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1. Introduction: Slovakia and Ukraine
in Eurasian energy area

1.1 EURASIAN TRANS-CONTINENTAL HYDROCARBON AXIS: MOSCOW -
KYIV - BRATISLAVA - PRAGUE - BERLIN - BRUSSELS

1.1.1. Hydrocarbon landscape of Eurasia

A wide strip of mainland and continental shelf territory starting from the Rus-
sian sector of the Arctic up to the Arabian Peninsula can be labelled an Arctic
- Arabian hydrocarbon belt (CH-belt) of Eurasia. It is the strip where the major
mainland oil and gas fields are located on the territory of Russia, Kazakhstan,
Uzbekistan, Turkmenistan, Iran, and the Gulf and Arabian Peninsula countries.
As the production of hydrocarbons has been developing, transport routes to
the markets of their consumption, the major of which is the European Union,
started to branch off this diagonal CH-belt of Eurasia in the latitudinal direction.
Practically, these transport routes connect the area of production (upstream)
with the consumption market (downstream).

Eurasian CH-belt and approximated scheme
of CH-connectors for EU hydrocarbons supply
S e =
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Historically, the first such connector became an oil and gas supply route from
the Western Siberia to Europe through Ukraine, which was developed in 1970s-
80s. After a period of geopolitical transformation of Europe, which began with
the unification of Germany, and continued with disintegration of Yugoslavia, the
USSR and the Czech and Slovak Federal Republic, and which ended with the EU
enlargement to the Central, North-Eastern and South-Eastern Europe, the main
latitude CH-connector of Eurasia has been transformed in political terms from
a two-side connector “Moscow (USSR - CMEA - WT) - Bonn (Germany)” to a 6-side
connector “Moscow (RF) - Kyiv (Ukraine) - Bratislava (SR) - Prague (CzR) - Berlin
(Germany) - Brussels (EU)". Of course, the transformation of a simple two-side sys-
tem into the 6-side one automatically means the complication of its functioning,
reduces reliability and increases the risks of unforeseen situations, what actually
happened later. Anyone of the creators of hydrocarbon supply transcontinental
system could hardly imagine in 1960s-70s, for example, the gas crisis of 2006 or
2009. Even after the Arab oil embargo in 1973, the gas crisis of 2009 looked as
a phantasmagoria.

Economically growing Turkey, India, China, Indonesia, South Africa, and Brazil
need more and more energy. It is unlikely that the global economic recession can
stop growing energy consumption even in the developed countries. In the future
we can assume a conservative trend of an energy consumption growth in the
OECD area. An exception might become the EU, which has chosen a strategy of
energy efficiency without a significant increase in energy consumption, as far as it
wants to reduce carbon emissions. However, the success or failure of this strategy
will be possible to estimate only after 2020, depending on the implementation of
20-20-20 plan.

As for energy production, additional resources - primarily hydrocarbons, are
needed. Eurasia is being compared to a territory of a “global hunt”. The role of
global“hunters”is traditionally played by the U.S. and the EU, economies of which
cannot develop without imported energy carriers. Although the shale gas rev-
olution in the U.S. has made it independent from the natural gas imports, the
prospect for reducing U.S. oil imports by developing domestic production does
not look promising against the background of the accident in the Gulf of Mexico.
China and India, whose rapid growth requires ever-increasing amount of energy,
joined the “global hunt” at the beginning of this century. Turkey, whose GDP has
been growing intensively during the past decade, is joining the “club of hunters”
as well.

Countries-owners of energy resources of the Eurasian CH-belt are concentrated
in the Central Asia, the Caspian region and the Middle East. Although the Caspian
region has not become the second Persian Gulf, it is comparable to the North
Sea area, hydrocarbon reserves of which have played an important role in the

10
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European economy in the last quarter of the XX century. Russia plays a dual role.
On one hand, its energy resources are attractive for the “global hunters’, on the
other one, Russia itself is a regional player, which tries to maintain and strengthen
its own control over the transportation of energy resources from the Central Asia
and the Caspian region to world markets, what was clearly shown by the events
of August 2008 in the South Caucasus.

The EU, as well as its neighbours in Eastern Europe, continues to be dependent
on supplies of Russian oil and gas, albeit by different degrees. Closer to the East,
there is a greater dependence on imports from Russia. It is a hereditary phenom-
enon of the former socialist block (WT, CMEA) and the USSR. This dependence
has been clearly shown during the January 2009 gas crisis by the case of both
Bulgaria and Slovakia.

The EU has three main sources of carbohydrate supplies: the North Sea, the Mid-
dle East and Russia. Central Asia with its Caspian region has prospects for increas-
ing its importance within the Eurasian continent. In the current decade, Turkmen-
istan, Iran and Irag may come at the forefront with the prospects for expanding
production and exports of their gas, and Kazakhstan - of its oil.

In the area of diversification of energy supplies, the Central Asia and Caspian Sea
are becoming more and more significant regions for Europe. Azerbaijan already
has become an important energy player. It has substantial oil and gas resources
and it became one of the two key links of non-Russian transit route from the Cen-
tral Asia to Europe via the South Caucasus. The largest gas reserves among the
Central Asian countries are in Turkmenistan, Kazakhstan and Uzbekistan. After
the international audit of gas reserves, Turkmenistan has significantly improved
its ratings. Practically, with its 8.1 trillion cm of proven reserves, Turkmenistan
took the 4th position among countries with the largest gas reserves in the world,
being only behind of Russia, Iran and Qatar, and outstripping Saudi Arabia, UAE,
Algeria and Iraq." Importance of Azerbaijan is growing; its proven gas reserves are
also increasing. By estimates, after the discovery of new deposit “Umid” they have
already surpassed the Norwegian gas reserves. “Today, our proven gas reserves
amount to 2.2 trillion cubic meters, and | am sure that potential reserves are even
greater than this figure”, - Azerbaijani President llham Aliyev stated at the joint
press conference with the European Commission President Jose Manuel Barroso
in Baku on 15 January 2011.2

! BP Statistical Review of World Energy, June 2010, p.22 Available online at: http://www.bp.com/li-

veassets/bp_internet/globalbp/globalbp_uk_english/reports_and_publications/statistical_ener-
gy_review_2008/STAGING/local_assets/2010_downloads/natural_gas_section_2010.pdf

«Mnbxam Anunes: KO>KHbIV ra30BbI KOPMAOP MOMOXKET peann3aunm rasoBoro noteHyana
AzepbaiigxaHa», 15.01.2011 http://www.centrasia.ru/newsA.php?st=1295042160

1
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Russia is the world’s leading supplier of hydrocarbon energy resources, which are
imported by the EU and Eastern Europe, including Slovakia and Ukraine. Russia
has the largest reserves of natural gas in the world. The leading Russian gas pro-
ducer Gazprom controls more than 60 % of Russia’s proven gas reserves, which
represents about 17 % of the global gas reserves. According to estimates of the
independent auditor «DeGolyer and MacNaughton», proven and possible re-
serves of the Gazprom Group at the end of 2009 totalled 21.9 trillion cm of gas®.
However, natural gas in the bowels of the earth and gas “on the burner” of con-
sumers is not the same thing. First, gas must be retrieved and delivered to the
consumer. There is a question where the problem comes into the sight for the
Russian gas monopoly. In the present Russia, the reality of the hydrocarbons’ re-
serves development is a different thing, than it was in the period of the gas boom
of 1970s. Since 2002, gas production is falling at the major Western Siberian fields
of Urengoy, Yamburg, Medvezh'ye, Nadym and Pur-Tazovskoye. Particularly, sharp
decline is taking place at the first two fields, which together provide two thirds of
Gazprom’s production. Despite the media activity of Gazprom, the pace of work
on the development of new deposits at the Yamal Peninsula and offshore Shtok-
man field in the Barents Sea shelf, the development of which had to be launched
in the mid-90ies, does not give a ground for optimism. Large-scale volumes of
natural gas production at the Yamal and Shtokman fields, comparable to the
Western Siberian volumes of 80s—90s are expected only beyond the horizon of
the year of 2020. Thus, there is a kind of “scissors effect” - the growing imbalance
between the gas reserves, which are being developed, and replacing stocks.

Although, as declared by Gazprom, the trend of negative increase is overcome,
but even in Russia this claim is challenged. Russian experts reasonably believe
that stocks growth is actually obtained though the re-interpretation of the old
geological information, gained during the Soviet period. The twelve years long
period of low growth of the gas reserves, which occurred in Russia in 1993-2005,
of course, will be recalled even if the current dynamics of the increase will be posi-
tive. Hence, there are rooted Russia’s attempts to control a Central Asian gas. With
the operation of gas pipeline Turkmenistan — China and its capacity expansion to
Iran, these attempts are doomed. But without Central Asian gas resources Russia
faces a default in securing the contracted supplies to European markets if the EU
increases its imports from the East. Economic recession in the euro zone, imple-
mentation of the 20-20-20 plan and more flexible pricing of other gas suppliers at
the European market entails a reduction of the EU gas imports from Russia, what
has become the saving straw for Gazprom on one hand, but on the other hand, it
has turned into compression shrinkage of traditional market for Russian gas.

