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The return to regulated gas prices for households is a step backwards
in the market reform

Why did “tariff protests” happen?

The Ukrainian society has traditionally been sensitive to the issue of energy pricing. On the one
hand, there are evident reasons: the problem of energy poverty is Ukraine is quite high on the
agenda. According to a survey regularly held by the State Statistics Service, as of 2019, 21.8%
households were unable to maintain proper temperature in their housing?. In the first half of 2020,
17.2% of the total household expenses were spend on housing maintenance, water, electricity, gas
and other utility bills — the second-largest item after food and non-alcoholic beverages (46.2%)2.

On the other hand, the topic of tariffs/prices is frequently raised by mass media, and politicians
actively speculate on it. The low capacity of government institutions and the absence of a targeted
policy of empowering consumers in the energy market make it impossible to effectively address the
manipulations and inform the society about real ways of saving on utility bills, in particular, by
switching supplier and implementing energy efficiency measures.

In these conditions, in early 2021 the situation in the gas market caused a number of protests in
various regions of Ukraine3. This situation resulted from the confluence of several circumstances.
A seasonal growth of price offers from all gas suppliers took place in December 2020 — January
2021 in line with the dynamics at European hubs. The revised gas distribution tariffs went into
effect on January 1% as well, which can also be partially explained by the growing price of gas
purchased by DSOs for technical needs. In addition, the increased tariff was intended to cover
expenses of past periods for which insufficient revenues were received, as the distribution tariff
had not been revised for quite a while and did not reflect all the actual expenses of DSOs. The
decision of the Cabinet of Ministers to lift the reduced price for the first 100 kwWh of monthly
electricity consumption and to set the fixed price for households at 1.68 UAH/kWh?®, as well as the
rise of heat supply tariffs®, became additional factors.

Another factor is speculations by politicians. Public expectations of lowered prices for gas, heating
and other utility services have risen under the influence of certain officials and politicians,
particularly the President Volodymyr Zelenskyi’. It was supported by expectations of record high
reserves in storage facilities® and, in general, the consequences of market pricing and
competition®. The record-breaking decline of gas price in spring and summer 2020° caused by
pandemic-related restrictions and, as a consequence, by declining demand created a favorable
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background for the continued process of gas market liberalization. It also helped adopt the long-
needed decision to discontinue the public service obligations (PSO) for households: from August 1,
2020, prices became deregulated — with real incentives to switch supplier.

On the other hand, insufficient attention and time were devoted to the task of informing consumers
about these changes and creating conditions for intensification of competition, even though the
Antimonopoly Committee of Ukraine (AMCU) provided binding recommendations!! and other
stakeholders warned about the risks. That is why, when situation in the market gave way to the
seasonal price growth!? (which could be expected back when the market was liberalized) and
disappointed citizens rallied for “tariff protests”, the government decided to take a U turn in the
reform.

How did the government respond?

On January 11, 2021, the President initiated a conference having “tasked the government with
urgently resolving the issue of gas tariffs for households”!®. The same day, the head of government
held a conference with the Acting Energy Minister and the representatives of the NEURC,
Naftogaz and Gas TSO of Ukraine, with two approaches discussed. The first approach, proposed
by the Ministry of Energy, envisaged a tariffing formula “hub minus” (prices at European hubs less
the costs of transmission to the Ukrainian border) and simultaneous capping of a supplier margin.
The second approach, proposed by Naftogaz, suggested intensification of market competition
through mandatory publication of a fixed annual price by all gas supply companies.

Eventually, at the government's meeting of January 13, the Prime Minister Denys Shmyhal
announced the introduction, for the duration of quarantine or until the end of the heating season, of
a fixed gas price for households at 6.99 UAH per cubic meter’, and also, the audit of gas
distribution tariffs by the NEURC. According to mass media, this decision could have been
implemented by fixing the wholesale price at “hub minus” (the average value of November
forwards for 2021 at NCG) and capping the suppliers margin by 10%?°. Another version of this
document, which was temporarily published on the Ministry of Energy website, envisaged a simple
capping at 6.99 UAH/cm*6, The IMF expressed concern about these actions?’.

Finally, the Resolution No. 25 of the Cabinet of Ministers of January 18, 2021 has capped, starting
from February 1 and for the duration of quarantine but until March 31, 2021, the gas price at 6.99
UAH per cubic meter!®, At the same time, supply terms remained in effect, which means that
consumers can choose offers below the maximum price and switch a supplier. The contracts with a
fixed price below the maximum one remained in force!®. The Prime Minister Denys Shmyhal
assumed the restrictions can be lifted given positive market dynamics (decline of prices)®.

