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Centre for Economic Strategy is an independent research center of state policy. The mission of
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PREFACE

The increase of products output and trade, as well as integration of the Ukrainian economy into global value
chains, is partly hampered by purely logistical factors: Ukraine's transport infrastructure limits volume of
transportation. As of 2019, the infrastructure component of the Logistics Performance Index (LPI, calculated
by the World Bank) is 2.22 with a European average of 3.24. Indirectly, the development of transport
infrastructure affects the integration of the Ukrainian economy into global economy, which is why the
additional indicator - the share of global value chains (GVC) in exports is only 5.7% according to the latest
data. In order to raise the Logistics Performance Index of Ukraine to the European level and reduce the
unproductive transport expences of companies, it is necessary to eliminate bottlenecks in the transportation
of goods and to increase the speed of transportation.

The contribution of transport to economy development is reflected in the network effects, which allows to
unite more economic agents, which exponentially increases business value and transport efficiency;
performance improvements — reduction of the expenses and time of transportation of passengers and goods,
which increases the contribution of transport to economic growth; reliability - improves efficiency and
reduces losses, decreasing economic slowdown; market size - access to broader markets contributes to
economies of scale of production, distribution and consumption, thereby increasing economic growth;
productivity — transport increases productivity by gaining access to a larger and more diversified base of input
resources such as raw materials, spare parts, energy and labor, as well as entering new markets for product
sales.

Along with the signing of the Association Agreement with the European Union, Ukraine faced the issue of
integration into the EU's unified transport space.

Common principles of functioning will be defined at the first stage of approximation of Ukrainian and
European markets. Subsequently, countries may decide to open markets. The experience of EU countries
proves that this process can take from 5 to 12 years and be quite politicized. Regardless of time of Ukraine's
full integration into the EU's unified transport space, it is worthwhile to analyze in advance what lessons
should be learned from EU countries to prepare for the market opening.

This study was conducted by the Centre of Economic Strategy in partnership with the Transport Section of
the Florentce School of Regulation (FSRTransport) and it is the final release of the project results.

The study identifies conditions (regulation, market organization, etc.) under which the effect of market

opening can be maximized. The study also sets the following tasks:

to summarize the EU's experience in liberalizing the railway market and to draw conclusions on the

formulation of appropriate policy for Ukraine;

to propose the ministry which is responsible for transport infrastructure a number of policy instruments that

will make the opening of the railway market the most beneficial for Ukraine;

to raise awareness of the market participants and government officials, politicians about the required

legislative initiatives.

This study doesn’t aim for a detailed analysis of the financial condition and operating activities of
Ukrzaliznytsia, however, in the context of the preconditions for the railway market opening, it is an important
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factor, which is taken into account in the analysis. Also we have left the issue of attracting private investors
to the equity of future state-owned railway companies beyond the framework of the study.

The study was conducted as a part of the Joint Research Project in the Area of Public Policy with the Goal of
Establishing Partnership with the EU Analytical Center, supported by the International Renaissance
Foundation in partnership with the Open Society Initiative (OSIFE) and funded by the Swedish Embassy in
Ukraine.
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SUMMARY

Liberalization of railway transportation in Ukraine will be implemented according to the European model of
railway restructuring. In accordance with the Association Agreement with the European Union, Ukraine has
undertaken the responsibility to open the railway transportation market on the principle of vertical
separation of the railway monopoly and to give private operators open access to the railway infrastructure.!

This implies a transition to common principles for the functioning of the railway transportation market,
including the availability of independent:

e railway infrastructure operator, who will be responsible for the quality of the rail network and the track
capacity (ie the number of trains that can run the tracks);

e introduction of competition into the market of rail freight and passenger transportation;

e Railway Regulator, which will approve the tariff for access to the infrastructure, ensure equal access to it
for all railway operators;

e Railway Safety Authority, which will determine the requirements for the carriers, check their compliance
and issue licenses for the carriage.

If the expected opening of the rail transportation market is carried out without well-planned systematic
measures, there are risks to the uninterrupted transport logistics for the Ukrainian economy. Therefore, we
have drawn the following conclusions based on the research and experience of European countries:

e Prior to opening of the rail transportation market, the Government must take steps to ensure
that the financing of the future infrastructure operator is sufficient to maintain the railway
network of Ukraine in working order.

European rules foresee low charges for access to infrastructure. Railway companies don’t cover the full cost
of the infrastructure, only the direct costs and in some cases a mark-up if the market can bear the cost -
national governments fund most of the cost of maintenance and construction of railway network. Payments
from railway companies are only one of several sources of financing for the infrastructure operator in the EU.

Instead, in Ukraine, most of the infrastructure maintenance costs are covered by freight operators.The state
funds are very limited. Actually, access charges, according to the survey, are expected to be 2-5 times higher
than the current one.

Therefore, it is not enough for Ukraine to copy the tariff setting mechanism foreseen in the European
directives, as it will only mean the cover of direct expenses by the carriers. It should be clearly stated in the

legislation which part of the railway infrastructure and to what extent can be financed from the state budget.

'There are different approaches to restructuring of railway sector in the world that relate to a set of factors such as market structure,
regulation, and type of ownership. Among the most conventional approaches to railway management, there are two: the European
model, which involves separation of the functions of infrastructure and railway operator while maintaining the state-owned
infrastructure operator, and the American model, which, unlike the European one, is built on the basis of vertical integration when the
functions of infrastructure operator and the carrier is operated by the same (including private) companies. The purpose of this study is
not to compare the advantages of the US or European model, but the main task is to study the experience of European countries in the
implementation of the transport section of the Association Agreement between Ukraine and the European Union.

6 Liberalization of the railway market in Ukraine. Lessons learned from the EU countries



The government should revise the transport strategy to determine what transport network Ukraine needs and
from which sources to finance it. It should be taken into account that part of the international transport
corridors passing through Ukraine can be co-financed by the European Commission, and part of the network
is already commercial and profitable today. However, it is necessary to determine whether the residual railway
network needs development, reduction, concession and what ammount of public funding is possible for
maintaining this network.

After the revision of the transport strategy, the mechanism of performance contract between the
infrastructure operator and the Ministry of Finance, with the participation of the Ministry of Infrastructure,
which must include financing criteria based on agreed transport strategy, should be processed.

The experience of the European countries shows that without the state support, Ukraine's railway
infrastructure and transportation volumes will decline. This raises the question - how to organize effective
financing? Therefore, it is important to answer the key questions: the prime cost of infrastructure usage and
the need of the current branched network for the economy.

Therefore, the Government should consolidate the process of determining the amount of investment in
railway infrastructure, modernization and financing principles for maintaining the network in working
condition so that it would be interesting to private operators who might operate in the future and compete
with automobile transportation. This is what happened in the EU countries, when transparent and binding
railway regulation required states to conclude long-term contracts with an infrastructure operator to fund a
basic service package. This is a prerequisite for opening the railway transportation market.

o Ukrzaliznytsia must ensure a clear separation of accounting (and business activities) of
infrastructure management from other services - passenger and freight transportation, as well as
independent management of each company.

Accounting separation is an absolute priority for UZ in order to determine both the costs and revenue
generated by infrastructure, freight and passenger traffic activities.

The separation will allow (i) to clearly identify the amount of investment needed to modernize the
infrastructure; (ii) to quantify the existing cross-subsidies from profitable activities (mostly around freight
transportation) to non-profitable activities (mostly passengfer services); and (iii) to identify the fundng
necessary to provide social passenger services.

Liberalization of the transportation market can be carried out only after separation. In this case, all
participants will have equal conditions for freight transportation operators, which will ensure a non-

discriminatory tariff for access to infrastructure.

In addition, this kind of financial transparency will form the basis for further development of government
policy of financing the railway sector.

¢ According to the strategy of state-owned companies demonopolisation, the Government should
make a decision about the form of separation of Ukrzaliznytsia into vertically integrated holding
with separate subsidiaries (infrastructure and transportation operators) or apply the model of
full separation of infrastructure and transportation operators.

The strategy of Ukrzaliznytsia supposes that the company will operate in the form of a vertically integrated
holding after the reorganization. One of Ukrzaliznytsia's subsidiaries will remain the sole railway

~
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infrastructure operator within this holding, and other subsidiaries will compete with the private freight and
passenger carriers.

In practice, the introduction of restructuring differed depending on the EU country: some of them shared both
functions and ownership between the infrastructure operator and the transport operator (eg Sweden, the
United Kingdom, Spain and the Netherlands); in other cases, the restructuring model meant that the
infrastructure operator and the individual carriers were part of one holding with internal rules of division and
access to the infrastructure of private operators in accordance with EU requirements and on a non-
discriminatory basis (eg Germany).

o Before market opening, transportation tariffs must be reviewed and a methodology for
calculating the access to infrastructure charges should be prepared. The infrastructure access
chsrges should at least cover the direct costs of the infrastructure operator.

The procedure of calculating the access charges can be as follows: UZ as an infrastructure manager determines
the cost of using the infrastructure and includes these calculations to so-called network statement. This
document must be published annually. Due to the potential conflict of interest of Ukrzaliznytsia as
infrastructure manager and transport operator, market participants must have the right to object to the
National Tariff Commission. So the final word is for the Commission, the initial calculations are after the

infrastructure operator.

In doing so, it is necessary to define the rules for the network statement and access chargtes transparently.
Including definition of benchmarks that can be used as a basis for the revision of the charges.

Undoubtedly, the issue of establishing a reasonable charge (not too low and not too high) will require careful
preparation and mediation in the railway transportation market.

The access charges revision must be done annually. Therefore, access charges can be adjusted depending on
the volume of demand for railway transportation services?. The infrastructure access charges will become the
basis for determining the final cost of the transportation service. The EU experience shows - if you try to cover
all the infrastructure expenses - the retail price will rise rapidly and most freight will move from railway to
motor vehicle transport. Therefore, most EU countries keep the tariff at a level that allows them to compete

with motor vehicle transport>.

In case of the EU, the transportation of passengers and the financing of infrastructure operators lie largely on
state budgets rather than infrastructure access fees. If the infrastructure operator doesn’t have funding from
the state budget or from raising tariffs for passengers, maintenance and reconstruction of the infrastructure
will require higher access charges, which will mean a higher charges than the Western European countries

have.

“The tariffs must be as high as the market can accept, taking into account the prices charged by potential competitors. Tariffs have at
least the lowest level of variable expances for the specific freight transportation over the expected distance under the conditions of
state co-financing or other sources of resources, or cover all variable and fixed expances, including investment, in the absence of any
other sources of infrastructure co-financing, except for the tariff charges.

%it means the principle of competitive position of the railway with relation to other types of transport. Shippers of iron ore, coal, etc.
have a low elasticity of demand for logistics, so the cost of transportation can be set reasonably higher than for those classes of freight
that have alternative types of transport. The situation is reversed in Ukraine today.

8 Liberalization of the railway market in Ukraine. Lessons learned from the EU countries



e Prior to the market opening Government should take measures to abolish cross-subsidization of
passenger transportation by freight transportation and, therefore, to consider following: (i) a
mechanism for financing passenger services, (ii) to separate passenger service into commercial
and socially important one and to deregulate tariffs for the first category.

Passenger transportation services (the so-called open access regime), typically long-distance connections
between regional centers of Ukraine, may have sufficient demand to cover all the expenses of passenger
transportation.

At the same time, it is necessary to determine which passenger transportations will be socially important with
a regulated price of transportation, which will be compensated to carriers from the state and local budgets
(the so-called service Public Service Obligation -PSO). For the most part compensations will cover
interregional and suburban transportation. This socially important transportation service should go under
the contract with the customers of transportation and refunding the difference between the regulated ticket
cost and the estimated cost of transportations*.

Separation of commercial passenger transportation and socially important transportation and introduction
of the hereinabove mechanisms is a critical prerequisite for liberalization of the railway transportation
market, as after the cessation of cross-subsidization of passenger transportation by freight transportation,
and cross-subsidization of non-commercial directions by comercial passenger transportation — there must be
an alternative source of funding, such as a contract between, say, the Government and passenger
transportation operator.

e It is necessary to create National Railway Regulatory Commission and to pass tariff regulations
to it from the Ministry of Infrastructure of Ukraine, as well as railway transport safety authority,
which will determine the requirements for the carriers, check their compliance and issue licenses
for transportations.

The key issues when creating regulators: order for appointing members, order for selecting the chairman,
financing mechanism, internal procedures of the regulator, ensuring independence of the regulator from the
state and market participants (minimize the risk of "capture of the regulator").

It is necessary to create National Commission responsible for tariffs first, and also to adopt implementing
regulations and methods for calculating tariffs in order to open access to infrastructure. A situation when the
infrastructure operator will independently adjust the tariff and give preferences to individual freight

operators or a state holding operator must be avoided.

The National Railway Regulatory Commission must impartialy evaluate the initiatives of the infrastructure
operator on formular determination of the tariff and its automatic revision, including maintaining the

competitiveness of the railway for goods that may be transported by motor vehicle or river transport.

“the passenger transport operator(s) must be determined through a tender at websites like ProZorro. At the same time, it is important
to clarify some important details in the legal framework - such as maximum time and mechanism of compensation reimbursement;
what is the mechanism for tickets pricing, control over the services provided, etc. Without clarifying the details, potential private
investors will find it difficult to evaluate the investment project for passenger transportation today.

Liberalization of the railway market in Ukraine. Lessons learned from the EU countries 9



1. WHY THE REFORM OF RAILWAYS IN UKRAINE IS
NEEDED?

Ukraine has a long history of announced plans for railway restructuring. This year, the state targeted railway
reform program adopted in 2009 is coming to an end. It was fulfiled only in the part of Ukrzaliznytsia
corporatization. The longstanding status quo leads to underfunding of railway infrastructure, investment
restriction to upgrade traction and rolling stock, and the unresolved issue of financing passenger
transportation.

