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Regional Distribution Companies Offer Attractive Upside

Potential Solution for Regulated Tariffs

New tariff policy could rejuvenate sector. The new parameters
for core regulated tariffs for distribution companies will be
announced in April or May, and these tariffs will be the main value
driver for distribution companies. While there are as yet no details
available on the tariffs, we have updated our model using the
guidance given by the Ministry of Economic Development to
provide investors with an idea of how the announcement of new
tariffs could affect companies’ valuations.

Regional MRSKs are among our top picks. We are initiating
coverage of the distribution sector with Buy recommendations for
shares of MRSK Center-Volga, MRSK Ural and MRSK Center with
target prices of $0.009/share, $0.011/share and $0.035/share,
respectively, offering 44%, 40% and 26% upside potential. We
have set a Hold recommendation on MRSK Holding shares with a
target price of $0.11/share, offering 7% upside potential.

FOCUS ON FURTHER GOVERNMENT STEPS
|
Tariff growth slows. Distribution tariffs are expected to grow

5.5% YoY in 2012 and 10-11% YoY on average in 2013-18. This
is down from 15-27% YoY growth in 2008-11.

Privatization could be a trigger. Transparent and open
privatization auctions may have a positive impact on distribution
companies in 2012-13 unlocking their value.

Moderate growth. We expect steady growth of 11% CAGR in
2012-15 on the top line and 8.8% CAGR in 2012-15 on EBITDA.

SENTIMENT FROM EQUITY INVESTORS IS WEAK
|
Painful memories. Investors’ trust in government decisions was

undermined by the tariff reviews of 2011-12.
Last mile risk. Large industrial customers are switching to direct
contracts with Federal Grid, bypassing distribution companies.

MIXED VALUATIONS ACROSS THE SECTOR
|
Cheap on EV/EBITDA. Discos trade at a 40% discount to

international peers on an average 2012E EV/EBITDA of 3.5.

In line on P/E. Discos trade mostly in line with peers on average
2012E P/E. We see no significant discount for Russian distributors
to EM peers.

Mixed valuation on DCF. We see attractive upside only in MRSK
Center-Volga, MRSK Ural, and MRSK Center shares.

Focus on MRSK Center-Volga, Ural & Center

TPs and Recommendations

Company Price,$ TP, $ Up,(Dn),% Rec
MRSK Holding 0.10 011 7 Hold
MRSK Holding Pref 0.058  0.066 14 Hold
MRSK CenterandVolga ~ 0.0065 0.0093 44 Buy
MRSK Ural 0.008 0011 40 Buy
MRSK Center 0.028 0.035 26 Buy
MRSK Siberia 0.0042  0.0052 24 Buy
MRSK Volga 0.0036 0.0044 21 Buy
MRSK South 0.0023  0.0027 14 Hold
MRSK North-Caucasus 21 2.4 13 Hold
MOESK 0.052  0.058 12 Hold
MRSK North-West 0.0030 0.0033 8 Hold
Lenenergo 0.36 034 (5) Hold
Lenenergo Pref 0.82 087 7 Hold

Source: MICEX, URALSIB estimates

Regulation to Tightenin 2012

Sector Valuations
Company PIE EV/EBITDA
10 11E 12E 10 11E 12E
MRSK Holding 59 43 68| 42 35 39
MOESK 45 41 67| 30 26 31
Lenenergo 21 neg 60| 25 28 31
MRSK North-West neg 107 214 | 56 32 32
MRSK CenterandVolga 262 47 128| 70 37 43
MRSK Center 70 63 94| 42 45 41
MRSK South neg 285 156| 45 32 34
MRSK Siberia neg 66 neg| 86 24 35
MRSK Volga nm 172  n/m 62 45 55
MRSK Ural 85 58 126| 28 25 29
MRSK North-Caucasus nm nm neg| 19 17 20

Source: URALSIB estimates
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Note: Market data as of 16 April 2012
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FOCUS ON FURTHER GOVERNMENT STEPS

Tariff growth slows

Rapid growth over the last three years left little growth potential for the near future. The electricity distribution price for
2008-11 grew at a CAGR of 23%, which saw the distribution price almost double over the period. According to an MRSK
Holding management presentation at its investor day in February, distribution companies are unlikely to see a comparable growth
rate for tariffs over the next few years. In our financial model we expect the distribution tariff to grow 5.5% YoY in 2012, 10%
YoY in 2013, and then 11% in 2014-18. Our assumptions are based on the Economy Ministry’s forecast for 2012-14.

