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KEY TERMS AND ABBREVIATIONS

Gas market participants
CHPP

Consumer

DHC
Direct consumer
DSO

GTS customer

GTSO
Naftogaz
NPP
SoLR
SSO
Supplier
TPP

TSO
UEEX

Wholesale trader

Laws and requlations

BAL NC

Civil Code
Commercial Code

Distribution Agreement

Distribution Tariff Methodology

Gas Market Law

GDS Code

GTS Code

Law on Banks

Law on DGF

Law on Heat Supply
Law on NEURC
Law on Utilities

Licensing Terms for Distribution
of Natural Gas
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Combined heat and power plant

Individual or legal entity that consumes natural gas for own needs based on a natural gas
supply agreement

District heating company
Consumer that has direct connection to the GTS
Distribution system operator

Legal entity or individual entrepreneur that purchases one or several of transmission
services based on a gas transmission agreement signed with the GTSO (e.g., DSO,
Wholesale trader or Supplier)

LLC Gas Transmission System Operator of Ukraine

National Joint Stock Company "Naftogaz of Ukraine"

Nuclear power plant

Supplier of Last Resort

Storage system operator

Legal entity performing natural gas supply activity based on a relevant license
Thermal power plant

Transmission system operator

Ukrainian Energy Exchange

Entity that purchases gas and sales it to non-final consumers based on sale and purchase
agreements

Commission Regulation (EU) establishing a Network Code on Gas Balancing of
Transmission Networks No. 312/2014 dated 26 March 2014

Civil Code of Ukraine No. 435-1V dated 16 January 2003
Commercial Code of Ukraine No. 436-1V dated 16 January 2003

Standard Agreement on Distribution of Natural Gas, adopted by Resolution of the NEURC
No. 2498 dated 30 September 2015

Methodology for Defining and Calculation of Tariff for Natural Gas Distribution Services
adopted by Resolution of the NEURC No. 236 dated 25 February 2016.

Law of Ukraine "On the Natural Gas Market" No. 329-VIIl dated 9 April 2015

Code on Gas Distribution Systems, adopted by Resolution of NEURC No. 2494 dated 30
September 2015

Code on Gas Transmission System, approved by Resolution of NEURC No. 2493 dated
30 September 2015

Law of Ukraine "On Banks and Banking Activity" No. 2121-lll dated 7 December 2000

Law of Ukraine "On Individuals' Deposit Guarantee System" No. 4452-VI dated
23 February 2012

Law of Ukraine "On Heat Supply" No. 2633-1V dated 2 June 2005
Law on Ukraine "On NEURC" No. 1540-VIIl dated 22 September 2016
Law of Ukraine "On Utilities" No. 2189-VIll dated 9 November 2017

Licensing Terms for Performing Commercial Activity of Distribution of Natural Gas
adopted by Resolution of the NEURC No. 201 dated 16 February 2017
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Procedure on Control over
Compliance with Licensing
Terms

Procedure on Licensing of
Activities Regulated by the
NEURC

PSO Regulation

Resolution on Balancing
Incentives

Resolution No. 1752
Supply Security Rules
SoLR Agreement

Supply Agreement for
Households

Supply Rules

Tariff Approval Procedure

Transmission Agreement

Other terms

CMU

Deviant off-takes
DGF

GDS

GTS

ECS

EIC

E&P

IFC

LFS

MOE

NU

PSO

Regulator or NEURC
Report

RGC

STSP

Technological consumption
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Procedure on Control over Compliance with Relevant Laws and Licensing Terms by
Licensees that Perform Activities in Energy and Utilities Areas adopted by Resolution of
the NEURC No 428 dated 14 June 2018

Procedure on Licensing of Commercial Activities State Requlation of which is Performed
by the NEURC adopted by Resolution of the NEURC No. 548 dated 3 March 2020

Regulation on Imposing Special Obligations on Natural Gas Market Participants to Ensure
Public Interests During Functioning of Natural Gas Market adopted by Resolution of the
CMU No. 867 dated 19 October 2018

Resolution of the NEURC "On Amending Certain NEURC's Resolutions" No. 1611
dated 26 August 2020

Resolution of the NEURC "On Approving Amendments to Certain Resolution of the
NEURC" No. 1752 dated 23 September 2020

Rules on Security of Natural Gas Supply adopted by the Order of the Ministry of Energy
and Coal Industry No. 686 dated 2 November 2015

Standard Agreement on Supply of Natural Gas by SoLR adopted by Resolution of the
NEURC No. 2501 dated 30 September 2015

Standard Agreement on Supply of Natural Gas to Household Consumer adopted by
Resolution of the NEURC No. 2500 dated 30 September 2015

Rules for Supply of Natural Gas adopted by Resolution of the NEURC No. 2496 dated

Procedure for Establishment and Revision of Tariffs for Services of Transmission,
Distribution, Supply of Natural Gas, Injection, Storage and Withdrawal of Natural Gas
adopted by Resolution of the NEURC No. 369 dated 3 April 2013

Standard Agreement on Transmission of Natural Gas, adopted by Resolution of the NEURC
No. 2497 dated 30 September 2015

Cabinet of Ministers of Ukraine

Unauthorized off-takes and unpaid imbalances
Deposit Guarantee Fund

Gas Distribution System

Gas Transmission System of Ukraine

Energy Community Secretariat

Energy Identification Code

Exploration and Production

International Finance Corporation

Linepack Flexibility Service

Ministry of Energy of Ukraine

Network user

Public Service Obligations

National Energy and Utilities Regulatory Commission
This Final Report

Regional Gas Company

Short term standardized product

Production needs, technical losses and commercial losses

The World Bank
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Units of measure

b Billion

bcm Billions of cubic meters
cm Cubic meter

m Million

mcm Millions of cubic meters
tcm Thousands of cubic meters
ths Thousand

Currencies

EUR Euro

UAH Ukrainian Hryvnia

usD United States Dollar
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BACKGROUND

The GTSO is the transmission system operator of Ukraine's gas transmission system, properly certified
and licensed by the NEURC. Since the beginning of 2020, the GTSO has been facing the same issue
that the former TSO - JSC "Ukrtransgaz" - had been struggling with for a fong time - deviant off-
takes of natural gas from the GTS.

Deviant off-takes, a stipulated term that we will use in this Report when jointly referring to
unauthorized off-takes and unpaid imbalances, result from actions of various market participants. For
example, Ukrainian DSOs off-take gas from the GTS without payment to cover their own technological
consumption, justifying this by the fact that these costs are not covered by the gas distribution tariff
established by the NEURC in the required amount. In addition, DHCs excluded from Suppliers' registers
of consumers (e.q., for exceeding the levels of indebtedness permitted by regulations) continue off-
taking gas from the GDS/GTS without payment, while resolutions of the CMU protect them from being
cut off, but do not identify Suppliers for such situations.

Deviant off-takes of natural gas from the GTS may adversely affect the financial standing of the GTSO.
Currently, unpaid imbalances of market participants owed to the GTSO already exceed UAH 1.6 billion.

The GTSO is looking for possible ways to solve the issue with deviant off-takes of natural gas. For this
purpose, the GTSO gained support of the World Bank, which initiated the project "Advisory services on
the assurance of financial sustainability of the GTSO" (the "Project") to investigate the issue and
develop relevant mechanisms to address it. The Project should help the GTSO and other relevant
stakeholders solve the existing problems with unauthorized off-takes and unpaid imbalances.

[2%§7{°{j9°‘“5 L
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ASSUMPTIONS, LIMITATIONS AND RESERVATIONS

The Report is subject to the following assumptions, limitations and reservations:

The comments that we present in the Report may require modification if additional
information/documents are disclosed to us or if any information or assumptions specified in the
"Background" section of this Report are incorrect or incomplete.

The Report does not address, and was not intended to address, any matters other than those
described in the "Background" section of this Report.

Whenever we assess relevance, difficulty or other aspects of any proposed solution below, it is
inevitably judgmental, as we perform our assessment based on our professional experience and
expertise, as well as on reasonably available information. Any third party may take a different
view on the assessment, and we assume no responsibility for such cases.

Whenever we refer to "law", "Ukrainian law" or "effective law" in this Report, this reference
should be interpreted in a broad manner and should include the effective Ukrainian laws and
regulations. All references are valid as of the date of this Report.

The comments we present in the Report are based on the effective Ukrainian law and on the
practice as known to us at the date of our analysis. In this respect, please note that Ukrainian
legislation appears to include (i) numerous gaps; (ii) ambiguous wording; (iii) lack of clarity,
specificity and consistency; (iv) frequent changes (sometimes with retroactive effect), and

(v) potential conflicts with other laws, and/or regulations. This could create interpretation and
implementation difficulties and leaves ample room for the authorities’ or courts’ discretion.
Notably, court and other legal practice (e.g., authorities’ rulings) on various matters often appear
to be inconsistent and arbitrary.

As you are aware, Ukrainian law very often lacks clarity and contains conflicting provisions, which
gives considerable room for discretion on the part of the state authorities. Moreover, many
aspects contained in the laws have not been properly (and in many cases have not been at all)
complemented by relevant requlations and instructions. For these reasons, the comments
contained in the Report are based on our interpretation of Ukrainian law and on the practice of its
application known to us as of the date of this Report. However, we may not rule out that the
authorities or the courts could adhere to an interpretation of the provisions of Ukrainian law that
could differ from that expressed in this Report.

Also, please appreciate that this Report is not a formal legal or tax opinion and should not be
construed as such. This Report is also not a formal advice on matters of foreign law even where
any foreign requlations or practices are described; all references to those are given for
information purposes. Our Report is not binding on the authorities and we can give no assurance
that the authorities will not have a view of the law different from the one we set out in this Report.
We assume no responsibility for any such interpretations, nor do we assume responsibility for
anything occurring or brought to our attention after the date of this Report.

Any decisions to be adopted by any authorities or regulators should be made in accordance with
the powers of the relevant authorities and the relevant decision-making procedures, including
their own analysis and justification of such decisions, and should not be based solely on this
Report and information, which it contains, as a basis for making a decision.

viii
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It is possible that the requlatory framework could change at any time. We cannot envisage the
timing or nature of any such changes, though at this time we are not aware of any
upcoming/pending changes likely to materially affect this Report (other than those specifically
mentioned in this Report).

This Report is intended to be read and used as a whole and not in parts. Separation or alteration
of any section or page from the main body of the Report is expressly forbidden and invalidates the
Report except for specifically agreed terms.

Neither EY, nor any of its employees, has a financial interest in the analyzed matter. Additionally,
the fee for our services is not contingent upon the analysis results provided in this Report.

This Report is solely for the use and benefit of the World Bank and is not to be relied upon by any
other person or entity.
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EXECUTIVE SUMMARY

In this Report, we describe in detail the issue of deviant off-takes (unauthorized off-takes and unpaid
imbalances) made by some market participants, which adversely affects GTSO's financial sustainability.
While describing the nature of deviant off-takes, we cover, inter alia, the following matters:

Description of deviant off-takes adversely affecting the GTSO

Legal nature of deviant off-takes damaging the GTSO and existing responsibility
Description of contractual relationships of market participants and allocation rules
Preliminary quantification of imbalances situation

Potential negative consequences for the GTSO.
From the legal perspective, the nature of deviant off-takes can be described as follows:

Unpaid imbalances. These are imbalances of contractual nature created and not paid by GTS
customers (mainly DSOs?!) while using transmission services. Some of them may be indirectly
caused by off-takes of DHCs having no Suppliers. This is currently the most significant category of
off-takes by volume.

Unauthorized off-takes. These are clearly defined by the GTS Code as off-takes with certain
violations of legislative requirements (e.q., off-takes without concluding an appropriate
agreement, through an unauthorized connection and/or with intentionally damaged natural gas
metering devices).

Deviant off-takes jeopardize the financial position of the GTSO. After unbundling, newly created
operator faced the same problem as the previous GTSO JSC "Ukrtransgaz", which had suffered losses
of UAH 44 billion during 2015 - 2019 . Currently, this problem creates a systemic risk for the GTSOU.
In the first year of operation, UAH 1.6 billion of debt to the GTSO was accumulated by market
participants for negative imbalances. Moreover, according to GTSO's estimates, by 2025 the amount of
debt may reach UAH 22.3 billion with an increase to UAH 58.8 billion in 2030.

Such amount is 42.4% higher than the total funds provided for development of the GTS in 10-year GTS
Development Plan and may lead to the reduction in investments for the renewal and maintenance of
existing infrastructure. Moreover, the financial position of OGTSU is expected to deteriorate in the long
run (negative EBITDA after 2025 and a corresponding decrease in cash flow), which may adversely
affect the ability of GTSOU to generate payments to the budget (taxes and dividends). Based on a
thorough analysis of the nature of deviant off-takes and our discussions of the main problems with the
stakeholders, we have built our hypothesis and understanding of the key reasons that lead to the
creation of unauthorized off-takes and unpaid imbalances.

As of April 27, 2021, the total amount of debt of the DSOs for gas withdrawn from the GTS is about
UAH 10 billion, including UAH 3.5 b of overdue debt UAH 6.5 b accrued. The latter amount of UAH 6.5
b was accumulated due to the actions of DSOs, which were caused by changes in the mechanism of
payment for the withdrawn gas, introduced by the NEURC Resolution N2235 of 17.02.2021. The

1 According to the information provided by the GTSO.
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Resolution provided DSOs with the opportunity to make payments for the period February-March 2021
with a 90-day delay.

As a result, most DSOs took advantage of this opportunity. As of April 27, 2021, Kyivoblgaz has
become a «key debtory. Its liabilities to the GTSOU increased 19.7 times, amounting to 12% of the
total accumulated debt. However, this debt, like most others accumulated in the 1st quarter of 2021, is
accrued, but not overdue.

Based on the rigorous analysis of the nature of deviant off-takes and our discussions of the major
issues with the relevant stakeholders, we built our hypotheses and understanding of the key reasons
that lead to creation of the unauthorized off-takes and unpaid imbalances.

We hypothesized that the existing reasons for issues with unauthorized off-takes and unpaid
imbalances may be generally divided into three groups:

Market design reasons

This group includes reasons related to the current structure of relationships between market
participants, the scope of their rights and obligations, as well as drawbacks in procedural
regulations. The key problem may be the imperfect design of the certain elements of the
regulatory framework and their implementation that leaves room for ambiguous interpretation
that negatively reflects on the behavior of the market participants.

Economic and financial reasons

This group includes reasons of economic and financial nature. Due to significant state involvement
in the regulation of the natural gas market, market players sometimes may be forced to carry out
their activities in an economically unjustified manner. Because of the inefficient management of
the economic side of the natural gas market, its participants may not be able to ensure the
appropriate level of settlements under their contractual and other obligations.

Liability and enforcement reasons

This group includes reasons related to liability of market participants and means of enforcement
of their proper behavior. The effective law sometimes does not allow to financially expose certain
market participants in default in case of inappropriate level of settlements for the provided
services, unauthorized off-takes of natural gas and other market misconduct.

The mentioned groups of hypotheses were tested for their applicability to the general problem. For this
purpose, we used the following sources of information:
Currently effective Ukrainian laws and secondary legislation
Reports on audits conducted by the NEURC during 2017-2020 (for DSOs, DHCs and Suppliers)
Data provided by the GTSO for 2020
Other publicly available information, including comments provided by market participants.

Based on our analysis of the key regulatory and economic reasons for unauthorized off-takes and
unpaid imbalances, we developed the draft list of potential solutions.

We assessed the feasibility and viability of such solutions by testing them against our hypotheses on

how their implementation would affect the market participants and the financial sustainability of the

Xi
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GTSO. Finally, we interviewed selected market participants to clarify controversial aspects and to
independently verify our key findings.

Based on discussion of preliminary solutions with the World Bank and the GTSO, it was decided to
abandon less relevant solutions based on the evaluation and comments of the GTSO, as well as
alternative solutions already covered by main solutions.

After making all relevant clarifications and changes, we discussed this list with relevant stakeholders
and developed an updated and agreed-on list of solutions. It was also proposed to arrange the
solutions into several groups based on the main goal of the implementation of relevant solution(s).

Based on these discussions, to address the issue of unpaid imbalances and unauthorized off-takes and
ensure the financial stability of the GTSO, the relevant stakeholders would need to implement at least
the following solutions:

Ensure the proper use of DSOs' tariff revenues by introducing accounts with a special regime

Change the model for providing all DSOs with natural gas for own needs by introducing
mandatorily licensed suppliers to supply natural gas for technological consumption of DSOs

Abandon the practice of prohibiting cut-offs of Consumers in default and not directly subject to
the PSO (the Supplier under the PSO should be completely prohibited from cutting off and
terminating supply of natural gas)

Amend the Regulation on Imposing Special Obligations (PSO) on Natural Gas Market Participants
to resolve problems with the absence of an unconditional PSO

Bring the mechanism of calculation of the neutrality charge in compliance with the peculiarities of
the gas market in Ukraine and start performing settlements between the transmission services
customers and the GTSO on a monthly basis starting from gas year 2021/22

Amend the methodology for determining and calculating the tariff for natural gas distribution
services and the procedure for establishment of the tariffs for heat energy, its production,
transmission and supply to ensure the objectivity of initiating the tariffs' review

Develop and implement a mechanism of temporary administration for materially non-compliant
DSOs/DHCs

Oblige market participants to sell a certain amount of extracted natural gas through the
commodity exchange

Ensure the review and establishment of reasonable gas consumption norms for household
consumers to stimulate the achievement of 100% commercial metering

Implement an incentive-based and transparent methodology for tariffs calculation for DSOs and
DHCs

Resolve the issue of accumulated debts of DSOs and DHCs through mechanisms that will not
create incentives for the formation of new debts

Ensure the ability to sell and purchase natural gas on commodity exchanges with the participation
of the GTSO, SSO and DSOs to promote the development of the liquid market.

The detailed review of proposed solutions is provided in section 4 of this Report.

Xii
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Finally, after discussing all solutions and necessary actions, we prepared a detailed Roadmap for
implementation, which is provided in section 5 of this Report.

xiii
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1. INTRODUCTION

The implementation of the Project was divided into several key stages, each of which has own specific
tasks and scope.

At the first stage, we collected and analyzed relevant information about the issue of deviant off-takes
and developed preliminary approaches to solving this issue, including:
Describing the issue in detail, indicating its quantification and division into segments and sectors
Defining the scope of the issue and potential negative consequences, if no measures are taken
Identifying reasons and potential viable solutions for the issue
Interviewing stakeholders and market participants on the issue and proposed solutions
Developing preliminary proposals to solving the problem of unauthorized off-takes and unpaid

imbalances, both short-term and long-term, based on the results of previous steps.

Then at the second stage we reviewed selected solutions for the issue of deviant off-takes and
prepared their description for discussion with stakeholders, including:

Describing each selected solution in detail

Providing relevant information on EU best practices (where available)

Identifying the necessary steps for implementation of each solution

Interviewing stakeholders on the issue and proposed solutions

Developing the final list of solutions for addressing the issue of deviant off-takes for approval of

the World Bank.

This Report is the Final Report under the Project, and it comprises the results of the analysis
performed within the First Interim Report and the Second Interim Report prepared at the previous
stages. In this Report, we provide the summarized and finalized results of our work based on our
analysis and discussions with relevant stakeholders.

This Report includes the following sections:

Section 1 - Introduction

Section 2 - General review of the nature of deviant off-takes

Section 3 - Detailed review of hypotheses on reasons for deviant off-takes
Section 4 - Detailed review of proposed solutions

Section 5 - Roadmap for implementation

Annexes with draft changes to certain Ukrainian laws and regulations.

Page 14
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2. GENERAL REVIEW OF THE NATURE OF DEVIANT OFF-TAKES

2.1. DESCRIPTION OF DEVIANT OFF-TAKES ADVERSELY AFFECTING THE GTSO

In this Section, we describe the nature of deviant off-takes performed by market participants that
cause damages to the GTSO, their legal qualification from the Ukrainian law perspective, legal
distinction between different forms of deviant off-takes and give an overview of market participants
responsible for such off-takes.

From the practical standpoint, deviant off-takes of natural gas by market participants from the
GTS/GDS may have different forms, including:

Off-take of gas by DSOs for technological consumption or to compensate for their losses from off-
takes by other persons from DSOs' networks without compensation
Off-take of gas by DHCs for operating purposes from the GDS without a Supplier

Off-takes by Consumers that have no Supplier (not registered in a Register of consumers of any
Supplier)

Intentional imbalances created by GTS customers (which may distort gas prices in the market and
create balancing burden for the GTSO)

Off-takes of gas by unmetered Consumers from the GDS above consumption norms

Off-takes using unauthorized connections and/or with intentionally manipulated natural gas
metering devices.

The above categories of deviant off-takes are qualified differently from the legal perspective.
Therefore, the nature and causes of each type of off-takes are different. Below we provide a high-level
description of the nature and causes of deviant off-takes and a distinction between unauthorized and
unpaid off-takes.

2.1.1. Legal nature of deviant off-takes damaging the GTSO and existing responsibility

The law and the GTS Code do not contain specific rules addressing each specific category of off-takes
described above.

From the legal perspective, one may potentially try to apply different qualification to the above cases
of off-takes depending on different circumstances. Generally, we see several potentially applicable
gualifications for off-takes of market participants relevant for the purposes of our analysis:
Unauthorized off-take (a category currently narrowly regulated by the GTS Code)
Unpaid imbalance created in the GTS (sale/purchase of gas within balancing actions)

Misappropriation (unauthorized use) of GTSO's/DSQ's natural gas.

Below we provide a detailed description of each potential option for qualification.

Page 15
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(A) Unauthorized off-takes

The GTS Code contains a very narrow definition of an "unauthorized off-take". This definition does not
appropriately cover all deviant off-takes of market participants relevant for the purposes of this
Report.

Specifically, according to the GTS Code, unauthorized off-take of natural gas only occurs when at least
one of the following criteria is met:2

Consumer is absent in a Register of consumers of any Supplier in the relevant billing period
Off-take is made without concluding an appropriate agreement with a Supplier

Off-take is made through an unauthorized connection and/or with intentionally damaged natural
gas metering devices or out of reach of metering devices

Consumer resumes consumption without permission.

The above limited list of conditions for unauthorized off-takes does not cover imbalances created by
DSOs, GTS customers and other entities within contractual relations (please see section 2.1.2 for more
details on contractual relations). Thus, the legal nature of unpaid gas withdrawals by market
participants is different from unauthorized off-takes.

In addition, in case of unauthorized off-takes of natural gas, the GTSO is obliged to stop (restrict) the
transmission of natural gas at the point of entry into the GTS or the point of exit from the GTS.3 At the
same time, in practice, sometimes it is impossible, as:

Some categories of customers may not be cut off from gas supply according to the regulations

GTSO has no physical control over customers that are connected not directly to the GTS, but
through a GDS

GTSO may not cut off DSOs from the GTS, as it would automatically cut off all their customers.
The GTS Code provides certain specific rules for allocation of unauthorized off-takes:*

Unauthorized off-takes of Consumers are generally attributed to the allocation of the relevant
DSO (or the GTSO, if the Consumer has direct connection).

In the case of a written request of a Supplier/GTSO to a DSO to terminate gas distribution to the
customer and after expiration of the term for such termination after the request, allocation of
actual gas consumption by such Consumer is attributed to the DSO.

In the case of a written request of a Supplier to the GTSO to terminate gas transmission to a
Direct consumer and after expiration of the term for such termination after the request, allocation
of actual gas consumption by such Direct consumer is included in the allocation of the GTSO.

Based on the above rules, we understand that from the legal perspective in most cases unauthorized
off-takes are allocated to DSOs or the GTSO itself. This is especially relevant for long-term
unauthorized off-takes that may happen after expiration of the term for termination of

2 Paragraph 5, chapter 1, section | of the GTS Code.
3 Paragraph 2, chapter 1, section X of the GTS Code.
4 Paragraph 7, chapter 6, section Xl of the GTS Code.
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distribution/transmission of gas (or if such termination is impossible, e.g., due to the statutory
prohibition). As a result, in such cases DSOs and GTSO bear the cost of such off-takes.

(B) Unpaid imbalances

The GTS Code defines an imbalance as a difference between volumes of natural gas provided by a user
for transmission at a point of entry and volumes withdrawn by such user from the GTS at an exit point,
determined according to the allocation.®

A negative imbalance is created when the amounts of natural gas taken from the GTS exceed the
amounts of natural gas supplied to the system, and a positive imbalance is created when the amounts
of natural gas supplied exceed the amounts of natural gas taken from the GTS at exit points.®
Therefore, when a market participant off-takes more gas from the system than provided by entry
nominations, it creates a negative imbalance.

The GTSO bears an obligation to carry out balancing” while providing gas transmission services.
Balancing is required to maintain the physical balance of the GTS, and it covers physical and
commercial balancing:8

Physical balancing means measures performed by the GTSO to ensure the integrity of the GTS,
namely, the proportion of the natural gas amounts that physically came through entry points and
the amounts of natural gas that was taken off at exit points.

Commercial balancing means identifying and settling imbalances that arise from differences
between the amounts of gas that came through entry points and the amounts of gas taken off at
exit points per user of the GTS, which is performed based on allocations.

Generally, according to the GTS Code, GTS customers are required to:

Physically supply and withdraw amounts of natural gas according to their nominations®

Timely settle their imbalances!®

Balance their portfolio during the balancing period to minimize the need for balancing actions of
the GTSO.!!

However, certain market participants create significant negative imbalances and then avoid fulfilling
their balancing obligations under the GTS Code. As a result, the GTSO is required to make additional
efforts to perform balancing and ensure the integrity of the GTS.

Subsequently, according to the GTS Code, each GTS customer that created a negative imbalance is
required to compensate the GTSO for the natural gas in the amount of imbalance. For these purposes,

5 Paragraph 5, chapter 1, section | of the GTS Code.

6 Paragraph 3, chapter 1, section XIV of the GTS Code.

7 Paragraph 4, part 2, article 22 of the Gas Market Law.

8 Paragraph 5, chapter 1, section |, and paragraphs 1 and 9, chapter 1, section VIl of the GTS Code.
2 Paragraph 1, section XIIl of the GTS Code.

10 paragraph 2, section XlII of the GTS Code.

1 paragraph 1, chapter 1, section XIV of the GTS Code.
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the GTSO calculates the relevant marginal prices and issues invoices to market participants that
created negative imbalances.!?

Some GTS customers, however, reportedly do not pay their invoices for created negative imbalances.
This leads to accumulation of unpaid negative imbalances within the GTSO as a result.

Failure by a GTS customer to pay timely for balancing services (including the payment for exceeding
capacity) under the transmission agreement concluded with the GTSO is a breach of its contractual
obligations. In case of such a violation, the GTS customer is obliged!3 to pay a penalty equal to the
amount of late payment times double key policy rate of the National Bank of Ukraine applicable in that
period for each day of delay.'# In addition, according to the general rules of the Civil Code, the GTSO
may also claim a compensation of inflation and a compensation for use of their funds of three percent
per annum of the amount of debt.?>

One may argue that currently within the Ukrainian requlatory framework no other liability exists for
GTS customers for their unpaid imbalances beyond the above contractual penalty and compensation
for use of funds and inflation. This is particularly because deviant off-takes are generally treated not as
misappropriation, but as a breach of a transmission agreement or regular imbalances within such
agreement.

Abuse of market rules

Based on our discussions with the GTSO, we understand that some GTS customers intentionally fail to
balance their portfolios.

These GTS customers abuse the difference between the market natural gas price and the balancing
charge for negative and positive imbalances. The balancing charge for negative balances is usually less
than the market gas price, while the balancing charge for positive imbalances may be higher than the
price for consumers. Therefore, it may be profitable for GTS customers to abuse the balancing charge
mechanism instead of purchasing/selling gas in the market.

Although, according to the GTSO, such off-takes are not critical, provided that customers duly pay
their balancing charge, the GTSO still faces some technical difficulties with balancing the GTS, in
particular, this situation leads to the physical overload of the GTS and potential cases of termination of
the transmission.

The above issue is directly related to the amount of balancing charge, which generally depends on the
natural gas price. According to the effective requlation, the natural gas price used for calculation of
the balancing charge is defined as:*®

Marginal sale price (in case of positive imbalance), which currently is defined as:*”

12 chapter 6, section XIV of the GTS Code.

13 The Transmission Agreement provides for a penalty for late payment. However, from a practical standpoint, this penalty may
only be enforced in court if the other party is not willing to pay it.

14 paragraph 13.5 of the Transmission Agreement.

15 part 2 of Article 625 of the Civil Code.

16 paragraph 8, chapter 6, section XIV of the GTS Code.

17 paragraphs 11 and 12, chapter 6, section XIV of the GTS Code.
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Price of the natural gas purchased by the GTSO in provision of balancing services during the
gas day decreased by the adjustment, or

Purchase price of the natural gas acquired by the GTSO during the gas month decreased by
the adjustment (if it is not possible to use the previous method)

Marginal purchase price (in case of negative imbalance), which is currently is defined as:*8

Price of natural gas purchased by the GTSO in provision of balancing services during the gas
day increased by the adjustment, or

Purchase price of natural gas acquired by the GTSO during the gas month increased by the
adjustment (if it is not possible to use the previous method).

Until 1 September 2020, the adjustment was equal to 10 percent for both negative and positive
imbalances.® If a GTS customer's imbalance stayed within the 10-percent tolerance margin, the GTSO
did not apply the adjustment to the calculation of balancing charges.2°

However, on 26 August 2020 the NEURC adopted amendments the GTS Code to address this issue and
introduce the relevant incentives for GTS customers to properly balance their portfolios. The relevant
changes became effective on 1 September 2020. The changes, inter alia, provide for:2!

Decrease of imbalance tolerance level from 10 to 3 percent (7.5 percent for DSOs). Consequently,
GTS customers would need to thoroughly balance their portfolios to avoid application of the
adjustment to their balancing charges if they exceed the tolerance threshold

Increase of adjustment rate from 10 to 20 percent if the imbalance of GTS customers exceeds
5 percent (15 percent for DSOs) tolerance margin. It will lead to increase/decrease of the
marginal sale/purchase price in relevant cases.

As a result, the balancing services of the GTSO should become less attractive to GTS customers. The
NEURC expects that these changes will incentivize GTS customers to take relevant balancing actions
and to create less imbalances. At the same time, the temporary changes to this mechanism adopted by
the regulator should be taken into account.??

However, we understand that market participants do not welcome such changes using the following
argumentation:?3

Some GTS customers say that they lack efficient tools to balance their portfolios by themselves,
since, in their opinion, there is no functioning liquid trading platform that would offer viable
options for balancing

Other GTS customers state that there are no production and consumption forecasts available to
them, so they are not able to properly balance their portfolios

18 pjd.

19 paragraphs 16 and 17, chapter 6, section XIV of the GTS Code.
20 paragraph 15, chapter 6, section XIV of the GTS Code.

21 paragraph 1 of the NEURC Resolution on Balancing Incentives.

22 Resolution of the NEURC "On Measures Aimed at Uninterrupted Distribution of Natural Gas to Consumers" No. 235 dated
17 February 2021

23 Available at: https://www.facebook.com/notes/3283198528403250/.
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Some GTS customers believe that the three-percent tolerance level is too low, as it does not cover
technical variations that occur differently in various kinds of equipment.

At the same time, according to the GTSO, we understand that the Regulator disagrees with these
claims of market participants and provided them with the response in letter No. 2946/16.3.2/7-20
dated 16 March 2020.

(C) Misappropriation

In this section, we review the possibility of qualification of certain types of deviant off-takes
(specifically, imbalances of DSOs to compensate technological consumption, off-takes with no
registered Supplier or through unauthorized connections) as wrongful acquisition of assets.

Ukrainian civil law also contains two concepts of acquisition of property that may be potentially applied
for qualification of unpaid off-takes of natural gas:
Illegal acquisition of assets ("He3akoHHe 3aB010AIHHS MaiHoM™")
Acquisition of assets without sufficient legal basis (""3aBon104iHHs1 MaliHOM 6€3 4OCTaTHBLOI NMPaBoBoOI
nigcrasm')

The law provides two respective means for protection of owner's rights:

Revindication claim ("BiHgukauiiHui no3os™)

Reclamation claim ("koHgukuiviHni no3oB").
lllegal acquisition of assets occurs where an owner's asset is transferred to a third party that:%4

Knowingly acquires the asset without any legal basis (undiligent transferee), or
Acquires the asset from a person that had no right to dispose of the asset, if the third party does
not know about the lack of capacity of its counterparty (diligent transferee)

Because market participants knowingly off-take natural gas from the GTS, in this report we will refer
only to illegal acquisition carried out by an undiligent transferee. In this case, the owner is entitled to
collect its property from undiligent transferee by filing a revindication claim.2> Should it be the case,
the owner bears the burden of proof that includes the following criteria:

The claimant (i.e., the GTSO) was the owner or the diligent transferee of the asset at issue?®

The asset was transferred without any legal basis

Intention or gross negligence of the transferee aimed at acquisition of the asset was present.

24 part 1 of article 388, part 1 of article 390 of the Civil Code.
25 Part 1 of article 400 of the Civil Code.

26 par. 23 of Resolution of the Plenum of the High Specialized Court of Ukraine on Civil and Criminal Cases No. 5
dated 7 February 2014.
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Acquisition of assets without sufficient legal basis occurs where somebody's asset is transferred to a
third party provided that:2”

No legal grounds for such acquisition were present, or such legal grounds are no longer present

Transferee and the owner are not parties to any agreement related to the asset.
The owner may collect the asset from the transferee in court if it proves that:

Transferee received the property

There were no legal grounds for the acquisition.

The above concepts, as well as the relevant legal remedies, may be potentially applicable to
unauthorized/unpaid off-takes of natural gas:

DSOs/consumers that carry out unauthorized off-takes of natural gas from the GTS may be
treated as undiligent transferees that knowingly acquired the property without any legal basis,
since such gas was consumed from the GTS without appropriate nomination, and considering this
gas was purchased and owned by the GTSO to balance the GTS.

Alternatively, one may argue that DSOs/consumers that carry out off-takes from the GTS may be
treated as transferees that acquired the asset without sufficient legal basis, i.e., that there was no
law or agreement that provided for such acquisition.

However, there are several obstacles for application by the GTSO of the above concepts against the
GTS customers in court:

Natural gas is generic property.2® The court practice of the Supreme Court shows that
revindication claims should not be used in relation to generic property.2® Therefore, the GTSO
would not be able to protect its rights by a revindication claim, since the revindication claim may
only relate to individual property.

Legal grounds for acquisition are present. Under the effective Ukrainian law and relevant court
practice, the agreements between the Consumer, Supplier, DSOs and GTSO form sufficient legal
basis for acquisition of natural gas. Therefore, if there are off-takes of gas above nominations,
such off-takes are allocated as imbalances according to the GTS Code and contractual rules, and
they should not be considered acquisition of assets without sufficient legal basis.

GTSO's ownership of consumed gas may be not acknowledged by the court. The court may
attribute the relevant ownership rights to the Supplier or DSO that signed the agreement with the
Consumer.3°

27 part 1 of article 1212 of the Civil Code.

28 Article 184 of the Civil Code.

29 Resolution of the Supreme Court in case No. 653/1096/16-1 dated 4 July 2018, available at:
http://www.reyestr.court.gov.ua/Review/75296538.

30 |n this Report we do not specifically discuss in detail who should be deemed the owner of natural gas that is being
transmitted through or off-taken from the GTS in each specific case. Generally, the ownership, as well as obligations of market
participants to each other, is defined according to the allocation rules of the GTS Code. Ukrainian courts, while interpreting the
GTS Code, may disagree with the GTSO on the appropriation of natural gas according to the GTS Code. Specifically, they may
attribute the relevant ownership rights to the Supplier or DSO that signed the agreement with the Consumer, which would not
allow the GTSO to claim the misappropriation.
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Unauthorized off-takes form DSO imbalance. Current court practice refers to unauthorized off-
takes as to GTS imbalances that should be settled between the GTSO and DSOs. Thus, the court
may consider GTSO's reclamation claims to be ill-founded.

Therefore, the current Ukrainian energy market regulations, as well as the current court practice, may
be interpreted to not support the enforceability of GTSO's claims in terms of wrongful acquisition of
the natural gas (illegal acquisition or acquisition without sufficient legal basis). As a result, this concept
may likely be not applicable in practice to any kind of deviant off-take. Therefore, we do not discuss
this approach further throughout the Report.

One may argue that unauthorized off-takes may be also classified under Ukrainian criminal law.
However, based on our analysis, we believe that it is unlikely that unauthorized off-takes of other
market participants, may be qualified as criminal offences, as the Criminal Code of Ukraine currently
does not provide for the relevant legally defined crime.

(D) Summary of the legal description of the deviant off-takes issue

The effective regulation covers the off-takes made without or in excess of nomination. If the Consumer
off-takes natural gas without a natural gas supply agreement, the amount of actually consumed gas is
allocated to the relevant DSOs. Imbalances created by market participants within the Transmission
Agreement are allocated to relevant market participants.

Thus, the effective requlation generally makes it possible to identify the relevant market participant
that performed a deviant off-take, and formally allows to hold it liable for such off-takes. However,
there are other issues that affect the current situation with deviant off-takes:

DSOs may fail to fulfil responsibilities of balancing their portfolios

Debtors may lack financial resources or the willingness to settle their accounts with Suppliers or
the GTSO

Market players may fail to duly implement the effective regulations or abuse market rules

GTSO and other market participants may lack effective means of enforcement to collect the debt.
Therefore, the focus should rather be made on developing mechanisms that would prevent deviant off-
takes from the GTS, ensure financial stability and/or provide effective tools for enforcement for market

participants. We elaborate on relevant reasons for deviant off-takes and their full description in the
following sections.

(E) Existing responsibility for unauthorized off-takes and unpaid imbalances

The existing types of liability for unpaid/unauthorized off-takes may be generally divided into two
groups:

Contractual liability for violations under relevant agreements

Administrative liability for violation of market rules provided by the law.

The GTS Code only contains general provisions regarding responsibility, and it does not concern
volumes of off-taken gas, but instead concerns transmission capacity:
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Transmission service customers shall bear responsibility for excess of ordered capacities in
accordance with the natural gas transmission agreement.3!

If unauthorized off-take is made by a Direct consumer, they shall bear responsibility for the
actually used capacity as for excess of capacity at the exit point.3?

The actual amounts of liability are defined in transmission and distribution agreements. In particular,
contractual liability includes the following penalties for consumer's failure to pay for GTSQO's/DSQ's
services in a timely manner:

For GTSO's customers: penalty equal to the amount of late payment for balancing services times
double key policy rate of the National Bank of Ukraine applicable in that period for each day of
delay?3

For DSO customers: penalty equal to the amount of late payment for balancing services times
double key policy rate of the National Bank of Ukraine applicable in that period for each day of
delay34

For DSO household customers: penalty in amount of 0.01 percent of the debt for each day of
delay, but no more than 100% of the debt.3>

In addition to the above, according to the general rules of the Civil Code, the GTSO/DSOs may also
claim from their customers a compensation of inflation and a compensation for use of their funds of
three percent per annum of the amount of debt,3°

Administrative liability for violations in the natural gas market is generally defined by the Gas Market
Law. The law provides for several types of violations relevant for the purposes of this report,
including:37

Unauthorized off-take of natural gas

Use of natural gas by Consumers in the amounts exceeding those confirmed by Suppliers
(i.e., exceeding nomination)

Unauthorized interference in functioning of gas infrastructure

Unauthorized connection to the system that affects the safety of delivery of natural gas of its
measurement results

Refusal to provide access to metering devises for representatives of the GTSO/DSOs

Unreasonable rejection to sign a statement of transfer and acceptance of natural gas.

31 paragraph 15, chapter 1, section IX of the GTS Code.
32 paragraph 11, chapter 1, section IX of the GTS Code.
33 paragraph 13.5 of the Transmission Agreement.

34 paragraph 8.2 of the Distribution Agreement.

35 Ipid.

36 part 2 of Article 625 of the Civil Code.

37 part 2 of article 59 of the Gas Market Law.
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Generally, according to the law, for violation of the gas market regulations the NEURC may apply
(i) warnings, (ii) fines, (iii) suspension of a license and/or (iv) revocation of a license to relevant gas
market participants.3®

Fines

Fines for the above violations (and other violations of rules regarding market functioning) range from
UAH 51,000 (approx. USD 1,900) up to UAH 850,000 (approx. USD 31,500), and the actual amount is
decided by the NEURC on a case-by-case basis.

The law also provides certain additional administrative liability for violations in the gas market for
individuals and officials:

For company's officials: penalty from UAH 340 to UAH 15,300 (approx. from USD 12 to USD 555)
for the above violations (and other violations of rules for market functioning) 3°

For company's officials: penalty from UAH 170 to UAH 1,700 (approx. from USD 6 to USD 60) for
violation of the gas consumption regime, gas consumption bypassing metering devices, or
unauthorized resumption of gas consumption.*®

For company's officials: warning or penalty from UAH 510 to UAH 1,360 (approx. from USD 18 to
USD 50) for unauthorized use of natural gas with deceptive purposes that did not cause
significant damage.*!

For individuals: penalty from UAH 170 to UAH 850 (approx. from USD 6 to USD 30) for
unauthorized use of natural gas with deceptive purposes that did not cause significant damage.?

Generally, the existing liability does not correspond to the actual amount of off-takes made by market
participants. One may reasonably argue that the existing liability does not stimulate market
participants for proper behavior.

Suspension/revocation of a license
According to the natural gas market regulations, the suspension/revocation of a license may be
potentially applied to DSOs that off-take natural gas from the GTS without payment. Below we provide
a brief description of reqgulations on this matter.
The Licensing Terms for Distribution of Natural Gas provide that a DSO should:

Comply with the requirements set out in the GDS Code“?® (which includes purchasing natural gas

for DSO's own needs from the owners of natural gas (including producers, Wholesale traders or
Suppliers) based on the market conditions)**

38 part 3 of article 59 of the Gas Market Law.
39 paragraph 6 of part 4 of article 59 of the Gas Market Law.
40 Article 101 of Code of Ukraine for Administrative Offences No. 8073-X dated 7 December 1984,
41 Article 103-1 of Code of Ukraine for Administrative Offences No. 8073-X dated 7 December 1984,
42

Ibid.
43 Subparagraph 14, paragraph 2.2., section 2 of the Licensing Terms for Distribution of Natural Gas.
44 paragraph 4, chapter 6, section Il of the GDS Code.
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Use proceeds from provision of distribution services to cover the relevant expenses according to
the structure of the tariff4> (which includes costs for use of natural gas for DSOs' technological
consumption)#é

Conclude the Transmission Agreement with the GTSO and pay for the transmission services*”
(which includes access to capacity, physical transmission and daily balancing).*®

In view of the above, the NEURC may potentially consider a DSO's failure to purchase natural gas for
its technological consumption and to pay for daily imbalances a violation of licensing terms.

In addition, the NEURC may also reasonably question the use of proceeds from the tariff, considering
that the tariff includes costs for DSOs needs of natural gas.

Thus, based on the above, the NEURC may potentially decide to suspend and/or revoke the license of
the DSO that violates the above requirements of the licensing terms.

