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FOREWORD

Tills Fma! OvervIew Report represents a smgle volume of a seventeen-volume senes on RussIan
water and wastewater utIlItIes (Vodokanals m RUSSIa) In addItIon to thIS report, the senes
contams an Intenm OvervIew Report and 15 other reports, each focusmg on smgle Vodokanal
Tills senes was produced m support of the RUSSIan Water and Wastewater Project WIth financmg
from the Umted States Agency for InternatIOnal Development (USAID)

ThIS report presents an overvIew of the mam findmgs related to our mstItutIOnal and financIal
assessments concernmg the abIlIty of Vodokanals to servIce long term debts Based on these
results, the report presents mstitutIOnal and finanCIal recommendatIOns to aSSIst federal and local
deCISIon makers Improve Vodokanal operatIonal and financIal autonomy m order to enhance ItS
debt repayment capabIlItIes 1

The field office project team compnsed of Ernest A Slmgsby, TechnIcal Manager, Samuel
Coxson, Cillef of Party, Alexander Garnota, EconomIst/InstItutIOnal SpecIalIst, Alexander
Knshtop, InstItutIOnal Analyst, Eugene Gurenko, Tanff SpecIalIst, MIchael Smc1aIr, PnvatIzatIOn
Legal SpecIalIst, Anton LItvmov, Legal SpecIalIst, and the Fmancial Analysts Suml Perera,
MIchael Schaeffer, Kmll Sivolapov, Elena Arbuzova, Nadezhda Volkova, Antom NIOradze, and
Sophia Morozova Support servIces were proVIded by Mana Kalmma, NatalIe Pudova, Arula
Regetsy, VladImIr Mukhm, and Alexander Ilyushm

We would lIke to thank FIrst Deputy Mimster Anvar Shamuzafarov, of the Mimstry of Land
PolIcy, ConstructIon and Housmg, for ills SUpportIve overSIght of our work, and Valena
Sergeeva, the PrOject Manager of the Project PreparatIOn Umt for the RUSSIan FederatIon Water
and Wastewater Project (RUSWATER), for her actIve partICIpatIon m our effort We would also
lIke to thank WIllIam Krause and Dmitry Barsukov of RUSWATER, and Walter Stottman and
Loup Brefort of the World Bank, for theIr mSIght, support and comments

Fmally, we would lIke to thank Stephen GIddmgs, Hugh Wmn, Joel HeIsey, and Valentm
Stobetsky of USAID for theIr contmued support and encouragement for projects related to housmg
and communal servIce reform m the RUSSIan FederatIon

1 All ruble values m the report are presented at exchange rates that preVaIled pnor to January 1, 1998, the date of
re-denommanon of the ruble
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Chapter 1 - Background and IntroductIOn

1 1 Background

The RussIan FederatIOn's mstItutIOnal and economIC envIronments have adversely affected the
abIlIty of Vodokanals to be fmancIally self-sustamable In the past, Vodokanal operatIOns,
capItal mvestment and expansIOn were SUbsIdIzed or dIrectly paId by the State As envIsIoned
by recent PresIdentIal Decree No 425 "On Housmg and Communal Sector Reform m the
RUSSIan FederatIOn", dated Apnl 28, 1997, Vodokanals through user charges, WIll be
responsIble for acmevmg cost recovery and fmancIaI sustamabIhty In order for Vodokanals to
realIze tills goal, the government has promoted the development of market-based contractual
relatIonshIps between Vodokanals and all of theIr customers, mc1udmg the general populatIon
Such relatIOnsmps WIll mvolve havmg all customers make water and wastewater payments based
on full cost tanffs and metered consumptIon Only needy low mcome famIlIes would receIve
targeted SubSIdIes for theIr water and wastewater supplIes

As Vodokanals begm to look towards therr sustamabilIty, customer satIsfactIon and affordabilIty
become more Important In the past, the relatIOnshIp between Vodokanals and theIr customers,
partlcularly general populatIOn customers, was not very strong nor open General populatIon
customers paId nommal tanffs

As the goal IS for full cost recovery m the short term, the Vodokanals WIll now have an
oblIgatIOn to prOVIde theIr customers the best servIce at least cost ThIS reqUires carrymg out
Improvements to reduce losses and mefficiencIes, Improvmg productIon actlvitIes, and Improvmg
management and publIc relatIOns To enforce cost recovery polICIes, Vodokanals must be gIven
the powers to shut-off servIce for customer non-payment Under the new government reforms,
the Vodokanals are to receIve more fiscal autonomy and be responsIble for therr own capItal
expendIture fmancmg

From February 1997 through March 1998, PADCO reVIewed 15 RUSSIan Vodokanals to assess
therr InstItutIonal and fmancial capaCItIes to obtamlong term loans 2 Tills overvIew report and
the mdividual Vodokanal reports, are based on the project's mam fmdmgs These reports are
mtended to IdentIfy and ImtIate the ImplementatIOn of a program of mstitutIonal strengthenmg
and Improvement of fmancml management of Vodokanals ThIS effort IS also mtended to aSSIst
the World Bank m theIr fmancIaI assessment of the mdividual Vodokanals, as the annual
accounts of Vodokanals that were prepared under the RUSSIan Accountmg System (RAS), were
converted to near-GAAP annual accounts 3 The reports WIll also help the Vodokanal
management and Federal, Oblast and Local government offICIals determme the mvestment

2 The 15 RUSSIan Vodokanals assessed mclude Cheboksary, Gagann, Kansk, Murmansk, Nalchlk, Nlzhny Tagl1,
Orel, Pechora, Petrozavodsk, Pskov, Smolensk, SOChl, Tobolsk, Votkmsk, and Vladlffilr

3 The accountmg converSlOn methodology IS glVen m AppendIX I
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OvervIew

packages wluch could be fmanced by the proposed World Bank funded RussIan FederatIOn Water
and Wastewater Project

1 2 IntroductIon - InstItutIOnal and Fmancml LimitatIOns

Durmg the Vodokanal reVIew, PADCD observed some Improvements over the years as well as
Issues of concern PADCD observed a number of InstItutIOnal, legal and fInancIal obstacles
confrontIng Vodokanals as they are undergomg a transItIon penod to face up to a near market
economy

There are Issues that lImIt the Vodokanals from beIng able to repay long term debt oblIgatIOns
through user charge collectIons The pnmary InstItutIOnal obstacles faCIng the Vodokanals
Include

• Federal restrIctIons for IncludIng Interest on long term loans In the tarIff structure,
• PolItICIZed tanff approval processes,
• Tanff structures In WhICh enterprIse tarIffs prOVIde large cross SubSIdIes to general

populatIOn customers,
• Undeveloped targeted SOCIal safety net,
• Weak legal reiattonslups between Vodokanals and local governments,
• Weak legal frameworks between Vodokanals and theIr customers, mcludmg bIllIng and

collectIOn mtermediarIes, and the mabilIty to termmate servIce for non-payment,
• Vodokanal managements predommantly focus on techmcallengmeermg Issues, e g , water

productIOn and wastewater treatment, and less on fInancIal management,
• Lack of water loss reductIon and operatIon effIcIency nnprovement programs,
• Lack of demand management programs

The prnnary fmancml obstacles observed for most Vodokanals revIewed mclude

• Inadequate collectIon of user charges,
• Declmmg total collectIOns and espeCIally cash collectIons,
• EXIstmg tanffs do not mclude all economIC costs of provIdmg servIces,
• Weak management mformatton systems,
• Lack of cost accountmg systems and subsequent poor budgetIng,
• Inadequate medIUm and long term operatmg and capItal expendIture planmng

Each of these obstacles WIll be dIscussed m detaIl m thIS overVIew At the end of thIS report,
the Vodokanal debt servIce capaCIties are assessed and an Action Plan IS presented to aSSIst
polIcy makers and Vodokanal managers m enhancmg Vodokanal debt repayment capaCIties The
Action Plan IS also mtended to aSSIst Vodokanals overcome the mstItutlOnal and fmancml

2



OverVIew

lImItatIons dIscussed In thIS document SpecIfIc recommendatIons of each Vodokanal can be
found In the respectIve IndIVIdual Vodokanal reports 4

4 EIght mdlVldual Vodokanal reports were financed by USAID Contract No CCS-QOO8-C-OO-2057-00, Task Order
87 and therr respective reports were dehvered separately, together WIth an Overview report dated August 1997
Seven adillt10nal Vodokanal reports were fmanced by USAID Contract No EPE-0008-C-OO-5118-00 The reVIew
of the seven Vodokanals was earned out by PADCO m collaboration WIth The Urban Institute

3



Chapter 2 - Institutional RevIew

2 1 Assessment of Present InstitutIOnal and Regulatory Environment

2 1 1 Vodokanal Legal Status

TypIcally, RUSSIan water and wastewater utIlItIes are mumclpally-owned enterpnses Under the
RussIan CIVIl Code, enterpnses that do not have ownershIp nghts over mumclpally-owned assets
under theIr management are recogmzed as umtary enterpnses 5 Even If the title of mumclpally­
owned Vodokanals does not contam the word "unItary", one may treat these enterpnses as a
umtary, as there IS no other legal form envIsaged by the legIslatIOn sUItable for them The CIVIl
Code mentIOns that the legal status of federal and mumclpal umtary enterpnses IS also mstttuted
by the law on the federal and mumclpal umtary enterpnses 6 Though such law has not been
Issued yet by the RUSSIan Government

Figure 1 Vodokanal Comparative Legal Status

City or Oblast
Owned

Vodokanals
87%

Vodokanals are
Pnvate

Compames
13%

Out of 15 Vodokanals reVIewed by PADCO, only Tobolsk and Pskov Vodokanals are legally
mdependent pnvate enterpnses Tobolsk Vodokanal has the status of a closed Jomt stock company
fully owned by the phySIcal persons Though the RUSSIan law on the Jomt stock compames lImIts
the number of shareholders m a closed Jom stock company to fifty, the Tobolsk Vodokanal status
of havmg 280 shareholders does not mvalIdate ItS charter as the company was orgamzed before

5 See CIVl1 Code, Part 1 Chapters 113-114

6 See ClVl! Code, Part 1, Chapter 113, Pornt 6
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the restnctIon was Imposed 7 Tobolsk and Pskov Vodokanals' legal status are exceptIOns rather
than a rule As It was mentIOned by the RUSSian Housmg and Communal SerVIces Institute,
current ratio of non-munIcIpal-owned enterpnses m RUSSia to mUnIcIpally-owned IS lower than
10 percent and has been reducmg recently 8 ThIS trend reflects the local authontIes' concerns
about the safety of the assets, and nsk of losmg control over the Vodokanals

Pskov Vodokanal has the status of a partnershtp wIth 11Ill1ted habIhty, WhIch IS outdated accordmg
to newly created RUSSian law on the partnershIps wIth hmlted habIhty SImIlarly to the closed
Jomt stock companIes Pskov Vodokanal IS not allowed to have more than 50 partners But new
law on the partnershIps unhke one on the closed Jomt stock companIes obhges the Vodokanal to
reduce number of partners wlthm one year smce the law came mto effect m February 1998 9

Currently Pskov local admInIstratIOn and Pskov Vodokanal are conductmg final negotiations to
create mUnICIpal enterpnse Vodokanal WhICh WIll operate Pskov entire water and wastewater
system

2 1 2 Vodokanal Property

All of the Vodokanals reVIewed, except for the Tobolsk, enJoy economIC management nghts to
mUnICIpal or oblast property to use for theIr water and wastewater actIVItIes The Vodokanals
receIved such nghts from theIr founders m accordance WIth the RUSSIan CIVIl Code 10 The
Tobolsk Vodokanal however leases the mumclpal assets whIch It uses However, all the
Vodokanals mclude these mUnICIpally-owned assets m theIr balance sheets and depreCIate them

Property transfer agreements eXIst for all the Vodokanals assessed except Petrozavodsk, NIZhny
TagII, and Tobolsk Vodokanals As Nlzhny Tagil Vodokanal charter mentIOns that "condItIons
and procedure of the full economIC management should be establIshed by the agreement between
the enterpnse and the body, authonzed by the government to manage thIs property", absence of
such an agreement may mvahdate the nghts of full econOmlC management aSSIgned by the charter
The Petrozavodsk Vodokanal charter does not mentIon any addItIOnal documents regulatmg the
economIC management nghts As the CIVIl Code does not reqUIre these documents, the

7 The Closed Jomt Stock Company Tobolsk Vodokanal was regIstered by the Tobolsk local adrmmstratlOn m June
1995 The Federal Law on the Jomt Stock Compames was Issued m December 1995 The ArtIcle 94, Pomt 4 of the
Law states that "PrOVISIons of the Pomt 3, ArtIcle 7 of the current Federal Law are not apphcable to the Jomt stock
compames created pnor to the enforcement of the current Federal Law " Pomt 3 of the ArtIcle 7 restncts the number
of shareholders m a closed Jomt stock company to fifty

8 See Housmg and Communal ServIces InstItute Report to PADeO

9 The Law on the PartnershIps WIth LImIted LlabIllty was Issued m February 1998 Chapter 7 of the law prohIbIts
number of partners more than 50 If number of partners IS larger than 50 than partnershIp should be reorganIzed mto
an open Jomt stock company or a productIon cooperatIve The law allows one year for thIS converslOn

10 See RUSSIan ClVlI Code, Part II, ArtIcle 294, 295
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Petrozavodsk Vodokanal activIty apparently IS withm the current legal framework The Tobolsk
Vodokanal has a lease agreement for the mumcipally-owned assets wIth the CIty property
management COlll1mttee WIth eXpIratIon date January 1, 2000 (Table 2 1 summanzes corporate
structures of the 15 Vodokanals)

6



Table 21
Vodokanal ComparatIve Legal InformatIon

I CIty I Name I Charter Date I Corporate Structure I Approval Needed for ReorgamzatIOn I
I I
Cheboksary "Vodokanal" August 92 Mumclpal ProductIOn Enterpnse Cheboksary CIty Property Management COIDIDlttee, Labor

Collecnve

Gagarm "Gorvodokanal"

Kansk "Water and Wastewater
ServIce Admlmstranon"

Murmansk "MurmanVodokanal"

NalchIk "Vodokanal"

NlZhny TagIl 'ProductIon Water and
Wastewater Enterpnse "

Orel 'OreIVodokanal"

Pechora "Vodokanal"

Petrozavodsk "Petrozavodsk Vodokanal"

Pskov "Vodokanal"

Smolensk "Gorvodokanal"

Soclu "Vodokanal '

Tobolsk "Tobolsk CIty Vodokanal"

VladImIr "ProductIon Water and
Wastewater Enterpnse"

Votkmsk "Water and Wastewater
Communal Enterpnse"

July 95

January 92

March 93

August 95

August 92

February 96

July 96

January 93

March 92

Mumclpal Enterpnse

Mumclpal ProductIon AdmlmstratlOn

State (Oblast) Umtary Enterpnse

Mumclpal Enterpnse

MumClpal Enterpnse

Mumclpal Producnon Enterpnse

Structural Sub-umt

MumClpal Enterpnse

PartnershIp WIth Llmlted LiabIlIty

Mumclpal Enterpnse

Mumclpal Umtary Enterpnse

Closed Jomt Stock Company

Mumclpal Producnon Enterpnse

Mumclpal Communal Enterpnse

Gagann Rmon Admrn1stranon, Labor Collecnve

Kansk CIty SOVIet of People's Depunes, Labor Collecuve

Murmansk Oblast Admrn1stranon, Murmansk CIty
Admlmstranon

The RepublIc of Kabardmo-Balkanan Cabmet of Mlllisters

NlZh1ly Tagl1 CIty Property Management COIDIDlttee, Labor
Collecuve

Orel CIty AdmlllistratIOn, Labor CollectIve and Orel SOVIet
of People's DeputIes

Mumclpal Ullltary Enterpnse 'PechorazhlJ1.omkhoz

Petrozavodsk CIty Property Management COIDIDlttee

Partners

Smolensk Mayor, Labor CollectIVe

In accordance WIth the Secnon 57-65 of the RF ClVlI Code

General Shareholder's Meet1ng, Leglslanon

Vladlmlr Property Conumttee Court DeclSlon, Leglslanon

Udmurt1a RepublIc State Property COIDIDlttee, Labor
CollectIve

7
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2 1 3 Vodokanal DIrector

Vodokanal's charters generally provIde theIr directOls WIth broad authonty over the management
of the respective Vodokanals All Vodokanal dIrectors are authonzed to act mdependently on
behalf of the enterpnses They can Issue power of attorney to thIrd partIes, open bank accounts
and take out loans, and Issue orders and mstructIOns WhICh are oblIgatory for all employees

TypIcally Vodokanal dIrectors SIgn theIr employment contracts wIth the CIty heads or chairmen
of the muruclpal property management commIttees The Tobolsk Vodokanal dIrector IS elected
by the board of dIrectors of the Tobolsk Vodokanal, that m Its tum IS elected by the general
meetmg of the shareholders

2 1 4 Vodokanal Labor Collective

Usually all employees of the enterpnse belong to a Vodokanal labor collective 11 Generally the
collective concludes a labor collective agreement WIth the Vodokanal dIrector statmg the lIst of
social pnvileges to be receIved by Vodokanal workers The chaIrman of the local trade uruon
COmmIttee SIgns a labor agreement WIth the Vodokanal dIrector on behalf of the labor collectIve
Collective also gIve 0P1ll1ons on the local adm1ll1stratIOns' candidates for the dIrector pOSItion and
partIcIpate m reVlSlon of Vodokanal charters As the Tobolsk Vodokanal does not have a local
trade umon orgamzatIOn, the labor agreement there was SIgned by the elected members of the
labor collectIve

2 1 5 Tariff Approval Process

The RUSSIan Government ResolutIOn No 239, dated March 7, 1995 (as amended) authonzes
oblast governments to regulate the tanffs for water and wastewater servIces On the other hand
Federal Government ResolutIon No 707, dated June 18, 1996 authonzes local governments to
approve consumptIOn norms and tanffs for housmg and communal servIces rendered to the
general population

Actual tanff approval procedures vary m dIfferent CIties In many cases proposed tanff mcreases
are revIewed by different COmmISSIOns or local government bodIes The prmcipal sImIlanty IS that
these orgamzatIons are establIshed and appomted by the CIty or oblast governments, and the final
tanff approval IS made by the CIty major, or by the CIty major and the chaIrman of the CIty duma
Thus, the tanff approval process IS subjected to polItIcal mfluence, and very often tanff mcreases
for residennal customers are postponed because of expected polItIcal events, lIke electIOns of the

11 For example, pomt 10 4 of the Nlzhny TagI1 Vodokanal Charter states that "The enterpnse labor collectIve
conSISts of the all mdlvlduals, partlclpatmg m the actIVIty of the enterpnse based on the labor agreement"

8



OverVIew

local duma or mayor 12 The procedure of the tanff approval process does not mvolve open
hearmg and IS not transparent to the publlc

Tanffs consIst of two mam components, productIOn expenses and profitabIllty ProductIOn
expenses are regulated by federal laws and consIst of salanes related to productIOn, associated
socIal taxes, mputs reqUIred to produce the goods and serVIces provIded by the enterpnse and
depreCIatIOn of fixed assets ProfitabIllty IS the enterpnses' planned profit and mcludes many
expenses that would be treated as productIOn expenses under mternatIOnal accountmg rules For
example, salary-related bonuses are paId out of profitabIllty as IS mterest on long-term debt
ResolutIOn 239 permIts each subject of the federatIOn to determme allowable profitabIllty levels
m theIr JunsdictIOns

ProfitabIlIty levels are establlshed as a percentage to the total planned costs, makmg Vodokanals
mterested m showmg hIgher planned expenses m tanff structures However, some Vodokanals
have also to prove to the tanff regulatmg authontIes that they need thIS level of profitabIlIty by
submIttmg calculatIOn of reqUIred profit

Average tanffs per urnt of servIces (T) IS calculated by the followmg formula

T = C(lOO% +P)
N

where
C - cost of servIces, rubles,
P - profitabIhty level (rentabelnost), percent,
N - number of umts to be sold

Under thIS tanff structure, Vodokanals have llttle mcentIve to reduce theIr costs, as dunng the
next tanff approval process, they may be depnved of all savmgs, gamed from reductIOn of costs
For example, If Vodokanal today manages to reduce ItS personnel by 20 percent due to more
effiCIent operatIOn and management, tomorrow the "labor costs" component m a tanff structure
may be cut by the same 20 percent Tanff reVIew and approval procedures do not gIve any
alternatIves m thIs case

Very often Vodokanals mamtam large cross-subsIdIes between enterprIse and general populatIon
customers, where the former's hIgher tanffs SUbsIdIze lower tarIffs for the latter Only m Nlzhny
TagI1 and Tobolsk lower populatIOn tanffs are SUbsIdIzed by the local government budget (see
Table 2 2) In eIther case, lower populatIOn tarIffs create problems for Vodokanal collectIOn

