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® Upgrading of information systems

With a view to optimising the quantity of information systems needed by ESO, their
operation and maintenance and development costs, and ensure data integrity the
upgrading of the existing systems is envisaged. It is planned to implement new
generation information systems adapted to the sector of energy sector and meeting
safety requirements: financial management and accounting system, personnel
management and accounting system, document management system.

Benefits and indicators

Main benefits of the programme are the effective, professional and innovative
servicing of customers (‘one-stop-shop’ principle).

Indicators 2019 - 2028

Share of active consumers?®, % 30 %

Electricity connection average duration, c.d. 25

Natural gas connection average duration, c.d. 35

NPS

Table 3. Customer experiences and market facilitation investment direction indicators
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This part presents the general financial assessment of the ESO
Investment Plan for 2019-2028 and defines main assumptions
about the need for investments.*

On the basis of 2018 asset valuation report (electrical power
segment) of ESO the replacement value of fixed assets of
ESO totals EUR 4 511 million. Considering the duration of the
average useful life of fixed assets (electrical powery segment)
of the Company - 40 years® — the average annual value of
depreciated assets would be approximately EUR 113:million.

Considering the above provided assumptions regarding (i)
the replacement value, (i) the period of depreciatiof, and (iii)
the average value of the annually depreciated assets, ESO
would have to ensure the investment level of at least ELR113
million each year (EUR 1,128 million during the next decadely
which would be allocated for electricity " netWok®
reconstructions in order to maintain a stable level of physSicais™
depreciation of the electricity network, i.e. maintaini e
electrical power network in the condition of the current
technical level.

It is important to draw attention to the fact that continuous
efforts of ESO to make its operations more effective help the
Company find the solutions which enable the Company to
retain the relatively stable asset depreciation level by
investing a slightly smaller amount of funds, e.g.
implementation of asset management, geographical and
other systems, implementation of smart metering systems,
etc.
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For this reason, we are of view that the amount to be allocated to investments in
restoration of the electrical power network could be by about 10% smaller than the
arithmetically simulated amount and would total to about EUR 101 million per year
(EUR 1, 015 million in the next 10 years).

One of the factors to help retain the existing depreciation rate of the electrical
power network with smaller investments is the mass installation of smart metering
devices. These smart devices will help identify the optimal required infrastructure of
the network given the profiles of energy consumption by electricity users, will allow
the Company to make use of the existing infrastructure in a more efficient manner
when planning reconstruction works and will help evaluate the potential loading of
new clients more accurately as well as identify the need of network reconstruction in
relation to new users. Taking into consideration the experience of other countries,
we estimate that the installation of smart metering devices will allow us to potentially
reduce the investments in the network reconstruction and renovation by 3.5%.

In 2017-2018, a significant part of investments was funded by the Company with
borrowed capital funds; however, as regards the period of 2019-2028, the
possibilities of ESO to implement bigger investments are potentially limited by the
following main factors:

® Amount of capital costs

The Company’s cash flow for the financing of investments consists of: (i) depreciation
of regulated assets and (ii) investment return which are included in the distribution
service tariff. The present regulatory mechanism helps the Company ensure the level
of income which enables the Company to invest approximately EUR 793 million into
reconstruction of power networks in 2019-2028. Whereas the need for investments
according to the replacement value of assets would amount to about EUR 1,128
million and considering the increase in efficiency of ESO’s activities, the floor of the
necessary investments could be about EUR 1,015 million (less by up to 10%) in the

new consumers. The remaining amount of investments required by ESO for funding
during the implementation period is regained by the Company only over the useful
period of assets created when connecting new consumers, i.e. in 40 years on average,
in equal parts. It should be noted that in 2017-2018, investments into connection of
new consumers in electricity and natural gas segments totalled EUR 202 million, while
the share paid by new consumers totalled to only about EUR 25 million. This means
that investments of about EUR 177 million were financed with the Company’s own
funds and borrowed funds which significantly increased the debt level of the
Company;