At the same time, the NEURC may only apply such sanctions to DSOs following the specific procedure
provided by its regulations. Below we outline the most relevant cases:

Suspension of license?? Revocation of license®®
The NEURC is entitled to suspend the license if, inter alia: The NEURC is entitled to revoke the license if, inter alia:
Licensee fails to perform the NEURC's decision on Licensee fails to rectify the circumstances that lead to
rectification of violations of licensing terms, which is suspension of the license, which is confirmed by the
confirmed by the relevant audit act of the NEURC. relevant audit act of the NEURC

Licensee repeatedly violates the licensing terms and other
energy and utilities reqgulations, which is confirmed by the
relevant audit act of the NEURC.

Therefore, the suspension/revocation of the license may be performed only after the second audit of
the NEURC, in which it identifies that the licensee either failed to remove the violation or repeatedly
committed it.

The NEURC carries out scheduled audits once per year according to the schedule that is adopted by
the NEURC on a risk-based approach.>! In addition, the NEURC may also initiate an unscheduled on-
site or remote audit, inter alia, in the following cases:

On-site audit:>2

Based on a reasoned complaint of an individual / legal entity on violation of their rights by the
licensee

Based on a reasoned complaint of a market participant / consumer about violation of licensing
terms by the licensee

For audit of performance of the previous NEURC decision on removal of violations.

45 Subparagraph 16, paragraph 2.2., chapter 2 of the Licensing Terms for Distribution of Natural Gas.

46 paragraph 4 pf section Il of the Distribution Tariff Methodology.

47 Subparagraphs 27 and 28, paragraph 2.2., chapter 2 of the Licensing Terms for Distribution of Natural Gas.
48 paragraph 1 of chapter 1 of section VIII of the GTS Code.

49 Paragraph 6.4 of the Procedure on Licensing of Activities Regulated by the NEURC.

50 paragraph 7.1 of the Procedure on Licensing of Activities Regulated by the NEURC.

51 paragraph 7.1 of the Procedure on Control over Compliance with Licensing Terms.

52 paragraph 4.1 of the Procedure on Control over Compliance with Licensing Terms.
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Remote audit:>3

Based on a reasoned complaint of an individual / legal entity on violation of their rights by the
licensee supported with relevant documents that confirm such violation

Based on a reasoned complaint of a market participant / consumer about violation of licensing
terms by the licensee supported with relevant documents that confirm such violation

In case the NEURC identifies misuse of proceeds provided under the established structure of
the tariffs and/or approved investment program during monitoring of licensee's reports.

Within the audit, the NEURC may identify the abovementioned violations of licensing terms by a DSO.
Should it be the case, the NEURC considers the case and makes its decision on application of sanctions
within 30 days of the audit.>* The NEURC also notifies the licensee of the decision.>> Upon the receipt
of the notification, the licensee should rectify the violations of the licensing terms and submit to the
NEURC a written report with supporting documents by the deadline specified in the decision.>®

If the licensee fails to comply with the NEURC's decision (i.e., to rectify the violation and/or submit the
report), the NEURC initiates an unscheduled audit of the licensee.>” If within this audit the NEURC
identifies that the licensee failed to rectify the violation, it may suspend its license for up to six
months.>8 Then, the NEURC revokes the license if the licensee fails to rectify the violation during this
term.>°

In addition, the NEURC may also revoke the license if the licensee commits repeated violation®® within
one year of the adoption of the NEURC's decision on rectification of violations.®!

Accordingly, license suspension and revocation generally would involve the following key stages:

Initiation of the NEURC's audit

Issuance of the NEURC's decision on rectification of violations of the licensing terms
Suspension of the license, if the DSO failed to rectify violations

Revocation of the license, if the DSO failed to rectify initial violations within a 6-month term
Revocation of the license, if the DSO committed a repeated violation within one year after

NEURC's decision on rectification of violations.

However, the NEURC applies relevant sanctions at its own discretion and it should adhere to the
principles of proportionality of violations and penalties, as well as of effectiveness of restraining

53 paragraph 5.1 of the Procedure on Control over Compliance with Licensing Terms.

54 Paragraph 7.4 of the Procedure on Control over Compliance with Licensing Terms.

55 paragraph 10.5 of the Procedure on Control over Compliance with Licensing Terms.
56 paragraph 10.8 of the Procedure on Control over Compliance with Licensing Terms.
57 paragraph 10.11 of the Procedure on Control over Compliance with Licensing Terms.
58 Paragraph 6.4 of the Procedure on Licensing over Activities Regulated by the NEURC.
59 paragraph 7.1 of the Procedure on Licensing over Activities Regulated by the NEURC.
60 paragraph 1.5 of the Procedure on Control over Compliance with Licensing Terms.

61 paragraph 7.1 of the Procedure on Licensing over Activities Regulated by the NEURC.
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sanctions.®? Therefore, the NEURC may not apply suspension/revocation of the license if it does not
consider these sanctions to be proportionate to the DSO's violation of licensing terms.

At the same time, we identified at least one case where the NEURC used the above argumentation and
identified the violation of licensing terms by Ternopilmiskgaz PrdSC, which failed to fulfil
responsibilities of balancing its portfolio and pay for created imbalances to the GTS0.%3 The NEURC
imposed a fine of UAH 850,000 (approx. USD 30,000) on Ternopilmiskgaz PrJSC by its resolution
dated 17 June 2020.%4 Later, the NEURC scheduled an extraordinary inspection of Ternopilmiskgaz
PrJSC to review whether it complied with the resolution on imposition of a fine.®®> As of now, we have
no information on the further NEURC's actions regarding this case. Therefore, one may conclude that
the NEURC does consider the DSQ's failure to pay for created imbalances to the GTSO a violation of
licensing terms.

However, we cannot exclude that the NEURC may refuse to apply suspension/revocation of the license
to DSOs, as all DSOs are monopolies in their regions, and suspension/revocation of DSO's license may
potentially negatively affect the market functioning and gas supply to all consumers in the relevant
region.

2.1.2. Description of contractual relationships of market participants and allocation rules

For the purposes of this Report, we consider the following key relevant natural gas market participants
that have contractual relationships between each other: GTSO, DSOs, DHC, Suppliers, Wholesale
traders, households, other Consumers.

All these market participants conclude following types of agreements between each other:

Transmission agreements — for obtaining access to capacity at entry and exit points of the GTS,
physical transportation of technical gas by the GTS and taking actions for settlement of daily
imbalance

Distribution agreements — for physical delivery and/or 24-hour access of consumers' objects to
the GDS

Connection agreements (standard for DSOs®®) — for connection of objects to GTS/GDS

Technical agreements (standard for connections between DSO and an adjacent market participant
(e.g., other DSO, SSO, LNG, gas producer), except for the GTSO and consumer®”) — for accounting
of gas at entry and exit points

Supply agreements (standard versions were approved for households and SoLR, essential
conditions are provided in the Supply Rules) — for supply of natural gas to consumer by a licensed
Supplier

62 paragraph 10.1 of the Procedure on Control over Compliance with Licensing Terms.

63 Act of audit No. 136 dated 18 May 2020, available at:
http://www.nerc.gov.ua/data/filearch/Catalog8/naftogas/2020/18.05.2020/Akt-_Ternopilmiskgaz__18.05.2020-136.pdf.

64 Resolution of the NEURC “On Imposition of a Fine on Ternopilmiskgaz PrJSC for Violation of Licensing Terms for Performing
Commercial Activity of Distribution of Natural Gas and Application of State Regulation Measures” No. 1137

dated 17 June 2020.

65 Resolution of the NEURC “On Appointment of the Extraordinary Outdoor Inspection of Ternopilmiskgaz PrdSC" No. 1637
dated 2 September 2020.

6 Annexes 11 and 12 of the GDS Code.
67 Annex 2 to the GDS Code.
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Sale and purchase agreements — for purchase and delivery of natural gas between market
participants (other than between Consumers and Suppliers).

Below we provide a figure with representation of relevant contractual relations and connections and a
description of contractual relationships of the parties involved.

Figure 1: Contractual relationships

:
e Y < e

Wholesale .
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Direct —DHCs —eHouseholds |, Other
consumers consumers

©——@ Transmission agreement
&—=@ Distribution agreement
©&—=@ Connection agreement
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©——@ Supply agreement

®—=@ Sale and purchase agreement

The GTSO concludes the following types of agreements with the following market participants:

Connection agreements with DSOs and Direct consumers®®
Technical agreements with DSOs and Direct consumers ©°

Transmission agreements with DSOs and Suppliers.”®
DSOs conclude the following types of agreements with the following market participants:

Sale and purchase agreements with Wholesale traders!

Transmission, connection and technical agreements with the GTSO

68 Paragraph 5, chapter 1, section | and paragraph 9, chapter 1, section VI of the GTS Code.

69 paragraph 9, chapter 2, section Il of the GTS Code.

70 Paragraph 5, chapter 1, section | and paragraph 1 and 9, chapter 1, section VIl of the GTS Code.
n Paragraphs 1, 4, chapter 6, section Ill and paragraph 9, chapter 1, section VI of the GDS Code.
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Distribution agreements with Consumers.”

Connection agreements with Consumers and adjacent market participants (e.qg., other DSO, SSO,
LNG, gas producer)’3

Technical agreements with adjacent market participants (e.g., other DSO, SSO, LNG, gas
producer).

Suppliers conclude the following types of agreements with the following market participants:

Sale-purchase agreements with Wholesale traders’

Transmission agreements with the GTSO

Supply agreements with Consumers.
DHCs and other consumers conclude the following types of agreements with the following market
participants:

Distribution and connections agreements with DSOs

Technical and connection agreements with the GTSO (for Direct consumers)

Supply agreements with Suppliers.”
The GTS Code provides for standard exit points allocation rules for the market participants:

The GTSO performs preliminary daily allocation on a daily basis. Natural gas off-takes from the
GTS should be attributed to relevant transmission service customers of the GTSO by way of
allocation. Allocation of gas off-taken by a Consumer is made only to the existing supplier of such
a consumer.’®

The volume of natural gas off-taken at points of exit to the GDS is attributed to relevant GTS
customers by determining the allocation. If the volume of natural gas transferred to the GDS
(taking into account the volume provided by gas producers and the adjacent DSOs) exceeds the
total amount of natural gas taken by consumers from the GDS, then the relevant difference should
be treated as an off-take of the DSO.”’

At the points of exit to the Direct consumer, the GTSO allocates the volume of natural gas to a
Consumer's existing Supplier based on the Register of consumers of the Supplier.”®

Unauthorized off-takes of consumers are generally attributed to the allocation of a relevant DSO
(or the GTSO, if the consumer has direct connection).”

Final allocation of daily inputs into and off-takes from the GTS is performed on a monthly basis.8°

72 Paragraph 4, chapter 1, section I; paragraph 2, chapter 1, section VI; paragraph 1, chapter 3, section VI of the GDS Code.
73 Paragraph 4, chapter 1, section | and paragraph 4, chapter 1, section V of the GDS Code.

74 Paragraphs 21 and 22, article 1 of the Gas Market Law.

75 Article 12 of the Gas Market Law, paragraph 3, section | of the Supply Rules.

76 Chapter 6, section XII of the GTS Code.

77 Paragraph 4, chapter 6, section XII of the GTS Code.

78 paragraph 5, chapter 6, section XII of the GTS Code.

79 paragraph 7, chapter 6, section XII of the GTS Code.

80 Chapter 7, section XII of the GTS Code.
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The final allocation per customer/consumer with daily metering equals to the sum of
preliminary allocations, unless there are changes in accrual modes of natural gas.

The final allocation per customer/consumer without daily metering (with metering by a
commercial metering unit equipped with a corrector), as well as the final daily allocations for
such consumers are adjusted and equal to the actual consumption for the relevant gas day of
the gas month according to the metering corrector, unless there are changes in accrual
modes of natural gas.

If the actual monthly volume of off-take/consumption is equal to the sum of previous daily
allocations for the month (for consumption without daily metering and with a commercial
metering unit without a corrector), the daily final allocations are equal to preliminary daily
allocations.

Otherwise (if actual volumes of off-takes/consumption is not equal to the sum of previous
daily allocations without daily metering and with a commercial metering unit without a
corrector), relevant correction should be made to daily allocations to determine final daily
allocations.

Information on actual consumption of natural gas should be provided by DSOs to the GTSO for
purposes of the final allocation.8!

Based on the rules for allocation (as described in this section and section 2.1.1(A) above), we
understand that:

Off-takes of Consumers performed without registration in the Supplier's Register of consumers
are attributed to allocation of DSOs (or, for Direct consumers, to the GTSO).

Off-takes performed by Consumers without registered Supplier or through unauthorized
connections are considered unauthorized and are attributed to allocation of DSOs (or, for Direct
consumers, to the GTSO).

Off-takes of DSOs are attributed to allocation of these DSOs.

Off-takes performed by Suppliers (and their Consumers) above the nominations are attributed to
allocation of such Suppliers.

Preliminary daily allocations are adjusted for the amount of actual consumption.

The above contractual framework allows the parties to claim compensation for violations by the other
party of contractual obligations and applicable natural gas market reqgulations:

If a Supplier off-takes at exit points more than it pumped into the GTS at entry points, the Supplier
must pay daily imbalance charge and payment for exceeding capacity to the GTSO (as a regular
payment for transmission services).®? If the payment for services is not made, it becomes an
unpaid imbalance and relevant sanctions may apply to the Supplier, as described in

section 2.1.1(E).

If a Consumer consumes more or less than nominated, the Consumer must compensate to the
Supplier the difference between the actual and nominated volumes, plus damages for excess
consumption.83

81 Paragraph 6, chapter 3 and paragraph 5, chapter 4 of section IX of the GDS Code.
82 paragraph 9.3, section IX of Transmission Agreement.
83 paragraphs 1, 4 and 6, section VIl of Supply Rules.
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If the Consumer denies access to Supplier’s representatives for verification of actual amounts of
supply, the Supplier may claim payment for consumed gas and damages under a special
formula.8

If the Consumer carries out unauthorized off-takes of natural gas, the GTSO/DSO may suspend
supply of natural gas to such a Consumer.8>

If the Consumer carries out unauthorized off-takes of natural gas, the amount of actually
consumed natural gas is allocated to the relevant DSO (or the GTSO, if the gas is off-taken by the
Direct consumer) that would then need to pay for negative imbalance.8¢

We will provide more detailed description of relevant contractual terms in section 3 below.

2.1.3. Preliminary quantification of imbalances situation

As was noted earlier, there are positive and negative gas imbalances in the GTS. Most of the positive
imbalances arose during the 1Q2020 of operation of the GTSO and amounted to 648 mcm (60.9% of
the total amount of positive imbalances accumulated during the whole 2020). At this time, the amount
of negative imbalances was small, which led to a positive net monthly balance. Starting March 2020,
the balance turned negative, with the gap between the imbalances constantly widening. Thus, by the
middle of the year (the period from June to August), 1,128 mcm of negative unbalances were
accumulated, which amounted to 47.5% of the total volume of negative imbalances of 2020.

Chart 1. Correlation of daily gas imbalances (monthly), mcm87

1 1

1 154 '

i MR R, A45 s 0 B gz X 8

! . -309 i i

v o N : 512 373 —

i i : 7/ EEEETOR )/ E ) B 3 68 95 19 63| -'<'4|_ .

! 124 -1 15 475 ) -106 122 -107 wm— Positive
! 246 | 264 -207 imbalaces
i ) 436 Negative
i -536 imbalances
1

1

1

1

1

1

1

1
1
1
1
I
1
! -754 Net imbalance
1
1
1
1
1

P F PGP PP PSSP S S

Traditionally, volumes of gas imbalances depend on prices - in cases where the base gas price for the
imbalance is lower than the market one, network users take benefits by creating negative imbalances
and buy gas from GTSO. Otherwise, if the base price is higher than the market one, network users
create positive imbalances and sell gas to GTSO. For example, 1Q2020 was quite unusual as due to
sharp drop in gas prices (see graph below), Customers intentionally created positive imbalances (by

84 Subparagraph 3, paragraph 1, section VIl of Supply Rules.

85 Subparagraph 1, paragraph 2, chapter 1, section X of the GTS Code.
86 paragraph 7, chapter 6, section XII of the GTS Code.

87 GTSO, EY calculations and analysis
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making quasi-sale to GTSO) to benefit from higher compensation for positive balance. However, as
soon as price dynamics changed and corrective measures were introduced (see “abuse of market
rules”, section 2.1.1), "usual normal" (prevailing negative imbalances) became frequent (see graph
above).

Chart 2. Comparison of the gas prices of Naftogaz and the actual prices
of purchase / sale of gas by GTSO, UAH per tcm58
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The average purchase price of GTSO in January 2020 was UAH 4,835 per tcm, which was 19.8%
higher than the average prices of Naftogaz. The difference in prices remained until mid-March and
amounted to an average of 17.8%. Such discrepancy stimulated market participants to create artificial
positive imbalances. As the weighted average purchase price of GTSO converged to the market one,
such market gambling with imbalances was eliminated.

During the analyzed period, the GTSO fully fulfilled its obligations and payed on time and in full for the
positive imbalances created by market participants, which in 2020 reached 1.1 bcm with a total value
of UAH 5.5 b®°. At the same time, the cost of negative imbalances was not compensated to the GTSO
or was compensated partially. The main two groups of consumers that accumulate debts are DSOs and
other customers of transportation services. As of 27 April 2021, the debt of these market participants
was in 2020 amounted to 82.5% and 17.5%, respectively (Chart 3).

88 GTSO, Naftogaz's official website

89 GTSO official web site. Available at: https://tsoua.com/news/za-2020-rik-uchasnyky-rynku-gazu-zaborguvaly-ogtsu-16-
milyarda-gryven/
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Chart 3. Accumulated debts to GTSO by groups of market participants in 2020, UAH b*°
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In total, DSOs have accumulated a debt for negative imbalances to GTSO in the amount of more than
UAH 1.2 b during 2020. These debts are unevenly distributed - 83% of are caused by five DSOs,
namely Donetskoblgas (UAH 374 m), Luhanskgas (UAH 270 m), Ternopilmiskgas (UAH 269 m),
Kyivoblgas (UAH 59 m), Umangas (UAH 34 m).

Table 1. Accumulated debts of DSOs to GTSO during 2020, UAH m®?

Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec 2020 Share,%

Donetskoblgaz 55 17.0 12.1 - - - - - - 12.7 111.7 2145 373.5 31%
Luhanskgaz - 1422 1283 - - - - - - - - - 270.4 22%
Ternopilmiskgaz 57.5 586 347 73 57 08 17 26 4.1 16.0 29.0 51.1 269.2 22%
Kyivoblgaz 59.0 - - - - - - - - - - - 59.0 5%
Umangaz - - - 04 26 16 06 09 27 7.0 107 7.7 34.1 3%
Mykolaivgaz 28.4 - - - - - - - - - - - 28.4 2%
Kharkivgaz 3.6 13.2 8.7 - - - - - - - - - 25.5 2%
Melitopolgaz - 3.2 2.7 i0 03 01 04 04 07 12 63 091 25.5 2%
Zakarpatgaz 23.7 - - - - - - - - - - - 23.7 2%
Lvivgaz 20.9 - - - - - - - - - - - 20.9 2%
Other 69.9 - - - - - 02 03 32 47 33 39 858 7%
Total 268.6 234.1 1865 87 87 26 2.8 43 108 41.6 161.0 286.4 1,216.1 100%

Donetskoblgas is the biggest debtor to GTSO for unpaid negative imbalances as of April 27, 2021. The
core amount of the debt was accumulated in October-December 2020. During this period,
Donetskoblgas have withdrawn 42.2 mcm, following by additional 24.2 mcm withdrawn in January,
2021°2, During the year, Donetskoblgas paid only for 30% of the volume used, whereas additional UAH
373.5 m are to be paid to the TSO. The volumes of withdrawn gas appear to be unreasonable as for
technological consumption, constituting up to 25% of total distribution volume of the DSO. On a
comparative basis, this share amounts to 4-5% for other DSOs on average.

90 GTSO, EY calculations and analysis.
91 GTSO, EY calculations and analysis.

92 GTSO official web site. Available at: https://tsoua.com/news/operator-gts-ukrayiny-zvernuvsya-do-pravoohoronnyh-organiv-
shhodo-perevirky-diyalnosti-doneczkoblgazu/
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Taking into account that Donetskoblgas had no unpaid imbalances to GTSO during April-September,
increase in debts in the 4Q2020 (considering UAH 16.5 m in October with 4.25 times in November and
6.25 times growth in December) may constitute a threat for the GTSO financial stability.

Luhanskgas is also of particular concern. The main part of Luhanskgas's debt to GTSO was
accumulated during February-March for gas consumed by Luhansk TPP. According to Luhanskgas,
Luhansk TPP produces heat and electricity and under the PSO requlation have concluded agreements
with Naftogaz. The problem is that Lugansk TPP did not have a supplier after February 2™ 2020 which
was confirmed by the notification received by Luhanskgas from the information platform of the GTSO
on 28 January 20203 . According to the GDS Code, in case the consumer does not have an existing
supplier, the consumer has no right to consume / withdraw natural gas from the gas distribution
system. As a result, Luhansk TPP was informed of the need to stop consumption in early February
2020. In fact, gas distribution at Luhansk TPP was not stopped and gas withdrawal was made without
a supplier. During this period, 55 mcm of gas were withdrawn from the networks of Luhanskgas by
Luhansk TPP. The entire debt of Luhanskgas to GTSO was accumulated during this period - UAH 270.5
m.

To protect its rights, the GTSO applied to the court to collect UAH 295.3 million from Luhanskgaz,
including UAH 286.4 million of unpaid daily imbalances, UAH 6.6 million of penalty for late payment of
monetary obligations, UAH 1.2 million of inflation indexation and UAH 1.1 million of interest accrued
on the amount of debt. Naftogaz and DTEK Skhidenergo were also involved in the court proceedings
on the side of the the GTSO and the Luhanskgaz, respectively. However, the court of first instance
decided that the actions of Luhanskgaz in February-March 2020 did not violate the requirements of
the GTS Code and denied the GTSO in the satisfaction of its claims in full.

Later, the GTSO appealed the decision of the court of first instance in the Eastern Commercial Court of
Appeal. The court of appeal considered the arguments and objections of the parties and decided to
dismiss the appeals of the GTSO and Naftogaz without satisfaction based on the conclusion that "the
are no legal grounds in the disputed legal relationship for Naftogaz to the exclude the thermal energy
producer DTEK Skhidenergo from the Register of Suppliers with Special Responsibilities according to
the Clause 3 of Chapter 5 of Section IV of the GTS Code and Clause 3 of the PSO Regulation." The
court also noted that: “the gas off-take of the latter [of DTEK Skhidenergo] in February, March 2020
cannot be considered unauthorized, i.e., committed in violation of applicable law within the meaning of
paragraph 5 of Chapter 1 of Section | of the GTS Code, which, in turn, excludes the liability of
Luganskgaz as a DSO, according to the provisions of paragraph 2, Clause 7 of Chapter 6 of Section XlI
of the GTS Code and Clause 4 of Chapter 5 of Section VI of the GDS Code."?*

To challenge this decision, Naftogaz filed a cassation claim to the Supreme Court, and the hearing is
scheduled on 29 April 2021.%°

Ternopilmiskgas is another DSO that may pose a serious risk to the stability of GTSO. It is the third
largest DSO in terms of debt to GTSO. Ternopilmiskgas violates the terms of the gas transmission
agreement with the GTSO at the point of payment for daily imbalances. Despite the fact that the

93 Act of audit No. 242 dated 26 June 2020, available at:
http://www.nerc.gov.ua/data/filearch/Catalog8/naftogas/2020/26.06.2020/Akt-AT_Lugankgaz__26.06.2020-242.pdf.

94 Resolution of the Eastern Commercial Court of Appeal in case No. 913/345/20 dated 1 February 2021 poky, available at:
https://reyestr.court.gov.ua/Review/94655258

5 Ruling of the Supreme Court in case No. 913/345/20 dated 19 March 2021, available at:
https://reyestr.court.gov.ua/Review/95642785
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relevant funds were included in its tariff, this DSO has not purchased a single cubic meter of gas for its
own technological consumption since the beginning of the year.®

To protect its rights, the GTSO filed a claim to the National Police and the court to force
Ternopilmiskgas to pay for negative imbalances. According to GTSO, Ternopilmiskgas itself does not
deny or challenge the GTSO requirements, but does not intend to make any settlements. In total,
during 8M2020, Ternopilmiskgas withdrew 30.3 mcm of natural gas which remain unpaid. The
principal amount of Tepnopylmyskgaz's debt was accumulated during the cold period of the year - UAH
155.7 m and UAH 80.1 m during January-March and November-December, 2020 respectively. Such
amounts contribute to 86.1% of debt accumulated by the DSO during the year. During 2020,
Ternopilmiskgas did not take any measures to improve the situation and eliminate its debts to the

GTSO.%7

According to the position of Ternopilmiskgaz, the reason for the appearance and increase in debt is the
lack of tariff funds to cover all costs, including gas for technological needs and own consumption.
Historically, Ternopilmiskgaz operated at a loss for the period from 2015 to 2017, with annual losses
of UAH 41.2 m, UAH 6.5 m and UAH 164.8 m, respectively. At the same time, the cost of gas for
technological needs and own consumption exceeded the amount established by the tariff by 2-3 times.
During 2015-2018, the volume of gas for technological needs in physical terms remained stable - at
the level of 9-9.5 mcm.®®

Chart 4. Volume of gas for technological needs and own consumption of Ternopilmiskgas and gas distribution
volumes, 2015-2020, mcm®®
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Such volumes of consumption within 4 consecutive years can give an understanding of the real needs
of the DSO for technological gas. Starting from 2018, Ternopilmiskgaz wanted to increase its

96 Act of audit No. 136 dated 18 May 2020, available at:
http://www.nerc.gov.ua/data/filearch/Catalog8/naftogas/2020/18.05.2020/Akt-_Ternopilmiskgaz__18.05.2020-136.pdf.

o7 Ibid.

98 p:
Ibid.

99 NEURC Act of audit #258 dated of July 16, 2018, pages 33,38,43, Project of tariff structure of Ternopilmiskgas, available

at: http://www.tmgaz.te.ua/fckfiles/file/obg_tar_2019.PDF
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consumption to 14.5 mcm without an explained reason - the was only an insignificant increase in the
number of connected consumers or distribution volumes, etc. Already in 1H2019, the actual gas
consumption for technological needs of the DSO amounted to 21.7 mcm, 2.5 times more than the
average annual historical consumption. The volume of gas consumption for the period January-August
2020 amounted to even more - approximately 30.3 mcm.

Another problem associated with Ternopilmiskgaz is the low level of payment for gas for technological
consumption and for the balancing services. During the period from 2015 to 2017, UAH 320 million of
debt was accumulated. According to the NEURC Acts of Audit, the average level of payment was
65.6%, 12.3% and 4.2%, respectively.

Chart 5. Dynamics of accumulation of debt for gas by Ternopilmiskgas to counterparties, UAH milliont9°
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At the same time, the debt to gas suppliers for the analyzed period decreased from UAH 72.2 m to
UAH 32.7 m. The debt to Ukrtransgaz only grew. During 2016-2017, less than 1% of the debt to UTG
for balancing services was repaid. As a result, as of January 1, 2018, the debt for balancing services
accounted for 90% of the total debt of Ternopilmiskgaz.

During 2020, some DSOs have improved its payment discipline. For example, from May to September,
DSOs operating under the RGC brand reduced their debt for balancing services by almost a quarter
(from UAH 420 m to UAH 319 m), and three companies paid off the GTSO in full. Moreover, the total
debt of the DSOs operating under the RGC brand from September to December decreased by another
26.8%°! by the end of 2020.

Despite the repayment by RGC, the situation on the gas market remains unsolved as of end of 2020.
At the same time, as some debtors continue to systematically create negative imbalances in the GTS
and not pay for it, they create risks of gas supply to consumers and the reliable operation of the whole
GTS.

100 NEURC Act of audit #258 dated of July 16, 2018, pages 37-40
101 5T50, EY calculations and analysis
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However, the situation with unpaid imbalances has worsened since the beginning of 2021. In January
DSOs withdrew 38 mcm of natural gas from the GTS. The drastic increase in withdrawal volumes
intensified in the following months - 380 mcm and 675 mcm in February and March respectively.

Chart 6. Accumulated debts to GTSO by groups of market participants in 2021, UAH b19?
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As of April 27, 2021, the amount that DSOs are obliged to pay to the GTSO for the withdrawn gas is

about UAH 10 billion. Of these funds, UAH 3.5 billion is overdue debt, and UAH 6.5 billion is accrued.
Most probably, DSOs were motivated to act in such fashion by Resolution N¢235 of 17.02.2021. The
NEURC Resolution provided the DSOs with the possibility to make payments for the period February-
March 2021 with postponement of 90 days.

As a result, most of the DSOs have taken the possibility to benefit from such requlatory changes. As of
April 27, 2021 Kyivoblgaz, become the key debtor. Its obligation to the GTSO has increased by 19.7
times, contributing 12% of the total accumulated debt amount. However, this debt, like most others,
accumulated in the 1st quarter of 2021 is accrued but not overdue.

Table 2. Accumulated debts of DSOs to GTSO during 2020, UAH m193

2020 Share,% Jan-21 Feb-21 Mar-21 2021 Share,% 2020-2021 Share,%

Kyivoblgaz 59.0 5% - 450.6 653.3 1,103.9 13% 1,162.9 12%
Donetskoblgaz 3735 31% 242.3 159.5 110.3 512.1 6% 885.6 9%
Lvivgaz 20.9 2% - 326.3 489.3 815.6 9% 836.5 8%
Kharkivgaz 25.5 2% - 238.1 322.9 561.0 6% 586.5 6%
Dnipropetrovskgaz - 0% 0.5 228.4 299.7 528.6 6% 528.6 5%
Vinnytsiagaz 18.2 1% - 200.5 290.7 491.2 6% 509.4 5%
Ternopilmiskgaz 269.2 22% 104.5 70.9 36.0 2114 2% 480.6 5%
lvano-Frankivskgaz 3.5 0% 3.3 188.2 279.1 470.6 5% 474.1 5%
Khmelnytskgaz 6.9 1% - 152.1 230.7 382.8 4% 389.7 4%
Mykolaivgaz 28.4 2% - 132.1 196.8 328.9 4% 357.3 4%
Other 410.9 34% 41.9 1,289.2 1,922.8 3,253.9 38% 3,664.7 37%

Total 1,216.1  100% 392.5 3,436.0 4,831.5 8,660.1 100% 9,876.1 100%

102 57150, EY calculations and analysis.
103 6T50, EY calculations and analysis.
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2.2. POTENTIAL NEGATIVE CONSEQUENCES FOR THE GTSO

After the implementation of new market regulations in 2015 Ukrainian former TSO JSC "Ukrtransgaz"
faced a new challenge - unauthorized off-takes and unpaid imbalances. In 2016-2019 these off-takes
resulted in losses in the range of UAH 44 billion for the former TSO. During the previous two years
(2018-2019), the debt has grown by UAH 29.7 b and 3.5 bcm, which is 65.7% and 47.6% of the total
debt as of the end of 2019 respectively (Chart 6).

Chart 7. Debts for negative imbalances to Ukrtransgaz 2016 - 2019, UAH m (LHS), bcm (RHS )04
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Starting January 1, 2020, after unbundling from NJSC “Naftogaz of Ukraine” GTSO became a new
TSO. At the same time, the indebtedness accumulated by Ukrtransgaz was not transferred to the new
operator, therefore, at the time of foundation, GTSO had no indebtedness for negative imbalances.
Nevertheless, the problem was not solved, so currently GTSO is experiencing the same situation - the
ongoing increase of network users’ debt for negative imbalances and unauthorized off-takes.

As of the end of 2020, the total indebtedness to GTSO for negative imbalances amounted to UAH 1.6
b9, Moreover, GTSO expects a significant increase in indebtedness over the next 10 years. According
to the provided by GTSO calculations, given the settlement rate at the level of 70%, the total debt of
the network users to the GTSO for negative imbalances by the end of 2030 may amount to UAH 58.8
billion.

It is expected that by the end of 2021 an additional UAH 2.5 b of debt could be accumulated. This
figure is based on the assumption that during 2021 the average gas price will be at the level of UAH
4,394 per tcm (excl. VAT) and level of DSOs’ settlements for negative imbalances at 70% on average.
The gas price is expected to grow in line with the prices in Europe. It is possible that the amount of
debt for negative imbalances by the end of the year 2021 may rise even higher due to the following
reasons:

104 ykrtransgaz official website. Available at: http://utg.ua/utg/media/news/2020/02/uchasnyky-rynku-zaborguvaly-
ukrtransgazu-44-mird-grn-za-negatyvnyi-nebalans-pryrodnogo-gazu-na-kinets-2019-roku.html.

105 6750 official web site: https://tsoua.com/news/za-2020-rik-uchasnyky-rynku-gazu-zaborguvaly-ogtsu-16-milyarda-
gryven/.
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Deterioration of payment discipline caused by COVID19 consequences and increase in tariffs for
households since January 2021;

Tariffs caps imposed by NEURC for 13 DSO in January, 20211°¢;

Possible increase in DHCs off-takes without supplier after PSO elimination;

Without immediate actions, it is likely that the situation with off-takes could worsen, so a conservative
forecast was taken as a basis for the period 2021 - 2030. It is expected that the annual debt to GTSO
for negative imbalances will increase at a CAGR of 9.5%. Total debt of network users by 2025 is
expected to reach 22.3 b, after which it will increase by another 2.6 times by 2030. Such imbalances
jeopardize the financial position and profitability of the GTSO fundamentally.

Historically, such losses caused by network users' debts were covered by revenues from gas transit.
Due to the implementation of network code requirements in accordance with the Energy Community
acquis, cost-based (transit) network tariffs do not consider costs from the TSQO's balancing function.
Network tariffs are intended to cover operating costs and CapEx necessary to sustain the gas
transmission system (and not to cover losses from balancing). Thus, the diversion of tariff revenues to
cover of losses from balancing is at the expense of the substance and integrity of the gas transmission
system. Furthermore, the transit source of income reduced due to decreased volumes under the gas
agreement between Naftogaz and Gazprom. The agreement envisages the reduction of transit to 65
bcm in 2020 with a subseguent decrease to 40 bcm annually during 2021-2024. The possible
complete cessation of transit should lead to GTSO's profitability decrease after 2024 (Chart 7).

Chart 8. Projected 10-Year EBITDA and EBITDA margin of GTSO, UAH b1°7
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A similar impact is expected on the amount of the cash flow. Starting 2023, net cash flow is expected
to be negative, while operating cash flow is expected to drop significantly after 2024 and become
negative in the long term.

106 NEURC. Available at: https://www.nerc.gov.ua/?id=58126.
107 6TS0, EY calculations and analysis.
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Chart 9. Forecast of Operational and Net Cash Flow of GTSO 2020-2030, UAH b198
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In the forecasted period (2021 - 2030), financial position of GTSO may be jeopardized given the
volatility of gas prices. For the analysis, a 10-year sensitivity table was constructed. As a result, an
increase/decrease in gas price in range of UAH 2,000 per tcm and a change in the level of settlements
between 50% and 90% can lead to a level of indebtedness for imbalances from UAH 10.4 b to UAH

138.8 b.

Table 3. 10-Year Sensitivity table of GTSO indebtedness to gas price and settlement level, UAH b1%°

90.0%
85.0%
80.0%

75.0%

Level of

0,
settlements Ok

65.0%
60.0%
55.0%
50.0%

4,853
10.4
15.6
20.8
26.0
31.2
36.4
41.6
46.8
52.0

Forecasted 10-year average natural gas price, UAH per tcm

5,353
12.6
18.8
25.1
31.4
37.7
44.0
50.2
56.5
62.8

108 5T50.

109 6T50, EY calculations and analysis.
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3. DETAILED REVIEW OF HYPOTHESES ON REASONS FOR DEVIANT OFF-TAKES

Based on our discussions of the major issues with the relevant stakeholders, we built our hypothesis
and understanding of the key reasons that lead to creation of the unauthorized off-takes and unpaid
imbalances.

Based on our analysis, we understand that the existing reasons for issues with unauthorized off-takes
and unpaid imbalances may be generally divided into three groups:

Market design reasons

This group includes reasons related to the current structure of relationships between market
participants, the scope of their rights and obligations, as well as drawbacks in procedural
regulations. The key problem may be the imperfect design of the certain elements of the
regulatory framework and their implementation that leaves room for ambiguous interpretation
that negatively reflects on the behavior of the market participants.

Economic and financial reasons

This group includes reasons of economic and financial nature. Due to significant state involvement
in the reqgulation of the natural gas market, market players sometimes may be forced to carry out
their activities in an economically unjustified manner. Because of the inefficient management of
the economic side of the natural gas market, its participants may not be able to ensure the
appropriate level of settlements under their contractual and other obligations.

Liability and enforcement reasons

This group includes reasons related to liability of market participants and means of enforcement
of proper behavior. The effective law sometimes does not allow to financially expose certain
market participants in default in case of inappropriate level of settlements for the provided
services, unauthorized off-takes of natural gas and other market misconduct.

Our methodology was based on hypotheses testing to identify major issues that led to accumulation of
unauthorized off-takes and unpaid imbalances. All hypotheses on reasons were tested for their
applicability to the general problem. For this purpose, we used the following sources of information:
Currently effective Ukrainian laws and secondary legislation
Reports on audits conducted by the NEURC during 2017-2020 (for DSOs, DHCs and Suppliers)
Data provided by the GTSO for 2020

Other publicly available information, including comments provided by market participants.

Below we provide detailed description of each group of reasons.

3.1. MARKET DESIGN REASONS

Based on information provided to us and our analysis, we understand that the primary market design
problems refer to the distribution of rights and obligations between major market participants -
transmission and distribution systems operators, consumers and suppliers.
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Key reasons for issues with deviant off-takes of this group include the following:

DSOs' failure to fulfill responsibilities of balancing their portfolios
Contradictions in the PSO regime
Issues of implementation of neutrality charge

Unequal levels of late payment penalties for commercial market participants and household
consumers.

3.1.1. DSOs' failure to fulfill responsibilities of balancing their portfolios

Considering the specifics of movement of natural gas through a gas distribution system, a DSO has
technological consumption of gas. These losses are defined as gas lost in its transportation through
gas distribution and in-house systems, as well as in maintenance and ongoing repairs.1°

DSOs are required to purchase natural gas on the market to cover these needs.'!! However, some
DSOs do not purchase gas for their technological consumption and offtake it from the GTS without
paying for it. As a result, the GTSO accumulates accounts receivable from DSOs caused by these
actions.

Such a problem arises because DSOs do not acquire natural gas from licensed suppliers based on
continuous gas supply agreements, but are supposed to buy it on a case-by-case basis from other
market participants under purchase agreements. Since the current Ukrainian regulation does not treat
DSOs as consumers, the supply of gas to DSOs falls out of the legal framework regulating supplier-
consumer relationships and respective safeguard mechanisms.

Under Ukrainian law, a consumer is a person or entity that acquires natural gas under a supply
agreement to cover its own needs and not for commercial sale or processing.t? A supplier is a licensed
entity that performs natural gas supply activity. Thus, each consumer should conclude a natural gas
supply agreement with the supplier.

However, according to the GTS Code, DSOs are treated as operators of adjacent systems, and not as
regular consumers.

Furthermore, the GDS Code contains a direct rule according to which a DSO is supposed to purchase
natural gas for conducting its business activity from an owner of natural gas (producer, Wholesale
trader, Supplier) on a general basis and subject to market conditions (based on a sale and purchase
agreement).'13 For this purpose, the DSO may conclude natural gas sale and purchase contracts in
order to cover volumes (amounts) of technological consumption of natural gas in its GDS to ensure
physical balancing of gas distribution system and its own business activity.14

110 Paragraph 3, section 1 of the Methodology of Identifying Unit Technological Consumption of Natural Gas During its
Transportation Through Gas Distribution Systems.

111 paragraph 4, chapter 6, section Il of the GDS Code.
112 paragraph 37, part 1, article 1 of the Gas Market Law.
113 paragraph 4, chapter 6, section Il of the GDS Code.
114 paragraph 1, chapter 6, section Il of the GDS Code.
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Generally, as opposed to the model of Wholesale trader - DSO relationships, the existing model of
supplier-consumer relationships manages the negative consequences of consumer’s misconduct by
establishing the following mechanisms:

Financial liability of the supplier before the GTSO in case of imbalances created by the supplier's
consumertts

Provision of financial guarantee or prepayment for GTSO's transmission services by the
suppliertié

Consumer's liability before the supplier in case of imbalances created by such a consumer.?

Such a structure of relationships protects the GTSO from damages stemming from consumer's
violations as each consumer has a relevant supplier. In addition, the supplier may also apply the
following measures in case the consumer violates its obligations:

Charge payment and penalties for the consumption of the natural gas over the contractual
limitst1®

Cut-off the supply.t1?®

At the same time, the contractual relationships under a natural gas purchase agreement (the
agreement on sale and purchase of natural gas concluded between DSOs and producers, Wholesale
traders, Suppliers) significantly differ from supplier-consumer relationships described above. The
DSOs’ counterparties (for instance, Wholesale traders or mining companies) under natural gas sale and
purchase agreements do not fall within the category of licensed suppliers. As a result, such sellers are
not liable for any imbalances and other DSOs' misconduct that may lead to financial damages for the
GTSO.

Because of the absence of suppliers, DSOs enter into transmission agreements as regular GTS
customers (otherwise, DSOs would not be GTS customers, but rather Suppliers would order
transmission services for volumes of gas that is ordered by DSOs).

The contractual framework of DSO-GTSO relations currently establishes the structure where DSOs are
on their own liable for imbalances created in case of off-takes. Currently, contractual relations between
the GTSO and DSOs are based on three types of agreements:

Application for connection and technical agreement. These documents contain general
provisions on the procedure for connection to the GTS, information exchange, metering at the
enter and exit points, procedure and calculation for defining technical losses after commercial
metering devices, rules for transfer and acceptance, rules for management of balancing account
etc.1?% They do not elaborate on issues relevant to unauthorized off-takes.

115 paragraph 2, chapter 6, section XIV of the GTS Code.
116 chapter 2, section VIl of the GTS Code.

117 paragraph 10, section Il of the Supply Rules.

118 ypjg,

119 paragraph 13, section Il of the Supply Rules.

120 Paragraphs 7 and 9 of chapter 2 of section lll, paragraph 2 of chapter 1 of section IV, paragraph 8 of section XIll of the
GTS Code.
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Transmission Agreement. According to this agreement, a DSO is obliged to balance its portfolio,
use the GTS within allocated capacity, pay for imbalance and excessive use of capacity.t?!
Accordingly, DSOs have practically the same obligation as Suppliers under the Transmission
Agreement.

Considering the DSOs' status as operators of adjacent systems, the effective contractual framework
generally represents rights and obligations of the parties in relevant way. Therefore, there should be
no distinct need to amend the above agreements (at least until the relevant changes to the status of
DSOs are introduced). At the same time, considering that the GTSO has no ability to disconnect DSOs
from the GTS, it creates a situation where DSOs can off-take gas with practically no limits. Considering
that DSOs do not provide financial guarantees / prepayments for balancing, the only available means
of protection for the GTSO is going to court. Therefore, this issue could be potentially addressed
whether through change of the DSOs' status and obligation, or by introduction of a requirement to
provide relevant financial guarantees / prepayments for imbalances.

