
Prepared for

'i4tJ'Q

Housing Sector Reform Project II, Russian Federation
Project 110-0008
U S Agency for International Development, USAID/Moscow
Contract No EPE-C-00-95-00118-00, Task Order No 722

II
THE URBAN INSTITUTE
2100 M Street, NW
Washington, DC 20037
(202) 833-7200
www urban org

,...

{>N A; cJ;>-g'~ l( I

D(~~ '(flO

RUSSIAN FEDERATION
WATER AND WASTEWATER

PROJECT

RUSSIAN WATER LOAN
FEASIBILITY ASSESSMENT

OVERVIEW

Prepared by

Michael Shea
PADCO, Inc

under subcontract to

The Urban Institute

June 1998
UI Project 06611-722



•

RUSSIAN FEDERATION
WATER AND WASTEWATER PROJECT

Russian Water Loan Feasibility
Assessment:

Overview

Prepared by PADeO, Inc.

For the Umted States Agency for InternatIOnal Development and the Urban InstItute
USAIDIPADCO Contract No EPE-C-oO-9S-o011S-o0, Task Order PAD-712-o1

June 1998



FOREWORD

Tlus Fmal Overview Report represents a smgle volume of a seventeen-volume senes on Russian
water and wastewater utIlities (Vodokanals m RUSSIa) In addition to tills report, the senes
contams an Intenm Overview Report and 15 other reports, each focusmg on smgle Vodokanal
Tlus 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 mstltutlOnal 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
declSlon 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, Techrncal Manager, Samuel
Coxson, ChIef of Party, Alexander Gamota, Economist/institutIOnal SpeCialIst, Alexander
Knshtop, Instltutlonal Analyst, Eugene Gurenko, Tanff SpeCialIst, Michael SmclaIr, Pnvatization
Legal SpeCialIst, Anton LItvmov, Legal SpeCIalIst, and the Fmancial Analysts Surnl Perera,
MIchael Schaeffer, Kmll Sivolapov, Elena Arbuzova, Nadezhda Volkova, Antoru Nwradze, and
Sophia Morozova Support servIces were prOVIded by Mana Kalmma, NatalIe Pudova, Anna
Regetsy, VladImIr MUkhm, and Alexander llyushm

We would lIke to thank FIrst Deputy Mlllister Anvar Shamuzafarov, of the Mirnstry of Land
Pohcy, ConstructIon and Housmg, for hIs supporttve overSIght of our work, and Valena
Sergeeva, the Project Manager of the Project PreparatIon Urut 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 Dffiltry 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 III 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 denommaUon of the ruble
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Chapter 1 - Background and Introduction

11 Background

The RussIan FederatIon's mstItutlOnal and economIc enVIronments have adversely affected the
ablhty of Vodokanals to be financIally self-sustamable In the past, Vodokanal operatIOns,
capItal mvestment and expansIOn were SUbsIdIzed or dIrectly paId by the State As envlSloned
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 achIevmg cost recovery and finanCIal sustamabilIty In order for Vodokanals to
realIZe thIS goal, the government has promoted the development of market-based contractual
relatIOnshIps between Vodokanals and all of theIr customers, mcludmg the general populatIon
Such relatIonshIps 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

A~S Vodo¥:mllis begm to look towards theIr sustamablltty, customer satIsfactIon and affordabIltty
become more Important In the past, the relatIOnshIp between Vodokanals and theIr customers,
partIcularly 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
obltgatlOn to prOVIde theIr customers the best servIce at least cost ThIs reqUIres carrymg out
Improvements to reduce losses and mefficlencles, Improvmg production actIvIties, and Improvmg
management and publIc relations To enforce cost recovery poltcles, 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 theIr own capItal
expendIture financmg

From February 1997 through March 1998, PADCO reVIewed 15 RUSSIan Vodokanals to assess
theIr lllStttutIonal and fmanclal capaCItIes to obtam long term loans 2 ThIs overvIew report and
the mdIvidual Vodokanal reports, are based on the proJect's mam fmdmgs These reports are
mtended to IdentIfy and 1ll1tIate the Implementation of a program of InstItutIOnal strengthenmg
and Improvement of fmanclal management of Vodokanals ThIS effort IS also mtended to aSSIst
the World Bank m theIr fmanclal 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 deterrnme the Investment

2 The 15 RUSSIan Vodokanals assessed mclude Cheboksary, Gagann, Kansk, Munnansk Nalchlk, NIzhny Tagll,
Orel, Pechora, Petrozavodsk, Pskov, Smolensk, SOChI, Tobolsk, Votkmsk, and VladImIr

3 The accountIng converSIon methodology is given in AppendiX I
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OvervIew

packages wluch could be financed by the proposed World Bank funded RussIan Federation Water
and Wastewater Project

1 2 Introduction - InstItutional and FmancIaI LImItatIOns

Durmg the Vodokanal reVIew, PADeO observed some Improvements over the years as well as
Issues of concern PADeO observed a number of mstitutlOnal, legal and financIal obstacles
confrontmg Vodokanals as they are undergomg a transItIOn penod to face up to a near market
economy

There are Issues that lumt the Vodokanals from bemg able to repay long term debt oblIgatIons
through user charge collectIOns The pnmary mstitutIonal obstacles facmg the Vodokanals
mclude

• Federal restnctions for mcludmg mterest on long term loans m the tanff structure,
• PolItICIZed tanff approval processes,
• Tanff structures m wluch enterpnse tanffs provIde large cross SubSIdIes to general

populatIon customers,
• Undeveloped targeted socIal safety net,
• Weak legal relatIOnshIps between Vodokanals and local governments,
• Weak legal frameworks between Vodokanals and theIr customers, mcludmg bIllmg and

collectIon mtermedlanes, and the mabIlIty to termmate servIce for non-payment,
• Vodokanal managements predommantly focus on teehmcalJengmeermg Issues, e g , water

productIon and wastewater treatment, and less on fmancial management,
• Lack of water loss reductIon and operatIon effiCIency Improvement programs,
• Lack of demand management programs

The prImary finanCial 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 provldmg servIces,
• Weak management mformatlon systems,
• Lack of cost accountmg systems and subsequent poor budgetmg,
• Inadequate medIUm and long term operatmg and capItal expendIture plannmg

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 InstItutIonal and finanCial

2
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hmltatlOns discussed m thiS document Specific recommendatlOns of each Vodokanal can be
found m the respective mdlvldual Vodokanal reports 4

4 Etght mdlVldual Vodokanal reports were financed by USAID Contract No CCS-0008-C''(){)-2057-00, Task Order
87 and therr respec!lve reports were dehvered separately together WIth an OvervIew report dated August 1997
Seven addmonal Vodokanal reports were fmanced by USAID Contract No EPE-0008-C''(){)-5118-QO The reVIew
of the seven Vodokanals was earned out by PADCO In collaboratIOn WIth The Urban Instttute

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 muruclpally-owned enterpnses Under the
RussIan Ctvd Code, enterpnses that do not have ownershIp nghts over murucipally-owned assets
under theIr management are recogruzed as umtary enterpnses 5 Even If the tItle of mumcipally­
owned Vodokanals does not contam the word "umtary", 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 urutary enterpnses IS also mstItuted
by the law on the federal and muruclpal urutary 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
Private

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 comparues 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 orgaruzed before

5 See CIVll Code, Part 1, Chapters 113-114

6 See Cm} Code, Part 1, Chapter 113, Pomt 6
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the restnctlOn was Imposed 7 Tobolsk and Pskov Vodokanals' legal status are exceptlOns rather
than a rule As It was mentIoned by the RussIan HOUSIng and Communal ServIces InstItute,
current ratlO of non-munIcIpal-owned enterpnses In RussIa to mUnIcIpally-owned IS lower than
10 percent and has been redUCIng recently 8 ThIS trend reflects the local authonties' concerns
about the safety of the assets, and nsk of lOSIng control over the Vodokanals

Pskov Vodokanal has the status of a partnerslup WIth lImIted lIabIlIty, whIch IS outdated accordIng
to newly created RussIan law on the partnershIps WIth lImIted lIabIlIty SImIlarly to the closed
JOInt stock companIes Pskov Vodokanal IS not allowed to have more than 50 partners But new
law on the partnershIps unlIke one on the closed JOInt stock comparues oblIges the Vodokanal to
reduce number of partners WIthIn one year SInce the law came Into effect In February 1998 9

Currently Pskov local admirustratlOn and Pskov Vodokanal are conductIng final negotiations to
create murucipal 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 econOffilC management nghts to
mUnIcIpal or oblast property to use for then water and wastewater actIVItIes The Vodokanals
receIved such nghts from theIr founders In accordance WIth the RUSSIan CIVIl Code 10 The
Tobolsk Vodokanal however leases the murucIpal assets whIch It uses However, all the
Vodokanals Include these murucIpally-owned assets In theIr balance sheets and depreCIate them

Property transfer agreements eXIst for all the Vodokanals assessed except Petrozavodsk, NIZhny
TagII, and Tobolsk Vodokanals As NIZhny Tagil Vodokanal charter mentlOns that "condItIons
and procedure of the full econOffilC management should be establIshed by the agreement between
the enterpnse and the body, authorIzed by the government to manage thIs property", absence of
such an agreement may InvalIdate the nghts of full econoffilc management assIgned by the charter
The Petrozavodsk Vodokanal charter does not mentIOn any addItIonal documents regulatIng the
econOffilC management rIghts As the CIvIl Code does not reqUIre these documents, the

7 The Closed Jomt Stock Company Tobolsk Vodokanal was registered by the Tobolsk local admmlstratlon m June
1995 The Federal Law on the Jomt Stock Compames was Issued m December 1995 The Arucle 94 Pomt 4 of the
Law states that "ProvlSlons of the Pomt 3, Article 7 of the current Federal Law are not apphcable to the Jomt stock
comparues 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 Llffilted Llablhty 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 conversIOn

10 See RUSSian ClVll Code, Part II, Arucle 294, 295

5



OverVIew

Petrozavodsk Vodokanal activIty apparently IS wlthm the current legal framework The Tobolsk
Vodokanal has a lease agreement for the mumclpally-owned assets wIth the cIty property
management commIttee wIth expIration date January 1, 2000 (Table 2 1 summanzes corporate
structures of the 15 Vodokanals)

6
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Table 2 1
Vodokanal Comparative Legal Information I

I City I Name I Charter Date I Corporate Structure L Approval Needed for ReorgamzatIon I
i I
Cheboksary "Vodokanal" August 92 Mumclpal Production Enterpnse Cheboksary City Property Management Comrruttee Labor

CoHectlve

Gagarm "Gorvodokanal"

Kansk 'Water and Wastewater
Service AdnuillstratiOn"

Murmansk •MunnanVodokanal '

NalchIk "Vodokanal"

NlZhny Tagil 'Production Water and
Wastewater Enterpnse '

Orel ' OrelVodokanal"

Pechora "Vodokanal

Petrozavodsk "Petrozavodsk Vodokanal '

Pskov 'Vodokanal"

Smolensk Gorvodokanal"

Sochl "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 Production Enterpnse

Structural Sub-umt

Mumclpal Enterpnse

Partnership With LlffiIted Llablhty

Mumclpal Enterpnse

Mumclpal Umtary Enterpnse

Closed Jomt Stock Company

Mumclpal ProductIOn Enterpnse

Mumclpal Communal Enterpnse

Gagann Ralon Admlmstratlon Labor Collective

Kansk City Soviet of People s Deputies, Labor Collective

Murmansk Oblast Admmlstratlon Murmansk City
Ad~mmstratlOn

The Republic of Kabardmo-Balkanan Cabmet of MlIDsters

NlZhny Tagil City Property Management Committee Labor
Collective

Ore! City AdmlmstratlOn, Labor Collective and Orel Soviet
of People s DepUtles

Mumclpal Umtary Enterpnse "Pechorazhilkomkhoz

Petrozavodsk City Property Management COmmittee

Partners

Smolensk Mayor Labor Collective

In accordance With the Sectlon 57-65 of the RF ClVll Code

Gellleral Shareholder s Meetlng Leglslatlon

Vl<ldlffilr Property Committee, Court DeCISion, Legislation

Udmurtla Republic State Property Comrruttee, Labor
Collective

7
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2 1 3 Vodokanal Director

Vodokanal's charters generally provIde theIr dIrectors WIth broad authorIty over the management
of the respectIve Vodokanals All Vodokanal dIrectors are authorIzed 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 mstructlOns WhICh are oblIgatory for all employees

