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INTRODUCTION

Eleven energos were nomnated by Mr Bornis Brevnov of RAO EES Rossu on April 18,
1997 as potential candidates for Task 8(b) Phase III pilot projects under the USAID
Commercialization Program Hagler Bailly undertook the task of completing diagnostic
evaluations of those energos, and making recommendations as to thetr suitability for the
program Thus report provides the results of these evaluations

Ong of the candidate energos, Lenenergo 1n St Petersburg, was not considered as a
suitable candidate for a Phase ITI pilot due to the level of assistance already provided
under Phase I The financial and accounting reform work 1mitiated there under USAID
auspices has been continued on a commercial basis by the energo with Price Waterhouse,
the accounting subcontractor for the commercialization program

Of the remaining ten candidate energos, three had been visited during Phase I
(Nizhnovenergo, Sverdlovenergo and Tyumenergo) to discuss the program, so there was
some nformation available, although updated information was certainly desirable With
seven energos (Saratovenergo, Krasnoyarskenergo, Novosibirskenergo, Orelenergo,
Dalenergo, Rostovenergo, and Permenergo) there had been no previous contact Hagler
Baully therefore completed diagnostic visits of all seven new candidate energos, and
updates at two of the three previously visited energos (Nishnovenergo, Sverdlovenergo)

DAIGNOSTIC CRITERIA

The results of the visits are summanized 1n this report by a table evaluating each energo on
a scale of 1 to 5 (5 being the best) on fifteen selected criteria Hagler Bailly considered
important 1n evaluating their suitabulity as pilot energos Those critera are as follows

Management Interest in Program- General Director/Staff
Macro-Economic Environment
Regulatory and Pohtical Environment
Competency and Capability of Staff
General Financial Situation
Magnitude of Sales

Organizational Structure

Information Management System
Accounting and Reporting System
Tanff Establishment

Customer Service/Billing

12 Financial Analysis and Planmng

13 Investment Projects

14 Potential Benefit to Energo

15 Willingness to Share Cost
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Finally, each energo was placed into one of three categories as follows

Type | - Recommended as a Phase III pilot
Type 2 - Recommended as a future pilot should more funding become available
Type 3 - Recommended that no work be done at this energo

These rankings and evaluations are intended only as aids 1n summarizing and
understanding the results of the evaluations They are subjecuve judgments representing
the consensus of the teams visiting the energos, and no mathematically precise evaluations
are intended (no weighted criteria, total scores and rankings for each energo, etc ) Such
an approach would not be vahd given the level of data that can be obtained 1n such
diagnostic visits and the tume available for the diagnostic evaluations

Additional detailed information 1s provided 1n the attachments to each diagnostic, such as
trip reports, and even more data 1s available in the raw data obtained by the diagnostic
teams Hagler Bailly will be happy to respond to any requests for further information
required by RAO EES Rossl, the ERIU, or USAID

RESULTS SUMMARY
Three energos are categorized as Type 1 - Recommended as a pilot

Novosibirskenergo
Permenergo
Rustovenergo

Five energos are categorized as Type 2 - Recommended as a future pilot

Orelenergo
Nizhnovenergo
Tyumenenergo
Saratovenergo
Sverdlovenergo

Two energos are categorized as Type 3 - No work recommended at present

Dalenergo
Krasnoyarskenergo

FURTHER RECOMMENDATIONS
The commercialization program scope of work as onigially proposed by Hagler Bailly

intended to undertake commercialization pilot programs at up to five chosen energos, so
as to spread the resources among different candidates and maximize the chances for



success There has been discussion lately concerming the proper uses of the resources of
the program 1n conjunction with the upcomung World Bank program on regional
commercialization, which will make much more funding avaiable for more intensive
programs of similar work with the regional energos It has been suggested that all of the
resources of the USAID commercialization program should be used immediately at one
chosen pilot energo

It 1s Hagler Bailly’s recommendation that if such an approach 1s chosen, that rather than
nisking an immediate large scale dedication of resources to one energo, that all three
recommended pilot energos be started using the resources of the program A scope of
work should be developed with specific criteria and decision points for continued work at
each Should each pilot proceed successfully, each could be continued using the resources
of the World Bank program If not, then resources could be concentrated at the pilot, or
pilots, that proceed successfully



DIAGNOSTIC EVALUATION OF NOVOSIBIRSKENERGO
Dates Visited July 7 - 8, 1997

Attachments Trip Report - Michael Swider
Trip Report - Vladislav Khominski
Agreement of Coaperation Protocol, signed on July 8, 1997

+  Dnagnostic Criteria Ratings

Management Interest in Program- General Dir/Staff 5/5
Macro-Economic Environment
Regulatory and Political Environment
Competency and Capability of Staff
General Financial Situation
Magnitude of Sales

Organizational Structure

Information Management System
Accounting and Reporting System
Tarff Estabhishment

Customer Service/Bilhng

Investment Projects

Potential Benefit to Energo
Willingness to Share Cost
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Recommendations and Summary Typel

Novosibirskenergo was very enthusiastic about hosting the Commercialization project
and was open with us about where they need the most help All the management, from
the Board of Directors on down, was positive towards our project In the protocol we
developed with several managers, and signed with the General Director,
Novosibirskenergo requested assistance 1n the following areas

1 The development of a strategic plan for the company to increase cash collections,
and develop an overall strategy for their energy sales subsidiary “Energosbyt ”

2 Analyze the current management system at the company and make
recommendations for 1ts restructuring

3 Develop matenals, and form a training group for training company personnel in
the areas of customer service, personnel management, financial and investment
analysis, budgeting, and international accounting standards

4 Develop a plan for personnel management and compensation

5 Analyze Novosibirskenergo’s relationship to the FOREM and develop
recommendations for working within this market
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6 Analyze tanff formation for electric and heat energy and make recommendations
on how the process could be improved

Based on our mterviews, we believe that Energosbyt i particular, as a sub-umit of the
energo would be an excellent counterpart for the Commercialization program
Novosibirskenergo Energosbyt 1s unusually progressive 1n their attitudes toward customer
service, and 1n their general approach to new 1deas Also, as the energo 1s so large 1t
would be easier to implement change first at the sub-unit scale Having a specific
counterpart to work with, who 1s ready for change, 1s critical to the success of am
consulting project

Novosibirskenergo 1s currently 1n a difficult financial situation, and many of their
business practices are questionable But the management has started to recognize that
there needs to be a change 1n they way they do business There 1s much more interest in
becoming more customer oniented, and n restructuring, than 1n any other energo we have
visited That 1s why we categonize Novosibirskenergo as a Type 1, to be included 1n the
Commercialization program

>



TRIP REPORT FOR NOVOSIBIRSKENERGO

Novosibirsk
July 7- 8, 1997

Prepared by Michael Smider
Hagler Baillv Consulting/Moscow

SUMMARY

On July 7 and 8 Michael Swider of Hagler Bailly Consulting and Aleksander Kozlov of
Carana corporation visited Novosibirskenergo to perform a short diagnostic We found the
energo to have generally the same problems that plague all the other regional energy systems
These are pnumarnly

Poor level of collections for power sold
Weak mternal control systems and a management that 1s not concerned with
mcreasing shareholder wealth
No cost control systems
e An almost total lack of interest 1n customer service

As with other regional power svstems these problems are related to the energo not viewmg
their activities a part of a commercial business What we also observed was that the
management at Novostbirskenergo 1s beginming to become mnterested m mmproving the
financial condition of the company We were greeted very enthusiastically and openly by the
sentor management who showed a keen interest 1n participating i the Commerctalization
program We believe that there are people with whom we could productively work with at thus
energo We are also encouraged by the areas of support which they requested

1 The development of a strategic plan for the company to increase cash collections, and
develop an overall strategy for their energv sales subsidiary ‘Energosbyt’

2 Analyze the current management system at the company and make recommendations

for 1ts restructuning

Develop matenials, and form a traimng group for traming company personnel m the

areas of customer service, personnel management, financial and investment analysis,

budgeting, and mternational accounting standards

4 Develop a plan for personnel management and compensation

Analyze Novosibirskenergo’s relationship to the FOREM and develop

recommendations for working within this market

6 Analyze tanff formation for electric and heat energy and make recommendations on
how the process could be improved

[¥3)

wn

Based on our mterviews, we believe that Energosbyt mn particular, as a sub-umit of the energo
would be an excellent counterpart for the Commercialization program Novosibirskenergo
Energosbyt 1s unusually progressive in their attitudes toward customer service, and m therr
general approach to new 1deas Also, as the energo 1s so large, 1t would be easier to mmplement
change first at the sub-umt scale

In addition to the above questions we believe that all the work and recommendations that will
be made under the Commercialization program need to be onentated toward increasmg the
level of financial and management control over the organization, and 1n increasing the role of
customer service in the strategic goals of this or any energy company

1 Novosibirshenergo Trip Report/Hagler Baillv Consulting/9 Julv 1997/Swider



THE ENERGO

Novostbirskenergo (NE) 1s the monopoly electnicity supplier for the city of Novosibirsh and
the Novostbirsk region The company also supplies 60% of the regions heat demand The city
of Novosibirsk 1s populated by about 1 5 mullion residents 1 an Oblast of 2 milhion
Novosibirsk’s economy 1s domumated by heavy mdustrv and mulitarv industrial production and
1s poor 1n natural resources relative to other Siberian regions Novosibirsk 1s also well knows
for 1ts wealth of umversities and msttutes, which are now a drag on the local economy as most
have lost their federal funding

The energo s generatng assets consisting of five CHP plants and one hydroelectric plant that
1ts rents from RAO UES The following 1s a breakdown of generating capacity at the end of
1996

Generator Installed Capacity Available Capacity Operating Capacity
Novosibirsk CHP-2 3400 3210 2490
Novosibirsh CHP-3 464 0 3415 3000
Novosibirsk CHP-4 3685 3165 248 0
Novosibirsk CHP-5 9000 8414 6199
Barabmsk CHP 1130 870 328
Hydroelectric 4550 3500 2450
Total 26405 22574 1694 7

The oldest stations both commussioned before 1945, are Novosibirsk 2 and 3 The newest 15
Novosibirsh-3 where the last block was put on lmne last year Due to their age both
Novosibirsh-2 and 3 have passed their expected operating lives and need to be retired
Construction was started on Novosibirsk-6 1n 1992, but this project has been halted due to
lack of cash and doubts as to whether the new station would be profitable given the current
tanff regime

In the long-run the management of Novosibirskenergo wishes to buld more capacity to
replace old equipment, and to increase the total amount of capacity The system mmports about
35% of its energv on average (about 60% 1n the summer months and nearly none 1n Winter),
and thuis 1s seen as weakness by management

All of the thermal power plants bum mainly coal from the neighboring Kuzbass and
Krasnoyarsk regions They purchase coal for their five thermal power plants from about 160
mddlemen. The large number of middlemen 1s related to the “churning” of expenses that 1t
typical 1n most electric energy systems that we have seen The technical director admutted that
1t was only a scheme to get certain people feeding off the energy system that he has no power
to stop Another problem with fuel supply 1s the lack of quality control Fuel purchased often
contamns a heat value lower than 1ts rated value, and 1s often in poor condition (too wet or
dirty) damages the generation equipment But there 1s no plan currently to set controls over
fuel purchases The higher cost of coal from paying a raft of middlemen 1s passed along to the
rate payer due to the cost-plus system of tanff sethng used m Russia today

In addition to 1ts five generation companies, NE consists of eight electnic distnbution
companues, one heating distribution company, plus the typical collection of repaur,
construction, transportation, manufacturing, and transportation companies - totaling 22 The
number of employees mn the organization totals 13,000 The General Director claims that most
social assets have been turmed over to the municipality, and that remamning social assets are
those that are too difficult to dispose of or necessary to retamn withun the company

2 Novosibrshenergo Tnp Report/Hagler Baillv Consulting/9 Jubv 1997/Swider
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GENERAL DIRECTOR

The General Director of Novosibirskenergo Vitalu Tomilov, expressed considerable mterest
in the commercialization program, and mvited two members of the board of directors to meet
with us immediately Major areas of concern for the management are

1 Development of management sklls for senior managers
2 Contnue to mmprove the function of the energy sales subsidiary (Energosbyt )

The financial situation at the energo was describe as poor because of the weak condition of the
Novostbirsk economy, which has been tradiionally loaded with Federal agencies and mulrtary
complexes Because of the weak economy the local governor exerts considerable pressure on
the energo to subsidize and support the region The local government 1s capable of exerting
considerable mfluence on the energo because 1t holds 30% of the voting shares Tanff
negotiations are done directly with the local admmistration as there m no functomng REC at
this ume 1n the region

In a somewhat unusual stance for a Russian general director, Mr Tomulov allows the directors
of his subsidiary companies considerable latitude 1n managing therr busmess All are
subordmate to NE, but each director of an affiliate has full control over dav-to-day operations
But while management autonomy often brings more inspired management, the lach of
financial controls at NE does bring a considerable nisk that needs to be immediately addressed
at this energo

PLANNING DEPARTMENT

The main function of the planning department 1s 1n the analy sis (accounting for costs) and
setting of taniffs, whuch 1s dnven by FEC rules Other activities mclude coordinating planning
with the compamies affiliates and analysis the energo’s effectiveness (efficiency ) To perform
this work the department 1s divided nto three groups

1 Cost analysis
2 Production planning and scheduling
3 Tanffs

The current tanffs m Novosibirsk are

o Average 245 rubles’kWh
e Industial 308 rubles’kWh (with a two-part taniff for >750 kV)
e Residential 175 rubles’kWh

These are based on a calculated average cost of 220 rubles’kWh Generation costs at NE’s
CHPs range from 150 - 180 rubles’kWh The cost of purchased energy from RAO UES 1s
only 103 rubles’kWh But after connection, service, and mamtenance fees are added to the
kWh purchased, the total cost of 1mported power nises to 245 - 260 ruble’kWh The total cost
structure for a kilowatt of power 1n NE 1s

Fuel 35%
Construction 15%
Services 9%
Pavroll 9%
Matenals 8%
Amortization 8%
Other (rent) 3%

(9]
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Purchased energy 12%

Profit 1s also m the tariff equation, but they have no real profits because about 8% of all sales
are uncollectable

ECONOMICS DEPARTMENT

The economucs department 1s responsible for prepanng the yearly production plan It also
prepares an wnvestment and construction plan that has a separate budget All affihates in NE
have their own yearly budget that they must meet, and this 1s used 1n the taniff calculanons

One of the most difficult costs to control 1s the fuel purchases NE buys from about 50
sources These are purchased through about 160 muddlemen The muddlemen add at least 5%
to the cost in the view of the economuc director All but Novosibirsk CHP-3 can work on
natural gas but they are very limuted as to the amount of gas that can be purchased because 1t
must be paid m cash

Last vear NE was able to collect only 9% of its sales in cash Most of this cash went to the
payroll and pension fund, and thus has not been sufficient with wages falling behind nearly
rune months Accounts Recervable for the 1 April 1997 total $282 mullion on annual sales of
about S480 million (This 1s slightly worse than average for the energos we have seen ) The
economucs director admuts that NE 1s largely gwilty for the cash problem as they were the ones
who began to propose barter payments when the cash problems started They have been taking
concrete steps to limut barter payments and this has helped raise the level of cash collected to
36%0 in June

One of the hindrances to cash collection has been the resellers who skum off the cash that they
collect Also there are many compames who they know can pay 100%, or 70%, or 50% cash,
for example but don’t because there 1s no pressure to They are working on this problem with
the local admimistration and are targeting to have collections up to 50% 1n cash by the end of
the vear

One way that they could better their financial position they know 1s to cut costs Unfortunately
there 1s no overall plan for increasing efficiency at NE They are planning to develop some
measures n the areas of cutting repair costs and down tume, better use of marginal pncing for
dispatch, and a program to upgrade lines, substations, and metening to cut techmical and non-
technical losses As m other energy systems, NE suffers from a lack of metering for a large
part of their service area.

BOOKKEEPING DEPARTMENT

Each affiliate of NE has therr own bookkeeping department, and their accounts on production,
fuel, and collections are sent up to the head bookkeepers office for consolidaton They use
electromc mail for consolidating accounting mformation, but 1t 1s not done daily, rather over
weehly or monthly mtervals Collections notices are sent by Energosbyt, and collections are
made at their partner bank - Bank Alemar

Because NE has tnllions 1n debt on 1ts mamn bank account 1t has been allowed by the local
adrmunistration to open a separate bank account at Energosbyt In this way they are able to
meet some of their cash expenses Even under this arrangement therr cash position 1s still quite
poor and they have only recently paid Octobers back wages

The marn reason for the cash crisis 1s barter, of course While barter 1s approved at the head
office 1t 1s mostly managed by a separate company, NESKO, which has 1ts own bank account

4 Novosibirshenergo Tnp Report/Hagler Baillv Consulting/9 Julv 1997/Swider



The head bookkeeper believes that NESKO 1s part of the problem rather than the solution as
thev appear to be getung nich off of barter arrangements She thinks that 1t 1s tme to eliminate
this organization

Oue of the greatest problems m 1mplementing better controls over the system iz general, and
finances 1n particular, 1s that they are not able to pay sufficient wages to lure competent
personnel The head boohkeeper has been trymg for months to hire an assistant to develop a
better accounting mformation system, but has been unable to find a qualified person who will
agree the to low wages the energo pays This 1s a problem that effects all of the energo’s
financial and control operations

INFORMATION SYSTEMS

The main IS department has traditionally support the technical aspects of the business The
director of the department spoke 1n length about their basic needs to upgrade thewr information
system including a mumimum of $44 000 1 hardware to replace old vacuum tube computers
But the plans only mclude upgrades for techmcal/production mformation flows

All of the customer service and metenng IS 1s performed by Energosbvt It 1s there that we
found an IS manager who was much more interested in collecting and analyzing customer and
financial data. Energosbyt has already begun a program to install more sophisticated metering
equipment that can report mformation on demand through standard telephony The problems
of mstalling this system are enormous Not only 1s there 1s huge backlog of meters that require
the new electronic readers but the energo s telephone system 1s of very poor quality and can
only handle 400 baud

Despite the poor state of therr communications, and lack of resources, the IS department at
Energosbyt 1s moving ahead wath their installation program (already up to 60% of all
substations) and 1s prepanng a customer service database with all customer demand
mformation and profiles to be automatically updated One of their greatest obstacles 1s also
hinng quahty programmers to complete the work as the salaries that they can offer are non-
competitive As with most regional energy systems m Russia, NE continues to spend too much
of their payroll on redundant production personnel, and leaves the staff that needs to do the
commercial work short-handed

ENERGY SALES (Energosbyt)
The main problems for Energosbyt at this tume are

I Low collections
2 Lack of resources to buy the technical systems that they need to upgrade metering

They are addressing the collections problem by introducing a system of contracts with
customers, whereby all customers will agree to a level of service for a level of payment This
1s helping to solve the collections problem with commercial customers, but 1t does not help
with residential customers as they are serviced through resellers As the city also needs cash,
the money that flows through the munucipal resellers never makes 1t to the energo

To increase collections from residential customers Energosbyt 1s trying to introduce a system
of meter readers, whom they call “agents ” The deputy director for Energosbyt understands the
importance of customer relations and therefore requires that all agents have at least a college
degree and proper training For commercial customers, each will be assigned an “inspector”
who will be responsible for know therr customers, mcluding how much that customer can
really pay for electncity If a customer cannot pay all in cash then 1n therr contract they will

5 Nov ostbushenerge Trip Report/Hagler Baillv Consulting/9 Julv 1997/Swader



agree to pay a certain percentage m cash, based on the mspectors evaluation of therr ability to
raise cash She doesn’t think that customers should be treated as “segments,” but each as

mdividuals We were very encouraced to finally meet a person working 1n the Russian energy
system who has an mterest in customer Service

Ore of the largest problems for collections 1s Federal customers because by government
decree they have no nght to force collection or disconnect Many of these Federal customers
could actual pay for some or all of their energy as thev are housing now commercial
comparnies on their premuses But they hide behind the protection of the Federal government
NE also loses a lot in commercial (black) losses Much of this 1s due to poor metening, but
also from outnight stealing This may cost them as much as 10% of revenues The deputy
director does not believe that there 1s currently a good law on prosecuting energyv thieves, and
that one needs to be prepared by RAO and put before the government

Fmally they also need to improve their mformation systems as do not have enough financial
information on their customers They also want a financial management system developed at
the energo that would help strnulate cost cutting The current cost-plus system provides no
motivanon to work more efficiently and needs to be discarded

We also recerved a specific request from Energosbyt when we asked m what way our program
could help We were told that they need help n developing a system of compensation at
Energosbvt that provides a stimulus for employees, especially those that work directly with
customers The deputv director felt that as Russia has hittle expenience m performance-based
compensation that they would definitely need the advice of a foreign consultant

ENERGOSERVICE

Novosibirskenergo also 1s the leading member 1o conglomerate, called “Soyuz

Energoservice ’ mvolving therr bank that 1s looking to mvest in a program of “diversification”
for the energo They have currently made mvestment n three local companies that buld power
equipment Even though the business 1s related to power we believe there 1s a danger in
allowing a monopoly to diversify, while retaiming 1ts monopoly power Of course the
temptation 1s to finance the nsky business with the regulated one The problem of creating
“side businesses 1s an epidemnic 1 Russia. and we believe a result of a lack of ownership
controls over the business This often allows management to strip the assets of the company
that they are running to create a new company that they will eventually own Thus 1s a question
that needs to be addressed on the Federal level, but one that can be analyzed as part of the
Commercialization program

CONCLUSIONS

At the end of our mitial diagnostic we prepared a list of 1ssues on a protocol (attached) that
was signed by the General Director The energo has request of us, under the aegs of the
Commercialization program to provide assistance
' 1 The development of a strategic plan for the company to mcrease cash collections,
and develop an overall strategy for Energosbyt
2 Analyze the current management system at the company and make
recommendations for its restructuring
Develop matenals, and form a traiming group for traming company personnel 1
the areas of customer service, personnel management, financial and investment
analysis, budgeting, and mnternational accounting standards
4 Develop a plan for personnel management and compensation

W)
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5 Analyze Novosibirskenergo s relanonship to the FOREM and develop
recommendations for working withun this market.

6 Analyze taniff formanton for electric and heat energy and make recommendations
on how the process could be improved

In addition to these questions we believe that all the work and recommendations that we will
make under the Commercialization program need to be orentated toward mcreasing the level
of financial and management control over the orgamization, and 1n increasing the role of
customer service 1n the strategic goals of the company, or any energv companv A small, or
growing business 1 Novosibirsk cannot hope to get a pew connection to the power gnd, even
though they are able to pay cash This lach of customer onentation costs the energo dearly,
and 1s a drag on the local economv

MANAGEMENT INTERVIEWED

Tomulov, Vitalu Georgievich, General Director

Zhurba, Dmutnt Gennadievich, Member of the Board of Directors, and General Director of
Bank Alemar

Melamed Leonid Bonisovich Member of the Board of Directors and Director of Soyuz
Energoservice

Novoselova, Galina Vladimirovna, Head Bookkeeper

Bystrov, Serger Nikolaevich, Head of Infomation Systems Department

Osovshi, Alfred Semyonovich, Techmcal Director

Zharhov, Yun Viktorovich, Head of Economics Department

Burovnikova, Tatiana Ivanova, Head of the Planning Department

Podshasova, Tatiana Nikholaevna, Deputy Director, Energosbyt (Sales)

ATTACHMENTS
I Protocol
2 Balance Sheet for 1 Apnil 1997
3 Techmcal Specifications of Generators
4 Carana Report
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POTOKON
0 HaMepeHUsX compydHUYecmea 6 paMKax npoekma
"KoMmMepyuanusayusi aHepaemuku”

B cooteeTcTBuM ¢ nopydeHueM PAO "E3C Poccuu”, B pamkax nepsorc 3Tana
npoexta "Kommepuuanusauus 3HepreTuku', buHaHCUpyemoro USAID, rpynna
crneumanucToB 8 cocTase

1 Mavikn Ceaigep - "Xarnep baiin KoHcanTunr"
2 AnexkcaHgap Kosnos - "Kapara KopriopeAwH"

B TeyeHun 7-8 wuwons 1997 r paccMoTpena uHdopMauuilo, MpeacTasneHHyo
pykosogctsom  OAO "HOBOCUBWPCK3HEPIO" no BonpocaM BO3MOXHOCTEA W
Hanpasnexuii COTPYAHNYECTBA B paMKax BbllLeHa3BaHHOro npoekTa

Mo pesynbTaTam CoBMeCTHOW paboThil BbiNo NPUHATO Crieayiollee cornalleHune

OAO "HOBOCUBUPCK3HEPIO" sauHTepecoBaHo B NpoBeeHUW OaHHOMO NpoekTa
no crneayroLLMM HanpasneHUsaM

1 PaspaboTtka cTpateruv v NOMWUTUKX KOMMaHWU, HanpaBfeHHbIX Ha CoKpaljeHue
HeJeHeXHbIX (POpM pacyeToB, popMuposaHue acekTUBHON cTpaTerym cbita

2 AHanua CcylwecTByrOWEW CUCTEMbl YNPaBneHUs KOMMaHWM W  NOAroToBKa
BO3MOXHOMO MNriaHa ee pecTpyKTypusauuu

3 PaspaboTka MeToguK, chopMuposaHune y4ebHulX rpynn uM opraHusaums obyyeHus
nepcoHana KoMnaxsuu no crefylolwuMm Temam pabota c KnueHTamu, ynpasleHue wu
CTUMynVpoBaHue nepcoHana, pUHaHCOBLIA U WHBECTUUMOHHEIA aHanus, ynpasneHve
pecypcamu Byx ydeT IAS

4 PaspaboTka KoHuenyui KagpoBoi NONUTUKA U peKoMeHaauui No ee BHeAPEHUIO

5 AHanus cucTeMbl OTHOWEHUIA koMnaHuu 1 ®OP3M, paspaboTtka pekomeHaaLuiA no
ee nameHeHuw [NpopaboTka MHBECTULMOHHbBIX BO3MOXHOCTEN KOMMaHWM No OTHOLLEHUIo
kK @OP3M c uensto ysenudeHus adekTUBHOCTY UHBECTULWA

6 AHanua MeTOAWKM (POPMWUPOBEHWUA TapudoB Ha 3MEKTPUYECKYD W Tensosyto
3Hepryio 1 paspaboTka pekoMeH[aLmMi Mo ee USMEHEHUIO

Pykosoacteo OAO "HOBOCUMBWUPCK3HEPIQO" roToBo oOKasaTb BCeMepHy
noaaepXKy nNpoekTa co cTopoHbl paboTHukos AQ, rapaHTVpyeT BOCTYn K HeobXoaumoin
WHcbopmaLnn

OAQ "HOBOCWUBWUPCKIHEPIQO" cornacHo Ha TWpaXvpoBaHWE MNONOXUTENLHOro
onbITa NPW YCNOBWUU COXPaHEHUA KOMMEPYECKON TalHbI

[Moanucu cTopoH

or OAG\"HOBOCUBUPCK3HEPTO" oT Paboue# rpynnbi
(Tomdnos BT ) /Mxn Ceailaep)
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1 OPrAHU3ALUOHHAA CTPYKTYPA

1 1 B cocrases AxkunorepHOro obmect=a oTKDHTOro Tui2 "Homocubyuc--
s:depro’ BXOIAT U h2&X0JATCA Ha& OTIeNb~oM 6araxce 23 CTDYATYD-HE €h/-/_-
yrpasrenne OAO "HoBocu6upcrerepro", Hosocubupcrue T3I-2, T3U-3,

ToU~2,
T9U-5, Bapebu-~cxas TSU, I'dC Ha Gaze umymecrtsa PAQ "E3C Poccuu”,

ZADE- e
crposmeitics TOI-6, mpou3BOICTBEHAO-DEMO~THOE MDEINPUATHUE, CIELUAN ZUDCIz—

HOE DEMOHTHOE NpermpuArye, "HoBocuOupcxa-£procmeupeMorsT”, asrorTpa~-crop--
Hoe mpennpasrwe, Temnoswe ceT#, Bocroursde, Topomcnue, [puoGexwe, Yspe-
nasoscxkde, UyneMcxue, damafmbe, laTavckue, HapacyxCdLue 3MSXTDUUEC</s c:-

T4, OHEPrOHAN30D, o~eproctur, "HoBOCHOMDPCKIHEDPrOCRAGKOMLIS<TO60Dy 032~/ 2
(H3CKO)

2 XAPAKTEPUCTHKA MOMHOCTY, COCTORHUE OBOPYZILOBAHUA

2 1 Jlaudnme 00 ycTa40BJEHHOW, pacrnogaraeMoit ¥ paboueit amewrpr-

yecKo¥ MOMHOCTV Ha Havajgo ¥ koHer 1996 rogma mpusemerssl B crerywued ral-
auLe

MBr

‘ T T 1
‘l [lpesnpu~ ! YcraHoBaerwag ' Pacnosaraemas ! PaGouas

ATUA ' MOWMOCTE I MOWHOCTE ! MOUWEROCTS

'me Haualo ' mr2 KOREl ' Ha raua-THa KOHel 'Ha HAUZJ0'Ha HO-&_

' 1996 r 1996 r 'no 1996r ! 1996 ¢ ' 1996 r ' 1996 r
Tal-2 340,0 340,0 321,0 321,0 299,3 249,0
TolU-3 464,0 464 ,0 345,0 341,5 307,5 300,0
Toll-4 368,5 368,35 316,5 316,5 246 ,4 248,0
ToL-5 200,0 200,0 g41,4 841,4 603,2 619,9
BT3l 113,0 113,0 87,0 87,0 39,9 32,8
T3aG 2185,5 2185,5 1910,9 1907,4 1456,3 14497

I'ac 453,0 435,0 350,0 350,0 240,5 245,0
JHepro-
cucTeMa 2640,5 2640,5 2260,9 2257 ,4 1696,8 1694,7

YCTaHOBIEHHAA SAERTDPUUECKAA M TEMNIOB2A MOWHOCTL JHEDIOCHUCTEMH B
1996 r ue usMerunacs BBoma, mepeMaprRUMpOBRKY ¥ NEMOHTaXa 0CHOB-0r0 060-
pynosauzs He Onno CHuzeHue pacnonaraemofl momrocty Ha 3,5 MBr mpomscmio

U3-3a CHUAEHUA TEINOBON HATDY3KY MPOTUBOISBAEHUECKUX TypOud uz TAl-3



PaGouare MmomHocTu MO HoBocuGmpc<ofi cucteme Ha wauano u xodgen 1996 -
H2XOZ4TCF Fa 0IdoM ypo3He CHuserye paloue# vomzocTn Ha T3L-2, T3I-3,.
BET3l mo cpaBredMmo ¢ MPOWLMEM ['OJOM MDOU3OMIQ ¥3-32 YBEANUERHsX DEMOHTOS
ofopygoBa-uA u jeduuura romiusa llo Toll-4, BISH r '3C paboua= mom-ocTs

yBenAue-a

RonmuuecTs0 OCHOBROI'O 060DYyIOS2-4S U €70 MOM-0CTH ha KO-
ey 1996 roma mpencrasie-0 B TaliuUe

Haumeuosadue ' Homuecrso ! Mommocto !'HommuecTso ! Tlapomporaso-
3JNEKTPOCTaALUT ' rypbux ! TKDGM— 'r0TJI0B ' muTenbyocTs
! P (M3r) 'ag-epreTuuec! (t/uac)
! ! 'xrx !
T3U-2 7 340 8 2340
T31-3 11 162 13%) 3640%)
T3l-4 6 368,5 12 2660
1315 5 900 7%%) 3400%%)
BT3O 4 113 6 1140
Uroro mo TaC 33 2185,5 46 13180
Horeapras T/C
(Grawas TOL-1) - - 2 50
Hosocubwpexas ['3C 7 435,0 - -
Uroro mo
94eprocucTeMe 40 2640,5 48 13230

X) _ B 0aJ2HCEe [2pOBO#l MOWHOCTH YUTESr: OMBNTHO-TPOMBUIIEHHHA KOTEJN
cr MW 15 ruma THE-427 napompowasomurensrocThi 320 T/uac

xx) _ TERH 2 MaPOBHX KOTJAa COo6CTBervhX rYyAD IE-2D NpOM3BOOUTENBHOCTHK
S 7/uac
llonpo6Haa xapexTepUCTUKE OCODYIOBaHUS, UUCIO UACOB UCHIOJbL30B2AUA

CpeZHeroloBo#l yCTaHOBIEHHO! MOMHOCTH mpercrasnersl B gopmax 6-TII mo
KaROOR CTaHIUM SHEPrOCUCTEMEH
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WaHoc B MpOLErTaX aKTUBAOR YaCTH KOTSABEOLO ¥ TYPOs=doro 060DyZICo-