12 The concept of the federal housmg and communal sector reform estabhshes annual benchmarks for the populatIOn
tarIffs for housmg and communal servIces as a percentage to the cost of servIces
1998 - 50 percent, 1999 - 60 percent, 2000 - 70 percent, 2001 - 80 percent, 2002 - 90 percent, and 2003 - 100 percent

9
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Enterpnses are not able to carry the populatIOn costs, and local budget IS not able to compensate
lower populatIOn rates Apparently the most feasIble solutIOn of thIS problem IS mcreasmg
populatIOn tanffs to cover the full costs of servIces for resIdential customers

Table 22
Vodokanal 1996 ConsumptIOn and BIllIng by Customer Category

Vodokanal Population Budget OrgarnzatIons Other Customers

Consumed Billed to Consumed Billed to Consumed Billed to
to Total Total to Total Total to Total Total

(%) (%) (%) (%) (%) (%)

Clues where other groups ofcustomers cross-subsulzze lower tanffs ofthe resulentlal customers

Cheboksary 65% 10% 9% 25% 26% 65%

Gagann 74% 18% 11% 36% 15% 46%

Kansk 37% 20% 41% 26% 23% 54%

Murmansk 70% 39% 10% 20% 20% 41%

Nalclnk 62% 13% 38% 87% NA NA

Orel 78% 13% 11% 17% 11% 70%

Petrozavodsk 52% 16% 6% 9% 42% 75%

Pskov 75% 26% 11% 34% 14% 40%

Smolensk 74% 13% 13% 27% 14% 60%

Socln 46% 6% 6% 27% 48% 67%

Vladumr 70% 18% 7% 18% 23% 64%

IAverage 64% 17% 15% 27% 24% 52% I
Cines where lower tanffs for the resulentlal customers are subsulzzed by the czty budget

Pechora 39% 39%1) 43% 50% 18% 11%

Tobolsk 64% 63% I) 9% 9% 27% 28%

NlZhny TagIl 45% 41% 1) 13% 22% 43% 37%

Votkmsk 74% 75% 1) 4% 2% 23% 23%

IAverage 56% 55% I) 17% 21% 28% 25% I
Notes
1) The ratto represents sum of bIlls Issued by the Vodokanals to the housmg mamtenance compames as a
representatIves of populatIon Actual amounts bIlled by the housmg compames to each famIly are much lower In
Tobolsk general populatlOn customers pay about 35 percent of the amount bIlled to the housmg compames whIle m
Nlzhny Tagl1 populatlOn customers pay only about 18 percent
The NalchIk Vodokanal combmes the records of budget organIzatIons and enterpnses m one customer category
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2 1 6 SOCIal Safety Net

2161 SOCIal ProtectIOn SUbsIdIzation

GIven the socIal and polItIcal Impact of sIgmficantly raIsmg the water and sewer tanff, publIc
officials and vodokanal management must work closely together to ensure that those who cannot
afford to pay the mcreased cost of the serVIces have somewhere to turn for aSSIstance Of the
current four types of SubsIdIes descnbed below, only the Housmg ASSIstance SUbSIdy Program
(HASP) enables mumcipal offiCIals to focus a CIty'S lImIted resources on supportmg the most
needy households AddItIonally, mcome-based SubSIdIes, whIle creatmg a socIal safety net, allow
murncipal offiCials and vodokanal management to move forward m the transItIOn to full payment
for water and wastewater serVIces by reSIdential consumers

2162 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 tanff SubSIdIes from the CIty that pays for a large
portIon of the tanff (currently It IS generally 70 percent) More commonly, reSIdentIal customers
benefit from cross-subSIdIes paId by budget orgamzation and enterpnse customers categones
BeSIdes general subSIdIes or cross subSIdIes, substantIal number of reSIdential customers may also
receIve 19otl, pnvIleged payments, If they are veterans, dIsabled, or are members of the other
groups who have receIved of people who receIve "pnvIleged payment" status Fmally, a thIrd
SUbSIdy, the HASP SUbSIdy, IS the only SUbSIdy based on the need or mcome level of the
household

Under PresIdentIal Decree Number 425 "On Housmg and Communal Sector Reform m the
RUSSIan FederatIOn," the agencIes that grant 19otl are supposed to budget the payment to
communal servIce proVIders from theIr annual budgets rather than rely on CIties to pay thIs
SUbSIdy ThIs approach WIll help ehmmate the burden on mumcipal budgets that make up 19otl
payments to communal servIce provIders Cross-subsIdIes and/or general SubSIdIes are also
supposed mcrementally to reduce untIl 2003 when the full cost of the serVIce IS to be paId by
reSIdentIal consumers

Two CItIes, Pechora and Votkmsk, paId vodokanals dIrectly the portIOn of the tanff 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 the 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 servIces Tills mandates that the HASP must be
made effective If overall tanff reform IS to be useful

The expenence to-date among the 15 CItIes reVIewed IS not encouragmg Although all the CItIes
VISIted dunng the PADCO reVIew had HASP offices, the actual number of persons benefitmg
from the program IS qUIte lImIted
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Increase In resIdentIal tanffs reqUIre well orgamzed Housmg Allowance SUbSIdy Programs to
provIde aSSIstance to low-Income households unable to afford the Increases The number of
famIlIes applymg for the mcome based housmg SubsIdIes may become an mdicator of populatIOn
affordabilIty assummg that collectIOn level from resIdentIal customers IS hIgh FIgure 1 shows that
only about four percent of the famIlIes m the 15 CItIes receIve HASP payments The maXImum
was seven percent of famIlIes m Tobolsk and Petrozavodsk In Ukrame, for example, where a
housmg allowance program achIeved a consIderable progress, the ratIO of famihes receIvmg
targeted SubsIdIes often exceeds 30 percent i3

FIgure 2 Percent of Fallllhes ReceIvmg Income Based SUbSIdIes to
Total Number of Fallllhes m CIty

- -AVerage- - - ~ 4%
----------

Vladimir N/A

Tobolsk 7%

Petrozavodsk 7%

5%

Murmansk

Sochl

Nlzhny Tagll 0002%

0% 2% 4% 6% 8% 10%

Source City offiCials m each of the revIewed CItIes

2 2 Assessment of Vodokanal Management and OperatIOns

2 2 1 OrgamzatIOn and Management

Vodokanal dIrectors are responsIble for detenmmng staffing structures and polICIes for selectmg,
hmng and finng of personnel TypIcally the chIef engmeer or productIOn deputy occupIes the

13 For example, m Darrntsky Ralon of KyiV out of total population 161,000, by January 1997, 'the number of active
SubSidIes reached 18,507 - 385% of all familIes hvmg m thiS ralOn" (See Pohcy Reports on Targeted SOCial
ASSistance m Ukrame, March 1997, Issue No 20, prepared by PADCO, KyiV, Ukrame)
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number two posItIon m the Vodokanal management structure ChIef accountants, chIef economIsts
and heads of bIllmg and collectIOn departments are almost always much lower m Vodokanal
management structures than chIef engmeers As a result, the management onentates towards
techmcallssues Chromc shortages of funds mean that Vodokanals actIvItIes generally consIst of
respondmg to emergency repaIrs adversely affectmg strategIc and finanCial planmng Out of
fIfteen, only Tobolsk Vodokanal employs a finanCial deputy, who coordmates operatIOn of
accountmg, plannmg, and bIllIng department ThIS faCIlItates mformatIOn exchange between the
departments and mcreases effiCIency of operatIon m the orgamzatIOn FIgure 3 Illustrates a typIcal
Vodokanal orgamzatIOnal structure

Figure 3 Typical Vodokanal OrgamzatIon Chart

I VODOKANAL DIRECTOR I
I I

Chief Engmeer
Production Commercial

Deputy Deputy

I I
Production Departments Departments

FaClllbes~
Department 1 Billmg 1 Accountmg

2 Purchase 2 Plannmg
3 HR

Facillites 4 Lawyer
1 Energy 1 RepaIr Shop 5 CIVil Defense
2 Dispatcher 2 Motorpool 7 Secunty
3 Mechanical 3 Labor Safety B Computer
4 EnvIronment

Water and Wastewater Network FaCilities

I
Head of Water Networks Head of Wastewater Networks

Water Networks Wastewater Networks

I Water and Wastewater Production FaCilities I
Water Sources

Wastewater Treatment
Plants
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2 2 2 Personnel and Manpower

TypIcally, Vodokanals staff theIr orgamzatIOns accordmg to operatIOnal reqUIrements,
technologIcal needs and norms AdmmIstratIve personnel usually consIsts about 6 - 10 percent of
the total staff strength The number of the employees mvolved wIth production and dIstrIbutIOn
of water, wastewater collectIOn, transmISSIOn and treatment, and support serVIces are usually
prescrIbed by the estabhshed norms developed ill the Former SovIet Umon and controlled by tarIff
regulatory bodIes 14

Figure 4 KIlometers of Water and Wastewater Lmes
per Vodokanal Employee m Cities

••• 108

Average for 12 Russian CIties ­
o75 km per Employee

Kansk

NlzhnyTagll

Cheboksary

Murmansk

Petrozavodsk

Votklnsk

Tobolsk

Gagarln

Vladimir

Pskov

Sochl

Charlotie,USA !!i!i!!!!i!i!!i!:::~;::::Muelhelm, Germany

Pilsen, Czech Rep 3 62

Smolensk

o 2 4 6 8 10 12

Kilometers of Water and Wastewater LInes per Vodokanal Employee

Source
1 RussIan Vodokanals - PADCO analys1s
2 PIlsen, Czech RepublIc - Compagme General des Eaux Report at the semmar m Moscow Apn121-23 1997 World
Bank Loan for RUSSIan Water and Wastewater UtilItIes
3 Muelhelm Germany - SEBA Messtechmk Report at the semmar m Moscow Apn121-23 1997
4 Charlotte, North Carolma USA - Ammons Davld N MUnIclpal Benchmarks Assessmg Local Performance and
EstablIshmg Standards

14 For example, N1zhny TagI1 Vodokanails allowed to mclude m 1tS tar1ff calculatlOn the number of employees
prescnbed by the " Norms of the number of workers mvolved m operatIon of the networks, treatment plants of the
water and wastewater pumpmg statlOns" developed by the Mm1stry of Labor Research Institute m 1989
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Usually, thIS proscrIbed number of employees IS used to calculate the labor cost allowed m the
productIon costs of the tarIff as the salarIes are also regulated by the tarIff regulatory body Under
these condItIonS, Vodokanal management IS not motIvated m reducmg the number of ItS
employees because total labor costs allowed m the tarIff may also be reduced dUrIng the next
tarIff approval TypIcally the tarIff reVIew bodIes ensure that the number of employees does not
exceed the prescrIbed by norms, however, allowable tarIff labor costs are calculated accordmg
to actual number of personnel, not normatIve Such a procedure makes It dIfficult for Vodokanal
management to reduce excess staffing levels or mtroduce mcentIve based pay schemes As a result
of these constramts plus the labor-mtensIve technologIes employed by most Vodokanals staff
levels are much hIgher m the 15 Vodokanals than IS found m the West (See FIgure 4)

2221 Non-Core Personnel and Non-Core ACtIVIty

Some Vodokanals have not been as restrIcted m hIrmg non-core productIOn staffs For example,
410 employees out of total 1,660, or 25 percent of VladImIr CIty Vodokanal are mvolved m
constructIOn aCtIVItIes, operatIon of the laundry, sewmg shop, publIc bath, cafeterIa, two retaIl
shops, and a cattle farm SImIlarly, the faCIlItIes securIty staff of SochI Vodokanalls about 300
employees, or 18 percent of the total staff strength of 1,661 workers As may be seen from the
FIgure 4, these two Vodokanals have the lowest ratIO of system kIlometers per employee On the
other hand Ntzhny Tagtl Vodokanal Charter does not permIt other busmess actIVItIeS than those
related to the Vodokanal's mam actIvIty As a result, It has one of the hIghest ratIo of pIpelIne
kIlometers per Vodokanal employee

Non-core staffing pose rIsks for regulators as the expenses related to non-core actIVItIes may be
mcluded m the water and wastewater productIon costs due to weak accountmg systems It IS
VIrtually ImpossIble to control whether a Vodokanal's plumber was fixmg water and wastewater
eqUIpment at the pumpmg statIOn, or he was domg some Job at the cattle farm owned by
Vodokanal Non-core actIVItIes also may create unfaIr competItIon, as the Vodokanal bemg a
monopolIst m water and wastewater servIces may be able to offer "cheaper" constructIOn
servIces, publIc bath servIces, meat, or meals m ItS cafeterIa

In order to achIeve transparency m tarIffs and reduce costs, Vodokanals should dIvest themselves
of these extraneous actIvItIeS Furthermore, many Vodokanals should conSIder out-sourcmg many
of the new actIVItIes that they are contemplatmg as they may be able to procure these servIces at
lower costs from pnvate sector provIders Among these actIVItIes that could be contracted through
competItIve bIddmg procedures are capItal repaIrs, water meter mstallation and testmg, vehIcle
mamtenance, and bI1lmg and collectIOn

2 2 3 Customer RelatIOns

TypIcally RussIan Vodokanal customer relatIOns are regulated by local government resolutIons
settIng dIfferent tarIff levels and prescrIbmg dIfferent bIllIng and collectIon procedures for each
speCIfic customer group Vodokanals cannot change tarIffs for customer groups or bIllmg and
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collectIOn methods for resIdentIal customers wIthout prIor local government approval
Furthermore populatIOn customers are very often "protected" from Vodokanal by the local
government bodIes and eXIstmg legIslatIOn Vodokanals are not allowed to shut-off water from
reSIdentIal customers for non-payment They also have dIfficultIes m enforcmg meterIng codes
unless the Vodokanal mstalls water meters Itself

2231 PopulatIOn BIllmg and CollectIOn

PopulatIOn customers as the bIggest Vodokanal customer group consumes from 46 to 70 percent
of the Vodokanal servIces (see Table 2 2) 15 Among thIS group populatIOn resIdmg m apartments
IS the largest and typIcally conSIsts of 80 to 95 percent of total populatIon consumptIOn Most of
these apartment bUIldmgs belong to the mumcIpalIty All fifteen Vodokanals, except VladImIr
Vodokanal, use housmg mamtenance compames as mtermedIarIes to bIll populatIon customers
lIvmg m apartments FIgure 5 Illustrates a typIcal bIllmg arrangement Each housmg mamtenance
company servIces several reSIdentIal blocks m a CIty Thus, the Vodokanaiissues only one
monthly bIll to a housmg mamtenance company representmg several thousand famIlIes The
housmg mamtenance company then Issues separate bIlls to each famIly TypIcally the same
housmg mamtenance company collects payments from each famIly Thts IS the most cntIcal pomt
m the total bIllmg and collectIon scheme, because the housmg mamtenance compames very often
fad to transfer the funds they receIve to Vodokanals As an exceptIon, m Murmansk the
Vodokanal bIlls reSIdentIal customers and collects payments from them through mumcipal
computer center Tills method IS more acceptable for Vodokanal as It results m htgher collectIOn
rates WIthout the need to htre addItIOnal bIllIng and collectIon personnel

15 In fact populatIOn consumes more water and discharges more wastewater than reported by Vodokanals because,
consumptIOn norms for population are often lower than actual consumption, and domestic hot water consumed by
populatIon IS billed to them by the local heat prOVIders Among the Vodokanals shown ill the Table 2 2 only
Murmansk and Vladlffilr Vodokanal illc1ude ill theIr bills to populatIOn cold water for domestIc hot water One may
see that populatIon ratio ill total consumptIOn ill thIS cItIes IS the hIghest See also dISCUSSIon below "ConsumptIon
norms and Actual ConsumptIOn"
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FIgure 5 BIllmg and CollectIOn from PopulatIOn
ResIdmg m SOChi Apartments

PopulatIon In Apartments

Bank

Cash from
Each Fam,'y

Housing
Maintenance

Company

SOCHI VODOKANAL

Only the VladImIr Vodokanal bIlls and collects from households WIthout mtermedlanes (See
FIgure 6) The Vladlmrr Vodokanal concludes agreements WIth each famIly, Issues one a payment
booklet WIth blank bIlls that are to be completed and the estimated amount IS paId to the local
branch of savmg bank or post office Then, the savmg bank or post office transmIts populatIon
payments to Vodokanal

Vladlmrr Vodokanal billmg department performs the bIllmg and collectIOn functIons that are done
by the local housmg mamtenance compames m other CItIes or mumcipal computer center m
Murmansk The dIfference IS that water and wastewater servIces m Vladlmir are separated from
other communal servIces, gIvmg the Vodokanal the pnvIlege to collect dIrectly from households
hvmg m apartment housmg ObVlOusly, the advantage of thIS method IS dIrect collectIOn of cash
payments from the population In other CItIes, housmg mamtenance compames are the mam non­
payers to Vodokanal, thus, the dIrect bIllmg and collectlOn m VladImIr may become a declSlve
factor m the Vodokanal financial stabIlIty Some dIsadvantages eXIst, however The bIllmg
department ofVladlmrr Vodokanal employs more than 100 people Issumg one five-year booklet
to each famIly makes It dIfficult to bIll population customers accordmg to average consumptIon
measured by bmldmg level water meters Furthermore, as only about four percent of populatIOn
resIdmg m mumcipal apartments have apartment water meters mstalled, the other 96 percent are
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paymg theIr bIlls accordIng to the CIty establIshed consumptIOn norms InstallatIOn costs of the
water meters In VladImIr are paId for by the Vodokanal and mcluded m the water and wastewater
tanffs KnowIng that four percent of the populatIOn enJoys "free of charge" apartment water
meters, populatIon resIdIng ill non-metered apartments would rather walt for Vodokanal to mstall
meters than pay for them Apartment water meter InstallatIOn began several years ago It reqUIres
consIderable mvestments and may take several more years to complete

FIgure 6 BIllmg and CollectIOn from Population ResIdmg m
VladImIr Apartments

Vladimir Family

Monthly Payment

Month #n
Water & Sewer

##### wlt.A

/
/

/
/

/
/

J£

" .... -
J~onth#60

- -~3£*-=:-=:-=:7
Month #2 :::

Month # 1 '1 1-..

Water & Sewer :';1+\-

'-- ,<p.J\R'........' ~One."_, for 5 yea..

Bank or Post
Office

Payment
VLADIMIR

VODOKANAL

2 2 4 Consumption Norms and Metered ConsumptIOn

As may seen from FIgure 5, the average consumptIOn of cold water m seven of cItIes revIewed
by PADCO vanes from 164 lIters to 206 lIters per person per day WillIe these consumptIOn
figures Illustrate the vanatIOn found m metered consumptIOn, these figures should not be used to
establIsh consumptIon norms for non-metered bUIldmgs ConsumptIOn of water depends to the
great extent on a number of specIfic local factors, among willch most Important are, hydraulIc
pressure heads m pIpes, housmg stock age and m-house plumbmg state of repaIr, qualIty of cold
water, temperature and qualIty of domestIc hot water For each speCIfic bmldmg m a CIty
consumptIOn may vary from 50 lIters to 400 lIters per person per day

18



Overview

FIgure 7 Metered Average ConsumptIOn of Cold Water and DHW III Seven
RussIan CItIes

326 350

350 315

~ 300 DHW'til DHW
~ DHW N1A N1A.. 250't:: N1A:;.
c
0 200'S.
E
:I

150IIIc
0
0
III 100 180 180 191 206

:!:! 164 166 174a.
III
0 50....
Il.