® Financing of investments with borrowed funds

The Company has a limited possibility to finance investments planned for the period
of 10 years from borrowed funds, because in end-2018 the ratio of the Company’s net
financial debt to EBITDA® was 5.1. According to the LE Strategy, the long-term value
of this ratio should not exceed 4. Such debt level corresponds to the strategic goals
of foreign companies involved in similar activities (most companies aim at not
exceeding this level) as the main controlling shareholder of the Company, namely, the
Ministry of Finance, expressed its expectation for 2018 in its letter “On the State’s
Expectations in Relation to Operation of Lietuvos Energija Group”. When modelling
its investment plan, the Company is going to reduce the value of this indicator to the
value acceptable to the shareholders, namely, 3,8 in the period of ten years
(2019-2028) (see Figure 5).

Figure 5. ESO net debt ratio (D/EBITDA), 2019-2028

Net Debt ratio D/EBITDA of the Company

51

2019-2028 period; 4,0
3,8
® Lack of funding for new consumers
The provisions of the Law on Electricity and the Law on Natural Gas of the Republic of
Lithuania oblige ESO to connect new electricity and natural gas consumers, but does Threshold value under
not guarantee ESO sufficient funding for investments focused on connection of new 2028 the LE Strategy

consumers, because only 20% of connection costs incurred by ESO are funded by the

6 The ratio of net financial debt (D) and earnings before interest, tax, depreciation and amortisation (EBITDA) shows the Company'’s ability to repay debts. The value of this ratio indicates how many years the Company has to work in order to achieve EBITDA equal to the Company’s debts.
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Considering the financing of investments guaranteed by (i) capital costs (regulatory
mechanism) and the Company’s income flow in (ii) the Company’s obligation to
connect new consumers by funding up to 80% of connection costs and (iii) the
need to achieve sustainable D/EBITDA debt ratio, the Company has planned the
following amount of investments in the 2019-2028 period (see Figure 6).

2019-2028, EUR million

Investment level, EUR million

The 2020 investment level is simulated within the scope of the necessary
investment in the network (investments of the given period should correspond to
the planned investment level of 2019), whereas from the year 2021, the average
investment level should grow, however, the maximum amount of the simulat-
ed cash flow according to the existing regulation is EUR 222 million smaller
than the minimum required investment flow, which could ensure the retention 1825

of the current state of network depreciation (the difference results in the part of ]
reconstructions of electrical power network). The actual investments foreseen in
the investment plan will depend on the decisions adopted by the regulatory
authorities which provide assumptions for the funding of the aforementioned
investments, i.e. (i) necessary regulatory changes to ensure a proportionate and
well-balanced funding of the connection of new consumers; (ii) as of 2021 a new
regulatory period is to start during which a new regulatory mechanism is to be
established which, in principle, will have to define a new actual level of investments
in network upgrade. In case of favourable decisions of the regulatory authorities,
the volume of investments could be potentially revised.

1557

The Investment Plan was prepared taking account of the following main aspects
upon change of which potential investment possibilities and amounts would also
change. The below named aspects are provided for calculation purposes and
should be treated as calculation assumptions and restrictions; however, it should
be emphasised that the number of new consumers of the 2019 period at the time
of preparation of this document exceeded the number of the relevant period of
2018 - if such trend continues and no corrections are made with regard to the regu-
latory environment which determined the funding of investments in the connection
of new consumers from the distribution tariff, investments in network restoration
and upgrade could reduce in the long run. It should be noted further that the Com- Natural gas, Natural gas
pany cannot control/take decisions on tariffs or on proportions of tariff compo- other** reconstructions
nents. Furthermore, in individual periods the change in the distribution service

tariff may be above or below the inflation rate of that year, but it is expected that it

over 10 years on average it will be close to the inflation rate.

268

Investments planned 2019-2028

*Level of investments required for maintaining stable physical depreciation level of electricity network
** Investments into new consumers on natural gas side, smart meters, other natural gas network-related investments — ITN, other equipment, etc.
*** Investments into new consumers on electricity side, smart meters, other electricity network-related investments — ITN, other equipment, etc.