3 Available online: http://www.gazprom.ru/production/reserves/
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However, despite Russia’s problems, the basic Eurasian CH-connector Moscow -
Kyiv - Bratislava - Prague - Berlin - Brussels continues to function. Of course, the
reality of the new decade will be the emergence of other CH-connectors in ad-
dition to the transit gas pipeline Yamal — Europe and transit-free oil Baltic Pipe-
line System - 1 that emerged in the first half of the last decade. In particular, the
transit-free pipeline North Stream, initiated by Russia and Germany, and Southern
gas corridor, initiated within the EU, are able to change dramatically the connec-
tors’ map of Europe. Actually, the tendency to form new routes is rooted in the
last decade. However, it can be argued that it did not significantly influence the
existing main routes loads level, and supply and transit of gas and oil through
the Slovak-Ukrainian route, as far as the hydrocarbon consumption in the EU has
been increasing and requiring additional transport capacity. Two large-scale gas
crisis in Europe in 2006 and 2009, the global financial crisis in 2008 and economic
recession have made drastic adjustments of the development of European en-
ergy industry.

Energy efficiency, energy conservation, renewable energy, and a nuclear renais-
sance outlined the long-term trend of conservation or low-level growth in con-
sumption of hydrocarbon resources. Also the so-called revolution of a shale gas
in the U.S. has contributed to consolidation of this trend, what caused a domino
effect on the LNG market and re-oriented its flows from the U.S. to Asian and EU
markets. Gas crisis stimulated projects on diversification of geographic sources of
oil and gas supplies. Inflexible pricing of Russian Gazprom for its European cos-
tumers led to a reduction in its market share as well as to the growth of other sup-
pliers’shares, in particular, Norway and Qatar, and to a lesser extent Algeria.

When Russia will complete the Baltic Pipeline System -Il in 2011, the question
of future of the oil pipeline system “Druzhba’, which has been the main supply
route for Siberian oil to CEE countries for almost 50 years (since 1962), will be
on the agenda, and first of all the supply and transit through Ukraine and Slova-
kia (“Southern Druzhba”). All the above mentioned facts pose challenges for the
Ukrainian-Slovak route of hydrocarbons’ supply and transport.

1.1.2. Ukraine and Slovakia on the CH-axis of Eurasia and CH-connector systems of
the EU.

In order to assess the prospects for the main route of hydrocarbons transporta-
tion from the Western Siberia to Europe, it is necessary to consider its place in the
overall supply of gas and oil to the EU. Traditionally, the EU receives hydrocarbon
resources through several communication corridors which are the connector sys-
tems and connector groups (oil and gas pipelines, shipping routes of transporta-
tion and terminals). Connector system emerges when communications are con-
trolled from the single centre (usually the supplier of resources) or from several

13
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centres, but within the agreed policy between provider and consumer. Connector
group appears only due to geographical factors of communication that are not
interconnected into the system, as far as resource providers and consumers are
different and carry out competitive policies.

1.

Northern connector system generates oil supplies from the North Sea shelf
covering 26,7% and 15,5% of the total EU gas imports. It can be considered
as an intra-European system. As hydrocarbon resources are exhausting, it will
turn into a phase of degradation.

. Southern connector group generates 30,5% and 32,7% of gas and oil sup-

plies respectively through:
¢ Southern Mediterranean Connector: 22,1% of gas and 10,2% of oil
supply respectively from Algeria, Libya, and Egypt;

e Persian Mediterranean (Suez) Maritime Connector: 19,7% of oil from
the Persian Gulf (Iran, Saudi Arabia, etc.), and 2,4% of gas from Qatar.

. Atlantic Connector: Tanker supplies of oil (2,8%) and LNG (6%) from the West

Africa (Nigeria), and the Caribbean (Trinidad and Tobago)

. Eastern connector system generates 40.8% of gas and 37.4% of oil supply

from RF and Central Asia through continental and maritime routes and is

composed of three connectors:

e Eastern European (Russian-European) multi-connector - oil and gas from
RF and Central Asia is supplied by the continental pipeline system through
Ukraine and Belarus in the direction to Slovakia, Hungary, Romania, and
Poland. Multi-connector by itself includes the three connectors:

o Southern Baltic connector supplies oil through a combined route (pipeline
+ tanker) through the Baltic ports (ceased operation when RF abandoned
the transit via Latvia and Lithuania);

o Belarusian connector supplies oil and gas by pipelines via Belarus to the EU;

o Transcarpathian connector supplies oil and gas by pipelines via Ukraine
to the EU.

® Black Sea-Mediterranean connector supplies oil by tankers from Russia
through the Black Sea Straits to the Mediterranean market. Future prospects
of this connector lay within the projects of combined oil transportation (tanker
+ pipeline): oil pipelines Samsun - Ceyhan or Burgas — Alexandroupolis, and
gas pipelines the South Stream or the Blue Stream - 1I;

e East Baltic Connector supplies oil and gas from Russia through the Baltic. It
has been launched in 2005 after the creation of the Baltic Pipeline System - I.
This connector formation will be finalised when North Stream gas pipeline
and BTS-Il oil pipeline projects will be implemented.

14
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5. Trans-European connector system: oil from Azerbaijan is transported by
the Baku - Thilisi - Ceyhan pipeline. It has in the future development pros-
pects for gas supplies from Azerbaijan, Turkmenistan and Iran (Nabucco),
the Middle East (Iraq, Egypt) within the framework of Southern Gas Corri-
dor, as well as of oil supplies by Samsun - Ceyhan pipeline via the territory
of Turkey.

6. Caspian-black Sea-Mediterranean connector system: oil from Kazakhstan
and Turkmenistan is transported across the Caspian Sea (tankers), the South
Caucasus (rail) and the Black Sea (tankers) to the Mediterranean.

7. Caspian - Black Sea - Central European connector group has been under
development since the second half of 1990s, its prospects are uncertain
(oil pipeline routes Odesa - Brody - Southern Druzhba, Constanta - Omisalj
- Trieste and gas pipelines White Stream and AGRI). Its resource base depends
on oil and gas in the Caspian basin.

Therefore, the most powerful CH-connector system of the EU at the pre-crisis year
of 2007 was the Eastern one.*

According to the above classification, Ukraine and Slovakia are parts of the
Carpathian connector of the Eastern European multi-connector system,
which has the monopolist supplier - Russia, a supplier which performs as
an owner of transport system of hydrocarbon resources, as well as the con-
troller of actual transit of certain volumes of oil and gas from Central Asia
to the EU market. This connector has been formed as the key connector for
the gas supplies for the EU and remains in this position, having created
a kind of CH-axis of Eurasia. Ukraine and Slovakia are located on this axis.

Along this axis a “global competition” is going: who will expand its own rules,
the supplier or consumer, monopoly or market? Slovakia became a bright ex-
ample of both the expansion and the strengthening of the area of European
rules of play. Becoming a member of NATO and the EU, Bratislava has imple-
mented European energy rules of play; it has transformed its energy sector and
passed a point of no return. Ukraine did not become a member of NATO and the
EU, though it has declared respective intentions. By joining the Energy Com-
munity Treaty, Ukraine committed itself to implementation of European rules
of play. However, Ukraine did not pass point of no return; moreover, the reverse
processes are taking place: having declared its non-alignment, Ukraine refused

4 Calculations of capacities of the connector systems’ and groups’ shares within the general pro-

vision of hydrocarbons import to the EU are made on the basis of: “EU energy and transport in
figures. 2010" p. 31

Available online at: http://ec.europa.eu/energy/publications/statistics/doc/2010_energy_transport_
figures.pdf
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to join NATO, agreed to the extension of the Russian military presence on its
territory, and Kyiv has marked its interest in integration projects (the Customs
Union, CSTO), which are offered by Moscow. Russia is trying to modify the rules
of play in Europe to its own liking, including the rules within the energy sec-
tor. Ukraine once again “did the splits”. The clash of “two worlds” is taking place
on the Eurasian CH-axis, where on one hand, there are NATO, EU, V4, Slovakia,
and on the other one - Russia, CSTO, the Customs Union. Between these worlds,
there is a buffer - Ukraine. Moreover, the buffer, which more and more closely
is being tied by Russia to its political and economic projects. In great extent,
the both neighbouring countries — Ukraine and Slovakia - have a little room for
cooperation and freedom of manoeuvre, because the other parties or suprana-
tional formats define the rules of play. It is worth to pay attention to words said
by J. Friedman of STRATFOR:

«Russia, by building pipelines for natural gas supply, meets the Europe’s needs in en-
ergy while solving its own economic problems and putting Europe into a dependency.
In a world needy of energy, Russian energy and energy resources export is similar to
heroin supplies. Countries that once benefited from gas and oil from Russia fall into
a kind of dependence on these supplies. Russia already uses its gas resources as a tool
to coerce other countries, forcing those to bow to its will. This power penetrates to the
heart of Europe, where the Germans and the former Soviet satellites from the Eastern
Europe depend on Russian natural gas. Combined with other resources, it allows Rus-
sia to exert strong pressure on Europe»”.