Since the 2000s, the volume of railway transportation in Ukraine has been gradually declining. If in the early
2000s the volume of freight transportation by railway was more than 70%, then in 2017-2018 there were
transported about 56% of freight and 28% of passengers by Ukrainian railway. In total, 339.5 million tonnes
of freights were transported by railway during 2017, including about 116 million tons for export. Without a
major reorganization, the loss of the market share by railway will continue, which will be a result of °:

e overregulated pricing policy by an approved government regulated tariffs
e deterioration of Ukrzaliznytsia main assets, rolling stock and large-scale infrastructure;
e significant state investment in highways® with absent limited railway funding;

e goods which are easier to transport by road have higher coefficient classes for determining the railway
tariff.

Separate attention should be paid to the unstable financial situation of Ukrzaliznytsia in 2014-2016 and
limited investment opportunities from operating income. During 2014-2016, Ukrzaliznytsia's losses were
about UAH 39.7 billion’, a record low level of investment - 2.4% per year relative to the assets of the company
(with an annual deficit of about UAH 20 billion). In 2015, Ukrzaliznytsia announced default on $500 million
of Eurobonds and, together with state debt and other quasi-sovereigns, restructured the bonds. UZ's total
debt portfolio is about $1.4 billion.

Second limitation in UZ investing is the cross-subsidization of passenger transportation by profit from freight
transportation. Freight transportation tariffs cover operating expenses for their realization, as well as
additional losses from freight transportation of UAH 8-10 billion annually. The key problem in passenger
transportation area is suburban transportation, which is discussed in more detail in section 1.1.2.

Third limitation is the lack of state support for railway transportation. In the absence of a proper level of
transparency and progress in the reorganization of the business activities of the UZ, the Government doesn’t
allocate the necessary funding because of the risks of inefficient use, both in the area of passenger

transportation and the railway network.

Introduction of the European model of railway transportation and government support will remove the
limitations mentioned above. We will analyze that in detail in Sections 2 and 3.

*Twinning Project - Support for the implementation of the EU Railways Transport Model in Ukraine

“In a draft of state budget for 2020 set a record-breaking nearly 75 billion UAH for the restoration of highways
https://www.unn.com.ua/ru/news/1824692-byudzhet-2020-peredbachaye-rekordni-vidatki-na-dorogi-krikliy

In 2014, UZ losses were to UAH 16.8 billion, in 2015 - UAH 15.4 billion, in 2016 - UAH 7.3 billion.
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Therefore, in the field of railway transport, Ukraine must fulfill its dual homework task - to make the
transportation market competitive and change the principles of Ukrzaliznytsia's management as the future
sole infrastructure operator and competitive passanger and freight carrier.

Let’s analyze the current condition of Ukrzaliznytsia’s management in more detail. We analyze targeted
European governance model after market opening in Section 2.

It should be noted that UZ has not yet made the transition from a regional organization of work to business
verticals. Historically, Ukrzaliznytsia's regional branches were created on the basis of state-owned enterprises
and many management functions are duplicated by branches and headquarters, and important processes are
decentralized (eg accounting is done separately at the level of services and separate structural units). Main
interaction with customers and suppliers occurs at the same regional level.

However, the UZ balance contains a significant amount of non-core assets, corporate rights or activities that
require additional effort and maintenance expenses. In our view, Ukrzaliznytsia must focus on its core
business and non-core assets must be partially or fully privatized or put into concession, as it was done in
Poland (more on this in Section 2).

JSC “Ukrzaliznytsia” was founded in 2014, the actual registration took place on October 21, 2015. Until now,
Ukrzaliznytsia has combined the functions of a railway carrier and a railway administration and consisted of
6 separate regional state-owned enterprises. Since 2015, JSC "Ukrzaliznytsia" provides passenger and freight
transportation services, and the state policy and regulation of the railway is carried out by the Ministry of
Infrastructure of Ukraine. The company consists of 28 branches, 6 regional branches and 2 representative
offices. The sole shareholder of the company is the Cabinet of Ministers of Ukraine.

The corporatizaton of JSC “Ukrzaliznytsia” is connected to several factors: first, with the change of principles
of management of state-owned enterprises in Ukraine, and secondly, with the obligation of Ukraine regarding
the organization of railway transport within the framework of the Association Agreement is the European
Union. In accordance with the commitments made by 2023, Ukraine must bring into compliance with the
requirements of EU directives the principles of organization and regulation of railway transport, including
liberalization of access to market and infrastructure, separation of track capacity of railway infrastructure,
collection of charges for its use, etc. In practice, this means that the railway transport infrastructure operator
and the railway transportation operator(s) should be separated from the structure of JSC “Ukrzaliznytsia”. In

doing so, the infrastructure operator must be independent from any railway operator.

In its organizational structure JSC “Ukrzaliznytsia” has a wide list of assets (main assets). In particular, these
assets include rolling stock, tracks, enterprises of the sphere of passenger transportation, freight
transportation, as well as a number of enterprises of industry (production), construction, educational, science

and health care institutions (see Table 1).

For now, it is difficult to determine the affiliation of individual companies/branches with a particular area of
activity of Ukrzaliznytsia because they provide several types of services:

Liberalization of the railway market in Ukraine. Lessons learned from the EU countries 11



e UZ’s regional branches simultaneously provide transportation, maintenance/construction of
infrastructure, operation and transportation organization services within the separated territories where
they are represented,;

e eighteen UZ’s branches provide transportation and warehousing services, communication services,
production and supply of materials, security, research and development.

There are also facilities that provide a wide range of services and do not focus on one area of activity in
Ukrzaliznytsia’s structure. For example, it is a paramilitary security, a central communications station, or a

service provision center.

Therefore, when dividing Ukrzaliznytsia assets between individual companies (passenger transportation,
freight transportation, infrastructure operator), each of them will have to decide to what extent they need
these services and conclude contracts with communication service providers, security providers, etc.

Table 1. Enterprises within the scope of Ukrzaliznytsia management

Passanger Freight Auxiliary activities 1° All other segments!!
transportation®  transportation °

Affiliation

Enterprizes of Southwest Railway Regional Branch
JsC Southern Railway Regional Branch
Ukrzaliznytsia

Lviv Railway Regional Branch

Donetsk Railway Regional Branch
Prydniprovska Railway Regional Branch
Odessa Regional Railway Branch

“Ukrainian Center for Track
Services Mechanization” Branch
“Center for repair and operation
of track machines” Branch
“Railway Infrastructure
Diagnostic Center” Branch
“Center for Construction and
Operation of Buildings and
Structures” Branch
“Kremenchuk Plant of Concrete
Railroads Crossties” Branch
“Starokostiantyniv Plant of
Concrete Railroads Crossties”

Branch

“Popasna Car-Repair Plant”
Branch

“Darnytsia Car-Repair Plant”
Branch

“Stryi Car-Repair Plant”
Branch

“Panyutin Car-Repair” Branch

“Transportation Logistics
Center” Branch

8The main assets of this area include rolling stock.

°The main assets include rolling stock.

0The main assets of this area include machinery, equipment, materials for construction, reconstruction and modernization of

infrastructure, tracks, equipment.

'The main assets of this area include machinery, equipment and materials for rolling stock repair and maintenance.
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Affiliation

Auxiliary activities 1°

Passanger
transportation®

Freight
transportation °

“Ukrainian Refrigerator Car
Railway Speed Company Branch
Company” Branch

Branch “CTS Lisky” Branch
“Passenger

Company”

Branch

All other segments!

“Production Support Center” Branch

Vinnitsatransprylad Branch

“Central Communications Station” Branch
“Donbasshlyashpostach” Branch

“Main Information and Computing Center” Branch

"Unified calculating center of railway transportation” Branch

“Railway Transport Project-Research Institute” Branch

“Railway Transport Scientific-Research and Design-Engineering Institute” Branch

“Departmental Paramilitary Guard” Branch

“Energy Sales” Branch

“Energoremtrans” Branch

“Center for Professional Development of Personnel” Branch

“Project and Engineering Bureau of Information Technology” Branch
“Center for Industrial Management” Branch

“Service Provision Center” Branch

“Healthcare Center” Branch

Corporate rights
management

PJSC Gnivan Plant of
Rreinforced Concrete (100%)

JSC Korosten Plant of Concrete
Railroad Crossties (100%)

PJSC “Dnepropetrovsk
Locomotive Repair Plant”
(100%)

PJSC “Zaporizhzhya Electric
Locomotive Repair Plant”
(100%)

PJSC “Lviv Locomotive Repair
Plant” (100%)

PJSC “Kyiv Electric
Locomotive Repair Plant
named after January Uprising
of 1918 ”(100%)

PJSC “Kyiv Electrotechnical
Plant “Transignal”(100%)

PC Leasing Company “Ukrtransleasing” (47,67%)
PJSC “International transport company “Ukrzovnishtrans” (25,1%)
PJSC Insurance Company “Inter-Polis” (8.16%)

1.1.2. Passenger transportation of JSC “Ukrzaliznytsia”

Eight branches of JSC Ukrzaliznytsia provide passenger transportation services: six regional branches, the

“Ukrainian Railway Speed Company” branch and the “Passenger Company” branch (see Table 1.)

Liberalization of the railway market in Ukraine. Lessons learned from the EU countries
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In 2017, up to 10% of annual UZ revenues were generated by passenger transportation. At the same time,
according to the UZ reports, this type of transportation is not cost-effective and is cross-subsidized'? by
freight transportation (see Chart 1 below).

Current legislation of Ukraine stipulates that the state must compensate companies for the cost of
transportation of welfare beneficiares'3. According to the reports of JSC “UZ” such amount should be up to
90% of the cost of passenger transportation during the last three years. In fact, in our estimation, the state
compensates no more than for 10% of benefits.

Chart 1. Income and expenses of freight and passenger transportation, 2014-2017 UAH billion

60
40 B Income from freight
transportation
20 mE rom frei
xpenses from freight
transportation
. l I I Income from passenger
transportation
-20 P
W Expenses for passenger

o

-40 transportation

-60
2014 2015 2016 2017

Source: JSC “Ukrzaliznytsia”

For suburban transportation, local authorities (at the level of urban-type settlements, districts and cities)
have to compensate Ukrzaliznytsia for the loss of welfare beneficiares transportation. Until 2016, this
compensation was paid within the framework of the state targeted subvention to local budgets. As no such
subsidy is currently granted, a conflict has arisen: the local authority of the settlement is not obliged to
compensate for state benefits, especially to citizens who are registered in other settlements, and JSC
"Ukrzaliznytsia" doesn’t keep records of passenger registration data and can’t refuse them in granting
benefits. The issue of benefits compensation remains unsettled, and UZ bears losses from passenger
transportation.

1.1.3. Freight transportation and auxiliary activities of JSC “Ukrzaliznytsia”

Nine Ukrzaliznytsia’s branches provide freight transportation services: six regional branches, Refrigerator Car

Company branch, Ukrspetsvagon branch and TSC “Liski” branch (see Table 1 above).

2During 2017-2018, the annual operating loss from passenger transportation was from UAH 5 to 8 billion. This amount, as we have
already noted, was compensared by the profits of JSC UZ from freight transportations.

Bhttp://zakon2.rada.gov.ua/laws/show/1359-2009-%D0%BF
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Freight transportation is profitable and generated 80-83% of JSC UZ revenue during 2014-2017. As can be
seen in Chart 1 above, in 2014-2015, operating revenues from UZ JSC freight transportation were low.
However, in 2016-2017 it generated 15 and 18 billion UAH of operating income from freight of JSC UZ,
respectively.

Eight Ukrzaliznytsia branches provide transport and forwarding services, rail repair, maintenance and
operating services (see Table 1 above).

However, the deterioration level of main assets and the average age of inventory freight cars is at a critical
level for the functioning of the company (Charts 2 and 3).

Chart 2. Depreciation level of main assets, 2014, %
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Chart 3. Quantity and average age of UZ’s inventory freight cars, 2017

50

4

3

2 H average age, years

1

W quantity, thousands of
. . units
0 —_

o

o o o

o

ars

open ¢
railway tank-cars
covered cars
platform cars
refrigerators

Source: State Statistics Committee of Ukraine

1.1.4. Corporate Rights Management of JSC Ukrzaliznytsia

In addition to its branches, Ukrzaliznytsia also manages the shares of ten companies (see Table 1). These
PJSCs include major suppliers of equipment and services for UZ.

This worsens both the position of Ukrzaliznytsia - as the company loses the opportunity to obtain higher
quality products from other enterprises, as well as condition of enterprises - as they are at the monopsonic
market of the railway monopolist and do not enter other markets. For example, when tenders for the purchase
of freight cars were advertised, their own enterprises produced cars at a price below the market and lower
technological level, while the main car-building plants didn’t appear in the tender at all, stating that the
threshold price was lowered by the customer.

The fact that the companies are affiliated has certain risks for the UZ:

e lack of competition allows enterprises to use an outdated material and technical base;

lack of competition during procurement can lead to poor quality of order fulfillment;

financial dependence on the parent company;

cross-subsidization from freight transportation profits.
1.1.5. Distribution of rolling stock between UZ and private owners

Unstable economic development and seasonality of transportation pose risks of demand for rolling stock (cars
and locomotives) and require more flexibility in managing main assets by JSC UZ and private owners.

