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INTER REGIONAL CROSS SUBSIDIZATION IN THE RUSSIAN
GAS MARKET: PRESERVED INEFFICIENCY

D.Gordeev

Oil and gas sector’s effi  cient performance is one of 
the keystones ensuring energy security of the state. 
Natural gas, in terms of consump  on of primary 
energy sources, accounts for more than 53% of total 
energy consump  on in the Russian Federa  on. The 
ins  tu  onal and economic nuts and bolts of natural 
gas market were laid down more than 50 years ago, 
and today, however, many solu  ons don’t fi t in the 
development goals of a modern and globally compe  -
 ve economy. The exis  ng prac  ce of inter-regional 

cross-subsidiza  on in the Russian gas market is one 
of the most controversial topics discussed frequently 
by experts. Inter-regional cross-subsidiza  on implies 
the regula  on of regional gas prices at a level which 
doesn’t fully agree with actual costs of produc  on, 
transporta  on, storage and sales of gas. The closer is 
a region to produc  on areas, the higher is the price as 
compared to costs, and hence the higher is the supply 
profi tability rate1. Gas transporta  on in remote areas 
is costly and the price is normally less than costs, resul-
 ng in a ne ga  ve profi tability of gas supplies at regu-

lated prices. In othe-r words, with the inter-regional 
cross-subsidiza  on in place, gas prices are somewhat 
equalized between regions, which can be interpreted 
as some sort of a social contract between the state, 
society and industry. Such a distor  on of price signals 
may result in making investment decisions which could 
be ineffi  cient in terms of both gas saving and loca  on 
of gas-intensive produc  on. 

The nuts and bolts of inter-regional cross-subsi-
diza  on prac  ce were laid down back in the era of 
Soviet Union. Soviet line ministries were in charge of 
construc  ng produc  on enterprises and what is more, 
there was no key objec  ve of minimizing produc  on 
and transporta  on costs. Enterprises, instead of being 
constructed in regions producing main sources of raw 
materials, were in many cases constructed in regions 
receiving most of the products manufactured by the 
enterprises, or there was an objec  ve of labor distri-
bu  on in the country that had to be met. The tran-

1  Vedomos   newspaper dated 22.04.2014 h  p://www.vedo-
mos  .ru/business/news/2014/04/22/gazprom-ozhidaet-snizheni-
ya-rentabelnos  -v-rossii

Most of Russia’s energy-consuming enterprises are energy ineffi  cient chiefl y because of inter-regional subsidiza-
 on of natural gas prices. The exis  ng mechanism of regula  ng natural gas wholesale prices will interfere with 

import subs  tu  on plans in the domes  c industry and produc  on moderniza  on.

si  on to market rela  ons created a situa  on when 
many enterprises situated far away from sources of 
raw materials could have turned into loss makers. The 
issue was most cri  cal for enterprises using natural gas 
as the principal raw material, because natural gas was 
produced basically at the single fi eld in the Yamalo-
Nenets Autonomous District. Most of the Russian 
manufacturing industry would have stalled by deregu-
la  ng gas prices without using industrial policy tools 
for changing geographical loca  on of and modernizing 
principal gas consumers. 

Economically, cross-subsidiza  on leads to unre-
coverable losses for social welfare, because the price 
at donor regions is more than op  mal, thereby strip-
ping benefi ts from consumers and manufacturers and 
resul  ng in less than normal consump  on of gas, while 
ineffi  cient enterprises consuming more than normal 
volumes of gas are encouraged in recipient regions 
showing a lower-than-op  mal price, which is refl ected 
in actual costs of natural gas supplies to such regions. 

The reason behind using cross-subsidiza  on of 
gas prices is some kind of a social jus  ce regarding 
the price of gas supplied to individuals, while for the 
industry it can be explained by allowing enterprises to 
manufacture low-price products, i.e. products com-
pe   ve in the world market, through providing them 
with cheap resources. However, this holds true if pro-
duc  on enterprises with cheap resources use their 
low-price subsidy to keep low prices of the products 
they manufacture rather than compensate for their 
ineffi  ciency and/or generate above-normal profi ts. In 
Russia, cheap resources for manufacturers is some 
kind of a subsidy rather than the opportunity to manu-
facture low-price products2. 

The Russian economy has long been needing revo-
ca  on of the prac  ce of inter-regional cross-subsidi-
za  on of natural gas wholesale prices. However, this 
should be done step by step so that enterprises can 

2  An analysis of the Russian oil and petroleum products mar-
ket is provided in the following paper: Idrisov G.I., Sinelnikov-
Murylev S.G. Moderniza  on or preserva  on: the role of export 
duty on crude oil and petroleum products // Economicheskaya 
Poli  ka. 2012. No. 3. P. 5–19. 
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upgrade their produc  on. While there is no doubt 
that individuals need cross-subsidiza  on of natural gas 
retail prices, ineffi  cient use of natural gas is encour-
aged amid the current situa  on, when gas prices may 
diff er many  mes from actual costs. A mechanism for 
keeping prices low for individuals while facilita  ng 
energy effi  cient use of natural gas should be designed 
so that gas tariff s are raised to a level compa  ble with 
long-run marginal costs1, while providing individuals 
with compensatory transfer payments. 

