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FORE\VORD

This "Ovelyiew Rep0l1" represents a single volume of a q volume selies on Russian
water and \vastewater utilities (vodokanal in Russian). In addition to this repor1. the
series contains 8 other rep0l1s. each focusing on single \'odokanal (YKL). TIlis selies
\vas produced in support of the Russian Water and Waste\vater Project \\ith financing
from the United States Agency for Intemational Development (USAID) under the
Shelter Sector Refon11 Program for the \"ewly Independent States. TIle etToI1 was
carried out dming first half of 1997.

TIlis rep011 presents an overview of the main findings related to our institutional and
financial assessments concerning the ability of VKLs to contract debt. Based on these
results. the report presents institutional and financial recommendations to assist federal
and local decision makers improve YKL operational and financial autonomy in order to
enhance its debt repayment capabilities.

TIlis rep0l1 was written by Alexander Gamota. Economist/lnstihnional Specialist.
Michael Schaeffer. Financial Analyst. Michael Sinclair. Privatization Legal Specialist.
Emest Slingsby. Technical Manager. and Samuel Coxson. Chief of Party. Additional
commentaI)' was provided by SWlil Perera. Financial Specialist. Alexander KJishtop.
Institutional Analyst, Kirill Sivolapo\·. Financial Analyst. and Eugene Gurenko. Tariff
Specialist. Accowlting and financial data management and analysis assistance was
provided by Anna Regetsy and Antony J'\eoradzi. Additional legal research. analysis.
and commentary was provided by Anton Lin·inov. All these individuals are with
PADCO. Inc.

We would like to thank First Deputy Chairman Anvar ShamuzafaroY. of the Russian
State Committee for Housing and Construction Policy. for his supponiYe oyersight of
our work. and Valeria Sergeeva. the Project Manager of the Project Preparation Unit
for the Russian Federation Water and Wastewater Project (RUSWATER). for her
active par1icipation in our eff0l1.

We \\ould also like to thank William Krause and Dmitry Barsukov of RUSWATER.
and Walter Stottman and Loup BrefoI1 of the World Bank. for their insight. supp0l1
and comments. Special mention goes out to Igor B)1Chkovsky. of the Institute of
Housing and Communal Economy (Mosco\v. Russia). who pro\'ided timely and
essential legal and institutional guidance.

Finally. \ve would like to thank Stephen Giddings. Hugh Winn. Joel Heisey, and
Valcntin Stobetsky of USAID for their continued support and encouragemcnt for
projects related to housing and communal selvice refonn in the Russian Federation.
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Chapter 1 - Background and Introduction

-----~-~~~-.~~~~~~~~~~~~~~~~~~~~~-

1.1 Background

-ne Russian Federation's cUlTent institutional and economic el1\ironment ha\'e
ad\'ersely impacted the ability of vodokanals (YKL) to be financially self-sustainable.
In the past. YKL operations. capital il1\'estment and expansion were subsidized or
directly paid for by the State. As envisioned by recent Presidential Decree No. --l25
"On Housing and Communal Sector Refonn in the Russian Federation'" dated April
28. 1997. YKLs through user charges. \\ill be responsible for achieving cost re-:o\'ery
and financial sustainability. In order for YKLs to realize this goal. the govemment has
promoted the development of market-based contractual relationships bet\\een YKLs
and all of their customers, including the general population. Such relationships \\ill
involve having all customers make water and sewer payments based on full-cost t3liffs
and metered consumption. Only truly needy low-income families would receiYe
targeted subsidies for their water and sewer bills as well as other housing and
communal service payments.

As YKLs begin to look towards their customers for their sustainability. customer
satisfaction and affordability become more important. In the past. the relationship
between YKLs and their customers, particularly general population customers. was not
very strong nor open. YKLs provided a poor level of water and waste\vater service.
operated inefficiently and e:\.1lelienced tremendous transmission losses. General
population customers paid nominal tariffs. practiced wasteful consumption behavior.
received poor service, and had little opportunity to directly e\.-press their dissatisfaction
as State officials usually spoke on ''their behaIC' So even though the general
population is the largest customer category for all YKLs. the two pal1ies \\ere rarely
ever directly accountable for their respective actions.

YKLs will now have an obligation to provide their customers the best sCl\ice at the
least cost. as well as better customer outreach and openness related to their activities.
This requires calT)~ng-out improvements to reduce losses and inefficiencies. improving
production activities, and improving management. operation. and public relation
practices. TIlis requires that YKLs be given the ability to charge all customers full cost
taliffs for metered consumption and have the ability to shut off sen'ice for customer
non-payment. Under the new govemment concept. YKLs are to recei\e more fiscal
autonomy and be responsible for their OW11 capital investment financing.

From March through August 1997. PADCO reviewed 12 Russian VKLs l to assess
their institutional and financial capacities to contract debt. This general repon. and the
indi\'idual VKL repor1s. are based on the project's main findings. nleSe repons are
intended to identify and initiate the implementation of a program of institutional
reorganization and financial recovery strengthening, nlis effor1 is also intended to

I The 12 RUSSian vOdokanals assessed include Cheboksary: Ga~arin. Kansk: ~lurI1l3nsk. \alclllk.
Ore!: Pechor3: Petrozavodsk: Pskov: Sl1lolensk: VladinllC 3nd Votkinsk :.Jote infarl1l3tlon related
to Pctro;;\\,odsk and Vladlllllr WZIS not 3vail3ble for this report
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assist VKL manag~l1l~nt and ktkral. oblast. and local gO\ell1l1l~nt oflicials d~t~rl1lin~

il1\estll1~nt packag~s which could b~ financed by th~ Russian Federation Water and
Wastewater Project.

1.2 Introduction - Institutional ~lnd Financial Limitations

CAer the course of the assessments PADCO observed many positive changes as well as
issues of concem. More and more, YKLs and local govell1ments understand that the
old centralized system led to tremendous water and financial losses, as well as to the

cunent poor overall physical state of YKLs in Russia. TIlere are some persons.
ho\vc\er. who feel that the VKLs' main problem is that they do not recei\e all

pa~l11ents from customers. UnfOltunately, YKLs face many more problems than simply
customer non-payment.

PADCO observed a number of institutional and financial obstacles confronting VKLs
as they adjust to operating under market conditions. TIlese are issues that reflect
cunent economic trends and legal limitations. More importantly. these obstacles may
prevent YKLs from being able to repay long tenn debt obligations through user charge
collections. TIle primaly institutional obstacles observed for the majority of the YKLs
re\·ie\vcd in order of significance include:

• Federal restrictions of what capital costs can be included 1Il the taliff
structure;

• A politicized tariff approval process:

• A highly distorted tariff structure \vhere enterprise tariffs provide a cross
subsidy to general population customers:

• An undeveloped targeted social safety net:
• Existing weak and/or ambiguous legal relationships between VKLs and

municipal governments;

• TIle cunent weak legal enforcement and framework between VKLs and
their customers. including billing/collection intennediaries and non-cash
payment;

• VKL management predominantly focuses on technicaVengineeling issues.
e.g.. water produced and wastewater treated. and less on financial:

• TIle lack of water loss reduction and operation efficiency impro\'ement
programs;

• TIle lack of demand management programs: and

• TIle potential strength ofYKL labor collectives.

TIle primary financial obstacles observed for most VKLs reviewed include:

• Inadequate collection of user charges;
• Declining cash collections as a percent of billings (including accounts

receivable );
• Existing tariffs do not reflect true economic costs of providing selyices:
• Financial management and repOlting practices are inadequate in assisting

managcmcnt decision making:

• Current praHt tax regulations create a financial reporting. emironlllenl

Russian Water and Wastewater Loan Feasibilitv Assessment:
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where oni-:ial VKL financial statements reflect e:"."penses adjusted for
collected re\enucs - thereby allowing VKLs to minimize some of their
immediate tax obligations (VAT) while concurrently reporting a "'profit"
allowing for "out-of-profit" employec bonus distlibutions; and.

• Inadequate sh0l1 and medium tellll operating and capital planning on thc
pal1 of the management of sen ice IHO\·iders.

Each of these obstacles \vill be discussed in fuller detail in the main body of this
overvie\v. A comparatiw analysis approach that incorporates data for all of the VKLs
reviewed is used when appropriate. At the end of this report, VKL debt service
capabilities are assessed and an Action Plan is presented to assist policy makers and
VKL managers in enhancing VKL debt repayment capabilities. The Action Plan is also
intended to assist VKLs overcome the institutional and financial limitations discussed
in this document. VKL specific recommendations can be found in the respective
individual VKL repol1.:

~ All individual VKL reports financed by CCS-0008-C-00-205 7-00. Task Order 87 accompany this
report. Individual reports on the VKLs in Cheboksary. Murll1~lt1sk_ Petrozavodsk. and Vladimir are
,waJlable as deliverables financed by EPE-0008-C-OO-511 8-00. Task Order 5. While not financed by
the former contract. informatIOn related to Cheboksary and \lurmansk are lI1cluded to broaden the
comparative analyses and discussions in this report
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Chapter 2 - Institutional Review

2.1 Assessment of Present Institutional/Regulatory Environment

2.1.1 \'odokanal Legal Status/Charter

All of the VKLs reyie\ved, Table 2.1, with the exception of the Pskov Vodokanal.
currently maintain some fonn of municipal status. TIle Pskov Vodokanal is a
Partnership \\>1th Limited Liability - the partners being Pskoy Vodokanal employees.
All of the VKLs. with the exception of the Pechora VodokanaL are separate legal
entities and have existing Charters which were reviewed.-'

Table 2.1
Vodokanal Comparative Legal Information (As of August 1, 1997)

City Legal Name Corporate Structure Approval Needed for
Reorganization

Cheboksary "Vodokanal" Municipal Production ! Cheboksary City Property
Enterprise Management Committee. Labor

Collective
Gagarin "Gorvodokanal" Municipal Enterprise Gagarin Raion Administration.

Labor Collective
Kansk "Water and Wastewater Municipal Production Kansk City Soviet of Peoples'

Service Administration " Administration Deputies. Labor Collective
Murmansk "Murmanvodokanal" State (Oblast) Unitary Murmansk Oblast

Enterprise Administration, Murmansk City
Administration.

Nalchik "Vodokanal" Municipal Enterprise The Republic of Kabardino-
Balkarian Cabinet of Ministers

are! I "Orelvodokanal" Municipal Production ! Orel City Administration. Labor

I
Enterprise Collective, and Orel Soviet of

People's Deputies
Pechora I "Vodokanal" Structural Sub-unit Municipal Unitary Enterprise

"Pechorazhilkomhoz..

Pskov "Vodokanal" Partnership with Partners
Limited Liability

Smolensk "Gorvodokanal" Municipal Enterprise Smolensk Mayor. Labor
Collective

Votkinsk "Water and Wastewater Municipal Communal Udmurtia Republic State
Communal Enterprise.. Enterprise Property Committee. Labor

Collective
Note TIle Pechora Vodokanal IS a sub-tilllt of the MunICIpal UlIltary Enterpnse "PechorazhJlkomhoz."· an
independent legal entity responsible for all aspects of housing and communal services in Pechora.

TIle reyie\v indicates that the VKLs were founded on the basis of the Russian Socialist
Federation Soyiet Republic law. dated December 25, 1990. "On EnteqH1ses and
Business Actiyity" generally by the respective local Administration. TIleir respectin~

Charters provide the VKLs \\1th the ability to enter into contracts. assume hank loans.

1 Lnless othemise noted the ensuing discussion In this section refers to all of the Vl\.Ls except the
Pechor3 \'odokan3l due to Its non-Ieg31 entity St3tllS.

Russian Water and Wastewater Loan Feasibilitv Assessment:
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suc and bc sucd. and conduct thcir busincss as any othcr cntc'lJrisc \\ ould. T~llical1y.

ncithcr thc VKL's Founder is rcsponsible for thc VKL's obligations nor does VKL
assume any responsibility for their Founder's obligations.

Generally. the Chalters provide the following main acti\ities for VKLs:

• To supply the general population. ente'lJlises. and budget organizations of
the respective city \vith dlinking water:

• To treat wastewater received in its networks: and
• To maintain and repair the municipal property used by the VKL in its water

and wastewater activities.

All of the VKLs are to be financially self-sufficient and operate through revenue
collected fi'om its user charges. To achie\'e these goals below are selected lights which
appeared in all of the Charters analyzed:

• The light to purchase property and non-property lights and alienate (sell or
lease) property with the agreement of the Founder:

• The light to receive credits from Russian and foreign banks:
• TIle light to independently approve staff. establish the foml and size of

employee wages as well as other income; and
• TIle light to independently plan its acti\ity and fulfill foreign trade activities:

and

• TIle light to independently determine the allocation of its net profit.

TIle Nalchik, Kansk, and Pechora VKLs were additionally given the light to be
involved in other non-water and wastewater related commercial activities.

According to most of the VKL Directors. another major governing document that
affects VKL operation is the August 22. 1995 Decree of the Ministry of Constmction
No. 937. "Rules for the Provision ofCommwlal Services of Water and Wastewater in
the Russian Federation" ("Rules"). TIle Rules provide a legally based framework for
the relationship between VKLs and their customers. TIlis document pro\'ides the
lights and obligations of customers and VKLs with respect to: their contractual
relationship: the procedure of water and wastewater connections: water meter
installation and the consequences for failure to install meters: payment requirements:
and the available mechanisms for fulfilling their obligations.

Cun-emly. all but the Pechora Vodokanal and Murmanvodokanal have legal status that
are outdated by Russia's Civil Code. TIle VKLs which are not in compliance. will
need to reorganize themselves either as a municipal unitary enteqnise-l or some fOIl11 of
private company. Except for Munnanvodokanal. all of the VKLs stated that they were
considering their reorganization options.

I Undcr thc Civil Codc. a municipal unitary entcrpnse IS a municipal entcrprlSc whIch has rcccivcd
thc rig,ht of economic Jurisdiction over municipally 0\\11Cd asscts Like the current IllUIllClpaJ
entcrprise arrang,cment. the municipal govcrnmcnt remains the Q\\11er of thc asscts. ho\\cver. via a
Icgal ;lg,rccmcnt thc unitary enterprise receives the asscts on their balance to usc and dlsposc of in
accordance mth the aforemcntioncd agrcement

Russian Water and Wastewater Loan Feasibilitv Assessment:
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Administrations gcnerally exprcssed their commitments to PADCO to assist their VKL
in whatevcr way necessary for it to become more sclf·sufi1cicnt: including. higher
taliff" to cover all opcrating and capital expcnscs. and possiblc reorganization.
Administrations additionally e:\.-pressed their \'villingness to financially SUppO!1 their
VKL to repay potential World Bank loans.

2.1.2 \XL Property

All of the VKLs, except for the Pskov and Pechora VKLs. enjoy economic jUlisdiction
lights to municipal propeIty to use for their water and wastewater activities. TIle
VKLs received such rights from their Founders in accordance \\lith the Russian Ci\il
Code. TIle Pskov Vodokanal however leases the Illwlicipal assets which it uses and
the Pcchorazhilkomhoz, the Pechora Vodokanal's parent company, received the
economic jUlisdiction rights to the municipal propeIty the latter uses. Such funds
typically include all administrative, production, and treatment facilities and equipment.
and pipe network (except for internal apaItment building plumbing) which are o\\lled
by the Founders and relate to the VKLs' activities. In accordance with the Russian
Civil Code, all VKLs which enjoy economic jurisdiction rights include these assets in
their balance sheet and depreciate them. Most VKLs have not received any additional
significant fimds from their local govemments related to capital investments.

Propel1y transfer agreements exist for all VKLs except for the Pskov VodokanaL
Smolensk GorvodokanaL Gagarin GorvodokanaL Pechora Vodokanal and the Nalchik
VodokanaJ. TIle Pskov Vodokanal has a lease agreement with the local govemment
regarding the municipal property that it uses for its activities. TIle reasons for the
other VKLs identified above that do not have agreements are: the agreement is no
longer \·alid (Smolensk); VKL officials could not provide PADCO with a copy of the
agreement (Gagarill); the VKL can not legally enter into contracts (Pechora): and the
VKL has never had such an agreement (Nalchik).

In generaL the propeIty transfer agreements, and the Pskov lease. desclibe the lights.
obligations and responsibilities ofboth paIties \'vith respect to the transferred propel1y.
TYVically, the VKLs' obligations are:

• To effectively use and keep the propeIty in good condition:

• To use the property in accordance \\ith VKL activities and the designated
fimction of the propeIty;

• To maintain the property;
• To agree with the Founder (O\\ller) regarding questions COIICCllllllg

property reconstruction and expansion: and
• To independently settle with the Federal, Oblast/Republic/Krai. and local

budgets.

Russian Water and Wastewater Loan Feasibifitv Assessment:
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Tyvically. the O\\llers' obligations are:

• To transfer the municipal propelty to the VKL by the appropriate act: and

• To withdnm or redistlibute the propelty transfelTed to the VKL. \\ith the
consellt of the VKL.

Most of the agreements include a prO\'ISlOn to allow the VKL to dispose of the
propelty \\ith the consent of the O\\l1er. Some of the agreements however fail to:

• Clearly define \vhich pany is responsible for rehabilitating. replacing or
modemizing the propeny (e.g., Kansk and Smolensk'): and

• Discuss if and how purchased propelty, financed by the VKLs' means, is to
be distlibuted once the agreement e:\"]Jires (e,g., Kansk and Smolensk\

2.1.3 VKL Director

TIle Chalters generally provide VKL Directors \Vith broad authority over the
management of their respective VKLs.

7
All VKL Directors are given legal power of

attomey to represent their VKLs' interest with all customers and contracting. The
Directors can issue power of attomey to third parties: can open bank accow1ts and
take out loans; can change the organizational and administrative structure of the VKL;
and can issue orders and instructions which are obligatory for all ofVKL employees.

Generally, a VKL Director is chosen by the VKL Founder: in some cities it is
necessary though to receive the additional approval of the VKL Labor Collective. In
the case of the Pskov VodokanaL the Director is selected by the majority vote of the
paJtners. In Pechora, the Director is selected by the Director of the
Pechorazhilkomhoz. The Director's contract is generally \Vith the FOlmder.

All but the Smolensk VKL Director have current contracts. ~ E:"cept for the Pskov and
Pechora YKLs, these contracts regulate the Director's relationship \\ith the Founder
regarding his work activities and related responsibilities and obligations. Some of the
reviewed contracts convey to the Director the right to operati\'ely manage the VKL' s
''property'' and to conduct negotiations and sIgn agreements \\ith the VKL' s Labor
Collective.

TIle contracts generally give the Directors some or all of the follO\\ing obligations:

• To fi.l1fill their VKL' s acti\'ities in accordance \\ith the Chalter:
• To fi.l1fill tasks given by the Foundee
• To fil1fill provisions of the labor collective agreement:

, This refers to the previous \alid property rights transfer agreement Current Iv. there IS no valid
property transfer agreement
c' IbId,

Unless othef\\lSe noted the cnsulng, dISCUSSIon In this sectIon refcrs to all \l;'Ls c,",cept the Pechor3
\'odokanal due to ItS non-legal entitY' statlls
S The Smolensk GOf\'odokanal Director has been workIng \\lthollt a contract slIlce'\'pril J <)<)()
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• To obselye all rules related to the realization of their VKL's goods and
servIces:

• To maintain all health and safety regulations:
• To increase labor productivity:
• To obtain and increase profit:
• To follow existing legislation:

• To follo\\ tax rules:
• To control all production activity:
• To fulfill the approved economic program: and

• To appoint staff

The contracts generally include genenc clauses regarding anilable bonuses and
possible penalties for poor perfonnance. including tennination. In this light. the
Directors are held personally responsible for their VKLs' perfonnance. TIle
perfonnance guidelines however are general in nature and do not provide concrete
pelfonnance goals.

2.1.... VKL Labor Collective

TIle ChaIters generally give the VKLs' Labor Collective (LC) many rights. Among
them. most LCs are able to approve their collective agreement. detennine the list of
social privileges to be received by VKL workers and give opinions on the
Administration's candidate for the Director position. The most important right given
to some LCs, as ShO\\11 by Table 2. L is the right to approve changes to their respective
VKLs' Charter and proposed reorganization.

2.1.5 Tariff Approval Process

TIle tariff approval processes appear to be in accordance with the Russian GO\'emment
Resolution No. 239. dated March 7, 1995, "On Measures to Establish the Procedure of
State Regulation of PJices (Tariffs)." TIlis Resolution pemlits the "subject of the
Russian Federation:' i.e., oblast or republic, to decide the body of government which is
responsible for tariff approval. Table 2.2 shows that within this guideline, there is a
great deal of variation as to the actual organ of local govemment responsible for
appro\'ing water and wastewater tariffs.

An integral part of the requested taliff increase is the proposed level of VKL
profitability.') Currently. there is no federal limitation to the maximum level of VKL
profitability. Resolution No. 239 additionally pennits each subject to detennine this
Issue.

TYVically, a VKL initiates the tmiff approval process by submitting their taliff increase
request to their local Administration's Housing and Communal Service Department.
Once approved. this Depal1ment submits the request to the organ responsible for final
appro\'al. In some cities. this process only concems general population customer
tariffs \\ith the other t\\O category groups detennined by the VKL itself. while in a fe\\

., The slglllficance ofprofitabIiIt\ is discussed in detJil in Section 2, I ""TarIff LlllIItatlons ..
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the local organ appnncs the tariffs fln all customer catcgories. In both instances, the
procedures used do not involve open hearings nor \\as it transparent to the public.

Table 2.2
Vouokanal Comparative Tariff Information (As of August l. 1997)

Cit)· Responsibll' for Number of Percent Change of I Current Percent Change

Tariff Approval Tariff General Enterprise to of Enterprise to
Changes Population Gener:>1 General

Since 1/1/96 Combined Tariff Population Population
Since 1/1/96 Cross-Subsidy Cross·Subsidy

Since 1/1/96

Cheboksary City AdministratIOn I 2 310 C) 38

Gagarin Raion 2 I -13
I

1-1 , '7I

Administration I

Kansk City Administration 3 2 ~ 9

MlIrmallsk Murmansk Oblast 2 39 -13 29
Pricing Committee

Nalchik Kabardino- 2 262
I

2.7 -72
I Balkarskian Republic I,

Pricing Committee I [
i ,

01'1'1
I

Orel Mayor
, 2 0 I 63 I 36

I
I

i
Pechora I Komi Republic 2 I 163 I na

Center for
Infonnation and
Indexation

Pskov City Administration 3 2~-I -I I -~-I

and Duma I

SlIIolensk ICity Administration 3

I

300 1-1 -6
and Soviet of

I Peoples' Deputies

Votkinsk I Citv Administration 3 70 6 ~9

Vodokallal 2.-1
I

1-1-1 12
I

]0
Average

Notes:
I) The Orel Mayor alone has the authority to approve tariffs for general population customers. Tariffs for
budget organizations and enterprises require additional approval from the Oblast Administration Pri~ing

Department and the City Soviet of Peoples' Deputies.
2) While the Pe~hora VodokanaI bills the same tariffs for all customer categories. the Pechora City :\hUli~ipJI

Ftmd provides a direct subsidy equal to 70% of the tariff to all general population customers.

In Kansk. PADCO leamed of an attempt to create a separate commission which \\ould
be responsible for tariff approval. According to Resolution No. 268. dated March 18,
1996. of the Head of the Kansk City Administration. "On Measures to Regulak
PIiees/TaJiffs in the City" a Working Commission would review all approval requests
for all customer categOl;es. The Commission is to be complised of e:-"l)eI1S from th~

Kallsk Water and Wastewater Service Administration. the Administration's PI;ces and
Economic DepaI1ment. the local electric company, the municipal housing --Trest.·· the
local heat company, a deputy fi·om the Krai Duma. and tl'om local companies. lllis
Resolution has not yet been implemented. In Pskov, the same situation has OCCUlTed.

TIle Pskov City Duma passed a Resolution to create a Commission which would

appnm~ water and wastewater unitE. Like in Kansk. the Commission's ability to
approve tariffs has yet to be fiJily realized.

Russian Wafpr and Wastewater Loan Feasihifitv Asspssmpnf' l)
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Table 2.2 shows that most YKLs have increased their tariffs by t\\ 0 to three.: times
since January I. 1996 and ha\'e increased the combined tmifT for general population
customers. Wllile on average. general population ta,ifTs increased by I_PO 0 since
January I. 1996. in a few cities the increase \\as substantially less - Pechora. GagaIin.
Kansh.. and Munnansk.

Under pressure from local govemments. all VKLs, vvith the exception of the Pechora
VodokanaI. maintain a cross-subsidy bet\vcen enterprise and general population
customers. where the fonner pays much larger tariffs while the latter pays much
smaller tariffs. It appears that the cross-subsidy ratio has gro\'oll for all of the VKLs
except for the Smolensk Gorvodokanal and the Pskov VodokanaI. Cunently. the
a\'erage cross-subsidy is 12: I and the average increase since January I. 1996 is 10%.