Besides JSC UZ, there are other operators in the market of railway transportation:

e PJSC “Kyiv-Dniprovske Inter-industry Enterprise of Industrial Railway Transport” (hereinafter PJSC
“Kyiv-Dniprovske IEIRT”), 100% of the shares of which belong to the Ministry of Infrastructure of
Ukraine, delivers goods by approach lines from the locations of freight owners (64 railway stations) to
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public mainlines. There are 972.8 km of railway tracks, 168 locomotives and 443 freight cars on the
company's balance sheet;!

e other private operators (freight owners and forwarding companies), which own rolling stock, provide
services of repair of cars, wheelsets and other technical means, forwarding services in transportation by

rail.

According to the Main Information and Analytical Center15 as of early September 2018, there were up to
75,000 private cars and 70-100 (shunting) locomotives in Ukraine (more details - Table 2).

Table 2. Structure of rolling stock of JSC "UZ" and private operators

Rolling stock owned by:

JSC “UZ” (as of 31.12.2017) private operators (as of 01.09.2018)

Freight cars, thousand of units 104.1 75.3
including:
- open cars, thousand of units 47.9 46.0
- railway-tank cars, thousand of 8.8 10.5

units
- covered, thousand of units 5.9 0.8
Locomotives, units 3,624 70-100

Source: Ukrainian Logistics Association, JSC "UZ"

1.2. ANALYSIS OF THE RAILWAY FREIGHT TRANSPORTATION MARKET
IN UKRAINE

Analysis of the railway freight transportation market is important for understanding the volume of freight
transportation by type of traffic and the types of freight that will need to be transported by rail in the future.
We assume that the commodity nomenclature of freight transportation will remain unchanged in the coming

years.

1.2.1. Main freights are produce of agricultural and mining and metals production
complexes

Commodity nomenclature of railway transportation reflects structural changes in Ukraine's economy (Chart
4). Since 2007, transportation of grain and products of grinding has increased the most - by 4.7 times, and
coal — by 1.7 times. Transportation of ferrous metals and their scrap, cement, chemical products and building
materials decreased in about 2 times. Qil transportation fell the most - by 80%.

“http://mppzt.com.ua /
https://logisticsmanagement.files.wordpress.com/2018/09/d0b3d196d0b0d186_e284961_d0b2d0b5d180d0b5d181d0b5d0bdd18c_2018
_.pdf
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Chart 4. Commodity nomenclature and volumes of railway transportation in Ukraine, million tonne-
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As the average distance of railway freight transportation is more than 500 km (565 km in 2017), this type of
transport remains oriented toward foreign markets (exports and imports). As can be seen from Chart 5 below,
the volumes of export and import of railway freight varied from 81.6 to 111.7 million tons per year in 2006-
2016:

e Volumes of export and import by railways were 81.6 million tonnes a year (or 57% of railway
transportation) in 2009. The growth rates of import and export declined during this period (in the context

of the economic crisis);

e  Export /import traffic reached 111.7 million tonnes a year (or 65% of railway transportation) in 2012.

During 2006-2016, volumes of transit railway traffic gradually declined. For the first time, transit volumes fell
in 2009 and then continued to decline again in 2012. This trend can be explained by the global financial and
economic crisis, as well as by the fact that the share of Russian goods in Ukraine's railway transit remained
high by 2012. With the entry into force of the Customs Union between the Russian Federation, Kazakhstan
and Belarus, as well as with the worsening of relations between Ukraine and the Russian Federation, part of
the Russian transit was re-oriented to alternative routes (the northern Asia-Europe railway corridor).

As we can see from Chart 5 below, domestic transportation is a steady-state value. On the other hand, external
freight transportation accounts for about 10% in 2017. Import have also not shown dynamic change over the
last 12 years, transit declined from 30% in 2008 to 12% in 2016. Export of Ukrainian goods - grains, fertilizers,
ferrous metals - makes up the most significant but at the same time the most volatile part of transportation

by railway.!®

l%http://mfa.gov.ua/ua/press-center/news/61431-ministr-pavlo-klimkin-pidpisav-z-jes-vzajemrozuminnya-visokogo-rivnya-pro-
poshirennya-indikativnih-kart-ten-t-na-ukrajinu
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Chart 5. Structure of UZ freight transportation, 2006-2016, million tonne-kilometre
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In general, the volume of rail transportation in Ukraine depends on real GDP and industrial growth indicators
(see Chart 6 below). However, this dependency was steady in 2011-2015, for the past three years, so it has
some limitations for long-term planning.

Chart 6. Real GDP, industrial production and railway transportation, 2011-2018
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1.2.2. Growth forecast of freight transportation in Ukraine - from 1.3% to 3.3% annually

According to Ukrzaliznytsia’s assessment!” freight transportation is expected to grow by an average of 1.6-
3.3% by 2030. At the same time, the fastest growth is expected from export (from 2.6 to 7.3 million tons
annually) and domestic transportation (from 2.0 to 6.3 million tons annually). Details - Charts 7 and 8.

Chart 7. Freight growth forecast to 2030

477977
466 456

455069

Forecast scenarios
443 803

400 339

391165

383148

373 562

363 552

349 518

378 468
o 367800 373134

322370 357104 36245

351727
o 339782 343163 347 464

322370 330057 33494
322060

2018 2019 2020 2021 2022 2023 2024 2025 2026 2027 2028 2029 2030

= Basic = Optimistic

Chart 8. Forecast of changes in freight tansportation volumes by types of transportation by 2030
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With regard to long-term economic forecasts, the IMF has the largest planning horizon (see Table 3 below).
The Fund expects Ukraine's real GDP to grow by an average of 3.1% annually in 2019-2023.

The World Bank and the consensus-forecast of experts are less conservative: 3.4% and 3.3%, respectively,
annually in 2019-2021.

The most optimistic forecasts are given by the Cabinet of Ministers of Ukraine. According to the forecast of
main macro indicators for 2020-2022, CMU expects real GDP growth of 3.3% - 4.1%.!8

Table 3 — Real GDP growth forecast, 2019-2023, % year by year

CMU (macroforecast 2020) 4.1% n.a.
3.6% 3.3% 3.8%

Consensus-forecast MEPT n.a. n.a.
2.9% 3.1% 3.9%

World Bank n.a. n.a.
2.9% 3.4% 3.8%

IMF
2.7% 3.0% 3.2% 3.3% 3.4%

Source: CMU, MEDT, World Bank, IMF

Structure of transportations by types of freights will remain unchanged. UZ estimates that by 2030 71% of
transported freights will be: iron ore (23-25%), construction materials (21-24%), grain (13-15%) and coal (9-
12%).

As aresult, forecasts of international organizations, the Government and Ukrzaliznytsia indicate the need for
timely transportation of an increasing volume of export and domestic freights for the growing Ukrainian
economy. Otherwise, transport infrastructure may become a bottleneck for economic growth.

Therefore, in order to ensure the economy growth by 3% - 4% annually and the growth of transportation of
the main export goods, it will be necessary to ensure uninterrupted and timely transport work of the railway
sector and to solve the problem of transport logistics, which we drew attention to in the preface.

In the course of working with the holders and experts, we focused on three areas: anonymous
survey/questionnaire poll of the main stakeholders in Ukraine, holding discussions with EU experts in the
field of railway transportation, detailed analysis of the latest findings of experts and international

organizations, that work on topic of liberalization of railway transportation in Ukraine.

Bhttps://www.kmu.gov.ua/ua/news/pokazniki-proyektu-derzhavnogo-byudzhetu-na-2020-rik
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During June-July 2019, we conducted a survey/questionnaire poll of stakeholders in Ukraine, which was one
of the stages of the study. Participation in the survey was anonymous and confidential, so the results are
summarized without disclosing specific individuals or organizations that have expressed a particular opinion.

At the same time, in June 2019, in cooperation with the Office of Communication of Ukrainian Think Tanks
in Brussels and the Florentce School of Regulation, we held a closed business breakfast, presenting study to
European experts and discussing the views of participants based on European experience. Representatives of
the Community of European Railways and Infrastructure Companies, The European Rail Research Advisory
Council, European Commission, European Trade Union Confederation, Embassy of Ukraine in the Kingdom
of Belgium and the Mission of Ukraine to the EU participated in the discussion. Also, some in-depth interviews
were conducted in order to aggregate the experience of European railways, infrastructure operators with the
lessons about the liberalization of the railway market in the EU.

In addition, we have taken into account the analysis of the results of the Twinning project in Ukraine in order
to support the introduction of conditions for the application of the European model of railway transport in
Ukraine and the final recommendations of the experts, as well as the World Bank study on the modernization
of Ukrzaliznytsia.

Survey respondents in their majority noted that liberalization progress of railway freight transportation
is either absent or too slow. The railway transport law has not been adopted yet, the implementing
regulations are outdated and need to be updated, though they must be fulfiled. The tariff management was
inherited from the Soviet times. Market participants expect the fastest access of private traction to public
minelaines and adoption of the relevant law on railway transport, which is registered in the Verkhovna Rada.

Almost all respondents support the liberalization of rail transport, depending on the objectives of the
organizations for two reasons - to implement the transport section of the Association Agreement with the EU
and/or to organize the transportation process with their own locomotives. They point out that the
liberalization of the transportation market must create the most equal competitive opportunities for all
market participants and attract private investment in the transport industry. At the same time, the attitude
towards market liberalization hasn’t change for a long time.

Answering the question “What could change attitudes towards liberalization in the future?” market
participants said they didn’t see the preconditions for changing their point of view. Among the factors that,
however, may change attitude, they mentioned: significant negative changes in the country's economy,

absence of positive results, privatization of railway infrastructure, compliance with the end goal.

[S%)
no
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Chart 9, Chart 10

How would you characterize current situation of liberazation What is the position of your organization about
of railway transportation market and reformation of Ukrzaliznytsia? the need for liberalization of railway transportation market?

. . . Support liberalization
Expectation of adoption of railway transport law 1% App 89%
with clear game rules

Expectation of access of private traction  jussss—"" 1

Position didn’t change 28%
Slow reorganization of Ukrzaliznytsia % with the course of time

Absent/slow liberalization progress

56%
of railway transportation

Participants listed enterprises of mining and metal production sector and large agricultural holdings as main
players/groups of interested parties in the reform of railway transportation market. Some respondents note
that large industrial manufacturers want to create their own carriers and lobby low tariff for access to
infrastructure. For the most part, market participants emphasized that main inerest of interested parties is in
timely transportation of their freights, improving service and increasing efficiency of Ukrzaliznytsia.

Chart 11, Chart 12

List main players/groups of interested parties What is their interest and how it relates to Ukrzaliznytsia?
in the reform of railway transportation market?
. Creation of the competitive environment 1%
. Mining and metal 56% Infrastructure privatizatuion 1%
producuor/;complltex (:';‘alr(‘;_:es) . Timely transportation of their freights 6%
grocufturat holdings EU accession | = 22%
S R Increasing of the efficiency of the UZ
Passengers = = 56% 36%
Builders 1% Increasing of the service 3 A%
Ukrzaliznytsia |esss 225 Price reduction for transportation 2%
Foreign Carriers % Transport their freights with old locomotives 1%
Lobby a low tariff 2%

If we divide groups of interests into economic and political ones, the majority of the respondents (more than
40% of the respondents) emphasized that in the area of railway transportation the main groups with economic
interests are metal production and agrarian lobby. In a positive sense, political interest is integration with the
European Union, in a negative sense it is lobbying for the interests of certain groups related to the private
sector within the Ukrzaliznytsia and the possibility of corruption in procurement. Some survey participants
noted that these interests are intertwined.

1.3.2. What do the stakeholders think of the state as the owner?

For the most part the survey participants are convinced that the state doesn’t have an understanding of the
purpose of owning UZ. On the one hand, the respondents note that the state requires upgrading the
infrastructure and assets of Ukrzaliznytsia, and on the other - to pay more taxes, dividends and expenses for
social activities. One example is the land tax, which is increased annually by local governments, while local
councils don’t compensate for the transportation of privileged categories of passengers (the total amount of
compensation being lower than the land tax). It should be noted that there is no consensus among market
participants on the reasons why the state doesn’t have an understanding of the ownership policy of UZ. Some
respondents indicated that the commercialization of UZ is a negative thing, because service of UZ is for the
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whole society, not just high-margin projects. Other respondents are convinced that UZ is controlled by 4-7
political forces. Also, according to the participants' answers, the Government views the railway as a business
for dividends and other budgetary payments, as an indirect tool for business taxation for filling up the budget,
as a tool for influencing FPG and large freight owners.

The majority of respondents expect that the reform of Ukrzaliznytsia corporate management will reduce the
political influence of the Government on the management of Ukrzaliznytsia. The main argument is that the
Government delegates some of the management functions to the supervisory board and other bodies of the
company. At the same time, the authority of the governing body, which gives the right to govern the
Ukrzaliznytsia or its council, should be limited to strategic issues and goals of state policy. As a result, the
state must obtain an effective profitable company. The main concern of the survey participants is in the
formality of the reform, which may arise without conducting independent competitions to appoint authorized
persons to governing bodies.

At the end of May this year, the Cabinet approved the strategy of Ukrzaliznytsia. Market participants
generally support the adopted UZ reorganization strategy as part of the process of liberalizing railway
transportation and improving the conditions of the transportation process for most stakeholders. In doing so,
they draw attention to the following shortcomings: the strategy should be more specific and contain target
indicators, including efficiency gains and cost savings. However, there are risks of seizure of certain sections
of infrastructure by the companies of the mining and metal production complex.