BaHIA QJEKTDOCTERUVA C IOmepeu~smy CBA3AMy "HoBocuOMDCz~eDpro" No coct
suno Ha 01 01 97 npencrasrnex B Tabinue

(2 mpousdrax)

Haumerosa<ue 000DpYHOBR-UA

: Tol-2 ; Tol-3

Horeasroe oéog%QOBaamegHa
napamerpsl 30-90 xre/cv”

130 KPC/CMZ
Kotensuuil nex

TypGurnoe 060Dy NOBAHMESHE
napamerpsl 30-90 wre/cu

130 kre/cu
TypOun~sift Lex
T3aC

88,3 100,0
95,1 79,6
93,9 82,8
100,0 100,0
38,8 87,1
45,3 89,6
73,9 84,8

97,35 100 97,07

98,07 100,0 93,28

100,0 100,0 100
97,8 - 77
98,3 100,0 69
98,1 100,0 85

(Mzgoc axTuBwoit uzcTV 0GOPYLNOBARUR — OTROWERVE RAJACISFYSX 2MODTY-
32UuokraX OTUUCHEHA# (B pyOnAX) ra NONhOE BOCCTAHOBIEHWE K [EPBOHAUZIn-

HO# cTouMoCTU 0GOPYyIOBaruA)

CocTosfuMe 2KTUBHOF U2CTH TENJOBHX ceTed [0 roJaM CTROUTEALCTBE

[IPeACTaBJERO B Ta0auLe

lon mpoxiarpxn

; InmuHa B KM %
CBHOE 25 JEeT 95,37 29,8
Io 25 z;et 23,09 16,6
Zo 20 xer 60,47 18,9 i
mo 15 gner 44,30 13,8
o 10 gner 40,41 12,6
o 5 ;er 26,00 8,3
Uroro 319,64 100
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Ot1er o komangaposke B AQ "HoBocubrpcxanepro’
B pamMKax UepBo1o 3 rana npoexts ""Hagler Bailly - PAO E3C"

losocubupcx 7-8 uroun 19972

B pafioTe npEHMMAaTH YHaCTHE

eMariwn Cealizep ~ "Hagler Barlly "
s Anexcannp Koanor -- Carana Corp

Uensio raAkoOro JTana ARNANOCH IHAKOMCTEO pykoBoarTener HoBocaGupekarepro ¢

NPOSKTOM H OUEHKA NEPCOCKTHE BO3MOXHOIO COTPYAHMYECTEA B PaMKaX €I'c peanH3anuH

L)

B Teuerme RYX THeh NpouBEOEHL! BCTPETH CO crnenuamacTamy | losocrBupcianepro
s[enepansuniM Jispexropom { [ oaunos Buranuit | eopruesuy)
e3amectureliem Ipencenatens Corera upextopos ( Menamen Jleoruzn Gopucoswa )
o[ maBusrv OyxranrepoM (Hoeocemosa [anmmua BnanumuposHa)
» [lupexTopom 110 sxoxomuke (Kapkos FOparit Buxtoposmaw)
sHauamLHKOM TINaHOBO-3KOHOMHYECKOrD oTaena (byposrnkosa 1arkana Meaxopna)
sHauanpHHKOM MPOWRBOICTEEHHO-KoMMepaeckoro oraena (Ocosckuit Ansdpen Cemernopuy)
sHagaasnukow otnena ACY (Guictpar Cepreit Hukonaesw«)
* 3amecTrrenev Jlupextopa « Jreprol6urrar ([Togyacosa |aTbana Hukonaeena)
eHauansHvxow pHHaHcoBoro oraena (Jlasigos Anekcaunp BukropoBuy)

o [lHpeKTOPOM HHBECTHLMOHHO-(QuHaHLOBOH KomianuK (Kypba [imurpnii I'euwanvesna)

Obmas xapaxTepucinxa Hosocabapcxanepro
(co cnoB CHeUHATHCTOB SHEPrOCHCTEE])

A HoeocHGHpckaHepro — 0OfHa W3 HEMHOTHX JMEPIOCHUCTEM, B KOTOPOH PAQ HC umeer
KOHTPOJLHOIO HAKETd

eAQ Hosocubmpcksuepro ofcnymxusaer HopouuOupekyww ofnacts B coctas
Hosocubupciauepro sxouar 23 000cobACHIEIX cTPYXTYpHBIX noApazaenesus S T3LL, 8
npeanpuaTHA 3Hcproceted, | Tenmocets, "lioBocHOHpCIGHEProcOuT”, peMoHTHLIE,
CTPOHTENTbHOE, CHAaOMEHHECKOe R APYTHE BLIIOMO! 31CALHBIC TIPSATIPHATHS

B nenoM perHoH sxeprofeduumTes okome 70% INEKTPOSHEPTHM, NOTpeOnicMOi B
pervone nporssoaxnt AQ Hosocubupuxomep o Ha ceowx TOU u Baartoit B apennsy y PAO
Hosocubupeko#t TIC, ocranshoe 3akymaerca y PAQ  3akyniacmas anexTposmeprus
Leimerne 4ev cpeaysa cebecronMocts cOGCTREHHON, OAHAKO C yueToM a60HEeHTHOM MNaTh
3T2 CTOMMOCTS QOAUMMACICA RBIITE IPOR3BOLCTREHHOH Ce0ECTONMOCTH

ePcanmiauuel auepriy ¥ c6OpoM AELEXHBIX CPE/ICTE 3aHHMEETC TONBKO JHeprowdnT
(ceTeBBle MPEONPHATHA BLINOAASIOT TONBKO TPAHCTIOPTHYIO yHKURIO), DApTCPAEIE
onepaLyH OepLaaHKl B BeieHHe cHabxenueckoro noapasucacang HOCKA

o[TocnenHes BpeVis akTUBHO REAETCS (40C1aTOYHO YCHEIIHO) paboTa no JIMKBHIAIHE
nepenponasuos Pesyavtarom nopobHoit pabore: cTan poct OOBEVOB IEHEKHEIX

MOCTYILNE KA

oUndopMaronKas LHCTCMA B HacToAmEee Bpema 6ok (e OPHERTHPOBAHA Ha BOOPOCH
JHCHCTUEPH3AUWA 1 KOHTPOVIA 34 peatHsaimeit Mpobnemam ynpanicHUR HEHAHCAMH
YAENAETCA 3HALMTES MO MEHBINE BHUMAHNE H IT4 nh(lOpMALTMA pa3pO3HeHa
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Taaerurie npotaemul Hosocniupeonepro
(cO CNOB COEMHAIHCTOB SHEP: OCHCTEMbL)

sOnHa U3 CCpREIREMOMX npolnieM - HEXBATKZ IOEHCRKHBIX CPeacTs Jomsko 9% orT
peami3alME onnadero B 1996 rogy penexueium cpeactsamu. 8% He Opinc omnageno
pooflile 37O CEA3aHO B DEPBYIO 04epeab, VO CleUndHKOA peinoHa, & xoTopom 85% --
apeanpyal1 i BOCH HO—T[pOMBmTH EHHOTO KQMTIEeKca @ eAepanbHOTo NOIYHHEHRR
CyuseeTayet orpoMHas (cetnne 1 Tpnn py6 ) 3an0okeHHOCTS GIOKETOB BCex yposued, xe
CYMTAas ZONroB NPEANPUATHE, CEbCKOro XO3ZACTBA, HACLALHHS

oEme onwn OonbHOM BONPOC - BLICOKMA YpoBeds Hinoca obopynomanus TIL Boauwe
1QuIOBUHE! BCCX 3HEProbIIoKoBR HMMeEIOT W3ROC cBiie 80%, a Ha TOL-3 - naxe 100%
BLICOKHi YPORCH: H3HOCA NTPHBOXWT K POCTY 3aTpaT Ha nojacmkaHue paboTocnocobHocTr
0BGOPYROBAHUS, YTO HECOMHEHHO, 3HAYUTE/NLHO YBLAUM4HBAET Ce0ECTORMOCTL NPOSYKUKR K,
COOTBETCTREHHO, 5€3 TOro BRICOKME TapH(bi

*B cpasn ¢ HuxBaTkoW JIEHEWHEIX cpeacTs obpazoBanace Oosbmiaz (g0 9 Mecaues)
3alONKERHOCTs To 3apaboTHo#i mnate B macTosmuee BpeMs pyKOBOAC1BO NpaTarast
CepBEIHBIE YCMIHA [UIA JIMKBHMUAUMH ¥IOW 3QJTOMKEHHOCTH (IO HEKOTOPBIM HAHHLIM
H4Hanac, LOFAWCHUWE NIOTTOR 32 4 vecsua) Bonsuryio pole B 3TOM NPOLELCE MIPAOT
MpoGCOo3kI

sPemenncsm [IpaswrenncTea PO u3 Tapuda Ha 3uepruio Obina MLKUOYCUA UHBECTHUHOHHAS
LOCTRBTAIOmAsN  crmegoBarenso, HosockOMpLIONepIio HC 8 COCTOSHMH  BRITANEIBATE
CPEACTBA B PEXOHCTPYKLMIO K Pa3sBHIME, 3 MuB«CrHUHOHHaN Momutuka PAQ nmanero e
BCETAA COOTBETCTBYET HHTEDECAM JHEPIOCHC1 CMBI

Obwpne segaTeANd oT paborsl B HorocuGupexinepro

B xooe nauwicro BH3WTZ PYKOBOOCTBOM Hopouubupexsnepro ReogHoxpatHo 6Gmulo
BhICK23aH0 60 moe xenanue paboTaTs B pamkax npoekta OO oToM MoKeT LEHIETETLCTROBATE B
Tot GiaKT, YTO B XOAC JIBYX/(HEBHOIO BH3HTA OBLMH Opranu3opansl Ask scrpeud o TeHepamsHE
Hupexropom w jmee - c 3amecrutenem [Ipenccusarcns Comera JlupekTopos, Ha BeICOKOM
OPraHK3aATHOHHOM YDOBHE NPOHCXOAWIN HUTEPRLIO CO CTICOHATHCTAME

PyKoBOUCTBO IHEProcUCTEVE! YiKe o0paidnocs 3a MOMOTURIO X KORCYALTAHTAM W HMECT
HEKOTOPbIH Olih I COTPYAHHUECTEA C HHMH

lio nroram paboTter 8 Hosocubupciorepro 6ttt NO/MMULAR NPOTOKON, B KOTOpOM eie pas
Buia OOAMEPKHYTa FOTOBHOCTH PyXORONCTBS K COTPYIOHMYECTDY, a lake CHOPMYNHPOBAkbL
OCHOBHEIE HANPABNEHHA BOIMONHON ACSTSTBHOCTH KOHCYALTAITOR B XO'(C IIPOEKTA

BBRIBO/I TIc EameMy Muenuto, HosocrGHupckaHepro moxetr GLITh OIHHM H3 Hanbonee
REPOSTHRIX YIACTHHKOB MHJI0THOMO» OPOEKTA, IOCKO/LKY HAPALY C TOTOBAOCTRIO
PYKOBOJCTEA K COTPYARHIECTRY XOPOIIO BEAHA K 60kLIA% (AMOCTOATENbEAX paboTa 110
MOHCKY BEIXOAOS U3 TDKSTOA CHTYAUUK
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DIAGNOSTIC EVALUATION OF PERMENERGO
Dates Visited July 7-8, 1997

Attachments Trip Report - Bob Alexander
Trip Report - Vladislaw Khominsky

. Diagnostic Criteria Ratings

Gi

Management Interest in Program- General Dir/Staff
Macro-Economic Environment
Regulatory and Political Environment
Competency and Capability of Staff
General Financial Situation
Magnitude of Sales

Orgamizational Structure

Information Management System
Accounting and Reporting System
Tariff Establishment

Customer Service/Billing

Financial Analysis and Planming
Investment Projects

Potential Benefit to Energo
Wilhingness to Share Cost
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Recommendations and Summary Type 1

Permenergo was very hospitable and enthusiastic about joining the program They had a
surprisingly strong management understanding of the tmportance of financial management
functions, and were 1mplementing a plan to restructure along financial ines They were
also quite vocal as to their opimons as to the proper directions for the reform of the
energos and the power sector, and see participation 1n the program as a way to influence
those reforms and determune therr own future

Permenergo’s management 1S quite active 1n trying to solve therr non-payments crisis, both
by enforcing disconnections and establishing an office to sell securnties recerved for
payment The economy of the region 1s strong enough to support a commercialization of
the energo, with many exporting, profitable compames that are large energo customers
Permenergo feels they can raise cash payments up to the fifty percent level 1if they can
mfluence the REC to allow them to force the collections 1ssue

They are recommended for classification as a Type 1 energo



Suggested Scope of Work

1 Additional training 1n financial management and budgeting

2 Assistance 1n cost management, and corresponding assistance 1n tanff setting and
collection policies with the REC staff

3 Assistance with organizational structure and particularly the implementation of the
Financial Department’s proper role

4  Assistance in modermizing accounting, customer information and service, and

developing a system for billing and collections



TRIP REPORT FOR PERMENERGO

Perm
July 7-8, 1997

Prepared by Robert Alexander
Hagler Bailly Consulting/Moscow

THE ENERGO

The Jont-Stock Company Permenergo 1s the major distributor of electricity and heat in the
Perm Region, which 1s located i the Northern Urals Peak load 1s now much reduced to about
2100 MW, with about 87 percent of the load being industnal (incluchng the railroad and some
small muntcipal) seven percent agnicultural, and only six percent residential (some through
reesellers) Permenergo generates about 60 percent of the load using CHP’s and buys the rest
from RAO Some 40 percent of the generation 1s gas fired at present, the rest is fueled by
varying percentages of coal and o1l They have some advantage 1n that therr boilers are
designed to burn all three fuels Permenergo during reorganzation lost some of their cheapest
generators to RAO, including two hydro plants of 500 MW each, and also Perm Thermal
Plant a three unit plant with a nominal rating of 800 MW for each unit , although each
operates now at half capacity at best due to lack of fuel

Permenergo also supphies most of the municipal central heating, although the distnibution of
heating 1n the city of Perm itself and some other cities 1s through resellers The energo 1s
divided nto some thirty subsidianes (the usual structure), including, among others

12 CHP’s (not all of which are presently operating)
Transmussion network

Reparr

Tramning

Automotive

Social Services

Agricultural

Permenergo 1s part of the “Urals Pool’, which 1s composed of six regional energos This group
was apparently set up a number of years ago to actually operate as a power pool and regional
market, but RAQ (they claim) prevented this from happening Perenergo claims all the
members are still commutted to this approach

The Perm region offers the energo a potentially strong economuc base, with many industries
successfully exporting their products Major industnial customers mclude o1l recovery and
refining, forest products, muning and processing of specialty metals (titanium, magnesium),
fertilizers, and certain high tech industnes (such as the Perm jet engine factory) which have
attracted foreign mvestment

MANAGEMENT

The management at all levels was very open and cooperative, and with the exception of the
accounting department expressed strong interest 1n participating n the program Their 1s a
recognition of the importance of financial management in the senior management, and the
energo had recently reorganized to stress the financial function including hiring a new manager



from the banking sector The General Director (Yurn1 V Lapin) came off vacation specifically
to meet us

The Deputy General Director Serger Kuznetsov, who was our host, had ‘ used the opportunity’
of the General Director’s absence last week to disconnect for a few days a number of the large
non-paying customers the energo thought could and should be paying As his staff put 1t, he
had “disconnected half the industry mn the region ” They were reconnected shortly after political
pressure from the Regional Governor’s staff, but he believed he had made his point  There wall
be an “emergency “ situation declared by the Governor to study the energy supply situation,
and the energo hopes to influence new legislation to force payments where possible

TARIFF SETTING

Permenergo stated that as in other regions, tanffs set by the REC are politically determined

In the residential sector the REC has set a two-part taniff of 130 R/kwh for consumption below
60kwh (below therr claimed generation cost of 220 R/kwh) and 240 R/kwh for higher
consumption Since the residential load 1s only six percent, the problem 1s not too great But
since there 1s no meter reading they expect many consurners will fill out the paperwork to bill
themselves the lower rate for all consumption 1n any event

Tanffs for the industnial sector are all over the map, with the REC giving certamn industries and
customers special taniffs The tanffs that are set are based on the cost of burming gas only

Due to the non-payments problem, gas 1s now n short supply, so the energo 1s being hurt by
having to burn the more expensive coal and o1l

NONPAYMENTS

Nonpayments 1s the most serious concern, with only 14% of payments received 1n cash An
additional 14% 1s received m secunties, and the remainder by mutual cancellation of debts
Permenergo will not complete barter deals with customers at all Some thirty percent of
receivables are estimated to be uncollectable under any conditions

Perenergo feels that there are a large number of industries in their region that could pay in
cash, 1f they were forced to do so They claim a large number of companies have export
earnings 1n hard currency, but right now the money “stops in Moscow  They claimed that if
they were allowed to disconnect they could get cash payments up to fifty percent of total
payments Permenergo 1s opening a “secunties” sales office, where the secunities received in
payment will be sold for cash, and promussory notes will be bought and sold

The worst non-payers are the so-called direct “budget” establishments - military bases, prisons,
etc who pay nothing Permenergo 1s prevented by various laws and decrees from
disconnecting these customers, so they say nothing can be done here although they are owed
over 400 Billion rubles by these customers

The multtary industrial complex owes some 800 Billion rubles, and once again there 1s almost
nothing the energo can do to force payment Permenergo was particularly upset by the fact that
due to such non-payments, they owe some 340 Billion rubles 1n taxes and penalties, which they
can no longer offset against these “budget” company receivables

Perenergo claims the major task 1s to change the psychology of the consumers, residential and
industrial Right now electricity and heat are not seen as a commodity that has to be paid for



The energo says they are told to “live by Western market economy principles but that night
now they are regulated as a social service

ACCOUNTING AND FINANCE

Permenergo 1s a joint stock company, with 49% of the shares owned by RAQO and the rest by
others ‘Foreign entities” hold 16% and most of the rest 1s held by employees or past
employees of the energo

The accounting department described the financial status of the energo as getting worse and
wotse, with recetvables and payables both contmmually increasing Receivables are still greater
than payables but liquidity 1s described as non-existant Until 1996, the utility showed a paper
profit, but 1s now showing “losses”, although they still make a ‘ profit on sales  There 1s an
account for ‘ expenditure of profit”, and if they spend more than planned, 1t causes a “loss
Recetvables and payables are now basically in balance, at about 3 5 Billion rubles each Their
main creditors are the fuel supply companies, mawnly gas Their purchase for energy from
RAO 1s paid thirty percent 1n cash, mostly 1n securities

The main problem of the accounting department was described as *“paper flows’ , particularly
with regard to mutual debt cancellation The tax authorities apparently require hard copies of
all such transactions which 1s difficult to handle given the size and number of these offsets

The accounting department indicated that they kept two different sets of books one for taxes
where revenues are booked after delivering the product, and on for where and management of
the energo, where revenues are booked only after getting paid They did not understand the
question when asked if any of the accounting departments reports accurately provided a picture
for management of the energo’s true financial situation

When asked what assistance the program could give to accounting, the staff asked for
assistance 1n obtamng software to follow the Russian accounting methodologies When asked
about IAS accounting, the accounting staff indicated they were already too busy and didn’t see
why they would want to undertake yet another form of accounting

RESTRUCTURING

The Financial Department has submutted a plan to the General Director for restructuring the
energo to stress the Financial function The first step, taken last year, was to organize a
separate Finance Department separate from accounting The second step was for the new
Finance Department to take over all financial flows All expenditures must now be approved
by the Financial Department

The next planned step 1s to establish a budgeting system for the entire orgamization, and a
group is presently being established to do so The Finance Department also hopes to
‘commercialize ° the sales or customer service sectors, including collections Right now, the
“energy sales * department 1s responstble for all customer contact, including negotiations
concerning non-payments, and the feeling 1s that they are not coordinating with the rest of the
energo

MAIN MANAGEMENT INTERVIEWED

General Director Yun V Lapin
Deputy General Director Serge1 Fedorovich Kuznetsov



Deputy Director Power Sales ValentinaI Shalnikova (Energosbyt)
Fmancial Director Andre1 R Kalmakov

Deputy Chief Accountant Olga Ustryuzhnatreva

Drrector of Automation Systems Vladovslov I Dudin



DIAGNOSTIC EVALUATION OF ROSTOVENERGO
Dates Visited May 26 - 28, 1997

Attachments Trip Report - Michael Swider
Trip Report - Vladislav Khominski and Margarita Zaitsev
Agreement of Cooperation Protocol, signed on May, 1997

v Diagnostic Criteria Ratings

Management Interest in Program- General Dir/Staff 5/5
Macro-Economic Environment
Regulatory and Political Environment
Competency and Capability of Staff
General Financial Situation
Magnitude of Sales

Orgamzational Structure
Information Management System
Accounting and Reporting System
Tanff Establishment

Customer Service/Billing

Investment Projects

Potential Benefit to Energo
Willingness to Share Cost
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Recommendations and Summary: Type 1

The management at Rostovenergp 1s well organmized and competent When we arrived we
were met by all the senior management, who where already organized into work groups
by the General Director to answer questions on the 1ssues that we had indicated on our
mtroductory letter No other energo that we visited was so well prepared for the mnitial

diagnostic At the end of our visit we signed a protocol that requested assistance 1n the
following areas

Develop management and customer information systems
Analyze production costs and make recommendations for cost cutting measures
Assist 1n transition to international accounting standards
Improve financial management, budgeting, and investment planning procedures

¥ SO US I NG QS

The negatives at this energo are stmilar to most others, weak financial controls and no
clear interest in operating the company as a commercial business But with the quality of
the management we believe that consultants working within Rostovenergo would receive
sufficient cooperation from to achieve positive results Another advantage is the
relatively good political/economic environment 1n the region



As the management of Rostovenergo 1s ready, willing and able to work towards the goals
of the Commercialization project, we categorize this energo as a Type 1 - recommending
1t to be included 1n the program

90



TRIP REPORT FOR ROSTOVENERGO

Rostov-on-Don
May 26 - 28, 1997

Michael Swider
Hagler Bailly Consulting

SUMMARY AND RECOMMENDATIONS

On‘May 26 - 28 Michael Swider of Hagler Bailly Consulting, along with Vladislav Khomnsk
and Marganta Zaitseva of Carana Corporation, and Natalya Trekhleb of the IFC wisited AO
Rostovenergo to perform a short diagnostic of the energo’s capacity to participate mn the
Commerciahzation program Rostovenergo 1s plagued by the usual problems of a Russian
regional power company

e Lack of commercially focused management
e Poor metering and control systems
s Low Collections

All of these lead to the weak financial condition that Rostovenergo 1s currently suffenng from.
makmg 1t all the more difficult to pay for the restructunng that the energo requires

The positive side of Rostovenergo 1s that the management 1s well orgamzed and competent
When we arnived we were met by all the semior management, who where already organized
mto work groups by the General Director to answer the 1ssues that we had indicated on our
introductory letter No other energo that we visited was so well prepared for the mutial

diagnostic At the end of our visit we signed a protocol that requested assistance 1n the
following areas

Develop management and customer information systems

Analyze production costs and make recommendations for cost cuthing measures
Assist 1n transition to mnternational accounting standards

Improve financial management, budgeting, and mvestment planning procedures

£ =N S I O

As the management of Rostovenergo appears to be generally ready willing and able to work
towards the goals of the Commercialization project, we recommend that this energo be
mcluded 1n the program We beheve that consultants working within Rostovenergo would
recerve sufficient cooperation from management to achieve positive results Further
mformation 1s contamned 1n this trip report, and the attached report prepared by the Carana
Corporation

1 Trip Report For Rostovenergo/Hagler Baillv Consulting/1 July 1997/Swider



THE ENERGO

AO Rostovenergo 1s the monopoly suppher of electnicity and heating to the city of Rostov-on-
Don and the region of Rostov, which 1s located at the mouth of the Don niver on the Azur Sea
in Southern Russia Major industries m the region include agnicultural machmery power
equipment locomotives aerospace, transportation (port and railhead) and agricultural Before
the fall m the Russian economy peak load m the region was 3,600 MW Last winter peak load
was 2,450 MW, a drop of 32%

Rated capacity at the energo, which 1s 64 percent owned by RAO UES Rossu 15 929 MW
with 3518 muliton kWh sold in 1996 Most of the additional power 1n the region was produced
by the Novocherkaskaya State Regional Electric Power Station (GRES), which 1s rated at
2,245 MW and generated 11,056 million kWh mm 1996 The Novocherkaskaya GRES was
rented and managed by Rostovenergo until 1995 when 1t was returned to RAO because
expense fuel coal supply makes 1t uneconomiic to operate

Rostovenergo currently has 30 Affiliate compames 1 1ts group mcluding regional heat and
electncity distributors There 1s a total of 17,000 employees 1n the company, with 13 000
working 1n production enterprises and the remainder working m various social services

SALES AND COLLECTIONS

In Rostovenergo the sales company, Energosbyt, relies on local affiliates to manage customer
relanons It 1s the affiliate’s managers who decide whom to disconnect But as m other
energos, metering 1s msufficient and enforcement 1s weah At the beginmng of this year the
collections problem was at its worst and they were only collecting 60% of energy sold Since
then they have been able to raise the collections rate to 86% But only 10% of collections are
m cash, the rest i barter and mutual debt cancellations For example, 76% of all payment for
taxes are 1n the form of off-sets

Accounts recervables total 1,500 billion rubles, or about $ 260 mullion, as of 1 Apnl 1997
Days sales outstanding (the measure of average collect rate) 1s nearly six months Of this
amount about $50 mullion 1s considered past due The breakdown of accounts receivables 1s
approximately

e  42% Budget Orgamzations (mostly regional government which has not been
paymg for heat)

¢ 23% Industnal Customers

e 20% Resellers

e 10% Agnicultural Customers

e 5% Other

The energo believes that a large part of the problem with budget (1 € government)
orgamzations 1s the lack of control over government outlays A village will recerve budget

funds to pay for their power expense but the money does not make 1t to the energo nor can it
be tracked

Much of what the energo does collect 1s m barter 70% of their power sold 15 purchased from
the wholesale market, and almost all from the Novocherkaskaya GRES Most of the power
purchased 1s paid m barter, which they arrange through thewr debtors There arrangement with
Novocherkaskaya 1s to send enough cash to meet salanies The also use barter to pay the fees
owed to RAO Although RAO has msists that all bills are pard with a mummum of 30% cash,
Rostovenergo does not have the cash available to meet this demand Other than salanes and
the pension fund all cash goes toward capital construction
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To get payments up they have started a system of sanctions, or penalties, against non-payers
But as most of the non-payers are protected consumers there 1s little they can do on
enforcement And according to the Sales department they don’t have a policy on cash
collections “or at least one that makes sense ’

Metering, or the lack of 1t, 1s one of the most sigmficant hindrances to increasing collections
As m most regional energy systems 1 Russia, it barely exists Rostovenergo has discussed
developing a program for new metering but only theoretically They have not done a serious
study The lach of metering at the reseller level makes 1t difficult to manage them The
resellers are only mnterested m collecting enough cash to meets therr own needs and the energo
1s left m the dark as how to collect from the other customers

TARIFF POLICY

Asn all regions tanffs are set by the Regional Energy Commussion (REC) Currently tanffs
are set by customer class

Residential (City) 160/kWh
Residential (Rural) 112/kWh
Agrnicultural 194/kWh
Industnal (<750kv) 481/kWh
Industrial (>750kv) 362/kWh plus a fixed charge of 4,670 rubles per kilovolt
Average tanff 328/kWh

Currently the REC requures that the industnal customers subsidize residential, especially rural
customers who have their energy priced as 0 7 of city residential customers even though the
cost of service 1s greater The energo claims to have come to an agreement that would allow
them to raise and equalize residential taniffs Industrial taniffs for the largest consumers will be
lowered and the average tanff will remain about the same at 325 - 328/kWh

The new tantff structure should look like the following before the end of the year

Residential 160/kWh
Agncultural 265/kWh
Industnal (<750kv) 478/kWh
Industrial (>750kv) 287/kWh plus a fixed charge of 4,628 rubles per kilovolt

They expect most government orgamzations to pay the highest rate, at 478/kWh The average
cost of electricity 1s 290/kWh They are moving toward making the tanf¥s for all customers at
least 290/kWh so that residential customers will at least pay the average cost Rostovenergo
wants to raise the taniffs on rural customers to 308/kWh, which they beheve 1s the all-in cost
of service to these customers

The cost of service 1s calculated by standard FEC measures It includes fuel cost, which 1s
calculated on a normative basis, and may not accurately reflect to true value The Mimstry of
Economy 1ssues deflators to price the materials used 1 production (something akin to GAAP
LIFO method of mnventory accounting) Other allowable costs include payroll, amortization
and msurance Many of the “other” costs are set on a normative basis, such as 1 5% of the cost
for “research,” regardless of the actual expenses Rostovenergo told us that the are working to
reduce costs as 1t will increase demand and profit But 1t 1s doubtful that any energo will make
serious cost cutting methods as long as tanffs are set on a cost-plus basis
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ACCOUNTING

The Russian accounting system 1s very complex 1n the opinion of Rostovenergo’s accounting
department, with over 3,000 mdividual forms and regulations m use, many of them
contradicting each other, and over one hundred taxes They believe 1t would be i their best
mterest to move to a Western accounting svstem. and that 1t would not be overlv difficult as
the Russian system 1s fundamentally the same as the western system But 1t would be of no use
for a single energo to start using a western accounting system There needs to be a single
accounting system for the entire electric power systemn Thus 1s certainly true as all tanff setting
methodology needs to be based on a standardized system of accounts

Even though full implementation 1s probable years away, there 1s an interest in Rostovenergo
to begin tramming on western accounting systems sooner rather than later Though western
accounts could not be used m rate cases or for tax purposes they could help the management
better operate the company There could be a more immediate purpose mn developing western
accounting standards, as foreign investors evaluating the company have requested accounts
that meet IAS standards

Besides tramning and seminars, the accounting department 1s also mterested 1n recerving help
on developing an MIS system Currently the accounting department has very little automation
They wish to develop a system where mformation flows are fully computenzed, networked,
and available to all key staff and management

FINANCE DEPARTMENT
The functions of the finance department are

1 Profit planning for tanff settng
2 Banking and securities operations

There 1s no rate of return analysis for profit planmng or for analysis of capital nvestments In
fact, the finance department 1s hardly involved m capital investments as the engineering and
construction departments plan capital construction, with no thought to profitability The
planned profit” 1s negotiated with the local administration and that number 1s factored wnto
the tanff The current planned profit 1s a 5% return on assets But if you factor mn the mflaton
the real rate of return for the energo (even 1f 1t was collecting 1ts bills) would be negative 6%

The finance department does not do the normal functions of a corporate finance department
There 1s no least-cost analysis done, or capital budgeting Securities operations are more or
less hmuted to doing nisk analysis on short-term commercial paper (veksels ) Rostovenergo
does not 1ssue bank veksels anymore as they found them too unprofitable The bank veksels
would be purchased at a discount by cash paymng customers effectively reducing the energo’s
cash flow They do occasionally sell barter (tovarnu) veksels for special purposes

One measure that they are taking to reduce the cost of production 1s unloading social assets
and turning them over to the local government The impetus for this 1s that they can no longer
expense most of these social assets and include them 1n their tanff calculations Already they
have disposed of two kindergartens and a large portion of their housing They tell us that only
10% of thewr former social assets remain on the books

ECONOMICS DEPARTMENT

We asked the director of economics what they are domng to mcrease collections The answer
was that when the problem first appeared 1n 1995 they used barter as a substitute Mostly 1t1s
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viewed as an external problem caused by the Federal Government He beheves that 70% of
the Russian economy operates on barter now, so the energo 1s not unusual mn this situahon
There 15 no concrete plan to get collection rates back up other than by elimmating resellers
who are capturing what little cash there 1s mn the system The other mustake n the system 1s the
skewing of the tanffs to have mdustnial customers subsidize residential

It 1s recogmized that the problem 1s partly techmical There 1s not enough metering equipment
mn the svstem Another reason for the lack of cash 1s corruption Agnicultural companies are
among the worst m paymg for electricity even though they eam cash for their goods But the
gram 15 sold on the black market and the money does not return to the agriculture collective,
leaving 1t unable to pay its bills This 1s well known mn Rostov even the governor 1s aware of
1t, but there are no measures taken to stop these practice because of corruption throughout the
system

We ask whether Rostovenergo had considered setting up escrow or “transit” accounts for
debtors so that the energo could capture at least part of the cash flow We were told that the
Central Banh of the RF and the Mmmstry of Economy were looking 1mto the possibility of
allowng transit accounts where by 80% of all cash through the account 1s reserved for
creditors To date no such law has been adopted