In this context, one should look what Kyiv and Bratislava can undertake to-
gether in order to keep the Carpathian CH-connector functioning, to prevent
its breakdown or minimize damage if such a break happens. To a large extent,
a gas crisis of January 2009 became an indicator of this possibility and/or im-
possibility. According to its course and consequences, rather sad conclusion can
be done: Kyiv and Bratislava, being in the very epicentre of the crisis, nothing
could do together. They operated separately and - above that - on different
sides of strange and unnecessary for both “gas war”: Bratislava accused Kyiv,
and Kyiv ignored Bratislava. Activity centres were Moscow, Brussels and Prague
(Czech Presidency in the Council of the EU). But the crisis is forcing everyone,
and above all Ukraine and Slovakia, to take appropriate measures for the fu-
ture.

5 ®puaman [., Cnepytowme 100 net: nporHo3 cobbituii XXI Beka, nepeBog ¢ aHrnminckoro, Mockaa,

3KCMO, 2010, cTp. 145-146 - Friedman, G.,The The Next 100 Years: A Forecast for the 21st Century, the
translation from English. Moscow, EKSMO, 2010, pp. 145-146 [in English]
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1.2. THE GAS CRISIS - 2009: A BRIEF RETROSPECTIVE

1.2.1. The situation of Slovakia

Natural gas has been transported from Russia to Slovakia by main gas pipelines
through Ukraine since 1972. On January 7, 2009 it came to a complete cessation
of gas supply, which happened for the first time in 37-year history of the Siberian
gas transit from Russia to the EU. The “gas pause” have lasted for almost two weeks
(from January 7th to 20" 2009), it adversely affected 17 European countries, in-
cluding 12 EU member states. Among EU countries, the gas crisis hit for the most
Slovakia and Bulgaria, which were 100 % dependent on Russian gas supplies. SR
was not prepared for the crisis and was forced to reward the high price for de-
pendency on one source and one route for natural gas supplies, as well as for the
long failure to address the issue of diversification.

On the initiative of SPP, the government of SR has introduced the state of emer-
gency and imposed the regulatory level N°8, which lowered the use of gas for
large companies (those that consume more than 60 thousand cm of gas per year)
to the necessary level only in order not to destroy their technological capacities.
The electricity supply and transmission system stability were under the threat,
since almost 15% of electricity in the SR is produced on basis of gas. Also, intro-
duction of the regulative level number N28 had a negative impact on businesses
that provide additional services to maintain the stability of the transmission sys-
tem of electricity. Slovakia, since its beginnings in 1993, confronted the biggest
external threat to its energy security. Extraordinary regulatory level N°8 touched
about 770 enterprises in the country that were forced to restrict radically, and in
most cases to stop completely their productions. Many companies were consider-
ing relocation of their production activities to neighbouring countries, which suf-
fered from gas crisis to less extent.® Had the crisis lasted several weeks longer, the
consequences for the Slovak economy could be disastrous, including the outflow
of investments, and would cause a jump in unemployment.

At the extraordinary meeting with the Prime Minister Miroslav Topolanek of the
Czech Republic in Prague on 16 January 2009, aimed at finding ways out of
crisis, the Prime Minister of Slovakia Robert Fico said: “The expert analysis indi-

6 According to the words of manager at the Whirlpool Slovakia Pavol Cedzo, said at the seminar

organized by American Chamber of Commerce Slovakia on March 9, 2009 in Bratislava, if the
gas cuts hold on several days more, company would relocate the significant part of production
of washing machines to neighbouring Poland. Many other Slovak enterprises found themselves
in analogical situation being not able to produce and fulfil the contractual obligations before
their clients because of the gas shortage. See: Energy crisis: lessons learned. Business seminar,
AmCham, Bratislava, march 5, 2009; Available online: http://www.amcham.sk/upload/gallery/
Docs/conn_04_2009_27.pdf.
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cates that every day we lose about 100 million Euros”’” According to the calcu-
lations of the Slovak Academy of Science, economic losses of Slovakia, caused
by the gas crisis, amounted to about 1 billion Euros. Slovak Finance Minister
Jan Pociatek, at the meeting of the EU Economic and Financial Affairs Council
(ECOFIN) on 20™ January 2009, stated that “according to the first assessments of
his ministry, the GDP will decrease as a consequence of the gas crisis by 1-1.5%
of the GDP"?

Complete stoppage of gas supplies from Russia through Ukraine to Slovakia on 7th
January 2009 caused the Prime Minister of the SR Robert Fico's emergency visits to
Kyivand Moscow, which took place on 14th January 2009.The Slovak side has asked
Ukraine to agree to the swap operation between Russia, Slovakia and Ukraine of 20
million of natural gas supplies per day, which would allow solving the problem of
acute shortage of gas in Slovakia. Within this exchange transaction, Russia would
be supplying gas to Eastern Ukraine, and Ukraine would supply the same volume
of gas from its underground storage facilities in Western Ukraine to Slovakia. The
Russian side agreed to this exchange, the Ukrainian side did not. Prime Minister
of Ukraine Yulia Tymoshenko stated that
Ukraine is unable to supply gas from do-
mestic production or storage facilities in
Western Ukraine to Slovakia, because af-
ter the gas supply cessation by Russia the
gas transportation system in Ukraine has
been transferred in reverse mode, and
gas from UGS is the West of the country
has been transported to the East. Moreo-
ver, Ukraine itself experienced a shortage
of gas.

At the negotiations with the Ukrainian
counterpart, the Prime Minister of the
SR directly has accused Kyiv of respon-
sibility for the cessation of gas supplies
from Russia to Europe. In a discussion
program at the Slovak television “5 minutes after twelve”’, which was broadcast
on the STV-1 channel on 18th January 2009, the Prime Minister of Slovakia said

,Fico a Topolanek: SR méze dostavat cez CR denne az 20 mil. kubikov plynu”, TACP, - “Topolanek
and Fico: SR may receive through the CzR up to 20 million cubic meters of gas daily.” TASR, January
16, 2009. [In Slovak]

,Pociatek: plynova kriza bude mat na ekonomiku SR dopad v rozmedzi 1 - 1,5 % HDP“ TACP, -
“Pociatek: gas crisis will have impact on the economy of the SR in the range 1 to 1.5% of GDP"TASR,
January 20, 2009. [In Slovak]
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that Ukraine’s refusal of an offer to substitute gas may be the cause of the po-
litical consequences in the mutual relations with the SR. Thus, he did not rule
out the possibility that this may be reflected in the revaluation of the current
Slovak support of Ukraine’s aspirations of its integration into the European and
Euro-Atlantic structures.® The gas crisis has put serious question marks over the
further development of bilateral Slovak-Ukrainian relations.

1.2.2. The situation of Ukraine

However, actual situation in Ukraine, which as a consumer of Russian gas as Slo-
vakia and other EU countries, was close to critical, despite the fact that it had its
own gas production and used the UGS gas resources by reversing the GTS. Here
is a brief description of the situation on January 11, 2009 (4th day of supply to
Slovakia cut-off and 11* day of supply cut —off to Ukraine) using the language of
operative documents:

«In connection with the termination of deliveries of Russian natural gas for Ukrainian
needs and transit to European consumers, industrial complex has been transferred to
the limited gas supply mode. Government of Ukraine and local authorities has carried
out the organizational measures to limit the consumption of natural gas by:

temporary shutdown of some enterprises that have no closed loop of production;
reduction of gas consuming by reduction of production volumes and working day;
switch to reserve fuels (fuel oil, coal);

lowering the temperature of heating;

discontinuation of gas deliveries to the indebted companies.

O O O O O

These measures, as well as the air temperature increase during the last days helped to
reduce daily consumption of natural gas from 306.3 million (in the period of January
7 -8h) to 267 million (January 11%).

