Russian cities. The Government has intended to make a further
progress in developing a legal framework for market-based sales of urban lands as a part of its
program support by the EFF/SAL framework.

Accelerating budget management reforms

There is a risk that expected fiscal gains from the proposed housing reforms will not
materialize until they are accompanied by a strong push towards more sustainable budget
practices. Under the current, mainly unreformed and distorted state of subnational budgets, it is
quite likely that a reduction in housing subsidies will not lead to any real fiscal gains but instead

61 This paragraph follows some of Vatnick's recommendations (Vatnick, 1997).
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will end up in incremental finding on other poorly justified budget programs. Therefore,
establishment of more transparent fiscal arrangements for budget preparation, execution, and
reporting is important to facilitate changes in local government attitude to housing reforms and
ensure that all potential savings from these reforms are captured by local budgets.

The poor fiscal performance of subnational authorities is increasingly becoming the primary
source of the overall fiscal instability in Russia. Subnational governments have accumulated the
major portion of total budget arrears, have kept a substantial part of their funds outside of the
official budgets, have been responsible for financing most of the subsidies that remain in the
consolidated budget, and have demonstrated slow progress in upgrading their outdated budget
management practices.

Recently, the federal government has realized the potential pitfalls of the current trends in
the sector. However, the GOR does not have the capacity to launch a comprehensive reform of
regional finance. Several federal initiatives in this area, such as the Budget Code and Law on
Regulation of Subnational Borrowing, while important, are still pending their final resolution. In
the medium term, the GOR strategy in the sector will probably be associated with the recently
announced plan to undertake a comprehensive reform of inter-government fiscal arrangements
(see below). This strategy should be complimented by various steps of a more technical nature,
which, when implemented, could provide a major clean-up of the data on sub-national public
finance, set up appropriate structures and procedures, and facilitate transition to much more
sustainable budget practices. These steps would include:62

e Clarification of subnational government functions. Allocation of responsibilities between
the public and private sectors, as well as between regional and municipal government levels in
housing and in several other sectors is quite unclear, with direct implications for fiscal
performance of subnational governments. Particular attention should be paid to still excessive
govemments' involvement in private activities, and incomplete divestiture of public functions
from the enterprise sector.

- Developing regulatory framework There is a clear need for an expansion in subnational fiscal
regulations, which promote the evolution of the budget process towards greater transparency,
predictability and accountability. Primary attention should be given to the development of a
model package of regional regulations to formalize the process of subnational budget
preparation, approval, implementation, and control.

* Budget Consolidation. It is important to phase out major forms of off-budget activities
(especially extrabudgetary funds, tax exemptions and budget guarantees, non-cash government
operations) and to set up adequate forms of reporting and control.

e Budget preparation and expenditure management. Subnational governments are affected by
a severe shortage of institutional capacity, which hinders their progress in several key
directions such as: (i) reorganization of the budget classification system; (ii) introduction of

62 Helpful recommendations r egarding reforms of local budget management in economies in transition were developed by Guy
& Plokker (1995) and by the World Bank (1996e).
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expenditure accounting on a commitment basis; (iii) setting the treasury system of budget
execution; (iv) expansion in competitive tendering for public procurement; (v) introduction of
new budgeting principles in key sectors (education, health), (vi) strengthening the budget audit
finction, and (vii) adoption of standards for budget disclosure.

* Accelerate expenditure restructuring. The immediate priority with respect to changing the
expenditure structure should include: (i) phasing out explicit and implicit subsidies (housing,
utilities, agriculture) and directed credits to the private sector; (ii) rationalization of
expenditures on administration; (iii) strengthening local capacity for social protection by
consolidating various benefits and better targeting of income support; (iv) expansion of under-
developed public sector functions (public infrastructure).

* Debt management The GOR should work out a transition strategy that will ensure a switch
to a more transparent borrowing practice by sub-national governments. This change will
require (i) the discontinuation of issuing money substitutes; (ii) limiting new market borrowing
to financing of investment projects; (iii) introduction of adequate debt monitoring and
management systems, and (iv) restructuring of the existing debt to service providers.