Rostovenergo believes 1t 1s not practical to offer cut rates for cash payers This 15 because tax
must be paid by the energo for the full “regulated’ cost, making 1t costly to give price breaks
We also inquired as to whether there was a collections commuttee that was trying to solve the
collections problem at the energo The chief of economucs saw this as a problem of their sales
affiliates and suggested that they were preparing a decree to the affiliates to set up credit
commuttees to determine who are the better debtors It 1s unlikely though that this will have
much of an effect unless there 1s an policy of disconnecting high nisk, or simply recalcitrant,
customers

INFORMATION SYSTEMS

For dispatch the energo has a real ume system for information analysis The head engineer
runs the automation department and decistons are dniven by the needs of production
engineering The entire system 1s designed and driven by the production side of the business

Where they are weak 1s m financial and economc information A better system 1s needed for
sales accounting Currently, even where they are metered, nobody 1s monttoring the meters A
masstve upgrade 1s needed to mnclude an accounting and financial package, mcluding a
hardware upgrade

An MIS system 1s needed, although 1t should not be done alone by Rostovenergo, but
standardized among the entire energy system Siemens, for example, already offered therr MIS
system, but for the energo 1t was too expensive As purchasing tumn-key information systems 1s
considered too expensive, the general director has requested that all mformation systems be
developed mternally The cost-effectiveness of this strategy 1s certainly questionable The MIS

group at Rostovenergo 1s interested 1 seemg what off-the-shelf customer service programs are
available

It would probably be more cost-effective to select and adopt a single MIS system (or standard)
for the entire Russian power system One problem with mstalhing an MIS system 1s that laws
and regulations are still changing every month Another problem 1s that the current Russian
accounting system is designed to maximuze taxes, not to show useful financial/economic data.
For the head accountant 1t 1s also questionable how much an automated accounting system
would assist her as documentation would still require signatures Again, these are all 1ssues
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that need to be addressed at the national level The commerctahization program should 1dentify
the 1ssues that are hmdenng the development of MIS systems in the energos

CONCLUSION

At the conclusion of our visit our general impression was that the management of
Rostovenergo was mnterested and supportive of the Commercialization project We were also
mmpressed by the general ability of the management to articulate their 1ssues, and to consider
their options for improving the commercial viability of Rostovenergo As the energo 1s i no
worse financial condition than most energos, and the management supportive, we recommend
that.this energo be mcluded in the commercialization project To define the 1ssues that would
be addressed through the Commercialization program, we signed a protocol (attached) with
the General Drrector

MANAGEMENT INTERVIEWED

Kushnarev, Fedor Andreevich, General Director

Aneshenko Tatiana Aleksandrovna. Head of Finance

Benikov, Igor Leomidovich, Director of Energosbyt

Riskina, Valentina Mitrofanovna, Head Bookkeeper

Tolmachev, Head of Plannng Department

Pashenko V A Deputy General Director of Technical Resources
Benadsku, Y V, Deputy General Director of Economics

ATTACHMENTS
1 Protocol
2 Organizattonal Structure of AO Rostovenergo
3 Balance Sheet as of 1 Apnil 1997
4 Carana report on Rostovenergo
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PROTOCOL OF INTENTIONS
with regard to operation of Hagler Bailly Consulting Company
to develop recommendations for OJSC Rostovenergo

Rostov-On-Don May 28, 1997

Following the request by RAO EES Rossu, dated April 18, 1997, a group of Hagler
Bailly Consulting (USA) represented by

M Swider

N V Trekhleb
V N Khominski
M N Zajtseva
O N Gorshevski

reviewed the information by proposed hines of operation presented by specialists of
OJSC Rostovenergo from May 26 through May 28, 1997 The meetings to review the
information were attended by leaders and members of working groups organized in
accordance with the Order No 76, dated May 22, 1997, of OJSC Rostovenergo

The following lines of operation were reviewed

Management information systems

Tariffs setting

Dispatching based on economic principles

Payment collection/Non-payments

Transition to international accounting system

Financial management, budgeting and investment planning
Restructuring of OJSC Rostovenergo

OJSC Rostovenergo agrees to implement the pilot project, shall provide access to
financial information and shall ensure cooperation OJSC Rostovenergo 1s
interested 1n the efforts to be undertaken 1n the following lines of operation

Management information systems and customer information systems

Analysis of electric and heat energy production cost for different modes of operation
of the energy systems

Transition to international accounting system

Financial management, budgeting and investment planning

OJSC Rostovenergo shall be liable to provide any necessary data at the request by
Hagler Bailly Consulting Company
Signed by

F A Kushnarev, M Swider,



OJSC Rostovenergo, General Director

Hagler Bailly Consulting



nNPOTOKON

O HaMepeHHsIX IO HalpaBlenHusM DaboTH KoMnauu¥ ''Xersjep Baiu KoHcadTHHT"
B paspaboTKe NPOeKTa PeKoMeHXauu#i nas OAQ"POCTOB3Hepro"

r PocroB-Ha-JOHY 28 05 97 r

B cooTBeTCTBHH C nopydenneM PAO "E3C Pocuu” ot 18 04 97 r
rpylnna chnenpnananucToR KoMnaHuM "Xerdep Baiu KoHcaaTuHr" (ClIIA) B cocrase

1 Csaipep M

2* Tpexneb H B

3 XoMuHCEKOrc B H
4 3anueBoin M H

5 TopmeBckoro 0O H

B TeueHHe 26-28 mMaag 1997 r paccMoTpelia NpefCTaBIeHHYW CIelHalucTaMu
OAQ "PocTOB3Hepro" uWHbOpPMaLUW N0 NpefnojaraeMHM HaOpaBJIeHHAM paboTh

B paccMOTPEeHHMH BOIPOCOB NPHHAIH YYacTHe PYKOBOAMTEIM M YleHH CO3AaHHLIX
npukas3oM OAQO '"PocrToB3Hepro'" ot 22 05 97 r N 76 pabouux rpynn

BHJIM PacCMOTPEHH clefybilHe HanpaBJieHHsa paboTH

HHbOpMalMOHHEE CHCTEeMH YNpPaBJleHHS

$opMUpOBaHHe TapH(poB HA 3JAEKTPODHEPrHD

IucrneTyupoBaHHE Ha OCHOBe 3JXOHOMMYECKHX IDHMHUHIIOB
PacueTh/HenlaTexH

IlepexoX Ha MeXIYHApPOZHYW® CHCTeMy 6yxyderTa

YnpaBieHHe GHHaHCaMH, COCTaBlieHMe OoAXeTa M NIaHHPOBaHHE HMHBeCTHUMH
PecTpyKTypH3aluus "PocToBsHepro"

OAQ "PocToB3Hepro" cornacHo Ha NpoOBefeHHe AeMOHCTPaLHOHHOI'O IpoeK-
Ta, NpPedOCTABHT ILOCTYI X (HHaHCOBOH HHbOpManuu M obecneynT pabouee
B3anMogeiicteue OAO "PocToB3Hepro" s3:auMHTepecOBAaHO B INPOBeIeHMH paboTh
o cleAyoW¥M HaIpaBJIEeHHAM

HudopMalunOHHEE CHCTEeMH YIpaBiIeHHA M cHcTeMH cbopa HHpopMaLuu O
norpebHTeNsx

AHaJIM3 CcebeCTONMOCTH 3JIEKTPO- M TENJIODHEePrHH IIPH Pa3JIWYHHX pexuMax
paboTH B3HEepProCHCTEMH

Ilepexol Ha MeXAYHAPOZHYKW cHcTeMy 6yxyuyera

YnpaBJeHMe dHMHaHCaMM, cocTaBlleHHe OpaXeTa M NNaHMPOBAaHHE WHBECTULHH

OAO "PocToBsHepro'" ob6ssyeTcs NpenCTaBAATEH BCe HeOBXOZHMMHE JaHHble
no sanpocy komnauumu "Xersnep Baiu KoHcaaTuHDr"

IIpoToKOd HNOZNHCanyn
or QAO "PocToB3Hepro" oT xoMnauuu "Xeryep Bain KoHcaaTuur"

reHepalbHEHH OUPEKTOP
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OAQ PocmoesHepzo'

OpraHusaunoHHan cTpyKTypa annaparta ynpasnedusa OAO "PoctoBaHepro"
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Mw BYXTANTEPCKWM BANAHC
. - ! ! Koasi
B . j ! Sopma N 110 OKYQ 0710001
L Ha 1 anpens 1897 Hata (rog mecsy wnena)
Opramsauns OAQ POCTOB3HEPIO no OKNO 00104024
POTPBEI"I_b  (BMA REATSNLHOCTH) 3HepreTMka no OKOHX 19900
OpranisaunaHHo-npasosas dopma QOAD no KONe 47
Opran ynpasnenus roCYAapCTBEHHEM HMYLLECTEOM
_ — e no OKNG
EQnnuua uaMepenus _ L o no COEM 0372
o L _ KontponsHas cymma
| Awec__ . — }
F. _ o Dara suicsini
. Hata nomyyenus
o . Cpon npeacrasnexus
AKTUB Koa ctp Ha Havano roga Ha koney roga
1 2 3 4
l__ijEQSOPOTHbIE AKTUBbI
-emaTepuansHoe akrnees: (04 05) 110 3594 3595
B TOM uucne
OPraHu3aLmMoHHbIe pacxoasl o - 3
NaTeHTH NWUEH3WK, TOBaPHDIS 3HaKK
(3Haku oBCcnyxuBaHus), uHoie
aHanoruyHLie C NepeqncrnerHsMm
npasamMu n aKTUBEMU I 3 594 3592
OcHosHsie cpepcTaa (01 02 03) _ 120 6 080 275 8 030 860
B TOM uWchne
3emenbHbie Y4acTky # obbexTy
_ NpUpofONOnNB308aHUA 121 - -
3faHuA MawuHy obopygosanue v
ApYyrue ocHoBHbIE CPEACTBA 122 6 080 275 8 030 960
HesaBepuienHoe cTponTensctso (07, 08,
_ 81 130 413 243 408 402
[onrocpoutibie HUHaHCOBLIS BNOXEHUA
(06, 56 82) 140 31272 33888
B TOM Yucne
uHBECTULMY B fovepHue ofuecTsa 141 - -
MHBECTWLMM B 33BUCHUMbIE DOLWecTBa 142 -
WHBECTULMM 8 ApYre opraHusayuu 143 17974 21217
3aiMel nNpepocTasnaemuie
oprasu3ayuam Ha cpox Boree 12
Mecsaues 144 -
npoyYne AoNroCpoYHbEIe PUHAHCOBRIE
BIIOXEHUS 145 13 298 12 671
Mpoune BHEODOPOTHHE aKTHBE 150 65 64
UTOIO no pasgeny | 190 6 528 449 6 476 909
| Il OBOPOTHBLIE AKTUBGI !
3anacs 210 167 267] 169 832




B TOM 4nCne
Chipbe marepvana U gpyrse

_ ananommunbie yexnactu (10 15 16) | 211 106 497 S8 483
XWBOTHEIE HA BLIPALLMBANYK 1 OTKOPME
1) 1212 21 603 18 481
Manoyerroie n BeiCTponsnawneao-
wiuecs npeAmeTa (12 13) _213_ 11743 14 386
3aTpaTe B HEIaBePWEHHOM [TPons-
sopcTee (n3pepxkax obpalweHns) (20,
. 2123 2930 36 44) 214 6373 13 850
roTOBasA NPOAYKUMA W TOBaPl ANA
nepenpogaxu (40 41) 215 18 938 21142
__ToBapui oTrpy*eHHue (45) 216
_pacxopu 6yaywinx nepnogos (31) 217 1761 2480
nNpouMe | 3anacu ¥ 3arpars 218 352
'Hanor Ha 4o5aBneHHy CTONMACTE No
npuoGpeTennsim wenHocTam (19) 220 _ 68 240 112675
HeBuTopckan 3ag0rXerHoCTb (NNarexu
no KOTopok OxXMAAKTCA Bonee uem
4yepea 12 MecAyeB NOCNe OTYeTHOR AaTh)
_ e 230 3532 2 993
B TOM unucne
_ noKynarenw v 3axkadumnku (62 76 82) 231 1769 1233
BEKCEIA K NOMy4eHno (62) 232
32JONXKEHHOCTD fOMEPHNX U 338K CUMLIX
ofwects (78) _ ___ _ [ 233
asaHcw 8oifannme (61) | 234 _ 1 684 1 681
npoune AeduTopsl _ 235 _ 82 79
Deburopckas 3a0NXKEeHHOCTL (nna'rexcu B
No KOTOPOR OXMARIOTCA B TeueHne 12
MECSILeB NOCne OTHETHOR 4aTh) 240 835 821 1 497 780
| B TOM unche
‘noxynartenv u 3aka3qvki (62 76 82) 241 852 994 1289 270
_Bekcens k nonysernio (62) 242 4738 6 250
33/JONXEHHOCTD AOHEPHHX 1 3aBUCH-
_ _ wmoxobuwects (78) 243
3340MNXKEHHOCTb YYacTHnKoB (yype
AvTenen) no BIHOCaM B YCTaBHOH
kanwtan (79) o _1_244
aBaHChi smganHoe (61) | 245 4 286 9932
npouve pebutopel 246 73 803 182 338
Kpa‘rxocpounue canchoaue BIIOXE HWA
(56,58, 82) 250 6 240 5042
8 TOM Yucne
__WHBECTHLMH B 3aBucuMble obulecTsa 251
cOBCTREHHLIE akLUMH, BEIKYNNEHHEEe Y
akyuonepos _ 252
NPOYKE KPATKOCPOYHKE tbuHaHCOoBbe
BNOXEHNA 253 § 240 6 042
 [enexHuie cpeAcTsa B 260 106 653 44 514
B TOM YMCNe
kacca (50) _ 261 145 151
_ pacyeTHoie cueTa (S1) 262 6 603 8612
ganoTHoe cyeta (52) 263 129 34
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npoune feHexHsie cpelcTsa (S5

o __..58.57) 264 98 776 35 717]
Mpouvte 06OpOTHLIE aKTUBHI 270 - 40
MTOIO _nopasgeny It __ 290 1287 753 1 833 836
- YBbITKA | ___ '
HenoxpuiToie YOLITKN NPOWNLIX NeT_ (88) 310 -
HenokpbiThIA YORTOK TEKYLU|ero roga 320 X
VITOMO no pasgeny Ul e ] _3e0 -
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COQTBETCTSWM C 328KOHOATENbCTEOM 431
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QoHAL Hakonnenus (88) | 440 97 424 87 716
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May 26-28, 1997

Moscow - Rostov-on-Don

REPORT ON NEGOTIATIONS WITH AO (JSC) ROSTOVENERGO
ON THE PROJECT
“COMMERCIALIZATION OF POWER NETWORKS”

GENERAL INFORMATION ON THE POWER NETWORK

This 1s the large power network with approximately 3,5 billions rubles sales per
year The capacity of 1ts proper stations 1s about 900mW, which covers 25-30% of the
power demand 1n the region, the rest being purchased at the wholesale market from
mainly Novocherkasskaya GRES (Regional Electric Power Plant), that 1s located on the
territory of Rostovskaya region and belongs to RAO (Russian Jont Stock Company
"United Power System of Russia")

Rostovenergo affiliates 30 branches with 17,000 employees The financial standing
of Rostovenergo 1s estimated as one of the most stable of all the power systems making
part of RAO Accounts receivable make approximately 1,1 billion rbls (turnover period -
110 days), of which 42% - 460 billions rbls - are receivables from budget organizations
Accounts payable are less then receivables and make 800 billions rbls (turnover period -
80 days), with no indebtedness to the budget

The sertous problem for Rostovenergo 1s decline 1 electric and heat power
consumption (first of all in agricultural sector), due to recession of production level in the
region and high level of prices for electric power

The receipts from sales amounts to 15% and are mamnly spent for payment of
wages and small payments to Novocherkasskaya GRES for the purchased electric energy
and also for payment of wages

A 4000mW nuclear power plant 1s now under construction on the territory of
Rostovskaya region Rostovenergo 1s engaged in construction of several small heat-electric
generating plants of 50 -100 mW each

Rostovenergo pursues a rather successive policy with REC (regional energy
economy comission) on improvement of tarffing regulations A decision was adopted to
mncrease the rates for population up to 250 rbls, for agriculture - up to 265 rbls and for
small business up to 487 rbls, as well as, to reduce the rates for large industry -up to 287
rbls It was also decided to increase, by the end of the year, the rates for population and
agriculture up to the production cost of electric energy (approx 330 rbls)

GENERAL IMPRESSION

The negotiations showed that Rostovenergo 1s a well organized structure
We negotialtiated directly with the working groups, that were set up on all the suggested
1ssues, by the time of our arrival, and that had studied proposals during the negotiations
The General Director was the obvious leader and orgamzer in Rostovenergo He
personally participated 1n the negotiations and expressed great interest in project
implementation During our first meeting in Rostovenergo, we could not notice any
managers or employees who were expressly not interested 1n the project, or were making
obstacles 1n 1ts way The professional level of managers may be judged as a good one,
although there 1s a perceptible lack of economical background



The sales system 1s decentralized, and these are the local electrical networks who
directly deal with the customers, and whose managers are responsible for collection of
monetary means from therr customers The function of mutual settlements and barter 1s
devised among the financial department, sales department and supply department Such
structure of sales ensures better financial results as compared with other power systems
The good point about Rostovenergo 1s that 1ts executives are ready to introduce changes in
their organization, 1n spite of the fact that RAO has not yet determined 1ts concept of
energy economy development

ANALYSIS OF THE SUGGESTED LINES OF COOPERATION

. Information control systems and customers data gathering system

Software development 1s performed by the local MCS department, the level of
software may be considered as pretty low Only several accounting operations are
computer managed Top management understands the necessity of an ntegral
computer aided information system, but they believe, that MCS department will
cope with the task by themselves

Analysis of the ready software products was never performed, due to the
opinion that only the company’s own software may be adjusted for all habits and
needs of the customers, which 1s not possible with a ready product Besides 1t 1s
assumed that 1t will never be possible to set up ready software products for all
specific functions of the power network

Both accounting department and financial services are strongly dissatisfied with
the software level and number of PCs(?) As far as employees of the accounting
department and financial services do not participate in the problems defimtion,
MCS department 1mposes 1ts own understanding of the software functioning The
chief engineer - immediate superior of the MCS department 1s the mamn
“generator” of ideas The General Director 1s presently led by the MCS
department and attentively listens to 1ts opinion, although the increasing
dissatisfaction of the financial services as well as lack of real information
provided to the General Director, gradually dimimnmsh this influence and that 1s
why development of information systems was declared by the General Director as
a prionty problem

We suggested carrying out of an analysis of ready products, that could be
offered for implementation to the power system and to compare advantages and
disadvantages of such solution as compared to the company’s own developments
Later on, after adoption of a strategic decision on development of information
system, we could take part in the problem defimtion on software development for
the MCS department or to take part in preparation of implementation of a
computer aided information system as well as 1n 1ts implementation

The significant task in development of the information system 1s organization
of the customers data gathering and analysis system

. Transition of accountabilhity to GAAP standards

Switching of accountability to GAAP standards looks like a fixed idea of the
executives who have no clear understanding of what such transition serves to,
most likely they just follow the fashion and RAO requirements Durnng the talks
with the General Director and the top management we could not reveal any
consumers of such information - accountability based on GAAP pninciples

The General Director believes that GAAP will allow him to have information
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required for management of the power system OQur efforts to persuade him that
this 1s the management accountability that 1s more 1mportant for management, and
GAAP 1s only required for submutting accountability to external foreign
customers, were useless

One of the reasons of transition to GAAP, 1s a plan of transition of the whole
Russian accounting system to such standards

The conversation with the Chief Accountant proved that at present moment the
accounting department 1s absolutelv not ready for simultaneous keeping of
accounts based on Russian and GAAP standards Such procedure will require
significant mcrease of the qualified personnel

Our proposal was to restrict the matter to a series of seminars on GAAP system
and to postpone implementation until such transition of Russian system to GAAP
principles 1s declared or until a specific user of such information appears - a
foreign bank, an investor, or an investment fund

Financial management and planning of investments

The major problem of financial management 1s to increase the ratio of
collecting of funds Despite of the fact, that solution of this problem strongly
depends on external, objective factors - the main defaulter 1s the state the
management of Rostovenergo believes possible to improve situation with receipts
through the following measures
— reduction of barter transactions and mutual settlements,

— formulation of policy of dealing with energy resallers,
— formulation of policy motivating payments of electric energy

A task was also set to analyse possibility of exchanging barter transactions and
mutual settlements for turnover of “energy” bills, using expenience of those
regions were such work 1s already performed

The second problem of financial management 1s availability of management
reporting at the company, and orgamization of financial planning on the basis of
the data, contained 1n such reporting that 1s management financial planning This
problem may only be solved by implementation of computer aided reporting
system

The third problem, that 1s directly connected with the management reporting -
1s to determine the structure of reporting coming from branches and cost centers
of the power network, so that to ensure reception of full and real information,
required for analysis of operation of these cost centers

As for the investments planning matters, discussion was held on the methods of
evaluation of investment projects on construction of new stations and lines, on
reequipment of heating and power plants, as well as on various promising
development projects, mcluding organization of information system

Analysis of heat and electric energy cost of production n various states of
power system

It 1s the opinion of the management of Rostovenergo, that the given line of
work 15 strongly interrelated with the previous one, as far as, the results of the
cost of production analys:s, are first of all required for planning of investments,
adoption of decisions on putting into operation of new facilities and on required
reequipment The major problem here 1s the analysis of the production cost
behavior under various management decisions, € g vanations of the ratio of
purchased and produced energy, vanations of electric-heat output ratio
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The results of the production cost analysis and planming are also important for
establishing more optimal policy of tanffing, so that to ensure energy cost
reduction, which will presumably result 1n increase of its consumption

CONCLUSIONS

Rostovenergo 15 a favorable power system for implementation of the
“Commercialization of power networks” project The AO (JSC) management 1s strongly
interested 1n the project implementation, and the organizational level, that was
demonstrated during the talks will undoubtedly contribute to a more efficient work of the
consultants

The major problems, that were emphasized by the Rostovenergo management, are
common and mmportant for the entire energy economy lack of information required for
management of the company and insufficient receipts - the problems, that the company
expects to solve by the above mentioned methods

An 1mportant pomnt 1s that the Rostovenergo management 1s ready for changes and
accepts them

The main problems 1n the course of implementation of the project, will be
development of information system, as far as the analysis of situation will more hikely
result 1n the necessity of offering ready software products, and the management will not
readilv accept such important investments 1nto mnformation systems ( estimated cost 1s
approx 500,000 - 800000 USD) In any case the analysis that had been made would be
useful for Rostovenergo

The level of personnel and management competence, 1s sufficient to ensure that the
project will be useful, the new methods of work will be perceived, and will be used later
on

May, 30, 1997 Consultants of "Carana" Corp
Zaitseva M N
Kozlov A A
Khoinskyy VN



DIAGNOSTIC EVALUATION OF ORELENERGO
Dates Visited May 19 - 20, 1997

Attachments Trip Report - Bob Alexander, David Thornton
Trip Report - Alexander Kozlov, Vladistaw Khomunsky
“Agreement on Cooperation” dated May 20, 1997

Diagnostic Criteria Ratings

Management Interest in Program- General Dir/Staff NA/5
Macro-Economic Environment
Regulatory and Political Environment
Competency and Capabihity of Staff
General Financial Situation
Magnitude of Sales

Organizational Structure

Information Management System
Accounting and Reporting System
Tanff Establishment

Customer Service/Billing

Investment Projects

Potential Benefit to Energo
Willingness to Share Cost
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Recommendations and Summary Type 2

Orelenergo was the most welcoming and hospitable energo we visisted They had a
surprisingly competent and reform-oriented muddle management and staff Unfortunately
we did not meet with the General Director, but the two Deputy General Directors we met
were extremely open 1n the discussions, and very much supportive of Orelenergo
participating in the commercialization program

Orelenergo’s biggest problem has been its relationship with the local authonties and how
the local REC sets tariffs About fifty percent of Orelenergo’s load 1s agnicultural and
residential consumers, categores of consumers which are the most costly to supply due to
the low voltage taken Correspondingly, these are also the categories of consumers with
the lowest set tariff structure, causing major problems for the energo 1n recovering its
costs The energo’s staff has undertaken to educate and work with the REC, and has
gotten some tariff relief lately Collections still remain a major problem, however, as they
are prohubited from cutting off virtually all residential and agnicultural customers



The mam argument aganst including Orelenergo 1n the program 1s their very small size of
only 500 MW total load, by far the smallest we visited They are recommended for
classification as a Type 2 energo

Suggested Scope of Work

1 Additional traimng 1n financial management and budgeting

2 Assistance m cost management, and corresponding assistance 1n tanff setting with the
REC staff

3 . Assistance 1n developing a computerized management information system

4  Assistance with organizational structure and particularly the inclusion of a financial
department

5 Assistance 1n modermzing accounting, customer information and service, and
developing a system for billing and collections



TRIP REPORT FOR ORELENERGO

Orel
Mav 19 -20, 1997

Prepared by Robert Alexander
Hagler Bailly Consulting/Moscow

THE ENERGO

The Jownt-Stock Company Orelenergo 1s the major distributor of electricity and heat m the Orel
regiont, which 1s located about 400 kilometers southwest of Moscow close to the Ukranian
border Orelenergo 1s one of the smallest 1n the system, with peak load of about 500 MW The
energo has two CHP’s (Orel at 330 MW and Livn at 122MW) that also produce about sixty
percent of the regional district heating Orelenergo buys on average an additional 200 MW
form RAO to make up therr deficit The remaining central heating 1s provided by municipal
owned boiler houses Orelenergo expressed their firm desire to begin again construction of
another long-planned CHP to eliminate the need to buy from RAO

The industrial sector represents only about twenty percent of the energo’s load Residential
and agnicultural enterprises represent almost fifty percent, with the remaining being municipat
organizations and services There 1s one municipal owned reseller that supplies many
residential customers 1n the City of Orel, that has not been privatised Orelenergo 1s trying to
acquure this reseller from the municipal authorities

Orelenergo has eight affiliates as follows
Orel CHP
Three electric networks
Heat distributor
Maintenance
Energy Supervisory (regulatory) - being transferred to regional admnistration
Training center

These are basically the cost centers, with all admunistration, accounting, etc from Orelenergo
m the center

Sales volume for 1996 was about 400 Billion Rubles This represents 2 4 billion KWh sold, of
which Orelenergo 1tself produced about 1 2 billion KWh (buying the rest from RAQ) and 1 5
mulbion geal of heat sold There are 2,700 employees

Orelenergo 15 a jomt-stock company, with about 3000 shareholders (mostly employees
and former employees) RAO owns 49% of the stock There 15 a board of directors with seven
members, two appointed by RAO

We did not have a chance to meet with the General Director of Orelenergo The two Deputy
General Directors we mterviewed (Economucs, Chief Engineer) were extremely hospitable and
expressed a stong desire to be included mn the commercialization program They mdicated that
1n their opinion the two main problems facing the energo were tanff setting and the
nonpayments problem



TARIFF SETTING

Orelenergo’s load 1s about 50% residential and agricultural, with industral enterprises
representing only about 20% and the rest various municipal and government entities  In 1996
Orelenergo claimed that the taniffs set by the REC, under pressure from the local
admunistration, did not even cover their demonstrated costs of producing purchasing and
distributing the electricity These groups are the most costly groups to serve due to their need
to take power at low voltages, and they enjoy the lowest taniffs under the existing structures
There are also heavy subsidies on top of the already low tanffs, with all “veterans of labor
(workers with more than 25 years experience), war veterans, etc entitled to up to fiftv percent
disgounts from therr electric bills

During all of 1996, Orelenergo lost money since the REC refused to set tanffs based on actual
costs of service, despite a strong effort by Orelenergo to get them to do so They gave us
detailed charts and graphs where they had plotted the tanffs costs, and the corresponding
shortfall for use 1n making therr case to the REC Orelenergo has gotten some tanff increases
for 1997 but tanffs continue to be set politically (“what people can pay to keep agniculture
competitive, etc ’) and have no relationship to Orelenergo’s real costs

NONPAYMENTS

Nonpayments 1s a serious problem, with only 15percent of payments received in cash This
makes the shortage of funds and cash flows the overnding concern of any decision Offset
payments represent some 60 percent of payments received, 20 percent 1s received 1n notes or
securities, and barter accounts for the small remamming amount Some 50 percent of the
accounts recervable are, 1n the staffs opinion, simply uncollectable Orelenergo has made some
effort to improve collections, but 1s hindered by the fact that they are restricted from cutting of
most customers (residential, municipal reseller, agnicultural) by regional or federal restrictions

ACCOUNTING AND FINANCE

Accounting 1s done manually although the department does have some PC’s which are used
mainly for words processing and data presentation (Excell, WP) for reports to management

Orelenergo hists 118 Billion Rubles 1n charter capital, net assets at 1 2 Trillion Rubles (90%
fixed), accounts receivable are now at 320 Billion Rubles, and accounts payable at 365 Billion
Rubles About 50% of these payables are for fuel, mainly gas, and 20% 1s for purchased
power All capital improvements are financed through depreciation, as now capital costs are
allowed 1n tanff setting They owe taxes of 10 6 Billion Rubles based on revenues, there 1s no
profit tax since they showed a paper loss last year In 1996, they showed a net paper loss of
20 9 Billion Rubles if calculated on “revenues earned” and 12 5 Billion Rubles if calculated on
“revenues collected ” It was not clear what these numbers really meant

They blamed the following for the “paper” loss
e Low tanffs
e Large fuel price increases
¢ Two increases in RAO purchase power price
Revaluation of fixed assets caused increased depreciation charge

They again stated the regional admimstration 1s stmply unwilling to change the tanff structure
to allow the energo to be profitable



BUSINESS PLANNING

Orelenergo has a business plan submutted to RAO’s department of economucs, and to the REC
It 1s composed mostly of energy balance estimates and the amount of power they expect to
purchase from RAO They stated again they plan to try to construct a new CHP to make up
the shortfall they presently buy from RAO They say they expect large future RAO price
increases, since market reforms seem to be geared to helping the generators at the expense of
the regional energos They expressed great concemn at the attempt to separate the remaining
generators from the energos, saymg this will destroy the energos as a possibly viable business
)
Orelenergo gave the following informaton as to their costs of purchase power and their own
production costs

Orelenergo’s production costs were much lower in winter, since they could run the CHP’s at a
higher capacity, they have only limuted resources for dumping the heat 1n the summer - 4" gtr
1996 - 104r/kwh 1% qtr 1997 - 100r/kwh 2™ qtr 1997 - 162r/kwh 3" qtr 1997 - 214r/kwh
For 1996, the trend was the same, but Orelenergo’s average cost of production was 120r/kwh
The present RAO purchase price they pay 1s 160r/kwh, and that the price had mcreased twice
1n the last year They expect a large price increase from RAO for the second half of 1997

INFORMATION SYSTEMS

Everything 1s pretty much done manually, including accounting Ther 1s some use of PC s by
individuals, mainly for word processing and data handling (Excel WP) and for some financial
analysis Certain staff members are PC literate through their own efforts

MANAGEMENT INTERVIEWED

Deputy General Director (Economics) Dmitr1 Alexandrovich Bournashovi
Deputy General Director (Chief Engineer) Vitaly Petrovich Fomichev
Chief Accountant Mana Ivanova Schekotikhina



Report on a Busimess Trip to JSC “Orelenergo”
within the Framework of the First Stage of
“Hagler Bailly - RJSC UES” Project

Orel May 19 - 20, 1997

Participants are as follows

Robert Alexander — “Hagler Bailly”
David Thornton -- “Hagler Bailly”
Alexander Kozlov — Carana Corp

' Vladislaw Khominsky — Carana Corp

At this stage the objective was to acquaint the directors of Orelenergo with the

project and to appraise the possible collaboration perspective within the framework of
its implementation

Within two days the following persons were interviewed
Deputy Drirector General for Economics (Dmutri1 Alexandrovich Bournashov)

Chief Accountant ( Mana Ivanovna Schekotikhina)
Chief Engineer — First Deputy Director Deneral (Vitalu Petrovich Fomichev)

General Features of Orelenergo
(according to the words of energy system specialists)

JSC Orelenergo 1s one of the smallest energy systems of Russia

JSC Orelenergo consists of 1 heat power plant, 3 network enterprises, Orel heat
network (distributor) as structural units, and repair works and educational
complex In fact the units are the expenditure centers, and the administration of
Orelenergo 1s the center of earnings Accounts of the most part of JSC’s
enterprises are frosen and merely all of their activities are being conducted via
administrative office account

The region, as a whole, 1s expeniencing power deficit about 60% of electricity 1s
bemng produced by JSC Orelenergo, the rest 1s being bought from RISC through
the energy/commercial cleanng system The purchased electricity 1s more
expensive than the average cost of their own one

As per the results of 1996, Orelenergo has incurred losses amounting to Rb 20
mlrd