Conven  onal calcula  ons made at the Gaidar 
Ins  tute for Economic Policy2 show that natural gas 
supplies are less profi table to regions most remote 
from the regions nearest the Tyumen Region’s north-
lands (TRNLs) which produce most of natural gas. The 
diff erence between the profi tability (profi tability here-
in is defi ned as the ra  o of average wholesale price 
for consumers of all categories to costs of gas sup-
plies (produc  on, transporta  on, storage) less one) 
in most and least profi table regions is about 45–50%, 
while it should be noted that the profi tability of natu-
ral gas supplies for retail consumers turns nega  ve in 
the regions which are most distant from the TRNLs. 
Regulated natural gas prices are compared according 
to the average gas transporta  on distance, as well as 
the profi tability level for 44 Russia’s regions is meas-
ured in Fig. 1. 

It is perfectly clear from Fig. 1 that the regulated 
level of retail prices remains almost unchanged accord-
ing to the average gas transporta  on distance, despite 
a substan  al increase in costs related to natural gas 
transporta  on. The calcula  on of profi tability showed 
a strongly pronounced downtrend of profi tability of 
natural gas supplies according to the average gas trans-
porta  on distance of gas supplies. The profi tability of 
gas supplies to retail and wholesale consumers in the 
Yamalo-Nenets Autonomous District is 68% and 80%, 
respec  vely. In the Krasnodar Krai (Territory), the aver-
age gas transporta  on distance from the TRNLs meas-
ures about 3900 km, while the profi tability for retail 
and wholesale consumers is 6% and 34%, respec  vely. 

It is our opinion that a stepwise departure from 
the inter-regional cross-subsidiza  on prac  ce should 
be introduced in order to enhance the effi  ciency of 

1  The defi ni  on of long-run marginal costs is provided in the 
following paper: Gordeev D.S., Idrisov G.I., Karpel E.M., The theo-
re  cal and prac  cal aspects of natural gas pricing in the domes  c 
market and external markets \\ Voprosy Economiki, 2015, No. 1. 
P. 80–102. 
2  The calcula  ons are based on the data provided at a press con-
ference, OAO Gazprom’s fi nancial and economic policy. Available 
at: h  p://www.gazprom.ru/f/posts/41/564949/economic-policy-
stenogram-2014-06-26-ru.pdf 

natural gas consump  on. The average price of natu-
ral gas in Russia is expected to increase substan  ally, 
up to 40%3 according to some experts, as a result of 
changing regional prices to a level corresponding to 
long-term marginal costs of natural gas. This indeed 
will ramp up the pressure on the Consumer Price Index 
(CPI) and result in some decline of GDP4 in the short 
run, but obtained price signals are going to produce 
incen  ves for developing a more effi  cient economy in 
the mid and long run. A net posi  ve eff ect is expected 
to be seen in fi ve to 10 years, at the latest, as a result 
of enhancing domes  c industry’s compe   ve power 
by revoking the ineffi  ciently used subsidy to energy in 
use. The prac  ce of inter-regional cross-subsidiza  on 
should be abandoned step by step so that risks can be 
minimized during the transi  on period. 

The preserva  on in Russia of ineffi  cient consump-
 on of natural gas, triggered by inter-regional cross-

subsidiza  on of prices, has resulted in that today man-
ufacturers in recipient regions have no suffi  cient incen-
 ves to upgrade their produc  on. Furthermore, many 

of these regions face an almost catastrophic issue of 
non-payments for gas, even at regulated price s. A way 
of making the economy more effi  cient is to enhance 
the pricing mechanism so that prices for consumers 
are set according to long-term produc  on and trans-
porta  on costs.  

3  See Gordeev D.S., Idrisov G.I., Karpel E.M., The theore  cal and 
prac  cal aspects of natural gas pricing in the domes  c market and 
external markets \\ Voprosy Economiki, 2015, No. 1. P. 80–102. 
4  The es  ma  on methodology is drawn on that described in the 
paper of Bobylev at al. (2002), the revalua  on of regression equa-
 ons for point es  mates of GDP and CPI elas  city with respect to 

gas prices were revalued on the basis of the data for 2002–2012. 
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*based on the natural gas produc  on and transporta  on costs pro-
vided at OAO Gazprom’s press conference on “OAO Gazprom fi nancial and 
economic policy”; the data on regulated wholesale and retail price pro-
vided by the Russian Federal Tariff  Service (FTS).

Fig. 1. Inter-regional cross-subsidiza  on in 2013* 