C Capital budgeting. Major subnational budget savings could be obtained through the
introduction of a modem framework for public investment management, including project
evaluation, multi-year investment budgeting, consolidation of government investments with
those funded by local public enterprises, and strengthening implementation monitoring.

e Reform of local taxations Introduction of value-based property taxation and other local taxes
will have a direct impact on the investment climate in the housing and real estate sector.

Local government incentives: introduce transparent inter-government fiscal arrangements

Proper incentives of regional and municipal govemments are critical for the success of
housing reform. Most responsibility for housing sector decisions is given primarily to
municipalities. The role of regional authorities, however, is also important because for the
moment regional and municipal budgets are poorly separated. Furthermore, regional governments
are involved in important regulatory issues such as tariff setting, corporate governance and the
restructuring of regional utility providers, licensing and social protection. Moreover, there is a
clear need for close cooperation between regional and municipal governments on purely
administrative grounds. Russia inherited from the Soviet Union a heavily centralized
administrative system in which local self-governance was almost non-existent. Most
municipalities in Russia, especially those at remote distance from regional centers, are still
affected by a lack of administrative resources and human capital, and, therefore, by a lack of real
autonomy. In such locations, comprehensive guidelines and technical assistance from regional
governments can assist municipalities in implementing housing reforms in the least disruptive
manner.
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The response of local governments to mounting problems in the housing sector and
associated pressures on municipal budgets has thus far been inadequate. While an increasing
number of local officials realize that housing reforms are a key to fiscal sustainability and
creditworthiness, political concerns and insufficient incentives prevent them from undertaking a
more proactive policy. The lack of proper incentives derives from incomplete reforms in the
system of inter-government fiscal relations. Non-transparent arrangements regarding revenue and
expenditure sharing combined with poor design of the inter-government transfer mechanism has
become the major source of distortions affecting incentives at the local level. The tremendous
cross-regional variation in actual levels of cost recovery in housing confirms that many
subnational governments are still not interested in price adjustment and related housing reforms.

Reforms must address the problems that currently exist at both levels of the system: in
relations between the federal government and regions and in relations between regions and
municipalities.

Federal-regional relations. At the moment, the main source of distortions is the mechanism of
federal transfers to regional governments. While the stated objective of the mechanism is fiscal
equalization, its actual equalization impact is quite weak. Underlying formulas for transfer
allocation are based on "regional governments' needs" for the funding of justifiable budget
expenditures, including housing sector subsidies. Such a system greatly undermines regional
incentives to save, because any savings could potentially lead to a lower estimate of "the need"
and therefore reduced federal transfers.

As a result, federal transfers are important determinants of regional budget subsidies in
housing, and the transfers are concentrated in regions with the most distortive policies, i.e. in
those that spend the most budgetary funds on housing subsidies (Freinkman & Haney, 1997).
While subnational housing subsidies are strongly counter-equalizing, federal transfers implicitly
support this policy. Over the period 1993-95, up to 30% of every marginal ruble that was
transferred to regions was spent on housing subsidies.

In the summer of 1997, the Government announced its plans to review the system of fiscal
arrangements with regions and to design comprehensive reforms that would to be phased in over
a number of years. The draft Tax Code and Budget Code will be the major building blocks of this
reform effort. Beginning in 1998, the disbursement of federal equalization transfers to each
region will be conditioned on the implementation of federal housing reform guidelines. This
policy could have a favorable effect on the reduction of housing subsidies and progress with
related reforms. In response to this new conditionality, regions will either have to reduce local
subsidies in order to receive transfers, or continue their policy of subsidization but without federal
assistance. In the latter case, statistical evidence suggests that without federal assistance, fiscal
strains will ultimately force the regions to reduce housing subsidies.

