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Abstract

This paper explores interactions between regulatory and political institutions during the reform process of the three major
natural monopolies’ sectors in Russia: electricity, natural gas and railroads. An empirical analysis of institutional and political
factors that proved to determine natural monopolies’ responses to the regulatory environment is provided. We find that regu-
latory institutions are week that allows for multiple regulators with often confronting goals. The prevailing de jure regulatory
rule is the cost-based regulation. However, current economic situation, political and institutional configurations force the
government to set caps on natural monopolies’ tariffs taking into account short-term inflation targets. This practice breaks the
cost-based logic of utilities regulation in Russia bearing resemblance to sliding-scale regulatory scheme. What makes this
scheme ‘implicit’ is the vagueness of power distribution between regulatory agencies and the lack of explicit profit sharing
rule. That hampers the progress of reforms and favours lobbying rather than restructuring.
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1. Introduction

After the financial crisis in August 1998 Russia has faced an unprecedented economic up-
heaval with the annual GDP growth averaged by 6,7%. Despite recovery being accompanied
with the rise of investment and structural changes in the economy (the latter are mainly ex-
plained by import substitution effects after the sharp devaluation of the local currency), it still
retains huge non-market sectors, namely infrastructures, that could potentially either hinder
or foster the revival of economic activity in the country depending on their efficiency. The
size, climate and geography of Russia make the role of infrastructure sectors very peculiar, so
they constitute rather than simply serve the economy. Configuration, capacity and density pa-
rameters of these networks have been to a great extent inherited from the Soviet times where
production and consumption structures were politically rather than economically determined.
During all the period of transition there was no infrastructure capacity constraints faced by the
economy which size was nearly halved. Yet quality of services, productivity and effectiveness
of production left much to be desired. It was restructuring of infrastructure industries but not a
mere redirection of the ownership rights from the public domain into the private domain as in
case of privatisation that was viewed (at least in the Anglo-Saxon tradition) as a ‘natural’ way
to eliminate such inefficiencies. In practice, however, when economic rhetoric adverts to such
vertically-integrated industries as ‘natural monopolies’ the restructuring policy meaning disin-
tegration of something monolithic may be perceived as ‘unnatural’ policy measure (see
Schroder (1998) for the formal analysis of inefficient state-owned enterprises restructuring).

In this paper the term ‘natural monopolies’ refers to the three main infrastructure industries,
i.e. electricity, natural gas and railroads, that all have natural monopoly element in the core of
their businesses. It is common (though incorrect from the theoretical point of view) to adhere
to this term in relation with the three major corporations dominated in these industries,
namely RAO UES (Unified Energy Systems), Gazprom (natural gas monopolist) and RZD
(former MPS — Russian Railway Ministry). This terminology is extensively used in Russia in
economic and political debates partially because their monopolistic status get used to be per-
ceived by the public as ‘natural’, partially because their demonopolisation had been consid-
ered by industries’ lobbies as “‘unnatural’ solution for problems of this industries that had been
cumulated during 90's. We exclude from the current analysis all the other infrastructure sec-
tors (such as telecommunication, oil pipelines, postal and airport services and local utilities)
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and concentrate on natural monopolies’ reforms issues that are broadly discussed at the fed-
eral level.

Formally, energy and gas sectors’ reforms were announced by the government at the very
early stage of transition (in mid-90s). The ideas behind these reforms were partial privatisa-
tion without restructuring, liberalisation of some prices and activities, introduction of compe-
tition and reservation a role for the state in the form of ‘golden shares’. In reality the market
and political power of the three (together with railways) natural monopolies had persisted.
Moreover no factual separation between state and industries had occurred that helped to resist
every effort to impose serious competition or increase transparency. It is the change of politi-
cal configuration (after Putin being elected as a president in 2000) that made natural monopo-
lies’ reform politically feasible. Essential rotation of political elites and strengthened state de-
creased the political resistance to reforms. Being preconditioned by the achieved macroeco-
nomic stability the new window of options for the market oriented reforms opened. It took
another four years for the electricity and railroad reform packages to have been pushed
through the parliament (in 2003) and would need extra time to start the gas sector restructur-
ing (if any).

On the one hand it was the choice of the president to start reforms and formulate their priori-
ties. On the other hand the design of reform packages was leased out to reformed industries.
One possible theoretical rationale for such a choice made by a particular political force or
group of interest is presented by Tornell (1998). He points out that reform can be used by
some powerful groups as a tool to limit the power of their political opponents (let us say the
former elite). Advocating the idea of endogenous institutional change he also argues that
groups with common access to the economy's resources find it individually rational to over-
appropriate resources. The following deterioration of the economy drives it to a crisis result-
ing in the reform. On the contrary Rodrick (1996) assumes that policymakers have the
autonomous power to set the reform agenda. Having much in common with Rodrick’s inter-
pretation situation with natural monopolies’ reform in Russia turned out to be more compli-
cated.

Tangible signs of economic recovery revealed the main infrastructural problems: lack of in-
vestments, low quality of services and absence of internal incentives to minimise costs. To
remedy the situation a ‘new’ reform strategy was proposed for all the three natural monopo-
lies including deregulation and unbundling of vertically integrated services. To encourage
competition where possible was the leitmotif of reforms in case of rail and electricity sectors.
Major priorities, goals and set of measures appeared to be in line with international experi-
ence of natural monopolies’ reforms with special attention paid to stability preservation via
gradual approach (see von Hirschhausen and Waelde (2001) for the institutional interpretation
of energy sector reform in Eastern Europe and the CIS). Admitting the importance of such
measures one cannot but recognise as necessary establishing a new regulatory system to ac-
company rather that substitute this pro-competitive policy. However little concrete could be
found in reform packages about the way it should be organised. Nevertheless during the initial
stage of reforms, period of search for optimal reform package, natural monopolies were sub-
ject to tariff and non-tariff regulation.

The aim of this paper is to provide the conceptual framework for the study of regulatory proc-
ess in Russia. We answer several questions: 1) what is the real (de facto) regulatory mecha-
nism in Russia and how does it work; 2) what determines the 'weakness' of regulatory institu-
tions in Russia and how to reform them in order to stimulate natural monopolies to restruc-
ture. It is the political economy that attempts to capture the features of such a highly politi-
cally oriented process as the reforming of natural monopolies turns out to be.

The paper proceeds as follows: section 2 describes the role of natural monopolies in Russian
economy and the problems with them. Section 3 analyses the formal regulatory institutions
and answers the question who regulates what and how. In section 4 we shed light on the po-
litical economy context of the natural monopolies’ reforms. Section 5 discusses regulatory



policies and outcomes as a result of interaction of formal and informal institutions. Section 6
compares the programmes of the natural monopolies’ reforms and questions the consistency
of reform measures. Finally, section 7 concludes the paper.

