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SECTION 1 INTRODUCTION

“Research by the University of California at Berkey indicates that the United
States could create 300,000 jobs if 20% of elediyinoeeds were met by renewables.

A leading Munich consulting firm predicts that morpeople will be employed in

Germany’s clean-technology industry than in the auindustry by the end of the
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next decade. The UN Environment Program estimatesttglobal investment in
zero-greenhouse energy will reach $1.9 trillion B920 — seed money for a
wholesale reconfiguration of global industry.”

Ban Ki-moon, Secretary General, United Nations

The need for sustainable development is a global Wfith climate change becoming
an increasing problem across the globe, clean strfreture development is of a
fundamental importance to every country. The cledmastructure sector has shown
that progress on climate change is possible. Cisfaastructure for the purposes of
this report includes renewable energy (wind powsolar power, biomass,
hydropower, geothermal, biofuels, waste to enetgy ee. energy that allows for the
creation of electricity and fuel, with a smallevgonmental footprint. While there is
no standard definition of “clean infrastructure,’has been described by Clean Edge,
a clean technology research firm, as “a diversaygaof products, services, and
processes that harness renewable materials andyesmurces, dramatically reduce
the use of natural resources, and cut or elimieatissions and wastes.”

The International Energy Association’s contributiom the recent Clean Energy
Ministerial stated thatthe renewable energy sector and emerging countoytefare
lights in the dark as progress on clean energy resdar below a two-degree
pathway’? In addition, clean infrastructure can no longerdigmissed as wishful
thinking: it represents a globally strong marked &as continued to grow in 2013 in
all end-use sectors — power, heating and cooliagyell as transport — and supplied
an estimated 19% of global final energy consumpiioB011. As in previous years,
about half of new electricity capacity installedndwide was renewable-basgd.

Today, at least 118 countries, more than half dtiwlare developing countries, have
clean energy targets in place, and 109 countries palicies to support renewables in
the power sectdt. In addition to mitigating climate change, onetleé main drivers
for propelling clean infrastructure policies is ithpotential to create jobs. Globally,
an estimated 5 million people work directly or ireditly in clean infrastructure
industries. As a result, more and more governmardaand the world acknowledge
the benefits of clean infrastructure as centrarip national green economy stratégy.
Some fossil fuels rich countries such as Norway aready major generators of
renewable energy, with Norway’s generating capdoéing around 98% renewable.
Qatar and the United Arab Emirates are also mowinge direction of developing a
national green economy by considering clean infuasire options, namely
renewable energy generation for domestic use. A&k, sootwithstanding it being a
fossil fuels rich country, Azerbaijan could eagjiow in the same direction.

1 hittp:/ww.cleanedge.com/reports/clean-energgetse2013

2 Tracking Clean Energy Progress, IAE input to tk#ean Energy Ministerial 2013.

http://www.iea.org/publications/TCEP_web.pdf

® REN21 Renewables 2013 Global Status Report.
http://www.ren21.net/Portals/0O/documents/Resoute88/2013/GSR2013_lowres.pdf

4 REN21 Renewables 2013 Global Status Report.
http://www.ren21.net/Portals/0O/documents/Resoute88/2013/GSR2013_lowres.pdf

®  RENZ21, Renewables 2013 Global Status Report.
http://www.ren21.net/Portals/0O/documents/Resoute88/2013/GSR2013_lowres.pdf
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Clean infrastructure deployment is expected to chpa productivity and economic
growth in various ways, depending on the specif@gzts it supports, including:

» Increased clean energy production can lead to imggf@ompetitiveness (via
energy efficiencies) and greater export capacityfdssil fuel rich countries
(thus greater revenue generation);

» Increased adoption and diffusion of new technolegiay create opportunities
to exploit sources of endogenous growth via innowvat

» Increased clean energy generation may assist ahtois over-dependent on
centralised distribution to develop greater robassnand tailor infrastructure
power towards off-grid networks; and

» Productivity gains from using new technology.

The Azerbaijani government has achieved great pssgiover the last decade in
integrating the country into the global economicrkegplace and increasing foreign
investment mainly due to its oil resouréeslowever at this time, the Azerbaijani
government is focused on diversifying its economsime of the oil sector, with the
non-oil portion of the economy growing by almos#d.th 2011’

Clean infrastructure development can contributéhfurtowards the diversification of
Azerbaijan’s economy through the creation of aarati green economy whilst at the
same time mitigating climate change and addressngronmental and social
concerns. By undertaking climate change mitigapoficies Azerbaijan will be well

prepared to adapt production and exports of hyabwees to the lower future global
demand for fossil fuels. At the same time, in thersterm, reducing hydrocarbon
energy consumption domestically can result in acrelase in quantities of
hydrocarbons for export, resulting in a win-win sago for the government. As noted
by UNEP*“Using the fossil fuel revenues to fund a trangitim a more sustainable
and environment-friendly long-term economic framews a unique opportunity that
must be seized®"By diversifying at this stage Azerbaijan will berfectly placed to

take part in the new energy-industrial revolutiond ato take advantage of the
technological leapfrogging available for its donestean technology development.

At the same time, Azerbaijan is facing increasingmédnd for investment in

infrastructure development generally, and the dgwekent of a green national
economy (and the introduction of clean infrastruetiechnologies) can only increase
that demand further. These pressures together tm@v@otential to overstretch the
government’s budget, requiring as they do not gyate sector investment, but

® UNEP Green Economy Scoping Study Azerbaijan 20E2r more information see:

http://www.unep.org/greeneconomy/Portals/88/docusiezsearch_products/UNEP%20GESS%20Az
erbaijan_English_12nov_low%?20res.pdf

" Energy Charter Secretariat 2013. In depth revaéwhe energy efficiency policy of Azerbaijan.

For more information see:
http://www.encharter.org/fileadmin/user_upload/Redtions/Azerbaijan_EE_2013_ENG.pdf

8 UNEP Green Economy Scoping Study Azerbaijan 20E2r more information see:

http://www.unep.org/greeneconomy/Portals/88/docusiezsearch_products/UNEP%20GESS%20Az
erbaijan_English_12nov_low%?20res.pdf
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private sector knowledge and expertise as well. Tiagitional approach of

governments for infrastructure development of amdks either to use the state’s
own budget or privatisation. The first is markedigufficient to meet the country’s
needs, while the latter only works in a sound legal financial framework and is not
appropriate for all public service delivery progct

In order to take advantage of the technologicaifte@ging in the clean infrastructure
space Azerbaijan should consider developing paitso€lean infrastructure via the
collaboration with the private sector through pcigrivate partnerships PPPS).
The private sector is often considered to provideatpr efficiency than the public
sector when managing infrastructure projects arivetang infrastructure services.
Most importantly involvement of the private sechas the potential to introduce the
newest technologies, to increase operating effagidsy making investments in new
technologies, to bring innovative solutions, and elecourage more transparent
organizational structures.

UNECE, through its Team of Specialists on PPPsth@dnternational PPP Centre of
Excellence, held a series of meetings with keyedtalders involved in sustainable
development, infrastructure development and clinshtenge in Azerbaijan in order to
prepare this report on the potential for cleanastiructure development in Azerbaijan
via the PPP route.

The report will focus on PPP possibilities and sseey enabling environment for
PPPs in Azerbaijan with a particular focus on cleafnastructure projects. The
assessment will aim to provide information on amsido facilitate the development
and financing of clean infrastructure projects tigio the use of PPPs.

This report will be divided into the following semts:

Section 1 PPPs in Azerbaijan

This section provides an explanation of what PP®s and what their role in the
development of clean infrastructure projects migntail. It also provides a
comparison between the traditional approaches ftastmucture financing, and puts
forwards PPPs as an alternative to “traditionalblmuprocurement. The section also
provides a list of main principles of PPPs and teies with a list of
recommendations for the development of clean itsature projects through PPPs.

Section 2 Climate Change and Clean Infrastructure Bvelopment in Azerbaijan

This section will provide an analysis of climateanohge effects in Azerbaijan. The
section will show that climate change should bensee one of the main triggers for
clean infrastructure development in the countrhisTsection will also try to explain
why clean infrastructure development is importaat Azerbaijan. The section
concludes with a list of recommendations for cléafnastructure development in
Azerbaijan.




Section 3 Legal and Regulatory Framework for PPPsni Azerbaijan— Current
Position and Proposed Recommendations

This section will identify gaps in the current légend regulatory framework in
Azerbaijan and will highlight the main componentsaworkable PPP legal and
regulatory framework, including the necessary stepsan effective implementation.
The steps that Azerbaijan needs to take in ordedeteelop and implement clean
infrastructure projects via a PPP model will be llsde out together with

recommendations on possible actions to fill thesgap

Section 4 Innovative Financing Options

This section provides a list of potential financiogtions for clean infrastructure
development in Azerbaijan and will explore alteivatsources of finance, innovative
financing schemes and effective channelling of wesss for investment.

Section 5 Conclusion

This section will conclude our report.




PUBLIC-PRIVATE PARTNERSHIFS IN
AZERBAIJAN




SECTION 2 PPPS IN AZERBAIJAN
General Overview

The government of Azerbaijan is at a very earlgetaf clean infrastructure
development and there is currently no PPP regylator legislative

environment to support any proposed development avidPPP model.
Notwithstanding this the government should take iatcount the potential
benefits that a PPP model could bring to its inftacture development in the
near future and should follow in the footstepsudtscountries like Mongolia
which did not have a PPP legislative or regulatoaynework in place until

2010 but today has one of the most highly regategidlative frameworks in
the world and has recently successfully constru@e80MW wind farm

project in partnership with the private sectortia PPP modél.

There is no clear-cut definition of a PPP althowybtandard definition is that
a PPP is a business venture which is financed gretaied by a partnership
between the government and a private sector comp&@his arrangement
contrasts with traditional public investment whéne government contracts
with the private sector to build an asset thatdsighed and financed by the
government. There are various types of PPP propgautisthere is sometimes
too much temptation to provide for a specific SePBP structures/forms in a
concession PPP/legislationBOT”; “BOQO”; “DBFO,” etc.). This is usually
undesirable. The PPP “universe” now comprises aewspectrum of
commercial and financial structures. None of them @ fact, capable of
being defined in a precise and clear-cut mannat, atempts to define and
provide for them in a concessions law are generatlyelpful, easily giving
rise to confusion and inflexibility in practicéVhat is needed instead is
maximum flexibility, allowing the law to cater ftne full range of existing
structures the market currently deploys, and thevitable evolution of new
ones in the futureThis can often be achieved at a definitional lewethe
elucidation of the expressions “public-private parship” or “privately-
financed infrastructure.”

A typical example of a clean infrastructure PPPjgumbare renewable energy
projects or the so-called “independent power predughe “IPP”) projects.
This usually involves the development of a new égfeeld) power generating
facility by a private company that sells the powera wholesale basis to a
government utility that distributes the power taliindual customers. In the
case of IPPs, the assets will belong to the prigatepany, but the power will
be sold to the government (or a government powditytfor retail
distribution as a public service to customers.

For more information about this project please
http://www.ebrd.com/pages/news/features/mongoliaefdarm.shtml




Traditional Approach to Infrastructure Financing

Although, there has been a significant increasprivate sector participation
in infrastructure initiatives across the CIS regitime traditional approach to
infrastructure finance continues to dominate tlayiplg field.

Traditionally, governments have financed infradinoe projects through state
resources. There are several drawbacks associdthdfimancing projects
entirely from the government budget:

> Large infrastructure projects often take severarydo develop and
public funding may only be available for the initistages of the
project. As a result, government departments anaticas about
investing time in the planning stage of a projé¢here is a degree of
uncertainty regarding the future availability oihfis to complete the
project;

There tends to be disproportionate focus on thétaagspect of the
relevant government ministry’s budget;

There is lack of equilibrium between the costshaf project vis-a-vis
the capital returns. It is crucial that the projecssts are weighed
against the capital returns to ensure that thesinvent will add value
and contribute to overall economic growth of a doun

PPPs as an alternative to ‘traditional’ public pr@ment

There are different ways in which the private seaan invest in public
infrastructure projects. On one end of the spectwenfind the ‘traditional’
public procurement, while on the other end, we fodright privatization.
PPPs are essentially what comes in between, andlitieeent from both
‘traditional’ public procurement and outright priization of public assets.