Generally, the issue with deviant off-takes of DSOs exists because DSOs fail to fulfill responsibilities of
balancing their portfolios as operators of adjacent systems and prefer to off-take natural gas from the
GTS instead of purchasing it in the market. However, from the GTSO's point of view, this issue exists
because DSOs, first and foremost, are supposed to perform balancing on their own. If all DSOs were
forbidden to purchase gas in the market and required to have a relevant Supplier responsible for
supply of natural gas for DSOs' needs (working under the rules for Suppliers, as described in this
section above), the GTSO would be able to hold such Suppliers accountable for any created negative
imbalances.

In addition to the above, on 17 February 2021 the NEURC adopted a resolution that provides some
special rules for off-taking natural gas from the GTS.1%? Specifically, during February - March 2021,
the GTSO is obliged:

To settle daily imbalances of DSOs by purchasing natural gas within public procurement
procedures and withdrawing natural gas from the storage

For the purposes of calculating the daily imbalance fee for DSOs, apply the marginal natural gas
purchase/sale price that is determined by increasing/decreasing by 5% the weighted monthly
average of the purchase price and the price of own natural gas withdrawn from the storage
facilities (taking into account the costs of storage (injection, withdrawal)

To define the term of payment of the invoice for daily imbalance for DSOs at 90 calendar days
following the end of the month of providing the transmission service

Not to include any expenses and income incurred as a result of the implementation of this
resolution to the calculation of the neutrality charge.

By adopting this resolution, the NEURC does not address the issue with unpaid imbalances. Even
though the resolution is temporary and its effect will cease on 31 March 2021, it may be arqgued that it
ultimately encourages DSOs to off-take natural gas from the GTS within this period. This may
potentially lead to further accumulation of debts of DSOs to the GTSO and result in worse payment
discipline.

121 supparagraph 4.1., paragraph 4, section IV of the Transmission Agreement.

122 pesolution of the NEURC "On Measures Aimed at Uninterrupted Distribution of Natural Gas to Consumers" No. 235 dated
17 February 2021.
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3.1.2. Contradictions in the PSO regime

Currently, the PSO regime contains some contradictions and gaps that adversely affect the functioning
of the market. Deficient requlatory design of rights and obligations in the PSO regime in conjunction
with the state policy for protection of certain categories of consumers ultimately leads to the GTSO
suffering financial damages. In addition, according to the GTSO's comments, the PSO supplier
(Naftogaz) does not receive adequate compensation for performance of PSO functions.

According to the Gas Market Law, to ensure public interest in the functioning of the natural gas
market, certain special obligations may be imposed on its participants, in exclusive cases and for a
definite period, under the terms determined by the CMU after consultations with the Secretariat of the
Energy Community.123 As of now, such public service obligations (i.e., PSO) are imposed on Naftogaz.

Specifically, Naftogaz is obliged to supply natural gas to heating companies until 1 May 2021.124
Naftogaz may not refuse customers to conclude natural gas supply agreements with them,2> provided
that these customers comply with the relevant requlations.t2®

At the same time, heating companies are entitled to buy natural gas for all types of use from Naftogaz
until 1 May 2021 subject to certain conditions:2”

Concluding a natural gas supply agreement with Naftogaz
Opening a current bank account with special regime (in certain specific cases)
Fulfilling one of the following conditions:

The level of settlements under natural gas supply agreements concluded between the heating
company and Naftogaz should currently be not lower than 90% (or 60% for entities managed
by the State Property Fund), or

The heating company should conclude a debt restructuring agreement for consumed gas with
Naftogaz, or

The heating company should submit to Naftogaz a debt settlement schedule, approved by
Naftogaz and the executive body of the relevant municipal council, and settle according to this
schedule, as well as perform current settlements for the consumed natural gas.

Considering the above obligations, according to the PSO Regulation, the mere fact of conclusion of the
supply contract between the heating company and Naftogaz does not impose an unconditional duty on
Naftogaz to sell gas to the heating company. On the one hand, Naftogaz is obliged to provide natural
gas to heating companies, but on the other hand, it may refuse to do so if the level of their
indebtedness exceeds the statutory threshold.

According to the GTS Code, should the PSO supplier want to physically terminate supply of natural gas
to the consumer due to consumer's debt, it should initiate the termination of supply to such consumer
according to the Supply Rules.'?® However, according to the Supply Rules, the actual termination is to

123 part 1 of article 11 of the Gas Market Law.

124 supparagraph 1 of paragraph 3 of the PSO Regulation.
125 paragraph 5 section | of the Supply Rules.

126 paragraph 8 section Il of the Supply Rules.

127 paragraph 11 of the PSO Regulation.

128 paragraph 3 chapter 5, section IV of the GTS Code.
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be made by DSOs (or the GTSO for Direct customers) based on the supplier's notice.?® At the same
time, the CMU prohibited DSOs to disconnect DHCs and CHPPs from GDSs and/or limit gas supply to
such companies during the heating season in 2019/2020 year below the technological minimum of
gas consumption.t3° Therefore, supply of gas to DHCs and CHPPs, even where they have significant
indebtedness before Naftogaz, cannot be physically terminated.

In addition, the above order of the CMU also required Naftogaz to ensure continuous gas supply to
DHCs and CHPPs during the heating season in 2019/2020 year.13!

Based on the above and the information provided to us by the GTSO, we understand that, despite the
obligation to ensure continuous supply imposed on Naftogaz by the order of the CMU, to stop the
supply Naftogaz excluded relevant debtors from its Register of consumers, refuses to sign statements
of transfer and acceptance of natural gas and issues relevant notices on termination of supply to DSOs.

However, considering the above prohibition on cut-off (which is described in detail in section 3.3.2),
DSOs are not able to disconnect DHCs. As a result, such default consumers continued to off-take gas,
creating negative imbalance in the relevant GDS. Considering that such DHCs are not accounted in the
GTSO information system as Naftogaz's customers, their off-takes are allocated to relevant DSOs.

To balance their GDSs, DSOs off-take natural gas from the GTS, which ultimately leads to financial
damages to the GTSO. As a result, the above contradictory provisions of the PSO regime lead to
unauthorized off-takes of natural gas from GDSs and, consequently, from the GTS.

We note that this issue exists because the PSO Requlation practically allows Naftogaz to refuse to
supply natural gas to DHCs. If Naftogaz was not allowed to stop the supply, all relevant off-takes of
DHCs would have been allocated to Naftogaz and, therefore, there would be no issues with imbalances
in the GTS and GDSs (but at the same time a new issue of DHCs' indebtedness before Naftogaz would
arise). The current PSO Reqgulation that contains conditions for supply practically undermines the
purpose of the PSO (ensuring the general public interest) and creates a situation where actions of
market participants under the PSO directly damage the GTSO.

On a separate note, the PSO Regulation does not define the procedure for payment of due
compensation to Naftogaz for performance of its obligations. The Gas Market Law provides that PSO
suppliers are entitled to compensation of economically reasonable expenses reduced by the amount of
income received during performance of its PSO functions, and considering the acceptable level of
profit according to the procedure adopted by the CMU.132 However, the CMU has not yet adopted such
procedure. As a result, during the whole period of Naftogaz's functioning as a PSO supplier, it did not
receive the relevant compensation from the state. The absence of compensation created significant
losses for Naftogaz, and provided it with grounds to request from the CMU the compensation in
amount of UAH 146 billion (approx. USD 5.2 billion) as of the end of 2019. On 17 November 2020 the

129 paragraph 14 of section I, paragraph 21 of section Il of the Supply Rules.

130 paragraph 2 of Order of the Cabinet of Ministry of Ukraine "On Certain Matters of 2019/20 Heating Period" No. 921-p
dated 29 September 2019. This resolution covers heating season 2019/2020. However, we cannot exclude that the same rule
would be established for heating season 2020/2021.

131 paragraph 1 of Order of the Cabinet of Ministry of Ukraine "On Certain Matters of 2019/20 Heating Period" No. 921-p
dated 29 September 2019.

132 part 7 of article 11 of the Gas Market Law.
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Parliament adopted changes to the state budget for 2020 that provides for the possibility to pay
Naftogaz a compensation of economically reasonable expenses.!33

Therefore, contradictions in the PSO regime and the conditional nature of Naftogaz's PSO creates a
situation where Naftogaz refuses to supply natural gas to DHCs with debts, DHCs continue to off-take
gas, and the debt of DHCs for natural gas transforms into imbalances created in GDSs/GTS.
Introduction of unconditional PSO and of compensation to Naftogaz for performance of its obligations
may potentially address this issue. However, it depends on the CMU's decision and availability of
financial resources.

3.1.3. Issues of implementation of neutrality charge

Balancing neutrality charges are designed to ensure that the GTSO does not make profit or losses
during performance of its balancing activities. However, according to the GTSO, market participants
are currently unsatisfied with the mechanism of payment, their shares, distribution and calculation of
these charges. Below we elaborate on the legal aspect of this problem.

According to the GTS Code, the GTSO should not receive financial benefit or suffer from financial
losses due to payment or receipt of payment for daily imbalance or due to expenditures for conducting
balancing in connection with its balancing activities.134

The GTSO should calculate the neutrality charge on a monthly basis'3®> and make a payment to the GTS
customers or request a payment from them.136

Calculation of neutrality charge should be provided by the GTSO from 1 March 202037 separately for
each customer.138

The neutrality charge is defined proportionately to the customers’ volumes of transmission, except for
the volumes of natural gas transported under the customs transit regime or the regime of customs
storage.13°

If the payment rate!4° of the neutrality charge is positive, the neutrality charge is payable to the GTSO
by its customers. In case the payment rate is negative, the GTSO pays the neutrality charge to its
customers.t4?

133 | aw of Ukraine "On Amending the Law of Ukraine "On State Budget for 2020" No. 1006-IX dated 11 November 2020.
134 paragraph 1, chapter 8, section XIV of the GTS Code.

135 A balancing neutrality charge is a payment that equals the difference between (i) money received by the gas transmission
system operator or to be paid to the gas transmission system operator and (ii) money paid by gas transmission system operator
or to be paid by the gas transmission system operator, in connection with actions related to balancing of the gas transmission
system that should be recovered by the gas transmission system operator form the transmission services customer or paid by
the gas transmission system operator to the transmission services customer (paragraph 5, chapter 1, section | of the GTS
Code).

136 paragraph 2, chapter 8, section XIV of the GTS Code.
137 paragraph 12, chapter 8, section XIV of the GTS Code.
138 paragraph 6, chapter 8, section XIV of the GTS Code.
139 paragraph 6, chapter 8, section XIV of the GTS Code.

140 calculated as the difference between balancing costs and balancing income divided by the volume of gas transmitted, each
during the gas month.

141 paragraph 7, chapter 8, section XIV of the GTS Code.
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At the same time, according to the GTS Code, the neutrality charge is not to be paid in gas year
2019/2020.142 Customers are to pay the neutrality charge for gas year 2020/2021 by 1 January
2022.143

In addition, based on the information published by the NEURC, we understand that the Regulator is
planning to postpone the implementation of the neutrality charge for one year.144 In this case,
customers would be required to pay the neutrality charge for gas year 2021/2022 by 1 January 2023.

One may conclude that such a delay in implementation of the neutrality charge generally discourages
market participants from proper market behavior.

In addition, as we noted above, some market participants reportedly do not support the
implementation of the neutrality charge arguing that the allocation mechanism based on volumes of
gas transmission ordered by a given GTS customer is inadequate. Because of this mechanism, natural
gas producers and other GTS customers that extensively use the GTS, but do not create significant
imbalances may have an unfair and disproportionally large share in the total neutrality charge.

Thus, the neutrality charge regulation may need to be adjusted to address the above issues.

3.1.4. Unequal levels of late payment penalties for commercial market participants and household

consumers

According to the Commercial Code, the default penalty interest for breach of a monetary obligation is
calculated as a percentage based on the key policy rate of the National Bank of Ukraine.14> At the same
time, late payment penalty rate may not exceed twice the key policy rate of the National Bank of
Ukraine applicable in the relevant period for each day of delay.14®

As we understand from publicly available sources,'4” supply agreements between DHCs and Naftogaz
or other suppliers usually provide for the maximum allowed penalty rate, i.e., twice the key policy rate
of the National Bank of Ukraine.

As of the date of this report, the key policy rate of the National Bank of Ukraine is six percent per
annum.?*® Thus, DHCs should pay 0,0329 percent of penalty interest for each day of late payment to
their suppliers.*® In addition to that, Naftogaz's standard supply agreement also provides for an
additional fine of seven percent of the amount of debt if the payment is delayed for more than 30
days.13°

142 paragraph 9, chapter 8, section XIV of the GTS Code.

143 paragraph 10, chapter 8, section XIV of the GTS Code.

144 Available at: http://www.nerc.gov.ua/index.php?news=10469.
145 part 6 of article 231 of the Commercial Code.

146 part 2 of Article 343 of the Commercial Code.

147 The template of the Natural Gas Supply Agreement between Naftogaz and DHCs, available at:
https://www.naftogaz.com/files/SaleOfGas/Dogovir-TKE-19-GD.pdf.

148 pacision of the Board of the National Bank of Ukraine No. 397-pw dated 11 June 2020.

149 please note that the key policy rate of the National Bank of Ukraine may vary throughout the period of late payment. Until
12 June 2020 the rate was higher. The National Bank of Ukraine may raise the rate in the future.

150 Paragraph 7.2., chapter 7 of the template of the Natural Gas Supply Agreement between Naftogaz and DHCs, available at:
https://www.naftogaz.com/files/SaleOfGas/Dogovir-TKE-19-GD.pdf.
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At the same time, the Law on Utilities law provides that in case of late payment by consumers DHCs
may apply a penalty interest not exceeding 0,01 percent of the debt for each day of the delay. The
overall amount of the accrued penalty interest is capped at 100% of the initial debt.!>?

Generally, DHCs' income is limited to payments made by their consumers according to the tariff.
Consumers' failure to pay for DHCs' services in a timely manner may potentially lead to DHCs' failure to
timely pay for natural gas under supply agreements concluded by DHCs with Naftogaz and other
suppliers.

Consequently, while Naftogaz or other suppliers may accrue penalty interest at up to

0,0329 percent!®? per each day of delay and also an additional fine if the delay exceeds 30 days, DHCs
may not charge penalty interest to their household consumers higher than 0,01 percent per day of
delay due to the regulatory restriction. This may potentially lead to significant difference in the
amount of penalties claimed by suppliers and the amount of penalties that may be claimed by DHCs
from their clients that actually caused the late payment. In addition, during the quarantine measures
imposed by the CMU in relation to COVID-19 spread, accrual and collection of penalties for delays in
payment for utilities is prohibited during the quarantine and within 30 days after its ending.>3

As a result, DHCs may have no financial capability to settle accounts with suppliers and pay relevant
penalties, because the penalties applied by suppliers for late payment will always be higher than
penalties that may be applied to and collected from customers by DHCs. This issue may potentially be
addressed either by decreasing the amount of penalties that may be charged by suppliers, or by
increasing the amount of penalties that may be charged by DHCs.

3.2. ECONOMIC AND FINANCIAL REASONS

In this section, we provide the detailed description of the potential reasons for deviant off-takes:

Tariffs level adequacy

Metering and consumption norms

Insufficient level of payments from consumers
Accumulated debts and sources for penalties coverage

Absence of the required support from local authorities.

3.2.1. DSOs

Within the gas distribution sector, we determined three main factors that affect the financial position
of DSO and hence are subject to further analysis, namely:

Tariff adequacy that impacts the cost coverage and profitability of the DSOs

The level of gas metering and normative rates of gas consumption by users without meters

151 part 1, article 26 of the Law on Utilities.

152 Thjs is the maximum rate provided by the law and established by the template supply agreement of Naftogaz. The less rate
may be established by other suppliers in relevant agreements.

153 supparagraph 4 of paragraph 3 of section Il of Law of Ukraine "On Amending Certain Law of Ukraine Aimed for Preventing
the Occurrence and Spread of Coronavirus Disease (COVID-19)" No. 530-1X dated 17 March 2020.
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Percentage of payments from consumers that affects the DSOs’ capability of making payments for
natural gas in full, including the problem of accumulated debts.

We have analyzed the operation activity of three distribution system operators for the period 2018 -
2019. This analysis is backed by specific examples, including «Lvivgaz» which belongs to the RGC
group, «Kirovogradgas», which is owned by Naftogaz and «Poltavagas», owned by a private individual.

Tariff adequacy

The model of DSO operation assumes self-financing. The tariff for DSO is based on the “cost+" basis -
it means that the tariff must cover the reasonable expenses of the DSO and provide a certain rate of
return. Such a model is effective only if all the costs included in the tariff correspond to the actual
costs of DSO, otherwise it is unsustainable. Therefore, the subject of the analysis is the
correspondence of the funds provided in the tariff with the real needs of the DSO, namely:

Planned distribution volumes

Technological consumption

Labor costs

Planned profit
Planned distribution volumes
During the period 2016-2019, the amount of the tariff for distribution of natural gas depended on the
planned volumes of gas distribution by DSOs. Therefore, any deviation in the volume of distribution

raised the following problems:

Inability of DSO to cover costs in case of decreased distribution volumes

Underutilization of gas distribution network capacity

Chart 10. Decrease/increase in tariff revenue due to change in distribution volumes, 2016 - 2019, UAH m*>*
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154 EY calculations and analysis based on Act of audit No. 232 dated 03 July 2019, Act of audit No. 373 dated 11 November
2017, Act of audit No. 231 dated 11 December 2017.
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In fact, changes in the tariff calculation methodology have solved these problems. Starting 2020, the
tariff was based on the booked capacity (applied based on the distributed volume of the previous year
which is still misleading) and, hence, DSOs should receive the same amount of revenue every month.
But as the costs of DSOs are different every month, due to volatile prices of gas for technological
consumption inconsistencies may occur.

Additional changes were introduced by NEURC Regulation N°580 dated of March 06,20201°° starting
January 1, 2021. The Regulation set the minimum threshold below which the size of the booked
capacity for the consumer cannot decrease, regardless of the actual consumption in the previous
period. Such threshold amounts to 39, 126 and 314 cubic meters per consumer solely with the gas
stove, gas stove and water heater and individual heating system respectively. Such amendments
should smooth out the fluctuations in the volume of booked capacity from year to year and positively
affects DSOs' financial position.

Since the information on the actual costs of DSOs is available only until 2017, the data for the analysis
for 2018-2019 were calculated by EY based on public information. For the purposes of the analysis,
the expenses were sorted in accordance with the tariff methodology: technological consumption, labor
costs, social contributions.

In addition to the analysis, which was carried out on the basis of information from the NEURC acts of
audit, calculations were carried out based on the financial statements of the DSOs. The latest publicly
available financial statements of the DSOs were taken as a basis (income statement of Poltavagas for
2019 and income statement of Kirovohradgas for 2017) and driven by the same factors as in the
analysis based on NEURC data. The calculated data is based on the following assumptions:

Technological gas consumption depends on gas prices

Actual labor costs change in line with the average gas, water and electricity distribution sector
wage growth rate

Single Social Contribution was calculated as 22% of the labor costs according to the Law «On the
collection and accounting of a single contribution to the obligatory state social insurance» dated
08.07.2010 N2 2464-VI

Technological consumption

Technological consumption of natural gas is a key element of DSQO’s costs. As this cost group includes
the use of gas for technical purposes and normative gas losses in the networks its impact on total costs
and, respectively, profitability of DSOs is directly related to gas prices. DSOs shall procure gas for their
technological consumption at competitive natural gas market. Under the current market model, DSOs
have concluded contracts for the purchase of gas from different suppliers and submit nominations to
the GTSO on their own behalf as separate group of gas market players. Since they buy gas on the
unregulated market, market trends are also driving their weighted average gas price.

According to DSOs, the costs for gas for technological consumption provided in the tariff are
underestimated and do not correspond to the actual needs. Annually, DSO submits to the NEURC draft
tariffs, which propose to increase the cost of gas, wages and other expenses. On the other hand, it is
not known how fair these costs are, since there is no universal mechanism to control the use of gas.

155 Available at: https://www.nerc.gov.ua/?id=50041.
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Chart 11. Comparison of planned and calculated costs of technological consumption of selected DSOs, UAH m1%6
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Note: For Poltavagas and Lvivgas, the calculated data are given on the basis of available NEURC data for 2017. For

Kirovogradgaz the calculated data was replaced by amounts published by the Regulator157

The chart illustrates that the calculated costs of for technological consumption is higher than the
amount set in the tariff for DSOs. For Poltavagas and Lvivgas the shortage is up to 27.1% during
analyzed period. At the same time Kirovogradgaz spent 2.78 and 2.81 times more than it is stated
in the tariff in 2018 and 2019, respectively. Such shortages create a corresponding decrease in the
profitability of the DSOs.

Labor costs and SSC

Another significant cost item for the distribution of natural gas and, therefore, a potential source of
imbalance between planned and actual costs is the payroll. For some of the analyzed companies, the
difference between the payroll provided in the established tariffs and the calculated labor costs for the
analyzed period is 60-95%. Possible reasons for inadequate planned payroll include the following:

Planned salaries do not correspond to market ones

High staff attrition rate

156 NEURC, Financial statements of DSOs, EY calculations and analysis.

157 justification to the draft resolution of the NEURC, available at:
http://www.nerc.gov.ua/data/filearch/Materialy_zasidan/2020/serpen/05.08.2020/p20_05-08-20.pdf.
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Chart 12. Gap in the planned and calculated payroll and calculated losses due to increased labor costs, UAH m1°8
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In fact, the average evaluated level of salaries in Poltavagas, Lvivgas and Kirovogradgas is 35% - 45%
lower than the regional industry average. Therefore, experienced workers are looking for a better
paying job. As an example, the number of employees who left Lvivgaz in the period from the beginning
of 2018 to August 2019 is 542 (17% of total headcount), according to official statements. Moreover,
the actual number of workers is lower than planned e.g. as of mid-2019, Lvivgas's actual number of
employees is 345 (11%) people lower than the required headcount number.

Chart 13. Correlation of planned and calculated monthly salary with the average one in the gas, electricity and
water supply sector within the respective region, UAH ths per month'>°
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The tariffs set in 2017 did not change until January 2020. This means that planned salary costs have
been fixed for 3 years. In fact, the average growth of wages in the field of electricity, gas, steam supply
and distribution and air conditioning during the period 2017-2020 grew at an average rate of 25% -
30% annually (Chart 13).

The methodology for calculating the tariff provides for a possible revision of the tariff when the prices
for gas, materials, salaries, minimal wage rates change by more than 5%. The fact that the tariff was

159 Act of audit No. 232 dated 03 July 2019, page 45, Act of audit No. 373 dated 11 November 2017, page 26, Act of audit
No. 231 dated 11 December 2017, page 22, regional statistics offices, EY calculations and analysis.
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not revised with an actual increase in wages in the industry by 25-30% became one of the main
reasons for the losses of the DSO for the period under review.

Planned profit

According to the methodology, if the actual tariff revenue exceeds the planned, the legislation
encourages DSOs to direct these funds to increase wages or investment strategy spending. If the
actual revenue is lower than planned, the tariff of the next period should provide compensation for
these losses. However, as the tariff has not been revised for three years, DSOs have actually been
accumulating losses.

Starting 2020, NEURC envisages compensation for losses of past periods for the majority of DSOs,
which amounted to about UAH 1.1 b in 2020, and was increased by another 18% in average in 2021.

Chart 14. Comparison of DSOs’ annual losses (grey) with planned compensation (yellow)!¢°
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Metering and consumption norms

To control the volume of gas transmitted and distributed through the networks, gas pipelines are
equipped with meters. Measurement takes place at the level of the transmission network - between the
The GTS Operator and a DSO and, as a rule, is 100% and at the distribution level - from the DSO to
consumers. The level of metering in this case is lower. At the point of natural gas metering, two
problems may arise:

Imperfect metering level, due to which there is a category of consumers with unaccounted gas use
Unreasonable consumption rates for users without gas metering that do not reflect actual
consumption volumes

In Ukraine, the issue of accounting for gas consumption by end users is regulated by the law:

According to the Law of Ukraine of June 16, 2011 No. 3533-VI «On ensuring commercial accounting
of natural gas»*®! the supply of natural gas is subject to its commercial accounting. This law defines
groups of domestic gas consumers and sets deadlines for gas meters installation:

161 Available at: https://zakon.rada.gov.ua/laws/show/3533-17#Text.
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Consumers who use gas in a complex way, including for space heating - before 01.01.2012;
For water heating and cooking - before 01.01.2016;
Only for cooking - before 01.01.2021;

However, the period of installation of gas meters for consumers using natural gas for cooking will be
prolonged until January 1, 2023. The draft Law on Amendments to the Law of Ukraine " On ensuring
the commercial accounting of natural gas " (regarding the revision of the terms of installation of
consumers of natural gas meters) was adopted on March 5, 2021162,

According to the NEURC, the percentage of household consumers with commercial gas metering is
91%%63 as of January 1, 2020, comparing to 89% as of January 1, 2019164, Actual installation rate of
gas meters by consumption groups does not correspond to legal requirements:

Table 4. Level of metering by consumer groups in Ukraine!®>

For cooking For cooking and water heating Complex consumption
With individual metering 43%
94Y% 99%
With the house-wide metering 26%
No gas metering 31% 6% 1%

In terms of regions, level of commercial gas metering in Zakarpattia region is 100%, while in Luhansk
region the metering level is the lowest - 76%. In regional centers, the accounting problem is more
pronounced - in Kyiv and Kharkiv the level of metering is 64% and 57% respectively!®®.In general, the
lack of one-hundred-percent metering of gas consumption itself is a problem for DSOs. In fact, there
are 9% of consumers whose actual consumption volumes are not tracked, which creates imbalances.

Moreover, metering of gas consumption in Ukraine requires the division of consumers into groups
depending on the availability of gas appliances: a stove with centralized hot water supply, a stove
without centralized hot water supply and a stove with a gas water heater. In fact, the consumer can
move from category to category by changing gas devices without notifying the DSO.

In Ukraine, for consumers of natural gas without installed metering devices, consumption is set in
accordance with Resolution of the Cabinet of Ministers of February 27, 2019 N2143:

Table 5. Normative consumption rates for consumers without metering?6”

Consumption group Normative value, cm per person
Gas stove with centralized hot water supply 3.28
Gas stove without centralized hot water supply 5.39
Gas stove and a gas water heater 10.49

162 pvailable at: http://w1l.cl.rada.gov.ua/pls/zweb2/webproc4_1?pf3511=70349
163 NEURC Annual report 2019, page 133.

164 NEURC Annual report 2018, page 98.

165 NEURC official site.

166 NEURC Annual report 2019, page 133.

167 Available at: https://zakon.rada.gov.ua/laws/show/143-2019-%DO%BF #Text
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This normative level of consumption is considered low and similar norms have often been challenged
by DSOs in court. As a result, over the past six years, the norms of natural gas consumption by
consumers without meters have changed seven times.

All CMU Regulations aimed at the reduction of consumption norms, which the government has
adopted since 2015, were prepared and adopted in violation of the procedure®®, As a result, DSOs
appealed to courts. They based their claims on the fact that consumption rates were unreasonably low.
Thus, in 2015, the government reduced gas consumption rates for consumers who do not have a gas
meter (Resolution N2237). However, this decision was appealed in court and the Resolution became
invalid in the same year. In 2016, the government reduced gas consumption rates (Resolution N2203).
This Resolution became invalid in 2018. CMU Resolution N263 of 30.01.2019 also became invalid.

The «Regional gas company» refers to a study by «UkrNDlinzhproekt», which claims that the
established consumption norms are unfounded. Studies conducted by three different sources indicate
that the current consumption rates are too low, and the existence of such norms creates an
opportunity for unaccounted gas consumption. The study mentioned above is based on USAID data,
data from communal gas meters and the information based on calculation.

Chart 15. Comparison of normative gas consumption for users
without metering with actual consumption volumes6?

219

10.6 K

10.7 13

6.18 6.5 6.77

9.6
6.9 6.6
45 : 5.08 m Shortage

Gas stove Gas stove Gas stove|Gas stove Gas stove Gas stove|Gas stove Gas stove Gas stove|Gas stove Gas stove Gas stove
without ~ with CHS incliding [ without ~with CHS incliding | without ~with CHS incliding | without with CHS incliding

CHS water CHS water CHS water CHS water
heater heater heater heater
Acting norms USAID Calculation methods Data from communal gas meters

The consumption volumes of users with a gas stove and a centralized supply of hot water are in the
range from 6.47 to 6.86 cubic meters per person, with a legally established consumption rate of 3.
The current consumption rate for users with a gas stove without a centralized hot water supply is 4.5
cubic meters per person with actual volumes from 9.56 to 11.27. Consumption standards for users
with a gas stove and a water heater are at least 2 times lower than the calculated volumes which leads
to unaccounted consumption by households.

168 Available at: https://jurliga.ligazakon.net/news/182904_normy-potrebleniya-gaza-bez-schetchikov-uvelicheny-cherez-sud.
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Level of settlements and the amount of debt to DSOs

DSOs cooperate with different categories of consumers on different terms. Depending on this, the level
of payments of consumers for gas distribution services may differ.

For the purposes of our analysis, companies have been selected based on the availability of data
regarding settlements with counterparties - Poltavagas, Cherkasygas, Shepetivkagas. On the one
hand, a DSO buys gas on the market for technological consumption and balancing. On the other hand,
a DSO sells gas distribution services to end consumers. At this point, the following problems may arise:

Low level of settlements by end consumers for gas distribution and, as a result, the risk of
accumulating debts and disruption of the financial condition of DSO in the long term

Low level of settlements by a DSO to its gas suppliers. In this case, there is not only the risk of
debt accumulation, but also penalties that will be imposed on the DSO

In order to timely pay for gas, it is necessary for DSOs to have a stable and timely inflow of funds from
customers of distribution services. The key indicator of the paying ability of such customers is the
percentage of payments for gas distribution services, which is presented in the chart below:

Chart 16. The level of settlements for gas distribution services by consumer groups®”°
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The main groups of customers are regional suppliers who order gas distribution services for
households and industrial consumers. These two categories account for about 90% of the distribution
volume of the analyzed companies. The level of settlements of industrial customers with Cherkasygas
is lower than with Poltavagas and Shepetivkagas and leads to the accumulation of debt. For Poltavagaz
and Shepetivkagas, the main consumers are regional suppliers who pay their bills fully and on time. At
the same time, industrial consumers of Cherkasygaz distribution services provide 74% of total demand.
Considering the rate of settlements at level of 28% and 23% in 2017 and 2018 respectively!’?, this
group of consumers accumulates the major debt to DSOs.

On the other hand, DSOs do not always settle all debts with their counterparties. In fact, the level of
settlements in this segment is even lower. The lowest level of settlements of DSOs is with Ukrtransgaz.

170 Act of audit No. 232 dated 03 July 2019, page 67, Act of audit No. 362 dated 22 October 2019, page 77, Act of audit
No. 77 dated 03 July 2019, page 70, EY calculations and analysis.

171 Act of audit No. 362 dated 22 October 2019, page 77, EY calculations and analysis.
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In most periods, it does not exceed 40% for the analyzed companies. The level of settlements with
Naftogaz and other suppliers is higher and ranges from 80% to 100%.

Chart 17. The level of DSOs’ settlements with counterparties under concluded contracts!”?
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The low level of settlements leads to the accumulation of debts of DSOs to suppliers. Chart 18 shows
that the accumulated debt for gas for technological consumption is growing several times every year.
Systematic non-settlement with counterparties not only creates a debt burden for DSOs but also
threatens the long-term stability of other participants in the gas market.

Hence, based on the outcomes of the analysis of selected DSOs, we do not consider the level of
settlements for gas distribution services by final consumers to be one of the key reasons for DSOs’
unpaid imbalances.

3.2.2. DHCs

Within the district heating sector, we determined three core factors driving DHCs' cash flows and hence
are subject to further analysis, i.e.:
Tariff adequacy that impacts the cost coverage and profitability of DHCs

Percentage of payments from consumers that affects DHCs' ability to effect payments for
natural gas in full

Possible support from local budgets that may potentially raise efficiency and solvency of DHCs
We investigated heat producers that used natural gas as a primary energy source. Our analysis is

backed by specific examples, including municipally-owned companies, i.e., ‘Teploenergo’ (Dnipro) and
‘Poltavateploenergo’, as well as CHPPs, i.e., ‘Dniprovska CHPP' and ‘Kharkivska CHPP-5'.

172 Act of audit No. 232 dated 03 July 2019, page 66, Act of audit No. 362 dated 22 October 2019, page 75, Act of audit
No. 77 dated 03 July 2019, page 68, EY calculations and analysis.
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Tariff adequacy

Under the current market model, DHCs are expected to self-finance their operating activity and
strategic improvements with the collected revenue based on the tariffs calculated according to the
‘cost+' methodology and approved by the NEURC. The estimation of efficiency of such system requires
the analysis of DHCs' profitability and actual cost coverage which depend on the tariff adequacy. The
analysis focuses on the key inputs to tariff for heat production calculation, including:

Planned output

Fuel cost

Payroll

Planned profit, including production investments under the investment program

Additional corrections, according to the methodology, including compensation for losses.

According to the tariff assignment procedure, DHCs are required to file the justified estimates of heat
output based on historical information, consumption norms, metering data, effect of efficiency
measures taken, technological losses and additional assumptions. Commonly, the following issues may
arise at this stage:

DHC fails to file the projected output with NEURC in time (from 2017 to 2019, 'Teploenergo’
received reqular requests from the NEURC regarding the filing of tariff amendment claim with all
relevant estimates, including the planned output, and was fined for non-fulfillment of the NEURC's
requirements)

DHC over/underestimates the future demand for heat (for instance, the relatively high
temperature in winter 2019 resulted in the unexpected reduction in heat consumption volumes)

DHC purposely applies conservative output assumptions to increase the fixed costs and payroll
input in tariffs (though, historically the average share of fixed costs in tariffs amounted up to 5%)

Actual heat output is reduced due to the non-submission of nomination by NJSC ‘Naftogaz of
Ukraine' (although there are examples of the companies which kept producing heat without
nomination submitted by their supplier e.qg. ‘Kharkivska CHPP-5" in April 2017).

Among the considered companies, the actual output for the period under analysis is 7% to 25% less,
compared to the planned volume, with 'Teploenergo’ being an outlier. Thus, generally the companies
tend to overestimate the output. The collation of planned and actual heat output for municipally-
owned companies and CHPPs is presented in the following chart.
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Chart 18. Planned and actual output of heat producers, ths Gcal”3
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The tariffs for ‘Teploenergo’ were calculated in 2013 and approved in 2014. Until 2019, the company
did not file claims for tariff amendment and adjusted the existing ones for changes in gas prices,
electricity prices and living minimum wage. Hence the majority of assumptions, including output
volumes, specific fuel and electricity consumption, water supply tariffs and headcount, remained fixed
that resulted in ever-growing discrepancies. Moreover, since tariff calculation, the company's capacity
increased due to the other heat generating companies’ fixed assets transferred to its balance sheet by
Dnipro City administration.

Traditionally, natural gas is the key input in heat production. Its impact on total costs, assigned tariffs
and net profit of DHCs stems from its share in heat cost and volatility of its price. In fact, the
discrepancy between the gas cost included into the approved tariff and the actual cost of gas used for
heat production may potentially lead to DHCs' losses and inability to cover actual costs by the assigned
tariff. Historically, the majority of companies faced the excess of actual cost of natural gas per Gcal
over the one envisaged in the tariff, as provided in the chart below.

The average excess of actual cost of natural gas over the planned one among the analyzed companies
during the period under review was 6%. Due to the high volatility in gas price and dependence on
import, the accurate fuel cost projection is complicated. Hence, the system is required to ensure
enough flexibility to maintain positive margin for DHCs. According to the heat generating companies,
one of the key reasons for losses in the last years was the long interim between the change in cost of
gas and tariff amendment. So, we focus here on two aspects, i.e., cost of gas projection adequacy and
the efficiency of tariff revision process reflected in the duration of the interim between the change in
cost of natural gas and the respective amendment in tariffs for heat.

Since the cost of gas is the variable item, the key factors driving its value include:
Specific natural gas consumption for heat output
Price for natural gas.

The specific consumption rate depends on the technological advancements reflected in energy
efficiency of heat production process. Thus, the proper investments may result in its reduction, while

173 Act of audit No. 398 dated 17 December 2018, page 22, Act of audit No. 67 dated 28 February 2020, page 10, 17, Act of
audit No. 384 dated 19 February 2019, page 4, Act of audit No. 70 dated 6 March 2019, page 3, Act of audit No. 72 dated 3
March 2019, page 15, Act of audit No. 104 dated 5 May 2018, page 12-13, EY calculations and analysis.
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the growing physical degradation and obsolescence level entails the increase in specific fuel
consumption. Historically, the deviation of the actual specific consumption rate from the one
envisaged in the tariff amounts up to 3%, since the consumption rate is subject to normative
estimation. Potentially, the lack of gas metering devices can cause discrepancies here, but all analyzed
companies reported 100% input metering. The collation of the planned and actual total natural gas
consumption and specific consumption rate for the selected companies is provided in the following
chart.

Chart 19. Planned and actual total gas consumption (mcm) and specific consumption rate (cm per Gcal)!”4

159 159 159
155 155 156 135 135 133 130
134 18 118
134 130 129
117 17
208 206 205 212
173 188 185
142 142
107 112
53 53 53 46 40 51 42
2017 2018 2019 2017 2018 2017 2018 2017 2018
‘Teploenergo' 'Poltavateploenergo’ 'Dniprovska CHPP' 'Kharkivska CHPP'
Planned total Actual total Planned specific Actual specific

Since the planned gas consumption volume for 'Teploenergo’ remains unchanged since 2013, the
growth in heat production entails the fourfold excess of the actual consumption volumes over the
planned ones. The proximity of actual specific consumption rates to the planned ones points the price
for gas to be the core driver for fuel cost deviations.

Under the current market model, DHCs receive natural gas primarily from Naftogaz that is obliged to
supply gas to heat production companies for the needs of households at pre-defined price. Apart from
cost of gas itself, the cost of fuel envisaged in the tariffs includes also fee for gas transmission and
distribution. In fact, for the analyzed companies, the key participants in gas supply chain include
Naftogaz, 'Ukrtransgaz’ (former TSO) and regional DSOs, as reflected in the chart below. Since the
average share of cost of gas supplied under the PSO amounted to 86.9%, PSO gas price consideration
becomes crucial for tariff calculation adequacy assessment.

Until October 2018, the PSO system envisaged two possible options of natural gas price, i.e., 4,942
UAH per ths cm or the import parity price in case the latter exceeds the former by more than 10%.
Since November 2018, the calculation methodology for natural gas price under PSO regime was
amended and until April 2019 the price at which Naftogaz was obliged to supply gas to heat
production companies and DSOs for the needs of households had been calculated by applying the
discount factor to the average gas price in 3Q2018. The discount factor was determined by the CMU at

174 Act of audit No. 398 dated 17 December 2018, page 25, Act of audit No. 67 dated 28 February 2020, page 12,19, Act of
audit No. 384 dated 19 February 2019, page 16, 23, Act of audit No. 70 dated 6 March 2019, page 18, 32, Act of audit No. 72
dated 3 March 2019, page 22, Act of audit No. 104 dated 5 May 2018, page 20, EY calculations and analysis.
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0.6943 and was expected to increase to 0.8 since May 2019. Nevertheless, the price calculation
methodology was amended once again in April 2019 to increase the flexibility of the market and still
protect consumers against the gas price fluctuations. According to the new methodology, the PSO
price is the minimum among the import price, the UEEX price, the previous month price applied in
transactions envisaging advanced payments and the price calculated under the former methodology.

As shown in the chart below, such approach requires more frequent revision of tariffs for heat
production.

Chart 20. The collation of TTF Hub+ price, the price under PSO regime and the cost of natural gas, incl.
transmission and distribution, envisaged in tariffs for ‘Poltavateploenergo’, UAH per tcm'7>
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According to the DHCs, the gap between gas price change and tariff amendment was the key reason
for gas cost imbalances in 2018. Historically, the duration of tariff revision process lasted two months,
during which the companies were bearing losses. The tariff calculation system envisages the
mechanism for indemnification of the losses caused by such imbalances. In fact, the indemnification of
loss borne in November and December 2018 was included into tariffs for 2020 in the total amount of
UAH 323.5 m. The system works in the reverse direction as well. For instance, the excess of cost of gas
envisaged in the tariffs for 2019 over the actual PSO price, caused by the change in calculation
methodology, entailed additional gains for heat production companies as illustrated in Chart 40. The
part of these gains was used to cover the losses borne in the previous year, while the major share was
considered in course of calculation of new tariffs for 2020 in the total amount of UAH -288.1 m.

In order to raise the flexibility of DHCs and to mitigate the issue of tariff revision gaps, the CMU
adopted Resolution #1082 in December 2019, according to which heat suppliers were entitled to
amend charges for heat in case of changes in prices for gas during the heating period 2019/20,
excluding any changes in tariffs for gas transmission and distribution, as well as in trade premiums for
suppliers. Upon its adoption, «Teploenergo» effected the recalculation of heat cost for households
which resulted in the reduction in fuel cost envisaged in tariffs by UAH 69.2 m. Besides, the reduction

175 capital 1Q, NEURC, EY calculation and analysis.
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in actual gas price from May to November 2019 led to the further decrease in recalculated fuel cost in
tariffs by UAH 61.5 m.

Chart 21. Gains and losses caused by the difference in planned and actual cost of natural gas, UAH m176
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Thus, the current system is designed to mitigate the negative impact of changes in gas price on DHCs,
though the protracted nature of indemnification and the presence of gaps impair the financial state of
the heat production companies and their ability to effect timely payments.

Another material item of heat production cost and hence the potential source of imbalance between
the planned revenue and the actual costs is the direct payroll. For some analyzed companies, the
difference between the payroll envisaged in the assigned tariffs and the actual direct labor costs
during the period under review reached 70-90%. The range of possible reasons for inadequate planned
payroll amount includes the following:

Inadequate or obsolete headcount envisaged in tariff
Over/underestimation of average salary
Inaccurate output volume projections that results in distorted estimation of payroll per Gcal.

Historically, heat production companies tend to overestimate their headcount in tariff calculations as
presented in the following chart for the selected companies.

176 Act of audit No. 398 dated 17 December 2018, page 22-23, Act of audit No. 67 dated 28 February 2020, page 11-12, 17-
18, Act of audit No. 384 dated 19 February 2019, page 14-15, 22, Act of audit No. 70 dated 6 March 2019, page 12-13, 26~
27, Act of audit No. 72 dated 3 March 2019, page 13-14, Act of audit No. 104 dated 5 May 2018, page 11-12, EY calculations
and analysis.
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Chart 22. Planned headcount envisaged in tariffs and the actual one, people!’’
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Since the planned headcount for ‘Teploenergo’ remains fixed since 2013, this company is considered
an outlier here. For other companies, the average excess of planned headcount over the actual one
during the period under review amounted to 38.9%.