In particular, as on January 10", the consumption was ensured by following resources:

o underground gas storages (UGS) - 197.4 million cubic meters. (9 January - 203.1
million cubic meters, 8 January - 209.7 million cubic meters.);

o domestic production - 61.7 million cubic meters. (9 January - 61.5 million cubic me-
ters, 8 January - 61.6 million cubic meters.);

, TUMOLLEHKO: YKpariHa He MoxeT nomoub CrioBaknm cobcTBeHHbIM ra3om”. Korespondent.net, 14
AHBapA 2009 - “Tymoshenko: Ukraine cannot help Slovakia with its own gas.” Korespondent.net,
January 14, 2009 [in Ukrainian]; Toda, M., Prochazkov4, P, ,Slovensky premiér navrhol improvizo-
vané rieSenie: vymenu ruského plynu s Ukrajinou”. SME, 14.01.2009. - Toda, M., Prochéazkova, P,
,Slovak Prime Minister proposed a makeshift solution: the exchange of Russian gas with Ukrai-
ne! SME, January 14, 2009 [In Slovak]; Statement by the Prime Minister of Slovakia Robert Fico in
a discussion program 5 minutes after twelve”. STV-1, 18 January 2009.
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o deficit, which was covered by using the technical gas from the GTS - 10,8 million cubic
meters. (9 January - 25.7 million cubic meters, January 8 - 35 million cubic meters).

The state of the gas transport system operation remains close to critical. Be-
cause of insufficiently tough position of local governmental bodies and NJSC
Naftogaz Ukrayiny concerning limitation of gas deliveries to enterprises and
their cuts if necessary, the consumption of technical gas from the GTS has been
continuing during the last week. If the current regime of GTS resources con-
sumption continues, on January 12-13 the gas transport system may become
disbalanced along with unpredictable consequences.

Local authorities and departments in all regions of Ukraine, pursuant to instructions
of the government and the recommendations of the NJSC Naftogaz Ukrayiny has
been undertaking measures to limit gas consumption, primarily, by industrial cus-
tomers. Currently, gas deliveries to chemical industry enterprises and the majority of
steel plants are suspended or reduced to minimum possible technical level. In such
a way, it was succeeded to reduce daily consumption of natural gas to industrial con-
sumers by 22 million cubic meters, to a level of 33.7 million cubic meters. At the same
time, the analysis of the situation shows that the implemented measures are insuf-
ficient to stabilize the situation with the gas deliveries.

Most of the social infrastructure and housing and communal services after the cease
of Russian gas supplies to Ukraine are operating in a stable mode. However, from Jan-
uary 10 in some regions there are happening consumers’ cut off from hot water, the
enterprises of communal heating services are reducing the heating and water tem-
perature for the residential and social facilities (Great Yalta, Dnipropetrivsk, Donet-
sk, Zhytomyr, Zaporizhzhya, and Odesa). In addition, on January 10, at one of the
telephone conferences the NJSC Naftogaz Ukrayiny management has given recom-
mendations to local authorities in the regions to cut off the enterprises of communal
heating for 1-2 hours a day and to low gradually the temperature of heating.

To address the restoration of reliable gas supplies to Ukraine and ensuring the
Russian gas transit to European consumers, as well to prevent crises in the fu-
ture, itis offered to exertimmediately every effort in order to stop the consump-
tion of gas from the gas mains. Thereto, it is necessary to limit strictly the con-
sumption of gas to 250 million cubic meters per day, first of all for the industry.
In order to maintain the stable operation of GTS on the minimum maintenance level,
Ukrainian daily gas consumption shall not exceed 260 million cubic meters (consump-
tion from the UGS + domestic production), and for gradual compensation of already
used technical, the gas consumption should be 240-250 million cubic meters.®

1% On the basis of generalized corporate estimates of the situation during the peak of the gas crisis in
January 2009.
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Only strict self-imposed restrictions, established in Ukraine, and sticking to
them allowed to avoid the GTS technical dysfunction and to resume gas transit
to EU at most quickly (within days), after settling the situation with agreement
of January 19. If the mentioned above threshold consumption limits were not
met, recovery of the GTS technological capacity to carry out transport of gas
would took at least three weeks. That is, the SR would remain without gas at
least by 10 February 2009. This would mean a collapse for the Slovak economy.
Feeling of such a threat prompted the SR leadership and the national gas op-
erator SPP to develop quickly emergency scenarios to ensure gas supply to the
country, using the only possible at that time Ukrainian model - reverse flow of
the GTS.

1.2.3. Restoration of the gas supply and preliminary conclusions

On January 17, 2009 the Slovak gas company SPP confirmed that it has secured
the additional natural gas supplies through contracts with its shareholders - the
German company E.ON Ruhrgas and the French company GDF Suez, as well as
RWE Transgas, which owns the transit pipelines on the territory of the Czech Re-
public — in order to provide reverse operation of pipelines and gas supplies to
Slovakia from the territory of the CzR, and to abolish restrictions on gas consump-
tion. Agreed gas amounts were pumped from the sources of the above mentioned
companies, which agreed to sell it to the SPP. The result of these actions was the
fact that on 18 January 2009 - for the first time in the history of the Slovak transit
pipeline - gas was pumped into the SR not from the East, i.e. from the territory of
Ukraine, but from the West, i.e. the Czech Republic. With these deliveries, starting
from midnight from January 18 to 19, 2009, SPP cancelled restrictions for Slovak
wholesalers. Simultaneously, on the same day, Russian and Ukrainian parties at
the talks in Moscow agreed the settlement of disputes and restoring the natural
gas supplies from Russia through Ukraine to European consumers. On January
20, 2009, after 12:00 Russian gas started to be delivered at the Ukrainian-Slovak
border through the GMS at Velké Kapusany. By evening, the SPP subsidiary com-
pany Eustream renewed Russian gas transit through the territory of Slovakia for
customers in the Czech Republic, Austria and other European countries of the EU.
SPP- Distribution withdrew a state of emergency in the gas sector of the Slovak
Republic from 14:00 of January 23, 2009."

At the ardent discussions during the cold days in January 2009, both former prime
ministers of the SR - Vladimir Meciar and Mikuld$ Dzurinda, who held the post
of the head of government the longest - recognized that in the past their gov-

" Summary of the course and impact of the crisis in the supply of natural gas in January 2009, Central
office of the SPP, a.s., Bratislava, January 27, 2009
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ernments did not give sufficient attention to the diversification of gas supplies.
According to the executive director of the Slovak gas and oil union Jan Klepag,
“responsibility [for the gas crisis] lays on all of the previous (Slovak) governments
- the governments of Meciar, Dzurinda and Fico - some of them more, some less.
All of them just talked about the search for new gas supply routes, but did noth-
ing”"2 The main lesson from the gas crisis of January 2009 is that any responsible
Slovak government can no longer afford the ignorance of the diversification of
energy supplies.

Slovakia has no its own fault in becoming a hostage of the gas dispute between
Russia and Ukraine. The SR economic losses caused by the gas crisis exceeded
- according to the above mentioned estimates - 1 billion Euros. The impact of
gas crisis on economic growth in 2009 was expressed in a 1% fall in GDP. The
crisis threatened with the relocation of investors’ economic activities from Slo-
vakia to other countries, tensions in bilateral relations with Ukraine and finally,
a confidence in Russia as a reliable supplier of natural gas was undermined. At
the seminar, organized by American Chamber of Commerce in SR on March
5, 2009 in Bratislava, the vice-president of the SPP Dusan Randuska acknowl-
edged in response to a direct question why SPP did not foresee the possibility
of such crisis scenarios in the supply of natural gas that the Slovak gas industry
did not admit the possibility of complete stoppage of gas supplies from Rus-
sia via Ukraine. He also added: “It will never be like it was before.”'* Minister of
Economy Lubomir Jahnatek declared after the crisis: “The price of gas will not
be the only criterion to be considered for future gas deliveries to Slovakia.""* He
responded to the widespread argument in previous “diversification debates” in
Slovakia about the lowest price of the Russian gas what, therefore, makes no
sense for Slovakia to seek other sources of gas supply. The gas crisis in January
2009, on the contrary, showed that Russian gas can be too expensive for Slova-
kia under certain circumstances.

To summarise, we can define the most typical signs of gas crises, basing on events
not only of January 2009, but of January 2006 as well.

1. During the gas crisis, especially in January 2009, the lack of objective in-
formation has been the major problem: «At the EU level, a major difficulty in
assessing how best to respond to the crisis was the limited access to important

Klepag, Jan:,Za plynové skody mézu Mediar, Dzurinda a Fico., by Martin Kovacik, Pravda, 23.01.2009
- Klepac, Jan: Mediar, Dzurinda and Fico are responsible for the gas damages”, Interview prepared
Martin Kovacik, Pravda, January 23, 2009 [In Slovak].

Energy crisis: lessons learned. Business seminar, AmCham, Bratislava, March 5, 2009.; Available on-
line: http://www.amcham.sk/upload/gallery/Docs/conn_04_2009_27.pdf.

