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Abstract: Considering country’s (Georgia) social-economic situation, the tariff regulation of the electricity sector natural 
monopolies, the electricity distribution companies, is particularly actual topic due to the increased interest from the society 
and the tariffs are often subject to the constant discussion both for the company and the large part of the consumers. The 
tariff amount for the electricity distribution licensees depends on the prudent, rational and reasonable capital and operational 
expenditures defined by the regulatory commission. The following paper provides the set of all the necessary actions in order 
to define the particular principles required for the execution of the regulatory audit. 
 
Keywords: Regulation of Natural Monopolies, Electricity Tariffs, Regulatory Cost Audit. 
 
I. INTRODUCTION 
 
Over the past 20 years, significant changes have been 
carried out in the energy sector worldwide. In many 
countries the functioning approaches and 
management principles of the energy sector have 
been changed which accelerated the development 
process of the energy sector and made it move to 
business area. There took place the deregulation of 
the sector (to some extent) and introduction of 
competitive principles. 
All this was due to new technological achievements 
and economic challenges. Providing energy is as 
important as delivery of the primary products which 
is the necessary pre- condition of economic and social 
development. Energy safety is an integral part of 
national safety and an important factor of 
international political relations. 
Consequently, one of the most important functions 
and responsibility of the State is to ensure energy 
safety for the whole country and individuals as well 
in a short and long term perspective at an affordable 
price (tariff) and standard quality. 
There are different types of rate systems for the 
payment of different entrepreneur or non- 
entrepreneur service fee for the users of different 
tariff types. In the conditions of a free market, the 
price of any goods or service is determined by the 
market itself: on the one hand, each individual user 
has his own opinion about how much it’s worth for 
him to purchase this or that service or goods and on 
the other hand, some providers determine whether it’s 
worth for them to sell the service or goods. Finally, 
the market comes to balance and the price is 
determined which is acceptable for both sides. In case 
of monopoly, providers have a big market power. 
They can dictate their terms to the users, put very 
high prices on their goods or service and the user will 
have to pay. In such a case, a large portion of users 
may find themselves unable to pay and be left 

without the goods or service. Therefore, it is 
necessary to regulate the monopoly market in which 
the regulatory body examines the costs of providers 
and sets up the price (the tariff) on the basis of which 
the provider agrees to sell and the user agrees to buy. 
At the same time, while setting up the tariff  it is 
possible for the regulatory body to take into 
consideration many other factors characteristic for a 
particular sector and try to establish the tariff so that 
the providers and users should be given necessary 
incentives by considering these factors. Accordingly, 
in such conditions it becomes actual for utility service 
provider enterprises to determine the base of 
reasonable and acceptable costs which will be in 
consideration of the principles of the quality of 
supplied electricity, standard and other necessary 
parameters adequate for the supply to energy users. 
 
II. FORMULATION OF THE PROBLEM 
 
2.1 energy strategy of Georgia 
Electricity plays an important role in the development 
of both society and the economy of the country. 
Based on this, the experts from the energy sector 
think that the energy sector is the leading field for the 
development of the economy of the country and the 
reliable and sustainable provision of energy is one of 
the most actual problems of modern time. 
According to the experts, in modern economic system 
of globalization “biosphere – society – economy”, 
energy consumption level and the dynamics are much 
more objective and adequate parameters to 
characterize the development of the economy than the 
indicator of the country’s GDP (gross domestic 
product). Today, many countries, based on their own 
energy supplies, independently or in close 
cooperation with other countries, handle the energy 
policy and strategy acceptable for XXI century. 
Main objectives of the energy strategy of Georgia is 
quite different from the position of the countries 
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which have certain amount of organic fuel under own 
production. And Georgia, at every stage of the XX 
century, carried out the import of 80-85% of the 
primary fuel. However, the country, more or less, has 
hydropower resources, coal, oil, natural gas, thermal 
waters, it has potential to use wind, solar biomass. 
The hydro power potential of the country is big 
(about 80 billion kW h) out of which 12% has been 
consumed. 
 
The current trend for the improvement of economy 
reflects the clear growth perspective of the demand 
on energy resources and requires the need of solution 
in the conditions of harsh market relations between 
them.  The modern requirements can only be met by 
fuel and energy complex which is qualitatively 
upgraded and acceptable for internal and external 
markets, which in turn, requires investments (increase 
of expenses) in regard with the restoration of the 
infrastructure needed for energy supply or purchase 
of other services. 
 
