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Abstract: This article analyzes potential issues arising in the market due to the 

activities of natural monopoly organizations. These include price increases, cartel 

agreements, disruptions in market demand, dominance of single products, causes of 

market failures, and problems related to market participants and types of activities. The 

theoretical and practical aspects of state regulation methods for the activities of natural 

monopoly organizations are discussed. The article also explores the goals and forms of 

regulation from the perspective of profitability. 
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Introduction 

The role of the state is pivotal in the development of a country's economy. 

Governments undertake extensive measures to foster a competitive environment across 

sectors, ensure economic growth, enhance competitiveness, deepen the processes of 

economic modernization and diversification, and create favorable conditions for 

attracting investments into various industries and sectors. A crucial part of this effort 

involves regulating and managing monopolistic situations in industries, minimizing 

natural monopolies, and undertaking restructuring initiatives to streamline such 

entities. 

The theoretical aspects of natural monopolies are rarely debated by economists. 

However, in practice, organizations subject to regulation in many countries often fall 

under the category of natural monopoly sectors. 

Firstly, natural monopolies are sectors characterized by natural monopoly features 

due to varying technological developments and the optimal scale of organization 

relative to demand. These characteristics differ between small transitional economies 

and large industrialized nations. For instance, the automobile plant in Asaka can be 

considered a natural monopoly within Uzbekistan's market context. In contrast, in 

Western countries, the automobile industry is regarded as a highly competitive sector. 

Secondly, the legal classification of a sector as a natural monopoly holds little 

practical significance in Western countries. Laws concerning natural monopolies and 

their regulation are generally absent in these nations. For example, in the United States, 

Citation: Saidov M.S. Methods of 

State Regulation of Natural 

Monopolies' Activities 

International Journal of Business 

Diplomacy and Economy 2024, 

3(5), 250-259. 

Received: 04th Nov  2024  

Revised: 18th Nov 2024  

Accepted: 28th Nov 2024 

Published: 20th Dec 2024 

 

Copyright: © 2024 by the authors. 

Submitted for open access 

publication under the terms and 

conditions of the Creative 

Commons Attribution (CC BY) 

license 

(https://creativecommons.org/lice

nses/by/4.0/) 

http://www.inter-publishing.com/


 251 
 

  
International Journal of Business Diplomacy and Economy 2024, 3(5), 250-259  http://inter-publishing.com/index.php/IJBDE 

the concept of "natural monopoly" is regarded as an economic term and is not reflected 

in U.S. legislative documents. 

In contrast, the legal interpretation of "natural monopoly" is prevalent in the CIS 

countries, where many states have enacted specific laws on natural monopolies. In 

other words, the issue of regulation is of practical importance. Regulation policies in 

natural monopoly sectors typically differ significantly from general antitrust policies. 

Moreover, the mere presence of natural monopoly features in a sector does not 

always justify or necessitate the introduction of specific regulatory measures for that 

sector. 

Analysis of Relevant Literature 

The regulation of natural monopoly entities is carried out through the following 

methods [1]: 

 Price regulation: Setting or determining prices (tariffs) or establishing their 

maximum (or minimum) levels. 

 Consumer prioritization: Identifying consumers who must be served and, if 

it is impossible for natural monopoly entities to fully meet the demand, setting 

minimum levels of service provision. 

Other methods of regulation in line with legislative provisions may also be applied 

to oversee the activities of natural monopoly entities. 

The regulation of natural monopoly organizations can be described as the 

intervention of state authorities (national, regional, or local) in the functioning of 

market mechanisms, with the aim of adjusting the behavior of market participants and 

influencing the outcomes of market operations. 

In Uzbekistan, a number of measures have been implemented to prevent and 

regulate market failures in goods and financial markets, as well as to foster a 

competitive market environment. To develop competition in goods and financial 

markets, ensure equal opportunities for business entities, promote transparency, and 

further improve public procurement procedures, the following actions have been 

undertaken in accordance with the State Program aligned with the 2017–2021 Action 

Strategy for the five priority areas of development in Uzbekistan during the "Year of 

Science, Enlightenment, and Digital Economy Development" [2]: 

 Proposing to annul decisions of state authorities that violate competition laws 

and imposing sanctions on their responsible officials. 