The common reason for such overestimation is the approach of the NEURC to planned average salary
approval. In fact, the NEURC tends to apply the conservative practice in planned salary consideration
based on the average rate in Ukraine provided by the State Statistics Service. Still, the salary differs
significantly across regions, industries and companies. As a result, the planned salary envisaged in the
assigned tariffs may be underestimated, as compared to the average salary in the industry within the
region or the actual historical salary reported by the company, as shown in the chart below. To cover
such underestimation, the companies tend to overestimate the headcount.

Chart 23. Collation of planned and actual monthly salary against the average one in the heat and electricity supply
industry within the relevant region, UAH per person'’8
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L77 Act of audit No. 67 dated 28 February 2020, page 16, 22, Act of audit No. 384 dated 19 February 2019, page 19, 26, Act
of audit No. 70 dated 6 March 2019, page 19, 33.
178 555U, Act of audit No. 67 dated 28 February 2020, page 16, 22, Act of audit No. 384 dated 19 February 2019, page 19,
26, Act of audit No. 70 dated 6 March 2019, page 19, 33, Act of audit No. 72 dated 3 March 2019, page 23, Act of audit No.
104 dated 5 May 2018, page 27, EY calculations and analysis.
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The average salary at 'Kharkivska CHPP' exceeded the planned one and the regional industry average
by 80.8% and 69.6%, on average, respectively. According to the NEURC, the deviation was caused by
changes in living minimum wage and the provisions of Industrial agreement and Collective
Employment Agreement.

The initial underestimation of planned average salary by 'Teploenergo’ and the significant excess of the
actual salary over both the planned one and the average one in the industry within the region led to
the increase in actual heat production costs and, thus, to the additional losses for these companies:

Chart 24. Gains and losses caused by the difference in planned and actual payroll, UAH m*7®
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Apart from headcount and average salary, the balance between the planned payroll in tariff structure
and the actual labor cost depends on the accuracy of output volume projection. For instance,
‘Dniprovska CHPP' faced the 5.1% excess of actual direct payroll over the one envisaged in tariff for
2017, despite the reduction in both headcount and average salary.

Considering the misestimation of output volume, gas cost and payroll, as well as the lack of approved
investment programs and their insufficient funding, the tariffs assigned by the NEURC, covered 100%
of fuel, 100% of payroll and 94% of other expenses, on average, among the analyzed heat production
companies during the period under review. The collation of the assigned tariffs and the actual costs is
presented in the chart below.

Since the revenue received by DHCs according to the assigned tariffs is not enough for actual cost
coverage, there is a consistent deviation in profitability ratio against that envisaged by the NEURC. In
fact, DHCs bear losses that discourages investors to expand and improve the business. The comparison
of planned and actual profitability of the selected heat production companies is provided as follows.

179 Act of audit No. 398 dated 17 December 2018, page 22-23, Act of audit No. 67 dated 28 February 2020, page 17-18, Act
of audit No. 384 dated 19 February 2019, page 14-15, 22, Act of audit No. 70 dated 6 March 2019, page 12-13, 26-27, Act of
audit No. 72 dated 3 March 2019, page 13-14, Act of audit No. 104 dated 5 May 2018, page 11-12, EY calculations and
analysis.
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Chart 25. Planned and actual profit and profitability ratios, UAH m*8°
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Support from the local authorities and other interest-free financial assistance

In order to maintain the viability of heat production companies and to secure affordable tariffs for
consumers under the former market models, the local authorities provided DHCs with financial
support. Since the current model envisages self-financing for DHCs, the support from local authorities
is reduced and not common within the sector anymore, as shown in the following chart.

Among the considered heat production companies, the funding from the local budget is provided only
to ‘Teploenergo’ by Dnipro City administration. The city launched the Program for Financial Support
and Contribution to Shareholder’s Equity of Municipally-Owned Companies in Dnipro City for 2016~
2022. All financial aid was transferred to ‘Teploenergo’ within this Program. From 2017 to 2019,
Dnipro City provided UAH 710.4 m for the defined purposes. Furthermore, in 2018 the company
received UAH 11.2 m as reimbursement of difference in tariffs and used this money for natural gas
purchase. The details of local financial aid to ‘Teploenergo’ are presented in the table below.

Table 6. Financial support from Dnipro City budget to ‘Teploenergo’, UAH m*8!

Year Initially planned amount  Executed amount Major purposes

2017 154.2 482.8 Repayment of debt to NAK Naftogaz
Overhaul of heat networks
Installation of metering equipment

2018 171.0 93.6 Payments for natural gas and electricity
Repair and maintenance
Purchase of equipment

180 Act of audit No. 398 dated 17 December 2018, page 22-23, Act of audit No. 67 dated 28 February 2020, page 11-12, 17-
18, Act of audit No. 384 dated 19 February 2019, page 14-15, 22, Act of audit No. 70 dated 6 March 2019, page 12-13, 26~
27, Act of audit No. 72 dated 3 March 2019, page 13-14, Act of audit No. 104 dated 5 May 2018, page 11-12, EY calculations
and analysis.

181 pnipro City administration, official web site.
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Payment of salaries
Preparation of educational establishments for heating season

2019 320.0 134.0 Payments for natural gas and electricity
Payments for works and services
Payment of salaries

Since the DHCs have negative working capital the key purpose for providing financial support and,
hence, the key direction of its use is securing the current payments to suppliers of natural gas and
electricity, as well as to effect the payment of salaries to the employees and carry out regular repair
and maintenance, as displayed below. Thus, the funds are received to cover current operating costs,
rather than to facilitate strategic growth, development and improvement.

Those heat production companies that receive insufficient financial support from the local authorities
or do not receive such support at all, search for other options to effect reqular payments. For instance,
during the period under review, ‘Kharkivska CHPP-5" received interest-free repayable aid from private
companies that enabled the CHPP to manage liquidity in the short-run. According to the company, the
need for such financial aid in 2018 arose in connection with the tough financial situation due to the
interruption in CHPP's operating activity caused by the execution of planned repairs and the deficit of
working capital. The financial aid provided by three private companies enabled the company to pay
salaries to its employees and taxes, as well as to finance the repair and maintenance carried out during
the year and to cover other urgent needs. Still, the financial aid was provided for the limited period and
had to be repaid within a year, on average.

In 2019, NJSC ‘Naftogaz of Ukraine' suggested that DHCs' debt for natural gas has to be transferred to
the local authorities as the owners of such companies. Furthermore, the Association of Ukrainian Cities
filed a request on inclusion of UAH 19 b for reimbursement of the differences in tariffs into the state
budget, but, evidently, the initiatives did not gain enough traction.

Payments

Since the ability of DHCs to make payments in a timely manner for gas and other resources in heat
production depends on cash inflows, one of the key determinants of their solvency is the percentage of
payments from the consumers. Under the current market model, the connection between the
payments from consumers to DHCs and the payments from DHCs to gas supplier is even more evident.
The reason is the use of the special regime current bank account. According to the effective
mechanism, heat consumers transfer their money directly to this account with its further
redistribution to suppliers.

The major consumption group for DHCs is traditionally households with the share of over 80% in the
total actual heat output of the analyzed companies. According to the NEURC's data, the percentage of
payments from this category is the lowest among all consumption groups. Still, the key determinant of
the payment accuracy is the presence of the intermediary. During the period under review, the
percentage of payments varied across the considered companies. The comparison of payment
accuracy among various companies by consumption group is provided in the following chart (the
values above 100% could be explained by the late payments for preceding periods).
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Chart 26. Percentage of payments compared to the respective year billing by consumption group82
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The presence of intermediary results in the lower percentage of payments to CHPPs. Among the
companies considered above, ‘Poltavaenergo’ sells heat directly to consumers, ‘Kharkivska CHPP-5’
sells the major share of output through municipally-owned company ‘Kharkivski teplomerezhi’, while
‘Dniprovska CHPP' is not engaged in direct sales at all and sells all the heat through the intermediary,
i.e. ‘Teplomerezhi’. As a result, the low payment accuracy leads to the growth in consumer debt (Chart
25).

The lack of payments from consumers reduces the funds available in the special regime current bank
account and intended to be used for payments for natural gas. Hence, the inferior payment accuracy
from consumers and intermediaries resulted in steady decrease in percentage of payments to NJSC
‘Naftogaz of Ukraine’ during the period under review as presented in the chart below (the values above
100% could be explained by the late payments for preceding periods).

Chart 27. Percentage of payments compared to cost of natural gas consumed in the respective period!83
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182 Act of audit No. 384 dated 19 February 2019, page 17, 25, Act of audit No. 70 dated 6 March 2019, page 12-14, 27-28,
Act of audit No. 72 dated 3 March 2019, page 16-24, Act of audit No. 104 dated 5 May 2018, page 11-12.

183 Act of audit No. 398 dated 17 December 2018, page 25, Act of audit No. 67 dated 28 February 2020, page 14-15, 21-22,
Act of audit No. 384 dated 19 February 2019, page 18, 25-26, Act of audit No. 70 dated 6 March 2019, page 18-19, 32, Act
of audit No. 72 dated 3 March 2019, page 21, Act of audit No. 104 dated 5 May 2018, page 19.
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The overpayment to NJSC ‘Naftogaz of Ukraine’ by ‘Kharkivska CHPP-5" in 2017 was caused by the
need to reduce the accumulated debt. ‘Kharkivska CHPP-5'" is considered the core debtor of gas
supplier among all CHPPs as of September 2020. With the transition to the PSO model, heat producers
had to meet several criteria to secure the submission of nomination by Naftogaz, i.e., to have active
contracts with Naftogaz and to have the percentage of payments under all contracts concluded with
Naftogaz of not less than 90%. Since ‘Kharkivska CHPP-5" was unable to fulfill the second requirement,
the respective nomination for April 2017 was not submitted by Naftogaz. To resolve the issue, CHPP
received support from the state budget in the amount of UAH 140.0 m. Despite the absence of
nomination, the company kept producing electricity and heat in April 2017 that led to gas supply
system imbalance that was covered by the TSO. During that period, the company consumed 25.8 mcm
of natural gas, including 14.6 mcm for electricity and heat production, which were paid for at the
higher price due to the imbalance coverage premium, and 11.2 mcm for heat production which were
not supported by source documents (included into ‘Other’ in the chart above).

The decreasing percentage of payments for gas entails the growth in debt as shown in the following
chart, that impairs the DHCs' ability to be nominated for gas supply under the PSO model.

The accumulation of outstanding debt for natural gas leads to the imposition of penalties due to
Naftogaz, apart from the cost of consumed gas. For instance, ‘Teploenergo’ paid UAH 51.2 m of fines
to Naftogaz in 2019 that amounted to about 13.4%, on average, of the outstanding debt under the
respective contracts. In order to avoid fines and prolongate the repayment period, some companies
manage to conclude debt restructuring agreements. As at the end of 2019, ‘Teploenergo’ had
concluded six restructuring agreements with Naftogaz in the total outstanding amount of UAH 411.6
m. During 2019, the company repaid 14.0% of the amount under the restructuring contracts.

3.3. LIABILITY AND ENFORCEMENT REASONS

In this section, we provide a detailed description of the following reasons for deviant off-takes:

Absence of effective options to collect debts
Statutory prohibition to cut off certain protected customers

Insolvency ban.

3.3.1. Absence of effective options to collect debts

The effective law provides the GTSO and other market participants with a limited number of tools to
enforce their claims to costumers in default and to collect their debts.

Based on the information received from the GTSO, we understand that some market participants may
not pay for off-takes of gas to the GTSO/DSOs/suppliers even though they should have sufficient
financial resources. In such circumstances, court proceedings are the only available option to collect
debts. However, this solution may be ineffective, burdensome and expensive. As a result, there is
currently no efficient debt collection procedure in place.
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Natural gas market regulations contain the following provisions regarding court proceedings:

GTS Code states that disagreements regarding the amount of consumed, transferred and
accepted natural gas should be resolved through negotiations or in court84

GDS Code states that if parties cannot reach an agreement through negotiations, they should
solve their disagreement in court!8>

Transmission Agreement establishes that all disagreements between the GTSO and its customers
should be resolved in court!8®

Distribution Agreement states that disagreements between a DSO and a consumer should be
solved through negotiations or in court.®”

This method of protection of interests of market participants has several drawbacks such as:

Time spent. Although according to the law the court should decide on a case within a 30-day
period!®, in practice court proceedings may be by far lengthier. Court sessions may be stretched,
postponed and the court’s decision (as well as all procedural rulings) may also be challenged in a
court of appeals and in the Supreme Court. The enforcement proceedings may take a substantial
of time, too. As a result, collection of debt may take up to several years.

Additional review. In addition to the above, even after the final decision, one of the parties may
submit to the Supreme Court the application for review of the case under new or exclusive
circumstances.!®’ As a result, the Supreme Court may cancel previous courts' decisions and
transfer the case to a commercial court or a court of appeals for new consideration.1%°

Absences of guarantees of protection. Claiming protection of interests in court does not
necessarily guarantee the successful outcome of court proceedings in some cases regardless of
duly argued and justified position in obvious cases of deviant off-takes. The court practice
analyzed by us demonstrates that courts may refuse GTSO's claims even where the latter appears
to have reasonable argumentation.

Collection. Even in case of winning a court case, the claimant may still lack tools to collect the
damages from the debtor under the court decision. This may happen because of
underperformance of enforcements officers, lack of debtor's assets to collect from, etc.

The following additional issues may affect the claimant's ability to collect debts:

In certain cases, DSOs do not own GDSs but only operate them based on relevant agreements.°!
Municipally owned DHCs also may not own their heat transmission systems and but only have
operational rights. As a result, the claimant may not be able to collect from the DSOs’ and DHCs’
property to cover the debt.

184 Chapters 5 and 7 of section Il of the GTS Code.

185 Paragraph 8, chapter 1, paragraph 7, chapter 2 of section VIII, paragraph 10, chapter 2, paragraph 7, chapter 3 of
section IX of the GDS Code.

186 paragraphs 8.3, 8.4, 9.6, 10.8, 11.3 of the Transmission Agreement.

187 paragraphs 11.1 and 11.4 of the Distribution Agreement.

188 part 2, article 195 of Commercial Procedural Code of Ukraine No. 1798-XIl dated 6 November 1991.

189 part 1, article 320 of Commercial Procedural Code of Ukraine No. 1798-XIl dated 6 November 1991.

190 part 3, article 325 of Commercial Procedural Code of Ukraine No. 1798-XIl dated 6 November 1991.

191 paragraph 2, chapter 1, section Il of the GDS Code.
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Current regulation provides that DHCs' consumers' payments for services are credited to DHCs'
special regime accounts from which the proceeds are automatically distributed to suppliers and
DSOs thus excluding from the equation the factor of DHCs' willingness to pay their suppliers and
DSO0s.192 However, the law does not implement such a mechanism for DSOs' consumers.

DHCs' and DSOs' solvency is also affected by debts of their consumers. If a large portion of their
consumers fail to pay for the relevant services in a timely manner, DHCs/DSOs would need to
initiate court proceedings against such consumers. However, considering the large number of
debtors, court proceedings may be too costly and time-consuming to timely address the situation.

In addition, household consumers may not have enough money and property to cover their debts
to DSOs and DHCs for natural gas distribution and heating services. According to the law, DSOs or
DHCs may collect debts under relevant court decisions by selling consumers' movable and
immovable property. However, immovable property, especially the dwelling of the debtor, is
subject to enforcement procedure only in case other debtor's property is not enough to cover
creditor’s demands.193 At the same time, the law prohibits to collect debts by selling the only
dwelling of the consumer unless the amount of debt exceeds 20 minimal salaries (UAH 100,000
or approx. USD 3,700).1%4

Since in most cases the amounts of debts of household consumers do not exceed the threshold
established by the law, DSOs and DHCs cannot efficiently collect their consumers' debts. In
addition, court proceedings against household consumers may be expensive and time consuming
due to the large number of debtors and relevant claims that need to be filed by DSOs and DHCs.

In addition, Ukrainian law does not provide for any of the following tools that might potentially
facilitate the collection of debts for off-takes or solve the issue with non-payments:

Financial guarantees provided by DSOs or DHCs that would ensure settlement of their potential
future debts

Responsibility of DSOs' and DHCs' owners for debts of their companies

Financial support for DHCs provided by municipal authorities, especially considering the
reportedly inadequately low tariffs for heating supply services set by such municipal authorities.

The absence of such options does not allow market participants to collect debts effectively if their
relevant debtors do not have enough financial resources.

However, we are aware of certain general provisions of the Commercial Code!®> and recent court
practice!®® that state that a municipal authority has subsidiary liability for obligations of municipal
enterprise established by it. This is relevant for DHCs established as municipal enterprises (a special
legal form provided by the Commercial Code for companies established by the municipal authorities
based on municipal property). However, this is not relevant for DHCs established in other legal forms
(e.g., limited liability companies or joint stock companies). We understand that significant portions of
DHCs are established as municipal enterprises, and therefore market participants should be potentially

192 paragraph 14 of the Procedure for Distribution of Proceeds on Current Accounts with a Special Regime of Use for Carrying
Out Settlements with Supplier of Natural Gas on Whom Special Obligations are Assigned adopted by Resolution of CMU No. 217
dated 18 June 2014.

193 part 1, article 50 of Law of Ukraine “On Enforcement Proceedings” No. 1404-VIIl dated 2 June 2016.
194 part 7, article 48 of Law of Ukraine “On Enforcement Proceedings” No. 1404-VIIl dated 2 June 2016.
195 part 5 of article 24, part 7 of article 77, part 10 of article 78 of the Commercial Code.

196 Resolution of the Supreme Court in case No. 5023/4388/12 dated 4 September 2018 available at:
http://www.reyestr.court.gov.ua/Review/76381567.
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able to claim DHCs' debts from their owners (municipalities). At the same time, realization of this
liability and collecting relevant compensation from the municipal authority would anyway require the
market participant to submit its claim to court.

To address this reason for deviant off-takes, relevant additional guarantees and collection mechanisms
may be introduced for market participants (the GTSO, DSOs, DHCs, etc.).

3.3.2. Statutory prohibition to cut-off certain protected consumers

DHCs practically may not be cut off by DSOs during a heating season, even in cases where DHCs have
large amounts of unsettled debts. Consequently, if DHCs continue off-taking gas without proper
payments, it causes losses for DSOs, because according to the GTS Code such unauthorized and/or
unpaid natural gas off-takes should be allocated to the relevant DSO.

Under the Gas Market Law and the Supply Security Rules, protected consumers are:°7

Household consumers connected to the GDS

Entities, institutions, organizations that provide important social services and are connected to
the GTS or the GDS

Producers of heat energy for the needs of the above consumers, entities, institutions and/or
organizations.

In previous years, it was prohibited for DSOs to cut off CHPPs' and DHCs' facilities from GDSs or limit
gas supply to them during the heating season in year 2019/2020 below the technological minimum of
gas consumption.1®® The same requirement was also present in regulations for heating season
2018/2019. We cannot exclude that the same rule would be established for any subsequent heating
season in the future.

We also note that the same prohibition to stop supply of natural gas to CHPPs and DHCs was also
effective from 4 April 2020 until 22 May 2020 within the measures imposed by the CMU in relation to
COVID-19 spread.'®®

The existence of this statutory prohibition prevents DSOs from cutting off CHPPs and DHCs even if the
latter accumulate substantial debts, unauthorized off-takes or in any other cases. When such
consumers continue to take off gas with no payment or while having unsettled debts, it causes losses
to DSOs and/or the GTSO, considering that all unauthorized off-takes of natural gas by consumers are
allocated to the relevant DSO or, for direct consumers, to the GTS0.2%°

Consequently, if DSOs bought natural gas for balancing their GDSs, they would accumulate losses. To
compensate for off-takes of CHPPs/DHCs, DSOs may off-take natural gas from the GTS instead of
buying it in the open market. As a result of these actions, the losses are transferred to the GTSO
contributing to the issue of unauthorized off-takes.

197 Paragraph 10, part 1, art. 1 of the Gas Market Law; Paragraph 1, chapter 2, section | of the Supply Security Rules.

198 paragraph 2 of Order of the Cabinet of Ministry of Ukraine "On Certain Matters of 2019/20 Heating Period" No. 921-p
dated 29 September 2019.

199 Resolution of the CMU "On Prevention of Spread on the Territory of Ukraine of Acute Respiratory Disease COVID-19 Caused
by Coronavirus SARS-CoV-2" No. 211 dated 11 March 2020 (effective as of 21 May 2020).
200 paragraph 7, chapter 6, section Xl of the GTS Code.
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In addition to the above, Ukrainian law also provides for the prohibition to cut-off household
consumers from utilities services (including heat and natural gas supply) during the quarantine
measures imposed by the CMU in relation to COVID-19 spread and within 30 days of its ending.2°! This
prohibition may also potentially negatively affect DSOs/DHCs that are not able to disconnect
consumers due to the failure to pay for relevant utilities services.

3.3.3. Insolvency ban

In case of large amounts of unsettled debts and technical insolvency of DSOs/DHCs, initiation of
bankruptcy proceedings might be one of the key options for creditors (such as the GTSO or suppliers)
to receive from DSOs or DHCs payments under transmission or sale and purchase agreements.

However, this option cannot be fully implemented due to certain exceptions, as the court should reject
the request to initiate insolvency proceedings against fuel and energy companies, including DSOs and
DHCs, if these companies meet the conditions provided by the law.

The Law of Ukraine "On Measures Aimed at Ensuring Sustainable Functioning of Fuel and Energy
Enterprises" is specifically designed to ensure sustainable functioning of fuel and energy enterprises,
including DSOs and DHCs, in case they have financial problems and cannot settle their debts.2°?

For the purposes of this law, the definition of debt, inter alia, includes:
Debts for goods, works and services consumed during performance of transmission or supply of
energy, including penalties
Tax debts to be paid to budgets of any level (state, municipal, etc.)
Debts to be paid from relevant budgets as a compensation (including for rebates and subsidies)

not received by market participants.

If the relevant market participant wants to take part in the debt settlement procedure provided by the
law, it should submit a package of relevant documents and then be registered in the relevant special
register.203

Registration of the relevant market participant in the special register is a basis for the insolvency ban.
The court must reject any request to initiate insolvency proceedings against registered companies.2%4

Generally, the law states that the debt settlement procedure is in force until 1 September 2015.205
However, the law also specifically provides that state and municipal enterprises, as well as commercial
companies with a state's share exceeding 50%, may restructure their debts for the term of up to 20

201 sybparagraph 3 of paragraph 3 of section Il of Law of Ukraine "On Amending Certain Law of Ukraine Aimed for Preventing
the Occurrence and Spread of Coronavirus Disease (COVID-19)" No. 530-1X dated 17 March 2020.

202 part 1 of article 1 of Law of Ukraine "On Measures Aimed at Ensuring Sustainable Functioning of Fuel and Energy
Enterprises" No. 2711-IV dated 23 June 2005.

203 part 1 of article 3 of Law of Ukraine "On Measures Aimed at Providing Sustainable Functioning of the Fuel and Energy
Enterprises" No. 2711-IV dated 23 June 2005.

204 part 7 of article 3 of Law of Ukraine "On Measures Aimed at Providing Sustainable Functioning of the Fuel and Energy
Enterprises" No. 2711-1V dated 23 June 2005.

205 Paragraph 3.4 of article 3 of Law of Ukraine "On Measures Aimed at Providing Sustainable Functioning of the Fuel and
Energy Enterprises" No. 2711-IV dated 23 June 2005.
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years (with up to two years of delay of payment) based on the relevant debt settlement agreement.2%¢
The law does not define the maximum restructuring term for other entities.

Based on the above, one may reasonably conclude that it was the intention of the lawmaker to limit the
starting date for the debt settlement procedure (1 September 2015), while the ending date may be
after this date (up to 20 years or even more). Accordingly, the companies that initiated the procedure
before 1 September 2015 may still be present in the register.

The law does not provide public access to the register and specifically limits the list of its users.2%7
Therefore, we cannot elaborate on the specific list of entities present in this register. However, one
might assume that some of the market participants directly or indirectly responsible for off-takes of
natural gas may be present in it. Therefore, such insolvency ban may potentially complicate the
collection of debts from consumers and GTSO's customers included to the register, as relevant
creditors may not initiate insolvency proceedings with regard to such debtors.

Furthermore, on 5 June 2020, the Parliament of Ukraine passed the Law of Ukraine "On Amending the
Code of Ukraine on Bankruptcy Proceedings", according to which until the Law of Ukraine "On
Measures for Settlement of Debts of Heat Supply and Heat Generating Organizations and Enterprises
of Centralized Water Supply and Sewerage for Consumed Energy" is in effect, commercial courts
should refuse to open bankruptcy proceedings if the debtor is included in the register of enterprises
that participate in the debt settlement procedure in accordance with this law.2°8

We note that the mentioned Law of Ukraine "On Measures for Settlement of Debts of Heat Supply and
Heat-Generating Organizations and Enterprises of Centralized Water Supply and Sewerage for
Consumed Energy" was intended, inter alia, to settle debts of DHCs for consumed natural gas as of

1 July 2016 that were not settled by 31 December 2016.2%°

The law provides for a 60-month period for the settlement.?° Accordingly, settlement procedures that
started on 1 January 2017 would end on 1 January 2022, while procedures initiated later would have
a later ending date.

As a result of adoption of changes to the Code of Ukraine on Bankruptcy Proceedings, initiation of
bankruptcy proceedings against any DHC would be blocked for the duration of presence of the relevant
debtor in the register (i.e., duration of the relevant debt settlement agreements) and until the
mentioned law is in effect (whichever ends first). However, the law does not establish any time limits
for its effectiveness, and therefore it is likely that the insolvency ban would last until the exclusion of
the debtor from the register.

206 paragraph 10.1 of article 10 of Law of Ukraine "On Measures Aimed at Providing Sustainable Functioning of the Fuel and
Energy Enterprises" No. 2711-IV dated 23 June 2005.

207 paragraph 3.6 of article 3 of Law of Ukraine "On Measures Aimed at Providing Sustainable Functioning of the Fuel and
Energy Enterprises" No. 2711-IV dated 23 June 2005.

208 sybparagraph 4 of paragraph 1 of Law of Ukraine "On Amending the Code of Ukraine on Bankruptcy Proceedings" No. 686-
IX dated 5 June 2020.

209 part 1 of article 5 of Law of Ukraine "On Measures for Settlement of Debts of Heat Supply and Heat-Generating
Organizations and Enterprises of Centralized Water Supply and Sewerage for Consumed Energy" No. 1730-VIII dated

3 November 2016.

210 part 2 of article 5 of Law of Ukraine "On Measures for Settlement of Debts of Heat Supply and Heat-Generating
Organizations and Enterprises of Centralized Water Supply and Sewerage for Consumed Energy" No. 1730-VIII dated

3 November 2016.
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4. DETAILED REVIEW OF PROPOSED SOLUTIONS

Based on our analysis of the key regulatory and economic reasons resulting in unauthorized off-takes
and unpaid imbalances, we developed the draft list of possible solutions.

Then we assessed the feasibility and viability of such solutions by testing them against our hypothesis
on how their implementation would affect the market participants and the financial sustainability of
the GTSO. Finally, we interviewed selected market participants to clarify controversial aspects and to
independently verify our key findings.

Based on the above information and our analysis, we prepared a preliminary list of solutions, which is
provided below.

Table 7: Summary of proposed preliminary solutions

No. Issue Solution

1. DSOs' failure to fulfill 1.1. Licensed Suppliers for DSOs
responsibilities of balancing

their portfolios 1.2. Additional solution: Guaranteed Supplier for DSOs

2.  Contradictions in the PSO 2.1. Unconditional PSO
regime . .
2.2. State compensation for fulfilment of the PSO
3. Issues of implementation of 3.1. Improvement of methodology and application of neutrality charges
neutrality charge .
3.2. Enabling the GTSO to buy/sell gas on the gas exchange
3.3. Linepack Flexibility Services
3.4. Increase of short-term market liquidity

4. Unequal levels of late payment  4.1. Equalization of penalties
penalties for commercial market
participants and household
consumers

5.  Tariffs level adequacy (DSO) 5.1. Adjustment of the DSOs’ tariff calculation methodology
5.2. Improving technological consumption assessment for DSOs' tariff calculation
5.3. Changing the approach to and procedure for tariff revision

6. Tariffs level adequacy (DHC) 6.1. Adjustment of the DHCs' tariff calculation methodology
6.2. Providing reasonable and justified compensation by the local authorities
6.3. Changing the approach to and procedure for tariff revision

7. Metering and consumption 7.1. Setting the consumption norms for DSOs at a reasonable and justified level

norms

7.2. Ensuring 100% fiscal metering at all points

7.3. Increase DSOs' capability to perform volume and energy accounting in their
system

8.  Accumulated debts and sources 8.1. Provision of reasonable level of profitability to cover penalties within the
for penalties coverage current tariff calculation methodology

8.2. Restructuring the accumulated debts and penalties for DSOs
8.3. Restructuring the accumulated debts and penalties for DHC
9.  Absence of effective optionsto  9.1. Accounts with a special regime for DSOs

collect debts . .
9.2. Financial guarantees or prepayments for natural gas from DSOs/DHCs
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No. Issue Solution

9.3. Financial guarantees or responsibility of shareholders for debts of DSOs/DHCs
(including municipal authorities)

9.4. Prepayment for district heating services

9.5. Simplified procedure for collection of debts from Consumers for DSOs and
DHCs

10. Statutory prohibition to cut off ~ 10.1. Abandon the practice of prohibiting cut-offs
certain protected customers . . .
10.2. Alternative solution: Temporary moratorium on cut-off of protected
consumers in the law

10.3. Alternative solution: Guaranteed Supplier for Consumers

11. Insolvency ban 11.1. Temporary administration for materially non-compliant DSOs/DHCs
11.2. Lifting the insolvency bans

12. Unauthorized off-takes 12.1. Identification and termination of unauthorized off-takes by DSOs

12.2. Resolution of the situation with Luhansk TPP

Based on discussion of preliminary solutions with the World Bank and the GTSO, it was decided to
abandon the less relevant solutions based on the evaluation and comments of the GTSO, as well as
alternative solutions that are already covered by main solutions:

Table 8: Rejected solutions

Ref Solution Reason for rejection

1.2 Guaranteed Supplier for DSOs Covered by the Licensed Suppliers for DSOs solution

5.1 Equalization of penalties Not enough impact on the financial stability of the GTSO

4.1 Enabling the GTSO to buy/sell gas on the gas exchange Has been resolved by the Parliament

4.2 Linepack Flexibility Services Not enough impact on the financial stability of the GTSO

8.2 Ensuring 100% fiscal metering at all points Not enough impact on the financial stability of the GTSO

8.3 Increase DSOs' capability to perform volume and energy Not enough impact on the financial stability of the GTSO
accounting

10.2 Financial guarantees or prepayments for natural gas from Not enough impact on the financial stability of the GTSO
DSOs/DHCs

10.3 Financial guarantees or responsibility of shareholders for Not enough impact on the financial stability of the GTSO
debts

10.4 Prepayment for district heating services Not enough impact on the financial stability of the GTSO

10.5 Simplified procedure for collection of debts from Consumers Not enough impact on the financial stability of the GTSO

11.2 Temporary moratorium on cut-off of protected consumers Covered by the Unconditional PSO solution

in the law
11.3 Guaranteed Supplier for Consumers Covered by the SoLR and the PSO regimes, may affect
development of the market
12.2 Lifting the insolvency bans Merged with the Temporary administration solution

13.1 |Identification and termination of unauthorized off-takes by ~ Requires in field implementation by relevant DSOs
DSOs

13.2 Resolution of the situation with Luhansk TPP Requires negotiations and a special mechanism based
on political arrangements of stakeholders
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We discussed this list with relevant stakeholders and developed an updated and agreed list of
solutions. It was also proposed to arrange the solutions into several groups based on the main goal of
the implementation of relevant solution(s). Below we provide the list of these blocks and a detailed
description of each agreed solution:

Ensure the proper use of DSOs' tariff revenues by introducing accounts with a special regime

Change the model for providing all DSOs with natural gas for own needs by introducing
mandatorily licensed suppliers to supply natural gas for technological consumption of DSOs

Abandon the practice of prohibiting cut-offs of Consumers in default and not directly subject to
the PSO (the Supplier under the PSO should be completely prohibited from cutting off and
terminating supply of natural gas)

Amend the Regulation on Imposing Special Obligations (PSO) on Natural Gas Market Participants
to resolve problems with the absence of an unconditional PSO

Bring the mechanism of calculation of the neutrality charge in compliance with the peculiarities of
the gas market in Ukraine and start performing settlements between the transmission services
customers and the GTSO on a monthly basis starting from gas year 2021/22

Amend the methodology for determining and calculating the tariff for natural gas distribution
services and the procedure for establishment of the tariffs for heat energy, its production,
transmission and supply to ensure the objectivity of initiating the tariffs' review

Develop and implement a mechanism of temporary administration for materially non-compliant
DSOs/DHCs

Oblige market participants to sell a certain amount of extracted natural gas through the
commodity exchange

Ensure the review and establishment of reasonable gas consumption norms for household
consumers to stimulate the achievement of 100% commercial metering

Implement an incentive-based and transparent methodology for tariffs calculation for DSOs and
DHCs

Resolve the issue of accumulated debts of DSOs and DHCs through mechanisms that will not
create incentives for the formation of new debts

Ensure the ability to sell and purchase natural gas on commodity exchanges with the participation
of the GTSO, SSO and DSOs to promote the development of the liquid market.

4.1. ENSURE THE PROPER USE OF DSOS' TARIFF REVENUES BY INTRODUCING ACCOUNTS WITH A
SPECIAL REGIME

Description

This solution provides for the implementation of special regime accounts for DSOs that fail to maintain
due level of settlements with the GTSO for their imbalances.

We would suggest that the distribution of proceeds from these accounts be used as a sanction for
those DSOs that accumulate large debts before gas market participants, which leads to significant
distortion in the market. In particular, all DSOs would be obliged to open special regime accounts and
DSOs' income for the distribution services would be paid by the Consumers to and kept in the accounts
with a special regime in a designated bank. Payment for the services by Consumers to other accounts
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would be prohibited. Then the NEURC would be able to apply automatic distribution of proceeds from
these accounts for those DSOs that, for example, accumulated debts to the GTSO above certain
thresholds established by the NEURC. Accordingly, proceeds from special regime accounts would be
automatically transferred and distributed to accounts of the GTSO according to the methodology
adopted by the NEURC. If the DSO has no debt above the threshold, the automatic distribution would
not apply, and the DSO would be able to transfer all proceeds to its other accounts. It would also be
prohibited to seize special regime accounts or freeze transactions using such accounts.

In addition, the mechanism may also provide for distribution of proceeds from DSOs' special regime
accounts between other gas market participants (e.g., natural gas Suppliers, other large DSOs
contractors that may accumulate large receivables from DSOs).

The list of current accounts with the special regime would be submitted to the NEURC for approval.
DSOs should inform their Consumers of opening special regime accounts within the term established
by the relevant law. Banks that would operate special regime accounts would be determined by the
CMU. The CMU would also define the procedure for opening and closing such accounts.

EU practices

For this solution, we identified no relevant EU best practices and regulations. We would presume that
this solution has not been used in the EU, as DSOs there usually maintain proper levels of settlements
with their counterparties.

At the same time, we are aware of the ECS's position on this matter displayed in its Comments on Draft
Law No. 3800.2!! The ECS stated that this solution might contribute to decrease of debts towards the
GTSO caused by unpaid imbalances and unauthorized off-takes of natural gas.

However, the ECS noted that the proposed changes to Article 40 have to ensure that the Requlator
must have control over determination of debts and their ratios to foreseen income and to contracted
volumes to cover technological consumption and losses in the distribution system, as well as the ratio
between received and transferred funds. The changes to the Gas Market Law have to ensure that only
the debts identified as debts for technological consumption and losses would be locked and repaid
from the special accounts, and not the debts caused by unpaid off-takes by DHCs (which accounted for
the big portion of unauthorized off takes in the past).

We generally concur with this position of the ECS. However, we note that the distinction of unpaid off-
takes of DHCs within the total amount of debts for technological consumption may be difficult to
implement. This may require development of additional mechanisms for exchange of information
between the GTSO, the NEURC and banks that hold DSOs' accounts with special regime, which should
be included into the methodology for calculation and distribution of proceeds adopted by the NEURC.

Implementation
As of now, we understand that the accounts with the special regime are about to be implemented by

Draft Law No. 3800 "On Amending Gas Market Law regarding Ensuring Financial Stability in Gas
Market" dated 6 July 2020, which is currently pending consideration in the Parliament.

211 comments to the draft Law of Ukraine on Amendments to the Law of Ukraine "On the Natural Gas Market" with respect to
ensuring financial stability in the natural gas market dated 24 November 2020.
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At the same time, we would suggest expanding the list of potential recipients of funds from the special
accounts currently provided in Draft Law No. 3800. Expanding this list with other potential
counterparties of DSOs engaged in supply of natural gas for DSOs' technological consumption (e.q.,
natural gas Suppliers, other large DSOs contractors that may accumulate large receivables from DSOs)
may allow to gather a more widespread support among the market participants and should additionally
ensure the market stability after implementation of mandatory agreements with licensed Suppliers for
DSOs (please see solution 4.2).

In addition, to ensure the fairness of application of this solution, we would suggest that the automatic
distribution from the special regime accounts be used as a sanction only for those DSOs that
accumulate large debts before gas market participants. Proceeds of compliant DSOs should remain in
their full disposal. This would require amending Draft Law No. 3800 prior to its adoption.

In addition, it would be necessary to implement appropriate changes to the requlatory framework.
The NEURC should set out the procedure and proportion for the distribution of proceeds between the
GTSO and DSOs and take into account the relevant suggestions of the ECS. In addition, the NEURC
should amend chapter 6, section VI of GDS Code and include there the relevant provisions on the
settlement procedure under the Distribution Agreement.

4.2. CHANGE THE MODEL FOR PROVIDING ALL DSOS WITH NATURAL GAS FOR OWN NEEDS BY

INTRODUCING MANDATORILY LICENSED SUPPLIERS TO SUPPLY NATURAL GAS FOR
TECHNOLOGICAL CONSUMPTION OF DSOS

Description

In GDSs and GTSs, the sum of measured intakes is typically not equal to the sum of measured?!?
offtakes of final consumers, for each analyzed time period. The difference constitutes a system delta
(also referred to as "Ain-out"), which has various operational, regulatory and financial consequences
for the affected DSOs.

This system delta may include production needs, technical losses and commercial losses of a DSO
altogether, or only some of its components. Each EU country has a different approach to dealing with
these components, and there is no universal solution. Please see the EU practices in the relevant
section below.

In this solution, we propose to include all technological consumption of DSOs (production needs,
technical losses and commercial losses) into the scope of the solution.

According to this solution, all DSOs would be obliged to enter into natural gas supply agreements with
Suppliers in order to acquire natural gas for technological consumption (system delta) and would
practically act as reqgular Consumers for these purposes.

DSOs would no longer be allowed to acquire natural gas from traders under sale and purchase
agreements, as they do now. Each DSO would have its own Supplier of natural gas for technological
consumption that would submit relevant nominations to the GTSO and would be financially liable for all
potential imbalances created by relevant DSOs.

212 The term "measurement" may refer to both physical measurements, as well as (in cases where no measurement is
available) consumption data produced through the application of load profiles (and/or historical data).
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Similarly, to the current regulation of Consumers' off-takes, DSOs' Suppliers would also be entitled to
claim relevant damages related to DSOs' imbalances, if any occur.

In addition, DSOs would no longer execute Transmission Agreements with the GTSO and the
contractual relations between DSOs and the GTSO would be limited to technical agreements. Only
Suppliers would execute Transmission Agreements with the GTSO. Thus, any off-take performed by a
DSO without a Supplier would be treated as an unauthorized off-take.

EU practices

The detailed treatment of the system delta varies across the EU, where each country applies its own
approach that was developed historically and is intertwined with other parts of the respective market
model (tariff methodologies, final consumer metering, supplier switching, balancing model,
measurement principles, etc.). Often the legal/requlatory basis for the treatment of the system delta is
not available in consolidated form and/or only in the local languages, furthermore there is very little
data published on this matter by DSOs (or other market participants) - if any.

The most valuable information source on this matter is thus a recent study that was carried out by the
Council of European Energy Regulators (CEER) and was published in July 2020.2%3 In this study, CEER
carried out a survey among European national regulators (including EU member states plus Norway)
about how the system delta problem is reflected in national gas market design and regulation.

The findings of this study are summarized below, focusing, in particular, on:
Settlement and balancing procedures for the system delta, the market roles involved and the

impact for final consumers in different European countries, as well as

Different calculation methodologies (e.qg., to quantify offtakes) in different European countries.
Main findings of the 2020 "Delta In-Out" CEER study

CEER found that in all the 19 countries who had responded to the survey (except for Norway), there
exist reqgulatory mechanisms for handling the system delta. However:

There is currently no approach that is universally applied and could thereby by singled out as a
clear best-practice.

The debate about which approach should be chosen is still ongoing in many countries and the
study highlights that several countries are considering revisions and improvements to the systems
in place.

Nevertheless, in recent years there has been a tendency to pivot towards an approach where the costs
of the system delta are shifted from suppliers towards DSOs and their final customers (such a system is
in place in Denmark, Hungary and Spain, and has recently been adopted by the Netherlands and Italy,
with results that were seen as favorable by the national regulators).

213 available at: https://www.ceer.eu/documents/104400/-/-/5b5c6eca-76fc-77a4-7320-68ad3150faf3.
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There are two main options for calculating offtakes in the imbalance formula of the network users:

No. Option Description

1. Option 1 "bottom-up" Offtakes are calculated through a bottom-up approach, by adding real measurements or
- as applicable - load profile values of final consumers.

2. Option 2 "top-down" Offtakes are calculated by allocating the total intake into the DSO network (within the
concerned timeframe) to network users who supply final consumers (where the split
between different network users is performed via a predefined criterion, e.g. share in
metered consumption).

There are four main approaches adopted by the national requlators for handling the costs associated
with the system delta, as shown in the subsequent table:

No. Approach Country
1. System deltais allocated by the TSO (or the balancing entity) to network  Austria (change to final customer cost
users according to certain criteria. allocation planned?!#), Belgium

Therefore, network users must (apart from certain exceptions) procure
their share of the system delta on their own and bear the associated

costs.

2. System delta is procured by the TSO (or balancing entity). Estonia, Germany, Italy, Latvia, Slovenia,
The costs are split among network users, considered as part of balancing ~ SPain (change to final customer cost
costs.215 allocation pIanned216), Portugal

Network users bear costs, but their allocations of final consumptions are
not modified (as in approach 1 above).

3. System delta is procured by the respective DSO. Denmark, Ireland. Hungary. Poland, Sweden
The costs are split among final customers through a tariff component.

4, System deltais procured by the TSO. Czech Republic

The costs are split directly among final customers through a tariff
component.

Example - Austria

Austria recently initiated a change towards a system that will shift the costs of the system delta to end-
users via network tariffs (which should come into effect by April 2022).

Until then, these costs are allocated to network users at the discretion of a DSO either following a
residual balancing approach ("Restlastver-fahren") or following an incumbent approach
("Differenzbilanzierung").