TypIcally Vodokanal dIrectors sIgn theIr employment contracts WIth the City heads or chamnen
of the mUnICIpal 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 enterprIse belong to a Vodokanal labor collectIve II Generally the
collectIve concludes a labor collectIve agreement WIth the Vodokanal director statmg the Itst of
socIal prIVileges to be received by Vodokanal workers The chaIrman of the local trade UnIon
comnuttee SIgns a labor agreement WIth the Vodokanal dIrector on behalf of the labor collectIve
Collectlve also give 0PlnIOns on the local adminIstratlons' candidates for the director pOSItIOn and
partICIpate m reVISIon of Vodokanal charters As the Tobolsk Vodokanal does not have a local
trade UnIon 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) authorIzes
oblast governments to regulate the tarIffs for water and wastewater services On the other hand
Federal Government ResolutIOn No 707, dated June 18, 1996 authOrIzes local governments to
approve consumptIOn norms and tanffs for housmg and communal servIces rendered to the
general populatlon

Actual tanff approval procedures vary m dIfferent CIties In many cases proposed tarIff mcreases
are reVIewed by dIfferent COmmISSIOns or local government bodIes The prInCIpal SimilarIty IS that
these orgaruzatIons are estabhshed 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 tarIff mcreases
for reSIdentIal customers are postponed because of expected polItIcal events, hke electIOns of the

II For example, pomt 10 4 of the NlZhny TagI1 Vodokanal Charter states that "The enterpnse labor collective
consists of the allmdlVlduals partIcIpatmg m the actIvity of the enterpnse based on the labor agreement'

8
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local duma or mayor 12 The procedure of the tanff approval process does not mvolve open
hearmg and IS not transparent to the publIc

Tanffs consIst of two mam components, productIOn expenses and profitabIlIty 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 ProfitabIlIty 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 profitabIlIty as IS mterest on long-term debt
Resolution 239 permIts each subject of the federatIOn to determme allowable profitabIlIty levels
m theIr JunsdiCtIOnS

ProfitabIlIty levels are estabhshed 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 tlus level of profitabIlIty by
submlttmg calculatIOn of reqUired profit

Average tanffs per urnt of servIces (1) IS calculated by the followmg formula

T = C(lOO% +P)
N

where
C - cost of servIces, rubles,
P - profitabIl1ty level (rentabelnost) percent
N - number of uruts to be sold

Under thIS tanff structure, Vodokanals have lIttle mcentlve 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 enterpnse and general populatIon
customers, where the former's lngher tanffs SUbSIdIze lower tanffs for the latter Only In NIzhny
Tagil and Tobolsk lower populatIon tanffs are SUbSIdIzed by the local government budget (see
Table 2 2) In eIther case, lower populatIOn tanffs 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

C tbet
Table 22

tI dBllV d k 11996 Co 0 ana onsurnpl on an I lDl! ly us orner a e20ry
Vodokanal Populatlon Budget OrgamzatlOns Other Customers

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

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

Clnes where other groups of customers cross-subsulzze lower tanffs ofthe resulentzal 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%

NalchIk 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%

SochI 46% 6% 6% 27% 48% 67%

Vladmnr 70% 18% 7% 18% 23% 64%

IAverage 64% 17% 15% 27% 24% 52% I
Cztzes where lower tanffs for the resuJentzal customers are subsulzzed by the city budget

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

Tobolsk 64% 63% 1) 9% 9% 27% 28%

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

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

IAverage 56% 55% Ii 17% 21% 28% 25% I
Notes
1) The ratIO represents sum of bl1ls Issued by the Vodokanals to the housmg mamtenance comparues as a
representatIves of populatIon Actual amounts bIlled by the housmg comparues to each famIly are much lower In
Tobolsk general populatIon customers pay about 35 percent of the amount bIlled to the housmg companIes whIle In

NIzhny Tagl1 populatIon 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 ralSlng 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 tum 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
murucipal 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

•

•
•

ReSIdentlal 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 organIZatIOn and enterpnse customers categones
BesIdes general subslilles or cross subslilles, substantIal number of resIdentIal customers may also
receIve 19Ofl, 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 19ofl 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 elimmate the burden on muruclpal 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 remam as the maInstay In aSSIstIng lOW-Income reSIdential consumers who
cannot afford to pay the full cost of communal servIces ThIs 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

11
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Increase m reSIdentIal tanffs reqUIre well orgamzed Housmg Allowance SubsIdy Programs to
provide assistance to low-mcome households unable to afford the mcreases The number of
fanuhes applymg for the mcome based housmg SubsIdIes may become an mdlcator of populatIOn
affordablhty 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 famIlIes recelvmg
targeted SubsIdIes often exceeds 30 percent 13

FIgure 2 Percent of Fannhes ReceIvmg Income Based SubSidies to
Total Number of Fannhes m City

- -AVirage- - -: 4%
----------

Vladimir NIA

Tobolsk 7%

Petrozavodsk 7%

Cheboksary

Murmansk

Sochl

Nlzhny Tagil 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 OrganizatIon and Management

Vodokanal dIrectors are responsIble for determImng staffing structures and polIcIes for selectmg,
hmng and finng of personnel TypIcally the cluef engmeer or productIOn deputy occupIes the

13 For example m Danutsky RalOn of Kytv out of total populatIon 161,000 by January 1997 "the number of actIve
subSIdIes reached 18507 - 385% of all farntltes ltvmg m thIS ralOn" (See Poltcy Reports on Targeted SOCial
ASSIstance m Ukrame, March 1997, Issue No 20, prepared by PADCO, Kylv, Ukrame )
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number two positlOn m the Vodokanal management structure ChIef accountants, chIef economIsts
and heads of bIllIng and collectIon departments are almost always much lower m Vodokanal
management structures than chIef engmeers As a result, the management onentates towards
techrucal Issues 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 bIllmg department ThIS facIlItates mformatlOn exchange between the
departments and mcreases efficIency of operatIon m the orgarnzatlOn FIgure 3 Illustrates a typIcal
Vodokanal orgamzatlOnal structure

Figure 3 Typical Vodokanal OrgamzatlOn Chart

IVODOKANAL DIRECTOR I
I I

Chief Engmeer
Production

1
CommercIal

Deputy Deputy

I I

ProductIon Departments Departments

~"
Department 1 Blllmg 1 Accountmg

2 Purchase 2 Plannmg
3 HR

FacIlitIes Facl!Jt,es 4 Lawyer
1 Energy 1 RepaIr Shop 5 CIVIl Defense
2 Dispatcher 2 Motorpool 7 Secunty
3 Mechamcal 3 Labor Safety 8 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 orgarnzatlOns accordmg to operatlOnal reqUirements,
technologIcal needs and norms AdmIillstratlve personnel usually consIsts about 6 - 10 percent of
the total staff strength The number of the employees mvolved WIth productlOn and dIstnbutlOn
of water, wastewater collectIon, transmISSIon and treatment, and support servIces are usually
prescnbed by the establIshed norms developed mthe Former SOVIet Dillon and controlled by tanff
regulatory bodIes 14

FIgure 4 KIlometers of Water and Wastewater Lmes
per Vodokanal Employee 10 CIties

I

Average for 12 Russian Cities
o75 km per Employee

106

092

090

090

088

Kanak

Charlotte, USA !55555F,;:~~••••••• 10 B
Muelhelm, Germany S4S

Pilsen, Czech Rep 3 62

Smolensk

NlzhnyTagll

Cheboksary

Murmansk

Petrozavodsk

Votklnak

Tobolsk

Gagarln

Vladimir

Pskov

Sochl

o 2 4 6 8 10 12

Kilometers of Water and Wastewater Unes per Vodokanal Employee

Source
1 RussIan Vodokanals - PADeO analysIs
2 PI1sen, Czech Repubhc - Compagme General des Eaux Report at the semInar In Moscow Apn121-23 1997 World
Bank Loan for RUSSIan Water and Wastewater UtIlItIes
3 Muelhetm Germany - SEBA Messtechntk Report at the semmar m Moscow Apn121-23 1997
4 Charlotte North CarolIna, USA - Ammons, DaVId N MumcIpal Benchmarks Assessmg Local Performance and
EstablIshIng Standards

14 For example, N1Zb.ny TagII Vodokanaiis allowed to Include In Its tanff calculatIon the number of employees
prescnbed by the " Norms of the number of workers Involved In operatIon of the networks, treatment plants of the
water and wastewater pumpIng statIons" developed by the MInIStry of Labor Research InstItute m 1989
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Usually, thIS proscnbed number of employees IS used to calculate the labor cost allowed m the
productIon costs of the tanff as the salanes are also regulated by the tanff regulatory body Under
these condItIOnS, Vodokanal management IS not motIvated m reducmg the number of ItS
employees because total labor costs allowed m the tanff may also be reduced dunng the next
tanff approval TypIcally the tanff reVIew bodIes ensure that the number of employees does not
exceed the prescnbed by norms, however, allowable tanff 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 restncted m hIrIng 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, cafetena, two retaIl
shops, and a cattle farm SImIlarly, the faCIlItIes secunty staff of SochI Vodokanaiis 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 Tagil Vodokanal Charter does not permtt other busmess activItIes than those
related to the Vodokanal's mam actiVIty As a result, It has one of the hIghest ratio of plpelme
kilometers per Vodokanal employee

Non-core staffing pose nsks 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
monopohst m water and wastewater servIces may be able to offer "cheaper" constructIOn
~erv c~~ - t...l ~ t...n+h ... ""... ,..""... .....o.,t ",. m0 .,1" 1n 1t" ~~~eterla
~ 1 1 C;~, PUUl1\.. uau. i:)'-'L Y 1"''-'t:), J.1.1"""'&., V.1. J. J."",u..I.~ ....1. ... .u ..~~~

In order to achIeve transparency m tanffs and reduce costs, Vodokanals should divest themselves
of these extraneous actIvlues 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 blddmg procedures are capital repairs, water meter mstallatlOn and testmg, veruc1e
mamtenance, and blllmg and collection

2 2 3 Customer RelatIOns

Typically RUSSian Vodokanal customer relatIOns are regulated by local government resolutIOns
settmg dIfferent tanff levels and prescnbmg dIfferent bIllmg and collectIOn procedures for each
speCIfic customer group Vodokanals cannot change tanffs 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 metermg codes
unless the Vodokanal mstalls water meters Itself

2231 PopulatIOn BIllIng 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 mumcIpahty All fifteen Vodokanals, except VladImIr
Vodokanal, use housmg mamtenance compames as mtermedlanes to bIll populatIOn customers
hvmg m apartments FIgure 5 Illustrates a typIcal bIlhng arrangement Each housmg mamtenance
company servIces several resIdentIal blocks m a CIty Thus, the Vodokanal Issues 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 ThIs IS the most CrItIcal pomt
m the total bIllmg and collectIOn scheme, because the housmg mamtenance compames very often
fall to transfer the funds they receIve to Vodokanals As an exceptIOn, m Munnansk the
Vodokanal bIlls resIdentIal customers and collects payments from them through mumcipal
computer center ThIs method IS more acceptable for Vodokanal as It results m hIgher collection
rates WIthout the need to hIre addItIOnal bIllmg 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 m the Table 2 2 only
Murmansk and Vlaclmnr Vodokanal mclude m their bills to populatIon cold water for domestIc hot water One may
see that population ratIo m total consumptIon m thiS cItIes IS the highest See also diSCUSSIOn below "ConsumptIOn
norms and Actual ConsumptIon'
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Figure 5 Billing and Collection from Population
Resldmg m Sochl Apartments

PopulatIon In Apartments

Sank

Cash from
Each Family

Housmg
Mamtenance

Company

SOCHI VODOKANAL

•

•

Only the VladImIr Vodokanal bIlls and collects from households WIthOut mtermedlanes (See
FIgure 6) The Vladumr 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 bIllIng and collectIon functIons that are done
by the local housmg mamtenance compames m other citIes or mumclpal computer center m
Munnansk The dIfference IS that water and wastewater servIces m VladImIr are separated from
other communal servIces, gIvmg the Vodokanal the pnvilege to collect dIrectly from households
hvmg m apartment housmg ObVIously, the advantage of tills 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 bIlhng and collection m VladImIr may become a declSlve
factor m the Vodokanal finanCIal stabIhty Some dIsadvantages eXIst, however The bIllmg
department ofVladmur 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 bUlldmg level water meters Furthermore, as only about four percent of populatIOn
resldmg m murnclpal apartments have apartment water meters mstalled, the other 96 percent are
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paymg theIr bills accordmg to the CIty establIshed consumptIOn norms InstallatIOn costs of the
water meters m Vladmur are paId for by the Vodokanal and mcluded In the water and wastewater
tanffs KnowIng that four percent of the populatIOn enJoys "free of charge" apartment water
meters, populatIon resldmg ill non-metered apartments would rather walt for Vodokanal to Install
meters than pay for them Apartment water meter Installation began several years ago It reqUIres
consIderable 10vestments and may take several more years to complete

Figure 6 BIlling and CollectIOn from PopulatIOn ResIdmg m
Vladimir Apartments

Vladimir Family
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2 2 4 ConsumptIOn Norms and Metered ConsumptIon

