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Already by September 2003 UES had agreed to the restructuring plans pro-
posed by seventeen energos; the others had until January 1, 20035, to submit
their P]ans."“ {The Duma proposed to push back the deadline on five separate
occasions, but was rejected each time by the Federation Council.) However,
the government continues to consider whether to sell some of the OGK shares
for cash rather than exchange them for UES shares.?” :

It 1s sign of the warped pluralism of Russian politics that several govern-
me':nt ministers and the main progovernment party, United Russia, cam-
Palgned against the electricity restructuring, a major item of government pol-
icy. Deputy Energy Minister Viktor Kudryavyi lobbied against the reform,
portraying it as part of a general strategy to shift the burdens of economic ad-
Justment from the federal to the regional level."™ Kudryavyi circulated among
Federation Council members a Russian language version of a report, “Lights
off,” fron_l the Amsterdam-based Transnational Institute. The report analyzed
deregulation in the West over the past twenty years, concluding that private
companies were not more efficient or reliable than state entities. In August
2003, Kudryavyi was fired from the government,*"

. Pﬁme Minister Mikhail Kasyanov’s top economics advisor Mikhail Delya-
gin quit after the plan was approved, saying, “I worked to oppose those plans;
and after doing all T could, I resigned.”!" In September, even though they had
passed the bill, the Duma deputies tried once more to fire Chubais—according
to one report, the sixty-second such effort.'* The motion requesting his dis-
missal as head of UES fell twenty-five votes short of the required majority.

Approval of the plan enabled Chubais and the government to gain even
firmer control over the UES board, which was chaired by then-presidential
F:hlef of staff Aleksandr Voloshin. The government held ten of the fifteen seats
in recognition of its 53 percent stake. In the board newly elected on May 30,
2003, the number of directors representing the minority shareholders shrank
from three to one (Seppo Remes, director of Vostokenergo and head of the
European Business Club),'* :

AS. part of the reform, the national wholesale market for power witl be pro-
gressively liberalized over five years, with the OGKs allowed to sell 5-15 per-

c‘ent on FOREM in the first year, rising to 65 percent at the end of the transi-
t101‘1 pe%-iod, with the remaining 35 percent being state-controlled “guaranteed
c!ehv.enes” at fixed prices. Chubais rushed to introduce this market liberaliza-
thn in time for the December 2003 State Duma elections, since he knew. that
prices on FOREM are lower than in regional energos. Trading opened on No-
vember 1, 2003, with prices 510 percent below average. Chubais went even
further by allowing five individual regions to cut local electricity prices by 20
percent, a blatantly political gesture.'” But given the political turmoil around
Farlff increases, there seemed no easy solution to the ongoing payments crises
in regrons like Ulyanovsk, Kamchatka, and Primorskii Krai.
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In May 2003 Gazprom and UES created a new company, Russian Com-
munal Systemns (RKS}), with the ambitions goal of tackling the housing sub-
sidy problem at its root.'®® The idea is straightforward. Housing utilities are a
$15 billion a year business with a scope for savings of $2-4 billion if new
technologies and energy conservation are introduced. RKS should be able to
make a tidy profit by capturing these savings, at the same time taking these
{acilities off the hands of municipalities. RKS would assume the housing as-
sociations’ energy debts, and in return would be given outright ownership of
the housing stock, or a long-term lease. Some parts of the government vigor-
ously opposed the plan. For example, State Construction Committee head
Nikolai Koshman said he would not send any federal funds to housing sys-
tems that sign contracts with the company.”’ By the end of 2003 RKS had
signed contracts with some twenty regions, including Tver, Kaluga, and Tam-
bov, although Tomsk governor Viktor Kress was trying to back out of the deal
signed-by the Tomsk city mayor.'%®

CONCLUSION

President Putin and Anatoly Chubais deserve some credit for having shep-
herded a complex and controversial reform measure through the legislative
process. They went some way towards appeasing their domestic critics, and
at the same time their reform won guarded approval from the international fi-
nancial community.

The electricity reform is a complex package of legislation that provides a
general framework for the privatization of the industry. It does not spell out
who will get to own which parts of the industry, nor does it guarantee that the
government will allow electricity prices to rise to a level sufficient to gener-
ate the investment the sector needs.

At this early stage it is impossible fo predict whether the reforms will succeed
or fail. The UES reform will take five years to implement—assuming every-
thing goes according to plan. And the reforms of Gazprom, the railways, and the
housing services will take even longer. The Soviet system of infrastructure mo-
nopolies cannot simply be dismantled overnight. Anyone interested in the ebb
and flow of Russian power politics among the Kremlin, governors, and oli-
garchs will have to keep an eye on developments in this crucial sector.

NOTES
Thanks to Philip Henson, Viadimir Konm]owch Natalia Zubarevich, and Michaei Cain for

their comments on the first version of this essay, and to Robert Orttung for tremendous help

with its preparation.
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'The new plan tightens central state control over the operation of the electric-

ity grid. The high-voltage transmission system will be refained in a state-owned

Federal Grid Company (Federal’ naya Setevaya Kompaniya) and administered

through a Central Dispatcher Service (Sistemnoe Operator-Tsentral’noe Dis-

petcl-le-rsk'oe Upravlenie). The FSK and SO-TsDU, which are currently UES
zubfldlanes: will be re.turned to full state ownership (75 percent and lgO per-
Sﬁ;ﬁf:ﬁﬁéﬁ:lﬁﬂig Z;lil(l3 ;:'ost the government at least 32 billion to buy back the

The thirty-eight main generating stations under UES will be split up be-
twefa'n ten wholesale generating companies (Optovye generiruyushchie kom-
panii, or OGKS), six thermal and four hydroelectric. The OGKs will then be
spun off as m'depeudent companies. The distribution networks wili also be re-
_structured, Wlth regional energos merging into twenty new territorial generat-
ing companics, while hiving off some power stations to the OGKs. Each en-
ergo will come up with its own restructuring plan, subject to apprc)v:dI by UES
and by the Khristenko commission. Creating these unified companies should
enal?le profitable regions to help out weaker neighbors.$2 The plan’s r;zail1' 0-
tential advantage was that it should weaken the grip of regional elites z[u)nd

energy-guzzling oligarchs, who preferred to | indivi ; ‘
oy gz ing o g P have individoal power plants un-