The Mam Problems of Orelenergo
(according to the words of energy system specialists)

e The most complicated problem of the current activities of JSC Orelenergo 1s 1ts
relationship with the local public authorities and, accordingly with Regional
Energy Commuttee (REC) In 1996 the tanff rates set by REC under the pressure
of regional authorities has not even covered their own expenditures on producing,
purchasing and transferring the energy
One of the most serious problems 1s shortage of funds The share of payment

* made with securities makes up 20%, offset payments — more than 60% The
volume of barter transactions 1s msufficient Only 15% were received 1n cash
Among the consumers the significant specific weight 1s related to the population
and farming enterprises (together they make up to 48% of all electricity
consumption) Such structure of consumers — taking into consideration that they
consume the most costly energy (because of the lowest voltage 1n the net) and
enjoy the lowest /even lower than the cost/ tanff rates — creates big difficulties n
conditions of current system of tariff rating
Approximately one half of debtor indebtedness has been considered dead debt by
the specialists

As a result of the activities undertaken, the agreement (Appendix 1) about
readiness to cooperate within the framework of the project “HB — RAO” has been
signed As the pnimary lines along which 1t would be appropnate to guide the further
activities, the following directions were approved

= Improve analysis systems and cost management of the energy system and tariff
rating

= Optimize accounting and control over sales systems, gathering and

processing the information on consumers, and encourage
payment due for the sold products

= Providing assistance 1in orgamzing the financial service, identifymg
the objectives and functions of a department, and 1ts place within
the organizational structure of the company

= Setting the goal in respect of developing the task for the unified
managerial information system within the orgamzation



-----F----—-

General Opmion about the Activities Undertaken at Orelenergo

Despite the short term of a visit (2 days), we have arrived at a conclusion that
the specialists of the following energy system are ready for co-operation and able to
grasp, understand and implement new 1deas According to our reckoning, Deputy
Director General for Economics (Dmitryy Alexandrovich Bournashov) 1s able to
provide the sufficient level of support for development of the project on the part of
Orelenergo

CONCLUSION To our opinion, Orelenergo may be selected for conducting a pilot
project related to commercialization of power engineering, because Orelenergo
provides conditions for 1ts successful implementation



Coraamenne 0 CotpyaHuyecTBe
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Hactosinee cornamenue saxmoueno mexny OAQ * Opemuepro ,
fopumuueckum smuoM Poccuiickoli @emepaunn u Hagler Bailly Consulting
Inc , ropymuueckum smnom CIHIA

C vuetom B3aumubix Hamepexuli CTopoH B oTHouwenus sToro Corma-
meHuss CTOpPOHB! COIIACHIIHCH BLINIONHAThL CICHYIOLIHE OOS3aTenbcTBa Ipe-
HOCTAaBIATL CIEOVIOLUIME VCIVIH B COOTBETCTBHMH ¢ HacrositnuM CornmalneHueM

QAQ * OpermHepro™ cornacHo Ha NPOBeOEHHE IEMOHCTPAaLHOHHOIO
NPOEKXTa IJIl OCVLUECTBIEHHS COITIACOBAHHOH NporpamMbl MNpESOCTABHT HO-
cTvil X HeoOxomumoH ¢uHancoBo#l HHpopmauuu u odecrieyur padoyee B3a-
UMOOEHCTBHE C PYKOBOOMTEISIMY MPEONpPHATHS W MPeOOCTABHT NOMELUEHHE,
AIMUHHCTPATHBHYIO NOINEPKKY H BO3MOMXKHOCTH KOHTAKTOB C PYKOBOIMTE-
JIAMM NPEONpHATHS, ¢ TeM YToObl TapaHTHPOBATL ycnex NpoeKTa

Komnauus Hagler Baillv Consulting, Inc cormacuHa npemocrasuth
QAQ “QOpemsHepro’ clenyiouile VCIYTH

1) CopeplueHCTBOBRHHE CHCTEM aHANH3a M VIPABIEHUs 3aTpaTtaMy
3HEprocucTeMbl i TapupoodbpasoBaHus

2) OnTuMmK3aUMs CHCTEMb] VYeTa M KOHTPOIS Npomak, coopa u obpa-
DoTkH uHGOpMalMH © NOTpeOHTeNsX ¥ CTHMVIHPOBaHHE OMNaThl 3a Npo-
HAHHYIO NPOIYKLHIO

3) CopeficTBue B opraHu3aluH (HHAHCOBOH «IIyKObl, onpegeneHue Le-
jeit ¥ QyHKUHH OTOENa M €ro MecTa B OPraHH3aLMOHHON CTPYKTIYpe KOM-
naHHu

4 TTocTtaHoBKa 3amaud Ha pas3paboOTKy 3agaud eOMHOH YNparieH-
yeckoH HMHPOPMAaUMOHHOH CHCTEMBb! B OPraHH3aLHH

B coorBerctBHH ¢ manHHbiM Cormamenuem QAQ “Opemsuepro’ ne 6y-
HeT HeCcTH OOS3aTeNbCTB MO GHMHAHCHPOBAHMIO NMPOEKTa 33 MCKIIOYeHHEM

OmNaTh! pabOTHHKAM NPEONpHSTHs, VYACTBYIOLIMM B padoTre Mo 3ToMy Mpo-
eKTV
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Appendix 1
Agreement on Cooperation Between
JSC Orelenergo and Hagler Bailly Consulting, Inc,
USAID contractor
05/20/1997 Orel

This agreement 1s made between JSC Orelenergo, the legal entity of the

Russian Federation, and Hagler Bailly Consulting, Inc, the legal entity of the USA
) Subject to mutual ntentions of the Parties 1n respect of this Agreement, the

Parties have agreed to assume the following labilities and to render the following
services under the present Agreement

JSC Orelenergo agrees to conduct the demonstrational project for
implementation of the agreed upon program, and shall provide an access to any
necessary financial information and operative co-operation with the enterprise
management, and a working space, administrative support and opportunity to contact
the enterprise management, all for the purposes of securing the project success

The company Hagler Bailly Consulting, Inc agrees to provide JSC Orelenergo
with the services as follows

D Improvement of the analysis systems and cost management of the
energy system and tanff rating
2) Optimization of the accounting and control over sales systems,

gathering and processing the information on consumers, and encouraging
the payment to be made for the sold production

3) Providing assistance in orgamzing the financial service, identifying
the objectives and functions of a department, and 1ts place within the
organizational structure of the company

4) Setting the goal 1n respect of developing the task for the unified
managerial information system within the organization

Pursuant to this Agreement JSC Orelenergo shall not be liable for financing
the project, except the payments to be made to employees of the enterprise
participating 1n the work on the said project

JSC Orelenergo Hagler Bailly Consulting, Inc



DIAGNOSTIC EVALUATION OF NIZHNOVENERGO

Dates Visited February 24-25, 1997
May 5-7, 1997
May 15-20, 1997

Attachments Trip Report - Bob Alexander, Michel Swider
Trip Report - Alexander Kozlov, Vladislaw Khominsky
. Trip Report - Bob Alexander, Michael Swider

Diagnostic Criteria Ratings

Management Interest mm Program- General Dir/Staff 3/3
Macro-Economic Environment
Regulatory and Political Environment
Competency and Capability of Staff
General Financial Situation
Magnitude of Sales

Organizational Structure

Information Management System
Accounting and Reporting System
Tarniff Estabhshment

Customer Service/Billing

Fmancial Analysis and Planning
Investment Projects

Potential Benefit to Energo
Willingness to Share Cost
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Recommendations and Summary Type 2

There was a lot of attention given to Nizhnovenergo duning the diagnostic stage of thus
program This was mitially due to the attempt to find some synergy with the ongoing
efforts of USEA and IRIS 1n the region, and because of the reputation of Nizhni-
Novgorod as being 1n the forefront of the reform efforts in Russia  Later, with the
establishment of the “reform management” at RAO, additional emphasis was placed on
Nizhnovenergo as per RAO’s 1nstructions

Since then, we have been notified that Nizhnovenergo will be a pilot energo under a
program to be funded by the British Know-How Fund and implemented as an IFC project,
but with some assistance to be provided under our commercialization program We have
therefore completed the diagnostic under the hope that our information provided herein
and 1n the attachments will be of some use 1n scoping the work for that effort



Nizhnovenergo 1s recommended to be classified as a Type 2 energo (rather than Type 1)
because of the weak industrial customer base to support the energo as a commercial
enterprise, and because of the low level of “‘commercial” competence of both the senior
and most of the mddle management Both were seen as large impediments to a successful
pilot effort there, and it 1s felt that other energos that are better options are available

Suggested Scope of Work

1

Assistance 1n determuning and analyzing costs, and cost optimization

2 ,Assistance in developing a computerized management information system

3

~N N b

Assistance with organizational structure and particularly the inclusion of a financial
department

Assistance 1n modernizing accounting, and transfer to IAS standards

Assistance 1n non-payments, and developing a system for billing and collections
Assistance 1n analyzing proposed capital investments

Assistance 1n developing a strategy for optimuzing purchases and sales of electricity
including the wholesale market

®



TRIP REPORT

Nizhnovenergo, Commerciahzation Project
Robert Alexander with Michael Smder
Hagler Baillv Consulting, Inc

Prepared bv Michael Swider
24 February 1997

SUVIMARY AND RECOMMENDATIONS

The purpose of this trp was to get to familiarized wath Mizhnovenergo (NNE) n Nizhny
Novgorod for consideration of participanon m the Commercialization project Thus trip
comcided with trips to NNE by [llimois Power and IRIS as orgaruzed by Gene Fominykh of
LSEA USEA has sponsored an exchange berween NNE and [llinots Power for the last two
vears

This energo 1s rying to restructure its management and operations procedures for a
competinive environment and find mnvestment to mcrease capacity NNE 1s receptive to
parncipating in the Commercialization project as thev recogmze a lack of financial and
technical control mechamsms 1s hindering thewr abulity to operate the company The most
pressing 1ssue at the energo 1s collections Currently, only 77% of energy sold 1s collected, and
most of that i barter The lack of cash at the energo has created and interest i obtamung
external financing but there 1s little possibilitv of this unnl the energo fixes 1ts collections
problem

The trip ended in a final meeting with Andre Remayev, Commercial Director, and our man
haison He prepared a list of what he thought were their most pressing needs that could be
addressed 1n the commercialization program Excluding mvestment promotion, they fall mn to
generally three categones

Orgamizational Structure
Accounting and controls systems
Customer relations

Gl I

We agreed to follow up on these, and return to work out the details of our project with NNE
once we had recerved approval from RAO to begin implementing the Commercialization
project At end of this trip report 1s the full hist of items for which NNE 1s requesting
assistance

4 schematic of the management at NNE and financial reports are also attached

1 Tnp Report for Nizhnovenergo/Hagler Baillv Consulting/24 February 97/Swider



REGIONAL ENERGY COMMISSION

The first meeting was with Mr Andre Zadernyuk, the Regional Energy Commussioner,
together with [llinois Power and Mary Webster of IRIS Accordmng to Mr Zadernyuk

The Nizhnv Novgorod Oblast 1s planming to develop a regional wholesale market, where all
customers 1n the region will be able choose from whom they will buv thetr electnic power

They plan to implement several electric power projects both within NNE and without - that 15,
n the form of independent power projects (IPPs) The hope 1s to have several new power
plants constructed 1n the region as Nizhmni 1s a deficit region

RAO UES 1s mterested m participatng o the construction of thewr new power plant, which
will replace capacitv that 1s reachmg the end of its useful hife Several manufactures of power
equipment are also interested in participanng (1 € Siemens and ABB) NNE 1s loohing for
additional equitv mvestors m this project and are expecting to make lease arrangements for
the equpment This will be a combined heat and power (CHP) plant that will provide distnict
heating along wath thermal energv for the local o1l refinery

In the region they are also developing a program to atwact small energy comparues For this
purpose thev are developing a pilot program with the local automobile engine manufacturing
plant to develop small power plants They have identified 35 facilities m the region that could
be reconstructed for power delivery

In the “izhny region mn the last two weeks several mvestment compantes have proposed
v estment 1nto the local energv business To have construction that 1s not paid for by
consumers untl the plant went on line would be a great break for our customers ”

GENERAL DIRECTOR

The next meeting was with the General Director of Nizhnovenergo, Mr Aleksandr
Yevdokimov According to Yevdokimov NNE 1s moving to restructure the way that electnc
energv 1s sold in Nizhny

Already an agreement has been signed between Dyakov of RAO UES and Bons Nemtsov,
Govemor of Nizhnv Novgorod Oblast, to create a competitive market for electric energy m
the Oblast As part of this scheme RAO UES wll begin to divest itself of NNE (It currently
owns 62% ) and set up 1ts own companv 1n the Oblast to compete directly against NNE for
customers The details of this plan are still being worked out

As part of 1ts restructuring, NNE 1s planning on mnvesting 1n new power generation Already
they have an agreement with Stemens to replace a power block at therr Derzhinskovo station
with a 150 MW twin cycle gas turbme power plant The total Siemens contract on this project
1s 104 m DM ($ 63 m) Siemens has alreadv delivered 52 m DM of equipment, and NNE has
paid 30 m DM of the costs They are expecting an agreement with the EBRD for a $50 m
credit to complete thus project

NNE 1s also planning to construct a completely new power station in Novobmskaya, Mr
Yevdokimov expects that this project will be m the form of an IPP (“Zakrytaya Aktsionemaya
Obshestvo [ZAQ}, 1e Closed Jowmnt-Stock Company) They expect the Novobinskaya project
will be a low cost producer and have less staff than a modern General Electric power station
Overall, thus 1s part of therr plan to reduce electricity tariffs mn the region

2 Trip Report for Nizhnovenergo/Hagler Baillv Consulting/24 Februarv 97/Swider
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‘When asked about collections, the General Director explamned that until recently thev collected
directly from customers But this created problems as many clients were able to get protection
from collecion Now NNE sells 1t recetvables to therr partmer bank, Nizhnovgorod Bankers
House (NVD ) The rational 1s that the bank can be tougher n collectng bad debts, and 1s more
willing and able to take debtors to court to attach ther property

Mr Yevdokimov referred us to his “nght-hand man” on financial 1ssues, Andre Remayev to
work with us on the Commercialization project

COMMERCIAL DEPARTMENT

Met with Andre Remayev, head of the financial-commercial department Mr Remayev came
to NNE mn 1995 as an outsider to the electric power mdustry, having formerly worked in the
Muustry of Heavy Machinery and most recentlv as a commercial businessman He struck us as
being much more n tune with commercial realiies When asked what were pnionties for
NNE, the reply was

1 Increase the value of the companv’s shares

Raise the collection rates on receivables - possibly through increased use of commercial
paper for cash-strapped chents

Change the companv s accounting procedures

Planning for generator optimization - cuthng generation costs

Rebuild generators

]S}
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INNE has started to contract with several companies, mcluding Price Waterhouse to consult on
investment promotion, and Putnam, Haves, and Bartlett (PHB) to advise on restructuring
Thev are moving to restructure because RAO EES has decided to create “trade houses,”
including one in Nizhny Novgorod This * trade house” would compete with NNE 1 thewr
region On 20-21 February RAO will take a final decision on this plan

Right now NNE has two power projects i development One 1s the Derzhanskaya project with
Siemens The other 1s to build a new CHP in Novobinskaya.

In 1994 NNE showed a balance sheet profit of 350 billion rubles But in reality the company
has no profits or cash, and has paid no dividends to shareholders He thinks that the head
accountant 1s ready to change their accounting system They need to restructure and
computerized their accounting and control systems “all i this year ”

ENERGONADZOR (Electric Sales)

Sat 1n on meeting between Bons Alehsandrovich Kurganov the head NNE’s Energonadzor
department, and Hodson Thomburg of PHB This meeting was also attended by Yevdokumov
and Remayev Hod was there to examine NNE for the task of improving their operating
procedures and financial conditon Of principal mterest to Hod was NNE’s policy m
termunating service to customers who did not pay their bills [Note PHB was hired by
Nizhnovenergo after this was made a requirement to their partner bank, NVD, as a condition
to being accepted 1n the World Bank’s twinning program ]

Mr Yevdokimov explamned that the biggest problem 1n cuttng off customers for non
payments 1s the social 1ssue Most factones are connected to housing, schools, hospitals, etc
Also, many of these companzes collect the electrnicity tanffs i therr local service area, and then
don’t remut thus money to the energo

3 Trip Report for Nizhnovenergo/Hagler Bailly Consulting/24 Februarv 97/Swider
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We were told the governor decides who gets on the hist of “unmterruptable’ customers The
general procedure 1s that NNE wnforms the local department of fuel and energy who they are
planming to cut off or restrict. But 1f this department says, “don’t cut that customer off” then
they don’t

He went on t0 say that many large customers now claim that the electnicitv tanffs are too high
But this 1s not true, according to Mr Yevdohimov The customers are “lying - especially the
large industnal customers In Nizhny the average electricity tartff 1s only 5 cents/kWh for
industrial customers The problem 1s that for Russian industnals energy intensity 1s twice that
therr US counterparts

Mr Kurganov went mnto more detail on the following topics
Shut-off Policv.

If thev have a problem with maintamnimng the frequency at safe levels they will shut off users
without warming n an emergency The standard contract with customers stipulate n what cases
the power mav be cut off The customers must be prepared for curtailments so that there
would be no accidents or damage 1n case of a power outage Therefore the customer
participates mn energy management

Sanctions for non-pavers

NNE has the night (unfortunately with large lumitations) to curtail or completely shut off
power to customers With warnung they can cut power down to most customers to
emergency” levels

In the case of a company not meeting 1ts payment obligations for two months they have the
right to cut that enterpnise off (with government approval, as mentoned above ) NNE uses a
wide array of curtailment measures for non payers At the moment they have over 20
customers who are on emergency supply status Last year they completelv cut-off several
customers, including the television factory, and the vitamin factory But most of the
compames that have been cut off had first shut down because they lacked the funds to buy raw
matenals not because of actions by the power company

Most of the major factonies 1n the area were built as small towns with an entire social
mfrastructure, therefore they can not completely cut these compantes off In 1996 especially,
with the presidential elections, there was political pressure not to cut off anv customers The
govemor tells them to supply the energy, regardless of whether the customer 1s paving And
many ndustnal customers hide beluind the backs of the social sphere to get free electric power

Mr Yevdolaumov used the Nizhny Paper Mill as an example of a problem customer The Mull
currently owes NNE $17-20 muillion Several years ago the Mill went through a restructuring
and got a foreign partner to wmnstall a modern paper manufacturing hne The Mill negotiated
with NNE to recerve power on credit for two years until the new, high efficient equipment was
on lime But even after the new hne went mto operation the Mill stll claimed that 1t couldn’t
pay Now the Mill has shut temporarly, and NNE 1s determmed not to turn their power back
on untl the they approve a credit workout plan from the Mill

On pnicing

NNE has a contract with customers for energy and capacity They try to manage ther
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capacity very tightly because they have a deficit of capacitv If a customer uses more capacity
than agreed to 1 1ts service contract, without comung to a prior agreement with NNE they will
pay a penalty of ten times the tanff for the excess capacity

Nizhny has a broad mdustnal sector led by machine building, (there 1s the large GAZ
automobile factory ) Other sectors mnclude

gas pipeline and gas pumping staton
paper mulls

chemucal factones

ol refinery

shop building

mulitary mndustrial complex

The military mdustnial complex 1s the worst non-payer, along with agncultural customers

The presence of the gas pumping stanon allows NNE to use offsets (barter) for the supplv of
gas It started 4 years ago as a sumple offset procedure on the books but then 1t became more
complicated with the new accounting rules on barter, and 1s less profitable now and they want
to move toward cash clearing

Collecnons

NNE 1s trying to umprove therr rate of collections with promussorv notes In their view, these
notes called Veksels are a good, “civilized” form of money NNE has therefore decided to try
to convert all bad debt mto promussory notes

As processing these notes 1s tme consuming they have made an agreement wath their bank,
NVD, to handle this service for them for a 2% fee They claim to have raised thewr collection
rate significantly through this process One company cleared their debt with a 33 bilhion ruble
promussory note 1ssuance, and this enterprise was able to pav off on the notes In 1996 a total
of 100 bilion rubles n promussory notes was accepted as payment for electricity

The advantage to secuntizing recervables m this way, according to NNE, 1s that 1t 15 easier to
take a company to arbitration court over failure to meet obligations on the notes, then 1t 1s to
take then to court over electricity bills Also, promussory notes are used to clear much of thewr
barter transactions

If the customer claims that they cannot pay mn cash, then bv contract they have the rnight to pay
with prormussory notes, 1f NNE accepts them NNE analyzes the credit worthiness of the
customers applying for credut through acceptance of notes NNE claums that they know their
chents well so they know who 1s a2 good credit nsk [The commercial director later refuted this
assertion, admutting that Energonadzor, being a group of engineers, had no 1dea how to do
credrt analvsis, and grants credit purely on fatth ]

For bad debtors NNE will first take therr case to arbitration court If the debt cannot be
satisfied then they wall attach the property of the debtor and attempt to sell 1t to clear the debt
They have already used this approach, although they admutted that 1t was a “very difficult”
procedure [The collections procedure recounted by the head of Energonadzor 1s different
from what the General Director described. He claimed that NBD was collecting all bad debts
Thus will require more research on the next visit.]
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FINANCE (NBD Bank)

This meeting was with the bank’s President, Bons Brevnov The bank 1s close to closing a
deal to sell 2 share of 1ts equity to the EBRD for $15 mullion It 1s also trymg to get accepted
wmto the World Bank’s twinning program His bank has a major stake i Nizhnovenergo and 1s
eager to have us worh wath them

Brevnov, who sits on the Board of Directors at NNE, explawed that PW (whuch has been therr
audutor for the last 4 years) was mvited to do work on project financing quesnons for NNE
PHB was mvited to consult on techmcal and engineening questions

When ask what he thought was the most important thing we could do for NNE he stated that
the company needed AIS conversion and 2 management accounting system

ACCOUNTING

VIs Tananpa Ihhsanova, Head Accountant for Nizhnovenergo, was very open with us, and
promused a copy of their annual report when 1t 1s completed 1 a few weeks tme She
described N\E as a companv with 20 divisions, each with 1ts own accounts The final
accounts are consolidated The accounting svstem 1s stull onlv on the Russian standard, and
stll not computenized Some of the book keeping has been automated, such as bank accounts,
pavroll settlements, and tax accounts But this 1t 1s not mtegrated

Energonadzor handles the customer accounts and collections The monev collected 1s
transferred mto 3 accounts

1 N\izhnovenergo’s main account
2 Tax debtor account (‘ schyot nedaryomchiha™)

-

53 Energonadzor s account

At thus ime the man account 1s blocked by the state tax service All moneys should be going
directly wmto the tax debtor account, where they are collected by the State But m fact much of
the monev goes mnto the Energonadzor account, which 1s illegal Ms Ikhsanova explamed that
1f 1t were not for therr dlegal account they would not be able to pav salanies or any other
expenses

Therr tax debts are 143 bilhion rubles, owed by NNE to the Federal and regional governments

Therr outstanding recervables from government are,

110 bullion rubles owed by the Federal government

80 baullion rubles owed by the Oblast and regional cities
46 billion rubles owed by the City of Nizhny Novgorod
156 billion rubles Total

Thev are planning to cross cancel debts with all the branches of the government by the 1% of
April She hopes that this will allow them to close therr tax books and get the block off their
banh account But besides the tax debts, thev also have to clear their debts to equipment, fuel
and service supphiers, as well as to RAO UES (NNE purchases about one half of their electnc
power needs from the wholesale market )

Revenue collection 1s NNE biggest problem A full 90% of all companies 1n their territories
also have their accounts blocked bv the state tax service, so they would have trouble paying
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cash for electncrty even 1f they wanted to Therefore, 85% of all sales are paid m barter, notes,
or “countertrade ”

They have been audited the last few years by a local company, Soyuz Auditorov Nizhny
Novgorod Because of the way the old Gosplan reporting system 1s structured they have been
showing a profit on their balance sheet every year, when m fact they are losing money Much
of the reason for the paper profits 1s all the “social’ funds that thev have to keep on therr
books A percentage of therr non-existent “profits” are transferred (on paper) into these
accounts, where they are keep on the asset side of the balance sheet In reality they are
unfunded habilities

Ms Ihhsanova who does not even have a PC m her office, was enthusiastic about the 1dea of
developing an mtegrated MIS svstem for NNE

ECONOMICS DEPARTMENT

Mr Venjamun Yastrebov, who 1s both Economics Director and Deputy General Director, has
an excellent reputation withun NNE as an analyst, but as he 1s retinng thus year the general
feeling from Remayev and the head accountant was that he was thinking more about
retirement than restructuring NNE at the moment and wouldn’t be much of a help to us

When asked about the state of NNE’s MIS system Mr Yastrebov stated that at the moment
thev do not have the kind of information that they need to do economuc analysis Real
financial data 1s non-existent, and they have little hard data to use for analysis

The accounting department 1s too loaded with routine paper pushing to provide any useful
information or analysis NNE needs to change the entire structure of its statistical and
accounting reports The current figures that they use for economuc analysis and planning are
abstract and of little use
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Crpyxtypa AO “HH3” M npemnoA€HUs no €€ COBepIIeHCTBOBAHHIO

Cxema W CTPYKTYpa yTpaBneHud QHHAHCAVH - IeTAThHAY, OpraHM3alns (HHHAHCOBBIMH
MOTOKaMH

CoBepimeHCTBOBaHKHe GYXTalTepchoro ydera H mepeBol Ha MeXIVHAPOOHbBIA CTaHIapT
TexHUKO-3KOHOMHYECKOE IUTAHHDOBAHHE

¢ OITHMM3ALNUI [TPOH3BOINCTBEHHEI 3aTpaT

- OITTHMH3ALMA HATOrOB

AHamu3 (OHHAHCOBBIX BIOKEHHH H MPEIIOXEHH

- B TY 3aTpaThl Ha PEROHCTPYKIHIO YX€E [IPOH3BEIEHHBIE

- IIpPeIIOKEeHHE IO TEXHMYECKOMY [€PEBOOPYKEHHIO

- MOHCK HMHAHCOBBIX HCTOYHHKOB

Ananuz xanuTata AO (aKLHOHEPHOIO) H NMpeMIoXeHud 1o paboTe ¢ Hi

- YBeIHYeHHE/TIepeoleHKa
- packayxa LEHbl aKIHH H T I

I[IpuBneyeHue HHBECTOPOB (BO3MOXEH IIPOrPaMMHO-LETEBOH METOR)
OnTHMH3ALHS TOTy4YeHHS TEeKTPHIECRON IHEPIHH 10 [epeToKaM

Tlpoxaxa 3MeKTPHYECKOH SHEPIUH MOTPEOHTEIIM B YCIOBUIX CBOOOMHOIO PBHIHKA
- B T4 B3aHMOCBS3b BEIPaGOTRY 3MEKTPOSHEPIHH Ha TEIUIE H OTIYCK MX IUIA

noTpebureneit

CtpykTypa norpeGuTeneii H TEXHOMOMHA HX ofecredeHus 3MeKTpHYecKoit 3Heprueit
(abomeHTh U cyD abOHEHTEI)

QUESTIONS TO CONSULTANTS

1

2

Organizational structure of AO-NizhnovnovEnergo and proposals how to improve 1t

Detailed scheme and structure of finance management
- cash flows’ organization

Accounting improvement and transfer to international accounting standards

Technical and economic planning
- optimization of production costs
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- taxes optimization

Analysis of capital investments and proposals relating to them

- mcluding effected mvestments for modermzation
- proposals on refurbishment
- search for investors

Analysis of stock caprtal and proposals on
- 1ts increase and re-assessment
- mcrease of stock hquidity, etc

Investment promotion (possibility of using pricing methodology)
Optimization of receiving electric power through interregional flows

Sales of electricity to end users under free market conditions

- mcluding CHP s electnicity generation based on heat load and 1ts delivery to
customers

Structure of customers and methods of supplying electricity to them (customers and

sub-customers)
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Tnp Report (Supplemental)
IFC Mission to Nizhnovenergo
May 15-20

Prepared by Michael Swider

SUMMARY

The Internanonal Fmance Corporanon (IFC) was ashed by RAO UES Rossu to mvestigate

Nizhnovenergo (NNE) for posstble mvestment/financing opportumties NNE was chosen as 1t

mav become part of a larger IFC role to support restructuning m the electnc power sector m

general and to spectficallv support Boris Brevnov Michael Swider and Robert Alexander
 were ashed to assist with the IFC mussion

While the IFC does on occaston provide techmcal assistance through grants, the mussion to
Nizhov was specifically searctung for a banhable investment project only What the IFC found
1s what we had found on our mmtial trip that NNE 1s under onerous social obligations, poorly
managed with no thought to standard commercial management practices, aod buried under a
mountam of debt In the opuuon of the IFC loan officers, the onlv possibility for lending to a
power project would be though a company independent of NNE and free of its debts In
addition, a firm power purchase agreement (PPA) would need to be signed with a reliable

local customer as NNE s energv sales department was clearly not sufficiently capable of
managing collections

At the end of the rmussion it was sufficiently clear that a financing could not be done m Nizhny
Novgorod with the energo was as the client, due to conflict of mterest problems The key

conflict of mterest 1s that another department in the IFC had alreadv made a major loan to one
of N\E s largest debtors

In addition to financial support, NNE also requested technical support, much the same as
requested m our mnstial fact-finding mussion 1 February

Review and reform of the energo’s orgamzanonal structure
Assistance with correcting the non-payments problem
Introduction of accounting and management mformation systems

LI W) —

For additional information on Nizhnovenergo, refer to the Trip Report for the
Commerctalizaton Project, dated 24 February, 1997
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about $2 million to RAO 2 months prior RAQO msisted on payment, and as NNE shows a
profit on 1ts 96 mcome statement (attached) they are obliged (according to Remaev) to pay a
dividend, even though they are nearly bankrupt As RAO received therr dividends, the same
must be paid to the other shareholders, and now Remaev 1s scrambling to raise that money

According to Remaev the largest internal problem at NNE 1s the management Furstly outside
shareholders are lirmuted to 0 5% of the votes This allows the board of directors to run the
company as a family busmess The board even goes so far as to overnde the functional
managers 138 NNE on even techmcal questions

None of the functional departments m NNE coordinate with each other Each has there own
finances and thewr own agenda This creates an situation where the department 1n charge of
selling energy does not coordinate with the department buying energy, or with accounting and
collections

Investment projects are also musmanaged The Derzhinshi project 1s 30% completed, but 1t 15
not clear where the monev will come to firush the project No cost/benefit analysis was done
to even evaluate whether 1s profitable for NNE to bwild more capacity And while more
efficient power stations sit 1dle for lack of fuel, RAO pumps money into a new power plant
that they really don’t need

He also feels that NNE has been hurt by 1its alliance the NBD banh because of all the fees that
the bank 1s able to collect The energo has helped fund the growth of the bank, while
continumng to flounder in bad debt Besides the poor collections rates, and an unequal
relationship with their bank, Mr Remaev feels that the other main problems are a lack of

management interest m changing the way they do business, and mterference from the local
government which forces the energo finance local government programs

REC (Andre1 Zadernvuh)

According to Mr Zadernyuk, the REC, after two years, has begun to work as a professional
orgamuzation There 1s a commussion counsel that sets energy policy The local admumistration
chooses who will sit on the counsel based on their energy demand Rate setting 1s done
rationallv, with all energv compamies submutting uruform applications for rate cases

Electric energv supply 1s produced by the following suppliers

RAQO EES Rossu (FOREM)  50%
Nizhnovenerzo 40%
Industnal generation (GAZ) 10%

This year them expect to mtroduce some competition mnto the local market A draft regulation
was alreadv submutted to Bons Nemtsov for approval Part of the plan 1s to set a regional tanff
on electnic power transit (wheeling ) The GAZ plant can currently sell energy on a three-way
contractual basis through the energo So far this power 1s only being sold to 1ts subsidianes
and company housmg

Competiton should first of all benefit the customers, with the most consistent payers getting
the lowest energy costs They allow a discount of up to 20% for those that pay m cash But
only a few medum sized companies have taken the discount Only one large company has
taken the discount (although according to NNE there 1s no large consumers paying fully in
cash The paper factory agreed to the discount, but didn’t pay none the less )

[¥3 )
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— - wuo 1o have an ISO m the region that wall purchase, on a bidding basis, all the
electric energy needed m the region Any generator would be able to compete to sell to the
ISO The ISO would not be taking title of the energy - for tax purposes The ISO would be
formed by all the generators in the marhet The plan 15 t0 move to half-hour bids, but they wall
start with once monthly bidding All trading will be cleared by a financial msumtion and
collecnons proporuoned out to sellers based on ther share of the sales

Although Mr Zademnvuh understands margmnal pricing he prefers to keep the svstem on an
average tanff basis because he sees margmnal pricing as driving tanffs too tugh I did not ash
hum what he thought the effects of averaging tanffs would be on compettion

The REC discussed the non-payments problem, which he described as beng less sertous than
NNE s descniption His 1dea to fix the non-payments problem 1s to outlaw barter as he sees 1t
as a mechamsm to make muddlemen nich

ENERGONADZOR ‘ENERGY SALES’ (Bons Kurganov)

To tackle the non payments problem they are taking such measures as cutung supply t0
emergency loads and charging a 10x penalty for usimng more than the contracted Taking a
debtor to bankruptcv court 1s unprofitable, because even after getting a judgment thereis a 18
month moratorium on collecting the assets

Of the 250 largest industnal customers almost none pay 100% of thewr power bill Mavbe 5
out of total come close In hus opimon 95% of these companies have no monev, so they all
settle through barter As an exarnple, they started offering 10-20% discounts to those who pard
n cash To date, onlv one company has accepted these terms

For the last 4 months NNE has recerved payment for only 77% of energy sold. And very little
of thus was settled in cash Barter arrangements are generallv done through therr creditor’s
middlemen A debtor will offer a good, and NNE will trv to find a creditor to accept m {on the
creditor s terms )

The government must solve the problem of agncultural and restdential customers who recerve
power at only 50% of the cost The agnicultural and mulitary customers never pay, and in
general the government comparues are the worst debtors The mumnicipal heating company
owes NNE 68 billion rubles Thus represents 6 months of payments that thev are betund
paymg the energo For heating, the residental customers receive a 70% government subsidy m
thewr tanff But the government has no money to pay this subsidy The agricultural sector owes
another 300 billion rubles for electricity that the State obligates the energo to pay Kurganov
called thus “hidden taxation > The federal government substdies the mulitary, mternal police,
wnstitutes, hospitals, etc These groups owe 100 billron rubles

For durect social costs, NNE has a farm that they took on dunng the last food cnisis, and also a
lot of employee housing on the balance sheet

ACCOUNTING (Tatana Iskhanova)

As only 77% of sales are currently collected the business 1s inherently unprofitable under the
cost-plus system, non-collections are not counted as losses, but as sales instead It takes three
years to before an unicollected debt can be written off NNE receives only 7 5% of its
collections 1n cash Therefore thev barter to settle with most suppliers For accounting
purposes there 1s no loss from barter, as they pass along to collections from debtors to
creditors an account for the full value of the goods on both transactions
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Barter needs to be ehminated m the whole economy sumultaneousty The government needs to
do this, but mstead thev encourage barter by holding companzes accounts 1 special escrow
(schv ot nedoyomshika) for tax purposes As the government doesn’t meet 1ts own obhigations
nobodv wants to pay cash to the government Instead the barter for goods and pay the
government m bartered tax wrnte-offs

The energo barters with the federal and regional governments for tax debts Profits for
compamnes are based on gross margun rather than profit to keep the tax rates up On top of
“profit” tax the other mam taxes are VAT and the Pension Fund There are about 72 taxes
total, some based on profit, others on turnover, and sall others on payroll Onlv about 10% of
the taxes can be mncluded on the cost base for the tariff and recovered The rest come out of
“profit”

When ashed about the success of the collections activities the NBD bank has taken over for
the energo mn an effort to increase collection rates, Ms Isknanova stated that she didn’t see any

results The largest part of accounts payable 1s the debt for tmported energy The breahdown
1S

Energy purchases 40%

User fees (RAO) 15%

Taxes 15%

Subcontractors 10%

Other 20%
The total debt 1s

As of January 1 1997 1 7 tnllion rubles
Asof Apnl 1 1997 2 0 tmllion rubles (5360 mullion)

NNE s Accounts Recervable 1s about the same total

ENGINEERING (Valenie Fedorovich Titov)

In the NNE system there are more than 60,000 km of transmussion, 15,000 transformers and
260 substations Voltage on the system 1s 220 - 0 4 kv Transmussion lines that are 500 kV
and higher belong to RAO UES Rossu NNE has Electric distnbution companues servicing 56
districts, and employing about 4,500 people The 0 4 kV net is serviced and repaired by the
distribution compantes they remarnder of the network 1s serviced by NNE s repair companues
NNE Energosbyt has affiliates at each of the termitonial distnibution companues, and all control
over the system 1s centralized.