The residual balancing approach aims at allocating the system delta to all network users of the
specific DSO-system by:
DSO's total allocation at intake points: measured entry guantities minus line-pack changes

DSO's total daily consumption bottom-up ("meter 1 out" + "meter 2 out" + "meter 3 out", etc.):
sum of measurements for non-daily metered (load profiles) and daily metered final consumers

214 Austria has recently decided to change its current system, which will come into effect by April 2022. For details, see the
next section.

215E g.,in Germany.

216 cost allocation has shifted from suppliers to DSOs.
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DSO's residual balancing error ("RBE™): result of step 1 minus result of step 2

Share of daily consumption per network user (daily quota): Daily measurements for final
consumers of network user X divided by total daily consumption in the respective distribution
system

Note: This approach differs from some EU countries’ application of fixed loss factors that apply to
all network users uniformly.

RBE allocation per network user: A constant value per hour corresponding to the network user’s
daily quota multiplied with the RBE.

The incumbent approach aims at allocating the system delta to the incumbent supplier/network user
by:

Allocation of total daily consumption to the other network users based on the bottom-up approach
("meter 1 out" + "meter 3 out" + "meter 5 out" etc.)

Allocation of the difference between "meter IN" (measured entry quantities minus line-pack
changes) and bottom-up allocation to suppliers to the incumbent supplier/network user.

In both approaches some fuel gas/loss components (e.g., at metering points with the DSO as final
consumer) could be directly allocated to suppliers or the DSO's balancing account, but the residual
system delta was fully allocated to network users.

Other examples

In the United Kingdom, technical losses are covered by so-called Shrinkage Provider. The
functions of the Shrinkage Provider may be imposed on the TSO or the DSO (for balancing the GTS
and the GDS respectively). The Shrinkage Provider is entitled to purchase the natural gas for
technological consumption on the market.2?

In Czech Republic, DSOs are treated as Consumers for the purposes of gas supply for
technological consumption.?'® The market operator bills DSOs the clearing charge for all the gas
consumed in the GDS on the basis of actual market prices.?!?

Based on the above, we understand that each country decides on the best approach based on the
specifics of its market and behavior of market participants.

Implementation

Implementation of this solution requires amendments to the GDS Code. The existing provision entitling
DSOs to purchase natural gas from owners of natural gas on a regular basis should be replaced with a
provision that would oblige DSOs to execute natural gas supply agreements with Suppliers. Certain
clarification may also be introduced to the GTS Code to provide that DSO are treated as Direct
consumers in cases where they acquire natural gas for technological consumption from Suppliers. The
Gas Market Law also may require some changes if the Regulator decides that its provisions require
clarification (for example, regarding correlation of definitions of terms "supplier", "supply",

217 Subparagraph 2, paragraph 2, chapter 4, section N of Transportation Principal Document of Uniform Network Code,
available at: https://www.gasgovernance.co.uk/UNC.

218 paragraph 6, section 3 of the Gas Market Rules, available at:
https://www.eru.cz/documents/10540/467627/370_PodlePDFnaWebu+AJ.pdf/df7a09e9-2d9f-4bce-9cfa-7ff820878644.

219 paragraph 3, section 35 of the Gas Market Rules.
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"customer", "wholesale buyer/seller", etc. and regarding whether these definitions and corresponding
rules of the Gas Market Law would function properly and not interfere with the rights and obligations
of DSOs and the concept of Licensed Suppliers for DSOs as a whole) prior to introduction of this
concept to the GDS Code and the GTS Code.

In addition to the above, the framework of contractual relationship between DSOs and the GTSO should
be thoroughly examined and rebuilt, considering that DSOs and the GTSO would no longer have a
Transmission Agreement signed between them. In particular, the following matter should be
considered: access to the informational platform of the GTSO, protocols for sharing information,
responsibilities of DSOs and the GTSO, dealing with unauthorized off-takes (if any occur, e.q., if the
DSO loses its Supplier).

In addition, to ensure the continuous and uninterrupted supply of natural gas for technological
consumption to DSOs, certain amendments could be made to the GTS Code and the Supply Rules, to
specifically provide that all DSOs that lose their Suppliers are automatically transferred to the SoLR.
This solution, however, should be implemented with caution and considering the market stability.
Unconditional transfer of all DSOs to the SoLR would likely lead to accumulation of significant unpaid
debts of DSOs towards the SoLR and subsequent potential solvency issues of the latter.

4.3. ABANDON THE PRACTICE OF PROHIBITING CUT-OFFS OF CONSUMERS IN DEFAULT AND NOT

DIRECTLY SUBJECT TO THE PSO (THE SUPPLIER UNDER THE PSO SHOULD BE COMPLETELY
PROHIBITED FROM CUTTING OFF AND TERMINATING SUPPLY OF NATURAL GAS)

Description

This solution provides for abandoning the prohibition to cut-off the Consumers that do not maintain
the due level of settlements and are not directly covered by the PSO (the PSO supplier should be
completely prohibited to cut-off and terminate natural gas supply).

The CMU is known for introduction of various prohibitions on cut-off of gas Consumers in the past.
Some of these prohibitions contained regulatory gaps, which led to conflicts between Suppliers, DSOs
and the GTSO. To avoid this issue for the future, the CMU should abandon the practice of introducing
these prohibitions altogether, or limit it to the cases where the relevant supplier is appointed for the
PSO (which should be unconditional, as we describe in solution 4.4.1). Meanwhile, any other
prohibitions should not be applied, since it leads to the absence of enforcement mechanisms, further
Consumers’ misconduct and overall disruption of the gas market. We understand that this matter
admittedly may be associated with some social/political aspects, however, they should be addressed
not by ways of disrupting the gas market, but rather through introduction of comprehensive solutions
aimed at solving the initial problem with Consumers' payment discipline. If the PSO mechanism is
applied, the relevant compensation from the state should be provided to it, as provided in the Gas
Market Law (please see solution 4.4.2 below).

EU practices
In EU countries, cut-off is one of the enforcement tools that may be applied to a Consumer in default

on a reqgular basis. However, within our analysis we identified one case where certain exemptions are
possible:
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In Hungary, DSOs may disconnect the Consumer in case they fail to fulfil any of their contractual
obligations, in case the Consumer does not have a valid capacity agreement and/or natural gas
supply agreement.22°

However, the Hungarian legal framework grants an exemption to socially important entities and
vulnerable consumers. Under this rule, socially important enterprises may request suppliers and
DSOs to grant them exemption from the disconnection procedure on the grounds of late payment.
The moratorium may cover the period requested by the Consumer, which must not be longer than
the period between 15 October of a year and 15 April of the next year.22! During the moratorium,
suppliers and DSOs are not allowed to disconnect the Consumer.2?? However, they retain the right
to enforce their claims in court. Both DSO and supplier cannot pass on such Consumer's debts to
other Consumers.

However, we cannot establish this case as a best practice, since we did not identify any similar
examples in other EU jurisdictions within our review.

Implementation

This solution requires the CMU to abstain from implementing any other prohibitions to cut-off
Consumers in default, except for Consumers that are directly covered by the PSO regime for
adequately justified reasons.

4.4, AMEND THE REGULATION ON IMPOSING SPECIAL OBLIGATIONS (PSO) ON NATURAL GAS
MARKET PARTICIPANTS TO RESOLVE PROBLEMS WITH THE ABSENCE OF AN UNCONDITIONAL PSO

4.4.1. Unconditional PSO

Description

The effective PSO regime is currently conditional, which creates what could be viewed as a certain
contradiction in the legal framework and leads to ambiguous interpretation.

Currently, the PSO supplier (Naftogaz) bears the obligation to supply natural gas to DHCs until 1 May
2021 (subject to the proper level of settlements of the relevant DHCs).223 However, it still has a right to
exclude them from its register of consumers and practically terminate supply of natural gas, if the
DHCs do not maintain the appropriate levels of settlements.

At the same time, the CMU has a history of introducing cut-off prohibitions in relation to DHCs, which
practically led to the situation where Naftogaz suspended supply and excluded relevant entities from
its register of consumers, while the GTSO and DSOs were directly forbidden to cut-off relevant DHCs.
As a consequence, DSOs are effectively supplying natural gas these consumers, which is in clear
contradiction to the unbundling requirements and the tasks of network operators, which require a clear
separation of supply and distribution/transmission functions and has led to an accumulation of
significant imbalances for the GTSO. Even though there is no prohibition currently in place, there is no

220 paragraph f), part 1, article 16 of the Act XL of 2008 on Natural Gas Supply, available at: https://erranet.org/wp-
content/uploads/2017/10/Gas-ActGovermental-Decree-Hungarian.pdf.

221 part 1, article 64/A of Act XL of 2008 on Natural Gas Supply.

222 part 4, article 64/A of Act XL of 2008 on Natural Gas Supply.

223 paragraphs 3 and 11 of the PSO Regulation.
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guarantee that it would not be introduced in the future again, as it has been repeatedly done in the
past.

As we noted above, the current PSO regime will be effective until 1 May 2021. After that, the PSO
regime should expire and the CMU should not extend it further, as the PSO regime significantly
disrupts the market functioning. There is no common practice of the PSO application in the EU on this
scale. However, until the expiration of the existing PSO, it should be regulated properly.

The GTSO sees the PSO which is not unconditional (i.e., where the PSO supplier can terminate the
supply under certain conditions) as a one of main reasons for accumulation of very large amounts of
DSOs' unpaid imbalances created as a result of DHCs' off-takes and would suggest that the PSO
supplier be obliged to supply natural gas to DHCs and other institutions that are socially important
regardless of the level of settlements made by such Consumers. This solution would eliminate the
ambiguity in the PSO Regulation and possible misinterpretations that currently result in creation of
negative system imbalances and financial losses for the GTSO.

In addition, considering that the PSO supplier would likely accumulate a certain amount of debts of
DHCs following the implementation of this solution, the relevant compensation from the state should
be provided to it, as provided in the Gas Market Law (please see solution 4.4.2 below). Without proper
compensation from the state, the PSO regime is unfair and one-sided, as it functions at the expense of
the PSO supplier. The absence of compensation created significant losses for Naftogaz, and now it asks
the CMU for the compensation in the amount of UAH 146 billion (approx. USD 5.2 billion) as of the end
of 2019. Therefore, the unconditional PSO should be introduced only along with the establishment of a
proper state compensation mechanism for performing the PSO.

Implementation

Implementation of this solution requires amending paragraph 11 of the PSO Regulation. The CMU
should amend this paragraph in the following way:

Repeal the requirement for the minimum level of settlements or conclusion of an agreement on
restructuring of debt (debt settlement procedure should be subject to separate regulation)

Add the requirement for Naftogaz to conclude the agreement with the relevant DHC that
requested it

Prohibit Naftogaz from suspending or terminating supply of natural gas to DHCs under any
conditions until the expiration of the PSO (including the prohibition to exclude DHCs from
Naftogaz's register of consumers).

Description

According to the Gas Market Law, the entity that fulfils the PSO is entitled to receive a relevant
compensation of economically justified expenses after deduction of income received by this entity
from fulfilment of the PSQ.224

224 part 7 of Article 11 of the Gas Market Law.
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Therefore, the state should ensure fair and adequate compensation for Naftogaz for natural gas supply
under the PSO. The compensation should cover the losses borne by Naftogaz that are accumulated
due to the lower price of natural gas supply under the PSO, as well as debts of DHCs. There are two
possible sources of compensation:

Direct payment from the state budget

Indirect payment of proceeds received by the GTSO from GTS customers as a payment for
transmission services (the relevant compensation part may be included to the tariff for
transmission services).

Adequate and sufficient compensation should be a mandatory element of the unconditional PSO
regime (please see solution 4.4.1 above), as it would ensure financial integrity of Naftogaz as a PSO
supplier and maintain the well-balanced approach to natural gas supplies under the PSO regime.

Implementation

In order to implement the state compensation, the CMU should adopt the regulation that would
stipulate the procedure for calculation and payment of the state compensation to Naftogaz (or include
relevant provisions to the PSO Requlation), as it is currently required by the Gas Market Law. Should
the compensation be paid from the GTSO's tariff revenue, the NEURC may include relevant changes to
the structure of the tariff for transmission services.

4.5. BRING THE MECHANISM OF CALCULATION OF THE NEUTRALITY CHARGE IN COMPLIANCE WITH THE
PECULIARITIES OF THE GAS MARKET IN UKRAINE AND START PERFORMING SETTLEMENTS

BETWEEN THE TRANSMISSION SERVICES CUSTOMERS AND THE GTSO ON A MONTHLY BASIS
STARTING FROM GAS YEAR 2021/22

We understand that the neutrality charge mechanism and its application in Ukraine may be additionally
analyzed in terms of its compliance with the EU regulations and the best possible option for its
functioning.

Description

One of the key principles in the GTS balancing is that the TSO should not financially gain/lose through
balancing activities,?2° thus remaining "neutral" from these activities from a financial point of view.

This comprises efficient costs and revenues arising from:

Daily imbalance charges, i.e., due to:

Buying/selling of gas from/to network users based on their daily imbalances at marginal
buy/sell price

Charges from the application of within day obligations (application of such a system is
optional)

Balancing actions undertaken, i.e.:

Buying/selling of gas through STSPs (typically: on a gas exchange)

225 Articles 29 and 30 of the BAL NC.
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Making use of balancing services (which the TSO contracted previously through a market-
based procedure)

Other causes related to balancing activities (e.g., financing costs for buying balancing gas,
network user defaults on balancing-related charges).

The efficiency requirement means that the TSO should try to aim for low costs when performing
balancing and the Requlator may reject certain costs (subject to the applicable national rules), if it is
demonstrated that the TSO could have reasonably mitigated the costs incurred.

As balancing-related costs/revenues will never level out, the TSO should pass related profits/losses to
the network users via a separate neutrality charge. These neutrality charges are not to be included in
charges for transmission services, imbalance charges or other invoicing components, but should be
identified separately in the TSO's invoices. Notably, according to Regulation 715/2009 and the BAL
NC, the neutrality mechanism must apply immediately, without an interim period.

The calculation methodology for neutrality charges should be either set or approved by the Requlator
and has the following key components:

Positions to include: While the general rule that the TSO should not gain or lose from imbalance
charges, within day charges, balancing actions charges and other charges related to its balancing
activities is quite clear from the BAL NC, this does not lead to a clear best-practice in the positions
to be included when calculating neutrality charges. The consideration of costs and revenues
depends on the specifics of the national balancing/market model, relating costs the TSO is
effectively incurring and their coverage in transmission or non-transmission tariffs. These are
different from country to country (and not fully transparent) and depend on, e.q.:

Allocation of the system delta (considered, inter alia, in Ireland, Germany)
TSOs' responsibility for the transport of balancing volumes (considered, inter alia, in Greece)

Non-consideration of related administrative costs in tariff calculation (considered in neutrality
charges, inter alia, in Slovakia)

Existence of (systematic) delays (and thus financing costs/revenues) in the settlement process
(considered, inter alia, in Slovakia and Germany).

Best practice: costs/revenues positions may vary depending on the specifics of the respective
market model, maintaining the principle that all costs and revenues related to balancing (including
network user defaults22®) should be considered. Therefore, unpaid imbalances may be included
into calculation of the neutrality charge.

Neutrality period: The period over which neutrality should be accomplished. The longer the
period, the more cross-subsidization may occur between different network users and the higher
requirements are to consider financing costs and forecasts in the calculation of neutrality
charges.

Best practice: monthly.

Calculation perspective: Based on the fact that Article 29(1) of the BAL NC makes a clear
reference to "payment and receipt" of balancing related charges and following the definition of
neutrality charges in Article 3(3), two different perspectives on neutrality seem applicable:

226 Article 31 of the BAL NC.
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Accounting based calculation of neutrality charges, i.e., consideration of costs and revenues
as payables and receivables (irrespective of actual payment), whilst separately considering
potential financing costs and defaults

Cash-flow based calculation of neutrality charges, i.e., consideration of actual payments and
receipts, implicitly considering financing costs and defaults.

In practice, our analysis has shown that all countries follow an accounting-based calculation
approach and no country within our analysis could be found following a cash-flow based
calculation of neutrality charges.

We note that TSOs in EU countries usually do not experience the scale of unpaid imbalances
currently present in Ukraine. Therefore, EU TSOs may have no preferences between the
accounting and cash-flow methods, and usually do not consider effects of large quantities of
unpaid imbalances on each of these methods. Thus, their best practices may not be relevant for
Ukraine.

In this regard, the cash-flow method may be a more efficient way to calculate the neutrality
charge in Ukraine in the current situation. It should allow the GTSO to perform the calculations
based on actual proceeds from market participants, and to distribute losses from unpaid
imbalances. We see from the EU requlations that the cash-flow method may be applied and does
not contradict the BAL NC.

At the same time, we note that the difference between these two methods may become irrelevant
in the future. Considering that the actual application of the neutrality charge in Ukraine is delayed
until 2022, if until this time the relevant solutions for mitigating the unpaid imbalances issue
(accounts with a special regime for DSOs, unconditional PSO, etc.) are implemented and prove to
be efficient, there should be no material difference between application of accounting or cash-flow
method.

Best practice: accounting based.

Recommendation: if the issue with deviant off-takes is not solved by the end of September 2021
(end of gas year 2020/2021), the NEURC may consider temporary implementation of the cash-
flow method for calculation of the neutrality charge to address the existing issues. At the same
time, if all solutions are implemented efficiently and the issue with deviant off-takes is solved,
there would be no need to implement the cash-flow method, as there would be no difference
between calculations based on the cash-flow and accounting methods.

Quantities for the calculation of neutrality charges:

Article 30(3) of the BAL NC states that the neutrality charge must be "proportionate to the
extent the network user makes use of the relevant entry or exit points concerned or the
transmission network". This means that all entry and exit allocations of a network user are to
be considered in the calculation.

However, Article 30(6) also provides the possibility for a distinction of the neutrality charge
according to "balancing components and the subsequent apportionment of the corresponding
sums amongst the network users in order to reduce cross subsidies".

Best-practice: all transported guantities of network users (based on all entry and exit allocations
excluding virtual trading points).
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EU practices

Table 9: Neutrality charge implementation in some EU countries

No. Country Short description Remarks
1. Poland Neutrality period: monthly -
en.gaz-system.pl Positions: costs/revenues related to imbalance charges

and balancing actions and multiple other positions, e.g.,
costs of maintaining the Balancing Market Platform

Quantities: in proportion to the amount of natural gas
transported
2. Lithuania Neutrality period: annual -

www.e-tar.lt Positions: costs/revenues related to imbalance charges
and balancing actions, correction of differences forecast
vs. actual

Quantities: in proportion to the amount of natural gas
transported
3. Romania Neutrality period: monthly -

www.transgaz.ro Positions: costs/revenues related to imbalance charges
and balancing actions

Quantities: in proportion to the amount of natural gas

transported
4. Slovakia Neutrality period: unknown (since 2017) The fixed neutrality charge of
www.eustream.sk Positions: costs/revenues related to imbalance charges 0,02 EUR/MWh from RONI's
and balancing actions, administrative & other costs price decision of 2017 applies
(eligible plan costs) as long as there is no new

T . ) . decision in force
Quantities: in proportion to the capacity booked (in case

of interruption: actual allocations) multiplied with the There is no information on how

the neutrality charge was

period :
actually determined
5. Slovenia Neutrality period: monthly —
www.plinovodi.si Positions: costs/revenues related to imbalance charges

and balancing actions, WACC before taxes applied to the
average value of the quantity of natural gas for
balancing

Quantities: in proportion to the sum of absolute amounts
of calculated imbalances of individual balancing group
leaders in the respective month

6. Hungary Neutrality period: monthly Based on 15.2.2.5.2. of

Positions: costs/revenues related to imbalance charges 4501/2016 MEKH
and balancing actions

Quantities: proportionate to the sum of long and short

imbalances
7. Greece Neutrality period: monthly Additionally, DESFA performs
www.desfa.gr Positions: costs/revenues related to imbalance charges ~ Separate accounting of

and balancing actions (including costs for using the costs/revenues for operational

transmission system, LNG terminals and storages in the ~ 935
course of balancing)

Quantities: in proportion to the amount of natural gas
transported
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No. Country Short description Remarks
8. France Neutrality period: monthly -
www.cre.fr Positions: costs/revenues related to imbalance charges

and balancing actions, monthly clearance of residual
imbalances carried out within the framework of the
linepack flexibility service (ALIZES)

Quantities: proportionate to the quantities delivered (i.e.,
allocations at DSO exits and directly connected final

consumers)
9. lreland Neutrality period: monthly with annual reconciliation Neutrality principles apply not
www.gasnetworks.ie Positions: costs/revenues related to imbalance charges °”|V. to balancing, but also to,
and balancing actions, shrinkage costs, administration e.g.:
charges (e.g., bank fees and charges), costs associated scheduling charges
with the participation on the trading platform and/or the (applying to the difference
administration (including audit) of the disbursements between nomination and
account, etc. renomination)
Quantities: Shipper's final allocations at entry/exit points the provision of shrinkage
(excluding sub-sea) and exits to final consumers gas (covers, e.g.,
compressor fuel gas, pre-
heating and unaccounted
for gas)
Various intricacies of the
model, e.qg., regarding
monthly/annual review,
shipper payment issues and
mixing of the "disbursement
credits/debits" and "balancing
action contributions".
10. Austria Neutrality period: quarterly Note: Since 2013 there were
www.e-control.at Positions: costs/revenues related to imbalance charges only 3 months with a nonzero
and balancing actions, balancing of network accounts neutrality rate.
and creation of a potential liquidity reserve Reconciliation is not performed

in terms of neutrality rate
calculation, but regarding
network user allocations and
thus the neutrality charge.

Quantities: proportionate to the exit allocations at
interconnection points and final consumers

11. Germany Neutrality period: annual Germany applies a split of
www.gaspool.de Positions: neutrality into NDM and IDM

components (daily calculation of
NDM?227-part: NDM share of costs/revenues related split"r)ing key)f as tyhe NDM

balancing actions, NDM neutrality charges, NDM

L allocation model is based on day-
reconciliation, other NDM costs/revenues* v

ahead allocation of a forecasted
IDM228-part: costs/revenues related to balancing value.

actions, imbalance charges and WDOs, IDM share of

costs/revenues related to balancing actions, IDM

neutrality charges, other IDM costs/revenues*

* this includes customer defaults and account
financing (liquidity buffer)

Quantities: proportionate to the exit allocations at IDM
and NDM exit points, respectively

Current implementation in Ukraine

The neutrality mechanism for the Ukrainian GTS is mainly defined in chapter 8 of section XIV of
the GTS Code:

227 Nondaily metering.
228 |ntraday metering.
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Neutrality is a compound of
Commercial effects of daily imbalances
Commercial effects of balancing activities
Bank interest due to NU's financial security and expenses for maintaining the account.

For this purpose, the TSO creates a separate account record of balancing neutrality. The neutrality rate
(and charges for network users) are calculated monthly.

Neutrality rate calculation:

ET—RT
TTV

NBR =

NBR means neutrality balancing rate for gas month M [UAH/1000m3]
ET means expenses of the TSO for the gas month M [UAH]
RT means revenues of the TSO for the gas month M [UAH]

TTV means the NU's natural gas total transmission volumes for the gas month M [tcm].
Neutrality charge calculation per network user:

NCnu means network user’s neutrality charge
CVTnu means network user’s volume of natural gas transmission for the gas month M in
[1000m3]

The neutrality charge is not applied to the transit regime and the storage customs warehouse.

Peculiarities of the balancing approach in Ukraine:

Costs and revenues from daily imbalance charges:

The daily imbalance charge for a balancing portfolio is calculated by multiplying the daily
imbalance quantity by the following prices:

If the imbalance is negative (i.e., exit exceeding entry): marginal gas purchase price

If the imbalance is positive (i.e., entry exceeding exit): marginal gas sales price

For balancing portfolios with special obligations (PSO), the applied gas price is defined per
decree of the CMU

The marginal gas purchase price (network user purchases gas from TSO to balance short
position) is calculated as follows:

the highest price at which the TSO bought any STSPs for gas day D
weighted average price of STSPs for gas day D + small adjustment

The marginal gas sales price (network user sells gas to TSO to balance long position) is
calculated as follows:

The lowest price at which the TSO sold any STSPs for gas day D
Weighted average price of STSPs for gas day D - small adjustment
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The value of the small adjustment to apply for determination of the imbalance settlement
price depends on the percentage of the imbalance quantity in the total entry (for short
imbalances) or exit (for long imbalances) allocation of the respective balancing portfolio
(except VTP allocations):

Small adjustment of 0% for imbalances below the tolerance margin of 3% (for DSOs: 7,5%)
Small adjustment of 10% for imbalances in the tolerance interval of 3-5% (for DSOs: 7,5%-
15%)

Small adjustment of 20% for imbalances above the tolerance margin of 5% (for DSOs:
>15%)

Costs and revenues for procurement of gas for balancing of the gas transmission system:

Procurement of natural gas for GTSQO's technological consumption and for balancing
actions is not separated and performed under the same procedures and agreements (the
accrual of costs is separated).

Payment timing topics:

Regarding imbalance charges: The TSO provides a daily balancing settlement statement to the
network users until the 14th calendar day of the month following the reporting month. The
respective payments have to be made until the 20th calendar day of the month following the
reporting month. Thus, there is a delay of about 30-50 days for the TSO until it receives the
payment for the imbalance on a particular day, notwithstanding actual late payments.

Regarding balancing actions: Currently, the TSO is bound by the contract terms involved in
the balancing energy procurement, which is currently occurring on the ProZorro platform and
which might differ for each procurement procedure. However, the mandatory public
procurement requirement was recently repealed by Law of Ukraine "On Amending Article 3 of
Law of Ukraine "On Public Procurement" regarding Procurement of Natural Gas" N2 1021-1X
dated 2 December 2020 (former Draft Law No. 3176) that became effective on 23 January
2021, which allows the GTSO to buy/sell gas on the gas exchange.

Regarding neutrality charges:

For the gas years 2019/2020 and 2020/2021, the balancing neutrality fee is not charged
and is not paid.

For gas year 2021/2022, neutrality charge information is published monthly, but is
charged or paid by the TSO once a year before 1 January 2023

From gas year 2022/2023, neutrality is charged and paid monthly

So there currently exists a gap of 2 years where the TSO has to wait to receive cash under
the neutrality mechanism, still assuming timely and complete payment after this transition
period, so further delays and/or impairments may occur.

Current GTSO neutrality account transparency:

Table 10: Calculations of the neutrality charge by the GTS0?2°

Balancing Balancing Imbalance Imbalance Total balance Transported
Gas month actions: actions: settlement: settlement: . volumes Neutrality fee
(negative=costs) .
costs revenues costs revenues [domestic]
UAH min UAH min UAH min UAH min UAH min m3min UAH/m?3
Mar 20 -1.033 541 -482 815 -159 16.774 0,0095

229 pvailable at: https://tsoua.com/kliyentam/zamovlennya-poslug/nejtralnist-balansuvannya/.
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Balancing Balancing Imbalance Imbalance Total balance Transported
Gas month actions: actions:  settlement: settlement: . volumes Neutrality fee
(negative=costs) :
costs revenues costs revenues [domestic]
Apr 20 -443 80 -74 263 -174 12.596 0,0138
May 20 -767 8 -8 377 -388 12.231 0,0318
Jun20 -1.490 0 0 887 -603 12.066 0,0500
Jul20 -2.156 0 0 1.522 -634 12.791 0,0496
Aug 20 -878 7 -4 897 23 11.196 -0,0020
Sep 20 -83 21 -10 139 67 3.674 -0,0182
Oct 20 -314 50 -33 a77 180 4.261 -0,0421

Currently, the application of neutrality charge in Ukraine is postponed until gas year 2021-2022 and
the payment is due 1 January 2023.23°

Generally, we understand that Ukrainian regulation on neutrality charge is in line with the BAL NC.

Recently, the NEURC has adopted a new requlation that provides further harmonization of the GTS
Code with the BAL NC. In particular, it implements the provision allowing the NEURC to adopt the
decision on inefficiency of the incurred costs and revenues gained by the GTSO. In such case, the GTSO
would be obliged to revise the neutrality charge rate.23!

However, there are still some issues that may need improvement.
First, the calculation methodology of the neutrality charge in Ukraine needs to be improved.

Although the primary formula for calculation of the neutrality charge is similar to the calculation
methods applied in Poland and the United Kingdom, there are still some differences in calculation of
financial loss of the GTSO, which is one of the components of neutrality charge formula. Thus,
determination of the balancing tools available for the GTSO is a key issue for proper calculation of the
neutrality charge. The balancing tools have a direct effect on the generation of the GTSO'’s financial
loss, since some of them may be cheaper or more expensive than others. In addition, the NEURC notes
that calculation methodology needs further modification, since the daily imbalance charges paid to the
GTSO do not entirely cover GTSO's financial losses.

Second, Ukrainian regulation on the neutrality balancing charge lacks several tools and mechanisms
that are envisaged by the BAL NC:

The GTSO currently cannot trade STSPs for performance of its balancing activity (the BAL NC
considers STSPs as a top priority balancing tool)3?

Current regulation on credit risk management does not provide for efficient financial security that
would cover the GTSO's losses in case of default of the network user.

230 paragraph 10 of chapter 8 of section XIV of the GTS Code.
231 paragraph 1 of Resolution of the NEURC No. 1779 dated 30 September 2020.

232 some of the required changes are already present in Law of Ukraine "On Amending Article 3 of Law of Ukraine "On Public
Procurement" regarding Procurement of Natural Gas" N2 1021-1X dated 2 December 2020 (former Draft Law No. 3176) that

became effective on 23 January 2021, which allows the GTSO to buy/sell gas on the gas exchange and buy/sell gas in amount
of imbalances directly from market participants.
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Suggestions for improvement

As of now, Ukrainian neutrality charge regulations, in our view, require the following amendments and
additions:

Introduction of STSPs market that would allow the GTSO to perform effective daily balancing
actions. It would also minimize the GTSO's financial losses for the purpose of neutrality charge
calculation (some of the required changes are already present in Law of Ukraine "On Amending
Article 3 of Law of Ukraine "On Public Procurement" regarding Procurement of Natural Gas"

N2 1021-1X dated 2 December 2020 (former Draft Law No. 3176) that became effective on

23 January 2021, which allows the GTSO to buy/sell gas on the gas exchange and buy/sell gas in
amount of imbalances directly from market participants, however, successful implementation of
the STSPs would depend on the Regulator's decisions)

Ensuring an adequate credit risk management mechanism that would protect the GTSO and
market participants from damages caused by default of network users, including non-payment of
the neutrality charge

Amendment of the methodology on calculation of the neutrality charge. In particular, the
methodology needs to entirely cover GTSO's financial losses for performing balancing actions.
Also, the methodology should introduce provisions on recovery of accrued debts on neutrality
charge payment from network users in default and consideration of interest and reserve for bad
debts (if accounting approach is kept). Temporary, until the relevant solutions are implemented
and the issue with deviant off-takes is solved, the cash-flow method for calculation of the
neutrality charge may be introduced.

The deferred implementation of the neutrality charge should consider resulting gains and losses from
TSO balancing activities since the introduction of the daily balancing system, unless these gains/losses
are considered in the TSOs tariff calculation.

Implementation

Implementation of any changes to the neutrality charge mechanism should be performed by amending
chapter 8 of section XIV of the GTS Code.

However, the neutrality charge implementation should be made only after taking certain necessary
steps that should precede the application of the neutrality charge in order to make it smoother and
have fewer negative externalities for market participants.
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4.6. AMEND THE METHODOLOGY FOR DETERMINING AND CALCULATING THE TARIFF FOR NATURAL GAS
DISTRIBUTION SERVICES AND THE PROCEDURE FOR ESTABLISHMENT OF THE TARIFFS FOR HEAT

ENERGY, ITS PRODUCTION, TRANSMISSION AND SUPPLY TO ENSURE THE OBJECTIVITY OF
INITIATING THE TARIFFS' REVIEW

Description

According to the Tariff Approval Procedure and Distribution Tariff Methodology, the revision of the
tariff could be initiated both by DSOs and the Regulator if special conditions are met?33. DS0s?34 have
a right to initiate the revision of the tariff in the following cases:

If the deviation of the actual volumes from those envisaged in the tariff is more than 5%

If the deviation of the actual costs (as a result of price increase for fuel, raw and other materials,
services as well as increase in payrolls according to change of minimum wage level) from those
envisaged in the tariff is more than 5%.

The NEURC?3> may initiate the tariff revision in the following cases:

Tariff revenue misuse, including, non-use of funds provided by the tariff structure; inappropriate
use of funds envisaged in tariffs; cross-subsidization between different types of activities; non-use
of funds provided for investment program; inappropriate use of funds envisaged by the
investment program

End of the period for which the tariff was set

Providing the NEURC with wrong or unreliable information about business activities
Conducting activities not related to the sector of natural monopolies

Deviation of the actual distribution volumes from those envisaged in the tariff by more than 5%

Deviation of the actual costs from those envisaged in the tariff, but only if a) such deviation was
caused by reasons out of DSOs control; b) such deviation leads to a change in the tariff by more
than 5%.

The problem here is that the NEURC may initiate the tariff revision, but is not required by law to do so.
For example, as was previously mentioned, tariffs for DSOs were stable during 2017-2019, despite
changes in distribution volumes, cost of natural gas and payrolls:

During 2017 and 2018, the volume of gas distribution to end Consumers remained at an average
level of 27.5 bcm. In 2019, these volumes decreased to 25 bcm, primarily due to an increase in
the average annual temperature and unusually warm winter.

The average annual price of gas set by Naftogaz in 2017 was UAH 8,884 per tcm. After growing
by 28.4% in 2018, the price reached UAH 11.408. In 2019, it dropped below the level of 2017 to
UAH 8,156. In monthly terms, the highest price was set in October-November 2018 and equaled
UAH 14,586 per tcm of gas. The lowest price was set in August-September 2019 - UAH 6,244.

233 Paragraph 4.1 of the Tariff Approval Procedure; Section VIII Paragraph 14 of the Distribution Tariff Methodology.
234 Paragraph 4.2 of the Tariff Approval Procedure; Section VIII Paragraph 15 of the Distribution Tariff Methodology.
235 Paragraph 4.3 of the Tariff Approval Procedure; Section VIII Paragraph 16 of the Distribution Tariff Methodology.
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The average salary in the industry of electricity, gas, steam supply, and air conditioning grew at a
CAGR of 28.3% during 2017-2019.

Tariffs were reassessed only at the end of 2019 when the NEURC adopted new distribution tariffs for
2020 (Resolutions No. 3014-3057 dated 24 December 2019). There was the first increase from 1
January onwards (on average +55.0%), and the second one after 1 July (additionally +22.7%).
Nevertheless, tariffs after 1 July were reconsidered (Resolutions No. 1152-1193 dated 24 June
2020), namely: on average +13.8% compared to the 1H 2020 level; -7.2% compared to those
previously adopted, and +76.4% compared to the 2017-2019 level. On December 16, 2020
(Resolutions N22450-2468) and December 30, 2020 (Resolutions Ne2765-2787), the NEURC adopted
new tariffs for all DSOs for 2021, which are on average 64.8% more than those effective during
2H2020. However, after such increase, tariffs of several DSOs were significantly higher than the
country average. That is why, on January 30, 2021 (by implementing Resolutions N2123-135) the
NEURC reconsidered tariff for 13 DSOs valid from February 1, 2021 (-14.4% on average).

Chart 28. DSOs' tariffs, 2017-2021, UAH per tcm?36
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It was observed during 2020-2021 that the Regulator has changed the approach to tariff revision and
made it more transparent and reqgular. For 2021 the NEURC included additional compensation for
DSOs in the amount of UAH 1,279.8 m237, which should cover: 1) unearned tariff revenue during
2015-2020; 2) the difference between envisaged and actual prices for natural gas procured for
technological consumption during 2015-2020. The largest compensations were granted to Lvivgas
(UAH 117.0 m), Odesagas (UAH 87.9 m) and Kyivoblgas (UAH 85.2 m). Taking into consideration the
corrections, the net effect of compensation equals UAH 1,139.5 m for all DSOs. Even considering the
Regulator's decision to allocate such compensation within the next few years to smooth the
distribution tariff increase, it appears an essential step to DSOs’ financial recovery.

Nevertheless, the economically unjustified revision in early 2021 calls into question the transparency
and credibility of the revision procedure?38. Although these DSOs occupy only 24.6% of the total tariff
revenue of all DSOs for 2021, it creates a precedent for manipulations in the future. We understand
that this revision was carried out only for DSOs with a small subscriber base and the government's

236 The NEURC.
237 available at: https://www.nerc.gov.ua/index.php?id=48333&cpage=0.
238 pvailable at: https://www.nerc.gov.ua/data/filearch/Materialy_zasidan/2021/sichen/30.01.2021/p_30-01-21.pdf.
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plans to enlarge DSOs can be the right solution for these DSOs which will also allow to resolve social
tensions in economically reasonable way.

Tariff setting methodology of DHCs also requires additional amendment. According to Resolution of
the NEURC No. 528 dated 31 March 2016,23° the revision of the tariff may be initiated both by DHCs
and the Regulator if special conditions are met. Compared to DSO’s tariff revision procedure, the
procedure for DHCs does not distinguish cases where the revision may be initiated by DHCs and where
it may be initiated by the Regulator, and includes the following:

If the deviation of the actual volumes from those envisaged in the tariff is more than 5%

If the amendments to the investment program lead to a tariff change by more than 2%

If the deviation of the actual costs (as a result of taxes, payrolls, fuel prices or tariffs increase,
changes of financial expenses or planned profit) from those envisaged in the tariff leads to a
change in tariff by more than 2%

Non-fulfilment or absence of an approved investment program

Changes in natural gas prices, if such changes lead to a change in tariff by more than 2%

Inappropriate use of funds envisaged in tariffs

Cross-subsidization between different types of activities

Providing the NEURC with wrong or unreliable information about business activities.
Moreover, there are some other differences between approaches for DSOs and DHCs, for example, for
cost deviation: 1) for DSO it is applied if the actual costs deviate from those envisaged in the tariff by
more than 5%; 2) for DHCs it is applied if the deviation of the actual costs from those envisaged in the
tariff leads to a change in the tariff by more than 2%. Still, the NEURC is more flexible in terms of

DHCs' tariff compared to DSOs' - during 2017-2020, the Reqgulator conducted 16 revisions for DHCs
(in general, not each time for each DHC).

Chart 29: DHCs' tariffs for households, 2017-2021, UAH per tcm?4°
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239 paragraph 4.2 of Resolution of the NEURC No. 528 dated 31 March 2016, available at:
https://zakon.rada.gov.ua/laws/show/z0993-16#Text.
240 available at: http://www.nerc.gov.ua/data/filearch/teplo/dynamika_taryfy/naselennia/Dynam_taryfy_teplo_naselennia.pdf.
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The NEURC assigns tariffs to each DHC for each consumption group, i.e., households, public
organizations, religious organizations, and other Consumers, upon their substantiated request. From
2016 to 2018, heat tariffs for households slightly grew with a additional increase in 2019. Starting
the beginning of 2019, heat tariffs for households have been increasing due to the 23.5% increase in
the gas price since November 2018. In early December 2018, new heat tariffs were approved
increasing the tariff by 18.9% on average (it ranged from 10 % to 24% depending on DHC). Even
though the tariffs established from November 1, 2020 remained at the level of May 2019, a
subseqguent increase in tariffs associated with a rise in the gas price, which accounts for more than
80% of DHC costs, is possible.

At the same time, in early January 2021, the Government of Ukraine launched «8 steps to resolve the
tariff problem and establish fair rules in the gas market». In terms of this program, the Government
has signed a memorandum with the local authorities on tariffs for heat and hot water, which will not
provide an increase in tariff until the end of the heating season. In particular, the memorandum
stipulates that heat supply companies are guaranteed to receive gas for heat production and supply
during the entire heating period 2020-2021. For these enterprises there is a delay in payment for
natural gas and compensation for the difference between the market price of natural gas and the price
included in heat tariffs?#1. Such actions by the government on the one hand temporarily reduce the
tariff pressure, but on the other hand contradict the rules of the fair market operation.

Implementation

To improve the situation for DSOs, the Regulator should adhere to best practices and conduct
mandatory revision of tariffs if special conditions envisaged by the effective secondary legislation are
met. It could be underpinned by amendments to paragraph 16 of section VIII of the Distribution Tariff
Methodology, which should be initiated and adopted by the Regulator. These amendments will
distinguish cases where the Regulator may initiate tariff revisions (Section VIlI, paragraphs 16.2-16.4
and 16.8) and where the Regulator must initiate tariff revisions (Section VIII, paragraphs 16.1 and
16.5-16.7), as currently the tariff revision is optional in all cases.

Even though the general situation with tariff revision for DHCs is quite positive, it is also reasonable to
amend paragraph 4.4 of section 4 of Resolution of NEURC No. 528 dated 31 March 2016 and clearly
distinguish the NEURC's rights and obligations regarding tariff revisions (as currently the tariff revision
is optional in all cases):

Provisions 1, 2, 3, 5 of paragraph 4.4 should trigger mandatory tariff revision by the Regulator

Other provisions of paragraph 4.4 may remain optional.

4.7. DEVELOP AND IMPLEMENT A MECHANISM OF TEMPORARY ADMINISTRATION FOR MATERIALLY
NON-COMPLIANT DSOS/DHCs

Description

As we noted above, DSOs are natural monopolies in the gas sector in their relevant regions and as such
have a significant influence on the socio-economic wellbeing of the nation. Thus, from a legislative

241 GoU official web site. Available at: https://www.kmu.gov.ua/news/uryad-ta-misceva-vlada-zakripili-v-memorandumi-
domovlenosti-pro-nepidvishchennya-tarifiv-na-opalennya-ta-garyachu-vodu-premyer-ministr
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standpoint, one should make sure that this responsibility is reflected in the legal and regulatory
framework adequately by:

Defining a tight framework of tasks, responsibilities, rules and standards
Defining authorities, competences and responsibilities to monitor them
Creating proper enforcement instruments via sanctions and penalties

Providing for administrative actions for exceptional and time-critical issues (i.e., where the impact
of not solving the issue is high and increases with time).

The existing DSOs’ liability for misconduct with significant violation of regulations and the respective
enforcement mechanisms seem to be not entirely sufficient to prevent or mitigate violations on a large
scale.

Moreover, due to DSOs' specific status (natural monopolies) and their importance for functioning of the
gas market and the socio-economic wellbeing, currently it seems there is hardly any efficient way to
exert influence on or further requlate their behavior to positively change it, as both existing most
severe methods (bankruptcy and revocation of license) would lead to significant disruption in
functioning of the market. Therefore, new relevant legal consequences may need to be considered and
possibly introduced.

Temporary administration of DSOs may become a reasonable replacement to reqular bankruptcy or
revocation of license in this case. This should also allow lifting currently existing insolvency bans and
avoid introduction of new ones in the future, as there would be no need in insolvency bans.

The temporary administration means seizure of full control over a DSO, suspending the control of old
shareholders, introduction of a new management replacing the current management of a DSO, based
on the decision of a relevant authority, under certain specified circumstances and for a limited period
of time, to achieve a certain goal (e.g., to rehabilitate the DSO financially / rectify the misconduct and
ensure DSO's proper functioning).