REGIONAL RESTRUCTURING

A%ready ip 2002 as a first step towards reform Chubais had started the cré—
ation gf six regional management companies to coordinate the work of en-
ergos in the most financially strapped regions.* For example, the Middie
Vglga Interregional Energy Company will combine the profitable Samara
with the loss-making Saratov and Ulyanovsk.® The Far East Energy Man-
agement Comlpany will take over Sakhalin and the troubled Kamchatka. 86
The four regions of Ingushetia, Kabardino-Balkaria, North Ossetia al.ld
Karachaevo-Cherkessia will be merged into the North Caucasus Ea;ergy
?/{anagellnent Company. Those companies have a combined debt of R3.5 bil-
ion. With few local energy sources, they import 90 percent of their elec-
tr101t3‘/, and [ace high costs maintaining the power up into the mountains. ¥
i:iSD”IRI;SECtor Magomed Kaitov noted, “The situation is difficult but not hope-
" ;[‘hed Northern Energy Managemem- Company includes Arkhangelsk,

ologda, and Kostmma. Its head, Valentin San’ko, explained, “From the out-
set we had to flght with regional powers. Then they realized they had to reach
agreement, eliminate the debts and start regular payments.”*® One day San’ko
and Arkhangelsk governor Anatolii Yefremov drove out onto the ice of the
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frozen tiver Drina and promised not to return to the shore until they had
agreed on a payments schedule.

Predictably, Moscow city got to write its own highly favorable restructur-
ing plan. Mosenergo will have to give up four power plants, but it will still be
one of the largest power generators in the nation, and will remain a local mo-
nopoly. The city will be allowed to boost its stake in Mosenergo from the ini-

tial 3 percent to 51 percent.”

CLOSING THE DEAL

At first, Chubais wanted to auction the OGKs for cash. Minority investors
cried foul, fearing that their UES shares would become worthless, and that the
auctions wonld be rigged to favor insiders. In March 2003, the board of UES
approved a revised plan under which OGK shares will be offered to UES
shareholders in proportion to their existing stake.’!

The approval of the revised plan triggered a scramble for shares in UES
and the profitable energos. In the course of 2003 investors spent about $800
million for a 10 percent stake in UES, and another $1.2 billion acquiring
blocking stakes in over thirty AO-Energos** UES stock, which had slumped
in 2000, doubled after the new plan was launcbed, although investors anx-
jously watched the reform’s passage through patliament. In the course of
2003 UES ‘market capitalization rose from $3 to $12 billion.?* The new dralt
greatly favored companies such as MDM and Basic Element that had already
hought significant stakes in UES and regional energos.® Basic Element
sought cheap power for its Russian Aluminum plants, while MDM wanted a
captive buyer for its coal. Basic Element and MDM already held a control-
ting packet of shares in the two largest producers, Trkutskenergo and Krasno-
yarskenergo, and more than a dozen other energos. Also active in buying up
shares were LUKoil, Tyumen Oil Company, and Interros, owner of Norilsk
Nickel.®> - :

In October 2002 the main bill in the package of five reform measures
passed its first reading in the State Duma and cleared the second reading in
February 2003 by 260 votes to 159, with the liberal Yabloko joining the Com-
munists in opposition.# No fewer than 1,800 amendments were submitted in
the course of the bill’s passage, of which 420 were incorporated.”” One
amendment, for example, barred any single company from acquiring more
than 35 percent of the genesating capacity in any one of Russia’s seven elec-
tricity grid zones. Still, with Putin’s support the bill cleared the Federation
Council, and-was signed into law on March 31, 2003. In September 2003 the
government issued the first of forty-nine decrees that spell out the mechanics

of the restructuring.
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At i ‘ i '
E:titge same ;lme, there was confidence that new investment and market corﬁ- :
Eon t(())npw.ou d eventually reduce costs. In the face of fierce politic.al opposi.
rice increases in 2003, Chubais chan i P
n . ged his tune. He accepted that
on ! pted that:
price increases would have to be delayed until after the industry had been re--

strl);tured. Instea‘d, Chub.ais started to argue that the reform would mean im
mediate lower prices for industrial consumers. -

CREATING A COMPETITIVE MARKET

igzz Cttzlllkr?% Efsflcitr:l in 2000‘,.Presidem Putin gave Chubais the green light to
e . recpgmtmn_ (?f the fact that something had to be done to

p a recurrence of the politically damaging payments crisis and cons
quent power shutdowns of 1996-1998. ‘ e
geizltﬁfgl;niﬂggn(;nl?lbg]s proposF:d an am?itious program to separate the
e . ission opel'atlops of UES and split the generators into a
tz.e.n companies that v?fould be auctioned off.* The goal was to create com-
Ei :};2 ir;;&lsgﬁ?em?ratmg a.nd. transnllission companies—to put the business
o the invéstmepltlYate’ p1of1.t—seekmg owners—and hence provide condi-
O etecercit fo inr:i u;l:r;:a);p;;];::i output‘. The plan promised to cut the cost
its 80 as to attract buyers and boosfri?n‘rz?ti:;tt.he same time inereasiug prot
Un%z;;afﬁélcér; iztfi I;generatlon and transmission facilities was seen as crucial,
neer pamdpamg zgzt;:;:; SUh}iﬁ Eljgetdda‘d?al role as market operator and

, a vested interest i ing i

to generate for the grid over competing p]alf]::;: sct)\::lzzlic;mifdgseo:n Pial‘us
ducers, even il they had lower costs.”™ pendemt pro
poal::. ]f)l[agozv;sn ::em(:keg' b_y regional elites fearful of losing their cheap
Po Oli, oy gover nt o icials who wanted.to keep the infrastructure mo-
e };l)er éh u;lc er tl:ght rein, an_d by the communist opposition who saw if as an-
o 1:) 12:18 ‘:Ir;zkezlo defce“fe the populz‘\tiou‘ and enrich the oligarchs. The
(about 30 percent) of %1;3 gtte;,ked by foreign investors who held a minority
the wormpany swold b so 3 ares. They feared that the profitable segments of
ing e mational comps s0 'O;ff in sweetheart dei.llS to Chubais cronies, leav-
 (he nation pany W1‘t all the-money-losmg operations.”!
Jarsk givemocr)ifw;re ie‘nei ally hc?st1le to the reform. For example, Krasno-
ior e 1o be trat:,] 1sfanl 1thlop0mn observed, “The right to set tariffs for the
o :hene t.o the Federal Energy Commission. Unfortunately,
o the fedoral level we Eﬂ.flil gy lobby currently dominates over the real sector
et £ ave);-; ° 0:13'; \:E ] try to prevent that move. The second threat is the
sompL g , e tariffs between the European part of Russia and
ia. That would be a disaster for us, and we have to do everything we can
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to stop it.”"* In 2003, Khakassia president Aleksei { ebed went to court to try
to stop UES from selling its 79 percent stake in the Sayano-Shushensk hy-

droelectric plant.” Tn April 2004 the Far East Federal Okiug Court ruled in

his favor. Sayansk is the largest hydro plant in Russia, generating $3 billion

worth of power a year, 75 percent of which is sold at 1 cent per kWh to the

Russian Aluminum-owned smelters located in the republic. When Yeltsin pri-

yatized Sayano-Shushensk in 1993 Khakassia was promised ten years of
cheap electricity from the plant. Lyubov Sovershaeva, first depaty presiden-

tial representative for the North-West okrug, recognized that “many gover-

rors will tose control over local energy companies, and hence part of their tax

base”™ Chubais tried to persuade them that the benefits of the plan—the abil-
ity to buy cheaper electricity on the national market, the stimulus to new in-

vestment in energy-rich regions—outweighed the risks.