Chart 13, Chart 14

How will the reform of corporate management affect What is the position of the parties
the role of the state as the owner? about the approved strategy?
Will not affect 1% We support, it will have a positive impact 44%
Receiving of effective profitable company  {ummmm 115 Contains target indicators | 11%
Unknown 22% Should be more specific 22%
Reduction of Government’s influence on UZ s6% Hasn't been discussed with the market 11%

Practically all the respondents see the interest of private business in creating freight operators to enter the

Ukrainian railway transportation freight market.

Survey participants predict the emergence of 3 to 6 carriers, which will transport large industrial group
freights and take up about 30% of the market in 5-year perspective or more (depending on the capabilities of
UZ to invest in locomotive purchases). On the first stage, companies of mining and metal production complex
companies and granaries will create carriers. Yes, MMPC entreprizes already have their own traction, which

is waiting for access.
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Chart 15, Chart 16

Do you see an interest of private business in creation of freight
and passenger carriers for entering Ukrainian freight If so, what players could appear? What is their potential number?
and passenger transportation market?

Absence of passenger carriers 22%
No 1%

3-6 carriers, MMPC and agricultural sector 56%
Yes 89%

Some market participants emphasize that in order to launch private traction, it is necessary to adopt a law on
railway transport, as well as to develop access rules and create a regulatory framework. Therefore, they
propose to start with pilot projects: short distances between stations adjacent to industrial enterprises and
between different industrial enterprises, which will enable such market participants to be more prepeared to
become carriers in the newly created market (obtain market data, test technical solutions).

Charts 17, 18,

In your opinion what are the potential financial cabilities Would potential partial privatization of Ukrzaliznytsia
of private operators to attract funds for financing purchase cause increasing of risks for sustainability
of locomotives and cars and future development funding? of the railway transportation system?

Limited 22% Partial privatization is acceptable 1%

Privatization will positively
affect the system

Absent  jusss—— 11% — 11%

Suppose payback through 1% Privatization will not affect the system 1%
economically reasonable tariffs
. Unknown 22%
Depends on ecomnomic interests  fm 11%

Privatization of UZ will
Available financial resource 33% negatively affect the system

Other participants noted that there would be no competition between operators in the classical sense, and
the only way out would be to re-profile railway forwarders into railway transportation operators and maintain
competition between them.

At the same time, respondents pointed out that there is an interest of state freight transportation operators
from the Russian Federation and Belarus, whose total market share may be about 35%.

According to the survey participants, potential private operators have opportunities to attract financing for
the purchase of locomotives and cars. In doing so, creation of the market involves economically sound market
rates, which will mean a payback in an acceptable time span. However, in the case of small potential private
operators the financial capacity is limited or absent.

Some respondents believe that the largest potential operators are interested in purchasing or leasing old
locomotives in neighboring countries while maintaining the lowest possible tariff for access to
infrastructure. Other respondents are convinced that the main purpose of the participants is to increase the
efficiency of the transportation process, as for today all participants bear the losses. Shippers pay larger sums
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for the use of cars, but they don’t export their products due to lack of traction. Ukrzaliznytsia is underpaid
because the goods are not exported fully. The main losses of the parties are due to the extended delivery time.

Conflicts between private operators may arise due to the priority of access to infrastructure (for example,
at port railway stations or at loaded mainlines) and conflict because of tariff classes - grainers (freight of tariff
class 2) pay twice higher for railway tariffs than MMPC and builders (non-class freights or freights of class 1).

The respondents were divided on the possibility of partial privatization of Ukrzaliznytsia. On one hand,
partial privatization can significantly reduce the volume of passenger traffic and unprofitable freight traffic,
and therefore may increase the risks to the sustainability of the railway transportation system. Respondents,
on the other hand, point out that the infrastructure must be exclusively state-owned, and the privatization
or concession of low-activity sections of the rail network might make sense (short private railways, such as
industrial railways). However, partial privatization can increase the standards and quality of management in
the company, thereby reducing the risks of sustainability of the railway transportation system.

Chart 19

What risks do you see in creation of an independent regulator?
What role must the regulator on liberalized railway transportation market play?

Key referee on the market 11%

Unknown e 229

Ensuring the safety of transportation 22%
Iddentification of the methodology for tariff formation 33%
Establishing rules for access to infrastructure 22%

Key risk — dependence of the regulators officials
from market participants/or authorities

Assessing the role of newly created transport regulator in the liberalized railway transportation market and
potential risks involved in establishing and operating it, most survey respondents said that the key risk is
the dependence of the regulator's officials from market participants and/or authorities. Defining the
methodology of tariff formation, ensuring transportation security and establishing rules for access to
infrastructure are key tasks of newly created regulator, according to respondents. However, creation of a
national regulator is possible only after the adoption of the railway transport law. Most respondents are

convinced that the transport regulator must be created as soon as possible.

Most participants are convinced that the existing rail infrastructure needs to be developed, partly through
public-private partnerships and/or budget financing. At the same time, they point out that the Government's
position on the network is not formed today. According to some respondents, the presence of a branched
railway network is a competitive advantage for the growth of Ukrainian economy, so it is worth to stop closing
low-activity stations and sections, to finance the network maintenance to required extent, or privatize low-
functioning sections, or transfer such sections under the governance of interested private structures.
However, according to various estimates, 55% to 60% of the network is not currently profitable, so it is

necessary to find ways to finance or close some of the sections.

According to the respondents, the main reasons for the slow pace of reform are political interests, as
well as differences in stakeholders’ interests and understanding of common goals. Regarding corruption, it
is primarily about procurement and selling services, supplying cars and giving priority to traction.
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Most respondents believe that the role of international financial institutions and international partners
of Ukraine (EBRD, EIB, IMF, World Bank) in railway reform is primarily about political support of the
reform, as well as technical assistance and project financing.

Charts 20, 21

In your opinion, what is the role of international financial organizations Who must order and finance raiway
and international partners of Ukraine in this reform passenger transportation (suburban and long distance)?
(World Bank, IFC, EBRD, IMF, EIB)?

Unknown 22%

Unknown 11%
Ukrzaliznytsia | 0%
Financing of projects 33%

Government, state budget 78%
Technical help 33% X

Political support 44% Local councils, local budget 44%

The respondents’ opinions concerning the time needed to adopt the implementing regulations after the
adoption of the railway transportation law were divided. In general, the limits range from 1 to 5 years. A third
of the respondents believe that 3 years is enough, the rest - from 1 to 5 years. However, they believe that
work on the implementing regulations should be started now.

The cost of entry into markets of freight and passenger transportation expected by the participants
varies from USD 10 to 170 million. Carriers of smaller sizes (with less than 20-30 locomotive fleet), according
to some respondents, will not be able to exist in a competitive market due to a large share of fixed costs (depot

maintenance, dispatching time, etc.).

All survey participants are convinced that the cost of access to infrastructure after market opening for
private operators will increase by 2 to 5 times comparing to current freight transportation costs, as a
fair cost-effective tariff will be set. The tariff shall cover the maintenance of the railway infrastructure and
shall be calculated as the current retention and renewal over the life cycle of the network. At the same time,
some participants predict that the cost will initially be brought to an economically sound level with a further
decrease in cost, as competition leads to greater business efficiency.

Most respondents believe that Government or local governments should be customers for passenger
transportation, depending on whether suburban or long-distance transportation is financed from local or
state budgets. They understand the effective mechanism as when the customer of, for example, suburban
transportation is not a passenger, but a local authority, which orders from the carrier a service with a certain
frequency and time, and also agrees with the carrier on the cost of organizing such a train. At the same time,
clear mechanism of calculation should be developed and companies should be provided with transparent

reporting on the segments of provided services.

Almost all survey participants don’t see the possibility of developing high-speed passenger traffic and the
arrival of private investors in the nearest future, who would be able to invest (for example, through PPC or

concessions), including a mixed railway network - passenger and freight transportation on the same network.
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According to the respondents, the competition of the railway transport operators will be considerably
limited considering the cost of entering the market of transportation and the different track width.
Competition will be restricted to local market players. It is possible that 2 carriers from the EU will enter the
Ukrainian market, where 1,520 mm standard tracks are available - PKP LHS and ZSSK Cargo. However,
respondents are, for the most part, not interested in transporting goods/passengers abroad by their own
locomotives/cars.

Current progress of the market liberalization and groups of interest

Thus, participants in the Ukrainian railway market generally support the liberalization of railway
transportation and emphasize that the process of market liberalization and reorganization of Ukrzaliznytsia
is too slow, that is a result of political interests. The main stakeholder groups include enterprises of mining
and metal production and agrarian complexes with strong lobbies interested in timely transportation of their
products, as well as the state and passengers.

According to the survey participants, the adoption of the implementing regulations on the opening of the
railway market requires up to 3 years after the adoption of the Law of Ukraine “On Railway Transport”.

State as the owner

Respondents believe that the state as the owner doesn’t have an understanding of the purpose of owning
Ukrzaliznytsia, but they are convinced that the reform of corporate governance will reduce the political
influence of the Government on the management of UZ. At the same time, the market participants in general
support the Strategy of development of UZ for 2019-2023.

Passenger transportation

According to the respondents, the government or local authorities must be the customers of socially
important (non-commercial) transportation, depending on whether it is suburban or long-distance

transportation.
Future freight transportation market

In the field of freight transportation, respondents noted the interest of private business in creation of freight
transportation operators, presence of resources to finance the purchase of locomotives and rolling stock. In
doing so, respondents believe that private operators may be interested in purchasing or leasing old

locomotives and lobbying the lowest rates for access to infrastructure.

According to respondents, the estimated cost of entry into the freight market may be between $10 million
and $170 million, and the tariff for access to infrastructure can increase by 2-5 times.
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Conflicts of interest between private operators can arise due to the order of access to infrastructure and tariffs
for different classes of freight. In this case, the key risk for market regulation is formulated as the dependence
of regulators’ officials from market participants.

The participants think that avoidance of the dominance of individual operators in sections of tracks can be
reached through the setting of clear rules, free access to the schedule threads of all operators and through
independent work of the transport regulator and the AMC of Ukraine.
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2. LESSONS OF EUROPEAN COUNTRIES ON
LIBERALIZATION OF THE MARKET

In the previous section, we considered the reasons for the need of railway transportation reform in Ukraine,
outlined current condition of management of the sector, analyzed freight transportation market in Ukraine
and forecast of its growth, analyzed the results of stakeholders’ vision about opening the railway

transportation market.

In this section, we will take a closer look at the experience of European countries that addressed similar issues
as Ukraine during reorganization of their own railway sectors.

Historically, European railways, like Ukrzaliznytsia, have been vertically integrated state monopolies. The
steady decline in railway transportation rates and the growing need for public funding stimulated the process
of restructuring of the industry in Europe in the 1980s.

Reform started in accordance with Directive 91/440/EEC in 1991, the First ("zero") railway package!®, that
introduced the requirements for vertical separation of infrastructure management from passenger and freight
transportation, a system of tariff creation for access to infrastructure, licensing systems, and technical
specifications for TSIs (Technical Specifications for Interoperability).

The Second railway package® in 2004, was focused on the full opening of the freight transportation market
since 2007, reducing barriers for market entry and harmonizing technical and safety standards. In particular,
Directive 2004/51/EC abolished all barriers to access to EU internal markets for freight operators licensed in
one of the EU countries.

In 2007 the Third railway package?!' introduced the regime of open access for competition of passenger
operators on international routes since 2010. Since 2012, the EU has simplified and improved the legislation
in force at the time, which was adopted in conjunction with the First Railway Package, including by enhancing
the power of national railway regulators.

The packages were updated by Directive 2012/34/EU to identify mechanisms for financing and managing

infrastructure, access to railway service (depot, repair) and the role of independent regulators.

In 2013 the Fourth EU Railway Package was proposed to complete the creation of the Single European Railway
Area. European Commission proposals relate to the development of interoperability of national transport

' Directives 2001/12/EC, 2001/13/EC and 2001/14/EC of 26.2.2001
“0 Directives 2004/49/EC, 2004/50/EC and 2004/51/EC of 29.4.2004 and Regulation 2004/881/EC
?1 Directives 2007/58/EC and 2007/59/EC of 23.10.2007 and Regulations 1370/2007/EC, 1371/2007/EC and 1372/2007/EC of 23.10.2007
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systems, deeper requirements for the separation of infrastructure manager and transportation operators, as

well as the liberalization of domestic passenger transportation since 202022,

Therefore, the general purpose of the reform was introduction of market and competition in areas that are

not natural monopoly (Chart 22).

Chart 22. European model of organization of railway transportation market
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In practice, the introduction of restructuring differed depending on the EU countries: some of them shared
both functions and ownership between the infrastructure operator and the transport operator (eg Sweden,
the United Kingdom and the Netherlands), others - left vertically integrated structures and access to the
infrastructure of private operators according to EU requirements and on non-discriminatory basis (eg
Germany, Italy)?®. Consequently, there are different numbers of companies of different ownership types in

European countries (Chart 23):

e integrated companies, usually operating on separate lines (eg agglomerations lines, high-speed lines, or
otherwise separated from the general network of the line)

e infrastructure operators, usually state-owned. Infrastructure assets may be concentrated within a single
state-owned company. In the later stages it is possible to separate them and attract private capital (an
example is the privatization in 2014-2015 of the energy distribution capacities of the Polish railway - PKP
Energetyka®).

2 The liberalisation of domestic rail passenger services covers both open access rights for any passenger services provided it does not
compromise the economic equilibrium of existing public service contracts and common rules for the competitive tendering of public
service contracts for passenger transport by rail. See COM (2013) 25 final, 30.1.2013, Communication from the Commission on the
Fourth Railway Package.