The key differences are:

> Specifications in PPPs are measured in terms dpus’ rather than
‘inputs’ as in ‘traditional’ public procurement;

The private sector is responsible to finance, baiid operate the asset;

The public sector ‘purchases’ the services throtegiular payments
(service payments) or income generated (user tees)the life of the
contract;

In a PPP, any costs overruns remain at the prisetéor’s risk; risks
associated with costs of design, construction, atper and

maintenance, and demand for the use and servioadptb by the

asset, are transferred from the public to the pivgector in a PPP
project;




In a PPP, construction costs are funded by theagisector, thus
relieving the pressure on government funding fofrastructure
projects requiring significant capital investmeang

The whole life-cycle approach in the PPP modelavigs traditional

procurement ensures that the private sector setleetsnost efficient

and sustainable solution for the long term rathemtthe cheapest
solution in the short term.

Viability
Following are various scenarios under which a P&Pbe a viable option:

> Where the service requires external expertise awdrgment will not
be able to provide it independently;

Where a private partnership would significantly amte the quality of
service compared to what the government could extaependently;

Where a private partnership would expedite thegatdmplementation
significantly;

Where there would be a considerable reductionenptioject cost and
also the service cost with the involvement of agte player;

Where PPP offers greater scope for innovation whiohld simplify
the existing systems and processes; and

> Where PPP provides larger scope for socio econamiiare.
2.5. Main principles of PPPs
2.5.1. Value for Money in a Project

Ensuring value for money VfM ”) in an infrastructure project should
be at the core of the public sector’s decision ngage in a PPP
infrastructure project. Essentially, a PPP is aswmmred a ViM
transaction if it generates a net profit for a pubistitution in terms of
guantity, quality of the service or facility, camtd risk transfer during
various stages of the project life cycle. Hence, WM prognosis of a
PPP plays a fundamental role in the decision whethepublic
institution would be willing to enter into a PPPregment.

2.5.2. Selection of Appropriate Infrastructure Projects

One of the challenges faced by institutions isah#ity to discern the
suitability of an infrastructure project for the PBhodel. This suggests
that the notion of ‘one size fits all’ is not amalble to infrastructure
projects. The governments should heed the fact RitRs are not a
panacea for all infrastructure development initiegi It is therefore
crucial in the planning phase to select infrastrieprojects that would
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be well suited to the PPP model as it would be nligsdy to ensure
the success of a project.

2.5.3. Legal and Regulatory Framework

It is vital that a strong legal and regulatory femork is established to
govern PPP transactions as without this it willalrmost impossible to
attract private sector investment. In view of tizgure and the lengthy
time frame of such projects it is imperative the interests of both the
public and private sector are protected by lawis levident that an
established legal framework governing PPP transasticreates an
incentive and an enabling environment for prospecinvestors. As
Azerbaijan does not have a legal and regulatompédrsork governing
PPP arrangements, it is recommended that it embapks such
reform as soon as possible as this would creaténeentive for
prospective investors. For more information on detailed review of
the legal and regulatory framework in Azerbaijaggse see section 4
below.

2.6. Sustainability and PPPs
2.6.1. PPPs and Sustainability - A focus on longer temescales

At its core, sustainability is about ensuring styciasts through time.
By focusing on longer timescales, it demands that impacts of a
project are taken into account over its entire-titiee, rather than in
terms of just the initial capital/building costsThis approach to the
total costs of a project is sometimes known agier#o-grave’ or life-
cycle analysis. PPPs are similar because theyireeqgumpanies to
build and operate projects over a relatively langetperiod. The PPP
approach thus allows governments to ensure th@qisoare efficient
over their entire life-time, rather than being ghet build and
expensive to run or decommission. For examplecanstruction
projects, architects focus on minimising capitalstsorather than
operational costs, despite the fact that operatimdymaintenance costs
far outweigh capital costs over the entire lifediwf a project. Rather
than focusing solely on the initial cost of a pmjehe PPP process
encourages bids that are more efficient over thg lerm. Evidence
shows that contractual parties are more willingctmperate and to
build good relationships on longer-term contraaty] this is good for
sustainability.

2.6.2. Working in partnership

Sustainability requires all parts of society, imhg the public,
business and non-governmental organisationdGQ”) to work
together in partnership with the government. Thi&re PPP approach
is based upon a similar recognition that governsieah deliver major
projects like infrastructure more efficiently by kkog closely with
business and the public. Public participation i<riical part of
working in partnerships. For PPPs to be success@dple must want
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them and be willing to pay for the services thaeythprovide.
Stakeholder consultation is essential to identifPPneeds, gauge
demand and develop exact specifications for newept® that will
ensure that they are supported.

2.6.3. Creating ‘win-win-win’ scenarios

Applying the principles of sustainability to PPReates win-win-win
scenarios for the government, private industry tedpublic. Taking
into account the goals and principles of sustalitgbeénhances the
long-term acceptability/sustainability of PPP potgeand, at the same
time, PPP projects, if properly designed, can éffety promote
sustainability.

> Private industry benefits because sustainable RP&smnore
profitable, using cutting edge technology and manaent to
reduce costs over the entire life-time of the mbjerhis means
that risks are lower and the potential operatingfifr are
higher, making them more attractive to private stdy

The public benefit because sustainable PPPs prowvidee

effective public services. Consulting the publiseares that the
PPP will provide a service that is actually neeitied way that
people will be willing to pay for. By consulting®Ds and

Trade/Labour Unions to take account of labour comcehe

likelihood of public opposition is also reduced.

The government benefits in three ways. First, P&xsance
local support for the project. For example, inchgdiransport
costs for construction materials in a tender mighke it more
efficient to use local resources of labour and mgte This
reduces carbon emissions from transporting the naégaised,
promotes sustainable consumption/production patteand
stimulates the local economy. Second, effectivenpaship
working with private industry attracts investmentoi an area.
For example, setting out a clear and transparegisléive
framework for the PPP process will attract investimigom
leading companies. Third, sustainable projectsnamee self-
sufficient making them resilient to future threétsm climate
change.

The tables below describe some typical sustaimgbdriteria for

environmental, social and economic considerati@spectively that
might be applied to the majority of PPPs. The a&nability

specification is listed in the first column, whilee possible techniques
to achieve it and the measurable performance ieritee listed in the
second and third columns. The list is not exhaasiénd is a mixture
of project specific indicators, like green procuse) and outcomes
flowing from the practise of sustainability, likeregnhouse gas
emissions, or improved employment. While the mehase been
separated into environmental, social and econoaniclérity, it should
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be clear that many of the specifications addresgrlapping

sustainability issues.

2.6.4. Menu of environmental criteria for sustainabitty

Output
specification

Possible techniques

Performance criteria

General
sustainability

Adherence to recognised environmental
management systems such as EMAS or ISO 14002
Appropriate use of Environmental Impact
Assessments

Feedback on environmental performance from local
people and / or NGOs

Life-cycle analysis

Audit of procedure
Cost of bid over entire
life-time

Efficient use
of energy
and security

of supply

Use renewable sources

Establishment of ESCo (Energy Service Company) to
supply the project’s energy and provide ongoing
advice on improving efficiency and flexible means of
financing renewable energy sources for the project
Adherence to recognised building quality standards
that require incorporation of sustainability
principles in building design: e.g. making use of
natural heating and ventilation, natural light
Innovative technologies

Carbon offsetting by creation of new habitat

Running costs

Carbon footprint
Proportion of energy from
renewable sources

Minimise
waste

Re-use of materials during construction and
operation

Amount of non-recyclable
waste produced (during
construction and
operation) Proportion of
waste materials reused,
recycled, composted,
energy from waste, sent
to landfill

Conserve
water
resources

Treatment of waste water
Grey water recycling
Rainwater harvesting

Running costs
Proportion of clean /
brown water usage

Minimise
vulnerability
to flood risk

Porous surfaces to allow infiltration
Creation of reed beds and green areas to absorb and
store water

Number / severity of
flood incidents at site and
downstream

Maximise

use of
materials
from local
and
sustainable
sources

Sustainable procurement procedure for sub-
contractors Goods and services sourced locally
Substitution of non-renewable resources

renewable, sustainable resources

for

Audit of construction and
operating materials
Proportions of natural
resources sourced from
sustainable sources

Minimise
pollution

Clean technologies that reduce emissions
Avoidance of toxic substances

Treatment of emissions to water, air and soil
Minimise noise and light pollution

Maximise vegetation

Local air/water quality
indicators

User / resident
satisfaction

Protect
biodiversity

Preservation of existing habitat
Creation of new habitat
Incorporation into building design

Number of critical species
Area / quality of habitat

19 Source: UNECE Training Module

development
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2.6.5. Menu of social criteria for sustainabiltfy

Output
specification

Possible techniques

Performance criteria

Community
engagement

Stakeholder consultation
Identification and empowerment
of a ‘sustainability champion’ for
the project

Public support for the project

Levels of public participation in project
governance arrangements: openness &
accountability; extent to which users believe
their views are considered

Quality of feedback from public consultation;
Degree to which public preferences are
reflected in project outcomes

Number of NGOs involved in project

Community
facilities

‘Bundling’ profitable PPPs with
less profitable ones that provide
facilities (for example, a worker
creche, a school, recreation
spaces)

Levels of resident / employee satisfaction
Percentage of catchment population able to
access service

Equality of access across race, religion,
gender, age, disability, sexual orientation

Social
cohesion

Availability of affordable housing
Equal opportunities

Accessible to minorities
Preservation and / or
enhancement of cultural heritage
and integrity

Levels of resident / employee satisfaction
Levels of community voluntary work,
membership of community organisations
Community diversity

Low carbon
lifestyle

Link development to public
transport

Provide high quality pedestrian
and cycle routes

Level of car use / proportion of employees
using sustainable methods of transport to
travel

Resident / user satisfaction

Health e.g. if policy is to improve air quality
through public transport, then reductions in
respiratory illnesses appropriate

2.6.6. Menu of economic criteria for sustainabifity

Output
specification

Possible techniques

Performance criteria

Maximise
local benefits

Use local businesses,
local labour and training
in construction,
operation, and
maintenance.

Local procurement

Percentage of procurement / employment sourced
within a specific area

Employment statistics (broken down into youth, old
age, female, disabled, ethnic groups etc if specific
groups are being targeted)

Income statistics and distribution (again possibly
broken down as above)

National / regional / local GDP

PPP completed and operated to budget and time
Private sector profits against expected profits
Number of new businesses starting up over PPP
lifespan

Worker

Compliance with

Worker satisfaction

' Source: UNECE Training Module

development

2 Source: UNECE Training Module

development
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health and relevant labour | Number of accidents

safety

legislation Staff turnover
Health and safety | Other products: e.g. training provided to workers,
standards /regulations creation of a skilled workforce, thriving 3rd sector

Delivery of Projects and Pathfinders

In line with the theme of “success breeds succeegs”believe that the

government needs to be the main driving force fer implementation of a

PPP programme, at least for the early stages ofptbgramme. We also
believe that the government should focus on a figh profile projects early

in the programme. At the outset of the programrhe, private sector is

probably going to be unwilling to spend its res@sr@n a project that is
sponsored by a local or municipal entity. This &cduse there will be a
perception that entities outside of central govesntrdo not have the capacity
to deliver PPP projects. There will also be consexrbout the legal powers of
such entities to enter into PPP transactions, tbegditworthiness and the
interface with central government in the process.

We therefore strongly suggest that the early impletation of the programme
be taken forward by central government. In addjtiore suggest that a
“pathfinder” scheme be identified and used as aatestnation case to prove
the structures for the delivery of PPP projeEtscussing on a single project
and delivering it on a basis that permits financiog local and international

financiers on a limited recourse basis will showeahe country’'s PPP

processes and capabilities to international devetsmnd lenders alike.

Relevant Areas of Law

There are potentially many areas of law that havde considered before
making any attempt to design an optimal legislatime regulatory framework
for successful clean infrastructure PPPs. PPPstaulth on many of these
areas, quite apart from the contents of any geregislation that may be
introduced to facilitate their use. These will waliy include, for example,
commercial contract law, company law, taxation lasmployment law,
competition law, the law of finance and securitypsdlvency law,
infrastructure sector specific laws, property lamyvironmental law, foreign
investment protection law, intellectual propertyv)gublic procurement law
or rules, laws relating to expropriation and corspwy property purchase, and
many others. The existence of adequate legal poovim these and many
other laws is paramount as serious deficienciesany of them could
potentially represent insuperable obstacles in wey of the effective
implementation of PPPs.