. The federal government itself was badly split over the Chubais plan.”® The
Energy Ministry was bitterly opposed, but the plan was pushed forward by
Deputy Prime Minister Victor Khristenko, who headed the government com-
mission overseeing the project, and German Gref’s Ministry of Economic
Development and Trade’® Natalya Melikova argued that “Chubais wouldn’t
have stood a chance without German Gref's suppcu“t.”77 In January 2001 Putin
created a commission under the State Council chaired by Tomsk governor
Viktor Kress to study the problem—and to line up the governors behind the
seform.” The Kress commission came back with a rival plan that favored pre-
serving generatiom’distributiou companies that would have continued to en-
joy local momnopoly power.

One pecuiiarity of the policy process was that reform of the power scctor
was delegated to the head of the existing power monopoly, and many of the
key actors influencing the process were companies with a piece of the pie—
owners of shares in UES and regional energos. This can be seen either as a
strength (wisely co-opting key players with potential veto power) or a weak-
ness (abdicating the government’s responsibility to lead). Thus as Petra
Opitz explains, “prospects for reform are expected to resuit not from politi-
cal decisions, as was characteristic for regulatory reform in other countries,
but from the economic interest of the already established players in the
power market.”? Or as [llarionov put it, the Chubais plan was “a case of pri-
vatization when Cabinet officials are ‘privatized’ by private companies and
corporations.”

Chubais was able to persuade the government (o reject the Kress plan, but
he was forced to amend his own draft and accept stronger state control of the
electricity market after the preakup of UES . The revised plan was approved
by Mikhail Kasyanov’s government on July 11, 2001. The plan was dubbed
«5.15” hecause it was five years in the making and will take five years to im-

plement.
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based on the investment plans they want to fund, and in response the govem
ment scales back both the investment projects and the tariff increase allowe

In the August 1998 financial crash the ruble lost 75 percent of its valug
This widened the gap between domestic and export prices in dollar teri
making the cross-subsidization problem even more acute. Oil and gas pro
ducers had even more incentive to switch supplies to exports, while UES 2
before could not share any of the fruits of the export boom. The 1998 cras
triggered a general economic recovery in Russia, which helped UES cug
tomers meet their payments to UES. However, Chubais claimed that UES wy
actually being forced to sell electricity below production cost. It is hard to sa
whether or not this is true, given the nontransparency of Russian accountiﬁg
But if it were true, then the increase in demand for electricity as GDP grew.
meant a widening subsidy gap for UES, and more pressure on its already ex
hausted physical capacity. So, like in California in 2000, economic growth ac
tually makes this problem worse rather than better.

Fearful of popular discontent, the state continued to keep utility pr;ce in
" creases below the general rate of inflation. The price of electricity compare;
to the general producer price index doubled between 1992 and 1996 but fe
back to the 1992 level by 2000.%2 From 1998 to 2000 the prices of gas, trans
port, and electricity dropped by 20 percent, 23 percent, and 39 percent re
spectively, relative to the industrial producer price index 3* The head of th
national tariff body, the FEK, Georgii Kutovoi, was seen as sympathetic to th
“family,” Yeltsin’s inner circle represented by figures such as Sibneft’s Ro
man Abramovich and aluminum magnate Oleg Deripaska > These business
men opposed Chubais’ pleas for higher electricity prices, which would cu
into the profits of the manufacturing industries they control. Also they wanted .
to weaken UES in order to maximize their chances to get control of parts o :
the company during its privatization. :

Putin followed the same policy of price controls alter 2000, Wantmg t
postpone harsh price increases until after the structural reforms of these mo
nopolies have been completed. In January 2002 the government fixed a limi
of rate increases for the upcoming year of 20 percent for gas, 18 percent for:
electricity, and 16 percent for railways, below the increases approved by the
FEK (35 percent, 32 percent, 26 percent), and much less than those requeste
by the companies themselves (38 percent, 44 percent, 66 percent),” Likewise
the increases for 2003 were 14 percent for electricity, 20 percent for gas, and:
12 percent for rail, less than half the raises requested by the companies (25
percent, 40 percent, and 50 percent respectively).’® In December 2003 the:
government announced the maximum electricity tariffs for three years out: 13+
percent in 2004, 8.5 percent in 2005, and 7.5 percent in 20063 :

At the regional level, some REKSs tried to hold down tariff increases, while:’
others pushed them up. Moscow mayor Yurii Luzhkov opposed Mosenergo’s:

squest for a 38 percent increase in 2003, and the REK reduced it to 15 per-
‘ant.® In Rostov the REK allowed a tarifl increase of only 10 percent for
004, including an 8 percent rate of return, while the regional energo said 14
arcent was needed to generate necessary investments ™
‘In 1995 as a first step to introducing some market competition to the in-
ustry, a regulated national power market was established, FOREM (Feder-
I’nyi Optovoi Rynok Elektroenergetiki-Moshchnosti}, FOREM rates were
heaper than in local markets. For example the Lebedinskii GOK smelter cut
nergy from 33 percent to 20 percent of costs by switching to FOREM.% Re-
ional governors discouraged local industry users from going into FOREM,
since such a move cut the revenue of the local energo. Chitaenergo charged
_the Zhirckensk molybdenum plant 63 cents for power it could buy off
OREM for 25 cents per kWh.%' Stavropolenergo lost R390 million in 2002
when the fertilizer giant Nevinnomysskii azot went onto FOREM.®?
“helyabinsk authorities require the local energo to buy more expensive coal
“ffom local mines, and forced the REK to hold down tariff increases in the run-
ip to the 2000 gubernatorial election.®
* The introduction of presidential envoys in May 2000 added another layer
of complexity to this regional bargaining. The envoys actively infervened
‘when a crisis broke, but their strategic goal was to weaken regional execu-
tives’ control over AQ-Energos and REKs. Thus Kemerovo governor Aman
Tuleev complained that the presidential envoy to the Siberian Federal Okrug
Leonid Drachevskii “is making decisions on vital issues: electricity tariffs,
ail transport tariffs, energy strategy, inter-regional issues.”®

