
“Armenia - Improving the Energy Efficiency of Municipal Heating and Hot Water Supply” UNDP/GEF/00035799 
 

Note on a Meeting 
at the Public Services Regulatory Commission of the RA 

on January 27, 2009 
 
 
Meeting Subject:  Discussion of the natural gas tariff system improvement proposal (by 

UNDP/GEF Project request and based on the study by the Project Experts) 
 
Meeting Attendance: 
Mr. N. Grigoryan Deputy Chairman, the RA PSRC 
Mr. Sh. Kirakosyan Member, the RA PSRC 
Mr. M. Koshetsyan Member, the RA PSRC 
Mr. R. Tsovyan Adviser to the RA PSRC 
Mr. A. Arshakyan Head of Tariff Policy Department, the RA PSRC 
Mr. M. Jalalyan Head of Licensed Activity Monitoring and Investment Projects 

Department, the RA PSRC 
Ms. D. Harutyunyan Manager of , “Armenia - Improving the Energy Efficiency of Municipal 

Heating and Hot Water Supply” UNDP/GEF Project  
Mr. R. Kharazyan Heat Sector Rehabilitation Policy Expert Team Leader, “Armenia - 

Improving the Energy Efficiency of Municipal Heating and Hot Water 
Supply” UNDP/GEF Project 

 
On this January 27, the RA Public Services Regulatory Commission (PSRC) hosted a 

meeting with “Armenia - Improving the Energy Efficiency of Municipal Heating and Hot Water 
Supply” UNDP/GEF Project representatives on the current natural gas tariff (pricing) system 
improvement proposal (Annex) elaborated by the Project Experts and submitted to the Commission 
preliminarily. The proposal aims to more transparent and cost-covering tariffs as well as to promote 
energy saving and to support GHG emission reduction in Armenia.   

Per the presentation by Mr. R. Kharazyan, the Heat Sector Rehabilitation Policy Expert 
Team Leader at the Project, and the subsequent discussion, it was decided: 

a. To return to the issues of natural gas consumer groups classification and pricing policy 
improvement in the first decade of March, 

b. To propose to the Project to re-estimate cost-covering tariffs based on natural gas 
balance estimate for 2009 and relevant costs, 

c. Mr. A. Arshakyan to provide the Project experts with indicators on natural gas tariff 
application in 2009 that are necessary to perform the estimations. 

The protocol of the meeting is signed by the PSRC Chairman, Mr. N. Grigoryan. 
 
 
 

Diana Harutyunyan 
Manager  

Energy Efficiency and Atmosphere Protection Projects 
UNDP Armenia 

 
February 19, 2009 
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Analytical Notes on the Natural Gas Tariff System in Armenia 

 
 

1. Shortcomings in the Natural Gas Tariff System 
 

The two one-tier tariff rate system used in Armenia is marked with a number of shortcomings. 
Some of these are indispensible from the one-tier tariff systems, while the others are specific to the 
system applied in Armenia.  
 
The tariff system applied in the country is a stirring point with the users and the gas supplying 
company. At the same time, it contradicts what the government has announced to be its priorities, 
including energy saving, minimum environmental impact of the power plants and free and fair 
competition.  Below we concentrate on the shortcomings of the tariff system applied in Armenia.   

  
1. The consumption based system groups the users into two categories:  users that consume up to 
10,000 nm3 and user that consume more than 10,000 nm3, while assigning two largely different 
tariff rates to each. Subsequently, the same user may happen to qualify under different tariffs based 
on his/her consumption, which constitutes a major source of inconvenience.  
 
In many instances the consumers may find it a better solution for themselves to increase their gas 
consumption beyond a certain threshold and even to switch to another tariff rate at the expense of 
discharging gas into the atmosphere. Under the present one-tier tariff rates (USD 153.26 per 
thousand nm3 and 84000/305=USD 275.4 per thousand nm3), the threshold level of the gas 
consumption is: 

   5565
40,275
26,15310000 =⋅=LV  nm3/month 

This means that without incurring new financial liabilities, an additional monthly volume of 4436 
nm3 of gas can be discharged into the atmosphere until the limit of 10,000 nm3 is exhausted. This is 
completely unjustified economically and environmentally inadmissible.  
 