In order to create a stable legal environment tvét attract private investors
to PPPs, the government needs to review its egigigislation and may have
to amend, repeal or adopt certain laws and regolasi

It would go well beyond the scope of this repordtscuss all the aspects in
which these diverse areas of law might prove deficor what might have to
be done to reform or modify them in order to maken more conducive to

15




the successful implementation of PPPs. Howevetijosed below analyses in
greater detail the current legal and regulatoryngaork in Azerbaijan and
contains specific recommendations on each of theesraised.

PPPs in Azerbaijan Recommendations

PPP is a relatively new concept in Azerbaijan asdsuch, understanding and
knowledge of its basic principles is justifiablytplay across the public and
private sectors.

* Greater coordination within the public sector afmbadhe inclusion of
private sector parties became the norm in othentci@s with a more
mature PPP process, and this coordination and levelhgagement
should be further encouraged in Azerbaijan to hedjise the
understanding more speedily and consistently acibgs board.
Political will is the single most important aspeaft successful PPP
development followed by the availability of capjtathat is,
affordability.

« The PPP process should have sufficient politicgdpsut across all
ministries.

Private participation in PPP projects should havelear basis in
policy, with broad government support and shouldirdeed to broader
sustainable development objectives of the country.

Transparent procedures should be specified fostalies of the PPP
process.

The government might want to consider:

1: Engaging key stakeholders early — list includesalocommunities,
ministries, local authorities and national enemgnsmission and distribution
companies.

2: Building capacity for the development of clearrastructure projects.

3: Preparing a national clean infrastructure develapnplan. This plan must
include rigorous and transparent funding and realisit detailed affordability
analysis; this will result in a more efficient iddication and ranking of
potential PPP projects. A number of pilot projesttguld be identified within
the plan. Running such projects would be a greanhamstration of the
government’s political willingness to support PPRpiementation and a
significant example of cooperation/coordination.
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3. CLIMATE CHANGE AND CLEAN INFRASTRUCTURE
DEVELOPMENT IN AZERBAIJAN

3.1. General Overview

The link between clean infrastructure and mitigataf climate change is
clear. According to the International Energy Agendgan energy could
become the world’s second largest source of povesreigtion by 2015,
second only to coal. However, without policy sugpap to two thirds of the
economically viable potential to improve energyi@adéincy and to incentivise
clean infrastructure development will remain unizal through 2035

Historically, economic development has been stypngbrrelated with
increasing energy use and growth of greenhouse egaissions. Clean
infrastructure can help decouple that correlatmmmtributing to sustainable
development? Cleaner infrastructure deployment is expectedlay p key
role in helping to mitigate Azerbaijan’s climateatiye impact by abating
significant amounts of greenhouse gas emissions pawihg the way for
greater domestic low-carbon energy developments Hiiatement can be
realized directly by developing clean infrastruetysrojects and indirectly
through enhancement of the wider political, legad awvestment environment
in order to attract the relevant private sectoregtment necessary for the
development of such projects on a larger scale.

Climate Change in Azerbaijan

Climate change scenarios for Azerbaijan suggeshemease in the average
temperature and rainfall. The average annual temtyper increase between
2021 and 2050 is expected to amount to 1.5°C—1°g@d deforestation and
desertification already pose significant challengdth the country suffering

from land degradation (overgrazing, soil pollutiand erosion) and from
water shortages.

Azerbaijan joined the United Nations Framework Gmation on Climate
Change (UNFCCC) in the category of a non-Annexuntry in 1995, and is
also a signatory to other international agreementslimate change, such as
the Kyoto Protocol. Since ratifying the Kyoto Proobin 2000 Azerbaijan has
participated in the Clean Development Mechanis@DM”) with a number
of projects mainly for the rehabilitation of fuglas and heavy fuel oil units
and one if its projects, namely the energy efficieimprovement of the

13 International Energy Agency, 2012 World Energy  utlGok.

http://www.worldenergyoutlook.org/publications/w2612/

4 |PCC: Special Report on Renewable Energy Souraed Climate Change Mitigation.

http://orbit.dtu.dk/fedora/objects/orbit:63951/dataams/file_5672879/content

15 Energy Charter Secretariat 2013. In depth revaéwhe energy efficiency policy of Azerbaijan.

For more information see:
http://www.encharter.org/fileadmin/user_upload/Redtions/Azerbaijan_EE_2013_ ENG.pdf
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AzSRES thermal power plant is the largest CDM-ttegesd project in the
Caucasus.

In addition to the Kyoto Protocol, Azerbaijan regd the following:

UN Framework Convention on Climate Change, 1992d®ielaneiro (ratified
in 1995);

Convention on Environmental Impact Assessmentinaasboundary Context
(ESPO Convention), 1991 (ratified in 1999);

Convention on the protection of ozone layer (Vient@85) and Protocol on
Substances that Deplete the Ozone Layer. 1987, rigirrotocol (ratified in
2000);

Convention on the Control Transboundary Movemeitslazardous Wastes
and their Disposal. 1989, Basel Convention (ratifre2001);

Convention on Organic Pollutants. 2001, Stockholon@ntion (ratified in
2003).

Azerbaijan has also developed the State Prografowérty Reduction and
Sustainable Development in the Republic of Azedraijor 2008-2015 (the
“State Progrant) which stipulated measures to establish a Carband to

provide financial support to enterprises in redgdhe amount of CO2 and
other atmosphere emissiolis. In addition, the State Program for

Environmentally Sustainable Economic Developmen¢ady states the
government’s aim for an environmentally sustainadtergy development.
These state programs make it clear that politeadérship has already taken a
lead in ensuring greater public awareness of tilebetween climate change,
sustainable development and the need for incorporaf clean infrastructure
into the country’s national policiesWhat remains is, however, the
implementation of this vision on a scalable scale.

Why Clean Infrastructure in Azerbaijan

> The interest in clean infrastructure sources isivddr from their
sustainability;

To use the resources with minimal negative impacthe environment
and to mitigate climate change;

To develop resources in an appropriate and cost#fé manner that
is able to carry on for the long term;

Clean infrastructure can help trigger sustainabtememic growth and
help economies that are dependent on fossil fuelsliversify by
creating new industries, expertise and jobs;

http://www.unece.org/fileadmin/DAM/energy/se/pd&?4/EE21_Subregional_projects/AzerbaijanAl
iyev-05.pdf




Clean infrastructure development offers opportesifor new business
formation and new technologies, particularly for S|

Emerging evidence shows that clean energy projeotate new
opportunities for job creation on the grounds tloat carbon sources
of power employ more people per MW of installed a@Ety than

conventional sources. In addition, a crucial ctttion expected from
further deployment and support to clean energy pa@eeeration, will

be in terms of its contribution to economic growtithin Azerbaijan

and potentially, within the region;

Increased adoption and diffusion of new technolegmay create
opportunities to exploit sources of endogenous froka innovation;

Increased clean energy generation may assist ahtignds over-
dependent on centralised distribution to devel@atar robustness and
tailor infrastructure power towards off-grid netwsr and

The development of clean energy can also helpanrinsmission and
distribution of electricity of the country. For ergle, currently 80% of
Azerbaijan’s power generation is located in thetwmdswever 70% of
power consumption is located in the east, north-aad south-east.
Therefore fuel is transported hundreds of kiloneti®m Absheron
peninsula to thermal power plants, Azerbaijan HR& Ali Bayramli
HPP. Generated electricity is then transmittedkbac Absheron
peninsula and from there distributed to northerd southern regions.
This can lead to transmission losses and ineffo@nin distribution
and clean energy sources could be used insteadttibdte electricity
directly from the Absheron peninsula to the nomth@nd southern
regions. According to the United Nations Enviromtad Statistics on
Azerbaijan (2009): around 60% of electricity is somed in the
Absheron peninsula meaning that electricity gemamatand
consumption could be delivered locally in particulaia the
implementation of wind energy projects in that eegi According to
SAARES Azerbaijan has the potential of about 800kf\Wind power
and the windiest areas of Azerbaijan is the Abshgmninsula where
the average annual wind speed is 5-8 m/s.

Clean Infrastructure in Azerbaijan

The political will to develop clean infrastructuire Azerbaijan is considered
very strong with numerous statements by the govemnencouraging the
development of this sector. In addition to thenelie change international
treaties that Azerbaijan has become signatoryibmes2009 Azerbaijan has
been signatory to the International Renewable Bnéxgency (1RENA™)
and has created the State Agency on Alternative Redewable Energy
Sources (SAARES"). Y

7" A national strategy on the use of alternativersesi of energy for the period 2012-2020 is being

prepared by SAARES and by the Ministry of Industmyd Energy including the preparation of
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3.4.1. The tasks of SAARES are to prepare:
> Renewable energy policy and legislation;
> Renewable energy programming;
> Renewable energy potential analysis;
> Renewable energy Promotion/Information/awarenessita
> Renewable energy project development.
3.4.2. The ambitions of SAARES are as follows:
> 20% share of renewable energy in electricity getimra

> 9.7% share of renewable energy in all energy copsiom

> 2,000 MW of installed renewable energy capacit2690®

In 2011, the share of renewable energy in elettrmioduction in Azerbaijan
was 10%, 9.8% of which was from hydropower, andghare of renewable
energy in all energy consumption was only 23%he realisation of the 2020
targets therefore requires the regulatory framewdokbe strengthened by
enacting and enforcing laws that promote renewadiergy projects and by
preparing the legal and regulatory framework andlexant financing
incentives for PPPs — a method through which Azgabaould achieve large
scale renewable energy development potential.

This is particularly important in a country like éaijan where various
studies conducted by the German Kreditanstalt fliedéfaufbau KfwW
Bankengrupp€’), the Energy Charter Secretariat and the Europgemk for
Reconstruction and DevelopmenEBRD”) have shown that the country has
a significant potential for the development of aitdive energy sources. For a
detailed overview of Azerbaijan’s clean energy pt#& in solar, wind,
biomass, hydro, geothermal and other clean enelggse see the recent
Energy Charter Secretariat 2013 in depth reviewl®n energy potential in
Azerbaijan?°

Renewable Energy Law, which was expected to beighdd by the end of 2012 but it has not been
published to date.

8 Energy Charter Secretariat 2013. In depth revdéwhe energy efficiency policy of Azerbaijan.

For more information see:
http://www.encharter.org/fileadmin/user_upload/Redtions/Azerbaijan_EE_2013_ENG.pdf

19 Energy Charter Secretariat 2013. In depth revaéwhe energy efficiency policy of Azerbaijan.

For more information see:
http://www.encharter.org/fileadmin/user_upload/Redtions/Azerbaijan_EE_2013_ENG.pdf

20 Energy Charter Secretariat 2013. In depth revaéwhe energy efficiency policy of Azerbaijan.

For more information see:
http://www.encharter.org/fileadmin/user_upload/Redtions/Azerbaijan_EE_2013_ ENG.pdf
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3.5Potential Renewable Energy Pilot Projects in Azigaha

According to SAARES the achievable potential of ewable energy
generating capacity in Azerbaijan is:

Source Achievable Potential in MW

Small hydropower stations Over 400

Wind energy Over 800

Solar energy Over 5000

Bioenergy Over 1500

Geothermal energy (thermal only) | Over 800

In renewable energy SAARES is currently implememtior planning to
implement the following projects:

> Wind Energy Park — 10-25% participation of the estat Azerbaijan
plus KfW Bank of Germany;

Aeration-gas station — 10-25% participation of sit@te of Azerbaijan
the rest POSCO;

Absheron Sun Park - 10-25% patrticipation of theestd Azerbaijan
the rest JICA;

Sea Wind Park — 10-25% participation of the stdtézerbaijan the
rest private investors.

Azerbaijan is also partner of EU INOGATE energy gmonme and is

cooperating with UNDP for promotion of the cleanergy production.

Together with UNDP SAARES applied several projestisustainable energy
(“Promoting Development of Sustainable Energy inBA2011-2013) and on

the “Solid Waste Management Improvement ProjecD0@2012)). The

government also opened a polygon of renewable #achative energy as a
pilot project in September 2011. The polygon cdssi$ sites for biogas plant,
wind turbines, solar panels and eco-cottages.

However, the state program on clean energy is 2064 and does not contain
measures encouraging PPPs in this field makingcdiff to achieve the
required scale of development. Recent tax incent{Veyears tax exemptions
for industrial parks) (Law on making amendments additions to the Tax
Code from 21.12.2012 effective from 1.1.2013) dovjte an encouragement
but they are not tailored towards the encouragemwieRPPs in this field.

