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PART 1 – EUROPEAN COMMISSION

1.1

Background

Assignment Title:

Preparation of a concept note and a road map for the setup of an
independent energy regulator, towards the development of the
country's energy market

Country and Dates:

Azerbaijan, January 2016 – April 2016.

Beneficiary Organisation:

Ministry of Energy

Beneficiary Organisation - Iftixar Huseynov, Head of Administration, Ministry of Energy.
key contact persons – name INOGATE
Country
Coordinator
for
Azerbaijan
and e-mail address
iftixar.huseynov@minenergy.gov.az
Deliverables Produced

1. Workshop on perspectives, concerns and overall planning for
the setup of an independent energy regulator in Azerbaijan
2. Four sets of slides presented in the workshop
3. Final report on the Preparation of a concept note and a road
map for the setup of an independent energy regulator, towards
the development of the country's energy market

Expert Team Members

Sophia Nikolakaki
Vidmantas Jankauskas
Alexandros Pramagioulis
Vagif Nasibov
Jahangir Afendiyev
Rusudan Nonikashvili

1.2

Essence of the Activity

The focus of the activity was to:
1. Assist the Ministry of Energy in understanding the concept and acquiring “ownership” of the
whole set of activities aiming to setting up an independent energy regulator. This would be
achieved through transfer of relevant experience from the EU and other countries, to the
relevant actors in the Ministry along with their mobilisation towards implementation of the
various tasks.
2. Assist the Ministry in carefully designing the road map for setting up an independent energy
regulator, including the context, expected deliverables, actual involvement of market
stakeholders in the various activities, and comprehensive sequence of the needed actions.
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1.3

Key Findings

Energy is very important for the economy of Azerbaijan, and introduction of competitive market
arrangements can attract private capital contributing to further rise of the country’s economic
development. The complexity of the task requires careful design and monitoring of the progress of
the whole process, as well as dedication and focus of the decision makers to the objective. This was
evident throughout the discussions held during the workshop held in Baku, on March 9, 2016, in the
context of this activity.
Another important observation, also witnessed during the workshop, was that all stakeholders
currently active in the energy sector of the country must be “educated” with regard to competitive
market concepts and principles, and relevant know-how gained in the EU and elsewhere.
The role of the prospective regulator will be fundamental to this effect, and it will need to be
supported politically and financially, in order to acquire and disseminate the knowledge regarding
structuring, operation and regulation of competitive markets, and upgrade the roles of all market
participants in the new conditions.

1.4

Ownership and Benefits of the Activity

The main benefits of the activity for the Beneficiary are:
1. Justification of the importance of independent regulation of the energy sector of Azerbaijan,
in its liberalised energy market form.
2. Better understanding of the concept of independent regulation of the energy sector, based
on the experience of the EU in the context of energy market liberalisation. Specification and
identification within the energy sector of Azerbaijan of the role, mandate, responsibilities,
obligations of the energy sector regulator, and relation with the government and state
organisations, market participants and other related stakeholders.
3. Transfer of know-how regarding the procedure for setting up an energy regulator, based on
relevant experience in the EU.
4. Clarification of the importance and requirements for independence of energy regulators,
and the ways by which this may be introduced in legislation, and actually practiced by the
state and the regulatory authority itself; including internal governance, reporting to the
state, budgeting, staffing, internal auditing, etc.
5. Connection of the introduction of an energy sector regulator with the overall process of
energy market liberalisation, and determination of legal requirements, prerequisites,
sequence of activities, timing elements, and determination of the whole concept with regard
to the current state in Azerbaijan.
6. Justification of setting up the energy regulator as a Department within the Ministry of
Energy in the beginning of the process, and appointing It as the “project manager” of the
whole market liberalisation process, with its eventual development into an independent
Agency outside the Ministry structure.
7. Identification of the elements of carefully designing the road map for setting up an
independent energy regulator, including the context, expected deliverables, actual
involvement of market stakeholders in the various activities, and comprehensive sequence
of the needed actions.
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The Beneficiary took ownership in the following way:
1. Announcement by the Minister of Energy of a list of strategic tasks for the development of a
liberalised energy market, including the preparation of relevant legislation for the setup of
an energy regulator.
2. Setup of a department of the Ministry as the nucleus for the development of the energy
regulator, and assigning it with the current regulation duties (mainly energy licensing and
monitoring), as well as the role of project manager for the whole project of market
liberalisation.

1.5

Recommendations

Actions and measures recommended to be taken after completion of the activity are:
1. Decisions of the Minister of Energy to setup a separate Department, within the structure of
the Ministry, mandated with the responsibility to design and manage the “project” of
implementing a competitive energy market in the country; and develop itself into the
independent regulator of that market.
2. Staffing of the Department in accordance with its duties and work load.
3. Provision of advice by the Department to the Minister of Energy, on matters related to the
regulation of the energy market.
4. Preparation by the Department of the “master plan” for the establishment of a competitive
energy market
5. Undertaking of current licensing work by the Department.
6. Training of Department staff on its prospective role as staff of the energy market regulator.
7. Actively involvement in tariff reviews, during the preparatory stage of market opening,
whenever such reviews are carried out. Considering that the tariff review is carried out by
the Tariff Council, the Department may not actually undertake such work itself, but will
rather contribute to rationalisation of tariff structures.
8. Development of quality indicators and performance standards, to be used by energy utilities
at the current conditions, with a view to further developing them at the competitive market
stage.
9. Once the master plan for market liberalisation is prepared and decided by the Ministry, the
Department will need to develop the high level design of the competitive markets.
10. Preparation of new legislation for the opening and governance of the competitive energy
market.
11. Implementation of an awareness campaign on the new concepts, procedures and
opportunities for the energy consumers and market participants.
12. Preparation of Statute and other regulation needed for the setup and operation of an
independent energy regulation, and commencement of operation of the institution as an
independent regulator in accordance with the provisions of the legislation.
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1.6

Challenges Faced

The main challenges that have been faced included:
1. During the workshop it was apparent that basic information on the setup and operation of
competitive markets was missing from participants but that there was significant interest on
the discussion of such issues, with application to the specific conditions in Azerbaijan.
2. Need to expand and clarify the difference between independent regulation and regulation
by the Ministry services.
3. Justification of the maturity of market conditions for liberalisation, and introduction of
independent regulation.

1.7

Impact Matrix

Impact Area

Developments

2012 (%)

Policy

Approval of the strategic tasks 0%
aiming to introduce marketbased
relations
in
the
electricity and natural gas
sectors
Approval of the concept note
0%
and the road map
Allocation of responsibility
0%
among Ministry departments
for the implementation of the
various tasks

Regulation

2015 / Apr 2016 (%)
100%

In

progress

In

progress

Initiation of specific activities in 0%
accordance with the approved
road map

In progress

Preparation
and 0%
implementation
of
new
legislation and regulation
defining and governing the
liberalised energy markets

Process
to
be
initiated
after
completion
of
activity

Technology

Not relevant

Environment

Not relevant

Economics

Number of market participants
Cost reflective energy tariffs
Improved security of supply

0%

Process
to
be
initiated
after
completion
of
activity

Increased private investment
Social

Not relevant

Other
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PART 2 - BENEFICIARIES

Executive Summary
The energy sector is very important for the fast developing economy of Azerbaijan, which has
achieved its highest economic growth during the past years, mostly based on oil exports. Azerbaijan
covers 100% of its gross energy consumption through domestic production, which is currently largely
reliant on the exploitation of the country’s oil and natural gas reserves. Natural gas accounts for
43.9% of total final energy consumption, petroleum products for 36%, and electricity for 17.6%.
Azerbaijan's power system is the most powerful in the South Caucasus area, with an installed
capacity of 7200 MW, and export potential of 6 billion kWh. The country is a net exporter of
electricity since 2008. The primary sources of electricity generation are natural gas (92%), and water
(7.9%).
The energy sector is governed by the Ministry of Energy, which is responsible for the design and
implementation of state policy and regulation in the energy sector; the Tariff Council, which is the
implementing body across all regulated entities in the economy for energy prices, service fees and
collections; and the State Agency on Alternative and Renewable Energy Sources which is in charge of
state policy regarding renewable energy.
The predominant characteristic of the Azerbaijan energy market is the domination of state owned
vertically integrated monopolies in both the natural gas and electricity sectors.
There are four main monopolies operating in the sector:
Azerenerji OJSC holds the monopoly on power generation (except small hydro, PV, wind and
biomass power stations) and transmission. There is no competition among its power stations.
Azerishig JSC holds the monopoly on power distribution and supply on the whole territory of
Azerbaijan, except Nahkichevan Autonomous Republic. There is no supply competition and
customers have no alternative choice of supplier.
Energy Agency of the Nahkichevan Autonomous Republic holds the monopoly on power generation,
transmission, distribution and supply at the territory of the Autonomous Republic. There are no
market relations between the agency’s subjects (generation, transmission, distribution and supply).
The Agency carries out power exchanges with Turkey and Iran.
SOCAR/Azerigas holds monopoly position as the only supplier as well as operator of the transmission
and distribution networks for natural gas.
The State, through the Tariff Council, regulates electrical and thermal energy purchase prices from
producers, wholesale prices, retail prices, and electricity import - export prices. Tariffs are
determined on the basis of the expenses necessary to recover costs and obtain profits, yet no
detailed tariff methodologies have been published.
Similarly, natural gas tariffs are approved by the Tariff Council for the wholesale purchase of natural
gas, the retail sale of natural gas to end consumers, and the transportation of natural gas.
Lack of clear economic conditions and heavy monopolisation are obstacles to inflow of private capital
for the financing of new investment, which is necessary for the expansion and maintenance of
existing energy infrastructure, towards improvement of both, security of supply conditions, and
technical (hence economic) efficiency of the sector. Such improvements and expansion of
infrastructure, regarding both networks and power generation, will soon be imperative, alongside
the expected economic expansion and rising living standards, which will increase the demand for
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energy. In addition, trading opportunities will need to be accommodated and supported with the
expansion of interconnections, so as to exploit competitive advantages of the country in the region.
Alongside this, energy regulation and the spectrum of authorities and institutions governing the
sector are either branches of the government, or state owned institutions. Economic efficiency issues
associated with the presence of monopolies, especially in an economy with such a high dependence
on the energy industry, and potential distortions of energy economics principles, caused by the
heavy presence of the state in sector regulation, are the causes of a number of concerns, and the
sources of the government’s considerations regarding potential merits from opening of the market to
competition.
In that direction the Minister of Energy has recently approved a set of strategic tasks aiming to
introduce market-based relations in the electricity and natural gas sectors, with a view to attracting
private investment and allowing market forces to determine cost reflective prices, thereby increasing
economic benefits for the whole economy. These tasks are in line with the “Azerbaijan 2020: Look
into the Future” Strategy Development Concept. The achievement of those targets is based on the
introduction of energy sector regulation aiming to ensure healthy competition in market economy
conditions; export-orientation of the whole economy, with efficient use of energy and creation of
high added value; and a complex approach to the development of socio-economic spheres.
Furthermore, the Ministry of Energy has prepared the draft State Programme for 2016-2020 on
Efficient Use of Energy Resources and Energy Efficiency at the End Consumers, which includes
“Development of a modern competitive Internal Energy Market” among its goals. The draft
Programme is at the final stage of the inter-ministerial consultations.
Based on the known, tested and applied principles for the implementation of energy markets,
requiring the introduction and operation of independent energy regulation, and after providing
examples and cases from several countries in the EU with a relevant experience, the concept of
introducing an independent energy regulator in Azerbaijan is developed. This is further based on an
analysis of the current arrangements in the legal structure of the country, identifying the way that
the sector is currently regulated, and the actors currently carrying out the functions which are
normally undertaken by independent regulators. The main energy sector regulatory provisions are
found in the Law on energy, the Law on natural monopolies, the Law on electric and thermal power
plants, the Law on energy resources utilisation, and the Law on power engineering.
The Law on energy sets the general principles of state regulation of the oil, gas and electricity
sectors, and is the main governing element of the energy sector jurisdiction. The Law requires that
any natural or legal entity wishing to engage in energy related activities should obtain a special
permit from the Ministry of Energy, and sets the prerequisites and criteria for the provision of such
permits.
The Law on natural monopolies sets the organisational and legal basis for the operation of natural
monopolies and establishes provisions for balancing the interests of natural monopolies and
consumers. The Law empowers specific executive authorities to take measures such as regulation of
product prices; determination of consumers eligible for mandatory service; specification of minimum
service levels, in case of shortage in the supply of products produced by the natural monopoly.
The Law on electric and thermal power plants determines the legal framework for the design,
construction and operation of power plans including independent power plans, and requires that any
natural or legal entity may construct, rehabilitate and operate power plants, provided they are
licenced by the Ministry of Energy.
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The Law on energy resources utilisation determines the legal, economic and social basis of the State
policy in the field of energy resources utilization, and regulates the relations between the State and
the natural and legal entities in this field.
The Law on power engineering provides the legal background for electrical and thermal power
generation, transmission, distribution, and sale, aiming to ensure rational utilization of power
resources as well as environmental protection. The Law appoints the Ministry of Energy as the
authority responsible for licensing of electric and thermal power generation, transmission,
distribution, sale, and import export activities; concluding contracts regarding the transmission and
distribution of electric and thermal power within certain areas; controlling prices (tariffs), along with
the Ministry of Economic Development, and the Ministry of Finance; dealing with the prevention of
monopolisation in electric and thermal power generation, along with the Ministry of Economic
Development; ensuring that generation, transmission, distribution and consumption are carried out
efficiently, safely and reliably; setting general rules and standards on the electric and thermal power
generation, transmission, sale, distribution.
Based on the review of legal and commercial relations in the energy sector of Azerbaijan, the
transition from current to competitive market conditions may be expected to be a complex, and
timely process, in which significant amendments of the legal and regulatory framework will be
required, and significant conflicts will need to be resolved, without compromising security of supply
of the economy, neither affecting economic conditions of the energy consumers. Apart from the
necessary development of a suitable legal framework, the process of liberalisation of the energy
market comprises a process of building new institutions, in the sense of developing the logic of
operation of existing institutions into one suitable for the new, market oriented conditions. The
whole structure will need to be skilfully designed and built so as to ensure that market relations, and
market forces, will have the needed grounds to serve public interest safely and completely, while
driven by purely financial, i.e. profit making, motives of the market participants.
Given the technical (including purely technical, as well as legal, and economic) complexity of the task,
and the need for it to span across a long period of continuous change, institution and capacity
building, as well as learning for all market participants and final energy users, this whole process will
need to be considered a “project”, for it to be properly setup, implemented, monitored, and
regulated, throughout its various stages of implementation.
A regulatory entity equipped with the appropriate multidisciplinary capacity both in terms of powers
vested to it by legislation, as well as in terms of the expertise of its core staff, is the key factor for
both the design and operation of the restructured energy sector. The energy market regulator will
need to possess the technical, economic, and legal skills, and the corresponding capacity, so as to be
able to intervene, as a regulator, in the design and implementation of market arrangements, and
market participant interrelations, and enable operation of market forces, or where necessary,
augment or supplement such forces, or, in their absence, substitute them.
It is proposed that the Ministry should setup a competent group as the “project manager” within (or
under) the Ministry structure, which would be mandated with a dual duty:
1. design in detail the market opening process, including preparation of the legal framework,
and corresponding institutional changes, and train market participants in understanding
their respective roles in the competitive market; and
2. prepare itself for undertaking the role of energy market regulator, initially as an Agency with
an advisory role to the decision making Ministry of Energy, and eventually, as an
independent institution outside the structure of the Ministry.
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As “project manager” of the market opening process, the Agency will collect and become “owner” of
the knowledge needed by an energy market regulator as part of its core business, and will, during
the whole process, focus on preparing advice to the Ministry, as the decision maker on the market,
thus “educating” itself on the specifics of the regulator’s work. Setting up of a regulator early in the
restructuring process, vesting it with a set of important obligations and powers related to the process
itself, so as to act as the “project manager” of the restructuring, will ensure that both the market will
be structured effectively and the regulator will grow into the expert authority needed for the
market’s efficient operation and development.
Two distinct stages are identified in this process, namely:
•

The preparatory stage: an immediate, or short term stage, in which the Agency is set up as
an institution within (or under) the Ministry of Energy structure, with an advisory role to the
Minister; and for which there are no needs for changes to primary legislation. This stage is
preparing market opening, when new primary legislation as well as market rules and
procedures will need to be prepared, and a number of institutional changes will need to be
prepared or carried out in view of market opening. During this stage the Agency will be the
“project manager” for the competitive market preparation process.