2.2 Assessment of Vodokanal :\Ianagement and Operations

2.2.1 Organization and Management

VKL Directors are responsible for detenllining the structure, selecting. hiring and
filing personneL and concluding employment contracts. TIle Chief Engineer
(Technical Director - Smolensk Gorvodokanal) occupies the number two position in
the YKL hierarchy. The two work closely together and oversee all aspects of YKL
operation. The Chief Accowltant. Chief Economist, and Head of the Billing
Department are all below the Chief Engineer in the management hierarchy. As a result.
YKL management orientates to\vards technical/engineering issues. e.g.. \vater
produced and wastewater treated, and less on financial issues.

lllis technical focus is particularly evident in the daily moming meeting \vhen VKL
upper management, typicaIIy minus the Chief Accountant or Chief Economist, get
together to discuss priority VKL activities. Such activities generaIIy consist of
responding to emergency pipe repairs as VKLs do not have enough equipment and
matetials to handle several repairs at the same time.

2.2.2 Personnel and Manpower

Table 2.3 show'S that the reviev,:ed YKLs cunently serve 305 general population
customer per employee. Table 2.3 iIIustrates that compared to the anrage Russian.
European or Latin American water utility, Russian VKLs have a lower work force
ratio to customers. Over the last two years this ratio has been decreasing as VKLs
have c:v.:vanded their respective work force on average by 34%.

Russian Water and Wastewater Loan FeasibilitV Assessment:
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Table 2.3
Total # of Emplo~ees per Persuns Sen-ed of\'KLs Reviewed and Other Cuuntries

Entity I # of Employees per Person Served

Average for VKLs Re\'leWed I I per 305 persons

Average Russian Water Utility * I I per 380 persons
I

Average European Water Utility ** ! 1 per 2,000 personsI
I

I

Awrage Latin :\merican Water Utility ** i I per 1,500 persons
. . ..

* Source USAIDiPADCO, ()n:nhlllX loJukmwl ,mpro\'lng (ust I?ccm'cly. 7al'J(/ Rcform, and ,\/C!L'I"IIIg

D.:munstrallun Project, 1996. ** Source: \\'orld Bank. 1997, Note: averages for non-Russian cities do 1101

include work \,hich is contracted out by the utility to a third party, including, repair work, emergency work.
operatlOn, maintenance. transportation, billing. collection and enforcement.

All of the VKLs fill positions on a competItIve recruitment basis. ll1e candidates'
professional level are either reviewed by a Personnel Board or the Personnel
DepaI1ment which determines whether or not they are qualified for the position.
Position qualifications follow those established for water and wastewater positions
throughout the Russian Federation. Further, some YKLs have developed separate
"Instructions" related to each position (most notably Kansk).

2.2.3 Administration

VKL Accowning Departments all follow the Russian Federal Government regulations
on accounting and guidelines issued by the Russian Ministry of Finance. In accordance
\\1th current Russian legislation, the Accowning Departments produce revenue
adjusted monthly and annual balance statements: i.e" the e,,:penses which they repOit
for tax purposes are adjusted to reflect income received. Most VKL Economics
DepaI1ments currently carry out some cost accowHing analysis and broad \vork order
allocation (i.e.. attributing to the appropriate cost centers their respective e:".-penses).

PADeo observed that VKLs have undergone various degrees of computelization. All
the VKLs visited had at least three computers. The Gagarin. Kansk. Orel and Pechora
VKLs were the least computerized while Cheboksary, Votkinsk. and Murmansk VKLs
the most. Typically. departments were not electronically linked with one another (e.g ..
from billing to accounting) nor were computers used to for management decision
making purposes. Only the Cheboksary Vodokanal was seen to be using a
computerized SCADA (Statistical Collection And Data Analysis) system for \\ ater
distribution monitoring.

2.2'" Customer Relations

Table 2,-l and ChaIt 2. I indicate that enterprise customers in 1996 recei\'t~d roughly
46 0

0 of the total VKL water and wastewater billings: the highest for a customer

category, Budget organizations and general population customers were billed roughly

32 0
0 and 270

0 of the total VKL billings, respccti\'cly,

Russian Water and Wastewater Loan Feasibifitv Assessment: I I
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Tahle 2.4
Vodol{anal 1996 Consumption and Billings Hy Customer Category

CUSTOMER CATEGORY

Population Budget Organizations Enterprises

Vodokanal

na

Billed to Customer
Category/

Total Vodokanal
Billings

('1.. )

65
46
54
42

na

Consumed by
Customer Category/

Total Vodokanal
Consumption

('1., )

21
15
23
20

II 70
18 II
14 40
14 60
23 23l /8 46

- ----- ---------- --- -- -

Billed to Customer'
Category/

Total Vodokanal
Billings

(%)

25
36
26
20
87
17
50
34

27
2

3219

Consumed by
Customer Category/

Total Vodokanal
Consumption

(0;', )

9
II
41
10

38
II
43
II
13
4

Consumed by Billed to Customer
Customer Category/ Category/

Total Vodokanal Total Vodokanal
Consumption Billings

(%) (%)

Cheboksary 70 10
Gagann 74 18
Kansk 37 20
i\ lurmansk 6t) 39

Nalchik" 62 13
Ore! 7P, 13

Pechora 39 39

Pskov 75 26 J
Smolensk 74 l3
\'otkinsk 7-l 75

--. - - .

AI'eragefor 65 27
Customer

~'(tt~g{)!L _

~otes

I) ConsumptIon and bIlled reflect actual, ie, not planned, water and wastewater services provided to customers by vodokanals
:; )-\11 btllll1gs lI1c1ude VAT.

3) TI1e Nalchlk Vodokanal blends the records of budget organizations and enterprises in one customer category

Russian Water and Wastewater Loan Feasibility Assessment:
Overview

I~

<S"



Institutional Review

Chart 2.1
Average Yodokanal 1996 Customer Consumption and Billing

70

EO

50

~40
:::
t: 30
t. 20

10

o "":,,,,:,-J.:.o::':':':"""""

(j.~lI..'fJl

p\"J[luLJth'(1

Source: Table 2.4.

Budgc~

( )rg~.Ulizatinn

Customer Categor),

l:3 Cl'lb1unc.:d h~' CustulllL'T C;ltL'g.\lI~·Jr{)L..d
Vthld\.3Il:.1l Cun:-owllptiLJll ("'Ll)

i ii:I Billed tn Cu.-,tl'lIlcr C~tcgur\ rr"ul
V"d<>l,'lIl~1 BillU1!!.'1 '~.;,)

General population customers. however. received the most water and \vastewater
service: i.e.. cubic meters of delivered drinking water and received wastewater treated.
For 1996. the general population accounted for roughly 65% of the total VKL water
and wastewater service provided. Budget organizations and enterprises received
roughly 19%) and 18% of the total VKL water and \vastewater service provided.
respectively.

2.2.-"1 Customer Billing

Almost all VKLs bill general population customers who live in apartment buildings
according to city established nom1S, Only the Pskov Yodokanal bills the majOlity of
such general population customers based on building-level meteling. although both the
Munnanvodokanal and the Yotkinsk Water and Wastewater Communal Sen'ice
Enterprise have stal1ed meter installation programs. In most cities, the majOlity of
budget organizations are billed based on metered consumption. In Nalchik. Yotkinsk.
and Pechora. howe\'er. nearly all of the budget organizations are billed based on city
established nonns. Almost all enterprise customers are billed based on metered
consumption.

VKLs directly bill and collect from its customers except for those living in municipal.
entell)Jise. or military housing. In these situations. the YKL bills an intennediary. such
as a municipal. enterpJise. or military housing maintenance and management company.
i.e.. a ZheK. who in tum bills individual general population customers that they
represent. Most VKL residential customers live in one of these three tyves of housing.
TIlere are howe\'er some cities. GagaJin and Nalchik. \vhich bill these tyves or
customers directly.

Russian Water and Wastewater Loan Feasibifitv Assessment: I ~
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Tahle 2.5
\'odokanal 1996 Collection and Hilling hy Customcr

Catcgory \Vithout Adjustmcnts for Paymcnts fOl' Pl'ior Years

CUSTOMER CATEGORY

Vodokanal

Cheboksary
Gagann

Kansk
1\ lurmansk

Nalchik
Ore!
Pechora
Pskov

Smolensk
VotklOsk

Vodokanal
A \'erage:

General Population

Collected from Customer
Category

(Collections divided by Billed
Amount)

('1.. )

87
80
63
q5

80
79
88
104
55
78
81

Budget Organizations

Collected from Customer
Category /

Billed for Customer Category
('Yo)

95
86
95
3q

74
68
99
34
62
81

83

Enterprises

Collected from Customer
Category /

Billed for Customer Category
('Yo)

101
87
80
Q6

na
69
102
123
78
97

93

Total

Total Collected /
Total Billed

(01., )

98
8 ', .)

78
78
75
70
Q6
88

70
84
82

o~

"ales
I ) lollec!lons Include customer payments made in I ()% for previous years' water and wastewater billings (See Section 2 2 -12 for a description)
2) All amounts Include VAT
'I Till' \:;llclnK \'odokanal blends the records of budget organi/.ations and enterprises in one cnstomer cHe/',ory
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Table 2.6
Vodokanal 1996 Collection and Billings By Customer Category

CUSTOMER CATEGORY

Institutional Review

Vodokanal

Cheboksary
Gagann
Kansk
i\lUnllansk
Nalchik
Orel
Pechora
Pskov
Smo\ensk
\'otkinsk

Vodokanal
Al'erage:

General Population

Collected from Customer
Category I

Billed plus Accounts Receivable
Starting Balance for Customer"

Category
(%.)

79
80
52
87
68
67
80
78
38
66

70

Budget Organizations

Collected from Customer
Category I

Billed plus Accounts Receivable
Star1ing Balance for Customel"

Category
(%.)

79

Enterprises

Collected from Customer
Category I

Billed plus Accounts Receivable
Stal1ing Balance for Customer

Category
(%)

9\

72
64
87
na
56
94
74
74
87

77

Total

Total Collected I
Total Billed plus Accounts

Receivable Starting Balance
('Y.. )

81
73

61
69
55
55
8\
63
62
73

67

:\otes
I)

2)
3)

Collections include customer payments made in 1996 for previous years' water and wastewater billings
.-\11 31110unts include VAT
"nle Nalchik Vodokanal hlends the records ofhudget organizations and enteqJl;ses in one customer category.

.......
.~
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2.2 .....2 Customer Collection

General population (ustomers who pay directly. tYl1i(,1lIy make their payll1ents by
depositing into a VKL account at one of the local banks. e.g .. SberBank. Customers
\vho live in indi\'idu,ll pri\'ate homes or \\ho make payments for garden plot water pay
directly at the VKL (ashier \\indo\\. Budget organizations and ellteqJlises pay their
bills \'ia bank transfer. Barter. off-set. promissory note and other non-cash paylnents
are made on a case-by-case basis \\ith an agreement generally being drafted for each
transaction. All customers. except private individual home residents and garden plot
users. are billed monthly. The latter are not billed. but are generally asked to
\'oluntaJily pay a nOl1l1 based paYlnent. TIle Nalchik and Pechora VKLs. ho\\e\·er. bill
pli\ate individual home residents once a year.

A conventional way of presenting collection rates is ShO\\11 in Table 2.5 in \vhich
cUlTent year collections are compared with billings for the same year. Since \'odokanals
do not age their receivables and simply record payments when recei\'ed regardless of
the period for which the payments was made. several vodokanals showed collections
exceeding 100% of billed. TI1erefore. to adjust for the lack of aging. Table 2.6 and all
subsequent tables dealing \\;th collection problems show collections as a percent of
cUlTent year billings plus accounts receiyable from the star1 of the year. TIlis
procedure is more conservative. but more accurately reflects the state of collections
since most vodokanals have large receivables that must also be collected.

Table 2.6 illustrates the problems \vhich VKLs have collecting from their customers.
In 1996, VKLshad the most difficult time collecting from budget organization
customers. Only 57% of what budget organizations owed VKLs for water and
wastewater services was paid. TIle best customer category. despite the higher tariffs.
was enterprise customers. On average. they paid 77% of what they owed VKLs for
water and \vastewater services. General population customers paid 70 0

0 of what they
owed VKLs for water and wastewater sen·ices. 10

2.2.5 Openltions and Maintenance

According to VKL officials. VKLs are currently operating in a state of ·'emergency.··
Pre\'entative and regular maintenance has suffered over the last fe\v years due to
insufficiency of fimds provided by the CUlTent tariff stmcture. Most CUITent
maintenance and repair effort are geared to\\ards reducing water loss when lines break
or pollution when a sewer line breaks. To the degree possible. the maintenance and
operations systems of the VKLs visited are closely integrated \\ith their workshops.

Some VKLs meter their water production and/or wastewater treated. If they do not.
the VKL estimates its production and treatment based on actual electricity lIsed. design

I" E\cept for \·OtklllSk. the amount paid by gencral populatIoll customcrs includcs :111 subSidies p:ud
for on tilelr beilalfb\' tile local government In Votkinsk. the Cit\' ;ldlllllllstration IS sepJr;lle!v billed
bv the \l':'L for tile SubSIdies It provides 011 behalf g~nerJI population customers



Institutional Review

norms. and pump c;lpacity. None of the VKLs ha\e accurate \\ater loss data. Some
VKL of1lcials have undel1aken nater loss analyses and estimate water losses up to
-l5°o of the total water they produce.

2.3 Limitations to Opcnltional and financial Autonomy

YKLs faces five main institutionallimitarions to operational and financial autonomy:

• Tmifflimitations:
• Anemic cash collections:
• Weak legal fi'amework and enforcement:
• YKL management olient toward engineering 'technical issues and less

toward financial:
• Lack of demand management and water loss reduction programs: and
• Undeveloped Housing Allowance Subsidy Programs.

2.3.1 Tariff Limitations

Existing taliff limitations present the single largest obstacle for YKLs to achie\·e
financial self-sustainability. Such limitations include:

Restrictions on What Capital Costs Can be Directly Included into the Tariff YKLs
through their user charges and hook-up fees are e:\.-pected to be financially self
sufficient. To achieve this goal, YKLs will likely be required to take out long-tenn
loans to pay for more ex-pensive capital improvements. Existing legislation. howe\·er.
does not allow' them to directly include the interest on capital related loans as a direct
e:\.-pense in the tmiff structure.

In accordance with existing Russian legislation. I I a YKL's a\·erage tmiff per unit of
production can be written as follows:

T S + P

Where

S "Sebestoimost," or average cost per lU1it of service. and
P "Rentabelnost" or profitability

Sebestoi/llost expenses. which are not taxed. include direct operational and production
e''lJenses as materials. labor. energy. depreciation. capital repair. transp0l1ation.
overhead. and non-capital related short tenn loans. Depreciation requires special
treatment under Russian accounting rules and is filrther discussed in Chapter 3.

To pay the related interest on capital related loans howe\·er. existing law specifically
states that enteq))ises use their profitability to finance such expenses. Its profitability

II \'KLs follow thc guidclincs prcscntcd in thc Ordcr ofthc RUSSian FederatIOn ('0I11I111ttee on
\1uniClpa! Economy No 56. dated November q. 1<)C)3. "On thc Apprmal of the \lethods of
Cllculatlng Ecol1onllcallv Substanti;ltcd Rates and Tariffs for the HOUSing :1I1d rOlllnlllll~ll Ser\lces

,-
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...:omponcnt also fOllus thc basis upon \\hich a YKL is liablc for profit ta:\. In additioll.
VKL nct profitability is exvccted to pay for many other expenses whidl in thc West arc
...:onsidered as direct operational exvenses such as \.vorker bonuses. the costs associated
\\ith thc creation of new technologies. and leasc pa)lnents for non-fixed assets.

VKL profitability is regulated by local le\'e\ legislation - the range for the re\iewed
VKLs was £,.om 90

0 (Pechora) to 300
0 (Kansk). TIle PADCO calculated YKL 1996

Profit and Loss near-GAAP statements. however, sho\v that a\'erage YKL near-GAAP
profit was dramatically lower: -7.6 0

0 (Table 4.1). Actual expelienced profit is lom.?r
still since YKLs collected only 67 0

0 of what they were owed in 1996 (Table 2.6).
Using profitability to pay for this significant component of debt sen.-ice can not bc
...:onsidered a dependable approach for YKLs to finance capital impro\·ements. TIlis
approach also greatly limits the amowlt of debt which a VKL can repay. Without
dlan2es to CIllTent taxation and tariff legislation it will be difficult for YKLs to tmlv be

~ ~ .
finan cially self-sufficient.

While not permitted to include losses from writing-off debt receinbles as a
sf?besroimosr e:-.-pense, YKLs are allO\ved to deduct such expenses from their taxable
income for profit tax purposes. TIle effect of this is to allow YKLs to take a tax
deduction. for profit tax purposes. in the amowlt of aged receivables O\'er three years
old and receivables that have otherwise become unrecoverable. TIle value of this
deduction is the resulting profit tax benefit: i.e.. the amount of the deduction multiplied
by the rate ofprofit tax, currently 35%. However, the tax benefit would be reduced to
the e\.1ent this deduction would result in the VKL' s taxable income being less than
zero. More importantly. tills may limit the debt capacity as it reduces the profit
a\'ailable to make interest repayments on capital related loans. In addition. to the
e\.1ent the VKL must wait for three years to write off a bad debt. much of the \'alue of
the tax deduction is lost through inflation.

Tariff Approval Process. Yielding to municipal (political) pressure. almost all YKLs
maintain the current cross-subsidy between general population customers and other
customer categories. Only the Pechora Yodokanal does not ha\'e a differentiated tmiff
stmcture. Such a cross-subsidy is neither equitable nor efficient. Ultimately. as Table
2.7 sho\vs. this cross-subsidy impedes VKL financial independence as entelVlise
customers made 73% of their 1996 payments in non-cash fornl. Most YKLs have also
been compelled to preclude some of the e:-.-penses from the tariff which they legally can
include: full re-valued depreciation and the costs associated \vith billing and collection.
By excluding these e:-.-penses from the tariff structure. YKLs are pre\'ented from
recovering all of its operating costs from user charges.

Production cost SGl'illgs discouraged. TIle current tariff-setting rules for water and
\\ aste\\ater services do not pellnit YKLs to retain any savings realized fi'om impro\'ing
their operational efficiency. Tariffs may reflect only production costs based on input
1l0111IS or. when there is no nonn or the nonns are incompatibk \\ith CUlTcnt
~·onditions. based on actual inputs. For profit tax purposes. production costs are
limitcd to costs actually inculTed.

The cl1nscquence of this tmiff·setting rule appears to he that YKLs arc for...:cd by local
gn\Cllllllcnt. as tariff regulator. to lISC actual inputs in setting tariffs. \\ hen thcsc arc
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lo\vcr than nOllllatiw inputs. nlis discouragcs VKLs' fi'om making ill\'cstments or
changes in their operations that \\ould result in operating cost sav·ings. because all of
the savings would be realized by customers, through lower tariffs. and none would
accrue to the VKL. In addition. because the tariff-setting formula causes the VKLs"
allowable profitability to fall in a direct ratio with any reduction in production costs.
this fOllllula. in effect. financially penalizes VKLs who are able to reduce their
production costs.

Russi;w Water rind Wastewater L.oan Fpasihilitv J1.ssessmpnt· I <I
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Tahle 2.7
Vodokanal 1996 Cash Collection as a Percentage of Total Collection By Customer Category

CUSTOMER CATEGORY

Vodokanal

na I. na27 20
58 .••....•.•• .•• 27

91 14

31 I 27

Population

Cash Collected from Customer
Category I

Total Collected from Customer
Category

('Yo)

Chcboksary 79
Gagann 64
Kansk 39
i\ lurmansk 70
Nalchik 100
Orcl lOa

Pechora na
Pskov 19
Smolensk 100
Votkinsk 18

I'odokallal 65 I
A I'erage:

Budget Organizations

Cash Collected from Customer
Category /

Total Collected from Customer
Category

(0;'. )

17
18
1
5

20
41

Enterprises

Cash Collected from Customer
Category /

Total Collected from Customer
Category

(%)

16
39

25
43
na
29

TOTAL

Total Cash Collected I
Total Collected

('Yo)

22
37

24
52
30
42
na
20

43
21

-1 32

Notes.
I ) Collections include customer payments made in 1996 for previous years' water and wastewater billings

.2 ) All amoLUlts include VAT.
3) 1l1e Nalchlk Vodokanal blends the records of budget organizations and enterprises in one customer categOly.
-+) The Pechora Vodokanal receIves less than 5% of all payments in cash as a result of its unique legal status, ie, it is a structure withIn another company

~~
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Consideration should be given to re\'ising the tarin:setting and profit tax I1Iles to allo\\
VKL to retain pal1 of the sa\'ings realized £1'om production dficicncies. 11lis could be
done by allo\\ing taliffs. as well as production costs that are deductible £1'om taxable
income. to include pan of the cost savings realized £1'om cel1ain kinds of production
efficiencies (e,g.. energy sa\'ings), at least for a peliod of time long enough to generate
hlllds to make the investment that results in the efficiency,

2.3.2 Anemic Cash Collections

Table 2,7 also shows that the current le\'el of cash collection is e\.1remelv IO\\' - onh
32°'0 of total collections!" in 1996 were paid in cash. 111e majOlity of the non-casil
payments \\'ere received from enterplise and budget organization customers,
Enterplises and budget organizations paid 27° ° and 3 10 o of their total pay111ents in
cash, respectively.

Surplisingly. general population customers only made 65% of their total payments in
cash, 11lis is quite low considering that individual residential customers make all of
their payments in cash. General population non-cash collections are a result of (i)
ZheKs and other intermediaries keeping the cash collected from residential customers
for their 0\\111 purposes and off-setting and bartering what is owed the VKL and (ii)
local administrations off-setting. issuing promissory notes. and bartering what they
ovve YKLs on behalf of residential customers.

2.3.3 Weak Legal Enforcement and Framework

TIle legal framework which regulates the relationships bet\veen local govemments and
YKLs and the relationships bet\veen VKLs and their customers playa significant role
in a YKL's financial sustainability. TIlere are five primary \veaknesses \\;th the CUlTellt
framework:

Tlte dual conflicting VKL tariff and senoice regulatolJ' role of the local gO\'ernmenl.
The most limiting aspect of the current framework is the duaL at time conflicting role
which the local administration plays. TIle local administration. as a representative of
the political interests of its members serves both as the tariff and service regulator.
TIlese dual roles create numerous conflicts of interest, including the tendency of the
administration. as a political organization accountable to the electorate. and to the local
Duma in some cases, to bring pressure on the YKL managers to deli\'er services \vhich
the administration. in its role as tmiff and service regulator. will not sUppO!1 through
approval of adequate tariffs. or through political backing for aggressive collection
effol1s by YKL. or through payment of bills by local budget organizations.
Institutional reorganization should separate these dual roles to the greatest extent
teasihk. to mitigate these conflicts of interest. At the same time. new institutional
aITangements should allow the local administration to retain an appropriate degree of"

1: Note tIllS section refers to the percent::l~e of c::lsh collections to tot::ll collections received by VI\:Ls
~ll1d NOT the totJI billed by VKLs Chapters 3 and 4 make reference to the latter
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control of tariff sen.'ice, and intl'astructure iJl\estment decisions that. ultimately, han
political consequences,

Local GOI'eml1lent's continuing role as tire main source offllnding for VKL capital
inl'l!stl1ll!nts. TIle local administration's role as fllllding source for. and the client. for
the design and execution of capital iJl\estments lead to iJl\'estment decisions that \\ere
not always cost-effective and that may have resulted in higher than necessary tariffs
and lo\\er service levels, TIlis \\ill especially tl1le today as these decisions are no\\
subjected to the political considerations that influence local administrations in ways
that they did not in the past. At the same time. local administrations, as taliff sen'ice
regulators, may find it politically cOJl\enient to blame YKLs for these poor iJl\'estment
decisions and are reluctant to pennit YKL to take over this role, since this \vould
require substantial and politically unpalatable tariff increases to cover these costs,
Such a transfer of responsibility to YKLs would also require local administrations to
gi\'e up the political and other benefits that they may derive from controlling the
e\.lJenditure of funds for infrastructure projects. TItis dual role of local administrations
selyes to hide the true costs of such investments from YKL customers and ta\.1Jayers,
since these costs are not reflected in taliffs and are obscured from ta\.1Jayers by an
opaque tax and revenue redistribution system. Again. institutional reorganization
should strive to separate these dual roles of the local administration to the greatest
e\.1ent feasible, transferring to YKLs primary control of and responsibility for. water
and wastewater infrastructure design, financing, and execution. At the same time, such
reorganization should enable the local administration to retain an appropriate degree of
o\ersight over. and coordination ot: these infrastructure investment decisions,

Lack of incenth'es/penalties in agreements between local gOl'ernl1lents and VKLs.
Based on the PADCO review of the available agreements between YKLs and their
respecti\'e local govemments, performance based incentives or penalties to fu11her
encourage the parties to fulfill their contractual obligations were vague and based on
subjecthe critelion. Further. these agreements did not encourage YKLs to reduce
water losses, or introduce cost saving practices.