With its order from 29/11/2011 the President of Republic of Azerbaijan
tasked SAARES to prepare a strategy on the gengratiospects for clean
energy development in the country covering 2012020the Strategy’). The

Strategy should have been prepared within 6 mdmblagever it has not been
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published to date. The order of the Presidenttalsked SAARES inter alia to
cover in the Strategy the following:

> creation of the legislative basis for the cleanrgpéndustry;
> stimulating measures in the field of the clean gyeand
> providing the use of the clean energy in all fiebdishe economy.

It is to be hoped that this Strategy will considlee role of PPPs in clean
energy development and that the proposed legakeguatory changes will
also take into account this important model ofasfructure delivery.

In addition, it is to be hoped that the EU ERSHqmled by the International
Ecoenergy Academy otimprovement of Azerbaijan’s legislation relating t
Renewable Energy Sources and Energy Efficiency igdbringing in
conformity to the EU legislationalso considered in some detail a number of
issues we mentioned in this report. According t riedia, as part of the EU
ERSP project draft laws and standards regulatingeldpment of non-
traditional renewable energy sources and energyngawere developed.
Among them there are draft law®n Energy Saving and Increasing Energy
Efficiency” and “On utilization of Renewable Energy Sourcesihd 21
secondary legislation documents needed to ensearenghiementation of these
laws. We did not manage to obtain access to thesfe ldws nor have they
been implemented as of yet but their implementatonld be key for a
successful clean infrastructure development ircthentry.

(&) The Solid Waste Management Improvement Project

Azerbaijan already achieved great progress in thstevto energy sector and
this sector can be used as an example of the essdimnd potential in the
country for other sustainable development projects.




Source: http://www.durangobrowne.ie/en/projectsibalaste-to-energy-
azerbaijan.htm

The construction of Waste-to-Energy Plant was detidithin the framework
of “The Comprehensive Action Plan about the improgat of ecological
situation in the Republic of Azerbaijan for 20061R0years” approved by the
Decree of the President of the Republic of Azedwaglated 28.08.2006. The
open tender was held for selecting the Contracton@any by the Ministry of
Economic Development and the agreement on desigbinggling, operating
and provision of technical services for “Waste-teEy Plant in the city of
Baku” was signed with the winner company French ri€ouctions
Industrielles de la Mediterranee S.A.” (“CNIM” S)Aon 15th December
2008. The contract is type of “turn-key” and itdsing carried out with the
principle of “Design Build Operate”. So the desigmi building and operating
are entirely being held by “CNIM” S.A. We have r@en able to obtain clear
information on the financing structure for this jet and it is anticipated that
the financing was procured by the government.

The waste to energy plant will have an annual dapad 500,000 tons of
waste per year which makes it one of the large&urope and the first of its
kind in the CIS. There are two treatment lineshat plant that are capable of
treating 33 tons/hour of waste each. The plantgtlesilows adding a third
treatment line which would increase the annual tptapacity up to 750,000
tons each year, if necessary. The plant will coreswbout 15% of the
electricity produced. The remaining 85 %, or apprately 231,500
MWh/year, will be sent to the electrical grid anidtdbuted to consumers.
Furthermore, anything produced at the plant willohg to the Azerbaijani
State which is going to benefit from energy sald total cost of the design-
build works of the plant is 346 million EUR®.

(b) Benefits:

(1) Replacement of fossil fuels results in fuel savingsis
subsequently leads to the reduction of greenhouas ¢
emissions as CO2 is not emitted by replaced fossi$; half of
the energy of municipal waste is recognized asdhfiom a
biogenic origin and therefore neutral in terms oOZ
emissions.

Waste incineration also leads to a significant ofidn of
dependence on landfills. As a result, toxic sultstanare
eliminated from the eco-cycle and pathogen agents a
destroyed.

Replacing landfills by incineration is also benkifidn respect
of climate change since greenhouse effects ardfisamtly
reduced by offsetting methane emissions from |&sdfi

2L American Chamber of Commerce, 2010: Impact Azgabaithe Year of Ecology. For more
information see: http://www.amchamaz.org/domainsteamm/assets/file/newsletter/impact10.pdf
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Incineration reduces domestic waste volumes by 900%.
bottom ash is utilized for road construction, teduction effect
increases up to 99%. In respect of weight, thecefté the

incineration process is reduced by 4 times.

As concluded by the American Chamber of Commercézerbaijan: “In
general, Waste-to-Energy plants contribute to tlwwnemy of natural
resources, development of alternative energy seusoe climate and health
protection.??

Additional Pilot Projects
(@) Biomass:

With 55% of Azeri territory suitable for agricultalrproduction there is real
potential for harnessing residues for biomass catidru or gasification. In

this regard, the Asian Development Bank is curyehilping to promote
renewable energy development in Azerbaijan throdgheloping two pilot

renewable energy projects (biomass cogeneratioth i total installed

capacity of 16 megawatt (MW) for efficient elecitycand heating supply in
Oghuz and Agjabedi regions. The project impact wvoié efficient and

sustainable renewable energy development in AzearbaiThe expected
project outcome will be increased renewable enshgyre in power generation
by demonstrating the viability of biomass cogerieratplants and heating
supply systems in Oghuz and Agjabedi regions. Thgept outputs will

consist: (i) construction of two biomass cogeneratplants in Oghuz and
Agjabedi regions; (ii) construction of heating slyppystems in Oghuz and
Agjabedi regions; and (iii) project management augbervision, including

consultancy services for project supervision, sadeds compliance, reporting,
and capacity building for the executing agefity.

(b) Wind Pilot Projects:

According to the Energy Charter Secretariat, wiosv@r has great prospects
in some regions of Azerbaijan and calculations fgouernmental institutions
suggest that the Republic of Azerbaijan has the@mically feasible potential
of about 800 MW of wind power with the windiest aseof Azerbaijan being
the Absheron peninsula where the average annual sgieed is 5-8m/3.

As noted in the table above SAARES is currentlyartaking or intending to
undertake a number of wind projects and two privat@panies have already
undertaken pilot projects including:

22 American Chamber of Commerce, 2010: Impact Azgabaithe Year of Ecology. For more
information see: http://www.amchamaz.org/domainsteamm/assets/file/newsletter/impact10.pdf

23 http://export.gov/adb/build/groups/public/@eg_afitntiments/webcontent/eg_adb_067642.pdf

4 Energy Charter Secretariat 2013. In depth revieh® energy efficiency policy of Azerbaijan. For
more information see:
http://lwww.encharter.org/fileadmin/user_upload/Reations/Azerbaijan_EE_2013_ENG.pdf
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2x850 kW Vestas v52/850 turbines installed in 2@b@ owned by Caspian
Technologies + 500 kW Training Center;

Alten Group Project — 4x2 MW Gamesa turbines itestiain 2011 and owned
by Alten Group Hotel Coordina.

The development of wind energy should be stronglyoeraged in a country
with so much wind power potential. Most importamiynd energy can also
help in the transmission and distribution of eledy within the country.

Currently 80% of Azerbaijan’s power generation écdted in the west.
However 70% of power consumption is located in ¢ast, north-east and
south-east. Therefore fuel is transported hundretiskilometres from

Absheron peninsula to thermal power plants, AzgmbaiHPP and Ali

Bayramli HPP. Generated electricity is then traitteth back to Absheron
peninsula and from there distributed to northerd aauthern regions. This
can lead to transmission losses and inefficienoiedistribution and wind

energy could be used instead to distribute eléstridirectly from the

Absheron peninsula to the northern and southeriomeg According to the
United Nations Environmental Statistics on Azerdai{2009): around 60% of
electricity is consumed in the Absheron peninsukaning that electricity
generation and consumption could be delivered Ipdal particular via the

implementation of wind energy projects in that oggi

(c) Solar Pilot Projects:

According to the Energy Charter Secretariat thenafic conditions of
Azerbaijan provide numerous opportunities for iasiag the production of
electricity and heat using solar energy. For examifiie amount of sunlight
energy available per year is estimated to be 130®/k12 in Azerbaijarf®
Solar energy plants may be particularly benefigialplaces remote from
electric transmission lines. It is economically fiieéent to connect remote
areas with the electricity grid and gas pipelined/ar the cost of maintenance
of such grid can be extensive. Solar energy coeltbime a source of power
generation, which could be used for household amitw@dtural needs, as well
as pumping of underground drinking water. The goregnt and/or SAARES
should consider promoting alternative sources argy) in particular solar
energy to ensure sustainable development of remwtd communities, as
well as full-scale large solar and wind power pctge which could be cost
effective when export prices for natural gas akemanto account.

PPPs for Renewable Energy Pilot Projects

Most of the renewable energy pilot projects cutyebting contemplated in
Azerbaijan are not structured as potential PPPept®j In addition, the state
program on clean energy is from 2004 and does woota;n measures
encouraging PPPs in this field making it diffictdtachieve the required scale
of development. Recent tax incentives (7 yearseteemptions for industrial

5 Energy Charter Secretariat 2013. In depth revieh® energy efficiency policy of Azerbaijan. For
more information see:
http://lwww.encharter.org/fileadmin/user_upload/Reations/Azerbaijan_EE_2013_ENG.pdf
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parks) (Law on making amendments and additionshéo Ttax Code from
21.12.2012 effective from 1.1.2013) do provide aoceiragement but they are
not tailored towards the encouragement of PPHssIfield.

With its order from 29/11/2011 the President of Bepublic of Azerbaijan
tasked SAARES to prepare a strategy on the gengratiospects for clean
energy development in the country covering 2012020the Strategy’). The
Strategy should have been prepared within 6 mdmbdlgever it has not been
published to date. The order of the Presidenttalsked SAARES inter alia to
cover in the Strategy the following:

> creation of the legislative basis for the cleanrgpéndustry;
> stimulating measures in the field of the clean gymeand
> providing the use of the clean energy in all fisdfishe economy.

It is to be hoped that this Strategy will considiee role of PPPs in clean
energy development and that the proposed legakemaatory changes will
also take into account this important model ofaefructure delivery.

In addition, it is to be hoped that the EU ERSHeauoled by the International
Ecoenergy Academy otimprovement of Azerbaijan’s legislation relating t
Renewable Energy Sources and Energy Efficiency igdbringing in
conformity to the EU legislationalso considered in some detail a number of
issues we mentioned in this report. According ® itiedia, as part of the EU
ERSP project draft laws and standards regulatingeldpment of non-
traditional renewable energy sources and energyngawere developed.
Among them there are draft law®n Energy Saving and Increasing Energy
Efficiency” and “On utilization of Renewable Energy Sourcesind 21
secondary legislation documents needed to ensarengplementation of these
laws. We did not manage to obtain access to these ldws nor have they
been implemented as of yet but their implementatonld be key for a
successful clean infrastructure development ircthentry.

Delivery of Projects and Pathfinders

In line with the theme of “success breeds succeegs”believe that the

government needs to be the main driving force fer implementation of a
PPP programme, at least for the early stages ofptbhgramme. We also
believe that the government should focus on a fegh profile projects early

in the programme. At the outset of the programrhe, private sector is

probably going to be unwilling to spend its res@sr@n a project that is
sponsored by a local or municipal entity. This ecduse there will be a
perception that entities outside of central govesnnhto not have the capacity
to deliver PPP projects. There will also be conserinout the legal powers of
such entities to enter into PPP transactions, tbesditworthiness and the
interface with central government in the process.

We therefore strongly suggest that the early impletation of the programme
be taken forward by central government. In addjtiore suggest that a

27




“pathfinder” scheme be identified and used as aatestnation case to prove
the structures for the delivery of PPP projeEiscussing on a single project
and delivering it on a basis that permits financimg local and international

financiers on a limited recourse basis will showeabe country’s PPP

processes and capabilities to international devetspand lenders alike.

Barriers and Challenges to Clean Infrastructuredimament in Azerbaijan

> The lack of a clear legal and regulatory framewfmk clean
energy development and the low tariffs currentlgikble for
such projects;

The lack of a comprehensive tariff methodology eetiing a
clearly stated strategy on the nature of energglymtion;

The lack of a legal basis for connection ruleste grid of
clean energy projects;

Like other former soviet countries, Azerbaijan hserious
institutional, legislative, financial, economic, iestific-
technical, informational, and market barriers teatl energy
development;

The lack of local and foreign investment: the locaimpanies
interested in clean energy have limited financegsources and
insufficient access to funds intended for suchrietdgies;

The lack of long-term credits: commercial banksiéssredits
unwillingly, because repayment of long-term credits risk
aspects. In addition, financial entities have notough
experience for analysing financial aspects of itmesits in this
field; and

The lack of governmental financing mechanisms tist
necessary taking into account technical complexiigh risk
level and long-term realization of projects aimeid céean
energy development. The situation is also commitatue to
the fact that generation of energy from traditiciosisil fuels is
considerably subsidized.