•

The competitive energy market stage: during this stage the Agency will be constituted as an
independent institution, with decision making powers, and in which changes in primary law,
required for the implementation of competitive market arrangements will be brought into
effect. During this stage the rules for the operation of markets will be put in effect, and
market participants, in the roles envisaged for them in the context of a competitive market,
as designated through their licence conditions, will start implementing the new rules.

At the preparatory stage the Department will not have legal powers to take decisions on regulatory
matters. It will rather prepare the required analysis and rationale for decisions, and suggest such
decisions, to the Minister of Energy. By the same token the Department will supervise market
participants for compliance with their licence conditions, and advise the Minister for enforcement of
such conditions.
Within the context of activities required for the opening of the energy market, legislation specific to
the energy market regulation will have to be prepared for implementation at the competitive market
stage, based on which the Agency will be identified as an independent organisation. To further
enable regulatory focus and add to the regulator’s capacity the Law will also need to define the basic
regulatory principles, practices, procedures, and policies to be followed. To enable a certain degree
of independence of the regulator, the Law will need to determine whether or to what extent the
Agency should have authority to make final decisions within its statutory domain without having to
obtain approval of any government institution, and provide it with a source of revenue in order to
cover its required expenses.
Τhe Agency will only concern itself with regulation of the market, to be clearly differentiated from
policy making in the energy sector, which will remain a responsibility for the Ministry of Energy.
Furthermore the Agency must possess responsibilities in relation to public awareness of the activities
of the Agency and the Government in relation to energy; and should be required to facilitate and
encourage public participation to rule setting and decision making.
An indicative list of roles and functions of the Agency, to be further developed and elaborated upon
during the preparatory stage, should include tariffs related work, licensing and monitoring of
compliance with license conditions, integration of renewable energy electricity generation into the
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regulatory framework, stakeholder participation, raising of public awareness, customer complaint
handling, dispute handling, market regulation, access to networks.
The process for setting up the energy regulator should begin with the decision to setup a separate
Department, within the structure of the Ministry of Energy, mandated with the responsibility to
design and manage the “project” of implementing a competitive energy market in the country; and
develop itself into the independent regulator of that market.
Once mandated and staffed, the Department will undertake its specified “core business” duties,
which should include provision of advice to the Minister of Energy, on matters related to the
regulation of the energy market, preparation of the “master plan” for the establishment of a
competitive energy market, undertaking of current licensing work, training; and may also include
active involvement in tariff reviews, and development of quality indicators and performance
standards.
Once the master plan for market liberalisation is prepared and decided by the Ministry, the
Department will need to develop the high level design of the competitive markets. New legislation
will need to be prepared, reflecting the preceding discussion on the market design, and focusing on
the medium to long term development of the electricity, gas, and heating sectors, as well as the
definition of the roles of various institutions required for the effective operation of the markets,
enabling them to fulfil their roles for the benefit of the economy. The Department should have a
pivot role in the preparation of the new legislation, in concert with other services of the Ministry of
Energy which will also need to be involved.
At this stage it would be useful to have the Department carry out a public awareness campaign,
explaining to the public and stakeholders the need for development of energy markets, the expected
benefits, changes with regard to current conditions, and planned developments up to introduction of
the new arrangements.
From enactment of the new legislation forward, the market institutionalisation should commence,
based on the timing adopted in the legislation. Such institutionalisation would also concern the
development of the energy regulator from a Department within the Ministry structure, into an
independent Agency. The preparatory stage will conclude at the point prescribed by legislation, at
which market participants will start operating in the new, competitive conditions, which may follow a
stepwise process. Following that point the new institution will commence its “normal” operation as
prescribed by the new legislation, and will need to carry out its duties and exert its powers in
accordance with the provisions of the Law, e.g. with regard to staffing, training, preparation and
implementation of budget, etc.
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2.1

Brief review of the energy sector

2.1.1 The importance of energy in the economy of Azerbaijan

Azerbaijan is a fast developing oil and gas oriented economy and has achieved its highest economic
growth during the past years, mostly based on oil exports. The oil sector accounted for 30.7% of GDP
in 2015, despite the sharp decline in international oil prices. The share of oil-gas commodities in total
exports, in 2015, amounted to 86.2 %. Clearly, the economy of Azerbaijan is highly dependent on oil
prices, and given both, the current global economic slowdown, and the fact that oil prices remain
volatile and below their mid-2008 peak, it is apparent that the country needs to diversify its
economy.
Azerbaijan covers 100% of its gross energy consumption through domestic production, which is
currently largely reliant on the exploitation of the country’s hydrocarbon reserves, namely oil and
natural gas. The country exports oil, natural gas and electricity. Proven oil reserves in the Caspian
Basin, which Azerbaijan shares with Russia, Kazakhstan, Turkmenistan and Iran, are comparable, in
size, to the North Sea reserves, as of several decades ago. Table 1 illustrates that Azerbaijan is a net
energy exporter, and exports 5 times its own total final energy consumption.
2010
68 254.6
52 312.5
15 555.6
386.5
-54 779.3
12 566.5
-2 692.7
931.1
6 710.6

Primary production, including :
Crude oil (with NGL)
Natural gas
Renewables and waste
Net imports of all energy products
Total energy supply
Transformation processes
Energy industries own use
Total Final energy consumption

2011
62 541.5
46 949.4
15 265.2
326.9
-49 255.4
13 594.9
-3 160.0
1 031.7
7 291.8

2012
60 973.9
44 632.7
16 086.9
254.3
-46 246.9
14 390.0
-3 418.2
1 225.7
7 463.0

2013
61 699.5
44 717.7
16 696.1
285.7
-46 788.7
14 630.6
-3 438.1
1 180.9
7 765.6

2014
61 132.0
43 295.9
17 565.1
271.0
-46 302.0
15 085.5
-3 491.3
1 188.2
8 241.7

2013
1 263.5
2 473.5
469.4
636.0
2 923.2
7 765.6

2014
1 329.2
2 559.4
461.8
665.0
3 226.3
8 241.7

Growth
166.8%
150.0%
113.6%
151.1%
0.96%
122.8%

Source: State Statistical Committee of Azerbaijan

Table 1:

Energy balance in 2010-2014, thousand toe

Total final energy consumption by sector is shown in Table 2.
Economic sectors
Industry and construction
Transport
Agriculture, forestry and fishing
Commerce and public services
Households
Total

2010
797.5
1 704.4
406.6
440.0
3 362.1
6 710.6

2011
961.8
1 984.7
428.0
508.1
3 409.2
7 291.8

2012
1 258.9
2 180.8
452.8
588.6
2 981.9
7463.0

Source: State Statistical Committee of Azerbaijan

Table 2:

Total final energy consumption, thousand toe

Energy consumption in industry and construction, commerce and public services, and the transport
sector significantly increased during the last 5 years (by approximately 150%). In the agricultural
sector consumption has remained relatively stable, while household consumption has slightly
decreased, mainly due to mass installation of modern meters (smart and prepayment) for electricity
and gas.
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The share of the various energy products in the total final energy consumption (2014) is presented in
Table 3.
Energy product
Natural gas
Petroleum products
Electricity
Heat
Renewables and municipal wastes

Share in TFEC
43.9%
36.0%
17.6%
1.5 %
1.0%

Source: State Statistical Committee of Azerbaijan

Table 3:

Share of energy products in total final energy consumption (2014)

The share of electricity and gas by economic sectors are different:
1. natural gas has the biggest share in household consumption, namely 74.5% (2014); and
2. electricity has the biggest share in public and commerce services consumption, namely 64%
(2014).
Azerbaijan's power system is the most powerful in the South Caucasus, with an installed capacity of
7200 MW (comprising 14 thermal and 10 hydro power stations), and export potential of 6 billion
kWh. The country is a net exporter of electricity since 2008. The primary sources of electricity
generation are natural gas (92%), and water (7.9%); generation from RES accounts for 0.1% of the
total.

2.1.2 Parties involved in the energy sector

The parties involved in the electricity and natural gas sectors of Azerbaijan, with relevance to the
purposes of the present analysis are the ones presented in Table 4.
Institutions at the government level
The Ministry of Energy
The Ministry is responsible for the design and implementation of
state policy and regulation in the energy sector, namely concerning
natural gas production, transportation, processing, distribution and
supply, electricity generation, transmission, distribution and supply,
energy saving and energy efficiency. Moreover, the Ministry controls
relevant state-owned enterprises.
The Tariff Council
This is the implementing body across all regulated entities in the
economy for energy prices, service fees and collections. The Council
is chaired by the Ministry of Economic Development and has 12
members.
The State Agency on The Agency was established in 2009 and as of 2013 is an
Alternative and Renewable independent organisation. It is in charge of state policy regarding
Energy Sources (SAARES)
renewable energy and is the principal regulatory institution for
alternative and renewable energy in the country.
State owned energy companies
Azerenerji JSC
Electricity generation and transmission
Azerishig JSC
Electricity distribution and supply
Azeristiliktejhizat JSC
District Heating
State Oil Company of SOCAR is involved in all aspects of the petroleum industry,
Azerbaijan
Republic associated with prospecting, exploration and development of oil and

15

(SOCAR)

gas fields, preparation for refinery and transportation of oil and gas
condensate, oil-chemistry products in onshore and offshore areas of
the Republic, as well as sale of their derivatives in domestic and
foreign markets.
SOCAR is able to meet the demand of the Republic for oil and oilchemistry products and export to international markets.
SOCAR/Azerigas
Natural gas extraction, processing, transmission, distribution and
supply
State Energy Agency of the Electricity generation, transmission, supply and distribution at the
Nakhichevan Autonomous territory of the Nakhichevan Autonomous Republic of Azerbaijan
Republic of Azerbaijan
(regional energy exchanging with Turkey and Iran).
Private Energy Companies
Private small hydro power Electricity generation and sale
stations
Private wind power stations Electricity generation and sale
Auto producers
Tamiz Shahar JSC
Electricity generation from municipal wastes
Other auto producers
(petrochemical enterprises, SOCAR, BP etc.)
Source: Current project analysis

Table 4:

Parties involved in the energy sector

2.1.3 Current natural gas market arrangements

Azerigaz is engaged in gas transportation, distribution, purchase and supply and manages access to
transportation and distribution networks.
By a presidential decree "On Improvement of Management Mechanisms in Oil and Gas Industry"
dated 1 July 2009 the, then, state-owned Azerigas OJSC was closed down and placed under the
control of SOCAR. SOCAR re-named it to Azerigaz Production Unit, which is currently the monopoly
for gas supply in the country.
The Azerigas Production Unit carries out the preservation, processing, transportation, distribution
and sale of natural gas within the Azerbaijan Republic; and deals with the transportation of natural
gas produced by SOCAR to Iran and Georgia.
Azerigaz is also responsible for natural gas supply security, as the owner of the two underground
storage facilities of the country, namely Galmaz, with total design storage capacity of about 3.5 bcm,
and Garadag, with total design storage capacity of 2 bcm.
There is no gas market opening plan envisaged in the legislative framework.
There are no natural gas grid code or market rules adopted in Azerbaijan. The existing Law on Gas
Supply regulates the process of production, processing, transportation, storage, distribution, sale and
use of all types of gas (including natural gas). Third party access to the grid must be negotiated with
Azerigaz. According to the legislation, in cases where system (transportation and distribution)
operators refuse to provide access to their systems, they must provide full substantiation for the
reasons of such refusal.
Consumers may not procure natural gas directly from producers. Azerenerji, which is a power
generator, procures natural gas for its power generation plants under a contractual framework.
The gas tariffs are approved by the Tariff Council and are mandatory for all entities in Azerbaijan.
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All investments in the distribution network and in the gas-transportation system are implemented by
Azerigaz. In accordance with “The State Programme for socio-economic development of regions of
the Republic of Azerbaijan in 2014-2018”, Azerigaz carries out large scale rehabilitation of the
infrastructure and works on gasification programme for residential communities.
The simplified scheme of the Gas exploration, transportation, distribution and supply is shown in
Figure 1.

Source: Current project analysis

Figure 1: Simplified scheme of gas exploration, processing, transportation and distribution in Azerbaijan

2.1.4 Current electricity market arrangements

As shown in Table 4, there are two 100% state-owned enterprises operating in the electricity sector
of Azerbaijan, namely Azerenerji JSC and Azerishig JSC.
Azerenerji is engaged in the production and transmission of electricity in Azerbaijan. Over the last
years Azerenerj has managed to implement a large scale investment programme to fully upgrade
existing and add new generation capacity. At present, all generation capacity in Azerbaijan uses
natural gas as a prime fuel for electricity generation. Currently more than 80% of the generated
electricity was generated by natural gas thermal power plants and the rest by hydropower plants.
This fuel mix results in a system with high flexibility, as well as relatively large reserve of spare
capacity (at least 35%).
Azerishig JSC, was established in February, 2015, by Presidential Decree, through the unbundling and
splitting of Azerenerji into two state owned companies. Azerishig is engaged in the distribution and
supply of electricity in Azerbaijan.
The company continues with the installation of smart pre-paid meters, which have improved
collection rates up to 100% in several regions of the country.
All investments in the distribution network are implemented by Azerishig. In accordance with “The
State Programme for socio-economic development of regions of the Republic of Azerbaijan in 20142018”, Azerishig carries out large scale rehabilitation of the infrastructure and works on
electrification programme for residential communities.
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There are a few private energy companies, owning mainly small hydro power stations and wind
power stations, and there are a few auto producers, e.g. Tamir Shahar JSC generating electricity from
municipal wastes, petrochemical enterprises, SOCAR, BP, etc.
By the unbundling of the vertically integrated monopoly (Azerenerji ) in February 2015, the first step
towards the opening of the electricity market of Azerbaijan was made.
However, the Azeri electricity market is not open yet and no formal opening timeframe is envisaged.
The legislation provides for principles of non-discriminatory access to network infrastructure, though
this has not been implemented in practice due to the current market structure. All parties requiring
access to the transmission and distribution networks are obliged by law to comply with the same
technical specifications, without discrimination or preference for any one party over another. In
cases where system (transmission and/or distribution) operators refuse to provide access to their
systems, the operators are required to provide an explanation of the reasons for refusal.
The simplified scheme of the power flow is presented in Figure 2.

Source: Current project analysis

Figure 2: Simplified scheme of the power flow in Azerbaijan

The electricity tariffs are approved by the Tariff Council and are mandatory for all entities in
Azerbaijan.
Azerbaijan has no schemes of subsidies aimed to encourage energy efficiency and no specific
obligations to purchase renewable energy. Moreover there is no established market for renewable
energy. According to the legislation generating companies may sell energy in the wholesale market at
the tariffs approved by the Tariff Council.
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In February 2016 Azerbaijan started electricity export to Turkey via Georgia at the level of 80 MW by
the newly constructed 500-kV line Samukh (Azerbaijan) – Gardabani (Georgia).

2.1.5 Tariff setting for natural gas and electricity

Prices (tariffs) for electric and heat energy are regulated by the state. According to Article 10 of the
Law of the Republic of Azerbaijan on Power Engineering the State regulates the following prices
(tariffs) of electrical and thermal energy:
•

purchase prices from producers;

•

wholesale prices;

•

retail prices;

•

import - export prices (for electricity).