TIle Rilles are not completely enforced. TIle 1995 Decree of the Ministry of
Construction No. 937 (Rules), provides the rights and obligations of YKLs and their
customers. Among the rights and obligations, these Rules specifically provide YKLs
\\ith guidelines to enforce customer payment via late payment fines and sen.'ice shut
off' and customer meter installation 14 for all customer categOlies. Ultimately. a

I.' Section 5 5 of the Rules states, "In the case that a subscriber does not make their payments in the
fixed tlllle, a fine is charged for every day of delay in accordance with the current legislation and
contract. but not less than discount rate of bank interest. active at the moment of payment. If Ihe
subscriber does not make payment on expiration of ten days the vodokanal organization can
disconnect the user's devices and conslntctions for connection and stop the drinking water pipes and
wastewater drain" Further. according to Section 6 3 of the Rules, "The vodokanal orgal1lzation has
the right. \\ithoul coordinating with local bodies of self-government. but warl1lng Ihe subscnber
before, to stop completely or partially drinking water and waste water service pronding, If it does not
affect Cluality of water supply and supply with se\vage system of other subscnbers. In cases of non

payment of the payment by the subscriber in the terms fixed,"

14 Seclion 3 I of the Rules states, "Subscribers should have meterIng deVices for expenditure of

drInkIng, \\:lIer and waste Water current The subSCrIbers, who do not have such de\ICes. are obll~ed to
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YKL's self-sllstainability is (kpendent on \\hether or not it gets paid as \\ell as being
able to receive pay111ent for the actual senice pro\'ided. Table 2.6 illustrated that in
1996 YKLs did not collect 33 0

0 of what they were o\\ed. Failing to folIo\\ the
mechanisms IHO\'ided by the Rules in these two respects greatly hinders \'KL' s ability
to be financially self· sustainable.

Customer non-cash payment allowed. E\en when YKLs are paid. it is often by non
cash alTangements. including bal1er and off-set TIle existing contracts between YKL
and its customers. including inteIll1ediaries. do not forbid non-cash payl11ent In 1996.
only 32% of all collections receh'ed were in cash fomt In the case of bal1er. there is
no reason for a YKL to act on behalf of these customers as their "bank" or "agent":
i, e.. YKLs often times ha\'e to tum goods. promissOIY notes or service products that
these customers can not sell themselves into cash, As it is. VKLs do not add a service
charge to the bills their customers pay in non-cash methods. to compensate the
provider for the opportwlity costs they incurs in connection \\ith these transactions.

2.3.4 VKL Management Oriented Toward Engineeringrrechnical Issues

A legacy of the Soviet times. many YKLs continue to fOCllS primarily on
engineering/technical issues, e,g" increasing water produced and wastewater treated.
with little concem over assuming complete responsibility for their financial health or
improving operating efficiency. YKLs have moved slO\dy toward restnlcturing
themselves as financially self-sufficient enterprises despite recent de-centralization
legislative efforts. Some YKL officials even believe that the State will continue to
provide capital investments and operating subsidies. In this regards. YKLs ha\'e yet to
focus on linking their financial autono!l1y and well-being with improved production and
operation performance. capital planning, and financing.

TIle production bias is evident in YKL organizational hierarchies where the Chief
Engineer and the Heads of Water and Wastewater Production are the second and third
highest ranking officials respectively, whjle the financial department heads are third or
even fourth level officials. While teclmical issues and the cunent emergency state of
operation are clearly priority YKL items, financial issues and related crises, i.e.. low
cash and overall collections. should be viewed 'With the same level of significance. At

installed necessary devices for expenditure of drinking water and waste water current in time.
determined by the vodokanal organization."' According to Section 3.3. "Water metering devices are
purchased and are installed by subscribers. are to be maintained by the subscribers themselves
Section -1- 3 provides. "'n the case of absence or evasion from installation of a metering device. and
also metering device damage and non-notification to the vodokanal organization about this. in
accordance with item 3.12. the quantity of used drinking \vater is calculated according to capacIty of
devices and constmctions for connection to water supply system at rate of water movement in them
1.5 m/sec and twenty-four-hour operation by complete section from the moment of the last check-up
of the metering device up to Its installation In addition. the quantity of waste water drained IS
considered equal to rated quantity of dnnking water provided. After installation of the metering,
device the recalculation mth the subscriber for used drinking water or wZlste water drained is not
carried ouI. Lastly. Section .+ 8 gIves the following guidelines to calculate water and wastew3ter

consumed. "If the subSCrIber does not present the data, specified in Item -l 7. the quantIty of \\aste

water drained from the subscribers is calculated according to capacity of dences and constructions for

connectIOn to waste water system. proceedlllg, from filling,. equal I. at twentv-four-hour oper;1tlon ~lt a

rate of waste water movement 1.5 mlsec ..



Institutional Review

prescnt. VKL managcment has not yet (i) gl\Cn financial dCp:1I1111cnt hcads cnough
authority to tacklc such issucs eflecti\c1y or (ii) placed enough structural emphasis on
such issues.

2.3.5 Lack of Demand :\Ianagement and Water Loss Reduction Programs

None of the VKLs \isited appeared to ha\"e initiated or e\'en considered. in some cases.
demand management or water loss reduction programs. TIlis also may be viewed as a
legacy of the old SO\'iet system. Earlier. increasing the \vater available. through
increased \vater production. for general population consumption was the goal.
Reducing \vasteful consumption on the pan of general population customers \vas not a
fOIlner goal.

In each of the cities. the VKLs stated that they believe that they suffer from substantial
water losses. up to ..1-0% of the total water which they produce. Water loss is difficult
to estimate accurately when neither production nor consumption are metered.
Although VKLs e~1rapolate the amOlmt of water produced from pumping capacities.
only rough estimates are made of consumption. Losses are fuI1her complicated by the
£1ct that roughly half of the losses VKLs incur result from poor sanitaI)' fittings in
buildings: the remainder is lost through leaks in transmission and distribution lines. 15

Only Pskov has \Videly instituted metering of residential buildings. None of the other
cities ha\'e e~1ensive programs to meter residential consumption although most already
meter non-residential consumption.

Metering vv'ater consumption is essential for relating water consumption to the cost of
providing the service because it establishes a direct link betw'een consumption and the
amount of water actually billed to the customer. Unlike the current procedure of app Iy
a noml to estimate consumption. when the consumer is billed according to metered
consumption. the amount billed increases when the volume of consumption increases.
In Psko\ and Orenburg where infonnation on metered consumption is available. actual
consumption exceeded norms by 15 to 20% depending on the type of plumbing
a\"ailable in residential buildings. FUI1her. older buildings were found to ha\'e
substantial losses resulting from leaking toilets and sanitaI)' fittings in the buildings.
lliis latter loss could equal 20% of total production or abollt half of total losses.
Demand management programs focusing on building-level metering. direct billing of
consumers according to metered consumption combined \\ith loss reduction programs
could ha\e a major impact on reducing losses and increasing VKL financial \·iability. A
fin1her discussion of water loss reductiOlL/demand management programs is found in
the appendices to the report.

I' Communal ServIces Priclt1g, Novgorod Teploenergo and Pskov \'odokanJI Towards a \:ew :'I.lodel
ofComlllullal Services Provision, USAID/PADCO Contract '-10 CCS-0008..C..oO.. 2057-00, Task
Order S-l. \pril !CJ07 Orenburg Vodokanal .. ll11proVlllg Cost Recovcf\. Tariff Reforlll. and \letclIllg
Delllollstr.1tloll ProJect. LJSAID/PADCO crS.. On08 .. c .. l)o .. 20S7 .. nO. Task Order l-l. \1:1\ 1<)<)(1

n, , .... .-; ........, 1,.,I""'",,,r ..,,,.r-l 'l\f':'.-+ ...... \4.~~+("\r , ....... ..,..., C' ...... ..... ~;I-.;,;.,.., I'l ro.-,.....-e-'"'t.,n,.,-I·
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2.3.6 l'ndeveloped lIousing Allowance Subsidy Programs

2.3.6.1 Social Protection Subsidization

Given the social and political impact of significantly raising the water and sewer tariff
public officials and \odokanal management must v.. ork dosely together to ensure that
those who cannot afford to pay the increased cost of the services have somewhere to
tum for assistance. Of the current four tyves of subsidies described below. the
Housing Assistance Subsidy Program (HASP) enables municipal officials to focus a
city's limited resources on supporting the most needy households. Additionally.
income-based subsidies. while creating a social safety net. allow city officials and
vodokanal management to move forward in the transition to full pay1nent for \vater and
w'astewater services by residential consumers,

2.3.6.2 Types of Subsidies

Residential consumers may receive up to three of four types of subsidies at any given
time. In some cities. residential consumers receive either tariff subsidies from the city
that pays for a large portion of the tariff (currently it is generally 70 percent). More
commonly. residential customers benefit from cross-subsidies paid by budget
organization and enterprise customers categories. Besides general subsidies or cross
subsidies. substantial number of residential customers may also receive 19oti. privileged
payments. if they are veterans, disabled. or are members of the other groups who have
received of people who receive ''privileged pay1nent"' status, Finally. a third subsidy.
the HASP subsidy, is the only subsidy based on the need or income level of the
household.

Under Presidential Decree Number 425 "On Housing and Communal Sector Refonn in
the Russian Federation," the agencies that grant 19oti are supposed to budget the
payment to commwlal service providers from their annual budgets rather than rely on
cities to pay this subsidy. This approach \\ill help eliminate the burden on municipal
budgets that make up 19oti payments to communal service providers. Cross-subsidies
and/or general subsidies are also supposed incrementally to reduce until 2003 when the
fuII cost of the service is to be paid by residential consumers.

In the cities PADCO reviewed, two cities. Pechora and Votkinsk. paid to vodokanals
directly for the portion of the tariff not paid by residential consumers. In the other
cities. cross subsidies from non-residential consumers make up the difference. When
general subsidies and cross-subsidies are eliminated. only HASP subsidy is supposed
to remain as the mainstay in assisting low-income residential consumers who cannot
afford to pay the full cost of communal sef\'ices. TIlis mandates that the HASP must be
made effective if overall tariff refonn is to be usefill.

The e\.lJelience to-date among the 12 cities reviewed is not encouraging, Although all
the citics \'isited during the PADeO re\'iew had HASP offices. the actual numbcr of
persons benefiting from the program is quite limited. Except Psko\'. less than 10

0 of

families pal1icipate in the housing allowance subsidy program, In Psko\'. roughly 4°0 of

the f:Jlllilies receive HASP subsidies.
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2.3.6.3 Strengthen the HASP Program

Although the percentage of residential consumers that are benefiting from the HASP
program is very small. the number of beneficiaries could grow quite significantly OIlCe:'
tariff refonl1 becomes more \\idespread. However. it is very difficult accurately to

predict the rate at which demand for HASP subsidies might gro\v. For example:'. in
PSKO\' 20 percent of the households are eligible under current eligibility requireme:'Ilts.
yet only .f percent apply for and actually receive HASP subsidies. TIle low utilization
rate is attributed to I) higher than reported incomes by the households and 2) poor
awareness of the subsidy program.

Under CUITent eligibility requirements. as the tariff increases. more households become:'
eligible for the subsidy. In the Pskov analysis. for example. as the tariff increases to
full cost the number of households who would be eligible for the subsidy increases
from 20 percent to 56 percent. I

' TIlis suggests that local administrations must be
prepared for significant increases in households requesting HASP subsidies as tariffs
charged to residential customers reach full cost recovery.

In those cities with general subsidies. concentrating the subsidies in HASP subsidies
and removing the subsidies from the general population should result in budget sa\'ings
since at best. only 20 to 30% of the population should qualifY under HASP eligibility
requirements. Similarly. requiring that Federal agencies that provide 19oti actually
budget for these payments will remove this requirement from municipal budgets
allowing them to concentrate their existing general subsidies on income-based HASP.

While this report is devoted to water and wastewater systems. the impact of HASP is
greater as it is aimed at all communal services. By reducing general subsidies of all
communal services including water and wastewater subsidies. municipalities are likely
to achie\'e all budget savings by targeting the remaining subsidies to 10\\'er-income
households. In Novgorod, where detailed review of all communal services payments
was conducted. a worst case scenario in which up to 70% ofhouseholds receive panial
HASP subsidies. total subsidies paid by the city would still be reduced. 17 TIle
e:-.:perience in Ukraine where the system of general subsidies and cross-subsidies is yery
similar to Russia. is that once general subsidies were removed. cities e:-.:verienced
budget sayings by concentrating the remaining subsidies on low income households. Ix

l·Communal Services Pricing-Novgorod Teploenergo and Pskov Vodokanal Towards a :'\ew Model of
Communal Ser,ice Provision. USAID/PADCO Contract No. CC5-0008-C--00-2057-00. Task Order
84. April 1997. p. 50
1- Communal Services Pricing- Novgorod Teploenergo and Pskov Vodokanal: Towards a :.Jew
Model OfCOl1ll1lUllal Services Provision. USA1DfPADCO Contract No. CCS-0008-C-00-2057-00
Task Order 84. April 1997, pp. 50-51
IX Currently III Ukraine. housing and communal service payments reflect 80% of their full costs and
slightly less than 30% of all families receive HASP type subsidies The Ukrainian );overnment
estimates that as a result of emplOyIng, a targeted subsidy program and reducing all other subSidies. for

I(jl)5 and IC)lJ(). they yielded total budget sa\lI1g,s of close to $1.5 billion See USAID'P.\DCO. I un!!

II/creases liJi' [[OllslIlg ami Commllnal Sl'Il"It'es Ille Task Force onlie Cuhlllel oil IIIIIS[,'I"" Oil I· filii!

1111£1 r.·,·OIlO/llil Helimns. POSItlOll Paper \0 I. November 14. 19l)6
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To handk increased numbers ofbencflciaries. lllunicipal depal1ments administering the
IIASP program should ha\'e adequate computerization and records' management to
process quickly applications for assistance. Additionally, the budget for the
depal1ment and the amount that \\ill be paid in subsidies \\ill need to be incrt.?ased to
handle dfecti\'dy the potential increased HASP ckmand.
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Chapter 3 - Financial Review

3.1 Assessment of Present Financial Environment

3.1.1 Introduction

Declining macro-economic conditions in Russia has affected all sen'ice pro\'iders in a
number of ways, Water sales to enteqJJises and operating subsidies from thl.?
Govemment have traditionally financed the operation of YKLs, Ho\ve\'er. over thl.?
past few years. fiscal constraints have prevented the govell1ment (nationalJoblast/local)
from providing large subsidies to keep the \vater and waste\vater systems operating
efficiently. Although YKLs have sharply increased industJial taJiffs. most enteqJt;ses
pay these charges in non-cash methods.

TIle resources available to vinually all service providers have declined so dramaticall:
that the infrastlUcture system has rapidly deteJiorated. TIle loss of subsidies, combined
\\;th locally induced limits on domestic taJiffs, and a deteJioration in collections
(substantial reduction in cash collections) has placed \'irtually all sen'ice providers in a
financially untenable position. Sen'ice providers have reacted to their declining
financial positions by reducing maintenance £lmding and by delaying pa:111ents to
employees and service suppliers, 19 Capital investment for renewing assets and
financing capital e:'\.-pansion is vinually non-existent. TIle lack of capital innstment.
coupled \\ith a chronic wlder £lmding of maintenance. has the potential for increasing
the service provider's long run operating e:'\."}Jenses.

TIle plimary issues facing the \vater and se\ver service providers include:

• Inadequate collection of service charges:
• Declining cash collections as a percent of billed (plus accounts receinble):
• A highly distoned tariff stlUcture where industJial taJiffs pro\'ide a cross

subsidy to population customers;
• Existing taJiffs do not reflect true economic costs of pro\'iding sen ices:
• Financial management and reponing practices are inadequate in assisting

management decision making:
• CUtTent profit tax regulations create a financial rep0I1ing ell\ironment

where official VKL financial statements reflect expenses adjusted for
collected revenues - thereby allowing VKLs to minimize some of their
immediate tax obligations (VAT) while concunently repol1ing a "profit'"
allowing for "out-of-profit"' employee bonus distributions: and.

I" Over the last two years. the Murmanvodokanal management employee pa\melll date has been
shifted back In 1995. management employees were paid on the 15 111 of everv month In earl\ II)q(),

mJnJg,elllent employees were pJid on the 25'h of e\ery month PJyment to mJnJgelllent empJo\ces
hJS subsequent IX been shifted to thc 2S'h of every month As of June If)97, milnilgemcnt (,lIlplo\t't's

\vere w;lItlllg 111 (',cess of 7 weeks for their wages Frequellt elllplo~'ee paVIl1Cllt deL1vs kl\e beell
documented 111 PechorJ. Kallsk ;1Ild Smolellsk
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• Inadequate shon and medium term operating and capital planning on the
par1 of the management of senice prO\iders.

Many nf the underl:ing problems confronting YKLs are institutional in nature. llle
separation of responsibilities between capital inwstment and senice operations allows
for differing incentives for YKLs. the local govemment" s capital construction
depanment. and consumers. Service providers have had little or no incenti\'e for
maintaining assets. Municipal constmction depaltments have had little or no incemi\e
for building high quality water and wastewater assets with \0\\ operation and
maintenance e\.-penses. Further. the reliance on steep industlial charges and
govemment subsidies creates disincentives for many parties concemed to COnSelye

\\ater.

3.1.2 Russian Sen'ice Provider Accounting Policies

TIle official service provider's financial statements and records have a different focus
and emphasis than financial statements from sen'ice providers using lntemational
Accounting Standards (lAS) or Generally Accepted AccoUIlting Practices (GAAP).
Although the Russian accounting system (RAS) has undergone several refonns in
recent years. aHo\\ing Russian enterprises to report accounts similar to westem
accOlUlts. there are several primalY differences.

• TIle Russian accowlting system (RAS) focuses more on the tax consequences of
transactions while lAS accounts focus more on the management or evaluative
infonnation. For example. RAS eXllenditures are rigidly defined to assure that
''profits'' are calculated correctly. TIlis assures that VKLs' tax obligations are
nanowly defined and calculated.

• Under RA.S. the treatment of cel1ain eXllense transactions that would nonnaHy be
treated as operational ex-penses under GAAP are required to be paid out of profit
after the income tax has been paid (including interest for long tenll i1l\'estment)
under RAS. Some "out-of-profit" e\.llenses include employee bonuses and long
tell11 interest.

• Russian service providers use official reporting documents (tax statements) to
maximize employee benefits. For example. service providers are obligated to pay
wage related taxes (pension. social insurance). Ho\vever. in order to minimize
some labor related taxes. enterprises pay a portion of wages as bonuscs and
benefits \\hich are paid as an "out of profit" expense.

• TIle accounting treatment for doubtful accounts (bad debt) is treated differently in
RAS as opposed to GAAP and this treatment does ha\'e a significant impact on the
Russian selvice providers Balance Sheet and Income Statcmcnt. In GAAP.
accounts receivable are aged or a percentage of total credit salcs is estimatcd to
aHovv for doubtful accounts (bad debt). TIlis proccdure is applied to monthly
rcpolting documcnts. Doubtftil debt is then vvlittcn off as a bad debt expcnsc

lJnder R.·\S regulations. \\Titing ofT doubtfiIi accounts is treated as profit tax
deduction which is al10wed only when a customer account is inacti\c ItH three
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years. 111e value of this deduction is equal to the rcsulting reduction in profit ta"
aftcr subtracting ii'om ta"able income the mittcn off doubtfl.d accounts. Howc\·er.
the ta\: benefit is be reduccd to the e\:tent this deduction results in a VKL's ta\:nb1e
income being less thnn zero. In addition. to the e",1ent the VKL must \\ait for three
years to \'vlite offn bad debt. much of the \aluc of the ta" deduction is lost through
inflation.

• Russian service providers have adopted a myriad of accounting options. National
accounting regulations pennit Russian enteqJrise to elect n cash accounting system
or an accrual accounting system. Many utilities that PADCO \'isited adopted an
accrunl bnsed nccounting system in 1996 (Munnansk. Pechora. and Nalchik).
Vinually all sen'ice providers maintained a cash based accounting system through
the end of 1995. However. in an attempt to minimize immediate VAT and other
ta\: obligations. utilities (Smolensk and Kansk) book re\'enues \vhen they are
recei\'ed and e"'lJenditures when they are accrued. This means that accounts
receivable in the service providers official financial statements do not reflect
outstanding bills to customers. In fact. the accounts receivable reflect only a
portion of e:\:penses that have not been sold.

• Fixed assets for all service providers were re-valued in 1995 and 1996. A
revaluation was necessary because of the significant depreciation of the ruble over
the past six years. Reevaluations and their new depreciation schedules are
problems that the service providers are confronting. In many cities (i.e.
Smolensk), the provider uses the old depreciation schedule not the new
depreciation schedule in setting the tariff Otherwise. the tariff calculation. which
directly includes depreciation, would rise significantly. In Pskov, the sen'ice
provider leases assets at a nominal rate from the mWlicipality. TIle lease itself is
too short (five-years) to be amortized by the provider. Further. the value of the
lease is too insignificant to cover the full depreciation of municipal assets. As a
result. the municipal budget must finance system v\'ide rehabilitation spending
through the general municipal budget.

In addition to these variations in the treatment of aCCOLUlts. all of the service pro\'iders
that PADCO reviewed engage in extensive barter and offset transactions. None of the
sen'ice providers have any clear rules or guidelines dealing \\ith barter transactions.
BaneI' transactions are means for the provider to reduce VAT obligations. BaneI'
transactions are generally valued at somewhat less than their full market value. thereby
understating revenues, e"'lJenditures, and VAT.

3.1.3 Tariff Overview

In response to the Federal Govemment's decision to mo\e toward filii cost recovery.
VKLs and local govemments have begun to authOlize increases in water and
wastcwatcr tariffs. Tablc 3.1 shows the average weighted combincd tariff and the
cross subsidy between entcrpliscs and residential customcrs. Although tariff incrcascs
ha\c takcn placc. therc is a \'vidc disparity in the leHI of domestic tariffs. TIlis trcnd
has increased over the last two ycars. In the 10 city sample ShO\\l1 in Tabk 3.1
industIial tmin's were on avcrage 14 timcs higher than domestic tarin's. Thc highest
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incidence of cross subsidization was Orel at ()] times greater than domestic tarifls,
Not suqHisingly. Ore!. also has the lowest combined tariff in the sample.

3.1...t Inadequate Rennue Collection

Table ]. I illustrates the average level of 1996 collections to billed (plus accounts
receivable) is 67 0

O. 21) TIlis a\erage le\'el of collection to billed is quite lo\v. Howewr.
it is really the composition and quality of collections that are the major problems. Of
the 67% average lewl of collection"l. 19~io \vas cash. 26% barter, and 22% \vas in
offset or promissory notes. Fully 48~o of the 67~o of total 1996 collections \vas in
non-cash fonn. FUlther. non-cash collections ha\'e been steadily increasing o\'er the
past three years.

PADCO reviev,;ed three years of January - June "Munnanvodokanal" (MYK) data -. .
see ChaIt 3.1. Some basic trends emerge, including:

• After a significant dip in 1996 collections, total MYK collections in the first half of
1997 have rebounded:

• TIle decline in cash collections continues unabated through the first quarter of
1997. and.

• TIle increase in total collections is driven by the rapid year-over-year increase in
non-cash collections (barter and offsets).

TIle financial condition ofMYK is in many respects comparable to the general financial
situation ex.1Jelienced in other PADCO reviewed YKLs. Despite declining cash
collections ho\vever. MYK sets itself apart with cash collections exceeding 34% in
1997. significantly higher than the 19% average of the reviewed sample,

~() Some of the collections received in 1996 reflect payments from previous years' billings [t is almost
impossible to evaluate 1996 collections with 1996 billed re\'enue PADCO chose to use collections as
a percentage of "billed plus starting balance of the accounts receivable" to more conservatively reflect
the collection rate since the total collections to "billed" percentage value overstates the actual
collection rate.
~I Note this refers to the percentage collected to total billed in 199(j plus the starting balance of the
accounts receivable
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Table 3.1
Russian Vodol{anal Comparative Statistics - 1996

Avcra~e Cross Suhsidy 0/0 Cash to Total % Rarter to Total % Offset to % Collectcd to Total Total Revcnue
Residential Ratio Billed Billed Total Billed Billed (Billed, Accounts

City I Comhined Between Plus Accounts Plus Accounts Plus Accounts Plus Accounts Receivahle, VAT, and
Tariff Enterprise Receivahle Receivahle Receivahle Receivahle ** Other)

(with VAT) And (1996) (19%) (1996) ( 1996) (1J1J6
Residential (0011 Ruhles)
Customers

Chcboksary SOO 114,555,000
(jagann I,IXX IO,12X,X16
Kansk 1,168 38,319,135
1\liJflllallsk 1,120 150,910,J-l9
Nalchik 1000 57,515,271
Or..::! 356 91,('oX,51)(,
Pechora 5,440 42,775.252
Psko\' 1,()20 75,X10, ..WI
Smolcnsk f)9! 64,963,572
VOlkinsk nt 6 !X% 52% 3% 73% I 2,06X, ')(,-l

A\cragc 1,-l7J 12 (9% 26 % 22% 67 1Yi, 65,8(,9,5JH

Notes

I) '~;, ()!Tsel includes tax offsets and promissory notes.