2047

Figure 6. ESO capital investments planned and the capital investments needed for

1779

268

Minimum level of investments

needed 2019-2028*

Electricity,
other***

Electricity
reconstructions
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covering up to 50 % of the value of separate projects. Such investment funding
source would enable to implement more investments which are necessPW for the

network upgrade with a lower impact on the tariff of electricity distri a?nyp'ces

The main aspects taking into account when planning investments for the 2019-2028
period:

and to improve the indicators of financial debt and cash flows of the P

Qualitative indicators Investments in
were established connection of new
considering stakeholder customers were

Electrical energy and
natural gas
distribution tariff

In providing all amendments to the regulatory environment and reca
prices the Company will take account of the cyclical nature of thele
consider electricity and natural gas quantities planned to be distributed). a
seek to minimise the impact of investments on electricity and natural ﬁs %

expectations for service assessed on the basis
quality and good of the statistical
practices of Western information of the
Europe; previous year.

change is close to
inflation level and
amounts to 5% a year
on average;

During the period of implementation of the Investment Plan, the Company provided
for actions the successful implementation of which would facilitate the increase of
investment level into electricity network reconstructions:

O  Level of capital costs in regulated income:
The Company considers that it is expedient to take an active part in the review
of the regulatory mechanism planned with NERC from 2021 by making f‘
proposals regarding incorporation of a reasonable and justified depreciation
rate in the prices of regulated services that would ensure sustalnablg 1
restoration of network depreciation over the long-term period; y

O Connection of new consumers: b
The Company considers that it is expedient to further seek reasonableia
justified change in the structure of financing of new consumer invest
though more objective allocation of investment financing prop
between the Company and new consumers linking them to ber
generated by investments. Presently, the Company analyses the pote
alternatives for new consumer investment funding and hopes to provide
regulatory authorities with the proposals regarding targeted changed in}
regulatory environment in the foreseeable future.

O EUF support:
We consider that it is expedient, where practicable, to continue seeking that
part of investments is financed from the European Union (EU) funds. It is
planned that part of investments could be financed with the EU funds
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6 . AN N EXES Equipment type Programme 2019  Total up to 2028

Electricity network’

A. Quantities of Replaced Equipment and Indicators [0
| Length of 10 kY underground ines inforests,km | P1__| 92 | 2em0 |
T e e I I I
T e T A

Reconstructed transformed substations, ps. --“

Reconstructed distribution points, ps. P2 113

Reconstructed qld type prefabricated P1 214 T
transformer stations, ps.

Share of remotely controlled customers 24%

connected from 10 kV lines, % .
Installation of smart electricity meters,

thousands of ps.

Share of smart electricity meters, % _ 100%

Voltage analysers, ps.
Electrical energy meeting the voltage .

O
standard supplied to the part of customers, % o = -
Natural gas network®
Reconstruction of natural gas distribution
pipelines, km

Sensors of natural gas pressure parameters, ps. 12

Share of remotely momtored and controlled 86%
. . . (]
anti-corrosion eqU|pment, %

Cross-feeding, km

Installation of smart natural gas mete
thousands of ps.’

7Total length of electricity distribution networks — 125 077 km (126 600 km — according to the data of 31 December 2018, including used and subscriber network).
8Total length of natural gas distribution networks — 8 914 km (8 954 km - according to the data of 31 December 2018, including used and subscriber network).
°Final decisions on installation of smart natural gas meters have not been adopted.
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B. Map of investment programmes for 2019-2028