Spring 2003 saw a surge of regional tariff increases in excess of the 14 per-
ent national target, with an average increase of 29 percent in the first half of
“the year® Tariff increases broke the national target in twenty-six regions,
“ranging from 17 percent in Moscow to 73 percent in Irkutsk. In part, the price
urge reflected Chubais’ tough policy towards regions that could not pay their
“bills. Partly, it was political: the governors could blame Chubais for the price
?hike in response to their unhappy constituents. Another factor driving some
-gove1 nors to raise electricity prices was the fact that the FEK was allowing
“an increasing number of industrial plants to buy power on the cheaper
FOREM national market.
In April 2003 the ostensibly pro-government United Russia Party seized on
_the tariff increases as an issue to attract popular support, and presented a 2.6-
- million-signature petition to the FEK demanding that it rein in the regional
“ regulators . Regional procurators got info the act, ordering REKSs in eight re-
~ gions to review their tariff increases.®” Governor Konstantin Titov fired the
Samara REK after it approved a 41 percent price increase.®
. Tnitially, Chubais had argued that in order to improve the financial health of -
- UES and -regional energos, the price of electricity would have to be donbled.
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in generation averaged 18 percent (compared with 40 percent in West Europe).

and losses in transmission 12 percent (5 percent in West Europe).* The whole.
topic of energy conservation is largely untapped. There is, therefore, vast
scope for improved efficiency from investment in new technology.

It is less clear whether UES needs investment to expand capacity. Given thit
GDP has fallen by 40 percent since 1991 but electricity generation by only 20
percent, UES probably has adequate generating capacity, UES has about 11
percent of excess capacity over maximum peak load, which is below the
20-25 percent excess capacity found in developed economies. But given that
Russia is spread over eleven time zones, and can move some electricity be-
tween regions, it does not have the same peak-load problems as smaller-sized
countries. Only in 1998 did UES introduce such a basic cost-saving device as
a 30 percent discount for industrial night users (which will help reduce the
peak excess capacity required).

In April 1998, UES got a new chief executive: Anatoly Chubais, the former
deputy prime minister and architect of Yeltsin's controversial privatization
programs. Chubais made it a priority to cut down on payment arrears and to
force customers, under threat of cutoff, to pay in cash and not in bills of ex-
change or barter. A January 1998 government decree set out procedures for
cutting off nonpayers (who would get two months warning) and a list of ex-
ceptions —institutions such as hospitals and defense installations that could
not be shut down.*! A presidential decree introduced a 50 percent discount for
cash payments, and the proportion of electricity sales paid for in cash in-
creased from 35 percent in 1999 to 92 percent in 2001, although UES was still
owed $5 billion in unpaid bills,*? In this war on arrears, Maksim Rubchenko
argues, “UES has accomplished a decisive victory over both the governors
and non-payers. , . . The main weapon in this war was disconnection, and like
in any war it was the innocent who suffered.”*

By 2000, the energetic leadership of Chubais had turned the tide of the ar-
rears crisis, although the problem remains acute in a dozen or so bankrupt re-

gtons. However, Chubais failed to persuade Yeltsin or Putin to allow electric-

ity prices to be increased at a rate faster than general inflation.

THE TARIFF PROBLEM

It is impossible to say what would be a “fair” market price for Russian en-
ergy. There is no “world market price” for energy since it costs money to
move it from point of production to point of use.

Soviet planners were not very cost conscious, and they built generating ca-
pacity based on strategic rather than market calculations. As a result, produc-
tion costs vary by a factor of 10:1, from the least efficient to most efficient
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generating plants. As a result the prices charged to consumers also vary, from
as much as 9.8 cents per kWh in Kamchatka to 1.1 cents in Krasnoyarsk and
0.6 cents in Irkutsk ** The financial health of regional electricity companies
also varies widely. For example, in the Urals region alone profitability ranged
from 5 percent in Chelyabinsk to 40 percent in Tyumen.*

The lowest costs are enjoyed by hydroelectric power stations, which have
a strong incentive to increase sales by finding new customers outside their re-
gion, or by encouraging customers to relocate to their region. Aleksandr
Khloponin, former Norilsk Nickel director-turned-governor of Krasnoyarsk,
explained that “we buy half of Khakasiya’s electricity, but at double its price
within Khakasiya. Why? Because we're different regions,™6

Critics argue that UES is a hopelessly inefficient monopoly that disguises
its poor management and political favoritism by asking for ever-higher tar-
iffs *7 Conitroversial presidential advisor Andrei Illarionoy accused UES and
the other utilities of profiteering and paying their directors high salaries,
while expanding their grip on the economy and absorbing an ever-larger
share of investment. He said, “Calculations show the rates for electricity and
rail transport are 40 percent overpriced on average.™® Chubais had a shout-
ing match with Tllarionov on Russian TV# Illarionov’s ire seems (o be
driven in equal measure by his personal animus towards Chubais and his
quite rational fear that Russia’s economy is becoming deindustrialized
through excessive dependency on energy exports. A more balanced approach
was taken by respected reform economist Yevgenii Yasin. He argued that the
current chaotic tariff policy produces massive inefficiency and waste, and
the real issue is not the level of tariffs but their compatibility with market in-
centives.™

National targets for electricity tariffs are set on an annual basis by the Fed-
eral Energy Commission (FEK), which is close to the Energy Ministry, A
1999 effort to shift the FEK to the Ministry for Anti-Monopoly Policy failed.
Electricity rates for each province are set by the Regional Energy Commis-
stons (REKs). In February 1997 a new law on federal regulation of electric-
ity and heat tarifls took the commissions out from under the jurisdiction of
regional governments and gave them independent legal status, but in practice
they remained under the sway of regional governors.

The overall situation is quite confusing, with one commentator arguing that
“all basic economic tariffs in Russia are set by different bodies and on the ba-
sis of different principles” and “The Federal Energy Commission does not
know the [irst thing about market methods of regulation of tariffs.”!

Prior to August 1998 tariffs were reviewed every three months, using a for-
mula of costs plus a reasonable rate of return. Since then the national tariffs
liave been'set once a year, in January, after face-to-face bargaining between en-
ergy barons and government leaders. The executives argue for higher tariffs
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1991 energy intensity was 0.71 tons of oil equivalent (toe)/$1000 ahd Vefec'- :

fricity intensity was 0.86 kWh/$, compared to an OECD average of 0.27 toe

Eltgg (.44 kWh/$ 1'especti§reiy.28 GDP fell faster than electricity output in the -
Os, malfll'lg ?he Rgssran economy even more electricity dependent. By.
1997 electricity intensity reached 1.05 kWh/$ compared to 0.43 kWh/$ in the.

