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Low inflation to knock down regulatory risks… Inflation is a key pricing
driver for infrastructure monopolies. Low inflation that mitigates the
negative effects of restricted tariffs on monopolies will support the credit
quality in the sector.
…but to boost expenses for bad debt write-off. Low inflation may
aggravate payment delays persisting in the electric power sector
(currently, the rate of overdue payments is 5%). High inflation accelerated
depreciation of bad debts, but the forthcoming low-inflation period may
push down the sector's profits by 0.7 pps, unless payment discipline turns
for the better.
The period from 2018 to 2020 will bring the industry's historic high
financials. Cease of investments into new generation capacities and
regulated by capacity supply agreements (CSA) and the growing payments
under CSAs will increase the sector's margin up to 24–26% and decrease
the Debt/EBITDA ratio down to 1.6х. But, starting from 2020s, electricity
companies may resume to increase borrowings, fostered by the cease of
CSA payments and the start of new investment projects.
Ten years later: main results of RAO UES reforms — higher
investments and healthier financials. In 2008–2017, the electricity tariffs
for corporate consumers and households outpaced the inflation by 1.6
and 1.3 times, respectively. The reform has proved that market relations
may exist under the classical natural monopoly (from 2011 to 2017, market
competition restrained the price growth at 7%), provided that the market
excludes socially sensitive segments (households, ill-developed regions).
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Table 1. Russian electricity sector 2022 forecast
Indicator
Generation
UPS of Russia installed
capacity, incl.
TPPs
HPPs, PSPs
NPPs
RESOPs (GPPs, WPPs, SPPs)
Electricity generation by UPS
of Russia
Electricity consumption by UPS
of Russia
Electricity consumption
dynamics in UPS of Russia
Heat generation
Investments
Installation of new capacities,
modernization at UPS of
Russia, incl.
TPPs
HPPs, PSPs
NPPs
RESOPs (GPPs, WPPs, SPPs)
Investments in generation in
Russia
Investments in grid systems in
Russia
Prices
Electricity price for Russian
consumers (except
households)
Electricity price for Russian
consumers (except
households)
Electricity price for Russian
households
Electricity price for Russian
households
Wholesale electricity market
price (day-ahead market) in
the first pricing zone
(European Russia and Urals)
Wholesale electricity market
price (day-ahead market) in
the second pricing zone
(Siberia)

UoM

2015

Actual data
2016

2017

Estimate
2018

2019

Forecast
2020
2021

2022

kW mln
kW mln
kW mln
kW mln
kW mln
kWh bln

235.3
160.2
47.9
27.1
0.1

236.3
160.2
48.1
27.9
0.1

236.3
162.8
48.4
27.9
0.3

238.0
163.6
48.9
28.1
0.4

238.2
162.2
49.0
29.2
0.9

237.7
159.1
49.2
30.4
2.1

238.6
157.7
49.3
30.4
4.4

238.6
156.2
49.4
30.8
5.2

1,051

1,073

1,079

1,088

1,099

1,112

1,119

1,128

1,008

1,027

1,040

1,049

1,059

1,072

1,079

1,088

-0.6%
1,244

1.8%
1,273

1.3%
1,258

0.9%
1,252

0.9%
1,245

1.3%
1,249

0.6%
1,253

0.8%
1,257

5.1
4.0
0.2
0.9
0.06

4.6
3.1
0.2
1.2
0.02

3.9
3.3
0.4
0.0
0.2

3.9
2.1
0.5
1.2
0.1

2.9
1.3
0.1
1.1
0.4

3.1
0.5
0.1
1.2
1.2

2.9
0.5
0.1
0.0
2.3

4.0
0.5
0.2
2.5
0.8

414

372

345

342

295

285

386

386

290

272

307

306

288

253

306

356

2.6

2.9

3.2

3.2

3.3

3.5

3.7

3.8

105.7%

111.7%

109.3%

102.8%

102.9%

106.2%

104.2%

104.4%

2.8

3.0

3.2

3.4

3.5

3.7

3.9

4.0

105.1%

108.1%

106.3%

105.0%

105.0%

105.0%

105.0%

104.0%

1,153

1,202

1,204

1,249

1,304

1,359

1,401

1,493

914

866

865

875

909

937

1,003

1,033

kWh bln
%, y-o-y
Gcal mln
kW mln

kW mln
kW mln
kW mln
kW mln
RUB bln
RUB bln

RUB / kWh
(net of VAT)
%, y-o-y

RUB / kWh
(incl. VAT)
%, y-o-y
RUB / MWh
(net of VAT)

RUB / MWh
(net of VAT)

Source: ACRA
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Reform results: investments and profit
RAO UES reform included division
of the monopoly into competitive
(generation and sales) and
monopolistic (transmission)
sectors. Power generation and
sales companies were privatized.