0
Orenburg NlzhnyTagll Ryazan Pskov Pefrozavodsk Murmansk Tobolsk

8 bUildings 7 buildings 6 bUildings 128 bUildings 54 bUildings 68 bUIldings 151 bUildings

o ColdWater mDHW

Source Orenburg, NIzhny Tagl1, Pskov, Petrozavodsk, Murmansk, Tobolsk - PADCO projects m RUSSIa Ryazan­
World Bank Enterpnse Housmg Loan to RussIa Pre-retrofit Report

HIgh consumption rates are the result of bIllmg customers accordmg to consumptIOn norms rather
than actual consumption and, of course, subsIchzed pnces Very often these norms are much lower
than average consumption In all reVIewed CIties, except Murmansk, even If bUIldmgs are metered
and Vodokanal bills housmg mamtenance compames by metered consumptIon, mdIVIdual famIlIes
receIve bills based on normative consumption BIllIng by norms gIves no mcentIve for populatIOn
to save water and repaIr SanItary eqUIpment Thus, demand management, based on metered
consumptIon, IS a key to encouragmg conservatIOn
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The Rules for Water and Wastewater System Usage m RUSSia mclude an effectIve mechamsm for
Vodokanal to enforce customer meter mstallatIOn Accordmg to the Rules If customer does not
have workmg water meter, than the volume of water consumed per day (V) IS bIlled to the
customer on the followmg assumptIOn

1t D2

V=-- *1 5*86,400
4

where D - dIameter of the connectIon pIpe, meter
1 5 - velocIty of water flow In a pIpe, meters per second,
86 400- number of seconds per day

To Illustrate the Impact of the rules, a typIcal apartment block of mne floors mIght have 36
apartments and a total of 100 occupants On average, they may consume about 350 lIters of water
per capIta per day, or 35 CUbIC meters of water per day The servIce pIpe dIameter for thIs SIze
bUIldmg IS usually about 40 mm If Vodokanal applIes the rules, the bIlled amount of water
would be calculated as 163 CUbIC meters per day, or 4 7 times greater than actual consumptIOn
ObVIOusly the rules have very rarely been enforced because of local government pressure
Nevertheless, enforcement of the rules IS a tool that Vodokanals could use to encourage meter
usage

Only Murmansk Vodokanal bIlls population resldmg m apartment bUIldmgs accordmg to metered
consumptIon of water at a whole bUIldmg level The program Just recently started, but It gave an
Impetus to reSIdents to mstall apartment water meters Accordmg to the Vodokanal dIrector,
everyday the Vodokanal receIves about five or SIX orders from reSIdents to mstall water meters
m theIr apartments

2 2 5 OperatIon and Mamtenance

Preventive and regular mamtenance has suffered over the last few years due to msufficlency of
funds provIded by the current poor collectIon Most repaIr efforts are geared towards fixmg water
and sewer system breaks For example, m 1997 NIZhny Tagil Vodokanal spent on the capItal
reparr only 3 1 percent of the total annual expendItures, whIle emergency break repaIrs took 10 4
percent of the total expendItures

2251 ProductIOn Metermg and Unaccounted-for Water

Most Vodokanals meter theIr productIon as It IS shown m the Table 2 3 If productIon IS not
metered, Vodokanals estImate the volume of water produced based on the pump capacIty and
electncity consumptIOn
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Table 2 3
Vodokanal Production Metermg and Unaccounted-for Water

\.:ltIes Estimated KatlO Keported Annual Annual »IlIed unaccounted-lor
Metered to Non- ProductIOn * Volume Water

metered ProductIOn OOOM3 OOOM3 Percent

Cheboksary 100 % 74,111 57,892 219%

Murmansk 95 % 94,765 62,858 337%

Nlzhny Tagl1 56 % 66,085 44,413 328%

Petrozavodsk 50 % 45,061 36,406 192%

Sochl 100 % 104,096 83,220 201%

Tobolsk 0% 13,162 11,269 144%

Vladnmr 100% 63,683 46,589 268%

* Exc1udmg water used to flush filters at the water treatment plants

In some Instances, even If productIOn IS metered and Vodokanals are aware of actual fIgures,
officIally they may show lower numbers to mde the real unaccounted-for water 16 Under the old
SOVIet system, Vodokanals were pumshed by the authontles for mgh system losses encouragIng
them to falsify records In Pskov, only after PADCa consultants analyzed operators' logs at the
water rntake, dId the Vodokanal accept that unaccounted-for water was not reported 30 percent,
but 44 percent A slIDllar SItuatIOn was encountered rn NlZhny Tagll The PADCa team VISIted
the water source pumpIng statlon and noted that all pumps where workIng at the pumpIng statIOn
havrng dally capaCIty IS 130,000 CUbIC meters of water However, the Vodokanal reports dally
productIOn only about 80,000 - 90,000 CUbIC meters Vodokanal OffIcIalS later admItted that
offiCial productlon numbers were rntentlOna1ly reduced to show less unaccounted-for water Tills
water source was also metered Fortunately, three weeks after PADCa VISIt to NIzhny Tagl1 the
Vodokanal decIded to reveal the true rnformatlon to local admrnlStration and pubhc The correct
productIOn volume for 1997 was 66 1 mllhon CUbIC meters of water IDStead of earher offICial
figures of 548 millIon, wmch "rncreased" unaccounted-for water from 19 percent to 33 percent
A reahstlc approach and deSIre to lffiprove the SItuatIOn prevaIled over the fear to be
repnmanded

SlIDllarly, the Vladlffilf Vodokanal In ItS offICial 1996 report stated that 3 5 ml1hon out of total
63 7 mI1hon cubiC meters of water produced was used for flfefightmg needs 17 ThiS
consumptIOn IS about 5 5 percent of the total water pumped through the city networks, or IS

16 Unaccounted-for water IS the difference between the amount of water supplied from the waterworks and the total
amount of water accounted for (bl1led), which mcludes domestic and mdustnal consumptIOn as well as water used
for flushmg of mams, fire fightmg, etc

17 See Vladlffilr Vodokanal offiCial report (format No 2-tp vodkhoz) for 1996
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equal to constantly flowmg water day and mght dunng the whole 1996 from a pIpe WIth
dIameter 300 mIlhmeters 18 It IS hard to beheve that all thIS volume was used for ftrefightmg
Most probably part of thIS water IS not accounted-for

However, unaccounted-for water cannot be consIdered as all physIcal losses SubstantIal portIOns
of unaccounted-for water may be consumed by populatIon customers As prevIOusly dIscussed
water consumptIOn norms used for resIdentIal customers bIlhng may be lower than actual
consumptIon Unauthonzed connectIons to the Vodokanal network may also contnbute to
unaccounted-for water In Ntzhny TagIl, metered consumptIon by enterpnses contnbutes to these
losses

2 3 ConclusIOn LImItatIOns to Operational and FmancIaI Autonomy

Vodokanals face SIX mam mstItutIOnal hmitatIOns to therr operatIonal and fmancIaI autonomy

• tanff lImItatIons,
• low cash collectIOns,
• weak legal framework and enforcement,
• Vodokanal management onentatIOn toward engmeenng and technIcal Issues and less

toward fmanciaiissues,
• lack of demand management and unaccounted-for water reductIOn program, and
• undeveloped Housmg Allowance SUbSIdy Program

24 Goal - PrOVIsIOn of Self-sustamable Water and Wastewater ServIces

In order to provIde suffIcIent water and wastewater servIces withm a hmited penod of tIme
Vodokanals need to be fmancmlly sustamable enterpnses, 1 e , recover all therr costs To achIeve
thIs goal, full cost tanffs should be bIlled to the customers and collectIon levels should be
dramatIcally Improved Both are feasIble WIth strong Vodokanal management and support from
local admlll1strations

An mtegrated Vodokanal program for self-sustamabIhty should mclude

1 TarIff and Regulatory Reform

The tarIff approval process needs to be streamlmed If Vodokanals are to become fmancially self­
suffICIent, capable of repaymg capItal Improvement loans and mamta1ll1ng new and eXIstmg
physIcal plant and eqUIpment

18 AssumptIOn IS made that flow velOCity IS 1 5 meter per second
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2 Customer AffordabIhty and Social Safety ProtectIOn Program

Metenng consumption IS the centerpIece of water and demand management programs Domg so
makes possIble the transItion from norm-based bl1lmg to more accurate bIllmg based on actual
consumptIOn as well as encourages water conservatIOn through pncmg mechamsms

Increases m communal servIces pnces are mevitable and the Impact on many low-mcome
households wIll be substantial In order to ensure servIce for these customers, a SOCial protectIOn
program needs to be Implemented by the local authontIes

3 ProvIsIOn of Satisfactory and SuffiCIent SerVIces

WIthout satIsfactory water and wastewater servIces, Vodokanals w111 not be able to recover
conSIstent and regular payments from theIr customers ServIce quallty Improvements reqUIre
Vodokanal corporate reorgamzatIOn, Improvement of management and operation

4 Collection Enforcement Program

The lack of a collectIOn enforcement program, very often caused by the polltical pressure, further
detenorates Vodokanals financial stabIllty To Improve collection, Vodokanals should mtroduce
dIrect collectIOn from all customers, levy fmes for late payments, and shut-off servIces to non­
payers

Fmally, when employees' salanes are delayed for several months poor moral adversely mfluences
Vodokanal operatIOns Non-payment by enterpnses has affected not only Vodokanal but the
overall RUSSIan economy Improvement m the general econ01ll1C SItuatIOn m country should create
a favorable enVIronment for Vodokanals finanCial sustamabIllty
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II COLLECTION OF PAYMENTS
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FAVORABLE ECONOMIC ENVIRONMENT

See more detaIled recommendatIons m the attached ActIOn Plan
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Chapter 3 - Financial Review

3 1 Assessment of Present FmancIaI PosItIon

3 1 1 IntroductIon

DeclInIng macro-economIC condItIons In RUSSIa has affected all serVIce provIders In a number
of ways Water sales to enterpnses and operatmg SubSIdIes from the Government have
tradItionally fmanced the operatIOn of Vodokanals However, over the past few years, fIscal
constramts have prevented the Government (natIOnalloblast/local) from prOVIdIng large SubSIdIes
to keep the water and wastewater systems operatmg effICIently Although Vodokanals have
sharply mcreased tanffs to all categones of consumers, most enterpnses pay these charges m
non-cash methods and many budget orgamzatIons are m senous arrears

Cash resources available to vIrtually all serVIce prOVIders have declmed so dramatIcally that most
of the Vodokanals are unable to pay even salanes of staff on tIme At the same tIme, adequate
cash reserves are not avaIlable WIth Vodokanals to replace or rehabilItate the worn-out
mfrastructure systems Vodokanals have responded by reducmg mamtenance fundmg and
delaymg payments to supphers and other credItors Reduced mamtenance fundmg results In
reductIOn of the hfe span of mfrastructure systems, thus makIng the SItuatIon worse CapItal
Investment for rehabilItatIOn of assets to a meager extent IS funded by the Vodokanals from theIr
own source resources mostly by barter of matenals from customers and usage of Vodokanal
skIlled workers Some capItal grants are receIved from the Government for urgent capItal
Investments However, these capItal grants are much lower than the fundIng needs of the
Vodokanals

The pnmary Issues facmg the Vodokanals mc1ude

• Inadequate collectIOn of revenues,
• Declmmg cash collectIOns WIth a correspondmg mcrease In non-cash collectIons,
• Tanffs for enterpnses provldmg a large cross-subSIdy to populatIOn customers,
• All economIc and fmancml costs of provldmg servIces are not mc1uded m the eXlstmg

tanff,
• No fmanclal management mformatIon system m place to aSSIst the management deCISIOn

makmg,
• The Fmancml Results Statements prepared by Vodokanals reflect expenses adjusted for

collected revenues as the current profIt tax regulatIons allows the Vodokanal to calculate
taxable profIt on thIS adjusted baSIS The result IS that the management IS not proVIded
WIth an actual profltablhty statement,

• Inadequate short or medIUm term operatmg and capItal planmng

Many of the underlymg problems confrontmg Vodokanals are mstltutlOnal m nature The
separatIon of responsIbIlIties between capItal mvestment and servIce operatIOns allows dIfferent
mcentIves to eXIst for Vodokanal management, local admlmstratlOns' capItal constructIOn
departments and consumers ServIce proVIders have httle mcentIve or capacIty to mamtam
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assets MUillcipal constructIOn departments have httle mcentlve for bUIldmg hIgh quahty water
and wastewater assets wIth low operatIOn and mamtenance expenses Further, the rehance on
steep mdustnal charges and government SubsIdIes creates dismcentlves for many partIes
concerned to conserve water resources

3 1 2 Russian Vodokanals' Accountmg PolIcies

The fmancIaI statements of Vodokanals have a different focus and emphasIs when compared to
the fmancIaI statements of serVIce provIders of other countnes who follow the accountmg
pnnciples as set out under InternatIOnal Accountmg Standards (lAS) or Generally Accepted
Accountmg Pnnciples (GAAP) The pnmary dIfferences between the RUSSIan Accountmg
System (RAS) and lAS are gIven below

• The mam purpose of preparmg annual accounts under RAS IS for fllmg these accounts
wIth the Tax Drrectorate together wIth the mcome tax returns, whereas lAS accounts
focus more on showmg the actual profIt or loss for the year and pubhshmg these
accounts m the annual report,

• Under RAS, the treatment of certam expenses that would normally be treated as
operatIOnal expenses under GAAP are reqUIred to be paId out of profIt after the mcome
tax has been paId Some out-of-profit expenses mclude employee bonuses, fmes for late
payment of taxes and mterest on long-term loans,

• Accountmg treatment for doubtful debts IS treated dIfferently m RAS as opposed to
GAAP In GAAP, the management of the enterpnse deCIdes on the proVISIon for
doubtful debts or the bad debts to be wntten-off 19 However, m RAS, there IS
legIslatIOn that permIts bad debts to be wntten-off only when a customer account IS
mactlve for three years or m speCIfIC lfiStances where the customer IS bankrupt Bad
debts can be IdentIfied much earher than three years, partIcularly where customer
enterpnses have closed down or gone bankrupt or m the case of populatIon customers,
where the customers have left the CIty and therr where-about unknown

• NatIOnal accountmg regulatIOns permIt enterpnses to account eIther on a cash baSIS or
an accrual baSIS Most of the Vodokanals that PADeO VISIted accounted on a cash baSIS
up to 1995 and changed over to an accrual baSIS from 1996 onwards Annual accounts
that were prepared on a cash baSIS by the Vodokanals pnor to 1996, dId not show the
correct or even an mdicatlve fmancial performance The M1ll1stry of Fmance (MoF)

19 The Tax Authontles dISallows all provlSlons for doubtful debts However, speCIfic bad debts are allowed as
a deductIOn for mcome tax purposes prOVIded the enterpnse has documentary eVIdence that all pOSSIble courses of
actIon have been taken to collect the debt and that collectIon efforts have fatled
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Issued a recommendatIon that all enterprIses change over to an accrual baSIS from 1996
onwards GAAP accountmg standards requIre that accounts be kept on an accrual baSIS

• In RAS, the trIal balance (TB) does not mclude the revenue and expense balances as
these are mamtamed m sub-accounts for expense categorIes m SubSIdIary ledgers The
reason IS that m RAS, the revenue and expense accounts are transferred to a P&L
account (#80), thus, brmgmg the balances on these accounts to zero However m
GAAP, the TB lIsts all revenue and expenses account balances Thereafter, the revenue
and expense account balances are transferred to a detaIled P&L account by a Journal
entry The advantage m GAAP IS that It IS possible to prepare a set of accounts from
the TB Without havmg to collect figures from the general ledger

• In RAS, all expenses are charged to about five mam expense titles For example,
manufacturmg expenses are charged to a cost of sales account (#20) The disadvantage
of thIs IS that the cost control becomes weak because the costs under vanous categorIes
of expenses become merged mto one account In GAAP, 50 or more revenue and
expense accounts eXist m the tnal balance

• Fmanclal Results statements are prepared m RAS The mam lme Items III this statement
are total revenues, total expenses and profit In GAAP, the eqUIvalent statement IS the
Profit and Loss account (P&L) The P&L account shows about 10 or more categones
of expenses, thus, enablmg more effective budgetary and cost controls of expense lme
Items

• In manufacturIng enterprIses mcludmg service providers, the P&L account IS preceded
by a Manufacturmg Account and then a Tradmg Account followed by the P&L account
The manufacturIng account shows the cost of production and all the direct expense lme
Items whereas the tradmg account shows the cost of sales and gross profit The P&L
account shows the fixed as well as some of the vanable overheads, and the net profit
The detailed accounts m GAAP IS very mformatIve compared to the summary type of
fmanclal results under RAS

3 1 3 Tartff Overview

In response to the Federal Government's decisIon to move toward full cost recovery, Vodokanals
WIth the approval of local governments have begun to mcrease water and wastewater tanffs
Table 3 1 shows the water and wastewater tanffs for populatIon and enterpnses and the ratIO of
the enterpnse to populatIon tanffs ThIS ratIo ranges from 3 m Murmansk to 85 III Orel for
water serVIce and from 4 m Kansk and Murmansk to 40 III Orel for wastewater servIces The
average ratio IS 18 for water and 13 for wastewater

Two methods are employed to proVIde SubSIdIes to populatIOn customers In some CitIes lIke
Tobolsk and Nlzhny TagIl, the Vodokanal tanffs for population and enterpnses are the same
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PopulatIon customers are SubsIdIZed by the CIty admIlllstratIOns from theIr budgets, although the
SubsIdIZed amount IS not always receIved on tIme or ill full In other cItIes, the Vodokanal tanff
for populatIon IS much less than the tanff to enterpnses PopulatIon tanffs III these Illstances
are generally below the cost of serVIces whereas tanffs to enterpnses are well over the cost of
serVIces Under these cIrcumstances, there IS a cross-subSIdy from enterpnses to populatIOn
Although tanffs of all customer categones have Illcreased dunng the last few years, the
populatIOn tanff IS stIll below the cost of water and wastewater, where III some CItIes,
enterpnses provIde substantIal cross SubsIdIes to populatIOn customers

Table 3 1
Ratio of Enterprise Tariff to PopulatIOn TarIff

City Water Water RatIO of Wastewater Wastewater RatIO of
Tanff-1996 Tanff -1996 Enterpnse Tanff -1996 Tanff -1996 Enterpnse
PopulatIOn Enterpnses Tanff to Population EnterprISes Tanffto
(with VAT) (with VAT) to (with VAT) (with VAT) PopulatIOn

(RblM3) (RbJM3) Population (RbJM3) (RbJM3)

Cheboksary 400 3,600 9 400 3,360 8

Gagann 648 9,209 14 540 7,126 13

Kansk 592 2,659 4 517 2,087 4

Murmansk 936 2,880 3 444 1,728 4

Nalchik 183 900 5 183 900 5

NIzhny Tagl1 119 1,367 Note 1 49 383 Note 1

Orel 184 15,636 85 172 6,840 40

Pechora 580 2,900 Note 1 327 1,633 Note 1
Petrozavodsk 348 1,908 5 380 2,080 5
Pskov 576 3,389 6 389 1,976 5
Smolensk 154 4,744 31 130 3,077 24
SOChi 166 5,736 35 166 5,040 30

Tobolsk 1,104 3,108 Note 1 984 2,916 Note 1

Votkmsk 263 1,726 7 234 1,892 8

VladImIr 584 5,470 9 266 2,383 9

Average 456 4,349 18 345 2,895 13

Notes
1) In NIzhny TagIl Pechora and Tobolsk there IS one tarIff for populatlOn and enterprIses The CIty
AdmmistratlOn SUbSIdIzes the populatlOn and reImburses the Vodokanal from the CIty budget
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3 1 4 Inadequate Revenue and Cash CollectIOn

Table 3 2 Illustrates the average level of 1996 collectIOns (bIlled plus accounts receIvable) 21

Total collectIon levels below 60% prevaIl m Tobolsk (49%), Nalchik (53%), NIZhny Tagl1 (55%),
Petrozavodsk (55%), and Orel (56%), compared to 82% m Pechora, and 81 % m Cheboksary and
Vladnmr 22 The weIghted average total collectIOn rate IS 65 % In addItIOn to the low collectIOn
rates, non-cash collectIons make the sItuatIOn even worse Cash collectIOn IS as low as 3% of
bIlled m Pechora, 5% m NIzhny Tagl1, and, below 20% m Cheboksary, Kansk, Nalcillk,
Petrozavodsk, Pskov, Votkmsk and Tobolsk ComparatIvely, Socm has a modest 49 % The
weIghted average cash collectIOn IS 25 % Non-cash collectIOns have been steadIly mcreasmg over
the past three years, worsemng the lIqUIdIty posItIon of the Vodokanals

Table 32

CompositIOn of Total CollectIOns - 1996

City % Cash to Total % Barter to Total % Offset to Total % Collected to Total Revenue
Billed plus Account Billed plus Account Billed plus Account Total Billed plus (Without VA1)

Receivable Receivable Receivable Account Receivable MillIon Rubles
(1996) 119961 119961 (1996) (1996)

Cheboksary 18% 36% 27% 81% 79152

Gagarm 27% 37% 10% 74% 7484

Kansk 14% 8% 39% 61% 24992

Murmansk 35% 14% 19% 68% 112870

NalchIk 17% 28% 8% 53% 42040

NIZhny Tagl! 5% 25% 25% 55% 63897

Orel 23% 27% 6% 56% 64065

Pechora 3% 10% 69% 82% 30329

Petrozavodsk 12% 26% 17% 55% 65955

Pskov 13% 36% 15% 64% 48143

Smolensk 27% 12% 24% 63% 48569

SOChI 49% 2% 13% 64% 141 978

Votkmsk 18% 52% 3% 73% 14155

Tobolsk 11% 32% 6% 49% 51493

VladlIDIr 36% 1% 44% 81 % 78798

Well!hted Averal!:e 25% 19% 21% 65% 58261

Notes

1) % Offsets mcludes tax offsets and promIssory notes
2) The collectIons mcludes some accounts receIvable from 1995 that were receIved m 1996