INVESTMENT PROGRAMME

P1. Network reliability

P2. Network smartification

STRATEGIC PRIORITIES AND MAJOR PROJECTS

1. Replacement of overhead lines

2. Replacement of unreliable and frequently breaking down
equipment

3. Solutions securing alternative supply of natural gas

4. Inserting in old steel natural gas pipelines

5. Implementation of voltage quality improvement solutions

6. Automated and integrated network operation activity
planning and management tools/systems

7. Pilot projects in all stages and spheres after justification of
which larger-scale solutions are planned

Asset management system

Automated predictive maintenance solutions
Geographical information system

LNG station

Pilot projects for installing voltage quality analyzers,
power storage devices, automatic power and voltage
regulators

P3. Customer experiences
and market facilitation




2019 - 2028 investment plan

eso

26

C. Scheme of relationships between the Investment Plan and other documents

The scheme below shows how the Investment Plan is integrated into the
long-term planning process of ESO and the LE group. The ESO Strategy 2030 is
developed based on the LE Strategy 2030. The Investment Plan has been
prepared in order to ensure the implementation of the objectives provided for in
the ESO Strategy and to plan the required investments seeking maximum possible
results taking account of the existing limitations.

Investments were planned taking into account other planning documents of the
LE Group (e.g. digitisation guidelines) as well as the ESO natural gas and electrici-
ty development strategies that describe the principles of modernisation and
development of the network, and the technology and equipment used were taken
into account in the investments planning process.

. . Functional
Relationships strategies and
between guidelines
planning
documents Functional
strategies and
guidelines

l

\ ESO

y Strategy

LE Strategy

2030

Functional
strategies and
guidelines

Functional

strategies and
guidelines Register

of risks

Plan of risk
management

The investment plan serves as a basis for the accurate planning when annually
updating the ESO operational plan and preparing the budget, and when annually
updating more detailed 3-year and 1-year investment plans each quarter.

Annual
targets

Operational
plan

ESO
electricity
network
development
standard

Long-term ESO

investment natural gas
network

development
standard

Long-term
financial

Investment
rating
methodology

3-year and
1-year

investment
plans
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D. Impact of Investments on the distribution tariff

This annex illustrates the impact of the Investment Plan for 2019-2028 on electrical
power and natural gas distribution tariffs in the considered period. The impact was
measured as the difference between the amount of investments specified in the
investment plan approved in 2018 for the period of 2018 — 2027 and the level of
investments provided for in the investment plan for 2019-2028.

Taking account of the new investment level for 2019-2028, the average reduction
of the electricity distribution tariff due to different distribution of investments in
different years compared with the investment plan for 2018-2027 would annually
decrease by 0.05 ct/kWh or 1,7 % on average in the period from 2019 to 2028.

The natural gas distribution tariff would annually increase by 0.16 EUR/MWh or
2.7% on average in the 2019-2028 period. This increase is due to the growth trend
of new customer observed in 2017-2019, with correspondingly planned higher
investments in connection of new customers in 2019-2028.

The calculation assessed only the impact of investments on the distribution tariff.
When calculating the whole electricity and natural gas distribution tariff other
components were also taken into account: the increase in energy consumption
volume, technological losses, adjustments of income level, performance, etc. The
Company simulates that the growth of the average distribution tariff considering all
components during the average period of 10 years would be close to the annual
inflation level, however, in individual periods the change amount to 5 per cent on
annual basis in the distribution service tariff may be higher or lower than the
inflation level of the year.

27
Figure 1. Change in electricity distribution tariff in 2012-2028 (compared with the
Investment Plan for 2018-2027), %
-0,2 %
-0,5 % -0,5 %
-2,4 % o .
-2,6% 2,8% -2,6 % -2,6 %
2020 2021 2022 2023 2024 2025 2026 2027 2028

Figure 2. Change in natural gas distribution tariff in 2010-2028, % (compared with
the Investment Plan for 2018-2027)*.

28%  ,gq  26% 26% 28%

2,4 % 2,3% 2,4 %

0,6 %

2020 2021 2022 2023 2024 2025 2026 2027 2028

* The influence on the gas distribution tariff is increasing due to the growth trend of new customers observed in 2017-2019 with correspondingly planned higher investments in connection of new customers in 2019-2028.