3.10. Recommendations for Clean Infrastructure DevelogrmeAzerbaijan:

Green investment will require the development ofcand framework of
fiscal, financial and legislative instruments. Thigarticularly the case in the
energy market, which requires significant governmeunpport for clean
energy to establish an initial market share, tongaicess to the national
electricity grid and other energy infrastructuned do attract investment.

These framework policies include:
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Key investment principles: These should be appl@entry,
establishment, mergers and acquisitions, and imest
incentives in the clean energy sector. Domestiestment
policy also needs to be attractive to foreign ineess given that
developing countries depend to a large extent amigo
investment;

The field of clean energy has to be opened as &eandor

participation of the private sector. By doing se tiovernment
needs to take into account that this field needh livestments
and the country itself has limited number of comearable to
realize such investments. Moreover, the governnselacking

the needed technologies and experience of improgiregn

energy and needs know-how of foreign private actomd

The market should be opened for private sector rgéina of
energy and their connection to the distribution ladsmission
links.

The government might want to consider:

1. Preparing for the integration of clean energurees into the existing
energy system which requires adapting the exissipggtem and creating a
supporting framework to minimize voltage fluctuaisowhile accommodating
intermittent clean energy production. A policy tlhabks to reduce barriers to
clean energy grid connection should address thewolg:

>

>

>

>

System reliability;

Uniform technical standards for interconnectingtriisited
generation to the grid;

Testing and certification procedures for equipmehat
interconnects with the grid;

Rules eliminating or reducing barriers for entitiesnstall and
interconnect systems;

Monitoring equipment for utilities to assess théugaor impact
of power anywhere on the grid at any given moment;

Regulatory tariffs;

Utility support schemes that eliminate the incemtio allow
distributed generation;

Interconnection rules;

A priority for certain types of technologies.

2. Dedicating part of the oil and gas revenues l@arc infrastructure
development and a clean infrastructure fund coeldreated;
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3: Strengthening the role of SAARES to it to haveading role in developing
clean energy projects in Azerbaijan;

4: Adopting the Strategy and clearly state its supfmrPPPs in this field in
order to achieve the required scale of development;

5: Changing the energy tariffs and tariffs methodglegth different tariffs
for clean energy generation;

6: Improving the legislation to include in a moreustured and clear way a
legal framework for PPPs. Currently there is nahslegal framework. Unless
there is a clear legal and regulatory frameworkh(wiecessary guarantees) the
foreign and local private actors will be reluctanengaging in this sector;

7: Having a new green energy policy. Current polices based on the state
program from 2004;

8: Incentivising Azerenergy towards developing clesergy in the country
since the company has the monopoly over the erggggration in Azerbaijan
and might be more interested in keeping the stgtiesand continue being in
the central position of the energy industry;




Wind Energy Case Study Mongolia

Mongolia’s first wind farm was recently constructed - the 50 MW Salkhit wind farm. As of 20 June, 2013, Salkhit
is connected to the grid and has started producing electricity

Mongolia has adopted a progressive Renewable Energy Law which will give producers preferential rights to sell
their output. However, while the National Renewable Energy programme mandates a quarter of energy coming
from renewable sources by 2020, the Salkhit wind farm is the first significant renewable energy generator in the
country, producing about 5 per cent of its electricity needs.

Salkhit wind farm was built with debt and equity financing of US $47.5 million from the EBRD and the same
amount from FMO, the Dutch development bank. The funds were provided to Clean Energy LLC, a company now
51 per cent owned by Newcom, 14 per cent owned by each the EBRD and FMO, and 21 per cent by General
Electric. Newcom is a Mongolian technology holding company, which founded the first mobile operator in the
country and owns the largest domestic airline.

According to the EBRD: “Salkhit wind farm has awakened interest in wind power in Mongolia from other
investors, both local and international. We are now assessing several follow-on wind farm projects. The
demonstration effect from the Salkhit, both in terms of project implementation and financing, has been
significant.”

The 50 MW Salkhit wind farm was built about 70 km away from the capital Ulaanbaatar, one of the most
polluted cities on Earth. The wind farm is expected to reduce CO2 emissions in the country by approximately
164,000 tonnes annually, enabling the company to sell carbon credits.

Shams 1 UAE Solar Case Study

Three companies, France’s Total S.A., Spain’s Abengoa S.A., and Abu Dhabi-based Masdar gained a US$600 ban

loan to build the plant, named Shams 1, which will have a 100-megawatt capacity and would qualify for carbon
credits under the United Nation’s Clean Development Mechanism (CDM).

The Shams 1 solar plant is the GCC’s biggest renewable energy project to date. Shams 1 has attracted a 22-year,
US$600 million bank loan from eight foreign and two local banks led by French bank BNP Paribas. The Shams
consortium also received a US$153 million equity subscription from its sponsors: UAE-based Masdar holding a
60% stake, alongside France’s Total and Spain’s Abengoa each holding 20%.

Two different processes generate solar power: solar photovoltaic (PV) cells that absorb light and concentrating
solar thermal (CST) technologies that harness heat. The Shams 1 project uses parabolic trough technology,
which is a form of CST technology to generate electricity.

Under the model, we understand the project company will sell power to state utility Abu Dhabi Water and
Electricity Co. (ADWEC) under a power purchase agreement. An important feature of the Shams 1 solar project
is the introduction of a “green payment” under which the Abu Dhabi Ministry of Finance will compensate
ADWEC for the difference between average domestic power generation cost and the generation cost for Shams 1.
The green payment provides a critical political support in the form of this payment, which enhances the long-
term viability of renewable transactions in UAE.
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4. THE LEGAL AND REGULATORY FRAMEWORK FOR PPPS IN
TURKEMNISTAN - CURRENT POSITION AND PROPOSED
RECOMMENDATIONS

4.1. Review of the Current Legal and Regulatory FraméviorAzerbaijan
1 General Legislative and Institutional Framework

Issue: Does the constitutional, legislative anditugonal framework for the
implementation of privately-financed clean infrasture projects ensure
transparency, fairness, and the long-term sustgitiyadif projects?

A general policy, legal and institutional framewofkr public-private
partnerships was not identified in AzerbaifrHowever, there are different
structures that the government is using to shapeatpr participation in
different projects initiated by the government litse® boost the non-oil
economy, but also in the conventional energy seétdicle 40 of the Law on
Protection of Foreign Investments of the RepubfiArerbaijan recognizes
the possibility of concluding concession agreeméontghe search, exploration
and development of the raw materials and otherabltesources. This article
was widely implemented for the oil contracts theidoy entered into with
western energy companies and so far is primarigdusithin the oil and gas
industry. However, the articles of the Civil Coddlee Republic of Azerbaijan
on “concession agreements” (Articles 800-808) canapplied to the clean
energy infrastructure projects.

According to the EBRD *“while the laws of Azerbaijagjovern either
privatisation as the outright sale of assets tovaté sector or public
procurement, they are largely silent on public weodnd services concessions
as a way of structuring public-private partnersigations that lie in between
these two extreme ends of possible relations dfgpabd private sectors®”

Issue: Are there undesirable restrictions withiattframework on private-
sector participation in clean infrastructure depetent and operation?

Any kind of participation is at complete discretiof the government. To
regulate the clean energy sector, the governmesdten an independent
Agency on Alternative and Renewable Energggéncy’) in 2013. Private
participation in clean infrastructure is subjectibensing by the Agency. The
licensing procedures are regulated under Rulestadopy the Cabinet of
Ministers. License is issued for development, aoigsion and operation of the
clean infrastructure.

% see with regard also EBRD Assessment on Comnhémies of Azerbaijan, 2011

27 EBRD Assessment on Commercial Laws of Azerbagar.1

33




Issue: If so, how can they best be eliminated?
N/A- See the recommendation in Issue 2.
Scope of Authority to award projects

Issue: Does the law clearly identify the publichauities of the host country
(including, as appropriate, national, provincialdoncal authorities) that are
empowered to award privately-financed clean infrastire projects (“PPPs”)
and contracts for their implementation.

Private-actors are able to identify authoritiespoesible for award of clean
infrastructure projects. Licenses for developmenfistruction and operation
of the clean infrastructure are issued by the Agerihhe Agency is also
entitled to control that the conditions of the fise are obeyed.

However, the Agency is not the only authoktntrolling the implementation
of the infrastructure project and different puldiathorities may claim a right
of control over the project with their methods obéntrol being often
considered as controversial.

Issue: Is there a clear allocation of such powsrseaween national and local
authorities?

All local authorities in Azerbaijan are considesinational. If the intention is
to understand whether there is a clear allocatiggowers between central and
local authorities, no clarity in allocation of supbwers was identified. The
powers of the relevant state authorities are cteatllocated, whereas the
identification of who is responsible for what migieiquire involvement of a

specialist with detailed knowledge of the localdeand policy structures.

Issue: Is it clear that these powers extend bothith® construction and
operation of new facilities and the maintenancegennisation, expansion and
operation of existing facilities?

Legislative acts empowering relevant authoritieslitense activities also
extend to construction and operation. It does tedrty cover maintenance,
modernization and expansion.

Issue: Does the law identify with sufficient clgrthe sectors or types of clean
infrastructure in respect of which PPPs may betgdsh

Rules on Licensing list the following types of ateanergy:
(@) Water energy;
(b)  Wind energy;

(c) Solar energy;

(d) Bio-energy;




(e)  Geothermal energy;
) Micro water electricity stations (50>10000 kv); and
(9)  Wind electricity stations.

The Law on Protection of Foreign investors seenlsiid the sectors eligible
for concession to natural resources. But therepisestriction in the law for
concession in other areas. The eligibility of thevate legal and physical
persons to apply for a licence to develop, constiad operate a clean energy
infrastructure, as provided above, is an examptenfm-existence of such
restriction.

Issue: Does the law address questions of geogapéxtent and exclusivity
relating to the jurisdiction of the relevant auities with sufficient clarity,
and the resolution of overlapping jurisdictions?

Powers of all central authorities (including theefagy (licensing the clean
infrastructure projects) and the Cabinet of Ministéentering into contracts
under Art 40 of the Law on Protection of the Forelgvestors)) apply in the
whole territory of the country. There are no ovepiag jurisdictions.

Administrative Co-ordination

Issue: Have adequate institutional mechanisms bs&blished to co-ordinate
the activities of the public authorities responsildbr issuing approvals,
permits, licences and consents needed for the mepi&ation of the clean
energy project?

Although there is a single body issuing licencesdeel for the implementation
of clean energy projects, according to the curfegislation of Azerbaijan
there are no clear institutional mechanisms to dioate the activities of the
public authorities for issuing approvals, permitensents, etc. needed for
complete implementation of such projects.

Regulatory Authority

Issue: Is there a clear separation of authorityveen the regulator and the
entity providing the services?

No clear separation of authority between the regulkand the entity providing
the services in clean infrastructure was specifiethe laws. But the contract
with the relevant authority usually has the clausesscope of the entity
providing services. Under the existing laws the Age is acting as an
oversight body of the state.

Issue: Are the rules governing regulatory proceslipigblicly available?

Generally rules governing regulatory proceduresjutting with regard to
clean infrastructure, are publicly available at tbgistry of the laws operated
by the Ministry of Justice. However, the existenfehe rules does not imply
that the procedures applied are understandabliear. c
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Issue: Is there an obligation to provide reasomgdgulatory decisions, with
sufficient access for interested parties?

According to the existing legislation decisionshwiegard to requests of the
interested parties shall be justified and reasomst tme given.

Issue: Are there transparent procedures wherehylategy decisions can be
appealed to — and reviewed by — an independeninapalrtial body, and clear
criteria applicable thereto?

Under the current legislation all decisions of wernment bodies can be
contested in court proceedings. Courts are coreiidgccording to the existing
laws (e.g. Constitution of the Republic of Azerhalj, as impartial branch of
the state. In the contractual relations with fongpgrticipation parties usually
choose to resolve disputes through arbitration ifjumsdiction outside
Azerbaijan.

Risk Allocation

Issue: Are there any unnecessary statutory or atgyl limitations on the
ability of the contracting authority and the corsiesaire to agree on an
allocation of risks in the project agreement tsdiest suited to the project?

According to the Civil Code civil or legal persom® free to conclude contract
and agree on the content of such contracts. Untathar norm of the Civil
Code in contractual relations the state is repteseiby its organs which
usually are entrusted to agree on an allocationsks in project agreements,
including allocation of risks that is best suitedhe particular project.