Outside of NNE there are also some specialized mamntenance companies to do contract work
Capital construction work 1s usually carmed out by subcontractors also At the moment plans

for caprtal construction have halted because the government has revoked the “mvestment”
tanff

Trnps where also organized to two power plants, one owned and managed by NNE, the other
owned and managed by the local GAZ automobue factory The contrasts at the two power
plants were sigruficant The NNE plant was old, duty and disorgamzed The GAZ plant, while
also old, was clean and efficiently run, with much less personnel Also, the management at the

power plant owned by GAZ new therr cost of production, while at the NNE plant they didn’t
seem to care
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ECONOMICS (Yastrebov)
The shareholder breahdown of NNE 1s close to the following

RAO 49 0%
Workers 21 3%
Workers fund 10 0%
Management 05 0%
Sold at aucuon 08 3%

Currently there are 4 9 million shares outstanding, with a nommal vatue of 85,000 each
Charter capital of the company 1s 425,555 mullion rubles After the latest reevaluation of the
company s assets thev plan to mcrease book value by five imes Increasmng the share caprtal
will be on the agenda at the June shareholder’s meeting

Ths vear they will pay dividends, despite therr losses Losses are commg mainly from non-
payments and barter Thev lose about 15-20% on barter transactions, and Mr Yastrebov
wishes that NINE would not barter at all None of the 250 largest customers pav m cash only -
and onlv about 20% of these firms pay with a mixture of cash and barter The rest pav i
barter of nothing

When asked about future resquctunng at NNE, Mr Yastrebov explamed that the company
would be, on paper at least, functionally divided along 1ts three lines of busmess, generation,
transmrussion, and. dismbution But the assets of the company would stay with NNE and all
would be centrallv controlled as before (that 1s it appears that anv restructuring will be only
cosmetic ) Mr Yastrebov feels that as CHP’s must be run for heat, there can be no
compettve market

INVESTMENT

Three years ago a project to refit one of the power blocks at the Novogorkovskaya power
station with a 52MW ABB turbine was begun The general plan was to raise $25 mullion for
the installation with 816 mullion coming from the EBRD, $7 nullion from ABB, and $2
million from NBD banh NNE would contribute equipment to the independent leasing
company The IPP was to then sign a power purchase agreement (PPA) with a major client
But as they could not get a guaranteed PPA, ABB has for the time being pulled out of the
project There was a similar scheme for an mvestment in refitting a power plant with Seunens
participation, but Seumens also put a stop to the project also because of payment problems

NNE 15 desperate to get the two power projects going agam, as well as an mnvestment m
metering, both for their need to mamntamn the rehiability of their power system and for their
prestuge The IFC was sent out to Nizhny to try to save the mvestment programs that have
stalled as the non-payments problem has grown But as noted in thus report, and the previous,
the non-payments problem must be overcome before an mvestment could be rationally made
The IFC saw thus very clearly

In addition, there 1s a conflict of mterest problem for the IFC to mvest m NNE One of NNE’s
biggest debtors, AO Volga, a paper company, has borrowed from the IFC for its own
restructuring  Because of falling prices for paper products, and the IFC’s strict loan covenants,
AOQ Volga 1s not recerving enough cash flows to pay the energo NNE (and by extension
NBD) wants the IFC to release funds from therr AO Volga escrow account to NNE
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TECHNICAL ASSISTANCE

The followng areas of technical assistance were requested from NNE Although the request
was to the IFC, as the lead delegation on this trip, of these areas could fall under the aegas of
the Commercialization project

I

(3]

[¥3 ]

Review the orgamization structure of NNE, and redefine the role of NNE 1n the regional
power system, and assist m the amending of federal and regional legyslation to allow NNE
to reorgamze along hines of business

Work to reform the system of subsidies and correct the non-payments problem, and by
extension work with government organs to shuft social subsidies from the energo to the
proper government organs

Introduce an accounting and information management system at NNE, so that they would
be able to manage costs, track expenditures, and monitor customers

PARTICIPANTS

From the [FC

Arthur Levi, Principal Investment Officer, Pnivatization and Adwvisory Group
Rimas Puskonus, Investment Officer

Garth Hedley, Engineer

Luis Rodnguez, Consultant

From Hagler Bailly

Robert Alexander
Michael Swader

IFC Mission to Nizhmovenergo/Hagler Baillv Consultmg/17 June 1997/Swider



Balance {1996)

AQ Nizhnovenergo

| ASSETS Code 12 311995 12 31 1996
i FIXED ASSETS
Goodwtll (04 05) 110 1123 5439
inctuding
organ:z:r@pendxtures 111 0 0
patents hcenses trade marks etc 112 1123 5439
Fixed assets (01 02 03) 120 3881710 38908965
including
land property and faciities 121 0 0
buildngs machines eguipment 122 3881710 3890965
Unfimished construction projects (07 08 61) 130 1099922 1303520
Long terms investments (06 82) 140 8592 13674
including
investments in subsidiaries 141 0 0
investments in affihates 142 0 0
investments in other organizations 143 8592 13674
loans granted for more then 12 months 144 0 0
other long terms investments 145 0 0
Other non-circulating assets 150 ) 5
TOTAL on | 190 4991346 5213598
Il CURRENT ASSETS
Stocks 210 59823 139118
including
raw materials matenals _etc (10 15 16) 211 52638 120637
hvestack {11) 212 1341 3636
expendable assets (12 13 16) 213 4514 10469
costs of unfinished production (20 21 23 29 30 36 44) 214 886 1285
finish products (40 41) 215 359 473
shipped goods (45) 216 0 )
deferred charges (31) 217 g1 2888
other stock and costs 218 0 0
Value added tax on goods purchased (19) 220 98525 159201
Accounts receivable beyond 12 months 230 197255 219226
including
customers (62 76 82) 231 156580 218132
notes receiwvable (62) 232 3000 0
subsidiaries and affiliates debts (78) 233 0 0
advances paid (61) 234 37428 0
other debtors (63 77) 235 247 1094
Accounts recewvable within12 months 240 1025274 1663827
including
customers (62 76 82) 241 1008388 1166258
notes receivable (62) 242 4520 356252
subsidiaries and dependent companies debts {78) 243 0 0
founders debts on nominal capital (75) 244 0 0
payments on account (61) 245 5940 27179
other debtors 246 6426 114138
Short-term investments (56 58 82) 250 22 362
including
investments in subsidianes 251 0 0
own shares redeemed from holders 252 0 0
other short-terms investments 253 22 362
Cash and equivalents 260 8534 5355
including
cash (50) 261 56 18
demand depostts (51) 262 7850 4493
foreign currency account (52) 263 527 508
other resources {55 56 57) 264 101 236
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Other current assets 270 0 0
TOTAL on part |l 280 1389439 2187089
1l LOSSES
Uncovered losses of the previous years 310 0 0
Uncovered losses of the current year 320 X 0
TOTAL on part lli 390 0 0
BALANCE (sum of rows 190+290+350) 399 6380786 7400687
LIABILITIES Code 12 311995 12 311986
IV CAPITAL AND RESERVES
Shareholders equity (85) 410 423547 423547
Paid-in capital (87) 420 3631076 3648402
Settlements on allocated property 423 0 0
Reserve capital (86) 430 0 0
inciuding
reserve funds created in accordance with legisiation 431 0 0
reserve funds created in accordance with constitutive document 432 0 0
Accumulation funds (88) 440 161242 246371
Social sphere fund (88) 450 669636 693277
Purpose inflows and finance (96) 450 299747 378225
Retained earning of the previous years (88) 470 58799 56066
Retained earning of the current year 480 X 13163
TOTAL on part IV 4390 5244047 5460051
V LONG-TERM LIABILITIES
Loans {92 95) 510 0 0
including
bank credits repayable in more then 12 months period 511 0 Q
other credits repayabie in more then 12 months period 512 0] 0
Other long-term hiabilities 520 0 0
TOTAL on part V 590 0 0
VvVl SHORT-TERM LIABILITIES
Loans {90 94) 610 11730 2193
including
bank credits 611 11730 200
other credits 612 0 1993
Accounts payable 620 1107005 1911695
including
merchandise creditors (60 76) 621 765510 1240255
notes payable (60) 622 0 0
lhability for subsidiaries and dependent compantes (85) 623 0 0
salaries and wages (70) 624 21723 10396
social insurance (69) 625 11195 14094
arrears (68) 626 259267 568870
advances (64) 627 217 30714
other creditors 628 49083 47366
Dividend payment (75) 630 8 0
Prepaid income (83) 640 0 0
Consumption funds (88) 650 17991 26748
Reserves of future expenditures and payments (89) 660 5 0
Qther short-term habilities 670 0 0
TOTAL on part VI 690 1136739 1940636
BALANCE (sum of rows 490+590+690) 699 6380786 7400687
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Income statement (1996)
AQ Nizhnovenergo

INDICATOR Code Current period |The same period off
the previous year
Net proceeds (with the exception of
value added tax, excises etc) 010 3784416 3090638
Cost price of goods, products services sold 020 3453513 2737180
Commercial expenditures 030 5 0
Administrative expenditures 040 0 0
Earned income (rows (010-020-030-040)) 050 324838 363458
Accumulated interest 060 262 50
Interest charges 070 0 0
income from participation in other businesses 080 220 88
Other operating Income 090 93014 54095
Other gperating expenditures 100 147799 81829
Operating profit {l0ss) 110 270595 325862
Other non-sales income
(rows (050+060-070+080+090-100)) 120 132883 27946
Other non-sales expenditures 130 71487 11755
Profit (loss) (rows (110+120-130)) 140 331991 342053
Profit tax 150 76944 118410
Distributed profit 160 241884 164844
Undistributed profit (loss) of the current period
(rows {140-150-160)) 170 13163 58799
Page 1
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Report on a Business Trip to JSC Nizhnovenergo
within the Framework of the First Stage of the Project
“Hagler Bailly - RISC UES”

Nizhny Novgorod 0505 - 0507 1997

Participants are as follows

e Robert Alexander — “Hagler Bailly”
¢ David Thornton -- “Hagler Bailly”

e  Alexander Kozlov — Carana Corp

e Vladislaw Khominsky — Carana Corp

At this stage the objective was to identify the main directions for the
subsequent activities at Nizhnovenergo

Generally, the undertaken activities were reduced to unstructured
interviewing the leading specialists of JSC Nizhnovenergo

Within three days the following persons were interviewed

Chief of finance-commercial department (Andrej Vladimirovich Remayev)
Chief accountant ( Tatyana Semyonovna )

Assistant chief accountant (Tatyana Lvovna )
Deputy general director for economic matters(Venyamin Borisovich
Yastrebov)

o Deputy general director for reconstruction and development (Konstantin
Sergeyevich German)

Assistant chief supervisor ( )

Director of “Energonadzor” (Boris Alexandrovich Kourganov)

Chief economist (Valentina Mikhailovna Shoulpina)

Director of AMS (Azat Khamidovich Khamidoulin)

In the course of interview-taking the main attention was paid to the main
problems of Nizhnovenergo, the specific features of relationships with RUSC
UES, Regional Energy Commuttee, internal and external electricity and heat
suppliers both within and without Nizhnovenergo, and with consumers, debtors
and creditors

General Features of the Enterprise
(according to the specialists of Nizhnovenergo)

s  The structural integral units of JSC Nizhnovenergo are 5 principal heat power plants, several power
distributors (networks), energy supervisor, as well as special repair works, motor carrier and farming
enterprise Settlement accounts of the most part of enterprises within JSC are held blocked and merely
all of therr activities are being conducted via the account of the management office

e The territory subject to services provided by Nizhnovenergo also comprises such large power

providers as hydro-electric power station, owned by RISC UES GAZ



”

The region as a whole 1s experiencing power deficit about 50% of electricity 1s being manufactured
by JSC Nizhnovenergo 10% - UES GAZ the rest 1s being bought from RISC through the
energy/commercial clearing system The purchased electricity 1s more expensive than the average cost
of their own one

51% stahe 1n Nizhnovenergo 1s held by RISC UES, although RISC does not set anv profitabilitv goal
for Nizhnovenergo

RISC UES 1s planning to locate its Clearing-Supervisory House and RJSC Trading House within the
region Their system of relationship with Nizhnovenergo remains unclear RISC attempts to force
Nizhnovenergo to switch several large sound clients to the federal wholesale market thus making
Nizhnovenergo s activities more complicated to carry on

RJSC 1s restramning electricitv output of Nizhnovenergo through unposition of sanctions both 1n top-
down and bottom-up directions

JSC Nizhnovenergo is planning to implement investment projects concerning construction of 2 new
principal heat power plants and reconstruction of several running ones, which are presently at various
stages of development and preparedness RISC displays an interest in several such projects

Cost of electric energy 1s subject to seasonal variations reflecting the level of technological necessity
for heat production

There are projects approved bv Regional Energy Commuttee concerning the differentiation of the
tanff rates for individual consumers (six-rate tariff) and concerning the provision of mcentives
(through discounts) to pay for electricity

The Main Problems of Nizhnovenergo
(according to the speciahists of Nizhnovenergo)

The main problem 1s — arrears Barter payments make up a 70% share and offset payments make up
20% m addition Onlv 8% were received in cash

The most complicated problem of the current activities of Nizhnovenergo 1s the system of relations
with the Gosbudget (State budget) The budgetary organizations cease to pay, most of them are
immune to the energy cut-off and are not subject to interest charges The state does not want to
redeem the debts Meanwhile the amount of interest on past due budgetary payments 1s growing on
Arrears of budgetary organizations make up Rb 112 mird, unpaid taxes due to budget amount to Rb
150 mird, plus Rb 200 mlird of interest on past due payments

The clear and worked out system of accounting and planning of production cost is lacking Because
the table of rates 1s cost-based Nizhnovenergo does not have a sufficiently clear mechanism of tanff
rating

The cost of electricity for individual consumers 1s at maximum level (because of low voltage in
electrical network) but such consumers enjoy lower tanff rates

Though operating activities of separate units (SU) are being carried on at-the-spot, such units are
subject to financing from the management Because of arrears their settlement accounts are blocked,
therefore even the current financing priorities are being arranged by the management of
Nizhnovenergo



»  RISC specialists have borrowed the tanff rating methods from the Americans However, m the USA
the cost accounting 1s based on GAAP standards Very high discrepancy between Russian accounting
system and GAAP standards makes the taniff rating too complicated

Key Guidelines for Activities at Nizhnovenergo
(Approved by A V Remayev /Chief of finance-commercial department/, coordinator from Nizhnovenergo
and submutted to the top management of JSC Nizhnovenergo for approval and arrangement of priorities )

1 INFORMATION SYSTEM

Information svstem at Nizhnovenergo 1s still at its mtial stage For the time being Nizhnovenergo
poésesses about 300 computers at the management office this equipment forms a local network, also there
1s some software (developed independently and with the assistance from local computer firms) which
handles some bookkeeping problems The bookkeeping process still ts not automated 1 full The issues
concerning the managerial accounting are not being handled within such information system The shortage
of management information hampers the decision-taking process on the part of the management
In the course of joint discussion it was agreed upon a extreme necessity for automated information system
(at JSC) which will be able to handle both bookkeeping and managerial accounting problems

The main technical problems are the remote units within the JSC structure and the necessity to
mclude such units 1nto a unified nformation area

The financial support to the development of information system 1s included into the plans of
Nizhnovenergo and our tash within the framework of this project could be setting the task concerning the
development of mformation systems and making the analysis of various offerings in the mformation
system market In case that anv particular software product 1s bought, we would be able to provide
assistance mn adjusting such software to the specific functions of JSC It should not be excepted that
involved 1n the project may be the company (manufacturer of such software) as a subcontractor, mserting
changes and add-inns into the software tn comphance with the task developed by our company This may
prove useful when using the experience received in the course of implementing information systems at
other regional energetic systems

2 COSTANALYSIS

Cost analysis at Nizhnovenergo needs to be conducted n order to solve the following problems

e rates adjustment 1n order to prevent reduction of the rates 1t 1s necessary to know the real cost of
energy and to possess the real figures for subsequent negotiations with REC

o the necessity to compare one s own costs to the electricity wholesale market prices and to the prices
of local suppliers n order to choose the optimal policy for the energy/commercial clearing system
(wholesale market activities)

e 1t 1s necessary to analyze the costs when putting nto service the new manufacturing capacities {new
principal heat power plants — nvestment projects) for identifyng the necessity and advantage of
bringing new capacities into service

The main problems in calculating the cost for today are

e the cost 1s entered only as per appearing of expenses de facto and the fact, that not all expenses
incurred during the fiscal period refer to the costs during the same period, 1s not taken mnto account

e the cost 1s recorded only as of the date when the cash 1s placed into the settlement account but not as
of the date of sales

e there are problems in posting the indirect spending on heat and electricity

» the cost does not undergo any simulation against various operating modes of power plants

3 FINANCIAL POSITION DIAGNOSTICS



This task 15 being considered not only from the standpoint ruled by the necessity to obtain information
about the JSC’s financial position but aiso i order to have a visual example of using the financial analysis
methodology and the results of managerial accounting in the process of studying the company s position
and effective management decision taking

One of the mam problems 15 providing assistance 1n implementation of financial planning and
budgeting methodologies and linking them to the managerial accounting

Activities at the securities market and i the field of corporate financing may be considered to be a
separate line Nizhnovenergo 1s plannmng to mtensify its activities concerning the promotion of its own
stocks nto the marhet and making the company more mvestment-attractive by means of proper dealing
with 1ts own stochs

4 'ORGANIZATIONAL STRUCTURE, MANAGEMENT SYSTEM, PERSONNEL
MANAGEMENT

This line has gained the most interest on the part of the energy system’s management and the
range of the task concerning this line 1s very wide from working out the system of wages and premiums
for the employees to preparing the new JSC’s organizational structure (consisting of economically
independent units managed bv the mam company)

Because of uncertainty 1n the power engineering development concept and as a result ability to
determine the way to set the task, the decision on global restructuring of JSC seems to be improbable to
take Solving the problems concerning small structural changes and developing various methods of
assessment of work and incentives for employees 1s most likely to be included — by the energv system s
management — mto the list of priority lines of activities

It seems possible that in the nearest future the power engineering development concept will be determined,
and this will enable to formulate the task concerning the JSC s restructuring, which 1s unavoidable under
the new working conditions

3 BUSINESS-PLAN DEVELOPMENT

JSC Nizhnovenergo has three investment projects concerning building the new plants and
adapting the running ones by means of contemporary energy equipment One project 1s already under way,
and the rest two are at the stage of investment proposals

The main problem as JSC sees 1t, 1s very simple the lack of funds and the required amount
makes up several trillions rubles

The JSC’s directors hope to attract foreign investments though they are much afraid that “the
foreigners will buy everythmg  HB offers financial assistance through “the American Depositary
Receipts”

From our point of view, the discussion concerning the investments within the framework of the present
power engimeering concept lacks any sense, because the state considers the power plants to be executing a
soctal-political order, but not to be commercial enterprises

How will the investments be returned mn such circumstances of systematical arrears? Which way
the cost of investments will be entered 1nto the tariffs set by the local authorities and REC? These
questions are still hard to answer

6 IMPLEMENTATION OF GAAP STANDARDS

The 1dea to implement the GAAP standards gains no understanding on the part of directors of JSC “1it
should be implemented, because 1t 1s something they constantly talk about in RISC, and 1t 1s a crucial
factor 1n obtamning the mvestments’ Which way such accounting will be used by the directors themselves
still remains unknown That 1s whv the primary goal within this line 1s to explain what kind of
information the implementation of GAAP standards will make available to the directors

It 1s a pity that the directors do not clearly understand, that implementation of the said standards will
significantly increase the flow of information both from the remote units of JSC and within the main office



itself Today the bookkeeping department ceases to process even the current informatton The expenses
need to be analyzed as to implementation and support of a new accountimg system
HB expects all the 1ssues regarding GAAP to be dealt with by “Price Waterhouse

7 SALES MANAGEMENT

e Methodology of accounting — system of gathering information on consumers and analvzing such
mformation tracking the information on offset payments and barter transactions

e Methodology of working with the consumers — analyzing the system of sanctions to be imposed on
defaulters and enforcement for timely payments

e Automated system of gathering information on sales and consumers HB reckons himself a specialist

i handling such problems and proposes to consider several ready-made systems The western systems

are unlikely to fit Russia because of a specific access to the information on consumers The services of

the companies dealing with information technologies (program and system makers) are lhkely to be
required to solve this problem

CONCLUSIONS We consider the implementation of a pilot project at Nizhnovenergo to be very
useful The friendly atmosphere 1n general, interest shown on the part of manv directors, good mutual
understanding between us and A V Remayev an educated and sufficiently influential within the energetic

system person enjoying good support from RISC (Brevnov) may contribute to successful implementation
of the project at Nizhnovenergo

VTN
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DIAGNOSTIC EVALUATION OF TYUMENENERGO
Dates Visited 30 November - 1 December, 1995

Attachments Trip Report - Tom Sherwood, Levi Hanson
Letter dated 19 May, 1997

Diagnostic Criteria Ratings

Z,
S

Management Interest in Program- General Dir/Staff
Macro-Economic Environment
Regulatory and Polifical Environment
Competency and Capability of Staff
General Financial Situation
Magnitude of Sales

Organmzational Structure
Information Management System
Accounting and Reporting System
Tariff Establishment

Customer Service/Billing

Financial Analysis and Planning
Investment Projects

Potential Benefit to Energo
Willingness to Share Cost
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Recommendations and Summary Type 2

Tyumenenergo appears at first glance to be a good candidate for a pilot energo, due to
their apparent potential for being very profitable due to the low cost fuel 1n the region (o1l
and gas production) and their relatively new faciliies They appeared quite interested in
the program during the Phase II visit

The General director has wrtten a letter welcoming a new visit to discuss participation 1n
the program, however, they unexpectedly canceled our visit twice in the last month and
we were unable to schedule the visit 1n the time allotted for completion of these
diagnostics They presently have invited us again to visit next week

We have therefore have temporanly categorized them as a Type 2 energo Hagler Bailly
recommends, however, that a new visit be scheduled next week to obtain updated
information so as to complete a more thorough diagnostic
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HAGLER BAILLY CONSULTING, INC

13 Grokholsky Pereulok
Muoscow

Tel 7-503-956-2685
Fax 7-503-956-2630

MEMORANDUM TO FILE

SUBJECT  VisittoTyumenenergo
AUTHORS Levi Hanson
Thomas ] Sherwood
DATE 30 November and | December, 1995
"

OVERVIEW

Consistent with the objectives of Tash 4(a) to assist in the commercialization of the Russia Untfied Power
Svstem we visited Tyumenenergo n Surgot

We visited wath the following individuals

Mikhail Vadimovich Krasheninnihov - Deputy General Director on Economic [ssues

Vadim Borisovich Patkov - Head of Sales ( Subscription ) Service

Alexarder Georgievich Alsufvev  Head of Commercial Department

Vladimir Mikhatlovich Desnitshi  Assistant of Director on Legal Issues

Antonuna Fedorovna hnvarzeva Acting Head of Personnel department

Alexander Vi alvevich Stebenev - Head of Automated Control and Management Svstems Department

Oh U D L) -

This ente~prise 1s one of the newest and largest in Russia with about 966> MWe of installed capacin  Sixn
seven pe~cent {67%a) of this capacity 1s being utilized at a 92% availabiliry rate and are basically constantly
operated in a2 * base load mode In 1994 they produced about 57x109 Kwhr and sold 25 to 30° of what thes
produced Fuel 1s exclusively gas about 50%1s head gas and 50% 1s natural gas

This Erz go 1s owned 100% by RAO  »

The following 1s 2 list of thewr major facilities

e Surgot TPP 1 3300 MWe total 16200 plus 212 produces [8¢109 hWhr and 630 Geal hr of heat

e Surgot TPP 2 4800 MWe total 6¢800 26x109 KWhr, with no heat production except internal and local
indus.ries

e Nizn Vartov 1x800 MWe 3 8x109 KWhr and 600 Geal/hr heat

¢ Unnqguav 2x12 MWe (under construction) 134x106 KWhr and400 Geal/hr heat

e Tabalsha CHP 452 MWe 2 4x109 KWhr and 2400 Geal/hr heat

e  Twvumen CHP 1 310 MWe 2 4x109 KWhr and 1290 Gceal/hr heat

e  Tyumen CHP 2 755 MWe, 4x109 KWhr and 1410 Geal/hr heat

Three main energos buy 80% of the electricity they export  On a monthly basis RAO sends “settlement

documen:s and informs them which Energo owes them how much Thev must then go out and obtain collection,

which recently has been only about 30% of what 1s owed, and all in barter For this reason thev are not very
nterested in increasing their sales outside of the Energo

KEYPQINTS

Because of the present cash flow situation thev are about 4-5 months behind in debt and are not now paving for

gas purchased Of the electricity sold i the Energo, 80% 1s being paid for
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The Tanff structure 1s broken down as follows

Fuel 46 2%
Pavroll 59%
Social 23%

Depreciation 353%
Major Repair 73%
Other 8 0%

Profits before tax 27 0%

Note They pay the same price for gas as the rest of the country, even though they are at the source
Although they would like to contract directlv with large users outside the Energo regton, RAO will not allow 1t

They have very good relations with the local Regonal Energy commussion which consists of the following
members

e  Furst Deputy of the Oblast

s Two from the Autonomous regions

s The Energo

+  Surgot Gasprom

«  Tobalsk Ol Refinery

Their input from RAO is to the effect that the program for Commercialization only involves the separation of the
individual Gencos as J S Companies They feel this would be a sertous error to do before the problems with
Accounts Receivable are solved since this break up would mean the loosing of central collection efforts Thev

have the opinion that perhaps after the Accounts Receivable issue ts salved, the break up would be good for
competition

The scaling down of employees that the break up would necessitate 1s a very large social problem They have

about 26 000 employees 6 7000 of which are 1n non core enterprises It 15 not posstble to fire these people
without extensive relocation and re-training

Break down of their sales 15 as follows

e  80% Industnial customers (primarily o1l production and they are the largest debtor)
e 5%to Agriculture

« 10% Residential

s 5% Other

The Director requested assistance in the following areas

Help in accounting systems management svstems and particularly information gathering and processing systems
spectfic for utility sector The area of the territory means special needs and this software must be 1n Russian

The Sales Department has the following duties
s  Monutors sales of electricity and thermal heat

« Makes contracts with consumers----some of these contracts are with the central Energo, and some are with
internal srnaller distribution company divisions

¢ Controls and monttors sales of electricity and heat to markets, both quantities and money owned both inside
and outside the energo

*  Accounts for quantities sold by evaluating meter readings, documents and mvoice moneys

e Monitors losses 1n the system both electrical and heat and 1f 1t 15 too high recommends procedures to solve
the loss

e Maintans the condition of meters—and ts evaluating automatic metering systems
e Supervises small “Distribution Centers” Networks? that are of the size 800 to 2000 MWe
* Contracts include quantity qualitv and time frame for payment

Commercial Department
s Created one year ago due to lack of cash and non-payment problem



Their prime duty 1s t0 arrange settiement of pavments by barter debt cancellanon or otherwise This s
done by helping their enterprises 1dentify companies with materials or supplies they need and then
aTanging to tahe these products m exchange for electricity sold
There are three levels of tax and each receives about a third

¢ Local Region

e Autonomous Region

e Federal
Monutoring of payments and receipts 1s about 60% computer and 40% manual Communication with peers
and other energos 1s by email and Fax
RAO s attempting “bills of exchange * as settlement vehicle, but not now in place
Fuel contracting 1s done by the Fuel and Fuel Transport diviston but the Commercial Division works with
them for debt cancellation
A major problem s the quality of data channels to obtain information Have tried to rent satellite channels
but did not finish the work  RAO 1s now worhing on a project called * Energy’ which will hook all energos
to satellite communications  Should have ground stations 1n place by 1996, complete by 2005

Legal and Personnel

Tne legal department worhs with contract 1ssues between for consumers and supphers, gives legal advice
and tries to prevent conflicts

Monttors the content and the enactment of contracts, sanctions for breach interest on debt lawsuits and
arbitrage of criminal and civil suts

Historically they have about 360 lawsuits per year 230 they file and 110 filed against them
Legal 15 divided as follows

e Main attomey

e  Lawsurt documentation attomev

e court attorney

Electronically connected to Moscow with information company UCS  to obtain information on new laws
status elc

Traming 1s primartly donz in Moscow or St Petersburg

They also study tax legistation with input of information company

Recently have worked on transferring their tax debt to other firms in exchange for electriciny

Commercial arbitrage 1s becoming increasingly difficult because of continued flux of commercial law

The main attorney spent three weeks 1n Arlington 1n 1993 at George Mason Umiversity  Thought this was
very helpful and gave a perspective of legal 1ssues as well as practical methads particularhy 1n business and
partnership dealings He would send all legal specialists for similar traiming if given the chance