The temporary administration mechanism for DSOs may be based on same principles and may be
somewhat procedurally similar to the existing temporary administration mechanism for banks24? or for
assets arrested in criminal proceedings or seized by the government as unsubstantiated.?43 At the
same time, these mechanisms are generally used to achieve a slightly different goal than the goal of
the temporary administrations for DSOs (stability of DSOs functioning and rehabilitation). Therefore,
our focus here is different both in terms of legal options and, even more importantly, their practical
implementation.

The following questions should be carefully considered to properly understand and develop a balanced
temporary administration mechanism:

Who makes a decision to introduces temporary administration?

What are the criteria for its introduction?

How an administrator is selected?

242 The Law on DGF.

243 Law of Ukraine "On National Agency of Ukraine for Detection, Investigation and Management of Assets Obtained from
Corruption and Other Crimes" No. 772-VIIl dated 10 November 2015.
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What are requirements regarding the administrator?

What powers and authorities should the administrator have?
What is the responsibility of the administrator?

What is the expected result of the temporary administration?
What is the duration of the temporary administration?

Should the losses incurred as a result of the temporary administration be compensated and how?
Below we provide our comments regarding each of the above matters.

Decision-making authority

Generally, we understand that for banks the decision on bank's insolvency is made by the banking
regulator, namely, the National Bank of Ukraine,?** while the decision on introduction of the
temporary administration is made by the temporary administrating body, namely, the DGF.24>

Following the similar approach, the decision on temporary administration of a DSO may be made
by, for example:

Regulator
Regulator along with a special temporary administration authority
Regulator and the CMU / Ministry of Energy.

Criteria for introduction of the temporary administration

Considering that, as noted above, the temporary administration mechanism for DSOs is aimed at
replacing the graver procedures of insolvency and revocation of a license, and following a similar
approach applicable to banks, we suppose that the criteria for introduction of the temporary
administration of the DSO may include:

Declaration of insolvency by the DSO
Initiation of DSO's insolvency by its creditors
Identification of DSO's insolvency by the Regulator

Establishing by the Requlator of a fact of repeated misconduct and substantial violation of
licensing terms by the DSO (e.q., failure to balance their portfolios and/or pay for balancing
actions to the GTSO).

Selection of the administrator

Currently, insolvent banks and assets arrested/seized in criminal proceedings are administrated
by a special body/agency empowered to perform these functions according to the law (the DGF
for banks and the National Agency of Ukraine for Detection, Investigation and Management of
Assets Obtained from Corruption and Other Crimes for relevant assets). At the same time, the
Agency is empowered to choose an independent professional administrator for certain kinds of
managed assets.24¢ An approach similar to these may be used for administration of DSOs.

244 Article 76 of the Law on Banks.
245 Article 34 of the Law on DGF.

246 Article 21 of Law of Ukraine "On National Agency of Ukraine for Detection, Investigation and Management of Assets
Obtained from Corruption and Other Crimes" No. 772-VIll dated 10 November 2015.
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Thus, the temporary administrator may be selected in one of the following ways:
DSOs may be administered by the NEURC (its relevant officials)

DSOs may be administered by a separate specialized body created/empowered according to
the law for performing temporary administration of DSOs (and, maybe, other energy market
participants, if relevant). We note that establishment of a new body may seem too costly for
this case, as there may be not enough resources to fund its activities.

The NEURC may hold a public selection to appoint a professional manager (company or
individual)

The NEURC (or the CMU) may impose the obligation to perform the temporary administration
of relevant DSOs on a specific state-owned or private company having relevant experience in
the gas market, and considering the unbundling requirements4? (another DSO, the GTSO,
etc.).

The specific mechanism should be chosen based, among other things, on the expected number of
administrations per year, estimated capacity of the administrator and the necessary expertise.

Criteria for the administrator

There should be some minimum criteria to be met by a potential administrator to become eligible
for the position. These criteria should apply if the administrator is selected from among
professional managers or existing market participants (either based on a public selection or a
decision of the relevant authority), as well as if the responsible person is chosen from among
officials of the Requlator or a specialized body.

These criteria may, inter alia, include the following:

Necessary resources and technical means

Qualified personnel (qualifications of the administrator)

Sound financial condition (applicable only to legal entities)

Flawless business reputation

Absence of a private interest and connections to owners/affiliates of the administrated DSO.
Powers and authorities of the administrator

Generally, the appointed temporary administrator seizes all management functions and powers
(powers of a general meeting of shareholders, a supervisory board and an executive body), the
DSO's office, all relevant documents, etc. This is required to deprive the shareholder of control
over the DSO. However, the exact mechanism and distribution of powers could vary.

For example, the DGF has a full and exclusive right to manage a relevant bank and make all
relevant decisions. The Fund may do it by itself, or it may delegate relevant powers to its
authorized official.?4®

Considering that the procedure for choosing the administrator is not defined yet, below we
provide the list of options that we consider most relevant for the future distribution of powers of
the administrator:

247 Article 39 of the Gas Market Law.
248 part 5 of article 34 and part 2 of article 37 of the Law on DGF.
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If the temporary administration is performed by the Regulator or a specialized body, all
relevant management functions may be performed by it and/or delegated to its officials.
Alternatively, these functions may be split into two groups:

Executive functions that may be performed by relevant officials of the Requlator (or
the specialized body)

General meeting's exclusive powers that may be performed by the Regulator (or
the specialized body).

If the temporary administrator is chosen from among market participants or professional
administrators, the Regulator may decide to delegate to them only executive functions, while
keeping the powers to decide on matters exclusive for the general meeting, or to delegate
them all management powers.

Responsibility of the administrator

The temporary administrator should be responsible for damages caused to the DSO by its actions
(e.qg., in the same way as the DGF).24° However, the exact amount of liability and principles for its
calculation should be defined by the Requlator.

If the temporary administrator is chosen from among market participants or professional
administrators, the relevant amounts and limitations of liability may be provided in the relevant
management agreement.

Financial liability of the administrator may be insured, similarly to the liability of the DGF.23°
Intended results of the administration

Considering that DSOs are natural monopolies in the gas sector in their relevant regions and this
position has a significant social importance, their activity may not be terminated. Therefore, a
simple liguidation of the administered DSO is not an option. The sound functioning of the DSO
should be restored.

At the same time, considering the possible criteria for introduction of the temporary
administration, one may reasonably argue that the temporary administration should be a one-way
mechanism with no possibility for the return of the relevant DSO to its former owner (as at this
stage it is already known that it has already failed in restoring the normal functioning of the DSO,
which led to introduction of the temporary administration). The same approach is applied for
cases of temporary administration of insolvent banks.2>! However, the actual decision on whether
to apply this option or to leave the ability for the former owner to return on certain conditions
(e.q., if they do contribute to financial rehabilitation) should be made by the relevant
stakeholders.

Therefore, the administration may generally have the following results, similarly to those applied
to insolvent banks:2°2

If the relevant DSO can be financially rehabilitated, it may be temporarily administered to
achieve a target financial condition, and then be sold to a new owner in an open tender.

If the relevant DSO cannot be financially rehabilitated, the GDS and other relevant assets may
be transferred to a newly created company which would perform the functions of the DSO.

249 paragraph 6 of part 3 of article 16 of the Law on DGF.
250 part 3 of Article 16 of the Law on DGF.

251 part 3 of article 79 of the Law on Banks.

252 part 2 of article 39 of the Law on DGF.
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This company may be created and managed, for instance, by the temporary administrator and
then may be sold to a new owner in an open tender. The original DSO may then be liquidated.

Duration of the administration

Duration of the temporary administration generally depends on the estimation of time required to
achieve a goal of this administration. In case of insolvent banks, the temporary administration
may last from several days up to two months.?>3 This term may seem insufficient for DSOs.
However, it should be noted that in case of insolvent banks the temporary administration is
usually followed by a lengthy period of liquidation of the bank, which may last up to five years.
Therefore, the proper period should be discussed among the stakeholders, while the upper limit
should be included to the law to allow the responsible authority to define it on case-by-case basis.

Compensation to the owner

As we noted above, the temporary administration may be a one-way mechanism with no
possibility for return of control over the relevant DSO to its owner after the introduction of the
temporary administration. At the same time, in this case the temporary administration would
become similar by nature to the expropriation of an asset by the state. Moreover, one could not
reasonably guarantee that the decision on introduction of the temporary administration would not
be repealed by a court based on the owner's claim.

Therefore, the following options for the compensation to the former DSO's owner may be
provided:

Compensation of DSO's value. The former owner may receive the compensation for
expropriation equal to the sale price of the DSO after deduction of relevant expenses and
losses accumulated by the DSO under the management of this former owner.

Compensation of damages in case the decision on introduction of the temporary
administration is stricken down by the court.?>* The former owner may be eligible for
compensation of relevant damages that were a result of this decision in the same way as
former owners of insolvent banks?> (e.qg., the value of the DSO and relevant damages as
decided by the court).

All the matters above, together with all other relevant issues, should be properly considered and
discussed among stakeholders prior to preparation of the first concept of the temporary administration
mechanism and its presentation to the general public.

We note that the temporary administration, if implemented, should remain the last resort measure of
influence on DSOs, due to the serious and irreversible consequences of this measure and the
importance of assurance of the stable market functioning. It should be used only if no other measure
proves to have effect on the behavior of the relevant DSO.

This solution is also applicable to DHCs, considering the specifics of their functioning.

253 part 4 of article 34 of the Law on DGF.

254 plaase note that the local court practice sometimes shows negative examples of courts striking down decisions on banks'
temporary administration / liquidation. The Parliament of Ukraine even adopted specific legislation to mitigate this issue.
Therefore, it should be noted during the development of the temporary administration mechanism for DSOs.

255 Article 79 of the Law on Banks.
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Within this solution, we also suggest abandoning the currently available practice of insolvency bans for
DHCs (since it leads to DHCs' misconduct and failure to fulfil their contractual obligations) and
replacing it with the temporary administration mechanism.

Considering the high social importance of DHCs in their relevant regions, the Regulator may apply to
them the temporary administration procedure that may allow to rehabilitate the relevant DHC in case
of its insolvency, or take over control of this DHC in case of its significant misconduct.

EU practices

We are aware of at least one case of measures similar by nature to the temporary administration to be
applied in one of EU countries.

In Austria, operating as a DSO requires approval by the regulator?®® and is subject to certain
requirements (e.q., if it can be expected that the applicant would be able to fulfill its duties under the
Austrian Gas Act). Once approval has been granted, the DSO is also obliged to operate the distribution
network.

This approval may be withdrawn under various circumstances, e.g., revocation of the license (primarily
if the approval conditions are not met anymore?>7), but most notably there is also the case of a
prohibition to operate the GDS:2%8

This prohibition to operate a GDS is tied to relatively high preconditions, so it is only allowed if it is
necessary to either eliminate risks to life and health of people or to avert serious economic
damage.

In such a case, the Regulator is entitled to appoint another DSO to fulfill all or parts of the tasks of
the disorderly behaving DSO. There is no provision for the appointed DSO to reject or avoid such
an appointment.

By virtue of such appointment, the appointed DSO fully enters into the rights and obligations of all
agreements of the disorderly behaving DSO.

Such an appointment can be made either temporary or permanent, e.qg., if the disorderly behaving
DSO does not comply with the regulator’s request to remove the reasons or it is expected that in
general it would not be able to fulfill its duties established by law.

Upon legal effectiveness of the prohibition and appointment and based on a request by the
appointed DSO, the disorderly behaving DSO is expropriated by the reqgulator, subject to adequate
compensation and applying relevant expropriation rules.

256 section 43 of Bundesgesetz, mit dem Neuregelungen auf dem Gebiet der Erdgaswirtschaft erlassen werden (Federal
Act Providing New Rules for the Natural Gas Sector) (Gaswirtschaftsgesetz [Gas Act] 2011), available at: https://www.e-
control.at/documents/1785851/1811363/GWG2011_Fassung31082020_en.pdf/aea0de39-cOea-4e16-c4da-
3f0232ba85ca?t=1599473627281.

257 section 53 of Bundesgesetz, mit dem Neuregelungen auf dem Gebiet der Erdgaswirtschaft erlassen werden (Federal
Act Providing New Rules for the Natural Gas Sector) (Gaswirtschaftsgesetz [Gas Act] 2011).

258 5ection 57 of Bundesgesetz, mit dem Neuregelungen auf dem Gebiet der Erdgaswirtschaft erlassen werden (Federal
Act Providing New Rules for the Natural Gas Sector) (Gaswirtschaftsgesetz [Gas Act] 2011).
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Implementation

Based on the description above and the EU experience, the relevant stakeholders (including the CMU,
the Reqgulator and market participants) should discuss the future framework for the temporary
administration mechanism, its details and how it should be implemented.

The implementation of this solution would require comprehensive development of the procedure for
the temporary administration and introduction of significant relevant amendments to the following
laws:

DSO DHC
Amending Gas Market Law Introducing the relevant section on the temporary
Amending Code of Ukraine on Bankruptcy Procedures administration to the Law on Heat Supply
No. 2597-VIIl dated 18 October 2018 to repeal the Repealing Law of Ukraine "On Measures Aimed at Providing
insolvency ban. Sustainable Functioning of the Fuel and Energy

Enterprises" No. 2711-1V dated 23 June 2005

Amending Code of Ukraine on Bankruptcy Procedures
No. 2597-VIIl dated 18 October 2018 to repeal the
insolvency ban.

In addition, the CMU would also need to approve the procedure for selecting the temporary
administrator. The procedure should also stipulate the criteria applied to participants of the selection
and requirements to the relevant documents to be submitted to the NEURC.

4.8. OBLIGE MARKET PARTICIPANTS TO SELL A CERTAIN AMOUNT OF EXTRACTED NATURAL GAS
THROUGH THE COMMODITY EXCHANGE
Description

In the discussion of the deviant off-takes problem with market participants, they argued that the
neutrality charge should be implemented only after the introduction of short-term natural gas market.
Their position was that balancing measures and neutrality charge should be used only as a last resort
measure when all possible market options for portfolio balancing are not working and the network user
fails to balance its portfolio. The target model for balancing regimes proposed by EFET could be
reasonably considered as an example for Ukraine:2°°:

Primary system balancing — network users are encouraged to balance their portfolios either
commercially or physically by using all possible market options, including short-term market or
commodity exchange

Residual system balancing - if network users fail to balance their portfolios, TSO should take
actions to rectify the imbalance. Such target model could increase the market efficiency and total
society wellbeing.

The Ministry of Energy of Ukraine and the GTSO take steps in that direction. During 2020, two26°
Memoranda of Understanding were signed:

259 EFET, Framework Guidelines on Gas Balancing, page 2. Available at:
https://efet.org/Files/Documents/Gas%20Market/Gas%20balancing%20market/EFET%20F G%200n%20Gas%20Balancing.pdf.

260 position Paper on Gas Market Design in Ukraine by Energy Community, page 13. Available at: Energy Community
Homepage (energy-community.org).
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Between UEEX, ECS, EBRD and the Ministry of Energy of Ukraine on support of the development
of gas exchange trading in Ukraine

Between ECS, the GTSO, the NEURC and UEEX on developing short-term gas market where the
main role was assigned to the GTSO.

As a result, UEEX has already launched the intraday market. During 2020, at UEEX?%! market players
sold 2.5 bcm of natural gas (6x times higher compared to 2019). In 2020 Naftogaz remained the key
market player and sold a total of 1.16 bcm. Positive sign is that UEEX reports 83 new market players
joining the gas trading market during the year. Nevertheless, market liquidity is still under question.

Additionally, on December 29, 2020, UEEX launched a "day-ahead" market for natural gas. Using this
tool, market participants will be able to additionally plan the sale of gas in the short-term, which
should positively contribute to the improvement of the market liquidity?62.

Another option that could be considered is gas release program. According to the Position2®® Paper on
Gas Market Design in Ukraine issued by the ECS dated 26 November 2020, it is common for European
countries to use gas release programs for the following purposes:

As a tool to open wholesale gas markets for competition (UK, Spain, Italy)

As measures during antitrust proceedings (France, Germany, Austria).

Usually, such programs offer relatively low quantities compared to national consumption and are
implemented for a limited period of time (4-5 years). For example:

Romania — 30% obligation quota for producers in 2018 to trade natural gas on the centralized
exchange platform

Poland - 55% of the natural gas must be traded on the centralized exchange

Greece - 17% of the main importer’s annual total quantity must be auctioned through the system

of electronic auctions.

At the same time, it should be noticed, that gas release programs have much more effect on forward
markets than on the short-term market liquidity.

Implementation

Two possible solutions could be observed to increase short-term market liquidity and to allow network
users to balance their portfolios more efficiently and at lower costs.

The first one is Law of Ukraine "On Amending Article 3 of Law of Ukraine "On Public Procurement"
regarding Procurement of Natural Gas" No. 1021-1X dated 2 December 2020 (former Draft Law

No. 3176). As it was mentioned above, after all the relevant procedures are adopted, it will allow the
GTSO, DSOs and the SSO (as well as other market participants bound by the public procurement

261 YEEX. Available at:
https://www.ueex.com.ua/presscenter/news/rezultati-torgivli-prirodnim-gazom-na-ueb-2020-zrostannya-ta-vid/

262 available at: https://www.ueex.com.ua/presscenter/news/ueb-zapustila-torgivlu-prirodnim-gazom-na-rinku-na-dobu-
napered/

263 position Paper on Gas Market Design in Ukraine by Energy Community, page 9. Available at: Energy Community Homepage
(energy-community.org).
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requirements) to purchase natural gas on commodity exchanges. Nevertheless, such allowance will
support only demand side.

To ensure such demand, the second solution could be implemented - an obligation of E&P companies
to sell the predefined amount of gas at commodity exchange. This solution was actively discussed by
the Ministry of Energy of Ukraine, but with some limitations. According to the MoE's position, only
PJSC "Ukrgasvydobuvannya" (the subsidiary of Naftogaz) will be forced to sell all?®* produced gas at
commodity exchange. This proposal is also supported by the Energy Community Secretariat.?®> At the
same time, if it is decided to introduce mandatory gas sale, it could be argued that it would be more
efficient, transparent and non-discriminatory if all E&P companies in Ukraine are obligated to sell a
predefined amount of daily production at a commodity exchange. Such practice is common for the
electricity market in Ukraine.

According to the Law of Ukraine "On Electricity Market", in order to ensure a sufficient level of day-
ahead market liquidity, the Regulator has the right to set the floor limit of the mandatory monthly
sales on the day-ahead market of electricity generated by power plants and imported by market
participants, but not more than 30% of their monthly sales (at first, the floor limit was 15%, but it was
changed in December 2019).2%¢ The respective mechanism could be introduced for the natural gas
market as well, through amendments to the Gas Market Law and the GTS Code.

4.9. ENSURE THE REVIEW AND ESTABLISHMENT OF REASONABLE GAS CONSUMPTION NORMS FOR
HOUSEHOLD CONSUMERS TO STIMULATE THE ACHIEVEMENT OF 100% COMMERCIAL METERING
According to the NEURC, only 91% of households were equipped with commercial gas meters as of the
end of 20192¢7, As a result, DSOs must apply the normative of consumption approved by the
government to determine actual consumption. Two problems could be identified here. The first one is
that the deviation between normative and actual volumes leads to unaccounted consumption. The

second one is that if the normative level is low, it creates a stimulus for households to avoid or delay
the installation of gas meters and distorts price signals, which is essential for efficiency improvement.

During 2014-2019, normative consumption rates were reconsidered by the government seven times
as DSOs arqued in court that such rates are illegal (or were set with violations). For the above period,
the consumption rates range for gas stove with centralized hot water supply was 3.28 - 9.80 m?3 per
person (the first group); for gas stove without centralized hot water supply was 4.50 - 18.30 m? per
person (the second group); for gas stove and a gas water heater was 9.00 - 23.60 m?3 per person (the
third group).

As of now, it is not particularly clear which consumption norms are effective and should apply.
According to Resolution of the CMU No. 143 dated 27 February 2019, consumption norms were set at
a level of 3.28, 5.39 and 10.49 m? per person for the first, second and third groups respectively.
Nevertheless, the decision of the Kyiv District Administrative Court (case No. 640/13591/19) dated
13 February 2020 declared some of the provisions illegal and invalid (in particular, the part regarding
the actual consumption norms). Decision of the Sixth Administrative Court of Appeal left it unchanged.

264 Official site of Ministry of Energy and Environmental Protection of Ukraine. Available at:
http://mpe.kmu.gov.ua/minugol/control/uk/publish/article?art_id=245493319&cat_id=35109.

265 Position Paper on Gas Market Design in Ukraine of the ECS dated 26 November 2020, available at: https://www.energy-
community.org/news/Energy-Community-News/2020/11/26.html.

266 Part 3 of article 67 of Law of Ukraine "On Electricity Market" No. 2019-VIIl dated 13 April 2017.

267 NEURC annual report, page 133. Available at:
https://www.nerc.gov.ua/data/filearch/Catalog3/Richnyi_zvit_NKREKP_2019.pdf
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Later, the Supreme Court decided to open cassation proceedings based on the cassation claim of the
CMU. In the meantime, the decision of the court of appeals remains in force, which means that as of
now the Resolution should not apply (@and the previously effective rates should apply). As the final
decision is still pending, the legal status of consumption norms is unclear.

Implementation

For the current situation, the reasonable approach would be to update consumption norms and to set
them at the level that would motivate Consumers to install gas meters. According to interviews
conducted with some DSOs, they are going to proactively finalize the installation during 2021 and to
catch up with the process that was suspended due to COVID-19. The CMU could consider the norms of
neighboring countries that have a similar climate and temperature (see the chart below).

Chart 30: Comparison of gas consumption norms for users without metering
in Ukraine and neighboring countries, m?3
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4.10. IMPLEMENT AN INCENTIVE-BASED AND TRANSPARENT METHODOLOGY FOR TARIFFS
CALCULATION FOR DSOS AND DHCs

DSO - Description

The tariff for DSOs is determined according to the "cost+" methodology approved by the NEURC's
Resolution No 236 dated 25 February 2016. It envisages reimbursement of reasonable expenses,
payment of all taxes, mandatory payments and budget deductions in accordance with the current
Ukrainian legislation and receiving the planned profit in the amount established by the NEURC.
Nevertheless, such approach is outdated, and its methodological loopholes do not sufficiently
incentivize investments. DSOs are not motivated to implement any efficiency measures aimed at
reduction of operational costs (for example, additional capital expenditures to decrease technological
consumption). Moreover, they have an incentive to intentionally overestimate their planned costs, as in
such case DSOs receive more profit in absolute terms (for example, if the profit margin is determined
as total costs multiplied by a certain percentage). To avoid such situation, incentive requlation based
on the common requlatory asset base (RAB) approach should be implemented. In Ukraine it has been
already introduced for natural gas transmission services and electricity distribution services. In Europe
it is common practice for natural gas distribution services (see the table below).
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Country

Austria

Belgium

Czech

Republic

Estonia

France

Germany

System

Incentive
regulation /
Price cap

Incentive
Regulation /
Revenue cap

Incentive
Regulation /
Revenue cap

Rate-of-
Return

Incentive
Regulation /
Revenue cap

Incentive
Regulation /
Revenue cap

Main elements for determine
the revenue cap

Efficiency scores and general
productivity offset, network
price index, expansion factors,
efficiency dependent WACC

Allowed costs, Allowed
depreciation, RAB, WACC

1) Variable costs
2) Operating costs
3) Depreciation of RAB
4) Justified return of RAB

Non-controllable and
controllable costs,
depreciation costs, taxes and
fair margin

Non- and controllable costs,
TOTEX efficiency benchmark,
efficiency bonus, general
inflation and sectoral
productivity factor, volatile
costs

Type of WACC

Nominal WACC

pre-taxes (equity -

40%, debt - 60%,

No use of WACC

Nominal, pre-tax
WACC

Pre-tax WACC

nominal

Pre-tax, real

No use of WACC

Advisory services on the assurance of financial sustainability of the GTSO

Determination of the rate of
return on equity

rE=(nominal risk-free rate +
levered Beta x MRP)/(1 - tax
rate)

Sum of a nominal risk-free rate
and a risk premium

Sum of nominal risk-free rate
and a risk premium (market risk
premium multiplied by beta
factor)

1) Germany 10y bonds yield
2) Estonian risk premium
3) McKinsey MRP
4) Beta

Sum of a real risk-free rate and

(market risk premium multiplied

by a beta risk factor), multiplied
with a corporate tax factor

Sum of a nominal risk-free rate
and a risk premium (market risk
premium multiplied with a beta
risk factor) multiplied with a
corporate tax factor

268 CEER report on Report on Regulatory Frameworks for European Energy Networks 2019.
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Table 11: Comparison of tariff methodologies in European countries268

Return on equity

before taxes Components of RAB Regulatory asset base

8.16% (nominal pretax, Intangible and fixed assets,  Historic cost approach
setin 2017, granted book values
for the average
efficient DSO)

5.76% = Fixed assets, working 2.3 B€ (2016)
(0.90+3.5*0.65)*(1+0 capital, assets under
.20)*1.513 construction

9.66% =(3.82 +5.00 * Fixed assets, investmentsin The RAB is based on re-
0.801)/(1-0.19) progress, leased assets, no evaluated values of
working capital assets that are recorded
in the annual
financial statements.

5.73% (1.47+0.78+ Fixed assets, working Historical costs
(0.696*5)) capital, leased assets
7.5% = Fixed assets Historical revaluated
(1.6%+5.0%*0.66) / costs (taking into
(1-34.43%) account inflation and
depreciation)
6.91% = Fixed assets, working Net substance
(2.49+3.8*0.83) * capital, assets under preservation for
1.225 construction business assets

capitalized prior to 1st
2006, real capital
preservation for
business assets as from
1st 2006
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Main elements for determine Determination of the rate of

el SR the revenue cap REE return on equity
Great Revenue Cap Bottom up CAPEX and OPEX  Vanilla Real WACC Sum of risk-free rate and a
Britain based on benchmarking/analysis market risk premium multiplied
Rate-of- complemented by top down by equity beta
Return with TOTEX benchmarking,
Incentive- efficiency considerations,
based RAB, WACC, RPI, Real Price
Regulation Effects
Hungary Incentive a hybrid model Real, pre-tax Sum of the real risk-free rate and
Regulation risk premium (equity beta
multiplied by MRP)
Latvia Cost-plus OPEX + CAPEX (Depreciation pre-tax, nominal Return on equity: Sum of a
+ return on capital) nominal risk-free rate and MRP
multiplied with a beta risk factor.
Netherlan Incentive TOTEX, CPI, yardstick, Real, pre-tax Sum of risk-free rate and equity
ds regulation /  productivity change, WACC, risk premium multiplied by beta.
Price cap RAB
Poland Cost of Depreciation, local taxes, Pre-tax nominal C(equity pre-tax)=(Risk-free rate
service with operating costs, cost of gas + Bequity * equity
elements of  losses, passthrough costs and risk premium)/(1-corporate tax

revenue cap return on capital employed rate)

Romania

Incentive Non-controllable (pass- Nominal WACC WACC = CCP*Kp/(1 - T) + CCI*Ki
Regulation / through) and controllable post-tax %)
Revenue cap costs, efficiency factor, determined using CCP - equity cost of capital,
/ Cost+ general inflation rentability of CAPM method; CCl - loan capital cost, pre-tax
RAB (RABXROR) depreciation, = WACCisusedin  Kp - weight of equity, Ki - weight
technological consumption determination of  of loan, T - rate of income tax for
rate of return. regulated period
Slovenia Incentive Controllable OPEX (efficiency Pre-tax WACC Risk premium model (Cost of
regulation /  score, general productivity), nominal (equity equity = cost of debt + 2%). Cost

Revenue cap uncontrollable OPEX, CAPEX

(depreciation, regulated

share 60%, debt
share 40%). WACC

of debt is 5-years average
(2012-2016) for interest rate to

return on assets), incentives 2019-2021 = non-financial companies in
5.26%. Slovenia.
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Return on equity
before taxes

6%, Gas transmission

6.8%, Gas distribution
6.7% (all in real terms)

6.14% =

(0.188+1.689+4.30*0

72(/(1-0.19)

5.95%

6.7% (calculated;
based on 5.02% after

taxes and 25% tax rate

7.077%"24

=(3.308%+0.5388*4.5

0%)/(1- 19%)

7.72% approved by
ANRE until March
2019 and 6.9%
approved by the
government starting
with April 2019 till the
end of 2024

Cost of equity = cost of
debt + premium
(3.68% + 2% = 5.68%).
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Components of RAB Regulatory asset base
Historical investment base
and capitalized element of
total expenditure in current
control period.

£16.8bn

Tangible assets Network assets:
depreciated
replacement value; Non-
network assets:

historical costs.

Fixed assets, intangible
investment, without
inventories and CIP.

Book value as per
financial reports

Fixed assets and certain
intangible, no working
capital

Indexated historical
costs

Tangible and intangible
assets deducted by assets
financed by subsidy.
Remunerated assets

Set for every tariff

Fixed assets, working
capital

The RAB value consists
in historical assets value
and value of the new
investments.

1) Book values of tangible
and intangible assets after
RAB adjustment
2) Ex-ante investments
3) No working capital, no
CIP

1) Book value for
existing assets
2) Investment value
according to
development plan for
new assets
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Another important thing for consideration within the tariff calculation methodology is improving of
technological consumption assessment. On 6 November 2020, the NEURC adopted a new
methodology for DSOs' technological consumption assessment. As a result, the total volume of
technological consumption for 43 DSOs was increased by 41.9% from 992.0 to 1,407.9 mcm. Such an
increase could potentially help eliminate or mitigate the problem of allegedly underestimated
technological consumption of DSOs. Below we provide a general description of the new methodology
and comparison of old and new levels of DSOs' technological consumption.

Until 1 January 2020, the level of technological consumption for DSOs was determined by the Ministry
of Energy of Ukraine pursuant to the relevant methodologies for consumption and losses calculation,
including those in the process of gas metering by domestic meters in case of failure to bring gas
volume to standard conditions, approved by Orders of the Ministry of Energy of Ukraine No. 264 dated
30 May 2003 and No. 595 dated 21 October 2003.

Still, according to the statistics on actual production and technological consumption, as well as the
research of PrdSC "Institute of Energy Audit and Energy Carrier Accounting", conducted at Naftogaz's
request, certain data in the methodologies were obsolete and did not include the modern condition of
equipment. For instance, the methodologies did not include the use of polyethylene pipelines, which
became widely used recently, and did not cover all possible combinations of gas appliances use, while
the determined standard volumes of gas leakage from combined home pressure regulators were not
differentiated with respect to gas pressure in the distribution pipelines. The envisaged options for gas
appliances availability in households included only four combinations, whilst in practice, the number of
such combinations may be much higher. Hence, these methodologies needed improvement and follow-
up revision. As a result, the new methodology was approved and total recalculated DSOs’ technological
consumption and losses increased, which is expected to partially resolve the issue of unauthorized
offtakes and unpaid imbalances.

Table 12: DSOs’ technological consumption and losses according to the previous (2016)
and new (2021) methodologies, m?3

DSO 2016 2021 Change Change, %
JSC "Vinnytsiagaz" 47,878 61,993 14,115 29.5%
JSC "Volyngaz" 26,899 33,184 6,285 23.4%
PrJSC "Hadiachgaz" 1,587 2,731 1,144 72.1%
JSC "Dniprogaz" 18,894 30,578 11,684 61.8%
JSC "Dnipropetrovskgaz" 71,297 69,822 (1,475) -2.1%
PJSC "Donetskoblgaz" 22,301 28,770 6,469 29.0%
JSC "Zhytomyrgaz" 27,896 44,612 16,716 59.9%
JSC "Zakarpatgaz" 42,298 48,860 6,562 15.5%
JSC "Zaporizhgaz" 27,894 40,508 12,614 45.2%
JSC "Ivano-Frankivskgaz" 30,365 56,540 26,175 86.2%
JSC "Kyivgaz" 15,589 16,030 441 2.8%
JSC "Kyivoblgaz" 87,397 144,700 57,303 65.6%
0JSC "Kirovohradgaz" 15,000 26,026 11,026 73.5%
PrJSC "Korostyshivgaz" 110 1,581 1,471 1337.3%
PrJdSC "Kremenchukgaz" 4,800 6,998 2,198 45.8%
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DSO
JSC "Kryvorizhgaz"
JSC "Lubnygaz"
JSC "Luhanskgaz"
JSC "Lvivgaz"
PJSC "Mariupolgaz"
PrJSC "Melitopolgaz"
JSC "Mykolaivgaz"
JSC "Odesagaz"
JSC "Poltavagaz"
JSC "Rivnegaz"
JSC "Sumygaz"
PrJSC "Ternopilgaz"
PrJSC "Ternopilmiskgaz"
JSC "Tysmenytsiagaz"
PrJSC "Umangaz"
JSC "Kharkivgaz"
JSC "Kharkivmiskgaz"
JSC "Khersongaz"
JSC "Khmelnytskgaz"
JSC "Cherkasygaz"
JSC "Chernivtsigaz"
JSC "Chernihivgaz"
PrJSC "Shepetivkagaz"
"Gazovyk" LLC
SE "Kremenets DGSS"
Total
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2016
18,891
7,686
26,995
78,389
10,312
4,510
29,389
44,779
35,166
26,897
27,388
19,500
4,450
2,886
3,997
53,285
20,685
19,895
27,379
34,500
25,387
27,392
1,040
300
740
992,043

2021
17,479
10,663
35,831
119,488
11,189
7,854
38,944
59,617
49,020
33,377
35,993
35,878
13,831
4,391
9,223
62,315
24,069
32,754
51,721
45,905
45,290
46,304
1,695
732
1,498
1,407,994

Change
(1,412)
2,977
8,836
41,099
877
3,344
9,555
14,838
13,854
6,480
8,605
16,378
9,381
1,505
5,226
9,030
3,384
12,859
24,342
11,405
19,903
18,912
655
432
758
415,951
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Change, %
-7.5%
38.7%
32.7%
52.4%
8.5%
74.1%
32.5%
33.1%
39.4%
24.1%
31.4%
84.0%

210.8%
52.1%
130.7%
16.9%
16.4%
64.6%
88.9%
33.1%
78.4%
69.0%
63.0%
144.0%
102.4%
41.9%

The application?®® of new standard production and technological losses and costs determined by the
NEURC resulted in their planned increase in tariff structure for 2021 compared to 2020, as displayed

in the chart below.

269 available at: https://gazpravda.com.ua/novyny/zahalni-vtv-oblhaziv-v-202 1-rotsi-zrostut-na-ponad-
40protsent?fbclid=IwAR2frY-MoSqIROtQwQ_22cPAsmWmOnaBZcW9_ial_bUbrOpsiNDJbDNgYUA.
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Chart 31: Total technological consumption envisaged in tariffs for all DSOs, UAH m

8,308

5,829 5,830

4,082

After 1/1/2020 After 7/1/2020 old After 7/1/2020 new After 1/1/2021

From among 43 DSOs considered, the highest growth in cost of gas for technological consumption is
planned for Kyivoblgaz (UAH 493.9 m or 2.38 times growth, compared to 2H2020), Lvivgaz (UAH
383.2 mor 2.19 times growth), lvano-Frankivskgaz (UAH 208.3 m or 2.67 times growth),
Khmelnytskgaz (UAH 193.1 m or 2.70 times growth) and Odesagaz (UAH 167.4 m or 1.91 times
growth). The planned technological consumptions for all DSOs grew 2.04 times in 2021, compared to
2H2020, which affects the tariffs for natural gas distribution accordingly.

The adoption of the new methodology is a positive step, but the result cannot yet be reliably assessed
now. It is advisable to monitor the implementation of the new methodology.

DSO - Implementation

It is advisable to initiate inclusive discussion between interested stakeholders regarding introduction of
incentive reqgulation for DSOs based on the examples of RAB tariffs for DSOs in electricity and RAB
tariff for the GTSO.

The first one is regulated by the NEURC's Resolution No. 1029 dated 26 July 2013 "On application of
incentive regulation in carrying out of electricity distribution economic activity",%’° by the NEURC's
Resolution No. 1009 dated 23 July 2013 "On establishment of long-term parameters for the purposes
of incentive requlation",?’* and by the NEURC's Resolution No. 1175 dated 05 October 2018 "On
approval of the Procedure for tariff establishing for electricity distribution services". This set of
requlation defines: 1) the general conditions of long-term incentive requlation; 2) requirements
regarding the applications; 3) the procedure for tariff establishing; 4) approach to allowed revenue
calculation (including adjustments); 5) efficiency measures and targets; 6) approach to RAB
determination (also is requlated by the methodology adopted by the State Property Fund of
Ukraine27?).

270 Available at: https://zakon.rada.gov.ua/laws/show/z1294-13#Text.
271 Available at: https://zakon.rada.gov.ua/laws/show/z1266-13#Text.

272 available at: https://zakon.rada.gov.ua/laws/show/z0522-13#n14.
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The second one (RAB tariff for the GTSO) is requlated by the NEURC's Resolution No. 2517 dated

30 September 2015 "On approval of the methodology for determination and calculation of tariff for
natural gas transportation services for entry and exit points based on long-term incentive
regulation"273, The Resolution defines: 1) the general conditions of long-term incentive regulation;
2) approach to allowed revenue calculation; 3) adjustments to the allowed revenue; 4) determination
of the requlatory asset base created before incentive reqgulation introduction; 5) determination of the
requlatory asset base created after incentive regulation introduction; 6) calculation of tariffs;

7) the procedure for tariff establishing.

The main points to be defined by the new incentive requlation are:

Approach to requlatory asset base calculation

Differentiation between the rate of return for the RAB created before and after incentive
regulation introduction

Level of rate of return for the RAB created before and after incentive regulation introduction
Need to include working capital as a RAB component
The length of regulatory period

Efficiency measures (for example, decrease of the technological consumption or operational
expenses by the specified percent)

Percentage of profit to be reinvested.

As a result, the NEURC should adopt a completely new methodology for DSOs tariff calculation and the
currently effective methodology adopted by NEURC's Resolution No. 236 dated 25 February 2016
should be repealed.

DHC - Description

According to the NEURC's Resolution No. 1174 dated 25 June 2019, the Regulator applies the so-
called "cost+" methodology when it determines tariffs for DHCs. Notably, such methodology does not
envisage significant stimulus or profitability for DHCs, which could be used for equipment upgrade or
modernization. Moreover, in cases where the tariff is set by the local authorities, they have a
motivation to artificially decrease the justified tariff to get some political benefits by managing social
tension. It is obvious that the methodology should be transparent covering all reasonable costs and
providing incentives for additional investments. The European experience in the field of DHCs tariff
calculation methodology is much wider. There are four regulation models could be found in Europe:

Based on competitive prices when authorities control prices based on competitive law

Based on alternative sources of thermal energy - in this case the maximum price is determined
based on costs of decentralized heating system

Based on expected costs when tariff is approved by an independent regulator

Based on expected costs when tariff is approved by local and state authorities.

273 Available at: https://zakon.rada.gov.ua/laws/show/z1388-15#Text.
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At the same time, tariff setting models could be united into 5 groups:

Social-political approach when tariff is defined considering social and political tensions. In such
case different methodologies could be used (“cost+" or incentive one) but the reasonability of
tariff could be questions. Example: Ukraine.

“Cost+" approach when tariff is just a sum of operational expenses, capital expenditures and
some predefined profit margin.

Incentive regulation when tariff is calculated as allowed revenue for 3-7 years. Some incentive
measures could be combined with “cost+" approach. Example: Poland, Hungary, Estonia.

Alternative heat sources approach when the tariff is set by the requlator as a price cap based on
prices for decentralized heating. Example: Norway, Netherlands.

Competitive market - when no special regulation is envisaged by the legislation and DHCs freely
demine prices. Example: Germany, France, United Kingdom, Austria, Belgium, Sweden, Denmark,
Finland.

All models should provide the reasonable level of profitability. In Ukraine, according to the NEURC's
Resolution No. 1174 dated 25 June 2019, the planned profit of DHCs include: the planned profit
included in assigned heat production tariffs for own CHPPs, TPPs, cogeneration units and the units
using renewables; production investments for purchase, construction, renovation and modernization
of own fixed assets used in heat production, transportation and supply; resources for principal
repayments for those loans approved by the NEURC; contributions to reserve capital, working capital
not exceeding 2% of total planned cost of heat (excluding compensation for losses and cost
adjustment); and income tax.

At the same time, according to performed calculations, DHCs' planned profitability during 2017-2018
was set almost at zero level (for some companies exactly 0%), which not only discourages investors
from expanding and improving the business, but also does not allow companies to cover penalties,
which is crucial for their long-term sustainability. Among the tariffs assigned by NEURC for 2019, the
average share of planned profit amounted to 0.3% for households, 1.7% for public organizations, 1.8%
for other consumers and 1.1% for religious organizations.

As planned profitability of most DHCs does not exceed 2%, reasonable and justified compensation by
the local authorities must be granted. According to the Law of Ukraine "On Local Governance in
Ukraine", municipal authorities (such as community and city councils) set tariffs for certain utilities,
including heat production, transportation and supply.2”# Furthermore, the Law on Heat Supply?’® and
the Law on Utilities?7® envisages the following responsibilities of the local authorities:

Approval of local development programs in heat supply industry, participation in development and
implementation of state and regional programs in this field

Approval of allocation of new or reconstruction of existing heat supply objects and fostering of the
development of heat supply systems within the community/city

274 Subparagraph 2 of paragraph a) of part 1 of article 28 of Law of Ukraine "On Local Governance in Ukraine" No. 280/97-BP
dated 21 May 1997.

275 Article 13 of the Law on Heat Supply.

276 part 3 of article 4 of the Law on Utilities.
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Assignment of tariffs for heat provided to respective community by municipal enterprises, except
for heat generated by CHPPs

Approval of investment programs regarding heat supply objects in municipal ownership, except
those generating heat at CHPPs, TPPs, NPPs, cogeneration units and the RES-based units.

Considering rather broad discretionary powers of the local authorities, one may argue that they do not
have a corresponding level of responsibility for their decisions. In particular, municipalities may set
unjustifiably low tariffs that do not allow DHCs to collect enough tariff proceeds to maintain financial
stability. This may happen due to the lack of specific knowledge and expertise, or because of
corruption, which reportedly may exist within some local authorities. Moreover, some municipalities (or
groups of representatives within a local council) may have a certain motivation (or be directly
interested) in setting the tariff as low as possible for political reasons (to get some political benefits by
managing social tension), even where they are aware of the tariff level not being sufficient to maintain
the financial stability of the relevant DHC. In addition, each specific DHC is owned by the same local
authority that approves the tariff for this DHC. Moreover, some representatives within the local council
may have a full control over the relevant DHC. This creates an additional conflict of interest that may
result in (i) low level of collection of proceeds from consumers or (ii) low level of payments for natural
gas to Suppliers (even if the tariff for heat production/supply is economically justified).

Therefore, considering the existing conflict of interest, the ties of local authorities to their local DHCs
and decisions made by the local authorities, it may be argued that the local authorities should bear
more responsibility for their decisions and actions. Within this solution, the local authorities may
potentially be obliged to provide relevant financial support and compensations or be made financially
liable for setting tariffs at unjustifiably low levels.

The compensation of the local authorities may be provided under one or several of following
circumstances:

Unconditional support in all cases. Considering that relevant DHCs are usually owned by the local
authorities that set their tariff and control their activities, the local authorities may be obliged to
provide financial guarantees to Suppliers or be made secondarily liable for DHCs' obligations.