Slovak, Kristian:,Plynova kriza obnaZzila slovenskd bezmocnost” Trend, 15.01 2009 - Slovak, Kristian:
“Gas crisis has bared Slovak helplessness”, Trend, January 15, 2009

22



Ukraine and Slovakia in a post-crisis architecture of Furopean energy security

technical information with respect to the gas system and gas flows at a nation-
al and an EU level. There was not enough reliable information about gas flows,
how much gas was in the transit system, and demand patterns. This situation
reflected on the fact that qualitatively different systems exist across Member
States, with unequal access to information by market players and others, in-
cluding public authorities. <...> the market was hampered by inadequate in-
formation on cross-border gas flows and transparent information on the flow
of gas into the EU»™ .

. The crises had a pan-European nature and took place in a trilateral format.

In other words, in each of these gas crises the three major European actors
were involved: the Russian party - supplying gas, the Ukrainian party - trans-
iting gas, and the EU party - consuming gas.

. All crises failed to be prevented both by political and legal means.

. The crises were resolved by political means. Legal mechanisms have not been

involved or played a minor role. Settlements achieved have not a complex na-
ture and can be seen as a kind of ad hoc solution.

. Ultimate consumers, national governments of consuming countries and the

European Commission did not know a complete pattern of the crisis, based on
data from instrumental control, since the objective control of gas flow did not
and does not exist.

. Crisis unfolded practically under one scenario: the gas supplier reduced (in

January 2009 until the full stop) the supply of gas to Ukraine, what led to a re-
duction (in January 2009 to a complete stoppage) of the gas transit through
Ukraine. As a result, European consumers received lower volumes of gas then
they have contracted with the Russian supplier. Following the Russian interpre-
tation of the causes of the crisis, they accused Ukraine;

. Slovakia and Ukraine were unable to consolidate efforts to counteract the cri-

sis. Moreover, in 2009 the Slovak party identified Ukraine as a perpetrator of
crisis. Trust between Kyiv and Bratislava was seriously undermined. The passiv-
ity of the Ukrainian side in the issue of cooperation with SR in the gas sector in
the post-crisis period became for Bratislava a superfluous proof of Kyiv's guilt
for interruption of supplies from Russia.

Commission Staff Working Document. Accompanying document to the Proposal for a Regulation
of the European Parliament and of the Council concerning measures to safeguard security of gas
supply and repealing Directive 2004/67/EC. The January 2009 gas supply disruption to the EU:
an assessment. Brussels, p. 5-6, 10 Available online: http://eur-lex.europa.eu/SECByRange.do?ye-
ar=2009&min=976&max=1000
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2. Post-crisis assessment of trends
in energy security of Eastern Europe:
political and legal aspects

2.1. CHALLENGES COMING FROM THE EAST IN THE CONTEXT
OF THE REVISED ENERGY STRATEGY OF THE RUSSIAN FEDERATION
AND OTHER OFFICIAL DOCUMENTS OF THE RF

An important factor of 2009 was not only the January gas crisis in relations be-
tween Russia and Ukraine, and the EU, but also the package of basic strategic
documents adopted by Moscow: “National Security Strategy of the Russian Feder-
ation till 2020", “Energy Strategy of Russia for the period up to 2030" and “Military
Doctrine of the Russian Federation”'® Moreover, in 2009, RF made several contro-
versial moves when it comes to its external energy policy. The first step was the
publication of a sort of ersatz European Energy Charter'” by the Russian President
in April 2009 instead of adopting the existing one. The second step was the proc-
ess of creating a Gas OPEC, which was continuing in June - albeit not successfully -
as a Forum of gas exporting countries.’® The third one was the Russian President’s
removal of the RF signature from the Energy Charter Treaty (ECT) in August 2009.
By the above moves, Russia has put itself beyond the rules of play in the energy
sector, which were agreed during the first half of the 1990s by 51 member coun-
tries of ECT. In addition, Russia came up with an initiative to conclude a Treaty on
European Security (TES), in other words, a new European Security Pact that would

16 Military Doctrine was adopted in February 2010 while it was ready in autumn 2009. See:: <HoBas
BOeHHasA AOKTpuHa PO noutn rotosa», 08.10.2009 - The new military doctrine of Russia is al-
most ready, 08.10.2009 [in Russian] Available online:, http://www.prime-tass.ru/news/articles/-
201/%7B66F6FF60-4642-4E42-9702-A9A3EF36C5EF%7D.uif

It goes about the document ,Conceptual Approach to a New Legal Framework for International
Energy. Cooperation. Goals and Principles’, published on April 21, 2009. Available online: http://
www.kremlin.ru/text/docs/2009/04/215303.shtml

8 http://www.gecforum.org/
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establish a new European security architecture'®, which has been put into the test
by the precedents of Kosova, South Ossetia and Abkhazia. All that lead us to an
assumption that Moscow aims to reformat European political and energy sectors
according to its own interests as well as to define exclusive zones of its influence.
Additional confirmation of the latter can be found in a Programme on efficient
use of foreign policy as a tool to support a long-term development of the Russian
Federation, which has been drafted in 2010 by the Russian Foreign Ministry. The
Programme contains the objective to promote the reform of Russian approach
towards European security architecture simultaneously with a deterrence of ,ex-
panding activities of the NATO"

Given the scale of Russia and its role in European affairs, as well as dangerous signs
of its aggressive behaviour that were manifested particularly in the Caucasus in
August 2008, the strategic documents adopted in 2009 deserve careful analysis.
Russia’s ardour for the large-scale infrastructure projects in the area of hydrocar-
bon energy resources transportation that bypass traditional transit countries, on
the background of the Russian leadership’s propensity to use oil and gas as tools
of exerting political influence on its neighbours, what has been clearly visible
during the period starting from 2003 (time of the adoption of the first Energy

RUSSIAN STRATEGIC VISION: BYPASS ROUTES
FOR OIL&GAS EXPORT ACCORDING TO ENERGY STRATEGY TILL 2030
(MORE PIPES THAN OIL AND GAS)

/
“* TOBLACK SEA /.

2

Vi

19 «Project of European Security treaty », 29.11.2009, Available online: http://kremlin.ru/news/6152
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Strategy of Russia for the period up to 2030) inclines to the necessity to consider
possible vectors of Russian activities in Europe.

As for Russia’s energy strategy, its specific provisions should be taken into serious
consideration:

1. “Russia will strengthen its efforts to consolidate around its gas transport in-
frastructure the major regional gas production centres (countries of Central
Asia, Iran) and form a Eurasian integrated transport system to ensure the
export and transit flows between Europe and Asia"® (hereinafter there are our
selections for stressing attention — auth. note);

2. "The Russian pipeline infrastructure will become a part of the energy bridge
between Europe and Asia, and Russia will become a key centre for its
management?'.

Formulated in such a way provisions of the strategy are a bit better disguised re-
flections of more explicit proposals that were developed during the document’s
drafting in 2007:

“Russia is capable of <...> strengthening its influence on other resource centres, as-
sociated with Russia by common energy transport infrastructure (Kazakhstan and
Central Asian republics)” 2%, «<...> Russia’s role will be determined not only by our
country’s production capacity and supply of our own energy resources, but also by the
possibility of effective dispatching of the third countries’ transit energy flows... “»*.

In the above-mentioned project of the “Lavrov Program”, not by accident there
is a separate position on Ukraine and its gas transportation system as follows:
“Russia’s participation in the operation of the gas transport system of Ukraine
should be regarded as a strategic goal”**. From the technical point of view, it is
clear that without Ukrainian gas transport system and UGS Russia will not be able
to become a full-fledged managing centre of gas flows on the East — West axis.
The document contains very illustrative provisions when it comes to the develop-
ment of energy cooperation between Russia and major energy rich countries in
various formats:

20 «JHepreTuyeckas ctpaterusa Poccun Ha neprog go 2030 roga, ¢. 54- ,Energy Strategy of Russia

for the period up to 2030" p. 54 [In Russian] Available online at: http://www.energystrategy.ru/
projects/docs/ES-2030_(utv._N1715-p_13.11.09).doc
2! Ibid., p 55
22 Conception of Russia’s Energy Strategy for the period till 2030 (project), Moscow: Ministry of indus-
try and energy of Russia, Institute of Energy Strategy, 2007, p. 36

2 Ibid, p 78

2 http://www.runewsweek.ru/country/34184/
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“To interact actively in the gas area within the Gas Exporting Countries Forum
and a “big gas troika” (Russia, Iran and Qatar). <...> To ensure an effective use of
competitive advantages of the Russian Federation in the energy sector through
the development of regional and bilateral cooperation within the CIS area, transit
initiatives, the establishment of mechanisms of coordination of activities of gas
producing countries, interaction with OPEC and the leading countries-exporters
of oil.*®

That is, positions expressed in official documents are clearly focused on sustain-
ing the policy of dominance of Russia in the energy sector through the pipeline
infrastructure not only on a national level but also within international formats.
Against the background of the Russia’s withdrawal from the Energy Charter Treaty
and its “unifying”initiatives (the so-called Putin’s initiative on the merger between
Gazprom and Naftogaz Ukrayiny), the above positions of Russia cannot but alert.

