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(1) Overview 

Over the past decade, many European countries have restructured and deregulated their electricity industries. Nevertheless the line networks which distribute electricity to final users are classic natural monopolies with large economies of scale. The electricity transmission and distribution networks were still made subject of regulation. There are several schemes of regulation used across Europe. The authors solved problem of fair regulation under asset revaluation. The incentives for revaluation are namely from legal reasons like acquisitions, unbundling and other. The growing number of publications has documented importance of this topic.
(2) Methods 
The main idea of regulation in Czech Republic is fair regulated return based on weighted average cost of capital WACC. The asset revaluation might cause the excess profits if the regulation principles would not be changed. The basic idea for fair regulation is to allow investor’s regulated return from invested capital. 
The asset revaluation increases the depreciation both for accounting and for tax purposes. The salvage value of assets increases as well. The volume of invested capital sustained unchanged so the volume of the regulated return need not increase, even. This is similar situation like regulation in UK. The entire assets are revaluated each year according to inflation and the regulated real return is therefore used. 
As we will show later this method is not correct and leads to the excessive profit. The regulation procedure must be inert to any kind of asset revaluation to avoid speculative behavior of the regulated subjects. The right way of regulation will give the right price signals and will be fair to the whole market participants – investors and customers. The authors present a new original solution based on cash flow analyses.
For the description of the approach the following assumptions are taken: The firm makes an investment in the year zero. The equipment is linearly depreciated during its average lifetime. The real weighted average return is set up together with the average inflation rate for the period under consideration. Our main goal is to find such a method of economic regulation that allows the investor to reach exactly the regulated return regardless of the way how the assets are revaluated and how the lifetime of the assets is changed. Eleven possible methods are presented and discussed.
(3) Results 
The numeric analysis of the influence of asset value, depreciation and prolonging of lifetime including the influence of nominal or real return shows the proper method of the economic regulation that is:

· nominal regulated return from the salvage value of the original and/or revaluated asset value is adjudged

· the entire amount of depreciation cost or revaluated depreciation cost is accepted

· yield from the revaluation by the annuity is included
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 (4) Conclusions 
This method of regulation is inert to the way of revaluation, as well as to extension of the lifetime and other possible speculations of regulated subjects. The yield obtained from the revaluation process is added to operational income as special item. This approach fully complies with the cash flow method of the regulation.

The key question is the initial level of investment and consequent investment expenditures. By recognizing the value of investment expenditures the regulatory office adjudges the investor’s right for the regulated return from such investment.

When the regulatory office will declare transparently the above mentioned rules, the unwilling behaviour of the subject in energy markets could be avoided including the speculative selling of the equipment.  The future owner will be able to make the calculation that the price could not exceed the historical salvage value of asset. As the new owner is regulated by the publicly declared rules and the regulated return is calculated from the original asset value the return will be less than the regulated return if the higher price is paid.
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