*The Efficiency Impact of Open Access Competition in Rail Markets, The Case of Domestic Passenger Services in Europe, Discussion
Paper 2016/07, Lorenzo Casullo, International Transport Forum

2About PKP Energetyka. History. https://www.pkpenergetyka.pl/About-PKP-Energetyka/About-us/History-
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Chart 23. Number of railway companies in Europe by type
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The general principles ?°, laid down in the regulation of EU railway sector are as follows:

Separation of railway network management and provision of railway transportation services: the railway

infrastructure operator is independent from the operators for performing its main function (track
capacity control and charging for access to the infrastructure), separation of financial accounts between

them.

Progressive opening of the railway transportation market: EU licensed railway operators with the
required safety certification can provide services in open markets.

Harmonization of national railway systems: it concerns the technical, safety and administrative
differences between EU Member States in order to increase the interoperability of national railway

systems and their unity (inter-connectivity).

The OECD also examined the current common characteristics of the EU railway market since 2004 2:

Unified and costly railway infrastructure - largely financed by public finances.

High barriers to entry - the railway industry requires high upfront investment (rolling stock and
licensing), which may be accompanied by low future margins and uncertain conditions of future

infrastructure maintenance and development in each country;

Special status of existing railway operators - in all EU countries, former railway monopolies play a special
role in domestic markets. To a greater extent, they are the only ones who play an important role in all
segments: car freight forwarding, route forwarding, multimodal transportation, regional passenger

%> Recent Developments in Rail Transportation Services, OECD, 2013
%Ibid (OECD, 2013)
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transportation and long distance routes. Former monopolies carry out a large volume of operations under
PSO contracts signed with local and state authorities. This special status explains the large proportion of
transportation remaining under former monopolies;

e Public funding of the definition of railway services - the railway sector needs state support to operate. In
addition to government co-financing of infrastructure, the railway sector is also carries out the liability
to provide publicly important services of passenger transportation ordered by national or local
authorities. EU Member States (usually local authorities) finance the execution of transportation through
PSO contracts with passenger carriers to ensure the smoothness of traffic that is not cost-effective
commercially. In 2009, funding was € 20 billion of PSO commitments and € 26 billion of public investment
in infrastructure.

2.1.2. EU countries experience: Separating monopolies and reducing barriers to entry

At the national level, some EU Member States have made the way to liberalization faster than the EU-wide
deadlines requiered (eg Germany and the UK for freight transportation). Along with that, in such countries as
Austria, the Czech Republic, Italy and Sweden, domestic passenger transport is open to competition (fully or
partly), although that was not required at EU level.

Box 2. Lithuanian Railways in 2001-2009: Separation of Monopoly and Improving Operational
Efficiency of the Company.

Lithuania has made its way from one of the three regional branches of the Soviet Union's Baltic

Railway to the joint-stock railway company Lietuvos GeleZinkeliai.

In the early 2000s, Lithuania undertook a reform of the railway transportation market in preparation
for accession to the EU. This was preceded by a catastrophic drop in the volume of freight and
passenger transportation, high dependence on transit from/to Russia, Kaliningrad and port of
Klaipeda, high depreciation of main assets. As a result, in the late 1990s, a negative financial result
was about $6.4 billion.

A new law on Lithuanian railway transport was adopted in 2001. Developed on the basis of the EU

Directives, it has allowed the separation of transport and infrastructure management operations.

In 2005, public company AB Lietuvos Gelezinkeliai (LG) was founded. In 2006, three verticals were
created: freight transportation, passenger transportation, railway infrastructure management. This
improved the transparency of the management of the company and became a preparation step for
further creation of a joint-stock holding company.

Today, as 100% state-owned joint stock holding, LG consists of freight, passenger and production
commercial subsidiaries (UAB Gelmanis, UAB Vilaniaus Lokomotyvu Remonto Depas, UAB Gelsauga,
UAB VAE Legetecha etc) and a non-profit infrastructure operator.

Although legally the Lithuanian railway network is open to private freight operators and international
passenger operators, in practice LG remains the dominant operator. The private sector has entered

the operation of non-mainline areas such as port stations.

In line with structural changes in the market, LG has implemented corporate governance practices
and systems, information technology to improve productivity and transparency, including in the public
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financial reporting of subsidiaries, the procurement process, the appointment of management of
subsidiaries from the business environment.

As a result, in 2001-2009 (before the global financial crisis of 2009), freight turnover increased by
91%, the company's revenues increased by 93%, and the share of railway transportation increased by
9%. At the same time, passenger transportation decreased by 25% and the share of the passenger
transportation market decreased from 2% to 1% due to short distances between agglomerations,
increased motorization, use of cars by the population and the state of road.

After the reform, the volume of investments increased. Since 2008, investments have increased by
almost 360% (in 2008 - up to EUR 226 million, following the acquisition of 34 Siemens locomotives).
Overall, almost half of the investment was financed from LG's own resources, 5% from the state
budget, and more than 25% from EU grants. LG's operating productivity has grown through employee
optimization by 20%, cars and locomotives productivity has increased by 50%, network productivity

has increased the least due to the complexity of infrastructure optimization.

Some countries (Denmark, the Netherlands, Sweden, Finland, Spain, Portugal, and the United Kingdom) have
implemented the full separation model of infrastructure and transport operators. In many other cases, the
restructuring model lies in theforming a vertically integrated holding company?’, where the infrastructure
manager and the individual carriers are part of a single holding with internal rules of separation.

According to the survey we conducted (see paragraph 1.3.3 in Section 1), Ukrainian railway market
participants predict that 3 to 6 carriers will emerge, transporting freights of large industrial groups and
occupying about 30% of the market.

The result of the survey is supported by the example of Turkey (EU candidate country).

Box 3. Private operators entering freight transportation market in Turkey.

Following the official granting of candidate status by the EU, reform of the sector has been launched
aiming to reduce the financial loss of state railway and to move closer to EU railway policy. The
liberalization of the sector in this country is at an early stage - despite the fact that the primary
legislation was adopted in 2013, the contract for infrastructure access between the state-owned
companies TCDD and TCDD Tasimacilik was signed in January 20172

In 2016, market entering for private freight carriers were launched. For example, the Oyak Group of
companies, whose business is concentrated in the steel and cement sectors, as well as the mining of
iron ore, is one of the largest customers of the Turkish railway (15% of freight traffic).29. Since 2018,

a group company has been licensed to transport its own freights. Two private operators have now been

"'This model is, for instance, adopted by Austria, Germany, Italy or Poland. The Commission initiated Court actions against this model
since it considered that it did not adequately transpose the separation requirements set out in the first Railway Package. The Court
rejected the Commission's argument by mentioning that vertically integrated models per se did not infringe separation requirements.

28 TCDD Transportation Inc. General Directorate. Legislation. http://www.tcddtasimacilik.gov.tr/mevzuat

https://www.railwaypro.com/wp/new-private-rail-transport-operator-turkey/
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licensed - Korfez Ulastirma, a subsidiary is Tupras company, and Omsan Logistics, which processes

iron ore.®

In the same survey, Ukrainian respondents estimate the initial investment amount to 200 million euros as a
barrier to entry into the operator market. Carriers of smaller sizes (with a 20-30 locomotives fleet), according
to some respondents, do not make sense at the expense of a large share of fixed costs (depot maintenance,
dispatching time, etc.). This is what the OECD report says: Common attributes for EU countries are high
barriers for market entry - the railway industry requires high initial investment (rolling stock and licensing),
which may be accompanied by low future margins and uncertain future of maintenance conditions and
infrastructure development in each country.

However, in EU countries there is a practice of joint ventures to enter the market.

Box 4. Example of reducing the barrier to entry through the acquisition or creation of a joint venture31.

In 2010, Deutsche Bahn acquired Arriva, a European railway and bus operator, in order to enter the
Swedish and UK markets. Arriva Deutschland has become a key player in the German market. DB has
put Arriva Deutchland on sale to prevent accusations of monopolizing and reducing the
competitiveness of passenger traffic in Germany. In 2011, Italian companies Ferrocie dello Stato (FS)
and Cube Transport became co-owners of the German Arriva business in the form of JV together with
DB, thus entering the international market. Also in 2011, Trenitalia, FS's passenger daughter and
private French carrier Veolia Transport set up a joint venture to to enter the international passenger

transportation market.

Opening of the market can occur after the cessation of cross-subsidization by revenues from freight
transportation to passenger transportation to comply with the principle of equal opportunities and
competition. For example, in Romania, after the market opening , cross-subsidization of state-owned
transportation continued. This has negatively affected the financial position of the state freight carrier CFR
Marfa. Carriers are complaining about CFR Marfa's misappropriation of state aid.3? Several attempts to
privatize the freight operator, the most recent of which took place in 2013, failed and its market share was
almost equal to that of private operators.*

2.1.3. EU countries experience: vertically integrated holding and corporate reform

In May 2019, the Cabinet of Ministers of Ukraine approved a new Ukrzaliznytsia strategy for 2019-2023. These
are the results of the joint work of the Supervisory Board, formed in the middle of 2018, and the management

of the company. The 2019-2023 strategy aims to answer the question of how Ukrzaliznytsia will prepare for

https://railturkey.org/2017/07/14/first-train-operator-is-korfez-tasimacilik/
5IDB/Arriva, M.6124 Ferrovie dello Stato/CUBE Transport/Arriva Deutschland and M.6150 Trenitalia/Veolia Transport/JV
52http://business-review.eu/news/european-commission-to-investigate-state-aid-for-cfr-marfa- 154861

3 http://conferinta.management.ase.ro/archives/2015/pdf/57.pdf
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the liberalization of the railway market and has similarities to the models used in the creation of vertically
integrated holdings in EU countries>.

Box 5. German experience: vertically integrated concern.

More than 20 years ago, the West German Bundesbahn and the East German Reichsbahn were
restructured into a new company, Deutsche Bahn AG. The reform of the railway market lasted for
about ten years and included: separation of infrastructure and transportation services, opening of
tracks for third parties with payment of access tariff, governmental financial participation in
infrastructure, etc.

Reorganization of the German railway in the 1990s was accompanied by a decrease in freight traffic
(by 9% from 1994 to 2000). DB's financial condition was deteriorating, the company was cutting
expences - closing non cost-effective lines (total length was reduced from 41,300 km in 1994 to 36,600
km in 2000) and optimizing staff (from 376,000 employees in 1994 to 242,000 in 2000). The
optimization allowed the company to work with little profit. However, deterioration of main assets
increased and underinvestment led DB to record losses for the first time in 2001. At the same time,
the Passenger Satisfaction Index was falling and in 2000 it was the worst in DB history.

With limited resources, Deutsche Bahn devised a strategy that, on the one hand, lied in minimizatiom
of expences and, on the other, in keeping a vertically integrated holding company wich subsidiaries
provide infrastructure access and transportation services

The freight transportation strategy supposed a focus on long-distance freight and most of the short-
distance transport operations were closed. In parallel with this DB launched a new service - a full
package of services for the delivery of goods by railway as well as other types of transport (multimodal

transportation). This closed the gap between the train stations and the end customers.

In passenger transport, DB focused on high traffic destinations. Unloaded and unprofitable
destinations were closed, accounting for 25% of all long-distance services. The main argument of the
DB is that socially important transportation should be initiated and financed from federal budgets.
For passengers, this means longer trips and more intermediate stops.

The infrastructure development strategy involved closing down low-traffic lines and investing in the
rest of the network. In addition, DB received funding from the federal government, and the funds for
this were reallocated through the sale of licenses for mobile communication. The investment program

focused on new projects.

Prior to market opening DB used an aggressive strategy against competing operators. Network Access
Test Mode infrastructure operator DB Netz confirmed that tariff setting and access management to
infrastructure must only be performed under the supervision of independent regulators. There were
constant complaints during the test that DB Netz independently sets different tariffs and grants
privileges to individual operators regarding routes, time slots, etc. There were also specific rules in

contracts that DB locomotives and cars sold by can’t be used to compete with DBs.

%https://dt.ua/macrolevel/nova-strategiya-uz-316585_.html
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Poland went even further with the initial placement of the shares on the Warsaw Stock Exchange and
conducted an IPO, thus attracting share capital for the development of the company while retaining a
controlling stake in the state ownership.

Box 6. Polish restructuring: corporate reform and partial privatization

Polish railways faced a difficult financial and operational situation in the 1990s. The fall in transport
volumes because of the reorganization of the post-socialist industry and the reduction of public
subsidies have led to considerable losses. Similar to the German reorganization, in 1995 legislative
preconditions were developed to create separate business verticals at PKP (Polskie Kolei Paristwowe)
- freight, passenger and infrastructure.

The restructuring was accompanied by a reduction in transport volumes and, accordingly, in revenues.
PKP started optimizing staff: if in 1994 the staff was 245 thousand employees and in early 2000 - 20
thousand. Despite this, by 2000, the company's financial performance worsened, the financial burden
increased, the underinvestment of infrastructure was significant.

As a result, in 2000 PKP was reorganized into a joint stock company with a holding structure for
managing separate subsidiaries: freight, passenger operators, infrastructure operators, traction and
other activities. At the same time, the ineffective management of the subsidiaries and the unbalanced
debt burden didn’t allow the company to improve its financial results.

However, effective reform of the Polish railway began only in 2005, after Poland's accession to the
European Union. A new restructuring program was adopted. Poland's transport policy at the time
focused on the transition from motor vehicle transport to railway.

In 2005 and 2009-2011 the new management of PKP SA introduced corporate reforms that consisted
of new internal rules of procedure for all subsidiaries (procurement procedures, signing contracts,
avoiding conflicts of interest), expenses reduction programs, strategies for each subsidiary, centralized

internal audit and MBO (Management by Objectives) to oversee subsidiaries.