2. ‘Natural’ problems with infrastructure sectors in Russia

One can hardly overestimate the role natural monopolies play in Russian economy. The total
output of the three mentioned natural monopolies together with telecommunication sector ex-
ceeds 15% of GDP, their profits add up to 25%, capital investment — 20% of the whole econ-
omy. The well-being of these sectors could potentially guarantee either the basis for the long-
run growth (via provision of infrastructure services) or allow the rest of the economy (through
the mechanism of cross-subsidisation) to be at least in the short run relatively competitive'.
The position of Gazprom in the economy is more than crucial. About 30% of the federal
budget revenues are collected form taxes levied on Gazprom and its dividends.

Table 1. Major Natural Monopolies in Russian Economy in 2002

RAO UES Gazprom RZD (MPS)
Formation 15.08.92 17.02.93 18.09.03
State ownership 52.5% 38.5% 100%
Infrastructure 96,1% 100% 100%
Industry share transmission - 100% transmission - 100% rail carriages -100%
electricity - 69,4%  gas production - 88% freight turnover - 39%
heat - 32,8% passenger turnover - 41%
Total revenue, bl. RUR 564,7 990 418.,6
Pre-tax profit, bl. RUR 44,7 147,9 16,9
Profitability 7,.9% 15% 4%
(pre-tax profit/total revenue)
Equity capital, bl. RUR 152 1711 1535,7°
Book value of fixed assets, bl. RUR 521,8 1855 41
Liabilities, bl. RUR 12,3 388 30

Source: Goskomstat, Natural Monopolies 2002 Annual Reports

Exchange rate in 2002: $1~RUR30
- 100% state-owned enterprise, 2003

The figures about profitability of natural monopolies should be judged with great care be-
cause each multiproduct natural monopoly is able to resort to cost-padding practices when
manipulating with these figures. A striking example can be found in the official report of the
MPS in 2002 where they shown huge 42,8 bl. RUR of net loss with the credit repayment of 23
bl. RUR. The financial position of electricity sector is fairly stable though it is not clear (even
for RAO UES managers) how long will the industry exploit the capital stock built in the So-
viet past without serious re-equipment. In case of Gazprom the lack of investment and huge
debt may seriously undermine the new gas-field developments.

Inefficient investment policies

It is worth mentioning that during all the post-crisis period (started from 1999) natural
monopolies’ have been demonstrating positive profits with virtually no direct subsidies from
the government (the indirect government support of these industries mainly takes the form of
debt to the government). Nevertheless neither such a fairly comfortable financial position
reflects the genuine profitability of the main activity not the situation with the network assets
of natural monopolies. Basically speaking, the question about the real level of deterioration
and obsolescence of infrastructures remains unanswered due to the lack of thorough
professional expertise (owing to missing technical monitoring competency of regulatory
agencies) and insufficient transparency of the monopolists. From the accounting point of view
infrastructure assets have depreciated up to 55. In 1998, for example, accumulated
depreciation in electricity sector was 48,3% that slightly below the economy average 50,4%

' This issue is currently on the agenda of WTO accession negotiations with Russian counterparts.
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sector was 48,3% that slightly below the economy average 50,4% whereas in 2001 it turned
out to be 3,7% higher than in the rest of the economy.

Bearing in mind the information asymmetry we notice here that these figures reveal some in-
formation on the investment policy and, to a larger extent, on the depreciation policy in the
past but cannot be considered as a serious economic argument in favour of demand for new
investment, converting the disputes about the need for infrastructure investments from the
economic ground to the political one. Nevertheless it is commonly asserted that natural mo-
nopolies have not been serving customers as well as they could have. To fight with those
problems Putin's Government initiated the natural monopolies’ reform, specifically in such
sectors as rail transport and electric power, so that they provide their goods and services more
effectively and more according to the wishes of consumers.

Unlike RAO UES and RZD, Gazprom has additional financial resources from its export reve-
nues to finance investment programs and to keep the domestic prices for natural gas at a low
level (about $20/1000m’ in 2002 that is 1/5 of price of sale to Western Europe). The follow-
ing figures would help to get some insight about the scope of structural and price discrepan-
cies in Russian economy: natural gas is sold to Kazakhstan at a price twice as high as domes-
tic one, reduced fuel oil price is 3 times higher in summer and 4-5 times higher is winter, coal
price is 1,5-3 times higher per equivalent unit. By no means the need to smooth such dispro-
portions will impose some extra constraints on the ways, speed, sequencing and timing of
natural monopolies’ reforms.

Cross-subsidies

Several types of cross-subsidies in natural monopolies’ sectors take place in Russia. First one
comes from the matural' (or economically rational) behaviour of the monopolist that discrimi-
nates between various consumers with different elasticities of demand functions charging
higher prices for those with higher willingness to pay (so called Ramsey pricing). Good ex-
ample of such a policy is the schedule of railway tariffs (Preiskurant 10-01) that distinguishes
between three types of load relative to their value added. As for the gas monopolist it subsi-
dises domestic consumers from its export revenues. In both energy sectors regulatory policy is
designed in such a way that allows significant cross-subsidisation of households at the ex-
pense of industrial consumers.

Another type of cross-subsidies has much to do with politics. For instance, mass-scale grant-
ing of individual tariffs, departmental telegrams and instructions on particular tariffs of the
Ministry of Railway Transport (which until September 2003 combined economic and admin-
istrative functions), and anti-competitive behaviour of railroads (delaying or even refusing the
provision of access to the essential facilities) have been creating unequal conditions for inde-
pendent operators, forwarding agents, proprietors of the rolling stock, and have been infring-
ing the interests of economic entities and citizens (see Dementiev and Doronkin (2001) for the
detailed analysis).

From the political economy point of view such a ‘flexible’ tariff policy could be viewed as an
outcome of a political bargaining between regulator, natural monopoly and powerful pressure
groups and could be justified as a ‘rational outcome’ in this sense. In addition it turned out to
be ‘rational’ from the governement’s point of view because liquidation of cross-subsidies in
these sectors would inevitably increase on-budget expenditures that could be undesirable for
the government seeking fiscal stability (budget surplus, foreign debt repayments) and viewing
it as a key to growth and necessary precondition to stay in power. Indeed, Russian natural
monopolies de facto subsidise the rest of the economy through low tariffs and enterprise ar-
rears. Again the final outcome of the regulatory process can be viewed as a resultant force of
different interest groups’ pressures.

Social attitude

Another considerations that to some extent affected the design of reform packages come from
social attitude towards services provided by natural monopolies as public goods. For decades
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economic agents get used to consume those services without taking into account their price
(because it was low enough not to bother about) considering them as a natural duty of the
state. Hence, remaining vital in providing necessities of life to people and being key inputs to
the rest of the economy natural monopolies deserve a special attention when regulated.

It is not clear then what is the 'fair' price for such services from the socio-economic point of
view because the criteria of fairness remain unclear (even theoretically) and are not stated ex-
plicitly in the law. What makes them biased in Russia is the very nature of regulation intended
for balancing conflicting interests and taking into account electoral behaviour of the consum-
ers.