As may seen from Figure 5, the average consumptIOn of cold water 10 seven of cIties reVIewed
by PADCO vanes from 164 lIters to 206 lIters per person per day WhIle these consumptIOn
figures Illustrate the vanation found m metered consumptIon, these figures should not be used to
establIsh consumptIOn norms for non-metered bUlldmgs Consumption of water depends to the
great extent on a number of specIfic local factors, among whIch 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 domesnc hot water For each specIfic buIldIng m a CIty
consumptIOn may vary from 50 lIters to 400 lIters per person per day
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Figure 7 Metered Average ConsumptIOn of Cold Water and DHW In Seven
Russian ClUes
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Source Orenburg, Nlzhny Tagl1 Pskov Petrozavodsk, Murmansk, Tobolsk ~ PADeO projects ill 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, subslchzed pnces Very often these norms are much lower
than average consumption In all revIewed CIties, except Murmansk, even If bUIldmgs are metered
and Vodokanal buls housmg mamtenance compames by metered consumptIOn, mdlvldual famtlIes
receIve bIlls based on normatIve consumpnon BIl1mg 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 mstallatlOn 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

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 tills SIze
bUlldmg IS usually about 40 mIn If Vodokana1 applIes the rules, the bIlled amount of water
would be calculated as 163 cubIc meters per day, or 4 7 tunes 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 bUlldmg 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 MaIntenance

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 TagII Vodokanal spent on the capItal
repaIr only 3 1 percent of the total annual expendItures, whIle emergency break repaIrs took 104
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 estunate the volume of water produced based on the pump capaCIty and
electrICIty consumption
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Table 2 3
Vodokanal ProductIOn Metermg and Unaccounted-for Water

LltIes &timated Ratio Reported Annual Annual Hilled Unaccounted-lOr
Metered to Non- Production * Volume Water

metered Production OOOM3 OOOM3 Percent

Cheboksary 100 % 74 111 57,892 219%

Murmansk 95 % 94765 62858 337%

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

Petrozavodsk 50 % 45061 36,406 192%

SOChl 100 % 104096 83,220 201%

Tobolsk 0% 13,162 11,269 144%

VladimIr 100% 63,683 46,589 268%

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

In some mstances, even If productIon IS metered and Vodokanals are aware of actual figures,
officially they may show lower numbers to lude the real unaccounted-for water 16 Under the old
SOVIet system, Vodokanals were pumshed by the authOrItIes for lugh system losses encouragmg
them to falsIfy records In Pskov, only after PADCD consultants analyzed operators' logs at the
water mtake, dId the Vodokanal accept that unaccounted-for water was not reported 30 percent,
but 44 percent A snmlar SItuatIon was encountered m Ntzhny TagIl The PADCD team VISIted
the water source pumpmg stanon and noted that all pumps where workmg at the pumpmg statlOn
havmg 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 mtentlOnally reduced to show less unaccounted-for water Tlus
water source was also metered Fortunately, three weeks after PADCD VISIt to NlZhny TagIl the
Vodokanal decIded to reveal the true mformatIon to local admmtstration and publIc The correct
productlOn volume for 1997 was 66 1 mIllIon CUbIC meters of water Instead of earher offiCial
figures of 548 millIon, wluch "mcreased" unaccounted-for water from 19 percent to 33 percent
A realIstIc approach and deSIre to Improve the SItuatIon prevaIled over the fear to be
reprImanded

Slffillarly, the Vladtrnrr Vodokanal m Its offiCIal 1996 report stated that 3 5 mIllIon out of total
63 7 mIllIon cubIC meters of water produced was used for firefightmg 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 supphed from the waterworks and the total
amount of water accounted for (bJ1led), which meludes domestIC and mdustnal consumption as well as water used
for flushmg of mams, fire fightmg etc

17 See Vladurnr 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 rmllImeters 18 It IS hard to belIeve that all thIS volume was used for fIrefIghtmg
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 bIllmg may be lower than actual
consumptIOn Unauthonzed connectIons to the Vodokanal network may also contnbute to
unaccounted-for water In NLZhny Tagtl, metered consumptIOn by enterpnses contnbutes to these
losses

2 3 ConclusIOn LimitatIOns to Operational and Fmanclal Autonomy

Vodokanals face SIX mam InstItutIonal ltmItatIOns to theIr operatIOnal and financIal autonomy

• tanff lImitatIOns,
• low cash collectIOns,
• weak legal framework and enforcement,
• Vodokanal management OrIentatIon toward engmeermg and techmcal 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 WithIn a ltmlted penod of tIme
Vodokanals need to be fmancIally sustamable enterprIses, Ie, recover all therr costs To aclueve
tlus goal, full cost tarIffs should be billed to the customers and collectIOn levels should be
dramatIcally trnproved Both are feasible With strong Vodokanal management and support from
local admtmstrattons

An mtegrated Vodokanal program for self-sustalnabulty should mclude

1 Tariff and Regulatory Reform

The tarIff approval process needs to be streamlmed If Vodokanals are to become finanCially self­
sufficient, capable of repaymg capital unprovement loans and mamtammg new and eXlstmg
phySical plant and eqUIpment

18 Assumpt10n IS made that flow velocIty 1S I 5 meter per second
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2 Customer AffordabIlIty 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 bl1hng to more accurate bl1lmg 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 w111 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 will not be able to recover
consistent and regular payments from their customers Service quahty Improvements reqUire
Vodokanal corporate reorgamzatIOn, Improvement of management and operatIOn

4 Collection Enforcement Program

The lack of a collectlon enforcement program, very often caused by the pohtIcal pressure, further
detenorates Vodokanals fInanCial stablhty To unprove collectIOn, Vodokanals should mtroduce
dIrect collectIOn from all customers, levy fInes 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 econOmIC sltuatlon m country should create
a favorable environment for Vodokanals fmanclal sustamablhty
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2 3 4

t 1
I

See more detal1ed recommendatIOns In the attached ActIOn Plan
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Chapter 3 - FinancIal Review

3 1 Assessment of Present Fmancml PosItion

3 1 1 Introduction

Dechmng macro-economic condltlOns m Russia has affected all service providers m a number
of ways Water sales to enterpnses and operatmg subsidies from the Government have
tradltlOnally fmanced the operation of Vodokanals However, over the past few years, fIscal
constramts have prevented the Government (natlonal/oblast/local) from provIdmg large SubSIdIes
to keep the water and wastewater systems operatmg efficIently Although Vodokanals have
sharply mcreased tanffs to all categorIes of consumers, most enterpnses pay these charges In
non-cash methods and many budget orgarnzatlOns are In serIOUS 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 ttme At the same tIme, adequate
cash reserves are not aval1able WIth Vodokanals to replace or rehabIhtate the worn-out
Infrastructure systems Vodokanals have responded by reducmg mamtenance fundmg and
delaymg payments to supphers and other credItors Reduced mamtenance fundmg results In
reductlOn of the hfe span of mfrastructure systems, thus makmg the SItuatIon worse CapItal
mvestrnent for rehabilltatlOn of assets to a meager extent IS funded by the Vodokanals from therr
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 fundmg needs of the
Vodokanals

The pnmary Issues facmg the Vodokanals mclude

• Inadequate collectlOn of revenues,
• Declmmg cash collectlOns WIth a correspondmg mcrease m non-cash collectIons,
• Tanffs for enterprIses provIdmg a large crosS-SUbSIdy to populatlOn customers,
• All economIC and fmanclal costs of provIdmg servIces are not mcluded m the eXIstmg

tanff,
• No fmanclal management InformatIon system m place to assist the management deCISIon

malang,
• The Fmanclal Results Statements prepared by Vodokanals reflect expenses adjusted for

collected revenues as the current profit tax regulatlOns allows the Vodokanal to calculate
taxable profit on thIS adjusted baSIS The result IS that the management IS not prOVIded
WIth an actual profitabIlIty statement,

• Inadequate short or medIUm term operatmg and capItal planmng

Many of the underlymg problems confrontmg Vodokanals are InstItutIonal m nature The
separatIOn of responsIbIlItIes between capItal mvestment and servIce operatIOns allows dIfferent
mcentIves to eXIst for Vodokanal management, local admIrnstratIOns' capItal constructIOn
departments and consumers ServIce prOViders have httle mcentIve or capaCIty to mamtam
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assets MumcIpal constructIon departments have lIttle mcentIve for bUlldmg hIgh qualIty water
and wastewater assets wIth low operatIOn and mamtenance expenses Further, the relIance on
steep mdustnal charges and government SubsIdIes creates dlSlncentives for many partIes
concerned to conserve water resources

3 1 2 RUSSIan Vodokanals' Accountmg PolICIes

The fInancIal statements of Vodokanals have a dIfferent focus and emphasIs when compared to
the fmanclal statements of servIce prOVIders of other countnes who follow the accountmg
pnnclples as set out under InternatIOnal Accountmg Standards (lAS) or Generally Accepted
Accountmg PrmcIples (GAAP) The prImary dIfferences between the RussIan Accountmg
System (RAS) and lAS are gIven below

• The mam purpose of prepanng annual accounts under RAS IS for filIng these accounts
wIth the Tax DIrectorate together WIth the mcome tax returns, whereas lAS accounts
focus more on showmg the actual profit or loss for the year and publIshmg these
accounts m the annual report,

• Under RAS, the treatment of certam expenses that would nonnally 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, fines for late
payment of taxes and Interest on long-tenn 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 wrItten-off 19 However, In RAS, there IS
legIslatIOn that pennlts bad debts to be wntten-off only when a customer account IS
mactIve for three years or m speCIfic Instances where the customer IS bankrupt Bad
debts can be IdentIfied much earlIer than three years, partIcularly where customer
enterprIses have closed down or gone bankrupt or In the case of populatIOn customers,
where the customers have left the CIty and theIr 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 mdIcatIve finanCIal perfonnance The Mlll1stry of Fmance (MoF)

19 The Tax Authontles dISallows all provlSlons for doubtful debts However t speCIfic bad debts are allowed as
a deductIon for mcome tax purposes proVIded the enterpnse has documentary eVIdence that all pOSSIble courses of
actlon have been taken to collect the debt and that collection efforts have faIled
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Issued a recommendation that all enterpnses change over to an accrual basIs from 1996
onwards GAAP accountmg standards requITe that accounts be kept on an accrual baSIS

• In RAS, the tnal balance (TB) does not mclude the revenue and expense balances as
these are mamtamed m sub-accounts for expense categones m SubSIdIary ledgers The
reason IS that m RAS, the revenue and expense accounts are transferred to a P&L
account (#80), thus, bnngmg the balances on these accounts to zero However m
GAAP, the TB lls15 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 categones
of expenses become merged mto one account In GAAP, 50 or more revenue and
expense accounts eXIst m the tnal balance

• Fmancial Results statements are prepared m RAS The mam lme Items m thIS statement
are total revenues, total expenses and profit In GAAP, the eqmvalent 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 manufacturmg enterpnses 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 manufactunng 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 Informative compared to the summary type of
finanCIal results under RAS

3 1 3 Tariff OveI'Vlew

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 Tills ratio ranges from 3 m Murmansk to 85 mOrel for
water serVIce and from 4 m Kansk and Murmansk to 40 mOrel 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 hke
Tobolsk and NlZhny Tagll, the Vodokanal tanffs for populatIOn and enterpnses are the same
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PopulatIon customers are SUbSIdIZed by the CIty admInIstratIons from theIr budgets, although the
SubsIdIZed amount IS not always receIved on time or In full In other CItIes, the Vodokanal tanff
for populatIon IS much less than the tanff to enterpnses PopulatIon tanffs In these Instances
are generally below the cost of servIces whereas tanffs to enterprIses are well over the cost of
serVIces Under these CIrcumstances, there IS a cross-subsIdy from enterprIses to populatIOn
Although tanffs of all customer categorIes have Increased dUrIng the last few years, the
populatIOn tanff IS stIll below the cost of water and wastewater, where In 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 Tariff -1996 EnterprISe Tariff -1996 Tariff -1996 Enterpnse
Population EnterprISes Tanff to Population Enterpnses Tariff to
(With VAT) (With VAT) to (With VAT) (With VAT) PopulatIOn

(RblM3) (RbIM3) PopulatIOn (RbIM3) (RbIM3)

Cheboksary 400 3,600 9 400 3,360 8

Gagarm 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

Nalchlk 183 900 5 183 900 5

Nlzhny Tagll 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 Nlzhny Tagtl, Pechora and Tobolsk, there IS one tarIff for populatIOn and enterpnses The CIty
AdIllinIstratlon subSidizes the populatIon and reimburses the Vodokanal from the City budget
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3 1 4 Inadequate Revenue and Cash CollectIOn

996Composlbon 0 ota ollecbons - 1

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 MIlhon Rubles
Cl996) (1996) Cl996) (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% 112 870