2) Collected includes some accounts receivable frolll \1J95 that were paid in 19')(,.

\) Tarl!lsasofAugllst!lJ97

\ I 1\.:rccIII;Jgcs lIlay lIot add precisely due to rounding.

Russizm Wat<?( iJnd Wastewater Loan Feasibility Assessment:
Overview

~ ~
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Chart 3.1 - Murmansk Vodokanal - 1995-1997 Comparison 
Collected as % Billed
(January. June Period)
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3.1.5 Accounts Receivable

Poor collections particularly from large customers are the most pressing financial
concem for VKLs. In keeping \\>ith Murmanvodokanal as an example. PADCO
estimated that as of December 31. 1996 MVK had more than 54 billion rubles
(including VAT) in outstanding receivables. The outstanding receivables are close to 5
months of 1996 billings. The average outstanding receivables in months of 1996
billings for the sample of 10 cities is 4.7 months. However. this average may be more
optimistic than if first appears since some of the cities have increased tariffs dUling
1996. Increased tariffs would have the effect of increasing the amOlun billed and
therefore accounts receivable.

Table 3.2
1996 Accounts Receivable In Months of Billings

Vodokanal Accounts Receivable Receivables In Months of Billings
As of December 31,1996

(000 Rubles)

Cheboksarv 2 I.683.000
,
-'

Gagarin 2.-1- I2.1 G2 3
Kansk 12.5G5.674 5

i\ lunnansk 5-L G38.342 5
Nalchik 20.2 I5.-1-32 6

.__.~-----

Orel 40.831.8G7 7
- ---~- -

Pechora 7.G 14.278 3
.- ---- . _ ..

Pskov 27.330.312 6
- .-

Smo!ensk 24.556.GOO 5

I

--.. ---- --- - --

Votklllsk 3.2°5.512 4_._--
I

----~ ... _.-._-_. -" ..

Avcr:lge I 21.627.354 4.7
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ChaIt 3.2 illustratl:s MVK accounts recl:i\abk by CLlstOI11l:r cakgory Entl:rprisl:s.
Ministry of Dcfcnsl: and othl:r budgctary organizations arc by f;n the largl:st VKL
debtors. In all VKLs that PADCO revie\wd. paYlllCnts from households arc gl:lIl:rally
morl: regular than payments f1'0111 ente'lJI;Sl:s.

Chart 3.2 - Murmanvodokanal Accounts Receivable
By Customer Category

(1995 and 1996 with % Change)
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3.1.6 Negative Effect of Non-Cash Payments

A substantial pOltion of VKL collections are non-cash (baners. offsets). While better
than receiving no payment. non-cash payments ha\'e numerous dra\vbacks which
adversely impact the financial viability of service providers. Banering for goods and
sen'ices generally involves several parties. Each affected palty may value their goods
and selVices differently. TIle barter transaction( s) may take several months to
complete. TIlis situation generally occurs when one of the communal service providers
hires an outside contractor to complete a construction job. Instead of paying the
contractor directly in cash. the provider reduces the sum o\\'ed for \vater sen'ices by a
third palty. e.g. a fuel vendor. TIle fuel vendor is then. in tum. e:\.-pected to reduce the
amount owed for fuel by the contractor. Other problems may be that the items being
exchanged are not easily exchanged. Further. there may be additional hidden
transaction costs, i.e.. transportation. storing, or marketing the baltered good.

Offsets. while preferable to barter (i. e.. easier to monetize). tend to take e\'ell longer to

organize: from several months to a year. As a result. the real value of offsets is
reduced by the inflation experienced during this time lag. I\lore significant. however. is
the impact that offsets have on cashflow. TIle lengthy pCliod from the provision of
scn'ice to the consummation of the offset (taxes O\\lled for sen'ices rendered) denies
the vodokanal cash to pay other expenses. Although in 1110st cities. offsets are not as
large as baIter transactions. offsets arc gro\\ing in significance bec;lUse of collection
problems and rcfilsal to pay in cash.

The payment of notes (promissory notes from the city or nblast. treasury notes 11'0111
the federal govelllment) also rcprcscnt a serious obstacle to till: fInancial indcpcndcncc

Russian Water and Wastewater Loan F(1;'Jsihilifv 1I.",Si'ssnJi'nf· ~ I
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of the sen'ice IJro\ilkr. Oblast alll! city promissory notes ha\'e limited \'alue and. more
imp0l1antly. only limited local distribution. Wllile they can be sunendered for payment
of taxes and charges o\\ed to the city and oblast. they can only be accepted by specific
categories oflegal entities. No secondary buyers market exists for such notes. 111ese
notes c1epli\'e selyice providers of needed working capital. erode in \'alue due to

inflation. and are less transparent than cash transfers.

3.1.7 Rapidly Rising Expenses

Total e:\lJenses consist of operating and non-operating e:\lJenses. Non-operating

expenses may include items like a pro\"ider" s sauna or health facility. Chart 3.3
illustrates total YKL operational e:\lJenses including depreciation have been rising at a
rate that exceeds the nominal level of inflation. Smolensk. Nalchik. and Pechora 1996
YKL operating e:\venses increased by 109%. 89 0 o. and 88% . respecth'ely from 1995.
The average level of increase for the 10 cities surveyed was 59%. Rapid increases in
electricity and salaIies contlibuted to the significant increase in YKL operating
e:\-p enses.

Chart 3.3 - Comparison of Vodokanal Operating Expenses
1995 and 1996 (000 Rubles)

120.em,em

100.em,em

80,emem

VI
C

-'".....
o
>

-'"v>
C
(1)

o
E
Ul

>o
-'"
VI
0..

~
o
..c
u
(1)

0..

Q;
'--o

-'"
.c
u
ro
Z

'

'"VI
-'"o
D
(J)

.c
u

I

t ~ r I rI
-'" (1)o

20 em,em

:0
:::l
co: eo,em,em
o
o
o

4O.em,em

01995 ~1996

A paltial explanation for the robust level of operating expense increase lies in the
revaluation ofVKL assets and. as a result. increased depreciation ex-pense based on the
re-valued assets. For example. total Smolensk VKL assets \"ere re-valued by a
multiplier of 2.7 times. Nalchik and Pechora re-valued assets by 1.7 times. and 3. qq

times. respectively.
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3.1.7.1 Composition of Operational Expenses

Russian financial and accounting regulations Iigidly define the tylJes and amoullts of
expenditures penllitted in the income statement ofYKLs. Oluing PADCO's re\ie\\ of
YKL accounts, e:\.lJenses were adjusted to reflect GAAP and intemational accounting
practices. For example, RAS allows for certain employee benefits and bonuses to be
delivcd "out-of-profit". PADCO adjusted YKL e:\.1Jenses by shifting many the rele\ant
"out-of-profit" e:\.1Jenses into direct operating c:\.1Jcnses. Shifting these "out-of-profl!"
e:\.lJenses into direct operating e:\.'Penses increased YKL direct operating exp<'lls<'s by
between 5% to 80

0. Table 3.3 shO\vs expenditure categoties as a percent of total
e:\.'Penditures for a five city representative sample of YKLs. In Table 3.3, PAOCO
chose to compare YKL operating e:\.'Penses excluding depreciation and other nOll
production ex.'Penses to obtain a true compalison of only direct operating e"lJense
categOlies.

Table 3.3
1996 - Vodokanal Adjusted Operating Expenses
As a Share of Total Direct Operating Expense

(Excludes Depreciation)

Item Gagarin Kansk MUffil:lnsk I NaIchik i Smolensk
!

!)<!I'SOl1nel Cusrs

I
24% 34% )l%

!
21% 1600

i

Energy 23% 22% 19% )5%
:

25°0

I

.\!arenals <'< 6~/O 2% 7% 2% 100°
Chemicals ,

Repain 1% 1% 10,' ! 50/0 I ~o 0

I
,0

I
fmerest 1% 0% 00' I 0% 000-0
Pavmcnts

i
I

Taxes 28% 25% 4%
!

2~/o 21 00

"

()rher I:'.tpellScs 17% 16% 18% ,
I~% I'D,) 0

I

,

Total 100% 100% Hm% I 100% i 100%

Note: Personnel Costs includes wage related expenses. salary. social insurance and employee bonuses.

TIle two largest expenditure categories are labor related e:\.'Penses and electricity. In
the selected five city sample in Table 3.3, electricity (average 28.5°0) and labor
(average 29.2%) related e:'\-penses represent 55 0

0 of total direct operating expenses.
TIle cost of electricity is particularly high for Nalchik. where it accounts for 5-+ 0

0 of
operating e\.-pense outlays.

Nalchik personnel costs are somewhat lower than the representative YKL sample
because no bonus payments were issued in 1996. MUIlllansk personnel costs \\ere
significantly higher than the representative samp Ie' s average 26° ° due to wage
compensation reflecting the more difficult geographic working environment and the
generally higher level of local plices. Maintenance and repairs is Illllch higher in
relative tCIlllS in Smolensk than in Kansk or Nalchik. perhaps deIllonstrating the
set;ous deterioration of the respective systems. [t is ditIlcult to accurately determine
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repairs and maintcnancc spcnding for YKLs as somc staff costs arc subsumcd into thc
maintcnancc cxpcnsc. including staff that \\ork in shops attachcd to YKLs. In gcncraL
YKL oflicials stated that thcir maintenance and repair is seriously under fundcd.

3.1.7.1 Rcvaluation and Dcpreciation

Fiwd assets for all sen'ice pro\'iders \vere re-yalued in 1995 and 1996. A renluation
was necessary because of the significant depreciation of the mble over the past si:x
vears. Fixed assets were re-valued based on the guidelines issued by the Ministry of.. ........ ..
Finance (MoF). In the guidelines. MoF indicated multipliers to be applied to the
OIiginal cost of the asset. Different multipliers were given for:

• Assets depending on the year purchased:
• Different categories of assets (e.g. motor vehicles. fi:xed assets): and.
• Different types of assets in the same category (e.g. heavy duty trucks LUlder motor

vehicles).

TIle multipliers given for various periods are as follows:

• 1980 and previous years:
• 1981 through 1994; and.
• Multipliers for each quarter in 1995.

TIle multiplier range for different years and for different categOlies of assets is
illustrated in Table 3.4 below. 11lere is no e:\-planation given in the MoF guidelines as
to why or how the various multipliers are detemllned.

Table 3.4
General Asset Multipliers By Year

Year Multinlier
1980 I. 2 to 1.4

1981-1994 1.3 to 4.6
1995 Q I 1.3 to 4
1995 Q II 1.2 to 29
1995QIII I. I to 2. I
1995QIV I to 1.3

Including a re-valued depreciation component substantially increases water and
\vaste\vater tariffs. In many cities (i.e. Smolensk), the local govemment has guided the
provider to use the old depreciation schedule not the new depreciation schedule in
setting the tmiff Otherwise, the tariff calculation. which directly includes depreciation.
\vould lise significantly. A more accurate value offixed assets. and hence depreciation
schedule. could be obtained by conducting on site physical valuation by a professional
yaluation e'lJert'

In PskO\·. thc City Administration has removed depreciation of the Vodokanal Icascd
assets II'om the tariff stl1lcture and has reduced the lease pa~,1l1ent to a nominal al1loulll
\\hich does not cover thc full depreciation of Illunicipal assets. The City

RIIssi:m W~t(lr :mrf W~c::t(lw~tp.r [ o:?n Fn;l~;hj';fI, 11 SS(lssmnnt"
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Administration belie\\.~s that they are lessening the financial burden on VKL customers
by financing system \\ide rehabilitation through the municipal budget. If such
in\cstment were financed through the Psko\ VodoKanal tariff stl1lcture. thc \'KL
customers would additionally pay for related VAT.

3.1.7.3 Taxes

VKLs are treated like any other enteqJrise \\ith respect to taxation. TIle taxes that
VKLs IUl\'e to pay include a 200

0 value added tax (VAT). 35 0
0 coqJorate income tax.

and locally established road use tax. VKLs also must pay a full complement of taxes
for social puqJOses (social insurance fi.ll1d. medical).

VKLs negotiate \vith the valious govell1Il1ent debtors to offset tax obligations in lieu of
direct monetary payment. In many instances. VKLs offset corporate income taxes.
VAT may also be offset at the city and regional level. and on a case-by-case basis. at
the Federal level.

3.1.7.4 Accounts Payable

Using accl1lal accounting. accounts payable are large. but in most cases. are less than
accounts receivable (Chart 3.4). Payable consist largely of electlicity. taxes. and
wages. VKL accounts payable has been rapidly increasingly. In Nalchik. accounts
payable grew by 30 10

0 in 1996 from the previous year. reaching -t8. I billion Rubles.
In Pechora accounts payable (including salaries and social taxes payable) gre\\ by
I87~'o from 2.5 billion Rubles at the end of 1995. to 7.4 billion Rubles at the end of
1996. Of the 7.4 billion Rubles in Pechora's payable. 13% was over one year old. A
pOltion of the amount one year old represents accounts payable that are difficult to
baiter or pay by offset. In Pechora M°'O of the accounts payable is for salalies and
social taxes payable. TIle rapid build up in accounts payable for the sun'eyed VKL
group will need to be addressed immediately.

Russian Water and Wastewater Loan Feasihi/itv Assessment·
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Chart 3.4 - \'odokanal Comparative Statistics - 199(,
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Table 3.5 illustrates accounts payable as a percent of accounts receivable. In NaIchik.
aCCouIlts payable is 237°0 of receivables. Gagarin and MUIl11ansk have the lowest ratio
of payable to receivables. 11.8% and 16.1 %J. respectively.

Table 3.5
1996 - Accounts Payable as a Percent of Accounts Receivable

Vodokanal Accoullts Payable Payable % of Receivable
Receivable

Cheboksary 21.683.000 12,302.522 56.7%
Gagarin 2.-l12.192 28.+.(:\30 11.8%

Kansk 12.595.67'+ 13.013.062 103.3°'0
1\1 urlll:lIlsk 5'+.938,342 8.820.'+81 16 1°0
Na.lchik 20.215,432 48.0°(:\.1'+2 237°%
orei 40.831.897 40.122.01° 98Yo
Pechora 7.°14.278 7.37:5.715 9' -,0'J._ 0
Pskov 27.830.312 20.83'7.738 74.°0 0
Smolensk 24.556.900 17,974.002 732%
Votkinsk 3.2°5.512 1,920.084 58Yo
Average 21.627,354 17.074.640 78.9%

"1
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3.1.7.5 Profitability Yersus Near-GAAP Profit

In accordance \\ith cUlTent Russian legislation. the Accounting DepaI1mel1t produ..:c~

re\'enue adjusted monthly. and in many instances quaI1erly. and annual balall":c
statements, TIle e\.l)enses which the accounting depaI1ment repol1s for tax PtIlVOSC~

arc adjusted to reflect only the income recei\ed, TIle service provider's use and
application of profit is different from westem accounting practices due to the ligidit:
of the definitions of e\.-penditure. TIle westem concept of profit suggests a retum l11l

investment to ill\'estors after e\.l)enses have been inculTed. According to Section 2.
Paragraph 13 of the Regulatioll for Expemes Incurred in the Production alld Sale of
Products Illeluded III the Cost-Price of Products alld for the Orders of FOI'II/lllg
FlIlallcial Results Accoullted ill Profit TaxatIOn (Approved by the Decision of the
Govemment of Russia No. 522 (8/5/92), "Profit (loss) from the sale of products
(w'ork, services) and goods shall be determined as the difference between the revenues
received from the sale of the products (works. sen'ices) in CUlTent prices \\ith the
value-added tax and excises and the e\.-penses on their production and sale." Senice
providers are encouraged to pay "out-of-profit"' e\.-penses including employee bonuses.
employee recreational e\.-penses and. interest on long tenn capital related debt. As a
result. in accordance vvith existing Russian legislation. 22 VKLs base their profit on the
income they receiye minus the adjusted e\.-penses,

In most water companies arolUld the world, these "out-of-profit"' e\.-penses \\ould ha\e
been included in e\.-penditures, reducing and eliminating the technical need for a
''profit'' ex-pense category. Approximately one-third to one-half of VKL net after-tax
profit is used to fund employee benefits. TIle remainder is used to finance the
accumulation reserye flUld for investments. In practice. only the Gagarin. Smolensk.
and Cheboksary VKLs have a history of planning to use "out-of-profit"' cash profits for
financing minor capital investments.

TIle official income statements (RAS) for all of the sun'eyed VKLs show that the:
were profitable in 1995 and 1996. Table 3.6 maps VKL 1996 billed reyenue. which
incorporates currently allowable profitability, \\ith all ex-penses, including out-of-profit
ex-penses. 23 Actual near GAAP profit as a percent of these adjusted ex-penses shows a
more somber financial portrait for VKLs. Votkinsk. Nalchik. and Smolensk
ex-perienced -17.8%. -26.6% and -26.7%, respectively. actual profit as a percent of
ex-penses. Only MUl11lansk and Pechora appear to show robust financial retul1ls. TIle
average near GAAP profit as a percentage of e\.-penses for all 10 VKLs is --,bOo. TIlis
strongly suggests that some VKLs are culTentl)' not able to recover all of their costs.
including out-of-profit ex-penses, through their user charges despite a sizable

22 According to Section 2. Paragraph 13 of the above cited Regulation. " .. For the purposes of
taxation. revenues received from the sale of products (works. services) shall be deternllned either as
they are paid for (in clearing payments money is received for goods. works. services by the b:1I1k
instIlutions on their accounts and in cash payments monev IS received by the pay desk) or as goods
are shipped (works. serYlces are performed and rendered) and as payment documents arc submitted to
the buyer (customer).··

c1 Ailov,;able profit IS the profit marg,in that vodokanals are permitted by cities to add OIllO c\penSC5

in the tariffs that the~' charge their cllstolllers~ it IS not the 'corporate profitability' of the ell1erpme JS

reported in ta\ statements

Russian Wafer and Wasfpwaf"r ( nan F"asihi!ifv Ll SS(lssm(lnf'
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profitability margin being built into their tariff structurc. The implication for VKLs'
debt sCIYice capacitics, i.c., intcrcst payl11cnts as an ollt-of·proflt expense, is not
presently not encouraging.

The actual financial status of all surveyed utilities is however ewn more dire than
Table .J.b indicates. TIle actual profit as a percent of expenses as presented in Tabk
3.6 takes into accollnt the billed revenue of the utility only. On average, the suney
group of YKLs collect only 67% of what they were owed in I 996. None of the YKLs
\\lite-off or have established bad debt reserves. Receivables are on average -l.7
months of billings and gro\ving. Further. since accmal systems were llsed to re\ie\\
YKLs. it is apparent that cash net income is much lower than the net income callied on
the financial statements of the utilities.

Table 3.6
Actual 1996 VodokanaI Profit

(000 Rubles)

Vodokanal Total Billed Allowable TotalE.:tpenses Actual Near GAAP
Revenue "Profitability" Profit As a Percent

Tariff Component of Expenses
Clteboksary 79,151,600 25% 90,118,5:26 -12.2~o

Gagarill 7,.+84,312 20% 9,187,173 -18.5%

Kallsk :24,992,059 30%, 27,989,912 -10.7%

!r!lIrmallsk 11 :2,820,904 15% 101.620141 110%

Nalcllik 42,039,931 15% 57,265,.+67 -:266%

Ore! 64,065,352 15% 66,330,00:2 -34%

Pechora 30,334,200 9% 24,593,897 230o~

Psko\' 48.142,903 10% 45,689,139 5.4~~

\': Smolellsk 48,568,774 15'Yo 66,263,83 I -:267%

~'otkillsk 14,224,0:26 15% 17,302.1:25 -[7.8%

AYeI"i1ge 47,182.406 17<)/.. 50,636,021 -7,6°;')
Notes:
I) "Total Btlled Revenues" is shO\';TI ""ithout VAT and includes tariff "profitability" component. hookup feeS
and collectIOn late fines and penalties. For the Nalchik. are!. and Votkinsk VKLs. this amount additionally
includes city operating subsidies received in 1996. Source: individual VKL PADCO adjusted 1996 Profit &
Loss statements.
2) "Total ExpenSes" include "out-of-profit" items. depreciation and other non-production costs and ,",xelude
VAT For the Pskov VKL. this amount does not include depreciation for city-o'wned assets \,;hich they lease
SIllCe thIS Item IS not included in their tariff stmcture If this depreciation IS mcluded. increasing the Pskov VKL
"Total ExpenSes" to 63.7 billion RubleS. the Pskov VKL's "Actual Profit as a Percentage of Expenses" drops to
_2-1"00 Source individual VKL PADCO adjusted 1996 Profit & Loss statements.

3.1.8 I)cprcciation, Dcvclopmcnt Fund and Dcht Scrvicc

Depreciation e:\:pcnse as it applies to the assets of an enteq)Jise receivcs approximately
the same accounting treatmcnt in GAAP as in the Russian Accounting System. That is.

, I
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ckpreciation is charged to the Profit and Loss account to nutch the \vear and tear of
assets used by the \odokanal. All other expenses except di."preciation result in cash
outflows, Although depreciation is an expense. it has no cash outf]O\V, TIlerefore.
funds representing the value of depreciation \\ill accumulati." in cash in a vodokanal" s
bank account prO\'ided that: i) at minimum there is no loss in the P&L account. ii)
re\'enue is collected in the f0I111 of cash at least equal to depreciation e:-.:penses. and iii)
the cash in the bank representing depreciation is not used for payments to other
suppliers other than those e:-.:penses that are nOl1nally charged to the P&L account.

Although depreciation has been charged to P&L accounts as an e:\.1Jense in all of the
\'odokanals included in the assessment. none ha\'e sufficient cash in bank accounts
representing depreciation, TI1llS none could sen'ice debt out of depreciation WIder the
present circumstances, TIlis condition is illustrated in Table 3,7. which shows that on
a\'erage. depreciation is 22% of vodokanals' revenues. but that vodokanals ha\'e only
collected 20°0 of billed revenues in the form of cash. As this cash collection \\as
probably used for other purposes. depreciation \vas largely unfunded.

Debt service complises principal repayment and interest. If funded, plincipal
repayments can be paid out of accumulated cash in bank accolwts representing
depreciation. Interest must be charged to the P&L account on an accrual basis and
must also be paid out of accumulated cash. As is illustrated in Table 3.7, vodokanals
would have to increase cash collections significantly to fund either depreciation or
interest e:\.1Jense. In other cOlUltlies. to impose greater financial discipline, enterprises
deposit cash in separate bank accounts eaming interest that are equal to debt sen'ice
obligations and pay lenders directly from these accounts.

3.1.8.1 Development Fund

DUling Soviet times. depreciation was accumulated and sent to the central govemment
budget as the central govemment was responsible for capital planning and replacement.
It funded new and replacement lines and facilities of the \·odokanals. To accommodate
the accumulation and fonvarding offimds to the central govemment. the tariff had t\\O
categOlies of e:\.1Jenditures for capital repairs and replacement. TIle first was
depreciation which was sent to the central govemment for capital replacement. TIle
second \vas capital repairs which was for more routine maintenance. Subsequently. the
two categOlies of expenditures \vere retained in the tariff. but function differently.

If there is a profit that includes any excess. or une:\.-pended depreciation. these tilllds
can be placed in a de\'elopment fund. Once in the development timd. depreciation
revenues are commingled with other fimds and may be used for any e:\.-pense of the
\'odokanal including the plincipal part of a loan repa~lllent, Repair. or capital repairs.
continue to be used to routine maintenance. ~~

,I "On th~ Approval of \Iethods for Calculating Economically \lotl\'atcd Raks Jnd TJntls for Conllll\UlJI
!!ousmg S~rvic~s". Ord~r :'-10 "0. Russian Federal Govemmenl. dJted :--':ovemb"r 11. ll),)~, S<..'Ction J See Jlso
"011 thl.? :\pproval of Reh'1J1atlons for Expl.?nses Incurred in the Production and Sale of ProdU~ls (works. SI.?!,\'lces I
[n~luueu 111 th~ Costs Pnc.; of Prouucts (\\(nks. servlCl.?sj and for the Ord"r 1)1' Forl11lllg FinanCIal Re,ults
,\ccolUltl.?U 111 Profit Ta \atloll." first adopkd August ". I(N 2. anu 311l1.?1lU"d IU1\<..' 2l1. IOq ". July I. I'll)'.
\ovl.?lIlb.;r 20. Iqll". \Iarch 21. [llll(). ()ctohl.?r I ..l, !llll6 3nd Nov';lIlkr 22. IlIll!)