3. Formal regulatory institutions

Due to the specific role natural monopolies’ sectors traditionally play in Russian economy
they were considered during the transition period as a buffers of stability meaning status quo
bias in regulatory approach as well as structural policies. It was 1995 when the construction of
the modern institutional basis for regulation started. In this section we first list the regulated
spheres of natural monopolies’ activity, then we analyse methods of tariff regulation as they
are seen legally, and finally describe regulatory agencies and their responsibilities®.

Scope of regulation

The Law on Regulation of Natural Monopolies defines 'natural monopoly' as a situation on a
goods market where from technological point of view (decreasing average costs of produc-
tion) demand is satisfied more effectively in the absence of competition and there are no close
substitutes for the goods produced by the subject of natural monopoly, so demand is inelastic
in price. It is worth mentioning here that neither returns to scope nor subadditivity of cost
functions are ever used in legislature to define the boarders of natural monopoly as a firm. In-
stead, it is stated in the law (original version dates back to August 1995) that the following
particular spheres of natural monopolies’ activities are regulated on the federal level:

- trunk pipeline transportation of oil and oil-products,

- pipeline transportation of gas,

- services for electric and heat energy transmission,

- carriages by rail,

- services of transport terminals, ports and airports services, postal services.

The last version of the law (March 2003) distinguishes between services for electric energy
transmission, electric energy dispatching and heat energy transmission. What can be observed
from the very list of regulated spheres is the fact that with one exception they all refer to in-
frastructure services. In the case of railway transport the price for the whole bundle of verti-
cally integrated services is regulated. An intriguing amendment was 'railroaded' through the
parliament in January 2003 — it constitutes a period of transition from the final (or end-user)
price regulation to regulation of railway infrastructure services. But what makes this situation
peculiar is the lack of explicit criteria to detect the end of such a period of transition.

The scope of regulation at the federal level in energy sectors is also broader than only regula-
tion of tariffs for infrastructure services. In accordance with the Federal Law on Electricity
and Heat Energy Regulation (April 1995) the suppliers' prices are also regulated’. Finally the
Law on Gas Utilities (March 1999) expands the scope of regulation in gas industry beyond
the natural monopoly spheres. As it is stated in the law the regulation of tariffs for pipeline
transportation services may be substituted (by the government's decision) by the state regula-
tion of prices for the ultimate consumer.

% See Berglof et all (2003) for the description of general regulatory institutions in Russia.

3 For almost eight years state regulation of end-user tariffs for electricity and heat energy was substantiated by
the existence of natural monopoly in these spheres. Only in March 2003 the obvious contradiction with the Law
on Regulation of Natural Monopolies was eliminated though regulation itself even strengthened (see Table 2).
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Along with price regulation of natural monopolies there are several other instruments to influ-
ence their performance such as:
— determination of the so-called 'non-excludable' consumers to be served mandatory
and/or minimum (social) norms of their consumption,
- control for changes in ownership structure exceeding 10% of equity capital,
- control for access right to infrastructure to be provided on a non-discriminatory basis.

Ultimately, legal institutions allow regulatory authorities in Russia to pursue regulatory poli-
cies that penetrate in virtually all spheres of business of natural monopolies. Formally, the
scope of regulation turns out to be large enough to have complete state control over these sec-
tors of economy.

Methods of price regulation

Without loss of generality one may argue that for all the three natural monopolies the prevail-
ing rule of tariff regulation is the cost-based regulation. As it is stated in the Law on Regula-
tion of Natural Monopolies the when assessing the validity of costs regulator takes into ac-
count

- production costs, including wages, raw materials and overhead costs,

- taxes and other payments,

- value of capital, demand for investment necessary for reproduction, depreciation,

- forecasted profit,

- remoteness of consumer groups from the area of production,

- adequacy of quality of services to consumer needs,

- subsidies and other measures of the state support.

This method of regulation requires very detailed information about performance of the regu-
lated entity and results in the particular formal procedures to be implemented. There is a list
of special requirements for the natural monopolies to follow when submitting information to
regulator. What needs to be emphasised here is the information on investment demand and
necessity for extended reproduction.

Since internal funds historically proved to be the major source for investment in natural mo-
nopolies’ sectors (88.7% in electricity, 54,3% in gas, and 94,0% in railways in 1999) tariff
policy is organised is such a way that the planned profit included in regulated prices is deter-
mined by the planned (declared) investment but not by the cost of used capital. On the con-
trary, additional internal sources for investment are created via inclusion of specific 'invest-
ment component' on the tariff base. That makes reasonable for the regulated industry to lobby
for the huge investment programmes, manipulate with accounting, make threatening gestures
about the increasing risk of destabilisation, etc. Comparing to the case of over-investment in
the presence of rate-of-return regulation (so called Averch-Johnson effect) we have here dif-
fusion of investment between uncompleted projects as a result of such a 'cost-plus-investment
based' regulatory practice.

Since it is not very difficult for the monopolist to justify the need for investment if regulator is
poorly informed about the real state of affairs in the industry it has become the prevalent prac-
tice to inflate the investment programmes.

Along with this method there emerged in legislature some preconditions for the new ap-
proaches to regulation. Namely in accordance with the government's enactment on adoption
of Basics for Pricing Electricity and Heat Energy (April 2002) regulator is free to use other
methods such as tariff indexation (in case of high inflation) and setting ultimate consumer
prices as a weighted average from the regulated and competitive prices on the wholesale mar-
ket. In order to attract investors in the energy sectors regulators also have the right to imple-
ment rate-of-return regulation (where allowed rate of return on invested capital is limited by
the discount rate plus 10% in case of rouble investment and LIBOR plus something in case of
investment made in foreign currency). But the methodology elaborated by FEC has been
never approved by the Ministry of Justice. In December 2003 the government order assigned



FEC to elaborate the Programme of changes in regulated electricity tariffs in 2005-2006
where rate-of return principles together with price-cap features (medium-run perspective) of
regulatory scheme were declared. One may notice in this document that regional energy
commissions are empowered to appeal for tariff revision on demand.

Admitting the importance of the emergence of such approaches to regulation one must con-
fess that 'cost-plus-investment' principle in tariff setting dominated others during the period of
time considered in this paper.

Who regulates what?

Hereinafter we describe changes in formal regulatory institutions occurred in Russia since
1995 when serious attempts to establish 'capitalist' regulatory system in natural monopolies’
sectors were undertaken.

The main law that constitutes all the regulatory system was issued on 17 of August 1995 —
several months after the Presidential Decree on the establishment of the Federal Energy
Commission (FEC) as a regulatory agency in energy (gas, oil and oil-products, heat and elec-
tricity) sectors. It took one year to for the FEC to start its work in August 1996 and two years
for the Federal Service for Regulation Natural Monopolies on Transport (FSEMT) as a trans-
port regulator in September 1997. After a year of functioning immediately after the crisis
FSEMT was liquidated and its functions were passed to the Ministry for Antimonopoly Policy
(MAP). Interestingly in May 1999 FEC was abolished by the Yeltsin's Presidential Decree but
this decree was interrupted in June 1999.