As a result, supplying the country’s economy and 
population with energy resources should be achieved 
by available and energy saving encouraging prices 
 
2.2 Regulatory purpose 
By considering social or economic situation in the 
country, the regulation of natural monopolies of 
electricity sector, tariff regulation of electricity 
distribution companies is particularly actual because 
of increased interest of the society and the established 
tariffs by the regulatory body always becomes the 
subject of dispute and judgment for the distribution 
company and a large part of population as well. The 
amount of tariff for the licensee of the electricity 
distribution largely depends on the amount of 
reasonable and rational operating and capital 
expenditures determined by the regulatory body. 
Based on this, it is urgent to determine the necessary 
actions which are needed for the development of 
certain regulations and standardized approaches for 
the purpose of the introduction of the regulatory 
audit. Determination of the principles of the cost 
audit of natural monopolies of the energy sector is of 
special need for regulatory purposes in order the 
general entry given in the Law of Georgia about 
“Electricity and Natural Gas” – “rational and 
reasonable costs” to be reflected in the tariff  - to be 
includedin the frame of certain 
regulations/explanations and the Licensee company 
should be initially informed about permitted 
appropriate or inappropriate costs and the user should 
be informed about the expenses reflected in the tariff 
by keeping transparent and above principles in order 
to identify the types of acceptable or unacceptable 
expenditures within the structure of the tariff. Based 
on these factors, the research of the problem under 
the project will have both theoretical and practical 
importance 

2.3 ElectricityTariff Regulation 
Energy sector is so called “natural monopoly” and 
requires regulation (at least partially), the tariffs of 
electricity (as well as other sectors), after the 
determination of tariffs, should meet general 
principles: 
 Economic sustainability – the tariff should allow 

the fact that all costs of the supply chain should be 
taken into consideration and removed. According 
to this principle, working in the given sector for 
each enterprise should be a profitable business. 

 Audit (cumulation) – This principle is directly 
derived from the principle of economic 
sustainability and implies that in the tariff of the 
final goods or service should be accumulated all 
the costs of all units of the supply chain. 

 Equality and non–discrimination – one and the 
same tariff should be established on the goods or 
service of one of the same amount for any user. 

 Cost–effectiveness – the tariff should send proper 
economic signals to the participants of the sector. 
On the one hand, the providers should be 
encouraged to improve their business. In particular, 
they should increase the service quality and 
minimize the costs as they could. On the other 
hand, the users should be encouraged to take 
effective advantage of the service and largely 
reduce unpurposeful consumption. This principle 
includes the fact to determine each type and reason 
of costs and relevant allocation of these costs based 
on who is responsible for them. 

 Transparency – criteria for determining the tariff, 
methods and procedures should be accessible and 
acceptable for the society. 

 Simplicity – the methods for determining the tariff 
and introduction procedures should be very 
simplified and easy to understand. 

 Stability – Along with the change of the conditions 
of economic environment (for example, midterm 
resources and service prices necessary for the 
production of the final product) it becomes 
necessary to revise and change the tariffs 
determined by the methodology. Sometimes, 
because of the reforms in the sector, not only the 
tariff but the methodology of the tariff may 
undergo changes. The regulator should determine 
in advance the procedures of these kinds of 
changes and terms in order not to take place 
uncertainties for the people participating in this 
sector. 

In Georgia, in any season or part of the day, the price 
of the electricity is the same and in modern world, for 
the purpose to increase efficiency, it is acceptable to 
establish changeable prices according to the season, 
part of the day and other things for the consumed kW. 
H electricity. 
At the same time, the components of the tariff are 
possible to be changed according to the period of 
time. During the increasing demand on electricity 
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(especially when there is significant increase in a 
small part of time) there is a big load on the supply 
chain and accordingly, the marginal cost of electricity 
increases. That’s why the tariffs of generation, 
transmission and distribution may be different 
according to network load shift. 
Besides, in the country where the power generation 
unit is characterized by significant seasoning, it is 
possible that the components of the tariff which are 
connected to the unit, should be undergoing a 
significant change as well. 
In this context, the differentiation of costs become 
important with system and non-system specifications 
and then their contextual study for determining their 
reasonable amount. 
 
III. RESULTS AND DISCUSSION 
 
3.1 Electricity Distribution Costs 
 
Electricity distribution network costs we can divide 
(and tariffs as well) into the following categories: 
 Capital costs – here we can integrate  the primary 

capital spent on the network infrastructure (wires, 
sub- stations, transformers), investments made for 
further improvement/development of the network, 
costs for the connection to the network; 