While the introduction of conditional transfers is a positive development, many other
changes in inter-government fiscal arrangements are needed to eliminate the distorting influence
of federal assistance on the pace of regional structural reforms. The main goals of the reform
should consist of: (i) clarifying the equalization formula to reflect more accurately regional
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differences in economic and tax potential; (ii) introducing matching grants to stimulate regional
spending on social assistance for the most needy; (iii) simplifying the transfer system by
eliminating special types of federal transfers (including those designed to support social asset
divestiture) and reducing the number of recipients; and (iv) strengthening federal control and
monitoring over regional use of federal funds by introducing Treasury execution of transfer
payments.

Regional-municipal relations The regulatory framework regarding revenue and expenditure
sharing within regions is much less developed than the one that covers federal-regional relations.
So far, regional authorities have too much discretion with respect to the formation of municipal
budgets in their territories. Municipal governments are affected by frequent changes to the
regional rules of tax sharing and by the excessive centralization of regional finance (Lavrov,
1996). In addition, large cities generally have a stronger tax base, and most regional
governments serve as a channel of intra-regional fiscal redistribution from major urban centers to
rural rayons. In the non-transparent and poorly predictable fiscal environment this redistribution
undermines cities' incentives for proper fiscal management.

As a result, municipal incentives for obtaining budgetary savings through housing reforms
are substantially diminished. Municipal administrations perceive that regional governments will
extract any savings through adjustments in tax sharing coefficients. The lack of mutual
confidence, and in many cases direct confrontation between regional authorities and the leaders of
major local cities, prevents development of a mutually beneficial reform strategy.

The unresolved issues of municipal finance have a sizable negative impact on fiscal
developments. In particular, municipal governments are quite slow in introducing local taxes,
such as a property tax. They instead rely on extremely distorting and costly instruments of implicit
taxation such as the creation of extrabudgetary funds; delays in enterprise housing divestiture;
accumulation of debts to local suppliers; and maintenance of the inefficient structure of utility
tariffs. These distortions make the local fiscal system too fragmented, thereby creating serious
difficulties in evaluating the budgetary situation and introducing an efficient equalization policy.

The Government began to address these issues with the preparation of the Law on Financial
Foundations of Local Self-Governance, which was adopted in 1997. The Law introduced some
explicit guarantees for municipal budget formation and reduced regional government discretion.
This effort should be expanded to introduce full transparency and predictability in local finance.
In particular, the Government should mandate the full consolidation of regional budgets and
develop model rules/formulas for intra-regional fiscal redistribution.

Additional incentives for subnational governments: Regional Reform Fund

Thus far, the federal government has had very little influence over the actions of local
governments in the housing sector, and local governments have insufficient incentives to facilitate
housing reforms on their own. To address the problem, the Government suggested a modification
to the traditional system of federal equalization transfers in the 1998 budget: regions which do not
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follow federal guidelines regarding cuts in regional housing subsidies would have their transfers
reduced. This is important and a highly positive development. However, its impact could be
strengthened if the government compliments penalties for non-performing regions with positive
incentives to those that pursue a more aggressive strategy in reform implementation. Also, the
introduced "penalty scheme" will not have any impact on the donor regions, i.e. those that receive
no support from the Equalization Fund. The donor regions, which could be sensitive only to
positive incentives, represent the major Russia industrial centers, and it is critical to have them
interested in accelerating housing, utility, or any other urban-based reforms.

The Government may turn to the idea of the Regional Reform Fund (RRF) to implement
this approach63. The RRF could be established as a completely new federal budget transfer
mechanism that would operate fully independently and under a different set of rules than the
existing fund for regional equalization. The RRF could be a part of the regular federal budget and
be administered by the Ministry of Finance. In particular, the MoF would be responsible for (i)
evaluation of the regions against the approved performance indicators and competitive selection
of winners; (ii) disbursement of funds, based on the agreed disbursement rules, to participants that
have met the performance requirements; (iii) control over the targeted use of transfers by final
recipients. Technical and financial assistance from IFIs could be used to help with the
organization and operations of the RRF. The annual policy reform agenda for the RRF could be
developed as a systern of annual targets and performance indicators for subnational governments
to be approved by the Fund Board representing key government agencies.