Tariff Growth Will Not Exceed 11% in 2013-18
MRSK Holding's distribution tariffs
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Final decision on tariffs in April-May. Officially the deadline for determining the parameters of regulated distribution tariffs was
set by the government as of 1 April. However, the deadline was not met and is likely to be extended until 1 June, as indicated by the
management of MRSK Holding. One particular downside risk for the entire regulation system is that the government will simply
extend current tariffs for distribution companies until end-2012; in other words, distribution tariffs in 2012 will remain unchanged
from those in December 2011.

New parameters for tariff regulation. Limiting tariff growth is the main factor that will affect future tariff decisions. As a result of the clear
limits on distribution tariffs, the parameters of the RAB regulation system are likely to be revised in order to keep them in line with the
announced tariff growth. In particular, investors could see the initial RAB numbers revised down, as well as lower yields on invested capital.

RAB system is under review ... The long awaited RAB tariff system for distribution companies was approved for the majority of regions
and came into force in January 2011. However, due to unprecedented growth in electricity prices in some regions, state officials have limited
final electricity price growth for some customers to 15% YoY. In order to keep electricity tariff growth under control the government has
decided to revise the regulation system. As a temporary measure, tariffs were revised in April 2011 and were left flat in 2012.

... to meet the necessary limitations on tariff growth. According to statements from MRSK Holding’s management, the yields
on invested capital may vary from 1% to 12%. In previous years the approved numbers varied from 6% to 12%. This potential
downgrade could limit final distribution tariff growth to 7.3% CAGR in 2012-20. In our view the yields on invested capital for
distribution companies will be one of the most important tools for adjusting the regulated system. In our models we have 1-11%
yields for the “old initial RAB” and an 11% yield for newly invested capital.

In some cases initial RAB figures could also be at risk. For the regions lowering yields for invested capital will not be sufficient
to limit tariff growth according to the government’s plan. We believe initial RAB figures could be downgraded for Lenenergo,
MRSK Northwest and MRSK Center by up to 30%.

Tariff growth to end by 2018. To make our scenario more reliable and sustainable in the long term, we have adjusted yields on
invested capital and initial RAB to a level that is acceptable to meet the tariff growth requirements announced by the government.
Simultaneously we have assumed that tariff growth will approach zero by 2018 and no additional profits will be made by these
companies afterwards. In other words, we do not expect any extraordinary tariff growth in the future.
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Privatization could be a trigger

Several scenarios for the privatization of distribution companies. The privatization of distribution companies was discussed
starting from the RAO UES reform. According to Russian energy law, the privatization of distribution companies was banned until
2011. It was supposed that privatization would begin immediately after the ban was lifted. However, the weak regulation
environment and permanent revision of the tariff regulation system has interfered with the privatization process.

Open auction for the sale of a key subsidiary. One of the main takeaways from the investor day with MRSK Holding was the
clear message that there are plans to sell a key subsidiary at an open auction by the end of the year. In trying to draw a
comparison with the privatization of generation assets during the RAO UES restructuring, we can identify leading candidates in
terms of corporate governance and strong management teams. We see some similarity in Enel OGK-5 and MRSK Center and
Volga, and the latter has strong corporate governance and could be considered as the number one candidate for privatization.
Furthermore, other distributors, such as MRSK Center, MRSK Urals and MRSK Siberia, are being sued by industrial customers for
the excessive last-mile distribution charge. MRSK Center and Volga is also a good candidate because it is not strategically
important, unlike MOESK and Lenenergo, which control the distribution grids of Moscow and St Petersburg. MRSK South is weak
financially, and MRSK Northwest is far below the average MRSK in size. In addition, MRSK Northwest and MRSK South have
several regions that have not switched to the RAB regulation, which could lead to weaker demand for the asset from potential
buyers.