Nalchik 17% 28% 8% 53% 42040

Nlzhny Tagll 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

Sochl 49% 2% 13% 64% 141 978

Votkmsk 18% 52% 3% 73% 14 155

Tobolsk 11% 32% 6% 49% 51 493

VladImir 36% 1% 44% 81 % 78798

Welehted Averal!e 25% 19% 21% 65% 58261

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 Tagll (55%),
Petrozavodsk (55%), and Orel (56%), compared to 82% m Pechora, and 81 % In Cheboksary and
Vladlffilr 22 The weighted average total collectlOn rate IS 65 % In addltlOn to the low collectlOn
rates, non-cash collectlOns make the sltuatlOn even worse Cash collectIon IS as low as 3% of
billed m Pechora, 5 % m NiZhny Tagll, and, below 20% In Cheboksary, Kansk, Nalchtk,
Petrozavodsk, Pskov, Votkmsk and Tobolsk ComparatiVely, Socht has a modest 49% The
weighted average cash collectiOn is 25 % Non-eash collectiOns have been steadIly mcreasmg over
the past three years, worsemng the hqUldlty pOSItion of the Vodokanals

Table 3 2
fT IC

Notes

1) % Offsets mcludes tax offsets and promiSSory notes
2) The collections mcludes some accounts receivable from 1995 that were received In 1996

3) Weighted average percentages are denved by welghmg agamst total revenue In 1996

•
21 Some of the collecllons receIved m 1996 reflect payments from prevIous years bIllmgs The record keepmg m
the Vodokanals are such that It IS not pracllcable to evaluate 1996 collecllons With 1996 bIlled revenue PADeO
chose to use collections as a percentage of "billed plus starting balance of the accounts recelvable so that a
representative collection rate IS obtamed

22 Throughout thiS sectlon total collectIon or cash collection rates refer to total billed dunng the penod plus the
startIng balance of accounts receivable SInce both must be collected If the Vodokanal IS to be fInanCially healthy

•
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3 1 5 Accounts ReceIvable

Poor collectIOns_a~e _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
ts R bl I M th f B II1996 Accoun ecelva e n on so I ID2S

Vodokanal Accounts ReceIvable as of December 31, 1996 Receivables ill Months of
(WIth VAT) Billmgs
(In 000 Rubles)

Cheboksary 21,683,000 3

Gagann 2,412,192 3

Kansk 12,595,674 5

Murmansk 48,082,811 5

NaIchik 20,215,423 6

NIZhny TagI1 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 fmanclal vIabIlIty of servIce proVIders The finanCIal drawbacks of
bartermg are gIven below
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• The pncmg of bartered goods IS questIOnable It may be above market pnce or sometImes
below the market pnce As bartenng for goods and servIces generally Involves two or
more partIes who may value theIr goods and servIces dIfferently arnvmg at a faIr market
value may be dIfficult partIcularly If the servIce provIder has no expenence m handlmg
the bartered Items

• Bartenng WIth goods that are not used by the Vodokanal mvanably WIll end up as a loss
because of addItional hIdden transactIon costs such as transportatIon, stormg, or
marketmg of bartered goods In the case of pensnable -goods; loSl:i'es may result from
spOIlage of goods

• One of the mam disadvantages of bartermg IS the weakerung 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
appropnately For example, barter agreements m VladImIr Vodokanal are lrutIated and
expedIted by a separate department outside the accountmg department Thus, the
transactIOns that do not pass through strong fmanclal control systems In VladImir
Vodokanal, two multi-storey apartment bUIldmgs were bUIlt for staff members and
buIldmg matenals were procured mamly by bartenng causmg senous lIqUIdIty problems
for the utilIty Further, the prIonty of bUIldmg multi-storey apartment blocks for staff m
companson to the urgently needed replacement and rehabIhtatIOn 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 obhgatIOns 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 payabies

PromISSOry notes, although not as preferable as cash, are acceptable as long as they are gUIld­
edged secunties hke 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 enterpnses are merely secuntIes and not settlements of account untIl they are
negotIated WIth a suppher or credItor m settlement of Vodokanal payabIes 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 makIng them less negotIable than Treasunes

3 1 7 RapIdly RIsmg 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 Increase In productIOn expenses and depreCIatIon In 1996
(average 79%) IS the slgruficant Increase In deprecIatIOn charge In 1996 because of the revaluatIon
of fixed assets as well as the Increase In electrICIty and labor/personnel costs Pechora
Vodokanal showed the lowest Increase of 25 %, whereas all other Vodokanals recorded Increase
In expenses In excess of 50% Several Vodokanals recorded Increases In expenses exceedIng 80 %
mcludmg Smolensk 109%, NIZhny Tagl1 98%, SOChl 94%, VladImIr 90%, Petrozavodsk and
Nalchlk 89%, and Tobolsk 81 % The depreciatIOn of the ruble III 1996 also contnbuted to the
illcrease ill expenses In Cheboksary Vodokanal, the bIOlogIcal deamng of wastewater expenses
mcreased by 90% from 13 bIllIon rubles III 1995 to 247 bIllIon rubles III 1996 BIOlogIcal
cleanmg of wastewater III Cheboksary IS done by a prIvate contractor who uses CIty owned assets
for thIS purpose

Table 34
f V d k I Pr d tJ. E Ii 1995 d 1996 (I 000 R bl )companson 0 o 0 ana o uc on x!lenses 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%

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

NIZhny 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%

SOChl 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%

Average 31,952,000 57,329,000 79%
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RUSSIan fmanclal and accountmg regulatIOns specIfically define 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 hne 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 m NalchIk, Orel, Smolensk, SOChi and Vladllmr, matenals and
chemIcals m NIZhny Tagtl and Tobolsk (matenals mclude water purchases), deprecIatIOn m
Pskov, and Votkmsk, and, other expenses m Cheboksary and Petrozavodsk Other expenses m
Cheboksary mcludes bIologIcal cleanmg of wastewater expenses amountmg to 24 7 billton rubles
m 1996, WhICh IS the largest expense Item m thIS Vodokanal Other expenses m Petrozavodsk
mcludes 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 eXIK:nses - 1996 (In 000 Rubles)-
Vodokanal Labor Energy Materials & Repairs Taxes & Deprecl3bon Profit Tax Other Total

Chemicals Mandatory Expenses

Payments

Cheboksary 5736377 17 155638 3301 256 4075664 2553320 22436073 186 190 37202 063 92646581

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

Gagarm 1768932 1664880 466 883 29801 2053292 1937016 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%

Murmansk 40413 015 14910 700 6725741 588252 2800 000 22096152 329310 14086281 101 949451

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

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

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

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

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

Orel 7161442 25897480 840688 10 322 573 12847663 I 083604 8 176552 66 330002

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

Pechora 6761571 3991259 2032714 2313725 3653664 3 741 071 2099893 24593897

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

Petrozavodsk 10 606 952 6816400 1778270 4074000 6242252 IO 236217 5521569 27684 379 72 960 039

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

Pskov 7242944 12472 322 IO 444 577 2 Il2 226 6015606 19287 186 2338050 6160 694 66 073605

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

Smolensk 9406 981 15275048 7992276 12566 095 14763428 5568973 691 030 66 263 831

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

Socln 35212977 50898900 2261944 I 361 023 9867244 25385825 10 006 965 8338820 143 333 698

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

Tobolsk 6599 487 2875021 19712958 4056772 1730424 5793054 675684 41443400

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

Votlansk 1 632219 2747980 312 139 3700 470 4876323 4032993 17302 124

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

Vladmur 12 190 659 27 494 234 4591 353 I 914711 8414243 14875766 1 361 033 9769868 80611 867

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

Average Expenses 14,772,928 5,423,274 3,760,188 4,213,519 11,267,221 1,791,616 9,403,256 61,514299

10,882,297

Average~ 18% 24% 9% 6% 7% 18% 3% 15% 100%

Source individual Vodokanal reports Table ofOperatmg Expense AnalysIs and the Profit and Loss accounts of 1996

34



3172 Revaluation and DeprecIatIOn

Overview

•

•

•

DetaIled lIsts of fixed assets were computerIzed m the accounts department of the Vodokanals
that use computers Fixed assets were revalued every year from 1995 to 1997 because of the
slgruflcant depreciation of the ruble over the past decade RevaluatIOn was based on the
gUidelInes Issued by the Mmistry of Fmance (MoF), except m NIZhny TagIl where the
revaluatIon was done by a pnvate appraIser In the guIdelInes, MoF mdicated multIplIers to be
applIed on the orIgmal cost of the asset The guldelmes also stated that fixed assets that are
WrItten off should also be revalued Different muitipbers were provIded for (a) different years
of purchase of assets (b) dIfferent categorIes 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 muitiphers 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)

Asset Category 1995 1996 1997 Total 1995 to 1997

BUIldmgs (excludmg reSIdentIal) 4 1 28 1 3 82

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

Machmery & 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 1 2 76

Source MlDlstry of Fmance GUIdelInes for 1995, 1996 and 1996

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

• The range of the perIod given IS too WIde (e g ,prIor to 1980, and, 1981 to 1994) A
Wide range would distort the revaluatIOn A multiplIer for each year would have gIVen
more reahstlc 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 m 1994 would have been revalued by 4 to
8 tunes which does not correspond With mflatlOn
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• The Vodokanals revalued the purchase prIce of all fixed assets In 1995 USIng the MoF
multiplIer for 1995 revaluations In 1996, the Vodokanals revalued the 1995-revalued
figures, by USIng the 1996 multiplIer (1 e , the revaluatIOn was compounded) ThIS
method was used In 1997 also The net result IS that the purchase prIce was revalued by
a factor m excess of the total multiplIer shown In 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 Tills procedure makes the revaluatIOn
more exceSSIve than what would have envIsaged by the MoF resulting in 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 accordIng to MoF gUIdelInes In 1995 and 1996
In 1997, they hrred 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

Vodokanais are lIable to taxation under RUSSIan law lIke any other enterpnse 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 salanes m the fonn of payment to funds
They mclude 28 % of employee salanes to the PenSIOn Fund, 5 4% of employee salanes to SOCIal
msurance and lesser percentages for the medical, transport, educatIOn and unemployment funds
The total of all payments to funds mcludIng 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-filIng 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 payable to all three levels of Governments, VIZ, Federal, Oblast and Local
Government The percentage for Federal government IS 13 % while the oblast and local
governments share the balance 22 % The VAT payable at 20 % IS payable to the Federal
Government

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 In payments to funds are caused because of the
Inadequate cash resources m Vodokanal accounts

3174 Accounts Payable

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

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

(F 000 R bl )I~ures In U es

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%

Nalchlk 20,215,423 48,096,142 238%
-

NIZhny Tagl1 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%

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

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

Votkmsk 3,867,201 500,700 13%

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

Avera2e 27,011,400 13,083,500 48%•
Supphers' accounts payable IS below 40% m 11 Vodokanals In Tobolsk and Murmansk
Vodokanals, the percentages are as low as 4% and 10% respectIvely, whIch IS qUIte satIsfactory
However, m NalchIk (238%) and VladImIr (105%), the accounts payable IS more than the
accounts receIvable The unsatIsfactory percentage m NalchIk IS because they mcurred heavy
losses m 1996 due the 123 % mcrease m energy costs, thus mcumng a 15 bIllIon rubles net loss,

•
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whereas ill Vladumr the reason IS due to the large constructIOn work that had been earned 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 requIres that large enterpnses
(mcludmg Vodokanals) prepare quarterly financIal statements Accordmg to tax legIslatIon, the
Vodokanals have the optIon to prepare theIr fmancial 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
fdmg WIth the Tax DIrectorate Under the above system, the followmg shortcommgs were
noted

• The standard formats on which the Vodokanals are requrred to prepare theIr annual
accounts (1 e , Balance Statement and the fmanclal results statement) are so comphcated
that only the accountants understand the contents Thus, management IS not furrnshed
WIth adequate management Information for them to read and understand even the
finanCIal performance of the Vodokanal,

• When Vodokanals prepared therr fmanclal results statement on an adjusted-expense baSIS,
the actual finanCIal 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 contaInS the audIted annual
accounts WhICh are summarIZed for pubhcatlOn In addItIon, the enterpnse w111 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 therr fInanCIal results
statement on an adjusted accounts baSIS, PADeO encountered some dIfficulty m relatIng
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 lffiphes, 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 bUSIness In GAAP accountmg, the net profit IS approprIated for
speCIfic purpOses lIke payment of dIVIdends to shareholders and transfers to reserve accounts lIke
general reserves The balance m the profit and loss approprIatIOn 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 varIOUS purposes The tendency In 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 (IncludIng use-of-proflt
expenses), WIth that of the allowable profit percentage mcluded In the Vodokanal tarIff
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Allowable profIt IS the profIt margm that Vodokanals are permItted by CIties to add onto
expenses m 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 NearGAAP Near GAAP Allowable Profit In