If the local authorities set a tariff lower than economically justifiable. In this case the local
authorities may be obliged to compensate the DHCs the difference between the low tariff and the
economically justified tariff.

If they do not ensure the adequate level of collection or that DHCs pay for consumed natural gas.
In this case, the local authorities may be obliged to compensate the DHCs' natural gas Suppliers
the relevant amounts of debt.

From a legal standpoint, the grounds for introduction of the compensation by the local authorities is
already present in the law. In particular, according to the Law of Ukraine "On Local Governance in
Ukraine", damages caused to legal entities and individuals as a result of illegal decisions, actions or
inactions of local authorities must be compensated at the expense of a local budget, and as a result of
illegal decisions, actions or inactions of local government officials - at their own expense.?”” In this
regard, the proposed solution should not contradict general principles of local governance and would
be an embodiment of the principle of responsibility already present by the law.

277 Article 77 of Law of Ukraine "On Local Governance in Ukraine" No. 280/97-BP dated 21 May 1997.
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We are also aware of at least one case of provision of financial support to DHCs by the local
authorities. For instance, such support was provided to ME "Teploenergo" within the Program for
Financial Support and Contribution to Shareholder’s Equity of Municipally Owned Companies in Dnipro
City for 2016-2022. The funds were primarily used for debt repayment and current payments to
Suppliers that enabled the company to maintain regular operating activity.

Please also note that prior to implementation of these solutions the following questions should be
considered among the shareholders:

Who and how would determine if the tariff is economically justified? (e.g., the NEURC,
independent experts or the court)?

Who and how would verify the adequate level of collection of DHCs (e.g., the NEURC, independent
auditors or local authorities)?

Who and how would confirm that DHCs pay for consumed natural gas to their Suppliers in full?
(e.q., Suppliers, the NEURC, independent experts or the court)?

DHC - Implementation

The revision of DHCs' tariff setting model is a long-term process and should be initiated by the NEURC.
It is advisable to investigate the possibility of the implementation of RAB regulation for heat
transportation services and to assess different approaches for heat generation (incentive regulation,
alternative heat sources, competitive market). It could be reasonable to amend the current “cost+"
methodology and to introduce some incentives within currently effective methodology for the
transition period. The following topics should be considered:

Establishing of a single unified methodological framework for DHC regulation
Improvement of the currently effective “cost+" methodology

Implementation of RAB-based tariff for heat transportation services
Development of incentive-based tariff framework for thermal energy generation

Revision of the framework for long-term investment planning for DHCs.

Moreover, to ensure the going concern model for DHCs it is crucial to envisage the level of profitability
to cover at least penalties. The NEURC should calculate the reasonable range of profitability for DHCs
and then introduce the amendments to the tariff calculation methodology (NEURC's Resolution of No.
1174 dated 25 June 2019, section 7), as now it is discretionary and allows to set the profitability at
0%.

Additionally, it is advisable to promote and encourage accountability of the local authorities on the
matter and obligations of the local authorities to provide reasonable compensation to DHCs may be
introduced to the law. This would require amending the Law on Heat Supply (a relevant new article
with the description of the procedure may be added after article 20) and the Law of Ukraine "On Local
Governance in Ukraine" (clarification regarding establishment of the tariff). Nevertheless, this solution
would require inclusive discussion with the Parliament of Ukraine, the CMU, the local authorities and
other stakeholders before any further steps are considered.
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4.11. RESOLVE THE ISSUE OF ACCUMULATED DEBTS OF DSOS AND DHCS THROUGH MECHANISMS
THAT WILL NOT CREATE INCENTIVES FOR THE FORMATION OF NEW DEBTS
Description

During 2015-2019, the former TSO JSC "Ukrtransgaz" was experiencing a serious problem of
unauthorized off-takes and unpaid imbalances. During this period, network users accumulated

UAH 43.8 b of debt, including UAH 27.6 b accumulated by DSOs during January 2016 - February
2019 (before introduction of daily balancing) and UAH 7.2 b accumulated by DSOs during March 2019
- December 2019 (after introduction of daily balancing). JSC "Ukrtransgaz" has initiated 104 lawsuits
to recover debts for unpaid imbalances totaling UAH 31 b (97 lawsuits against DSOs totaling UAH 28.8
b), including UAH 6.1 b of accrued penalties (UAH 5.5 b for DSOs)?78.

In terms of DHCs, according to Naftogaz, the total debt of DHCs for natural gas consumed and used in
the process of heat production is UAH 52.7 b as of 17 February 2021 (including UAH 10.2 b
accumulated additionally during 2021). The main share was generated by Dnipro (UAH 9.8 b or
18.6%), Donetsk (UAH 9.2 b or 17.4%), Kharkiv (UAH 6.8 b or 12.0%), Kyiv (UAH 5.3 b or 10.1%),
Lugansk (UAH 2.3 b or 4.4%), regions (see details in the table below).

Table 13: Debt of DHCs by region, UAH m?7°

Region Accumulated Accumulated during 2021
Dnipro 9,775 1,163
Donetsk 9,199 530
Kharkiv 6,819 1,459
Kyiv 5,327 2,257
Luhansk 2,326 161
Other 19,233 4,620
Total 52,679 10,190

Additionally, the total debt of CHPPs as of 17 February 2021 is UAH 10.4 b (including UAH 1.7 b
accumulated additionally during 2021). The main share was generated by Kyivteploenergo (UAH 2.4 b
or 22.8%), Kharkivska CHPP-5 (UAH 1.8 b or 16.3%), Severodonetsk CHPP (UAH 0.9 b or 8.9%), DTEK
Skhidenergo (UAH 0.7 b or 6.8%) and Bilotserkivska CHPP (UAH 0.6 b or 6.2%).

Table 14: Debt of CHPPs, UAH m?28°

Region Accumulated Accumulated during 2021
Kyivteploenergo 2,354.7 963.4
Kharkivska CHPP-5 1,735.6 238.5

278 oOfficial site of Ukrtransgaz. Available at: http://utg.ua/utg/media/news/2020/06/ukrtransgaz-iniciyuvav-ponad-sto-
sudovih-pozoviv-na-zagalnu-sumu-31-mird-grn-po-styagnennyu-borgiv-za-poslugi-balansuvannya-gazu.html

279 Official site of Naftogaz. Available at: https://www.naftogaz.com/files/Information/TKE-tabl-17-02-2021.pdf

280 Official site of Naftogaz. Available at:
https://www.naftogaz.com/www/3/nakweb.nsf/0/20F90382F018AF24C225867F004919597?0penDocument&year=2021&m
onth=02&nt=%D0%9D%D0%BE%D0%B2%D0%B8%D0%BD%D0%B8&
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Region Accumulated Accumulated during 2021
Severodonetsk CHPP 919.5 88.3
DTEK Skhidenergo 706.8
Bilotserkivska CHPP 639.9
Other 4,008.4 431.8
Total 10,364.9 1,722.0

Implementation

Generally, the restructuring of debts should have a positive effect on financial conditions of market
participants and the GTSO. However, successful implementation of this solution depends on the
availability of financial resources to cover debts after restructuring. If the debtors have no such
resources, the restructuring would not have the desired effect. In addition, reportedly, some market
participants accumulate debts not because of their inability to pay, but because of misconduct. Such
participants should not be eligible for restructuring.

Market participants with significant debt are also subject to additional penalties and sanctions. They
may need to cover previously accumulated debts and they turn out in a position that either they pay
current liabilities or repay past debts. It is advisable to implement a series of measures to break the
tendency.

However, only those market participants that accumulated debts because of their objective inability to
pay should be eligible for restructuring. These participants should be able to restructure their debts

within relevant solutions. These measures potentially could include:

Partial compensation through the budgets: for example, if the NEURC may be viewed to have

underestimated tariffs (if any), the state should be involved in the restructuring process and cover

the respective debt from the budget. However, it should be additionally discussed between the
stakeholders — who and how will determine the exact cases of underestimation, and the relevant
mechanism should be provided in the CMU's resolution or in the law.

Another example is state owned enterprises or public organizations: if they owe to DHCs for
the supplied heat, while DHCs owe to Naftogaz for the supplied natural gas and Naftogaz owes
taxes and/or dividends to the state budget, these amounts could be netted as a result of the
restructuring process.

Partial repayment at the expense of the Consumers, where two options could be considered:

The CMU may determine the total uncovered amount of debt for all DSOs, and this amount
may be included by the NEURC in the tariff of the TSO, so the total amount of debt will be
distributed between all final Consumers and the share of each Consumer in the total
compensation will be low

The CMU may determine a reasonable amount of debt of each DSO for the periods when the
Regulator may be viewed to have underestimated tariffs (if any) and such amount may be
added to tariffs of the relevant DSO.

Please note that during further discussion of this solution the stakeholders should consider the
social and political acceptability of these options. They should also determine which option is
fairer and what Consumers should repay the debt (considering that all Consumers previously have
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paid for DSOs' services according to the established tariff and that Consumers of DSOs without
debts are not in any way liable for debts of other DSOs).

Partial write-off (additional option for cooperating debtors): for example, potential write-off of
accrued penalties and sanctions if the debtor timely follows the principal repayments schedule
agreed during the restructuring process.

Please note that the application of this option should be limited only to specific cases and only to
amounts of accrued penalties and similar debts, but not the main debts for actual services. Write-
offs of debt generally have negative effect on market participants' behavior, as it does not
incentivize market participants to pay their debts in a timely manner and instead encourages
misconduct.

We are also aware of Draft Law No. 3800-1 that provides for a large-scale write-off of debts in the
gas market for certain participants. However, we note that adoption of this draft law would likely
adversely affect the market development due to the negative influence on behavior of market
participants described above. It also would likely cause negative financial consequences for most
of market participants, as well as substantive imbalances in their balance sheets and tax
obligations. Therefore, we cannot recommend the adoption of Draft Law No. 3800-1.

Partial inclusion in RAB: financing of requlated infrastructure commonly relies on a RAB
approach as it provides a stable cashflow to recover investment. In general, the RAB approach is
designed to safeguard the capital-intensive infrastructure business against instability and thus
provides investors with the necessary confidence to invest in the infrastructure business. The
regulatory consideration of CAPEX, i.e., asset depreciation plus financing costs, based on a
predefined (and long-term stable) RAB-methodology provides network operators with a reliable
revenue stream to finance long term infrastructure investments with investors and lenders. The
same approach could be applied to restructure the debt of a DSO by introducing a ‘virtual asset’
(VRAB) for the purpose of DSO cost determination in the course of tariff setting:

Old outstanding amounts, which are considered beyond recovery, are regarded analogous to
the existing infrastructure. While the existing infrastructure constitutes the basis for the initial
RAB, these outstanding debts create the vRAB starting book value

Same as the RAB the VRAB is depreciated over a reasonable period (from a tariff perspective)
and financing costs are calculated for the resulting vVRAB value. (In case of unexpected
payments by debtor, the VRAB is reduced accordingly and in addition to normal depreciation.)

VRAB CAPEX are calculated each year as the sum of depreciation and financing costs and are
approved for the DSO cost base and tariff calculation

This concept and resulting revenue streams shall in turn enable DSOs to finance repayments
of their significant debt with the GTSO and UTG.
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Chart 32: potential payment flows:
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UAH, (one-off Inancin
GTSO, UTG  «—2AH. (oneof) DSO party °
Financing repayment, -
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Tariff methodology Tariff payments,
(incl. vRAB model) UAH, (recurrent)
NEURC Final
consumers

The key parameters that are to be considered for calculating vRAB CAPEX are: 1) initial asset
value — outstanding amounts beyond realistic recovery; 2) ‘depreciation’ period — e.g., 15 years
(longer periods reduce impact on tariffs); 3) requlatory accepted interest rate — same WACC as
for ‘reqular’ RAB. Advantages of the vRAB-approach are the following:

Greatly improved risk profile for financing partner, opening up the DSO to a larger financing
market

Long-term depreciation minimizes impact on final consumer tariffs

Straight forward implementation as additional CAPEX component in the tariff methodology for
DSOs

Enables relatively swift debt settlement with TSO and UTG.

For the described restructuring process, the government should develop a special law to be adopted by
the Parliament.

This solutions for DHCs are the same as for DSOs, but the specifics of DHCs should be considered.

4.12.ENSURE THE ABILITY TO SELL AND PURCHASE NATURAL GAS ON COMMODITY EXCHANGES WITH

THE PARTICIPATION OF THE GTSO, SSO AND DSOS TO PROMOTE THE DEVELOPMENT OF THE
LIQUID MARKET

Law of Ukraine "On Amending Article 3 of Law of Ukraine "On Public Procurement" regarding
Procurement of Natural Gas" No. 1021-1X was adopted on 2 December 2020. This law entitles the
GTSO, SSOs and DSOs to procure natural gas on commodity exchanges for maintaining own business
activity (including the own production and technical needs, coverage of expenses and technological
consumption, balancing actions) according to Gas Market Law and GTS, Gas Storage and GDS Codes.

It is necessary to take measures for setting the relevant procedures and solving other technical aspects
at the DSOs, the NEURC and commodity exchanges levels to provide the operators with the practical
opportunity to procure natural gas on gas exchanges that are regulated by the commodity exchange
law and that comply with the requirements of the GTS Code.
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5. ROADMAP FOR IMPLEMENTATION?8!

No

1

Block

Ensure the proper use of
DSOs' tariff revenues by
introducing accounts with
special regime

Change the model for
providing all DSOs with
natural gas for own needs
by introducing mandatory
licensed suppliers to
supply natural gas for
technological
consumption of DSOs

Solutions to be Market players

Necessity of implementation implemented to be affected

Accounts with DSOs, GTSO

special regime

Currently DSOs fail to perform their balancing obligations,
whereas some of them have significant debts to the GTSO for
balancing services. Such problem arose because some DSOs do
not procure natural gas for their own technical needs in the open
market, despite having appropriate income from the consumers
according to the tariff structure.

To ensure the proper level of settlements and the payment
diligence of DSOs the accounts with special regime should be
implemented. Under this regulatory framework all DSOs should be
obliged to open the accounts with special regime to receive
proceeds from consumers for the services provided to them by
such DSOs. In case any arrears occur, the NEURC (following the
request of the GTSO) would have the ability to apply the
algorithm of automatic distribution of proceeds from these
accounts with special regime (for the settlement of debts and
ensuring payments).

Licensed DSOs, GTSO
suppliers for

DSOs

Currently DSOs fail to perform their balancing obligations,
whereas some of them have significant debts to the GTSO for
balancing services. Such problem arose because some DSOs
decide to cover their own technical needs in natural gas through
the balancing services of the GTSO and abuse their natural
monopoly status in the market by insufficient settlements or
absence of payment for the service that the GTSO has to provide,
instead of procuring natural gas in the open market.

According to this solution, all DSOs should be obliged to execute
natural gas supply agreements with the licensed suppliers to
acquire natural gas for technological consumption, in the same
way as all other consumers of natural gas. If each DSO has its

Necessary steps

1.1. Torevise Draft Law "On
Amending Gas Market Law regarding
Ensuring Financial Stability in Gas
Market" No. 3800282

1.2. To consider Draft Law No. 3800
at the VRU Committee meeting

1.3. To adopt Draft Law No. 3800

1.4. To implement the adopted
provisions (amending secondary
legislation, testing procedures for
cooperation to ensure the opening of

relevant accounts)283

2.1. To develop a Draft Law on
Amendments to the Gas Market
Law?84 and to discuss it with all
stakeholders

2.2. To consider the Draft Law at the
VRU Committee meeting

2.3. To adopt the Draft Law

2.4. To develop a Draft Resolution for
approval of relevant amendments to
the GDS Code and the GTS Code

281 Here we provide the final version of the Roadmap that has been provided to the World Bank and the relevant stakeholders via email on 11 February 2021.
282 | case of replacement of this Draft Law with alternative draft Laws on the resolution of issues in the natural gas market, it is necessary to add appropriate provisions on introduction of accounts with
special regime to such an alternative Draft Law.
283 The implementation of these measures is possible only with the consistent implementation of the necessary steps. In case of delay at any stage, further deadlines should be adjusted.
284 | the case of legislative initiatives on comprehensive measures to address the problems of the gas market, it is possible to include relevant provisions to such draft law as a significant adjustment of the
shortcomings of the existing market model.
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No

Block

Abandon the practice of
prohibiting cut-offs of
Consumers in default and
not directly subject to the
PSO (the Supplier under
the PSO should be
completely prohibited
from cutting off and
terminating the supply of
natural gas)

Amend the Regulation on
Imposing Special
Obligations (PSO) on
Natural Gas Market
Participants to resolve

A member firm of Ernst & Young Global Limited

Necessity of implementation

own licensed supplier, it would create more efficient mechanism
for ensuring the due settlements and performance of balancing
obligations by market participants.

Accordingly, the Parliament should amend the Gas Market Law to
change DSO's legal status. Currently effective provision of the
GTS Code, which entitles DSOs to buy natural gas from its owners
on areqular basis, should be replaced by the provision that
obliges DSOs to execute natural gas supply agreements with
licensed suppliers. In addition, certain clarifications to the GTS
Code should be introduced (considering the necessary changes to
the contractual relations between the GTSO and DSOs that should
be implemented since DSOs would acquire the consumer’s
status).

We note that introduction of mandatory licensed suppliers to
supply natural gas for technological consumption of DSOs will
limit DSOs' ability to purchase natural gas on gas exchanges.
Therefore, as an alternative option, DSOs may be allowed to
purchase gas on gas exchanges, if they have an effective
agreement with the supplier (as a backup option in case of failure
to fulfil balancing obligations).

Natural gas suppliers and DSOs should have the right to cut off
their consumers because of debts. The exception may be the
consumers that are directly covered by the PSO regime, with the
sufficient reasoning and provision of due compensation from the
state. The ability to cut-off the consumers would become one of
the pressure points to avoid the consumers' violations and overall
disruption of the natural gas market.

Also, the CMU should be deprived of the right to prohibit the cut-
offs in future. For this purpose, the Parliament should develop the
draft law on introduction of the relevant limitation of powers of
the CMU and other authorities.

This solution would remove the ambiguity in the Regulation on
Imposing Special Obligations on Natural Gas Market Participants
to Ensure Public Interests During Functioning of Natural Gas
Market adopted by Resolution of the CMU No. 867 dated

19 October 2018 (PSO Regulation) and possible incorrect

Advisory services on the assurance of financial sustainability of the GTSO

Solutions to be Market players
to be affected

implemented

Abandon the
practice of
prohibiting cut-
offs of DHCs
and other
Consumers

DSOs, DHCs,
GTSO

DSOs, DHCs,
GTSO

Unconditional
PSO

State
compensations

for fulfilment of
the PSO
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Necessary steps

2.5. To publish the Draft Resolution
and receive comments and
suggestions from relevant
stakeholders on certain additional
amendments

2.6. To revise the Draft Resolution (if
required)

2.7. To adopt the Resolution

2.8. To monitor DSOs for ensuring
themselves with suppliers

3.1. Not to adopt prohibition on cut-
off of gas consumers

3.2. To develop a Draft Law that
would limit powers of the CMU and
other state authorities

3.3. To adopt the relevant Draft Law

4.1. To develop relevant changes to
the PSO Regulation

4.2. To amend the PSO Regulation

Responsible

party
NEURC

NEURC

NEURC
NEURC

CcMU

VRU
Committee

VRU

MOE

CcMU

Final report
Section 5

Deadline

Aug-21

Aug-21

Aug-21
Sep-21

Jun-21

Jul-21

Jun-Jul 21

Jun-Jul 21
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No

Block

problems with absence of
an unconditional PSO

Bring the mechanism of
calculation of the
neutrality charge in
compliance with the
peculiarities of the gas
market in Ukraine and
start performing
settlements between the
transmission services
customers and the GTSO
on a monthly basis
starting from gas year
2021/22

A member firm of Ernst & Young Global Limited

Necessity of implementation

interpretations that currently lead to creation of negative
systemic imbalances and financial damage to the GTSO.

The PSO supplier should be obliged to supply the natural gas to
DHCs and other socially important entities regardless of the level
of settlements maintained by such consumers. At the same time,
it is necessary to ensure the proper compensation to the PSO
supplier from the state.

Accordingly, it is necessary to repeal the requirements for the
minimal level of settlements or execution of the restructuring
agreement, add the requirement to the PSO supplier to execute
the agreement on the consumer’s demand, prohibit the PSO
supplier to suspend or cut-off the natural gas supply to such
consumer until the end of the PSO regime, elaborate on the
obligation for the provision of the state compensation to the PSO
supplier.

Implementation of the neutrality charge is aimed at ensuring the
absence of financial income as well as loss of the GSTO according
to EU standards. In order to implement such standards in the
current Ukrainian conditions, where significant disruptions
between the nominal and factual incomes of the GTSO occur, the
neutrality charge should take into account the losses related to
the late or incomplete payments.

Cash-flow method (i.e., accounting of the factual payments and
proceeds, with indirect accounting of the financial expenses and
possible arrears) may be methodologically more correct approach
to the neutrality charge calculation in Ukraine under the current
circumstances, especially if the issue of unpaid imbalances is not
solved promptly (in particular, by implementation of the other
measures envisaged by this Report).

If the market participants improve the payment diligence, the
cash-flow method should not have significant deviations from the
accounting method, and then the relevant decision on returning
to the accounting method of calculation of the neutrality charge
may be made.

Advisory services on the assurance of financial sustainability of the GTSO

Solutions to be Market players
to be affected

implemented

Improvement of GTSO
methodology

and application

of neutrality

charges
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Necessary steps

4.3. To adopt the relevant Procedure
for providing compensation to the
PSO supplier

4.4. To take measures to implement
the adopted provisions (ensure the
functioning of the unconditional PSO
and payment of compensation to the
PSO supplier)

4.5. Take measures to implement the
adopted norms (ensure the
functioning of unconditional PSO and
payment of compensation to the
supplier of PSO)

5.1. To prepare a Draft Resolution on
amending the GTS Code

5.2. To publish the Draft Resolution
and receive feedback from relevant
stakeholders

5.3. To revise the Draft Resolution (if
required)

5.4. To adopt the Resolution

Responsible
party

CMuU

CcMU

CcMU

NEURC

NEURC

NEURC

NEURC

Final report
Section 5

Deadline

Jun-Jul 21

Jun-Jul 21

Aug-21

Sep-21

Sep-21

Oct-Nov 21

Oct-Nov 21
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No Block

6 Amend the methodology
for determining and
calculating the tariff for
natural gas distribution
services and the
procedure for
establishment of the
tariffs for heat energy, its
production, transmission
and supply to ensure the
objectivity of initiating the
tariffs' review

A member firm of Ernst & Young Global Limited

Necessity of implementation

The drawback of the procedure for the establishment and review
of the tariffs for DSOs is that Reqgulator has the right to initiate

the review of the tariff, but it is not obliged to do so even in case
all necessary preconditions are present. For instance, the DSO's

tariffs had not been changed during 2017-2019 years, even

though a) the natural gas distribution amounts were decreasing
(25 bcm in 2019 in comparison to the average level of 27,5 bcm

in 2017-2018); b) prices for natural gas were changing (the
average prices established by Naftogaz were 8,884, 11,408 a
8,156in 2017, 2018,2019 respectively); c) average salary in

Advisory services on the assurance of financial sustainability of the GTSO

Solutions to be Market players
implemented to be affected

Changing the DSOs, DHCs,
approachtoand GTSO
procedure for

tariff revision

for DSO

Changing the

approach to and

procedure for

tariff revision

for DHC

nd
the

industry has risen (in average for 28,3% yearly during 2017-2019
years). Apart from this, in January 2021 the NEURC adopted the

decision to decrease the tariffs on distribution of natural gas f
13 DSOs not because of economically justified factors, but to
bring them in line with the average tariffs for other DSOs (it is
expected that there will be a limit of UAH 1.79 per cm? net of
VAT). Such approach to the establishment and review of the

or

tariffs leads to the damages for DSOs' activity and should not be

repeated in the future.

The same drawback is intrinsic to the procedure of establishment
and review of the tariffs for DHCs. Although Regulator was more

flexible regarding review of the DHCs' tariffs in comparison to

DSOs' tariffs, and during 2017-2020 NEURC held 16 reviews for
DHCs (in general, not each time for each DHC), there still can be

situations when the review is not performed even in case all
necessary preconditions are present. For instance, in January
2021 the NEURC participated in elaboration of the draft
memorandum that envisages that tariffs for heating in the

current heating season remain unchanged. Such practice should

be abandoned.
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Necessary steps party

6.1. To consider and approve the NEURC
wording of amendments to Resolution
of NEURC No. 236 dated 25 February
2016 "On Approval of Methodology
for Determining and Calculating the
Tariff for Natural Gas Distribution
Services" regarding the distinction of
cases where the Regulator may
initiate the tariff review (Section VIII,
paragraphs 16.2-16.4 and 16.8) and
where the Regulator must initiate the
tariff review (Section VIII, paragraphs
16.1 and 16.5-16.7), as the tariff
review is currently optional for all
cases

6.2. To consider and approve the NEURC
wording of amendments to Resolution
of NEURC No. 528 dated 31 March
2016 "On Approval of the Procedure
for Establishment of Tariffs for Heat
Energy, its Production, Transmission
and Supply" regarding the
delimitation of cases where the
Regulator must initiate the tariff
review (clauses 1, 2, 3, 5 of
paragraph 4.4) and where the
Regulator may initiate the tariff
review (other provisions of paragraph
4.4), as the tariff review is currently
optional for all cases

6.3. To publish draft amendments to NEURC
the Resolutions to receive comments

and suggestions

6.4. To consider comments and NEURC
suggestions to the draft changes to

the Resolutions

Responsible
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Deadline
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No Block

7 Develop and implement a
mechanism of temporary
administrations for
materially non-compliant
DSOs/DHCs

8 Oblige market
participants to sell a
certain amount of
extracted natural gas

A member firm of Ernst & Young Global Limited

Advisory services on the assurance of financial sustainability of the GTSO

Necessity of implementation

The temporary administration should become the effective Temporary DSOs, DHCs,
leverage that would apply if it is not possible to influence the administration  GTSO

behavior of the market participant in any other way. Practically,  for materially
the temporary administration mechanism should not allow DSOs  non-compliant
and DHCs to significantly violate the legal framework and DSOs/DHCs
licensing terms during performing their business activities.

The temporary administration implies obtaining the full control
over a DSO/DHC, suspending the control of the former owners,
introduction of the new management based on the decision of the
relevant authority for achievement of the certain purpose (for
example, financial stabilization, correction of violations etc.).

The mechanism of temporary administration for DSO/DHC may be
based on the same principles as the mechanism for banks or
assets arrested in the criminal proceedings.

In order to finish the development of the mechanism, it is
necessary to determine the authority that would be responsible
for introduction of a temporary administration, criteria for its
introduction, procedure for election of an administrator, its
authorities and liabilities and other matters.

Introduction of this solution would require the complex
development of the temporary administration procedure and
implementation of the relevant substantial amendments to the
Gas Market Law, the Law on Heat Supply and the Code of Ukraine
on Bankruptcy Proceedings.

For 11 months of 2020 Ukrainian market players sold 2,5 bcm of  Increase of All
the natural gas on Ukrainian Energy Exchange (6 times more than short-term
in the previous year). A total of 83 new participants were market's

attracted, and a total of 372 companies were accredited to trade. liquidity
Nevertheless, the liquidity of the short-term market is still in

Page 126

Solutions to be Market players
implemented to be affected

Necessary steps

6.5. To adopt amendments to the
Resolutions

7.1. To prepare and discuss the
concept of temporary administrations
with stakeholders and market
participants

7.2. Torevise the concept of
temporary administrations and agree
on relevant key issues with all
stakeholders

7.3. To develop a Draft Law
implementing the concept of
temporary administrations in the
legislative field

7.4. To consider the Draft Law at the
VRU Committee

7.5. To adopt the Draft Law

8.1 To determine the reasonable level
(limit) of mandatory sales of
extracted gas by all companies
engaged in natural gas exploration
and production

Responsible
party

NEURC

MOE

MOE

MOE

VRU
Committee

VRU

MOE

Final report
Section 5

Deadline

Jul-Aug 21

Oct-Nov 21

Oct-Nov 21

Nov-21

Nov-21

Dec-21

Jun-Jul 21
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No Block

through the commodity
exchange

9 Ensure the review and
establishment of
reasonable gas
consumption norms for
household consumers to
stimulate the
achievement of 100%
commercial metering

10 Implement anincentive-
based and transparent
methodology for tariffs
calculation for DSOs and
DHCs

A member firm of Ernst & Young Global Limited

Necessity of implementation

doubt. Government considers an option to oblige

JSC “Ukrgazvydobuvannia” to sell all of the gas extracted by this
company through the exchange. Naftogaz offers the alternative,
namely, to sell 15% of own production through the exchange.
Meanwhile, if the government decides to implement the
mandatory sale of natural gas, one may argue that it would be
more effective, transparent and non-discriminatory if all
companies that perform natural gas research and production
activities in Ukraine are obliged to sell a predetermined amount of
daily production on the commodity exchange. Such practice is
ordinary for the electricity market of Ukraine (establishment of
the minimal monthly margin for the mandatory sale of the
electricity produced by the power plants and imported by market
participants on the day-ahead market, but no more than 30% of
their monthly sales).

According to the NEURC's data, the percent of the household
consumers with commercial gas metering as of 1 January 2020 is
91% compared to 89% as of 1 January 2019. It was expected that
by the beginning of 2021 this coverage of meters will be 100%,
but due to the pandemic, their installation was not completed. For
consumers without commercial metering the CMU should
establish the consumption norms. Last time they were established
by the CMU Resolution No. 143 dated 27 February 2019, but as
of now its legal status is not clearly defined. The differences
between actual and normative consumption directly influence the
financial condition of DSOs and, respectively, their ability to fulfil
the obligations to other market participants, including the GTSO.
Besides, inadequately low norms encourage the consumers to
avoid installation of the gas meters, so they should be set at the
level that would facilitate 100% metering by metering units.

Tariffs for DSOs are set according to the methodology “expenses
+" that is adopted by Resolution of the NEURC No. 236

dated 25 February 2016. The methodology envisages the
coverage of all economically justified expenses, payment of taxes
and mandatory payments, and also certain profit margin defined

Advisory services on the assurance of financial sustainability of the GTSO

Solutions to be Market players
to be affected

implemented

Setting the DSOs, GTSO
consumption

norms for DSOs

at a reasonable

and justified

level

DSOs, DHCs,
GTSO

Adjustment of
the DSOs' and
DHCs' tariff
calculation
methodology
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Necessary steps
8.2 To amend the Law of Ukraine VRU
N2329-VIII "On the Natural Gas
Market" which provide for the right of
the Regulator to establish the level of
mandatory sale of extracted gas at
the commodity exchange, as well as
the right to determine the commodity
exchange (exchanges) through which
it should be sold

8.3 To establish the level of
mandatory sale of extracted gas and
determine the commodity exchange
(exchanges) through which it should
be sold

NEURC

9.1. To determine a reasonable level MOE
of gas consumption for each category

(gas stove with centralized hot water
supply, gas stove without centralized

hot water supply, gas stove and a gas

water heater), which will stimulate
consumers to promote the installation

of gas meters

9.2. To adopt a Resolution which will  CMU
establish a pre-determined

reasonable level of gas consumption

and update the norms established by

the Resolution of the CMU No. 143

10.1. To develop a new methodology NEURC
for DSOs and DHCs tariffs calculation,

which will be based on long-term

incentives and provide a reasonable

level of profitability

Responsible
party

Final report
Section 5

Deadline

Jul-21

Jul-21

Jun-Jul 21

Jun-Jul 21

Jun-23
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No Block

11 Resolve the issue of
accumulated debts of
DSOs and DHCs through
mechanisms that will not
create incentives for the
formation of new debts

A member firm of Ernst & Young Global Limited

Necessity of implementation

by the NEURC. Such approach does not encourage DSOs to
increase the efficacy (for instance, additional capital investments
aimed at reducing technological consumption), since, should it be
the case, the absolute amount of income would decrease. Similar
issue arises for DHCs that also have their tariffs established
according to “expenses +" methodology in line with Resolution of
the NEURC No. 1174 dated 25 June 2019. Moreover, in cases
where the tariff is set by the local authority, the latter may be
encouraged to artificially decrease the economically justified
tariff to receive certain political benefits. Obviously, the
methodology for both DSOs and DHCs should be based on
transparent long-term incentives and ensure the sufficient level
of income and capital investments.

During 2015-2019, the previous GTS Operator

JSC “Ukrtransgaz” faced the issue of the unauthorized off-takes
and unpaid imbalances. During this period the network users
accumulated UAH 43.8 b of debts, including UAH 27.6 b
accumulated by DSOs during January 2016 - February 2019
(before introduction of the daily balancing) and UAH 7.2 b

introduction of the daily balancing).

According to Naftogaz, the overall debts of DHCs for natural gas
consumed and used in the heat production is UAH 45.9 b
(including additionally accumulated UAH 17.3 b during 2020) as
of 20 January 2021. Meanwhile, the overall debt of Naftogaz's
counterparties for consumed natural gas (DHCs, CHPPs, regional
supply entities, direct consumers) constitutes UAH 82.6 b.

Generally, debt restructuring should have a positive impact on the
financial condition of market participants and the GTSO.

However, the successful implementation of this solution depends
on the availability of financial resources for covering debts after

Advisory services on the assurance of financial sustainability of the GTSO

Solutions to be Market players

implemented
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to be affected

Development of DSOs, SHCs,
repayment
mechanisms for
accumulated
debts and
penalties for
accumulated by DSOs during March 2019 - December 2019 (after DSOs and DHCs

Naftogaz,
GTSO, suppliers

Responsible
party

10.2. To assess the potential NEURC
economic impact of the introduction

of new methodologies and develop
mechanisms to mitigate their impact

on bills of vulnerable consumers

Necessary steps

10.3. To conduct public discussions NEURC
with interested market participants

and take into account reasonable

comments on draft new

methodologies

10.4. To adopt new methodologies NEURC
and repeal Resolution No. 236 and
Resolution No. 1174

11.1. To carry out verification of MOE
debts that can be included in the

process of repayment of the

accumulated debts of DSOs and DHCs

11.2. To develop economically MOE
reasonable mechanisms for

repayment of the accumulated debts

and penalties of DSOs and DHCs that

will not create incentives for the

formation of new debts

11.3. Toreject the Draft Law 3800-1 VRU
as one that does not contribute to an
effective and fair settlement of the

debt problem

11.4. To develop a relevant Draft Law CMU
on measures aimed at repaying debts
incurred in the natural gas market

Final report
Section 5

Deadline

Sep-23

Sep-23

Dec-23

Jun-Jul 21

Jun-Jul 21

Jun-Jul 21

Jun-Jul 21
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No

12

Block

Ensure the ability to sell
and purchase natural gas
on commodity exchanges
with the participation of
the GTSO, SSO and DSOs
to promote the
development of the liquid
market

A member firm of Ernst & Young Global Limited

Necessity of implementation

Advisory services on the assurance of financial sustainability of the GTSO

Solutions to be Market players

implemented

the restructuring. Besides, reportedly, some market participants

accumulate debts not because of their own insolvency, but

because of their misconduct. Such participants should not have
the right for restructuring. Noteworthy, Draft Law No. 3800-1

that envisages the large-scale debt forgiveness in the gas mar

ket

for certain participants would negatively influence the behavior of
market participants, since it does not incentivize them to pay the

debts in time and instead encourages the misconduct.

Law of Ukraine "On Amending Article 3 of Law of Ukraine "On

Resolving

Public Procurement" regarding Procurement of Natural Gas" N2 technical

1021-IX was adopted on 2 December 2020. This law entitles t
GTSO, gas storage operators and DSOs to procure natural gas

he  aspects of
on establishment

the commodity exchanges for maintaining own business activity ~ of exchanges'
(including the own production and technical needs, coverage of compliance with

expenses and technological consumption, balancing actions)
according to Gas Market Law and GTS, Gas Storage and GDS
Codes.

It is necessary to take measures for setting the relevant

procedures and solving other technical aspects at the DSOs, the

the
requirements of
the legislation
and the GTS
Code

NEURC and commodity exchanges levels to provide the operators

with the practical opportunity to procure natural gas on gas
exchanges that are regulated by the commodity exchange law
and that comply with the requirements of the GTS Code.
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to be affected

DSOs, GTSO,
suppliers

Necessary steps

11.5. To consider and adopt the Draft
Law on restructuring accumulated
debts of DSOs and DHCs incurred at
the natural gas market

12.1. To obtain clarifications from the
responsible authority on the
procedure for confirming compliance
of the commodity exchange with the
requirements of the GTS Code

12.2. To carry out the procedure for
confirming the compliance of
commodity exchanges with the
requirements of the Code at the
request of the exchange or market
participants

* If it is impossible to determine the
procedure without changes in the
regulatory framework, the following
steps should be carried out
additionally:

12.1.1. To determine and develop
necessary amendments to the
secondary legislation or, if required,
to laws

12.1.2. To adopt relevant changes to
the regulatory framework

Responsible
party

VRU

NEURC

Participants
determined
by the
procedure

VRU
Committee

VRU

NEURC

Final report
Section 5

Deadline

Jun-Jul 21

Jun-21

Jun-Jul 21

Jun-Jul 21

(in case of
changes to
laws:

Jun-Sep 21
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ANNEX 1: DRAFT CHANGES TO THE PSO REGULATION ON UNCONDITIONAL PSO

YuHHa pepakuis
[...]

11. BupobHuk Tennosoi eHeprii Mae npaso 3 1 nucTonaga
2018 p. no 1 TpaBHa 2021 p. npuabaBaTv NpUpoagHUiA ras ans
BCiX KaTeropin BUKOPUCTaHHA NpupoaHoro rasy y HAK
"Hadtoras YkpaiHn" y pasi BAKOHaHHA TakuxX YMOB:

1) yknageHHA BUPOBGHNKOM Ten0BOT eHeprii foroBopy
nocTavaHHa npupogHoro rasy 3 HAK “Hadtoras YkpaiHun”
BiNOBIAHO 10 3aKOHOAABCTBA;

2) BUKOHAHHSA BUPOBHMKOM, Ha IKOro ctaHoM Ha 30 BepecHs
2015 p. nowwmptoBanacs gis ctaTti 19-1 3akoHy YkpaiHu “lNpo
TennonocTavyaHHA" abo AKOMy HagaHo B KOPUCTYBaHHA
(opeHay, KOHUeCIio, yNpaBniHHA TOLWO) UiniCHWIA MatHOBWIA
komnnekc abo iHAMBIAyanbHO BM3HAYeHe MaiHo 3 BUpobneHHsA
TennoBoi eHeprii, Lo BUKOPUCTOBYBANMCA BUPOOHMKOM
TennoBoi eHeprii, Ha AKoro ctaHom Ha 30 BepecHs 2015 p.
noLumptoBanacs gis ctaTti 19-1 3akoHy Ykpainu “lNpo
TennonocTayaHHA", 060B'A3KY LLIOAO BiAKPUTTA paxyHKIB i3
cneuianbHUM PEXMMOM BUKOPUCTAHHSA.

Kpim Toro, BUpobHmKy TennoBoi eHeprii HeobXigHO BUKOHATH
OfHY 3 TAKMX YMOB:

[OOCATHEHHS CTAHOM Ha 23 YMCio MicAUA, WO Nepeaye Micauto
nocTavyaHHA NPUPOAHOrO rasy, pPiBHA po3paxyHKiB BUPOOHMKa
TennoBoi eHeprii (6e3 ypaxyBaHHA LUTPAPHUX CaHKLil), 3a
ycima yknageHunmm 3 HAK “Hadtoras YkpaiHn" gorosopamu
Npo NocTayaHHA NPUPOAHOro rasy (Kynieni-npogaxy, npo
3aKyniBMto, BIACTYM/IEHHA NpaBa BUMOTM TOLLO) He Hkye 90
BifcoTkiB (y nepioa 3 1 rpyaHa 2018 p. go 1 kBiTHA 2019 p. -
He HMX4e 78 BiOcoTKiB, a 4ns BUpoOHMKA TEMNOBOI eHepril,
ynpaBniHHA MaiHOM sKoro 3aicHi0e DoHA AEPKABHOro MaiHa
i AKWUIA BUKOPWCTOBYE NPUPOAHWIA ras ana BUpobHMLTBA
TennoBoi Ta eNeKTPUYHOT eHepril, y nepioa 3 16 nucTonaaa
2018 p. oo 1 kBiTHA 2019 p. Ta y nepioa 3 1 X0BTHA 2019 p.
0o 1 tpaBHs 2021 p. - He HMX4Ye 60 BigcoTKiB); abo

yknageHHs 3 HAK “Hadtoras YkpaiHu" gorosopy npo
pecTpyKTypu3auito 3a6oproBaHOCTI 3@ CNOXUTUA NPUPOAHWIA
ras 3rigHo 3 TMMNOBMM AOFOBOPOM Y paMKax peanisauii 3akoHy
YkpaiHu “lNpo 3axoau, CNPAMOBAHI Ha BPeryntoBaHHA
3360proBaHOCTI TENIONOCTAYa/IbHUX Ta TEMOFEHEPYIOYNX
OpraHisauiv Ta nignpueMCTB LieHTPanisoBaHoOro
BOAONOCTAYaHHA i BOAOBIABEAEHHS 33 CMOMMUTI eHepProHocii”
(3@ HaABHOCTI BIAMNOBIAHOT 3a60ProBaHOCTI) Ta BUKOHAHHA
333HaYEHOro 4Orosopy; abo

nogaHHA BUpobHMKOM TennoBoi eHeprii o HAK “Hadtoras
YkpaiHn" norogxeroro HAK "“Hadtoras YkpaiHun" ta
BMKOHABYMM OPraHoOM BigMoOBIgHOT MicLeBOT pagu rpadika
noralueHHs 3aboproBaHOCTi (PIBHUMYM YacTMHAMM A0 1 CivHA
2021 p. wopo Bcix gorosopis 3 HAK “Hadtoras Ykpainu"),
CKNafeHoro Ha MigcTaBi A0BiAKM LWoAo 3aboproBaHOCTI,
BuaaHoi HAK “HadTtoras YkpaiHu", Ta BUKOHAHHA Takoro
rpadika, @ TakoX 34iiCHEHHA MOTOYHMX PO3PaXyHKIB 3a
BMKOPUCTaHUI NPUPOAHWUIA ra3. HasBHICTb rpadpika noralleHHs
33a60proBaHOCTI He 3MIHIOE MOPAAKY PO3PaxyHKiB,
YCTaHOBIEHOr0 MiXK MOCTaYanbHUKOM Ta BUPOOHUKOM Ten1oBol
eHeprii y 4oroBopax nocTayaHHs NpMpPoAHOro rasy (Kynieni-
npoaaxy, Npo 3aKynisnto, BiACTYM/IEHHA NpaBa BUMOIM TOLLO).

Pepakuif 3i 3aMiHamu
[...]