In doing so, Poland went further than Germany in terms of market liberalization, allowing the partial
privatization of its subsidiaries, which included successful cases, such as entering the IPO with a key
freight asset - PKP Cargo S.A. while keeping the controlling stake in the hands of PKP, or the
privatization of PKP Informatyka, as well as the energy branch PKP Energetyka®.

2.1.4. EU countries experience: financing of key railway infrastructure

Public financing of economically important infrastructure and coverage of unprofitable passenger traffic is a
common practice of maintaining key railway infrastructure in the European Union.

In Germany, DB Netz managed to raise infrastructure financing only after signing a performance contract
with the federal government of Germany, and the same situation applies to all other European countries,
including Spain.

5> About PKP Energetyka. History. https://www.pkpenergetyka.pl/About-PKP-Energetyka/About-us/History-
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Box 7. Spanish experience in 2007-2010: multi-annual performance contract between the Government
of Spain and the ADIF infrastructure operator.

In 2007, the Spanish government and infrastructure operator contracted for a total amount of around
€11.9 million. 54.4% of the contribution (EUR 6,461 million) was spent on maintenance, operation
and improvement of safety management systems and on the railway network. The agreement extended
to state-owned, ADIF-managed mainline routes and supposed financing for network maintenance
and operation, traffic and safety monitoring systems, and upgrading of traditional and high-speed
networks.

Spanish government contributed EUR 11.884 million over 2007-2010. The agreement was one of the
main tools for implementing the Strategic Infrastructure and Transport Development Plan (PEIT),
approved by the Spanish Government in July 2005, to ensure the future development of railway
transport in the medium and long term, as well as to prepare the principles of technical service and
modernization of the state railway network. EUR 6,461.3 million was allocated to the traditional
network, accounting for 54.4% of the budget, dividing EUR 3,438.6 million for network maintenance
and operation and EUR 3,022.7 million for investments.

With this funding, ADIF has reached a total investment of around €23,000 million over the next four
years

To achieve the results of the implementation of the Strategic Plan, 45 stations (network and freight
terminals, suburban stations) were reconstructed, centralized traffic management sections were
expanded by 809 km, or modernization of 350 km of the contact network and 15 electrical substations
for safety and network functionality, 900 crossings were eliminated and increased security at crossings
for safety, redevelopment activities for 500 km of networks were planned, repair and modernization
of assets were executed.

In pursuit of the goals set out in the multi-annual agreement, ADIF took a responsibility to achieve
agreed values of service quality indicators (infrastructure quality, reliability and accessibility of
facilities, alertness and punctuality) and to promote socially responsible management to ensure the
development of safe, stable, efficient and quality infrastructure. In its turn, a specially established
Monitoring Commission, with the participation of representatives of the Ministry of Transport, the
Ministry of Economy and Finance, monitored the progress of the implementation of the Agreement.
The Commission has assumed control functions, based on agreed and verified information systems of
all parameters and indicators set out in the agreement, approval of the conclusions of the various
special work groups and the like.

The main objectives of this Agreement were: to align with the Government's general transport policy,
to increase the potential of railway transport, to provide the best conditions for efficient network
management, owned by state, to ensure an adequate level of security in the operation of the system,

and to ensure the intermodality of services available to citizens.

To ensure the quality of service delivery, the UI provided coordinated information systems at the
disposal of all railway users that allow to obtaine real-time and delayed information from according
indicators for the entire railway system. The UI had procedures and standards for such information
systems and audited them annually. Such indicators of the quality of the provided services include:
track capacity allocation, traffic management and control, punctuality, accident rate, track quality
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(comfort), facility reliability (incidents), facility availability (total hours without services), perception
indicators.

Other indicators have also been developed, such as the average level of punctuality at intermediate
stations, the traffic frequency of suburban trains, the traffic control of special-purpose trains, in order
to improve reliability and to ensure that passengers' real perceptions are consistent with the
punctuality of trains. And in 2003, a system of control over persons responsible for punctuality, called
ERIS, was introduced, which provides information on the reasons for delays to help make decisions
about improving punctuality rate.

The role of the state in this process was determined by the financial contributions that could be used
to improve the maintenance, operation and management of the state-owned network. In addition,
they are distributed in centralized traffic control systems for upgrading and restoring the contact
network, used for track restoration, for power enhancement and for improving electrical substations.
And also, as new investments in the network to improve stations, logistical terminals, etc., eliminate
telephone blocks to reduce potential risk through human factors, elimination and protection of
crossings.

At the same time, for example, the Romanian railway sector is considering closing non-profit lines. About
40% of the lines were considered "non-priority” under the General Transport Master Plan project, which was
developed by the Government to receive EU structural funds for transport needs.* Therefore, the government
has no opportunities to finance infrastructure despite the support of international financial institutions (for
example, the EBRD loan for infrastructure development was € 75 million) 3 and some of Europe's highest
tariffs for access to infrastructure.®

An alternative that the UK tested was the admission of a private infrastructure operator, but the experience
proved the difficulty to run railways infrastructure as a commercial enterprise.

Box 8. The UK experience: lessons from British Rail privatization

The privatization of British Rail was carried out on the basis of the 1993 Law on Rail Transport in
order to eliminate the monopoly on the railway. For the period 1994-1997, British Rail was divided
and its services were transfered to various private operators, with whom the relevant agreements were
signed.

Passenger traffic was divided into 25 franchises, with responsibility for providing services in different
directions. Freight transportation was divided between 6 companies, which was privatized with further
reorganization into 2 companies. The rolling stock was transfered to 3 companies (ROSCOS), which
leased it to operators according to franchise. The Rail Regulator (ORR) oversaw non-discrimination.
Transportation security was the responsibility of the Office of Safety, Healthcare and Ecology.

At the same time, the ownership of the infrastructure (tracks and stations) was transfered to the
created company Railtrack, which was privatized on the stock exchange subsequently. Railtrack leased

% https://www.globalrailwayreview.com/article/24879/romanias-planned-railway-closure-not-the-way-forward/
57 http://www.ebrd.com/news/2012/ebrd-loan-helps-keep-romanian-railways-reform-on-track.html

%8 https://www.railwaypro.com/wp/railway-pro-forum-romanian-railway-infrastructure-faces-lack-investment/
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a large number of stations (all but large terminals) franchise operators of passenger transportation.
Maintenance and repair agreements with private companies were concluded on a geographical basis.

Railtrack set a fee for infrastructure use that was agreed upon with the regulator and activity of the
company has focused on managing traffic. Two crashes (Paddington in 1999 and Hatfield in 2000)
due to maintenance deficiencies have identified organizational deficiencies in railway transportation.
Railtrack didn’t have sufficient experience and technical knowledge to properly manage maintenance
agreements. Railtrack's economic interests (generated by infrastructure revenue) were insufficient to
ensure proper maintenance, which led to a decrease in capitalization. Speed limits were established
and large-scale network investments were made to modernize it, which led to Railtrack's insolvency
and liquidation in 2002.

After the Railtrack bankruptcy, the infrastructure was transfered to a new company, Network Rail.
The government has started financing the railway from the state budget to ensure the viability and
solvency. Since 2014, Network Rail has become an independent state organization, which is
subordinated to the Ministry of Transport. Since 2015, ORR has also been regulating highways.

The process of allocating financing and setting tariffs: 1) every 5 years, the government determines
the amount of public resources for the development of railway transport, and sets operational goals
and standards (HLOS — High Level Output Specification); 2) where appropriate, the ORR regulatory
body calculates the amount of fees that Network Rail operators will pay for infrastructure use. The
regulator evaluates the government's proposal for resources and goals in order to reach a compromise;
3) once approved by the government, the payment is used as an economic and management base for

the reporting period. The regulator controls performance through a balanced indicator system.

Another option for financing capital investments may be the attraction of private capital.

40

Box 9. French experience of reorganization and public-private partnership: SNCF Réseau

Until 1997, French National Railway (SNCF) operated railway infrastructure and transportation. In
1997, the company was restructured to meet EU requirements and separated accounts for
infrastructure and transportation management. The ownership of the railway network was transfered
to a separate state-owned company, the infrastructure operator Réseau Ferré de France (RFF).
However, because of the lack of experience in the first phase, RFF has entered into an agreement with
SNCEF that the latter will continue to repair and manage the infrastructure, and the RFF will focus on
the development, upgrading of the railway and network, finding ways for investing and financing. In
doing so, SNCF paid an RFF tariff for access to infrastructure.

Only in 2015 was the company merged into a single holding of the SNCF Group. All infrastructure
assets and network services were transfered to a subsidiary SNCF Réseau (successor to RFF) and the
transportation and management of the train stations to SNCF Mobilities (SNCF Voyageurs, Gares &
Connexions, Keolis, SNCF Logistics).

In addition to the SNCF Group, other licensed railway operators operate on the French Railway, so
independent regulators were created: ARAFER (The Railway Activities Regulatory Authority) and
EPSF (The Public Establishment for Railway Safety). The ARAFER is responsible for ensuring egual
conditions for access to railway infrastructure and that competition is not restricted by, for example,
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tariff setting rules. EPSF is responsible for safety rules and technical conditions for all railway

companies, on behalf of the Ministry of Transport.

France is therefore the first country in Europe to use the public-private partnership model to finance high-
speed traffic (HSR). The use of the PPC model has enabled the French infrastructure operator Réseau Ferré de
France (RFF, now SNCF Réseau) to increase the development of a high-speed network compared to traditional
government funding and own resources. Prior to the use of PPC, the implementation of the previous four
projects took about 20 years, using the model - only about 7 years.

Two largest passenger carriers in Poland, (PKP Intercity and Przewozy Regionalne), which are joint-stock
companies, serve almost the entire territory of the country. The first specializes in long distance commercial
(Express InterCity Premium and Express InterCity) and econom (IC and TLK) segments. The second transports
at interregional (interREGIO) and regional (REGIO) levels.>* Some provinces operate their own regional
carriers, which have the status of LLCs or joint-stock companies and belong to local authorities: Koleje
Mazowieckie, Koleje Dolno$laskie, Koleje Matopolskie, Koleje Slaskie, Koleje Wielkopolskie, L.6dzka Kolej
Aglomeracyjna Tta Arriva RP*.

15 years after the reform, the Polish long-distance passenger company RKR Intercity has a shortage of cars
(even with the active renewal of rolling stock in recent years, including through the use of European structural
funds). To meet the annually growing demand for passenger transportation in the summer holiday season,
PKP Intercity leased passenger cars from the Czech company Ceske Drahy (30, 40 and 50 units, respectively)
in 2015, 2016 and 2017. ! Rolling stock wear requires constant investment.

Railway passenger transportation in many countries, including Ukraine, are key to meeting the mobility needs
of the population, including the least protected social groups. To ensure this, the concept of a public service
obligation for railway passengers, which can’t be provided on a commercial basis due to financial
unattractiveness, was introduced in EU countries. Regulation 1370/2007 rules public service obligations.
Traditionally, PSO contracts were directly assigned to the state monopoly, however, as from 2023, tenders
will be required to assign PSO contracts, liberalizing also this market segment.

Socially important, as well as special transportations*? are carried out at the request of central or local
authorities on the basis of retaliation. Authorities support railway operators by directly financing losses from
budget or cross-subsidizing revenue from other traffic. Table X below describes the specific categories of
railway services and their price characteristics (market/social prices). Market prices fully cover tariff costs
(with or without profit), unlike social costs, which are subsidized by the state and/or through

crossisubsidization (as in the case of France).

%Regional transportation in Poland can be considered an analogue of suburban transportation in Ukraine

“Ohttps://kurierkolejowy.eu/aktualnosci/32031/przewozy-regionalne-wnioskuja-o-otwarty-dostep.html

“Thttp://www.rynek-kolejowy.pl/wiadomosci/czesi-wypozycza-wagony-pkp-intercity-81780.html
42 Railway transportations intended to meet particularly important state needs, as well as the transportation of persons detained in
institutions of penal system - Bill No. 9512 “On Railway Transport”
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Table 4. Fulfilment of socially important commitments in some EU countries

Country Regional / suburban transportation Long distance transportation
France Social Market: high-speed, som long-distance
Benefits for certain categories Social: some long-distance. Unofficially,
some high-speed routes are cross-
subsidized
Germany Social (social transport quota up to 50 km is Market. Priveleged tariffs for certain
calculated) segments of the population
Italy Social Market: High-speed, some long-distance
routes

Social: Some long-distance routes

Spain Social Market
Poland Social Market. Priveleged tariffs
Romania Social Market. Priveleged tariffs

Source: websites and reports of regulators in the respective countries

Compensation for the social obligations fulfillment is fundamentally different in the EU Member States. In
general, there is a correlation between the welfare of the country and the amount of compensation. The
exceptions are Romania (compensates 113 euros per train-km), Finland (the market was not liberalized in
2014) and the United Kingdom (negative index). At the same time, the UK has extensive experience in

providing state aid to private operators to support their financial situation.

Box 10. Reform of passenger transportation in Poland

In 2003, a law on responsibilities and funding mechanism for local governments was adopted. One of
their new responsibilities was the organization and co-financing of regional passenger services, which
were carried out in the framework of public transportation, as well as the purchase of rail transport.
The adopted model didn’t satisfy either local government or the state*’. The first reason for this was
a large loss of the company in the amount of 650 million zt. This should motivate the regional
authorities to create their own transportation companies on their own territory, but only the Masovian
province went this way. Kujawy-Pomerania province transfered the rolling stock to the German

concern Arriva, which became a local operator.**

In 2008, Przewozy Regionale company completely withdrew from the parent company PKP S.A. and
its owners were the authorities of 16 provinces, each of which had a representative office .