The most efficient way to improve cost control. Privatization through an open auction in the near future could be a positive
trigger for the sector, as private ownership may motivate management to improve cost control both for opex and capex. We
believe that the privatization may help create a benchmark for financial performance which could help improve valuations for the
rest of the sector. According to our calculation, a 30% cut in capex and a 10% cut in manageable opex could add up to 30% to
2013E EBITDA, and 43% to the DCF target price for the average distribution company.

Guarantee for long-term regulation. It is interesting that the privatization of the generation segment helped protect the reform
of the wholesale electricity market. We saw this as the CEOs of Enel and E.ON appealed to Prime Minister Vladimir Putin and
Deputy Prime Minister Igor Sechin to guarantee the liberalized market for generation companies purchased by Italian and German
investors. Similarly the privatization of distribution companies may help protect the long-term character of the RAB regulation, as
the government will have some direct obligations to investors.

Merger with other distribution companies. As one potential option for privatization, MRSK Holding is considering merging its
subsidiaries with other distribution companies. Potential mergers include MRSK Siberia and Irkutsk Distribution Company
affiliated with Oleg Deripaska’s En+, as well as MRSK Urals and the Bashkirian Distribution Company. Earlier this year RBC Daily
speculated on the potential merger of MRSK Urals’ subsidiary Kurganenergo with the distribution company Energo Kurgan, which
is controlled by the local government.

Plans for Gazprombank to take MOESK under management are on hold. One of MRSK Holding'’s key assets, MOESK, was
in focus as Gazprombank was planning to take it under management for 3.5 years with a moratorium on selling MRSK Holding’s
stake for 12 months. The transaction was on the board’s agenda but a final decision has not been made.

EDF subsidiary to manage distribution grid in the Tomsk region. MRSK Holding has approved a contract with the distribution
subsidiary of EDF, managed by the Tomsk Distribution Company. EDF’s expertise is certainly positive for Russian distribution
assets as it can help cut electricity losses.

Potential privatization bidders. Potential bidders during the privatization include Enel, which has already announced its interest
in Russian distribution assets; EDF, which is already involved in managing distribution companies in Tomsk; Eurosibenergo, which
has already announced its interest in purchasing MRSK Siberia; and Gazprombank, which is interested in increasing its stake in
MOESK from the current 10%.

No clear outcome for shareholders of MRSK Holding. The privatization is positive as it may unlock shareholder value in
distribution companies through improved operating efficiency and corporate governance. However, for MRSK Holding’s
shareholders the privation does not mean that cash proceeds will be distributed as dividends. An RAO-UES-style restructuring
with a proportional distribution of shares among shareholders is also not on the agenda. We see a risk that the funds used for the
execution of investment projects might not be included in RAB, and thus shareholders of MRSK Holding face substantial risks for
their holdings. However, MRSK shares offer the best liquidity in the sector and deserve a premium to other distribution
companies. Summarizing the risks and advantages of MRSK Holding, we believe it is fair to target MRSK Holding’s share in line
with the SOTP value without any additional premium or discount.
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Moderate growth

Operating cash flows to increase moderately. With the announced price caps for electricity price growth, we do not expect a
significant growth in companies’ operating cash flow. According to our models, distribution companies’ sales will have a CAGR of
11% in 2012-15, while average EBITDA is expected to have a CAGR of 8.8% in 2012-20. The bottom line should increase at a
CAGR 0f 9.0% in 2012-20.