Tariffs are regulated by the Tariff Council, established in May 2005. The Tariff Council implements the
state regulations on prices and service fees pertaining public services and their collection in
cooperation with central and local executive bodies as well as public organizations. The Council is
chaired by the Minister of Economy; representatives of several ministries and agencies are also
appointed members of the Council.
The Tariff Council determines the retail and wholesale tariffs (prices) for electricity, gas, central
heating services and refined petroleum products.
There are no access tariffs for generation/retailing and transmission/distribution.
The Tariff Council has powers to set tariffs for any kind of renewable energy, but only wind energy
and mini hydro power tariffs have been set. There is no difference in tariffs between cogeneration
and traditional power systems.
The regulated entities are required to provide economic justification for the expenses recovered by
the tariffs. The calculated tariffs are reviewed by the Tariff Council and published upon approval.
The tariffs are prepared in accordance with Decree No. 247, December 30, 2005, of the Cabinet of
Ministers “On Approval of Rules Ensuring State Control over Formation and Application of State
Regulated Tariffs (Prices)’’. Depending on the specification of the services, tariffs are determined on
the basis of the expenses necessary to recover costs and obtain profits. No detailed tariff
methodologies have been published.
By the Resolutions of Tariff Council #3, January 6, 2007, and #11, March 14, 2007, on Regulation of
Electricity Price Rates in the Republic of Azerbaijan, the tariffs shown in Table 5 were approved; and
have remained stable until now.
Name of service
Wholesale tariffs
Generation by “Azerenerji” OJSC
Generation by private small hydro stations
Generation by wind power stations
Retail tariffs
For all consumers
Tariffs for transit transmission
Transit transmission of the electricity
Enterprises of the chemical and aluminum industry, mining ore

Tariffs for 1 kWh, AZN*10-2
4.1 (2.35 €cent )
2.5 (1.44 €cent )
4.5 (2.58 €cent )
6.0 (3.45 €cent )
0.2 (0.11 €cent )
based steel foundries, with direct
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energy supply from 35 kV and 110 kV lines and for production purposes, with average monthly
consumption not less than 5 million kWh
Day (08.00 - 22.00)
4.2 (2.4 €cent )
Night (22.00 - 08.00)
2.0 (1.13 €cent )
Source: Tariff Council resolutions

Table 5:

Applicable electricity tariffs

As with electricity, natural gas tariffs are approved by the Tariff Council and are mandatory for all
entities in Azerbaijan. The Tariff Council regulates gas tariffs in accordance with its internal rules.
There are no access tariffs; separate tariffs exist for the following:
•

the wholesale purchase of natural gas;

•

the retail sale of natural gas to end consumers and;

•

the transportation of natural gas.

By the Tariff Council Resolution #13, December 2013, on Regulation of country tariffs of natural gas,
current tariffs are set as shown in Table 6.
Name of service
Natural gas processing
Transportation (per 100 km)
Wholesale price to gas distributors
Retail price
Sale to chemical, aluminum enterprises, steel foundry on the basis of mining ore,
electricity generators consuming natural gas for the purpose of production by
connecting to gas main directly (on condition that monthly consumption is not
under 10 million m3)

Tariff
(AZN/1000m3)
5.5 (3.16€)
2.0 (1.13€)
42.0 (24.1€)
100 (57.5€)
80 (46.0€)

Source: Tariff Council resolutions

Table 6:

Applicable natural gas tariffs

2.1.6 Problems associated with the existing structure and operation of the energy
sector

The predominant characteristic of the Azerbaijan energy market is the domination of state owned
vertically integrated monopolies in both the natural gas and electricity sectors.
There are four main monopolies operating in the sector:
•

Azerenerji OJSC holds the monopoly on power generation (except small hydro, PV, wind and
biomass power stations) and transmission. There is no competition among its power
stations.

•

Azerishig JSC holds the monopoly on power distribution and supply on the whole territory of
Azerbaijan, except Nahkichevan Autonomous Republic. There is no supply competition and
customers have no alternative choice of supplier.

•

Energy Agency of the Nahkichevan Autonomous Republic holds the monopoly on power
generation, transmission, distribution and supply at the territory of the Autonomous
Republic. There are no market relations between the agency’s subjects (generation,
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transmission, distribution and supply). The Agency carries out power exchanges with Turkey
and Iran.
•

SOCAR/Azerigas holds monopoly position as the only supplier as well as operator of the
transmission and distribution networks for natural gas.

Lack of clear economic conditions and heavy monopolisation are obstacles to inflow of private capital
for the financing of new investment, which is necessary for the expansion and maintenance of
existing energy infrastructure, towards improvement of both, security of supply conditions, and
technical (hence economic) efficiency of the sector. Such improvements and expansion of
infrastructure, regarding both, networks and power generation, will soon be imperative, alongside
the expected economic expansion and rising living standards, which will increase the demand for
energy. In addition, trading opportunities will need to be accommodated and supported with the
expansion of interconnections, so as to exploit competitive advantages of the country in the region.
Alongside this, energy regulation and the spectrum of authorities and institutions governing the
sector are either branches of the government, or state owned institutions. Economic efficiency issues
associated with the presence of monopolies, especially in an economy with such a high dependence
on the energy industry, and potential distortions of energy economics principles, caused by the
heavy presence of the state in sector regulation, are the causes of a number of concerns, and the
sources of the government’s considerations regarding potential merits from opening of the market to
competition.

2.2

Government plans and programmes for the energy sector

There are two state programmes governing the development of the energy sector, namely:
•

the “State Programme on Development of the Fuel and Energy Complex in the Republic of
Azerbaijan (for 2005-2015)” (approved by Presidential Decrees N 635 dated 14 February
2005 and N 462 of 21 October 2004); and

•

the “State Programme on Use of Alternative and Renewable Energy Sources in the Republic
of Azerbaijan” (approved 21 October 2005).

Both programmes were completed last year, and new ones have not been adopted yet.
However, on July 23, 2015, the Minister of Energy approved a set of strategic tasks aiming to
introduce market-based relations in the electricity and natural gas sectors, with a view to attracting
private investment and allowing market forces to determine cost reflective prices, thereby increasing
economic benefits for the whole economy.
The tasks approved by the Minister are shown in Table 7.
These tasks are in line with the “Azerbaijan 2020: Look into the Future” Strategy Development
Concept. The Concept sets a number of ambitions economic development targets for 2020, e.g.
increase of the volume of per capita GDP in the country by more than twice so as to reach 13,000 US
dollars, increase of the volume of per capita non-oil export to 1,000 US dollars etc.
In order to achieve the above mentioned targets the following principles will be taken as a basis:
•

Introduce energy sector regulation aiming to ensure healthy competition in market economy
conditions;

•

export-orientation of the whole economy, with efficient use of energy and creation of high
added value; and
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•

a complex approach to the development of socio-economic spheres.

During the period covered by the Concept, it is planned to carry out stimulating measures to speed
up the use of alternative (renewable) energy sources, develop the institutional environment,
strengthen the scientific-technical potential, continue training specialists and enlighten energy
consumers. Along with projects carried out by the state in this field, the close involvement of the
private sector in this process will be promoted and the quick regulation of alternative energy tariffs
will be ensured.
Furthermore, the Ministry of Energy prepared the draft State Programme for 2016-2020 on Efficient
Use of Energy Resources and Energy Efficiency at the End Consumers. The draft Programme is at the
final stage of the inter-ministerial consultations. One of the goals of this Programme is “Development
of a modern competitive Internal Energy Market”.
1.

Preparation of a strategy for the energy sector development of the country in the next 25-30
years.
2. Development of 15-20 years State Program for the efficient use of energy resources,
improvement of end user energy efficiency and the use of alternative energy sources.
3. Development of a 5-year State Program for energy sector development (1st Five year Strategic
Development plan, paragraph 1.)
4. Development of the draft law on the regulated internal market of electricity.
5. Development of the draft law on the regulated internal market of natural gas.
6. Development of the draft law ”On Grid Code” for electricity
7. Development of the draft law “On Independent Energy Regulator” governing the internal energy
(electricity and gas) markets.
8. Development of the draft law “ On Grid Code” for natural Gas
9. Restructuring of the power system structures (Azerenerji, Azerishig) based on the new subjects
of the market provided by the legislation
10. Creation of a flexible tariff system, reflecting and distributing the interests of end consumers
and other market actors (X-factor), and based on the costs of products
Source: Ministry of Energy

Table 7:

2.3

The set of strategic tasks approved by the Minister of Energy on July 23, 2015, aiming to introduce
market-based relations in the electricity and natural gas sectors

The need for regulation of energy markets

2.3.1 Energy markets

In this section we present the generic structure of energy markets, to illustrate the elements and
procedures where independent regulation may be required.
2.3.1.1

The energy flow

Electricity is generated by generators, or imported through the interconnections, and reaches final
consumers through the transmission and distribution networks.
The transmission network comprises High Voltage (HV) lines and cables, and facilities, such as
substations, necessary for the operation of the system. The transmission network transports energy
to the distribution networks, and to and from interconnections, as well as to certain large customers,
connected to the transmission network.
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The distribution networks normally comprise Medium and Low Voltage (MV and LV) networks and
the relevant facilities required for their operation. The distribution networks distribute energy from
the transmission network, or from distribution embedded generators, to the final customers
connected to the distribution networks.
Similarly, natural gas is fed from extraction sites or interconnectors into transportation networks
(including high pressure pipelines, compression substations, storage sites, and LNG terminals), and is
transported through them to distribution networks, to which final consumers are connected. Large
consumers may be connected directly to transportation networks.
Heating networks are normally local, i.e. they may lack the transportation element, depending on
the distance of heat generating plants from consumption.
In the next we focus on electricity markets, as the case for gas and heat is largely similar, with certain
differences in terminology, and technical conditions.
There is normally a single transmission network in a country, as it would not make economic sense to
have parallel networks. Any parallel transmission lines are normally built to serve increased transport
needs and security of supply purposes. Distribution networks are scattered across a country, serving
residential, commercial and industrial areas.
Generators may be connected to the transmission system, or the distribution system.
Interconnectors are mainly connected to the transmission system.
When generated by generators, connected to the transmission system, or imported, electricity is
transported through the transmission network. When generated by generators embedded to the
distribution networks, electricity is distributed through the respective distribution network.
A simplified scheme of the energy flows in an electrical system appears in Figure 3. As shown,
responsibility for the operation of the individual parts of the network, as far as energy flows are
concerned, lies with the respective operators, namely the transmission system operator (TSO) and
distribution network operator (DSO). Network operators may be different from the respective
network owners, and the two functions should be clearly distinguished, as the duties and
responsibilities are different, and the impact of each on the operation of the market may be
different.
2.3.1.2

Market participants

Generators above a certain level of installed capacity are usually required to be licenced by the
regulator, in order to generate electricity, and may carry out transactions in the wholesale market, in
accordance with the market rules. They are often restricted to only sell the energy they generate to
suppliers, and may not sell electricity to final customers unless they obtain a supply license. In the
absence of effective competition rules may apply regarding regulation of their prices by the
regulator.
Suppliers are licenced by the regulator in order to be allowed to carry out transactions in the
wholesale and retail electricity markets, in accordance with the relevant rules. They may procure
electricity in the wholesale market by generators, or through imports, and usually they may also
export (sometimes separate import-export licences may be required).
All entities procuring electricity for their own consumption are considered final consumers. They may
only procure electricity in the retail market. All final customers may only procure electricity through
suppliers, and they may choose and change supplier freely, only subject to the rules of the retail
market. Certain consumer categories may enjoy the right of universal service, i.e. the right of having
guaranteed supplies of electricity of an established quality and at reasonable, transparent and easily
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comparable tariffs.
The enterprise responsible for the operation, maintenance and development of the transmission
network, including the interconnections with the networks of other countries is the transmission
system operator (TSO). The TSO is responsible for load dispatching, and real time balancing of the
system. The TSO is not allowed to participate in commercial transactions with other participants or
through the interconnections, for any other than technical purposes. The TSO is licenced by the
regulator. As mentioned above the TSO is often the same, but may also be distinct from, the owner
of the network; and the latter is usually licenced as a separate entity by the regulator. Ownership and
operation of the transmission system are considered monopoly activities, and are regulated by the
regulator as such. Among others, the regulator sets or approves the methodology for the calculation
of tariffs related to ownership and operation of the transmission system (and/or sets or approves
these tariffs).

Source: Current project analysis

Figure 3: Energy Flows

The enterprise responsible for the operation of the organised electricity markets (the market
operator – MO) is licensed as such by the regulator.
The owners of distribution networks are usually (but not necessarily) also designated as responsible
for the operation, maintenance and development of those networks, and licensed as distribution
network operators (DNO) by the regulator. As with transmission, distribution network ownership
and operation are considered monopoly activities, and are regulated by the regulator as such.
Among others, the regulator sets or approves the methodology for the calculation of tariffs related
to ownership and operation of the transmission system (and/or sets or approves these tariffs).
2.3.1.3

The market

Normally, final consumers buy energy from suppliers at the retail market. The retail electricity
market is a competitive market, governed by rules applying to all competitive markets. ”General
conditions for electricity supply to final customers” may apply, and these are normally approved by
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the regulator and comprise part of the supply contracts entered into by suppliers and final
customers.
Suppliers procure the needed energy in the wholesale market. The wholesale market may be
organised in various ways. A generic distinction is between the “over the counter” bilateral contracts
market, and the organised market.

Source: Current project analysis

Figure 4: Wholesale and retail markets

The bilateral contracts market concerns bilateral transactions between generators and suppliers, as
well as among suppliers, for energy that has to be physically delivered at a specific point in time.
Through this market generators aim to ensure that they will be able to sell as much as possible of
their expected generation; and suppliers that they will be able to procure as much as possible of the
expected offtake of their customers, i.e. both sides aim to enter into contracts so as to clear part or
the whole of their expected physical positions. The TSO and DSO may also be participants in this
market procuring energy for the coverage of losses in the transmission and distribution networks
respectively. This is a competitive market, where participants voluntarily enter into non-centrally
organised bilateral arrangements, at freely negotiated prices, which may not be publicly announced,
and are determined by demand-supply conditions in this market.
Generators and suppliers notify to the TSO their contracted volumes, and generators nominate their
schedule, by a set time (the “Gate Closure”) of this market, which is usually one day before the day
that the energy will be actually generated and consumed (the “Day Ahead”).
Competitive forces usually lead such markets to becoming organised, or obtaining an organised
structure, which may operate in parallel with and complementing the “over the counter” market.
The organised market may comprise up to five distinct and separate markets, namely, the day-ahead
market, the intra-day market, the balancing market, the market for system services, and the crossborder market. Depending on the maturity and design of the market, specific of the above elements
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of the organised market may be combined or inactive. The actual way these markets are designed to
operate may vary from the general principles outlined here, depending on the structure and maturity
of the markets, as well as policy decisions.
Day ahead market. Suppliers and generators provide capacity-price pairs (“bid curves”) based on
their residual capacity or demand i.e. capacity or individually forecast demand not already covered
by bilateral contracts, to the Day Ahead Market (DAM). The DAM is centrally managed by the Market
Operator (MO). The market operates in accordance with market rules setup by the MO, and
approved by the regulator. The market rules determine the time basis for the structure of the bid
curves (e.g. half hour, hour, etc.). Participation to this market is usually mandatory. The MO matches
bid curves to optimise dispatch of these residual volumes at the day ahead stage. Contracts resulting
from the DAM are between market participants and the MO and cleared at the market price, which
is normally the marginal price of the most expensive offer included in the clearing of the market. The
DAM incorporates information on all bilaterally contracted volumes.
Intra day market. Unmatched volumes from the DAM plus additional volumes offered by market
participants, e.g. additional volumes created by changes in the weather, may be made available for
market participants to transact on the Intra Day Market (IDM). This market is also centrally managed
by the MO, and operates up until an agreed time before real time. To simplify the arrangements
contracts resulting from the IDM may be cleared by the MO. As a transitional measure, participation
in the DAM and/or IDM may be made compulsory for larger players, i.e. unsold generation and not
just part loaded capacity must be offered to the DAM or IDM. Likewise, as a transitional measure it
may be necessary to consider mandating the release of a certain percentage of a large supplier’s
needed or generator’s available energy to the DAM and/or IDM; e.g. large suppliers must purchase
XX% of the expected demand from the DAM and/or large generators must offer XX% of their
available generation to the DAM.
Depending on transmission constraints each of the DAM and IDM may produce a single price or
different prices in each zone.
On the dispatch day, generators self-dispatch against the combined positions of their bilateral
contracts and the outputs from the DAM and IDM i.e. generators do not require further dispatch
instructions in order to follow the position they nominated at the day ahead stage.
Balancing market. A balancing mechanism is established to allow generators to provide prices for
deviations from nominated physical positions. The balancing mechanism allows the TSO to redispatch generators in real time at the prices provided through the balancing mechanism, so as to
correct short term system energy imbalances. As a matter of energy policy, as well as depending on
actual technical possibilities, participation to the balancing market may also be possible for
controllable load. After the market matures, and there is experience with the operation of the
various arrangements, Gate Closure of the IDM may be reduced so as to include real time. At that
stage, interaction of the volumes offered in the BM and the IDM will need to be managed. Also,
combining the IDM and BM may also be possible i.e. the TSO and market participants may purchase
volumes from the same set of offers. As a transitional measure, it may be necessary to consider
making participation in the BM compulsory for larger players i.e. unsold generation capacity must be
offered to the BM. The market rules and the grid code will determine the rules for the operation of
the balancing market. One of the determining factors for the operation of the entire energy market is
the notion of energy imbalance. Based on the above arrangement of the market the energy
imbalance should normally be defined as the difference between the actual position (determined
from settlement metering and adjusted for actions in the BM) and the contractual position at Gate
Closure. Contractual positions will be the sum of the Bilateral, DAM and IDM contractual positions.
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Another determining factor would be the specification of the imbalance price, which should reflect
policy intentions, as well as objective technical conditions in the system. Normally, the resulting
energy imbalance should be multiplied by a single imbalance price calculated for each balancing
period to determine an imbalance exposure for each participant. The MO would operate a
settlement process to determine the financial payments relating to the provision of balancing
services (as activated through the BM), sales and purchases in the DAM, sales and purchase in the
IDM, and imbalances.
There are various ways of integrating into the market RES generators operating under support
schemes (e.g. under a feed-in tariff system), as well as combined heat and power (CHP) generators.
Such generators may be given contracts with an entity (e.g. a specific “central” or “wholesale”
supplier, the MO, etc.), which undertakes to represent them in the day ahead, intraday, and
balancing markets. The forecasted RES output and CHP generation potential is bid into the DAM,
where it is handled as “must-run”. The entity representing those generators becomes liable for their
imbalances from nominated positions. Details of this mechanism (such as possible allocation of
balance responsibility to RES and CHP generators, portfolio or individual unit bidding, etc.) may be
decided by the government, as a matter of energy policy.
Other RES generators (along with conventional generators and other suppliers) could either enter
into bilateral contracts and notify them to the MO or bid into the DAM. In either case such
generators would be subject to imbalance settlement for their individual imbalances from nominated
positions.
Market for system services. To support the short term contracting nature of the BM, the TSO may
also contract for additional reserve as an ancillary service. Contracts for frequency restoration
reserves and replacement reserves may require participants to provide bids to the BM and the
energy delivery of these contracts may be activated through a dispatch instruction in the BM. The
TSO would be responsible for settling financial payments relating to the provision of ancillary
services procured through this market.
Cross border market. The TSO is usually designated as the entity responsible for the allocation of
interconnection capacity and suppliers compete for access to the interconnections, in order to
import or export electricity, subject to rules which may relate to bilateral or international agreements
among TSOs.