Notably, scope of activities of every single statgan is defined in its
regulations usually approved by the President ef ¢buntry. For project
agreements the negotiating state authority is lsuakeiving instruction
(verbal and/or written) on possible allocationisks. Under existing norms of
the national and international law if any stateaor@cts in violation of its
powers the respective agreements might be consliderd.

Under public procurement procedures as describeldwbeahere is a
predetermined model contract to be signed betweemtocuring agency and
contractor, which leaves little room for flexibylit

Government Support

Issue: What feed in tariffs (if any) are availafdethe project?

There are no feed in tariffs or other incentivesdiean energy development
projects.

Issue: Is there any direct promotion through gomwemtal support
programmes for the project?

No such support program for clean energy projeatsdeen identified in the
existing normative and government acts.
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Issue: Are there any other subsidies, quotas agipécor soft loans available
by the government for the project?

No such subsidies, applicable quotas or availadfte@ans could be identified
for clean infrastructure development (unless sudtastructure is located in
the territory of techno-parks (see the answerdoes5.4 below)).However, the
government can enact normative acts (Cabinet ofidiirs’ resolutions)
exempting certain equipment from the customs duties/AT charges in
projects of state importance.

Issue: Are there any fiscal incentives and/or gramid rebates for the project?

Generally, on anad hoc basis the government might apply such fiscal
incentives or rebates; with amendments to the TaxleCeffective from
1/01/2013 activities in techno-parks for example exempt from taxes for 7
initial years. There is no practice of providinguts for any kind of projects.

Issue: Were any clean energy targets adopted byovernment?

With its order from 29/11/20011 the President & Bepublic of Azerbaijan
tasked the Agency to prepare a strategy on prospéthe use of clean energy
in the country covering. The strategy should haeerbprepared within 6
months but it has not been published or implemeaseaf yet.

The order of the President tasked the Agantsr aliato cover:

(&) creation of the legislative basis for the cleanrgpéndustry;

(b)  stimulating measures in the field of the clean gyer

(c) providing the use of the clean energy in all fisdishe economy.

Issue: Does the law make it clear which public aerdties may provide
financial or economic support to the implementatainthe project (where
needed) and what types of support are they audtbtes provide?

All financial or economic support shall be approwsther by Parliament or
the Cabinet of Ministers. In certain cases suclpsrpcan be sanctioned with
a Presidential decree.

Selection of the IPP (independent power project) deloper

Issue: General: Are the law’s selection procedsuciently transparent and
efficient, and well-adapted to the particular neetlprivately-financed clean
infrastructure projects?

The laws on selection procedures of Azerbaijangareeral and applicable to
all participants of the local market and foreignrtiggpants (entering the
market) including IPP developers. There is no pdace specifically designed
for clean energy infrastructure or IPP developers.




The laws on the selection procedures (Public Peosnant Law) provides a

division between the stages of the selection, whdoes not imply that

selection process is sufficiently clear, efficiamd well-adopted to the needs
of privately-financed projects, including cleanragtructure projects.

Public Procurement Law provides for a detailed dpSon of public
procurement tender procedures under the Chapte¥8lllUnder the Article
22 the Public Procurement Law recognizes threeestagf the public
procurement:

forming a tender commission;

preparing the major conditions of the tender (to dmproved by tender
commission);

publishing a tender call (a call shall be approbgdhe tender commission),
alternatively, tender commission can send individuavitations for
participation in tender.

Issue: Are there clear and well-structured procesluelating to:
(@) pre-selection

Public Procurement Law does not provide for a d$megrocedure
enabling a pre-selection for procurement of goodsta: However,
pre-selection is practiced by government institwgioespecially in
cases when tender commissions are sending individw#ations.
There are no pre-established criteria for suchctiele while sending
individual invitations.

Also, for procurement of the services governmerstitutions may
attract direct offers from service providers if:

(i) such services are provided only by a few numbeprofate
actors (with the condition that all private actoewre
requested/invited to submit a direct offer);

(ii) costs and time for considering large number ofreffeds are
disproportionate to the price of the services (vaticondition
that at least three companies are allowed to tietg.

The general criteria for the companies to offer tire bidding
procedures are the relevance of the activity to sbhbject of the
bid/tender.

single and two-stage procedures (as appropriate) réguesting
proposals from pre-selected bidders?

Under Article 46 of the Public Procurement Law theder procedure
can be two-staged. At first stage all providers mquested
works/goods are informed about the tender documertept the
approximate price of the intended work/good. At seeond stage the
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participants are also informed with the final tenddocuments
including the price.

the content of final proposals?

Content of the final proposal shall correspondhe tontent of the
request for service offers defined under Art 42t Law on Public
Procurement.

requests for clarification and modification?

Private actors can request clarification from tleder commission 7
bank days in advance of the deadline for bids (20tl, Public
Procurement Law)

Assignors can make modifications or amendments h® main
conditions of the tender upon request of the peiadtors (Art 30.2,
Public Procurement Law).

appropriate evaluation criteria?

Law on Public Procurement provides a list of criterentitling the
government institution to reject the bid (Art 36.5)

Law also provides a list of the tender proposal®doconsidered as
winning (Art 36. 7, 44.4)

Law also stipulates that procuring agency shallngethe evaluation
criteria and list items that such criteria can gpl(Art 43, LLP)

accepting and evaluating proposals?

Law provides for procedures with regard to acceptand evaluating
the proposals in Chapter V and VI.

final negotiation and project award?

Negotiations between the procurement agency ardkbi@garding the
tender proposal during the tender procedures akilpted (Art 39,
LPP).

Project is considered as awarded when the consaigned and the
contract guarantee is provided (Art 40, LPP)

award of the project without using competitive mdores (and the
circumstances in which this can be done)?

Projects can be awarded without a competitive phoee from one
source (Art 21, LPP) if:

0] procured goods (works and/or services) are onlylaa from
one company and there are no alternatives to it;
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goods (works and/or services) are urgently demanaied
conducting a tender or use of any other procuremmathod is
inexpedient; except the cases when the urgendwiailure of
the procuring agency and urgency was foreseeable;

goods (works and/or services) are urgently demamgeduse
of emergency situations and use of other procurémethods
will lead to delays;

procurement agency for standardization or compayibi
purposes decides to procure the goods (works aseéfeices)
again after previous procurement of such goodsKsvand/or
services).

the treatment of unsolicited proposals?
LPP does not regulate the treatment of unsoligtegosals.
confidentiality of submissions and negotiation?

LPP provides for confidentiality during the subnuss and
negotiations.

publication of final award?

According to the law the information on the agreetesulted from
the public procurement tender shall be publishetthivi5 bank days
(Art 5.3, LPP)

maintenance of records of selection and award praings and scope
of public access thereto?

The contracting authority shall prepare a report mmocurement
procedures containing the information on tendecgdores and their
outcome. Upon request of interested such repoeh s provided to
requesting person/body. (Art 10, LPP)

the right to appeal against or seek review of th@racting authority’s
acts?

LPP provides under Chapter VIII for the review dfetacts by
contracting authority itself as well as by a highdministrative organ
and judicial review.

Project Agreement

Issue: Does the law allow sufficient scope andilfliéiky for the parties to
agree on the contents of the project agreemenestssiited to the needs of
the project?




The model agreement in form established by the r@atuf Ministers shall be
used as a template for project agreements (Art140LPP). The model
agreement is mandatory.

However, in certain cases, the government alsopgsa@odels agreements
prepared by internationally recognized institutio@@sg. FIDIC Contracts).
Parties are usually able to agree on the contesitduited to the needs of the
project, including sufficient scope and flexibiliigr parties.

In certain cases, the government might be veryctaiu to negotiate and
change the principle terms of the model agreemeniigied by the Cabinet of
Ministers.

Issue: Does it contain any unnecessary constrainitss context?

The mandatory nature of the pre-established madéiself an unnecessary
constraint.

Project site, assets and easements

Issue: Is the law sufficiently flexible in terms thfe controls it permits to be
vested in the developer over the use and ownershilpe site and the assets
comprised in the project? (For example, can ctistinctions be made (if

necessary) between public assets and private py@pétan the developer be
obliged to transfer some assets and retain otléhne @&nd of the project?

The civil legislation of Azerbaijan enables delegatof control competences
to the service providers.

In case the activities require receipt of a lice(esg. activities in the field of
clean energy, including IPP development) from tteges the state agency
issuing a licence is entitled to control the staitehe implementation of the
project, including operations.

The possibility of transferring some assets angkeeother depends on the
goals set by government for implementation of th®jget or mutual
agreement with the private participant.

Issue: Does the law make it possible for the deuezioto obtain/enjoy
ancillary property rights (easements etc.) relabetthe project as necessary for
the performance of its obligations — e.g. to enf@n/transit through property
of third parties?

Civil legislation of Azerbaijan recognizes the dlacly property rights under
its relevant Chapters.

The developer can obtain such rights, in certagesaubject to compensation
to be paid to the owner of the neighbouring teryito

Issue: How satisfactorily will any compulsory puaske powers work?

(@) are they available to the conceding (or other) @t
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Conceding authority or other state authorities edier the decision of
the Cabinet of Ministers, purchase plots for tlaespurposes. In cases
of a movable property the decision to purchase lbantaken by
conceding authority, whereas in most of the cagel purchases shall
be sanctioned also by the Cabinet of Ministers.

Foreign investors are not entitled to purchasenamavable property
in the territory of Azerbaijan, but lease such .

are the relevant powers sufficiently clear ancaidé?

All such purchases shall be sanctioned by the @abinMinisters.
will they operate efficiently enough?

If the political will exists they will operate wita high efficiency.
will the project be adequately insulated from tipatty claims?

The projects can be insulated from third party nokiif respective
articles on indemnity are included into the contkestween the parties.
Laws do not contain specific indemnity clauses.

can acquisition costs be allocated appropriatatgliding recovery
from the concessionaire where necessary)?

If acquisition costs for the project are meantythee usually included
into the price of the contract. If the costs fogaisition of the property
are meant it can be included into the contractepoicdepending on the
agreement with the contracting authority be receder

Tariffs

Issue: Does the law enable/allow the contractinghaity (or other
government body) to pay the developer for its ®viwhere appropriate?

Where appropriate and if agreed in advance theractitig authority can pay
the developer for its services. Laws have no @gin for payment of
services, unless the services are provided upoor @wareness of the
contracting authority.

Issue: Where needed, does the law contain adeqeguéatory controls over
the developer’s charges and tariffs?

In Azerbaijan certain tariffs and charges are reta by state, including price
for fuel, electricity gas, etc. There is a Statgiff&Commission under the
Ministry of Economic Development defining tariffa icertain fields of the
country’s life.

Finance and Security
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Issue: Does the law allow the developer to raisg# structure the finance it
needs for the project (with sufficient flexibilitpy terms of sources, mixture,
use and application etc.)?

Once the developer receives necessary licenseef@l@pment of the project
from the relevant government Agency, there is augbry restrictions on the
developer’s ability to raise and structure theriice.needed for the project.

However, the government might have political anddoonomic reasons for
not allowing financing from certain sources.

Issue: Does the law enable the developer to grdexueate security over the
project assets for the purposes of raising su@na, including:

The laws do not specify any kind of possibility far developer to grant
security over the project assets for the purposesising finance, if such
property belongs to the state. Any security gramkedugh a public property
must be sanctioned by the Cabinet of Ministers.

Private property can be used as security for fimapcif the owner of the
property provided his consent in accordance wighléigislation.

(€)) mortgage/charge over its property (immoveable aodaable);

Mortgage/charge is possible as described abovengwAr to Issue N
11.2.

pledges of shares in the project company;
No restrictions could be identified in the legigiat
a charge over proceeds and receivables from theesesion;

In practices in private transactions, whereas mgelaprojects (with
public participation) the practice is unknown. Nsstrictions to use of
this vehicle could be identified.

an assignment of the concessionaire’s contraditatisrand claims;
No restriction to the use of this vehicle coulddentified in the laws.
any other suitable security?

Under the existing legislatiomtellectual property rights can also be
used as a security.

Issue: Are there restrictions in the law relatioghe grant of security over any
public assets comprised in the project? Are thpsgudicial to the
developer’s ability to finance the project?

In Azerbaijan the government is extremely reluctemtallow security over
public assets.




There is no specific restriction in the legislatimwards this end. But as an
owner of the public assets only the state (throGghinet of Ministers) can
sanction the use of public assets as a security.