Free cash flow negative over the next four years. Companies are likely to spend all of their operating cash flows on capex.
According to our estimates, MRSK Holding’s total capex (excluding Kubanenergo) may reach $22 bin in 2011-16. In its strategy
MRSK Holding sees the group’s total capex needs at $40 bin. Due to substantial capex spending, distribution companies are likely
to remain free cash flow negative until 2015-16. Assuming a 50% dividend payout ratio in 2016, we expect a 4.0% dividend
yield for MRSK Holding. The range of dividend yields for distribution companies could vary from 2.0% for MRSK Urals to 7.5%
for MRSK Center-Volga.
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SENTIMENT FROM EQUITY INVESTORS IS WEAK

Painful memories

Long-term tariff regulation has not worked so far. Investors are very frustrated with the government’s inability to launch and
maintain a consistent regulatory system for distribution companies. The cost-plus system resulted in tariffs being revised every
year, which does not provide any cost cutting motivation for management. However, even after the RAB regulation system with a
3-5 year regulation horizon was approved for most regions and came into effect in January 2011, it was placed under review the
following month. The revision of the distribution tariffs system caused the sector to slump, losing 58% from February until the
end of 2011, compared to only a 28% drop of the RTS index and a 47% drop of the URALSIB utilities index.

Investors need more certainty on future tariffs. One of the biggest risks that we see based on feedback from investors is that
there is no guarantee that the decision to raise tariffs in 2H12 will be not be reversed at some point. We believe that a clear
message is needed from the government officials responsible for regulating the sector. It is also important to see that privatization
will help improve investor confidence in the long-term regulation of the distribution sector.

Last mile risk

Distribution companies are losing large industrial customers. Large industrial customers are trying to sign direct contracts
with Federal Grid Company, bypassing distribution companies. Although these large industrial customers have a physical
connection to the federal grid, they are supposed to pay regional distribution companies until 2014. The main reason for these
relationships with distribution companies are the subsidization of other customers by large industrial customers. Cross-
subsidization amounts to $2.2 bin, according to MRSK Holding’s CEO.

Government is trying to protect distributors; however, the result is unclear. The government is trying to force industrial
customers to pay MRSK Holding. It has also asked Federal Grid Company to cancel direct contracts with large industrial
customers. However, these industrials have seen success in legal proceedings. Rusal’s direct access to the federal grid results in
operating losses of $176 min for MRSK Siberia, as the regulator assumes that Rusal pays MRSK Siberia and not Federal Grid
Company. As a result, MRSK Siberia is trying to sue the regional government for an unfair tariff decision. SUAL is trying to sue
MRSK Urals for $13 min in distribution charges for 2011. NLMK has also tried to get a reimbursement of $300 min, which was
previously paid to MRSK Center. This process is likely to accelerate and all of these large industrials with direct access to the
federal grid are likely to complete their switch from MRSKs to the Federal Grid.
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MIXED VALUATIONS ACROSS THE SECTOR

Cheap on EV/EBITDA

Undervalued on EV/EBITDA. The Russian distribution sector looks attractive in terms of EV/EBITDA compared to its
international peers. We estimate that currently Russian distributors are trading at a 41% discount to comparable EM companies
on an average 2012E multiple of 3.5. The undervaluation of Russian companies is mostly justified by poor asset quality and large
investment needs to upgrade network infrastructure.

In line on PE. We see no significant discount to EM peers based on P/E multiples. The average 2012E P/E for Russian distributors
is 10.6, in line with the valuation of EM peers.