 Operational and technical service costs; 
 Other costs such as dispatching, control of voltage, 

etc.); 
 Commercial service costs (regarding the 

distribution network as usual); 
 Electricity procurement costsfor Lossesin the 

network. 
After determining the above costs, the regulatory 
body determines the amount of profit for each 
participant company and the final tariff by 
considering these costs which should be paid by the 
user in order the distribution company to get the 
necessary income for covering its costs and receiving 
profit. 
The most simple case is when the tariff is permanent 
before it is revised (revision may be carried out 
periodically) and the same for all types of users. 
However, there are more improved types of 
electricity tariffs which are changed by time or 
according to the types of users and promotes sending 
the necessary signals to the users and at the same time 
enables them to be more flexible in the selection of 
the desired tariff. 
It should be noted that the changeability of the tariff 
might be made according to the structural content of 
the tariff as well as at the expense of constituent 
components. 
Partial changeability of tariffs is also possible, i.e. the 
part of the constituent components of the tariff might 
be unchanged for everyone and changeability might 
concern to the remaining components only. The 
diversity of the components of electricity tariff gives 
such possibility. 

The tariff may be changed: 
 According to the types of users (commercial, 

industrial, street lights, user sector); 
 According to the amount of electricity 

consumption; 
 According to the period of time because of the 

demand on electricity and the change of the system 
loading; 

 According to the geographical location. 
For the example of the tariff changeability of the 
latter one (according to the geographical location) can 
be used one particular scheme in the cost tariff of the 
distribution network, which is as follows: 
Instead of the fact that the costs of the distribution 
network should equally be distributed to the users for 
which this network serves, however, the costs are 
distributed according to the length and technical 
specifications of the network which directly connects 
the user to the power generation unit. So, if a 
particular user is connected to the power station by a 
20 km length cable, the components of its tariff 
network includes exactly the costs of the service of 
the 20 km cable and not of the whole network. Of 
course, this kind of approach is more fair and 
convenient for those who live near the power station. 
 
3.2 Common costs 
In addition, different types of users may need 
electricity with different technical specifications 
(voltage, service quality). Accordingly, the electricity 
consumed by them is different. There may be many 
categories of such users and their differentiation is 
carried out mainly by the technical specification of 
the electricity consumed by them but it is necessary 
to identify and group the costs of network 
development or operation related to technical 
specifications into “attributable” for each category 
and “common” costs for all categories in which the 
distribution of common costs for the users of all 
categories require the methodology based on certain 
logics. 
The most important issue is the development of the 
logical principles of the identification of similar costs 
and their further distribution which should be in 
compliance with the directives and regulations of 
Energy Package 3. 
 
IV. ACKNOWLEDGMENTS 
 
After signing Georgia and the EU Association 
Agreement, Georgia took responsibility to approach 
its legislation to the legislation of EU. Once Georgia 
becomes a member of Energy Community, the 
directives and regulations of Energy Package 3 of the 
EU legislation should be performed for which one of 
the main requirements is the protection of user 
interests. 
On June 27, 2014, the Association Agreement was 
signed by Georgia on the one hand and European 
Atomic Energy Community, EU and member states 
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on the other hand, the ratification of which was 
carried out on July 18, 2014 by Decree #2495 of the 
Parliament of Georgia. 
Association Agreement aims to develop cooperation 
framework between the parties. It includes important 
mechanisms for approaching to EU and considers 
deepening the cooperation between Georgia and EU 
in different directions. Complete and efficient 
implementation of the Agreement will improve 
investment environment (will accordingly increase 
the costs), increase of power efficiency and 
development of innovative power resources which in 
turn, promote the attraction of investments in the 
energy sector and its sustainable development within 
the conditions of which the additional subject of 
study becomes regulatory and non-regulatory costs 
necessary/reasonable for the energy system. 
 
CONCLUSIONS 
 
In this context, it is especially urgent to define the 
principles of the audit of the expenses of the natural 
monopolies of the electricity sector for the regulatory 
purposes so that the general provision under the Law 
of Georgia “On Electricity and Natural Gas” – 
“Rational and Reasonable Costs”- is placed in the 
framework of the specific regulations/interpretations 
and the licensee company is initially informed about 
the permitted, appropriate and/or inappropriate costs 
and the customer should be informed about the costs 
in the tariff in a transparent way following the above 
mentioned principles in order to be able to identify 
the types of acceptable or unacceptable costs under 
the tariff structure.  
Taking into account these factors, the study of the 
present problem is important both theoretically and 
practically. 
Based on the above circumstances, in order to 
achieve the efficient tariff regulation of the electricity 

distribution licensee companiesthe following 
objectives have been developed: 

1. Study of the experience of EU countries in 
regard with the Costs Audit of energy 
distribution companies; 

2. Study of the structure of the costs of energy 
distribution companies in Georgia and 
discussion/analysis of their auditing practical 
methods. 

3. Analysis and comparison of EU Energy 
Community, Energy directives and other 
legislative acts with the regulations acting in 
Georgia; 
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