Organization for Economy Co-operation and Development (OECD).

With 650,000 workers, UES is Russia’s largest company. Blocks of shares -

in UES were sold to its workers and the public for vouchers in 1994, and sub-
sequently for cash to domestic and foreign investors, while the gozvemment
held onto a controlling 53 percent stake. By 2000 foreigners were thought o
own 30 percent of the shares (a figure that includes a lot of Russian offshore
capital). Seventy-two legally independent regional generating companies

(AO-Energos) were created, with UES holding a majority stake in fifty of -

tl?e.m and minority (49 percent) stakes in all but four of the remainder. In ad-
d1t¥on, fourteen individual power plants were turned into mdependent corpo-
raupns. That left UES accounting for 73 percent of Russian generating ca-
pacity and 85 percent of electricity distribution as of 2000 27

The other main electricity generator is the Ministry of Atomic Energy, Nu-
clear power accounts for 15 percent of total supply (but 40 percent in the Cen-
tral Black Earth region). The atomic power stations are forced to sell maost

of their electricity at fixed pri i
prices to the monopsonist UES, so they are ;
starved for cash. P ’ ey e also

REGIONAL REBELS

Four {\O—Energos, in Tatarstan, Bashkortostan, Irkutsk, and Novosibirsk. be-
came independent of UES, with the regional government holding a majérity
stake. Irkutsk is a special case because its vast hydro stations generate 7 per-
cent f’f the nation’s electricity at very low cost. Tn 1992 Governor Yurii
Nozh{kov -biocked the transfer of Irkutskenergo to UES. Yeltsin dismissed
Nozhzkov in March 1993 but was forced to reinstate him in the face of pub-
lic protests. In 1996 Yeltsin signed a bilateral treaty recognizing Irkutsken-
€rgo as the joint property of the federal and regional governments. In 2001
Putin started canceling these bilateral treaties, and in February 2001 a court
1‘educ:3d the Irkutsk government stake to 16 percent, leaving 25 perceni with
UES ! The two aluminum giants SUAL and Oleg Deripaska’s Rusal own 30
percent afld 10 percent respectively. Together they bought 88 percent of the
company’s power, and their managers effectively took over the plani in 2001
By 20(.)3 Irkutskenergo had a market capitalization of $435 million. .
Similarly, the powerful presidents of Tatarstan and Bashkortostan retained
control over their republic energos in 1992. UES owns 21 percent of Bashkiren-

Power Struggle: Reforming the Electricity Industry 271

ergo versus 40 percent held by the republic government. These two energos
even refuse to pay grid rent contribution (abonplata) to UES, which in the case
of Bashkortostan runs to R1 billion a year, or 20 percent of their receipts 32 Sim-
itarly, UES held only 14 percent of the stock in Novosibirskenergo. In 2001 af-
ter a protracted court battle UES managed to remove the company’s head, but
was still not able to place its favored candidate in the post.™

AN INDUSTRY IN CRISIS

It was ironic that in Russia’s energy-driven economy the electricity monop-
oly was one of the mairi casualties of market reform. UES was the “pig in the
middle” between cosseted, cash-rich oil and gas producers and subsidized
consumers. UES was paying close to market prices for many of its inputs
(gas, fuel oil, coal, rail transport) but faced strict price controls over its own
sales. ‘

The price of electricity was held down by the government in order to subsi-
dize industrial and domestic consumers, and was effectively frozen from 1996
to 1999. As of April 2002 domestic consumers were paying an average of 56
kopeks (1.8 cents) per kilowatt/hour (kWh)** Ukraine and Georgia were pay-
ing 4 cents per kWh for imports of Russian electricity, while residential cus-
tomers in Europe and the United States were paying 8 cents per kWh.*» More-
over, in Russia the industrial price averaged 2.6 cents/kWh—higher than the
residential price, while in the west big industrial customers get a discount and
pay close to 4 cents/kWh. Thus Russian industry gets cheap energy, and cross-
subsidizes even cheaper energy for households. Given that 55 percent of elec-
tricity is consumed by industry and only 10 percent by households, the prices
charged to industrial consumers are more important to the financial viability
of UES and regional energos than the prices charged to households.

Despite these low prices, for most of the 1990s municipalities and firms
were able to get away with not paying their bills, because electricity was per-
cetved and treated as a public good.*® Shutoffs of {irms or cities for nonpay-
ment triggered popular protests and coordinated actions by regional and na-
tional leaders.

UES and most regional energos ran at a joss, running up debts to their own
suppliers. By 1998 the situation was critical: UES was losing $1 billion on an-
nual revenues of $7 billion.”” UES was unable to invest in new capacity to re-
place its capital stock, 60 percent of which was beyond its planned life span.
UES claimed to need $21 billion over the next {ive years just to mainfain ex-
isting capacity.™

UES is clearly inefficient by international standards: output per employee
is 0.9 kWh compared to 7.9 in Korea and 8.6 in Brazil ** Thermal efficiency
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were madt? and empires were built. But for the ordinary people too it meant
basic services-—heat, light, transport—continued to be provided at low cost..
A huge number of vested interests had a stake in the preservation of the sta-
tus guo.

But eclzolnomic reformers realized that the monopoly reform would mean
more efficient use of resources, leading to faster economic growth and a higher
standlard of living for Russia as a whole. But the immediate losers from such
a policy—people and companies who would face higher energy bills—were
more Qolitically salient than the more diffuse and hypothetical lohg-term ben-
ef1c1aj?e§. Most of the incambent bosses of the monopolies were happy with
the existing arrangements, and only a minority (such as Chubais) were willing
to gamble on radical change. So the political economy of regulation reform
was trapped in a status quo that has proved very difficult to dislodge.

'The last serious effort to tackle these problems came in the spring of 1997
with an effort to raise domestic energy prices by liberal deputy prime minisj
ters Anatoly Chubais and Boris Nemtsov. The liberals’ “spring offensive” was
defeated by opposition from a broad spectrum of domestic constituencies, es-
pe'cially households and industrial consumers who benefited from the ’iow
prices ..Deputjes in the State Duma and regional governors in the Federation
Council used protests from these groups as an excuse to scuttle the reform.
The problem in 1997 was that the monopoly reform was tied to a broader
range of pqlicies—such as an anticorrupfion drive and privatization of
telecommunications—which were opposed by industrialists and regional
bosses', who might otherwise have stood to gain from monopoly reform.
Chubais and Nemtsov were politically isolated, and Yeltsin was unwilling or
unable to help them overcome the opposition to change.