The ‘new’ approach to regulatory policy was clearly declared in one of the government en-
actment in just two months after Putin started his work as a prime-minister. The Government
Enactment No. 1158 in October 1999 (On provision of economically sound principles of pric-
ing natural monopolies’ services) said that in order to moderate inflation process in the econ-
omy and provide economically reasoned principles of pricing natural monopolies’ services
Government assigns Ministry of Antimonopoly Policy and FEC to set these prices on the ba-
sis of costs of production, investment demand, depreciation, forecasted profits, distances to
final consumers, correspondence of quality to consumers' needs, as well as government subsi-
dies and other measures of state interventions in natural monopolies’ activities. This enact-
ment commemorated the end of prohibitively restrictive policy of 'freezing tariffs' that took
place in Russia in 1997- October 1999 and was aimed at stopping the inflationary processes
and providing an additional push to national industries (along with sharp currency devalua-
tion), and meant the return to principles stated in the Law on Natural Monopolies. In the end
0f 2002 the Government Act on gas regulation is issued where FEC and the government regu-
late different tariffs in gas sector (government sets retail price while FEC is responsible for its
structure regulating production, transmission and distribution components). In September
2001 Presidential Decree transferred additional regulatory power to FEC extending it to natu-
ral monopolies on transport, particularly railway transport.

To get deeper into details of tariff regulation it is useful to consider the special law on regula-
tion in energy sector because it concerns about regulation of potentially competitive spheres
that fall out the law on natural monopoly.

Table 2. Evolution of the Federal Law on Electricity and Heat Energy
Regulation

Status of Regulator(s) Tariff revision timing Principles of regulation
&| Establishment of FEC (with the | No less than 3 months Energy is supplied to all consum-
S government approving its status) ers by fixed tariffs
F .
- ?;rﬁ?sexeCUtlve agency to regulate Tariffs are calculated and ratified
on the basis of planned costs and
FEC is financed from the federal profits
budget




11.02.99

Legal status of RECs is specified

FEC financed out of regulated
tariffs

Preferential tariffs can not be
financed by expense of other
consumers

10.01.03

Government sets tariffs at the fed-
eral level, RECs — at the regional
level

Setting tariffs annually before
the federal budget on the next
year is adopted by the federal
(regional) parliament

Openness of information about
regulation

Providing economic justification
of costs of production, transmis-
sion and distribution

Taking into account the perform-
ance during the previous period

26.03.03

Government or FEC are qualified
as regulators

Government defines the authority
of FEC and its volume of power in
regulation

FEC and RECs are financed from
the federal (regional) budget

Federal (regional) government
defines the procedure of setting
assignments to budget from regu-
lated tariffs to finance FEC (RECs)

No less than 12 months

If regional tariffs exceed that
set by the government addi-
tional expenses are financed
from regional budgets

Regulation of tariffs can be dif-
ferent for volumes consumed
within the social norm and above
it

Balancing economic interests of
suppliers and consumers on the
basis of availability of energy and
reasonable rate of return on capi-
tal invested production, transmis-
sion and dispatching

Government or FEC coordinate
RECs' decisions

Disputes on tariff regulation are

Government may set tariffs
differently for different peri-
ods of time, consumer groups,

07.07.2003

regional and other conditions

considered by arbitrage

What makes things even worse is the presence of another agency, namely Ministry of Energy
(Minenergo) that is responsible for the strategic investment policy in electricity and gas sec-
tors. As for the railway transport investment policy used to be an integral part of the state pol-
icy carried out by the federal Ministry of Railway Transport (MPS).

One may conclude from this description that at the federal level formal institutional frame-
work allows for the presence of 'double regulator'. Legislative boundaries on regulatory deci-
sions are very unclear — distribution of powers between different de jure regulatory agencies
is vague leaving much space for discretionary regulatory policies. To complete the picture it
is worth mentioning here that prescriptive methodology of regulatory procedures to follow by
each regulatory agency is elaborated and approved by the Government. Formally, as it is
stated in the Government Act on gas regulation, regulation of gas tariffs is based on instruc-
tions app4r0ved by FEC and coordinated by the Ministry of Economic Development and Trade
(MERT)".

As a result formal regulatory institutions in Russia can be characterised an unstable and soft.
From the legislative point of view there exist multiple regulation when the regulatory powers
are distributed between FEC, MAP, MERT, MPS, Minenergo with the Government on the
top.

As structure and institutions of natural monopolies’ markets are greatly inherited from the
Soviet planning system the approach to regulate them remains to be ‘cost-based’ by nature.
Besides, the co-ordination of natural monopolies’ tariffs bears resemblance to what used to
happen in Soviet times when enterprise got used to ask for more having in mind the possibil-
ity for their claims to be put down. Whether or not a regulatory measure was justified from
the economic point of view was of little relevance for policy-makers’ behaviour because regu-
lator acted within the framework of regulatory institutions. It is a common practice (not only
in Russia) than regulator rejects the regulatory measure though it is economically reasonable,
or may approve or continue regulation of a certain type though economic justification is not

* The particular role of MERT in the natural monopolies’ regulation is to be explained further.
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given if institutions are weak. What does the weakness of the current regulatory institutions in
Russia imply and how has it influenced regulatory outcomes — these are the questions to be
answered in the rest of the paper.

4. Political Economy Context of Regulation

In order to comprehend the real state of affairs with regulatory procedures in Russia and re-
veal de facto 'rules of the game' it turns out to be of great importance to consider the political
economy context first. The very nature of regulation requires an elaboration of rules and pro-
cedures to implement policy of checks and balances. It is the regulator's duty to balance dif-
ferent and mutually exclusive interests of more or less powerful pressure groups. In the pres-
ence of information asymmetries between the regulator and natural monopolies (that is pecu-
liar in worldwide regulatory practices and especially relevant in Russia) another type of con-
straints — political — could seriously affect regulatory decisions. It means that regulator deals
with information that turns out to be difficult (or too costly) to audit or verify. In case of in-
formation-intensive regulatory rules (as cost-of-service regulation appears to be) relative bar-
gaining powers of regulatory game participants matter.

Figure 1. Relative Lobbying Effectiveness of
Regulatory Game Players in Russia

5,0

3,0
2,5 M
——RAO UES === Ministry of Economy (MERT)
20— Gazprom (Vyakhirev) ===/\===Antimonopoly Ministry (MAP)
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1,5 ‘ ‘ ‘ ‘ : :
1.9.2000 1.3.2001 1.9.2001 1.3.2002 1.9.2002 1.3.2003 1.9.2003

Source: Agency for Economic News, Nezavisimaya Gazeta

We base our estimations of relative effectiveness of returns on lobbying efforts (and conse-
quently, relative weights of different pressure groups interests) on the data provided by the
Agency for Economic News. It used to take regular surveys based on (mostly regional) ex-
perts' opinions about lobbying potential of different policy makers and natural monopolies’
CEOs (see Fig.1). The survey was named "Best Lobbyists in Russia" and aimed at monitoring
the professionals' (political observers, political scientists, economists, public figures — 122 in
total) opinion reflecting public opinion about and electoral resource of a particular political
figure.