Area of nterest for the Lezal Department 1s learning to deal with securities

Personnel Departments main tasks are as follows

Hiring for specific positions

Penston paperwork

Paperwork for awarding uitles and honors

Anazlysis of numbers hired and leaving

Regster those hired and transferred )
Handle discipline issues

Insure the observation of all labor laws

Give hiring and firing orders

Make decistons on bonus structure

Work with Accounting Labor, Salaries and Legal

Sign some management contracts, that give special benefits and authoritv
Mostly paperwork and legislative 1ssues related to workers

NO employment information on computer, all paperwork

Do training 11 Moscow or St Petersburg

Labor and Salary department does payroll

MIS (Automation Speciahist) Division

Have 80% of information on SCADA type svstems, but there 1s a large variability in equipment types and
capabilities

Two tvpes of control svstems all operating tn “Real Time

L
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»  Generation 15 Russtan Mim computer, not IBM compatible
»  Duspatch is IBM compatible
e  Other computer system 1s for management information use Novell 3 11, two networks now ac ive one
specifically for accounting Planning on integrating control tnformation on these machines
e Last (fourth) system 1s accident prevention svstem that 1s Russtan Mini computers

e No standards on S/W or systems but RAO 1s mstigating some standards Now communicate all on email
Right now each energo 1s looking for their own system

« Have bought a special Russian Accounting program

e« RAO does tell them what software involving planning and personell to use

e Have 15 programers using Foxpro, and have three weel local training seminars on its use

e Introducing Windows 935, use Excell and Lotus office media systems, and have ordered MS office for
Windows 95

« Each department 1s assigned programmers, and the depatrment s trying to unify the /W

Now sending programmers to the MS office in Moscow--—--but very interested i advanced traning and
seminars

The duties of the Labor and Salaries Department are as follows
e  Monitars the conditions of work and amount paid
» Mantains standard pay rates by grade

Evaluate salaries outside the power plant to see 1f they are maintaining equitable rates
» No federal regulation of salaries

e  Evaluate inflation and atternpt to adjust payroll rates
e Payv mncentives and bonuses
e Calculates what portion of the tariff should include pavroll rates

There 1s a norm for number of emplovees in the industry 1e workers/hw and they are at 80%% of this norm
e  This division is basically an agent for the worker
«  Thev recalculate salanies quarterh

Standards are given them by RAO for incentives and bonuses and standard grades -- however this 1s very
comrplicated and they would like to see it simplified

Payroll calculation 1s becoming increasinglv complicated Their programers have developed some software
but they would like to see simplification of the methads for calculations

Penston 1s presently paid by the sate but they are worhing on independent pension plans for workers and 1t
should be in place after 5 years

Very inte~ested in the method America uses for Pavroll calculations, and | gave them a brief rundown

Planning Department

» Production program development
e  Cost of production

¢ Material Costs

Equipment conts

¢  Repair and mantenance

e Reporung and analysis of economic performance

+ Calculate ‘ Requested taniff for presentation to RERC on a quarterly basis

* A major problem 1s the increased complexity of laws, constant changes, and lack of imelv information
There are too many instructions/decrees/rulings and contradictory laws—---—this makes transition very
difficult

e  Salaries are a factor of the munimum set by the Duma which 1s very low Adjustments for inflation 1s done
by figures given them by the state which are also very low

*  The legal department does not get all decrees—--no timely notification of changes They sometimes find out
about retroactive changes from the newspaper

OBSERVATIONS

This Energo has the potential for being one of the most profitable Energos in the system Ths 1s due to the
location with low cost fuel and the relatively low age of the installations They are somewhat hmited in the

b
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amount of electricity thev can export due to Transmussion 1ssues However the main reason for not exporting
electricitv out of the Energo 15 because of non-payment

It 1s interesting to note that the oil and gas industry which should be the mast profitable enterprise they serve 1s
their biggest debtor

Serious planning will be necessary before the large generators could be separated from the Energo Besides the
obvious debt 1ssue, personnel 1ssues are great, and pricing of fuel need to be addressed relative to 1ts actual cost
Although there appears to be a method for maintaining production records at individual facilities no real cost

accounting system is now in place They know overall cost of production at each enterprise but do not track
individual profit

Without accountability and traching of the cash 1n individual enterprises commerciahization of these entities as
separate joint stock companies will be very difficult

This Energo although 100% owned by RAO feels that little assistance 1s given them to solve the Receivables

issue Thev are worhing this very well themselves but only because they have the strength of the enure Energo
behind them

They also need guidance 1n the area of standardizing accounting finance and management software

16

e ¥



From Mr Bogan, General Director of TyumenEnergo
To  MrRobert Alexander, HBC

Thus 1s to confirm that TyumenEnergo agree to invite Hagler Bailly's experts to examine
possibilities of cooperation on the following 1ssues

> Information management systems,

> Energy pricing,

> Economic dispatch,

> Calculations/nonpayments,

> Transfer to IAS

> Financing management, budgeting and investment planning

Please noufy in advance the names of people and the date of arrival

Mr Bogan,
General Director
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DIAGNOSTIC EVALUATION OF SARATOVENERGO

Dates Visited March 31 - April 1, 1997
May 12 - May 15, 1997

Attachments Trip Report - Bob Alexander, Mike Swider, David Thornton
Trip Report - Alexander Kozlov, Vladislaw Khominsky
“Working Agreement” dated April 1, 1997
Letter from Saratovenergo dated May 28, 1997

Diagnostic Criteria Ratings

Management Interest in Program- General Dir/Staff 4/2
Macro-Economic Environment
Regulatory and Political Environment
Competency and Capability of Staff
General Financial Situation
Magmtude of Sales

Orgamizational Structure

Information Management System
Accounting and Reporting System
Tariff Establishment

Customer Service/Billing

Fmancial Analysis and Planmng
Investment Projects

Potential Benefit to Energo
Willingness to Share Cost
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Recommendations and Summary Type 2

Saratovenergo was probably the most conservative energo we visisted, with management
philosophy appearing almost unchanged from Soviet tmes From our discussions with a
member of the regional energy commusston, this seems to represent the approach of the
regional administration as well Both the management of the energo and the REC
continue to regard the delivery and pricing of electricity strictly as an nstrument of public
policy There 1s no support for the concept of operating the energo as a regulated
business, with management making decisions based on profits, return to investors, etc
They were obviously distrustful of such concepts This was reflected in the rather
unfriendly reception we received and the lack of openness and reluctance to give
information during the discussions

Despite thus, General Director Vladumur Kayl did sign a protocol to be included 1n the
commercialization program during the visit, and has followed up with a letter asking for



our assistance as well It appeared he wanted (and certainly needs) our assistance, but
wants 1t only on specific areas (mainly help 1n seeking investment, and MIS upgrading)
but 1s certamnly not commutted to the concept of “commercializing” the energo

Saratovenergo could definutely benefit from the program and any exposure to commercial
business practices would be useful It 1s therefore recommended that Saratovenergo be
categonized as a Type 2 energo They should be considered for a himuted, narrow scope of
work, with the hope that they will become more amenable to further reform as work
continues There should be definite mulestones to be strictly met, however 1n the
preliminary program before any additional resources would be commutted for a more
comprehensive program

Suggested Scope of Work

1 Imtial Traiming 1n financial management and budgeting
Initial Traming 1n IAS accounting and creation of example financial statements

3 Assistance 1n their efforts to upgrading management information system for

accounting

4 Assistance with creation of a business plan for Saratovenergo
5 Assistance 1n analyzing potential mnvestment projects, and asistance in writing

proposals for EBRD and other investment financing, if warranted



TRIP REPORT FOR SARATOVENERGO

Saratov
March 31 - April 1and May 12 - 15

Prepared by Robert Alexander, Michael Swider, and David Thornton
Hagler Baillly Consulting/Moscow

Saratovenergo was ongmally visited at the suggestion of Louis Berger, International which 1s
managing another USAID project (energy efficiency, land reform) in the Saratov region It was
thought that there could be possible synergy between their two programs After this first visit
was completed a second more detailed diagnostic visit was undertaken after Saratovenergo was
included by RAO on the new revised list of potential participants in the Commercialization
program

THE ENERGO

The Jont-Stock Company Saratovenergo 1s the major distributor of electricity and heat 1n the
Saratov Oblast, which 1s located about 900 kilometers southeast of Moscow on the lower
Volga The Saratov Oblast has 6,862 MW of electric generation capacity, including a 4,000
MW Atomic power station (Balakov) owned by Minatomenergo and the 1,360 MW
Saratovskaya hydroelectric station owned by RAO and which sells to the Federal wholesale
Market Saratov Oblast 1s highly industnal, with a large concentration of chemical aerospace
(Yakolev) and defense facilities

Saratovenergo has capacity of 1 502 MW, consisting mamnly of CHP’s, and generates about
fifty percent of the electricity required for the Oblast The rest Saratovenergo purchases from
RAO through the wholesale market These stations produced an output of 4,800 million kWh
in 1995 They were built 1n the 1950’s and have already surpassed there expected useful lives
Fuel for these stations 1s a mix of both gas (90%) and fuel o1l (10%) There are 64 000
kilometers of power lines 1n the system The entire company employees 11,500 persons They
also feed a large and complex distrnict heating system wn Saratov

DISCUSSIONS WITH GENERAL DIRECTOR (Vladimur Kayl)

According the Mr Kayl, the most pressing problem for Saratovenergo 1s their need to retool
and refit their thermal generating umits and transmassion system Their assets are aged and
unrehable, and 1t will require considerable investment to update their systems It 1s recogmzed
that the current generators, all built 1n the 1950°s, would need to be replaced by modern, fuel
efficient equipment

Mr Kayl had some strong opimons concerning the collections issue He stressed in discussions
that 1n his opinion the “non-payments” problem could not be solved using the what he called
the “American” model of putting pressure on consumers to force collections He stated that in
Russia use interruption of service as motivation for customers to pay their bills But he had no
clear solution to the problem to offer as an alternative He feels the the problem needs to be
solved as part of the improvement of the Russian economy as a whole The General Director 1s
also an elected official 1n Saratov, and expressed some ambitions to run for Governor of the
region, which may affect his position on this 1ssue
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Concerning tariffs Mr Kayl’s opinion 1s that the system 1s too mverted 1n favor of residential
customers He stated that residential customers should be paving the full cost of a kilowatt hour
and not be subsidized by industrial customers In fact, he stated that industnials should even be
subsidized and pay less than the cost of a kilowatt hour to make their production more
competitive and 1mprove the local economy As it 1s now he indicated the residential sector
pays only 30% of their costs, and the industrial customers must make up the difference

Saratovenergo currently has about a 1 000 MW shortfall in generation capacity which is
purchased from the federal wholesale market Mr Kayl believes that the current relationship
between RAQO and the energos, which cost Saratovenergo 1ts hydroelectric station 1s unfair
He claims that the cost of buying from the Federal wholesale market (136 R/kwhr ) are too
high, and that when transmission costs are added, causes Saratovenergo to lose money m the
sales made to rural areas Mr Kayl believes the health of the energo can be restored by
reducing the cost of the electricity they sell He wants to invest money to rebuild and
modernize their own generators, so as to cut their fuel costs, and build new generation
themselves to avoid having to buy from the wholesale market As the thermal generators also
provide district heating, there may be some justification to his argument but no economic
studies or evaluations have been performed to justify this belief

The General Director chose to spend a considerable amount of our meeting on criticisms of the
Umited States power system As this 1n not relevant to the commercialization project we assume
that Mr Kayl was voicing some his musgivings about the direction of our reform efforts Not
having full management support would, of course, make working at Saratovenergo difficult
Later on however he was quite supportive and mnsistant on wanting to be 1n the program and
has signed letters and protocols to that affect

COLLECTIONS

The energo’s man customers are large industrial concerns and federal and municipal “budget”
enterprises  which make up 70 - 75% of their sales At this time a large portion of these sales
are collected only 1n barter, with Saratovenergo in the muddle of a larger barter chain between
industrial enterprises They currently collect only 10 - 15% of their billings in cash The
amount owed Saratovenergo by these “federal budget” supported enterpnises 1s 1 5 times the
amount owed by Saratovenergo 1 taxes, etc, Likewise the local budget claims to be owed
more than twice 1ts own arrears Saratovenergo cannot disconnect any of these enterprises
Two of the biggest in arrears are the agricultural sector and the railroad and trolleybus
systems

Saratovenergo’s policy on enforcing collections 1s therefore to negotiate They do not
disconnect any customer, unless that client “will not cooperate 1t any way* They have
disconnected about 100 MW of their load, but these are totally defunct industries Their policy
1s to never disconnect residential customers

Because of the collections problem, the energo has built up recervables totaling 4 5 trilhion
rubles, although they make no effort to measure the quality of these receivables or to write off
any as uncollectable The corresponding accounts payables 1s only 3 trillion As we did not
receive a copy of the energo’s balance we do not know how the energo maintains this
imbalance 1n current assets and habilities It was claimed that Saratovenergo has paid all its
debts to the government All hiabilities are said to be to fuel and service suppliers

Ed



ACCOUNTING AND FINANCE
We were provided the followmg financial information

Current Receivables - 1 5 Trillion Rubles

1996 Revenues - 3 | Trllion Rubles

65% of payables in 1996 were handled by mutual debt cancellation

Debt as of 1/97 was 60 5 Billion Rubles, of which 13 5 BR represents unpaid interest accrued
26BR of short term loans, and the rest longer-term loans

They were not willing to give us copies of their financial statements

There 1s no real financial analysis or planning done Quarterly accounting reports are prepared
and submutted as required to RAQ, the REC, etc  All divisions are run as separate cost centers
They have no knowledge or experience with International Accounting Standards or GAAP
accounting and have no understanding of the need to implement 1t

Saratovenergo wants to recetve an EBRD credit for some of its capital investment plans in
upgrading existing or buillding new generation They are required to submut a business plan
for this and have hired al local consulting company to assist them None of this work has yet
been completed

ORGANIZATIONAL STRUCTURE

The management structure and all human resources functions remain unchanged from Soviet
times

INFORMATION SYSTEMS

Saratovenergo does has a program to tmprove the automation of information systems At this
time almost all accounting and management systems are automated The problem 1s that none
of them are integrated They are therefore currently evaluating commercial packages for
integrated bookkeeping and MIS systems Systems that they are currently evaluating are SAP
and R3 Because of the high cost of these programs there 1s an interest in receiving advice
durning the selection process

MANAGEMENT INTERVIEWED

General Director Vladimur Kayl

Deputy General Director Victor Roud

Deputy General Director Sergey Amsimov

Assistant Chief Accountant Svetlana Schrdt

Director of Energosbit Alexander Ourekin

Director of Tsentrainy Energosety Lev Zaretsky

Chief Engneer of Tsentramny Energosety Yun: Yatsenko



Report on a Business Trip to JSC “Saratovenergo”
within the Framework of the First Stage of 2 Project
“Hagler Bailly - RISC UES”

Saratov 0512 -0515 1997

Participants are as follows

s David Thomnton -- * Hagler Bailly’
Alexander Kozlov — Carana Corp
Vladislaw Khominsky — Carana Corp
Natalya Trekhleb -- [FC

At this stage the objective was to identify the main directions for the
subsequent activities at Saratovenergo

Generally, the undertaken activities were reduced to unstructured
interviewing the leading specialists of JSC “Saratovenergo”

Within three days the following persons were interviewed
e Deputy general director on energy network matters (Victor Demyanovich
Roud)
Deputy general director for economic matters (Sergey Petrovich Anisimov)
Assistant chief accountant (Svetlana Fridrikhovna Schmidt)
Director of “Energosbit” (Alexander lvanovich Ourekin)
Director of “Tsentralny Energosety” (Lev Ivanovich Zaretsky)
Chief engineer of “Tsentralny Energosety” (Youry Arsentyevich Yatsenko)

In the course of interview-taking the main attention was paid to the man problems of Saratovenergo,
the specific features of relationships with RISC UES, Regional Energy Commuttee, structural units of
Saratovenergo, as well as with consumers, debtors and creditors

General Features of Saratovenergo
(according to the specialists of Saratovenergo)

e Integral parts of Saratovenergo are 6 principal heat power plants, 1 state regtonal power station, 7
energy network enterprises special repair works, motor carrier, other auxiliary enterprises

e  Saratovenergo produces about 56% of electricity necessary for the region Within the region also
located are Saratov hydro electric power station owned by RISC, and Balakov nuclear-electric power
station subject to Minatomenergo

s  Among the energy systems Saratovenergo 1s the only one to use the new rating methodology, which 1s
the most close to the real demand

¢ The bookkeeping department uses software program Infosoft —- Integrator, which enables to have the
real-time accounting information The present program fully satisfies the bookkeepers’ needs, but the
task concerning the consolidation of bookkeeping departments of JSC’s management with the same of
the structural units remains pending

The Most Serious Problems of Saratovenerge’s Activities
(according to the specialists of Saratovenergo)



1  The problems of arrears which are traditional for the current economic situation Onlv 7%-share of
electricity 1s paid off in cash

2 The problem of settlements with the budget It should be noted that arrears of the Federal budget1s 1 5
times the amount credited to 1t The amount of past due payments to the local budget 1s 2 times higher
than 1ts (budget’s) own arrears Saratovenergo can not cut off the energy supply to the most of
consumers and can not impose any fine on them, although the amount of penaltv fees due to the
budget keeps growing Total creditor indebtedness (1 5 trin) makes up 2 half of the annual sales
volume

The most part of solvent consumers (population, part of merchants) enjoy the low tariff rates At the
same time the share of energy component in the cost of products manufactured by industal
enterprises 1s unreasonably high (20% - 40%)

[#%)

4 By restramng through Regional Energv Committee the growth of rates for individual consumers on
the grounds of political considerations, local authorities eliminate the opportunity to make the rating
policy structurally logical Besides, with the tacit consent from the local administration most mdustrial
enterprises do not pay for electricity, even when they are able to provide for such payment

wh

Obl-gor-communenergo electricity subpurchasers benefit from such low rates They are not
considered to be monopolists and they may build the mark-up for their services at therr own
discretion

6 The separate units (electric power stations networks etc ) display no nterest n the results of their
worh Thev are only able to provide for their own activities and the rest can be obtained through the
management only

General Opinion about the Activities Undertaken at Saratovenergo

As a whole at Saratovenergo the members of the group HB — Carana — IFC enjoyed rather
unfriendly reception That could be the result of internal contradictions (for example, between the recently
appomted officers /General director, Deputy general director, the chief sales manager/ and the earlier
worhing managers) Among the reasons standing behind this also might be treating our group as the
representatives of RISC who provides no assistance m work, but constantly restrains the opportunities for
normal activities

The most part of managers were not ready for any constructive dialog

As per the results of our work, we failed to find any person who could clearly understand the
objectives goals of the project and the ways to achieve them at Saratovenergo who could have assumed
the role of conductor of the project 1deas among the top management of the given energy system

The document has been prepared upon completion of an mnterview and submitted /except the notes/ to
V A Kyle, the general director for approval

Possible Guidehnes for Activities
at JSC Saratovenergo within the Framework of the Project HB - RJSC
(the priorities should be designated by the management of Saratovenergo)

1 Information System

e Determmation of imformation flows and demand for information for the purposes of running the
enterprise establishment of a unified information area



e  Analyzing the current information system both as a whole and its individual components and
preparing proposition concerning 1ts development

s Introducing the managerial accounting

Nates_ Despite the presence of the automated bookkeeping and established computer network the

management of Saratovenergo experiences the problems of comparability of the data coming from

different units, the well thought-out system of preparing the data for management decision taking 1s

laching too Above all the information systems of Saratovenergo and all of 1ts separate units need to be

consohdated

1 Sales Management System

Analyzing the methodology of sales accounting and supervision

Assessment of the system of gathering and processing the information on consumers

Improving the policy of sanctions to be imposed on defaulters

e Linkmg to the unified imformation system

Notes In the course of mterviewing the specialists of Saratovenergo talked about msufficient opportunity
taking in respect of dealing with consumers on the settlement 1ssues There 1s no established system of
mncentives for immediate pavment for electricity and sanctions agamst the untimely payers The issues of
rating differentiation for individual consumers (for example by volume of consumption) have been
worhed out insufficiently

1 Organzational Structure Diagnostics

e Determmation of the role and position for separate units (principal power plants, energy networks) m
the organizational structure

Identifying the criteria for assessment of separate units’ activities

Determination of functions of JSC’s management departments

Identifying the earnings expenditure and mvestment centers

Developing the recommendations for step-by-step transition from power management to economic
management

Notes According to the administrators of various levels, the present structure does not contribute to the
effective activittes of the company, quite the contrary Some functions are bemng doubled (sales, payment
collection, supervision over defaulters), some functions are lacking or being carried out by inappropriate
units Some structural units (energy networks) actually receive the payment not for carrying on their
primary functions {electricity transferring), but for their selling activities and in respect of those
consumers, which were reserved for such purposes by Saratovenergo

1 Personnel Management

o Developing the decision taking system the system of watching over the orders execution, system of
incentives for and appraisal of employees

e  Policy in the field of personnel career-making
System of personnel deployment

1 Training Programs

¢ marketing,

e securities market (note Probably, mn respect of corporate financing),

¢ finance management

Notes_ According to the managers of Saratovenergo, power engineermng as an industry has become quite
attractive from an office-capacity stand point Very good results in increasing the effectiveness of JSC
Saratovenergo’s activities may be achieved by optimal deployment of and tramning the personnel

1 System of Current Assets and Inventory Management



Notes According to the top managenial officers, the directors of separate units do not always possess a
sufficient knowledge in the field of working capital management It would be quite appropriate to work out
the methodology of more effective disposition of current assets particularly in respect of inventory
holdings and dealing with barter

Conclusion It mav appear necessary to refuse to work at Saratovenergo at the first stage (the pilot
project), because at the present moment the environment for its successful implementation 1s still lacking
(see General Opinion about the Activities Undertaken at Saratovenergo)
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To Hagler Bailly Consulting, 13 Grokholsky per, room #5, floor #4, Moscow
David Thornton

From Saratovenergo

Date 052897

Dear Mr Thorton

We have reviewed your proposals on performing activities under the USAID-
sponsored commercialization project

We think that during the preliminary screening carried out by your consultants and

Saratovenergo staff duning May 12-15, 1997, major activities where the assistance of HBC
consultants are most expedient have been determined

We express our interest 1 further cooperation with your company and we are ready to
continue our work this June on working out a joint work plan

We are also interested in our cooperation 1n the energy conservation and demand-side
management project based on our agreement dated 04 01 97

Sincerely yours,

V A Kayl
General Director \



Cornamesse o CoTpyIEi4ecTBe
Meany “Capatosarepro” u Hagler Baily Consulting, Inc,
nouTpakTopom Arenrctsa CIIA mo MeAxyHapoaHomy Pa3BHTHIO

01 04 1997 r Caparos
Hacrommee cormamense 3arnmoyeHo Mesay AO “CapatosaHepro”,

ropunHyeckiM oM Poccriicroit Peneparnm u Hagley Bailv Consulting, Inc,
ropamaeckiM jmom CIHA

C y4eroM B3amMHBI. HavepeHui CTOpoH B oTHOmewyH 3Toro Cornamenus,
CTOpOHBI COTNIACHINCH BBIIOJMHATS CAEIVIOINHE 0043aTe ThCTBA, NPEdOCTaBIATh
CIeOVIOIIHE YCIIYTH B COOTBETCTBHH ¢ HacTosmuyM Cornamexueyt

AO *“CapatoBaHepro” coriacHoO Ha MpoBeIeHHe NeMOHCTPALHOHHOIO
MPOEKTa AIA OCYIIeCTBIEHHA COrNAaCOBAHHOH IIPOTPaViMbl MPeI0CTaBHT JOCTVII k
Heo0\0nmMoH QHHAHCOBOH HH(OPMAaLHH H obecreyHT padoyee B3aIMOAEHCTBHE C
PYROBOIMTELIMH MPEITIPUATHA H NMPEIOCTABHT OMEINeH e aIVHHHCTPATHBHVIO
o11ep AKV H BO3VIOAHOCTH ROHTARTOB C PVROBOIMTE TAMVEH NPEINPHATHA C TeM
yTOObI rapaHTHPOBAThH YCIMe\ NPOEKTa

Koymrarma Hagler Baully Consultmg Inc cornmacHa npezoctaBuTh
“CapaToB3HEPro” CAEOYIOIIHE YCIVIH

(1) ITomo1ms B pa3BUTHM OYXTaITEPCROF CHCTEMBI OTYETHOCTH C BO3MO AHOCTHIO
ROHBEPTAIIMH B MEATyHapoaHbIe CTaHIapThI OyxraTrepchoro yuera (MCBY)

(2) Conefictare B paspaboThe bumsnec [L1ana nng “CapaToBiHepro”, cozaaHue
ROTOPOTO JaeT BO3MOAHOCTh NPEANPHATHIO NPHBJEYD HEOOX0IMMBIE
HHBECTHIIMM PoCCHICRIX M 3araHbIX HHBECTOPOB, BRJIFOYAS HHBECTHLIMH

MeAIyHapOOHBIX (PHHAHCOBBIX HHCTHTYTOB, Takvx hak EBPP 1 BeevupHeii
bann

(3) Texxnrueckoe comeHCTBHE A MTOTYy4eHIHT HHBECTHLUIH B COOTBETCTBHH C
MVHKTOM (2)

(4) ConeficTBre B CO30aHMH HHMOPMALOHHOH CHCTEMB! YIIPaBICHHA Il
cooTBeTCTBMA OyxTanrepcriv TpedoBamtam (1)

B coorsercTarH ¢ gauHemM Cornmamerrev “CapaTosanepro” He GyneT HecTd
0043aTeNbCTB 110 (PHHAHCHPOBAHMIO [IPOEKTa 33 HCKIF0YeHHEM OIUTaTh! paGoTHHKAM
NPEeNPHATHA, YYaCTBYIOIIHM B paboTe 10 3TOMy NPOeKTy
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AO “Cap‘ 0B3HEPro” Hagler Bailly Consultmg, Inc




Working Agreement
between “Saratovenergo” and “Hagler Bailly Consulting, Inc”

within the program of US Agency for International Development (USAID)

01 04 1997 Saratov

This agreement 1s concluded between “Saratovenergo”, legal entity of Russian
Federation and “Hagler Bailly Consulting, Inc”, legal entity of USA

Taking into account mutual intentions of Sides regarding this Agreement, the
Sides agreed to fulfill the following commitments, to provide the services mentioned
below 1 accordance to this Agreement

“Saratovenergo” enterprise accepts realization of the pilot project for
implementation of coordmated program, will provide with all the necessary financial
information, cooperative relations with the enterprises’ management, accommodation,
administrative support and possible contacts with management of enterprises, with the
purpose of guaranteeing the project successful realization

“Hagler Bailly Consulting, Inc” company agrees to provide the following
services to “Saratovenergo”

(1) Promotion of accounting report system with the possibility of converting to
international standards of accounting (ISA)

(2) Assistance 1n working out the Business Plan for “Saratovenergo”, creation of it
grves to the enterprise an opportunity to attract essential Russian and Western

mvestments, including investments of international financial nstitutions, such as
EBRD and World Bank

(3) Technical assistance for getting investments 1n accordance with item (2)

(4) Assistance 1n creation of managing information system for accounting availability

(1)

In compliance with this Agreement “Saratovenergo” will not incur the
liabilities on project financing except payments for enterprise employees who
participate 1n this project

“Saratovenergo” “Hagler Bailly Consulting, Inc”



DIAGNOSTIC EVALUATION OF SVERDLOVENERGO

Dates Visited December 4-5, 1995
July 3-4, 1997

Attachments Trip Report - Tom Sherwood, Levi Hanson
Trip Report - Vladislaw Khomunski
Letter dated 19 March, 1997

Diagnostic Criteria Ratings
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Management Interest mm Program- General Dir/Staff
Macro-Economic Environment
Regulatory and Political Environment
Competency and Capability of Staff
General Financial Situation
Magnitude of Sales

Organizational Structure

Information Management System
Accounting and Reporting System
Tariff Establishment

Customer Service/Billing

Financial Analysis and Planning
Investment Projects

Potential Benefit to Energo
Willingness to Share Cost
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Recommendations and Summary Type 2

Sverdovenergo’s staff continues to express some interest in the program, but neither the
General Director nor any of the Deputy General Directors were available for interviews
during the last recent visit concerning the program Sverdovenergo has hired Price
Waterhouse commercially to undertake IAS audit work and to assist them 1n 1ssuing
ADR'’s, and Sverdlovenergo has specifically asked (see attached letter ) to be included 1n
the program to support that work

Sverdlovenergo 1s not really interested 1n being a candidate for a commercialization pilot
as 1t 1s presently envisioned, but simply wants specific IAS conversion assistance and

training under Task 8(a)

Thev are therefore categorized as a Type 2 energo
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HAOGLER BalllLy CUNDULLING, LU

13 Grokholshy Pereulok
Moscow

Tel 7-503-956-2635
Fax 7-503-956-2630

VEMORANDUM TO FILE

SU' ECT  Visitto Sverdlovenergo

AU 4ORS Thomas] Shenwvood
Lewvi Hanson

DA E December 4/5 1993

OVFRVIEW

Cousistent with the objectives of Task 4(a) to assist in the commercialization of the Russia Unified Power
Svstem we visited Sverdlovenergo in Yalaterinburg

Tt enterprise was organized 1n 1942 It1s one of the largest energo s in the Ural s Poal It supplied 95% of the
load the balance ts covered bv the NPP and local customer plants  Average purchases from RAO are zero

(st retimes they buy and soretimes they sell to RAO however) also 1n the spring they receive power from a
hv o plant under the control of Permenergo

[neratled capacity 1s 8500 MW and thev are running at oniv 43% of capacity  There are 15 000 km of voltage
tir sof 110 kv and up Total consumption for the first nine months of this year has been 25 bn kwh which is
oty 73% of the prior year s output for the comparable pertad  This reduction 15 attributed to the fall 1n demand
which thav now see stabihzing and which thev forecast as increasing shightly 1n 1996

K YPOINTS

M nagement Develooment & Training This 1s the most capable and sophisticatad operation we have seen to

¢ e The company is engaged n a battle between production oriented management and those within the
manage~ent structure who believe that the goals of the organization have to be re-focused on 1ts financial
viabihy  The Planning and Economics Division desperately wants the tools to convince top-mast management
¢ the nacessity to mandate the adoption of financial criteria for all decision making

The Wholesale Marhet We ashed why they don t deal with Nizhnovenergo which “imports’ 50% of its power
. qurements from RAO and abuts Sverdlovenergo Thev stated that RAO would not allow this, and since RAO
+ ntrols dispatching, 1t simply wouldn t happen Furthermore, they had no faith in receiving pavment were thev
to sell outside the bounds of their energo

1ey dismissed merit order dispatching of RAO operated plants because RAO does support 1ts plants As an
example the cited the Troutsha (sp?) plant which 1s loaded based solely on the amount of fuel available, not on
any other criteria  They stated that “where RAO operates a plant 1t 15 impossible to talk about merit order

spatch because of fuel constraints " On the other hand, they claim this wouldn't happen to plants inside the

lergos because the energos work for the market and maintan a balance within it They repeated that 1f they
sold outside the market, thev won’t get paid

hev went on to pont out that RAQ operated plants are at a further disadvantage because 1t was undefined as to
who the wholesaler actually was Because no one guaranteed settlement when pavment was not forthcoming by
the original obligor, there was no market raher and thus no wholesale market Currently, they went on the state

LAO only tahes on the pose of an intermediary Finally, they confirmed what we heard at the generators, 1 ¢
Jqey admitted that they the energos did not pay the generators

The management believes that there are six natural regional marhets where there 1s a balance between
zeneration and consumption, and where collections (1 e settlements) could be effected so as to permit the
establishment of regional wholesale markets They advocate the reintegration of the generators within the
*nergoes Thev claim to have had ‘informal” discussions about just such an arrangement  Thev stated that



—---------,

“Gven the will to create a wholesale market within the pool, it could be done very fast  The plan 15 to create
one settlement agencv within the pool thereby eliminating duplication among the separate energos and
mncreasing the likelthood of collection

In fact, the six regional energos tried to set up a central clearing organization (* Uralsenergo ) four years ago
Each energo 1n the region contributed to the company’s foundation RAO subverted the effort bv subsequently
taking over the company RAO then gutted the companv at least as to 1its origmal function and purpose  To
repeat this set-up now the contracts between Central Dispatch and the energos would have to be nullified and
new contracts would have to be created between the regianal dispatchers