Russia’s Monopolies during the Transition to Market

Y§1t51n’s privatization campaign lelt most of the infrastructure monopolies
with a new legal status but did not change their monopoly character. The 1995
L-aW on Natural Monopolies classified as natural monopolies the oil and gas
p}pellne networks along with electricity transmisston, railways, telecoms, and
airports. '

Tbe oil sector itself was not regarded as a natural monopoly, with the ex-
ception of the pipeline system, which was handed over to a single entity
Trgnsneft. Production and refining of oil was split among more than a dozen,
regionally based companies, in most of which the government stake has now
b'een sold off *® Oil accounts for only 6 percent of Russian electricity genera-
tion, while natural gas accounts for 43 percent (followed by coal, 19 percent;
hydro, 19 percent; and nuclear, 12.5 percent). ‘ ’ ,
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Unlike oil, the natural gas ministry was privatized as a verticatly integrated
concern, Gazprom, controlling 88 percent of gas production and the long-
distance and local distribution pipelines. Similarly, the electricity sector was
turned over to a single integrated company, Unified Energy System (UES).
The Russian state continued to hold a controlling stake in UES and Gazprom
(53 percent and 40 percent respectively, as of 2003), although the government
did not play an active role on their supetvisory boards during the Yeltsin era.
The railroads were transferred to the Russian Railways Corporation, which
started operations on October 1, 2003,

The drastic and chaotic introduction of market reforms left Russia with a
dual economy. On one side were transactions taking place at competitive
ptices. On the other side, large tracts of the economy were still conducted in
state-regulated prices—especially housing, transport, and the energy infra-
structure. The government softened the impact of market transition by pro-
viding cheap energy to households and to industrial costomers. By the mid-

1990s most of this paralle] economy was conducted in barter —either physical
goods or scrip of various types, including tax and payments arrears. After
1999 the proportion of barter and noncash payment was gradually reduced,
from 50 percent of all industrial transactions to Jess than 10 percent.

The regulatory history began in 1990-1991 with the passage of a Russian
Federation Law on Monopoly. But at that time the main issue was regulation
of monopolies not on efficiency grounds but simply as part of the general
battle with price inf{lation.*’ Hence the law defined “monopoly™ as any firm:
with a 35 percent market share, and some 2,000 companies were listed as
monopolies. Once the general market transition had settled down, attention
turned to the smaller group of “natural monopolies.” In February 1995 pres-
idential decree no. 220 initiated the creation of regulatory commissions, and
the August 1995 law no. 147 “On natural monopolies” provided the legal

framework.

' THE CREATION OF UES

UES is the pivotal actor in the drama of delayed monopoly reform. UES has
very limited opportunities to export electricity, so unlike Gazprom or the oil
companies it cannot use export earnings to cross-subsidize its domestic cus-
tomers. The UES corporation bears the whole burden of the gap between do-
mestic and export energy prices.

Lenin famously said in 1920 that “Communism equals Soviet power plus
electrification of the whole country.” The Soviet Union went on to develop
the world’s second-largest power grid, and the whole economy was built
around energy-intensive industries such as metal refining and chemicals. In
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p]ant:l2 In February 2001, Putin dismissed Energy Minister- Aleksander
Gavrin, and at the same time he removed Nazdratenko from office. Flowever
rather than being arrested as most observers anticipated, Nazdraltenko was’
sé?;llgitgﬁl: tohbeciomle hgad of the State Fisheries Committee. (See Elizabeth
s chapter in the fir i k for i i i
x Namratenkopand o ,-;0?; litl \g;::;e of this work for a detailed discussion
5 ]l)esplte Nazdrat_enko’s clfzpartl,lr.ej the same pattern repeated the next winter.
alenergo shut off three Primorskii Krai cities in December 2001 in responsé
to arrears of R64 billion, and in January and April 2002 some Pacific fleet in-
stallations were briefly shut off in Vladivostok and Kamchatka, including the
radar tracking the International Space Station.!* Putin visited tile Far Eait in
‘/‘Xugust 2902 and told the assembled governors, in his typically laconic style
The region has more problems than solutions” o
Ulyanovsk was another problem case. Its governor, Yurii Goryachev pur-
sued an aggressively antimarket economic policy. In December 2000 hf; was
repia'ced by Vladimir Shamanov, an ex-general who was elected with Kremlin
bgcklng.lﬂowever, Shamanov faced street protests in November 2001 when he
raised utility prices, even though the new fees still only covered 48 percent of
the cost:'5 'I:he Ulyanovsk regional energo owed UES more than R3 billion for
past deliveries. Putin met with Chubais and advised him to “reach an informal
agreement with regional leaders” in Ulyanovsk.' However, the region again
ran up R90 m_iIlion worth of debt in 2002. In January 2003, street protests and
threats of actfon from the procurator forced Shamanov to rescind a proposed
43 percent utility rate increase.!” The same month in Ulyanovsk region eight
peoph.a protested the termination of electricity for their village of Silikatnyi by
blocking the Volgograd-Kazan railway line. (Shamanov had the owe):" re)-/
stored by paying the unpaid R700,000 bill.) d
. In November 2091 UES cut ele_ct.ricity supplies to Kalmykia by 50 percent
ecause the republic owed $20 million for past deliveries—the equivalent of
two years’ supply.' In Tomsk in January 2002 the city tramlines were cut off
In Smolensk, the presidential representative persuaded Governor Aleksandiz
Prok!'lorov tp transfer ownership of the city’s distribution company to the en-
€rgo in partial payment of energy debts.”” Electricity debts in Amur reached
RSAOO million by March 2003, with the city of Blagoveshchensk facing peri-
odic outages. Governor Leonid Korotkov decided that the media were to
b?ame. He t.old a press conference “Will you, journalists, feel good if you get
high royalties for your inflammatory articles but those articles lead to the
bankruptey of the Amurenergo joint-stock company?%
th'IE ]aFe 2003 Kamchatka was ‘bankrupl and had stockpiled less than one-
ird of the fuel it needed for winter. “A very difficult situation is being ag-
gravate,c,i by a Pub!ic feud between the region’s governor and Petropavlovfk
Mayor,” explained Deputy Prime Minister Vladimir Yakovlev.?! As of Janu-
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ary 2004 Petropaviovsk owed R84 million and needed an additional R174
million for new fuel ol supplies

In Moscow, residents were more protected than elsewhere, with fees cov-
ering only 17 percent of the cost. This meant that 43 percent of the Moscow
municipal budget was spent on subsidizing housing and utilities > In 2002 the
council decided to move towards 100 percent cost recovery for those with in-
comes above R8,500 ($300) a month—but fully two-thirds of residents fell
below that threshold and would continue to be subsidized.