We have data only for three years (from October 2000 till October 2003). During the first
phase of survey the rating of 20 leading politicians was constructed. Since October 2001 the
new methodical principles are used by the Agency for Economic News to reflect the relative
rather than absolute powerfulness of policymakers and 'professional’ lobbyists, so excluded
from the list were president and prime-minister. We had to smooth very volatile data in sum-
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mer 2001 by using three months averages. The sharp drop in everybody's influence is an out-
lier here. Partially, it may be explained by the events that took place in America in September
11, 2001, partially because of presidential attempt to establish FEC as a 'mega-regulator' for
all the three natural monopolies.

What can be noticed from the figures is persistent gap between RAO UES and Gazprom top-
managers and the minister of economy on the one hand and appointed regulators on the other.
Secondly, soon after the FEC becoming more powerful (on paper) its head joined the rating
list of lobbyists (together with the MAP's leader). Thirdly, the most influential member of the
government participating in the regulatory process turns out to be the head of MERT. Finally,
the FEC's leader is listed in the rating only from time to time so his lobbying potential is esti-
mated as non-significant.

Another possible procedure to reveal relative importance of MERT and FEC as regulators
could be an analysis of distribution of duties and overall involvement in reform process. It
will be shown in Section 6 that not only formal status of MERT (being a federal ministry)
dominates the FEC's status (being a federal commission) but also the very design of govern-
ment's orders when the former is assigned as a leading executor confirm the superior role of
MERT in regulatory process.

By no means such a bias in the distribution of power between regulatory agencies could but
influence regulatory policies and outcomes.

5. Regulatory policies and outcomes

As was mentioned in Section 3 until October 1999 Russia had relatively low natural monopo-
lies’ tariffs. In real terms all the regulated tariffs happened to tumble down in 1999 (see Fig.
2).

Figure 2. Inflation and Natural Monopolies' Tariff Increases
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That situation could not but undermine the performance of natural monopolies and gave birth
to serious public discussions about the inevitability of new approaches to regulation in those
sectors.

o Figure 3. Natural monopolies’ contribution to inflation
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Along with its natural assignment (balancing interests of consumers and producers) tariff
regulation of natural monopolies called at inflation stabilisation and formation of necessary
conditions to start structural reforms.

It was perceived by the government that natural monopolies’ tariff increases account for ap-
proximately one third of inflation in Russia. It varied from year to year but remained signifi-
cant enough to consider the regulation of natural monopolies’ tariffs as one of the instrument
to control inflation’.

In fact regulatory policy changed significantly in Russia in 2002 then the government adopted
the policy of setting natural monopolies’ tariffs on the following year before pushing the
budget through the Parliament. Formally it is the Russian Ministry of Economy that is respon-
sible for the macroeconomic indicators to be on a targeted levels. And CPI appears to be very
straightforward and accountable parameter that can be used as an indicator of not only eco-
nomic but bureaucratic performance. The natural question 'why at all care about inflation?'
can be viewed as being once answered and makes inflation parameter given within the regula-
tory game in Russia.

In order to make some positive conclusions about the government priorities in regulating
natural monopolies, namely whether it should use inflation to regulate natural monopolies on
the price-cap basis or use these price-caps to target inflation we consider a political economy
context.

> It is worth saying here that due to complicated tariff setting system in Russia the true contribution of natural
monopolies’ (or structural) factors to overall consumer price level increase is difficult to assess. Moreover the
lack of fully independent research centers in Russia makes all the available estimations biased. For instance, in-
dustrial lobbies could possibly support those researches that tend to overestimate the real dependency of inflation
index on regulated tariffs in order to increase their bargaining power in regulatory game. It could also turn out to
be fruitful for the Ministry of Economy (being in charge of the CPI forecast) because it helps to provide an addi-
tional argument in favour of keeping an eye on regulatory agency. Anyway all the figures presented in Figure 3
‘participated’ in the regulatory game and played at least their political roles.
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Figure 4. Regulatory Desions and Factual Price Responces in the three
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It can be seen from the data for the post-crisis period (1998-2002) that starting from 2000 till
now natural monopolies tariffs experience higher growth than PPI index. When we compare
Data in Table 3 with what the two graphs depict we shall se the difference between the dy-
namics of regulated tariffs (set by regulators — Federal Energy Commission and the govern-
ment) and factual price increases in regulated industries that reflects the fact that there are also
independent (and unregulated) suppliers in those industries and, as in case of power energy,
only part of the final tariff is subject to regulation. We will focus on the regulatory outcomes
first (see Table 3 below) where the chain indices of regulated tariffs’ increases are shown in
bold.

Table 3. Natural Monopolies’ Initial Bargaining Positions and Regulatory Decisions

Date FOREM Gas Rail
Natural Monopolies 11.2001 44 37,6 66
a _ Government 12.2001 35 35 35
&= MERT 01.2002 3 35 26
FEC 02-03. 2002 20 20 14
o ~|  Natural Monopolies 06. 2002 51,9 33,4 11,47 \ 12,3
&= FEC 07. 2002 2,4 15 6,8
Natural Monopolies 11. 2002 - 37 32,6 20,6
9 FEC 11. 2002 15,38 | 26,017 344 13,8
S MERT 11.2002 15,88 | 22,74" 20 12
Government 12.2002 14 (on average) 20 12
Natural Monopolies 05. 2003 18 43 256" 14,7
= MERT 05.2003 12 20 12
S FEC 05.2003  |11-14 (on average) 20 14,7
Government 05.2003 13 (on average) 20 12

Source: MERT, FEC, Vedomosti, AK&M
* - including cumulated misbalance in payments
** _ initial bargaining position revisited shortly
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One may notice that the more often they were revised the greater was the resulting index. For
example from 2000 to 2002 cargo rail tariff was reviewed 9 times and came to 2.8 during
these three years.

For example, in 2002 Gazprom planed to increase its operation costs by 19% and invest up to
161 bnl rouble whereas MERT agreed only on 16% and 146 bln rouble respectively. Rough
estimated value of ‘taking care about tariffs’ or opportunity costs of ‘not lobbying’ in 2002
would have been about $100 mln losses in terms of Gazprom's net profit if domestic tariffs
had been increased by 30% instead of 35%.

What is important about regulatory procedures in general and especially in Russia is the
asymmetry of information about actual costs, technology (that determines the distribution of
shared costs), real depreciation of the fixed assets (that enables to assess the reasonableness of
investment programmes), etc.

We have data for 2002-2004 years on initial bargaining positions of tariff indexation offered
by regulated industries and considered by the Federal Energy Commission at the first stage of
the regulatory process. Three major natural monopolies submit most likely separately their
offers about tariff increases and their investment plans for the following year to be justified by
the Commission. The only instrument it has is the rate of return rule, so it turns out to be cru-
cial for the monopolist to ask for the higher rate of return on capital and to justify the higher
investment programme the better. After being revised and approved the new (usually lower)
price indices are considered by the government. It is the government who cares (at least
should care) about both consumers and producers. In this sense the role of FEC is more or less
supplementary or technical.