OBSERVATIONS
Organization

The company 1s made up of 27 enterprises of which
e |2 are generators,
t) three leased from RAO (also heat loaded)*
1) nine CHP plants
e 7 are transmission/dispatch companies
s 1 1sathermal distribution companv i Yahaterinburg
s 3 are repair enterprises
s 11salogistics enterprise (dealing with fuel supplies)
s | 15sasales organization
e 11satransport company and
» listhe HQ (accounted for as 1f it were separate though n fact 1t 1s not)

* All of their generators are loaded for heat though thev would not give us these figures claiming that this was a
commercial secret

Total employment s 26 000 of which 4 000 are involved 1n non core activities and 6 000 are employed at the
RAOQ owned/enerzo operated plants

Relationship with RAO
‘RAOQ currently does nothing onlv creates an internal taxation system
RAO Owned Gencos’Operated by Sverdlovenergo

Three of the energo s newest and largest generators are owned by RAO and leased by the energo These three
plants have capacities of 3800 1500 and {200 mw respectively, and account for 60% of the energo s installed
capacity  The fuel mi¢ s gas and coal at a 50/50 mux on average It 1s management’s belief that RAO will
terminate the leases in the near future It should be noted that energo management were less than enthusiastic
about gtving RAQO the plants 1n the first place, but thev bowed to a Presidential decree  Management expects
that the RAO plants will be converted to jomnt stock companies once the leases are terminated Energo
management are aganst anv such reorganization, for reasons which are detailed later in this memo

The plants are run, staffed and mamtamed by the energo at its own expense The lease payment for the largest
plant (the figures for the others weren t given) 1s 68 bn roubles per year netted against the costs of operation
which are estimated at 60 bn roubles annually So the net rent for the largest plant 1s the nominal amount (which
15 so far unpaid) of 8 bn roubles/year The lease payments are based on three components a ruble per kwh
charge property taxes actuallv levied and “other minor components

Another interesting fact we learned 1s that RAO has a very close “subjective relationship’ with Mosenergo,

which management wryly described It seems that Mosenergo pays no rent on the generation capacity 1t “leases
from RAQ

Management believes that there are three options with respect to the RAO owned plants They are
preserve the status quo

stop mawtaining the plants return them to RAQ and buy power from the gnd or

exchange shares 1n the energo thus buving the plants back from RAO

L) N -



The generating plants don’t want to become independent they feel that fuel supplies and pavments which are all
now done by the energo, will be jeopardized

Governance

The company 1s controlled by a Board of Directors and day to day activities are overseen by a Management
Commiztee RAO 1s represented on their Board, and in turn, they have representation on RAO s Management
Commuttee through their General Director, who once was the head of one of the six zonal companies 6f RAQ
Relations with RAO are not enthusiastic, however

The company was converted to a joint stock company 1 1992 At that time, ownership was divided as follows
s workers - 47%

s RAO-49%

e market-3 4%

Total shares outstanding are 2 661 000

Since incorporation, workers have been selling off their shares to outside investors ncluding some foreign funds
such as the Swedish companv Braunschweig (sp?) swhich 1s an investment manager This fund manager
purchased 5 000 shares from workers The UK investment bank Flemings has also held preliminary talks with
the energo and evidently there has been some agreement that Flemings will help the energo commercialize
Management regards the stock as ‘blue chip

Tanffs

Heretofore the energo had enjoved a close working relationship with the REC however that commission was
dissolve earlter this year and a new and less sympathetic REC 1s now being formed Foreseeing that this change
was immunent management got the old REC to pass an inflation adjusted tariff structure, which evidentlv 1s
working quite well so well, in fict that thev are not going to ash the new REC for a rate adjustment in 1996

The energo 15 not represented on the news REC (as thev had been in the past) and the management feels that the
new REC 1s heavilv skewed to favor consumers

The taniff covers

o Fuel 55 60%

e Pavroll 45-3%

e Materials 2-3%

e Reparr 6-11%

o Deprec 2%

e Profit  20-25% (net after tax = 10%)

Costs

Coal 1s now cheaper than gas by about 15% Coal 1s sourced from Kazahstan, and, including transport, 1t costs
them about $25/ton on a fuel equivalent basis (actual figures are 7 50 FOB, and 87 50 for transport) This year

the cost was paid for 80/20 electricitv/cash  Next year this figure will rise to 50/50, a trend which ts bemng
pushed by the energo

Management Prionities

Strucrural While historically the focus of development has been on generation management believes 1ts mam

task 15 to strengthen sales, finance and operational management Thus attention has shifted to the development
of management systems

Operational Management puts 1ts payment priorities as
*  taxes,
e fuel

* salaries, (twice average Oblast emplover rates)

19



s« RAO and
e ‘“the rest’

They admut that they are not paving the generators which are being identified by RAO as requiring settlement
They are extremely strapped for cash, since the government has enacted a new settlement account at the banks so
that anywhere from 70-90% of what they collect in cash goes immediately to pav taxes

Revenues

The new presidential decree is being used by their customers to defer or avoid payment altogether Tney claim
that bad debts have been only 20% (of which 75% 15 attributable to the government) Now, as a consequence of
the decree, they themselves are slowing or halting pavments for their gas

As indicated above, the energo 15 only producing at 45% of capacity They are technically capable to selling to
the grid, but they will not do se because they have no assurance of pavment They have no faith n the
‘wholesale market  Currentlv they have a levelized load and thev intend to keep 1t that wav

Planning and Economics Depariment

Organizes worh for all the enterprises affiliated with the Energo 1ts functions mnclude the definiion and defense
of tanffs, the coordination of planning the control of costs 1n the production and generation sectors and the
establishment of labor policies and remuneration levels

Management [nformation Systems Department

This department views its functions as divided between traditional and new activities  The tradinional activities
include the control of dispatch and the technical management of services the new function s to integrate the
management of the organization

The objective of this department as thev enunciatzd it 1s to develop and present non redundant sufficient
information in real time for the purpose of control  To the extent that is this not done vet management believes
that it costs them monev and thev also believe that 1f they rise to the challenge 1t will result in being able to
forego the installation of additional capacity  Therefore thev are trying to automate production tnventories
material flows fuel supplies and customer interfaces

Because of cost constraints management has decided to adopt a svstematic approach to the adaptation of new
technologies Management is taking a new look at what constitutes the power system  Their general idea is to
view the organization as integrated and use information technologtes to accomplish that goal Thus they have
developed a program for creating an automated information networh on an energo-wide basis with LAN s 1n
each enterprise connected to 2 corporate network Eventually they also see this network interfacing with
customers Their articulated objective s to mahe each enterprise self-sustaining from a commercial point of
view and then to integrate them into the whole

They claim to have solved, 1 ¢ computerized, pavroll, inventory their asset schedule, and “financial
calculations at each enterprise  However, thev are dissatisfied because the svstern still doesn t allow them to
make * fast decisions™ To this end thev have purchased an R3 System from a German software company (SAP)
This system has standard pachages for finance and accounting, cost accounting matenal flow management,

production planning maintenance and repairs, and project management In June of this year Sverdlovenergo
and SAP gave a semunar for eight other energos, demonstrating the R3 system

Finally the last problem the MIS Department wants to solve is the real time monitoring of equipment operations
50 abjective criteria can be developed to optimize production efficiencies For this they will require the
instalfation of sophisticated monitoring equipment

It should be noted that Sverdlovenergo has looked at the software RAO and 1s contemptuous of its capabilities

Traming

The traiming center has been in operation for 20 vears They have their own facilities, including dorms '
Annuallv they tramn 2 500 people for periods of one to s1x weeks The objective 1s to improve worker
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quahfications and maintain proficiency levels They employ companv managers and instructors from technical
universities and other institutions outside the energo structure  Software 15 not used in training but thev would
like information on what s avarlable and asked our assistance Moreover thev are extremely mterested in
obtaining an electrical utthitv partner and asked us to ntercede with USAID on their behalf in this regard

Management training programs have been curtatled recently because of the expense involved Support from
USAID In this area would be verv useful for them Currently thev can onlv afford to train about 20 management
personnel annually Management personnel are generally sent to St Petersburg or Moscow but 1t 1s now
recognized that those centers don t have the necessary curriculum to develop the expertise needed to
commercialize Money 1s the primarv constramt however They are spending 3% of payroll on traiming which
ts high by comparison to the other enterprises we have reviewed to date

Energy Inspectorate

The function of this group is to
a) sell electricity and heat

b) inspect users equipment and meters
1) review and approve plant design as 1t pertains to load and techmical lavout
u) check on installation and issue final approval
¢) negotiate with consumers
1) prices
u) avalability
11) pavment terms

Thev have been thinhing about instigating peak rates but they haven t addressed the issue yet because they don t
have the legal authority from the REC  Thev doubt the 1ssue will be resolved soon because the new REC s
heavilv made up of consumers who will oppose anv such change

There 15 much to do in the area of energy conservation and the energo management recognizes this

Specifically wherever possible thes have pushed the installation of new metering technologies with their
custome-s The incentive to use these new meters has been growing historically the cost of electricity was from
2 10% of the final costs of their customers products Todav the figure has grown to 20-50% At present,
however, thev estimate that onlv shightlv more than 1% of their customers have installed new meters

Dispatch Department

The objective of this department 1s to provide a rehiable and economic regime for distribution  The department
handles the entire operation and maintznance of transmussion and 1t coordinates flows between RAO the Ural
dispatch centers and the other energos to which thev are connected

There are five 500 KV lines which belong to RAO but are rented by the energo the 220 KV hines and below are
the property of Sverdlovenergo In some cases 220 KV transformers belong to their customers (e g the
raliroad) Inanv event RAO pavs for the maintenance of the lines and the energo pavs for their use

Dispatch takes care of the 110 KV lines and higher, and there are seven smaller distribution centers which are
owned by the energo The largest load on anv one of these distributors 1s 1600 MW Heat distribution 1s
handled by Sverdlosk Thermal Networks which reports to the Dispatch Center The thermal network uses
25,000 tons/hr 1in Yakaterinburg It was at this point that we were told that all the therma! plants were heat
loaded They considered the percentages however, to be a “commercial secret

Legal

The legal department supervises the contracting activities that occur between the 28 departments of the various
enterprises and the outside world There are however, only two people emploved tn this capacitv (The Energv
Inspectorate Department 1t should be noted takes care of its own contracting) They cooperate with the new
legal department of RAQ and thev subscribe to a local service in Yakaterinburg that provides updated
regulatorv nformation on disc everv 2 weeks (Company 1s called “Taxes of Russia and 1s a private company )

In general the characteristics of the contracts entered into are
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s not fixed price,
« signed for periods of up to one year only
s contracts specify amounts to be delivered and schedule of deliveries

«  while the contracts contain sanctions for non performance, these penalties are not enforceable as a matter of
course (We asked 1f they had considered the use of standby [etters of credit to guarantee performance, and
it was clear by their response that they had not )

Therr problem, thev claim, 1s that there are lots of laws but no mechanisms for enforcement

Non-core Activities

These are mostly related to construction, and management has not yet decided what to do abour them The
activities that are unrelated will be divested the believe however,

Management Reporting/Budgeting

The company still does not have a budget in the traditional sense of the word They are drivenbva plan The
economics department has begun to develop the methodology for a budget and the finance department will

become subservient to the department 1n the future Thev expect to have a separate budget for each of the 27
enterprises

Quarterly reports are made to upper management Thev are technically driven but there 1s increasing emphasis

being put on financial critenia The quarterlv report (which we weren't allowed to see was divided up as
follows

Technical
Relability/safety
Fuel supply

Major equipment specificattons and comparative analysis
Repairs

Technical & Economic
Generation
Chemical
Thermal automation and metering
Environmental

Financial & Economic Parameters
Installed capacitv
Dynamics of used capactty for the last ten years
Fuel ratios
Electricity rates
Consumption structure
Fixed costs
Purchases and sales to the grid
Labor vs production parameters
Comparisons of repair costs
Financial stability
Liquidity and balance sheets

An attempt has been made to develop “best industry standards” by the Energy Inspectorate, which handles
customer relfations For example thev track response times to deal with customer complaints

CONTACTS

Sverdlovenergo

Serget Mikhailovich Viasov - Head of Economic Division,
Leonid Viktorovich Komarov - Head of Planning and Economic Department
Pavel Nikolavevich Potapov - Senior Specialist on Contracts,



» losif Semenovich Gluz - Head of Automated Control and Management Systems Department
*  Yuri Konstantinovich Shornin - Chief Engineer of the Energy Inspection

e Alexer Anatolyevich Kuznetsov - Head of Central Dispatching Service,

= Valentina Alexandrovna Selyunina - Attorney

¢ Dmitni Olegovich Bogomyaghov - Head of Analysis and Information Technologies epartment

Internet address

Mr Bogomyagkov dima@po pssr e burg su
Telephones

Mr Vlasov (343-2) 58-14-45

Mr Komarov (343-2) 58-17-56

Mr Kuznetsov (343-2) 58-13-70

Mr Bogomyghov (343-2) 58-12-12

Fax (343-2) 58-12 19, 58-12-22

=l

Note It 1s very probable that the second digit 1n these telephone and fax numbers will change from 8 to 9 1n
early 1996
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orIETAOCTHE HA ocHoBe MCHY, a8 TAR®t B HOMOIE3IUBAENA OIEITR DpcuIpBSTHHA,
@ YEXKIECHADPYIOOIEX B YCNOBHAX PhIHOTHOH JK0OHOMWKTL,

Yol Dou0Ih HAM B BLOIOINCHEE CTOSIMAI NCPEX BHAMA 3axa4, MBIl UPOCEM
«{Ipaitc Yorepxayo» corvecrso ¢ «Xaraep Beiimmy BRINOIHTS HANTY KOMIAHID
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OOBHMaeM, B paMRax 3Tof nporpaMdil «llpafic Vorcpxayen oGecnewsmr
HOYOTOBKY # EHCTPYKTAX PYKOBO/CTRA H Nepcoszaa AO «Ceepriosanepro» b
ofaacTa upemeHeERs NMCBY, a Taixe DOIrOTUBRT PeKOMEHNANHA 00
ECNOML30BAHEN METORO0B (HHAHCOBOID YUDIBJeRHE B YUIOBHSY pPhINOYHOH
SKOHOMEHKH,

AQ «Ceepanossnepro» yZe OpEHAMACT IIATH HA NYTH OCYIIECTBICHAX CROCH
NpOrpaMmMEl BEOIYCKR REN0IETAPHAEY PACHECOK, B M5T HOJAracH, IT0 BEII0MEHAC
pamell KOMIAHHE B TACKO YHaCTHEKOB OPOrpavMeul KoMMepnaarmiamar AMP
CHIA cTanmeT ANMA Bac B 3708 CBESH XOPOIIHM MORCOPEENL
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18 March 1997

Rhico Hove

Partner

Price Waterhouse
Nikoloyamskaya Ulitsa, 13
109240 MOSCOW RUSSIA

Dear Mr Hove

A/O Sverdlovenergo 1s committed to developing a program to attract Russian and
international investors  As part of aur objectives, we are Interested in improving our
understznding of Intemational Accounting Standards (“1AS®) and prepanng financial
statements on a basis consistent with IAS as well as adcpting practices of enterpnses
operating in market based economies

To assist us in achieving our goals we request that Pnce Waterhouse in conjunction
with Hagler Bailly, include our company n the USAID commercialization program We
understand that as part of this program Price Waterhouse will provide the management
and staff of A/O Sverdiovenergo with training and instruction on applying 1AS and
recommendations to adopt financial management practices for market economies

AJO Sverdiovenergo i1s already moving forward with its American Depository Receipts
program and we belteve our efforts would be enhanced through inclusion in the USAID
commercialization program

Sincerely

Mr Viladimir Belousov
Deputy General Director

TOTAL P @3



DIAGNOSTIC EVALUATION OF DALENERGO
Dates Visited June 2-6, 1997

Attachments Trip Report - Michael Swider,Bob Alexander, David Thornton

Diagnostic Criteria Ratings

Management Interest in Program- General Dir/Staff 3/3
Macro-Economic Environment
Regulatory and Political Environment
Competency and Capability of Staff
General Financial Situation
Magnitude of Sales

Organizational Structure
Information Management System
Accounting and Reporting System
Tariff Estabhshment

Customer Service/Billing

Financial Analysis and Planning
Investment Projects

Potential Benefit to Energo
Willingness to Share Cost
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Recommendations and Summary Type3

Dalenergo’s management was welcomung and hospitable, but they really had little interest
in the program as such They saw us simply as representatives of the new RAO reform

management, and were welcoming us as the “politically correct” approach, a result of the
strong pressure from the federal government to reform the energy structure 1n the region

The ongoing energy crises 1n the region appeared to be politically caused, and without any
resolution of the political battle between the federal and regional governments, and
between the regional governor and the mayor of Vladivostok over control of the region’s
energy sector, there 1s little likelihood of a successful pilot at Dalenergo

Dalenergo 1s therefore recommended as a Type 3 energo until the political situation 1s
resolved
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TRIP REPORT FOR DALENERGO

Viadivostok
June 2 - 6, 1997

Prepared by Michael Smder, with Robert Alexander and David Thornton
Hagler Bailly Consulting/Moscow

SUMMARY AND RECOMMENDATIONS

On June 2 - 6, 1997 a delegation consisting of consultants from Hagler Bailly Consulting (the
prime contractor), Carana Corporation and the International Finance Corporation visited AQ
Dalenergo The purpose was to evaluate the operations of the Energo and make
recommendations in what areas Hagler Baillv and 1ts subcontractors could assist Dalenergo,
under the aegis of Task 8B of the Commercialization program, sponsored by USAID In the
course of our discussions with Dalenergo, 1t was clear that the four mamn problems with
mamtaming a reliable energy supply at a reasonable cost are

1 Lack of metering equupment, Iittle direct customer contact, and few legal nights to enforce
collection

Tanff structure which has not allowed Dalenergo to fully recover production costs

Low quality and high cost fuel supplv

Inefficiency, poor management controls, over-staffing and a bloated corporate structure

E-SR W RN )

As with all the other AO Energos that we have visited, all the parties iterviewed at Dalenergo
blamed the lack of cash as the number one problem But the cash collection problem s a
symptom rather than the source of the problem The energo behaves m a non-commercial
fashion and 1s required to operate as a government mnstitution whose main purpose 1s to
support the social-welfare system through free energy and at the same time keep the maxamum
number of citizens employed mn the region Collection rates are low because the Energo has
msufficient power to collect Fixing the problem, which mn the end cannot be avoided, will
require difficult political decisions Coal mines mav need to be shut Dalenergo s staff must be
reduced, and customers that don’t pay must be disconnected There 1s hittle that any consultant
can do to make this happen

There are basic, management support 1ssues that can, and need to be addressed 1f Dalenergo 1s
to one day operate as a commercial company From our discussions with Dalenergo s
management we have 1dentified the following areas which we could effectively support within
our current contractual constraints

Accounting reform, cost accounting, and traiming 1n mternational accounting standards
Assistance 1n the design and implementation of a management information system
Development of new customer service procedures and guidelines

Guidelines for and assistance 1n cost/benefit analysis 1n metering, control systems, fuel
purchasmg, and capital investment

E S VS B 0 R

If these areas are acceptable to the management of RAQO UES Rossn (the parent company),
AQ Dalenergo and USAID, Hagler Bailly will return to Dalenergo to make detailed plans for
the work to be done at AO Dalenergo over the next 6 to 15 months Cnitically to the
relanonship with UES, Mr Brevnov has advanced an urgent request that additional resources
be dedicated to Dalenergo for activities that are currently beyond the scope of Task 8B, and
will require USAID approval These activities are outlined 1 the attached memorandum to
RAOQO UES Rossn on “Specialized Scope of Work for Dalenergo ’
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THE ENERGO

The Jomt-Stock Company Dalenergo provides electric and heat power to Primorsku Kray, a
region of 165 9 thousand square kilometers, with a population of 2 3 milion The terntory
shares borders with China and North Korea Its Northern neighbor 1s Khabarovsk krai
Dalenergo mamtains transmuission connection with Khabarovsh energo, and 1s a net importer
of electric energy

Dalenergo generation assets consists of three thermal power plants, totahing 1,191 MW

Name Type Capacity
Artyomsh CHP (TETS) 404 MW
Partizansk TPP (GRES) 212 MW
Vladivostok CHP-2 575 MW

In addition, Primorskn GRES, a 1 495 MW power plant located in Northern Primorsku Krai
provides a large portion of the electric energy to the region Primorsknt GRES 1s owned bv
RAO UES Rossu Dalenergo, nevertheless assumes a large portion of the operating costs of
this facility, including fuel and payroll All of the power plants are designed to be coal fired
with local coal The current shortage of coal i the Primorsku region has been covered with
coal imported from other regions

Energy consumption in the Krai was 9166 6 million kW/hours, and energy output 7711 6
mullion kW/hours The deficit of 1455 mullion kW/hours was covered by mflows from
Khabarovskenergo

SALES AND COLLECTIONS (Dalenergosbyt)

In the view of the General Director, all problems with Dalenergo are related to non-payment
and low tanffs Dalenergo’s 1996 sales figures were

QUARTER m bilhons of rubles

1! 840
2 518
3¢ 540
4t 1,170
Total 3,072+

* where number so not properly sum n this report 1s due to errors i the information that was
reported to us

Of total electnic sales in 1996, only 82% was collected Cash collections were much less,
amounting to only 10 8% of sales Only 74 7% of heat sales were collected For all sales

80 3% was collected, with 11 8% paid in cash The remainder was paid 1n some form of barter
or mutual debt cancellations Almost all barter was of two types

1 50% - 60% was barter for matenals, equipment, fuel, services, and taxes for Dalenergo
2 the remainder was barter passed through to creditors (for which 1t was suggested there are
tax benefits for the creditors )

The barter operations are not profitable for the energo because every transaction has at least
one middleman, and the spiral of middlemen drives up the cost One of the most common
forms of barter 1s for the mutual offset for taxes For a while Dalenergo received large
amounts of Federal Tax write-offs in the form of tradable notes (gosudarstvem: kaznochaisk:
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nalog osvobozhdema.) But these were unprofitable for the energo because government debts
to the energo were larger than therr tax hability Extra tax securities could be traded, but
generally at a 50% discount. creating large losses

Barter and offsets have many ludden costs Much of barter can only be done through Moscow,
creating extra expenses and delays Even for local offsets with the city and krai
admimstration, 1t can take up to 4 sides to conclude an agreement, and up to 8 signatures on
every document for a single offset

In general, purchased 1items have three costs

1 Cash
2 Barter 10-15% costlier
3 Mutual cancellations 15 - 25% more

For example if they can pay n cash then they have more freedom: to chose their supplier and
can recerve the best price By using barter the supphier will charge a ugher fee for recerving
non-cash payment In mutual cancellation they have no choice of suppher and know that they
will be otherwise unable to collect their recervable, and therefore must pay a higher pnce for
the goods needed The barter 1ssue 1s particularly acute with fuel If the energo had cash they
could buy cheaper coal from other supphers (assuming that they were not forced to buy local
coal for polincal reasons), but in the current situation they are forced to buy local coal with
local barter and mutual debt cancellation for electric power recervables from the coal
companies

To relieve the cash cnises in 1996, 55 bilhon rubles in veksels (commercial paper) where sold
But this was unprofitable because the notes could only be sold at a discount and were quickly
bought up by therr few cash paying customers, resulting in a net loss of cash mcome Asa
result veksels are not being sold i 1997

The accounts rece1vable/payable ledger 1s the following as of 1 April 1997 (1n billions of
rubles )

Accounts Recervable Accounts Payable

Federal Budget 259 Loans 996
Local Budget 959 Suppliers 1,806
Resellers 809 Notes payable 30
Metals 87 Payroll 60
Agncultural 43 Ins , med , pension fund 121
Transport 64 Budget 48
Coal mining 26 Pre-paid 12
Chemucal 15 Other 482
Construction 29

Machine burlding 22

Timber 22

Service 10

Small business 2

Other 29

Total 2,667 Total 3,557

Of total debts to suppliers, 725 billion 1s owed for power purchases The remainder 1s for fuel,
construction, supphes, etc Much of the “other” 1s VAT (373 of the 482 billion ) Per VAT
mstructions they only get refunded for VAT when they submut mvoice documents But as
much of their sales are not paid, and the invoices not completed, they build up a large VAT
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debt The amount owed by resellers (809 bullion) 1s only for electric energy Another 475
billion 15 owed for heat energy Of all suppher credits, 191 bilhon of this 1s owed to RAO
UES Rossut

When asked what percent of therr accounts recetvable are uncollectable, Dalenergo answered
only 1% On their books all the debt 1s recorded as collectable The Finance department
estimates 25% as being uncollectable (see below), which we believe 1s a more accurate
estimate given the depth of the debt problem over the last three years

To finance the losses from selling energy at below cost, and collection problems large
amounts of credit has been borrowed from banks and the Russian government The breakdown
by vear 1s as follows

Year borrowed Sources Principle and interest owed,
in billions of rubles

1994 Primugolbank 52
Electrobank
Evrobank
Vostokmvestbank

1995 MimnFm RF 395

1996 Mintopenergo 462

1997 (as of May 1) Mintopenergo 90
Sberbank

Total 999

To pay off thus debt they can try to force collections through the courts Addressing the 1ssue
1n arbitrage court usually results in a judgment 1n favor of the energo But the court’s decisions
are generally 1gnored by the debtors Bankruptcy proceedings are too slow, as they protect the
assets of the debtors for two years

Disconnecting customers to force payment does not appear to by widely used at Dalenergo
Many customers (30%) are protected, for either social or political reasons Dalenergosbyt
believes that some of their non-paying customers have the money to pay, and choose not to
There 1s no mechanism to determmine which customers cannot pay, and which customers
simply don’t want to There are ten subdivisions at Dalenergosbyt, each with a specific
number of customers Internally all customers are allocated among different staff who are then
responsible for that customer Therr employees are not effective in customer relations, and
getting the customers to pay

Part of the problem may be that there 1s no motivation Employees do not recerve any pay
mncentive for mncreasing collecthons “Bonuses” are paid for basically mimimal effort - such as
attendance - and are not even considered bonuses by the employees, but as part of salary
There has been no research done on how to motivate customers to pay, or the relatonship
between discounts for cash payments, metering and other cost/benefit analysis of measures
that could be used to mcrease collections

There are only 9 staff at the Vladivostok division of Dalenergosbyt, with only 2-3 persons
working with customers (An orgamzanon chart of Dalenergosbyt 1s attached ) Although 1t was
claimed that there 1s a “system” for disconnecting non-payers 1t does not appear to be very
well orgamzed. Customers threatened with a disconnection of service come to the office and
negotiate a payment schedule for debts based on ther ability to pay But there 1s no credat
analysis performed Therefore, power load 1s allocated based on “agreements’ rather than on
financial analysis and contracts based on realistic payment potential
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Another enormous problem 1s the lack of meters and meter readers (controllers ) This problem
1s especially acute for residential customers The system has been for the customer to read the
meter themselves and pay the appropnate amount Dalenergosbyt told us that thev are
planmng to begin sending out controllers to read the meters quarterly Manv of the houses
though are cooperatives and have only one meter for all the residents There are no plans for
solving this problem At the moment, 1t 1s estumated that only 50 - 60% of residential
customers are paymg ther bill

Many commercial customers are also non-metered The director of Dalenergosbyt explamned
the they would provide tanff incentives to make n profitable for the customer to nstall a
meter themselves The details where not given, and 1t 1s difficult to imagine that all customers
could be “induced” to pay for their own meters 1n a situation where a third simply do not pav
at all

As for managing therr collections data, Dalenergosbyt purchased a low-level financial
management program, that they currently wish to update They do collect daily data on
collections, but therr system 1s not mntegrated with affihiates to keep track of Dalenergo s
system-wide sales figures

RESELLERS

There are 22 resellers n the terrtory of Dalenergo Three resellers are mulitary, one 1s district
heat, and of the remaiming 18, mne are private and mne are municipal All the major resellers
are mumcipal Vladivostok represents 66% of all power demand 1n the Krar and 80% of all of
the power sold mn Vladivostok 1s sold through the municipal resellers The resellers represent a
major portion of the non-payments problem because a large part of the collections for
Dalenergo must pass through the resellers The resellers collect enough cash to meet their
needs, and pass along whatever 1s left over to the energo As cash collection 1s only about

10%, there 1s very little cash flowing into Dalenergo from the resellers They estimate that 50 -
60 % of residential customers pay (in cash), but residental customers represent only 40% of
the mumcipal resellers sales

The problem 1s heightened by the resellers unwillingness to selectively disconnect therr
customers for non-payment as the non-payments get passed along to the energo There is no
motivation for the resellers to better enforce collection disciphme as they are receiving
sufficient funds to finance themselves, and the energo 1s barred for disconnecting them There
1s a government resolution that disallows disconnecting residential customers Dalenergo
claims to have no access to the collections data of the resellers, and doesn’t know which
customer are paying, and who should be disconnected Dalenergo suggested that their should
be a federal law that forces resellers to divulge mnformation on their customers and their own
financial condition

When asked why they don’t reduce the load to the resellers, and let the resellers decide whom
to disconnect, Dalenergo claimed that they are trymng to reduce the load to resellers, but that
there 1s Iittle legal support for this type of action, and many political problems The local
admmustration has blocked attempts to manage the load

The proposed restructunng for resellers only envisions changing the collections flow from
bottom up, to top down In contracts with the resellers, they will be guaranteed 100% of the
costs of mamtainmg the hnes and equpment Although given Dalenergo’s own cash demands
1t 1s difficult to envision that this contract will be honored unless collection rates are drastically
raised But at this pomnt there 1s no other restructuring envisioned for resellers, so there will
still be no mdividual payment venificahon for residential customers, and 30+% of customers
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will mamtam a preferential status These are areas that still must be addressed The director of
Dalenergosbyt told us that collection rates were 3-4 times higher i districts that they manage,
but we saw no data to corroborate this claim

In the transfer of the operations of the resellers to Dalenergo all the debts of the reseller will
also be passed along Because of the difference m accounting for tanffs there 1s a 1,370 billion
ruble difference between the debt that 1s owed to the resellers, and the debt that 1s owed to
Dalenergo But according to Dalenergo the FEC has ruled that Dalenergo s accounting of the
taniffs 1s correct and all customers will owe the full price of electricity The difference 1n the
accounts pavable will be charged to the resellers To balance the books, assets will be taken
from the resellers and put on the books of Dalenergo Dalenergo mformed us that they have
alreadv won this case i court but are warting for the local admumistration to agree to the
court’s decision before they take action to transfer assets Unfortunately, m the short term this
will do nothing to help Dalenergo’s cash position as the assets bemng transferred as a substitute
for collecnons are ilhquid (marnly transmission equipment )

It should be noted here that Dalenergo’s response to a court decision (to ask the admimstration
to give thewr approval) 1s typical mn what we seen m all the energos The management of the
energos do not view their comparues as legal entites with a legal nght to operate m their own
mterests Instead they are viewed a State organs that take their mstruction from the govemment
and the mam obligation 1s to meet social needs And this 1s true whether or not the local
government giving the orders 1s a shareholder 1n the company or not

Unfortunately the mumcipal resellers were not responsive to our request to meet with them
We were able to meet only with the murucipal heat reseller The collection of heat sales suffer
from the same problem as electric, and possibly even more so There 1s no metermg of
residential heat sales m Vladivostok To the advantage of Dalenergo, the Mayor of
Vladivostok has allowed payments to be made directly to the energo (through Sberbank ) But
1t 1s dubious that Dalenergo collects anywhere near their costs as there 1s no enforcement of
collections for residential customers Only 67% of households pard 1n April And even when
they do pay, they only pay 35% of the cost the remamder should be subsidized by the city

The municipal heat reseller has begun putting m meters m some small busimess, but large
customers are still billed based on “designed’ demand As in most Russian cities, the
mumcipal heating system operates with very little thought to the actual cost of providing
service and collecting sufficient revenues to meet the costs Heat supply will continue to be a
drag on Dalenergo’s revenues and profits even 1f electric power sales are rationalized and run
m a commercial fashion

PLANNING AND TARIFFS

The marn function of the planning department 1s justifying tariff policy, although there are
other functions, such as planming production levels and managing the * social” assets of the
company Much of the work 1s 1n the preparation of financial indicators fuel costs expenses
collecions etc They also plan for the maximization of generation to minimize costs
Currently generation 1s only running at 50% of capacity According to the planning
department. tanffs could be cut by 12 - 15% 1f there was sufficient fuel to run all of
Dalenergo s plants

Dalenergo cannot buy enough local fuel (only 70% of that required at the moment) to keep
therr generators runming to full capacity To make up for thewr deficit they import electncity
from wholesale market (without paying ) Part of the local fuel shortage problem is the lack of
funds to keep the mines operating Earhier the government subsidized 95% of the costs of
operating the coal mines, but as government subsidies have dropped, so has coal output
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Importing coal from other regions of Russia 1s more expensive due to the high transportation
costs Imported coal costs only 81,000 rubles/ton, as opposed to 141,000 rubles/ton for local
coal But with transportation costs of 160,000 rubles/ton the imported coal becomes more
expensive What was not clear was the Kcal/ton ( Btu/pound) cost as 1t appears that these
calculations are not made The local coal’s actual calone content 1s significantly less than 1ts
‘planned’ content, making the planning department’s companson suspect