Financial Review

Tablc 3.7
1996 DCJl,'cciation Expensc and Cash Collections

Vodokanal

Pskol'
Pechora
Votkinsk
Ore!
Nalchik
Kansk
Gagarin

I Cheboksary
: Mllrmansk

I Smolensk
Average

Depreciation as Depredation as Total Collected to Cash Collections
Percent of Percent of Total Billed Plus to Total Billed
Expenses Revenues Acconnts Plus Accoullts

Receivable Receivable
32°'0 +0% 63°0 1'0.) °
19% 1')0 81°0 '0_ ° .)0
28% 3+° ° 73°0 18° °
20~o 20° ° 55°0 1'0-.) °
18% 23°0 55°0 ]70 °
1'°1 I..j.~o 61 °0 I..j.° °_,0
21% 26°0 73~o 27°0
25% 2..j.~0 81% 18° °
")')0/ 20% 69°0 36°0__ 10

8°/ 11% 6,01 27° °10 ....... 0

21% 22% 67% 20~~

3.1.8.2 Debt Service Repayment

Russian laws. in general. do not make reference to how depreciation proceeds are to
be used. but do state that certain expenses. such as principal payments for loans, may
come out of the depreciation allowed in a tariff Later regulations qualify' the
utilization of depreciation proceeds for principal repayments by stating that if
depreciation e\.'Pense has been actually expended for the year (or some other
accounting peliod). the remainder can be applied to the principal payment of any loan.
nle regulations do not state that depreciation eX'Penditure must be used for capital
replacement. merely that an aillOlmt equal to the depreciation expense needs to be
e:\.lJended. Ifvodokanals can show that they have spent the requisite amount equal to
deprecation e:\.'Penses, they can apply all of the remainder to payment of either principal
or interest of a loan. However, interest e\.'Pense is not a capitalized e\.'Pense and must
be related to the revenue of the period to which the interest eXlJense applies. Hence,
although it is possible to use proceeds from depreciation in the development fund for
interest e\."Pense. it is a mismatch of e\."Pense. Depreciation e\."Pense should not be
applied to interest e\.'Pense. Interest e\.'Penses should be paid of out profit under cutTent
Russian accounting and tax rules.

If a \'oclokanal can certifY that it has paid up to 50% of profit tax in interest pa)lnents.
it may lower profit taxes by that amount. n1is has the effect of making more fllllds
available for debt service by reducing the amount of profits that are paid in profit ta\:.:<

2< "On IntroducIn~ Amendments and Addenda to the Re~ulatlOns on the Composition of E\pcl\sCS
Related to Production and Marketing, of Products I works. services) 1hat arc Includcd 111 the ProductIon
('osts of Products (works or se1\'ICesl and on Procedures for the ('omputatlon of FInanCIal Indicators
Used In Profl[ Tax ('alcul:l1lon:' RUSSian Fedcratlon Order :--.10 ()() I. July I. 1qq5
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Financial Review

3.2 Limitations to Yodokanal Financial Autonomy

This section describes observed financial and accounting practices which currently limit
the bOlTo\ving capacity of VKLs. A brief descliption of the main limitations is
presented here \vith filrther elaboration in the Action Plan.

3.2.1 Local :\lunicipalitylVodokanal Decision 'laking and Decentralization
Problems

Planning. Many local govemments and service providers do not appear to be able to
carry out planning beyond assembling wish lists of project acti\ities. Developing
rational pliorities or building an infoIll1ational data base for decision making are
currently beyond many local mlUlicipal or service provider capabilities.

3.2.2 Infrequent Budget Audits and Evaluation

TIle Russian budget cycle and other operations rarely include auditing for performance
review purposes. Although performance evaluations can be tools for improving
allocative efficiency in a way that incremental budgeting alone cannot ensure, no
goverrunent institution has responsibility for re\iewing and assessing VKL budget
outcomes. Establishing performance evaluation units that deal \vith senice providers
could provide guidance on cost measurement and management improvements for
operating units. TIlese performance evaluation lUlits might assist senice providers in
devising plans for reducing expenditures, based on identification of core and non-core
activities. Because the concept of evaluation is alien to current institutional processes
and probably will be perceived as a threat, evaluation and re\iew processes must be
broad based, participatory and incorporated into the planning process and service
agreement negotiations.

3.2.3 Internal Vodokanal Management

• Cash l'ersus accrual revenues. Until the end of 1995, most utilities used cash
receipts as a basis for setting and adjusting water and se\verage rates. However,
according to Ministry of Finance regulations, for 1996 and thereafter. vodokanal
accounting must be kept on an accrual basis. This provides a better matching of
revenues and expenses and a more accurate assessment of the profitability of the
utility than does cash-basis accolUlting. In recognition that cash re\'enues often lag
accrued revenues, VKLs must account for this lag in cash receipts and provide for
it, particularly if they operate strictly on a cash basis of accounting.

• VKLs do not perform cash flow requirement projections. Few VKLs project
their future total revenue and e\.-pense requirements. let alone their total cash
needs. In order for VKLs to more effectively manage debt financing they should
be encouraged to develop some "cash needs (or. cash flow)" projections. TIle
objective of the cash-needs approach for projecting revenue requirements is to
ensure that utility revenues are sufficient to recover total cash needs for a given
projcction peliod. The tenn "cash-needs" as it applies to mcasUIing revenuc

requirements of a VKL should not be confused v.ith the accounting tenn "cash" as

I I
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compared to "a~~l1Ial" as an accounting method, Cash needs refers to the total
revenues required by the YKL to meet its cash expenditures, TIle cash-needs
approach to measLlling re\'enue requirements of the sen.'ice provider mav be
e\'aluated on either the cash or accl1lal basis of accounting,

• Bad debt is not recognized as all expense or resen'e set-aside. Bad debt expense
can initially be calculated by identif)ing the total value of accounts that are greater
than six months or more overdue, Customer profiles should be individually
reviewed to detelll1ine whether there is an ability to pay the sen'ice provider. A
cel1ain percentage of the accOlUlts receivable can be calculated and defined as "bad
debt e:\.-pense". TIle "bad debt e:\.-pense" percentage (or value) should be
incorporated into the normal tariff setting process. Bad debt allo\vances should be
periodically reviewed (i.e.. every quarter) to determine which accounts are still
collectable and those that should be \-\iritten off as bad debt. Sen'ice to bad
debtor's should be tumed off Large accounts receivable should be periodically
reviewed to distinguish those potentially collectable and those that are not.
Accowlts that are not collectable should be written off as bad debts,

• Cost accounting systems are deficient. Many service providers have very good
fundamental financial information. However, a consolidated accounting software
system would greatly enhance the productivity of numerous intemal operations
(accounts payable/receivable, accounting, customer service). A positive byproduct
of a more accurate cost accounting system would be more accurate tmiff
calculations.

• Management information flows are not integrated. Computerizing all
departments and creating coordinated horizontal links between the departments
should have an immediate positive impact on the increasing productivity and
enhancing management decision making. Service providers should consider
establishing an Office of the Treasurer with direct reporting responsibilities to the
Director.

3.2.4 Full Cost Recovery - Tariffs

Tariffs should reflect the full marginal cost of water and wastewater service delivery
and sustainability. Full cost pricing however, cannot be achieved unless bad-debt
e:\.-penses, cost of billing and collection, and the cost( s) of debt service are taken into
account. Limitations to full cost recovery through user charges include:

• Interest from capital related imprOJ'ement loans can not be direct(1' included
into tlte tariff structure. Many VKLs take short tenll loans to pay salaJies and
other operating related expenses as a result of their poor revenue collection, In
accordance with current Russian legislation. the interest which VKLs pay for shol1
tenn loans is currently included as an expense in the tariff structure, However.
interest on long-tellll capital investment must be paid "out-of-profit", Federal
legislation should be changed in order to allow for all debt service expenses to be

included directly in the taliff stl1lcture, When the legislation is changed. VKLs will

be lidly responsible for providing their 0\'>'11 capital investment programs,

Russian Water and WastewatAr {oan F(>a~;hilitv4sse~~ment· I:::
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• Bad debt expeme can not be direct~1' included into the tariff structure and
current~1' could limit debt capaci~l'. VKLs arc now permitted to deduct from
taxable income. for profit tax purposes. losses from \\liting off debt recei\'ables J
years and older and other debts which cannot be reco\ered. i,e,. bankmpt
customer. Howe\er. the tax benefit \\ould be reduced to the ex1ent this deduction
\\ould result in the VKLs' taxable in.:ome being less than zero, To the ex1ent the
VKL must wait for three years to write off a bad debt. much of the value of the tax
deduction is lost through inflation, Once inflation is controlled though. \\'litinS!: ofT

~ ~ -
uncollectable debt \\ill ad\'ersely limit VKL debt capacity by the resulting profit
reduction which subsequently reduces the amount a\'ailable for loan interest
repayment. TIle cUlTent rules regarding tax deductions for bad debt losses also do
not require Vodokanal's to take any action to collect the debt. such as instituting
and pursuing litigation: all they are required to do is wait for three years before
deducting the recei\'able,

• Tariff<; not automatically adjusted for inflation. CUlTently. no tariff adjustment
mechanisms (escalators) exist to accommodate increases in the cost of production
inputs due to inflation, The sen'ice providers should be enabled to increase tariffs
for all groups of consumers automatically by pegging tariffs to electricity tariff
changes,

• Lack of working capital resources. TIle primary elements of working capital
include materials and supplies and cash-working capital. Other elements may
include prepayments, unamortized balance of non-annual operations and
maintenance (O&M) eXlJenses. and minimum bank balance. It has become
apparent that many VKLs in the PADCO sun'ey have the bare minimum in
\vorking capital. Pechora and Nalchik have effectively no working capital. Russian
VKLs are e:'\-periencing substantial lags bet\veen the payTIlent of cost and the
receipt of re\'enues. A detailed lead-lag study should be perfonned by each VKL
to detennine a weighted average period of time between cost and revenue, TIle
working capital requirement is the average daily amOlUlt of costs multiplied by the
average time period detennined from the lead-lag review, An allowance for
working capital in the tariff structure would pennit the VKL to earn a retum on the
investment required to finance operating costs in advance of the receipt ofrevcnue.

Russ;nn Water and Wastewater Loan Feasibifitv I'4ssessment·
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Chapter -t - Debt Service Capahility and Action Plan

".1 Background and Introduction

In the past it was not necessary for VKLs to borrow money for their il1\estment needs
or shol1-telln operational requirements. Many of the suneyed utilities (i.e.. Gagalin
MUIlnansk) have obtained credit facilities to fund short-term cash requirements. TIle
utilities that have borrowed shoI1-term funds ha\'e been successful in either completely
repaying the credit or maintaining recurrent payments. No utility has yet attempted to
obtain long tenn credits.

YKLs had no need to borrow money because local goveIllments financed
infrastructure development from their municipal or oblast resources. TIle current legal
tmiff structure reflects economic incentives Wlder the fonner method of financing
infrastructure projects in that stringent requirements were established for what can and
cannot be included as a recoverable e:\.-pense. Under the current tariff structure
planned costs related to capital repair and depreciation can be included. Ne\\
equipment and the modernization of VK.L facilities are still financed out of the
municipal budget.

Sen'ice providers are interested in obtaining long term credit. More importantly. most
providers in the PADeO sample are hopeful that the current legislation \\ill be changed
and allow them to take interest for long-term investment as a direct operating e:\.-pense.
However, the current legal tariff structure specifically prohibits interest payments for
capital improvement loans from being included as a direct e:\.-pense (sebestoimoist
e:\.-pense). VKLs are expected to finance the long-term interest component of the
credit facility as an "out-of-profit" e:\.-pense. TIle stipulation that long-teml interest
must be fi.mded "out-of-profit" establishes a soft legal cap on the maximum loan
amOlUlt that VKLs can borrow. In addition, this stipulation also limits the ability of the
bOITower to collect if there is no profit or if the ''profit'' limit is narrowly constrained.
Federal legislation should be changed to alIo\\' for debt sen'ice e:\.-penses to be included
as a direct tariff e:\.-pense.

".2 Revenue Requirements and Tariff Levels

In determining future service provider debt and tariff levels. PADCO considered the
VKLs estimated future revenue requirements. TIlis section describes operational and
financial projections over a 7 year period. TIle assumptions underlying the financial
projections are detailed below. For comparison purposes. the individual VKL re\ie\\s
considered two basic loans: I) a maximum loan size affordable by the VKL: and 2)

50 0
0 of that amount. Obviously. sen'ice providers with a much smaller tumover were

reviewed in light of a much smaller debt call)ing capacity. Under these loan scenalios.
modest efficiency gains are realized from the improvements in its operations. In ('ases
where the maximum loan amount was very low. e.g.. Pechora. an altemati\c proje('tion

was made llsing a differcnt profitability le\'el to dcmonstrate the limitation that
profitability (rel/tabell/os!) has all debt sen/icing capacity.

Russian Water and Wastewater Loan Feasibilitv Assessment:
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..1.2.1 Principles

The financial projections are based on the folllming broad plincipIes:

• VKLs receive 110 subsidies or transfer payl11cI1ls from the g.o\ell1ment and fi.lllds its
operational and debt sel\ice expenses out of re\(~nues collected from end-users.

• Revenues should in aggregate be sufficieI1l to meet all incuned e:\.-penses and to
ensure the sen'ice prO\'iders financial \·iability. TIlerefore. the revenues should be

sufficient to cover all operating e\:penses and debt seJ"\ice costs. ' In addition. YKL

finances should provide for contingencies. such as bad debts or emergency repairs.

4.2.2 Assumptions

The follo\\ing financial assumptions were made in de\'eloping the tariff projections for
VKLs.

• Inflation rate/exchange rate: A domestic rate of inflation of 15% was assumed
throughout the forecast period. TIlis is based on the CUITent country economic
statistics and the EU / IMF / GEeD inflation projections for 1997. The US dollar
medium tenn inflation rate is forecast at 3°0 per annum. Purchasing po\ver parity
exchange rate models assert that exchange rates adjust to differences in relati\'e
prices. From a modeling standpoint. this implies that the Ruble Vvill de\'alue
against the dollar by at least 12°0 per annum on a compowlded basis.

• Loan amortization and interest rates payable: Under subsidiary loan
agreements between the Ministry of Finance and VMs. loans \\il1 be repaid o\,er
15 years \\lith an initial grace period of 5 years, The nominal interest of this loan is
assumed to be equal to 7.2%.

• Personnel Costs: Wages \ViII grow at a real annual rate of 15% - the same as the
rate of inflation. No reduction in YKL staff requirements is projected. All out-of
profit employee bonuses are included as a sebestoimost e:\.-pense.

• Depreciation: TIle tariff includes the full depreciation for all fixed assets used by
the VKL including leased assets. and assets purchased \'ia loans and other sources
(i.e .. 10% VKL matching). TIlis assumes that such assets have been placed on the
VKLs' balance. i.e.. if a construction period is required. the assets will be placed
only upon construction completion. As aIlo\ved by CUITent Russian Federation
legislation. depreciation shall also reflect the associated VAT Vvith capital

'6purchases...

• Capital repair expenses: VKL e:\.lJenses on capital repairs \\ill be maintained at
their cUlTcnt share of total cxpenditures throug.h th<? year 2003. increasing. 15°0
per annum for inflation,

---------------

cI> Section 52 ortlle Russlall Federation State Tax Sen'lce "!nstnlcttoll :\0 ~()." dated October 11.
I ()l)5
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• Matcrials/clcctricity, dcp"cciatiol1 and supporting services: TIle real costs of
electricity and materials \\ill stay the about the same throughout the 7 year period,
However. \\.ith a system \vide loss reduction program in place these expenditure
items could concei\ably be reduced owr the forecast period,

• Bad debts: Under cunent Russian accounting mles. uncollectable accounts
receivable can only be written off after three years. unless the debtor has been
declared bankmpt. In practice. seIYice providers do not mite-off any debt. unless
the finn is bankmpt. ClllTently, the \'alue of uncollectable debt that is three years
old is negligible due to the recent high inflation. However. inflation has been
stabilizing, and in the absence of a guarantee that the regulations and law \vill be
changed. we ha\'e assumed a 5% bad debt deduction, With direct billing. it is
expected that collection rates significantly impro\·e. Under cunent Russian
legislation. \-vritten-off bad debts can only be deducted from pre-tax income ancl
cannot be treated as a tariff-related e\.-pense. thus bad debt pro\'isions also cap
affordable loan amounts.

• \Vater/wastewater production: TIle overall production of \-vater/wastewater is
assumed to drop significantly in the first and second years of the loan as a result of
aggressive demand management. loss reduction programs including meteIing at
the whole building le\'el. In 1998, consumption and production are assumed to
drop 10%. in 1999. it is assumed to drop 20% and then begin a gradual increase of
2% per year after that due to general improvement in economic conditions
resulting in increased demand.

• Loan repayment: Principle payments are ShOW11 as a depreciation e\.-pense.-:'7

Interest is sho\\TI as a residuaL coming "out-of-profit"". As allowed by CUITent
Russian legislation. the tariff projections also include an investment tax credit equal
to up to 50% of a VKL' s profit tax liability that are ShO\\ll paying for all. or part.
of the long term interest associated \\ith capital investment. 2X Under this tax
privilege. up to 50% of a VKL's profit tax liability can be used for capital
investment activities. Any interest greater than the 50°0 limit. is shoml coming out
of net-profit.

• Profitability: TIle tariff projections incorporate the profitability rate eUITently
allowable for each VKL. TIlis ranges from 9°0 (Pechora) to 30°0 (Kansk),

• Tariff projection: TIle tariff projections include a collection rate approaching
95% with a 5% level of bad debt \vrite-offs throughout the forecast pelioe! ane!
cash collection of at least 50%.

Table 4. I illustrates current near-GAAP profit margins. cash collections. total
collections. estimated loan capability. and forecast fiiture tariff \\ith that respecti\C
level of debt. PADCO engaged in multi-year financial projections. Table -t. I
illustrates that by incorporating the indicated debt into the YKLs tarifr stl1lcture. the

c' See Chapter 3 for a further diSCUSSIOn of how depreCiatIon can be actllJlly used for thiS purpose
eX Article () of the RUSSIan Federation Law "On EnterprISe Jnd OrgallIzatlon ProfIt T~l\," '\0 21111·1.
dated December 27. I ()() 1

Russian Water and Wastewater Loan Feasibility Assessment: III
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combincd (watcr/wastcwatcr) talifT \\il1 lisc by an awragc 262 0
0 O\cr a sc\cn ycar

pcriod. Thc t\Vo ncw componcnts added to the structure of the «\lifT - dcbt scn'icc
pay111Cnts and bad dcbts - account for a significant p0I1ion of this tmiff increase.

The projected lise in the a\erage talilf \\ould translates into tmiff increases for all
customer groups. Since the ability of entervrises and commercial organizations to
cross subsidize residential consumers is already constrained by relati\ely high will'
levels. the most drastic increase would ha\'e to be bome by residential consumers

Tablc ..L I also displays the large role which allowable profitability has in limiting
potential debt capacities. For example. the Pechora Vodokanal (9 0

0 allowable
profitability) had revenues in 1996 of 30 billion Rubles (Table 3,6) but can only
potential call)' a $2 million loan. TIlis is the same debt capacity as estimated for the
Gagarin Gorvodokanal (20% allowable profitability). \vhich had revenues of 7.5 billion
Rubles in 1996. TIle Kansk Water and Waste\vater Service Administration (30 0

0

allowable profitability) with slightly less revenues than the Pechora Vodokanal. 25
billion Rubles in 1996. has an estimated S1-1- million debt capacity - 7 times greater
than Pechora's.

..t3 Loan Feasibility

To recap. the PADCO loan feasibility model assumes a collection rate approaching
95% with a 5% bad debt allowance. Further. the model inherently assumes a robust
level of cash collections. More importantly, the interest on the capital investment loan
is financed "out-of-profit" thereby imposing a soft ceiling on VKL bOITOv\ing. TIlese
are relatively stringent financial criteria. Are vodokanals currently able to satisfy these
financial prerequisites?

Cash Collections

TIle PADCO review of the sampled VKLs' financial requirements indicate that the
average CUlTent level of cash collections (1900) is e:-"1remely low. In order to make
timely debt repayments. and necessary operating e:-..vense payments. the VKL \\ill need
to dramatically increase its level of cash collections to at least 50%, TIle minimum
50~o cash requirement assumes the follo\\ing:

• Federal taxes must be paid in cash, Some VAT payable can be paid \'ia offset
anangement.

• Payroll and other mandatory pa)1TIents must also be made in cash.
• At a minimum, 70% of the electricity outlay must be in cash.
• Emergency costs and purchases of items outside the local area would require at

least 40% cash payment. Expenditures tied to repairs and contra.:ting seI\"JCc
are assumed to be at a very minimum 500

0 in cash.
• All debt service (interest plus princip Ie) must be repaid in cash.

Russian Water and Wastewater Loan Feasibility Assessment: "()
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T<tble 4.1
Russian Vodokanal Debt Capacity

Actual Near- % Cash to Total % Collected to Total Maximum Adjusted Estimated % Change
GAAP Billed Billed

Cit)' I Profit As % of Plus Accounts Plus Accounts Estimated 1996 Full Cost 20tl3 Full Cost In Tariff
Expenses Recei\'ahlc Rccei\'ahlc A\'CraJ.:c Tariff A\'cnlJ.:c Tariff 1997-200J

(19%) (19'J6) Deht Callacity
(Rubles fler m3) (Ruhles per m3)

Cheboksary ·$10,000,000 1.088 2,165 99%
( ;ugarm $2,000,000 2,470 9,424 282%

K'Jl/sk 14000000< 8,192 333%" .:-:::'

.\ fllrm(]!/s!\ $10,000,000 5,029 296%

,\'alchik ... $10, 000, 000·.··· 4.602 260%
( Jre! $13,000,000 4,580 275%

P.x/wra . )$2,000,000> 6,645 249%

IJs/':u\' $6,000,000 5,335 253%

Smolensk -26.7% $13,000,000······ 6,725 260%

I ,.(A///.\A -17.8% 18% 73% $3,000,000 5,087 312%
--------

:\ \ cragc I -7.6% 19% 67% [ $8,300,000 I 5,778 262%

Noles

I) 1'1 (If-II III.tr~IIlS are based on lolal billed. nol incillding VAT. Docs nol includc bad debl dcdnction .

.'.) f\ 1;1'\11111111\ ddlt capacity and tarill projcctlon aSSIlIll~S collcction ratc of 95'1.. and 5% bad debt dednction from taxablc incolllc

)) I:,>tllllatcd a\erage larilTincludes VAT (20%) and VKL rcspcctive profitability.

·1) I'CILl.:lllages Ilia)' 1101 add dlle to Hllllldillg

V'.....,....~-,
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Total Collectiol/s

The 67°0 level of total collections is signifIcantly deficient from the PADCO tarifFloan
forecast model's 95°° le\'el of total collection:;. Further. the composition. quality and
timing of collections is a major limitation in the CLment Yodokanals" financial
environment. Total YKL collections must impro\e to at least 95°0 before any
significant b'd ofbolTO\'ving begins.

Profitabili(l'

TIle average level of the sampled group' s 1996 profitability is -7,6° 0 . All but 3 of the
10 vodokanals (Mullnansk, OreL and Pechora) showed significant negative
profitability. Two of the three showed only modest profitability. The actual financial
status of all surveyed utilities is more dire than these profitability percentages indicate.
TIle above mentioned profitability figures are calculated on an accrual billed re\'enue
and billed e\:pense basis. On average, the sampled group of utilities was able to collect
67% ofvvhat it billed. None of the vodokanals mite-off or have established bad debt
reserves. Receivables are on average 4.7 months of billings and expanding. Further.
since accrual accounting systems were used to revievv' the YKLs' financial statements,
it is apparent that cash net income and profitability is much lower than the net income
and profitability carried on the utilities' tax financial statements.

In their present financial condition. all of the sampled TXis appear ul/able to sen'ice
debt at allY sigllificallt level through their IIser charges. Only when the level of total
collections. and more importantly, cash collections dramatically improve and the taliff
is raised to reach full cost recovery will the sampled service pro\'iders be able to
efficiently service long-term debt on their 0\\11.