Separate focus was given to the issue of distribution tariffs feasibility, and as a result, the AMCU
launched an investigation into this issue?! and initiated the capping of these tariffs at 1.79 UAH per
cubic meter per month?2,
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Why price regulation may hamper the market

The price regulation regime has already existed in Ukraine in 2015-2020 in the form of public
service obligations (PSO) on Naftogaz and regional supply companies. It was regarded as a
temporary measure to protect households against a sharp rise of gas prices. However, a number
of factors adversely affecting the gas market in Ukraine became evident during the five years of
PSO regime, and these factors may appear again if the price regulation is restored.

First, it may “freeze” the market and preserve market domination of existing players (first of all,
supply companies of RGC group). According to the AMCU, in five months of the liberalized market
operation, only 3% of household consumers selected a new gas supplier?. With regulated prices,
consumers have no incentives to switch supplier, despite the simplified procedure. The price
capping initiative looks even stranger, given that - according to data of Gasoteka (a comparison
tool created by DiXi Group) - the lowest market price in January was exactly 6.99 UAH/cm, and
many suppliers were offering gas at 7.05-7.5 UAH/cm?4,

Second, players in the gas market — primarily, state-owned companies (Ukrgazvydobuvannia,
Naftogaz of Ukraine) — may sustain losses or at least not receive the expected profit, which UGV
could invest, for example, in increasing production on the promising onshore and offshore fields.
The difference between the market price and the regulated price may be substantial (especially
over time), thus causing losses to suppliers that will have to be compensated®. In late 2020,
Naftogaz was paid 32.2 bn UAH in compensation from the state budget for performing PSO in
2015-2019%.

Third, the difference between the prices for households and industrial consumers creates the risks
of corruption on part of suppliers. Various schemes were applied, whereby the gas intended for
sale to households at a regulated price was instead resold to industrial consumers at a market
price. That, it turn, caused losses to state-owned companies?’.

Fourth, regulation of prices at possibly below-market levels is less incentivizing for residential
consumers to implement energy efficiency measures. Harmonization of gas prices with market
level, even if gradual, helped to reduce consumption by households and district heating companies
from 19.2 bcm in 2016 to 15.4 bcm in 201928,

Fifth, along with the existence of targeted and monetized system of housing subsidies, the
introduction of regulated prices looks like duplication. Such interference cannot be considered a
replacement or supplement of the existing social assistance system. Moreover, in entire Europe
only three EU member states and Norway use general regulation of gas prices to protect
vulnerable consumers (as of 2019). Major support schemes include disconnection bans,
assistance in implementing energy efficiency measures, financial assistance with installing energy
efficient equipment, deferral of payments for energy?®. To help vulnerable consumers, EU member
states almost never use instruments of manual market regulation.

The Ukrainian government explains the introduction of manual regulation of gas prices by
economic consequences of the coronavirus pandemic; however, only part of the Ukrainian

22 https://www.facebook.com/andriy.gerus/posts/10222666864553958, https://www.nerc.gov.ua/?news=11121

23 https://amcu.gov.ua/news/shchodo-situaciyi-na-rinkah-prirodnogo-gazu

24 https://gasoteka.ua-energy.org/

25 According to Article 15 of the Law on Prices and Pricing, if regulated prices are set below economically justified levels,
the government must “compensate to business entities the difference between these amounts from the relevant
budgets”.
26https://www.naftogaz.com/www/3/nakweb.nsf/0/7FCE13CB0OD15EB05C2258646004A4DFB?0OpenDocument&year=20
20&month=12&nt=%D0%9D%D0%BE%D0%B2%D0%B8%D0%BD%D0%B8&

27 hitps://www.naftogaz.com/files/Information/170926 _Report re RSCs_v2-pdf ENG.pdf

28 Calculations based on data by Naftogaz of Ukraine (https://www.naftogaz-
europe.com/subcategory/ua/GasConsumption).

29 https://www.acer.europa.eu/Official documents/Acts _of the Agency/Publication/ACER%20Market%20Monitoring%20
Report%202019%20-%20Energy%20Retail%20and%20Consumer%20Protection%20Volume.pdf, p. 73
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population feels the loss of income. Therefore, defining the vulnerable categories of household
consumers and providing targeted assistance to these particular consumers would have been
more appropriate than the general lowering of prices for all consumers without exception.

What's next?

While fixing the gas price for households until March 31, 2021, the government should not ignore a
number of problems in the market to be solved in the coming months anyway. Otherwise, similar
crisis situations may occur again.