Expenses Profit-1996 Profit as % of Tanff
Expenses

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

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

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

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

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

Nlzhny Tagll 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%

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

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

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

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

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

As shown m the table, ten Vodokanals show near-GAAP losses although theIr tanffs were
computed WIth an allowable profit component Murmansk and Vladumr Vodokanals show near­
GAAP profits that are below the allowable profit percentage Near-GAAP profit percentage and
allowable profit ill Tobolsk IS nearly equal NIZlmy Tagil and Pechora made higher near-GAAP
profIt percentages than theIr allowable profits The near-GAAP profit In Pechora IS high
because they receIved two tanff mcreases m 1996, an Increase of 185% for water and 131 %
for wastewater In addItIon, Pechora Vodokanal bills the MumCIpal Umtary Enterpnse at the full
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cost tanff for populatIon customers and the City AdmmistratIOn SUbsIdIzes the populatIon 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 m spIte of havmg modest allowable
profIts m the tanff structure, are gIven below

• Tanffs are not adjusted for Inflation,
• Out-of-profit expenses are not allowed to be Included In 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 tIme For example, Pskov
Vodokanal had a charge of 3 5 bIllIon rubles m 1996 as fines

3 1 8 DepreCIatIOn, Development Fund and Debt Service

DepreCiatIOn expense as It applIes to an enterpnse's fixed assets receIves approxImately the same
accountmg treatment m GAAP as In the RAS and IS charged to the Profit and Loss account to
match the wear and tear of assets used by the Vodokanal The deprecatIon rates used under
RAS were ISSUed as gUIdelInes 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, chargIng 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 depreCIatIOn), so that the Interest
earned WIll counter the InflatIOn factor to some extent The cost of replacement or
rehabIlItatIOn fixed assets can then be funded from the fixed depOSIt account In practIce, settmg
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 Immediate expenses and no reserves are generated To mvest the eqUIvalent of
depreCiatIOn to replace the worn out assets, the Vodokanals firstly, have to Increase theIr present
low cash collectIOns and break-even on operatIOns Once thIs begIns to happen, they WIll begIn
to generate enough Internal resources to fund depreCiatIOn expenses

318 1 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, wlnch 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 financed through long term loans from a lendIng InstItutIOn
Under these CIrcumstances, the cash resources could be set aSIde VIa the development fund
account to repay the loan mstallments Under RAS, mterest on long term loans must be paId
out-of-profits
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RUSSIan legIslatIon does however provIde a capItal unprovement tax credIt m 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 mterest payments, It may deduct thIS amount from ItS
taxable profit ThIS allows more funds to be aval1able for debt serVIce

3 2 LImItatIOn to Vodokanal Fmancial Autonomy

ThIS section descnbes observed financIal and accountmg practIces WhIch currently lImIt the
borrowmg capacIty of Vodokanals A bnef descnptIOn of the mam InmtatIOns IS presented here
wIth further elaboratIOn m the ActIon Plan

3 2 1 Local Mumclpahty/Vodokanal DecIsion makmg and Decentrahzation Problems

Planmng Many local governments and Vodokanals do not appear to have authorIty to make
major decIsIons regardmg large capItal mvestments 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 reparrs 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 Instances
A well prepared and an aclllevable budget that can measure the actual performance,
analyze vanances and take corrective actIon would help management to provIde better
serVIces to therr clIents It would also provIde the baSIS for planmng longer term
mvestments PreparatIOn and budgetary control IS up to the Vodokanals Upper levels
of government do not mterfere or 11mIt the Vodokanal' s abIlIty to perform tllls functIOn

•

•

• CapItal expendIture plans are Important m enterprIses lIke Vodokanals who have large
mvestments m fixed assets and more so because the mfrastructure systems need urgent
replacement and rehabIlItatIOns Although the capItal expendIture reqUIrements can be
lIsted out by the Vodokanals, imdmg 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, achIevmg 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
gUIdelmes recommendmg that from 1996 and thereafter enterprIses, mcludmg
Vodokanals, should account on an accrual baSIS ThIs proVIdes a better matchmg of
revenues and expenses and a more accurate assessment of the profitabIlIty of the utIlIty
than does on a cash baSIS accountmg

• Vodokanals do not use cash flow proJectlOns as a tool m management Managmg cash
IS one of the prune concerns of an enterpnse The Vodokanals do not prepare realIstIc
cash flow projectIOns that show all cash mflows, 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 mflows 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 m effectIve cash
management that are currently not bemg used by Vodokanal management

• Bad debt IS not recognzzed as an expense or reserve set-aSIde As the Vodokanals
account on an accrual baSIS from 1996 onwards, wntmg off of bad debts or makmg a
prOVISIon for doubtful debts IS appropnate to show a realIstIC net profit An agmg
analySIS of accounts receIvable IS the fIrst step m 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 busmess 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 countrIes, make
a general provlslOn 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 costmg systems Fmanclal 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 In Vladlffirr Vodokanal) A sUltable costmg system,
ldentifymg 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 estabhshed, e g , water productlOn, dlstnbutlOn,
wastewater treatment, etc, to determme productlOn 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
fmanclal mformation IS available to obtam the necessary cost figures for cost center
analySIS QuantItIes of water productlOn and bIlled as well as wastewater billed are
available WIth the blllmg or the engmeermg departments The cost mformatlOn should
flow to the tarIff computatlOns Via the economIst The next step m settmg up cost
accountmg systems IS to take eXlstmg cost data and reclaSSIfy It accordmg to cost centers
Ultlffiately, the cost accountmg system mIght be mtegrated WIth finanCial accountmg
systems when both are fully operatlOnal

• Inadequate management mformatlon (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
detal1s, and the other at top management level concerrung the actlVlt1eS of the entIre
Vodokanal MI gIves the source data for the plannmg function wluch lead to the declSlon
makmg process

•

• Inadequate collectlons and lack of cash resources Vodokanals have to mcrease therr
total collectlOns and more lffiportantly, cash collectIOns The cash balances are way below
the requrrements PopulatlOn customers settle therr dues m cash, therefore, the
mtermedlanes should settle therr accounts WIth the Vodokanals m cash after deductmg
servIce charges An alternatIve IS to collect cash from populatlOn customers drrect by
the Vodokanals The enterpnses should be requrred to settle therr dues m cash lnstead
of barter Customers mSlstmg on settlmg dues by barter should be charged a surcharge
representmg the addltlOnal costs of executmg such transactlOns Where pOSSIble, cash
should be collected from budget orgamzatlOns 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 final optIOn

•

3 2 3 Full Cost Recovery - TarIffs

TarIffs should reflect the full cost of water and wastewater servIces Full cost prIcmg however,
cannot be achIeved unless bad-debt expenses, cost of blllmg and collectlOn, and the cost(s) of

43



OverVIew

depreCIatiOn or debt servIce whIch-ever IS hIgher IS taken mto account LImItatIons to full cost
recovery through user charges mclude

• Interest from capital related Improvement loans cannot be directly Included Into the
tanff structure Many Vodokanals take short term loans to pay salarIes 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 Investment must be paId "out-of-profit"

• Bad debt expense cannot be dzrectly mcluded znto the tan!! structure and currently could
limit debt capacity Vodokanals are now permItted to deduct from taxable mcome, for
profit tax purposes, losses from WrItIng off bad debts older than three years and other
debts whIch cannot be recovered, e g , bankrupt customer Federal legIslatIOn needs to
be changed In order to allow for all specIfic bad debts to be treated as an expense,
IrrespectIve of the perIod of debt, thus, Included dIrectly m the tarIff structure

• Tanffs not automatlcally adJuscedfor mflatzon 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 Uruon tImes, there was no need to borrow money for capital mvestment because
the local governments financed mfrastructure development from murnclpal or oblast resources
New eqUipment and the moderrnzatlon of Vodokanal facIlItIes are stIll financed out of the
mUnIcIpal 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 mUnIcipal budgets are way below the
needed mfrastructure rehabIlItatIOns, the Vodokanals are mterested m obtaInIng long term loans
at low Interest rates and long repayment penods The Vodokanals hope that the current legIslatIon
Will be changed and allow them to take Interest 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 Interest on long
term loans when there IS a loss or the profit IS Inadequate 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 Tills sectIOn descnbes operatIOnal and finanCial
prOjectIOns over a seven-year penod The assumptIOns underlymg the fInanCial prOjectIOns are
detaIled below ObVIOusly, Vodokanals WIth a smaller turnover were reVIewed In lIght of a
smaller debt carryIng capaCIty

4 2 1 Prmclples

The financial projectIons are based on the followmg broad prInCIples

• The Vodokanals receIve no subsId1es or transfer payments from the government and funds
Its operatIOnal and debt servIce expenses out of revenues collected from end-users,

• Revenues should In aggregate be suffiCIent to meet all Incurred expenses and to ensure the
Vodokanals' finanCial VIabIlIty Therefore, the revenues should be suffiCIent to cover all
operatmg expenses and debt servIce costs In addition, Vodokanal finances should proVIde
for contmgencIes, such as bad debts or emergency repaIrs

4 2 2 AssumptIons

The followmg finanCIal assumptIOns were made m developIng 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 modelIng
standpomt, thIS 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 M1ll1stry of Fmance and Vodokanals, loans wIll be repaid over 15 years WIth
an lllltlal 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
mflatlon No reductIOn m the Vodokanal staff reqUIrements IS projected All out-of-profit
employee bonuses are mcluded as productIOn expenses,

• DepreCIatIon The tanff Includes 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
mamtaIned at theIr current share of total expendItures through the year 2003, mcreasIng
15 % per annum for InflatIOn,

• MatenaIs/electnClty, depreCIation and supportIng serVICes The real costs of electncIty
and matenals wtll 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 wrIte-off any debt, unless the debtor IS bankrupt
Currently, the value of uncollectIble debt that IS over three years old IS neglIgIble In value
due to the recent hIgh mflatIon However, InflatIon has been StabIlIZIng We have
assumed a 5% bad debt prOVIsIon Under current RUSSIan legIslatIOn, bad debts can only
be deducted from pre-tax Income and cannot be treated as a tarIff related expense, thus,
bad debt provlSlons also cap affordable loan amounts,

23 SectIOn 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 metenng at the whole bUlldmg
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 Pnncipal payments are shown as a depreCiatIOn expense Interest IS
shown as a resIdual, commg out-of-profit As allowed by current RUSSIan legIslatIon, the
tanff 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 par+, of the long term
mterest assocIated WIth capItal mvestment 24 Under tlus 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 Tlus ranges from 15 % (NIZhny TagIl) to 25 % (Cheboksary,
Petrozavodsk, Soclu and Tobolsk),

• Tariff projectIon The tanff projections mclude a collectIOn rate approachmg 95 % With
a 5% level of bad debt wnte-offs throughout the forecast perIod and cash collectIOn of at
least 50%

Table 4 1 Illustrates estimated loan capablhty and forecast future tanff With that respectIve level
of debt It also Illustrates that by mcorporatmg the mdicated debt mto the Vodokanal tarIff
structure, the combmed (water/wastewater) tarIff Will nse by a mlll1mum of 255 % m Murmansk
and a maxunum of 332% m Tobolsk over the seven year penod The mflatIOn rate alone at 15 %
per armum WIll compound to 166% dunng the seven-year penod The two new components
added to the tanff structure were debt servIce and bad debts

The projected nse m the combmed average tanff would translate mto tarIff mcreases for all
customer groups Smce the ability of enterpnses and commerCIal orgarnzatlons to cross SUbsidIze
reSIdentIal consumers IS already constramed by relatIvely lugh tarIff levels, the most drastiC
mcrease would have to be borne by reSIdentIal consumers

24 ArtIcle 6 of the RUSSian FederatIon Law "On Enterpnse and OrgarnzatIon 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 Tanff

Tanff With VAT Average Tanff 1996-2003
(Rubles/M3) with VAT

(Rubles1M3)

r"oho.... ~",. 15,000,000 - 1,147 - 4,230 269%vll""lJ l.\.;,alY

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%

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

NIZhny Tagll 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%

SOChi 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) EstImated combmed average tanff mcludes VAT (20 %) and Vodokanal allowed profitabIlIty

4 3 Loan FeasibilIty

To recap, the PADCO loan feaSibilIty model assumes a collectlOn rate approachIng 95 % WIth a
5% bad debt allowance Further, the model assumes a cash collectlOn of 50% of total coIlectlOns
The mterest on the capItal mvestment loan IS to be financed out-of-profit, thereby requmng 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 fmanclal prereqUIsItes?