2.3.2 Why and how do we need to regulate energy markets

Until recently, in many countries, all over the world, electricity and gas companies were in public
ownership. This is chiefly because the governments placed a high value on the strategic and social
importance of these industries. Under a public ownership model, the government owns the entity
providing the services, is responsible for governance, including the choice of senior management,
and sets prices and other terms and conditions. Governments of countries with state-owned
companies in many cases failed to distinguish between the role of the state as an owner and the role
of the state as the representative of the interests of customers. The two roles may be different and
sometimes in conflict. Even if the companies are not pursuing profits (non-profit utilities), i.e. where
the mandate is to provide energy at (or below) cost, the state as an owner needs to ensure financial
viability of the company at all times. This sometimes leads to passing certain costs to customers or
directly subsidising operating losses from the state budgets. Or the government may desire to pursue
other policy objectives, such as maximising use of indigenous resources, creating jobs, promoting
certain technologies, etc.
On the other hand, in the case of state-owned monopolies the government, as representative of the
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taxpayers, has to ensure that the company is operating efficiently, keeping costs at minimum and
charging tariffs that reflect the true economic costs, thus ensuring the customer welfare is
maximised.
Monopolies, if not regulated, pursue profit maximisation by increasing the prices, and/or reducing
the quality, of goods and services they provide. So, the standard normative economic case for
imposing price and entry regulations in industries where suppliers have natural monopoly
characteristics is that
industries with natural monopoly characteristics will exhibit poor economic performance in a
number of dimensions; and
it is feasible in theory and practice for governments to implement price, entry, and related
supporting regulations, in ways that improve performance, compared to the economic performance
that would otherwise be associated with the unregulated market allocations. That is, the case for
government regulation is that there are costly market failures, the social costs (consequences) of
which can be -in principle- reduced, by implementing appropriate government regulatory
mechanisms. (Joskow, 2006)
The necessity to regulate electricity and gas network industries could be additionally supported by
such an important argument: they are capital intensive, have incurred significant sunk costs,
associated with investments in long-lived and immobile assets, and are potentially subject to
regulatory hold-ups. The threat of such hold-ups would reduce or destroy incentives to make
adequate investments to balance supply and demand efficiently.
Some twenty years ago changes in the energy sector started all over the world: the vertically
integrated companies, which were understood as natural monopolies before, were restructured, the
gas and electricity markets liberalised and private capital was attracted into the previously state
owned industry. The appearance of private companies in the energy sector, and consequent
liberalisation of the market, brought about the necessity to establish regulatory agencies separated
from the government (private companies always prevailed in the U.S. electricity and gas sectors, and
this was the reason for the creation of independent commissions for utility regulation there). Even
where regulatory authorities were already established (such as in Canada and the USA) their roles
and functions have been extended to areas related to the introduction of competition due to
regulatory reforms.
Independent regulators can limit political along with other, non-market related, interference in
market based business decisions, and minimize regulatory risks. This regulatory role is particularly
important given the technical nature of regulation in the energy sector. The gas and electricity
sectors are characterized by long term large capital intensive investments that require a stable
regulatory regime. In other words, short term political events and political cycles should not interfere
with the regulatory framework, which should remain consistent and stable over time. Separating
regulators from Ministries, giving them more autonomy and responsibility for regulatory tasks, and
holding them accountable for their performance should improve efficiency and produce better
regulation.
With the liberalisation of the electricity and gas markets regulation becomes much more
complicated, requiring special technical knowledge and expertise; and this becomes an additional
argument for the politicians to delegate such complicated, and not publicly appealing regulation
tasks to a separate, independent regulatory authority. Besides, it may be politically convenient for
politicians to delegate competencies, as this would allow them to shift the blame for unpopular
decisions or unsuccessful implementation processes to an independent regulatory authority.
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Independence of an energy regulatory authority means that it is not only separate and independent
from the sector competent ministry but also from the regulated sector itself. With regard to the
regulated industry, there are at least three threats to the independence of the regulatory authorities.
Firstly, there is a risk that the regulated parties may try to „capture“ the regulators, e.g. by bribing
them or by promising them well-paid jobs in the future, in order to influence their decisions.
Secondly, there is a risk that the regulated energy industry uses asymmetric information and
misinformation to manipulate the regulator. Finally, there is a risk that the regulator’s independence
is compromised by the regulator’s private interest in the sector, directly or indirectly, e.g. when the
regulator holds stocks in a unit trust investing in the regulated industry. (Johannsen, 2003)
One may notice, based on actual practice in various jurisdictions, that between the two extremes of
regulation (namely, carried out by, either the Government, or a fully independent authority) there is
a wide range of institutional options regarding the degree of the regulator’s political independence,
as briefly summarised in Figure 5.

Source: Current project analysis

Figure 5: Various positions of the regulator in the governmental structure

In the “Ministry” model regulatory tasks are performed by the sector Ministry which is responsible
for the regulated industry (Ministry is both an owner and a regulator).
In the “Ministry’s Agency” model the Agency is an autonomous body linked to the sector Ministry.
The Agency may operate on a separate budget and under autonomous management and may be
subject to a differentiated legal framework. However, ultimately a “Ministry’s Agency” is
subordinated to the Ministry although it may operate with a substantial degree of independence.
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Regulatory agencies with an “advisory role” may be independent from the respective Ministries and
operate autonomously. This is often implemented by a policy not allowing revocation of board
member initial installation. The independent agency plays an advisory role in a wide variety of
regulatory issues, but has no decision making powers on regulatory matters. They usually have
monitoring responsibilities and authority in the resolution of disputes of such issues as network
access.
“Independent” regulatory agencies are defined as independent public bodies empowered to regulate
specific aspects of an industry. Sometimes they share regulatory duties with other public entities,
including the relevant Ministry, but they are insulated, to some extent, from short-term political
influence. Independent regulatory agencies may have different degrees of political independence
and ranges of powers assigned to them.
To deliver the benefits expected from independent regulation of the energy industry, the regulatory
authorities cannot be simply advisory agencies of the Government and be deprived from decisionmaking competences. In the absence of sufficient decision making power, the independence of the
regulator is equivalent to independence of professional advice. One may argue that the advisory
regulator may still attempt to build a reputation for professionalism and balanced judgment,
reducing the likelihood of being overruled and enhancing its authority. However, in case of issues
with high political interest for the government, the regulator empowered only with an advisory role,
will be obliged to negotiate with the government before submitting its official advice, in order to
avoid seeing its advice rejected. For an advisory regulator it is very difficult to maintain
independence from political pressures and make credible long-term commitments to private
investors. In the case of progressive market opening and privatization, the potential market players
will have the false impression that the control of the incumbent company and the access to the
network takes place under the responsibility of an independent regulator, while the true regulatory
power stays with the government having interests in the regulated industry (Pantelis Kapros).
Some governments are hesitant to delegate decision making to independent regulators, mostly with
an intention to defending “national interests and champions”; or considering that social protection
of consumers is very important and cannot be guaranteed with a separate regulatory authority in
place which will pursue economic but not social goals. It is also often the case that governments seek
to delay the development of competition in order to obtain bigger revenues from privatising the
state-owned monopolies.
But if/when a country introduces private capital in the energy sector and decides to go on with
market liberalisation reforms, it would definitely need to separate regulatory functions from the
government (for the reasons given above) and introduce an independent energy regulatory
authority.
As Azerbaijan has only started restructuring the electricity sector, and, perhaps, later will also deal
with the gas sector in a similar manner, it would be sufficient for it to have an Energy Regulatory
Agency within the Ministry of Energy, at the early stage of the process. The Agency would undertake
the main regulatory functions: pricing and tariff setting (currently a responsibility of the Tariff
Council, which lacks the expertise needed for price regulation of the energy sector), licensing and
consumer complaints. The final decisions may be taken by the Minister, but the Agency will have a
dedicated, highly qualified staff which may efficiently implement the Government’s programme. This
topic is further discussed in section 2.7 of this report.
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2.4

Review of the experience of EU member states on the establishment of independent
energy regulatory authorities

2.4.1 Experience of EU Member States on the establishment of independent energy
regulatory authorities
2.4.1.1

Overview

In the early 1990s, when liberalisation of energy markets started in the EU, simultaneously with the
beginning of the construction of the internal energy market, the fundamental assumption was that
competition should be widely introduced in the energy sector. Regulation was not considered a
priority and the motto at that time was “as much competition as possible, as much regulation as
necessary” (which meant no explicit regulation at all). (Vasconcelos, 2009)
The first EU Electricity Directive (1996) and the first EU Gas Directive (1998) did not declare a
necessity to have an independent energy regulator and the few Member States that had started
energy liberalisation before the first EU directives were approved, did introduce national regulators.
The first independent energy regulators were established in England and Wales (first for gas and later
for electricity) during the restructuring and privatisation process in the UK during the late 80‘s and
early 90‘s. Unexpectedly the second country in Europe which introduced an energy regulatory
agency separated from the sectorial Ministry was Hungary. It restructured and privatised electricity
and gas sectors during a short time period in the mid-nineties.

During a short time period from 1997 to 2001 separate regulatory agencies or commissions were
established in all EU member states except Germany which used the Federal Cartel Office (FCO) to
carry out regulatory functions in the gas and electricity sectors. Dispute resolutions were a
responsibility of the FCO acting under the Competition Law. Regulation of electricity distribution and
retail supply was a responsibility of the Federal Ministry of Economy and the corresponding agencies
of the Federal States (Länder).
The second Electricity and Gas Directives, adopted in 2003, put a requirement on all member states
to designate “one or more competent bodies with a function of regulatory authorities”. These
authorities were required to be fully independent from the interests of the regulated industries.
With implementation of these Directives Germany in 2005 established an independent regulator –
the State Networks Agency. This was the last country in the EU which established an independent
energy regulatory authority.
Finally, the Third Energy Package adopted in 2009 put an additional requirement for independence of
energy regulators – they should be independent not only from the regulated sector, but from
politicians also.
Analysing the evolution of energy regulation in Europe over the last twenty years, the first Chairman
of the Council of European Energy Regulators, CEER Jorge Vasconcelos identified three major phases
(Vasconcelos, 2009):
1. The first phase, between 1989 (creation of the first energy regulator in Europe) and 1997
(entering into force of the first Directive on the internal electricity market) may be
characterized as “discovering the European dimension of energy regulation”.
2. The second phase, between 1998 (establishment of energy regulatory agencies in many
European countries) and 2003 (adoption of the Second legislative Package on the Internal
Energy Market, establishment of independent energy regulatory authorities in all EU
countries, except of Germany, institutionalisation of regulatory cooperation at EU level
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through the creation of European Regulatory Group for Electricity and Gas, ERGEG) may be
described as “inventing European energy regulation”.
3. The third phase is not only marked by the enlargement of the EU and therefore of
CEER/ERGEG (from 15 to 25 and to 27 members), by the introduction of independent energy
regulators in all Member States and by new legislation - if this was the case, it might be
called a phase of “consolidation”. The current phase is also strongly influenced by important
changes in EU policies, as well by a new political approach to regulation that will impact on
EU energy regulation – therefore, it may be better characterised as “re-inventing European
energy regulation”.
2.4.1.2

Establishment of energy regulators in Central and Eastern European countries

In the former communist countries of the Central and Eastern Europe (Poland, Czechoslovakia,
Hungary) as also in the Baltic states (Estonia, Latvia, Lithuania) regulation of utilities looked like a
heavily distorted variant of the West European model. The worst distortions arose from the fact that
the utilities did not operate in a commercialised way. In particular, their investments were largely
determined by the Central Plan and the Plan physical output targets, and were funded out of the
central budget. Tariffs were at best only intended to cover operating costs in total, including little or
no depreciation or profit element and households were heavily cross-subsidised by industrial
customers.
By 1989, this model was discredited and the question was what should replace it. Apart from the
strongest opponents of reform (e.g. Belarus), it was clear that this model was no longer viable.
Hence, the question was whether to go for the minimal change option of the West European
Ministry-regulation option or for one of the more radical options.
Hungary was the first CEE country to pass a law introducing an independent regulator in the energy
sector. The Hungarian Energy Office (HEO) was established to regulate electricity and gas sectors
under the electricity and gas laws enacted in 1994. The HEO from its establishment was responsible
for issuing and amending licences. Hungary adopted a licensing approach, with licences for fixed
periods setting out the rights and obligations of the regulated companies. The licences are the key
documents in the monitoring and enforcement of regulation. This was a new approach in Europe and
especially in the Central and Eastern Europe with a traditionally strong command and control system
applied in the energy sector governance and regulation.
On prices, HEO was responsible to establish pricing criteria and rules, but it was the Minister of
Industry that actually decided on the final prices. The Hungarian government has more than once
over-ruled HEO tariff change recommendations.
So at that time the degree of independence of the HEO was limited at least by the following features:
•

there was no fixed term for the HEO's director general;

•

the director general and other directors were appointed by the Minister of Industry and
Trade but not with a fixed term of office;

•

there were no specified dismissal (or appointment) criteria or procedures for the Chief
Director or the other directors;

•

HEO did not have an independent revenue source. Its budget is part of the Ministry of
Industry's budget.

