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PRIVATE BUSINESSDEVELOPMENT IN THE RUSSIAN WATER SECTOR

S. SIVAEV AND V. PROKOFIEV

INTRODUCTION

In recent years domestic private sector actors from the EECCA region have started to play arolein
the water supply and sanitation sector (WSS) of afew EECCA countries. The most notable example is that
of the Russian Federation, where several large private operators have been set-up, each with the objective
of taking-up considerable market-share in Russia. More than 20 mostly large and medium size
municipalities in the Russian Federation now have privately operated water systems. This report analyses
private business development trends in the Russian water supply and sanitation sector over the last two
years and tries to identify the key chalenges and opportunities that this new situation is creating. It
investigates whether the model of private sector involvement that is in use in the Russian Federation is
sustainable in the long term and what it con contribute to the reform process.

THE RUSSIAN WATER MARKET AND PPP

Currently domestic private companies provide WSS services for some 11% of the urban population
and operate in at least 20 cities in the Russian Federation (see table 2 in the annex) *. Most of these cities
have a population of more than 250,000. The annual operating income of private operators more than
doubled between 2003 and 2004 and now reaches RUR 6.9 hillion, or about 6% of the total operating
income of state, municipally and privately owned water utilities in the Russian Federation (RUR 120
billion or USD 4.21 billion). In 2004 the growth of the municipal water supply and sanitation sector
revenues was at 18%, significantly less than that of privately operated water utilities at 202% (see table 1
inannex 1).

! These figures do not include cities and share of population served by regional companies or companies operating
fully privatized infrastructure facilities. Total market share of private companies could be roughly estimated as 16%-
19% of total urban population.



Figure 1: Market share of private operators in the Russian water supply and sanitation sector
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While the financial performance of the municipal water supply and sanitation sector was still negative
in 2004%, the trend is towards an improvement, largely supported by the water tariffs for households
increasing faster (at 28%) than production costs for this consumer group (at 26%, see annex, table 1)). In
large cities with a population of 200,000 and more, most water utilities enjoyed operating profits, while in
smaller towns and in rura areas (settlements with populations of less than 5,000) most water utilities
incurred losses.

The entry of private businesses into the Russian WSS sector dates from 2003 when many large
businesses declared their wish and preparedness to meet the challenge of supplying Russian end-users with
electric power, heat, and water supply services. This was a politically motivated declaration made on the
eve of the presidential election when the regime was particularly interested in sharing, with business, the
responsibility for a sector in difficult condition. Still this declaration had great strategic importance as it
signified big business' growing awareness of the potential benefits of the WSS sector as a new market with
stable demand, significant cash flows, and limited competition.

This process was characterized by:

* The fast (in half a year) appearance of 5-6 companies positioning themselves as national
communal (utility) services operators;

* The active expansion of the companies business in various Russian regions with the intent to
obtain control over power, heat, water and wastewater supply facilities, initially mostly for
political rather than economic reasons;

2 In this case the financial performance is defined as operating revenues minus operating costs across all water
utilities.



The signing of about 20 short-term utility leases (without investment commitments) and detection
of many objective and subjective obstacles to private businesses entry to the public services
market;

The clear dominance of the Russian Communal Systems Joint-Stock Company (JSC) during the
initial period, when it managed to set-up daughter companies and/or open branch offices in 24
Russian regionsin one year.

The past year has brought many changes in the government/business relations in the public service
sector, the most notable of which are:

1

Magjor improvements of the sector-related legidation through enactment of laws “On Principles
of Utility Tariff Regulation” (December 2004), “On Concession Agreements’ (July 2005), and
the new “Housing Code of the Russian Federation” (December 2004). The laws are expected to
significantly improve the investment climate in the sector, and in the WSS sector in particular.
However, the real effect of thislegislation will become tangible no sooner than next year.

The position of the big Russian private companies, which two years ago were so eager to develop
the market for public services, has become more financialy oriented and less politically loaded.
Particularly notable changes are evident in the most prominent private operator - Russian
Communal Systems JSC - which has reduced its presence in the field to only 13 regions.

A new important trend towards long-term lease contracts, including investment commitments has
emerged (such contracts may be easily converted into concession agreements). Already more
than 10 contracts of this type have been concluded in the WSS sector.

In the past year municipalities, for the first time, offered their WSS facilities for private operation
through public tenders.

Alongside big companies marketing themselves as national public service operators, Russian
regions are also seeing the emergence of regional private operators that usually are affiliated
either to regional power producers or powerful regional politicians.

In many countries, engagement of foreign operators for water servicing is common practice,
unlike in Russia where they have not met with success yet and are now less active.

These points are discussed in more detail in the following.



LEGAL TRENDS

Two recent legal developments should help to improve the situation for a durable involvement of the
private sector in operating water supply and sanitation infrastructure in the Russian Federation.