In connection '\'"ith the Russian Federation Water and Wastewater Project loan
implementation schedule, Table 4.2 outlines priority actions and implementation time
line for each YKL to satisfY before long-term bOlTowing can realistically be initiated:

Russian Water and Wastewater Loan Feasibility Assessment:
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Table 4.2
Vodokanal Debt Service Priority Actions and Implementation Time Line

Vodokanal Priority Action Implementation Date

I

Corresponding Project
Activitv

Collect at least 50% ofall user October 100 7 Loan AppraIsal
charges in cash

Colleer at least SMh ofall billings. December 1007 Board Presentation

BillJull-cost tariffs December 1007 Board Presentation

I

Merer at least -10% ofall Februarv 1007 \:egotiations
consumption.

Eliminate cross subsidies August )008 I Loan Effectivity'

I
Expand the HOl/sing and Allowance August 10°8 Loan Effecri\;ty
Subsidy Program ("HASP") to
incorporate the participation ojat
least 20% ofalllomi families

4.3.1 Improve Cash Collections - Direct Bill Population Customers

Cash collections can be immediately improved by direct collection from population
customers and budget organization while maintaining cash collections from enterprise
customers constant. For example, if90% of population customers (28°0 of total 1996
billings), 40% of all budget organizations (33%) of 1996 billings). and 27% of
enterprise (43 % of 1996 total billings) are paid in cash average cash collections v.ill
increase from 19% to 50%, the target noted in Table 4.2.

4.3.2 Increase Total Collections

Obviously, the steps taken towards increasing cash collections \\ill improve total
collections as well. The target shown in Table 4.2 can be achieved by improving
collections from all categories of customers. If collections reach 80°0 from all
population customers (28% of VKL billings). 75°0 of budget organizations (33% of
total billings), and 77~o of enterprise customers (43°° of total billings). \'odokanals \\ill
achieve a collection rate of 80%. Further actions at improving collections will need to
be taken to achieve the 95% collection rate required to service debt. TIlese are
discussed in the longer term Action Plan discussed in the ne:\.L section.

4.3.4 Bill Full Cost Tariff

Tables 3.6 and 4.1 sho\ved that in 1996, VKLs were tillable to recover all of their
costs, including out-ot:'profit e:\.-penses, from their user charges. Given this
environment. it is unlikely that VKLs will be able to successfully undenake debt
service until they are given the ability to bill full cost tarifts. Full cost witls \\ill
include full depreciation (including for leased fixed assets), billing and collection costs.

Russian Water and Wastewater Loan Feasibilitv Assessment: ,
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and intcrcst for short-term production related interest loans, Only \\hen a VKL can
dcmonstrate that it can recover all of its costs through its user charges. i,e,. full cost
tariffs. should they eligible for loans.

....3.5 Meter "'0% of Consumption

As a step towards fiJll consumption meteling. VKLs should h;1\e metered at least -1-0 0
0

of consumption by Negotiations, TIlis target can be achie\'ed if all enterprise ( 170
0 of

1996 VKL consumption) and budget organization customers (20 0
0 of 1996

consumption) plus 5% of all general population customers (3% of total 1996

consumption) are metered. General population customers would be metered at the
building level. For most VKLs. the 5~ 0 target would require metering only a fe\\
buildings.

....3.6 Eliminate Cross Subsidies and Expand the Housing Allowance Subsidy
Program

Achievement of these targets \\ill require a sustained effort on behalf of pal1icipating
cities to publicize the HASP and to upgrade the capacity of HASP offices to sen'ice
larger populations. Meeting this target howe\'er is crucial if the local gonmment is
serious about assisting its VKL in improving cash collections and eliminating the
inefficiencies and inequities created by the cross subsidy. By reducing ente'l)]ise
general population cross subsidies. VKLs are likely to increase their cash collection.
Cunently. enterprises make only 27% (Table 2.6) of their payments in cash. In
addition. eliminating the cross subsidy and billing on metered consumption. the VKL
should e\.-perience the benefits of a demand management program: e.g.. minimizing the
need for fillther capacity. TIle eX"jJected increased subsidies could be financed out of
reductions in general communal services subsidies to recipients of commwlal sen·ices.

TIle State Committee on Construction should negotiate the actual perfollnance targets.
including tmiff increases. and financial refonns for each VKL. 11lese negotiations \\ill
detennine each VKL's true debt carrying capacity. TIle PADCO model does not
consider capital subsidies. Individual VKL debt caIl)ing capacity may be improved if
such capital subsidies were provided as palt of the indi\'idual VKL negotiation.

-t.... Vodokanal Action Plan

TIle !Jliolity actions foml the core of a broader Action Plan ("Plan"). Table -1-.3. which
should assist the Federal govemment. municipalities. and VKLs to create the necessary
conditions for more efficient VKL financial debt management and help improve VKL
operational and financial autonomy. TIle Plan presents action items which should be
can-ied out over the shOI1-. medium- and long-tenn.

TIle Plan's goal is to promote the financial sustainability for VKL' S CUlTcnt and future
operation. TIle Plan is divided into the fol1o\\ing six categOlics: cOIvorate gO\cllIancc.
rcgulatory tl·amcwork. management imprO\ement. tatitrfinance social protection.
operational efticicncy. and demand management.

Russian Water and Wastewater Loan Feasibifitv Assessment:



Deht Service (';l/l;lcity and .-\rtion Pl:m

Table 4.3
Vodokanal Action Plan

ACTION ITEM RESPONSmLE LEVEL OF AUTHORITY

Federal Government

TIle Russian Federation should pass a law on
Immicipal unitary enterprises. Such a lav,.

would include a st.,etion that would authonze

municipalitics to «'ntract scerVlces \\Ith

COlllllllUlal s"rvlce proViders regaldkss of
whether the mWlicipality owns th" enterpns<:
'111is provISIOn would allow ;1 hllldlllg Se:'-VILe:
contract 10 he: agre:"d hdwl:l:n thl: Llty aud
service providers that would be enforceable
in a court oflaw.

Vodokanal Municipal/Republic

c---c------c--------------------- .. ._. .~IJ"Jinistratio"-- _- --- ---
I. Corporate Govern;lI1ce
Pass law 011 ,lfullicipaL ['lIitary
1:'/1t erp rise.\'

The Administration retain~ oWller~hip over all assets

and cnkrs into scparak propel1y transkr and service

agreements with thc IlllUliClpal IUlItary enterpnse

Administration(s) should allow vodokanals to

reorganize as nllUlicipal lUlitaly entelprises which
enjoy the greatest amolUlt of autonomy possihle over
It~ oper~ltlOnal and capital inwstm<.:nt activities.

Reorga/lize ('"r[lomte Structure Mo~t of th<.: VKLs hav<.: structlll<':s which ar<.:

outdated by the Russi~ll1 Civil Code, Such
VKL~ ~hould reorganize themselves as
II11Ulicipal lUlitary <.:nt<.:rprisce~ '111e new

Challers should grant to the VKLs and their
diredors as much operational autonomy as

posslhk uJl(kr applic1thl<.: law, including the

powcr Iw

Create and revise internal managem<.:nt

structures, appoint and dismiss
Illanag"nhmt and oth"r p"rsonn"L
Adopt and Illlpkm"nt op<.:ratlllg plans
and policies,

• Adopt and implement personnel policies;

Adopt and IInpkmcnt capItal repair and

call1l'11 1Il~~~I~lltpl",IS an~l)()I~C1<':s, , ..~ ~~~~"~~~~

II

.~~~.I\
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ACTION ITEM

nebt Service Capacity and Action Plan

RESPONSIBLE LEVEL OF AUTHORITY

Vodokanal

etc.; and

Determine the disposition of all profits.

The Charters should include a clear statement
of the VKLs' purposes and should accurately
ddine their service areas 111e Chalier
should prohibit VKLs from engaging in
business and activities not reasonably
necessary to their principal goal of providing
water and wastewater selvices to customers
in their service area.

Once reorganized, the following three action
Items can take place:

Conclude New Agreement on Propeliy
Transfer;

Conclude New Service Ab'l'eement; and

Conclude New Contract with the VKL
Director

'l1lcsc tklllS can hc carncd out uUlllcdtatcly
lin those VKLs wilich do not rcquirc
co1lloralc reorgalllzation.

('(lnell/tle Sell' ,lKreemellt /III

I 'r/ll'l'rt~· frllll Ifa

Municiplll/Repnblic
Administration

A propeliy transfer agrcement hetween the VK I. and
the Administration should he concluded I Jndcl In
Law, IllIUliclpally-owned propeliy may he allocated
to a IlllUlicipal IUlitaly entelllrise only by right of
"economic jlll'isdiction". To claritY and expand as
much as possihle, within the existing fi'amework of
RF law, the degree to which the VKI. can control the
disposition or these assets, the VKL and the
Adnllnistration should enter mto a Iegally
enlorceahle propeliy transfer agreement with the

[<!ll~\vill!;L~!=!~!~..2~~~:~~~,~~~~~~

Federal Government

.=~~~~~~ I

Russian Water and Wastewater Loan Feasibility Assessment:
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ACTION ITEM

Oeht Service Capacity and Action Plan

RESPONSIBLE LEVEL OF AUTHORITY

Vodokanal

•

MIIl1icipalfRepllb lie
Administration

A broad statement of the intended use of the

Federal Government

( '/lndl/tle Sell' Service :lgrl!l!ml!lIt

Uetll'l!I!n the I 'oJokllllal alltl

.1 tim ill i\uatioll

assets;
• A complete inventory of the assets transferred,

and a description and other documentation of
their physical condition and depreciable value
at the time of transfer;

• Transfer of the property for a definite term,
restricting the right of the Administration to
withdraw the right of "economic jurisdictIOn"
bef<ne the end of the term to the case of use of
the property for purposes other than those
pemlitted by the property transfer agreement, or
failure to comply with the requirements of the
service agreement;
Periodic revaluation of the transferred assets for
purposes of depreciation, in accordance with
applicable law, and corresponding amendments
to the proper1y transfer agreement to rdkct
these revaluations;

• Periodic amendments to the inventory of the
assets transferred to reflect dispositions and
acquisitions; and

• 111e term of the ab'Teement should be from five
to ten years.

A service agreen1l:nt between the VKL and the
Administration should be concluded which describes
the rights and obligations of each par1y with respect
to levels of selvice, tariffs, capital investment
planning and execution, and other aspects of the
VKLs' operations and lo<.:al govemment suppor1.
111e Administration and the VKL should negotiate
this agreement themselves, and its implementation

~(I~~~)~~~~i~~:~~!);r~tlle A~I!~I!1istrat ion
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Deht Service Capacity and Action Plan

.~~~~_.~~~~~~~~~=~~~~~~~~===~=~~=~~~

ACTION ITEM RESPONSIBLE LEVEL OF AUTHORITY

Federal GovernmentMunlcipallRepublic
Administration

department (Rel,YlIlatory Body - see below) that will
set tariffs. TIle service agreement should proje<.:t
tariff and service levels for three to five years, but
should be subject to periodic (perhaps annual)
review and revision by mutual agreement. 'nle
service agreement should include the following
major elements:
• A statement ofthe purposes of the agreement ~

• A general statement of the rights and
obligations of the VKL, including the rights to
set its own operating, management, personnel,
and other business policies; to take all
reasonable and necessary steps to bill and
collect tariffs from customers~ and to deliver
services at a level consistent with revenues, and
the obligations to operate as a tinancially
sustainable entellJrise, to take all actions
reasonably required to enable it to deliver the
a~reed level of selvices. alld to resolve all
dlsplltes reganllll~ IlOIl-colllpltallce With the
selvice agreement III proceedings hcl/Jre the
local independent regulatory hody~

• A general statement of the rights and
obligations of the Administr:ttion. including the
right to monitor compliance with the selvice
agreement, and the obligations to permit the
VKL to exercise its rights and fulfill its
obligations without inappropriate political
influence or interference hy the Administration
or the local organ of sell~governmellt.to support
a level of tariflS applOpllalc to the agreed level
of service, and 10 delegatt: to an independent

~""~~~_O~O'_~~~.. ~.~.. ~!~~(!l:..'I!l~~I!!~!~~LI1(!~L!!I~_1)()~::"to~-=t~lrllls_,~ .~_~ ._.. ~~~~~ __"__

Vodokanal

.,..
~
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Deht Service Capacity and Action Plan

ACTION ITEM RESPONSIBLE LEVEL OF AUTHORITY

Federal Government

•

•

•

•

•

Vodokllllal M IIniciplll/Repllblic
Administnltion

and to resolve all disputes regarding non
compliance with the service ah'feemenl;
Statements of long-term and shOlt-term goals
for water and wastewater setvice levels,
including objective measures and specific
schedules. Such goals could include improved
water supply service duration and pressures,
reduced water supply system leakage, increased
water supply metering, improved wakr and
wastewater system maintenance, reduced
energy use, aud improved water and dIluent
quality;
A requirement for the VKL to prepare and
execute a capital repair and capital investment
plan, in coordination with tht: City's overall
plan for social and economic development;
II. requirement for the VKL to develop and
IUldeltake (and for the Admilllstration to
SUppolt) a program of customer education and
improved customer relations;
Requirements fill" improved accouuting hy Iht:
VKL, and for period puhlication of its financial
results;
Requirements for periodic repotting hy the
Administration and by the VKL on perflll"lllance
(or non-performance) of their respective
ohligations IUlder the selvice agreement;
Statements of any conditions of the
Administration's or the VKL's ohllgations,
including availability of flUlding for required
capital repairs and capital investments, ahsence
of material adverse changes in law, and ahsence
of/in"",.' 11/<1/<'/11"<';

1'_"_"_'..--,-,,-~_..~.....-'--'-'_ ....... .o--..... ••._~••~.'--'--"- __~__~_~~.'-'---'--.<-,I.~-'-_"._. _~,_-"----"'-_.--' ~__

~-,

~~
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ACTION ITEM

Debt Service Capacity and Action Plan

RESPONSIBLE LEVEL OF AUTHORITY

------

Vodokanal

•

MllllicipallRepllbllc
Administration

A statement that the service levels called for by
the a~,'reement will be periodically reviewed
and revised by mutual al,'feement; and

Federal Government

('one/lide SL'H' Contract with
IJiH'ctor

II. Regulatory Issues
.Imend Exi.\·ting Legi.\1atioll

RCKlilatinK Tariff }'rici,,/: Policies
to .·fllml' I IIl!okll1,a} 1"1111 CO.lt
Rt..-',·Ol'i'ry.

A new contract with the Director should be • A general statement of intent by the
concluded with the newly created Administration and the VKL to cooperate with
independent regulatory body - see below. one another, use their best efforts to fulfill their
TIle contract should include financial respective obligations and to allow the other
incentives for achieving written realistic palty to exercise its rights lUlder the selvice
performance and em~i':11C~ l):!lchma~k~,. ~gr"''''11H:''!lt:__. __. -j II

Resolution No 552 should be amended to
allow enk'lJrises to include all operatIOnal
and capital investment costs directly into the
tallff structllle I Jnder th" curr"nt syskrn,
eXpenSe" "IILh as IIIk,est lor Lapltal rdakd
loans and "mpluy"" bonus"s can nut be
included as an expense but are to be paid out
III' an enlerplIse's net-protit

Russian Water and Wastewater Loan Feasibility Assessment:
Overview

------~

In addition, ResolutIOn No. 552, and other
appropllak legislatIOn. should h" am"nd"d to
allow "nkrp'ls"s th" abilIty to wrIte-oil
unL<Jlkctahl" bad d"bt as a r"gularly
occurring business exp"nse item Currently,
only accolUlts receIvable older than three
years or !i'om bankrupt customers can be
written ofr In addition. such a wrlte-olf IS
not treated as an expense but rather a
deduction II'om taxable IIlcome llh:
immediate result of \~lIting-oft· bad debt IS
the rc:Uuction of flUIds available for capital Ii
!():Jnr'::J.l.'.lymellt~: ~

()()
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ACTION ITEM

Debt Service Capacity and Action Plan

RESPONSIBLE LEVEL OF AUTHORITY

:eT=--
\.../ ..."... -~,

Vodokanal

J:\1{Jhlj~h a I_owl Independent
HeKlllatory Commission for Tariff
Ipprl/l,tli tlJIII Sen'ice .. IKreellletrt

.\JallaKt'1nent

Russian Water and Wastewater Loan Feasibility Assessment:
Overview

MlInicipallRepllblic
Administnltioll

in order to separate the role of local govemments as
both the owner of the VI\.Ls (except for I'skov
Vodokanal) and of their assets from their role as
tariff and selvice regulator. local organs of self
govemment Chalters should be amended (with or
without authorizing legislation by the corresponding
RF subject) to create a special independent local
govemment body to act as tariff and service
regulator. with as much independence as possible
from the local organ. '111e applicable RF subject
legislation. if any. and the Charter amendment
should describe the regulatolY body's l:ll'itl:sdting
and servicc monitoring procedures. including
provisions stating that:

Service levels arc dependent on tariff levels and
collection rates; that all decisions of the
regulatory body must be made based only on
the information suhmitted to it hy the VI\. L. the
Administration, and others;

• '111e regnlatory body will review tariff proposals
on request of the VKI.. the Administration. or
by petition of customers representing a
specified percentage of the VK\.·s revenncs
(perhaps with a limitation on the li'equency of
tarill" changes);

• '111e regulatory hody will review compliancc
with the service agreement at the request of the
Administration. the VKL, or upon request of a
substantial propot1ion of VKL customers ifthcy
provide some evidence that either party is not
in compliance;

• All interested patties will have the right to have
access to inf(mnalion -,u"milled 10 Ihe'

Federal Government

hi



Ilcht Service Capacity and Action Plan

ACTION ITEM

/:\tahli ..!I·llltomlltie Illflatioll
L,calutor l/ecJlIllliml III ,[ilrijf~

Vodokanal

RESPONSIBLE LEVEL OF AUTHORITY

Municipal/Republic
Administration

ro.:gulatory body, at no cost (copio.:s to be
provided at actual cost);

• All decisions of the reh'l.1latory body regarding
new tariffs or compliance with the service
ah'reement will be made only after a public
hearing (preceded by publication of adequate
prior written notice of the hearing), at whidl all
interested parties will have the right to be heard
and to pro.:so.:nt relevant evidence;

• All do.:cisions of the regulatolY hody will be in
writing, stating the evidence presented and the
reasons for its deCIsion;

• All decisions of the regulatory body will be
puhlished in the local mass media and will be
availahk: til all mtelested pailles at nil ellst
(cllples to be provIded at actual Cllst);

• So long as the regulatory blldy acts withm Its
JUrisdictIOn, accordmg to the procedures
descrlhed in the Chal1er and aceonlmg to
applicable law, the Administration and the local
organ will not intelfere with its operations; and

• 111e Administration, the VI\.L and (to the extent
permitted by RF law) other paJ1io.:s atli:ckd by
the regulatolY body's decisions will have the
right to appeal to the co1ll1 or the arhitration
coul1, in accordance with applicahle law, based

__~~ll.~~~!t]~,-!!I1~it~d.~~.'!~__. . .
11le tariff approval process mutually agreed to in the
new service agreement should include an automatic
inllatilln escalator mechanism. 'Illis mechauism
would allow VI\. Ls to adjust water and wastewater
tardrs on their OWlI, without tilJ1her approval of tho.:

______'-t:JriQ"r.el?ulator, to refh.:ct inllat ionary inereas"s in the

~~~~~

I

i!

Federal Government II

il

I

il

i
"I!

II
~tl

~
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Deht Service Capacity and Action Plan

ACTION ITEM RESPONSIBLE LEVEL OF AUTHORITY

Vodokanal M lInlcipallRepllblic
Administration

cost of major inputs, especially energy costs,
according to inflation indices issued periodically
(e. g., quarterly) by the appropriate government

~~~~~-tI_a~Il:Y,- _

Federal Government

---~--------

t

---- -- - ---~-- ~--~ ~-~- t --~

IJetcrmine l'ot!okUlla['s
III/i'rmlltion .\ntem Seeds

II/Crell\'e I~'mphll\'is 1/11 Fillllllcia[
ReportinK alld.·lcctllllltllhi[i~l'

. _ rovement ~ t
". _. ~!IJ"lIgeme'!!-'iEP.tlrtillg~~~ ~ ~ ~_. _
1",.pT/we .\lllllIlKemellt Reportill!: TIle YKL's accOlUlting, economics, and
S)·\·tems customer billing depaliments should meet on

regular basis to discuss joint operation and
cooperation. lIiring a Chief Financial Ollicer
(CFO) or creating the Otlice of the Treasurer
to coordinak these three groups, streamline
and consolidate these three operations would
lI11prove the qllality of the financial reporting
-111e CH) (or Treasurer) shollid he at the

~~~_~~~~~~~II~~Il~r~()I~iJlgJe\,~'---.:!sthe Qli~fl:rlgil1e~r::~~_~,_

VKL monthly repolis should include Trial
Balance, Monthly Cash Flow, and I'rolit and
Loss statements. All linancial statements
should have columns comparing (inecast
versus actual (not adjuste(! til!' rewnues
received) AccOlUlts receivable should be
analyzed (had deht expense) on a monthly
basis. YKLs should IUldergo an annual audit

_conducted by external auditors. 1 __. __.. .~~~~ . ~ j • __ ~__~~~ II
VKLs should review the nature of their
current and lilture data requirements,
decision making processes, and cllrrent
capahllitles of Its stalf VKLs shollld hire
Lompllter system specialists to design a
comprehensive management information and
repolilllg system UvIlS)~ train staff on the use

of !he new r":l?0liin~stcn~~ and sib~l aI.I ~ ~_~ I!

--~
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Deht Service Capacity and Action Plan

ACTION ITEM RESPONSIBLE LEVEL OF AUTHORITY

Vodokanal MllnicipalfRepublic
Administration

Federal Government

servIce agreement with the MIS - service
provider for regular system maintenance and
upgrading as well as continued training for
staff

~~~~J___ JI

VKLs should collect from all customers
directly, in particular, general population
customers. 111 is should result in an
immediate increase of overall and cash
collectIOns. While billing Illay be handled by
an intermediary, to be chosen on a
competitive basis, all payments should

I directly be made to VKLs. One a.p.Eroach L

jf -f---~~-._ ....
b, Increasing Collectio1/S
Collect frolll all Customers
J)irect(l'

Implement an JIficient Co~t

IcCOIlI/til/1: .\)·\tclll
VKL accowlting depaltments have
rudimentary cost accolUlting systems in place
which do not yet fully incorporate the use of
computers. Installing a consolidated
accoWlting computer prol,'fam will greatly
enhance the productivity of numerous
o erations.

---~----_.._.-,-_._--- --
Identify Portion~ lifAcCOIlIJts Until federal legislation changes, VKLs Resolution No. ~~2, and other appropriate
Receivable ,-h Bad Debt Expen.~e should begin to write-off those bad debts legislation, should be amended to allow
(Indude in Co.~t lifTarifj) which it can - i.e., three years and older. enterpris"s th" ability to \vTite-off

Before writing off such debts however, VKLs, IUlcollectable bad debt as a regularly
working with the support of the independ"nt occurring husin"ss expense item Currently,
regulatory body, should try to collect all only accolUlts r"ceivable old"r than tlnee II

debts hefore writing them 011' 111e wTiting-off years or from bankrupt customers can b"
of uncollectable rec"ivabl"s should be viewed written ofr In addition, such a \Hite-otr is
only as a last atll:mpt to he cOlllpensated I(lr not treall:d as an expense hut rather a
selvices alr"ady provided. 11,e regulatory deduction tiolll taxahle income '111e
body and the VKL should develop a written imm"diate result of WTiting-off bad debt IS
procedure for pursuing debt colb.:tion. the r"ductlOn offiUlds availahk for capital

.!~'!!!.repayments __ . _

Russian Water and Wastewater Loan Feasibility Assessment:
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Debt Service Capacity and Action Plan

ACTION ITEM RESPONSIBLE LEVEL OF AUTHORITY II

i
,I

Vodokanal Municipal/Republic
Administration

Federal Government

Resolution No. 552 should be alJ1<:nded to
allow ente'llrises to include all operational
and capita I investment costs directly into the
tanll' struclun: llmkr the cun<:l1t S,"Sklll,

expenses su<:h as IIIkrest for <:apital relakd
loans and employee bonuses can not be
included as an expen~e but are to b=-'paid out

Shut-off standards and procedures developed by
VKLs shonld be approved by the newly established
regulatory hoards. 'Illis is one of the primary
conditions in the service agreement between VKLs

__·I'III~..6dll!illistrations _I .- II

.--
Once permitted by law, VKLs should include
the interest for capital related long-tenn debt
directly into their tariff structure Such
IIIkr<:st paym<:nts currently are suppose to
come out ofthe VKL's profit. Including such
interest as a direct expense and not as an out-

II o!:E!:ofit expense, should provide VKLs the

IV. Tariff / Finance / Social
P,'otel'tion

Inclllde .Ill/I/tercstji.r Capitlll
Related Lung-Term Loalls
/)irect(l' in The TariffStr/lc1/1re.

would be to use a ZheK for billing purposes,
but for VKLs to open an account at the same
local bank where residential customers make
their housing and commwlal service
payments. Customers would deposit their
payment directly into the VKL accolUlt when

______________-1f-Cm"'a=:k::-:i::-:n"'J--'th"'e=:i:-':-r--'o..:.:tl"-le:.:r-=a~f!1ents. I +
Resi.~1 Son-Cash Payments VKLs should resist all non-cash payments

whenever possible If this is deemed
impractical, each VKL should develop
standanliI.ed gnidelines/procedures fur
accepting non-cash payments including
additional surcharge, interest payment,
transactions fees, and a clearly defined debt

------1 repayment schedu!e· I ._
Lel:~' Fines For Late Payments f In accordance with existing legislation, VKLs

should levy fines to the maximum amOlUlt
pennissihle Fines should he issued however,

_______________--jI.<'!llv when It is determined cost dlCctive.

Del'e/op IIm/lmplemellt Service In accordance with existing legislation, VKLs
Shllt-Off should develop standards and procedures for

shultlllg oIl' selVlce f<lI' non-payment.