The set of performance indicators for participating regions could be designed to reflect both
the diversity and complexity of the goals of the housing reform across regions. Performance
indicators could be modified on an annual basis to reflect both changes in GOR reform priorities
and progress with reforms. In principle, the indicator coverage should not be limited to a
particular sector (such as housing) but could include several other key reform areas (such as
budget management, social protection, etc.). Experience with earlier IBRD projects in Russia,
such as the Housing Project and EHDP, suggests that in order to maintain objectivity in the
selection process, it is important to keep performance indicators simple, and to have the capacity
for data verification from parties other than local governments (for example, households and
service providers). The tentative list for possible performance indicators is presented in Box 2.

In order to set up a working transfer mechanism for the RRF, several design issues must be
addressed:

* Should allocations to regions done on a grant or on-lending basis? In general, when such
allocations are a part of the fiscal system, it is a matter of principle to try to disburse them on a
grant basis. However, when the reforms primarily benefit specific regions and not the country
as a whole, budget loans would be a more appropriate instrument than grants.

* How should RRF transfers be shared between municipal and regional governments? As in
most other federations, the Russian central government allocates federal funds among subjects

63 The idea of the RRF has been recently suggested by the MoF and is currently under discussion within the Govenunent.
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of the federation, i.e. regions. However, for the purposes of the housing reform, it may be
preferable either to by-pass regional governments and to channel funds directly to
participating municipalities or to set up explicit rules for transfer sharing. Some form of direct
participation of municipalities is justified by the fact that major housing reform efforts are
expected to be conducted by municipal governments in major urban areas.

Box 2. Tentative list of verformance indicators for subnational governments

* provide an increase in cost recovery
* adopt transparent procedures for utility tariff setting that fully comply with federal regulations
* Improve the accountability of utility management by introducing new governance structures for local

utilities that are municipally/regionally oxvned
* introduce new accounting, billing, and collection systems in local utilities
* reduce subnational budget arrears to local utilities
* reduce customer arrears to utilities, including residential and public sector customers
* implement a local program to expand heat and water meter installation in residential and public sectors
* demonstrate that the local housing allowance program is operational
* demonstrate acceleration of apartment privatization
* increase registration of condominiums under streamlined procedures
* organize at least one tender in the housing maintenance sub-sector
* expand divestiture of the enterprise housing stock
* demonstrate progress in fiscal management reforms, including budget consolidation, subsidy

management, and debt restructuring
* introduce a transparent framework for relations between regional and municipal governments

* What types of subnational expenditures should be eligible for financing from the RRF
transfers? The following options should be considered: (i) provide unconditional budget
financing; (ii) limit eligible expenditures to exclusively investment-type spending, including
spending on rehabilitation/capital repair of major utility networks; or (iii) have a less restrictive
list of eligible expenditures in order to provide financing for both current costs and urgent
investments. In the latter case, eligible expenditures would include clearing budget debts to
local utilities, costs associated with completing enterprise housing divestiture, costs for
establishing housing allowance offices, expenditures on local utility restructuring, and
expenditures on urgent network rehabilitation and fuel stock replenishment.

• How should technical assistance fit into the process? There are obvious needs for technical
assistance and training at the subnational level, particularly, for strengthening the institutional
capacity of local governments in the areas of utility regulation, social protection, and budget
management. The Government may be interested in making arrangements that would ensure
equal and sufficient access to technical assistance for all participating regions. At every stage,
the TA program should be closely coordinated with the current reform priorities of the RRF,
which are reflected in the performance indicator set.
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CONCLUSIONS: MEDIUM TERM PRIORITIES FOR THE FEDERAL GOVERNMENT

After several years of relatively slow and uneven progress with housing reforms, the Federal
Government has recently demonstrated its willingness to accelerate the process. To preserve this
positive momentum, the government must adopt a number of policies that will advance the
creation of a market-fiiendly enviromnent in the sector, and must support efforts of sub-national
govermments to accelerate housing sector transformations. Medium term policy priorities are
listed below. These priorities have been selected based on the idea that it is not practical to think
that all sectoral problems can be addressed at once. Some distortions are clearly much more
important than others, and the reform program could and should be phased in overtime.