THE PROBLEM OF MONOPOLY REGULATION

Fven matute capitalist economies face daunting problems in devising policies
to regulate monopolies, especially what are often called “natural monopo-
lies.” In the 19%0s, from Latin America to Europe it was fashionable to
deregulate these industries: shifting assets from state to private ownership and
promoting competition in the provision of these services. The results were
mixed, producing some catastrophic {ailures even in mature capitalist
economies, such as the California energy crisis of 2000 or the grid failure in
the United States and Canada in August 2003

A “natural monopoly” is a sector where for technical reasons it is most ef-
ficient to have a single provider of the product or service in question, and
where demand is fairly price-inelastic due to lack of close substitutes. “Natural
monopolies” are not the product of Mother Nature, but the result of past deci-
sions about what kind of infrastructure to build. “Infrastructure monopoly” is
a more appropriate and less loaded term fo use than “natural monopoty.”

In the absence of fair market competition, infrastructure monopolies be-
come inefficient and wasteful. Cost-plus pricing gives 1o incentive to cut
waste or phase out inefficient technologies. Strict price controls squeeze prof-
its and deter new investment. The problem is particularly acute in the Russian
economy, since for seventy years the infrastructure was developed on non-
market principles. Simply lifting price controls, as was done with most in-
dustries in 1992, would not solve the problem since monopoly suppliers
could simply hike prices without fear of competition.

Monopoly reform faces both practical and theoretical problems. On the con-
ceptual front, economic theory has found it difficult to come up with market-
based solutions to the provision of goods and services in sectors dominated by
a single or small number of producers. There is no easy off-the-shelf global
“hest practice” solution for Russian reformers o adopt.

On the political front, the maintenance of the infrastructure monopolies be-
came an integral part of the political, economic, and social fabric of Russia -
during the 1990s. For the men in charge of those companies, it meant fortunes
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the chaotic mass privatization of 19921994 and the corrupt “loans for
s.hares” privatizations of 1995-1996. In 2000 Putin gave Chubais the green
hght for reform, and left it up to him to bargain with business interests and re-
gional leaders and come up with a plan that could be passed into law by the
Federal Assembly.

Chubats’ dogged pursuit of electricity reform has been an impressive po-
litical achievement. Given the hostility towards Chubais felt by most of the
Russian public and by many of his business rivals, it was only Putin’s politi-
cal protection that enabled Chubais to play the role that he did. The whole
process stretched out over four years, and is still not complete. It would thus
be premature to try to judge the success of a reform that is still, as of mid-
2004, only half-implemented.

THE POLITICS OF POWER CUTS

Civil society and social movements are exceptionally weak in contemporary
Russia. Workers do not strike even if they are not paid for months, and ordi-
nary citizens rarely take to the streets to protest the war in Chechnya, arrears
in pensions, or anything else. But in Russia’s fiercely cold climate, dramatic
images of schools or apartment blocks being shut off from electricity and heat
still have the capacity to trigger a strong political response, People take to the
streets in protest, the national media shows up, and mayors, governors, and
presidential representatives leap into action.

The fact that the electricity sector was undergoing market reform between
2000 and 2004 heightened the tension. “The energy sector serves two mas-
ters. On one side, it is going over to business principles. On the other side, the
sector is regarded by politicians as an instrument of social services.”™

Most apartments were privatized in the course of the 1990s, but house and
ﬂat dwellers remained heavily dependent on the communal service organiza-
tions that provided them with heating, gas, electricity, and water, and looked
after building repairs, garbage disposal, and the upkeep of common areas.?
These agencies were typically run by the local municipality. Some housing
was owned by industrial enterprises, but in the course of the 1990s most of
the-se loss-making operations were transferred to local councils. Housing
umts-mn by municipalities are less likely to be subjeét to disconnection than
housing that is still owned by a bankrupt company or farm. Consumption of
hejat and gas by individual households was typically not metered. One-third
of the heating for houses is provided by cogeneration from power stations run
by UES.

Residents lobbied to prevent utility price increases. Even though federal
standards said that customers should pay 90 percent of heating costs, in prac-
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tice most councils were only able to recover 40 percent of costs through user
fees3 Part of the problem is the long list of categories of residents (low in-
come, pensioners, veterans, etc.) who are exempted by federal legislation
from paying the full fees. In 2001 housing services cost a total of R360 bil-
fion ($13 billion) nationwide, of which only R170 billion was paid by the res-
idents.® Unable to bridge the gap, municipalities ran up arrears with UES,
who threatened to cut off nonpayers. (The first step is usually reducing the
temperature of the hot water, and not a complete closedown.) The municipal-
ities in turn complain that UES is badly run, failing to provide the required
heat or accurate and timely reports of the services provided.”

Nonpayment was a nationwide problem in 1997-1998, but by 2000 it was
concentrated in a few troublesome regions that had inadequate local power
supplies and particularly inept or corrupt govemors. The problem regions in-
cluded Ulyanovsk, Kalmykia, Amur, Primorskii Krai, and distant Kamchatka.
According to Mikhail Delyagin, in winter 2001-2002, 100,000 people expe-
rienced electricity or heating cuts lasting more than a day; but in 2002-2003
as a result of the tariff increases, the number rose to 2.1 million people.?

Particularly hard hit were regions in Siberia and the Far East that generated
power with coal imported from other provinces.” Coal corporations like Ro-
sugol and the railways were less willing to sell and deliver on credit than were
UES and Gazprom, which provide the power in European Russia.

Primorskii Krai was the setting for the most protracted and nasty energy
war. Inept and corrupt leadership combined with a collapsed economy, an ¢x-
cess of military facilities, a virulent mafia, and high transport costs from Eu-
ropean Russia to produce a chronic electricity crisis. Payment arrears and
power outages dogged the region throughout the 1990s. During his nearty
two-term terure, Governor Yevgenii Nazdratenko built up a powerful set of
allies among his fellow governors and in the federal government.

Things came to a head in the summer of 1999, as Nazdratenko prepared for
reelection that December. First Deputy Prime Minister Nikolai Aksenenko, a
foe of Chubais and hence a friend of Nazdratenko, visited Viadivostok in July
and ordered UES to solve the debt problem by cutting tariffs.!” Nazdratenko
won the election, and in September 2000 he secured the appointment of his
deputy governor, Yurii Likhoda, to be director of the regional electricity com-
pany, Dalenergo.