A new law on “Fundamentals of Utility Providers Tariff Regulation” (Federa Law nr.210-F2), is
coming into force on 1% of January 2006. It is expected that this law would help to reduce the tariff risk for
utilities by making the change of tariffs more predictable, as it requires tariff setting authorities to take the
full cost of operating and maintaining water systems into account and to set tariffs for a specified duration.
The law aso requires the involvement of the public in the process of tariff setting, and associates this to
obligatory affordability assessments for household tariffs, which should help to improve the acceptance of
tariff increases in the population. It aso introduces awater utility performance monitoring system based on
performance indicators, including the publishing of the data.

In order to set a better legal basis for the involvement of private operators in the WSS sector, the
legidlator has also adopted a federal law on “Concession Agreements’ (Federal law nr.115-FZ adopted in
July 2005). This law includes provisions regulating the fundamental guarantees of the rights and legal
interests of the concessionnaire, aimed at protecting his investments against expropriation, including
unfavourable changes in taxation and/or regulatory framework. The law also stipulates that concession
contracts need to be awarded in open competitions.

The package of laws on housing and communal services sector approved in the fall of 2004 has
established a private sector participation system, based on the “French” model, and concluded severa
years of intensive debates in the Russian Federation, which also considered the “German” model
(corporatisation of water utilities including transfer of ownership of WSS infrastructure to the utility, but
with a controlling share remaining with the municipality) and the “UK” model (full divestiture of WSS
infrastructure with regul atory oversight). The debate came to this conclusion, because it was perceived that
the “French” model alows for a stronger role for the private sector and more competition than in the
“German” model, while not requiring the same, sophisticated regulatory capacity to be ingtalled at the
central government level asin the “UK” model.



CONTRACTS

While at the outset, most PPPs were short term leases, about half of them have been transformed into
long term leases over the past year. Between 2003 and 2004 more than 10 contracts for terms between 15
and 49 years were concluded, with the total serviced population covered by them approaching seven
million.

This is, of course, a strategically important outcome, which will encourage the inflow of private
investments into the water sector.

It should be remembered that in the early years of private operation of water services in Russia,
preference was given to short-term leases, typicaly lasting no more than 11 months. The main reason for
this were “technica barriers’, which made signing of long-term leases impossible: Russian law provides
for mandatory registration of such leases which, in turn, supposes mandatory assessment and registration
of leased property. However, in Russia there was no practice to assess and register municipal property
when it was put under operating control. Therefore, due to the underdevelopment of the municipal
property registers as well as of the property appraisal markets, procedures for utility assessment and
registration proved to be both time and money-consuming. For this reason, private operators concerned
with getting fast access to the market chose to conclude short-term leases (not subject to mandatory
registration).

However, apart from this, there were aso other factors that explain the careful approach of both
investors and public authorities to long-term contracts:

Public authorities were mostly concerned with the risk of losing property of assets, since the Russian
Civil Code alows the lessee, after fulfilment of investment commitments, to claim ownership in newly
built or modernised facilities.

Private investors are also exposed to risks associated with long-term contracts, mainly through
uncertainty over tariffs where it is unclear whether contractual arrangements over tariffs may prevail over
the authority of administrationsto set tariffs.

As a consequence, long term leases that have been concluded in the last year are legally very fragile,
which is why many are rather declarative and resemble memoranda of understanding more than actual
contracts. However, it cannot be denied that these contracts have a great politica value.

The new concession law confronts market actors with an interesting dilemma. The reason for thisis
that contracts that are based on the new concession law will alow to palliate most existing problems with
long term contracts. However, such contracts can be placed only through a tender, while a lease may be
concluded under a non-competitive procedure. Contracting parties will have to choose between less
competition associated to high risks during execution of a contract on the one hand, and competitive
selection of the operator, associated to smaller follow-on risks, on the other. Most likely both options will
be in demand.



INDUSTRY STRUCTURE

The past year witnessed magjor restructuring processes in the industry. Some companies market
themselves as national water operators, which isto say they express their interest in the devel opment of the
water supply operations in various Russian regions. All these companies are backed by financially strong
shareholders.

This group of water operators includes:

e Russian Communal Systems (RCS) —a company running water businesses in six Russian cities
with atota population of some two million;

e Eurasian Water Partnership —acompany running water businesses in two Russian citieswith a
total population of more than two million;

»  Novogor-Prikamje— a company running water businesses in two Russian cities with a total
population of some one and a half million;

 Rosvodocanal — a company running water businesses in two Russian cities with a total
population of more than one million.

Three companies from this group have been operating in the utility market since 1994, while Eurasian
Water Partnership was created only last autumn. Two other business entities that initially intended to enter
the Russian water supply and sanitation market did not show any activity so far.

Alongside with the stepping up of the involvement of big businesses in the utility market, the water
sector witnessed several new trends in the last year as a consequence of the ongoing corporatisation of
water utilities.

The firgt trend lies in the fast emergence of regional private operators in the utility sector. Usually
these are affiliated either to powerful regiona politicians or to regional power producers. A good
illustration is the case of Krasnoyarsk City where the Krasnoyrsk Communal Company, created as a
privately-owned entity, was contracted for management of utility and housing property for the city
(population, one million), including water and sewage facilities. The company is loyal to the interests of
Mr. Khloponin, the governor of Krasnoyarsk Region, and co-owner of Norilsk Nickel,. The company is
headed by the former vice-governor of the region.