Russian Water and Wastewater Loan Feasibility Assessment:
Overview
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Debt Service Capacity and Action Plan

ACTION ITEM RESPONSIBLE LEVEL OF AUTHORITY

-_._._--------------- -_ .._------- .._-------~- - ---_._-- -_._-
Vodokanal MunlcipallRepublic

Administration
----,-------- -- -------- ..- ...--.--------.... -1"------- ---

of social assistance for making housing and
commtUlal service payments from the local
government. By relying solely on the HASP for
providing the social protection net, the city budget
should yield significant monetary savings as they
will by providing moneys for only those who need
assistance and not everyone.

Federal Government

Expand the Operations afthe
Ilousing ,·II/owance SlIbsh{1'
Program .\)'.\1cm.

All cities have HASP offices. None however appear
to be fulfilling the role that they were envisioned to
assume; providing less than 5% of their respectlvc
population with HASP subsidies even though many
more seem to potentially qualitY. Once VKL tariffs
move toward full cost recovery however,
Administrations need to be prepared for the resulting
increase in HASP pal1icipants.

--
Implement Illtellsh'e Pllblic
In/ormation Campaign to Explain
J ;/t!okanal Tariff to Explain the
Lxi.\tence ofthe I/ollsing
.·Illowallce Subsidy Program,

In order to maximize budget savings, IIASP ofllces
must work efficiently, he fully computerized, as well

____ If_____~<:.:tbleto C"!!Y.!.lllt strict auditing ofaJl1!!i~!!!I!_S· I __
Administrations and VKLs must inform the Administrations and VKLs must inform the public of
public of HASP through intensive public HASP through intensive public education
education campaign(s). ll1ese efforts must campaign(s). ll1ese efforts must explain:
explain: • Why the tarifl' increases are necessary~

• \Vhy the tariff increases are necessary~ • 1I0w the HASP protects poor families from
• How the IIASP protects poor families lUlreasonable burdens;

from luueasonable burdens; • Ilow n:sidents can apply to receive IIASP
• How residents can apply to receive subsidies; and

HASP subsidies; and • What benefits will be realized by replacing
• What benefits will be realized by cross-subsidies, doll/lSI, and privileges with

replacing cross-subsidies, doll/lSI, and targeted IIASP subsidies.
privikges with targeted IIASP subsidies. .__. _

. III111J11nce the.,Hillistr.y Of..L.a.b.or. Lobby the Federal Govemment to annotUlce these 1Di.scussed in Resolution No 707, these "lile-

.\finil1lul1l l/ousing.S'tandardyfor standards,l~n,(.tl'E~!~~~!:.~~~an !1~~J...k'1:I~~e !()~!...
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ACTION ITEM

Ileht Service Capacity and Action Plan

RESPONSIBLE LEVEL OF AUTHORITY II

Vodokanal

('ommllllaL Sen'ice Consllmption

MunicipalfRepublic
Administration

Federal Government

decision-makers with HASP standard setting
For example. it would help determine above
what level of consumption should familIes
become ineligible to receive HASP subsidies
in order to ensure that wasteful consumption
is not subsidized. FamilIes whose measured
consumption were above the Milllstry's
standards, would not he ahle to receive
subSidies or would receive reduced subSidies
lJnfol1lUlately. IUllil general population
customers are charged hased on metered
consumption. these standards can nut be
applied effectivelY.

. lnaL)'ze and .\lake PllbLic Plans to
Rationalize Pril'iLeKe .\)'stem

V, Oper'alion Efficien(')' Issues
I/,.ft"r /'r"dllcti""

Hedllcc l'rodllefi"" Inejjiciende.\·

t\kasurlllg all production hy meters should
be considered a top priority for VKLs. 'Illis
is one of the primary conditions in the selvice
agleeluellt hetween VK I.s aIIII
Adlllllllstl at Ions

VKl.s should evaluate pumping etriciencies
with the goal (If reducing energy consumption
\\Illie meeting dady peak demands includlllg

_., .!!:'~_ a~l)rim~:I ..5('..'~~!~~~:J!.~~~lvic~

Discussed in Decree No 42", the entire
privilege prob'fam should be analyzed III the
context of HASP and then rationalIzed
T",gets for gradually rationalIZing these
pllvIieges should he puhlIshed Sudl ta!!~ets

would let local governments develop heller
pro.i<."<.:tions and more comprdlenslvc
strategies for providing services \\lllle
ollenng a SOCial s:,f<:ty net o\'el the nc'xt

several2'~rs

Measuring all production hy meters should he
considered a top priority for VKLs. 'nlis is one of
the primary conditions in the selvice agreement
hdween VKl.s and Adlllllllsiialions

VKl.s should evaluate pumping dliciencies with the
goal (If reducing energy consulIlption Willie meeting
daily peak demands IIlcludiug tillS as a primary

cond it ioni~~:..~elvi~e al;".:enlen '..hetween VK I.s_ ~_~ I _ ~__~ __~~__~~~~~__~..~~_.~_~_~.~ ~_u

~--
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Ilcht Service Capacity and Action Plan

ACTION ITEM RESPONSIBLE LEVEL OF AUTHORITY

Vodokanal MunicipalfRepublic
Administration

agreement between VKLs ---;~d-I and A~i~istr~-tT~115.- -

Administrations.

Federal Government

Reduce Delil'ery LlIsses VKL should determine the magnitude of
delivery loses and develop a loss reduction
program that will be included in the new
service agreement with the Administration.

VKL should determine the magnitude of delivery
loses and develop a loss reduction program that wi·ll
be included in the new service agreement with the
Administration.

Discussed in Decree No -12~, Admlllistratl<>rls
should promote general population metel
installatioll. In the case of huildings still in
nllUlicipal oWllership, the Administration itself
should purchase the necessary meters for the whole
building level. For non-nllUlicipal housing,
Admmistrations should devdop loan programs for
condominium associations, and other groups, to
borrow against to purchase and install meters. Other
incentive based strategies should he explored

Vhl.s should 1<,IIow the guidelines provided
in existing legislation; i.e., customers shall
install meters on thcir own or facc hcing
billed the maximum amOLUIt of water and
wastewakr they technically could use.
Given the associated installation costs,
meters should be ll1stalled at the building
level, with individual apartment meters to be
installed only if the individual apartment
owner pays for it themselves. TIle building
owner should pay for the purchase and

VKL management should evaluate total staff
requirements to determine if possible staff
redundancies and production inefficiencies
exist. Where possible, management should
reduce surplus staffing.

Stream-line I'ot/okanal
f:mployment

Some VKL operations could be more
efficiently performed by private contractors,
including: billing, collection, enforcement,
emergency repair work, capital construction
and repair, transportation, and, operation and
maintenance of isolated service areas. A
successful cost accolUlting ,-,valuation can
assist managcmcnt detcrminc which
operations could bc more efficicntly carried-

---~ ~II out by private contractors.
VI. O"I1I'lnd Mall:lgelllt.lIl
.\/t·(L-r (·0/1.\-.1111/'(;01l

Competitive(l' Contract Out til
Third Parties Certain .·t.spects til
I',.il'ute ('ill/tractors.

~
~,-
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ACTION ITEM

Deht Service Capacity and Action Plan

RESPONSrBLE LEVEL OF AUTHORITY

Vodokanal Municipal/Republic
Administnltion

Federal Government

Administrations should encourage active
maintenance of plumhing to reduce water leaks as
specified by existing "Housing FWld Technical
Exploitation 'Rules and Norms. '" MWlicipal
management and maintenance companies are
curn:ntly not heing held accountahle (II 1:liling 10

enforce these "Rules and Norms." I _.11

Administrations should introduce incentives into the
managem<:ut service agreements 10 en(ilH:e ex 1st IIlg

"Rules and Norms."

Chanf:e .-Ittitllde to he Focllsed Oil

Fixing and .\Il1illtllillillg "the
Other End ofthe Pipe."

Introduce Illcellt;"es ill 1I1111.villg
.\1anClKemellt Sen'ia :lKreemelltv
to l:'nforce F.xistillK Rilles amI