 Detecting and preventing cartel agreements and collusion in collaboration 

with law enforcement agencies. 

 Monitoring the establishment of state-owned enterprises to ensure 

compliance with regulatory frameworks. 

 Developing a unified draft law by consolidating the laws of Uzbekistan on 

“Competition” and “Natural Monopolies,” based on international experience and 

mechanisms to radically improve the competitive environment. 

 Opening monopoly sectors to the private sector where free competition can 

be introduced, amending and supplementing existing legislation accordingly. 

Common Forms of State Regulation: 

1. Structural Regulation: This involves determining which organizations are 

permitted or obligated to participate in specific activities, identifying the need for new 

infrastructure, and allocating concessions (licenses) for managing distribution and 

other related activities. 

2. Behavioral Regulation (Price Regulation): 

o Directly through price or tariff setting. 

o Indirectly via tax and subsidy policies. 

Behavioral regulation also includes enforcing competition laws to eliminate 

monopolistic or oligopolistic dominance. This form of regulation is generally aimed at 

supervising and influencing organizational behavior. 
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A price is considered a monopolistic high price if it meets either of the following 

criteria [3]: 

 It exceeds the sum of necessary costs and profits required for the production 

and sale of the product. 

 It is aimed at covering unreasonable expenses or generating additional profits 

by reducing product quality. 

Price Regulation for Natural Monopoly Entities: 

Price setting is carried out by an authorized body as follows [4]: 

 Natural monopoly entities submit price (tariff) proposals and relevant 

calculations to the authorized body in accordance with procedures established by the 

Cabinet of Ministers of the Republic of Uzbekistan. 

 Draft price (tariff) proposals for goods offered by natural monopoly entities 

are reviewed by the authorized body within one month. This review considers the 

impact of these prices on the cost of consumer products. 

 Despite its advantages, price cap regulation is not perfect and has notable 

shortcomings [6]. The main issue is the reduction in the sector's investment 

attractiveness. Many critics argue that price caps are often set at levels overly favorable 

for monopolists. 

Research Methodology 

          The study employed a range of methods to analyze and regulate the natural 

monopoly sectors, including: 

 Comparative analysis and synthesis, 

 Induction and deduction, 

 Expert evaluation, 

 Scientific abstraction, 

 Statistical grouping, 

 Correlation and regression analysis, among others. 

Analysis and Results The activities of natural monopoly organizations disrupt the 

competitive environment in the market, giving rise to the concept of “market failures.” 

The following types of market failures make the economic rationale for introducing 

regulation an objective necessity (Figure 1). 

 
Figure 1. Reasons for state regulation of natural monopolies 

The superiority of state intervention lies in its ability to address issues that increase 

associated costs, meaning the cost/benefit ratio of regulation exceeds 1. This occurs in 

the following cases: 
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 Where competition exists, it may yield relatively effective outcomes but could 

fail to achieve optimal results due to issues linked to market participants and types of 

activities. 

 When a competitive solution is present, but due to externalities or 

information asymmetry (a breakdown in the "competition-efficiency" correlation), it 

may still be inefficient. 

In such circumstances, state intervention is justified. 

Forms of Regulation Regulation is implemented in various forms, which can be 

classified into direct and indirect methods: 

Direct Regulation: This involves specific measures or actions targeted directly at 

market participants or groups of participants. It includes interventions aimed explicitly 

at certain entities, ensuring compliance with market rules. 

Indirect Regulation: Indirect methods affect all real and potential participants by 

influencing broader economic and market conditions. These mechanisms focus on 

creating an environment conducive to fair competition, addressing asymmetries, and 

mitigating externalities. 