Issue: Does the law allow for the creation of appede “step-in rights” in
favour of lenders where required?

The laws contain no provisions on “step-in-righis”favour of lenders, but
also do not restrict or prohibit such measures.

Issue: Does the law make it possible for a conitrglinterest in the project
company to be transferred to a third party whepr@miate?

In Azerbaijan the rules on transfer of controlliigerests in companies
depend on the legal form of the company (Itd., oent stock company,
closed joint stock company, etc.). Depending onoanf restrictions over
transfer of the controlling interests are applied.

Construction Works

Issue: Does the law contain any unnecessary reéasirscrelating to the parties’
ability to agree on suitable provisions for theigesand construction of the
project works (including (a) the drawing up, revieand approval of
construction plans and specifications; (b) the @rapon of the design; (c) the
contracting authority’s right to monitor constrwetj (d) the contracting
authority’s power to order variations where appiatgr, (e) procedures for

testing, inspection, approval and acceptance offabiity; (f) latent defects
and liability)?

In Azerbaijan construction phase of any projectuneq interaction with
several state agencies, including contracting aityhoEvery construction,
except construction of private houses, must bendied by the state (including
drawings and design) and shall undergo state amoept(called in legislation
“operation permits”). Both contracting authoritycaather state agencies will
require tests and launch inspections.

Contracting party has the preferential right to itwnthe construction and/or
assign its representative to undertake such mamtomcluding its right to
order changes where appropriate.

Operation of the Facility

Issue: Does the law contain any (unnecessary)aasirs relating to operation
of the completed facility and the parties’ abilibtyagree on suitable provisions
relating thereto (including, for example:

(@)  continuity of service provision;

(b) non-discriminatory access and availability;

(c) provision of information and progress reports;
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the contracting authority’s right to monitor perfance;

(e) the contracting authority’s right to exercise agpiate emergency
step-in and operation powers;

() the making (and publication) of rules governing asd operation?)

The existing legislation of Azerbaijan enable thentcacting authority and
other state agencies to apply reasonable contrei tw operation of the
facility, including, but not limited to the listatems.

Ancillary Contractual Arrangements

Issue: Does the law contain any (unnecessary)agsirs on the developer’s
freedom to agree the terms of the various projedtather contracts with third
parties necessary to give effect to the project g.(e.
construction/O&M/shareholders agreements)? Formpka are there
(unnecessary) requirements to obtain governmeniosals, apply local law,
restrictions on “delegation” etc.?

According to the existing legislation of Azerbaijassignment of rights and
obligations to third parties shall be agreed inaambe with the contracting
authority.

Depending on the character of the contractual ioglatin certain cases
complete assignment of the rights and obligatianghird parties are not

allowed. Such assignment is subject to approvamfrthe contracting
authority.

In clean energy projects the operation of fac#itiere sanctioned with a
licence. Rights licensed to one operator cannotrdmesferred to other third
parties without prior agreement with the licensanghority.

Sub-contracts for certain part of the services withdvance agreement of the
contracting authority are allowed.

Issue: Does the law contain other (unnecessaryjiasns relating to the
parties’ freedom to agree on other fundamental ipiavs of the project
agreement such as:

(@)  suitable performance guarantees;
(b)  suitable insurance arrangements;

(c) modifications for events of force majeure/changesaiv/stabilisation
provisions, and the payment of compensation whepeogriate?

extensions of time for completion/extension of ttem of the
concession?

remedies for default.




No restrictions relating to the parties’ freedomatgree on above mentioned
and other fundamental provisions of the projeceagrent could be identified.

Duration, extension and termination of Project Agrement

Issue: Does the law prescribe a (maximum) durafborthe project and the
PPA?

In Azerbaijan laws do no prescribe such a maximumatibn for the project
and/or PPA

Issue: Does it allow the conceding authority sugfi¢ flexibility to agree an
appropriate term?

In large projects, to conclude a contract usuaitesorgans get instructions
(verbal and/or written) from Cabinet of Ministers.

Contracting authorities can be limited to the mddeder agreement prepared
by the Cabinet of Ministers, as described above.

Contracting authorities can negotiate and agre@ apgropriate terms within
their competences (approved in their Regulatiov&hin their competences
contracting authorities have sufficient flexibility

Issue: Does it permit the term to be extended ipr@wiate circumstances
(e.g. completion delay due to force majeure/govemrsuspension of the
project/compensation for change in law)?

Laws do permit the term to be extended. Subjetiiécagreement between the
project parties compensations are also applicable.

Termination of PPA

Issue: Does the law contain any (unnecessary)igésirs on the parties’

freedom to agree on termination rights and procesitinat are best suited to
the project. The law will often provide for terraiion rights, of course. But
are these:

(@) sufficiently flexible to be developed/modified imet agreement as
appropriate?

sufficiently clear and balanced (and fair to theedeper)?

(c) subject to a “public interest” termination right# so, will these be
acceptable to the developer and its lenders (thisoften come down
to the payment of adequate compensation)?

(d)  sufficiently broad to allow for force majeure/susp@n/frustration
terminations?

The list of the termination grounds are specified the model public
procurement agreement (Art 24) and Civil Code oedaijan (Chapter 20,
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paragraph 4). According to the Civil Code the caciircan be terminated with
the mutual agreement of the parties, includingctienge of circumstances.

Termination rights of parties correspond to thengedescribed from a-d.

Issue: Does the law allow adequate “step-in righdsbe granted to lenders
(see above)?

No such rights could be identified in laws.

(a) Issue: Does the law deal adequately with the stiloiecompensation
payments on termination? In particular:

will the parties have sufficient flexibility to pvade for this in detail in
the project agreement?

(c) is it possible to deal appropriately with the frdinge of termination
events and categories of loss (including the fafue of works
performed/lost return to shareholders/payment bdebt)?

(d) are any restrictions consistent with “internatiomadrms” and the
expectations of lenders?

Existing laws of Azerbaijan are adequate and areviging sufficient

flexibility in agreeing upon compensation paymeintases of termination,
including cases described from a-c, within the it International
contractors are practicing (by inclusion of theewgnt provisions into their
contracts with authorities).

Current legislation prescribes compensation offtleamount of damage in
case of nationalization or requisition. Foreign estors are entitled to a
compensation in cases of damages caused by aotbld authorities or civil
servants contrary to the legislation of the RepubliAzerbaijan.

Issue: Does the law contain any (unnecessary)atshs relating to:
(@) the transfer of technology required for operatibthe facility?

(b)  the training of the contracting authority’s persefm

(c) the provision of O&M services and spare parts g/ ¢bncessionaire,
if required, for a limited period after terminatidn

Laws of Azerbaijan do not contain any unnecessesirictions relating to (a)

- (b).
Settlement of Disputes

Issue: Does the law allow the parties to the ptopgreement sufficient
freedom/flexibility to agree on dispute-resolutiorechanisms which are best
suited to the needs of the project (including choaf law/international
arbitration/mediation and “panel” mechanisms etc.)?
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Laws of Azerbaijan contain no restriction and pdea sufficient flexibility to
parties to make choice of law and use dispute uésol mechanisms other
than local judicial system.

Issue: If not, how prejudicial could any restricigobe?
Non applicable

Issue: Does the law contain any unnecessary reéstic on the
concessionaire’s freedom to agree on the most pppte dispute-resolution
mechanisms with its third party contractors (inohgd
shareholders/lenders/contractors/operators andistg)@

Laws contain no express permission and at the same no express
restriction for such arrangements with third partie




4.2. General PPP Recommendations for Azerbaijan:

Azerbaijan has no single legislative act regulatbagmcessions or structured PPPs.
The country also lacks a single PPP policy and essgely any measures
encouraging private participants to engage in ptsje

With the increasing scarcity of natural resourcesd #he need for
optimisation of the costs for the local investmeambjects, the
government of Azerbaijan might want to considerpohg measures
to introduce a PPP policy and to prepare the legal regulatory
framework for PPPs.

Private participation in PPP projects should hagtear basis in policy
and legislation, with bound government support. Tg@vernment
might want to consider either amending or makingitamhs to the
existing legislative acts (including the Civil Cod# the country)
and/or enact a new special law on PPPs;

The Government might want to consider reforms m ltbensing and
inspection practices of the public authorities andiivil servants.
While it is understood that complete abolishmenttlué licensing
might not be possible, simplifying the procedurg (leducing the
number of documents required; enabling online apfibhn; etc.) is
considered vital for private-sector participantsdm business in all
fields of the economy, including for clean energyrastructure
development;

The information on allocation of powers (who ispensible for what
in government) with regard to all projects incluglinclean
infrastructure projects should be easily accessitdepublic internet
sources, such as e-gov.az portal;

The government might want to consider taking messsto strengthen
the rule of law system and to contribute to theficemce of the private
participants in a correct and non-restrictive iptetation of laws
and/or prevention of the misinterpretation of théstng and future
legal acts relevant for PPPs.

Specific PPP Recommendations for Azerbaijan

(@)

Bidding Process Recommendations

Clear procurement processes which uphold the piexiof fairness and
equality to all bidders and which provide transpasein the public sector’s
decision-making process are necessary to encoefégetive competition for

PPP projects. This not only benefits foreign ingestand funders by
providing comfort that their bids will be treated merit, but also benefits the
public authority by achieving better value for mpnas increased competition
will help drive down prices and encourage bettehmécal solutions.




The Government might want to consider:

1. Setting out in the law clear procurement procesgash are suitable for
PPP structures.

Ensuring that procurement procedures uphold the Begciples of
fairness, transparency and competition.

Ensuring that the procurement framework makes thélip sector
accountable for its decision, which must identifiianing bidder who has
the ability to implement the project successfully.

Establishing a procurement process which is stradtuand includes
procurement stages that reflect the scale and axitylof the project.

Designing a procurement procedure which includesditions that
encourage competition between bidders so as tw g@lidolic authorities to
achieve better value for money.

Advertising projects appropriately, using accessfbims of media.
Using award criteria that are objective and trarespa

Advertising contract award.

Notifying unsuccessful bidders of decisions and/jgl® an opportunity to

debrief them on their bid, setting out the readonglimination.

10. Giving unsuccessful bidders access to clear rigiftschallenge and
effective remedies.

(b)  Allocation of Risk in PPP Projects Recommendations
The Government might want to consider:

1. Transferring the design and construction risk te fnivate sector. The
public sector should be encouraged to make paynoenés“no service no
fee” basis, i.e. where payments to the private csebegin only on
satisfactory completion of construction or demaaistn of achievement
of the specified performance criteria.

Defining the standard of work required in the PBRt&Act.
Applying incentives (penalties/bonuses) for thergme sector to perform.

Making the construction contractor liable (eithgrdmntract or in law) for
defects in the works for a defined period of time.

Allocating planning risks to the private sectort lemcourage the public
sector to provide assistance.




6. Allocating responsibility for obtaining all othepprovals (for example,
construction permits) to the private sector, b public sector should
provide reasonable assistance.

(c) PPP Procurement Recommendations

A robust procurement procedure for PPPs needs tebeloped as part of an
established legal framework governing PPP trans@astiThe importance of
this cannot be over-emphasised. Too often in nuasecountries around the
world, little thought has been given to the quatifytender documents or the
process they attempt to describe. From an intenmaltinvestor’s perspective,
this creates a poor image from the outset. Waeliettired and clearly
considered tender documents are therefore a mininmaauirement.
Specifically, the tender documents should:

The Government might want to consider:

1. Identifying clearly the tender process that willfbBowed, including each
process that needs to be followed and the approeagisired in order to
take the project from start to finish;

. Setting realistic timetable for the process. Totemfthe quality and
robustness of a project is jeopardised by an ustEahssessment of the
amount of time required in order to procure PPPthd time period in the
tender documents is too short, this will almosttaialy cause private
sector developers to think twice about particigat@s it demonstrates an

unrealistic expectation within government. A bakahetween a desire for
speedy delivery and a realistic procurement horimeeds to be struck
based on experience;

. Identifying the objectives of the public sector ahé evaluation criteria
supporting these objectives for the PPP must lzlglestablished;

Ensuringthat it has the capacity to negotiate and then empht the
schemes. This has been a key issue facing all gments desiring to
implement PPP programmes. In addition, our commieeisw in relation
to the identification of pathfinder schemes shoatist. At least in the
early stages of the programme, the expertise amghcttgt of host
government should not be spread too thin. Effdmsukl be concentrated
on the successful delivery of a few key schemesrddfter, as knowledge
and practice becomes more widespread, the prograszambe expanded.