The government's decision in December 2002 on 14% increase in electricity tariffs in 2003
(see Table 3) proved to be misinterpreted because of its ambiguity. It was the first time when
the government attempted at controlling the basket of electricity tariffs in Russia by setting
the limit on average (or overall) increase in prices. Interestingly the exact formulation (stated
in the government's protocol) appeared to be lack of this crucial word 'average'. That caused a
certain political pressure (from the State Duma and the Office of Public Prosecutor that in-
sisted on 14% as an upper bound for electricity tariff in every region without exception) on
FEC who supported certain REC's in their attempts to allow for higher tariffs in their regions.
Such collusion was partially smoothed in the next year but not completely because the prob-
lem here lies far behind the mere misinterpretation of the government's wish. This case high-
lighted the conflict between the tendency to adhere to credible and transparent regulatory pol-
icy (for instance, as an instrument to stabilise inflation) and its effectiveness in every particu-
lar situation.

Admitting the importance for the government to follow the clear rule of tariff regulation and
the need of simple indicator for the purpose of accountability one should always bear in mind
the complicated regional structure of electricity tariffs in Russia. It's not an easy matter to in-
terpret the average tariff across different consumer groups and territories even if it is calcu-
lated. But as a political target it has become absolutely crucial as a way to roughly monitor the
social consequences of energy sector reform in Russia started in 2003. Very in line with the
President's message to the parliament in may 2003 where a clear statement about the speed of
tariff indexation was made (natural monopolies’ tariffs were not to exceed inflation) both
regulators and regulated industries lowers their demands and agreed to use aggregate tariff
targets. The signal was received and responsibility of regulators for the end-user prices in-
creased.

6. Means and ends of natural monopolies’ reforms

The outcome of structural reform in terms of tariff increases should not be mixed with the
regulatory policy.
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The Law on Regulation of Natural Monopolies (1995) and the creation of the Federal Energy
Commission (FEC) as a regulatory agency in energy sector (1996) could not change the situa-
tion with leap-frogging tariffs significantly. It would not be an exaggeration to say that at least
Gazprom and MPS where reputed to be ‘states within the state’, claiming an important role in
economy and receiving support at the highest political levels (up to premier-minister in case
of former Gasprom top-manager Chernomyrdin and first deputy premier-minister in case of
MPS leader Aksenenko).

The beginning of Putin's era (August 1999 when he was assigned prime-minister) commemo-
rated the start of ‘self-reform’ processes in power industry and railway transport. It has be-
come commonplace that without structural reforms these sectors could face the investment
shortage that could stop the further infrastructure development and damage economic growth.
The two reform packages adopted by the Parliament consist of a number of structural meas-
ures (either vertical separation as in case of electricity sector reform or separation of accounts
between different business units as in case of railway reform) aimed at increasing transpar-

ency of the regulated entities and providing the room for competition.

Table 4. Comparison of Natural Monopolies’ Reforms

Electric Energy

Natural Gas®roiecd

Railway
Transport

Declared Reform Priorities

Economy Providing sustainable func- Providing sustainable Meeting the increasing demand
wide tioning and development of economic development for railway transport services
effects economy and social sphere
Efficiency Increasing energy production  Increasing efficiency of Forming unified effective trans-
and consumption efficiency gas industry port system
Consumer Reducing consumer costs Reducing economy wide rail-
surplus way transport costs
Quality Ensuring regular and reliable Increasing quality of Increasing stability, safety and
supply of energy services quality of railway transport ser-
vices
Structural Stimulating energy saving Creating conditions for
changes rational fuel and energy
balance
Declared Reform Goals
Unified Preservation and development ~ Preservation in the long Preservation of the unified state
infrastruc-  of unified energy infrastruc- run the unified transmis-  railway infrastructure and dis-
ture ture, including transmission sion system as an infra- patching system
networks and dispatching structure monopoly
Competi- Promotion of competitive Creating favourable con-  Promotion of competition in
tion markets for energy (where ditions for competition freight carriages, repair works,
technically feasible) (where technically feasi-  passenger carriages and services
ble and economicall .
A Denial of merges between natu-
reasonable — particular in , .
. ral monopoly’s and potentially
gas extraction and competitive spheres
distribution) P P
Network Ensuring non-discriminatory Ensuring non- Ensuring guaranteed non-
access access of producers and con- discriminatory access to  discriminatory access to federal
sumers to infrastructure ser- infrastructure railway infrastructure for inde-
vices pendent freight and passenger
operators rolling stock owners
Cost Introducing effective cost- Gradual growth of do- Removing “social infrastruc-
minimisa- minimising mechanism in mestic gas tariffs up to ture” and non-core businesses to
tion electricity generation, trans- $36/1000m’ in 2006 reduce nonproductive costs

mission and distribution
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Investment  Stimulating introduction of Ensuring financial stabil- Increasing attractiveness of
new generation and transmis- ity and attractiveness for  railway transport for investment
sion capacities Increasing in- investment
dustry financial performance

Cross- Step-by-step elimination of Step-by-step elimination  Step-by-step elimination of

subsidies cross-subsidies between dif- of cross-subsidies fol- cross-subsidies between freight
ferent regions and consumer lowed by deregulation of  and passenger, export-import
groups tariffs for retail consum-  and intra-country transport

ers
Regulatory  Reforming regulation and su-  Reforming price-setting ~ Improving tariff policy
reform pervision systems, specifica- and taxation mechanisms

tion of regulator’s status and
competence

for greater predictability
and transparency, rejec-
tion of outdated regula-

tory practices

Natural gas

Demonopolisation of fuel

Creating preconditions

market de-  market for thermoelectric for natural gas market

monopolisa- power stations development (with adap-

tion tation period)

Social Creating the low-income con-  Defending socially sensi- Providing full coverage of sub-
aspects sumers support system tive consumers from urban passenger transport losses

market risks

from state budgets, increasing

motivation and social protection
of railway workers

Source: Basic Directions of Energy Sector Reform, Programme of Socio-Economic Devel-
opment for Mid-term Outlook (2003-2005), Concept of Railway Transport Reform

As was mentioned above domestic natural gas prices in Russia remain to be at a very low
level (about $21 per 1000 m’ that is even lower than pre-crisis dollar prices in 1998 - $35).
This crucial fact makes domestic supply unprofitable and is regarded as a keystone of the gas
sector reform. In turn cheap and still abundant natural gas determines to a large extent elec-
tricity prices at least in the European part of Russia. Together with the fact that hydro and nu-
clear generation account for only about one-third of the country's electricity supplies this
opens the room for competition in generation market. So the model of vertical separation is to
be realised in Russian electricity sector (seeTable 4).

What ensured reform project success comparing to the first attempts undertaken in mis-90s)
was greater involvement of natural monopolies in reform design. As a result both electricity
and railway reform strategies approved by the parliament so far were based on respectively
RAO UES and MPS proposals. A brief comparison of natural monopolies’ reform plans (Ta-
ble 4) reveals the reflection of corporate interest of reformed entities’. This comparison does
not allow us to address sequencing issues that turned out to be crucial in designing consistent
reform packages. The question of interference of natural monopolies’ reforms (including po-
litical economy aspects) requires special attention that lies beyond the scope of this paper.