3) WeIghted average percentages are denved by welghmg agamst total revenue m 1996

21 Some of the collectIons receIved m 1996 reflect payments from preVIOUS years' bIllmgs The record keepmg m
the Vodokanals are such that It IS not practIcable to evaluate 1996 collectIOns WIth 1996 bIlled revenue PADCO
chose to use collectIOns as a percentage of "bIlled plus startIng balance of the accounts receIvable" so that a
representatIve collectIon rate IS obtamed

22 Throughout thIS sectIon, total collectIOn or cash collectIon rates refer to total bIlled dUrIng the perIod plus the
startmg balance of accounts receIvable smce both must be collected If the Vodokanalls to be financially healthy
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3 1 5 Accounts ReceIvable

Poor collectIOns are a pnmary concern of Vodokanals The average of accounts receIvable IS five
months of bIllIngs (see Table 3 3) For a serVIce provIder, an average of about three months
could be consIdered acceptable

Table 33
1996 Accounts ReceIvable In Months of BIllmgs

Vodokanal Accounts ReceIvable as of December 31, 1996 ReceIvables m Months of
(WIth VAT) Billmgs

(In 000 Rubles)

Cheboksary 21,683,000 3

Gagarm 2,412,192 3

Kansk 12,595,674 5

Murmansk 48,082,811 5

Nalchlk 20,215,423 6

NlZhny Tagl1 41,461,849 8

Orel 40,831,897 7

Pechora 7,914,278 3

Petrozavodsk 41,387,876 7

Pskov 27,830,312 6

Smolensk 24,556,900 5

SOChi 64,001,973 5

Tobolsk 41,650,618 10

Votkmsk 3,295,512 4

VladImIr 20,212,485 3

Average 28,075,000 5

3 1 6 Negative Effects of Non-Cash Payments

A substantIal portIon of Vodokanal collectIOns are non-cash (barters, offsets and promIssory
notes) Although better than receIvmg no payment, non-cash payments have numerous drawbacks
adversely Impactmg the finanCial ViabIlIty of servIce proVIders The fmancIaI drawbacks of
bartermg are gIven below
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• The pncmg of bartered goods IS questIonable It may be above market prIce or sometImes
below the market prIce As barterIng for goods and serVIces generally Involves two or
more partIes who may value theIr goods and serVIces dIfferently arrIvmg at a faIr market
value may be dIfficult partIcularly If the servIce provIder has no experIence m handlmg
the bartered Items

• Bartermg WIth goods that are not used by the Vodokanal mvarIably WIll end up as a loss
because of addItIOnal hIdden transaction costs such as transportatIOn, storIng, or
marketmg of bartered goods In the case of perIshable goods, losses may result from
spOIlage of goods

• One of the mam dIsadvantages of barterIng IS the weakemng of the Vodokanal' s mternal
control system WhIle the cash control systems are mvarIable strong, mventorymg of
bartered goods IS generally much weaker smce the Vodokanal does not regularly store
such goods and often lacks mternal control systems to value the bartered goods
approprIately For example, barter agreements m VladImIr Vodokanal are ImtIated and
expedIted by a separate department outSIde the accountmg department Thus, the
transactions that do not pass through strong finanCIal control systems In VladImIr
Vodokanal, two multi-storey apartment bUIldmgs were bUIlt for staff members and
bUIldmg materIals were procured mamly by bartermg causmg serIOUS lIqUIdIty problems
for the utIlIty Further, the prIonty of bUIldmg multi-storey apartment blocks for staff m
comparIson to the urgently needed replacement and rehabIlItatIon of detenoratmg
mfrastructure systems, IS also questIOnable

Offsets are preferable to barter as long as they are done on a ruble to ruble baSIS Most
commonly, tax oblIgatIons are offset Although offsets agreements take long to negotIate, there
IS no loss as such on account of the depreCIatIOn of the ruble because they are offset WIth
correspondmg payables

PromISSOry notes, although not as preferable as cash, are acceptable as long as they are gmld­
edged SeCUrItIes lIke negotiable Treasury bIlls Issued by the Central Bank WIth short-term
matunty, and promISSOry notes from the CIty or oblast However, promISSOry notes from
populatIOn or enterprIses are merely SeCUrItIes and not settlements of account untIl they are
negotIated WIth a supplIer or credItor m settlement of Vodokanal payables PromISSOry notes
from CItIes or oblasts and Treasury bIlls are generally used to lIqUIdate tax payables However,
no secondary market eXiSts for CIty or oblast notes makmg them less negotIable than Treasunes

3 1 7 RapIdly Rlsmg Expenses

Total expenses conSIst of operatmg and non-operatmg expenses Non-operatmg expenses may
mclude Items lIke a proVIder's sauna or grocery shop Table 3 4 compares the Vodokanal
productIOn expenses plus depreCiatIOn for 1995 and 1996
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A partIal explanation for the robust Illcrease III productIon expenses and depreCiatIon III 1996
(average 79%) IS the sIgmficant mcrease m depreCIatIOn charge III 1996 because of the revaluatIOn
of fIxed assets as well as the Illcrease m electrICIty and labor/personnel costs Pechora
Vodokanal showed the lowest Illcrease of 25 %, whereas all other Vodokanals recorded Illcrease
m expenses m excess of 50% Several Vodokanals recorded mcreases m expenses exceedmg 80 %
mcludmg Smolensk 109%, NIZhny TagII 98%, SOChI 94%, VladImIr 90%, Petrozavodsk and
NalchIk 89%, and Tobolsk 81 % The depreCiatIOn of the ruble III 1996 also contrIbuted to the
mcrease m expenses In Cheboksary Vodokanal, the bIOlogIcal clearung of wastewater expenses
Increased by 90% from 13 bIllIon rubles III 1995 to 247 bIllIon rubles III 1996 BIologIcal
cleanmg of wastewater m Cheboksary IS done by a prIvate contractor who uses CIty owned assets
for thIS purpose

Table 34
f V d k at Pr d t E fi 1995 d 1996 (I 000 R bI )comparIson 0 o 0 an o uc Ion xpenses or an n U es

Vodokanal ProductIOn Expenses Plus ProductIOn Expenses Plus % Increase
DepreCIatIOn 1995 DepreCIatIOn 1996

Cheboksary 53,422,626 89,356,827 67%

Gagarm 6,098,796 9,187,173 51%

Kansk 17,811,571 27,989,912 57%

Murmansk 58,201,680 101,262,876 74%

Nalchik 30,222,070 57,265,467 89%

NlZhny TagI1 26,123,000 51,803,000 98%

Orel 38,729,588 65,246,398 68%

Pechora 12,298,262 15,351,813 25%

Petrozavodsk 28,562,865 53,928,279 89%

Pskov 36,907,225 59,392,168 61%

Smolensk 31,756,920 66,263,831 109%

SOChi 66,762,418 129,241,239 94%

Tobolsk 22,810,997 41,333,833 81%

Votkmsk 10,052,984 17,302,124 72%

VladImIr 39,523,122 75,015,841 90%

Avera2e 31,952,000 57,329,000 79%
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OverVIew

RUSSIan fmancIaI and accountmg regulatIOns specIfIcally defme the types and amounts of
expendItures permItted m the mcome statement of Vodokanals Durmg PADCO's reVIew of
Vodokanal accounts, expenses were restated accordmg to the pnncIples as set out m GAAP
For example, RAS requIres that certam employee benefIts and bonuses to be paId out-of-profit
PADCO restated Vodokanal expenses by reclassIfymg these out-of-profit expenses as productIOn
expenses addmg them mto the relevant production expense lme Items

Table 3 5 shows the composItIon of total Vodokanal expenses for 1996 The largest expense
category dIffer among the Vodokanals The largest expense categones are labor m Kansk,
Murmansk, Pechora, energy III NalchIk, Orel, Smolensk, SOChI and VladImIr, matenals and
chemIcals m NIZhny TagII and Tobolsk (matenals mclude water purchases), deprecIatIon m
Pskov, and Votkmsk, and, other expenses m Cheboksary and Petrozavodsk Other expenses m
Cheboksary mcludes bIOlogICal clearung of wastewater expenses amountmg to 24 7 bIllIon rubles
m 1996, WhICh IS the largest expense Item m thIS Vodokanal Other expenses m Petrozavodsk
mc1udes 7 6 bIllIon rubles as expenses paId from use-of-profit expense account #81

A glarmg observatIon from Table 3 5 IS that the repaIr costs consIstmg of mamtenance fundmg,
are one of the smallest expense categones, suggestmg that the cost of preventIve and routme
mamtenance were thoroughly under-funded
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Table 35
Vodokanal Restated Total expenses - 1996 (In 000 Rubles)

Vodokanal Labor Energy Mlltenals & , Repairs Taxes & Depreciation Profit Tax Other Total
\ Chemicals Mandatory Expenses

Payments

Cheboksary 5736377 17 155638 3301256 4 fJ75 664 2553320 22436 fJ73 186 190 37202 063 92 646 581

% 6% 19% 4% 4% 3% 24% 0% 40% 100%

Gagarm 1768932 1664 880 466883 29801 2053292 1 937016 1266 369 9 187 173

% 19% 18% 5% 0% 22% 21% - 14% 100%

Kansk 8252756 5260406 452014 1 933 311 6019631 3393309 2678485 27989912

% 29% 19% 2% 7% 22% 12% 10% 100%

Munnansk 40413015 14910700 6725741 588252 2800 000 22096152 329310 14086281 101 949 451

% 40% 15% 7% 1% 3% 22% 0% 14% 100%

Nalcluk 3 197 144 25441657 1 148302 6668200 1 369341 9795098 9645725 57265467

% 6% 44% 2% 12% 2% 17% 17% 100%

Ntzhny Tagil 7051000 8692 000 19288000 686000 1374000 6826000 2306 445 8540000 54763445

% 13% 16% 35% 1% 3% 12% 4% 16% 100%

Orel 7161442 25897480 840688 10322573 12847663 1083604 8 176552 66330002

% 11% 39% 1% 16% 19% 2% 12% 100%

Pechora 6761571 3 991 259 2032714 2313 725 3653664 3 741 fJ71 2099893 24593897

% 27% 16% 8% 9% 15% 15% 9% 100%

Petrozavodsk 10 606 952 6816400 1778270 4 fJ74 000 6242252 10 236 217 5521569 27684379 72 960 039

% 15% 9% 2% 6% 9% 14% 8% 38% 100%

Pskov 7242944 12472 322 10 444 577 2112226 6015606 19287 186 2338050 6 160694 66 fJ73 605

% 11% 19% 16% 3% 9% 29% 4% 9% 100%

Smolensk 9406 981 15275048 7992276 12566095 14763428 5568973 691 030 66263831

% 14% 23% 12% 19% 22% 8% 1% 100%

Socln 35212977 50898900 2261944 1 361 023 9867244 25385825 10 006 965 8338820 143333698

% 25% 36% 2% 1% 7% 18% 7% 6% 100%

Tobo1sk 6599487 2875021 19712958 4056772 1730424 5793054 675684 41443400

% 16% 7% 48% 10% 4% 14% - 2% 100%

Votkmsk 1632219 2747980 312 139 3700 470 4876323 4032993 17 302 124

% 9% 16% 2% 21% 28% - 23% 100%

Vladumr 12 190659 27494234 4591353 1 914711 8414243 14875766 1 361 033 9769868 80611 867

% 15% 34% 6% 2% 10% 18% 2% 12% 100%
w -

AYWlge Expenses 14,77Z,928 5,4;Z3,274 3,760,188 4,213,519 11,267,221 1,791,616 9,403,256 61,514,299

1~,882,2~ {

Average % . 18% Z4% 9% 6% 7% 18% 3% 15% 100%

Source IndlVldual Vodokanal reports Table of Operatmg Expense AnalySIS and the Profit and Loss accounts of 1996
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3172 Revaluation and DeprecIatIOn

OverVIew

Detal1ed lIsts of fIxed assets were computenzed m the accounts department of the Vodokanals
that use computers FIxed assets were revalued every year from 1995 to 1997 because of the
sIgmficant depreCiatIOn of the ruble over the past decade RevaluatIOn was based on the
gUIdelmes Issued by the Mimstry of Fmance (MoF) , except m NIZhny Tagl1 where the
revaluatIOn was done by a pnvate appraIser In the gUidelInes, MoF mdicated multiplIers to be
applIed on the ongmal cost of the asset The gUIdelmes also stated that fIxed assets that are
wntten off should also be revalued DIfferent multiplIers were provIded for (a) dIfferent years
of purchase of assets (b) dIfferent categones of assets (e g , land and bUIldmgs, and motor
vehIcles), and c) dIfferent types of assets of the same category (e g , heavy duty trucks and cars
under motor vehIcles) Samples of multiplIers for the years from 1995 to 1997 for some fIxed
assets are shown m Table 3 6

Table 3 6
Sample of MultiplIers Used for Revaluation of FIxed Assets - 1995 to 1997

(Assets Purchased Durmg 1981 and 1994)

IAsset Category I 1995 I 1996 I 1997 I Total 1995 to 1997 I
BUIldmgs (excludmg resIdential) 41 28 1 3 82

MachInery & eqUIpment - group 1 1 7 1 3 09 39

MachInery & eqUIpment - group 2 1 7 1 8 09 44

Machmery & eqUIpment - group 3 1 7 23 1 0 50

Motor vehIcles -group 8 1 7 1 8 09 44

Motor vehIcles -group 9 24 23 1 1 58

Motor vehIcles-group 10 32 32 12 76

Source Mlillstry of Fmance GUIdelmes for 1995, 1996 and 1996

The above baSIS of revaluatIOn Issued by the MoF has the followmg shortcommgs

• The range of the penod gIven IS too WIde (e g ,pnor to 1980, and, 1981 to 1994) A
WIde range would dIstort the revaluatIOn A multIplIer for each year would have gIven
more realIstic results

• The above table shows that the total multiplIer used for revaluatIOn from 1995 to 1997,
has a range from 4 to 8 An asset purchased In 1994 would have been revalued by 4 to
8 times which does not correspond WIth mflatIon
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• The Vodokanals revalued the purchase pnce of all fixed assets m 1995 usmg the MoF
multIplIer for 1995 revaluatIOns In 1996, the Vodokanals revalued the 1995-revalued
fIgures, by usmg the 1996 multIplIer (1 e , the revaluatIOn was compounded) ThIS
method was used m 1997 also The net result IS that the purchase pnce was revalued by
a factor m excess of the total multIplIer shown m the above table For example, the cost
pnce of a bUIldmg purchased between 1981 to 1994, would have been revalued by a factor
of 14 9 and not 8 2 as shown on the above table ThIS procedure makes the revaluatIOn
more exceSSIve than what would have envIsaged by the MoF resultmg m an overstatement
of asset value and correspondmg depreCIatIOn

A more accurate value of fixed assets could be obtamed by conductmg an on SIte physIcal
valuatIOn by a profeSSIOnal valuatIon expert However, the cost of such an exerCIse IS substantIal

Cheboksary Vodokanal revalued theIr fixed assets accordmg to MoF gUIdelmes m 1995 and 1996
In 1997, they hired a firm of appraIsers to carry out a revaluatIon of fixed assets The appraIsers
also revalued the fixed assets usmg a multIplIer baSIS and no phySIcal surveys were done The
multIplIer used by the appraisers were lower than the MoF multIplIers The revalued fixed assets
figure m 1997 was 187 bIllIon rubles lower than the 1996-revalued figure of fixed assets (based
on MoF gUIdelInes) The Vodokanal adjusted the value of fixed assets to the lower amount m
1997, which WIll result m a lower depreCiatIOn charge from 1997 onwards

3173 Taxes

Vodokanals are lIable to taxatIon under RUSSIan law lIke any other enterprIse The taxes mclude
value added tax (VAT), present rate 20 % of bIlled amounts for water and wastewater, 35 %
mcome tax on taxable profits of the Vodokanals, and, locally establIshed road tax In addItIon,
the Vodokanals are lIable to certam leVIes on employee salarIes m the form of payment to funds
They mclude 28 % of employee salarIes to the PenSIOn Fund, 5 4 % of employee salanes to socIal
InSurance and lesser percentages for the medIcal, transport, educatIOn and unemployment funds
The total of all payments to funds mcludmg the penSIOn fund amounts to 40 5 % of employee
salanes The Vodokanals are lIable for heavy penaltIes for delay m payments of taxes and
payment to funds Heavy penaltIes are also leVIed for non-filmg as well as delay m filmg
quarterly reports WIth funds For example, Cheboksary Vodokanal paId 574 mIllIon rubles m
1996 for late payment of taxes PenaltIes for late payments are generally charged to use-of-profit
account #81

Profit tax IS
Government
governments
Government

payable to all three levels of Governments, VIZ, Federal, Oblast and Local
The percentage for Federal government IS 13 % whIle the oblast and local

share the balance 22% The VAT payable at 20% IS payable to the Federal

Vodokanals negotIate WIth Oblast and Local Governments for the offset of profit and other taxes
On a case by case baSIS, the Vodokanals negotIate WIth the Federal Government to offset theIr
portIon of profit tax and VAT The Vodokanals' payments to funds have to be made by bank WIre
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transfers as they do not entertam offsets Delays m payments to funds are caused because of the
madequate cash resources m Vodokanal accounts

3174 Accounts Payable

The restated supplIers accounts payable are compared wIth productIOn accounts receIvable m
Table 3 7

Table 37
SupplIers' Accounts Payable as a Percentage of Accounts ReceIvable - 1996

(FIgures III 000 Rubles)

Vodokanal Accounts ReceIvable Supphers' Accounts Payable as a % of
Payable ReceIvable

Cheboksary 21,683,189 5,132,083 24%

Gagann 2,412,192 284,344 12%

Kansk 12,595,674 2,571,101 20%

Murmansk 40,096,009 4,130,308 10%

Nalchik 20,215,423 48,096,142 238%

NIZhny TagI1 41,698,408 15,240,571 37%

Orel 40,831,897 40,122,019 98%

Pechora 7,881,729 1,182,525 15%

Petrozavodsk 36,398,248 5,749,979 16%

Pskov 27,830,312 8,196,434 29%

Smolensk 24,556,900 17,974,003 73%

SOChi 64,001,973 24,234,580 38%

Tobolsk 40,694,267 1,358,379 4%

Votkmsk 3,867,201 500,700 13%

VladImIr 20,419,542 21,480,298 105%

Average 27,01l,400 13,083,500 48%

SupplIers' accounts payable IS below 40% III 11 Vodokanals In Tobolsk and Murmansk
Vodokanals, the percentages are as low as 4 % and 10% respectively, whIch IS qUIte satisfactory
However, III NalchIk (238%) and VladImIr (105%), the accounts payable IS more than the
accounts receIvable The unsatisfactory percentage m Nalcruk IS because they Illcurred heavy
losses m 1996 due the 123 % mcrease III energy costs, thus mcurnng a 15 bIllIon rubles net loss,
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whereas m Vladnmr the reason IS due to the large constructiOn work that had been carned out,
mcludmg the constructiOn of two multi-stoned apartment bUlldmgs for staff

3175 ProfItabIlIty Versus Near-GAAP-ProfIt

In accordance WIth current RussIan legIslatIon, the accounts department of the Vodokanals,
produces a Balance Statement and a FmancIaI Results statement as of December 31, each year
together WIth the supportmg schedules Russian legIslation also reqUlres that large enterpnses
(mcludmg Vodokanals) prepare quarterly fmancIaI statements Accordmg to tax legIslatIOn, the
Vodokanals have the optIon to prepare theIr fmanclal results statement by showmg the revenues
receIved durmg the year and adJustmg the expenses to represent the cost of those revenues The
Balance Statement and the fmancIaI results statement are prepared by the Vodokanals mamly for
flhng WIth the Tax DIrectorate Under the above system, the followmg shortcommgs were
noted

• The standard formats on WhICh the Vodokanals are requIred to prepare theIr annual
accounts (1 e , Balance Statement and the fmancIaI results statement) are so complIcated
that only the accountants understand the contents Thus, management IS not furmshed
WIth adequate management mformatlon for them to read and understand even the
fmanclal performance of the Vodokanal,

• When Vodokanals prepared theIr fmancIaI results statement on an adjusted-expense baSIS,
the actual fmancIaI performance of the Vodokanal measured m terms of net profIt or
loss, are not shown m any document In GAAP accountmg, all enterpnses prepare an
annual report and accounts document ThIS document contams the audIted annual
accounts WhICh are summarIZed for publIcatIon In addItIon, the enterpnse WIll have a
detailed set of annual accounts for management purposes In RAS, the annual report and
accounts document IS not publIshed Where the Vodokanal prepared theIr fmanclal results
statement on an adjusted accounts baSIS, PADeO encountered some dIfficulty m relatmg
the general ledger balances to the fmancIaI results statement