The dynamism of regional energy companies in the utility market may be exemplified by many
Russian cities. For example, their initiatives in Barnaul (Altaj Kray’s capital city with a population over
500 000) and in Leningrad Oblast are particularly noteworthy. In these areas, regional power producers
and national operators joined their efforts and created cooperative ventures for utility services
management. In Barnaul, such a venture was founded by Rosvodocanal, a national operator, and
Barnaulenergo, a regional energy company, for management of the city’s water sector. In Leningrad
Region, top managers from Lenenergo, a regiona energy company, and Novogor Company established a
cooperative venture for managing a low-voltage network belonging to rural municipalities of the region.
This trend may be deemed positive and indicative of the growing interest in the utility sector of regionad
business elites alongside Moscow-based business mgjors. The contractual arrangements in these cases
follow the same pattern as for the national operators, where the infrastructure remainsin public (municipal)



ownership and is managed by private companies on a contractual basis. Market share of private regiona
operators could be estimated as 3-5%.

The second trend is the conversion of municipal water enterprises into joint-stock companies who
own the WSS infrastructure, with the equity entirely belonging to municipal or regional governments. The
case of Yuzhno-Sakhalinsk, Primorsky Kray (Vladivostok) and Stavropol may serve as examples of this
model of corporatisation. In these cases the ownership of WSS infrastructure operated by former
municipal\state water utilities has been transferred to newly created private companies as an equity
contribution, in fact following the “German” model. The trend towards using this model appears to be
progressing steadily. Big private operators disapprove such practice as they believe that loca
administrators use it as an instrument for hidden privatisation of public property. Around 2-3% of WSS are
provided through privatized infrastructure.

COMPETITION

When interviewed, major private operators point out that the huge size of the Russian market for
water servicesis going to limit competition at least in the medium term. As the supply of potential projects
is far larger than the current demand of private operators for projects, intensive competition is likely to be
limited to a few high profile deas. Today private operators have to compete mostly with loca
administrations, which may be tempted to keep cash flows from water supply and sanitation under their
control.

Unlike Russian private operators that have been rather successful on the water market, international
operators have so far largely failed to establish themselves on the market. In the past year they have won
no contracts for water facility management. Repeated attempts by Veolia, a French operator, to obtain
operating control over the water and sewage sector in Podolsk City and other towns in the Moscow Region
have been unsuccessful. This has been the case for dl other foreign operators. The primary reason is the
low transparency of deal making. Until now, the better part of leases, including long-term, were concluded
under a non-competitive procedure. The current practice of non-public negotiations has resulted in a
certain priority given to domestic operators. This priority isaresult of Russian operators better knowledge
of the intricacies of the water sector and the decision making mechanisms rather than the result of
corruption practices (although this risk should not be fully ruled out in circumstances of low transparency).

International private operators will be better placed to participate in the market, when significant
investment will be attracted into the sector, as they have a competitive advantage in accessing low-cost
capital. Therefore it is important for them to keep operating in the Russian water services market despite
the low success rate to date, so as gain knowledge of the market and to be ready to step in when the
opportunity arises.

Only two Russian cities (Omsk and Berezniki) have so far set-up a competitive bidding process to
award contracts for the operation of their water services. Both of these tenders have been contested. The
tender in Omsk has been criticised for having been manipulated, with only one of the bidders having the
necessary credibility to receive serious consideration by the municipa authorities. The tender in Berezniki
resulted in two strong bids being put forward, but the award of the contract to one of them has been
challenged since then in court and the bid evaluation criteria have been criticised for being too subjective.
With the recent adoption of the Russian Concession Law, which requires the competitive bidding for



concession contracts the number of tenders is likely to increase, building-up the needed experience and
capacity to organise such tenders more effectively in the future. As mentioned earlier, the lack of serious
bidders might however reduce the effectiveness of this approach.

INVESTMENT

Only now that long-term contracting has become actual practice it is reasonable to expect the inflow
of private investments into the water sector. A year ago, when contracts were made mostly for a short term,
the question did not arise. However, even today real private investments are rare. It is clear from available
reports on utility sector investments, that today such investments are financed from operator’s own funds,
either from tariffs, i.e. profit, amortisation and capital repair charges, or from equity capital.

What this situation suggests is that the sector is not yet attractive for private investment, both due to
its currently low profitability, and to the significant financial risks that are associated to such operations.

Private operators are therefore calling for government guarantees to insulate their business from some
of these risks, as well as access to low interest loans, and the possibility to use future operating incomes as
collateral for bank loans, which currently is not acceptable by Russian commercial banks. They are adso
demanding improvements in the institutional set-up that would allow them to reduce risks, such as more
predictable tariff-setting procedures, and more control over the collection of payments through more
effective enforcement mechanisms, including the allowance of disconnection of users.
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