Social policy, environmental protection, and security are issues that cannot be 

directly addressed through market mechanisms alone. In such cases, regulation 

through a system of standards is applied. 

Up until the early 1980s, the price regulation system dominated. Under this 

approach, prices were regulated along the entire vertical chain—from producer to end 

consumer. These prices were not allowed to exceed the level necessary to cover justified 

costs. Decisions regarding the construction and expansion of new capacities were made 

in a centralized manner. 

The forms of regulating natural monopoly organizations can be categorized based 

on their objectives as follows (Figure 2): 

 Ensuring affordability: Regulating prices and tariffs to make essential goods 

and services accessible to the public. 

 Encouraging efficiency: Establishing standards and incentives to optimize 

resource use and reduce waste. 

 Fostering competition: Introducing reforms to create opportunities for 

competitive market entry where feasible. 

 Promoting social and environmental goals: Aligning organizational practices 

with broader societal priorities like sustainability and safety. 

These categories reflect the multifaceted goals of natural monopoly regulation. 

Focusing on the values in the table: 

 Energy production costs (rY, X1=0.9716) and total electricity consumption (rY, 

X3=0.9673) are strongly correlated with the outcome variable Y. 

 The volume of energy produced (rY, X2=0.6600) and the installed capacity of 

power plants in Uzbekistan (rY, X4=0.7322) show moderate correlation. 

Since the condition rX1, X2<0.8 is met, indicating no multicollinearity among the 

factors, the analysis can be further processed using the EViews software. 
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Figure 2. Natural monopoly organizations organize goals and forms 
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1. Direct price and tariff regulation for products of natural monopoly entities: 

This involves setting specific prices and tariffs for goods and services provided by 

natural monopolies to ensure accessibility and fairness for consumers. 

2. Indirect regulation of prices and tariffs by setting limits on profitability and 

price growth: This method uses mechanisms to cap returns or limit the rate at which 

prices and tariffs can increase, maintaining affordability while encouraging efficiency. 

3. Utilizing competitive mechanisms to grant production rights under natural 

monopoly conditions: This approach introduces controlled competition by granting 

production or service rights through tenders or concessions, fostering efficiency and 

innovation within the monopoly framework. 

These tools reflect different approaches to balancing consumer interests, 

encouraging investments, and maintaining market stability in natural monopoly 

sectors. 

Direct price setting for products of natural monopoly organizations is one of the 

traditional and widely used methods of price regulation. In this method, the regulator 

sets prices for goods and services provided by monopoly enterprises under conditions 

where they cannot rely on competitive market forces. Such prices are designed to 

guarantee the economic efficiency of production and ensure the maximum feasible 

consumption (demand) of the goods and services offered. 

The price set by the regulator must also cover investment costs and include a 

normative profit margin that can help maintain the business and prevent capital flight. 

Essentially, the price regulation is based on a cost-plus-profit model, where the 

regulator considers the costs incurred by the monopoly, as well as the required profit 

margin to sustain its operations. 

The goal of this pricing approach is to establish prices that: 

1. Ensure the provision of services/products in economically efficient volumes: 

The prices must be set at a level that encourages the monopoly to supply the market 

with an optimal quantity of goods and services. 

2. Encourage investment and business sustainability: The prices must account 

for the need to cover costs and generate enough profit to support the monopoly's long-

term operation and investment. 

3. Avoid the exploitation of consumers: The price should not be set too high to 

harm consumer interests while allowing the monopoly to remain profitable. 

This method of price regulation is widely applied in sectors where competition is 

impractical due to the natural monopoly structure, such as utilities, transportation, and 

some infrastructure services. 

The direct price setting for natural monopoly products offers several advantages, 

which contribute to maintaining economic efficiency and consumer welfare. The 

advantages include: 

1. Stability and predictability of prices: Price regulation ensures that goods and 

services provided by monopoly enterprises have a clear and stable price, which is 

beneficial for consumers, as they can rely on these prices without the volatility often 

seen in competitive markets. 