For price and tariff formation
diagram and main definitions see
ACRA forecast Inflation targeting
to tighten tariff policy, but not to
halt energy price growth in Russia
published April 24, 2017.

In 2008, the RAO UES reforms were completed, the major reforms of the natural
monopoly conducted in a rather short period of 10 years. Main positive reform
results include higher investments and healthier financials. In 2008–2017, the
installed capacity of the Russian energy system grew by 14% (vs the economy
growth of 11% in the same period), and the average EBITDA margin grew from
16% to 25%.
In this period, the growth of electricity tariffs outpaced inflation by 1.3 times for
households and 1.6 times for corporates (the peak growth was seen primarily in
the first post-reform years, until 2011-2012, after which the regulatory policy was
tightened in response to a sharp rise in prices for electricity). Tariffs for industrial
enterprises grew at a higher rate (by 1.25 times), which means that one of the
objectives of the reform to eliminate cross-subsidization has not been resolved.
Investments in the electric power industry have led to an improvement in the
economic efficiency of the industry, which, nevertheless, lags far behind modern
levels: fuel consumption at TPPs is 28% less efficient than at new power plants.
Moreover, labor productivity even decreased in 2008-2017.
Table 2. Investments and profit have shown a maximum growth over the last ten
years after the RAO UES reforms
2007
Russia GDP
Power consumption
Installed capacity, including:
TPPs
HPPs
NPPs
RESOPs (GPPs, WPPs, SPPs)
Inflation, Russia
Electricity prices, Russia
(except households)
Electricity prices, Russia
(households)
Labor productivity
Specific reference fuel consumption
Losses in grids
EBITDA margin

2017

989.7 kWh bln
210.0 GW
139.3 GW
47.2 GW
23.5 GW
0.1 GW

1039.9 kWh bln
239.8 GW
162.8 GW
48.4 GW
27.9 GW
0.7 GW

1.1 RUB / kWh
(w/o VAT)
1.3 RUB / kWh
(VAT incl.)
1.54 kWh mln
/ employee
332.6 g/kWh
10.3%
16%

3.1 RUB / kWh
(w/o VAT)
3.2 RUB / kWh
(VAT incl.)
1.41 kWh mln /
employee
319.3 g/kWh
9.8%
25%

2017/2007
trends
+11.0%
+5.1%
+14.2%
+16.9%
+2.5%
+18.7%
7 times
+119%
+193%
+155%
-7.8%
-4.0%
-0.5 pps
+9 pps

Source: ACRA estimates
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For a long time, the electric power
industry was categorized as a
classical natural monopoly. The
impossibility of developing
competition in the electric power
market for technical reasons
became the main argument
against the RAO UES reforms.
Technical features of electricity
production and consumption
(limited storage capacity, inelastic
supply and demand) restrain the
development of simple market
mechanisms and require indirect
regulation.

In 2011, the Russian electricity
market was completely liberalized
(except supplies to households, as
well as Far East, Kaliningrad,
Arkhangelsk, Komi and North
Caucasus regions).
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Russian power market is among the world's largest liberalized
electricity markets…
In 2012-2017, the electricity tariff growth was restrained by competition (the
contribution of this factor was at least 7% of the end consumer price). In 2011,
following the electricity market liberalization, a surplus started to arise and
competition intensified. From 2011 to 2017, the increase in electricity prices for
industrial enterprises in Russia lagged behind inflation (49 and 52%, respectively).
From 2012 to 2017, gas prices rose by 49%, while wholesale electricity market
tariffs rose by only 22% in the European part of Russia (the first price zone). As a
result, consumers have saved RUB 171 billion (7.6% of the end consumer price).
Consumers' benefits from the competition in the electricity market completely
offset the negative effects of price increases caused by special surcharges for new
TPPs (TPP CSA program). However, the competitive factor could not compensate
for the increase in consumer surcharges for new NPPs (such surcharges were five
to six times higher than for new TPPs, and commissioning of new TPPs was not
accompanied by an equally significant decline in the DAM1 prices). The surcharges
for a new power plant are highly dependent on capital expenses, and today such
expenses are determined not through a tender for NPPs only.
New NPPs with a total capacity of 3.5 GW expected to be commissioned in 2018–
2022 will not be accompanied by higher competition in the day-ahead market
and will become the main driver of electricity prices in the generation sector going
above the inflation (in the mentioned period, the average price growth in the
Russian generation sector is expected at +4.7%).
Figure 1. New TPPs drove surcharges within power tariffs but restricted the
wholesale DAM prices