In 2008, the state Industrial Development Agency (Agencja Rozwoju Przemystu) became the owner of
a controlling stake in Przewozy Regionalne (50% + 1 share). The company rebranded (it now operates

“http://prawo.sejm.gov.pl/isap.nsf/download.xsp/WDU20032031966/T/D20031966L.pdf

“https://kujawsko-pomorskie.onet.pl/arriva-przejmie-wiekszosc-przewozow-w-kujawsko-pomorskiem/7qqtt

“https://polregio.pl/pl/o-firmie/misja-wizja/
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under the Polregio brand). In 2016, the company first made a profit of zt 51.2 million, and in 2018 it

had to receive zt 1 billion from European funds for the purchase of new cars.

The implementation of the European model of railway management in Ukraine requires a change in the
principles of tariff formation. In the European Union, Directive 2012/34/EU lays down the principles for
charging for access to infrastructure (minimum access package).

The methodology for charging for access to infrastructure in the EU is mandatory in order to ensure the
separation of the infrastructure operator from the transport operators, as well as a more transparent
distribution of the threads of the schedule and the calculation of remuneration.

We will focus on European approaches to defining a minimum infrastructure access package*. The tariffs
included in the network statements cover the minimum infrastructure access package, which includes the
following*": (i) processing of network track capacity requests; (ii) the right to use the track capacity of the
provided network; (iii) use of running track points and transitions; (iv) train control including signaling,
dispatching and information transmission; (v) the use of power supply equipment for traction current, where
available; (vi) any other information that is needed for use the provided network access.

The basic European charging principles suppose that fees for the use of the railway infrastructure must be
paid to the infrastructure operator and be used for his activity*®. The minimum access and infrastructure
access charges are set at a cost equal to the direct costs incurred by the infrastructure operator.. In order to
determine the direct costs incurred in providing infrastructure access services, the European Commission
developed an appropriate methodology in 2015,

However, there are exceptions to these principles: if there is also a need to charge indirect costs and a rate of
return, including full recovery of costs, the infrastructure operator is entitled for it, if the market can bear
these prices.

In addition, in the case of specific future infrastructure investment projects, the infrastructure operator may

set higher tariffs based on long-term investment costs for such projects®!.

“for use in research we took a guide IRG-Rail, Updated Review of Charging Practices for the Minimum Access Package in Europe (2017)
4Directive 2012/34/EU, Annex II-1

“8Article 31(1) of the Directive 2012/34/EU

“Article 31(3) of the Directive 2012/34/EU

European Commission Regulation 2015/909

S1Article 32(3) of Directive 2012/34/EU
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In Table 5 we provide an overview of European countries' practices —~IRG-Rail members®? of tariff formation
for minimum infrastructure access package.

Table 5 — Principles for formation of infrastructure access tariffs in EU countries

Direct Investment Increased tariff Annual

costs costs “if market can revision of

covering covering accept” (mark-  the tariff

ups)

Austria yes no no Yes
Bulgaria yes no no Yes
Croatia yes no no No
Denmark yes no no Yes
Estonia yes no no Yes
France yes yes yes Yes
Germany yes no yes Yes
Hungary yes no yes Yes
Italy yes no yes Yes
Latvia yes no yes Yes
Poland yes yes yes Yes
Romania yes no no No
Slovakia yes no no No
Slovenia yes yes no No
Sweden yes yes no No
United Kingdom yes no yes No

Source: IRG-Rail

Therefore, in most EU countries, the methodology for charging for access to infrastructure is based on the
marginal cost pricing. This is the result of the availability of state support for infrastructure operators through
the PSO network or through the adoption of higher tariffs by market participants. The methodology for de-
termining direct costs varies from country to country.

Box 11. Austria's infrastructure access fee (tariff) system

In 2017, Austria set two types of tariffs for minimum infrastructure access package:
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basic tariff 1 - based on train-km and is different for three market segments and five different
categories of routes

basic tariff 2 - based on tone-kilometr gross and covers infrastructure repair and upgrades. The tariff
supplement is added to the basic tariff.

Unit Differentiation Infrastructure maintenance costs
measure covering

Basic tariff 1 EUR/ Category of routes (5), Direct (marginal) costs and a part of
train-km Market segmentation (3) fixed costs

Basic tariff 2 EUR/tonne - Network repair and upgrade coverage
-km gross

Tariff supplement EUR/train- (i) Schedule optimization -
km allowance for the carrier, (ii)

Supplement for access to
special freight traffic
corridors, (iii) classification of
engines, (iv) Supplement for
traffic congestion due to the
carrier's fault

Function mode EUR/min.  To reduce disruption to the -
of delay railway network - a fee is
charged for each additional
minute of delays on selected
routes due to the carrier's
fault

In 2018, the possibility of a mark-up for capital investment was also added to the basic tariff 1

At the same time, the possibility of raising tariffs if the market can accept (so-called mark-up) is not applica-
ble in all countries, as well as the annual tariff revision (see Box 11). For example, in some countries (UK,
Hungary), the revision is performed every 5 years, but in most other countries, it is annually revised.

2.2.2. EU countries experience: the role of independent tariff regulators

In general, railway regulators in European countries are only responsible for the railway transportation
market (Poland, Hungary, Greece, Romania, Latvia, Bulgaria, Sweden, Denmark), but there are broader
regulatory approaches in the transport sector. For example, in Belgium the regulator is also responsible for
the operation of airports, in Italy (Autorita di Regolazione dei Trasporti) for roads, airports and public
transport. Similar broader functionality is also in France, Slovakia, Portugal and the like. In some countries
(Germany, Slovenia, Croatia), the regulator is also responsible for the telecommunications and postal
markets. In Estonia and the Netherlands, there are mega-regulators who are also responsible for regulating
the energy market.

As mentioned in paragraph 2.3.1, most European countries have adopted a tariff formation regime at national
level to cover the direct costs of the infrastructure operator for the network.
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The main functionality of the regulators consists of the following elements: (i) consideration of the tariff
formation methodology and the tariff level proposed by the operator; (ii) verification of documentation
(methodologies, policies, statement of cash flows from the infrastructure operator, calculations of proposed
tariffs); (iii) determining the regularity of tariff revisions); (iv) determiningation the principles for publishing
the results of the revision. We provide a detailed analysis of the regulatory principles in Table 6.

Table 6 — Principles for supervising the infrastructure operator by regulators of EU countries

Supervision of  Control of Documentation Revision Possibility of  Publication
charging tariff level required for frequency preliminary of
principles revision consultations regulator's
decisions

Austria post-control post-control NS, CF annually no no

Bulgaria approval; post- approval; NS, CF annually yes yes
control post-control

Croatia post-control post-control NS, CF, RS annually no yes

Denmark approval; post- - - - no yes
control

Estonia approval; post- - - - yes yes
control

France approval; post- approval; NS, CF, RS annually no yes
control post-control

Germany approval; post- approval; NS, CF, RS annually no yes
control post-control

Hungary post-control post-control NS, CF - - yes

Italy approval; post- post-control NS, CF, RS every 5 years yes yes
control

Latvia post-control post-control NS, CF, RS - no yes

Poland approval; post- approval; NS annually yes yes
control post-control

Romania approval; post- approval; NS, CF every 2 years no no
control post-control

Slovakia approval; post- approval; NS, CF, RS annually yes yes
control post-control

Slovenia post-control approval; NS, CF, RS - no no

post-control

Sweden post-control post-control NS, CF - no yes
United approval; post- approval; NS, CF, RS every 5 years yes yes
Kingdom control post-control

NS - order of access to infrastructure; CF — infrastructure operator accounts; RS — order of regulation

Source: IRG-Rail
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As the rail network is a natural monopoly, the question of maintaining it in a working condition through
capital investment is important for European countries. In paragraph 2.3.1, we discussed the European
practice of setting infrastructure access charges at the level of the infrastructure operator's direct costs, with
the experience of some countries to set higher tariffs that are acceptable to transport operators. The aim of
the higher tariffs is to achieve a complete restoration of the rail network. However, public funding is the main
source of financing capital expenditure on infrastructure in European countries. Depending on the amount of
budget financing, fees for access to the infrastructure of private transport operators may vary.

In countries like Spain, Slovakia, or Greece, as the first step the infrastructure operator calculates the amount
needed to support the railway infrastructure. The next step is to calculate the amount of budget financing for
the infrastructure operator to enter the break even point.

Another approach is used in countries such as Italy, Germany and the United Kingdom. In these countries,
the level of budget financing is determined first, only after that the level fee (tariff) for access to infrastructure
for transport operators is determined.

At the same time, budget financing is not only for determining the tariff for access, but also for the impact on
the absolute amount of fees for carriers that will be charged by the infrastructure operator.

In European countries, this influence is used both to support the freight transportation sector and to support
non-commercial transport companies. For example, in Germany, in 2014, the federal government provided €
7.3 billion to regional passenger companies for organization of transportation, € 3.1 billion of which would
be used to cover the charges for access to infrastructure for these companies. In France, the same mechanism
works when the government pays a part of the tariff for access to the network when carriers are carrying out
socially important transportation.
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3. HOW TO USE IN UKRAINE THE EU EXPERIENCE IN
LIBERALIZING RAILWAYS?

In this section we will look at the results of our study of the European experience in opening the railway
transportation market (see section 2), the results of the Ukrainian stakeholder survey on the opening of the
market (see section 1.1.3, section 1.1), how to move Ukrzaliznytsia from the current model ( see paragraph
1.1.1, section 1) to the aimed European one for the functioning of the railway market in Ukraine (see
paragraph 2.2.1, section 2.2) through the prism of the necessary organizational and regulatory changes in the
railway market in Ukraine.

We have summarized our research findings and recommendations at the beginning of this publication.

In order to fulfill Ukraine's obligations under the Association Agreement, it is necessary to first adopt the Law
of Ukraine on Railway Transport *3. This bill is already in the Verkhovna Rada and can be voted on by the end
of 2019. It defines the framework of the new model of the market, and its specific content needs to be filled
withimplementing regulations such as, for example, the methodology of access to infrastructure.

According to result of our survey, stakeholders have noted that the liberalization progress of railway
transportation is either absent or too slow (see Section 1.3.1 for more details).

Firstly, the new bill provides competition. Private companies which own a fleet of locomotives should become
participants in the transportation market together with Ukrzaliznytsia. In practice, this may mean the
creation of their own carriers by major exporters to transport goods. To be eligible for railway transportation,
carriers will need to obtain licenses and security certificates to access infrastructure.

Secondly, the new regulation. A state regulator in the field of railway transport and a National Commission
for State regulation in the field of transport should be created. The former will be responsible for issuing
licenses, certificates, line distribution for carriers, discriminatory complaints, and the latter for regulating
access tariffs.

Thirdly, Ukrzaliznytsia will become a public infrastructure operator. As we explored in Section II, it is a

common EU model when state-owned companies own tracks, but transportation services are competitive.

Fourthly, a change in approach to financing passenger transportation. Interregional and suburban
transportation — noncommercial and unprofitable. Compensation for transportation must be put in the state

and local budgets.

The bill outlines the framework of the new model of the market, and the implementing regulations must fill
in the specific content. The bill doesn’t answer the question, let's say, what will be the mechanism for
establishing a fee for a package for access to the tracks. It is unknown how the requests for infrastructure

access will be processed. The rules of management of the transportation process, access rules for private

53Bill on Railway Transport of Ukraine
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locomotives will be importamt. Surely, discussion around the method of calculating the cost of services for
access to tracks, the method of determining the investment component in the tariff will start.

The Ministry of Infrastructure announced that, after the adoption of the Law on Railway Transport, new
regulations would be developed and adopted in order to implement the requirements of the law. For this
purpose, a Working Group, responsible for processing the admission of private locomotives on public tracks,
developing draft licensing conditions, rules for equitable access to railway infrastructures, methods for
determining access to tracks, safety management recommendations, etc will be created at the MIU*,

At the same time, the World Bank noted in a recent report® that, regardless of the time of adoption of the
Law of Ukraine on Railway Transport, preparatory work of the implementing regulations on the regime of
access to infrastructure can be carried out (on the status of preparation according to the World Bank data -
see Table 7).

Table 7. Status of preparation of MIU/UZ implementing regulations on infrastructure access

Components of the infrastructure access Preparation status

mode

Capacity allocation framework In progress. The Ministry of Infrastructure is preparing a project of order of
track capacity framework for further discussion on UZ and CMU approval. The
framework must be regulated and agreed by the National Railway Regulatory
Commission, which will be created after the adoption of the Law on Railway
Transport of Ukraine.

Infrastructure charges framework In progress. The Ministry of Infrastructure is preparing a project of a framework
for charging for access to infrastructure for further discussion on UZ and CMU
approval. The framework must be regulated and agreed by the National Railway
Regulatory Commission, which will be established after the adoption of the Law
on Railway Transport of Ukraine.

Safety certification In progress. Ukrzaliznytsia liaises with the European Railway Agency and is
preparing to gradually implement common safety methods and safety
management systems. The regulator that will created in the future will assume
the safety regulating role.

Network statement Not started. Ukrzaliznytsia has not yet set up an independent subsidiary
infrastructure operator which must prepare the order for access to the
infrastructure.

Multi-annual infrastructure contract Not started. Given the large amount of possible budgetary financing of the

nonprofit part of the network, an infrastructure contract between Ukrzaliznytsia
as an infrastructure operator and the Government is likely to become an
important element of the wider PSO order.