However, each winter saw the same pattern in Primorskii Krai:; the sus-
pension. of coal deliveries because of monpayment, causing shutdowns of
electricity for hours at a time, leading (o street protests and frantic appeals for
help to Moscow. The. winter of 2000-2001 was particularly cold, and nation-
wide the federal government doled out R14 billion in extra assistance for fuel
purchases.!!. Spring 2001 saw a wave of protests from Ivanovo to Yekaterin-
burg, where military. police acted to prevent the cutoff of power to a defense
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The “shock therapy” of price liberalization in 1992 qguickly brought market

fgrces into play in most areas of the Russian economy —but energy and util
l . - . . )
es were exempted, with prices in those sectors remaining under state con-

trol. Slmilaﬂ){, Privatization moved swiftly in retailing and manufacturin

th'm_: state ministries were broken up into independent corporations based o%; i
lnd'lvzduz}l plants, But the Yeltsin government ducked the gquestion of privat '
zation of the infrastructure monopolies, so it was left up to the Putin Iz)ldm‘inl: .

;Ztéii;?.} to devise an ownership structure and regulatory framework for these
Pl‘xtm focused his atiention on this issue soon after taking office as actin
p'r?,81dem on December 31, 1999, but the complexity of the problem anci the 0%
¥1t1cal controversies that it engendered meant that there was scant progress dir—
ing the four years of his first term in office. In his annual address to the lﬂiederal
Assembly on May 16, 2003, Putin acknowledged the problem. “State tariffs for
the products and services of the infrastructure monopolies are increasing at a
higher rate than the growth of prices in the free sector of the Russian eL‘onom
As a result, the excess distribution of economic resources in favor of the mg-l
nopoly s.ector is increasing, and its share of the Russian économy is growin
Meanwhlle, this monopoly sector is not showing great efficiency. Thus the mg—.
nopohs.ts are suffocating the competitive sector of our economy.;"
The infrastructure monopolies, together with public housing, are all tightly
connected. The railways carry the coal that generates much of the electricity
Fhat powers the railways and heats the housing. Altering the price or operat-
ing condltllons of any one of these industries has an immediate impact on all
Fhe other lmF(s in the chain of monopolies. However, in the interests of clar-
ity and brevity, this chapter will concentrate on the reform of the electricit
sector, leaving aside Gazprom and the railways. ’

A REGIONAL CHALLENGE

Refform of the infrastructure monopolies was also a central element in Putin’s
df‘ive to reestablish the power of the federal center over regional leaders. Re-
gional governors and republican presidents had managed to gain effec.:tive
con.trol over regional electricity companies during the Yeltsin years, so the
Pl.ltm.reform would involve stripping them of their power to influence 1tliua dis-
tnbutlop and pricing of electricity on local markets. ‘
Russ_lal.l consumers were used to cheap, highly subsidized power. They
were w11]1.ng to protest, in the streets and at the ballot box, when effort‘s were
madt? to hike prices or, worse still, to cut off factories, public institutions, or
hous?,;?lg complexes for nonpayment of utility bills. Typically, municipal ,au—
thorities and regional governors colluded with these popular protests, plead-
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ing with federal authorities for relief and passing responsibility for the crisis
up the chain of command to Moscow.

At the same time, the management of gas, electricity, and raitways was the
object of vigorous contestation among Russia’s new private business elites.
Access to cheap sources of local energy was the key to success in Russia’s
booming metals and chemicals industries, which were earning tens of billions
of dollars in exports. On the other hand, the companies producing oil and nat-
ural gas wanted to minimize domestic sales and maximize exports. The ex-
port price for oil was twice as high as the domestic price, and for gas five
times as high. Export customers were also more reliable when it came to pay-
ing their bills, and more useful when it came to hiding revenue from the tax
man through transfer pricing.

Regional political leaders usually cooperated with the oligarchs who ran
local factories to ensure that cheap power stayed within their province, pro-
viding jobs and tax revenue. By the end of the 1990s there were several cases
of business leaders themselves being elected as governors, such as Sibneft’s
Roman Abramovich in distant Chukotka (see Natalia Zubarevich’s chapter on
big business in this volume). Sometimes oligarchs and governors fell into
vigorous and occasionally violent conflict. The Yeltsin administration’s pol-
icy ol decentralization after 1994 signing bilateral treaties giving special
powers to individual regions —had compounded the problem.

n 1992 the electricity industry was turned into a national monopoly cor-
poration, Unified Energy System (RAQ UES). Seventy-two legally indepen-
dent regional generating companics (AO-Energos) were created, with UES
holding a majority stake in most of them. The power to set electricity prices
devolved to Regional Energy Commissions (REKs) that were set up in most
of Russia’s eighty-nine federation subjects after 1996.> In most regions con-
trol over decision making in the AO-Energos and REKs quickly fell into the
hands of the regional governor or republican president, although some re-
gions saw [jerce battles for control between rival groups. This deeply embed-
ded patronage system thwarted efforts by electricity managers to reform
prices with a view to promoting greater efficiency and stimulating much-
needed investment.

Thus Putin [aced a huge challenge m breaking up these cozy regional rela-
tionships and freeing the sector to embark on the daunting task of reform. De-
vising a system for operating the electricity industry in the context of Russia’s
new market economy would not be easy; implementing such a system would
be even more difficult, '

Putin did not come into office with a blueprint for change. The main force
driving the electricity reform was Anatoly Chubais, who was appointed head
of RAO UES in 1998 and still held the post as of 2004. Chubais is perhaps
the most controversial figure in Russian politics, being held responsible for
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Power Struggle: Reforming the Electricity Industry

Peter Rutland

Reform of the electricity moenopoly is a fascinating case study of the conflo-
ence of three major trends in Viadimir Putin’s political strategy: strengthen-
ing central power, introducing market competition, and reining in the oli-
garchs. Studying this reform helps us to understand Putin’s apparently
paradoxical pursuit of both authoritarian power and market reform.

The privatization of the electricity industry should increase efficiency and
stimuiate investment. At the same time, it will weaken regional leaders who
have used their control over local energy companies to subsidize municipal
housing and favored industrialists. By creating a more competitive energy
market, the reform should thwart oligarchs bent on capturing cheap local en-
ergy sources.

During his first term as president, Putin accumulated an impressive record
in economic policy. Gross domestic product (GDP) grew at an average of 6
percent a year and important tax and legal reforms were implemented, How-
ever, there was still much unlinished business. Seventy years of central plan-
ning followed by ten years of “wild capitalism” left 2 mass of problems to ad-
dress. After 1991 powerful groups emerged, such as the business oligarchs
and regional leaders, who developed a strong vested interest in preserving the
gains they made in the first half of the decade, and who resisted further re-
form. Probably the most serious challenge was the pervasiveness of corrup-
tion and accompanying lack of rule of law, problems that will take decades to
solve,

Among the unfinished business left for President Putin was the infrastructure
monopoly preblem. Russia inherited from the Soviet Union an economy strie-
tured around huge centralized monopolies controlling the natural gas, coal, rail-
ways, and electricity industries, and the network of oil and gas pipelines.
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