48



•

OverVIew

Cash Collectlons

As dIscussed earher, 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 (mterest plus pnnclpal) must be repaId m cash

Total Collectlons

The present level of collectIOn as dIscussed earher IS below the tanff/loan forecast model's 95 %
level of total collectlons Further, the compOSItIOn and tnnmg of collectIOns are a major lImitatIOn
m the current Vodokanals' fmancial pOSItIOn It IS assumed that collectIons WIll Improve to 95 %
pnor to the commencement of large borrowmg

Profitabzllty

As dIscussed earher, three Vodokanals (Cheboksary, Petrozavodsk and Socm) made near-GAAP
net losses m 1996, wmle VladImIr made a margmal net profit Modest near-GAAP net profits
were made m 1996 by Murmansk, NIZhny TagI1 and Tobolsk None of the Vodokanals had
wntten off bad debts or created a provlSlon for doubtful debts ReceIvables are on average 6
months of bIllmgs wmch IS too long

In therr present finanCial condItlon, all Vodokanals under tills 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 outlmes pnonty actions and ImplementatlOn time frames for each Vodokanal
to satisfy pnor to long term borrowmg can be 11l1tIated
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4 3 1 Improve Cash CollectIOns - Direct CollectIon from PopulatIon Customers

Cash collectIOns can be sIgruficantly unproved by dIrect collectIOn from populatIOn customers and
budget orgamzatIOns whIle contInuIng cash collections from enterpnse customers Low cash
collectIOns were caused by the mumcipal umtary enterpnses collectIng cash from populatIOn and
not transfernng cash to Vodokanals DIrect cash collectIOns could be done by dIrectIng all
customers to pay dIrect to the Vodokanal bank account by completIng the appropnate
documentatIon

Table 42
Proposed Vodokanal PrIOrIty ActIons and ImplementatIon Time Frame to Enable Debt

ServIce

Vodokanal Pnonty ActIon CorrespondIng Project ActIvIty

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

Collect at least 80% of all bIllmgs Loan effectIVIty

BIll full-cost tanffs Loan covenant

Meter at least 40 % of all consumptIon Loan covenant

Ellffiillate cross-subsIdIes Loan covenant

Expand the Housmg and Allowance SUbSIdy Program (HASP) to Loan effeCtIVIty
mcorporate the partICIpatIon of at least 20% of all local famlbes

4 3 2 Increase Total CollectIons

ObVIOusly, the steps taken towards IncreasIng cash collectIOns w111 Improve total collectIOns as
well A regularly updated database and an effectIve follow-up procedure WIll be the key to
Increase In collectIOns

4 3 3 BIll Full Cost TarIff

Some of the Vodokanals were unable to recover all of theIr costs, IncludIng out-of-profit
expenses, from theIr user charges In spIte of haVIng a cross-subsIdy from enterpnses to
populatIon GIven thIs enVlfonment, It IS unlIkely that In the present context, the Vodokanals WIll
be able to successfully undertake debt servIce untIl they are allowed to bIll full cost tarIffs

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 orgamzations are
presently metered Therefore, metenng IS reqUIred In the budget orgamzatIOns that are not
metered and In apartment bUIldIngs (one meter to a block)
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4 3 5 Elll1unate Cross SUbSIdIes and Expand the Housmg Allowance SUbSIdy Program

AchIevement of these targets wIll reqUIre sustamed effort on behalf of partlclpatmg citIes to
pubhcIze the HASP and to upgrade the capaCIty of HASP offices to serve larger populatlOns
Meetmg thIS target IS crucial as It prOVides a SOCIal protectIOn net to low mcome famihes when
the Vodokanals make arrangements to lffiplement full cost tanffs and ehmmate or mImmize cross­
subslwes By reducmg cross-subSIdIes from enterpnses to populatIOn, the Vodokanals are hkely
to mcrease theIr cash collectlOns because some enterpnses presently barter m settlement of
accounts whereas the populatlOn customers generally pay m cash In addItIon, ehmmatmg cross­
SUbSIdy and bIllmg on metered consumptIOn, the Vodokanals should expenence the benefits of
a demand management program, e g , mImmIzmg the need for further capaCIty

The Mlmstry of Land Pohcy, ConstructIon and HOUSIng could negotIate the Vodokanals'
performance targets, IncludIng tanff Increases, and fInanCIal reforms of each Vodokanal These
negOtiatIOns WIll determIne each Vodokanals real debt carryIng capaCIty The PADCO model
does not conSider capItal SubSIdIes indiVIdual Vodokanal debt carryIng capaCIty may be
unproved If such capItal subsiwes were prOVIded as part of the IndiVIdual Vodokanal negotIatIOn

4 4 Vodokanal ActIon Plan

The pnonty actIons form the core of a broader ActIOn Plan (AppendIX 11), 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 fInanCIal autonomy The ActIon
Plan presents actIon Items wluch need to be carned out over the short, medIUm and long term

The ActIOn Plan's goal IS to promote the finanCial sustamabIhty ofVodokanals' current and future
operations The ActIOn Plan IS dIVided Into the follOWIng SIX categones corporate governance,
regulatory framework, management unprovement, tanff/finance/soclal protectIOn, operatIOnal
effiCIency, and demand management
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Appendix I - PADCO Accountmg ConversIOn Methodology

1 IntroductIOn

All Vodokanals (VKLs) assessed by PADCO maIntaIn theIr books of accounts and prepare
annual accounts accordIng to RussIan AccountIng Standards (RAS) In 1995, most VKLs
maIntaIned books of account on a cash basIs whIle In 1996, they changed theIr basIs of
accountmg to an accrual baSIS follOWIng gUIdelInes Issued by the Mlmstry 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 StrICtly, 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 beIng In 1995, most of the
VKLs prepared theIr accounts on a so-called cash baSIS, wrnch was In fact a mIX of cash and
accrual bases

The VKL prepares a Balance Sheet and a "finanCial results" statement that they file WIth the Tax
Drrectorate every year The financial results statement IS therr Profit and Loss (P&L) account
A breakdown of the expenses IS not shown In the fmanclal results statement Some VKLs
prepare therr fmanclal results statement based on cash collections durIng 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 thts 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 therr annual accounts on an accrual baSIS because of a recommendation gIven by the
MoF

2 PADCO ConversIOn Methodology

The PADeO team mc1uded mstItutlonal and fmancIal, mc1udmg accountIng 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 accountIng used by dIfferent
VKLs, PADCO had to adjust the approach and methodology to SUIt the relevant VKL The
general methodology used for the task of convertIng RUSSIan accounts to near-GAAP accounts
In VKLs IS descnbed m the followmg sectIOns

2 1 ReVIew of Accountmg System

The fust task was to famIlIarIze WIth the accountIng system of the VKL The financIal team
mterviewed the Crnef 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 In 1994 was
necessary for the preparatIon of sources and uses of funds statement

52



•

APPENDIX I

• Orgaruzatton of the accounts department A rough orgaruzatIOn chart was drawn as VKLs
typIcally do not have a separate orgaruzatlon chart for the accounts department The chart
was Important because (1) It provIded a summary of the orgaruzatlOn 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 (111) tables reqUlred 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 ComputenzatlOn was assessed
at thIS stage Dependmg on computenzatlOn and the subdIVISIon of work of the accounts
department, gettmg a pre1lmmary level of confidence or lack of confidence on the VKL
fmanclal data was pOSSIble

• CopIes of the tnal balances for 1994, 1995 and 1996 were requested Most VKLs dId not
prepare trIal balances In RAS, the trIal balance shows only assets, 1labI1ltles, capItal,
reserves and deferred expenses

• CopIes of the 1995 and 1996 fmancial statements and the fmancial results statement filed
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 Whlle domg so, the sigruficance of each table as well as the mearung
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 fmanclal statements A contact person from PADCO was
Identlfied as the 1lalson person for the completIOn of the task of completmg the WB tables,
and the CA and her accountants were requested to contact tlus person for any further
clanficatlOns 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 Blllmg department

• AnalySIS of blllmg 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 tnal balances and general ledgers

• Cost analysIs table The figu~e~§b9:I.llcl agree wIth tQe 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 10 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 WhIle revlewmg accounts receIvable, the
team requested a lIst of bad debts of budgetary orgamzatIOns and productIOn enterpnses The
lIst showed the name of the orgarnzatlon, amount of bad debt and, the reason for considermg
the debt as bad (1 e , the orgarnzation was bankrupt, the accounts receIvable extended beyond
three years, etc)

2 2 ReVIew of BIllIng and Collection System

The next task was to become fanlllIanzed WIth the blllmg and collectIOn system of the VKL All
VKLs had separate bIllmg and collectIOn departments Normally, the head of the bIllIng
department reports to the DIrector of the VKL rather than the CA PADCO mtervlewed the head
of the blllmg department and hIs semar accountant At thIs meetmg, generally lastmg one and
a half days, the followmg aspects were dIscussed

• Orgamzation of the billmg department A rough orgarnzatIon chart was drawn showmg the
malO funcnons of the subsection of the bIllmg department

• Tardf movements Tanff movements for vanous categones of customers from 1994 to 1997
for water and waste water was requested to show how bIllIng 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 mdividual
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
Illustratmg the operatIon of b111mg and collectIon procedures

• InvOIcmg Procedures Smce It differed by customer category, the mVOIcmg procedures
used to bIll budgetary orgarnzatlOns and productIOn enterpnses was requested and a sample
copy of an InVOICe 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

• InvOlcmg procedures PopulatIOn customer mVOIcmg procedure of populatIOn was revIewed
m more detail because It vanes m dIfferent VKLs Some VKLs bIll mtennediary mumcipal
ZhEKs, whIle others bIll the populatIon dIrectly

• PopulatIOn tariffs DependIng on the nature of populatIOn customers, tanffs used to bill
general populatIOn customers dIffered In varIOUS VKLs For mstance, where mtermedianes
eXIsted, some VKLs bIll 100 percent of the populatIOn customer bIlls to the ZhEKs who In
tum bIll the populaoon at the subSIdIZed rate through communal servIces bIlls AlternatIvely,
some VKLs bIll the populatIOn at subSIdIZed rates and request the CIty AdmimstratIon to pay
the SubsIdIes

• SUbSIdIes Several dIfferent types of subSIdIes are prOVIded to populatIOn customers and
dependIng on the SUbSIdy and frequency of payment These can have consIderable unpact
on VKL revenues Thus questIOns were asked about the nature of the SubsIdIes and who pays
them to the VKL (the CIty admInlstratlOn or other orgarnzatIon)

• Barter and offset procedure GIven the unportance of barter and offsets to most VKLs,
copIes of barter and offset agreements were collected for the files and the CA was
IntervIewed about the procedures used to negotiate these transactIOns The authonty for
sIgmng of barter and offset agreements were noted

• Type of goods purchased under barter agreements The baSIS of computIng 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 mformaoon 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 bIllmg and collectIOns by customer category were reVIewed to determme
computenzaoon Generally, the mput documents to record bIllmgs were the mVOIces, source
documents for collecoons were bank. WIre transfers, cash depOSIts m 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 bIllIng department generates a
summary of monthly sales from the computenzed system ThIS IS the source document for
mput of the sales figure

• RecordIng collectIOns The procedure for recordmg the collectIOns m the general ledger was
revIewed m the accounts department Bank WIre transfers and cash collectIons are recorded
III the general ledger through the bank and cash books CollectIOn by barter and offsets are
recorded III 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 bIllmg and accounts departments may not be the same Therefore, It was necessary to
match the accounts receIvable accordIng to bIllmg 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 bIllmg 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 tnal balance
Next the P&L account was prepared m a near-GAAP format In domg so, Journal entnes 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 mal balance (TB) was compared WIth general ledger balances, to see that the
figures 10 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, mal 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 pomt of VIew, these
were lIsted and mvestIgated and notes prepared for later 1OclusIOn m the PADCO report on
the VKL Where changmg the figures was necessary, Journal entrIes were prepared
descnbmg the changes
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• Preparmg draft balance sheets CBS) from trIal balances was not as easy m GAAP accounts
because the VKL trIal balances contam mdlvIdual accounts havmg debIt and credIt balances
that must be reconcIled Also, RAS has accounts that are dIfferent from GAAP accountmg
such as target fmancmg whIch IS really grants to the VKL Further, target financmg, 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 SometImes 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 tIme 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 connectIOn IS not made meanmg that there IS no dIrect lInk: 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 theIr 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
mdIvldual accounts m the near-GAAP BS When the VKL prepared an adjusted BS for theIr
tax dIrectorate showmg cash collectIons receIved and proportIonates expenses, makIng the
connectIOn WIth the VKL BS was not necessary because the VK.L BS understated actual
expenses These VKLs dId not have an mtemal 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

24 PreparatIOn of Near-GAAP Profit and Loss Account

PreparatIon of the near-GAAP P&L account was more dIfficult than the preparatIOn of the BS
becallse m RUSSIan accountmg, the P&L account filed WIth the tax dIrectorate, called the
fmanclal 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 utIlIzatIon 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
appropnatIOn account As the two figures match, one can trace the P&L account balance m BS,
to the P&L account and VIce versa