First price zone (Europe and Urals), RUB bln
600
500
400
300
200
100
0
2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022
Consumer surcharge under NPP CSA
Consumer surcharge under CHPP CSA
Consumer surcharge caused by higher DAM competition
Source: ACRA estimates
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…but the market comprises only a half of supplies from generating
companies, two thirds of proceeds and almost all profit
Successful development of competition in the electric power industry became
possible mainly due to the fact that all "potentially problem" consumers (Far East
and North Caucasus regions, households) were left "outside the market." The heat
market (for TPPs, heat production is associated with electricity generation) is also
still not liberalized. In 2017, the share of the market in terms of electricity and heat
supplies by generating companies was 50%, in terms of revenue — 66%, and in
terms of profit — up to 100%.
Supplies to those groups of consumers are carried out using various forms of
cross-subsidization (which increases prices for other consumers) or accompanied
by lower revenues of generating companies.

See ACRA economic forecast until
2021 Low inflation in Russia to
force the government and
businesses to seek new forms of
flexibility published
October 9, 2017.

The share of cross-subsidization in the end consumer price is 7% or RUB 200
billion. The volume of income lost by generating companies from the sale of
electricity and heat at non-market prices is 15% of their revenues (RUB 350 billion).
In order to reduce cross-subsidization in the medium term, the electricity
transmission tariffs will be increased by 5% for households and by 3% for industry
enterprises. However, this will reduce the amount of cross-subsidization by mere
RUB 8 billion (0.3% of the final price) from 2018 to 2022. Taking into account the
government's plans to support consumers in the Far East, the share of crosssubsidization in the final price will remain at 7% in the medium term.
A high share of non-market supplies in revenues will continue to deter the credit
quality of energy companies, especially in the TGC 2 segment (companies
managing CHPPs).
Figure 2. Electricity prices for households are 1.8 times lower than the prices for
corporates consuming electric power on similar terms
800
600
400
200
0
2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022
Price for households, kop./kWh (VAT incl.)
Price for corporates, kop./kWh (VAT incl.)
Source: ACRA estimates

2

Territorial generating companies

5

"10+10": Russian power sector anticipating new reforms
to break investment pause

April 19, 2018

Low inflation to boost expenses for bad debt write-off
According to ACRA estimates for 2018–2022, the average inflation rate will be 4%,
which is three times lower than the rate in 2000–2015 (prior to inflation targeting
policy). For electric power companies, as well as other monopolies, the key price
growth indicator is the rate of inflation. Low inflation may result in the following
changes for electric power companies:
1) Lower regulatory risks
When the rate of inflation is low, a tighter tariff policy is less harmful for the profits
of electricity companies. In 2014, the freeze of transmission tariffs resulted in a
12% decline in real incomes of the companies; in case such freeze took place in
2017, the decline would amount to mere 3%. In terms of rating analysis, we
improve our regulatory risk factor assessments for grid companies.
2) Lower flexibility in costs management
On the other hand, a low inflation rate is a challenge for operating efficiency. If,
under the high inflation, tariffs are indexed following the inflation, grid companies
may use their dominating market position and freeze contracts with personnel and
suppliers and, thereby, push down real costs. Low inflation makes nominal values
rigid, and monopolies may not increase their operating efficiency by freezing
contracts in nominal terms.
3) Higher expenses for bad debt write-off
The higher the inflation the faster the impairment of bed debts. In 2017, the
average share of overdue payments amounted to 5% of the sector's revenue.
Without better payment discipline, low inflation (4%) will decrease the sector's
profit by 0.7 pps.
Figure 3. Share of overdue electricity payments in Russia in 2017: 5%
8%

16%

7%

14%

6%

12%

5%

10%

4%

8%

3%

6%

2%

4%

1%

2%

0%

0%
2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017
CPI, % (rha)

Overdue payments in the electric power industry, %

Source: ACRA estimates
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Investment pause to persist until 2020s
For the electric power industry, the period from 2018 to 2020 will be recordbreaking in terms of returns, cash flow and dividends. It will be contributed by the
completion of investment projects (except investment projects of Rosatom) and
CSA payments (the peak of payments has fallen on the last four years).
According to ACRA estimates, in this period the debt load of the sector will drop
to 1.6x Debt/EBITDA, and the EBITDA margin will grow up to 24–26%. In 2016, the
free cash flow in the sector became positive—for the first time since the start of
investments in CSA. ACRA forecasts that it will remain in the positive zone until
the beginning of the 2020s. This situation can stimulate the growth of dividend
payments in the sector.
At the beginning of the 2020s, a new investment cycle may start, driven by the
TPP upgrade program and power grids digitalization projects. This period will
coincide with the period of declining CSA payments, which currently form 3/4 of
EBITDA in the thermal power sector. Therefore, to implement a new investment
program, the sector will resume borrowing more.
Figure 4. Since 2016, free cash flow has been positive in the electric power industry
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FCF* in electric power industry, RUB bln (lha)
FCF* in electric power industry (only negative performance companies), RUB bln (lha)
Debt/EBITDA (rha)