The importance of resource potential of Russia in terms of strengthening its inter-
national leverage are also highlighted in the National Security Strategy of the RF
(p. 9):“The transition from a bloc confrontation to the principles of a multi-vector
diplomacy as well as the resource potential of Russia and pragmatic policies of
making use of it have expanded the Russian Federation capacities to strengthen
its influence on the world stage."%.

Taking into account paragraph 17 (“The determining factor for Russia in its rela-
tions with the North Atlantic Treaty Organization will be inadmissibility of plans
to move NATO military infrastructure to Russian borders as well as any attempts
to assign to the Alliance the global responsibilities that are inconsistent with the
norms of international law”?), the foregoing paragraph 26 logically focuses on
strategic deterrence. “Strategic deterrence involves the development and imple-
mentation of a complex system of interrelated political, diplomatic, military, eco-
nomic, information and other measures aimed at forestalling or reducing the
threat of destructive action on the part of the aggressor state (or a coalition of
states). Strategic deterrence shall be carrying out along with the use of the eco-
nomic potential of the state.” *®

Since the new military doctrine of Russia defines modern military conflicts, as “an
integrated use of military force and capabilities, including measures of a non-mil-
itary nature’, the deterrence task is formulated to be achieved through “neutral-

% http://www.runewsweek.ru/country/34184/

2 «CTpaTerns HalMoHanbHoi 6esonacHoctn PO 1o 2020 r»- National Security Strategy of the Rus-

sian Federation to 2020" [In Russian] http://www.scrf.gov.ru/documents/99.html p. 3
27 \bid., p 6

28 Crpaterus HaumoHanbHol 6esonacHocTi PO ao 2020 r.» - National Security Strategy of the Russian

Federation to 2020” [In Russian]http://www.scrf.gov.ru/documents/99.html, pp. 7-8
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izing the potential military challenges and military threats by political, diplomatic
and other non-military tools.*.

The list of non-military means may also include energy and infrastructural capac-
ity, which Russia is intensively upgrading. The threat of restriction or suspension
of energy supplies, also under the guise of commercial conflict, can have impact
on the potential adversary, especially along with the simultaneous mobilization
of a lobby potential within the respective object country, carrying out the large-
scale media psychological campaigns, and cyber attacks. This can create a cumu-
lative effect of heterogeneous impacts on the authorities of the respective coun-
try and force it to the required concessions. It is not an accident that in the military
doctrine of Russia information context of modern military conflicts is emphasized
in the following way: “carrying out preventive information confrontation activi-
ties in order to achieve political objectives without the use of military force, and
subsequently - to create a favourable response of the international community
when it comes to the use of military force. “*°.

Vice Speaker of the State Duma of the Russian Federation and the Chairman of
the Russian Gas Society Valery Yazev drew attention to the need of strengthening
the information component in the context of the gas crisis in January 2009, while
speaking at a parliamentary hearing. “Russia lost the information war in Europe
during the “gas conflict” with Ukraine’, - this was the conclusion, though not an
indisputable one, made by influential Russian politician. Deputy Chairman of the
State Duma said that recently an information component has become much more
important part of ensuring national security of Russia. “Conquest of informational
superiority has become a prerequisite of ensuring the victory in any fight - the
military, political, etc..” - noted V. Yazyev.”'

During the gas crisis in January 2009 Russian Federation carried out the attendant
propaganda campaign which was biased in favour of the Russian position, in-
cluding a simultaneous campaign with the aim to discredit Ukraine and Naftogaz
Ukrayiny. It has become an important factor which led to increasing distrust to
Ukraine from the side of its Central European neighbours and Slovakia in particu-
lar.

2% \bid., p 5-6

30 Ibid., p 5

31 B.Azen: Poccus npovrpana NHGOPMaLIMOHHYIO BOIHY B EBpone no BpeMs «ra30Boro KOHdAMKTa»

¢ YkpanHon, «Heptb Poccum», 14.04.2009, - V.Yazyev: Russia lost the informational war in Europe
during the,,gas conflict” with Ukraine, Neft’ Rossii, 14.04.2009 http://www.gazo.ru/images/upload/
ru/1555/GL_15.04.2009.doc [in Russian]
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2.2. UKRAINIAN PROSPECT FOR A NEW DECADE: SECTORAL
INTEGRATION TO THE ENERGY AREA OF THE EU THROUGH THE ENERGY
COMMUNITY

2.2.1. Ukraine’s accession to the Energy Community Treaty and the start of the Sec-
ond EU Gas Directive implementation

On December 31, 2010, the President of Ukraine signed the Law of Ukraine
“On ratification of the Protocol on Ukraine’s accession to the Treaty establish-
ing the Energy Community”. Two weeks before, on December 15, the Protocol
was ratified by the parliament. Minister of Fuel and Energy of Ukraine signed
it in Skopje on September 24, 2010. Thus, pursuant to formal accession to the
Treaty Establishing the Energy Community (ECT) Ukraine has needed more
than three months - disproportionately long term if compared, for example,
with the Kharkiv agreements between Ukraine and Russia, which were ratified
in six days after their signing. Of course, the stumbling block of Ukraine's ac-
cession to the ECT was a draft law “On Principles of Operation of the Natural
Gas Market of Ukraine”, which is the Ukrainian equivalent of the Second EU
Gas Directive. Ukraine has been invited to adopt this law at the meeting of
the Ministerial Council of the Energy Community in Zagreb, on December 18,
2009, a meeting which decided about Ukraine’s admission to the Energy Com-
munity. As for the EU the adoption of the above law was additional condition
that would demonstrate political will and consistency of the Ukrainian gov-
ernment in the field of reforms of its domestic gas market. Such a position of
the EU is a quite understandable since the law has been drafted for over eight
years. In a memorandum to the draft of the law there is a statement that it was
developed on the assignment of the Cabinet of Ministers of Ukraine of April
15, 2002, the assignment of the President of Ukraine of April 15, 2002 as well
as in the accordance with the working plan on the adaptation of the legisla-
tion of Ukraine to the EU legislation in 2002!

This condition was fulfilled: the law was adopted on July 8, 2010, and came into
force on July 24, 2010%2 It is difficult to assess how long the law adoption would
be procrastinated if not the EU’s decision to make it a prerequisite for Ukraine’s ac-
cession to the European Energy Community. Thus, the EU’s pressure has become
the key factor leading finally to its adoption by Ukrainian government. Ukraine
has not demonstrated an adequate political will, despite repeated official decla-
rations of intentions. The law is of fundamental importance not only in terms of
the reorganization of the domestic gas market in Ukraine in a line with the Euro-
pean model, but also in terms of ensuring the natural gas transit through Ukraine

32 http://zakon.rada.gov.ua/cgi-bin/laws/main.cgi?nreg=2467-17
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to the EU, where Slovakia is a key partner. Since Ukraine’s gas transport system
combines the functions of transit of gas to European consumers as well as of it
delivery to the Ukrainian consumers, the importance of the above law only hardly
could be overestimated.

Itis a sort of irony that before the adoption of the gas market law, the regulation
of one of the mostimportant sectors of Ukrainian economy, on which the national
security depends directly, has been fragmented within almost two decades. Cer-
tain provisions were included in different laws, i.e. the laws of Ukraine “On Qil and
Gas’, “On the Pipeline System’, “On natural monopolies’, “On Licensing of Certain
Types of Business Activity”, etc. The vast majority of norms were laid down by sub-
legal acts, including a number of decisions of the Cabinet of Ministers of Ukraine
(the key one was the resolution of the government no. 1729 of 27.12.2001 “On
providing consumers with natural gas”) and regulations of the National Electricity
Regulation Commission of Ukraine (the key regulations of this commission iden-
tify licensing terms for different types of economic activities in the natural gas
market). The outcome was the lack of norms and rules on functioning of the natu-
ral gas market fixed on the law legislation level, and consequently, the absence
of the operation model of the gas market in Ukraine. In addition, a fragmentary
Ukrainian legislation in the field of gas industry was not consistent with the objec-
tives and principles of the European Union legislation (primarily with the provi-
sions of the First and Second EU Gas Directives N2 98/30/ES of 22.06.1998 and N°
2003/55/EC of 26.6 .2003) respectively.

Adoption of the gas market law should provide a systematic approach to creating
conditions for stable operation of the natural gas market and its further develop-
ment, as well as it should bring a “gas” legislation of Ukraine in compliance with
EU law (the following two objectives are outlined by the government of Ukraine
in a memorandum to the gas market law).

The main benefits of the gas market law include the fact that it establishes three
basic principles which are key in the EU law and on which the possibility of gas
market liberalization depends heavily: (i) free choice of consumers to sort out gas
suppliers, (ii) free and equal access to gas pipelines (transit and domestic gas dis-
tribution networks) and to the gas storage, and (iii) separation of the transporta-
tion of gas from the activities of its extraction and supply, as well as the separation
of the gas distribution from its production, supply, storage and transportation
activities (so-called “unbundling”).