2. Grouping of the users on the basis of the monthly consumption creates unequal conditions for 
large and small companies active in the same business area. It also contributes to the increase of the 
costs of both small and large businesses, thus leading to unequal competition and development 
hindrances.  

 
3. As was already mentioned above, as a result of fluctuating consumption levels, the same user 
may happen to switch between the tariff categories in any given year which is not something quite 
desirable. The small central heating systems suffer the most because of the significant fluctuations 
in the thermal load and the respective seasonal monthly consumption of natural gas.    

 
 

2. Recommendations Related to the Improvement of the Tariff System  
 

The methodology for calculating the regulated gas supply tariffs in the RA was adopted by the 
decision N 168A (December 21, 2004) of the RA Commission Regulating Public and Utility 
Services. Taking into account the best international practices, the methodology   foresees a 
transition to a multi-tier tariff system.  
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Considering the level of effort required to achieve application of this tariff rate system and the 
proximity of the date when the next tariff review is scheduled, it makes sense to think about a two-
step phased transition.   
 
The one-tier tariff system shall be maintained during the first phase; however, the classification of 
the user groups shall be subjected to a review. Classification of the user groups must be based on a 
different principle, which will exclude emergence of the problems referred to in 1.1, 1.2 and 1.3.  
 
During the second phase the tariff system shall be completely adjusted to conform to the 
methodologies approved by the Commission in 2004. Implementation of this phase requires much 
longer term efforts and may be implemented at the time of a future rise in the gas prices.  
     
    

3. Activities to be Implemented During the First Phase of the 
Tariff System Change 

 
a) Cost Classification  

  
It is suggested to classify the costs, including the profits included in the regulated income and the 
wear and tear of the capital assets on the basis of the following two principles:  

- gas procurement costs; 
- gas transportation, storage, distribution and regulation (operational) costs. 

 
The latter costs, in their turn, must be classified separately for the high, medium and low pressure 
gas systems. Such cost classification is not expected to lead to additional difficulties as the costs 
shall be entered in separate lines of the accounting books.  
 
b) Classification of user groups 

  
The same user group must include those gas users, whose costs are approximately the same. At the 
same time, in order to ensure equal conditions, users engaged in the same activity type should not 
be registered in different user groups.  
 
In particular, the following types of user groups may be considered initially:  

- Population and household users;  
- Gas filling stations; 
- Power sector, including centralized heating systems,  as well as “at least one heating 

source per one building” systems; 
- Large industrial  users; 
- Other commercial (other than household) users.  

 
c) Distribution of Costs among the User Groups  
 
As a next step the costs classified on the basis of the pressure of the gas systems must be distributed 
among the user groups proportional to their contribution to the formation of these costs. At the same 
time, instead of the consumption volumes the contributions should be calculated on the basis of the 
hourly or daily costs, which determine the level of investment and operational and maintenance 
costs in the gas transportation system.  
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d) Formation of Tariff Rates  
 

It is suggested to retain the one-tier tariff rate system for different user groups during the first phase 
and to use the following formula for the calculation of the one-tier tariff rate for different groups:  
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where  
iC  is the costs assigned to the i  user group (not including the price of the gas), 

iV  is the annual volume of the natural gas consumed by that group, P  is the price of the 
natural gas at the border of the RA; 
ER  is the exchange rate against the USD;   

iα  is the gas loss, expressed in units, from the RA border to the point when the gas is 
supplied to the user. 
 

The exchange rate can be the average annualized AMD exchange rate, in which case the tariff rate 
will remain constant during the year; and the risks associated with the exchange rate fluctuations 
will be borne by the supplier.  
 
The implementation of the first phase of changes will result in the elimination of the major stock of 
the shortcomings and abolition of the unsubstantiated cross-subsidization among the user groups.  
 
 

4. An Example of Calculation of the Natural Gas Tariff Rates for 
Different User Groups  

 
According to the functional classification of the natural gas user groups, the following approaches 
will be used to calculate the gas tariff rates: 
 
1. The tariff rates for different natural gas user groups shall be calculated on the basis of the 
operational and maintenance costs incurred by the supplier (not including the price of the natural 
gas, but including the amortization costs of the assets and the profit), with due respect to the gas 
losses incurred from the point of the gas importation to the points of delivery to the individual users 
included in a user group. 
 