Given that, DiXi Group experts recommend:

Lawmakers: to launch transparent sales of SOEsS’ gas resources at commodity
exchanges (gas release program). Most of the gas consumed in Ukraine comes from
Ukrgazvydobuvannia resources. Presently, the exclusive “controller” of this resource is parent
company of UGV, Naftogaz of Ukraine NJSC, which potentially can take advantage of this
leverage to strengthen its market positions. The introduction of a regulatory obligation for
Ukrgazvydobuvannia to sell its production volumes at the commodity exchange would improve
the situation. Obligations of this kind are applied in the European practice: in November 2020,
the Energy Community Secretariat recommended Ukraine to launch a gas release program for
domestically produced gas®°.

Cabinet of Ministers of Ukraine (CMU), NEURC, National Securities and Stock Market
Commission: to speed up development of gas trading in the spot market with transparent
pricing of short-term products. The release of substantial gas volumes for trading would allow
Ukraine to create its own market index, making it a major benchmark. The use of Ukrainian
indications would substantially increase liquidity, promote market coupling with the European
ones, and have positive effect on pricing. The implementation of Regulation (EU)
No 1227/2011 on wholesale energy market integrity and transparency (REMIT) should also
promote formation of a healthy environment.

NEURC, AMCU: to ensure regular publication of market monitoring data - structural
indicators of competitiveness for the wholesale and retail segments, weighted average prices,
and markups. Actions in response to abuses, particularly to manipulations of suppliers and
excessive profit margins, must be taken constantly, based on the monitoring data.

NEURC, CMU: to increase requirements on unbundling in the retail market and to ensure
efficient control. One of the necessary steps is to ensure effective unbundling of suppliers
(gazzbut companies) from DSOs (oblgaz companies). The control over compliance programs
and actions of DSOs’ authorized representatives must cease to be a formality, and any
instances of abuse (in particular, obstructing the switch of supplier) must be addressed with an
adequate response. A more radical version (which, at the same time, should explain how to
engage new owners) may envisage the adoption of regulatory acts prohibiting DSOs from
being shareholders in supply companies (ownership unbundling).

NEURC: to disclose information about the condition of gas distribution networks and to
increase control over the use of tariff revenues. The energy regulator must oblige DSOs to
make information about the condition of networks public and disclose, in a convenient form,
information about the use of tariff revenues (primarily, on investment programs and installation
of gas metering). This information would make the process of calculating and setting the
distribution tariff more comprehensible and transparent, and help clarify a number of aspects of
the tariff's feasibility. The publication of information about the condition of networks would help
understand how high the distribution tariffs should be, and whether maintaining a distribution
network with declining consumption and excessive capacities is justifiable.

30 hitps://energy-community.org/news/Energy-Community-News/2020/11/26.html
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e |awmakers: to secure the rights of consumers and gas suppliers in the context of
access to information. There have been lengthy talks about opening of customer
databases, which would provide an incentive for suppliers to reach consumers with
commercial offers. Since this approach envisages access to personal data, consumers
themselves could provide consent to the access to their profile in such a data hub. On the other
hand, every consumer must have the guaranteed right to receive own personal data, in
particular EIC (Energy ldentification Code) required to switch supplier.

e CMU, NEURC: to set requirements concerning publication of commercial offers from
retail gas suppliers. These requirements (which are presently being discussed)®! include
mandatory availability of offers with fixed prices (contracts for a quarter, year, season, other
longer period). It is important that the regulatory authority makes sure all suppliers publish their
prices for the next billing period in advance. It is also important to create conditions in which
suppliers are obliged to publish their offers on the respective platforms (comparison tools).

e CMU (Ministry of Energy, Ministry of Social Policy): to develop and adopt the Procedure
of Protecting Vulnerable Consumers as required by Article 16 of the Gas Market Law. This
document must set clear criteria for vulnerable consumers, a procedure of registering and
monitoring them, controlling their eligibility for this category, and most importantly, support and
protection measures.

e CMU: to increase the funding of energy efficiency programs and ensure their availability
for the broader range of housing associations and building managers. It would be a much
better solution for dealing with energy poverty than price regulation. The EU member states
have the practice of price intervention in the gas sector, but the procedure of and reasons for
these decisions are clearly described, there is a clear action plan on lifting this policy in the
future, and it is clear when this part of regulation will be discontinued.

e CMU, NEURC, and other public authorities: to communicate changes in the energy
sector in general. It is important that changes in distribution tariffs are sufficiently justified and
communicated to all local authorities and communities. The overwhelming portion of
information about the gas market, which is presently being classified as “commercial
information”, must be opened. It is important to focus on informing the public about the
advantages and opportunities of the gas market, not to stop reforms because of certain public
discontent. Separate attention must be devoted to countering manipulative statements and
busting the myths being widely circulated in information space.
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