The possibility of certain categories of gas consumers to choose freely the gas
suppliers determines the degree of the gas market liberalization. The rule of free
choice of gas suppliers is stipulated mainly in Articles 9 and 19 of the Ukrainian
law. However, the introduction of this regulation is delayed. Under the Chapter VI
of the Law, as from January 1, 2012, the right to freely buy gas from any supplier

30



Ukraine and Slovakia in a post-crisis architecture of Furopean energy security

will be obtained by a limited number of customers, defined by the NERC (it goes
about so-called “qualified customers”; most likely such status will be assigned to
the non-households, mainly industrial enterprises), whereas all other categories of
consumers will be free to choose gas suppliers starting from January 1, 2015.Thus,
the Ukrainian gas market should be partially liberalized in 2012 and fully liberalized
in 2015. Such an approach has been agreed with the European Commission during
the talks on Ukraine’s accession to the Energy Community. It is critically important
that starting from January 1, 2015, the right to buy freely gas from any supplier
was given also to household consumers, i.e. the population that uses gas for their
household needs (cooking, heating water, and heating the housing). However, ex-
actly in this very part, which enables households (population) to choose gas suppli-
ers freely - the Law is not enough clear. The point is that Chapter VI of the Law stipu-
lates that starting from January 1, 2015, a free choice of providers will be received
by “all categories of consumers’, but the definition of “consumers” following Article
1 (22) of the Law defines only “legal entities and individual entrepreneurs who use
natural gas as fuel or raw material in their activities”as consumers.

That is, from the formal legal point of view of the Law, population (domestic con-
sumers of natural gas) does not fall under the definition of “consumer” by Article
1 (22) of the Law. The terms “consumers” and “household consumers” are defined
by the Law as categories, which do not intersect each other. Although it is logical
to assume, that “household consumers” are the part of “consumers”. The Main Sci-
entific-Expert Department of the Parliament drew attention to such an inconsist-
ency in the draft law (and directly pointed out the need to harmonize the terms
“consumer” and “population”), but this deficiency was not corrected during the
process of drafting the final version of the Law. What is it: the possibility to leave
open an option to exclude households (population) from those consumers who
can freely choose suppliers of gas or an unfortunate technical mistake? The an-
swer to this question can be obtained from the NERC that, according to the Law,
will define the ranking of consumers’ qualification (i.e. will outline the categories
of consumers who have the right for free choice of suppliers).

However, systematic interpretation of the Law allows the conclusion that the
population is still regarded as one of the categories of “consumers” and should
get a free choice of suppliers as from 1 January 2015. The opposite interpretation
would lead to absurd results: for example, to the conclusion that natural gas sup-
ply (as defined by paragraph 1 (18) of the Law) cannot be delivered to population,
but that is, of course, a non-sense.

As far as it is known, the mentioned imperfection of the Law came to the atten-
tion of the European Commission, which requested the Government of Ukraine in
a written request for the evidence that the term “consumer” used in the law, also
includes population as well as that starting from 2015 gas market of Ukraine will
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be completely liberalized. The corresponding written explanations has been pre-
pared by the Ministry of Fuel and Energy of Ukraine. Thus, the gradual liberaliza-
tion of the gas market (a partial one from 2012, and the complete one from
2015) should cover all categories of gas consumers, including population; in
addition, such liberalization is not only a requirement of the Law, but also an
international legal commitment of Ukraine according to its membership in
the Energy Community Treaty.

2.2.2. Free access to the Ukraine’s GTS

Free and equal access to gas transport system of Ukraine (gas transit and distribu-
tion networks, as well as facilities of the gas storages) is guaranteed by Articles 7,
9,13,14 and 15 of the Law. According to this norm, all subjects of the natural gas
market have equal access to the gas transportation system (GTS) of Ukraine
and underground gas storage facilities. It may be refused only if: (a) lack of
a spare bandwidth capacity, (b) violation of the GTS access requirements by the
customer, and (c) the temporary restriction of access to the network, foreseen by
the Procedure of access the GTS, which has to be approved by NERC. The law also
foresees that the presence or absence of a free bandwidth capacity is determined
by the methodology approved by the Ministry of Fuel and Energy.

Securing the right to free and equal access to Ukraine’s GTS is an absolute positive
element of the Law and in principle it generally corresponds with the Second EU
Gas Directive. It should be just noted that prior to the adoption of the Law, the
procedure of access to the gas transmission system of Ukraine was regulated by
the order of Naftogaz Ukrayiny N279 dated 03/26/2001 - that is, by the document
issued by an interested entity (not a public authority), a document, which by its
legal nature could not be regarded as a legal act at all.

The disadvantages identified in the Law’s statutory provisions regarding the free
and equal access to the Ukrainian gas transport system include the fact that cases
of a temporary restriction of access will be defined under the subordinate act
of NERC (given the sensitivity of the issue, it will be better if that would be set-
tled by the Law in order to prevent possible misuses and misunderstandings). In
addition, the Law does not provide opportunity for legal appeals regarding the
decisions on restriction of access to the gas network. As far as such decision will
be made not by a governmental body, but an economic player (operator of gas
transmission or gas distributing company), it would be difficult to challenge it in
court, if that option is not directly foreseen by the Law.

Itisimportant to note thatin terms of the Law, free and equal access to Ukraine’s
GTS has to be provided for the purpose of supplying gas to consumers in
Ukraine, as well as for the purposes of gas transit through Ukraine. The latter
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aspect means that as from now the Ukrainian side is obliged to ensure transit
of gas across its territory not only for Gazprom, but in case of appropriate
applications also for other interested entities, including European compa-
nies, under the equal conditions.

Since the law does not contain any transitional provisions of the assess to the GTS
of Ukraine, from the formal legal perspective, the right for free and equal access
arises from the date when the Law comes into force, i.e. from 24 July 2010. How-
ever, the practical realization of the right of access to Ukrainian GTS faces
several problems as follows:

- legal: the Procedure of access to the gas transmission system (NERC responsibil-
ity) and not yet approved the Procedure of access to the GTS of Ukraine (NERC
responsibility), including the Methodology on determination of the presence or
absence of a free throughput capacity of the GTS of Ukraine (responsibility of the
Ministry of Fuel and Energy). The above Procedures and Methodology, after their
adoption, will demonstrate the practical content of the principle of free and equal
access to the gas transport system of Ukraine;

- technological: first of all it refers to the order and procedures of access to gas
transit infrastructure through the territory of Ukraine. Today, the monopoly and
priority access belongs to Russian Gazprom. In order to provide the same equal
access to all stakeholders (including European companies), it is necessary to pro-
vide technological and technical conditions for pumping gas to the Ukrainian gas
transport system on the Ukrainian-Russian border not only to Gazprom, but also
to other interested companies. And this requires, above all, construction of a gas
meter stations on the Ukrainian part of Ukrainian-Russian border and define the
technological rules of gas acceptance and transmission according to European
principles (particularly, rules on sending and confirmation of nominations) at the
Ukrainian-Russian border as well as at the Ukrainian-EU one. In this respect, the
Slovak experience with harmonization of its legislation and with practical applica-
tion of European principles and rules of the gas market is useful for Ukraine.

In general, the implementation of the EU norms of free and equal access
to Ukraine’s GTS (gas mains) for the purposes of transit of gas, enshrined
in the Law, will require the review of the Transit Agreement concluded be-
tween Naftogaz and Gazprom on 19.01.2009 (in particular, it will be necessary
to introduce the principle of booked capacities that is the principle of “transit or
pay”) and the Technical Agreement. By the above documents Gazprom has
de facto monopolized access to the Ukraine’s GTS for the purpose of gas
transit. Particularly illustrative in terms of fixing Gazprom’s exclusive position is
the Technical Agreement (See Appendix 1.“A Technical Agreement concluded by
and between Gazprom OJSC and Naftogaz Ukrayiny NJSC on Terms of Delivery-
Acceptance of Natural Gas at Gas-Measuring Stations, Located on the Border, for
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Gas Transit through the Territory of Ukraine, and also Transfer of Natural Gas to
Ukrainian Consumers in 2008.)

In fact, in the context of the adopted gas market law it is necessary to negotiate
the establishment of legal and technical conditions for transferring the point of ac-
ceptance of Gazprom's gas by European buyers from the western to the eastern
border of Ukraine. As a result, EU-bound gas transit through Ukrainian territory will
be based on the contracts between Naftogaz and European buyers of Russian gas.

It is clear that Gazprom will not be pleased with such perspective, but otherwise
the right for free and equal access to gas transport system of Ukraine will be only
a nice declaration without the possibility of its implementation within the frame-
work of a European model. Finally, Ukraine has to care primarily about its own
national interests. In a similar way as Gazprom acts when it develops bypassing
pipelines, taking no care about problems of the Ukrainian GTS capacities.