Cost recovery. As it is argued in the paper, a relatively high level of cost recovery and housing
payments is a necessary catalyst of real changes in the incentives and behavior of the main
economic agents in the sector (municipalities, households, and service providers). The GOR
should pursue a two-step strategy for initiating full cost recovery. As a first step, cost recovery
should be pushed up to 50-60% without further delay. This will set the stage for completely
different types of developments in the sector; on one side, stronger private incentives will emerge
in search for cost savings, and on the other -- the real demand for social support could be
accurately identified and the needs for further tariff increases could be properly estimated. Thus
the second step of the tariff reform could be more adequately planned and managed. The further
elimination of subsidies must take into account adjustments in real wages and the capacity of local
governents to provide income support to needy households. This implies that there is currently
no need for debate about when full cost recovery in housing can be achieved -- in 2000, 2003 or
later. It is much more important to achieve a cost recovery of 50% in 1998, which seems to be
feasible. However, attaining this moderate benchmark will require substantial efforts to improve
payment collections, reduce budget arrears, expand metering, and control utility tariffs.

Public sector role and regulatory framework. The current over-expanded involvement of the
public sector in financing, ownership, production, and procurement in the housing sector should
be fundamentally reduced. Instead, core public functions such as regulation and contract
enforcement should be strengthened. Adequate regulation is critical for enabling economic agents
to respond efficiently to new market signals. The ultimate outcome of the current federal
government strategy will be that economic agents will face much stricter budget constraints than
they have in the past. New regulations are needed to help them to adjust their behavior to
changes in their budget circumstances. This paper suggests that the regulatory framework for
housing reforms is quite developed at the federal level. However, some important pieces of
federal regulation are still missing. These gaps include but are not limited to such areas as free
apartment privatization, condominium registration, local utility regulation and governance, and
billing by metering. Over-expanded government involvement hinders the expansion of private
participation. Another bottleneck of the regulatory framework is that it lacks sufficient supporting
instructions and model documents to facilitate the transition to new forms of contracting,
regulation, social protection, and ownership at the subnational level. Box 3 presents several key
regulatory issues whic'h have to be addressed.
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Box 3. Federal Driorities in the area of housing sector regulation.

* Approve amnendmnents to the Housing Privatization Law on time limits for free housing privatization by
tenants.

* Complete preparation and approve the Mortgage Law.
* Introduce changes in the Federal Energy Commission's Charter in order to strengthen the FEC's role in

monitoring and supporting the activity of Regional Energy Commissions with respect to heat and hot
water tariff regulation. The Charter should also provide for a conflict resolution facility regarding
regional heat tariff regulation. Appropriate amendments to the relevant laws should be introduced as
well.

* Develop detailed guidelines for Regional Energy Commissions, to be used for heat and hot water tariff
setting. Approve a detailed standard format for reporting a cost structure of tariffs by utility providers.

* Approve new regulations on heat, hot water, and other utility payments, in order to promote both meter
installation and the introduction of billing by metering.

* Issue a government resolution that allows municipal governments, until consumption is metered, to
revise consumption norms based on sample surveys of actual consumption. Issue recommendations with
respect to the organization of such surveys.

* Issue a government resolution 1for the creation of a new fiscal and regulatory framework for enterprise
housing divestiture. The framework should force regional governments to accelerate divestiture,
streamline divestiture procedures, initiate housing divestiture by public enterprises in the defense and
railroad industries, and modify the existing system of federal support to municipalities that accept
enterprise housing.

* Approve new enforcement procedures with respect to housing evictions in cases of non-payment. The
procedures should recommend municipalities to set up local administrative (out of court) commissions
for prelininary consideration and negotiation of resident arrears.

* Review the existing system of housing payment benefits and develop a time table that provides for their
gradual phase-out and compensation, when justified, for recipients through cash transfers and wage
adjustments. Adjust the system of housing investment subsidies as a part of this process.

* Issue new federal guidelines for condominium registration, which would set simplified procedures for
such registration.