(d) Security Package Recommendations

We list below a standard set of securities usualjuired in international PPP
projects. Lenders will expect a robust security koge to protect their
investments in the case of default by the borrowhke broad range of project
finance securities normally available to lenderdudes the following:

> Mortgages over any land and property held by thajept
company;




Fixed and floating charges over shares of the prgempany
and any plant and machinery, credit balances, boelbts,
intellectual property and other beneficial intesest

Assignment of insurance policies by way of security

Assignment by way of security with respect to alteivables
against the public authority, the subcontractong hedging
counterparties, the insurance companies and thautporities
and all rights in respect of any agreement to wiieh project
company is a party;

Arrangements relating to the proceeds account smro#l the
proceeds generated by the project through a bloakedunt
usually kept with the leading bank; these usuattyjae for a
payment order in accordance with a cash cascadeaterfall)
clause;

Project support agreements: completion guarantdéoranost-
overrun guarantee from the project sponsors;

Subordination of sponsor’s capital and loans to léreer’s
facilities;

Interest hedge/currency hedge arrangements;

Collateral warranties such as direct duty of cagee@ments
from subcontractors; and

Direct agreements, which provide step-in rightstfe lenders
to step-in to the project in circumstances wheeeRloject SPV
has defaulted and is in danger of its contractdésmminated
(for example, by replacing the constructor or opmrd they
are not performing during a specified period of dirar by
transferring the contract to a suitable substitutBjrect
agreements also usually provide for the subordinatf the
authority’s rights to those of the lenders.




INNOVATIVE FINANCING OPTIONS FOR
CLEAN INFRASTRUCTURE AND ENERGY
EFFICIENCY DEVELOPMENT IN
AZERBAIJAN




In many emerging
economies, clean
energy generation is
paid for by a small
surcharge on
consumer bills. There
are some local content
incentives in place to
encourage domestic
manufacture and
domestic jobs. Brazil
makes financing from
the local development
bank BNDES
conditional on
securing local content
in the project.

In China the Chinese
government
introduced supportive
policies for Chinese
wind such as massive
central and local
government support
for industries and
power companies
developing projects, in
the form of land
grants, low-cost credit
and political
incentives.

The Chinese also
introduced a feed-in
tariff level paid for by
a surcharge on
consumers. There are
also central and
provincial targets for
wind and RE
development from the
five-year plans.
Though not legally
binding, they act as a

form of soft renewable
nower nurchasina

SECTION 5 INNOVATIVE FINANCING OPTIONS
5.1. The Business and Financial Climate

From the discussions with different stakeholddrappears that the
business climate in the country improved considgralver the
recent years. With different innovative approach@mline
registration of legal entities, applying one-stéy»s principles in
different state agencies, measures to increasé¢ degainty, new
legal inspections, decrease in tax rates, reformsfinancial
markets, measures to increase transparency, cogsulifferent
stakeholders in the market (business and intemeaitio

organizations) over the actions to be taken, ¢te)business and
financial climate is made more investor frienfﬂy.

Under the “Azerbaijan 2020: vision for future” (approved
12/2012) the government also announced its plangfterm the
custom procedures, to realize tax optimizationsjnprove the
employment situation, to protect the environment do take
measures for sustainability of the economy, et2@0.

However, centralization of the economy in hands ceftain

holdings and groups, difficulties in market-accegequiring

reforms in the customs system), inspection and néicey

bureaucracy of the government authorities, incoesges and
shortcomings of the rule of law system are obsetwdik the fields
where the government has to implement further ne$oin order to
improve the business climate. The level of depeceleon the
government, government officials, etc. is still #wairce of mistrust
by the private sector. The independent local pehators are also
taking investment decisions based on these criteria

In addition, the Azerbaijani financial market iseoof the closest in
the region although not detached from the glolricial markets.
Notably, the local banks are not in position tafioe large projects
and are usually focused on consumer credits. Cilyreansumer
credits contain huge part of the local bank poid®l(in certain
cases up to 75%). “Most banks remain small, withketashares of
less than 1% and only a few with shares up to 68ateS®wned
IBA, the only exception, has lost market shareeicent years, but
still accounts for 34% of sector asséis'No case of local bank
participation in clean energy projects had beemtitled during
discussions with the stakeholders and through aisalgf the
publicly available documents.
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For more information see: (“National Action Plor Open Government” 05.09.2012; Decree of

the President on Certain Measures for improveménthe Enterpreneurship 30.04.2007; Law on
Regulation of the Inspection of entrepreneurs anteption of entrepreneurial interests 2.07.2013).
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In addition, very few foreign banks are presentllyc(e.g. Russian VTB, Turkish
YapiKredi, German Commerzbank, and French Societee@l). Some of the local
banks have foreign capital. However, attractingafice from these banks is
expensive, partly because the government is impgoairl0% withholding tax on
interests and other charges paid to such banks.

Therefore, the business and financial environmanfzerbaijan is still in need of
improvement. At the same time, from the discussieitis the government officials, it
was understood that the government is open to densifferent financial options for
the development of clean infrastructure project&om the intended/implemented
clean energy projects (as listed in section 2 apien be seen that the government
is already attracting private funds as well as ueses from international multilateral
organizations (especially the EBRD) to help finambean infrastructure projects.
Nonetheless, there is no consolidated financingaggh for the implementation of
such projects.

Any strategy to boost green and climate-friendlyestments should therefore include
considerations relevant for strengthening of theallofinancial markets, for
improvements to the local banking sector and shanddude considerations and
structures for phasing out obstacles to internatioapital investment.

5.2. Recommendations:
The government might want to consider:

1: Establishing a Clean Energy Fund to co-financearclenfrastructure
projects. This would create certainty for the iated private participants with
regard to the availability of financial resourcesveell as seriousness of the
government in improving this field. The budget tbe fund may be formed
from various sources including: the state budget Aalerbaijan; fixed
percentage allocations from energy export revelinatiral gas, oil, electric
energy etc.) and the budget of which can be useaipport pilot projects for
clean energy development;

2: Introducing legally fixed clean energy targets &meld-in tariffs in order to
provide clarity and certainty to the private seaod in order thus to attract
finance from the private sector for clean energyettgpments. According to
the recent UNEP report surv8yfeed in tariffs are considered to be the
strongest policy instrument in leveraging privatgestment and finance. By
guaranteeing the price and providing a secure ddnfaed in tariffs reduce
both the price and market risks, and create ceytém the investor regarding
the rate of return of a project. It is import tosare cost-efficiency of tariffs
for society and feed-in tariffs do not need to ghtihey just need to be stable
and durable;

3: Introducing tax incentives for clean infrastruetudevelopment which can
be applied either to the investment costs or tleetetity produced. Grants

0 UNEP Financing Renewable Energy in Developingr@oes 2012.

http://www.unepfi.org/fileadmin/documents/Financifitenewable_Energy_in_subSaharan_
mol.pdf
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and rebates such as capital subsidies are othes tgb public support
mechanisms that promote the mobilization of priiatance for clean energy
development. By reducing the tax costs of projetisse incentives increase
the profitability of a given project and/or techogy and thus the returns on
investment for any given level of investment riskhe effectiveness of tax
incentives on the further deployment of clean eypetgchnologies in
developing countries was also confirmed by the siesi those energy
financiers who participated in the UNEP survey“Einancing low carbon
energy technologies and infrastructure in develgmountries”:

4: Applying state-supported lending programs throtighCentral Bank with a
minimal interest rate to encourage local or forgigivate actors to engage in
this field. Local financial market has to reform anway that it is able and
interested in financing clean energy projects.

5: Directing part of the resources of the State Oihdruo co-fund clean
infrastructure projects, as a measure to diver8ify energy sector and to
achieve the goal of increasing the share of thergemergy to 20%;

6: Trying and taking advantage of the available maéipnal resources such as
funds within UNFCCC and Kyoto Protocol, i.e. GEFdaptation Fund;
Global Green Climate Fund (launch envisaged in 20kK3oto Protocol
mechanism for the reduction of greenhouse gas emg<Llean Development
Mechanism and other international financing arramgets to support
emission reduction efforts;

7: Using financial sources and know-how from inteioradl oil companies
present in Azerbaijan to help develop clean enkrgpw-how or pilot projects
in Azerbaijan by allocating a percentage of feesnfrthe production sharing
agreements with such companies and from furtheopawation with such
companies in this field;

8: Improving its general investment and country rnskfile. Country risk

forms part of an overall assessment by investofsréeinvesting in PPP
projects. Perceived investment risks can have nodr@an impact on the
effectiveness of clean energy policies than do mi@tkeprofits and costs, so
that for national governments seeking to attraeaglenergy investors to the
country, the question of risk must be directly added through various
policies, actions and procedures directing at n@kime investment
environment safe and reliable.

9: Introducing some of the laws designed to make stment more
economically attractive to the private sector, ¢hesn include:

> Property and sales tax incentives;

> Production and investment tax credits;

31 UNEP FI & Partners (2012) “Financing Renewablegy in Developing Countries
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Grant or rebate programs for clean energy devetoped
owners;

Loan guarantee programs;

Clean energy interconnection standards; and

Government mandated long-term off take agreemerfisead in
tariffs.




5.3. Conclusion

Clean infrastructure development can contributéhirrtowards the diversification of
Azerbaijan’s economy through the creation of aarati green economy whilst at the
same time mitigating climate change and addressingironmental and social
concerns. By undertaking clean infrastructure dgwalent in the country Azerbaijan
will be well prepared to adapt production and eigpaf hydrocarbons to the lower
future global demand for fossil fuels. At the satimee, in the short term, reducing
hydrocarbon energy consumption domestically cauoltr@s an increase in quantities
of hydrocarbons for export, resulting in a win-véoenario for the government. By
diversifying at this stage Azerbaijan will be petfg placed to take part in the new
energy-industrial revolution and to take advantafj¢he technological leapfrogging
available for its domestic clean technology develept.

In order to take advantage of the technologicaiftegging in the clean infrastructure
space Azerbaijan might want to consider developig of its clean infrastructure via
the collaboration with the private sector througPPB. The private sector is often
considered to provide greater efficiency than thublip sector when managing
infrastructure projects and delivering infrastruetuservices. Most importantly
involvement of the private sector has the potent@l introduce the newest
technologies, to increase operating efficiency bwkimg investments in new
technologies, to bring innovative solutions, and elocourage more transparent
organizational structures.

As mentioned throughout this report, it is vitahtha strong legal and regulatory
framework is put in place to govern PPP transasteswithout this it will be almost
impossible to attract private sector investmemt.view of the nature and the lengthy
time frame of such projects it is imperative tha interests of both the public and
private sector are protected by law. It is evidiwatt an established legal framework
governing PPP transactions creates an incentiveaandnabling environment for
prospective investors. As Azerbaijan presently $aghegal and regulatory framework
governing PPP arrangements, it is recommendedtteatbarks upon such reform as
this would create an incentive for prospective S10€s.

As expected at this stage of PPP development, Ajarbdoes not yet have the
necessary subject matter expertise or skills widither the public or private sectors,
to develop and deliver a major PPP programme tinisthal capacity building at lead
and line ministries is needed in order to imprdwe $kills of public officials dealing

with PPPs. On a more positive note, there appeatseta degree of commercial
expertise within the public sector in contract degd with the private sector,
especially in the oil and gas industry.

Solid technical skills and knowledge are preredessifor effective design,
installation, commissioning, operation and maintexa of clean infrastructure
projects. Many of the clean infrastructure relatagacity building projects have
focused too much on training activity that is nalwntegrated into actual project
development and implementation. A narrow set ofacép building tools, mainly
seminars and workshops have been employed wil lgtourse to practical training
and programs based on learning by doing. In ow viewould be beneficial to invest
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in pilot scheme projects through which local goveemt and public authority
practical capacity building could be achieved.

A sizeable PPP programme for clean infrastructereetbpment in Azerbaijan would
be affordable for the public sector, provided tlsttong economic development
continues. If the Government of Azerbaijan intertddsuse the PPP model as a
procuring mechanism for infrastructure projectsshiould take significant steps to
raise awareness about the importance of PPP fanfresstructure development and
clean infrastructure development in particular. &mareness programme should be
introduced at all levels of the government and phivate sector in the country
including an identification of a pipeline of PPRopiprojects in the near future. With
the right political and institutional conditionsz@rbaijan could focus its attention on
key selected projects. Such projects if deliveneccsssfully could play an essential
role in creating a reputation of Azerbaijan as stidation for PPP investment.
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