The out-of-profit account #81, IS used to charge expenses mcludmg employee bonuses, employee
recreatIOnal expenses and mterest on long term debts Under GAAP accountmg, these expenses
are charged to the Profit and Loss account In RUSSIan accountIng, as the name ImplIes, use-of­
profit account IS perceIved as an account to be used and cleared When this happens, funds are
not ploughed back m to the busmess In GAAP accountmg, the net profIt IS appropnated for
speCIfic purposes lIke payment of dIVIdends to shareholders and transfers to reserve accounts lIke
general reserves The balance m the profIt and loss appropnatIon account IS transferred to the
profIt and loss account balance brought forward from preVIOUS years, whIch IS a revenue
reserve account that could be used for vanous purposes The tendency m GAAP IS to transfer
the net profIt to reserve accounts and collect the cash reserves

Table 3 8 compares the net profIt as a percent of total expenses (mcludmg use-of-proflt
expenses), WIth that of the allowable profit percentage mcluded m the Vodokanal tanff
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Allowable profIt IS the profIt margIn that Vodokanals are permItted by cItIes to add onto
expenses In the tanffs that they charge theIr customers (See SectIon 2 1 5)

Table 38
Actual Near GAAP ProfIt as a % of Expenses versus Vodokanal Allowable ProfIt added

to the TarIff - 1996 (In 000 Rubles)

Vodokanal Total Near GAAP Near GAAP Allowable Profit III

Expenses Profit-1996 Profit as % of Tanff
Expenses

Cheboksary 92,646,581 (10,966,926) (12%) 25%

Gagann 9,187,173 (1,702,961) (18%) 20%

Kansk 27,989,912 (2,997,853) (11 %) 30%

Murmansk 101,949,45 10,921,453 11% 15%
1

NalchIk 57,265,467 (15,225,536) (27%) 15%

NIZhny TagII 54,763,445 9,133,995 17% 15%

Orel 66,330,002 (2,264,650) (3%) 15%

Pechora 24,593,897 5,740,303 23% 9%

Petrozavodsk 72,960,554 (7,005,469) (10%) 25%

Pskov 66,073,605 (19,416,894) (29%) 10%

Smolensk 66,263,831 (17,695,057) (27%) 15%

SOChI 143,333,69 (1,355,878) (l %) 25%
8

Tobolsk 41,443,400 10,050,065 24% 25%

Votkmsk 17,302,124 (3,146,834) (18%) 15%

VladImIr 80,611,867 2,527,633 3% 15%

Average 61,514,299 (2,893,600) (5%) 18%

As shown III the table, ten Vodokanals show near-GAAP losses although theIr tanffs were
computed WIth an allowable profit component Murmansk and VladImIr Vodokanals show near­
GAAP profits that are below the allowable profit percentage Near-GAAP profIt percentage and
allowable profit m Tobolsk IS nearly equal NIZhny Tagil and Pechora made hIgher near-GAAP
profIt percentages than theIr allowable profIts The near-GAAP profIt m Pechora IS hIgh
because they receIved two tanff Increases In 1996, an mcrease of 185% for water and 131 %
for wastewater In addItIon, Pechora Vodokanal buls the Mumcipal Urntary Enterpnse at the full
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cost tarIff for populatlOn customers and the CIty AdmmistratlOn SUbSIdIzes the populatlOn None
of the Vodokanals have wntten off bad debts If bad debts had been wntten off, then the near­
GAAP profIt would have been lower than the amounts shown above

Some of the reasons attnbutable to the near-GAAP losses III spIte of havmg modest allowable
profIts m the tanff structure, are gIven below

• Tanffs are not adjusted for mflatlOn,
• Out-of-profit expenses are not allowed to be mduded m the tanff structure,
• Some Vodokanals pay heavy penaltIes for delay and non-payment of taxes because they

do not have adequate cash resources to settle the taxes due on t1ll1e For example, Pskov
Vodokanal had a charge of 3 5 bl1hon rubles m 1996 as fmes

3 1 8 DepreCIatIOn, Development Fund and Debt Service

DepreCiatIon expense as It apphes to an enterpnse's fIxed assets receIves apprOXImately the same
accountmg treatment m GAAP as m the RAS and IS charged to the ProfIt and Loss account to
match the wear and tear of assets used by the Vodokanal The deprecatlOn rates used under
RAS were ISSUed as gUIdelmes by the MoF These rates are comparable wIth rates used under
GAAP accountmg DepreCiation IS charged as an expense to set aSIde cash resources that WIll
be needed for replacement of assets once they are worn out However, chargmg depreCiatIOn
as an expense will not automatically set aSIde cash resources Therefore, cash reserves need to
be mamtamed m a deposIt account (to the eqUIvalent value of depreCIatlOn), so that the mterest
earned WIll counter the mflatlon factor to some extent The cost of replacement or
rehabilItation fixed assets can then be funded from the fIxed deposIt account In practice, settIng
aSIde cash m a fIXed deposIt account to the eqUIvalent of depreCiatIon charge does not happen
The low collection rates expenenced by most Vodokanals mean that all receIpts are used for
payment of llll1TI.edIate expenses and no reserves are generated To mvest the eqUIvalent of
depreciatIOn to replace the worn out assets, the Vodokanals fIrstly, have to mcrease theIr present
low cash collecnons and break-even on operations Once thIs begIns to happen, they WIll begm
to generate enough mternal resources to fund depreCiatIon expenses

3181 Development Fund

The net profIt IS transferred from account #80 to the use-of-profIt account #81 The RAS allows
the Vodokanals to transfer any surpluses m the use-of-profit account to the development fund
account, which IS a reserve account Transferrmg the surpluses to a development fund account
WIll not solve the problem dIscussed In the prevIOUS sectIon It IS necessary to set aSIde cash
reserves and commence replacement and rehabIlItatIOn of assets On the other hand, the
Vodokanal mfrastructure needs urgent rehabIlItations As the cost of such rehabIlItatIons are
very hIgh, they may need to be fmanced through long term loans from a lendmg InstItutIOn
Under these CIrcumstances, the cash resources could be set aSIde Via the development fund
account to repay the loan Installments Under RAS, mterest on long term loans must be paid
out-of-profIts
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RUSSIan legIslatIon does however provIde a capItal Improvement tax credIt In order to encourage
capItal Investment If a Vodokanal can certIfy that It has paId up to 50% of the value of the
taxable profIt for capItal loans related Interest payments, It may deduct thIS amount from Its
taxable profIt ThIS allows more funds to be avaIlable for debt serVIce

3 2 LimitatIon to Vodokanal FmancIaI Autonomy

ThIS sectIOn descnbes observed fmancIaI and accountmg practices WhICh currently hmit the
borrowmg capacIty of Vodokanals A bnef descnptiOn of the mam lImItatIons IS presented here
WIth further elaboratIOn m the ActIon Plan

321 Local MUlllclpalIty/Vodokanal DecIsion makmg and DecentralIzatIOn Problems

Plannmg Many local governments and Vodokanals do not appear to have authonty to make
major declSlons regardmg large capItal Investments WIthOUt the concurrence of the Oblast and
even the Federal governments On the other hand, the Vodokanals have the authonty to carry
out normal operatIOns The Vodokanals work closely wIth the local governments and m most
cases, they appear to work well together Together, Vodokanals and local governments
collectIvely plan and decIde on many aspects of operations and routme repaIrs A lack of access
to long-term credIt for larger expendItures thwarts most medIUm and longer term plannmg

The defIcIencIes m the plannmg functIOn of Vodokanals are

• Vodokanals do not have corporate plans A corporate plan settmg out, the mISSIOn
statement, short and medIUm term goals and obJectives, strategIes to achIeve the goals
and obJectives, supported by a cash flow forecast and an actIOn plan would be useful for
Improved performance of the Vodokanal

• Although a budget IS prepared by the Vodokanal economIst, It IS poor at Its best Often
the budget IS only a one page document that has not been even typed m some mstances
A well prepared and an achIevable budget that can measure the actual performance,
analyze vanances and take corrective actIon would help management to prOVIde better
serVIces to theIr clIents It would also prOVIde the basIS for plannIng longer term
mvestments Preparation and budgetary control IS up to the Vodokanals Upper levels
of government do not mterfere or lImIt the Vodokanal's abIlIty to perform thIS functIOn

• CapItal expendIture plans are Important m enterpnses lIke Vodokanals who have large
mvestments m fIxed assets and more so because the Infrastructure systems need urgent
replacement and rehabIlItatIons Although the capItal expendIture reqUIrements can be
lIsted out by the Vodokanals, fmdmg sources of fundmg IS dIffICult Own source
revenues will be hardly adequate to meet the present needs, more so, because of the poor
cash collectIOns Vodokanals WIll need support from all three levels of governments to
obtam capItal grants as well as obtam government guarantees to obtam foreIgn loans
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Although some form of capItal expendIture plans was avaIlable wIth Vodokanals, no
sources of fmancmg were IdentIfIed Thus, achlevmg these plans IS doubtful

• Hardly any management mformatIOn (MI) or a system are m place to provIde MI,
although the data IS avaIlable m dIfferent departments m an unorgamzed manner Some
Vodokanals have computenzed theIr operatIOns to some extent such as Cheboksary that
has a computer department However, an effectIve MIS IS not m place as yet The key
to the plannmg functIon IS the MI component that shows the actual results and
performance wIth WhICh the plans could be based upon

The concept of evaluatIon IS alIen to current mstItutIOnal processes and probably WIll be
perceIved as a threat The evaluatIOn and reVIew processes must be broad based, partIcIpatory
and mcorporated mto the planmng process and serVIce agreement negotiations

3 2 2 Internal Vodokanal Management

• Cash versus accrual revenues UntIl the end of 1995, most utIlIties used cash receIpts
as a basIS for settmg and adjustmg water and wastewater rates However, MoF Issued
gUldelmes recommendrng that from 1996 and thereafter enterpnses, rnc1udmg
Vodokanals, should account 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 on a cash baSIS accountrng

• Vodokanals do not use cash flow proJectlOns as a tool zn management Managrng cash
IS one of the prIme concerns of an enterprIse The Vodokanals do not prepare realIstIC
cash flow projectIons that show all cash Inflows, cash outflows and the requIrements for
bndgmg fmances and other Issues well m advance Cash flow forecasts should show
capItal expendItures as outflows and sources of fundmg as InflOWS These Items need to
be carefully momtored because the capItal expendItures are qUIte hIgh The cash flow
forecasts need to be updated on a monthly baSIS replacmg the actual results WIth forecasts
(rollmg cash flow forecasts) Cash flow projectIOns are tools rn effectIve cash
management that are currently not berng used by Vodokanal management

• Bad debt lS not recogmzed as an expense or reserve set-aslde As the Vodokanals
account on an accrual baSIS from 1996 onwards, wrItmg off of bad debts or making a
prOVISIOn for doubtful debts IS appropnate to show a realIstIc net profIt An agIng
analySIS of accounts receIvable IS the fIrst step In the analySIS of the bad debts Debts
over one year need to be further analyzed to see the probable chances of recovery Bad
debts are those where the debtor has closed down the bUSIness or gone bankrupt In the
case of population, If they have left the CIty and theIr whereabouts unknown, then the
chances of recovery are poor Another mdicatIOn IS the debtors response to the follow­
up procedure of the bIllIng and collection department of the Vodokanal The bad debts
that can be lIsted by name and amount WIth certamty that they WIll not be recovered are
called speCIfIC bad debts In countnes outSIde the NIS, speCIfIC bad debts are allowed
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as an expense for mcome tax purposes Some enterpnses outsIde NIS countnes, make
a general provISIOn for doubtful debts m the profIt and loss account (say 5% of total
revenues), every year, and charge the speCIfIc bad debts agamst thIS provISIon

• No costzng systems FmancIaI accountmg systems under RAS m most Vodokanals are
satIsfactory, however, there are no costmg systems m place Generally, the Vodokanals
do not have cost accountants (except m VladImIr Vodokanal) A sUItable costmg system,
Identlfymg costs versus quantItIes and IdentIfIes vanances of budgeted and actual
performances, IS the startmg pomt for developmg an effectIve costmg system In cost
accountmg systems, cost centers are establIshed, e g , water productIOn, dlstnbutIon,
wastewater treatment, etc , to determme productIon costs of each major aspect of
operatIon From these cost centers, cost accountmg data WIll emerge permlttmg
Vodokanals to measure urnt costs and determme the effectIveness of servIce The
fmancIaI mformatlon IS avaIlable to obtam the necessary cost fIgures for cost center
analySIS QuantItIes of water productIOn and bIlled as well as wastewater billed are
avaIlable WIth the bIllIng or the engmeenng departments The cost mformatIOn should
flow to the tanff computatIOns VIa the economIst The next step m settmg up cost
accountmg systems IS to take eXIstmg cost data and reclaSSIfy It accordmg to cost centers
UltImately, the cost accountmg system mIght be mtegrated wIth fmanclal accountmg
systems when both are fully operatIonal

• Inadequate management znformatwn (MIS) A costmg system forms the mput data to
an effectIve MIS MI needs to be served at two levels, one at department levels showmg
detaIls, and the other at top management level concerrnng the actIVItIes of the entIre
Vodokanal MI gIves the source data for the planmng functIOn whIch lead to the decIsIOn
makmg process

• Inadequate collectIOns and lack of cash resources Vodokanals have to mcrease therr
total collectIons and more Importantly, cash collectIons The cash balances are way below
the reqUIrements PopulatIon customers settle theIr dues m cash, therefore, the
mtermedlanes should settle theIr accounts WIth the Vodokanals m cash after deductmg
servIce charges An alternatIve IS to collect cash from populatIon customers dIrect by
the Vodokanals The enterpnses should be requrred to settle therr dues m cash mstead
of barter Customers InSlstmg on settlmg dues by barter should be charged a surcharge
representmg the addItIonal costs of executmg such transactIOns Where pOSSIble, cash
should be collected from budget orgaruzatIOns Barter and offsets should be treated as last
optIOns and not as a method of settlement Vodokanals WIll have to enforce collectIons
by usmg dIsconnectIon of serVIces as the fmal option

3 2 3 Full Cost Recovery - TarIffs

TarIffs should reflect the full cost of water and wastewater servIces Full cost pncmg however,
cannot be achIeved unless bad-debt expenses, cost of bIllmg and collectIOn, and the cost(s) of
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depreCiatIOn or debt serVIce whIch-ever IS hIgher IS taken mto account LImItatIOns to full cost
Iecovery through user charges mclude

• Interest from capItal related Improvement loans cannot be dIrectly mcluded mto the
tanff structure Many Vodokanals take short term loans to pay salanes and other
operatmg related expenses as a result of theIr poor cash collectIOns In accordance wIth
current RUSSIan legIslatIOn, the mterest WhICh Vodokanals pay for short-term loans IS
currently mcluded as an expense m the tanff structure However, mterest on long-term
capItal mvestment must be paId "out-of-profit"

• Bad debt expense cannot be dIrectly mcluded mto the tanff structure and currently could
lImIt debt capacIty Vodokanals are now permItted to deduct from taxable mcome, for
profIt tax purposes, losses from wntmg off bad debts older than three years and other
debts WhICh cannot be recovered, e g , bankrupt customer Federal legIslatIon needs to
be changed m order to allow for all specIfic bad debts to be treated as an expense,
IrrespectIve of the penod of debt, thus, mcluded dIrectly m the tanff structure

• Tanffs not automatlcally adjustedfor mflatwn Currently, no escalatIOns due to mflatIOn
eXIst to accommodate mcreases m the cost of productIon mputs due to mflatIon
Vodokanals should be allowed to mcrease tanffs for all groups of consumers at least by
the mflatIOn factor and trends
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Chapter 4 - Debt ServIce capacIty and Action Plan

4 1 Background and IntroductIOn

Dunng the SOvIet Druon urnes, there was no need to borrow money for capItal mvestment because
the local governments financed mfrastructure development from mUnIcIpal or oblast resources
New eqUIpment and the modernIzatIOn of Vodokanal facIlItIes are sull financed out of the
mumclpal budget to some extent To date, Vodokanals have not obtamed long term loans,
although some Vodokanals lIke Murmansk, have obtamed short term credIts from commercIal
banks at hIgh mterest rates

As the funds avaIlable from own source revenues and muruclpal budgets are way below the
needed mfrastructure rehabIlItatIOns, the Vodokanals are mterested m obtammg long term loans
at low mterest rates and long repayment penods The Vodokanals hope that the current leglslauon
WIll be changed and allow them to take mterest on long term loans as an expense under tanff
computatIOns as well as for under profit tax computatIOns The current stIpulatIOn that long term
mterest must be funded out-of-profit lImIts the abIlIty of the Vodokanal to pay mterest on long
term loans when there IS a loss or the profit IS madequate to meet thIs expense

4 2 Revenue ReqUIrements and TarIff Levels

In determInIng the future Vodokanal debt and tanff levels, PADeO consIdered the Vodokanals'
estImated future revenue reqUIrements ThIs sectIOn descnbes operatIOnal and financIal
prOjectIOns over a seven-year penod The assumptIOns underlymg the fmanclal projectIons are
detaIled below ObVIously, Vodokanals WIth a smaller turnover were reVIewed m lIght of a
smaller debt carrymg capacIty

4 2 1 Prmcipies

The financIal projectIons are based on the followmg broad pnnclples

• The Vodokanals receIve no subSIdIes or transfer payments from the government and funds
ItS operatIonal and debt servIce expenses out of revenues collected from end-users,

• Revenues should m aggregate be suffiCIent to meet all mcurred expenses and to ensure the
Vodokanals' financIal vIabIlIty Therefore, the revenues should be suffiCIent to cover all
operat1ng expenses and debt servIce costs In addIuon, Vodokanal finances should provIde
for contmgencles, such as bad debts or emergency repaIrS

4 2 2 AssumptIons

The followmg financIal assumptIOns were made m developmg the tanff prOjectIOns for
Vodokanals
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• InflatIOn rate/exchange rate A domestIC rate of mflatIon of 15% was assumed
throughout the forecast penod ThIS IS based on the current country economIC statistICS
and the EU / IMF / OEeD mflatIon projectIOns for 1997 The US dollar medIUm term
mflation rate IS forecast at 3% per annum Purchasmg power panty exchange rate models
assert that exchange rates adjust to dIfferences m relative pnces From a modelmg
standpomt, tills ImplIes that the Ruble WIll devalue agamst the dollar by at least 12% per
annum on a compounded baSIS,

• Loan amortIzatIOn and mterest rates payable Under SUbSIdiary loan agreements
between the MllllStry of Fmance and Vodokanals, loans WIll be repaId over 15 years WIth
an lllltIaI grace penod of 5 years The mterest rate of thIS loan IS assumed to be equal to
72%,

• Personnel costs Wages WIll grow at an annual rate of 15 % - the same as the rate of
mflatIOn No reductIOn m the Vodokanal staff reqUirements IS projected All out-of-profit
employee bonuses are mcluded as production expenses,

• DepreCiation The tanff mcludes the full depreCiatIOn of all fixed assets used by the
Vodokanal, mcludmg leased assets, and assets purchased and other sources (1 e , 10%
Vodokanal matchIng) ThIs assumes that such assets have been placed on the Vodokanal's
balance sheet, 1 e , If a construction penod IS reqUired, the assets WIll be placed only upon
constructIOn completIOn As allowed by current RUSSIan FederatIOn legIslatIOn,
depreCIatIOn shall also reflect the associated VAT on capItal purchases,23

• CapItal repaIr expenses The Vodokanal real expenses on capItal repaIrs WIll be
mamtamed at theIr current share of total expenditures through the year 2003, mcreasmg
15% per annum for mflatIon,

• Matenals/electncIty, depreciatIon and supportIng servIces The real costs of electrICIty
and matenals WIll stay about the same throughout the seven-year penod However, WIth
a system-wIde loss reductIOn program m place these expenditures could be reduced over
the forecast penod,

• Bad debts Under current RUSSIan accountmg rules, uncollectIble accounts receIvable can
only be wntten off after three years, unless the debtor has been declared bankrupt In
practice, the Vodokanals do not wnte-off any debt, unless the debtor IS bankrupt
Currently, the value of uncollectIble debt that IS over three years old IS neglIgIble m value
due to the recent hIgh mflatIon However, mflatIOn has been stabilIzmg We have
assumed a 5 % bad debt prOVISIon Under current RUSSIan legIslatIOn, bad debts can only
be deducted from pre-tax mcome and cannot be treated as a tanff related expense, thus,
bad debt provlSlons also cap affordable loan amounts,

23 SectlOn 52 of the RUSSIan FederatIOn State Tax ServIce' InstructIon No 59" dated October 11, 1995
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• Water/wastewater production The overall productIon of water/wastewater IS assumed
to drop sIgmficantly m the first and second years of the loan as a result of aggressIve
demand management, loss reduction programs mcludmg meterIng at the whole bUIldmg
level In 1998, consumptIOn and production are assumed to drop 10%, m 1999, It IS
assumed to drop 20% and then begm a gradual mcrease of 2% per year after that due to
general Improvement m economIC condItions resultmg m mcreased demand,