The comparison provided in the Table 4 shows that the general idea behind the reforms in the
natural monopolies’sectors is to improve their functioning by providing adequate incentives
to reduce costs and enlarge output (that in case of increasing returns to scale serves the same
purpose). This objective is to be attained with the help of structural and behavioural measures.
The former include the separation of natural monopolistic forms of activity (including the
transportation of oil, gas and electric power, services of the railway transport infrastructure,
traffic control, airport and sea port services) from potentially competitive forms of activity
(extraction and transportation of oil and gas, generation, marketing and metering of electric
power, transportation by air and rail, etc). Admitting the importance of such measures we
mostly focus on the latter, that are closely connected with regulatory reform.

% Due to the absence of approved reform plan for Gazprom we cite the government Programme of Socio-
Economic Development for Mid-Term Outlook (2003-2005).
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Who does the reforms?

Hereinafter we describe the de facto distribution of powers in implementation of the particular
reform plan — electricity sector reform. Two of natural monopolies, namely RAO UES and
Russian Railways, proved to play the major role in elaborating the set of reform measures. It
was the Ministry of Economy (MERT) and Ministry of Railways (MPS) that defended the
variants of reform strategies proposed correspondingly by the RAO UES and railway mo-
nopolist (the latter being undistinguishable from the MPS during the first stage of railway sec-
tor reform). In the absence of any practical improvements and approved plans it seems too
early to consider seriously declarations and competing strategies in the gas sector reform.
Russian Railways have been gradually self-reforming themselves and fully account for any
consequences of sorts.

Table 5. Distribution of responsibilities between different agencies in implementation
of electricity sector reform

Ministry of Mini‘stry of FEC MAP Ministry
Economy Privity of Energy
Institutions 10 3
Structure 4 6 1
Regulation 2 9 1 1
Competition 5
Technology 4

Source: Government Ordinance No. 865-r, Dated June 27, 2003 “Plan of Actions for Re-
structuring the Electric Power Industry for 2003-2005”

We find it worth to consider the electricity sector reform plan in greater details because this
helps to shed some light on the relative powerfulness of different government agencies. It is
possible to separate out at least five major components of the reform:

— creation of new institutions (rules and enforcement mechanisms, shaping the competi-
tive wholesale market etc.),

— determination of the industrial structure (vertical restructuring, horizontal merging,
corporate restructuring, etc.)

— establishing of new regulatory methods and mechanisms (elimination of cross-
subsidisation, accounting standards to reveal information for the regulatory purposes,
pricing issues)

— promoting and defending competition (access to infrastructure, elimination of monop-
oly power, etc.),

— provision of technological stability during the period of transition to the competitive
model of the market for energy.

One could expect special functions of the state correspond directly to the responsibilities of
particular agencies. It is seen from the table below that real distribution of powers to imple-
ment reform does not fully correlate to the implied distribution of duties of the four ministries
and Federal Energy Commission.

For example, Ministry of Economy elaborates the order of cancellation of decisions made by
Regional Energy Commissions. In addition it determines the procedure, terms and conditions
for collection of the fee for services related to organization of functioning and development of
the Unified Energy System of Russia. In particular it lists the electric power grid facilities and
electric and thermal power generating facilities for whose development the investment com-
ponent is spent. This component is included in the fee for the services related to organization
of functioning and development of the Unified Energy System of Russia. It means the Minis-
try of Economy takes some regulatory functions out of implied FEC’s duties. Interestingly
that determining the scope of authority of the federal body of executive power regulating
natural monopolies (that is Federal Energy Commission) as well as the procedure for covering
the costs of their maintenance is up the FEC itself!
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As a result regulatory system in Russia will presumably remain discretionary serving current
interests of the most powerful groups (ministries’, consumers’ or producers’ lobbies).

New challenges for regulation in Russia

According to the experience of Russia and other countries that have carried out, or are in the
process of carrying out structural reforms, the creation of a competitive environment in poten-
tially competitive spheres of activity is impossible without enacting behavioural measures,
including, in particular, improving efficiency of natural monopolies by adopting incentive
regulatory schemes.

We particularly interested in natural monopolies’ regulatory reform that not only has to ac-
company any structural changes in these industries but also provide necessary conditions for
those changes to be incentive compatible. Despite admitting the ineffectiveness of current
regulatory practices and importance of new regulatory system little concrete can be found in
reform packages about the way it should be organised.

Judging by international experience (though not always convincing) never infrastructure sec-
tor reforms were implemented successfully should they not been accompanied by adequate
changes in regulatory mechanisms. From the regulatory point of view more transparent and
well understood structure of financial flows of regulated entities (which is clearly higher in
case of demonopolised industry) potentially favours more subtle and efficient regulatory
methods to accompany competition policy. However, it is only possible to take maximum ad-
vantage from the increased transparency if regulatory mechanisms are adequately established.
Intuitively, one can expect regulatory institutions to be congruent with the institutional set-
tings that arise from the newly adopted reform packages in their ability at least not to hamper
the reform process. That is likely to result in the regulatory reform agenda.

Traditional economic theory of regulation suffering from a normative bias has little predictive
power when the need to eliminate huge relative price discrepancies goes along with structural
and institutional changes. It is the case of Russia where, when regulation is politically decided
upon and confirmed in the legislature, human self-interests (or corporate interests) rather than
public interest are likely to be a leading principles underlying regulatory decision. Different
pressure groups endeavour to attain special treatment and 'weak' regulation is a particularly
well-suited institutional arrangement for realising this goal. One may imagine situation when
certain regulatory arrangements could further lobbying as a 'natural' mutually beneficial out-
come both for the regulator and monopoly to adjust to such a system. It comes as no surprise
that little can be found in Russian infrastructure reform packages on regulatory reform. Rus-
sian regulatory institutions remain informal, incomplete, and non-transparent promoting im-
plementation of politically dependent and discretionary tariff regulation.

Taking into account institutional, structural and political features of natural monopolies’ in
Russia the need for new regulatory approach has become obvious. Advantages of widely used
abroad price-cap regulation in the light of reform process can be broadly discussed on the
theoretical basis. But the regulatory literature on this subject is far from being persuasive. On
the contrary in practice one may observe an intriguing emergence of the 'demand' for such a
regulatory policy from the natural monopolies’ side. For instance, RAO UES proclaimed cost
reduction policy as a corporate strategic priority that could (but not necessarily) be accompa-
nied with an adequate regulatory policy at the federal level. This demand for and readiness to
follow price-cap framework was not only declared but also documented in several agreements
and even started to be implemented in five regions since November 2003. Energy monopolist
found it rational to unilaterally decrease its tariffs and then commit to operate in these regions
under new price-cap for electricity that is 20% lower than set by the federal regulator (FEC).
One possible justification for such a policy comes from the notion about future reform plans
that imply the emergence of competition in energy generation. So this is a possibility to ad-
here to administrative measures as an instrument to increase competitiveness of generators
that now are governed by RAO UES but supposed to be independent in the nearest future.
Another justification related this policy to the end of political cycle because those measures
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were undertaken very on the eve of new elections to the parliament. Having in mind possible
political ambitions of the RAO UES leader this 'pro-consumer' policy founds another explana-
tion.