* Free cash flow
Source: ACRA estimates
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Appendix. Electricity tariff structure in Russia
Tariff setting scheme in Russia

Source: ACRA

Tariff setting scheme in Russia
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Other consumers (industry, agriculture, services)
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4%

Sales,
4%

Generation
(electricity),
23%
Generation
(capacity),
6%

Grids,
67%

Grids,
40%

Generation
(electricity),
37%

Generation
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19%

8

"10+10": Russian power sector anticipating new reforms
to break investment pause

April 19, 2018

(С) 2018
Analytical Credit Rating Agency (Joint-Stock Company), ACRA (JSC)
75, Sadovnicheskaya embankment, Moscow, Russia
www.acra-ratings.com
Analytical Credit Rating Agency (ACRA) was founded in 2015, with its 27 shareholders representing major Russian corporate and financial institutions
and its authorized capital exceeding RUB 3 bn. ACRA’s main objective is to provide the Russian financial market with high-quality rating products.
Methodologies and internal documents of ACRA are developed in compliance with Russian legislation and with regard to global rating industry best
practices.
The provided information, including, without limitation, credit and non-credit ratings, rating assessment factors, detailed credit analysis results,
methodologies, models, forecasts, analytical reviews and materials, as well as other information placed on the ACRA website (further referred to as
Information), coupled with the ACRA website software and other applications, are intended for information purposes only. Information must not be
modified, reproduced or distributed by any means, in any way or form, either in whole, or in part, in marketing materials, as part of public relations
events, in news bulletins, in commercial materials or reports without prior written consent from, and reference to, ACRA. Any use of Information in
violation of these requirements or the law is prohibited.
ACRA credit ratings reflect ACRA’s opinion about the ability of a rated entity to meet its financial obligations or about the credit risk of individual
financial obligations and instruments of a rated entity at the time of publication of the relevant Information.
Non-credit ratings reflect ACRA’s opinion about certain non-credit risks assumed by interested parties interacting with a rated entity.
The assigned credit and non-credit ratings reflect all material information pertaining to a rated entity and known by ACRA (including the information
received from third parties), the quality and reliability of which ACRA considers appropriate. ACRA shall not be responsible for the accuracy of
information provided by clients or relevant third parties. ACRA does not audit or otherwise verify the provided data and shall not be held responsible
for their accuracy and completeness. ACRA conducts rating analysis of information provided by customers using its own methodologies, with the texts
thereof available on ACRA’s website – www.acra-ratings.com/criteria.
The only source that reflects the latest Information, including the one about credit and non-credit ratings assigned by ACRA, is ACRA’s official website
– www.acra-ratings.com. Information is provided on an "as is" basis.
Information shall be considered by users exclusively as ACRA’s statement of opinion and must not be regarded as advice, recommendation or
suggestion to buy, hold or sell securities or other financial instruments of any kind, nor shall it be viewed as an offer or advertisement.
Neither ACRA, nor its employees and persons affiliated with ACRA (further referred to as the ACRA Parties) provide any direct or implied guarantee
expressed in any form or by any means regarding the accuracy, timeliness, completeness or applicability of Information for making investment and
other decisions. ACRA does not act as a fiduciary, auditor, investment or financial advisor. Information must be regarded solely as one of the factors
affecting an investment decision or any other business decision made by any person who uses ACRA’s information. It is essential that each of such
persons conduct their own research and evaluation of a financial market participant, as well as an issuer and its debt obligations that may be regarded
as an object of purchase, sale or possession. Users of Information shall make decisions on their own, involving their own independent advisors, if they
deem it necessary.
ACRA Parties shall not be responsible for any action taken by users based on Information provided by ACRA. ACRA Parties shall under no circumstances
be responsible for any direct, indirect or consequential damages or losses resulting from interpretations, conclusions, recommendations and other
actions taken by third parties and directly or indirectly connected with such information.
Information provided by ACRA is valid only as of the date of preparation and publication of materials and may be amended by ACRA in the future.
ACRA shall not be obliged to update, modify or supplement Information or inform anyone about such actions, unless the latter was recorded separately
in a written agreement or is required by legislation of the Russian Federation.
ACRA does not provide advisory services. ACRA may provide additional services, if this does not create a conflict of interest with rating activities.
ACRA and its employees take all reasonable measures to protect all confidential and/or material non-public information in their possession from
fraud, theft, unlawful use or inadvertent disclosure. ACRA provides protection of confidential information obtained in the course of its business
activities as required by legislation of the Russian Federation.

9