 2. The maximum monthly gas consumption in a year shall be considered as a factor which triggers 
emergence of operational and maintenance costs.  
 
3. The annual operational and maintenance costs of a high pressure gas transportation system are 
spread among the different user groups according to the share of each user group in the combined or 
non-combined consumption.  
 
4. The natural gas losses in medium pressure and low pressure gas systems from the point of 
importation to the point of delivery to the individual users in a given user group are  determined on 
the basis of the annual gas volumes released from these systems. The share of gas losses is assumed 
to be 3.15% in the gas transportation system and 2.22% in the gas distribution network (indicators 
used in the 2008 tariffs).  
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4.1. Distribution of the Operational and Maintenance Costs among the User Groups  
 

The changes in the gas consumption during the twelve months in 2007-08 are shown in Figure 1. 
The shares of different user groups relative to the combined and non-combined maximum 
consumption volumes are demonstrated in Table 1.  
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Figure 1. Monthly natural gas consumption by different consumer groups from October 2007 to September 
2008 (Source: “ArmRosGasProm” CJSC monthly reports submitted in forms No 3-4) 

 
 

Table 1. Natural Gas Parameters for Different Natural Gas User Groups  

Group maximum million 
nm3/month  Group maximum, % 

User group 
Combined Non-

combined  Combined Non-combined   
(per month) 

Non-combined 
to combined 

ratio  

Energy sector 81,46 103,66 27,17 29,71 (September) 1,272 
Large industrial consumers 17,64 32,38 5,88 9,28 (December) 1,836 
Gas filling stations   21,70 33,84 7,24 9,70 (August) 1,560 
Residential sector 136,59 136,59 45,55 39,14 (January) 1,000 
Other consumers 42,46 42,46 14,16 12,17 (January) 1,000 

TOTAL  299,85 348,93 100,00 100,00 1.164 
 
The monthly gas consumption by a consumer group at the pick of combined and non-combined 
consumption differs significantly for large industrial consumers and gas filling stations. Significant 
differences may arise also in the energy sector, depending on the scheduled maintenance works and 
fuel refill operations at the Armenian NPP. That is why it makes sense to spread the costs of the 
high pressure gas transportation system based on cost contributions of different user groups at the 
pick of the non-combined consumption.  
 
In order to spread the total operational and maintenance costs among the different user groups for 
the given 12 month period, it is necessary to know how much gas is consumed from various 
pressure systems. A rough estimate for the mentioned 12 month period is shown in Table 2.  
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Table 2. Monthly Natural Gas Consumption by Different User Groups (on the basis of the non-combined 
maximum consumption)  

Monthly 
consumption 

from  the high 
pressure system  

Monthly consumption from the low 
and medium pressure systems  User group  

Maximum 
consumption 

mln. 
Nm3/month  % mln. nm3 % mln. nm3 % as a share 

in the total  
Power sector 103,66 95 98,477 5 5,183 2,45 
Large industrial users  32,38 85 27,523 15 4,857 2,29 
Gas filling stations  33,84 20 6,768 80 27,072 12,77 
Households 136,59 0 0 100 136,589 64,45 
Other users 42,46 10 4,246 90 38,214 18,04 

TOTAL 348,93 39,3 137,012 60,7 211,915 100,00 
 
Taking into account the rough data presented in Table 2, the operational and maintenance costs can 
be distributed among the user groups and then applied to the annual volumes of the natural gas 
consumption. The obtained figures indicate the levels of the operational and maintenance costs for 
different user groups. These results are summarized in Table 3.  
 
Table 3. Distribution of the Operational and Maintenance Costs among the User Groups  

Annual operational and maintenance 
costs, in million AMD  

User group  Annual usage, 
mln. nm3 High 

pressure 
system 

Low and 
medium 
pressure 
system  

Total costs  

Costs per 1 
nm3  

Power sector 618,530 1939,2 263,67 2202,87 3,561 
Large industrial users  296,415 605,72 247,08 852,80 2,877 
Gas filling stations  329,567 633,13 1377,2 2010,33 6,100 
Households 587,073 2554,70 6948,53 9503,23 16,187 
Other users 238,595 794,35 1944,02 2378,36 11,48 

TOTAL  2070,180 6527,1 10780,5 17307,6 8,360 
 
Thus, the operational and maintenance costs are the highest for the households’ group and the 
lowest for the large industrial users’ group. This finding is absolutely rational and substantiated by 
the experienced of other Central and Eastern European countries. In particular, the tariffs of large 
industrial users make 53% of the household tariffs in Estonia, 62% in Bulgaria, 72% in Hungary 
etc.  
 