The existing economic literature suggests the dominance of two contending theories of politi-
cal economy of regulation, namely, the Public Interest Theory, that explains in general terms
that regulation seeks the protection and benefit of the public at large, and the Chicago theory,
where regulation does not protect the public at large but only the interests of groups.

I order to assess the comparative ‘attractiveness’ (in terms of return on lobbying efforts) of
the 'cost-based', rate-of-return and price-cap regulatory schemes one may follow the approach
used in Pint (1992). The model in Pint (1992) analyses a multiperiod framework with stochas-
tic costs to examine the effects of changes in the timing of regulatory hearings and in the
number of time periods for which cost and profit information is gathered. Rather one may ex-
plicitly model lobbying behaviour of the regulated firm in order to control for the trade-off
between lobbying and cost-minimising activities that we consider as substitutes. Weisman
(1993) proves that the hybrid application of cost-based and price-cap regulation may generate
qualitative distortions greater in magnitude than those realised under cost-based regulation.
He concludes (also in Weisman (1993)) that in practice price-based regulation may be wel-
fare-inferior to cost-based regulation.

There is some disagreement in the literature as to how rate-of-return and price-cap regulation
should be characterized. Schmalensee (1989) uses the static characterization of cost-plus and
price-cap regulation and does not explicitly model rate-of-return regulation. Cabral and
Riordan (1989) and Clemenz (1991) model ROR regulation as holding rate reviews at fixed
intervals and PC as allowing the firm to petition for a rate increase if and when it so chooses.
Pint (1992) portrays ROR regulation as giving the firm the right to initiate rate review, while
under PC regulation reviews are held at fixed intervals. The empirical works of Joskow
(1974) and Fitzpatrick (1987) support the notion that traditional ROR regulation gives the
firm considerable power to manipulate the timing of ROR reviews and comports with the
modelling of Pint (1992).

In contrast to rate-of-return regulation, pure price-cap regulation would break the linkage be-
tween the firm’s costs and the process by which the regulator sets rate. Among other things,
pure PC regulation would induce the firm to produce in a cost-minimising fashion, to under-
take cost-reducing innovation in the same manner as an unregulated firm, and to diversify into
a competitive market if and only if diversification is efficient. But what is more important in
case of Russia price regulation could potentially break the link between lobbying efforts and
regulatory outcome since consumers’ interests are presented explicitly. If we speak about
Russia the major concern of the government (that is reputed to be the ‘regulator of last resort”)
proves to be inflation measured by CPI. We have to always bear in mind that in recent years
so called ‘structural’ component of inflation (that is inflation induced by natural monopolies’
tariff increases) accounts for one third of the CPI. Since the government is very keen on keep-
ing macroeconomic situation manageable at least in the short run (not only in Russia are gov-
ernments short-sighted) and inflation to be the key parameter, tariff regulation has become
one of the most important way to cope with macroeconomic stability. That is why price-cap
regulation could kill two birds with one stone: enable to reduce lobbying and force the mo-
nopolies to undertake cost-minimising rather that lobbying efforts and to monitor and predict
inflation more precisely.

As was pointed out in Braeutigam, Panzar (1993) the transplantation of the price-cap scheme
in the US has adapted to the political and constitutional landscape. In practice most regulators
adhered to the combined PC scheme with rate-of-return criteria. They also view the PC regu-
lation as a transitory step towards full deregulation and competition. On the way to more effi-
cient and stimulating regulatory practice the invention of mixed approach could be politically
feasible and desirable. It was noticed in the same paper that most of the PC plans actually im-
plemented in the US involved provisions for adjusting prices if the firm's earned rate of return
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falls outside of a certain range. Such a mixture of a cost-based and incentive regulation was
called sliding-scale (SS) regulatory scheme. The regulated firm is allowed to retain all earn-
ings under PC rates as long as the rate of return is less than some ex ante and explicitly speci-
fied amount (in percent). The firm is also allowed to keep a portion (for instance, one half) of
any further earnings for a rate of return between that level and some higher level (also explic-
itly specified ex ante). Depending on the relative flexibility of SS scheme there could be sev-
eral ranges of allowed rates of return with different profit sharing rules. Were the regulated
firm to earn more than the upper bound of this (known) scale it would be required to issue a
refund to customers (usually in the form of reduced tariffs).

It is commonly asserted that under sliding scale regulation the basic advantage of PC scheme
is eliminated, that is it is still necessary to calculate firm rates of return. All the drawbacks of
ROR approach (information asymmetry, accounting problems, monitoring costs and lack of
expertise) apply here. What makes situation in Russia even worse off is the absence of any
explicit sharing rule in legislature. Until 2003 there were neither law nor stable regulatory
practice that could guarantee the regulated firm a certain amount of profits being retained for
at least two or three years. The state had the power to expropriate any share of extra profits by
simply lowering tariff increases for the consecutive time span. As a result natural monopolies
resorted to cost information hiding, misreporting, cost padding, lobbying tariff increases
based on poor performance observed by the regulator, etc. The defects of such a regulatory
system were partially remedied by de facto implemented combined regulatory scheme. We
call such a scheme as implicit sliding scale since it still contains no explicitly stated profit
sharing rule but breaks at least partially the cost based nature of the prevailing regulatory
scheme.

7. Concluding remarks

Our analysis of institutional and political determinant of natural monopolies’ responses to the
regulatory environment has shown that regulatory institutions are week that allows for multi-
ple regulators with often confronting goals. The prevailing de jure regulatory scheme is the
cost-based regulation that makes current regulatory mechanism being prone to lobbying.
Moreover current economic situation, political and institutional configuration force the gov-
ernment to regulate natural monopolies’ tariffs taking into account inflation targets that breaks
the allowed cost-based nature if this rule. Ultimately the realised regulatory scheme does not
prove to be more incentive intensive. The reasons for that are: underdetermined timing struc-
ture of tariff revisions and remaining uncertainty about at least medium-term projections of
tariff increases. The current (cost-based) regulatory mechanism in Russia makes investment
almost costless (because of the existence of so called ‘investment component’ is still included
in tariffs). That enables natural monopolies to seek for the political and informational rents
since price caps are set ex post allowing for the implicit rather than explicit profit and cost
sharing

These circumstances cannot but lead to soft budget constraints of utilities causing their under-
performance. As a result Russia has an obscure tariff policy that hampers the progress of re-
form and favours lobbying rather than restructuring.

Among possible political recommendations there could be an introduction of the explicit
profit sharing rule either in the form of pure price-cap regulation or in the form of ‘sliding
scale’. That could decrease the incentives of the monopoly to incur lobbying costs. The single
independent regulator could be more preferable than the regulatory ‘ladder’ with mixed re-
sponsibilities.
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