From the above, it can reasonably be argued that the HEO at the beginning was essentially a Ministry
regulator not very much different from a Ministry’s department (Stern, 2000).
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In Poland an independent Energy Regulatory Office (ERO) was established in 1997. ERO is explicitly
responsible for regulatory decisions not just the granting of licences, but also setting prices and
approving investment plans. The ERO can also decide whether or not there is sufficient competition
in any market segment to allow the ending of tariff regulation.
The ERO from the very beginning of its operation had far more of the attributes of a formally
independent regulator than its Hungarian partner. Among the key features of its governance were:
•

the President of the ERO is the legal person taking regulatory decisions;

•

he/she has a 5 year fixed period appointment and can only be recalled within their term of
office for serious incapacity or (specified) misdemeanours;

•

the ERO is financed out of licence fees;

•

the staff of the ERO are not civil servants and may be better paid; and

•

appeals on ERO decisions can be sued at the Anti-monopoly Court while the ERO is explicitly
subject to the Administrative Proceedings Act.

In the Czech Republic a Law on Energy was enacted in 1994 under which the Ministry of Economy
was responsible for all aspects of regulation except price regulation. Price regulation was the
responsibility of the Ministry of Finance under a general price regulation law, enacted in 1991. The
1994 Law on Energy was passed hurriedly to fill a legal vacuum. Its defects became clear very rapidly
and there have been discussions on amending or replacing it for some years. The pressure for a new
energy law grew substantially with the need to provide for the incorporation of provisions of the EU
Electricity and Gas Directives into Czech Law to meet accession requirements.
The position began to change in 1998 with the establishment of a separate Regulatory Department
within the Ministry of Industry and Trade. The Director of the Regulatory Department reported
directly to the Minister and was the key interface with the Ministry of Finance on energy prices,
preparing the proposals for changes in regulated prices. In addition, it is the regulatory Department
and its Director who have been leading the process to prepare the new Law on Energy.
Finally, the Energy Regulatory Office was set up on 1 January 2001 under Act No. 458/2000 of
28 November 2000, on the Conditions of Business and State Administration in Energy Industries and
Changes to Certain Laws (the Law on Energy) as amended, as an administrative authority responsible
for regulation in the energy sector. Competences of the Energy Regulatory Office were defined as
follows:
•

price controls;

•

support for the use of renewable and secondary energy sources and combined heat and
power generation;

•

protection of customers´ and consumers' interests;

•

protection of licence holders' vested interests;

•

inquiries into conditions for competition;

•

co-operation with the Office for the Protection of Competition;

•

support for competition in the energy industries; and

•

supervision over markets in the energy industries.
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2.4.2 Establishment of independent energy regulators, and powers allotted to them, in
some Energy Community members
2.4.2.1

Ukraine

In December 1994, the National Electricity Regulatory Commission (NERC) of Ukraine was
established; its Bylaws were approved by the Decree of the President of Ukraine in 1998. Laws
providing for NERC’s regulatory authority include the Law on Electricity (1997), the Law on Natural
Monopolies (2000), and the Law on the Principles of State Regulation in the Economy (2003).

NERC is not financially independent: it is funded from the state budget, and the staff are civil
servants receiving state salaries. NERC’s budget must be further coordinated with the Ministry of
Finance, approved by the Government, and then approved by the Parliament, as a component of the
state budget.
The NERC’s management board consists of five commissioners; they are nominated by the Prime
Minister and appointed by the President. Commissioners should serve six-year terms on a staggered
basis. It seems this requirement was never followed and no chairman survived the change of the
Government but was replaced long before the end of their term expired.
NERC is responsible for promoting competition and protecting consumers. Licensing is also within
NERC’s authority, although the Cabinet of Ministers sets the periods of licence validity and the
government sets the fees for issuing the licences. NERC has the authority for fixing consumer tariffs,
but the wholesale electricity tariffs are to be established competitively by the energy market. NERC
has also the authority to issue tariff setting methodologies. Unfortunately, there are huge subsidies
and cross-subsidies in electricity and gas tariffs for residential consumers.
Among the most efficient and well-functioning NERC‘s qualities is its transparency. Most NERC
business is conducted during open meetings, which are announced on the NERC website and in the
press. Issues covered in open meetings include licensing decisions, sanctions to licensees, tariffs,
draft laws, and draft regulatory acts. In developing regulatory acts, NERC accepts comments from
individuals and legal entities for 30 days, incorporating the comments as reasonable. NERC’s website
is updated regularly. In addition to open meeting announcements and drafts as described above, the
NERC website features meeting results and regulatory decisions. NERC also publishes all its decisions
in an official monthly newsletter.
2.4.2.2

Georgia

The Georgian National Energy Regulatory Commission was established in 1997. Two laws describe
the main responsibilities and statutory power of the GNERC:
•

the Law of Georgia on Electricity and Natural Gas (adopted in 1997) and

•

the Law on Independent National Regulatory Authorities (adopted in 2002).

Both laws give high level of independence to GNERC in those issues, where it has authority. The Law
on Independent National Regulatory Authorities clearly defines, that “independence is the ability of
both an independent regulatory authority and the commissioner to carry out activities without
improper influence and illegal interference to exercise the authority of a regulatory authority as
determined under the applicable law, including discussing, investigating and deciding the matters
assigned to its authority; any interference in the activities of an independent regulatory authority,
control of the said activities and demanding accounts of such activities on the part of any state
authority shall be inadmissible, if this is not explicitly provided for by the applicable law”. The Law on
electricity and natural gas defines the main features of independence:
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•

Commissioners and a Chairman are appointed by the President of Georgia for a fixed 6 year
term, which can be renewed;

•

they may be removed from the office only in the cases stated in the Law;

•

the Commission has an independent budget and is funded from the regulatory fees;

•

the regulatory fee is evaluated and set by the Commission for the next year until September
15 of the current year without any interference of the Government;

•

the Commission has sole use of the funds.

The laws describe in detail the role, responsibilities and functions of the GNERC. The main functions
of GNERC are as follows:
•

establish rules and conditions for granting electricity generation, transmission, dispatch,
distribution licences, as well as natural gas transportation and distribution licences; also to
grant, to modify and to revoke licences;

•

set and regulate tariffs for electricity generation, transmission, dispatch and distribution of
electricity, as well as end-user tariffs taking into consideration the accepted cost of
transmission, dispatch, distribution, import and supply , services of the Commercial system
operator and electricity system reserve; also set and regulate tariffs for natural gas
transportation, distribution and supply, excluding tariffs for natural gas sold at the auto gas
stations, and also set water supply tariff in accordance with this law, main directions of the
state policy in the energy sector, and administrative legal acts adopted pursuant to this
policy and established methodology;

•

resolve disputes between licensees, importers, exporters, suppliers, consumers; and

•

establish control over compliance with the conditions of licences within the electricity and
natural gas sectors of Georgia, and in the cases of violations take measures in accordance
with the law.

In implementation of those functions GNERC may:
•

issue normative administrative legal acts, approve the operational rules and procedures, and
procedures for dispute resolution, set the regulatory fee amount and its calculation
methodology, approve the Licensing rules, supply and consumption rules, etc.

•

Receive from the licensees all the necessary documents, including confidential ones, and all
the required additional information, except for cases specified in the legislation;

•

Impose sanctions in the cases defined by the law.

By March 31 of each year the Commission prepares and publishes a report for the past year; it is
available for the general public.
2.4.2.3

Moldova

The legal basis for an independent energy regulator in Moldova was set in 1998 when the Parliament
of the Republic of Moldova voted the Law on Electricity and the Law on Gas. The laws described in
detail the role, responsibilities and functions of the National Agency for Energy Regulation (ANRE).
According to these laws ANRE is a central regulatory public agency operating on a permanent basis,
having a status of a legal person and in its activity is not subordinated to any governmental body or
private agency.
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The main functions of ANRE are as follows:
issue, in compliance with law, established procedure and requirements, licences for: generation of
electricity, transmission of electricity, distribution of electricity, supply of electricity at regulated
tariffs or at non-regulated tariffs and for production, storage, transmission, distribution and supply
of natural gas at regulated or non-regulated tariffs;
modify, temporary suspend, or withdraw issued licences, in cases and under conditions established
in law;
assign licensee who shall carry out licenced activity instead of licensee for transmission, distribution
or supply of electricity or natural gas at regulated tariffs whose licence was temporarily suspended
or whose licence was withdrawn or expired;
monitor and exercise, within limits and in a manner established by law, control over observance by
licensees of established conditions for carrying out licensed activities and provisions of this law,
including those regarding final customers rights and quality of rendered services;
develop and approve methodologies for calculation and application of regulated tariffs for electricity
and heat generated by combined heat and power plants, for electricity generated by power plants
from renewable energy sources, for services of transmission and distribution of electricity, of tariff
for supply of electricity at regulated tariffs, and of final tariff for electricity supplied to final
customers, as well as for calculation and application of regulated tariffs for natural gas storage,
transmission and distribution services, for natural gas supply at regulated tariffs, as well as of the
final tariff for natural gas supplied to final customers;
approve regulated tariffs calculated in compliance with provisions of the approved methodologies
and monitor the correctness of their application by licensees;
supervise observance by licensees of principle of necessary and justifiable costs when calculating
and approving tariffs for regulated activities on the power market and for heat generated by
combined heat and power plants;
supervise the power and natural gas markets and the way licensees fulfil their obligations, including
those established for transmission network and system operator and for distribution networks
operators;
determine economical and technical information related to functioning of the electricity and gas
systems, which shall be made public by licensees, observing confidentiality thereof;
promote, monitor and ensure transparency and competition on electricity and gas market;
apply principle of priority purchasing and dispatching of electricity generated by power plant from
renewable energy sources and of electricity generated by combined heat and power plants;
monitor import of natural gas, in terms of physical flows of natural gas, and establish conditions of
export of natural gas when necessary to ensure security of supply;
monitor import of electricity, in terms of physical flows of electricity that have taken place during
the previous three months and establish conditions for export of electricity when necessary to
ensure security of supply;
grant priority status to electricity produced in cogeneration mode by combined heat and power
plant and to electricity generated by power plants from renewable energy sources to be sold on
internal power market. Combined heat and power plants may obtain priority status to sell electricity,
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produced in cogeneration mode, on internal power market only in case of delivery into the
centralized heat supply system of heat produced by them;
establish, with a view of monitoring effective unbundling of accounts of licensees in the electricity
and gas markets and to guarantee elimination of cross-subsidies between generation, transmission,
distribution and supply of electricity, as also between production, storage, transmission, distribution
and supply of natural gas, methods of keeping accounts in both sectors, in compliance with National
Accounting Standards, requirements concerning accounting reports, requirements for re-evaluation
of fixed assets for tariffs purposes, as well as information reporting system, on the basis of which
licensees shall submit reports to the Agency;
develop and approve a regulation on procedures of purchase of goods and/or services, as to ensure
observance by licensees of principles for performing regulated activities at minimal costs and
optimal efficiency on non-competitive market;
develop, approve and monitor in consultation with regulatory authorities of neighbouring states,
rules on management and allocation of interconnector’s capacity between the power systems;
approve mechanisms to deal with congested capacity within electricity and gas systems and monitor
their application, as well as monitor the time taken by transmission network and system operator
and distribution networks operators to make connections, reconnections and repairs;
develop and approve the electricity and gas markets’ rules, as well establish in regulations, in
compliance with law, compulsory conditions for the market participants regarding generation,
transmission, distribution, supply and metering of electricity or gas;
establish terms, conditions, and fees for connection of power plants to the electricity networks, so
that to ensure they are objective, transparent and non-discriminatory, particularly taking into
account costs and benefits of different technologies regarding generation of electricity by combined
heat and power plants, generation of electricity by power plant from renewable energy sources, and
regarding distributed generation;
develop and approve switching procedure for changing supplier of electricity by eligible customers;
co-operate with regulatory authorities from other countries for development of regional power
market and to create conditions for fair competition.
Aiming at efficient execution of its functions, the Agency has the following rights:
•

control, within the limits and in the manner established by the law, observance by licensee
of conditions established for carrying out licensed activities and provisions of this law,
including those regarding rights of final customers and quality of rendered services;

•

control correctness of application by licensees of regulated tariffs for electricity and natural
gas;

•

have access to documents concerning licensed activities, including documents containing
information that constitute state secret, commercial secret, or other confidential
information;

•

obtain from licensees copies, abstracts of documents referred to in item c), as well as
additional necessary information;

•

enforce principle of maximal efficiency at minimal costs in production, storage, transmission,
distribution and supply of natural gas at regulated tariffs;
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•

approve regulations regarding relationships between generators, producers, storage facility
operators, transmission network operators, distribution networks operators, suppliers and
customers;

•

adopt resolutions and decisions within the limits provided by law;

•

submit prescriptions regarding removal of established infringements;

•

establish violations in the field of electricity and natural gas and to send protocols regarding
violations to a court;

•

participate in international forums and events in the field.

ANRE is managed by the Administrative council consisting of five directors, all decisions are taken by
the majority votes and each director has one vote only. Director General and directors are appointed
by the Parliament for a 6 year time period with a possible renewal. Qualification criteria are defined
by the law. A director can be removed from office only in cases defined by the Laws on electricity and
natural gas, he/she may not have any other employment, or hold shares of the regulated companies,
or seek employment in a regulated company for two years after the term at the office expires.

2.5

The main functions of national energy regulators

Despite the same general principle requiring independent energy regulatory authorities, they are
playing different roles in different countries. In the USA the aim of introducing regulatory authorities
for utilities was to protect consumers from vertically-integrated monopolies. Therefore, in the US the
critical feature of independence concerns independence from the utilities and the avoidance of
regulatory capture by them.
In developed countries the move to establish independent regulatory authorities is justified on the
grounds of raising consumer welfare and regulatory quality through better governance. The goal
should be the development of a regulatory system that balances the powers of the government and
the interest of consumers and operators in the energy sector.
Finally, in emerging market economies (such as in Asia, Latin America, Central and Eastern Europe),
one of the main objectives is mitigating regulatory risk for investors. Through independent regulators
investors (in particular foreign investors) should be assured that they can expect to earn a reasonable
rate of return through the unimpeded operation of the market. Hence, in emerging market
economies the key aspect is independence from government intervention (ERRA, 2008).
The purpose of a regulator is often seen as balancing the interests of different market players seeking
to improve a sector‘s performance. Usually the role of the regulator is defined as:
•

to protect consumers from abuse by firms with substantial market power;

•

to support investment by protecting investors from arbitrary government action;

•

to promote economic efficiency by increasing competition;

•

to collect and disseminate information.

Accordingly, the main tasks of a regulator are:
•

Issuing licences and supervising the licensees. Licensing is dedicated to regulate an
entrance into the market and set some requirements for the market players. This task is
tightly related with the monitoring of regulated companies as reliable data is necessary for
price setting, benchmarking of different companies, as well as for the regulation of quality of
service. Licensing refers to the set of activities related to the issuance, renewal, suspension
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and renewal, and revocation of licences, issuing copies and duplicates, maintenance of
licence files and licence registries, monitoring compliance with licence conditions by
licensees, issuing orders to eliminate violations of licence conditions. Licensing in the field of
energy is part of certain principles, and in particular:
o

equality of rights and legitimate interests of all energy enterprises and consumers;

o

transparency of regulations necessary for the initiation and/or the conduct of the
case;

o

the establishment of a unified licensing regime in the field of energy;

o

transparency of the licensing process in the field of energy;

o

material and procedural regulation through legislation and conditions of licensing
procedures in the energy field;

o

declaration by the applicant of responsibility for compliance with licence conditions
in the implementation of the activity for which the licence is issued;

o

maintaining a balance (proportionality) with the public interest and the rights of
entrepreneurs in the monitoring of compliance with licence conditions, as well as
suspension/cancellation of licences (ERRA, 2013).

•

Setting pricing methodologies and prices based on those methodologies. Pricing is the
most complicated, politically sensitive and challenging task of any regulator, especially if a
regulator is responsible for setting or approving the final consumer tariffs. Approval of
investments is important for price setting as it may impact on the level of tariffs, but also for
the quality of supply services and future of the utility. Regulators usually approve investment
programmes beforehand, but there could be exceptions when investments are approved (or
disapproved) after they were made. Price regulation without a service quality regulation can
lead to distorted incentives when determining the desired level of the service quality: cost
methods of regulation (costs plus, rate of return) motivate excessive costs to improve the
quality of services and do not encourage reduction of costs; using incentive methods of
regulation companies seek to increase their profits by reducing investments, network
maintenance costs and reduction of personnel, it might lead to worsening of the service
quality. Therefore, any form of price regulation should be supplemented by a certain type of
service quality regulation. Main areas of service quality regulation are: continuity of
provision of services (reliability of energy supply), electricity quality (electricity physical
parameters meet the set standards) and commercial quality of services (relations between
the company and consumers).