Substantial Undervaluation on EV/EBITDA

Distribution Companies

Price,  MCap, EV, PIE EV/EBITDA RAB  EVIRAB
Company Country $ $Min $Min 2010E  2011E  2012E  2010E Bnuka Mop 2012E  $min
Russian distribution companies
MRSK Holding Russia 0.10 4524 14,184 5.9 43 6.8 4.2 35 39 26,981 0.53
MOESK Russia 0.05 2,522 3,727 45 41 6.7 3.0 2.6 31 6,054 0.62
Lenenergo Russia 0.36 405 957 21 neg 6.0 25 2.8 31 2,657 0.36
MRSK North-West Russia 0.003 292 451 neg 10.7 214 5.6 32 32 774 0.58
MRSK Center and Volga Russia 0.006 730 1,384 26.2 4.7 12.8 7.0 37 4.3 2,859 0.48
MRSK Center Russia 0.028 1,169 1,802 7.0 6.3 9.4 42 45 41 3,902 0.46
MRSK South Russia 0.002 114 630 neg 285 15.6 45 3.2 34 942 0.67
MRSK Siberia Russia 0.004 396 495 neg 6.6 neg 8.6 24 35 1,547 0.32
MRSK Volga Russia 0.004 648 820 n/m 17.2 n/m 6.2 45 55 2,590 0.31
MRSK Ural Russia 0.008 679 789 8.5 5.8 12.6 2.8 25 29 1,923 041
MRSK North-Caucasus Russia 2.1 62 173 n/m n/m neg 1.9 17 2.0 604 0.29
Average 8.7 6.0 10.6 37 2.9 3.5 047
Median 57 6.5 8.0 4.3 3.0 33 0.42
Developed markets RAB-based companies
SP Ausnet Australia 11 3,205 9,758 18.8 13.0 135 14.6 10.9 10.4 5,884 1.66
United Utilities UK 9.5 6,445 15,064 114 16.8 16.6 10.0 10.4 106 12,171 124
Severn Trent UK 25 5884 12,066 17.9 17.1 19.2 10.7 9.3 9.7 10,049 1.20
Snam Rete Gas Italy 44 15783 30,295 11.3 12,5 12.3 9.0 8.9 86 29,558 1.02
Terna Spa Italy 37 7,360 15,507 11.7 14.9 13.7 9.4 9.7 88 11,505 1.35
Elia Belgium 43 2,625 6,140 19.9 19.0 15.3 6.8 10.5 10.2 4,912 1.25
REN Portugal 3.0 1,579 4,609 2.8 9.2 8.3 8.0 7.3 6.8 3,846 1.20
Red Electrica Spain 41 5568 12,705 10.3 9.1 8.4 9.5 8.0 7.5 nla nla
ITC Holding us 76 3,903 6,490 26.9 23.2 18.2 14.7 12.9 11.0 n/a n/a
Average 11.7 14.9 13.7 9.5 9.7 9.7 1.24
Emerging markets peers
CIA de Transmissao Brazil 35 5271 6,647 10.8 9.7 9.7 8.2 8.4 7.8 n/a n/a
Transelectrica SA Romania 45 329 594 n/m 9.0 9.0 4.8 4.1 4.0 859 0.69
Transener Argentina 0.18 81 213 neg 10.1 10.1 4.4 48 4.0 nla nla
Power Grid India 22 10,007 18,261 n/a n/a nla 133 n/m 11.9 n/a n/a
Average 10.8 9.9 9.9 6.5 4.8 5.9 0.69

Source: Bloomberg, URALSIB estimates, Company data

Mixed valuation on DCF

DCF valuation shows five Buy and six Hold recommendations. Our DCF model reveals that MRSK Center-Volga, MRSK Ural
and MRSK Center are best protected against any revisions to RAB tariffs. We have assigned Buy recommendations to these names
and believe that they will be among the first distributors to pay dividends. We have also set Buy recommendations for MRSK
Siberia and MRSK Volga. At the same time, we have assigned Hold recommendations for six other distributors. We do not see
much value in purchasing shares in MRSK Holding, the most liquid name in the sector. Compared to its subsidiaries, MRSK
Holding has less exposure to operating cash flows. The potential privatization of subsidiaries brings the added risk that
privatization proceeds will not be distributed among minority shareholders.
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High sensitivity to price caps. We note that our target prices are highly sensitive to price caps set by the state. In our models we
have applied a conservative assumption of average tariff growth of 10.1% per annum for 2013-18. These limitations force us to
reduce the initial RAB of Lenenergo, MRSK Northwest and MRSK Center by 20-30%. Meanwhile, MRSK Holding announced in
its strategy that it expects much stronger annual tariff growth, reaching as much as 15% by 2016. If the state approves the price
cap at the upper limit of 15%, the majority of the RAB parameters will remain intact, creating upside risks to our valuation
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