11. BupobHuk TennoBoi eHeprii Ma€ npaBo 3 1 nuctonaga 2018
p. no 1 TpaBHA 2021 p. npuabaBaTvt NPUPOAHWIA ra3 ans BCixX
KaTeropin BUKOPUCTaHHA NpupoaHoro rasy y HAK “Hadtoras
YKpaiHu" y pasi BAKOHaHHA Takux YMOB:

1) yknageHHsA BUPOOHMKOM TEMNOBOT eHeprii fOroBopy
noctavaHHA npupogHoro rasy 3 HAK “Hadptoras YkpaiHun"
BiANOBIAHO /10 3aKOHOAABCTBA;

2) BUKOHAHHSA BUPOBHMKOM, Ha IKOro cTaHoM Ha 30 BepecHs
2015 p. nowmptoBanacs gis ctatti 19-1 3akoHy Ykpainu “lNpo
TennonocTavyaHHA" abo AKOMYy HagaHo B KOPUCTYBaHHA
(opeHay, KOHUECIio, ynpaBiHHA TOLWO) LiniCHWIA MaitHOBWIA
komnnekc abo iHAMBiAyanbHO BM3HaYeHe MaiHo 3 BUPObBIeHHs
TennoBoi eHeprii, Lo BUKOPUCTOBYBAIMCA BUPOBHMKOM
TennoBoi eHeprii, Ha AKoro ctaHoM Ha 30 BepecHs 2015 p.
noLumptoBanacs gis ctatti 19-1 3akoHy Ykpainu “lNpo
TennonoctayaHHA", 060B'A3KY LLIOAO BIAKPUTTA paxyHKIB i3
cneuianbHUM PeXMMOM BUKOPUCTaHHSA.

Page 130

A member firm of Ernst & Young Global Limited



Advisory services on the assurance of financial sustainability of the GTSO

Building a better
working world

YunHHa pepakuis

Mpu uboMy rpadiky NnoraweHHA 3a60proBaHOCTi, NoAaHi
BMPOOHMKaMu TennoBoi eHeprii Ta npuitHATi HAK “HadToras
YkpaiHn" BignoBigHO 4o nocTtaHoBu KabiHeTy MiHicTpis
Ykpainu Big 1 xoBTHA 2015 p. N2 758 “Npo 3aTBEpAKEHHS:
MonoxeHHA Npo NoknageHHs cnewianbHNX 060B'A3KIB Ha
cy6'€eKTIB PUHKY NPUPOAHOIO rasy Ans 3abesneyeHHs
3aranbHOCYCMiNbHMX iHTEPeCiB y Npoueci yHKLiOHyBaHHSA
PWHKY NPUMPOAHOro rasy (BigHOCUHM y nepexigHuii nepiog)”
(OdhiliiHnin BicHMK YKpainu, 2015 p., N® 79, cT. 2651),
BMKOPUCTOBYIOTbCA ANA Lifei Lboro MNonoXeHHs Ta He
nigaAraoTb 3MiHi @60 KOpUryBaHHIO, KPiM BUMAAKIB y4acTi
TennonocTavyanbHNX Ta TEN/IOFEHEPYOYMX OpraHisauin y
npouegypi BperymtoBaHHA 3a60proBaHOCTi 3@ CMOMUTUIA
NPUPOAHWUIA ra3, BU3HaueHin 3akoHoM YkpaiHu “lNpo 3axoau,
CrpsAMOBaHi Ha BperyntoBaHHA 3a60proBaHOCTiI
TennonocTavyanbHNX Ta TENIOrEHEPYIOYMX OpraHisauiii Ta
niaNnpMEMCTB LIEHTPasi30BaHOMO BOAOMOCTaYaHHs i
BOAOBIABEAEHHS 3@ CMOXMWTi eHeproHocii", B YaCTUHI
pecTpyKTypu3auii 3a6oproBaHOCTI 3@ CNOXMUTWIA NPUPOAHNIA
ras.

B1pPO6HMKM TENNOBOT Ta €NeKTPUYHOT eHepril, ynpaBniHHsA
MalHOM AIKMX 3[INCHIOTb CY6'EKTM roCnofaptoBaHHs, ski
3anyveHi HalioHanbHUM areHTCTBOM 3 NMUTaHb BUABMEHHS,
PO3LLYKY Ta YyNpaBniHHA akTMBaMK, OAEPXXaHUMU Bif
KOPYNUiAHMX Ta IHLWIKWX 3104MHIB, BigNOBIAHO A0 CcTaTTi 21
3akoHy Ykpainu “Mpo HauioHanbHe areHTCcTBO 3 NUTaHb
BUABMEHHSA, PO3LUYKY Ta YNPABAiHHA akTUBAMM, OAEPKAHUMU
Bifl KOPYNUIAHUX Ta IHLWIMX 3N0YMHIB", MalOTb NpaBo 3 1
nuctonaga 2018 p. no 1 tpasHs 2021 p. npuabasatu
NPUPOAHWUIA ra3 4ns BCix KaTeropin BUKOPUCTAHHA NPUPOAHOIO
rasy, y ToMy uncni gns BUpobHMLUTBA eNeKTPUYHOT eHepril, y
HAK "Hadtoras YkpaiHn" y pasi BUKOHaHHS TakuX yMOB:

YMOB, BM3HaUYeHWX y NignyHKkTax 1-3 LUbOoro NyHKTy;

OOCAMHEHHS CTaHOM Ha 23 YnCno Micaua, Lo nepeaye Micauto
NoCTaYaHHA NPUPOQHOro rasy, PiBHA PO3paxyHkKiB, 3a
[OroBOpaMmM NPo NOCTaYaHHA NPUPOAHOIO rasy, YKNageHumu 3
HAK "Hadtoras Ykpainn", He HuxuYe 90 BigcoTkis (y nepiof 3
1 rpyaHa 2018 p. go 1 kBiTHA 2019 p. - He HMX4e 78
BiICOTKIB).

[...]

Final report
Annexes

Pepakuis 3i 3MiHamu

B1PO6HMKM TENNOBOT Ta €NEKTPUYHOT eHepril, ynpaBniHHSA
MaHOM AKUX 34INCHIOITb CY6'€EKTUM rOCNOAAPIOBAHHSA, AKi
3anyveHi HauioHanbHUM areHTCTBOM 3 MUTaHb BUABMEHHS,
PO3LUYKY Ta YAPABAiHHA aKTMBaMW, O4EePXaHNMM Bif
KOPYNUIAHMX Ta IHLWIWX 3104MHIB, BigNOBIAHO A0 CTaTTi 21
3akoHy Ykpaiuum “Mpo HauioHanbHe areHTCTBO 3 NUTaHb
BUABMEHHS, PO3LUYKY Ta YNPABAiHHA aKTUBAMM, O4EPKAHUMU
Bifl KOPYNUIAHUX Ta iHLMX 3N0YMHIB", MAlOTb Npaso 3 1
nuctonaga 2018 p. no 1 tpasHs 2021 p. npuabasatu
NPUPOAHWI ra3 4ns BCix KaTeropin BUKOPUCTAHHA NPUPOAHOIO
rasy, y TOMy 4ncai gns BUpo6HULTBA eNeKTPUYHOT eHeprii, y
HAK "Hadtoras YkpaiHn". y-pa3i BUKOHAHHA TakUx-yMOB:
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ANNEX 2: DRAFT CHANGES TO GAS MARKET LAW ON THE PSO COMPENSATION

YuHHa pepakuis

CratTa 11. CneuianbHi 060B'A3KM Ansi 3abe3neyeHHs
3aranbHOCYCMINbHUX IHTEPECIB y npoueci yHKLiOHYBaHHA
PWHKY NPUPOAHOro rasy

[..]

7. Cy6'eKT PUHKY NPUPOAHOro rasy, Ha AKOro NnoknafatoTbCs
creuianbHi 060B'sA3KM BiAMOBIAHO A0 YaCTUHM NepPLUOT Liel
CTaTTi,-Ma€-ApaBo-Ha-OTPUMaHHA-KOMMEHcaLii EKOHOMIYHO
06r'pyHTOBaHMX BUTPAT, 3AiNCHEHNX TakuM CyH'eKTOM,
3MEeHLUEeHUX Ha AOXOAW, OTPUMaHI y Npoueci BUKOHAHHSA
noKnageHnx Ha Hboro cnelianbHUx 06oB'A3KIB, Ta 3
ypaxyBaHHAM OMyCTUMOro piBHA NpubyTKy BigNoBigHO

[0 NopsAaky, 3atBepaxeHoro KabiHeToM MiHicTpiB YkpaiHu.

Pepakuif 3i 3aMiHamu

CratTa 11. CneuianbHi 060B'A3KM Ansi 3abe3neyeHHs
3aranbHOCYCMiNbHUX IHTEPeCiB y npoueci yHKLiOHYBaHHA
PUHKY NPUPOAHOro rasy

[...]

7. KabiHeT MiHicTpiB YKkpaiHu 3060B'si3aHniAi NpU3Ha4YUTK Ta
3a6e3ne4nTn BUNIATy Ha KOPUCTb CY6'eKTa PUHKY NPUPOAHOIO
rasy, Ha SIkoro NoknagalTbCA creuianbHi 060B'A3KM BiANOBIAHO
[0 YaCTUHM NepLuoi Liei cTaTTi, BignoBigHOT kKoMneHcauii
€KOHOMIYHO 06r'pyHTOBAHMX BUTPAT, 3AIACHEHNX TakuM
Cy6'eKTOM Mig Yac Ta AnA Uineit BUKOHAHHA NoKNageHUx Ha
HbOro creuianbHUX 060B'A3KIB, 3MEHLLEHWX Ha OXOAU,
OTPMMaHIi y NpoLeci BUKOHAHHSA NOKNAAeHNX Ha HbOro
creuianbHMx 060B'A3KIB, Ta 3 ypaxyBaHHAM AOMNYCTUMOro PiBHA
npubyTKy BiANOBIAHO A0 NOPAAKY, 3aTBeEpAXKeHOoro KabiHeTom
MiHicTpiB YKpaiHu.

KabiHeT MiHicTpiB YKpaiHu He MOo)XKe npuiiMaTy pilLieHHs Npo
NnoknafgaHHsa creuyianbHuMx 060B'A3KIB HA Cy6'EKTIB pUHKY
npupogHoro rasy 6e3 BU3HaAYEHHA Axepen PiHaHCYBaHHA Ta
nopsaKy BUNAaTM KoMneHcauii, Lo HagaeTbecA cy6'ekTam
PUHKY NMPUPOAHOro rasy, Ha AKUX NOKNaaatoTbeA crneyianbHi
060B'A3KM.

[..]
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ANNEX 3: DRAFT CHANGES TO THE DISTRIBUTION TARIFF METHODOLOGY

YuHHa pepakuis

VIII. Mpouenypa BCTaHOBNEHHA Ta nepernagy Tapudis Ha
nocayrn po3noginy NpupoaHoro rasy

[..]

16. HKPEKTI1 Moxe iHiuitoBaTV nepernag Tapudy Ha nocnyrm
po3noginy NpMpoaHOro rasy y pasi:

1) 3aKiHYeHHs nepiofy, Ha SKMI1 po3paxoByBaBCA Tapud Ha
nocnyrv posnoginy NpupoaHoro rasy (abo 3akiHYeHHst CTPOKY
BPaxyBaHHSA OKPEMUX eN1eMeHTIB BUTPAT Y CTPYKTYpi Tapudy);

2) yCTaHOBNEHHA (hakTy HeLiNbOBOro BUKOPUCTaHHA KOLLITIB,
nepenbayeHnx CTPYKTypoto Tapudy Ha Nocnyrv posnoginy
NpVUPOAHOro rasy;

3) HapaHHA go HKPEKI HepgocToBipHOT iHhopMaLii woao
3[iACHEHHSA rocnogapcbkoi AiAnbHOCTI;

4) NpoBaAXeHHs rOCNOAAPCbKOT AiANBHOCTI, AKa He HANeXWTb
[0 cchepu NPUPOAHNX MOHOMONIN, ¥ pa3i AKLLO US AiANbHICTb
MaE€ BM/VB Ha PUHOK, Lo nepebyBaE y cTaHi npupogHoi
MoHononii, 3a BigcyTHOCTI ycTaHoBneHnx HKPEKIT Bumor;

5) 3MiHM pi4YHOT 3aMOBAIEHOI MOTYHOCTI, YpaxoBaHOi Npu
po3paxyHKy Tapudy Ha Nocnyru po3noainy NpMpoaHoro rasy,
6inbLue HiX Ha 5 %;

6) 3MiHV BUTPAT, Lo nepeadbaveHi CTpyKTypoto BCTAHOBIEHOro
Tapudy Ha Nnocayrn po3noAdiny NpMpPoAHOro rasy, Wo cranacs 3
NPUYKNH, He3anexHuX Bif cy6'ekTa rocnogaptoBaHHSA, AKLLO Le
npv3BOAWTL 40 3MiHW PiBHA Tapudy Ha NOCAyrK po3noainy
nNpMpPOAHOro rasy binbLue HiX Ha 5 % Bifg BCTAHOBIEHOO PiBHS;

7) 3MiH Y YNHHOMY 3aKOHOAABCTBI YKpPaiHM, 30kpemMa B YaCTUHI
poO3Mipy CTaBOK MOAATKiB, 360piB, 060B'A3KOBMX MIATEXIB;

8) 3a pe3ynbTatamu 34iACHEHHA 3aX0AiB HarnAgy (KOHTPON0)
LLIOA0 AOTPMMAHHA CyH'EKTaMM FOCMOAAPIOBAHHA BUMOT
33KOHOQABCTBA Y chepi eHepreTukm Ta JliueHsinHux yMoB
NPOBadXeHHA rOCNOAAPCHKOI AiANBHOCTI 3 po3noginy
NPUPOAHOIO rasy.

Pepakuif 3i 3aMiHamu

VIII. Mpoueaypa BCTAaHOBNEHHA Ta nepernagy Tapudis Ha
NoCAyrn po3noginy NpMpoaHoro rasy

[...]

16. HKPEKT1 moxe iHiLjitoBaTV nepernsag Tapudy Ha nocayrm
po3noginy NpMpoAHOro rasy y pasi:

1) yCTaHOBNEHHS (haKTy HELiIbOBOrO BUKOPUCTAHHS KOLUTIB,
nepenbayeHnx CTPYKTYpoto Tapudy Ha nocnyrv posnoginy
NpWUPOAHOro rasy;

2) HapaHHsA go HKPEKI HepgocToBipHOT iHhopMaUii woao
30iACHEHHSA rocnogapcbkoi AifnbHOCTI;

3) NpoBadXXeHHs rOCMOAAPCHKOT AiANBHOCTI, AKa He HANeXuTb
[0 cchepu NPMPOAHNX MOHOMONIN, Y pasi AKLLO LA AiANbHICTb
MaE€ BM/MB Ha PUHOK, Lo nepebyBaE y cTaHi npupogHoi
MoHoMonii, 3a BigcyTHOCTi ycTaHoBneHnx HKPEKIT Bumor;

4) 3a pe3ynbTatamu 3[iACHEHHA 3aX0AiB HAarnAgy (KOHTPON0)
LLIOA0 AOTPMMAHHA Cy6'€KTaMM rOCNOAAPIOBAHHA BUMOT
33aKOHOQABCTBA Y chepi eHepreTukm Ta JliueHsinHMX YMOB
NPOBaAXXeHHA rOCNOAAPCHKOI AiANBHOCTI 3 po3Mnoginy
NPUPOAHOIO rasy.

16'. HKPEKIT 30608B's13aHa iHiLiloBaTW nepernag Tapudy Ha
nocnyru posnoginy NpMpoaHoro rasy y pasi:

1) 3akiHYeHHs nepiody, Ha AKWIA po3paxoByBaBCA Tapud Ha
nocnyru po3noginy npupoaHoro rasy (abo 3akiH4eHHA CTPOKY
BpaxyBaHHA OKPEMWX ENEMEHTIB BUTPAT y CTPYKTYpi Tapudy);

2) 3MiHM pPiYHOT 3aMOBNEHOT MOTYXHOCTI, ypaxoBaHOi Npu
po3paxyHKy Tapudyy Ha Nocnyru po3noginy NpUpoaHoro rasy,
6inblue HiX Ha 5 % NpoTAroM nepioay, AKWIK KpaTHWIA KBapTany
(Tpw, WicTb abo geB'ATb MicAUiIB);

3) 3MiHM NpOTAroM nepioay, AKWIK KpaTHUIA KBapTany (Tpu,
wicTtb abo geB'ATb MicaALiB) BUTPAT, WO nepeadayeHi
CTPYKTYpPOIO BCTAHOBMEHOr0 Tapudy Ha Nocayru posnoginy
NPUPOAHOrO rasy, Lo CTanacs 3 NPUYUH, HE3aneXHWX Big
cy6'ekTa rocnogaploBaHHs, AKLLO Lie NPU3BOAUTb 0 3MiHK
piBHA Tapudy Ha NOCayru po3nofiny NpUpoaHoro rasy binblue
HiX Ha 5 % Bif BCTAHOBMEHOIO PiBHA;

4) 3MiH Y YNHHOMY 3aKOHOAABCTBI YKpPaiHW, 30KpeMa B YaCTUHI
po3Mipy CTaBoK nofaTkis, 360piB, 060B'A3KOBMX NNaTEXIB.
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ANNEX 4: DRAFT CHANGES TO REGULATION OF THE NEURC NO. 528

YuHHa pepakuif Pepakuif 3i 3aMiHamu

4. BcTaHOBNEHHSA Tapudis 4. BCcTaHOBNEHHSA TapudiB

[...] [...]

4.4, Nepernag TapndiB MoXe NPOBOANTUCH 3@ 0BCTaBMH, LLO
BMN/IMBAOTb ab0 MOXYTb BI/IMHYTU HAa Pe3ynbTaTh AisNbHOCTI
niyeHsiaTa B nepiog Aii Tapnie, a came B TakMx BUNAAKaXx:

4.4, MNepernag Tapudis MoXe NPOBOANTUCH 3@ 06CTaBMH, LLO
BMN/IMBAIOTb ab0 MOXYTb BM/IMHYTU Ha Pe3ynbTaTu AiANbHOCTI
niyeHsiaTa B nepiog Aii Tapndie, a came B TakMx BUNAAKaXx:

1) 3miHa NpYEQHAHOro TeMI0BOro HaBaHTaXeHHA B PO3pisi
KaTeropin CnoXmBauvis nepesuLLye 5 % Big ypaxoBaHOro npu
BCTaHOBMEHHI fitounx Tapnie abo 3MiHa piBHA BTpAaT TEMI0BOI
eHeprii BignoBigHO 40O BCTAHOBMEHMX YNOBHOBaXEHUM OpPraHoM
meToaunk (NopsaaKiB);

2) 3MiHa B YCTaHOBNEHOMY MOPAAKY iHBECTULIAHOI NporpamMm
niyeHsiaTa, AKLO Le NPM3BOAUTb A0 3MiHM Tapudis binbLue HixX
Ha 2 % Bif yCTaHOBNEHOrO PiBHSA;

3) 3MiHa NPOTArom CTPOKY Aii TapniB BENNUYNHN OKPEMUX
BMTPAT, NOB'A3aHMX i3 NPOBaAMEHHAM NiLeH30BaHOT AifNbHOCTI
3 BUPOOHULTBA, TPAHCMOPTYBaHHA, NOCTaYaHHA TeNI0BOI
eHeprii, 3 MPUYKH, AKi He 3anexaTb Big NiueH3iaTa, 30kpema
36inbLueHHA abo 3MeHLLIeHHA nodaTKiB i 360piB, MiHIManbHOT
3ap0obiTHOI NNaTh, NPOXUTKOBOrO MiHIMyMy, BCTAHOBMEHOIO
N5 npaues3gaTHUX ocib, 3MiHM MiHiManbHMX 060B'A3KOBMX
rapaHTii B onnaTi npaui y cepi XUT10BO-KOMYHaNbHOro
rocrnogapcTBa B YacCTMHI (hopMyBaHHsA cTaBok (0knagis) Ans
pobiTHMKIB Ta NOCaAoBMX OKNaAiB KepiBHMKIB, NpodecioHanis,
chaxiBLiB Ta TeXHIYHUX CNyXOOBLIB, OpeHAHOT NnaTn Ta
amMopTu3aLiiH1X BigpaxyBaHb, BUTPAT Ha MOKPUTTA BTPAT
niyeHsiaTa, niaBuULLEHHA abo 3HMKEHHSA UiH | TapudiB Ha
nanMBHO-eHePreTUYHi Ta iHLWI MaTepianbHi pecypcu, 3MiHN
obcAry hiHaHCOBUX BUTPAT, CKNaLoBOI M1aHOBaHOro
npubyTKy, 3@ YMOBMU, LLIO CYMAPHO Lie NPU3BENO 40 3MiHK
TapudHMx BUTPAT Binblue HiX Ha 2 % Big yCTaHOB/IEHOro PiBHSA;

4) HeBUKOHAHHA abo BUKOHAHHSA He B MOBHOMY 06CA3i
niyeHsiaToM iHBECTULiAHOT NporpamMu y nonepegHix nepiogax
Ta/abo BiACYTHICTb CXBaNeHoi y BCTaHOBIEHOMY MOPSAKY
iHBECTULINHOT NpOorpaMm Ha NNaHOBaHWUA Nepioa, Lo €
niACTaBoto ANs BCTAHOBAEHHA (Mepernsagy) Tapudy LNSXOM
0ro 3MiHW y BiK 3MeHLLEeHHS;

1) HeBMKOHaHHA ab0 BUKOHAHHSA He B MOBHOMY 06CA3i
niueHsiaTom iHBECTULIMHOI NporpaMmn y nonepegHix nepiogax
Ta/abo BiACYTHICTb CXBaNeHoi y BCTAHOBIEHOMY MOPSAKY
iHBECTULINHOT NpOrpaMm Ha NNaHOBaHWUA Nepioa, LWo €
NiACTaBoO A/1A BCTAHOBMEHH:A (Nepernagy) Tapnady LWisxom
0ro 3MiHW Y BiK 3MEeHLLEHHS;
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YunHHa pepakuis Pepakuis 3i 3MiHamu

5) 3MiHa NpoTArom nepiogy, AKWA KpaTHUIA kKBapTany (Tpu,
WwicTb abo AeB'ATb MicALIB), LiHM Ha NaNIMBHO-eHEePreTUYHiI
pecypcu (30kpeMa NPUPOAHWUIA ras), AKLLO Le NPU3BOANUTL A0
3MiHM 3a@ranbHUX TapudHKUX BATPAT Binblue HiX Ha 2 % Big
ycTaHoBneHoro pieHA. HKPEKI 3a BnacHO iHiLiaTuBo 3
[OTPMMaHHAM BUMOT NopsAaKy NpoBeAeHHA BiGKPUTOro
06roBopeHHs Ta PernameHTy HauioHanbHOT KOMICil, Lo
30iICHIOE AepXaBHe perymtoBaHHA y cdepax eHepreTukmu Ta
KOMYHa/nbHWUX MNOCAYr, 3aTBEPAXXEHOro noctaHosoto HKPEKI
Big 06 rpyaHa 2016 poky N2 2133, MOXKe NPUIRHATK PiLLeHHSA
LLIOO BK/TIOYEHHSA A0 CTPYKTYpW TapudiB Ha BUPOOHMLTBO
Ta/abo TpaHCNOPTYBaHHA TeN0BOI eHeprii CKNagoBoi 3
KOpUryBaHHA BUTPAT (Aka MOXe MaTu Ak AOAATHE, Tak i
Bifl'EMHEe 3HaYeHHS), PO3Pax0oBaHOI 3 ypaxyBaHHAM PaKTUYHMX
Ta BpaxoBaHux (Mpu po3paxyHKy BUTPAT Ha NannBo) B Tapudax
LiH/TapndiB Ha NaNMBHO-EHEPreTUYHI pecypcu i PakTUUHKUX
06CAriB CNOXUTUX Y TaKOMY Mepiodi ManMBHO-eHepPreTUYHMX
pecypciB (30kpemMa NpMpoaHoro rasy). Y Bunagky Konm
niyeHsiaT BUKOHAB 3MiHy HapaxyBaHb CMOXMBa4aM BignoBigHO
[0 BMMOr nocTtaHoB KabiHeTy MiHicTpiB YkpaiHu, o
NiaTBEPAXYETLCA BiANOBIAHMMN PO3PAaXYHKOBMMM MaTepianamm
Ta NigTBEPAHMMN OOKYMEHTaM#, y TUX Nepiodax BignosigHe
KOPUryBaHHA BATPAT MO CTaTTAX BUTPAT, 3@ PaxyHoK Akux byno
npoBeAeHO 3MiHy HapaxyBaHb, He BiAbyBa€ETbCH;

6) AKLLO NPOTAroM CTPOKY il TapniB Ha TennoBy eHeprito, il 2) AKLLO NPOTAroM CTPOKY il TapniB Ha TeNnoBYy eHeprito, il
BMPOBHMUTBO, TPAHCMOPTYBAHHSA Ta NOCTa4yaHHA obcAr BUTpaT, BUPOOHULTBO, TPAHCMOPTYBAHHSA Ta NoCTavyaHHs obcsar BuTparT,
NoB'A3aHMX i3 NPOBaAXXEHHAM BiANOBIAHOI NiLleH30BaHOT NoB'A3aHMX i3 NPOBaXXEeHHAM BigNOBIAHOIT NiLleH30BaHOT
OiANbHOCTI, He 3MIHUBCSA, NiLeH3iaT MOXe 3BEPHYTUCA A0 iANbHOCTI, He 3MIHUBCSA, NiLeH3iaT MOXe 3BEPHYTUCA A0
HKPEKIT i3 3888010 L4040 BCTAHOBAEHHSA Ha HOBWUIA CTPOK HKPEKIT i3 368010 {040 BCTAHOBAEHHS Ha HOBWUIA CTPOK
Tapudis Ha TeNIoBY eHeprito, i BUpOOHMLTBO, TapudiB Ha TeN0BY eHeprito, i BUPOOHMLTBO,
TPAHCNOPTYBAHHA, MOCTa4YaHHA Ha PiBHI Aitounx Tapudis (3a TPAHCMNOPTYBaHHA, MOCTaYaHHA Ha PiBHI Aitlounx Tapudis (3a
HeobXigHOCTI 3INCHIOETLCA akTyanisauia CTPYKTypu TapudiB)  HeobXigHOCTI 3QINCHIOETLCA akTyanisauia CTPYKTypu Tapudis)
33 YMOBW NiATBEPAXEHHA €KOHOMIYHOI 0BrPYHTOBAHOCTI 33 YMOBW NiATBEPAXEHHA €KOHOMIYHOT 0BrPYHTOBAHOCTI Aitounx
aitoumnx Tapudis Ha TeNIOBY eHeprito, i BUPOOHMLTBO, TapudiB Ha TeN0BY eHeprito, i BUPOOHMLTBO,
TPAHCNOPTYBAHHA Ta MOCTAYaHHA, MOrOAKEHHSA OpraHy TPAHCMOPTYBAHHA Ta MOCTAYaHHSA, MOrOAKEHH:A OpraHy
MiCLIeBOrO CaMOBPSAAYBAHHS; MiCLIeBOrO CaMOBPSAAYBAHHS;

7) AKLLO NPOTArOM CTPOKY il BCTaHOBNEHUX TapudiB Ha 3) AKLLO NPOTAroM CTPOKY il BCTaHOBNEHUX TapudiB Ha
TENNoBy eHeprito, il BUPOOHMLUTBO, TPAHCMOPTYBAHHSA Ta TENNOBY eHeprito, il BUPOOHMUTBO, TPAHCMOPTYBAHHSA Ta
NOCTaYaHHA y CTPYKTypi Tapudis BigbyMca 3miHK 3a NOCTaYaHHA y CTPYKTypi Tapudis BigbynmMcsa 3mMiHN 38 OKpeMUMun
OKpeMUMU CTATTAMU BUTPAT, AKi He MPM3BOAATb 40 3MiHU CTaTTAMM BUTPAT, AKi He NPU3BOAATb A0 3MiHW 3aranbHol
3aranbHOI BEMYMHM Tapudy, NiLeHsiaT MoXe 34iRCHUTH BEIMYMHMN Tapudy, NiLeHsiaT MoXe 3AINCHUTY aKTyanisauito
aKTyanisauito CTPYKTypu Tapudis LLNAXOM Nepepo3noginy CTPYKTYpU TapuiB LLASXOM Nepepo3noginy BUTPAT MiX

BMTPAT MiXK OKPEMUMM CTATTAMM BUTPAT, 3a AKMMHK Bigbynucs OKpPEMMMU CTATTAMK BUTPAT, 3@ AKMMK Bigbymca 3miHn, Ta
3MiHM, Ta 3BepHyTMCA Ao HKPEKTI i3 3aABOIO Ta BignoBigHMMu 3BepHyTUCA 4o HKPEKIT i3 3asBOtO Ta BignoBigHMMU
po3paxyHKaMu Ha NNaHOBaHWUA NepioA 3 yciMa NigTBEPAHMMM | PO3paxyHKaMu Ha NIaHOBaHWUI nepiog 3 ycima nigTBepAHUMM i
06r'pyHTOBYIOUYMMM MaTepianamm LWO[O Nepernagy CTPyKTypu 06r'pyHTOBYIOUYMMM MaTepianamm LWO[o Nepernagy CTPyKTypu

TapudiB 3@ KATEropissMU CNOXMNBAYIB 6€3 3MiHW BETUYNHU Tapudis 3a KaTeropiaMmM CNoXmnBadis 6e3 3MiHN BENNYNHN
camux Tapudis; camux Tapudis;

8) BUKOPWUCTaHHA KOLUTIB He 3a LiNnbOBUM MPU3HAYEHHAM 4) BUKOPUCTAHHS KOLUTIB He 3a LinbOBUM MpH3HaYeHHsM Ta/abo
Ta/abo eKOHOMIsi KOLUTIB 3@ CTATTAMU BUTPAT; €KOHOMIsi KOLLITIB 3@ CTaTTAMM BUTPAT;

9) HafABHICTb NepexpecHoOro cybcuaitoBaHHA Mix BUgaMm 5) HasABHICTb NepexpecHoro cybcmaitoBaHHsA MixX BUAaMm1
rocnoAapcbKol AiANbHOCTI NileHsiaTa; roCcnofapcbKoi AiANbHOCTI NileHsiaTa;

10) HagaHHA niueHsiaTom oo HKPEKI HegocToBipHOT 6) HagaHHA nibeHsiatom 4o HKPEKI HegocToBipHOT iHhopmaLii
iHthopMaUii npy 06rpyHTYyBaHHI | po3paxyHkax Tapudis. npv obrpyHTYyBaHHI i po3paxyHkax Tapudis.

4.4, Nepernsapn Tapudis 060B'A3KOBO NOBUHEH NPOBOANTUCH
y Takux Bunagkax:
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1) 3MiHM NpoTAroM nepioay, AKWUA KpaTHMIA kKBapTany (Tpu,
wicTb abo AeB'ATb MicALiB) NPUEAHAHOIO TENOBOIO
HaBaHTaMEeHHs B PO3pi3i KaTeropiii cno)uBadiB nepeBuLLyeE 5
% Bif ypaxoBaHOro npu BCTaHOB/EHHI Aitoumx Tapudis abo
3MiHa piBHA BTPAT TeMN/10BOi eHepril BignoBigHO Ao
BCTAHOB/IEHUX YIOBHOBaXEHUM OPraHoOM MeToauk (nopAakis);

2) 3MiHM B YCTaHOBIEHOMY MOPAAKY iHBECTULiHOT nporpamMu
niyeHsiaTa, AKLWO Le NpM3BOAUTb A0 3MiHM TapudiB binbLue
HiX Ha 2 % Bif YCTaHOBNEHOIO PiBHSA;

3) 3MiHM NPOTAroOM CTPOKY Ail TapudiB BENMYMHU OKPEMUX
BUTPAT, NOB'A3@HUX i3 NPOBaAMEHHAM NiLeH30BaHOI
DiANbHOCTI 3 BUPOOHULTBA, TPAHCNOPTYBAHHA, MOCTAYaHHA
TennoBoi eHeprii, 3 MPUYUH, AKi He 3anexaTb Bif NniueHsiaTa,
30KpeMa 36inbLeHHs abo 3MeHLeHHA noaaTkis i 360piB.,
MiHiManbHoi 3apo6iTHOT NNaTK, NPOMUTKOBOrO MiHIMYMY,
BCTAHOB/MEHOr0 A4NA NpauesfaaTHUxX ocib, 3MiHWM MiHiManbHUX
060B'A3KOBUX rapaHTii B onnarti npaui y cdepi XuUTnoso-
KOMYHa/NbHOro rocnofapcTBa B YacTUHI (hOpMYyBaHHA CTaBOK
(oknagiB) gnA pobiTHUKIB Ta NOCaAAOBMX OKNafiB KepiBHUKIB,
npodecioHanis, chaxiByiB Ta TEXHIYHUX cnyX60BUiIB, OpeHAHOT
nnaTu Ta aMopTu3auiinHUX BigpaxyBaHb, BUTPAT Ha NOKPUTTA
BTPAT NilyeHsiata, nigBuLLeHHA abo 3HUMEHHS UiH i TapudiB Ha
nasiMBHO-eHepreTUYHi Ta iHLWi MaTepianbHi pecypcu, 3MiHu
o6cAry iHaHCOBMX BUTPAT, CK1agoBOT N/1aHOBAHOIO
npubyTKy, 3@ YMOBY, LLJO CYMApHO Lie Np13Besio A0 3MiHU
TapudHUX BUTpaT binbLue HiX Ha 2 % Big ycTaHOBNEHOrO
piBHSA;

4) 3MiHM NPOTAroMm nepioay, AKMIN KpaTHUA kBapTany (Tpu,
wicTtb abo aeB'ATb MicAUiB), LiHU HA NANUBHO-EHEPreTUYHI
pecypcu (3okpema NpUpoaHUIA ras), fKLLO Le NpuM3BOAUTb A0
3MiHM 3aranbHuX TapudHMX BUTPAT binbLue HiX Ha 2 % Big
ycTaHoBneHoro piBHA. HKPEKI 3a BnacHoto iHiuiaTusoto 3
OOTPUMaHHAM BUMor MNopsaaky NpoBeaeHHs BigKPUTOro
obrosopeHHs Ta PernameHty HauioHanbHOi Komicil, Lo
3AiACHIOE Aep)KaBHe peryoBaHHA y cdhepax eHepreTuky T1a
KOMYHanbHUX NOoCcnyr, 3aTtBepaxeHoro nocraHosoto HKPEKI
Big 06 rpyaHsa 2016 poky N2 2133, MOXe NPUAHATY PilLIeHHA
o0 BK/IOYEHHA A0 CTPYKTYpuY TapudiB Ha BUpobHULTBO
Ta/abo TpaHCMoOpTyBaHHSA TeNM0BOT eHeprii CKNagoBoi 3
KOPUryBaHHA BUTPAT (AKa MOXe MaTu Ak goaaTHe, Tak i
Bifi'€MHe 3HaYeHHA), PO3PaxXOBaHOI 3 ypaxyBaHHAM
haKTUYHUX Ta BpaxoBaHUX (Npu po3paxyHKy BUTPAT Ha
nanuBeo) B Tapudax LiH/TapuciB Ha NanUBHO-eHepPreTUYHi
pecypcu i hakTMuHMX 06CAriB CNOMUTMX Y TakOMY nepiopai
NnasiMBHO-eHepreTUYHMX pecypcis (30Kkpema NpUpoaHoOro
rasy). Y Bunagky Konu niyeHsiat BUKOHaB 3MiHy HapaxyBaHb
Cno)XuBa4am BignoBigHO 4O BUMOr NocTaHOB KabiHeTy
MiHicTpiB YKpaiHu, L0 nigTBepAXYETLCA BignoBigHUMM
po3paxyHKOBUMM MaTepianamu Ta nigTBepaAHMMHU
OOKYMeHTaMM, y TUX nepioax BignoBigHe KOPUryBaHHA
BWUTPAT MO CTATTAX BUTPAT, 3@ PaxyHoK fAkux 6yno npoBeaeHo
3MiHy HapaxyBaHb, He BigbyBaeTbcA.

[...] [..]
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ANNEX 5: ADDITIONAL INFORMATION TO SECTION 3.2.

Annex 5.1. Salary growth by region on the field of electricity, gas, supply and distribution and air conditioning?8>

35.7%
31.2%
26.7%
23.79 24.6% 0
v 21.0%  20.6% | 280% 19.1% Poltava
u Lviv
Kropyvnytskyi
2017 2018 2019

Annex 5.2. Historical normative consumption rates for consumers without gas metering devices, cm per person

Gas stove (L5
. . . without ~ StoVe
Period of | back 1 TR0 G GO e Gas stove with centralized centralized and a
acting Lo (2l e yp P hot water supply h gas
ot water
water
=ty heater
10.01.2014 Established by the Resolution of the CMU N2 409 of 6.00 9.00 18.00
- 06.08.2014, which amended Resolution N2619 of
05.05.2015 08.06.1996 (see the wording of 01.10.2014)
06.05.2015 Established by the Resolution of the CMU N2237 of April 3.00 4.50 9.00
- 29, 2015, which amended Resolution N2619 of June 8,
01.02.2016 1996 (see the wording of May 6, 2015). Repealed by the
Resolution of the CMU N2204 of March 23, 2016 and the
decision of the Supreme Administrative Court of Ukraine
(SACU)
01.02.2016 Established by the Resolution of the CMU N2316 of 4.40 7.10 14.00
- 27.04.2016, which amended Resolution N2203 of
18.08.2017 23.03.2016 (see the wording of 30.04.2016)
19.08.2017 Established by the Resolution of the CMU N2609 of 3.30 5.40 10.50
- 18.08.2017, which amended Resolution N2203 of
21.11.2018 23.03.2016 (see the wording of 19.08.2017).
Repealed by the Resolution of the Supreme Court on
November 27, 2018 in case N2 826/2507/18 of May 30,
2018.
27.11.2018 Resolution of the CMU N2619 of 08.06.2016 in the 9.80 18.30 23.60
- wording of 29.10.2002 based on the Resolution of the
07.02.2019 Supreme Court of 27.11.2018 in case 26 826/2507/18
of 30.05.2018 Repealed by the Resolution of the Cabinet
of Ministers N263 of 30.01 .2019
08.02.2019 Resolution of the CMU N263 of January 30, 2019. 3.29 5.39 10.49
- Repealed by Resolution of the Cabinet of Ministers of
03.07.2019 Ukraine N2143 of February 27, 2019.
After Resolution of the Cabinet of Ministers of February 27, 3.28 5.39 10.49

03.07.2019 2019 N°143

285 Regional statistics offices, EY calculations and analysis.
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Annex 5.3. Total accumulated debts to DSO for distribution services, UAH m?28¢
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Annex 5.4. Total accumulated debts of selected DSOs to counterparties, UAH ths28”

5204
557.8
-134.3
3103
390.8
296.3
144.4 171.7
876 ) 283.0
303.2
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286 pct of audit No. 232 dated 03 July 2019, page 67, Act of audit No. 362 dated 22 October 2019, page 77, Act of audit
No. 77 dated 03 July 2019, page 70, EY calculations and analysis.

287 Act of audit No. 232 dated 03 July 2019, page 66, Act of audit No. 362 dated 22 October 2019, page 75, Act of audit
No. 77 dated 03 July 2019, page 68, EY calculations and analysis.
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Annex 5 5. Planned and actual cost of gas in the structure of tariff for heat, UAH per Gcal?88
1,111
1,010 989
00 928 92 S s o0 9
791 803 833 768
745 gs7 720 718
2017 2018 2019 2017 2018 2017 2018 2017 2018
"Teploenergo' 'Poltavateploenergo’ 'Dniprovska CHPP' ‘Kharkivska CHPP'
Planned in tariff Actual
Annex 5.6. Support from local budget per company, UAH m?8°
482.8
93.6 134.0
““““““““““ 4.0 0.0 0.0 0.0 0.0
2017 2018 2019 2017 2018 2017 2018 2019
"Teploenergo' 'Poltavateploenergo' 'Dniprovska CHPP'

288 Act of audit No. 398 dated 17 December 2018, page 22-23, Act of audit No. 67 dated 28 February 2020, page 11-12, Act
of audit No. 384 dated 19 February 2019, page 14-15, Act of audit No. 70 dated 6 March 2019, page 12-13, 26-27, Act of
audit No. 72 dated 3 March 2019, page 13-14, Act of audit No. 104 dated 5 May 2018, page 11-12, EY calculations and

analysis.
289 Dnipro City administration, available at:

https://dniprorada.gov.ua/uk/Widgets/GetWidgetContent?url=/WebSolution2/wsGetTextPublicDocument?plD=116814&name

=3/30,

https://dniprorada.gov.ua/uk/Widgets/GetWidgetContent?url=/WebSolution2/wsGetTextPublicDocument?pID=171501&name

=2/42,

https://dniprorada.gov.ua/uk/Widgets/GetWidgetContent?url=/WebSolution2/wsGetTextPublicDocument?plD=242104&name

=2/54, NEURC.
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Annex 5.7. Use of grants from local budgets in 201 72%°

‘Teploenergo’

UAH 27.3 m,
Repair and
maintenance

UAH 6.6 m,
Project work

UAH 52.6 m,
Payroll

UAH 303.7 m
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‘Poltavateploenergo’

UAH 1245 m,
Natural gas

UAH 4.0 m,
Purchase of
fixed assets

UAH 4.0 m

UAH 92.7 m,
Electricity

Annex 5.8. Consumer debt dynamics by company, UAH m?°1

960 1,058

269 174 243

(1.056) (989)

373
318 mm 878

[ 663 (158)
548 (203

1,535
1,482

861

723 (1,345)

705
(1,691)

Jan-17 Used Paid Jan-18 Used Paid Jan-19

‘Poltavateploenergo’

Jan-17 Used Paid Jan-18 Used Paid Jan-19

‘Dniprovska CHPP'

Jan-17 Used Paid Jan-18 Used Paid Jan-19

‘Kharkivska CHPP-5'

290 Act of audit No. 398 dated 17 December 2018, page 27-29, Act of audit No. 67 dated 19 February 2019, page 34.

291 Act of audit No. 398 dated 17 December 2018, page 25, Act of audit No. 67 dated 28 February 2020, page 14-15, 21-22,
Act of audit No. 384 dated 19 February 2019, page 18, 25-26, Act of audit No. 70 dated 6 Mh 2019, page 18-19, 32, Act of
audit No. 72 dated 3 March 2019, page 21, Act of audit No. 104 dated 5 May 2018, page 19, EY calculations and analysis.

A member firm of Ernst & Young Global Limited

Page 140



Advisory services on the assurance of financial sustainability of the GTSO

Final report
Annexes
Building a better
working world
Annex 5.9. Debt for natural gas dynamics by company, UAH m?2%2
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‘Teploenergo’ ‘Poltavateploenergo’ ‘Dniprovska CHPP' ‘Kharkivska CHPP-5'

292 act of audit No. 398 dated 17 December 2018, page 25, Act of audit No. 67 dated 28 February 2020, page 14-15, 21-22,
Act of audit No. 384 dated 19 February 2019, page 18, 25-26, Act of audit No. 70 dated 6 March 2019, page 18-19, 32, Act

of audit No. 72 dated 3 March 2019, page 21, Act of audit No. 104 dated 5 May 2018, page 19.
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