.\'orms for Imp,m'ed lIol/sillK

.\1aintellllllC<' 11/1(1.\1UIII1;:emellt
Sen'in','

~~~~~~~~~11

}',omote the l',il'lItizlltioll of
\IaimellUlI('/' 11/1(1 .1I11I111/:emelll
( 'om/,III1;1'I'

installation for building level meters. +I------------------~
After metering. fixing leaks inside of residential
buildings is the second most significant demand
management strategy which an Administration can
wldertake. 1l1is strategy can also help reduce the
overall water and wastewater payment made by
general population customers once full cost tariffs
and metering are in place2

')

Discussed in Decree No. 42'i, Administrations
should prolllote the lillmation of private maintenance
and mana!~ement compani<:s to compd<: 1(11 \VOl h
cUIT<:ntly h<:mg per!illlll<:d hy mlllllcipal ZheKs
Private companies could play a larg<: role in
reducing "other end of the pipe" leaks and losses.

________________.. ._I~i'J<Il~ maintena!!cean~ ~llall~lgenlent cOlllpanies ~!'e _
II

2" PADCO Z1nZllysis in two Russian cities suggest that there arc significant water losses associated with the current maintenance level of residential buildings. the maJority
of wilich are still owned by local Administrations

~
'''''<-~..j
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Deht Service Capacity and Action Plan

ACTION ITEM RESPONSIBLE LEVEL OF AUTHORITY ~

Federal GovernmentVodokanal

,1··--

Promote ('ofllJominilllll

.l.uociatiOlI Formatioll

MllnicipallRepllblic
Administration

more likely to carry-out the activities which they are
responsible for than municipal owned ZhEKs'o and
are more likely to respond positively to incentive

-----------------4111----~ I ~<l~ed contin~l(;ies irU!It:ir~t:rvi<;e agr~~lTIents.
Discussed in Decree No. 425, Administrations
should promote the formation of condominiulII
associations. Such associations can improve water
and wastewater service provision and replace the
current intermediary who acts on behalf of general
population customers for billing and collecting
purposes. TIley also more readily respond to
programs which could lower their memhers' housing
and commlmal service payment. CondominiulII
associations provide general population customers
the ability to better influence the level of quality and
costs of the services which they receive. Note:
associations generally represent only their own
interests and not those of the provider.

"' 'nlis is hased on testimonials from Deputy Mayors from Ramaul, EkateJinburg, Novgorod, and Chelyabinsk: PADCn, Inc., 1997.

~
.~~~,
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Appendix I.

\Vater System Losses

..\ PJl en LI i \ II

'Vater Loss and Demand 'Ianagement

All of the cities PADCO assessed appear to have very substantial water losses. \\11en
asked about losses. the \odokanals responded that they think the losses to be bemeen
20 0

0 and ..fO~o of total production. TIle Russian Academy of Science in 1993
estimated the average system water loss to be -to percent. 'I

Water loss is difficult to estimate accurately because water consumption 1S not
metered and. often. neither is water production metered. Although vodokanals
e:\.1rapolate the amount of water produced (the hours of pumping are recorded in a log
which when multiplied by the pumps capacity ratings yields the water produced). the
vodokanals can only estimate the amount of water consumed. Additionally, there are
two types of water loss: water is lost through leaks in the transmission and distribution
lines and in the residential buildings through leaking plumbing fix1ure and faucet
valves.

Losses in the Residential Buildings

PADCO analysis in two cities. Pskov and Orenburg. showed more accurately the loss
in the two systems." To do so. in both cities several buildings were metered at the
whole building le\'el. Additionally. an analysis of the production was conducted and
found fairly accurate (to a plus or minus 10 percent). 11lfough careful meter readings
at night (midnight to 6:00 a.m.), an estimate of water loss in apartment buildings \\as
made to detennine losses through faulty plumbing. By multiplying this loss times
number of residential buildings in the city, total residential losses could be accurately
detennined to the plus or minus 10 percent of the real loss amount. Once the
apartment loss was identified, a procedure of elimination could be applied to get the
approximate total water loss for the Vodokanal (in-building losses and
transmission/distribution line loss). 111at is. taking the metered consumption of
production enterprises. the nonnative and metered consumption of the budget
organizations and adding the refined value for residential consumption gave the total
consumption. Subtracting the total consumption from the total production ga\'e the
approximate water loss figure for all sources of loss, While this methodology derives
estimates that contain an error factor higher than metering would give, it is very useful
for puqJOses of looking at system-\'vide problems wlder existing conditions.

TIle results of procedure strongly suggest that approximately one half the total \\ater
loss came from losses in residential apartment buildings in both cities. By assuming
that onc-half of the total water loss takes place in the residential apartments. the costs

H Conference on Water Quality and Tanff Measures, held Il1 Azov. Russla In December 19CJ3,
'2 Communal ServIces Pricing-Novgorod Teploenergo and Pskov Vodokanal Tm.vards a New \lodel
ofColl1l1lullal Ser.lce ProvISion. USAID/PADCO Contract ~o CCS-0008-C-00-2057-00, Task Order

8-1-. April !C)C)7 Orenburg Vodokallal-lmproving Cost Recovery, TanffReform. and i\leterillg

Demonstration Project. USA!DfPADCO (ontract \0 ((S-0008-(-00-2057-00, Task Order 7..J.. \ 13\
Il)l)()
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and benefits can be estimated of reducing this loss to the vodokanal and to the City (or
residential consumers \\hen the consumer begins to pay the full amount of metered

consumption ).

In PskO\ and Orenburg. actual consumption e:\ceeded the noml for consumption by 15
to 25 percent (the \'aliation is due to the type of building plumbing, e.g.. whether the
apal1mellts have toilets and sinks and baths). In specific buildings this amounts of loss
that the residential consumer would. after metering at the whole-building le\·el. have to

pay for could be much higher.

Losses in Transmission and Distribution Lines

As mentioned. total water losses consist of two components: losses in residential
apal1ments and losses in transmission and distlibution lines. 33 Losses in transmission
and distribution lines pose a different type of problem for vodokanals. In some
vodokanals where the source of water is plentifuL the incentive is not as great to
eliminate tlus type loss as when the source of water is limited or at its maximum
capacity. Additionally, vodokanals \vill realize only a fraction of the reduced cost of
production because of continued overhead e:\1Jenses. Nonetheless, if vodokanals do
not reduce this loss, they probably cannot reduce the tariff as much. As metering in the
residential apartment buildings is carried out. the losses in the transmission and
distribution lines will become clearer and the vodokanal will be pressured to reduce the
loss to reduce total e:\1Jenditures to reduce the tariff as low as possible. Also. specific
pelfonnance requirements as a pal1 of a general service agreement between the city
and vodokanal would insist that water losses are reduced in transmission and
distribution lines.

In cities \vhere the water sources are limited and the water quality requires e:\1ensive
treatment (additional costs), the incentive to reduce all water losses increases
significantly. Here the cost savings to the vodokanal is assumed to be incentive enough
for the vodokanal to reduce losses in the transmission and distribution lines. However.
targets should still be including to reduce transmission and distribution lines losses in
the service agreement.

METERING AND DEMAND MANAGEMENT

In all the cities that PADeo assessed, except Pskov. metering of residential water
consumption is Wlcommon. Where meters have been installed. often they do not work
or are not read and billing is not based on metered consumption. Individual residences
may be metered but are often charged a noml for the building consumption and
another nOl1n for outdoor irrigation for gardening. Budget organizations are often not
metered but billed based on nonns established for the type function carried out by that
budget organization (e.g., school and hospitals). Only production enterplises are
metered and charged based on consumption on a consistent basis.

"The difference between a transmiSSIOn line and a distribution line IS that the dIstribution lines :lre
generJI1y smaller and have taps 1I1to the line TransmISSIon lines are generally much larger and taps
Into tillS 11Ile are not permitted

Russian Water and Wast('water Loan Feasibilitv .lI.ssessment:
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Mctcring is a Dcmand I\lanagcmcnt Tool

The primary goal of metering water consumption is to establish a dire.:t link between
water consumption and the amount billed, Unlike n0Il11S of water consumption, when
metered consumed increases, the amount billed increases, Unless there is no elasticit)
of price. as the \'olume and cost of the water increases. the \'olume of consumption
decreases, PADeo fowld water consumption in Pskov and Orenburg to have pJice
elasticity.)'1 It is assumed that this price elasticity will apply in any city where metering
of water consumption is introduced.

Metering water consumption is essential for relating water consumption to the cost of
providing the senice. Not only does the metering of the amount of \vater consumed
address the \vay residential consumers use the water. but also brings into focus the
payment for water lost through constantly leaking toilets. sinks and baths. Metering is
also important for water conservation in budget organizations where norms are
applied. By metering and charging based on the amount of water consumed, the
budget organization \\ill focus on how it uses water and amounts ofwater that are lost.

During discussions w1th vodokanal management and city officials. the cost of meteJ1ng
was often pointed out as a significant barrier to metering. PADCO's e\:perience in the
Orenburg metering demonstration project gi';es a relatively accurate methodology for
projecting costs for metering. 3~

In nearly all the cities where PADCO consultants conducted their assessments the
vodokanals showed that they were considering metering at the whole-building level
because they assumed this to cost much less and be more technically feasible and easier
to carry out.

This is a good first step in that it costs much less. (see the cost projections below) and
gives the service provider and consumer time to acclimate to the charge for water
based on metered consumption. Additionally. the cities and vodokanals can evaluate
more accurately the need and cost of metering at the individual apartment level.

Votkinsk Meter Installation Cost Estimates:

The cost estimates below are for two different metering scenarios in Votkinsk
(population 91,000) and are presented as a first step for a vodokanal to consider when
developing a metering program. Rough cost estimates are prO\ided to give an
approximate or preliminary perspective of the costs invoh'ed in metering at the two
different levels.

,,1 Communal Services Pricing-Novgorod Teploenergo and Pskov Vodokanal Towards a :-':ew Model
of Communal Service Provision. USAID/PADCO Contract No CCS-0008-C-00-2U5 7-00. Task Order
84. Apri I 1997. Orenburg Vodokanal-- Improvi ng Cost Recovery. Tanff Reform. and :Y1eten ng

DemonstratIOn ProJect. liSAlDIPADCO Contract 1\0 CCS-0008-C-00-2057-00. Task Ordc-r 74. May

[996
\' IbId. AppendIX -t. 1 through -t 1 8
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Scenario 1: \\'hole-Building :\letering

In Orenburg and Pskov the operating status of the mechanical rooms that seryice
apaltment buildings \aried greatly in their configuration and the replumbing \vork that
are necessaIy to install meters. For the Votkinsk metering cost estimate. indi\'idual
buildings could not be inspected, TIlerefore. to derive the size of the line feeding the
residential apartment building and, thus, the meter size, Russian Federation
ConstIUction Code requirements for service to the number of people indicated li\'ing in
the building were used. TIle next step was to apply the cost of meter. related
equipment. assembly and installation labor, replumbing and modifications needed in the
equipment rooms (included in contingencies) for the respectiYe size ofline.

TIle cost of installing a meter in a IS-millimeter diameter line is estimated to be S 160
US dollars. As in each other size of line, this estimate includes the meter, three shut off
or gate valves, a bypass line (so that the meter can be taken out and repaired or
replaced without interruption of service to the apartment building), and the labor for
installing the Wlit in each apartment building.

To the aggregate cost of the meter installation, a large contingency was added.
anticipating that additional plumbing will need to be done to the building service line
and mechanical rooms where the meters \ViII be housed.

In Table I belovv', we can see the overall cost estimate to install meters in every
residential apartment buildings in Votkinsk. The purpose of the large contingency is
to provide a conservative estimate for plumbing and mechanical room modifications
likely to be needed to cover unforeseen costs due to the age of existing plumbing or
mechanical room configurations.

Russian Water and Wastewater Loan Feasibi(itv Assessment:
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Figure 1 Typical Whole Building 'letering
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Table 1. VOTKINSK--POPt:LATION 91,000
SCE:'tARIO 1

Cost Estimate for l\Ieterin2; \Vhole Apartment Buildings
Number of Persons Per Required Number of Unit Installation

Building diameter of buildings "" Cost, (US$) ""*
meter,
(mm)"

Total Cost
(USS)

..:~ ......
From

1

22

33

46

65

104

201

548

1148

To
21

32

45

M
103

200

547

1147

2133

IS.
20.

25.

32.

-1-0.

50.

65.

80.

100.

273
..+7

35

57

34

137

1-1--1

4
1

$160

$200

$300

$350

$400

$600

$700

$800

$900

$..1-3.680

$9..400

$10.500

$19.950

S13.o00

$82.200

$100.800

S3.200
$900

Total
Contingencies 30~o

732 $284.230
$85.2()<)

Total installation costs 1I1c1uding contingencies
Source: Number of people in each building is based on the \'odokanal BilJmg Department
computerized data base

* ReqUIred diameters of water meters are assigned based on the number of people In each buIlding

** Number ofblllidings - Billing Department of\"odokanal

Russian Water and Wastewater Loan Feasihi/itv I1.ssessment-
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Scenario 2. Metering Each Apartment.

Figure 2 Typical :\Ietering for Three-Room Apartment, ...
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In estimating the cost of metering each apartment, it was necessary to take into
accomlt that each apartment may be served by one to four risers requiring additional
meters on each riser. Figure 2 gives us a picture of service for an apartment served by
a two-riser system. two hot water meters and two cold water meters.

In Table 2 below. the number of apartments that have two risers and the number of
apartments served by four risers is estimated based on information provided by the
Votkinsk City Housing Maintenance Department.

The cost estimate of installation per meter in apartments is based on the foIIo\\ing:

Water meter price
Shut-offvalve
Electronic readout
Other Materials
Installation labor

$30
$ 7
$15
$ 5
$30

Total $87

As in the contingency estimate above. a conservative contingency figure was llsed
because the condition of plumbing varies in each apaI11llCnt substantial restoration
work Illay be required.

Russian Water and Wastewater Loan Feasibilitv Assessment:



Tahle 2
Meter Installation in Individual Apartments

Cost Estimate
Type of Water Supply Numbel' of Number of Number of Total Number

Persons *- Ap:u1ments ** Meters pel' of Meters
Apal1ment

A B C D E
DH\V. Including 63.86:3 ::';.56:3

- two risers. 700
0 H.703 17.193 2 3-1.386

- four risers. 30% 19.159 7.369 -I 29.-176

Gas heaters 2.0-13 786 I 78b

Solid fuel heaters 1.996 768 1 768

\Vater. Sewer. Gas 533 205 l 205

\Vater. Sewer. no bath 61-1 236 l 236

\Vater. no sewer 1.763 678 1 678

Toral 70.811 27.235 66.535

Contingencies ***

Total Installed Costs including Contingencies

. \PPl'Jllll\ /I

Total
Installation

Cost
(US$)

F

2.991.582

2.56-1.-112.

68.382
66,816

17.835

20.532

58.986

5.788.5-15 .

30°0

7.525.109

Average Number of people living in municipal apartments--2.6. based on Vodokanal Billing
Department.
*" Number of apartments is calculated based on the average size of family Source is the
Housing Mallltenance Department of the City.
*** This inflator requires closer analysis of the existing state of internal plumbing of the
buIldings. Most additional costs would result in having to replumb the whole water service access to
the building and pipes that service the apartments

Votkinsk Metering Summary

The above rough cost estimates show a \vide disparity between metel;ng at the whole
building level and metering each apartment. Metering at the whole-building level \\il1
enable the City, Vodokanal and. ultimately. the residential consumer to take more time
in enluating the costs and benefits of metering at the individual apartment level.

Russian Water and Wastewater Loan Feasibilitv Assessment:
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APPENDIX II
1\1 ETHODOLOGY USED TO CONVERT FINANCIAL STATE1\IE:\'TS OF

VODOKANALS TO ~EAR-GAAPACCOlf~TS

1. INTRODUCTIO:\T

All Vodokanals maintain their books of accounts and prepare annual accowlts according to Russian
Accounting Standards (RAS). In 1995, most Vodokanals maintained books of account on a cash
basis while in 1996, they changed their basis of accounting to an accl1lal basis follo\',ing guidelin~~

issued by the Ministry of Finance (MoF). Cash basis, strictIy means. that only cash transactions ar\?
recorded in the books of aCCOlll1t. Under this system, there are no accounts receivables or payabks
However, in all Vodokanals who said that they prepared accounts on a cash basis, there were
accounts receivable and payable. TIlerefore, the accounts were not prepared strictly, on a cash basis
PADCO financial analysts had to analyze the Vodokanalledger and annual accounts to detect th~

extent ofthe cash basis of the Vodokanal accounts, and how accounts receivable and payable came
into being. In 1995, most ofthe Vodokanals prepared their accowltS on a so-called cash basis. which
was in fact a mix of cash and accl1lal bases.

TIle Vodokanal prepares a Balance Sheet and a "financial results" statement that they file \\ith th:;;
Tax Directorate every year. The financial results statement is their Profit and Loss (P&L) account.
A breakdoW11 of the ex-penses is not shown in the financial results statement. Some Vodokanab
prepare their financial results statement based on cash collections during the year from customers as
revenue and adjust the ex-penses for the year to show the proportionate value of ex-penses that match
revenue s11OW11 on a cash basis. The Vodokanals calls this cash basis. Here, the figures in the balane:;;
Sheet and P&L account \\111 not agree with the general ledger. In 1996. most Vodokanals prepar~d

their annual accounts on an accrual basis because of a recommendation given by the MoF.

2. METHODOLOGY USED

TIle PADCO team had an institutional ex-pert and a financial team TIle financial team had a leader
and other financial analysts in the team. Because of the inconsistent accounting basis fi'om one year
to another used by the vodokanals (cash, accl1laL and mix of cash and accrual), and also different
basis of accounting used by different Vodokanals, the financial team leader had to use skill and
judgement to adjust the approach and methodology to suit the relevant Vodokanal. TIle general
methodology used for the task of converting Russian accounts to near-GAAP accounts in
Vodokanals is described in the follovving sections.

Russian \Vatcr' and \Vastcwater Loan Feasibility Assessmcnt:
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2.1 Rcview of Accounting Systcm

The first task was to f~lllliliaJize with the accounting system of the Vodokanal. TIle financial tcam
intenievved the ChiefACcOLUltant (CA) of the Vodokanal. At this preliminary meeting, the follo\\ing
aspects \verc discussed.

• Basis ofaccounting in 199..l, 1995. and 1996. TIle basis of accolmting in 1994 was necessan
for the preparation of sources and uses of funds statement.

• Organization of the accowlts department. A rough organization chart was draml as
vodokanals typically do not have a separate organization chart for the accounts depanl11cnt.
The chart was important because: (I) it provided a summary of the organization of the
accounts depanment for the report; (ii) clarifications could be obtained from the rele\ant
accowltant, thus. sa\ing much time ofthe consultants and the CA and (iii) tables required by
the World Bank \\ere handed over to the relevant accowltant of the Vodokanal through the
CA

• TIle main tasks of each accolmtant were reviewed to gain an wlderstanding of the division of
work in the accolUlting department. TIle anS\vers gave the basis for an assessment of the
subdivision of\vork of the accounts department.

• General ledgers and the subsidiary ledgers were examined. Computerization \vas assessed at
this stage. Depending on computerization and the subdivision of work of the accounts
depaItment, getting a preliminary level ofconfidence or lack of confidence on the Vodokanal
financial data was possible.

• Copies ofthe trial balances for 1994, 1995 and 1996 were requested. Most Vodokanals did
not prepare trial balances. In RAS, the trial balance shows only assets. liabilities. capital.
reserves and deferred e:\."]Jenses.

• Copies ofthe 1995 and 1996 financial statements and the financial results statement filed \\ith
the tax Directorate was requested.

• Russian versions of the World Bank (WB) tables \vere given to the CA to complete for the
years 1995 and 1996. While doing so, the significance of each table as \vell as the meaning
ofeach row and coluum was e:\."]Jlained in detail. Items in the tables that could be traced to the
P&L accOlmt or the Balance Sheet were shown to the CA. so that these tables \\ould agree
Vvith figures in the restated financial statements. A contact person from the PADCO tea m \vas
identified as the liaison person for the completion of the task of completing the \VB tahks.

Russian \Vater and \Yastewater Loan Feasibility Assessment:
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and the CA and her accountants wcrc requcsted to contact this pcrson for an\ Illnh,':
c1mifications on the WB tablcs.

TIle WB tables that were given to CA arc:

• Analysis oftaxcs and other mandatory pay1nents

• Cost analysis
• Changes in accOlUlts payable
• Aging payables.

TIle follo\\ing WB tables were completed by the Billing department:

• Analysis ofbillil1g and collection for the year
• Analysis of accowlts receivable
• Aging of accowlts receivable.

CA was requested to check the follo\\lng items while preparing the WB tables to ensure consistcnc:.
\\<lth the trial balances and general ledgers:

• Cost analysis table. TIle figures should agree \'"ith the e",-penses sho\\<TI in the P&L account

• Changes in accolmts payable. Accounts payable at the beginning and end of the year should
be equal to the Balance Sheet figure.

• Aging payables. Closing balance of accOlmts payable should be equal to the total in this table

• Analysis of accounts receivable. Accounts receivable at the beginning and the end of the year
should be equal to the Balance Sheet figures. Water and wastewater billed in this tabk
includes with VAT whereas the revenue in the P&L accOlmt is sho\\<TI \\ithout VAT
However, revenue in the P&L aCCOtult that excludes VAT when multiplied by 100 anll
divided by, 100 minus the VAT percentage ( 100-20=80%, in 1996) should equal revenue pIll'
VAT.

• Aging ofaccOlUlts receivable. Accowlis receivable figures in this table should be equal to til;.;
closing balance of the accounts receivable table. While revie\\ing accounts recei\able. the
team requested a list ofbad debts ofbudgetary organizations and production enteqJrises. '11k
list shO\ved: the name ofthe organization, amowlt ofbad debt and. the reason for considelin:;
the debt ''bad'' (i.e.. the organization was bankmpt. the accounts receivable extended beyond
three years. etc.)
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'l 'l RC\'ic\\ of Billing and Collcction Systcm

Th~ ne:\.1 task \\as to become f.1miliarized \\ith the billing and collection system of the Vodokan;I I
All \odokanals had separate billing and collection departments. Nonnally. the head of the billing
lkpanment comes under the Director of the Vodokanal rather than the CA. TIle leader of thl.?
financial team illtelyie\\ed the head of the billing department and his senior accountant. At this

meeting that continued for about one and a half days. the follow1ng aspects \vere discussed.

• Organization of the billing department. A rough organization chart \vas drawll sho\\1ng thl.?
main functions of the subsection of the billing department.

• Tariff movements. Tariff movements for various categories of customers from 1994 to Iq()

for \vater and waste water was requested to show how billing actually occuned. In doing so.
billing departments were asked to indicate clearly whether tariffs included VAT.

• Distlibution of Customers. TIle number of customer categories and number of customers in
each category was requested. TIlerl. the number of agreements signed with indh'idual
customers was requested to leam if the number of signed agreements \V'ere matched with the
number of customers. A copy of an agreement was collected for our files.

• Operation ofBilling and Collection System. Ne:\.1 a rough flow chart was prepared illustrating
the operation of billing and collection procedures.

• Invoicing Procedures. Since it differed by customer category. the invoicing procedures used
to bill budgetary organizations and production enterprises was requested and a sample copy
of an invoice was collected for our files. TIle tariff in the invoice was checked \\:ith the tariff
gi\'en to us to: (i) verify the accuracy ofthe tariff giverl to us. and (ii) to see whether the taliff
\vas \\:ith or \vithout VAT.

• Invoicing procedures. Population customer invoicing procedure of population was reviewed
in more detail because it varies in different Vodokanals. Some Vodokanals bill intennedian
municipal Zheks; some bill the population directly; and in some. such as Vladimir. the
population prepares their 0\\:11 bill and pays directly to a bank.

• Population tariffs. Depending on the nature of population customers. tariffs used t9 bill
general population customers differed in various vodokanals. For instance. where
intennediaries existed. some Vodokanals bill 100 percent of the population customer bills to
the Zheks who in tum bill the population at the subsidized rate through communal sen'ices
bills. Altematively. some Vodokanals bill the population at subsidized rates and request the
City Administration to pay the subsidies.
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• Subsidies. Se\"(~ral din~rent t;ves of subsidics are providcd to population clbtomch alld
dcpending on the subsidy and fi'equellcy ofpaYl11ent. TI1CSC can have considerabk impact OIl
v'odokanal revenues. TIllis questions \vere asked about the nature of the subsidics and \\ho
pays them to the vodokanal (the city administration or other organization).

• Balter and offset procedure. Giv'en the importance of barter and offsets to most vodokaIlal:--.
copies ofbaIter and offset agreements were collected for the files and the CA \\as intenic\\ed

about the procedures used to negotiate these transactions. TIle authority for signing ofbancr
and offset agreements \'v'ere noted.

• Type ofgoods purchased under barter agreements. TIle basis of computing the selling ]J rice
of goods purchased under barter agreements that are not llsed by the Vodokanal \\as
rev·iewed to detenlline if there was any markup for transport and stock holding costs. Ne\:t.
the team requested infonnation ofpricing basis for barter transactions and compared ma rkct
prices with sample barter transactions.

• Cash collection. Procedures for cash collections were rev'iewed to decide the source of
payment of cash transactions.

• Recordation of billing and collection transactions. NeXt. a rev'ie\v of the procedures for
recording billing and collections by customer category were rev'iewed to detenlline
computerization. Generally. the input documents to record billings were the invoices: source
documents for collections were bank wire transfers. cash deposits in bank. and cash deposits
\vith the vodokanal cashier. Source documents for other collections were the baIter and offset
agreements. A test check of tills entire process was done to assess the reliability of the
system.

• Recordation of sales. TIle source documents used to record the monthly sales figures in thc
general ledger was revie\ved to determine the frequency of recordation and the degree of
accuracy realized from the procedures used. Generally, the billing depaltment generates a
summary of monthly sales from the computerized system. TIlis is the source document for
input of the sales figure.

• Recordation of collections. Procedure for recording the collections in the general ledger \vas
reviewed in the accolmts department. Bank wire transfers and cash collections are recorded
in the general ledger through the bank and cash books. Collection by barter and offsets arc
recorded in the general ledger from the relevant agreements. a copy of which is sent to the
accowlts depaItment. Although the source of input data is the same. the collection recorded
in the billing and accoullts departments may not be the same. TIlerefore. it was necessary to
match the accowlts receivable according to billing department records \\ith that of the general
ledger balance.
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• Opinion ofthe competency of the billing depaltment. Based on the re\'ic\\, the team asse~~cd

the competence of billing depaItment key staff and the adequacy of the documentatioIl
invoh'ed as billing and collection is one of the most impOitant financial functions of til\.,
Vodokanal.

2.3 Preparation of draft Balance Sheet

A t\vo-stage procedure was adopted to convert the Vodokanal Balance Sheet to a near-GL\AP
Balance Sheet. First, a draft Balance Sheet in GAAP fonnat was prepared from the vodokanal's trial
balance, Ne:\.1 the P&L account was prepared in a near-GAAP fOl1llat. In doing so, joumal entries
\vere prepared to convert vodokanal P&L accounts to near-GAAP P&L accolUltS. Finally. a ncar
GAAP Balance Sheet was prepared after incorporating all journal entries made by the PADCO tcam

TIle detailed procedure followed is listed below:

• TIle Vodokanal trial balance (TB) was compared with general ledger balances, to see that
the figures in both corresponded. Where a TB was not available, the CA was requested to
prepare one. In our judgement, where we assessed that the CA was not able to prepare a TB
within one day, the PADCO team prepared a draft TB. Ne:\.1, trial balances at the beginning
and end of the year were entered into a spreadsheet and both were checked for
reasonableness. The approach for the reasonableness check was the same as those used by
auditors when they do a Balance Sheet audit. If there were doubtful figures from an audit
point ofview, these were listed and investigated and notes prepared for later inclusion in the
PADCO report on the vodokanaL Where changing the figures was necessary, joumal entIies
were prepared describing the changes.

• Preparing draft balance sheets (BS) from trial balances was not as easy in GAAP accounts
because the vodokanal trial balances contain individual accowlts having debit and credit
balances that must be reconciled. Also, RAS has accounts that are different from GAAP
accowlting such as target financing which is really grants to the vodokanal. Further. target
financing, and the P&L account balance are never connected to the BS by vodokanal. OfteIl
the net profit in the P&L accowlt #80 is transferred to the Use of Profit accowlt #81. a
transfer that would not happen in GAAP accounting since profit is not used to fund e:\.l)enses,
E:\.l)enses are charged to this aCCOWlt. Sometimes through joumal transfers. vodokanals bling
this account down to zero. As a result there is no connection between the trial balance and
P&L accowlt. Preparing this connection was the most time consuming and difficult exercises,
In GAAP accowlting, the P&L account balance is canied forward and appears in the BS
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Ilowever. in Russian accounting this connection is not made meaning that there is no direct
link between the two statements.

• Ne.\.t draft balance sheets were prepared innear-GAAP fonnat. First, the BS prepared by the
vodokanal for the Tax Directorate was connected to their TB and a connection table \\a~

prepared fi-om this connection. TIle purpose of this exercise was to ensure that figures in the
vodokanal BS can be traced to the near-GAAP BS, and to have the same grouping of
individual accounts in the near-GAAP BS. When the Vodokanal prepared an adjusted BS for
their tax directorate shO\'ving cash collections received and proportionates e.\.-penses, making
the connection \'vith the Vodokanal BS was not necessary because the Vodokanal BS
understated actual e.\.-penses. TIlese Vodokanals did not have an internal BS sho\\ing the
vodokanal's actual BS position. TIle reason may be that the BS presentation ofvodokanab
is confusing even for an accountant and is very much unlike the GAAP format of a balance
sheet.

• Draft balance sheets were prepared fi-om the connection tables. Figures in the draft balance
sheets can be connected to the Vodokanal TB via the connecting table.

2,.. Preparation of Near-GAAP Profit and Loss Account

Preparation of the near-GAAP P&L account was more difficult than the preparation of the BS
because in Russian accounting, the P&L account filed with the tax directorate, called the financial
results statement, is in a summary foml. For example, all expenses are sho\'vTI in one total and the
P&L accOlmt balance carried forward does not show up in the balance sheet. In GAAP accounting.
net profit utilization is shown as an appropriation account below the P&L account. and the bottom
line appears in the BS as a P&L account balance under revenue reserves. TIle P&L account balance
brought forward from the previous year is then added to the appropriation account. As the two
figures match, one can trace the P&L account balance in BS, to the P&L account and \'ice versa.

A fmther complication in BS preparation occurred when vodokanals prepared P&Ls \'vith
proportionate e.\.-penses. Such P&L accowlts were of no use in prepaling near-GAAP P&Ls since
they did not record all the vodokanal's e.\.-penses. Generally when this occurred, the vodokanals did
not have an internal P&L account with all e.\.-penses for the year showing the vodokanal's actual
financial position. TIlerefore, these vodokanals can probably connect our restated P&L account
unless they prepare a proper P&L accOlmt and reconcile the journal entries made by the PADeO
team Often, vodokanals using this system of proportionate ex-penses would not have a tl1le intellla I
picture of the enterprise's finances or its actual profitability.

TIle procedure adopted to prepare a near-GAAP P&L account is described below:
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• First. the vodoKanal financial results statement flIed with the Tax Directorate was used III

obtain total revenue for the year. Ne\.1 the monthly totals of account sales from account ::-l().

in the general ledger were totaled. TIlen the billing departmellt's monthly billing sumnwries
\\ere \elified with the amounts recorded in the account #46 to ensure that they cOITespond
with January to December billings. If collections are recorded as sales. then the figure in
account #-l6 \\ere disregarded because for near-GAAP presentation. accounts must be

prepared on an accrual basis. In such instances. revenue figures (without VAT) \\erc
collected fi'om billing depaI1ment monthly summaJies coveling the peJiod from January to
December. Account #46 always records sales \vithout VAT. VAT on sales is credited to

accOlUlt #68-3. TIlerefore. the con'ect revenue figure without VAT is ShO\\11 in accoLlnt ::-lb.

pro\ided it is fi'om January to December. However. connecting and reconciling \\ith
vodokanal P&L account is important because later. the vodokanal may disagree \\ith the
revenue figures generated in this manner. lfthe Vodokanal P&L revenue figures are different
fi'om accOlmt #46 or if account #46 shows billings for a peJiod other than from January to
December or if account #46, shows revenue on a cash basis, then an analysis of billing
summaries from January to December was filed in our working paper files to substantiate the
basis for detennining the revenues sho\vTI in the near-GAAP accounts.

• TIle \'odokanal financial results statement shows total production e\.-penses. For near-GA--\P
presentation, the major e\.-penses need to be ShOVvll separately so that they can be analyzed.
This exercise can be done by analyzing the basic production accowH #20. vV'here in most
Vodokanals. all production ex."penses have been charged. A photocopy of account #20. ledger
card was filed in our working papers. When vodokanals show the major e\.-penses separately
in accOlUlt #20. e\.')JeJlse analysis is easy and can be taken directly from vodokanal accounts.
Then all that is necessary is to add the columns. The ne\.1 step is to decide whether these
e\.']Jenses have been accounted on a cash basis or from January to December on an accmal
basis. If they are on a cash basis, the CA was requested to analyze the major e\.']Jenses like
electIicity. labor and social taxes, on an accmal basis so that \ve could account the e."\.']Jenses
on an accrual basis.

TIlcn the P&L account #80. where sales from accowH #46 are transferred as a credit and
all e\.']Jenses are transferred as a debit was analyzed to estimate the vodokanal's actual
profit or loss. TIle debits come from basic production account #20 that had already been
analyzed. In addition, debits corning from accowH numbers 23. 25. 26 29. and 31. i.e..
auxiliary depal1ments. general production costs, maintaining production units and defelTed
e:\.l)enses, respectively, representing expenses for the year, are transferred to P&L account
#80. Ne:\.1 step is to see that the addition of all these debits representing e:\.l)enses for the
year agrees with the figure ShOW11 in the Vodokanal financial results statement under
e:\.lJenses. If there is a difference. it has to be reconciled with the CA.
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For near-GAAP presentation, e:-.venses from January to December (accmal basis) are sho\\11
If the Vodokanal has accounted on a cash basis in account #20 or they ha\'e shO\\ll
propol1ionate e:-.venses in the Vodokanal financial results statement. January to December
e:-.venses need to be analyzed to show them as accmal figures in the near-GAAP presentatiol1.
TIlllS. \\here the figures will be different from the Vodokanal figures. and, the profit or lo~s

also \\ill be different. In some vodokanals, we agreed the accrual figures \"ith the CA. and
even ga\'e them copies of our analysis, so there should be no disputed \\ith our figures.

Ne\.1 journal entries need to be prepared to record any differences between vodokanal
accounting and near-GAAP presentation. One journal entry (JE) \vas made to record the
differences in profit or loss under both systems. TIlis journal entry connects the near-GA..\P
P&L account and balance sheet.

Vodokanal P&L account #80, sho\vs the profit or loss for the year. TIlis balance is
transferred to Use of Profit account #81. Vodokanals make payments for various purposes
and charge them to this account. In other words, they are using this profit. Some of these
expenses are for production e\.-penses like staff bonuses. Some expenses are not exact l~

production e\.-penses, e.g., penalties for late payment of taxes. Balance in account #81. is
transferred to various fimd accounts and the balance on this account is brought to zero.
TIlerefore, we tracked the movement of account #81 and showed the e\.-penses charged to this
accowlt wlder correct 'expense' account categories. At the same time, we showed the
transfers to various funds as the P&L appropriation account in our near-GAAP presentation.
By this method, we connected the P&L account to the BS, a step that most vodokanals do
not take.

Preparation of Near-GAAP Balance Sheet

Journal entries were made for various reasons. However, the most common entries were made to
cOIl\'ert the vodokanal P&L account to an accrual basis when they had been accounting on cash or
semi-accrual basis. Generally, we discussed the journal entries with the CA. However. their
agreement was not necessary because the JE's had to be passed to prepare near-GAAP P&L account
and BS. TIle \"lorking papers to back our journal entries are available in our working paper files. TIle
procedure used to prepare the restated near-GAAP Balance Sheet is as follows:

• JOlUllal entries were listed side by side with the trial balance Imder their respective headings.
By incorporating these JE's, an adjusted trial balance was obtained. From this adjusted TB.
the connection table was updated. From the updated connection table. a restated BS could
be prepared.
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• TIle connection table is usefitl because any figure in the balance sheet can be connected to the
tlial balance through the connection table. In other words, any figure from the restated BS
can be traced to the adjusted TB through the connection table and then from the adjusted TB
to the vodokanal TB and vice versa.

• Next the team checked to see whether the relevant figures III the World Bank tilbk:-;
cOlTesponded \\ith the restated P&L and BS.

3. REVIE\V OF I::\'TERNAL CONTROL SYSTEM

Besides the intemal control system of the billing department the team also reviewed other component
ofthe vodokanars internal control using a standardized checklist. Samples of source documents \\en~

examined. In computeIized systems, vodokanals were asked to provide a demonstration of the
system's operation. TIlis exercise was important for us to fOITll an opinion on the reliability of the
figures shown in Vodokanal financial statements. Notes on these operating systems \vere recorded
as appropriate.

3.1 Payment System

• Examine the bank and cash books to see how collections and payments are recorded.

• Supporting docwnents for cash collections and payments were inspected as these are official
receipts issued for collections and payment vouchers to support payments.

• Names of check signatories were requested to find out who had actual authority o\'er
disbursements.

• Monthly bank reconciliations were requested to see if they were being prepared regularly,

• TIle frequency ofbanking ofcash collections was reviewed to detect the amounts of cash-on
hand that were being maintained by the vodokanal.

3.2 Economist of the Vodokanal

• Annual estimates or budget documents was examined to ascertain the budgeting process and
its impact on corporate management. Attention was paid to detelTllining the reliability of
budget estimates and whether budgets were prepared using realistic values,

• Basis of preparation budget was queried to learn interaction 'Aoith other depill1rnents, For
example, was data collected from other departments during budget prepilratioIl,
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• If they existed. sample data collection fomlats sent to other departments were e\alUakd
regarding the detail and accuracy of the data being input into budgets.

• Depmtmental budgets, if they existed. were inspected ana collectiye basis to see whether
production departments and SUppOIt departments like purchasing were basing their
requirements all common targets.

• Ne:\1 the team asked about whether draft budgets were prepared and discussed \\itIJ all
depaltments, and then who approved the final budget.

• Budget monitoring was then analyzed to see whether actual results \vere compared \\1th the
budget and significant variances noted to improve future management.

• Then the correlation between the budget and the tariff computation was analyzed to figure
out the correspondence between the vodokanal's budget and actual tariffs charged to its
customers.

• Finally. the team formed an opinion on the adequacy of the budgetary control system.

3.3. Purchasing and Stores Department

To detennine the adequacy ofpurchasing and inventory of the vodokanaL the purchasing and stores
departments \vere asked to provide the follovving documentation for review by the team:

• Purchasing plans showing planned purchases phased over the year;

• Documentation used for purchasing like purchase orders including the level of authoritv
required for approving purchase orders;

• TIle basis ofpurchasing through barter agreements and degree of supporting documentation:

• Stores documentation such as stock cards and frequency that the cards are updated along
with supporting documents such as goods received notes and requisitions from other
departments;

• Valuation of obsolete stocks and the methods for disposal of obsolete stocks:

• Basis of charging stores issues to the basic production account #20 \vas re\'iewed fi'om the
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documentation available \\-;th the store' s accountant. In all Vodokanals.· this function \\ a"
computerized:

• Procedures for physical velification of stocks and \vhether stocks are physically verified
annually by independent auditors. and

• Rough organization chart of the purchasing and stores depat1ment illustrating the functions
of various personnel.

3.... Fixed Assets Control System

Finally. the fixed assets control system was evaluated to detennine the degree of monitOling invoh'ed
the asset control system. To do so. vodokanals were asked:

• Whether the list of Vodokanal fixed assets were computerized. (In all Vodokanals, the list
was computerized);

• TIle basis for revaluation affixed assets and whether the guidelines issued by the Ministry of
Finance were followed in detail:

• Procedures used to revalue the individual fixed assets using the MoF multiplier; and

• Accounting entries were checked to see whether the revaluation offixed assets was recorded
cOlTectiy.
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