2. Financial transparency for the regulated enterprise: The regulatory authority 

gains access to detailed financial and accounting information from the monopoly, 

which helps in assessing the financial health and operational efficiency of the 

enterprise. This allows regulators to make informed decisions based on the actual cost 

structure and profit margins of the monopoly. 

3. Prevents the abuse of market power: Even though direct price setting is 

employed; the regulator does not have absolute control over the monopoly’s prices in 

all cases. The price setting mechanism is designed to ensure that monopolies do not 

exploit their position by charging excessively high prices, while still enabling them to 

cover their costs and generate sufficient revenue for reinvestment and sustainability. 
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In Uzbekistan, the regulation and management of natural monopolies in terms of 

pricing follows these principles. The government oversees the setting of tariffs and 

prices for monopoly enterprises, ensuring that they are reasonable and allow the 

business to continue operating efficiently. This often involves balancing the need for 

fair consumer prices with the enterprise’s need for profitability and the incentive to 

continue investing in infrastructure and service improvements. 

The key elements of this system include: 

 Regular assessment of the monopoly’s costs and financial performance. 

 Setting prices that are aligned with the cost structure, ensuring that the 

monopoly can maintain profitability while serving the public interest. 

 Regular monitoring to prevent price manipulation or exploitation of 

consumers by the monopoly. 

Such a regulatory framework aims to maintain a balance between the monopoly’s 

financial sustainability and the protection of consumers, ensuring that essential services 

are provided at reasonable prices. 

Regulation of Profitability Standards In many countries (especially in the United 

States and the United Kingdom), the regulation of natural monopolies' prices through 

the setting of profitability standards on invested capital is common. 

The profitability standard is applied by the regulatory body in relation to the 

amount of invested capital. This leads to issues such as evaluating assets based on 

market or accounting (initial) value. Regulating profitability ensures that a company 

can only raise its prices when costs increase, and consequently, higher revenues are 

required to achieve the previous level of profitability. 

Even though there are difficulties related to assessing the level of invested capital 

and costs, regulating natural monopolies through profitability standards has certain 

drawbacks. For example, it does not incentivize organizations to improve operational 

efficiency because when costs rise, prices can be increased. 

In our opinion, in Uzbekistan, directly regulated prices should be applied to the 

sectors governing natural monopolies, while the regulation of profitability standards 

could be used for monopolistic enterprises that are not related to natural monopolies. 

Regulating Price Increase Limits. Among all the tools for regulating the activities 

of natural monopolies, price caps are considered the most "recent" and rapidly 

spreading regulatory method. This method emerged in the United Kingdom during the 

process of restructuring, privatization, and developing a new regulatory model in the 

telecommunications sector. The method was proposed by Professor Littlechild in 1983 

in response to the government's request to prepare a report on regulating the 

telecommunications sector after the privatization of British Telecom. 

The goal of the new regulatory model is to adhere to the following conditions: 

 Protecting consumers from the abuse of monopolistic power for harmful 

purposes. 

 Encouraging the monopolist to operate efficiently; 

 Ensuring the prospects of privatized businesses; 

 Reducing regulatory issues; 

 Promoting the development of competition; 

 Increasing budget revenues from privatization. 

Although one of these conditions may conflict with another, Littlechild considered 

adopting the new regulatory method as the most rational decision. This method later 

became known as price cap regulation. The relative price increase limit was set as 

follows: 

∆Р=∆РR-X,               (1) 

∆P - the relative price increase limit; 

∆PR - retail price increase; 
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X - the real expression of the relative price increase planned by the regulatory 

authority. 

According to the authors of this approach, the formula presented should ensure 

the protection of consumers from the increase in prices, while also encouraging the 

company to improve its efficiency and reduce costs. The lower the costs, the higher the 

profit. Additionally, the regulation of prices based on this formula is much easier 

compared to limiting the profitability rate, as it does not require the assessment of costs 

and the amount of invested capital. 