• Loan repayment Prmcipal payments are shown as a deprecIatIOn expense Interest IS
shown as a resIdual, commg out-of-profit As allowed by current RussIan legIslatIon, the
tarIff projections also mclude an mvestment tax credIt equal to, up to 50% of a
Vodokanal's taxable profit lIabIlIty that are shown paymg for all, or part, of the long term
mterest associated WIth capItal mvestment 24 Under thIs tax prIVIlege, up to 50% of a
Vodokanal's taxable profit lIabIlIty can be used for capItal mvestment Any mterest
greater than the 50% lImIt, IS shown commg out of net-profit,

• Profitability The tanff projectIons mcorporate the profitabIlIty rate currently allowed for
each Vodokanal ThIS ranges from 15% (NIZhny TagII) to 25% (Cheboksary,
Petrozavodsk, SochI and Tobolsk),

• TarIff projectIon The tarIff projectIons mclude a collectIOn rate approachIng 95 % WIth
a 5% level of bad debt WrIte-offs throughout the forecast perIod and cash collectIOn of at
least 50%

Table 4 1 Illustrates estImated loan capabIlIty and forecast future tarIff WIth that respectIve level
of debt It also Illustrates that by mcorporatmg the mdicated debt mto the Vodokanal tanff
structure, the combmed (water/wastewater) tarIff WIll nse by a mllllffium of 255 % m Murmansk
and a maxImum of 332% m Tobolsk over the seven year perIod The mflatIOn rate alone at 15 %
per annum WIll compound to 166% dunng the seven-year perIod The two new components
added to the tarIff structure were debt servIce and bad debts

The projected nse m the combmed average tanff would translate mto tanff mcreases for all
customer groups Smce the abIhty of enterprIses and commercIal orgamzations to cross SubSIdIze
reSIdentIal consumers IS already constramed by relatIvely hIgh tanff levels, the most drastic
mcrease would have to be borne by reSIdential consumers

24 ArtIcle 6 of the RUSSian FederatIon Law 'On Enterpnse and Organization Profit Tax", No 2116-1, dated
December 27, 1991
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Table 41
RUSSIan Vodokanal Debt CapacIty

CIty Recommended Adjusted 1996 EstImated 2003 % Changem
Loan (US$) Combmed Average Combmed Tariff

Tariff wIth VAT Average Tariff 1996-2003
(Rubles/M3) with VAT

(Rubles/M3)

Cheboksary 15,000,000 1,147 4,230 269%

Gagann 2,000,000 2,470 9,424 282%

Kansk 14,000,000 1,891 8,192 333%

Murmansk 10,000,000 1,271 4,510 255%

Nalchlk 7,500,000 1,133 4,105 262%

NIZhny Tagl1 20,000,000 705 2,888 310%

Orel 13,000,000 1,221 4,580 275%

Pechora 1,500,000 2,140 7,454 248%

Petrozavodsk 20,000,000 1,534 5,927 286%

Pskov 6,000,000 1,511 5,335 253%

Smolensk 13,000,000 1,401 5,251 275%

SOChl 20,000,000 1,297 4,753 266%

Tobolsk 20,000,000 2,798 12,083 332%

Votkmsk 3,000,000 1,137 4,186 268%

VladImIr 18,000,000 1,144 4,380 283%

Average 12,200,000 1~520 5,820 283%

Notes
1) Tanff collectIOn assumes collectIOn rate of 95 % and 5 % bad debt deduction from taxable mcome
2) Estlffiated combmed average tanff mcludes VAT (20 %) and Vodokanal allowed profitab1l1ty

4 3 Loan FeasibilIty

To recap, the PADeO loan feasIbIllty model assumes a collectIOn rate approachIng 95% WIth a
5 % bad debt allowance Further, the model assumes a cash collectIon of 50 % of total collectIons
The mterest on the capItal mvestment loan IS to be financed out-of-profit, thereby reqmnng the
Vodokanals to make a net profit adequate to take the mterest charge These are relatIvely
stnngent finanCial cntena Are Vodokanals currently able to satIsfy these finanCial prereqmsltes?
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Cash CollectIOns

As dIscussed earlIer, the current level of cash collectIOns IS extremely low In order to make
tImely debt repayments and necessary operatmg expense payments, the Vodokanals WIll need to
dramatIcally mcrease ItS level of cash collectIOns to at least 50%

The mInImUm 50% cash reqUIrement assumes the followmg

• Federal taxes to be paId m cash Some VAT payable can be paId VIa offset arrangements,
• Payroll and other mandatory payments must be made m cash,
• At a mInImUm, 70 % of the electncIty expenses must be paId m cash,
• Emergency repaIr costs and purchase of Items outSIde the local area would reqUIre at least

40 % cash payment ExpendItures tIed to repaIrs and contractmg servIces are assumed to
be at a very mInImUm 50 % m cash, and,

• All debt serVIce (Interest plus pnncIpal) must be repaId In cash

Total CollectIOns

The present level of collectIon as dIscussed earlIer IS below the tanff/loan forecast model's 95 %
level of total collectIons Further, the compOSItIon and tImmg of collectIons are a major lImItatIon
In the current Vodokanals' finanCIal pOSItIOn It IS assumed that collectIons WIll Improve to 95%
pnor to the commencement of large borrowmg

Profitabzllty

As dIscussed earlIer, three Vodokanals (Cheboksary, Petrozavodsk and SochI) made near-GAAP
net losses In 1996, whIle VladImIr made a margmal net profit Modest near-GAAP net profits
were made In 1996 by Murmansk, NIZhny TagI1 and Tobolsk None of the Vodokanals had
wntten off bad debts or created a proVISIon for doubtful debts ReceIvables are on average 6
months of bIllIngs whIch IS too long

In theIr present finanCIal condItIon, all Vodokanals under thIs study appear unable to servIce debt
at any SIgnIficant level at theIr current collectIon rates Only when the level of total collectIons,
and more Importantly, cash collectIOns dramatIcally Improve and the tanff IS raIsed to reach full
cost recovery, the Vodokanals WIll be able to servIce long term debt on theIr own

In connectIon WIth the RUSSIan FederatIon Water and Wastewater Project loan ImplementatIon
schedule, Table 4 2 outIrnes pnonty actIOns and ImplementatIOn tIme frames for each Vodokanal
to satISfy pnor to long term borrowrng can be InItIated
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4 3 1 Improve Cash CollectIOns - DIrect CollectIon from PopulatIon Customers

Cash collectIons can be sIgruficantly Improved by dIrect collectIon from populatIOn customers and
budget orgaruzatlons whIle contmumg cash collectIOns from enterpnse customers Low cash
collectIons were caused by the mumcIpal umtary enterpnses collectmg cash from populatIOn and
not transfernng cash to Vodokanals DIrect cash collectIOns could be done by dIrectmg all
customers to pay dIrect to the Vodokanal bank account by completmg the appropnate
documentatIOn

Table 42
Proposed Vodokanal PrIOrIty ActIOns and ImplementatIOn TIme Frame to Enable Debt

ServIce

Vodokanal PrIonty Action CorrespondIng Project ACtiVIty

Collect at least 50% of all user charges m cash Loan effectivIty

Collect at least 80 % of all bIllIngs Loan effectIvIty

BIll full-cost tanffs Loan covenant

Meter at least 40% of all consumption Loan covenant

ElImillate cross-subsIdIes Loan covenant

Expand the Housmg and Allowance SUbSIdy Program (HASP) to Loan effectlVlty
mcorporate the partICIpation of at least 20% of all local famIlIes

4 3 2 Increase Total CollectIOns

ObVIOusly, the steps taken towards mcreasmg cash collectIOns WIll Improve total collectIOns as
well A regularly updated database and an effectIve follow-up procedure wIll be the key to
mcrease m collectIons

4 3 3 BIll Full Cost TarIff

Some of the Vodokanals were unable to recover all of theIr costs, mcludmg out-of-profit
expenses, from theIr user charges m spIte of havmg a crosS-SUbSIdy from enterpnses to
populatIon GIven thIs enVIronment, It IS unlIkely that m the present context, the Vodokanals WIll
be able to successfully undertake debt servIce untIl they are allowed to bIll full cost tanffs

4 3 4 Meter 40% of ConsumptIOn

As a step towards full consumptIon metenng, the Vodokanals should make arrangements to meter
up to 40% by the end of 1998 Almost all enterpnses and some budget orgarnzatIOns are
presently metered Therefore, metenng IS reqUIred m the budget orgarnzatIOns that are not
metered and m apartment bUIldmgs (one meter to a block)
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4 3 5 Elnumate Cross SubsIdIes and Expand the Housmg Allowance SUbSIdy Program

AchIevement of these targets wIll reqUire sustamed effort on behalf of participatmg cItIes to
publIcIze the HASP and to upgrade the capacIty of HASP offices to serve larger populatIOns
Meetmg thIS target IS crucIal as It provIdes a social protectIOn net to low mcome famIlIes when
the Vodokanals make arrangements to Implement full cost tanffs and ellmmate or mInImIZe cross­
subsId1es By reducmg cross-subsIdIes from enterpnses to populatIOn, the Vodokanals are lIkely
to mcrease theIr cash collectIOns because some enterpnses presently barter m settlement of
accounts whereas the population customers generally pay m cash In addItIOn, elImmatmg cross­
SUbSIdy and bIllmg on metered consumptIOn, the Vodokanals should expenence the benefits of
a demand management program, e g , minImIzmg the need for further capacIty

The MInIstry of Land PolIcy, ConstructIOn and Housmg could negotiate the Vodokanals'
perfonnance targets, mcludmg tanff mcreases, and finanCIal refonns of each Vodokanal These
negotiatIOns WIll detennme each Vodokanals real debt carrymg capaCIty The PADCO model
does not conSIder capItal SubSIdIes IndIVIdual Vodokanal debt carrymg capaCIty may be
Improved If such capItal subSIdIes were proVIded as part of the mdividual Vodokanal negotiatIOn

4 4 Vodokanal ActIOn Plan

The pnonty actions fonn the core of a broader ActIon Plan (AppendIx II), WIll aSSIst all levels
of the governments and Vodokanals to create the necessary condItIOns for effiCIent Vodokanal
loan management and help Improve Vodokanal operatIOnal and fmancIaI autonomy The ActIOn
Plan presents actIOn Items which need to be carned out over the short, medIUm and long tenn

The Action Plan's goal IS to promote the finanCial sustamabillty of Vodokanals' current and future
operatIOns The Action Plan IS dIVIded mto the followmg SIX categones corporate governance,
regulatory framework, management Improvement, tanff/finance/socIaI protectIOn, operatIOnal
efficIency, and demand management
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Appendix I - PADCO Accountmg ConversIOn Methodology

1 Introduction

All Vodokanals (VKLs) assessed by PADCO mamtam theIr books of accounts and prepare
annual accounts accordmg to RussIan Accountmg Standards (RAS) In 1995, most VKLs
mamtaIned books of account on a cash basIs whIle m 1996, they changed theIr basIs of
accountIng to an accrual basIs folloWIng gUIdelInes Issued by the Mlillstry of FInance (MoF)
Cash basIs, stnctly means, that only cash transactIons are recorded In the books of account
Under thIs system, there are no accounts receIvables or payables However, In all VKLs who
saId that they prepared accounts on a cash basIs, there were accounts receIvable and payable
Therefore, the accounts were not prepared stnctly, on a cash basIs PADCO financIal analysts
had to analyze the VKL ledger and annual accounts to detect the extent of the cash baSIS of the
VKL accounts, and how accounts receIvable and payable came Into bemg In 1995, most of the
VKLs prepared theIr accounts on a so-called cash baSIS, whIch was m fact a mIx of cash and
accrual bases

The VKL prepares a Balance Sheet and a "fmancIaI results" statement that they file WIth the Tax
DIrectorate every year The fmancIaI results statement IS theIr ProfIt and Loss (P&L) account
A breakdown of the expenses IS not shown m the fmanclal results statement Some VKLs
prepare theIr fmancIaI results statement based on cash collectIOns durmg the year from customers
as revenue and adjust the expenses for the year to show the proportIOnate value of expenses that
match revenue shown on a cash baSIS The VKLs calls thIs cash baSIS Here, the figures m the
balance Sheet and P&L account WIll not agree WIth the general ledger In 1996, most VKLs
prepared theIr annual accounts on an accrual baSIS because of a recommendatIOn gIven by the
MoF

2 PADCO ConversIOn Methodology

The PADCO team mc1uded InstItutIOnal and fmancIaI, mc1udmg accountmg and analyst, experts
Because of the mconslstent accountmg baSIS from one year to another used by the VKLs (cash,
accrual, and mIX of cash and accrual), and also dIfferent baSIS of accountmg used by dIfferent
VKLs, PADCO had to adjust the approach and methodology to SUlt the relevant VKL The
general methodology used for the task of convertmg RUSSIan accounts to near-GAAP accounts
m VKLs IS descnbed m the followmg sectIOns

2 1 ReView of Accountmg System

The fIrst task was to familIanze WIth the accountIng system of the VKL The finanCial team
IntervIewed the ChIef Accountant (CA) of the VKL At thIS prelImInary meetIng, the follOWIng
aspects were dIscussed

• BaSIS of accountmg m 1994, 1995, and 1996 The baSIS of accountmg m 1994 was
necessary for the preparatIon of sources and uses of funds statement
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• OrganIZatIon of the accounts department A rough organIZatIon chart was drawn as VKLs
typIcally do not have a separate organIzation chart for the accounts department The chart
was Important because (1) It provIded a summary of the organIZatIon of the accounts
department for the report, (11) clanfIcatIOns could be obtamed from the relevant accountant,
thus, savmg much time of the consultants and the CA, and (m) tables reqUIred by the World
Bank were handed over to the relevant accountant of the VKL through the CA

• The mam tasks of each accountant were reVIewed to gam an understandmg of the dIVISIon
of work m the accountmg department The answers gave the baSIS for an assessment of the
subdIVISIon of work of the accounts department

• General ledgers and the SubSIdIary ledgers were exammed ComputenzatIon was assessed
at thIS stage Dependmg on computenzatIon and the subdIVISIon of work of the accounts
department, gettmg a prelImmary level of confIdence or lack of confIdence on the VKL
fmancIaI data was pOSSIble

• CopIes of the tnal balances for 1994, 1995 and 1996 were requested Most VKLs dId not
prepare tnal balances In RAS, the trial balance shows only assets, lIabIlItIes, capItal,
reserves and deferred expenses

• CopIes of the 1995 and 1996 fmanclal statements and the fmancIaI results statement flIed
WIth the tax DIrectorate was requested

• RUSSIan versIOns of the World Bank (WB) tables were gIven to the CA to complete for the
years 1995 and 1996 WhIle domg so, the sIgmficance of each table as well as the meanmg
of each row and column was explamed m detaIl Items m the tables that could be traced to
the P&L account or the Balance Sheet were shown to the CA, so that these tables would
agree WIth figures m the restated fmancIaI statements A contact person from PADCO was
Identified as the lIaIson person for the completion of the task of completmg the WB tables,
and the CA and her accountants were requested to contact thIs person for any further
clanficatIons on the WB tables

The WB tables that were gIven to CA mcluded

• AnalySIS of taxes and other mandatory payments,
• Cost analySIS,
• Changes m accounts payable, and
• Agmg payables

The followmg WB tables were completed by the BIllmg department

• AnalySIS of bIllmg and collectIon for the year,
• AnalySIS of accounts receIvable, and
• Agmg of accounts receIvable
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CA was requested to check the followmg Items whIle preparmg the WB tables to ensure
consIstency WIth the trIal balances and general ledgers

• Cost analysIs table The figures should agree WIth the expenses shown m the P&L account

• Changes m accounts payable Accounts payable at the begmmng and end of the year should
be equal to the Balance Sheet figure

• Agmg payables Closmg balance of accounts payable should be equal to the total m thIS
table

• AnalySIS of accounts receivable Accounts receIvable at the begmmng and the end of the
year should be equal to the Balance Sheet figures Water and wastewater bIlled m thIS table
mcludes WIth VAT whereas the revenue m the P&L account IS shown WIthout VAT
However, revenue m the P&L account that excludes VAT when multiplIed by 100 and dIVIded
by, 100 mmus the VAT percentage (100-20=80%, m 1996) should equal revenue plus VAT

• Agmg of accounts receivable Accounts receIvable figures m this table should be equal to
the closmg balance of the accounts receIvable table WillIe revlewmg accounts receIvable, the
team requested a lIst of bad debts of budgetary orgamzatIOns and productIOn enterprIses The
lIst showed the name of the orgaruzatlon, amount of bad debt and, the reason for consldenng
the debt as bad (1 e , the orgarnzatIOn was bankrupt, the accounts receIvable extended beyond
three years, etc )

2 2 ReView of BIIlmg and CollectIon System

The next task was to become familIanzed WIth the bIllmg and collectIon system of the VKL All
VKLs had separate blllmg and collectIOn departments Normally, the head of the blllmg
department reports to the Drrector of the VKL rather than the CA PADCO mtervIewed the head
of the blllmg department and ills semor accountant At this meetmg, generally lastmg one and
a half days, the followmg aspects were discussed

• OrgamzatIon of the billmg department A rough orgamzatIOn chart was drawn showmg the
mam functIOns of the subsectIOn of the blllmg department

• Tanff movements Tanff movements for vanous categones of customers from 1994 to 1997
for water and waste water was requested to show how bIllmg actually occurred In domg so,
bIllmg departments were asked to mdlcate clearly whether tanffs mcluded VAT

• DistributIon of Customers The number of customer categones and number of customers
III each category was requested Then, the number of agreements SIgned WIth mdlvldual
customers was requested to learn If the number of SIgned agreements were matched WIth the
number of customers A copy of an agreement was collected for our files
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• OperatIOn of BIllmg and CollectIon System Next a rough flow chart was prepared
IllustratIng the operatIOn of bIllIng and collectIOn procedures

• InvOIcmg Procedures SInce It differed by customer category, the InVOICIng procedures
used to bill budgetary organIzatIons and productIon enterpnses was requested and a sample
copy of an mVOIce was collected for our fIles The tanff In the InVOIce was checked with
the tanff given to us to (I) venfy the accuracy of the tanff given to us, and (11) to see
whether the tanff was With or without VAT

• InvOIcmg procedures Population customer mVOIcmg procedure of populatIon was reviewed
m more detaIl because It vanes m different VKLs Some VKLs bill Intermediary mUnIcipal
ZhEKs, whIle others bill the population directly

• Population tariffs Dependmg on the nature of populatIOn customers, tanffs used to bIll
general populatIon customers dIffered In vanous VKLs For Instance, where Intermedlanes
eXisted, some VKLs bill 100 percent of the population customer bills to the ZhEKs who In
tum bill the populatIOn at the subSidIZed rate through communal services bills AlternatIvely,
some VKLs bill the populatIon at subSidIZed rates and request the City AdminIstratIOn to pay
the subSidies

• SubSIdIes Several different types of subSidies are proVided to populatIOn customers and
dependmg on the subSidy and frequency of payment These can have considerable Impact
on VKL revenues Thus questions were asked about the nature of the subSidies and who pays
them to the VKL (the City adm1ll1stratlOn or other organIZatIOn)

• Barter and offset procedure Given the Importance of barter and offsets to most VKLs,
copies of barter and offset agreements were collected for the fIles and the CA was
mtervlewed about the procedures used to negotiate these transactions The authonty for
slgnmg of barter and offset agreements were noted

• Type of goods purchased under barter agreements The baSIS of computmg the sellIng
pnce of goods purchased under barter agreements that are not used by the VKL was
reviewed to determme If there was any markup for transport and stock holdIng costs Next,
the team requested Information of pnCIng baSIS for barter transactions and compared market
pnces With sample barter transactions

• Cash collectIOn Procedures for cash collectIOns were revIewed to deCide the source of
payment of cash transactIOns

• RecordatIOn of bIllIng and collectIOn transactIons Next, a reVIew of the procedures for
recordmg bIllIng and collectIons by customer category were revIewed to determme
computenzatlon Generally, the Input documents to record billIngs were the mVOIces, source
documents for collectiOns were bank WIre transfers, cash deposIts In bank, and cash depOSits
WIth the VKL cashIer Source documents for other collectIOns were the barter and offset
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agreements A test check of thIS entire process was done to assess the relIabIlIty of the
system

• Recordation of sales The source documents used to record the monthly sales figures m the
general ledger was revIewed to determme the frequency of recordatIOn and the degree of
accuracy realIzed from the procedures used Generally, the bI1lmg department generates a
summary of monthly sales from the computenzed system ThIS IS the source document for
mput of the sales figure