•

Settling disputes among licensees. Disputes among market players may be resolved by a
regulator much faster and more efficiently than in the courts and this task is becoming one
of the major tasks of modern regulators. Each decision related with prices, licensing, quality
of supply or consumer complaints could be more in the interests of one group of the market
players and infringe interests of others, therefore disputes between energy companies
(market operator, generators, grid companies and suppliers) as well as between energy
companies and consumers are inevitable. Dispute resolution procedures are very important
to ensure efficiency and predictability of the regulatory system. Dispute settlement can take
too much time and attention of the regulatory authority, distracting him/her from solving
more important tasks. Therefore, a question of what type of dispute the regulator should
settle and what disputes can be settled by other means is very important. Disputes related
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to principal issues of the market functioning, e.g. denial or restriction of the access to the
networks, denial of connection, etc. should be addressed to the regulator. On the other
hand, the regulator should not be involved in the broad range of commercial disputes
between different market players. Customer protection and dispute settlement principles
should be open (public hearings open to all interested parties), and decisions taken should
be transparent, clear, accurate, timely, and consistent, along with the corresponding
justifications. Classical methods of dispute resolution are:

•

o

arbitration: a private process where disputing parties agree that one or several
individuals can make a decision about the dispute after receiving evidence and
hearing arguments;

o

mediation: a private process where a neutral third person called a mediator helps
the parties discuss and try to resolve the dispute;

o

negotiation: a voluntary and usually informal process in which parties identify issues
of concern, explore options for the resolution of issues, and search for a mutually
acceptable agreement to resolve the issues raised.

Among other tasks the regulator can be assigned responsibilities in the implementation of
merger policy and other aspects of competition law. These responsibilities may range from
assisting competition authorities to carry out their duties, such as monitoring the market,
reporting on suspected breaches of the law and providing advice on the decisions and
remedies, to assuming the leading role in the enforcement of competition law. In the latter
case, the regulator and the competition authority may merge into a single institution (e.g. in
Estonia the energy regulatory authority and the competition authority were merged into
one in the last decade). The main arguments for keeping the regulator and the competition
authority separate are that regulation and competition policy are different activities
requiring different knowledge and specialisation. Merging regulatory and competition
authorities can provide the industry watchdog with a more powerful set of tools to achieve
its goals. Where the two entities are separate, which is the case in most countries;
regulatory agencies usually have a role in assisting the competition authority or
complementing its actions.

With the liberalisation of the market a regulator is often empowered with additional tasks: to
promote competition, to monitor the market behaviour and control the market power abuse. In
a liberal market an old task of a regulator – consumer protection – becomes much more
important and complicated. A regulator should not only analyse consumer complaints, but also
monitor the retail market behaviour, checking whether consumers are not discriminated against
in choosing and switching a supplier. This process is relatively easy and fast, provided bills are
clear and give sufficient information to the consumers, i.e. consumers have access to accurate
information on their consumption of electricity and/or gas, in order to regulate their own energy
consumption, and be billed according to actual consumption, etc. Protection of vulnerable
consumers is another important task, usually shared between the Government and the regulator
(depending on the national legislation).

2.6

Analysis of current legislation of Azerbaijan, concerning the operation, development
and regulation of the electricity and gas sectors

The energy sector of Azerbaijan is governed by legislation that was drafted during 1998-2000. There
is no independent regulator for the energy sector, and most of the areas of regulation usually
practiced by independent regulators are assigned to the Ministry of Energy and other Ministries. The
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Ministry of Energy is responsible for licensing of energy activities. Tariffs are set by the Tariff Council,
chaired by the Minister of Economy.
Overall, the legal framework of the energy sector could benefit from revisions that would remove
any inconsistencies and/or omissions that may have emerged as a matter of developments in the
sector. Moreover, in view of overall market restructuring and liberalization the legal framework will
need to be significantly modified so as to accommodate market oriented arrangements, and this is
depicted in the set of strategic tasks approved by the Minister of Energy on July 23, 2015, aiming to
introduce market-based relations in the electricity and natural gas sectors (see Table 7).
In the next paragraphs we present a brief review of the legal framework, focusing on its provisions
related to regulation of the gas, electricity and heat markets; and illustrate (in Table 8, Table 9, Table
10, and Table 11) how current legislation appoints standard objects of independent regulation of
those markets to specific State authorities.
The Law on natural monopolies
The Law on natural monopolies sets the organisational and legal basis for the operation of natural
monopolies and establishes provisions for balancing the interests of natural monopolies and
consumers.
Natural monopolies carry out activities related to:
•

pipeline transportation, storage and distribution of natural gas;

•

transmission and distribution of electricity and heat.

The Law empowers specific executive authorities to take the appropriate measures in order to
prevent or eliminate activities of the natural monopolies that may have negative impacts on
consumers, or impose obstacles to competition. Such measures may include regulation of product
prices; determination of consumers eligible for mandatory service; specification of minimum service
levels, in case of shortage in the supply of products produced by the natural monopoly.
Law on energy
The Law on energy sets the general principles of state regulation of the oil, gas and electricity
sectors, and is the main governing element of the energy sector jurisdiction. As such it states the
objectives of state energy policies; and sets the requirements for the efficient use of energy;
protection of the environment; and health and safety in relation to energy activities. It addresses the
exploration, transportation and distribution of energy, and the rights that must be contained within
contracts.
The Law requires that any natural or legal entity wishing to engage in energy related activities
(including the alteration of existing activities) should, under the procedure established by law and on
the basis of an energy contract or application, obtain a special permit from the Ministry of Energy.
The Law sets the prerequisites and criteria for the provision of such permits.
The Law only allows negotiated third party access to networks, subject to conditions of contracts
between the State and contractors. There are special provisions with regard to obligations of
contractors for energy distribution to consumers, including requirements for setting tariffs and
connecting final customers.
Law on electric and thermal power plants
The Law on electric and thermal power plants determines the legal framework for the design,
construction and operation of power plans including independent power plans.
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According to the law any natural or legal entity has the right to construct, rehabilitate and operate
power plants, and such activities related to “industrial power plants” (i.e. excluding small power
plants) must be licenced by the Ministry of Energy.
The Law also provides for the process and conditions of negotiated access and connection of such
licenced facilities to the network.
Law on energy resources utilisation
The Law on energy resources utilisation determines the legal, economic and social basis of the State
policy in the field of energy resources utilization, and regulates the relations between the State and
the natural and legal entities in this field. The Law includes provisions on the requirement for
certification and standardisation of energy consuming installations, facilities, etc. The law also states
that independent electric and thermal power producers not included in the State power supply
system may use the State power supply system to transport produced energy under negotiated
terms.
Law on power engineering
The Law on power engineering provides the legal background for electrical and thermal power
generation, transmission, distribution, and sale. The law mainly aims to ensure rational utilization of
power resources as well as environmental protection.
The Law appoints the Ministry of Energy as the authority responsible for:
1. licensing of electric and thermal power generation, transmission, distribution, sale, and
import export activities;
2. concluding contracts regarding the transmission and distribution of electric and thermal
power within certain areas;
3. controlling prices (tariffs), along with the Ministry of Economic Development, and the
Ministry of Finance;
4. dealing with the prevention of monopolisation in electric and thermal power generation,
along with the Ministry of Economic Development;
5. ensuring that generation, transmission, distribution and consumption are carried out
efficiently, safely and reliably;
6. Setting general rules and standards on the electric and thermal power generation,
transmission, sale, distribution.
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Competent
Authority

Comment/required
modification

Provision

Law, Article

• Energy activities may only
be carried out by licence
granted to natural or legal
persons, by the Ministry of
Energy

Law on Energy,
Article
10,
“Granting
of
licences
for
activities in the
energy sector”

The independent energy
regulator should have the
authority to issue licences
for energy activities

• Where
contracts
are
concluded between the
State and contractors for
the performance of energy
activities, contractors have
the right to engage in the
activity according to the
terms and conditions
defined by the Energy
Contract
and
the
provisions of the Law

Law on Energy,
Article
13,
“General
provisions”

Contractors should be
required to obtain a licence
for their activity by the
independent regulator, in
accordance
with
the
requirements
for
the
specific activity. This may
be incorporated in the
tendering process for the
conclusion of the contract.

• Where
contracts
are
concluded between the
State and contractors for
the performance of energy
activities, such contracts
may be transferred to
other persons, extended,
and terminated, if so
approved by the Ministry
of Energy

Law on Energy,
Articles
23,
“Transfer
of
energy contracts
to
other
persons;
24, Ministry
“Duration of the Energy
energy contract
– extension”; 25,
“Termination of
the
energy
contract”

• Prohibition of small power
plants
construction,
inspection
and
interruption
of
small
power plant activities

Law on electric
and
thermal
power plants,
Article 3, “Small
power plants”.

• Issuing of licences for the
construction and operation
of industrial power plants
• Criteria and requirements
for Issuing of licences for
the
construction
and
operation of industrial
power plants

Law on electric
and
thermal
power plants,
Article
4,
“Industrial
power plants”.
Law on electric
and
thermal
power plants,
Article 5, “Basis
for
industrial

Relevant provisions in the
contracts should recognise
of the role of the independent
regulator in approving such
transfer
of
licenced
activities.

Overall licensing activity,
including arrangements for
generators not requiring
licensing, should be part of
the independent regulator’s
mandate.
Overall licensing activity
should be part of the
independent
regulator’s
mandate.
The law should set the
licensing criteria and assign
responsibility
to
the
independent regulator for
applying them
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Provision

Law, Article

Competent
Authority

Comment/required
modification

power
plants
construction
and operation”.
• Issuing of licences for the
electric and thermal power
generation, transmission,
distribution, and sale

The independent regulator
should have responsibility
for the issuing of such
licences
Depending on the actual
market model and rules,
the
regulator
should
require
and
monitor
implementation
of
agreements
among
participants, including for
third party access to
networks.
The independent regulator
should have responsibility
for the issuing of such
licences
Depending on the market
model and relevant market
arrangements,
the
independent
regulator
should
have
such
responsibility

• Conclusion of contracts,
providing the right for the
transmission
and
distribution of electric and
thermal power within
certain areas
• Licensing for operations on
the electric power export
and import
• State control over the
efficient, safe and reliable
generation, transmission,
distribution
and
consumption of electricity
• Setting of general rules
and standards for power
generation, transmission,
distribution, and sale; safe
and reliable construction
of power plants; and
monitoring
of
implementation of the
rules

• Responsibility for issuing
licences
for
power
generation, transmission,
and distribution. Review of
applications for licensing

Law on power
engineering,
Article
4,
“Management
and
state
control in the
field of electric
and
thermal
Power”
Ministry
of
Energy,
State
Committee on
Safety Conduct
of Works in
Industry
and
Mining Control
within
the
competences
granted
to
them
Law on power
engineering,
Articles
5,
“Licence”;
6, Ministry
“New
electric Energy
power
plants
construction”; 7,
“Requirements

Technical
rules
and
standards should be set by
the System operator, and
the independent regulator
should
approve
and
observe implementation

The independent regulator
should have responsibility
for the issuing of such
of
licences, including the
review
of
relevant
applications
by
the
prospective licensees
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Provision

• Permission for liquidation
of electric and thermal
energy facility operating on
the basis of distribution
contract
• Licensing
for
the
construction and operation
of electric and thermal
power generating facilities,
as well as power supply
within the territory of a
certain region
• Possibility for absence of
licence for electric power
import and export. The
Law provides that in that
case the activity is to be
carried out exclusively by
the State. A licence is
issued
provided
the
activity does not contradict
public interests

Law, Article

Competent
Authority

for
licence
obtaining”
Law on power
engineering,
Article
8,
“Requirements
set for electric
and
thermal
power
distribution”
Law on power
engineering,
Article
9,
“Licence
for
regional
(territorial)
power supply”

Law on power
engineering,
Article
17,
The Law
“Electric power
import
and
export”

Comment/required
modification

Depending on the market
model and relevant market
arrangements,
the
independent regulator may
have such responsibility

The independent regulator
should have responsibility
for the issuing of such
licences

The Law should specify
such possibilities, with due
consideration of the overall
market arrangements. The
independent
regulator’s
ability to fully regulate the
competitive market should
not be compromised

Source: Current project analysis
Note: Colour coding is used to indicate that provisions are referred to in a particular Law, and that responsibility for implementation is
allocated to a specific State institution of set of institutions.

Table 8:

Provisions in current legislation, allocating responsibility on licensing to specific authorities
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Provision

Law, Article

Competent
Authority

Comment/required
modification

The independent regulator
should have the authority
1. Prices,
tariffs
and
to
approve
tariff
commercial conditions of Law on Energy,
methodologies
and/or
Ministry
of
energy
monopolies, Article
22,
tariffs
of
energy
Economic
operating under contracts “Pricing,
monopolies. Depending on
Development
with the State, may only be Commercial And
market
model
and
the
applied if approved by the Technical
arrangements, any such
Ministry
of
Ministry of Economic Conditions
Of
contracts should recognise
Energy
Development and the Trade”
the role of the energy
Ministry of Energy
regulator
in
ensuring
competitive conditions in
the market.
Law on power Ministry
of
engineering,
Economic
Article
4, Development,
This
should
be
the
2. Control over prices (tariffs) “Management
Ministry
of
responsibility
of
the
on electric and thermal and
state Finance,
independent
energy
power
control in the Ministry
of
regulator
field of electric Energy,
and
thermal together with
power”
interfacing
Where prices are regulated,
3. The State regulates the
this should be done by the
prices (tariffs) on electric
independent
energy
and thermal energy. The Law on power Ministry
of
regulator. Any reporting on
energy distributor must engineering,
Energy, Ministry
applied market prices must
report to the Ministry of Article
10, of
Economic
also be directed to the
Energy,
Ministry
of “Prices (tariffs) Development,
energy regulator, who may
Economic Development, on electric and and Ministry of
also
require
relevant
and Ministry of Finance, on thermal power” Finance
reporting by participants, in
the applied prices and
a manner suitable for
conditions in the market.
regulatory purposes.
Source: Current project analysis
Note: Colour coding is used to indicate that provisions are referred to in a particular Law, and that responsibility for implementation is
allocated to a specific State institution of set of institutions.

Table 9:

Provisions in current legislation, allocating responsibility on tariffs to specific authorities
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Provision

1. Provision
of
State
guarantees
for
independent power plants,
having State importance

2. Demonopolization
of
electric and thermal power
generation

3. Regulation of the activities
of electricity transmission
and
distribution,
and
natural gas transportation
and distribution, as natural
monopolies

Law, Article
Law on electric
and
thermal
power plants,
Article
7,
“Provision
of
State guarantees
for independent
power
plants,
having
State
importance”
Law on power
engineering,
Article
4,
“Management
and
state
control in the
field of electric
and
thermal
power”
Law on natural
monopolies

Competent
Authority

Cabinet
Ministers

Comment/required
modification
In due consideration of
market arrangements, the
Law should require the
independent
energy
of
regulator to ensure nondiscrimination,
effective
competition and no entrylevel
barriers
for
independent power plants

Ministry
of
Energy,
Ministry
of
Economic
Development
within
the
competences
granted
to
them

There should be clear
allocation of responsibility
between
the
energy
regulator and the antimonopoly authority
The Law should specify
such arrangements, with
due consideration of the
overall
market
arrangements.
The
independent
regulator’s
ability to fully regulate the
competitive
market,
including
network
operators, should not be
compromised

Source: Current project analysis
Note: Colour coding is used to indicate that provisions are referred to in a particular Law, and that responsibility for implementation is
allocated to a specific State institution of set of institutions.