Littlechild believes that the introduction of the price increase limit over time is 

necessary, as it applies until competition is established in the sector (for "British 

Telecom," this period was initially set at 3 years). However, as "British Telecom" 

maintained its leadership position and competition was insufficient, the 

reconsideration led to a change in the X indicator value. 

In 1986, the privatized "British Gas" became the second company to have price 

increase limits set. As a result, the formula for calculating the price increase limit was 

adjusted somewhat. 

∆Р=∆РR-X+∆С               (2) 

X – the expected growth in efficiency (for "British Gas," it was set at a 2% annual 

rate);  

∆C – the change in the cost of gas extraction and processing. 

The key difference is that consumers themselves either prevented the increase in 

wholesale prices or benefited from a decrease in the extraction and processing costs (a 

few years later, extraction costs were reduced, and consumers gained from this). 

Below are two advantages of regulating the price cap: 

1. Simplicity of calculation – The formula does not require extensive study of 

accounting reports or the cost calculation of services. The price cap is determined using 

only two indicators: the price index and the X factor. (It is worth noting that, in practice, 

selecting the X factor is just as challenging as selecting a similar index for price 

increases.) Thus, this formula also simplifies the activities of the monopolist. 

2. Incentive to improve efficiency and reduce tariffs – When the formula is 

determined for a period longer than one year, any benefit gained by reducing costs 

(without affecting service quality) remains with the company. This motivates the 

company to improve production efficiency by reducing costs per unit of output. If, 

upon the formula's review at the end of the period, the regulator considers that the 

monopolist could further reduce costs, the X factor would be increased in the 

subsequent revision. 

The transfer of production rights based on competition in the context of natural 

monopolies. Although monopolistic elements are inevitable in the fields of natural 

monopolies due to technological and economic factors, economists have succeeded in 

introducing a competitive element to the foundation of natural monopolies. This 

method envisions temporary ownership and concession, referred to as sector 

management, which involves competition for the right to be the monopolist (through 

negotiations and tendering processes). 

This regulatory approach, like other methods, does not guarantee the same level 

of efficiency as market competition, but it addresses many of the shortcomings 

associated with other models. 

Based on the above considerations, when drawing a conclusion about the issues 

awaiting resolution regarding the management and regulation of natural monopolies 

in Uzbekistan, it can be stated that the direct price-setting method for the products of 

natural monopolies is gradually being replaced by other methods more suited to the 

market economy. These include regulating the price increase limits and granting 

production rights based on competition, among others. 
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In order to ensure the practical implementation of tasks related to the reform of 

the national electricity grid, in accordance with the Decree of the President of the 

Republic of Uzbekistan dated March 27, 2019, No. PҚ-4249, "On the Strategy for Further 

Development of the Electric Power Industry of the Republic of Uzbekistan," the State 

Joint-Stock Company (SJSC) "Uzbekenergo" was liquidated, and the joint-stock 

companies "Thermal Power Stations," "Uzbekistan National Power Grid," and 

"Regional Power Grids" were established. 

Conclusion. It is crucial to clearly define the types of activities that fall under 

natural monopolies. It should be emphasized that only a part of the economic activities 

in sectors such as the gas industry, electricity, railway transport, and communications 

falls under natural monopolies and requires state regulation. Other activities in these 

sectors can operate effectively under competitive conditions. Therefore, creating a 

competitive environment requires specific structural changes. 

Foreign experience and modern theoretical developments indicate that the most 

effective direction for government economic policy towards natural monopolies is their 

restructuring, i.e., adapting them to market conditions where they can become viable 

and efficient. This approach has already begun to be implemented in Uzbekistan. 

In the national electricity sector, which falls under natural monopolies, 

restructuring is being undertaken to develop a modern competitive environment and 

attract investment. This involves fundamentally improving the institutional and 

organizational-legal foundations of the production and supply of electricity. 

In providing electricity to consumers across the republic, each stage having its own 

owner creates opportunities for effective management, enhances the industrial 

potential of the country's economic sectors and regions, stimulates entrepreneurial 

activity, and improves the well-being of the population and quality of life. 