• Recordmg collectIOns The procedure for recordmg the collectIons m the general ledger was
revIewed m the accounts department Bank Wife transfers and cash collectIons are recorded
m the general ledger through the bank and cash books CollectIOn by barter and offsets are
recorded m the general ledger from the relevant agreements, a copy of WhICh IS sent to the
accounts department Although the source of mput data IS the same, the collection recorded
m the blllmg and accounts departments may not be the same Therefore, It was necessary to
match the accounts receIvable accordmg to blllmg department records with that of the general
ledger balance

• OpInIOn of the competency of the bIllIng department Based on the reView, the team
assessed the competence of billmg department key staff and the adequacy of the documentatIOn
mvolved as blllmg and collectIOn IS one of the most Important financIal functIOns of the VKL

2 3 PreparatIon of draft Balance Sheet

A two-stage procedure was adopted to convert the VKL Balance Sheet to a near-GAAP Balance
Sheet FIrst, a draft Balance Sheet m GAAP format was prepared from the VKL's trIal balance
Next the P&L account was prepared m a near-GAAP format In domg so, journal entrIes were
prepared to convert VKL P&L accounts to near-GAAP P&L accounts Fmally, a near-GAAP
Balance Sheet was prepared after mcorporatmg all journal entnes made by PADCO

The detailed procedure IS as follows

• The VKL tnal balance (TB) was compared WIth general ledger balances, to see that the
figures III 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 Next, tnal balances at the begmrnng
and end of the year were entered mto 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 of VIew, these
were lIsted and mvestigated and notes prepared for later mclusIOn m the PADCO report on
the VKL Where changmg the figures was necessary, journal entnes were prepared
descnbIng the changes
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• Preparmg draft balance sheets (BS) from tnal balances was not as easy 10 GAAP accounts
because the VKL trIal balances contam mdividual accounts havmg debIt and credIt balances
that must be reconcl1ed Also, RAS has accounts that are dIfferent from GAAP accountmg
such as target fmancmg which IS really grants to the VKL Further, target fmancmg, and the
P&L account balance are never connected to the BS by VKL Often the net profIt m the
P&L account #80 IS transferred to the Use of ProfIt account #81, a transfer that would not
happen m GAAP accountmg smce profit IS not used to fund expenses Expenses are charged
to this account Sometmes through Journal transfers, VKLs brmg this account down to zero
As a result, there IS no connectIOn between the trIal balance and P&L account Preparmg thIS
connection was the most tme consummg and dIffIcult exerCIses In GAAP accountmg, the
P&L account balance IS carrIed forward and appears m the BS However, m RUSSIan
accountmg this connectlOn IS not made meanmg that there IS no dIrect hnk between the two
statements

• Next draft balance sheets were prepared m near-GAAP format FIrst, the BS prepared by
the VKL for the Tax DIrectorate was connected to therr TB and a connectIOn table was
prepared from thIS connection The purpose of this exerCIse was to ensure that fIgures m
the VKL BS can be traced to the near-GAAP BS, and to have the same groupmg of
mdividual accounts m the near-GAAP BS When the VKL prepared an adjusted BS for theIr
tax dIrectorate showmg cash collectIOns receIved and proportIOnates expenses, makmg the
connectIOn WIth the VKL BS was not necessary because the VKL BS understated actual
expenses These VKLs dId not have an mternal BS showmg the VKL's actual BS pOSItIOn
The reason may be that the BS presentation of VKLs IS confusmg even for an accountant and
IS very much unlike the GAAP format of a balance sheet

• Draft balance sheets were prepared from the connectIon tables FIgures m the draft balance
sheets can be connected to the VKL TB VIa the connectmg table

2 4 PreparatIon of Near-GAAP PrOfIt and Loss Account

PreparatlOn of the near-GAAP P&L account was more dIffIcult than the preparatIOn of the BS
because m RUSSian accountmg, the P&L account flied WIth the tax dIrectorate, called the
finanCIal results statement, IS m a summary form For example, all expenses are shown m one
total and the P&L account balance carrIed forward does not show up m the balance sheet In
GAAP accountmg, net profIt utIhzatIOn IS shown as an appropnation account below the P&L
account, and the bottom lme appears m the BS as a P&L account balance under revenue
reserves The P&L account balance brought forward from the preVIOUS year IS then added to the
appropnanon account As the two figures match, one can trace the P&L account balance In BS,
to the P&L account and VIce versa

A further comphcation m BS preparatIOn occurred when VKLs prepared P&Ls WIth
proportIonate expenses Such P&L accounts were of no use m preparmg near-GAAP P&Ls smce
they dId not record all the VKL's expenses Generally when thIS occurred, the VKLs dId not
have an mternal P&L account WIth all expenses for the year showmg the VKL's actual fmancIaI
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pOSItIOn Therefore, these VKLs can probably connect our restated P&L account unless they
prepare a proper P&L account and reconcl1e the Journal entnes made by PADCO Often, VKLs
usmg thIS system of proportIOnate expenses would not have a true mternal pIcture of the
enterpnses finances or ItS actual profitabIhty

The procedure adopted to prepare a near-GAAP P&L account IS as follows

• FIrst, the VKL finanCIal results statement filed WIth the Tax DIrectorate was used to obtam
total revenue for the year Next, the montWy totals of account sales from account #46, m the
general ledger were totaled Then, the bIllmg department montWy bIllmg summanes were
venfled WIth the amounts recorded m the account #46 to ensure that they correspond WIth
January to December bIllmgs If collectIOns are recorded as sales, then the figure m account
#46 were dIsregarded because for near-GAAP presentatIOn, accounts must be prepared on an
accrual baSIS In such mstances, revenue figures (WIthout VAT) were collected from bIllmg
department montWy summanes covenng the penod from January to December Account #46
always records sales WIthout VAT VAT on sales IS credIted to account #68-3 Therefore,
the correct revenue figure WIthout VAT IS shown m account #46, proVIded It IS from January
to December However, connectmg and reconcIlmg WIth VKL P&L account IS Important
because later, the VKL may dIsagree WIth the revenue figures generated m tills manner If
the VKL P&L revenue figures are dIfferent from account #46 or If account #46 shows bIllmgs
for a penod other than from January to December or If account #46, shows revenue on a cash
baSIS, then an analysIs of bIllmg summanes from January to December was filed m our
workmg paper files to substantiate the baSIS for determImng the revenues shown m the near­
GAAP accounts

• The VKL fmancIaI results statement shows total productIOn expenses For near-GAAP
presentatIOn, the major expenses need to be shown separately so that they can be analyzed
ThIS exerCIse can be done by analyzmg the baSIC productIon account #20, where m most
VKLs, all productIon expenses have been charged A photocopy of account #20, ledger card
was filed m our workmg papers When VKLs show the major expenses separately m account
#20, expense analysIs IS easy and can be taken dIrectly from VKL accounts Then all that IS
necessary IS to add the columns The next step IS to deCIde whether these expenses have been
accounted on a cash baSIS or from January to December on an accrual baSIS If they are on
a cash baSIS, the CA was requested to analyze the major expenses hke electncIty, labor and
socIal taxes, on an accrual baSIS so that we could account the expenses on an accrual baSIS

• Then the P&L account #80, where sales from account #46 are transferred as a credIt and all
expenses are transferred as a debIt was analyzed to estimate the VKL's actual profit or loss
The debIts come from baSIC productIOn account #20 that had already been analyzed In
addItiOn, debIts commg from account numbers 23, 25, 26 29, and 31, Ie, auxIhary
departments, general productIOn costs, mamtammg productIOn umts and deferred expenses,
respectIvely, representmg expenses for the year, are transferred to P&L account #80 Next
step IS to see that the addIuon of all these debIts representmg expenses for the year agrees WIth
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the fIgure shown m the VKL financial results statement under expenses If there IS a
dIfference, It has to be reconcIled wIth the CA

• For near-GAAP presentation, expenses from January to December (accrual basIs) are shown
If the VKL has accounted on a cash basIs m account #20 or they have shown proportIOnate
expenses m the VKL financial results statement, January to December expenses need to be
analyzed to show them as accrual figures m the near-GAAP presentatIOn Thus, where the
figures WIll be dIfferent from the VKL figures, and, the profit or loss also WIll be dIfferent
In some VKLs, we agreed the accrual figures WIth the CA, and even gave them copIes of our
analysIs, so there should be no dIsputed wIth our figures

• Next Journal entnes need to be prepared to record any dIfferences between VKL accountmg
and near-GAAP presentatIOn One Journal entry (IE) was made to record the dIfferences m
profit or loss under both systems Tills Journal entry connects the near-GAAP P&L account
and balance sheet

• VKL P&L account #80, shows the profit or loss for the year Tills balance IS transferred to
Use of Profit account #81 VKLs make payments for vanous purposes and charge them to
thIS account In other words, they are usmg tills profit Some of these expenses are for
productlOn expenses lIke staff bonuses Some expenses are not exactly productIOn expenses,
e g , penaltIes for late payment of taxes Balance m account #81, IS transferred to varIOUS
fund accounts and the balance on tills account IS brought to zero Therefore, we tracked the
movement of account #81 and showed the expenses charged to tills account under correct
> expense= account categones At the same time, we showed the transfers to varIOUS funds
as the P&L appropnatIOn account m our near-GAAP presentatIon By thIs method, we
cOlmected the P&L account to the BS, a step that most VKLs do not take

2 5 PreparatIOn of Near-GAAP Balance Sheet

Journal entnes were made for vanous reasons However, the most common entnes were made
to convert the VKL P&L account to an accrual baSIS when they had been accountmg 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 The workmg papers to back our Journal entnes are avaIlable m our workmg
paper files The procedure used to prepare the restated near-GAAP Balance Sheet IS as follows

• Journal entnes were hsted SIde by SIde WIth the trial balance under theIr respectIve headmgs
By mcorporatmg these JE's, an adjusted tnal balance was obtamed From tills adjusted TB,
the connectIon table was updated From the updated connectIOn table, a restated BS could be
prepared

• The connection table IS useful because any figure m the balance sheet can be connected to the
tnal balance through the connectIOn table In other words, any figure from the restated BS
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can be traced to the adjusted TB through the connection table and then from the adjusted TB
to the VKL TB and VIce versa

• Next the team checked to see whether the relevant figures m the World Bank tables
corresponded wIth the restated P&L and BS

3 Internal Control System RevIew

BeSIdes the mternal control system of the bIllmg department, the team also revIewed other
component of the VKL's mternal control usmg a standardIzed checklIst Samples of source
documents were exammed In computenzed systems, VKLs were asked to provIde a
demonstratIOn of the system's operatIOn ThIS exerCIse was Important for us to form an 0pIillon
on the relIabIlIty of the figures shown m VKL finanCial statements Notes on these operatmg
systems were recorded as appropnate

3 1 Payment System

• Examme the bank and cash books to see how collectIons and payments are recorded

• Supportmg documents for cash collectIOns and payments were mspected as these are officIal
receIpts Issued for collectIons and payment vouchers to support payments

• Names of check signatones were requested to find out who had actual authonty over
dIsbursements

• Monthly bank reconcIlIatIOns were requested to see If they were bemg prepared regularly

• The frequency of bankIng of cash collections was revIewed to detect the amounts of cash-on­
hand that were bemg mamtamed by the VKL

3 2 VKL Econonust

• Annual estImates or budget documents was exammed to ascertam the budgetmg process and
Its Impact on corporate management AttentIOn was paId to determmmg the relIabIlIty of
budget estimates and whether budgets were prepared USmg realIstIC values

• BaSIS of preparatIOn budget was quened to learn mteraction WIth other departments For
example, was data collected from other departments dunng budget preparatIon

• If they eXIsted, sample data collectIOn formats sent to other departments were evaluated
regardmg the detaIl and accuracy of the data bemg mput mto budgets
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• Departmental budgets, If they eXIsted, were mspected on a collectIVe basIs to see whether
productIOn departments and support departments lIke purchasmg were basmg theIr
reqUirements on common targets

• Next the team asked about whether draft budgets were prepared and dIscussed WIth all
departments, and then who approved the final budget

• Budget momtonng was then analyzed to see whether actual results were compared WIth the
budget and sIgmficant vanances noted to Improve future management

• Then the correlatIOn between the budget and the tanff computatIOn was analyzed to figure out
the correspondence between the VKL's budget and actual tanffs charged to ItS customers

• Fmally, the team formed an opmIOn on the adequacy of the budgetary control system

3 3 Purchasmg and Stores Department

To determme the adequacy of purchasmg and mventory of the VKL, the purchasmg and stores
departments were asked to prOVIde the followmg documentation for reVIew by the team

• Purchasmg plans showmg planned purchases phased over the year,

• DocumentatIOn used for purchasmg lIke purchase orders mcludmg the level of authonty
reqUIred for approvmg purchase orders,

• The baSIS of purchasmg through barter agreements and degree of supportmg documentation,

• Stores documentatIon such as stock cards and frequency that the cards are updated along WIth
supportmg documents such as goods receIved notes and requlSltions from other departments,

• ValuatIon of obsolete stocks and the methods for dIsposal of obsolete stocks,

• BaSIS of chargmg stores Issues to the baSIC productIOn account #20 was reVIewed from the
documentatIOn avaIlable WIth the store's accountant In all VKLs tills functIon was
computenzed,

• Procedures for phySIcal venficatIon of stocks and whether stocks are phySIcally venfied
annually by mdependent audItors, and

• Rough organIZatIon chart of the purchasmg and stores department Illustratmg the functIOns of
vanous personnel
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3 4 FIxed Assets Control System

Fmally, the fixed assets control system was evaluated to determme the degree of momtonng
mvolved the asset control system To do so, VKLs were asked

• Whether the lIst of VKL fixed assets were computenzed (In all VKLs, the lIst was
computenzed),

• The basIs for revaluatIOn of fixed assets and whether the gUIdelmes Issued by the Mmistry of
Fmance were followed III detaIl,

• Procedures used to revalue the mdIvldual fixed assets usmg the MoF multiplIer, and

• Accountmg entnes were checked to see whether the revaluatIOn of fixed assets was recorded
correctly
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Table 43
Vodokanal ActIOn Plan

RESPONSffiLE LEVEL OF AUTHORITY

AppendIX II

~

I Corporate Governance
Pass law on Mufltcpal Umtary
Enterpnses

Reorgamze Corporate Structure

Vodokanal

Most of the VKLs have structures which are
outdated by the Russian ClVll Code Such
VKLs should reorganize themselves as
mumclpal umtary enterprIses The new
Charters should grant to the VKLs and their
directors as much operatIOnal autonomy as
possible under applIcable law, mcludmg the
power to
• Create and revise mtemal management

structures appomt and dismiss
management and other personnel

• Adopt and Implement operatmg plans
and polIcies,

• Adopt and Implement personnel polIcies,
• Adopt and Implement capItal repaIr and

capital mvestment plans and polIcies,
etc, and

• Detenmne the dispositIOn of all profits

The Charters should mclude a clear statement

MumclpallRepubhc
AdmmlstratIOn

AdmmlstratlOn(s) should allow vodokanals to
reorganize as mumclpal umtary enterprIses which
enJoy the greatest aIllount of autonomy possible over
ItS operatIOnal and capital mvestment activities

The AdmlmstratlOn retams ownership over all assets
and enters mto separate property transfer and service
agreements with the mumclpal umtary enterprIse

Federal Government

The Russian Federation should pass a law on
mumclpal umtary enterpnses Such ala\'<
would mclude a sectIOn that would authonze
mumclpalItles to contract services with
communal service providers regardless of
whether the mumclpalIty owns the enterpnse
thiS provIsIOn would allow a bmdmg service
contract to be agreed between the City aIld
service providers that would be enforceable m
a court oflaw
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Conclude New Agreement on
Property Transfer

VodokanaJ

of the VKLs' purposes and should accurately
define their service areas The Charter should
prohibit VKLs from engagmg m busmess and
activities not reasonably necessary to their
pnnclpal goal of provldmg water and
wastewater services to customers m their
service area

Once reorganized, the followmg three action
Items can take place
• Conclude New Agreement on Property

Transfer,
• Conclude New Service Agreement and
• Conclude New Contract With the VKL

Director
These Items can be carried out Immediately
for those VKLs which do not reqUIre
corporate reorganizatIOn

RESPONSIBLE LEVEL OF AUTHORITY

MumclpallRepubhc
AdmmlstratlOn

A property transfer agreement between the VKL and
the AdmmlstratlOn should be concluded Under RF
Law mumclpally-owned property may be allocated
to a mumclpal umtary enterpnse only by nght of
economic JunsdlctlOn' To clarifY and expand as

much as pOSSible, wlthm the eXlstmg framework of
RF law the degree to which the VKL can control the
dispOSItion of these assets, the VKL and the
Admmlstratlon should enter mto a legally­
enforceable property transfer agreement With the
followmg elements
• A broad statement of the mtended use of the

assets,
• A complete mventory of the assets transferred,

and a descnptlOn and other documentation of
their phySical conditIOn and depreCIable value at
the time of transfer

AppendIx II
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Conclude New Service Agreemellt
Between the Vodokanal and
AdnumstratlOn

Vodokanal

RESPONSIBLE LEVEL OF AUTHORITY

MUnIclpal/Repubhc
AdmlnlstratlOn

• Transfer of the property for a definite term
restrIctmg the right of the AdministratIOn to
WIthdraw the right of "economIC JUrISdictIOn
before the end of the term to the case of use of
the property for purposes other than those
permItted 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, m accordance WIth
applIcable law and correspondmg amendments
to the property transfer agreement to reflect
these revaluatIOns

• PeriOdIC amendments to the mventory of the
assets transferred to reflect dISpOSItIOns and
acqUiSItIOns, and

• The term of the agreement should be from five
to ten years

A servIce agreement between the VKL and the
AdmInistratIOn should be concluded WhICh describes
the rights and oblIgatIOns of each party WIth respect
to levels of servIce tarIffs capItal mvestment
plarmmg and executIOn, and other aspects of the
VKLs' operatIOns and local government support
The AdmmistratIOn and the VKL should negotIate
thIS agreement themselves and ItS ImplementatIOn
should be mOnitored by the AdmInistratIOn
department (Regulatory Body - see below) that WIll
set tanffs The servIce agreement should project tarIff
and servIce levels for three to five years but should
be subject to periOdIC (perhaps annual) reVIew and
reVISIOn by mutual agreement The servIce
agreement should mclude the followmg major
elements
• A statement of the purposes of the agreement

AppendIX II
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Vodokanal

RESPONSIBLE LEVEL OF AUTHORITY

MUDlclpalJRepubhc
AdmmlstratJOn

• A general statement of the nghts and obhgatlOns
of the VKL, mcludmg the nghts to set Its own
operatmg management, personnel, and other
busmess pohCles, to take all reasonable and
necessary steps to bill and collect tarlffs from
customers and to dehver services at a level
consistent with revenues, and the obhgatlOns to
operate as a financially sustamable enterpnse to
take all actIOns reasonably reqUIred to enable It
to dehver the agreed level of services and to
resolve all disputes regardmg non comphance
With the service agreement m proceedmgs before
the local mdependent regulatory body

• A general statement of the nghts and obhgatlOns
of the Admmlstratlon mcludmg the nght to
mOnItor comphance With the service agreement
and the obhgatlOns to permit the VKL to
exercIse Its nghts and fulfill ItS obhgatlOns
Without mappropnate pohtlcal mfluence or
mterference by the AdminIstratIOn or the local
organ of self-government to support a level of
tanffs appropnate to the agreed level of servIce
and to delegate to an mdependent local
regulatory body the power to set tariffs and to
resolve all disputes regardmg non comphance
With the service agreement

• Statements of long-term and short-term goals for
water and wastewater service levels, mcludmg
objectIve measures and specific schedules Such
goals could mclude Improved water supply
service duratIOn and pressures, reduced water
supply system leakage, mcreased water supply
metenng, Improved water and wastewater
system mamtenance, reduced energy use, and
Improved water and effluent qualIty

AppendIX II
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Vodokanal

RESPONSIBLE LEVEL OF AUTHORITY

MUUlclpallRepubhc
AdmmlstratlOn

• A requirement for the VKL to prepare and
execute a capital repaIr and capital mvestment
plan, m coordmatlOn with the City s overall plan
for social and economic development,

• A reqUIrement for the VKL to develop and
undertake (and for the Admmlstratlon to
support) a program of customer educatIOn and
Improved customer relatIOns,

• ReqUIrements for Improved accountmg by the
VKL, and for penod publIcatIOn of Its financial
results,

• ReqUIrements for penodlc reportmg by the
AdmlmstratlOn and by the VKL on performance
(or non performance) of their respective
oblIgatIOns under the service agreement