Table 10: Provisions in current legislation, allocating responsibility on market opening related activities to
specific authorities
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Provision
• Responsibility to receive,
examine and decide on
complaints and impose
penalties, with regard to
effects
from
the
construction and operation
of power plants on the
environment, safety and
health of the people, third
parties
property,
and
consumer rights

Law, Article

Competent
Authority

Law on electric
and
thermal
power plants, Ministry
Article
15, Energy
“Complaints and
penalties”

Comment/required
modification
The independent energy
regulator should have
responsibility to receive,
examine, and decide on
complaints with regard to
of consumer rights. Health
and security issues, as well
as environmental impacts
from the operation of
power plants should be
dealt with by other
competent authorities

Source: Current project analysis
Note: Colour coding is used to indicate that provisions are referred to in a particular Law, and that responsibility for implementation is
allocated to a specific State institution of set of institutions.

Table 11: Provisions in current legislation, allocating responsibility on consumer complaints related activities
to specific authorities

2.7

The concept of setting up an independent energy regulatory authority in Azerbaijan

2.7.1 Specification of the regulator’s role during the market restructuring process

The set of strategic tasks announced by the Minister of Energy (see section 2.2) illustrate a clear
political intention to introduce market-based relations in the electricity and natural gas sectors of
Azerbaijan, with a view to attracting private capital for the implementation of new investment in the
sector, as well as increasing social welfare through rationalisation of economic relations, and,
consequently, prices, for energy products and services.
Currently the market is actually monopolised by state owned enterprises, which are practically selfregulated, considering that regulation of the energy sector is carried out by the Government (mainly
the Ministry of Energy). The transition from current to competitive market conditions is a complex,
and timely process, in which significant amendments of the legal and regulatory framework will be
required, and significant conflicts will need to be resolved, without compromising security of supply
of the economy, neither affecting economic conditions of the energy consumers. Apart from the
necessary development of a suitable legal framework, the process of liberalisation of the energy
market comprises a process of building new institutions, in the sense of developing the logic of
operation of existing institutions into a logic suitable for the new, market oriented conditions. The
whole structure will need to be skilfully designed and built so as to ensure that market relations, and
market forces, will have the needed grounds to serve public interest safely and completely, while
driven by purely financial, i.e. profit making, motives of the market participants.
Given the technical (including purely technical, as well as legal, and economic) complexity of the task,
and the need for it to span across a long period of continuous change, institution and capacity
building, as well as learning for all market participants and final energy users, this whole process will
need to be considered a “project”, for it to be properly setup, implemented, monitored, and
regulated, throughout its various stages of implementation.
As discussed, a critical part of this process, and a fundamental factor for the successful
implementation of the national strategy, is the establishment of an independent regulator of the
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energy market. Alongside the required commitment of the state to the restructuring of the sector, a
regulatory entity equipped with the appropriate multidisciplinary capacity both in terms of powers
vested to it by legislation, as well as in terms of the expertise of its core staff, is the key factor for
both the design and operation of the restructured energy sector. Regulation intervenes where
markets have to be designed and structured and where market forces are yet incapable of acting
effectively, so as to avoid risky arrangements and provide safety valves and precautions until markets
become mature and able to provide security for participants through competitive relations.
Moreover, independent regulation provides the needed regulatory stability so as to attract
investment, and ensure that the long restructuring process is uninterrupted by political or
commercial intentions, and implemented in accordance with the adopted plan.
Accordingly, this entity will need to possess the technical, economic, and legal skills, and the
corresponding capacity, so as to be able to intervene, as a regulator, in the design and
implementation of market arrangements, and market participant interrelations, and enable
operation of market forces, or where necessary, augment or supplement such forces, or, in their
absence, substitute them.
As shown, currently the Ministry of Energy carries out many of the standard functions needed for the
regulation of current market relations (especially related to licensing, but also including some tariff
related work, as well as protection of competition, and dealing with consumer complaints), which
will eventually need to be transferred to the independent regulator. Moreover, the Ministry is the
initiator of the market liberalisation process, and will need to lead most, if not all, of the relevant
activities for the eventual opening of the energy market.
Having these facts in mind, as well as the need for the whole process to be set up a specific “project”,
we propose that the Ministry should setup a competent group as the “project manager” within (or
under) the Ministry structure, which will be mandated with a dual duty:
1. design in detail the market opening process, including preparation of the legal framework,
and corresponding institutional changes, and train market participants in understanding
their respective roles in the competitive market; and
2. prepare itself for undertaking the role of energy market regulator, initially as an Agency with
an advisory role to the decision making Ministry of Energy, and eventually, as an
independent institution outside the structure of the Ministry.
The logic of this proposal is that, as “project manager” of the market opening process, the Agency
will collect and become “owner” of the knowledge needed by an energy market regulator as part of
its core business, and will, during the whole process, focus on preparing advice to the Ministry, as the
decision maker on the market, thus “educating” itself on the specifics of the regulator’s work. Setting
up of a regulator early in the restructuring process, vesting it with a set of important obligations and
powers related to the process itself, so as to act as the “project manager” of the restructuring, will
ensure that both the market will be structured effectively and the regulator will grow into the expert
authority needed for the market’s efficient operation and development.
We identify two distinct stages in this process, namely:
•

An immediate, or short term stage, in which the Agency is set up as an institution within (or
under) the Ministry of Energy structure, with an advisory role to the Minister; and for which
there are no needs for changes to primary legislation. We call this “the preparatory stage”
for market opening, when new primary legislation as well as market rules and procedures
will need to be prepared, and a number of institutional changes will need to be prepared or

49

carried out in view of market opening. During this stage the Agency will be the “project
manager” for the competitive market preparation process.
•

The competitive energy market stage, in which the Agency will be constituted as an
independent institution, with decision making powers, and in which changes in primary law,
required for the implementation of competitive market arrangements will be brought into
effect. We refer to this as “the competitive market stage”. During this stage the rules for the
operation of markets will be put in effect, and market participants, in the roles envisaged for
them in the context of a competitive market, as designated through their licence conditions,
will start implementing the new rules.

2.7.2 Setup of the Agency
2.7.2.1

Legal framework and powers

The Agency will be setup ahead of any amendments to the legal and regulatory framework, as an
entity within (under) the Ministry of Energy, with an advisory role to the Ministry 1.

The current legal framework does not provide for a separate institution with regulatory mandate in
the energy sector, even as an advisory entity.
Considering that at the preparatory stage the Department will only have an advisory role to the
Minister of Energy, and that it will function under the supervision and within the wider structure of
the Ministry of Energy, we are assuming that there will not be any amendments to primary Law
required for setting up the Department, but rather that it may be set up by order of the President of
the Republic. We are further assuming that the Ministry of Energy will specify the role and duties of
the Department, which will eventually develop into Statutes for the setup and operation of the
Agency, in accordance with new legislation, and in the next sections we discuss on the set of issues
that have to be decided upon and which will have to be reflected in the designated mandate.
At the preparatory stage the Department will not have legal powers to take decisions on regulatory
matters. It will rather prepare the required analysis and rationale for decisions, and suggest such
decisions, to the Minister of Energy. By the same token the Department will supervise market
participants for compliance with their licence conditions, and advise the Minister for enforcement of
such conditions.
Within the context of activities required for the opening of the energy market, legislation specific to
the energy market regulation will have to be prepared for implementation at the competitive market
stage, based on which the Agency will be identified as an independent organisation, i.e. the Law will
clearly and fully articulate the Agency’s jurisdictional authority, power, duties, and responsibilities, as
the energy sector regulatory authority of the country. To further enable regulatory focus and add to
the regulator’s capacity the Law will also need to define the basic regulatory principles, practices,
procedures, and policies to be followed.
To enable a certain degree of independence of the regulator, the Law will need to determine
whether or to what extent should the Agency have authority to make final decisions within its
statutory domain without having to obtain approval of any government institution. We discuss the
issue of regulator independence in section 2.7.2.3.
1

We are assuming that this entity will be setup as a Department within the Ministry structure, but other
options may also be available and considered by the Ministry. We refer to this entity, while within (or under)
the Ministry structure, i.e. during the preparatory stage, as the “Energy Market Regulation Department” (the
“Department”), or the “future Agency”.
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We are assuming that at the competitive market stage the Agency will have obtained authority,
through primary law, to set the rights and obligations for licensees, through the terms of licences
provided to them, issue such licences, and will have been empowered to monitor and enforce the
terms imposed on the licensees, take decisions on disputes among market participants, etc. The Law
would also give to the Agency the sole authority to approve or reject applications for changes to
tariffs in accordance to principles laid down in the primary law.
2.7.2.2

Clear separation of market regulation from policy

As discussed, the responsibility for the regulation of competition in the energy markets will be
transferred to the Agency through various amendments to primary legislation, along with the
Agency’s development into an independent institution with decision making powers. At that point
the allocation and demarcation of responsibilities, powers, and duties between the Agency and the
competition authority will have to be clearly established through an amendment to primary law.
We assume that the Agency will be clearly designated as having responsibility for the regulation of
competition in the energy markets.
Furthermore, both at the preparatory stage, when the Energy Market Regulation Department will
carry an advisory role to the Minister of Energy, and at the competitive market stage, when it will
become an independent institution with decision making powers, the Agency will only concern itself
with regulation of the market, to be clearly differentiated from policy making in the energy sector,
which will remain a responsibility for the Ministry of Energy. The Agency will regulate the market
based on applicable legislation and overall policy directions in the sector and the economy, as set by
Law, to the extent that such directions affect or have to be taken into account in the Agency’s
independent regulatory functions.
2.7.2.3

The issue of the regulator’s independence

At the preparatory stage the Energy Market Regulation Department will be an advisor to the
Minister of Energy, and as such it will have no decision making powers. At that stage the Department
is identified as an institution with a distinct structure and role, however we expect that it will not
enjoy independence neither in terms of decision making and enforcement powers, nor in terms of
financing and staffing.
We discussed on the need and importance of independent regulation of the energy market, along
with a presentation of international experience with the implementation of this concept, in sections
2.3 and 2.4.
Full regulatory independence is practically impossible to achieve in any jurisdiction, considering that
there always has to be an element of the regulator’s responsibility against and subordination to an
institution of public authority, such as the Parliament, or other. However, there are degrees of
independence which may be achieved, mainly along with the maturity of the market, and there are
standards for regulatory independence which will be desirable and achievable in Azerbaijan. As
noted above the Law should be expanded to specify the powers and duties of the Agency and to
provide a basis on which the Agency takes regulatory decisions – this helps give the Agency some
measure of independence. Additionally, elements adding to regulator independence at the
competitive market stage should include the following:
•

Regulatory decisions should be made by a board of several (e.g. three or five, depending on
expected regulatory burden) commissioners. We expect that at the preparatory stage the
Department will be headed by a Director instead of a Board.
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•

The Agency should have a stable and reliable source of revenue so as to be able to carry out
its operations at the required professional level, and in a timely manner. Its revenue should
be sourced from the operation of the market itself (e.g. as a percentage of regulated
revenues), rather than any state budget source. We assume that a reliable source of revenue
will be prescribed in the primary law setting up the Agency as an independent regulator.
Linked to this, the Agency should have the financial resources to ensure that it can attract
and retain suitably qualified and skilled staff and can maintain their skill levels through
training and development programmes. Considering the varying requirements for the
Agency’s burden at the preparatory stage, and mainly the currently unknown extent of the
Agency’s work load during the competitive market stage, it should be able (and should be
expected to) to expand or restrict staff numbers by expert area, as appropriate, where it
needs to and, subject to normal external review, such staffing levels should be consistent
with its regulatory functions. At the preparatory stage the Department will have a separate
budget approved by the Minister of Energy, and will need to apply the staffing policy applied
in the Ministry.

•

The Agency should have the authority and ability to hire and fire the staff necessary to fulfil
the Agency’s statutory duties, subject to national employment legislation and regulations
governing public employees. At the preparatory stage the Department will have to apply to
the Minister of Energy for changes with regard to its staff.

•

The Agency should set such rules and policies as may be necessary to carry out its
responsibilities. The primary law should empower the Agency to issue secondary legislation
in whatever form is appropriate to Azerbaijan’s legal system (decrees, regulations, codes,
rules, etc.). The primary legislation can be specific about the regulations that the Agency
issues, or it may give the Agency the general powers to issue such regulations as are
necessary and are consistent with its functions and authority. We expect that at the
competitive market stage the primary legislation will provide the Agency with power to issue
a reasonable range of regulations – as set out in its work programme. At the preparatory
stage the Department should prepare rules and regulations currently provided for by
legislation, and submit to the Ministry of Energy for such documents to be issued by the
Ministry.

•

Various rules and conditions should be set out in the law relating to the appointment and
dismissal of the Agency staff and Board members, to ensure that while they may be
accountable on performance basis, they may not be politically or otherwise manipulated, so
as to have their professional integrity affected. Especially regarding Board members they
should be expected to satisfy specific conditions for selection and service, and there should
be clear terms set by Law relating to term of appointment, appointment by the President or
the Parliament, basis for removal before termination of term, etc.

•

The Agency should be clearly required to participate in hearings carried out by Parliament or
other executive bodies, as prescribed by Law, to review its performance with regard to
regulation of the market and promotion of competition, as set in policy prescribing
legislation. The Agency should also carry out internal financial and performance audits to
improve its own efficiency, and report on such improvements in public.

2.7.2.4

Public participation and transparency of operations

At the competitive market stage the Agency must possess responsibilities in relation to public
awareness of the activities of the Agency and the Government in relation to energy. Such
responsibilities may in fact be also assigned to the Department during the preparatory stage, as an
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instrument assisting the preparation for the opening of the market, and the education of the
prospective market participants, stakeholders, and the general public.
Public participation in regulatory decision-making and transparency in regulatory practice are
important elements for structuring both the market and the regulator. The Law should provide for all
parties related to the operation of the market to have an opportunity to participate effectively in
regulatory proceedings. The Law should also require from the Agency to take all reasonable steps to
facilitate and encourage public participation, and provide sufficient time and information for market
participants and other related stakeholders to express their views and opinions, on any issues under
consideration by the Agency, before any relevant decision is taken and any legal document is issued
by the Agency.

2.7.3 The role and functions of the Agency

We provide here an indicative list of roles and functions of the Agency, to be further developed and
elaborated upon during the preparatory stage, by the Department, with the assistance of specialist
consultants, along with the development of the principles of the competitive energy markets. The
actual list of roles and functions will be included in primary legislation setting up the Agency as an
independent regulator, and will be used for the formulation of the Agency’s work programme as well
as the staffing and funding plan.
The functions and roles of the Agency that we have identified at this point are the following:
1. Tariffs: Review and approval/rejection of multi-year allowed revenue and tariff applications
by the regulated entities; review and approval/rejection of annual allowed revenue and
tariff updates within the multi-year control periods; regular updating as appropriate of
within-year elements of tariffs and allowed revenues. In this context, the Agency will have
responsibility for approving capital expenditure plans – these are usually reviewed and
approved ex ante.
2. Licences: Processing and issuing of licences for generation, transmission, distribution, sale,
exports and imports of electricity, heating and natural gas; monitoring of compliance with
conditions imposed by licences; withdrawal of licences where appropriate; imposing
penalties where appropriate.
3. Register of entities: Maintain a register of authorised energy entities.
4. Quality and performance standards: Developing, implementing and supervising performance
reporting and monitoring framework – this would include a system of quality standards for
the regulated entities.
5. Renewable energy framework: Developing, implementing and supervising a regulatory and
support framework for renewable energy generation. The roles and mandate of the Agency,
and the State Company for Alternative and Renewable Energy Sources will have to be clearly
defined, and responsibility on policy, regulation, and supporting arrangements clearly
separated and allocated. We are assuming that regulatory responsibilities with regard to the
participation of renewable energy operators in the competitive electricity market will be
undertaken by the Agency.
6. Stakeholder participation: Development and implementation of a system that allows
participation by stakeholders in regulatory decision making through appropriate
mechanisms.
7. Public awareness campaigns: Conducting awareness raising campaigns.
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8. Customer complaint handling: Development and implementation of procedures for handling
complaints by energy consumers.
9. Dispute handling: Development and implementation of procedures for handling disputes
between energy companies and market participants (e.g., between gas and electricity
companies or in relation to third-party access where applicable).
10. Data collection: The routine collection and collation of data from the licensees that are
necessary for the fulfilment of the Agency’s regulatory and supervisory functions.
11. Coordination of technical assistance programmes: Jointly with other government bodies,
coordination of technical assistance programmes and programmes to attract investment to
the energy sector.
12. Market regulation: Design of competitive market principles, and regulatory oversight of the
market. Depending on the actual institutional building relative to the market and the
responsibilities allocated to the various entities involved, the Agency may maintain market
design and development role and functions, or these may be allocated to it and a Market
Operator, licenced by the Agency.
13. Access to networks: Whatever form the market takes, a requirement should be in place for
the development and implementation of a system for the supervision of transparent and
unbiased access arrangements (procedures, contracts, disputes, fees) for energy customers
to the energy networks.
Furthermore, during the preparatory stage the Department will be given project manager
responsibilities for designing the overall competitive market development plan and relevant
procedures, and actually carrying out specific tasks included in the plan.