Natural monopolies are an objective phenomenon that all countries' economies are 

compelled to address, regardless of their economic and social system. In such 

conditions, it is important to continue improving regulatory measures by the state to 

minimize the potential harm caused by natural monopolies. 

 

 

References 

1. Law of the Republic of Uzbekistan, No. 815-I. (1999). On Natural Monopolies (New Edition), 

Article 5. Tashkent: Government of Uzbekistan. 

2. Decree of the President of the Republic of Uzbekistan, No. PF-6019. (2020). Additional Measures 

to Further Develop the Competitive Environment and Reduce State Participation in the Economy. 

Tashkent: President's Office. 

3. Law of the Republic of Uzbekistan, No. 319-Ö. (2012). On Competition, Article 7. Tashkent: 

Government of Uzbekistan. 

4. Littlechild, S. (1999). The Regulation of British Telecommunications Profitability. London: 

Department of Trade and Industry. 

5. Helm, D. R., & Jenkinson, T. J. (1997). The assessment: Introducing competition into regulated 

industries. Oxford Review of Economic Policy, 13(1), 1–14. https://doi.org/10.1093/oxrep/13.1.1 

6. Ulashov, B. (2004). Methods of regulation of natural monopolies. Economic Review, 5, 60. 

7. Baumol, W. J., Panzar, J. C., & Willig, R. D. (1982). Contestable Markets and the Theory of 

Industry Structure. New York: Harcourt Brace Jovanovich. 

8. Stigler, G. J. (1971). The theory of economic regulation. The Bell Journal of Economics and 

Management Science, 2(1), 3–21. https://doi.org/10.2307/3003160 

9. Vickers, J., & Yarrow, G. (1988). Privatization: An Economic Analysis. Cambridge: MIT Press. 

10. Shleifer, A. (1998). State versus private ownership. Journal of Economic Perspectives, 12(4), 133–

150. https://doi.org/10.1257/jep.12.4.133 



 259 
 

  
International Journal of Business Diplomacy and Economy 2024, 3(5), 250-259  http://inter-publishing.com/index.php/IJBDE 

11. Laffont, J.-J., & Tirole, J. (1993). A Theory of Incentives in Procurement and Regulation. 

Cambridge: MIT Press. 

12. Joskow, P. L. (2007). Regulation of natural monopolies. Handbook of Law and Economics, 2, 1227–

1348. https://doi.org/10.1016/S1574-0730(07)02016-6 

13. Armstrong, M., & Sappington, D. E. (2007). Recent developments in the theory of regulation. 

Handbook of Industrial Organization, 3, 1557–1700. https://doi.org/10.1016/S1573-

448X(06)03027-2 

14. Winston, C. (1993). Economic deregulation: Days of reckoning for microeconomists. Journal of 

Economic Literature, 31(3), 1263–1289. 

15. Crew, M. A., & Kleindorfer, P. R. (2002). Regulatory economics: Twenty years of progress? 

Journal of Regulatory Economics, 21(1), 5–22. https://doi.org/10.1023/A:1019981112077 

16. Averch, H., & Johnson, L. L. (1962). Behavior of the firm under regulatory constraint. American 

Economic Review, 52(5), 1052–1069. 

17. Baldwin, R., Cave, M., & Lodge, M. (2012). Understanding Regulation: Theory, Strategy, and 

Practice (2nd ed.). Oxford: Oxford University Press. 

18. Newbery, D. M. (1999). Privatization, Restructuring, and Regulation of Network Utilities. 

Cambridge: MIT Press. 

19. Spulber, D. F. (1989). Regulation and Markets. Cambridge: MIT Press. 

20. Parker, D., & Kirkpatrick, C. (2012). The economic impact of regulatory policy: A literature review 

of quantitative evidence. OECD Working Papers on Public Governance, 3, 1–39. 

https://doi.org/10.1787/5k455rfx8kwh-en 

 

 

 

 

 