• Statements of any conditions of the
Admlmstratlon s or the VKL s oblIgatIOns
mcludmg avaIlabilIty of fundmg for reqUIred
capItal repairs and capital mvestments absence
of matenal adverse changes m law and absence
offorce majeure

• A statement that the service levels called for by
the agreement Will be penodically reViewed and
reVised by mutual agreement, and

AppendIX II
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Conclude New Contract wlth
Director

II RegUlatory Issues
Amend ExIsting LegislatIOn
Regulatmg Tariff Pncmg P()llCles

to Allow Vodokanal Full Cost

A new contract With the Director should be I •

concluded With the newly created mdependent
regulatory body - see below The contract
should mclude finanCial mcentlves for
achlevmg wntten realIstiC performance and
effiCiency benchmarks

A general statement of mtent by the
AdmlmstratlOn and the VKL to cooperate With
one another use their best efforts to fulfill their
respectIve oblIgatIOns and to allow the other
party to exercise Its nghts under the service
agreement

ResolutIOn No 552 should be amended to
allow enterpnses to mclude all operatIOnal and
capital mvestment costs direct!) mto the tariff
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RecQvery

Establlsh a Local Independent
Regulatory ComnusslOn for Tariff
Approval and ServIce Agreement
Management

Vodokanal

RESPONSIBLE LEVEL OF AUTHORITY

MUDlclpaVRepublIc
AdminIstratIon

In order to separate the role of local governments as
both the owner of the VKLs (except for Pskov
Vodokanal) and of their assets from their role as tariff
and service regulator, local organs of self-government
Charters should be amended (With or Without
authonzmg legislatIOn by the correspondmg RF
subject) to create a special mdependent local
government body to act as tariff and service
regulator With as much mdependence as possible
from the local organ The appltcable RF subject
legislatIOn, If any and the Charter amendment should
descnbe the regulatory body s tarlff-settmg and
service mOnItonng procedures, mcludmg prOVISIOns
statmg that
• Service levels are dependent on tariff levels and

collectIOn rates, that all deCISIOns of the
regulatory body must be made based only on the

Appendu. II
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structure Under the current system expenses
such as mterest for capital related loans and
employee bonuses can not be mcluded as an
e'\pense but are to be paid out of an
enterpnse s net profit

In additIOn ResolutIOn No 552 and other
appropnate legislatIOn should be amended to
allow enterpnses the ability to wnte-off
uncollectable bad debt as a regular" occurrmg
busmess expense Item Currently onl)
accounts receivable older than three years or
from bank.rupt customers can be wntten off
In additIOn such a wnte-off IS not treated as
an e'\pense but rather a deductIOn from
taxable mcome The ImmedIate result of
wntmg-off bad debt IS the reductIOn of funds
avmlable for capital loan repayments
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Vodokanal

RESPONSIBLE LEVEL OF AUTHORITY

MUDlclpalJRepublic
AdminIstratIOn

mformatlOn submitted to It by the VKL the
AdmllllstratlOn, and others

• The regulatory body wIll review tarIff proposals
on request of the VKL the AdmmlstratlOn, or by
petitIOn of customers representmg a specified
percentage of the VKL s revenues (perhaps with
a limitatIOn on the frequency oftanff changes),

• The regulatory body Will review compliance
with the servIce agreement at the request of the
AdmmlstratlOn the VKL 01 upon request of a
substantial proportIOn of VKL customers If they
proVide some eVidence that either party IS not m
compliance,

• All mterested parties wIll have the nght to have
access to mformatlOn submitted to the
regulatory body at no cost (copies to be
proVided at actual cost)

• All declSlons of the regulatory body regardmg
new tariffs or compliance with the service
agreement Will be made only after a public
hearmg (preceded by publicatiOn of adequate
prIor WrItten notice of the hearmg), at which all
mterested parties Will have the nght to be heard
and to present relevant eVidence

• All deCISIOns of the regulatory body Will be m
wntmg statmg the eVidence presented and the
reasons for ItS deCiSIOn,

• All decisIOns of the regulatory body Will be
published m the local mass media and Will be
aVailable to all mterested parties at no cost
(copies to be prOVided at actual cost)

• So long as the regulatory body acts withm itS
JUrIsdictIOn, accordmg to the procedures
descnbed m the Charter and accordmg to
applicable law, the AdmillistratlOn and the local

Appendix II
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ACTION ITEM RESPONSIBLE LEVEL OF AUTHORITY

Vodokanal Mumclpal/Repubhc Federal Government
Administration

organ will not mterfere with Its operations and

• The AdmmlstratlOn, the VKL and (to the extent
permitted by RF law) other parties affected by
the regulatory body's deCISIOns Will have the
rIght to appeal to the court or the arbitratIOn
court m accordance with applicable law based
on speCified, limited grounds

Establish Automatic InflatIOn The tariff approval process mutually agreed to m the
Escalator Mechamsm In Tariffs new service agreement should mclude an automatic

mflatlon escalator mechanism ThiS mechanism
would allow VKLs to adjust water and wastewater
tariffs on their own Without further approval of the
tariff regulator to reflect mflatlOnary mcreases m the
cost of major mputs, espeCially energy costs
accordmg to mflatlon mdlces Issued perIodically
(e g quarterly) by the appropnate government
agency

III Management Improvement
a. Management Reportmg
Improve Management Reportmg The VKL's accountmg economics and
Systems customer bIlhng departments should meet on

regular basiS to diSCUSS Jomt operatIOn and
cooperatIOn Hmng a Chief FmancIaI Officer
(CFO) or creatmg the Office of the Treasurer
to coordmate these three groups streamlme
and consolidate these three operatIOns would
Improve the quality of the finanCial reportmg
The CFO (or Treasurer) should be at the same
reportmg level as the Chief Engmeer

Increase Emphas,,; on Fmanclal VKL monthly reports should mclude TrIal
Reportmg andACCiJuntablllry Balance Monthly Cash Flow and Profit and

Loss statements All finanCial statements
should have columns comparmg forecast
versus actual (not adjusted for revenues
received) Accounts receivable should be
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ACTION ITEM RESPONSIBLE LEVEL OF AUTHORITY

Vodokanal MUDlclpalJRepubhc Federal Government
AdmInistratIon

analyzed (bad debt expense) on a monthly
basIs VKLs should undergo an annual audIt
conducted by external audItors

Deternune Vodokanals VKLs should revIew the nature of theIr
InformatIOn System Needs current and future data reqUIrements decIsIon

makmg processes and current capabIlitIes of
ItS staff VKLs should hIre computer system
speclahsts to desIgn a comprehensIve
management mformatlOn and reportmg system
(MIS) tram staff on the use of the new
reportlllg system and sIgn a servICe
agreement WIth the MIS - servIce provIder for
regular system mamtenance and upgradmg as
well as contmued trammg for staff

Implement an EffiCIent Cost VKL accountmg departments have
Accountmg System rudImentary cost accountmg systems m place

whIch do not yet fully mcorporate the use of
computers Instalhng a consolidated
accountmg computer program wJ11 greatly
enhance the productIVIty of numerous
operations

Identzfy PortIOns of Accounts UntIl federal legIslatIOn changes, VKLs ResolutIOn No 552 and other approprIate
Receivable As Bad Debt E>.pense should begm to wrIte-off those bad debts legIslatIon should be amended to allow
(Include III Cost ofTariff) whIch It can - I e three years and older enterprIses the ablhty to wnte off

Before wntmg off such debts however VKLs, uncollectable bad debt as a regularly occurrmg
workmg WIth the support of the mdependent busmess expense Item Currently only
regulatory body, should try to collect all debts accounts receIvable older than three ) ears or
before wntmg them off The wntmg-off of from bankrupt customers can be wntten off
uncollectable receIvables should be VIewed In addItIOn, such a wnte-off IS not treated as
only as a last attempt to be compensated for an expense but rather a deductIOn from
servIces already prOVIded The regulatory taxable mcome The Immediate result of
body and the VKL should develop a wntten wntmg-off bad debt IS the reductIOn of funds
procedure for pursumg debt collectIOn avaJ1able for capItal loan repayments

b lncrea.sutg CollectIons
Collect from all Customers VKLs should collect from all customers
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DIrectly directly m particular general populatIOn
customers This should result m an ImmedIate
mcrease of overall and cash collectIOns
WhIle bIllIng may be handled by an
mtermcdJary, to be chosen on a competItIve
basIS all payments should dIrectly be made to
VKLs One approach would be to use a ZheK
for blIImg purposes, but for VKLs to open an
account at the same local bank where
reSIdentIal customers make theIr housmg and
communal servIce payments Customers
would depOSIt theIr payment directly mto the
VKL account when makmg then other
payments

ResIst Non-Cash Payments VKLs should resist all non-cash payments
whenever pOSSIble If thiS IS deemed
ImpractIcal, each VKL should develop
standardIzed gUldelmes/procedures for
acceptmg non-cash payments lllcludmg
additIonal surcharge mterest payment,
transactIOns fees and a clearly defined debt
repayment schedule

Levy Fmes For Late Payments In accordance WIth eXIstmg legislatIOn VKLs
should Ie. y fines to the mwnmum amount
permISSible Fmes should be Issued however,
only when It IS determmed cost effective

Develop and Implement Service In accordance WIth eXlstmg legIslatIOn VKLs Shut off standards and procedures developed by
Shut-Off should develop standards and procedures for VKLs should be approved by the newly establIshed

shuttmg off servIce for non-payment regulatory boards ThIS IS one of the pnmary
condItIons m the servIce agreement between VKLs
and AdminIstratIOns

IV TarIff I Fmance / SOCIal
Protection
Include All Interest lor Capital Once permItted by law, VKLs should mc1ude Resolution No 552 should be amended to
Related Long-Term Loans Directly the mterest for capital related long-term debt allow enterpnses to mclude all operatIOnal and
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ACTION ITEM

In The TariffStructure

Include Re-evaluated DepreclUtlOn
In Tariff

Elmunate Cross SubSIdy PUld By
Enterpnses

Accelerate the Realn;atwn of
Presldentltd Decree No 425 by
moving Towards Full Cost Tarl{ft
for All General PopulatIon
Customers W,tTt Only Low-Income
Fanulles ReceIVmg Targeted
Housmg Allowance Suh:mIy
Program SubSIdIes

Vodokanal

directly mto their tariff structure Such
mterest payments currently are suppose to
come out of the VKL s profit Includmg such
mterest as a direct expense and not as an out­
of-profit expense, should proVide VKLs the
abilIty to achieve greater financial self­
suffiCiency
VKLs should have all assets (leased or
operatIvely managed) re appraised by
profeSSIOnal appraisers ThiS depreCiatIOn
based on thiS asset valuation should be used m
the new tariff
VKLs should recalculate full cost recovery
water and sewer tariffs for each customer
category and set the tariffs for all customer
categones to equal these full cost tariffs

RESPONSIBLE LEVEL OF AUTHORITY

MUnlClpalfRepubhc
AdminIstratIOn

AdmmlstratlOns should stop pressunng VKLs to
establIsh cross-subsldlzmg tariff structures as a SOCial
protectIOn measure Instead, the AdmmlstratlOn
should allow for general populatIOn tariffs to reflect
the full cost of service and rely on ItS Housmg
Allowance SubSidy Program ('HASP ) to asSiSt low
mcome familIes make their housmg and communal
service payments See below for further actIOn Items
VKLs currently receive up to four different types of
monetary transfers for general populatIOn customers
housmg and communal service payment as a SOCial
protectIon measure enterpnse cross subsidy,
AdmmlstratlOn dotatsl Federally mandated
pnvIleges and Housmg Allowance SubSidy Program
("HASP ) subSidies Only the last measure IS based
on actual need I e low-mcome familIes The other
three transfers mefficlently use scarce local resources
for SOCial protectIOn While the elImmatlOn of
pnvIleges requires changes m Federal legislatIOn,
cross-subsidies and dotatsl can and should be
ehmmated to help lessen the burden on enterpnses
and local budgets

Appendl~ II

Federal Government

capital mvestment costs directly mto the tarlft
structure Under the current system expenses
such as Interest for capItal related loans and
employee bonuses can not be mcluded as an
expense but are to be paid out ot an
enterpnse s net-profit
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ACTION ITEM

Expand the OperatIOns of the
Housmg Allowance SUbSidy
Program System

Implement IntenSive Pubhc
InjormatlQn Campmgn to Explam
VotbJ"anal Tariff to Explain the
EXistence of the Housmg
Allowance Subsidy Program

Announce the MiniStry of Labor
Mmllnum Housmg Standards for

Vodokanal

AdmlmstratlOns and VKLs must Inform the
publIc of HASP through intensIve publIc
educatIOn campaIgn(s) These efforts must
explain
• Why the tarIff Increases are necessary
• How the HASP protects poor famIlIes

from unreasonable burdens,
• How reSIdents can apply to receive

HASP subSIdIes, and
• What benefits wIll be realIzed by

replaCing cross-subsIdIes dotatsl, and
pnvIleges WIth targeted HASP subSIdIes

RESPONSIBLE LEVEL OF AUTHORITY

MUnJclpallRepubhc
Administration

The fourth fonn of transfer the HASP subSidy IS
based on Income and should become the only form of
SOCIal asSIstance for making hOUSing and communal
service payments from the local government By
relying solely on the HASP for prOViding the SOCial
protectIOn net the City budget should yield
slgmficant monetary savings as they WIll by
proVIding moneys for only those who need assIstance
and not everyone
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 respective
populatIOn WIth HASP SubSIdIes even though many
more seem to potentially quahfy Once VKL tarIffs
move toward full cost recovery however,
AdminIstratIOns need to be prepared for the resulting
Increase In HASP partICIpants

In order to maxImize budget savings HASP offices
must work effiCIently, be fully computenzed as well
be able to carry out strICt audIting of apphcants
AdminIstratIOns and VKLs must Inform the pubhc of
HASP through intensIve pubhc educatIOn
campaIgn(s) These efforts must explain
• Why the tarIff Increases are necessary
• How the HASP protects poor famlhes from

unreasonable burdens,
• How reSIdents can apply to receIve HASP

subSIdIes, and
• What benefits WIll be reahzed by replaCing

cross-subsIdIes dotatsl and pnvileges WIth
targeted HASP subSIdIes

Lobby the Federal Government to announce these
standards

Appendu. II

Federal Government

DIscussed In ResolutIOn No 707 these hfe
line type standards can help gUIde local
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Vodokanal MUnJclpalfRepubhc Federal Government
AdmInIstration

Communal SerVIce ConsumptlQn decIsion makers with HASP standard settmg
For example It would help determme above
what level of consumptIOn should families
become meliglble to receive HASP subSidies
m order to ensure that wasteful consumptIOn
IS not subSidized Families whose measured
consumptIOn were above the Mmlstry s
standards, would not be able to receive
subSidies or would receive reduced subSidies
Unfortunately until general populatIOn
customers are charged based on metered
consumptIOn these standards can not be
applied effectively

Analyze and Make Pubbc Plans to Discussed m Decree No 425 the entire
RatlOnaizze PrIVIlege System pnvllege program should be analyzed m the

context of HASP and then ratIOnalized
Targets for gradually ratlOnalizmg these
pnvileges should be published Such targets
would let local governments develop better
projectIOns and more comprehensive
strategies for provldmg services while
offenng a SOCial safety net over the next
several years

V OperatIon EffiCIency Issues
Meter Productwlt Measunng all productIOn by meters should be Measurmg all productIOn by meters should be

considered a top pnonty for VKLs ThIS IS consIdered a top pnonty for VKLs ThiS IS one of the
one of the pnmary conditIOns m the servICe pnmary conditIOns m the service agreement between
agreement between VKLs and VKLs and AdmmlstratlOns
AdmmlstratlOns

Reduce ProductIOn IneffiCienCIes VKLs should evaluate pumpmg effiCienCies VKLs should evaluate pumpmg effiCienCies with the
with the goal of reducmg energy consumptIOn goal of reducmg energy consumptIOn while meetmg
while meetmg dally peak demands mcludmg daIly peak demands mcludmg thIS as a pnmary
thIS as a pnmary condItIOn m the servIce conditIOn III the service agreement between VKLs
agreement between VKLs and and AdmmlstratlOns
AdmllllstratlOns
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Vodokanal MUnIclpallRepubhc Federal Government
AdmmlsfratlOn

Reduce DelIVery Losses VKL should determme the magnItude of VKL should determme the magnItude of delIvery
delivery loses and develop a loss reductIOn loses and develop a loss reductIOn program that will
program that will be mcluded m the new be mcluded m the new service agreement with the
service agreement With the AdmmlstratlOn AdmmlstratlOn

Stream-lme Vodokanal VKL management should evaluate total staff
Employment requirements to determme If possible staff

redundancies and productIOn mefficlencles
eXist Where possible, management should
reduce surplus staffing

Competltlvely Contract Out to Some VKL operatIOns could be more
Third Parties Certam Aspects to effiCiently performed by pnvate contractors,
Pnvate Contractors mcludmg blllmg, collectIOn, enforcement

emergency repair work capital constructIOn
and repair transportatIOn and, operatIOn and
mamtenance of Isolated service areas A
successful cost accountmg evaluatIOn can
assIst management determIne whIch
operatIOns could be more efficIently carned-
out by pnvate contractors

VI Demand Management
Meter ConsumptIOn VKLs should follow the gUIdelmes prOVided DIscussed In Decree No 425 AdmInIstratIOns should

m eXIstIng legIslatIOn, 1 e customers shall promote general populatIOn meter mstallatlOn In the
Install meters on theIr own or face beIng billed case of bUIldmgs stIll m mUnIcIpal ownership the
the maximum amount of water and wastewater AdmInIstratIon Itself should purchase the necessary
they technIcally could use Given the meters for the whole bUIldmg level For non-
associated mstallatlOn costs meters should be mumcipal housmg AdmmistratlOns should develop
Installed at the buI1dmg level WIth mdlVldual loan programs for condommlUm assOCiatIOns and
apartment meters to be mstalled only If the other groups, to borrow agamst to purchase and
mdlvldual apartment owner pays for It mstall meters Other mcentlve based strategies
themselves The bUIldIng owner should pay should be explored
for the purchase and mstallatlOn for bUIldIng
level meters

Change Attitude to be Focused on After metermg fiXIng leaks mSIde of residentIal
Ft"(lItg and Mal1ltammg "the bUIldIngs IS the second most SignIficant demand



ACTION ITEM

Other End ofthe PIpe."

Introduce Incentlves en Housmg
Management ServIce Agreements
to Enforce Exlstlng Rules and
NorlttS for Improved Housmg
Mamtenance and Management
ServIces
Promote the PnvatlzatlOn of
Mamtenance and Management
Compames

Vodokanal

RESPONSIBLE LEVEL OF AUTHORITY

MUnlclpaURepubhc
AdmlUlstration

management strategy which an AdmmlstratlOn can
undertake This strategy can also help reduce the
overall water and wastewater payment made by
general populatIon customers once full cost tariffs
and meterIng are m place 1

AdmmlstratlOns should encourage active mamtenance
of plumbmg to reduce water leaks as speCified by
eXlstmg Housmg Fund Techmcal ExplOitatIOn
Rules and Nonns '" MUnIcipal management and

mamtenance companies are currently not bemg held
accountable for fallmg to enforce these Rules and
Nonns"

AdmmlstratlOns should mtroduce mcentIves mto the
management service agreements to enforce eXlstmg
Rules and Nonns

Discussed m Decree No 425, AdmmlstratlOns should
promote the fonnatlOn of prIvate mamtenance and
management companies to compete for work
currently bemg perfonned by mUnIcipal ZheKs
Pnvate companies could playa large role m reducmg
"other end of the pipe leaks and losses PrIvate
mamtenance and management companies are more
likely to carry-out the actiVItIes which they are
responsible for than mUnIcipal owned ZhEKs2 and
are more likely to respond positively to mcentlve

AppendIx II

Federal Government
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I PADCO analySIS m two RUSSIan CIties suggest that there are sIgmficant water losses associated wIth the current mamtenance level of reSIdential bUlldmgs, the
maJonty of WhICh are still owned by local AdmmistratlOns
2 ThIS IS based on testlffiomals from Deputy Mayors from Barnaul, Ekatermburg, Novgorod, and Chelyabmsk, PADCO, Inc, 1997
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based contIngencies m their service agreements

Promote CondominIUm Discussed In Decree No 425 AdmllllstratlOns should
ASSOClatlOil FormatIOn promote the formatIOn of condomInIUm assOCiatIOns

Such aSSOCiatIOns can Improve water and wastewater
service provIsIOn and replace the current mtermedIary
who acts on behalf of general populatIOn customers
for bIllIng and collectIng purposes They also more
readily respond to programs which could lower their
members hOUSIng and communal service payment
CondommlUm assOCiatIOns provide general
population customers the abilIty to better mfluence
the level of qualIty and costs of the services which
they receive Note assOCiations generally represent
only their own mterests and not those of the proVider