2.8

Road map for the required legislative and structural reforms of the energy sector of
Azerbaijan

In this section we discuss on the sequence of the necessary activities, in order to setup the
independent energy regulatory authority for Azerbaijan, based on the specification of its role
described in the previous sections.
Figure 6 presents the sequence of activities and the prerequisites and interrelations among activities. The diagram illustrates activities
during both, the preparatory and market operation stages, but focusses on the activities during the former. We note that Source: Current
project analysis

Figure 6 does not illustrate timing of the process, which is discussed separately below.

The whole process begins with the decision to setup a separate Department, within the structure of
the Ministry of Energy (activity 1), mandated with the responsibility to
1. design and manage the “project” of implementing a competitive energy market in the
country; and
2. develop itself into the independent regulator of that market.
As discussed, this decision does not require any changes to existing legislation 2.
The Department will need to be equipped with the appropriate staff (activity 2) from within the
2

The decision may be actually implemented through another appropriate form, under the structure of the
Ministry of Energy, as may be politically desirable and legally possible. In that case the overall logic and
approach of this road map holds, yet specific rearrangements and may be required.
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Ministry, in accordance with the duties assigned to the Department, and the corresponding work
load. Both, duties and work load will significantly vary during the operation of the Department,
during both the preparation stage and the market operation stage, therefore flexibility and timely
planning are going to be needed so as to ensure that regulatory institution operates effectively and
efficiently.
Once setup, the Department will undertake its specified “core business” duties. As discussed, we
suggest that these include:
•

Provision of advice to the Minister of Energy, on matters related to the regulation of the
energy market (activity 3A). The Ministry will continue to design and implement energy
policy, as currently, and carry out regulation of the activities related to the energy market.
The Department will provide expert advice to the Minister on the latter, based on current
requirements of the legislation.

•

Preparation of the “master plan” for the establishment of a competitive energy market (3B).
This activity comprises a critical duty of the new Department, towards implementation of
the strategic decision to liberalise the energy market. As part of this activity the strategic
decisions regarding liberalisation of the electricity, gas, and heating markets will be made
specific in terms of timing and content, based on analytical work to be carried out by the
Market Regulation Department. Furthermore, based on the master plan the Department will
perform its role as “project manager” of the market liberalisation process, and will further
carry out most of the activities during the preparatory stage.

•

Undertaking of current licensing work (3C). The licence related work of the Ministry will be
assigned to the Department, to be implemented in coordination with other services of the
Ministry, and other institutions, as required by the Law. The Department will carry out the
work required for the Ministry to issue Licences, and will monitor compliance with the
Licence conditions.

•

Training (3D). The staff of the Department will need to be trained on its prospective role as
staff of the energy market regulator. Training should concern the fundamentals of
competitive market operation, the need for and role of the regulator, as well as elements of
regulatory work, focusing especially on licensing and tariffs. We expect that training will be
an ongoing activity spanning across the whole of the preparatory stage, and should also
involve other stakeholders of the energy sector. Training will need to be designed
appropriately, so as to comprise both structured training in seminar form, as well as on the
job training related to the actual work programme of the Department.

•

We advise that the Department be actively involved in tariff reviews, during the preparatory
stage, whenever such reviews are carried out. Considering that the tariff review is carried
out by the Tariff Council, the Department may not actually undertake such work itself (as in
the case of licencing), therefore we designate this activity as “useful” (3E), in the sense that
it will contribute both to the Department’s capacity building, and to the better
understanding, and possibly, rationalisation of tariff structures. The Department should aim
to develop a cost reflective tariff calculation methodology, based on the current structure of
the market and current requirements of the Law, and provide support to the Ministry in
discussing within the Tariff Council the importance of tariff setting as a regulatory
(compared to social policy making) instrument and the effect of cost reflective tariffs in
economic development. This activity will require technical assistance and will entail
significant on the job training.
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•

Similarly, it would be useful for the Department to undertake the development of quality
indicators and performance standards (3F), to be used by energy utilities at the current
conditions, with a view to further developing them at the competitive market stage. As with
activity 3D the Department will require technical assistance and training in completing this
activity. This activity would be very useful for the rationalisation and effectiveness of the
energy market at its current stage, however the actual timing of it may depend on the
availability of resources, with regard to other priorities of the Department and overall time
horizon of the preparatory stage.

Once the master plan for market liberalisation is prepared (activity 3B) and decided by the Ministry,
the Department will need to develop the high level design of the competitive markets (activity 4).
Depending on the political decisions regarding the timing and content of the liberalisation of the
electricity, gas and heating sectors, the actual high level design will be made at this stage. This should
examine options for market opening, and evaluate them with regard to both, objective conditions in
the local and regional or international markets, and economic policy plans of the government. The
high level design will be reflected in legislation governing the development of the respective sectors
and will be further detailed in the respective market rules and grid codes, as well as other specific
regulation to be issued at later stages. The high level design of the energy markets is a critical
element of the preparatory stage and the overall development of the energy sector of the country.
The Department should utilise technical assistance from international specialists and should aim to
gain experience and know how with regard to the design, operation and regulation of energy
markets, as well as train market participants and other stakeholders on the fundamentals of
competitive energy markets. The process for the high level design should be led by the Department,
and should be carried out with extensive participation from political and economic stakeholders.
Following the conclusion of the work regarding the high level design, new legislation will need to be
prepared, reflecting the preceding discussion on the market design, and focusing on the medium to
long term development of the electricity, gas, and heating sectors, as well as the definition of the
roles of various institutions required for the effective operation of the markets, enabling them to
fulfil their roles for the benefit of the economy. The new legislation should define and describe the
steps and timing of needed changes and institutional building (including the steps for the
establishment of the Agency and its gradual development into an independent institution).The
Department should have a pivot role in the preparation of the new legislation (activity 5A), although
obviously other services of the Ministry of Energy will also need to be involved, considering that
legislation will need to be concise and functional with regard to the energy sector in total, of which
the operation of the market will be a key factor.
We consider that at this stage, i.e. following conclusion of the work on the preparation of the high
level market design, it would be useful to have the Department carry out a public awareness
campaign (5B), explaining to the public and stakeholders the need for development of energy
markets, the expected benefits, changes with regard to current conditions, and planned
developments up to introduction of the new arrangements. This should help cultivate a positive
attitude to the public, and establish a positive environment that should attract private sector
interest. This would also help demonstrate political decision maker commitment to the intended
liberalisation, thus contributing to the cultivation of a positive economic environment.
Obviously, the actual commitment to establishment of a competitive energy market would arise from
enactment of the new legislation. From this point forward, the market institutionalisation should
commence, based on the timing adopted in the legislation. Such institutionalisation would also
concern the development of the energy regulator from a Department within the Ministry structure,
into an independent Agency. In this note we assume that constitution of the Agency would occur at
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the end of the preparatory stage, and that until then it would remain a Department within the
Ministry, with an advisory role to the Minister; however, the actual arrangement would be a political
decision. Regardless of the position and decision making powers vested to the regulator by the new
legislation, this entity would need to prepare the set of regulations subject to the provisions of the
law, and commence requiring their implementation by the relevant energy sector entities. We
present the relevant activities in Figure 6, as activities 6A-6G.
•

For it to operate as an Agency, independent from the Ministry structure, it would need to
have a Statute, which would be given legal status in accordance with the provisions and
process provided by the respective Law. The Department will prepare this (6A), taking into
account the objective conditions in the sector, as well as experience from the establishment
and operation of regulatory authorities in other countries. The legal constitution of the
Agency should comprise the enactment of an Agency Statute.

•

Furthermore, the Agency would need an internal Manual of Operations, possibly in the
context of an internal quality management system, to ensure that its operation follows
specific procedures so as to satisfy specific quality standards. Such Manuals should normally
reflect the way procedures are being implemented, along with provisions to ensure that
they become as effective and efficient as possible, i.e. they are based on a certain level of
activity and the respective experience gained from it. In this case there will have been very
little experience gained with the operation of the Department as a regulator; therefore the
Manual will have to be based on international experience and a certain level of foresight
with regard to the development of the energy market. However, the Manual of Operations
is a living document which is constantly being updated and developed, along with
experience gained and new activities being carried out, and this should be the character of
this document (Activity 6B).

•

Activities 6D (preparation of regulatory framework for tariffs), 6E (preparation of regulatory
framework for customer support, and handling of customer complaints), 6F (preparation of
other elements of the regulatory framework for the operation of the competitive markets),
and 6G (preparation of regulatory framework for integration of renewable energy
generators in the competitive energy market), are parts of a non-exhaustive list of
regulations that will need to be issued by the regulator in order to practically carry out its
role as the regulator of the market, i.e. in order for the market to operate as a regulated
market. These are all core business functions of the regulator, and in fact will be expanded
along with the operation and development of the market itself. As part of this process we
expect that market rules and grid codes (which should normally be prepared by the
competent institutions, in accordance with provisions of the law) will be approved and start
apply. The provision of specialised technical assistance for all of these activities would be
very useful and helpful to the regulator (and possibly market participants as well), and would
help train regulator staff in carrying out this work, which will comprise their core business
further on.

The preparatory stage will conclude at the point prescribed by legislation, at which market
participants will start operating in the new, competitive conditions, which may follow a stepwise
process. For the purposes of this note we assume this stage concludes with the establishment of the
Agency, as an independent entity outside the Ministry of Energy structure.
Following that point the new institution will commence its “normal” operation as prescribed by the
new legislation, and will need to carry out its duties and exert its powers in accordance with the
provisions of the Law, e.g. with regard to staffing, training, preparation and implementation of
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budget, etc. Among them we expect that once the market starts operating under the new,
competitive, conditions, the Agency will need to run extensive public awareness campaigns in order
to raise the market’s understanding of the new arrangements and help improve economically
efficient actions from market participants and the public.
A precise time element for this process cannot be given at this point. This is because of a
combination of objective restrictions and political decisions involved in the whole process. It would
be possible to vaguely refer to the time dimension of certain activities, based on international
experience, but their actual relevance and application to the specific context in Azerbaijan would
depend on the objective conditions in the country, and the will, or need, for them to be applied
within a specific time framework.
Moreover, the time for preparation, discussion and enactment of new legislation would depend on
conditions that may not be foreseen in this note, and would depend on political decisions and
procedures followed in the country.
We consider that the process may and should be adapted to the time scale for the whole process
that may be decided by the Government, subject to certain objective restrictions requirements, as
discussed above. Overall, we note from experience that in such an extensive restructuring of the
energy sector, time should be given for the changes and new roles to be understood by the various
parties involved, and market competition as an idea to mature in their minds before the whole
apparatus may be considered safe and ready for implementation.
The absolutely critical path for this restructuring is illustrated in Figure 6, in the light blue coloured
activities, namely, 1, 2, 3B, 4, 5A, 6A, 7, 8A. These are the absolutely needed activities (plus the
political process and decision making involved in or related with each one) in order for the whole
process to reach a point where market conditions may be introduced without uncontrolled risks.
Figure 7 provides an indication of the time dimension of the process, considering the assumed and
expected minimum and maximum times for the implementation of the critical path, and taking into
account (but not providing an estimate) of the time needed for the political processes and decision
making involved.
As the Figure illustrates, the time needed for the preparatory activities of the whole process ranges
from 10-18 months, plus the time needed for decision making and processing; as well as for
procurement of expert services and technical assistance required in the various activities.
We consider, though, that actual timing of the whole process for the opening of the market should
be best reflected in the preparation of the master plan, where due consideration should be also
given to the need for establishment of other needed institutions, and for the whole process to
mature and be mastered by political and technical stakeholders.

2.9

Recommendations

In summary, the actions and measures recommended to be taken after completion of the present
activity are the following:
1. Decision of the Minister of Energy to setup a separate Department, within the structure of
the Ministry, mandated with the responsibility to design and manage the “project” of
implementing a competitive energy market in the country; and develop itself into the
independent regulator of that market.
2. Staffing of the Department in accordance with its duties and work load.

58

3. Provision of advice by the Department to the Minister of Energy, on matters related to the
regulation of the energy market.
4. Preparation by the Department of the “master plan” for the establishment of a competitive
energy market
5. Undertaking of current licensing work by the Department.
6. Training of Department staff on its prospective role as staff of the energy market regulator.
7. Actively involvement in tariff reviews, during the preparatory stage of market opening,
whenever such reviews are carried out. Considering that the tariff review is carried out by
the Tariff Council, the Department may not actually undertake such work itself, but will
rather contribute to rationalisation of tariff structures.
8. Development of quality indicators and performance standards, to be used by energy utilities
at the current conditions, with a view to further developing them at the competitive market
stage.
9. Once the master plan for market liberalisation is prepared and decided by the Ministry, the
Department will need to develop the high level design of the competitive markets.
10. Preparation of new legislation for the opening and governance of the competitive energy
market.
11. Implementation of an awareness campaign on the new concepts, procedures and
opportunities for the energy consumers and market participants.
12. Preparation of Statute and other regulation needed for the setup and operation of an
independent energy regulation, and commencement of operation of the institution as an
independent regulator in accordance with the provisions of the legislation.
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Source: Current project analysis

Figure 6: The “road map” for the setup of the Energy Regulation Agency. Sequence of activities and
interdependencies
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Interdependencies
for useful activities

Interdependencies

Useful activities

Core business

Critical activities

2
Selection of core
staff

Legend

1
Decision to setup of
the Agency as a
Department within
the Ministry of
Energy

3F
Development of
quality and
performance
standards

3E
Preparation of
advice on tariff
methodology in
parallel to next
tariff review

3D
Training

3C
Undertaking of
current licensing
work

3B
Preparation of
master plan for
market opening

3A
Provision of advice
to Minister of
Energy on matters
related to
regulation of the
energy market
4
Preparation of high
level design of the
competitive
markets

5B
Public awareness
campaign

5A
Preparation of
draft legislation

6G
Preparation of
regulatory
framework for
integration of
renewable energy
generators in the
competitive
electricity market

6F
Preparation of
regulatory
framework for the
competitive
markets

6E
Preparation of
regulatory
framework for
customer support
and handling of
customer
complaints

6D
Preparation of
regulatory
framework for
tariffs

6C
Preparation of
regulation on
licensing

6B
Preparation of
Agency Manual of
Operations

6A
Preparation of
Agency Statute
7
Constitution of the
Agency as an entity
outside the Ministry
structure

8E
Public awareness
campaign

8D
Budgeting

8C
Training

8B
Staffing

8A
Commencement of
normal operation of
the Agency as an
institution outside
the structure of the
Ministry, under the
new legislation

Source: Current project analysis

Figure 7: Time dimension of the road map
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Commencement of normal operation
of the Agency under the new
legislation

Constitution of the Agency as an
entity outside the Ministry structure

Preparation of Agency Statute

Process for the enactment of
legislation

Preparation of draft legislation

Adoption of the high level design

Prepartion of high level design of the
competitive markets

Adoption of the master plan

Preparation of master plan for
market opening

Selection of core staff

Decision to setup the Agency as a
Department within the Ministry of
Energy


1 month

2-4 months

3-6 months

3-6 months

min time required
max time required
unknown time for political process

Legend



1 month



Annex:

Material from the workshop “on perspectives, concerns and overall planning for
the setup of an independent energy regulator in Azerbaijan”, carried out on
March 9, 2016, in Baku, in the context of this activity

The material may be found in http://www.inogate.org/activities/724?lang=en.
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