A further complIcatIon 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 VK.L'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 fmanclal
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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 profitabIlIty

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 monthly totals of account sales from account #46, m the
general ledger were totaled Then, the bIllmg department monthly bIllmg summanes were
venfied WIth the amounts recorded m the account #46 to ensure that they correspond wIth
January to December bl1lIngs 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 monthly 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 reconclhng WIth VK.L P&L account IS lffiportant
because later, the VK.L may dIsagree WIth the revenue figures generated m thIs manner If
the VK.L P&L revenue figures are dIfferent from account #46 or If account #46 shows bIllIngs
for a penod other than from January to December or If account #46, shows revenue on a cash
basIs, then an analysIs of bIlhng summanes from January to December was filed m our
workIng paper files to substantiate the basIs for determImng the revenues shown m the near­
GAAP accounts

• The VKL finanCIal 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 In our workIng papers When VK.Ls show the major expenses separately m account
#20, expense analysIs IS easy and can be taken dIrectly from VK.L 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 lIke 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 VK.L'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, 1 e, aUXIlIary
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 addItIon 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 (JE) was made to record the dIfferences m
profit or loss under both systems ThIs 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 ThIs 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 thIs profit Some of these expenses are for
productIon 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 vanous
fund accounts and the balance on thIs account IS brought to zero Therefore, we tracked the
movement of account #81 and showed the expenses charged to thIs account under correct
> expense= account categones At the same tIme, we showed the transfers to varIOUS funds
as the P&L appropnatlon account m our near-GAAP presentatIOn By thIs method, we
connected 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 entnes 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 entries are avaIlable m our workmg
paper files The procedure used to prepare the restated near-GAAP Balance Sheet IS as follows

• Journal entnes were lIsted SIde by SIde WIth the tnal 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 connectlon 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 COIU1ectIOn 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 btlhng department, the team also reviewed other
component of the VKL's mternal control usmg a standardized checkltst 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 opmlOn
on the rehablhty 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 reconciltatlOns were requested to see If they were bemg prepared regularly

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

3 2 VKL Econormst

• Annual estnnates or budget documents was exammed to ascertam the budgetmg process and
ItS Impact on corporate management AttentIOn was paId to determmmg the rehablhty of
budget estImates and whether budgets were prepared usmg reahstic values

• BaSIS of preparatIOn budget was quened to learn mteraction With other departments For
example, was data collected from other departments durmg budget preparatIOn

• If they eXIsted, sample data collectIOn formats sent to other departments were evaluated
regardmg the detatl and accuracy of the data bemg mput mto budgets
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• Departmental budgets, If they eXIsted, were Inspected on a collectIve basIS to see whether
productIOn departments and support departments lIke purchasing 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 opimon on the adequacy of the budgetary control system

3 3 Purchasmg and Stores Department

To determme the adequacy of purchasmg and Inventory 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 hke 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 documentauon such as stock cards and frequency that the cards are updated along WIth
supportIng 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 organIZauon chart of the purchasmg and stores department Illustratmg the functIons of
varIOUS personnel
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3 4 FIxed Assets Control System

Fmally, the fixed assets control system was evaluated to detennme the degree of momtormg
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 gUldehnes Issued by the Mmlstry of
Fmance were followed m detal1,

• Procedures used to revalue the mdlvldual fixed assets usmg the MoF multlpher, and

• Accountmg entnes were checked to see whether the revaluatIOn of fixed assets was recorded
correctly
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Table 4 3
Vodokanal ActIOn Plan

RESPONSffiLE LEVEL OF AUTHORITY

ApptndlX II

~

I Corporate Governance
Pass law on MUnicipal Unitary
Enterpnses

Reorganize Corporate Structure

Vodokanal

Most of the VKLs have structures which are
outdated by the RUSSian ClVll Code Such
VKLs should reorganize themselves as
mUnicipal Unitary enterpnses fhe new
Charters should grant to the VKLs and their
directors as much operational autonomy as
possible under apphcable law, mcludmg the
power to
• Create and revise mternal management

structures appomt and dismiss
management and other personnel,

• Adopt and Implement operatmg plans
and pohcles,

• Adopt and Implement personnel pohcles
• Adopt and Implement capital repair and

capital mvestment plans and policies
etc and

• Determme the diSposition of all profits

The Charters should mclude a clear statement

MUnlclpalfRepubhc
Administration

AdmmlstratlOn(s) should allow vodokanals to
reorganize as mUnicipal Unitary enterpnses which
enJoy the greatest amount of autonomy possible over
ItS operatIOnal and capital mvestment activIties

The AdmmlstratlOn retams ownership over all assets
and enters mto separate property transfer and service
agreements With the mUnicipal unitary enterpnse

Federal Government

The RUSSian Federation should pass a law on
mUnicipal Unitary enterpnses Such a law
would mclude a section that would authOrize
mUnlclpahtles to contract services with
communal service prOViders regardless of
whether the mUnicipalIty owns the enterprise
ThiS provIsion would allow a bmdmg service
contract to be agreed between the City and
service providers that would be enforceable In

a court of law
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ACTION ITEM

Conclude New Agreement on
Property Transfer

Vodokanal

of the VKLs purposes and should accurately
define their service areas The Charter should
prohibit VKLs from engaging In business and
activIties not reasonably necessary to their
principal goal of providing water and
wastewater services to customers In their
service area

Once reorganized the follOWing 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

MUDlClpallRepubhc
AdmIDlstratlOn

A property transfer agreement between the VKL and
the AdminIstration should be concluded Under RF
Law mUnIcipally-owned property may be allocated
to a mUnIcipal UnItary enterprise only by right of
economic JUrisdiction To clarify and expand as

much as possible Within the eXisting framework of
RF law the degree to which the VKL can control the
diSpOSitIOn of these assets the VKL and the
AdmlnIstralton should enter Into a legally­
enforceable property transfer agreement With the
follOWing elements
• A broad statement of the Intended use of the

assets
• A complete Inventory of the assets transferred

and a deSCription and other documentation of
their phySical condllton and depreCiable value at
the time of transfer

Appendix II
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•

Vodokanal

RESPONSIBLE LEVEL OF AUTHORITY

MUDlClpal/Repubhc
AdmlDistratlOn

Appendix II

Federal Government

~~

Conclude New ServIce Agteement
Between the Vodokanal and
Adnumstratlon

• Transfer of the property for a definite term
restnctlng the nght of the AdministratIOn to
Withdraw the nght 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 In accordance With
applicable law and corresponding amendments
to the property transfer agreement to reflect
these revaluatlons

• PerIOdiC amendments to the Inventory of the
assets transferred to reflect dlSposltlons and
acqUIsitions and

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

A service agreement between the VKL and the
Admlnlstratlon should be concluded which descnbes
the nghts and obligatIOns of each party with respect
to levels of service tanffs capital Investment
planning and executIOn and other aspects of the
VKLs operatIOns and local government support
The Administration and the VKL should negotlate
thIs agreement themselves and ItS Implementation
should be mOnitored by the AdministratIOn
department (Regulatory Body - see below) that will
set tariffs The service agreement should project tariff
and service levels for three to five years but should
be subject to penodlc (perhaps annual) review and
reVISIOn by mutual agreement The service
agreement should Include the follOWing major
elements
• A statement of the purposes of the agreement
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ACTlONITEM

Vodokanal

RESPONSIBLF LEVEL OF AUTHORITY

MUDlclpaVRepubhc
AdmmlstratJon

• A general statement of the fights and obligations
of the VKL mcludmg the rIghts to set Its own
operatmg management personnel and other
busmess policIes to take all reasonable and
necessary steps to bill and collect tarIffs from
customers and to deliver services at a level
consIstent WIth revenues and the obligations to
operate as a financmlly-sustamable enterprise to
take all actIOns reasonably reqUired to enable It
to deliver the agreed level of servIces and to
resolve all dIsputes regardmg non compliance
WIth the service agreement m proceedmgs before
the local mdependent regulatory body

• A general statement of the rights and obligatIOns
of the AdmmistratlOn mcludmg the fight to
mOnItor comphance WIth the servIce agreement
and the obligatIons to permit the VKL to
exerCIse Its rights and fulfill ItS obligatIOns
WIthout mapproprIate pohtlcal mfluence or
mterference by the AdmmlstratlOn or the local
organ of self government to support a level of
tarIffs approprIate to the agreed level of servIce
and to delegate to an mdependent local
regulatory body the power to set tarIffs and to
resolve all dl~putes regardmg non-comphance
with the service agreement

• Statements of long term and short-term goals for
water and wa~tewater 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 usc and
Improved water and effluent quality

Appendix II
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ACTION ITEM

Vodokanal

RESPONSIBLE LEVEL OF AUTHORITY

MumclpallRepubhc
Administration

• A reqUirement for the VKL to prepare and
execute a capital repair and capital Investment
plan In coordination With the City s overall plan
for SOCial and economic development

• A requirement for the VKL to develop and
undertake (and for the AdministratIOn to
support) a program of customer educatIOn and
Improved customer relations,

• ReqUirements for Improved accounting by the
VKL and for period publication of Its finanCial
results

• ReqUirements for periodiC reporting by the
Admmistratron and by the VKL on perfonnance
(or non-perfonnance) of their respective
obligatIOns under the service agreement

• Statements of any conditions of the
AdministratIOn s or the VKL s obhgatlOns
including availability of fundmg for reqUired
capital repairs and capital Investments absence
of material adverse changes m law and absence
offorce majeure

• A statement that the service levels called for by
the agreement will be periodically reViewed and
reVised by mutual agreement and

Appendn.. II
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Conclude New Contract WIth
Director

II Regulatory Issues
Amend Existing Legislation
Regulatmg Tariff Pricing POliCIes
to Allow Vodokanal Full Cost

A new contract With the Director should be I •

concluded With the newly created Independent
regulatory body - see below The contract
should Include finanCial incentives for
achieVing written reahstlc perfonnance and
effiCiency benchmarks

A general statement of Intent by the
AdministratIOn and the VKL to cooperate with
one another, use their best efforts to fulfill their
respectIve oblrgatrons and to allow the other
party to exercise Its rights under the servIce
agreement

ResolutIOn No 552 should be amended to
allow enterprises to Include all operatIOnal and
capital Investment costs directly 1OtO the tarIff
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ACTION ITEM

Recovery

Establish a Local Independent
Regulatory ComnusslOn for Tariff
Approval and Service Agreement
Management

Vodokanal

RESPONSIBLE LEVEL OF AUTHORITY

MUnlclpaURepubhc
Ad ministratIon

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
authoflzmg leglslatlon 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
descflbe the regulatory body s taflff-settmg and
servIce momtormg procedures mcludmg provIsIOns
statmg that
• ServIce levels are dependent on taflff levels and

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

Appendn.1I

Federal Government

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 of an
enterpflse s net profit

In addItIOn ResolutIOn No ,52 and other
appropflate legIslatIOn should be amended to
allow enterpflses the ablltty to wflte off
uncollectable bad debt as a regularl) occurnng
busmess expense Item Currently onlv
accounts receIvable older than three years or
from bankrupt customers can be wntten off
In addltlon such a wflte-off IS not treated as
an expense but rather a deductIOn from
taxable mcome The ImmedIate result of
wntmg-off bad debt IS the reductIon of funds
avaIlable for capItal loan repayments
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ACTION ITEM

Vodokanal

RESPONSIBLE LEVEL OF AUTHORITY

MumclpaVRepubhc
AdmmlstratlOn

mformatlon submitted to It by the VI\.L the
AdmmlstratlOn and others

• The regulatory body will review tanff 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 hmltatlOn on the frequency of tanff changes)

• The regulatory body will review complIance
with the service agreement at the reqm..st of the
AdmmlstratlOn the VKL or upon request of a
substantial proportIOn of YKL customers If they
provide some eVidence that either party IS not m
complIance

• All mterested partles 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 decIsIOns of the regulatory body regardmg
new tariffs or complIance with the service
agreement Will be made only after a public
hearing (preceded by publlcatlon of adequate
prior wntten notice of the heanng) at which all
Interested parties Will have the nght to be heard
and to present relevant eVidence

• All decIsIOns of the regulatory body Will be m
wntIng stating the eVidence presented and the
reasons for ItS decIsIOn

• All decIsions of the regulatory body WIll be
publIshed In 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 wlthm ItS
JUrisdictIOn accordmg to the procedures
descnbed m the Charter and accordmg to
applIcable law the AdmmlstratlOn and the local

AppendJ'\ II
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ACTION ITEM RESPONSIBLE LEVEL OF AUTHORITY