4.2. Distribution of Natural Gas Losses among the User Groups  

 
The average percentage share of losses for a particular user group shall be determined on the basis 
of the above mentioned characteristics and the consumptions coefficients for a particular pressure 
system. The results are presented in Table 4 below. For example, the average weighted coefficient 
for the power sector shall be:   

 
  0326.00537,005,00315,095,0 =⋅+⋅  

 
Obviously, the descriptive coefficient of 3,15+2,22=5,37% is valid for all the user groups at all the 
levels of consumption from the gas distribution network, since, irrespective of the feeding point; the 



“Armenia - Improving the Energy Efficiency of Municipal Heating and Hot Water Supply” UNDP/GEF/00035799 
7

entire gas stock is first of all transported through a pipeline system. Table 4 also provides the gas 
loss “values” included in the present and expected gas tariff rates.   
 
Table 4. Distribution of the Natural Gas Losses among the User Groups  

Relative 
consumption, % Natural gas losses “Value” of the losses included 

in the tariffs, AMD/nm3 
User groups High 

Pressu
re 

Low and 
Medium 
Pressure  

% 
Million 

nm3/year 110 $/thousand 
nm3 

154 
$/thousan

d nm3 
Power sector 95 5 3,26 20,84 1,125 1,575 
Large industrial users  85 15 3,48 10,69 1,205 1,687 
Car gas filling stations  20 80 4,93 17,09 1,733 2,426 
Households 0 100 5,37 33,31 1,895 2,653 
Other users 10 90 5,15 12,95 1,813 2,538 

TOTAL  39,3 60,7 4,58 94,88 1,531 2,144 
 
Thus, under the present day import prices, the losses increase the tariff rate in average by 1.53 
AMD/nm3. If the import prices grow in the future, the increase in the tariff conditioned with the 
losses will grow proportionally and make 2.15 AMD/nm3. 
 
4.3. Comparative Levels of Natural Gas Tariff Rates for Different User Groups  
 
Taking into account the results for the distribution of operational and maintenance costs, including 
the natural gas losses among the different user groups, it is possible to estimate the gas supply 
tariffs under present and expected prices. The results of these calculations are presented in Table 5.  
 
Table 5. Constituents of the Natural Gas Tariffs for Different User Groups based on the Present and 

Expected Future Prices  

Natural gas tariff constituents , AMD/nm3,  not including VAT  
Losses Natural gas Tariffs User groups M&O 

costs  110$ 154$ 110$ 154$ 110$ 154$ 
Power sector 3,561 1,125 1,575 33,406 46,768 38,09 51,90 
Large industrial users 2,877 1,205 1,687 33,406 46,768 37,49 51,33 
Car fill gas stations 6,100 1,733 2,426 33,406 46,768 41,24 55,29 
Households 16,187 1,895 2,653 33,406 46,768 51,49 65,61 
Other users 11,480 1,813 2,538 33,406 46,768 46,70 60,79 

TOTAL  8,360 1,531 2,144 33,406 46,768 43,30 57,27 
 
From the data in Table 5 it may be concluded that under import prices on the  natural gas of 110 
USD/thousand nm3, the ratio of the tariffs between the individual household users and large 
industrial users makes about 1.36 (if the price of the imported gas is increased, then the ratio will be 
1.27). Under the applicable tariff system this ratio is equal to 1.80 for Armenia, which means that 
the tariff rates applied to the households are by 44 percentage points higher, than the cost coverage 
tariff rate, and constitute a subsidization of large users.   
  
This methodology for the classification of the natural gas user groups and the arising costs 
and losses must be viewed as a preliminary step aimed at the tariff regulation. It is possible to 
reach balanced decisions through joint considerations only.  
 