* Issue federal guidelines to clarify condominiums' rights to use and own adjoining land.
* Prepare a new draft Law on Urban Land Zoning and submit it to the Duma.
* Introduce amendments to the building regulations that would simplify installation and use of block

boilers.
* Develop a model management contract for local utilities that would help subnational govemments

strengthen corporate governance in the utility sector.
* Develop a system of model contracts to facilitate new contractual relationships at the local level between

housing owners, renters, and providers of maintenance and utility services.
* Strengthen coordination of federal agencies and clarify their mandates with respect to housing reforms,

including responsibilities for setting policy targets, implementation and monitoring. This objective
includes the clarification of the roles of the Ministry of Economy, the Construction Committee, the
Federal Energy Commission, the Committee on Standards, and the Antimonopoly Committee.

* Introduce a new statistical framework that will support the regular collection and analysis of data on
major developments in the housing sector in Russia, including data on housing and utility costs, tariffs
and subsidies, household payments and arrears, housing privatization and divestiture, and private sector
participation.
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At the same time, due to the multi-dimensional character of housing problems, future
developments in the housing sector will be strongly influenced by the general pace of structural
adjustment in Russia. In the most optimistic scenario, overall strengthening of federal institutions,
improvement in fiscal management, general clarification of ownership rights, and strengthening of
the mechanisms for contract enforcement will have a strong positive impact on housing
transformations. However, further delays with generic structural reforms could place extremely
difficult constraints on the pace of housing reforms.

Subnational government incentives. While municipalities throughout Russia have gained some
positive experience with respect to advancing housing transformation, dissemination of such
experience is progressing quite slowly, and many municipalities neither follow federal guidelines
nor are interested in utilizing available best practice. Thus, the future pace of housing reforms in
the short term will depend on how quickly the proper local government incentives evolve. The
federal government has a set of fiscal and legal instruments to influence this evolution though the
enforcement of stricter compliance with federal guidelines. In addition, the government just
decided to modify the system of inter-government fiscal arrangements in order to provide
subnational govemrnents with fiscal incentives to intensify the introduction of some critical
reforms in the sector. But in the long term, establishment of more transparent and predictable
fiscal arrangements between various levels of government will be needed to provide stronger
incentives for budget savings through the implementation of housing reforms.

This paper also argues that the scale of accumulated distortions in the sector requires a
flexible strategy to link the rate of housing reforms with key indicators of macroeconomic and
institutional developments at the regional level. Given the enormous variation in conditions
across regions, the federal government should compliment its general strategy of establishing
general requirements for the speed of housing reforms with special incentives for those
subnational governments that are ready to phase in reforms at an accelerated pace. A number of
factors, such as higher real incomes, stronger institutional capacity, and readiness of both the local
population and leadership for more aggressive reforms, provide some locations with special
opportunities. The federal government must find a way to capitalize on such opportunities
through the establishment, for instance, of the Regional Reform Fund, a new channel of federal
transfers to support the most advanced reformers among subnational governments and to help
identify a top tier of local reformers. Accelerated reforms in a few regions would help to
disseminate them later on and reduce overall economic and political costs of reforms in the sector.
Expansion of training of local officials and the dissemination of accumulated experience with
housing reforms are also important. Even without direct budget support to local governments,
access to high quality technical assistance and training could provide a significant incentive for
municipalities to undertake reforms.

Budget management. There is a risk that expected fiscal gains from the proposed housing reforms
will not materialize until they are accompanied by a strong push towards more sustainable budget
practices. Under the current, mainly unreformed and distorted state of subnational budgets, it is quite
likely that reduction in housing subsidies will not lead to stabilization of local finance but instead will
end up in incremental funding on other poorly justified budget programs. Main directions of regional
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finance reform would include: (i) clarification of subnational government functions; (ii) development
of a transparent regulatory framework for budget preparation, approval, and execution; (iii)
consolidation of budget accounts; (iv) expenditure restructuring; (v) introduction of new debt
management practices; (vi) reform of local taxation; and (vii) reorganization of capital budgets.
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