Vodokanal MUDlclpal/Repubhc Federal Government
AdmIDlstration

organ will not Interfere with Its operations and

• The AdministratIOn the VKL and (to the extent
permitted by RF law) other parties affected by
the regulatory body s deCISIOns will have the
nght to appeal to the court or the arbitratIOn
court 10 accordance With applicable law based
on specified limited grounds

Estabilsh AutomatIc InflatIOn The tariff approval process mutually agreed to 10 the
Escalator Mechanism In Tariffs new service agreement should mclude an automatic

mflatlOn escalator mechanIsm ThiS mechamsm
would allow VKLs to adjust water and wastewater
tariffs on their own without further approval of the
tanff regulator to reflect inflationary Increases In the
cost of major Inputs especially energy costs
accord109 to mflatlOn indices Issued penodlcally
(e g quarterly) by the appropnate government
agency

HI Management Improvement
a. Management Reportmg
Improve Management Reportmg The VKL s account109 economics and
Systems customer billing departments should meet on

regular basiS to diSCUSS Jomt operatIOn and
cooperation Hlflng a Chief Fmanclal Officer
(CFO) or creatmg the Office of the Treasurer
to coordmate these three groups streamline
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 EmphasIS on FmanclQl VKL monthly reports should mclude Tnal
Reportmg andAccountabtltty 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 Muntclpal/Repubhc Federal Government
AdmmlstratJon

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

Deternune Vodol.anals 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
specialists to desIgn a comprehensIve
management mformatlOn and reportmg system
(MIS) tram staff on the use of the new
reportmg system and sign a service
agreement With the !\~IS servIce prOVider for
regular system mamlenance and upgradmg as
well as contmued trammg for staff

Implement an EffiCient Cost VKL accountmg departments have
Accountmg System rudimentary cost accounting systems In place

whIch do not yet fully Incorporate the use of
computers Installing a consolidated
accounting computf r program Will greatly
enhance the productIVIty of numerous
operatIOns I

Identify PorllOiIS of Accounts UntIl federal legl slatlon changes VKLs Resolution No 552 and other appropnate
ReceIvable As Bad Debt Expense should begm to Write-off those bad debts leglslallon should be amended to allo\\
(Include In Cost ofTariff) which It can Ie three years and older enterprises the ability to write off

Before writing off such debts however VKLs uncollectable bad debt as a regularly occurring
working With the support of the mdependent bUSiness expense Item Currently only
regulatory body she uld try to collect all debts accounts receIvable older than three ) ears or
before writing them off The writing off of from bankrupt customers can be written off
uncollectable recen abies should be VIewed In addition such a Write-off IS not treated as
only as a last attempt to be compensated for an expensl but rather a deductIOn from
services already proVIded The regulatory taxable Income The Immediate result of
body and the VKL should develop a wntten writing off bad debt IS the reductIOn of funds
procedure for pursuing debt collectIOn available for capital loan repayments

b IncreaSing CollectIOns
Collect from all Customers VKLs should collect from all customers r
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ACTION ITEM I RESPONSIBLE LEVEL OF AUTHORITY
I

Vodokanal MUOIclpal/Republlc Federal Government
Admmlstratlon

Directly directly, m particular general populatIOn
customers This should result m an Immediate
mcrease of overall and cash collectIOns
While bIlhng may be handled by an
mtermedlary, to be chosen on a competitive
basis all payments should directly be made to
VKLs One approach would be to use a ZheK
for blllmg purposes, but for VKLs to open an
account at the same local bank where
reSidential customers make their housmg and

I

communal service payments Customers
would deposit their payment directly IOta the
VKL account when makmg their 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 gUidelmes/procedures for
acceptmg non-cash payments mcludmg
additIOnal surcharge mterest payment
transactIOns fees, and a clearly defined debt
repayment schedule

Levy Fmes For Late Payments In accordance with eXlstmg legislatIOn VKLs
should levy fines to the maximum amount
permiSSible FlOes 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 estabhshed

shuttmg off service for non payment regulatory boards ThiS IS one of the pnmary
conditions 10 the service agreement between VKLs
and AdminIstratIOns

IV Taraff / Fmance / SOCial
ProtectIOn
Include All Interest lor Capital Once permitted by law VKLs should mclude ResolutIOn No 552 should be amended to
Related Long-Term Loans Directly the mtcrest for capital related long term debt allow enterpnses to mclude all operatlOnal and
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ACTION ITEM

In The TarlffStructure

•

Vodokanal

directly mto their tariff structure Such
mterest payments currently are suppose to
come out of the VKL s profit Includmg such
Interest as a direct expense and not as an out­
of profit expense should proVide VKLs the
ability to achieve greater financial self
suffiCiency

RESPONSIBLE LEVEL OF AUTHORITY

MUDlclpal/Repubhc
AdmlDlstratlon

Appendn. II

Federal Government

capital mvestment eosts directly mto the tantf
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 of an
enterpnse s net profit

~

Include Re-evaluated Depreciation
In Tariff

Elmunate Cross SubSIdy Paid By
Enterprlses

Accelerate the RealIzatIOn of
PreSIdentIal Deeree No 425 by
moving Towards Full Cost Tariffs
for All General PopulatIOn
Customus W,th Only Low-Income
FamilIes Recelvmg Targeted
HOUSing Allowance SubSIdy
Program SUbSIdIes

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 tanffs for each customer
category and set the tariffs for all customer
categones to equal these full cost tariffs

AdministratIOns should stop pressunng VKLs to
establish cross-subsldlzmg tanff structures as a SOCial
protectIOn measure Instead the Administration
should allow for general populatIOn tanffs to reflect
the full-cost of service and rely on .ts Housmg
Allowance SubSidy Program ( HASP ) to asSiSt low
mcome families make their housmg and communal
service payments See below for further actIOn Items
VK.Ls 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
AdministratIOn doiaisl Federally mandated
prIVIleges 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 ineffiCiently use scarce local resources
for SOCial protectIOn While the eliminatIOn of
pnvileges reqUIres changes m Fedual legIslation
cross-subSidies and dOlalsl can and should be
elJmmated to help lessen the burden on enterpnses
and local budgets
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ACTION ITEM

Expand the OperatIOns of the
Housmg Allowance SubsIdy
Program System

Implement Intensive Public
Informatloll Campaign to Explain
Vodokanal Tariff to Explain the
EXistence of the Housmg
Allowance SubSidy Program

Announce the Mmlstry of Labor
Mmlmum Housmg Standards for

Vodokanal

AdministratIOns 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
prIVileges wIth targeted IIASP SubSIdies

RESPONSIBLE LEVEL OF AUTHORITY

MUDlclpal/Repu blIc
Administration

The fourth form 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
SIgnIficant 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 qualIfy 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 computerIzed as well
be able to carry out strIct audIting of applIcants
AdministratIOns and VKLs must Inform the publIc of
HASP through intensive publIc educatIon
campalgn(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 prlVlleges With
targeted HASP subSIdIes

Lobby the Federal Government to announce these
standards

Appendl~ II

Federal Government

Discussed In ResolutIOn No 707 these lIfe
line type standards can help gUIde local
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ACTION ITEM RESPONSIBLE LEVEL OF AUTHORITY

Vodokanal Muntclpal/Repubhc Federal Government
AdmlOlstratlOn

Communal Service ConsumptIOn decIsIOn makers with HASP standard setting
For example It would help determine above
what level of consumptIOn should families
become Inehglble to receive HASP SubSidies
In order to ensure that wasteful consumptIOn
IS not subsidized Families whose measured
consumption were above the Mlnlst!) 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
apphed effectively

Analyze and Make Public Plans to Discussed m Decree No 425 the entire
Rationalize PrIVIlege System pnvllege program should be analyzed In the

context of HASP and then ratIOnalized
Targets for gradually ratlOnahzIng these
prIVIleges should be pubhshed Such targets
would let local governments develop better
projections and more comprehensive
strategies for proViding services while
offenng a SOCial safety net over the next
several years

V OperatIOn EffiCiency Issues
Meter Production MeasUring all productIOn by meters should be Measuring all productIOn by meters should be

considered a top priOrity for VKLs ThiS IS considered a top pnonty for VKLs ThiS IS one of the
one of the pnmary conditions In the service pnmary conditIOns In the service agreement between
agreement between VKLs and VKLs and AdministratIOns
Admmlstratlons

Reduce ProductIOn IneffiCienCIes VKLs should evaluate pumping effiCienCies VKLs should evaluate pumping effiCienCies With the
With the goal of reducing energy consumptIOn goal of reducing energy consumption while meeting
while meetmg dally peak demands including dally peak demands including thiS as a primary
thiS as a primary conditIOn In the service condition In the service agreement between VKLs
agreement between VKLs and and AdministratIOns
AdministratIOns ...
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ACTION ITEM RESPONSIBLE LEVEL OF AUTHORITY

Vodokanal MUOIclpal/Republic Federal Government
AdmmlstratlOn

Reduce DelIvery Losses VKL should detenmne the magOltude of VKL should determme the magOltude of delIvery
delIvery loses and develop a loss reductIOn loses and develop a loss reduction program that wIll
program that will be Included m the new be mcluded m the new service agreement With the
service agreement With the AdmmlstratlOn AdmmlstratlOn

Stream-Ime VodoJ.anal 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

CompetItIvely Contract Out to Some VKL operatIOns could be more
ThIrd PartIes Certam Aspects to effiCiently performed by pnvate contractors
Pnvate Contractors mcludmg billIng, 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 gUidelInes provided Discussed m Decree No 425 AdmmlstratlOns should

m eXlstmg legislatIOn Ie customers shall promote general populatIOn meter mstallatlOn In the
mstall meters on their own or face bemg billed case of bUlldmgs stili m mUOlclpal ownership the
the maximum amount of water and wastewater AdmlOlstratlOn Itself should purchase the necessary
they techOlcally could use Given the meters for the whole bUlldmg level For non-
associated mstallatlOn costs meters should be mUOlclpal housmg AdmlOlstratlOns should develop
mstalled at the bUlldmg 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 bUlldmg owner should pay should be explored
for the purchase and mstallatlOn for bUlldmg
level meters

Change AttItude to be Focused on After metenng fixmg leaks mSlde of reSidential
Flxmg and Mamtamlng "the bUildIngs IS the second most slgOlficant demand
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ACTJONITEM

Other End ofthe Pipe."

•

Vodokanal

RESPONSIBLE LEVEL OF AUTHORITY

MUOIclpal/Repubhc
Ad ministration

management strategy which an Administration can
undertake fhls strategy can also help reduce the
overall water and wastewater payment made by
general population customers once full cost tanffs
and metenng are In place I

Admlnlstrallons should encourage active maintenance
of plumbing to reduce water leaks as specified by
eXisting HOUSing Fund Techmcal ExplOItatIOn
Rules and Norms MUniCipal management and

maintenance companies are currently not being held
accountable for failing to enforce these Rules and
Norms

AppendIx II

Federal Government

Introduce IncentIves rn Housmg
Management ServIce Agreements
to Enforce Exlstmg Rules and
Norms for Improved Housing
Marntenance and Management
ServIces
Promote the Pnvat,zallOn of
Mamtenance and Management
Compames

AdminIstratIOns should Introduce mcentlves mto the
management service agreements to enforce eXisting
Rules and Norms

Discussed In Decree No 425 AdministratIOns should
promote the formation of pnvate mamtenance and
management companies to compete for work
currently being perfomled by mUnicipal ZheKs
Private companIes could playa large role In redUCing
other end of the pipe leaks and losses Pnvate

mamtenance and management compames are more
hkely to carry out the activities which they are
responSible for than mUnicipal owned ZhEKs

2
and

are more hkely to respond posItively to incentive

~

I PADCO analysts m two RUSSian Cities suggest that there are slgmficant water losses aSSOCiated with the current mamtenance level ofrestdenttal bUlldmgs, the
maJonty ofwhtch are sttll owned by local AdmmtstratlOns
2 11l1s tS based on testtmonIals from Deputy Mayors from Bamaul, Ekatermburg, Novgorod, and Chelyabmsk, PADCO, Inc 1997
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ACTJONJTEM RESPONSIBLE LEVEL OF AUTHORITY

Vodokanal MUDlclpaURepubhc Federal Government
Admmlstrahon

based contmgencles In their servIce agreements

Promote Condonumum Discussed In Decree No 425 AdmInIstratIOns should
AssociatIOn FormatIOn promote the formation of condomInIUm aSSOCiatIOns

Such assocIations can Improve water 1nd w1stewater
service proVISIOn and replace the current Intermediary
who acts on behalf of general populatIOn customers
for bllhng and collectIng purposes They also more
readily respond to programs which could lower their
members housmg and communal servIce payment
CondomInIUm assOCiatIOns prOVide general
populatIOn customers the ablhty to better Influence
the level of quahty and costs of the services which
they receIVe Note associatIons generally represent
only their own Interests and not those of the proVider