Source: World Bank (2019)

S*https://mtu.gov.ua/content/reformi-zaliznichnogo-transportu.html
55Ukrzaliznytsia (UZ) Modernization Strategy. Summary report: Using Market Opening ot Catalyze Railway Reforms; World Bank, June
25,2019
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At the time of the publication of our study, draft implementing regulations were not published by the Ministry
of Infrastructure for public discussion, and work on them is ongoing. These projects should, at a technical
level, implement the requirements of 6 EU directives and 5 regulations, as discussed below.

The Association Agreement with the EU suppose that Ukraine implements the following EU directives and
regulations in the field of railway transportation®:

Access to market and infrastructure:

e  Council Directive 91/440 / EEC from 29.07.1991 on the development of the Community's railways, with a
goal of establishing independence in management and improving the financial situation (Article 2, 3, 4,
5and 9), as well as any separation between infrastructure management and transport operations (art.
6,7,8);

e  Council Directive 95/18/EU from 19 June 1995 on the licensing of railway enterprizes - the introduction
of licenses under the conditions listed in Articles 1 to 13 and 15;

e Directive 2001/14 / EU from the European Parliament and Council from 26.02.2001 on the separation of
the track capacity of railway infrastructure and the charging for the use of railway infrastructure

e Regulation (EU) 913/2010 from the European Parliament and Council from 22.09.2010 on the European
railway network for the competitiveness of freight transportations.
Specifications and Safety:

e Directive 2004/49 / EU of the European Parliament and Council from 29.04.2004 on the safety of railways
in the Community, which amends Council Directive 96/18/EU on the separation of railway transport track
capacity and Directive 2001/14/ EU on separation of track capacity of railway infrastructures and charging
for the use of railway infrastructure and for safety certification (Railway Safety Directive)

e Directive 2007/59/EU of the European Parliament and Council from 23.10.2007 on the certification of
train drivers and trains in the Community's rail system.
Standardization of accounts and statistics:
e  Council Regulation (EEC) 1192/69 from 26.06.1969 on common rules of the standardization of reporting
by railway enterprizes.
Interoperability:
e Directive 2008/57/EC of the European Parliament and Council from 17.06.2008 on the interoperability of
the railway system within the Community
Combined transportation:

e Council Directive 92/106/EEC from 7 December 1992 on setting common rules for certain types of
combined freight transportation between Member States

*°Association Agreement between the European Union and its Member States and Ukraine, Annex XXXII/ual
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Other:

e Regulation (EU) 1370/2007 of the European Parliament and Council from 23.10.2007 on public passenger
transportation by railway and motor vehicle transport and repealing Council Regulations (EEC) 1191/69
and 1107/70

e  Council Regulation (EEC) 1371/2007 of the European Parliament and Council from 23.10.2007 on the
rights and obligations of railway passengers.

If the expected opening of the railway transportation market is to be carried out without well-planned
systematic measures, there are risks to the uninterrupted transport logistics for the Ukrainian economy.
Therefore, based on our research and experience of European countries, we draw attention to key conclusions
in this section. We have outlined these changes consecutively; they must be introduced prior to the opening
of the transportation market.

The railway network of Ukraine is about 20 thousand km, only 50% of which is electrified. According to a
World Bank analysis 7, about 30% of the network provides transportation of more than 10 million tonnes of
freight annually and only 55% of the network can be self-sufficient (covering both direct and capital costs for
network maintenance). Instead, nearly 20% of the network is low-activity routes, transporting only 250
tonnes a year, and will be of little interest to new freight carriers once the market opens. About 8 thousand
km of roads do not have enough for break-even traffic.

In our view, in practice, this means the need to revise Ukraine's transport strategy and strategically identify
the necessary railway network for Ukraine and from what sources to finance it. It should be taken into account
that part of the international transport corridors passing through Ukraine can be co-financed by the European
Commission, and part of the network is already commercial and profitable. However, it is necessary to
determine whether the residual railway network needs development, reduction, concession and determine
what is possible amount of public funding for maintaining of this network.

Ukrainian stakeholders are convinced (for more details see paragraph 1.3.3) that currently there is no formed
position of the Government on the railway network, that a branched railway network can be a competitive

advantage of the Ukrainian economy, so it is necessary to find ways to finance or close part of the sections.

As we noted above, according to the OECD analysis, a unified and costly railway infrastructure is a common

feature of the EU railway market and is largely financed by public finances.

The experience of Poland (detail - Box 5), whose transport policy during the restructuring of the industry
focused on the transition from motor vehicle transport to railway and Germany (more detail - Box 6), whose

infrastructure development strategy included closure of low-traffic lines and investing in high-traffic

S"Ukrzaliznytsia (UZ) Modernization Strategy. Summary report: Using Market Opening ot Catalyze Railway Reforms; World Bank, June
25,2019
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networks, as well as majority of other European countries, rpoves that the railway network is shrinking
without government support.

In paragraphs 2.3.1. and 2.3.3. we have investigated that the European practice of setting infrastructure access
charges at the level of the infrastructure operator's direct costs doesn’t cover the necessary amount of indirect
costs and capital costs of maintaining infrastructure. It is not enough for Ukraine to copy the tariff setting
mechanism provided for by the European directives, as it will only cover direct expenses of carriers. It should
be clearly stated in the legislation which part of the railway infrastructure and to what extent it can be
financed from the state budget.

The next step, after the revision of the transport strategy, should be processing of the mechanism for
concluding perfopmance contracts between the future infrastructure operator and the Ministry of Finance,
which should include financing criteria based on an agreed transport strategy (so-called network PSO).

In Section 2.2.4, we considered the example of the mechanism of concluding the performance contract in
Spain, as well as the negative effects of transferring infrastructure to a private operator in the UK. In Germany,
DB Netz (the German infrastructure operator) managed to increase the amount of network funding only after
contracting with the federal government of Germany.

Therefore, prior to opening of the railway transportation market, the Government should take steps to
ensure that the financing of the future infrastructure operator is sufficient to keep Ukraine's railway network
operational.

In Section 2.1.1, we look at the general restructuring process of state monopolies. Since restructuring as a
process aims at increasing the value of assets and efficiency of managing them, it is optimal to separate the
business segments, both vertically - by separating infrastructure from the transportation business — and
horizonally - by separating operating activities.

All European countries have gone through a phase of division of state monopolies: the railway infrastructure
operator is independent of the operators to perform its essential function (track capacity control and charging
for access to infrastructure).

Lithuania (more details - Box 2) divided the monopoly and increased operational efficiency, Germany (Box 5)
and Poland (Box 6) did the same. The environment in which the split took place was a drop in freight
transportation and revenues of railway monopolists, and the main driver was the requirements of EU railway

directives (more on the "zero" EU rail package - in section 2.2.1).

However, according to the OECD study, in all EU countries, former railway monopolies play a special role in
domestic markets. To a greater extent, they are the only ones who play an important role in all segments: car
freight forwarding, route forwarding, multimodal transportation, regional passenger transportation and long
distance routes. Former monopolies carry out a large volume of operations under PSO contracts signed with
local and state authorities. This special status explains the large proportion of transportation remaining under

former monopolies;

The current model of Ukrzaliznytsia management (for more details see section 1.1.2) is characterized by
regional rather than functional organization of work. 28 branches, 6 regional branches and 2 representative
offices (more - Table 2) foces on several activities, containing unnecessary non-core assets. As of today, the
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separation of infrastructure operating and freight and passenger transportation operations by Ukrzaliznytsia
has not been carried out yet, which does not allow to separate financial accounts and to determine what
amount of money is generated by infrastructure, freight and passenger transportation separately.

The Ukrzaliznytsia division will allow: (i) to clearly identify the amount of investment needed to upgrade
infrastructure and (ii) organize competition for freight operators. Separation of freight and passenger
business guarantees that freight revenues will not cover the losses from freight transportations. Profits from
freight transportation should be used for the freight transportation business.

Asset restructuring, reductions and optimization of infrastructure support expenses can be solved by partial
privatization of non-core assets, while the company will be able to focus on its main activities, that generae
profit and have social value. The plan of Ukrzaliznytsia should include a schedule for the sale or partial
privatization of non-core assets.

According to our survey, the participants of the Ukrainian railway market generally support the
reorganization of Ukrzaliznytsia as part of the process of liberalization of transportations. The participants
made the following arguments: the separation will allow to properly account for expenses and to divide
activity into profile/non-profile, will allow to stop cross-subsidizing of passenger transportation by freight
transportation, every business line should become profitable for investment.

Only after separation can the liberalization of the transportation market be carried out. In this case, all
participants will have equal conditions for freight transportation operators, which will ensure a non-
discriminatory tariff for access to infrastructure.

Therefore, Ukrzaliznytsia should ensure a clear separation of accounting (and economic activity) with
infrastructure management from other services - passenger and freight transportations, as well as

independent management of each company.

Infrastructure access charges are required to provide financial support to the infrastructure operator. In
Section 2.3.1. we have analyzed the European experience in setting a tariff for a minimum infrastructure
access package. It implies that in most EU countries the methodology for charging for access to infrastructure
is based on the marginal cost pricing. This is due to the availability of state support for infrastructure
operators through direct funding or through the adoption of higher access charges.

The procedure for calculating the access charges can be as follows: UZ as an infrastructure operator
determines the total cost of using the infrastructure and adds these calculations to the so-called network
statement. This document should be published annually and discussed with market participants. Due to the
monopoly position of Ukrzaliznytsia as an infrastructure operator, a National Transport Regulatory
Commission is created. Therefore, approvals and post-control remain for the commission, the initial

calculations are for the infrastructure operator.

Undoubtedly, the issue of establishing a reasonable access charge (not too low and not too high) with
sufficient margins for the infrastructure operator will require careful preparation and mediation by the MIU

in the railway transportation market. The access charges revision must be possible annually.

The access charges will become the basis for determining the final cost of the transportation service. The EU
experience shows that if you try to cover all the infrastructure costs, the retail price will rise rapidly and most
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freight will move from railway to motor vehicle transport. Therefore, most EU countries keep the access
charges at a level that allows railways to compete with motor vehicle transport.

A review of the existing retail tariffs is necessary, both freight and passenger transportation tariffs. To date,
tariffs have been approved by the Ministry of Infrastructure's tariffs. Freight tariffs are highly dependent on
the categories of freights. At the beginning of 2019, Ukrzaliznytsia was carrying freights of 14 categories, each
with a different tariff. At the same time, the lowest freights tariff is set for coal, construction materials, iron
and manganese ore, and 60% of freight transportation is related to these freights. There is no clear and
objective rationale for the determination of the retail tariffs.

In the EU case, the transportation of passengers and the financing of infrastructure operators lie largely on
state budgets. rather than infrastructure access fees. If the infrastructure operator does not have funding from
the state budget or raising tariffs for passengers, maintenance and reconstruction of the infrastructure will
require financing from the tariff for access to infrastructure, which will mean a tariff higher than in the
Western European countries.

Therefore, before opening the market the methodology for calculating access charges should be
prepared. The infrastructure access charges shall at least cover the direct expenses of the
infrastructure operator. Furthermore, retail transportat tariffs should be reviewed and defined
according to objective market principles.

Railway passenger transportation in many countries, including Ukraine, are key to meeting the mobility needs
of the population, including the least protected social groups.

To ensure this, the concept of a public service obligation for railway passengers, which can’t be provided on
a commercial basis due to financial unattractiveness, was introduced in EU countries. Socially important, as
well as special transportations®® are carried out at the request of central or local authorities on the basis of
compensation. Authorities support railway operators by directly financing losses from budget or cross-
subsidizing revenue from other traffic. Market prices fully cover tariff costs (with or without profit), unlike
social costs, which are subsidized by the state and/or through cross-subsidization (as in the case of France).

Passenger transportation services (the so-called open access regime), typically long-distance connections
between regional centers of Ukraine, may have sufficient demand to cover all the expenses of passenger

transportation.

As competition is introduceds in freight transportation, extraordinary profits from freight operations will not
be available to cross-subsidize passenger transport. It will be necessary to provide state funds to subsidize

public service operations.

At the same time, it is necessary to determine which passenger transportations will be socially important with
aregulated cost of transportation, which will be compensated to carriers from the state and local budgets (the
so-called service PSO). For the most part compensations will cover interregional and suburban transportation.

This socially important transportation service should go under the contract with the customers of

58 Railway transportations intended to meet particularly important state needs, as well as the transportation of persons detained from
institutions of penal system - Bill No. 9512 “On Railway Transport”
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transportation and refunding the difference between the regulated ticket cost and the estimated cost of
transportations

Therefore, prior to market opening the Government should take measures to eliminate discriminatory cross-
subsidization of passenger transportation by freight transportation and, therefore, to consider following:
(i) a mechanism for financing passenger transportation, (ii) separate passenger service into commercial and
socially important and to deregulate tariffs for the first category.

It is necessary to create a National Railway Regulatory Commission and to adopt regulations on access
charges, as well as a railway transport safety authority, which will determine the requirements for the
carriers, check their compliance and issue licenses for transportations.

Key issues when creating National Comission: the order for appointing members, the order for selecting the
chairman, the financing mechanism, the internal procedures of the regulator, ensuring the independence of
the regulator from the state and market participants (minimize the risk of "capture of the regulator").

It is necessary to create National Commission responsible for accewss charges first, and to adopt
implementing regulations and methods for calculating charges in order to open access to infrastructure. A
situation when the infrastructure operator will independently adjust the charges and give preferences to
individual freight operators or a state holding operator must be avoided.

In Section 2.3.2, we analyzed in more detail the role of regulators in the process of tariff formation, licensing
transportation operators and certifying rolling stock safety.
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