Because of the poor quality of the local coal, 1t 1s more profitable to burn fuel o1l But there 1s
no mfrastructure to carry and store fuel ol as all the power plants were planned to burn the
local coal only There 1s some fuel o1l used though, as we were told that because of the
exceedmgly poor quality of the local brown (lignite) coal, 1t must be mixed with heavy o1l to
be burned [Note hgmte coal has not been burned n the US for decades because of its high
sulfur and ash content. making the cost of meeting environmental regulations prohubitive To
make the lignite coal generators in Primorskn Krar economical, Russian environmental
regulations are simply 1gnored ] Two of the four regional plants burn hard (bitumuinous) coal,
but the muning industry for this type of coal 1s dying in Primorsku Krai due to the extremely
low efficiency of the mines and lack of resources

TanfYs are calculated, as i the rest of Russia, on a cost-plus basis All generation and related
costs are included n the tanff and a “profit” added on top The “profit” 1s a planned amount
that 1s allocated toward social costs, such as mamntaiming the company’s hospitals schools,
farms and rest-homes For the two years prior to Aprl 1 of this year the allowed tanff was
below the cost of service It was the decision of the Krai’s governor to keep the price of
electricity down so as to increase local output and sustain the ndustnal sector, which did not
come to pass

In the opmmon of the REC, the taniff system needs to be changed because 1s has no mechanism
to promote efficiency and cost reduction To umprove efficiency 1t 1s recogmzed that the plants
should be separated from Dalenergo and allowed to compete to supply the lowest cost energy
At this time m Primorskn Krai the generators are run nowhere near maximum efficiency
Daspatch 1s based mstead on fuel supply, and fuel supply 1s based on the political need to keep
coal mners employed Also the Primorskn GRES 1s kept runming even though 1t 1s mefficient,
because of the number of people they keep employed If they wanted to reduce tanffs they
would need to shut down this generator

There was an attempt by the Nakhodka city admmistration to bring m a mdependent generator
for therr free economic zone But so far this project has not been able to move forward
because of Dalenergo’s refusal to allow the IPP to use its distnbution network The REC
clazmed that they have no legal authonty to remedy the situation

The REC 1s at the pomnt of starting to do economic analysis of load management and
generation costs They are also starting to do elasticity analysis of electric prices It has been
proposed to provide preferential taniffs to those who pay regularly, or who have demand for
therr products (sounds like potential political iterference) but no decisions have been made
The Kra: has decided that they can no longer support companies through cross subsidies Yet
from viewng the current tanff structure (attached) 1t 1s clear that many “preferental”
customers are being cross subsidized The only difference with the new tanff scheme 1s that 1t
no longer has the energo providing the subsidies

Interestingly, the REC claims that there 1s no local hist of preferred customers, that 1s,
organizations, that the local admimstration has granted non-disconnection pnvileges The
mmpression that we recerved from the sales department 1s that there are “protected” companies
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One of the major mefficiencies of the system that increases tariffs 1s the amount of hne losses,
both techmical and non-techmcal (“black”™ losses, 1¢ theft) Techmical line losses are estimated
at 7- 8%, while non-techmcal losses are 5 - 7% We heard another estimate of 25% n total
losses which may be more accurate Much of the technical losses are to regions where there 1s
no meterng By using a stricter defimtion of black losses, which specify that a black loss 1s
whenever somebody does not pay for electricity, the loss numbers would be much higher than
25% - closer to 50% Unfortunately, the accounting system used m Russia accounts for
anything mnvoiced as mcome, rather than recogmzing non-payments all losses By adopting
IAS accounting standards at Dalenergo, it would be much clearer what actual losses where,
and the effect on tanffs

FUEL

In Primorsku Krai fuel costs are about 70% of generation costs Of the four electnic power
plants 2 burn hard (bituminous) coal, and two burn brown (lignite) coal Brown coal accounts
for 67% of all energy produced The brown coal has only one thurd the Kcal/ton as the hard
coal

Primorsku GRES 1s designed to take the brown coal When they run out of coal they have to
mmport, buymg from one of three sources Khabarovsk, Kuzbass, Irkutsk The imported brown
coal costs 50% more than the local because of the transportation costs Artyemskaya CHP and
Partizanshava GRES bumn hard coal The hard coal 1s hardly mined in Primorsku Krai now so
the coal 1s mported As the coal mined outside of Primorsku 1s more efficiently mned, and
because 1s has a lngh calone content, the cost 1s about the same to import as to buy locally

Their Energo’s policy 1s to maximize the use of local coal, and 1mport only when necessary
They admutted that this policy was not based on economucs but on the local administration’s
desire to keep as many mers working as posstble The admnistration does not know what 1t
would do with all the coal muners if the highly mefficient local coal industry was allowed to
collapse

Before the local coal mmes were subsidized, but with the subsidies disappeanng 1t 1s getting
too expensive to operate, and imported coal becomes less expensive At least m the short term
they expect the local admimstration to force them to purchase local coal, no matter what the
cost Dalenergo has looked at the possibility of importing coal from China, but 1t 1s politically
impossible

One of the reasons for the shrinking local fuel supply 1s the lack of capital at the coal mines to
pay for equpment The amounts paid to the mines are barely sufficient to meet salaries
Dalenergo clauns that 1t pays 80% of 1ts fuel costs (which are about 300 bithon rubles/month),
but regional boilers pay only 30 - 40%, which caused the last fuel cnisis Even though the
mayor of Vladivostok organized a payment scheme for some of the mmers to get their pay on
a more regular basis, they all decided to strnike this year to get all thewr back wages On Apnl
30" the coal mmers stopped supplying fuel and for ten days the energo used 1ts reserves only

The monthly fuel expenses at this ttme are

Total coal purchases 300 billion rubles
Local coal 120 bilhion rubles

Imported coal 70 billion rubles
Transportation of coal 110 bilhon rubles
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There 1s no mterest within the energo to manage the fuel mux so as to mummze fuel costs The
focus 1s on mcreasmg collections so that all the fuel, no matter how expenstve, will be pad
for

PERSONNEL AND ORGANZATIONAL STRUCTURE

There are 23 companzes within Dalenergo, employmg 13,000 persons These compames
compnse three CHP stations, four electric power distribution networks 1 heat dismbution
company, 2 reparr compantes, a design mstitute and a multiple of compames with hittle
relation to power production and distribution

In the opimon of the personnel director, Dalenergo 1s over-staffed, and the number of
emplovees could be reduced by 50% But mstead of reducing the number of employees over
the last several years, the number of employees has increased This was explaned as bemg
caused by the lack of qualified personnel today “If 1t took 600 people to run a power plant
before, now 1t takes 1000 ” About one-half of the employees at some compamies are
penstoners and they won’t leave because they know they can’t live off a pension But as thev
stay on 1t makes 1t impossible to hure a younger employee who would actually do the work
required that the penstoner 1s now too old to perform Therefore the output per employee has
fallen drastically We received no hard data on trends m output per employee, but by all
indications 1t has fallen drastically

There 15 no formal system within Dalenergo for evaluating employees Therefore there is no
reward system to keep the best employees, and no system for removing mmcompetent or
meffectual employees Salanes are paid on the basis of RAO UES formulas for compensation
and are not related in any way to performance The average salary m the company 1s 2 5
mullion rubles for a plant employee, with a top engineer recerving as much as 4 million per
month Three weeks prior to our visit the employees were paid their February wages

When we asked how many of Dalenergo s companies could be spun-off and successfully run
independently we were told that none could, except for the repair compames A management
orgamzational structure 1s attached

ACCOUNTING

For 1996 Dalenergo reported an accounting loss of 39 billion rubles In the first quarter of
1997 the company shows a profit of 198 billion Dalenergo usually shows a profit in the
winter as they do not pay for coal at that ime, and do not use an accrual system of accounting
that would more accurately wndicate their true fuel expenses for the quarter As fuel buymg 1s
seasonal, the company shows a paper profit in the winter and a loss in the summer The lack of
“prudential” accounting also means that losses are not properly accounted for and overstate the
profits of the company

Therefore, despite their accounting profit of 189 billion for the first quarter of 1997 there 1s no
money to pay salaries What cash that 1s received 1s so precious that 1t 1s managed by a
commuttee to determine to whom 1t should be pard Another oddity of the Russian accounting
system 1s that last year Dalenergo was obligated to pay 170 billion rubles for social costs that
were to come out of “profit ” As these costs are not discretionary they should be accounted for
as habilities, and not profit distibution

We had asked to receive a copy of Dalenergo’s financial statements, and were told that we
would receive them We recerved notlung Our general impression 1s that the accounting
department 1s poorly organized, lacks computenzation, and 1s woefully short of information
on the financial condition of Dalenergo - especially affihiates and subsidianes
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There 1s an mterest i mmproving the capacity of the accounting department and the
qualifications of the staff They have looked at the possibility of adopting 2 computerized
accounting system, but at the moment they feel the cost 1s prohibitive at 22 million rubles not
mcluding the hardware They use some basic software, but there is no intercompanv svstem.
and affiliates are not even using compatible software A network accounting system for
consohidanng financial reporting would be very useful for the cash management of Dalenergo

Because of poor collections and poor mformation systems the management at Dalenergo
spends an mnordinate amount of time managing the companv’s cash position At least once a
week a commuttee of the top management meets to decide how to distribute the company’s
meager cash resources And much of the accounting departments time 1s spent shuffling
mutual debt cancellations

FINANCE

The mamn function of the finance department 1s to find credits, deal with banks, do financial
analysis and prepare financial reports Analysis mcludes balance sheet analysis and credit
analysis, as well as the availability of current assets to meet current obligations They have
prepared a busmess plan (which we did not see) and are prepanng to start a financial plan At
this moment they have nobody assigned to financial analysis, but are looking to hire two
people as soon as possible They currently have only 6 persons mn the finance department

On the question of msufficient accounting imnformation, the financial director answer that it
was a major problem, especially the lack of mformation from affihates and subsidiary
compames Dalenergo very much needs to develop its information systems For example, all
subsidiary companies have certain obligations, such as making payments to the pension fund
The head finance office takes responsibility for ensuring that they payments are made but
lacks accounting information and has no control over the actual payments

On mvestment, we were told that the finance department 1s only involved with assessing
capital mvestments when management makes a request They do not analyze the effectiveness
of capital investments, payback period, return on assets, or other financial measures The head
of development, together with the head on capital construction make the decisions When the
financial department 1s involved m the analysis therr finding are generally negative, which
makes them unpopular with the construction department But usually the finance departments
recommendations are 1gnored and projects started despite their rejection It 18 very limited
what can be actually financed nght now because the energo has no access to external finance
other than the mvestment portion of the tanff, loans, and supplier credits

On the subject of where the energo could cut costs we were told that the place to start 1s m
managing fuel purchases If Dalenergo were to begin verifying fuel purchased and reject fuel
that was not up to standards, they could save billions of rubles m fuel costs Right now the
brown coal price 1s based on a specific heat content rating of 2005 kilo-calonies/Kg, when the
actual heat content 1s 1600 kilo-calonies/ton

But msisting the that the coal purchased meets the required standard 1s not the way the
company 1s run A legal basis 1s required to begin operating 1n a commercial manner If
Dalenergo collected all the fees and penalties that 1t should recerve then there wouldn’t be a
need to raise tanffs As a state company, Dalenergo has few legal nghts They need to triple
the number of lawyers on staff to fight its court battles

We were told that 1f the energo was allowed by the government to use all its legal nghts 1t
could eventually be able to collect up to 75% of its outstanding debts (25% non collectable

10 Dalenergo Trip Report/Hagler Bailly Consulting/13 June 1997/Swider
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debt probably a more reahistic figure than the 1% suggested by the planmng department ) But
the energo must be able to use all the government decrees that have been enacted to enforce
collections Right now that 1s pohitically unpopular

When ashed whether Dalenergo could benefit from the Commerciahzation program, the
finance director answered that they could especially use help with financial and managenal
accounting They need financial information that they can trust The energo needs help in
orgamzing accounts that reflect the acnvities of a busmess concern. and not the activities of a
an organ that 1s an extension of the government

Specific problems are that they get financial data on a consolidated basis from therr affibiates
so they can’t see all of their creditors and debtors And the fuel division even has 1ts own
separate accountmng Accounting should be able to keep track of production, fuel and
transportation, but 1t doesn’t

Thus 1s not a major problem for the management though, because profits are maybe fifth on
the list of importance Even though their charter specifies that Dalenergo 1s a for-profit
company, they continue to supply energy to those who will never pay, and pay for services
that they don’t need The only reason that they can operate i this fashion 1s because they are
not required to pay their suppliers 1o hind All these problems originate with the policies of the
Krar to provide electric power at low or no cost Though the Krar 1s now seemg the negative
effects of thus policy 1t imtiated telling local companies not to pay for power, and has
understood 1ts mustakes, now the city 1s seeing the taniffs nise and telhng the local population
to pay therr bills to bail out the energo from the previous failed policies of the governor

The damage from the previous Krai policy has left Dalenergo with a lot of debt and a bad
credit lustory This makes 1t difficult to recerve new credits The company 1s carrying 1 tnllion
rubles worth of debts that 1t will probably never recover With all the debt problems the
finance director behieves 1t 1s not tume to begin restructuring the energo, but mstead
concentrate on recovering the previous losses from current payers This would seem to
contradict his earher position that the company needs to begin behaving m a commercial
fashuon 1f 1t 1s every to recover

MANAGEMENT INTERVIEWED AT DALENERGO

Poleshuk, Vasily Grigonevich - General Director

Byeschastnov, Vladimir Mikhailovich - Deputy General Director
Davydov, Aleksandr Victorovich - Finance Director

Kinlina, Lidiya Kuzmimcha - Head of Planming Department

Tyurnina, Yelena Yurievna - Personnel Director

Valentina Vladimirovna - Head Accountant

Natalya Dmutrievna - Deputy Head Accountant

Savchenko, Mikhail L’vovich - Director of Dalenergosbyt

Zatsev, Vladimir Nikolaevich - Commercial Director of Dalenergosbyt
Maevski, Serger Vemaminovich - Deputy Head Engmeer of Dalenergosbyt
Tuc, Alechandr Alehseevich - Director of Fuel Supply

Yegorov - Mumicipal Heat Company

Burlutskaya, Olga - REC

Kudryavy, Victor V - Deputy Mister of Mintopenergo
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ATTACHMENTS

1 Dalenergo Orgamzational Structure
2 Regional Tanffs

3 Lie Losses
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Attachment |

to the Resolution
of the REC No 45
dated Apnl [, 1997

ELECTRIC ENERGY

S/IN Consumer catcpories Tar{f RbI/KWH
| Consumer category w/adjustable tanffs
11 Discaunted tariffs {sce Attachment 2 paragraph 1) 415
12 Other 111:ffs (see Attachment 2 paragraph 2) 1 000
13 MIC enterprises with the state order greater than 50 % (see 1,000
Attachment 2 paragraph 3)
14 Commercial consumers (see Attachment 2 paragraph 4) N 1 700
15 Other consumers nclude industrial enterprises ITU UIN UVD 566 5
Terutory
2 Agriculture (seu Attachment 2, paragraph 5) 374
3 Residential sector including restdenuatireds of ITU UIN UVD 250
Terntary
4 Populated areas 2188
5 Sanmitary needs of energy system 6
6 Electric energy for heating and hot water supply system
6! Electric heaters of up 1o 31 KW capncity 5ame as consumers
62 Electric heaters of 31 KW capacity and greater - the rate 15
adjusted hy the cocflicient
621 | Night ime minumnum consumption 254
622 | Rest of the day K=2
7 Electric energy used by residunts for heating
71 Electric heaters of up to 10 KW capacity 250)
72 Electric heaters of greater than 10 KW (in the event different day
parts are accounted for energy mctering)
721 | Night ttme minmmum consumption 130
722 | Rest of the day 566 5

Note Discounts (esctlations) of taniffs on electric energy to compensate rcactive capacity
and energy have heen hased on tanffs calculated in accordance with the Procedure for
sctthing accounts related o clectric energy and heat registered by the Ministry of Justice

of the Russtan Federition No 440 dated December 28, 1993

V Rud’

Charrman of the REC
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DIAGNOSTIC EVALUATION OF KRANOYARSKENERGO

Dates Visited June 17 - 20, 1997

Attachments® Tnip Report - Michael Swider
Tnip Report - Vladistav Khominski, Margarita Zaitsev

Diagnostic Criteria Ratings
Management Interest in Program- General Dir/Staff a’3
Macro-Economic Environment
Regulatory and Pohitical Environment
Competency and Capability of Staff
General Financial Situation
Magnitude of Sales
Organizational Structure
Information Management System
Accounting and Reporting System
Tariff Establishment
Customer Service/Billing
Investment Projects
Potential Benefit to Energo
Willingness to Share Cost

W0 2 R W =
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Recommendations and Summary Type 3

Kranoyarskenergo 1s the third largest regional power system 1n Russia With two of the
Worlds largest hydroelectric power stations n the region, the 6,000 MW Krasnoyarskaya
and the 6,400 MW Sayanno-Shusheskaya, there 1s a large surplus of electric power This
alone make the energo a very interesting candidate for any market restructuring program
The company’s collection procedures, financial and accounting controls are weak as 1n
most other regions Thus leads to large line losses and large financial losses from barter
and other mismanagement of assets

While mid-level management was relatively hospitable and open with us, we did not
meet with the most senior management, including the General Director Without
expressed interest from the General Director of the energo 1t 1s questionable whether 1t

should be considered for participation, regardless of the unusual client relationship 1n this
case

What 1s unusual about Krasnoyarskenergo is 1ts large dependency upon one client,
Krasnoyarsk Aluminum Factory (KRAZ ) About 50% of all of the energo’s sales are to
this one customer The relationship with the aluminum factory 1s such that 1ts appears
that they have taken management control of the energo, despite not owning shares 1n the



company This has been confirmed by the recent disclosure that the director of
Kransoyarskenergo has sold controlling nterest 1n the Krasnoyarsk hydroelectric station
to KRAZ for a very favorable price, and without the consent of the energo’s shareholders
Given the current cloud of corruption and mismanagement that 1s hanging over
Krasnoyarskenergo we believe that 1t 1s not possible to work with them, which 1s why we
strongly recommend that this energo not be included i the Commercialization program
at this ime
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TRIP REPORT FOR KRASNOYARSKENERGO

Krasnovarsk
June 17-20, 1997

Michael Swider
Hagler Bailly Consulting

SUMMARY

On June 17-20 Michael Swider of Hagler Bailly Consulting, together with Vladislav
Khomunsk: and Marganta Zaitseva of Carana Corporation, and Natalya Trekhleb of the IFC
visited AO Krasnoyarskenergo for a short diagnostic The purpose of the diagnostic was to
familianize ourselves with the management and operating condition of the energo to evaluate
whether 1t would be an appropnate candidate for the Commerciahization program

Krasnoyarskenergo 1s in many ways typical of what we have seen at other regional energy
systems

o Collections are poor at only about 85%, with cash representing only 11% of
collections, and the remainder n veksels and barter Estimated that 10 - 12% will
never be collected Government enterprises, mostly mulitary, are the worst non-
payers

e High account receivables $389 mullion on $739 million m sales Days Sales
Outstanding = 27 5 weeks
High account payables $591 million
Large tax debt $76 million
No metenng in for residential customers, and mnadequate metering of industrial
customers

e High technical and non-technical losses 22% of heat and 25% for electric

e Low tanffs Average tanff 161 rubles/hkWh Residential customers cross-
subsidized at 100 rubles/kWh, while actual cost of service 15 248 rubles’kWh
Residential customers also pay only 40% of heating costs

¢ Large amount of staff 21,500 employees, with a large number of pensioners on
the payroll Salanes about 6 months in arrears

e Indifferent management, which sees itself as a provider of social services and not
as a busmess

¢ Fmancial reports show a phantom net profit for 1996
Krasnoyarskenergo 1s atypical 1n several ways

e Large amount of hydo-electric capacity 6,762 MW, (6000 MW from the
Krasnoyarsk hydro-electric station) plus another 6,400 MW 1n the region from the
Sayano-Shushenskaya hydro-electric station, which i1s owned by the autonomous
republic of Khakasia.

e While Krasnoyarskenergo 1s capacity short after losing the Sayano-Shushenskaya
hydro-electric station to Khakasia, and two thermal plants to RAO, the region as a
whole 1s surplus 1n power

e Energy from the FOREM 1s purchased at a cost lower than the normal FEC tanffs
through a special arrangement with the Sayano-Shushenskaya hydro-electric
station

e While RAO 1s a 51% owner of Krasnoyarskenergo, the local admimstration
controls 50% of RAO’s votng nghts, miting RAO’s control over the company

1 Trip Report for Krasnos arshenergo/Hagler Baillv Consulting/22 June 1997/Swider



e 50% of all electric power sales are to one customer - Krasnoyarsk Alummum
Factory (KrAZ)

o KrAZ recerves electrcity at a special tanff of about 60 rubles’kWh while
Krasnoyarshenergo s average cost of producing electricity 1s 79 rubles’kWh
through a special arrangement with the Krasnoyarsk hydro-electnic station

The most disturbing aspect of Krasnovarskenergo 1s its relationship with the alummum
factory This 1s, understandably, a very touchy relationship and there were difficulties learning
details about 1t For example, the taniff that KrAZ pays for electncity 1s not firm When the
price of alumunum falls in London we were told, KrAZ tells the energo to drop 1ts pnce To
mncrease 1ts operational control over the energo, krAZ has placed one of 1ts own people as the
Director of Finance at Krasnoyarshenergo

We asked how 1t was that KrAZ could recerve electricity at less than the cost of production
when selling at below cost 1s illegal in Russia We were told that 1t 1s a special arrangement
where the aluminum factory 1s not buying directly from Krasnoyarskenergo but from the
Krasnoyarsk hydro-electric dam, where the cost of production 1s officially 10 rubles/kWh The
tax authonties sumply look the other way 1n regards to this “special” arrangement I suspect
that 1t 1s thus relationship, and the fact that 1t 1s based on official shght-of-hand, that 1s leading
the push towards a regional ‘market” for electric power We were not made privy to the plans
for this market but were told that we would get a copy I suspected that the market will be a
plan to officially unbundle the hydro-electric station from Krasnoyarskenergo to allow KrAZ
to continue to buy low cost electncity but without breaking the tax laws

My suspicions where later confirmed when I leamed that the Director of Krasnoyarskenergo
had conspired to transfer controlling nterest in the krasnoyarsh hydroelectric station to the
Krasnoyarsk Alummurm Factory without the shareholders knowledge and for a price of one
fifth the nomunal value It 1s clear that the management of Krasnoyarskenergo 1s working 1 the
best nterests not of therr own company, but of the aluminum factory

FUNCTIONAL DEPARTMENTS

We had good meetings with the accounting department They were open with us and freely
shared financial and accounting information They also took the time to fully explamn how
barter 1s accounted for They were somewhat skeptical on the need for mtroducing 1AS
accounting at this time, but where mnterested 1n learning more about the system

We had an equally productive meeting with the person 1n charge of developmg an information
management system at the energo This person was brought mn from outside the company with
expernence m developing the MIS system at KrAZ At this moment his 1s analyzing the
information flows at the energo and plans to put together a team of experts to develop an MIS
system tailored to the energo’s needs

The meeting with the head of the energy sales (energosbyt) department was also productive
that he freely discussed their problems with collections and lack of metenng n the system We
doubt that we would be able to assist directly 1n the collections 1ssue, as 1t 1s political, but we
could possibly assist in developing a plan to mnstall new metering The head of energosbyt
seems particularly interested m solving problems with metering system design and nstallation

All these areas relate directly to the development of an improved MIS system As
Krasnoyarskenergo seems to be genwunely interested in improving their mformation system I
believe a project n this area could be successful, provided there was enough support from
management to follow through on recommendations We suggest that 1t would be useful for
the electric system as a whole to concentrate efforts to develop MIS systems at two or three

2
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energos, and then have the lessons learned distributed throughout the system There 1s no need
for every energo to develop a talored MIS system

RECOMMENDATION

In regards to areas where we could work under the aegis of the Commerciahization project we
believe there are a few potential projects We did not meet with the General Director despite
his presence m the building for most of our visit This indicates a general lack of mterest in the
Commercialization project

Most importantly, the management 1s working for the mterest of the Krasnoyarsk Aluminum
Factory and not the energo There 1s no pomnt 1n trymg to mtroduce financial and commercial
controls m such an environment The level of corruption at Krasnoyarskenergo 1s such that
there would be hittle point in trying to waste our resources there

The attached report from Carana has recommends that we work with Krasnoyarskenergo This
report was based on mitial impressions, which were generally favorable But n following up
on Krasnoyarskenergo, and their sale of the Krasnoyarsk Hydroelectric Station, we have come
to the conclusion that the management at this energo 1s not ready to mtroduce commercial
management mto therr company We strongly recommend aganst the mclusion of
Krasnoyarskenergo n the Commercialization project

ATTACHMENTS

e (Carana Report
1996 Balance Sheet
e Tanffs on electric and heat energy for the second quarter of 1997

)
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June, 17-20, 1997

Krasnoyarsk
JSC "KRASENERGO"

REPORT ON NEGOTIATIONS WITH AO KRASENERGO WITHIN
THE FRAMEWORK OF THE PROJECT
“KOMMERCIALIZATION OF POWER NETWORKS"”

Present at the negotiations

« Michael Swider - “Hagler Bailly”,

« Nataha Trekhleb - IFC,

+» Vladislav Khominskiy - Carana Corp

» Margarita Zaitseva - Carana Corp

Representatives of "Krasenergo”™

« Louchkovsky Alexandr Grigorievich - deputy financial director,
Podberezkin lgor Vitahevich - head of CAM department,

Vaihminivichute Alla Petrasovna - deputy Chief Accountant,

Mokrova Liudmila Sergueevna - head of the payroll department,
Shevchouk Valeri| Fedorovich - deputy General Directar,

Baranova Svetlana Vladimirovna - head of the planning and economic de-
partment,

« Briazgum Viadur Dmitnevich - director of energosbyt (energy sales dept )

GENERAL INFORMATION ON THE POWER NETWORK

Krasenergo 1s one of the biggest power networks in Russia Krasenergo
affiiates 5 heat power stations and Krasnoyarskaya GES {(hydroelectrnc power
plant) which i1s a subsidiary of Krasenergo The network also purchases energy
from 2 large GRES (regional electric power plant), that belong to RAO

Due to cheap coal and availability of hydroelectric power plants, the cost of
production of energy is substantially lower, then the average one in Russia and
makes 82 rubles per KW/h at the wholesale market and 110 rubles for the locally
produced energy Energy from Krasnoyarskaya GES 1s purchased by Krasenergo
at a wholesale rate, while the energy production cost at GES makes about 16 ru-
bles per KW/h

46% of energy 1s consumed by the Aluminum plant (KRAZ), which ap-
proximately equals the level of energy production of Krasnoyarskaya GES (20
millards KW/h per year) Besides, KRAZ purchases energy at a reduced rate,
which 1s even lover then the wholesale one and makes 60 rubles per KW/h This
tarrff value i1s due to the fact that KRAZ pays more then 50% in money and on
timely basis

Population {(6%) and agricultural sector (6%) constitute insignificant por-
tion in the scope of consumption and therefore the reduced rate for population
(100 rubles per KW/h) and for agricultural sector (82 rubles per KW/h) do not
have considerable impact on the regional industry

A large GES and a city heating and power plant are now under construction

on the temmtory of Rostovskaya region

s



Putting the GES into operation shouid lead to reduction of the average cost
of production in the region

As s the case of the whole Russian economy, one of the major problems
of Krasenergo are defaults in payment, lack of funds Money proceeds make only
14% of the total scope of sales {marnly owing to KRAZ) The rest consists of
barter, mutual settlements and bills The large number of bills, issued by Krasen-
ergo, that Krasenergao is obliged to accept from the energy consumers in pay-
ment of accounts receivable, signtficantly complicates the financial standing of
Krasenergo The market price of the bill makes 19% of its par value The compa-
nies that have funds, purchase the bills of Krasenergo and pays with them for
electric energy thus reducing money earnings

About 12% of accounts receivable are doubtful debts There are no big
problems as regards the settlements with the energy resalers

GENERAL CHARACTERISTIC OF THE POWER NETWORK

A distinguishing feature of Krasenergo is that the company had initiated
reorganization of its management system A new organizational structure of the
company had been elaborated, where significant importance was attributed to
financial department Financial Director 15 now the first deputy General Director
The structure of the financial department management is thoroughly elaborated,
new regulations on other departments are being prepared

Though the restructuring started only 1 month ago, the managenial staff
had been significantly changed, a number of young executives started to work in
the company In connection with such large scale reorganization, Krasenergo
faces a number of problems, related to proper distribution of functions, delimita-
tion of functions, delegation of powers and enhancement of the system of con-
trol

Krasenergo had inihiated a program of development of the regional energy
market, which 15 an alternative solution to the concept, suggested by RAO The
main idea of their proposal s that all the electric power plants in the Krasnoyarsk
region should not completely independent and should be owned by Krasenergo
as subsidiaries Then Krasenergo itself would solve the matters related to sales of
energy to other regions (that is competition on the level of regions, and not
plants)

Krasenergo has shown an active interest in the project implementation,
representatives of Krasenergo exhibited activity and openness during the talks
with our commussion It is a prly that nor General Director of Krasenergo, nor Fi-
nancial Director did not wish to meet with our group, though in words they were
interested in the project

Due to dominant position of the KRAZ in the Krasnoyarsk region and
strong dependence of KRAZ from the cost of electric energy, the Krasnoyarskaya
GES, as well as Krasenergo are being gradually taken-over by KRAZ First of all
KRAZ buys up the shares of both Krasnoyarskaya GES and Krasenergo and, sec-
ondly, KRAZ delegates its peopie to the management of Krasenergo A number of
Krasenergo executives, had come to work there from KRAZ, including ali major
managers of the financial department

13



MOST INTERESTING LINES OF WORK
Development of information system

The level of the existing information system may be considered as pretty
low Only several accaunting operations and settlements with the energy con-
sumers n energy sales department are computer aided Vanous accounting pro-
grams are not linked with each other, many operations are performed in parallel,
the programs interfaces are not friendly, as a rule Financial services do not have
access for analysis of information on settlements with the buyers and, specially
on mutual settiements on barter transactions Due to pour quality of information,
certain assets and settlements may not be efficiently controlied, which creates a
fertile field for abuses We could also witness lack of information for adoption of
management decisions Several typical problems that are common in many com-
panies that develop software by their own ¢ould also be noticed

o lack of cooperation between the programmers and economists,

« financial and economy services do not participate in the problem defi-
nition while software development,

e The programs are developed in such a way as to Increase the impor-
tance of programs as indispensable employees

In connection with the restructuring, Krasenergo had organized a new
group of specialists which works on development and implementation of the in-
formation system The group consists of specialists, who have long time experi-
ence in implementation of various automated information systems The special-
ists mainly came to Krasenergo from KRAZ, where they had been engineering the
plant CAM system The group on information system 1s subordinated to the Dep-
uty Financial Director

At present, Krasenergo elaborates the strategy of the information system
development To put it shortly, its mamn 1ssues are as follows

e restructuring of Krasenergo,

s analysis of documents handiing system,

* system simulation of the company operation as regards mformation
flows and functions,

s choosing a kemel (system of data base management or an open
ready-to-use software system) , as a basis of automatization of infor-
mation system,

o creating additional functions and customizing software, taking intc
consideration particular features of Krasenergo,

« provision with computer equipment for automation of information sys-
tem,

+ Personnel training

It 1s our opiion, that mutual work of consultants, experienced in management
accounting, organizational arrangements and financial management, together
with the group on information systems development, could be extremely useful
for both Krasenergo and the consuttants, parficipating in the project

The following ines of cooperation were also discussed, though they have
nat aroused much interest from the part of Krasenergo

The program of increase of funds coliection ratio.
Personnel management



CONCLUSIONS

As a result of negotations with Krasenergo representatives, we found out
that there exist a great interest in the project implementation

The restructuning that was inthiated in Krasenergo created a situation, when
consultants assistance assumes greater significance, spectally in the company
management issues

A strong team expenenced in informaton systems development and on-
ented by the planned information system towards the needs of financial services,
will allow to successiully perform consulting work in the given direction As this
takes place, works on information system development will be tightly linked with
management accounting matters, with managena!l economics and optimization of
organization structure Worlang in this direction with Krasenergo will further allow
to propagate the obtained expertise at other power networks

June, 24, 1897 Khominsky V
Zaitseva M N
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