In this respect it is worth to note that the outlined approach - transfer of
the point of acceptance of Russian gas for its European consumers to the
Ukrainian-Russian border as well as providing European customers with
the free and equal access to the GTS of Ukraine - will be an appropriate
response to Russian construction of the pipelines bypassing Ukraine.

It would not be necessary to persuade Russia to abandon construction of various
gas-streams (while sacrificing the national interests of Ukraine), it is simply neces-
sary to provide the European gas business with an opportunity (legal and techni-
cal) to choose the most economically attractive option for gas transportation to
the EU (which, as it has been already calculated, will be transit through Ukraine).
European gas business will be interested in implementing the above mentioned
approach because, among other things, this will allow it in the eventual case of
problems with gas transit through Ukraine to settle the issue directly with the
Ukrainian side (without any need to bring along a gas supplier, activities and ex-
pertise of which will stop at the Ukrainian-Russian border). In the current situation
European companies are not dealing with Naftogaz, but with Gazprom in terms of
gas transit through Ukraine. Gazprom is a partner to European companies, which
is contractually responsible for gas transit via Ukraine and which any problems
with the gas transit (regardless of the reasons for their occurrence) qualifies as
a force major, as it has been shown during the gas crisis in January 2009.

2.2.3. Unbundling in the oil and gas sector

Ensuring free and equal access to the GTS of Ukraine depends on implementation
of the unbundling regulation (a principle of separation of the activities of trans-
portation or distribution of gas from its extraction and supply) as it is defined in
Articles 16 and 17 of the Law. In fact it is about prevention of conflict of interests
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in the gas industry. Producer (supplier) of gas is interested in the limited com-
petition from other mining companies and suppliers. So if producer (supplier) is
simultaneously a gas network operator, it will try every way to block access to
such networks for other mining and supplying companies in order to eliminate
them from the gas market. The mentioned principle of unbundling is aimed at
avoiding such a situation and creating a truly competitive environment in the gas
market. Following the Second EU Gas Directive, the Law stipulates the functional
unbundling: if the gas transporting or gas distributing company is a part of a ver-
tically integrated business organization, it must be legally and organizationally
independent of other activities that are not associated with transporting and/or
distributing the natural gas.

In Ukraine, the implementation of unbundling rule will launch a real large-scale
cooperation with the European gas companies (including providing them with
services at European prices). In particular, European companies have repeatedly
stated willingness to use for their own needs Ukrainian underground gas storages
provided that gas storage activity is separated from other activities in the gas in-
dustry. In general, the implementation of unbundling rule together with ensuring
free access to gas networks, will provide significant incentives for EU companies
to invest in modernization of Ukrainian gas transportation system (in particular,
such approach will provide the European side with the real right to manage the
part of the GTS developed with their investments).

When analyzing the Law on unbundling, it is hard to ignore the fact that Article
16 of the Law refers to the “separation of the functions of gas transportation, dis-
tribution and supply”, but in Chapter VI of the Law which, among other points,
determines the timing for unbundling in Ukraine, the “separation of functions of
distribution and supply” is mentioned only, i.e. the function of transportation is
omitted. Probably, in this case there is a technical inconsistency that happened
during the process of preparation of the Law (as in the case of the definition of
“consumers’, as it was discussed above). In any case, the European approach, on
which the Law stands, provides that the activities of gas transportation must be
at least legally and organizationally separated.

The implementation of unbundling principle in Ukraine is closely related to
the following important question: how imperative is the reform of Naftogaz?
By its structure, Naftogaz is a vertically integrated company, which incorporated the
activities of natural gas production (SC Ukragazvydobuvannya, NJSC Chornomor-
naftogaz, JSC Ukrnafta), transport (SC Ukrtransgaz), and distribution and supply (SC
Gas of Ukraine and the very Naftogaz Ukrayiny as a separate legal entity).

Therefore we can assume that official Kyiv will act on the premise that there is no
need in the reform of Naftogaz since the separation of the transportation activity
is already separated from natural gas production and supply (different Naftogaz
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subsidiaries are involved in different fields of activities). According to the Cabinet
of Ministers of Ukraine resolution N2 1173 of 7.24.1998, the functions of produc-
tion, transportation, storage and sales of natural gas are separated by the estab-
lished Naftogaz subsidiary companies.

The final decision on the reform of Naftogaz has to be made taking into ac-
count the compliance of its current structure with the unbundling specified
in Chapter 4 (Article 16) of the Law. In particular, the matter is that it prohibits
merging positions in Naftogaz and its subsidiary companies that are engaged in
gas transportation and distribution, as well as the independence of these subsidi-
aries when it comes to decision-making process in the fields of financial opera-
tions, and maintenance, construction or modernization of the GTS.

In this regard it should be noted that the legal status of Ukrtransgaz and Gas of
Ukraine as subsidiary companies of Naftogaz, established before the new Civil and
Commercial Codes of Ukraine entered into force in 2004, is characterized by sig-
nificant organizational and legal dependence on the mother company, includ-
ing when it comes to decision-making process (before the adoption of the above
mentioned Codes, Ukrainian legislation was giving the same status to subsidiary
companies, and affiliations and subsidiary offices).

Departing from the above point we assume that the most optimal scenario
for the implementation of unbundling principle in Ukraine would be the
establishment of joint stock companies based on subsidiary companies
Ukrtransgaz, Ukrgazvydobuvannya and Gas of Ukraine, with the parallel
transformation of Naftogaz into a state holding company (according to the
Law of Ukraine “On Holding Companies in Ukraine”), which will manage the hold-
ing’s corporate shares in joint-stock companies created on the basis of the above
named subsidiary companies. It appears that such scenario would give reason to
the least objection of foreign creditors to Naftogaz, which consent is necessary to
any reform of Naftogaz under existing credit contracts (otherwise the creditors
can claim earlier repayment of credits). In any case, it seems to be impossible
to create a gas market in Ukraine according to the European model without
bringing legal forms of Naftogaz subsidiary companies in accordance with
the Civil Code of Ukraine.

A lot will depend on the plan which SC Ukrtransgaz and SC Gas of Ukraine will
prepare in order to ensure the independence of their economic activity from the
activities of Naftogaz. According to Chapter 5, Article 16 of the Law, such plan
should be prepared annually and shall be disclosed, including the report on its
implementation.

Ukrainian government has some time for making the optimal decision on the
above mentioned question: according to the Law, unbundling must be complet-
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ed (i.e,, the functions of the transport, distribution and supply should be sepa-
rated) by January 1, 2012.

2.2.4. Underwater reefs of the new law

In the context of review of the Gas Market Law there is a need to pay attention to
the following aspects:

Firstly, the Law defines the powers of NERC to set tariffs for natural gas transpor-
tation by mains. Before the adoption of the law, the authority of NERC on this
matter was somewhat narrower. According to the Government Resolution N2
1548 of 25.12.1996, the NERC was authorized “to establish tariffs for transporting
natural gas and oil by main pipelines... that are delivered to Ukrainian consumers.”
In other words, the NERC could set tariffs for main pipelines transporting the gas
addressed to Ukrainian consumers. Setting the tariffs for gas transit (transporta-
tion of natural gas by Ukrainian pipelines to further supply to European consum-
ers) did not belong to the competence of the NERC. However, as the Law comes
into force, the NERC can set the transit fees as well. Since the NERC while set-
ting the tariffs will follow the relevant methodology and procedure of calculation
(which are, as a rule, based on the principle of economic feasibility), the NERC'’s
authority to establish transit fee under certain circumstances may cause the
necessity to review the rates for gas transit through Ukraine, established by
the Transit contract between Naftogaz and Gazprom on 19.01.2009 (espe-
cially if economically grounded NERC calculation will result in higher transit fee
comparing to the rate, calculated under the contract of 01.19.2009). The relevant
precedents had already taken place. As media reported, in 2007, when NERC in-
creased the fees for pumping, transportation and consuming the natural gas from
underground storage facilities, the respective tariffs were also increased under
the contract between Naftogaz and RUE N 14/935- 3 / 04 of 29.07.2004

Secondly, before the adoption of the Law any activity in the gas sector (produc-
tion, transportation, storage, distribution and supply of natural gas) was a sub-
ject to licensing regardless of its scope. When the Law was passed, situation has
somewhat changed. The Law stipulates that economic activities in the natural gas
market are subject to licensing if volumes of natural gas involved exceed the level
set by the license terms. So, now the activities of production, transportation,
storage, distribution or supply of small volumes of natural gas can be carried
out without obtaining a NERC license. In this case, however, the term “minor
amount”is not specified in the law and depends on the NERC decision.

Thirdly, although the Law is designed to bring a “gas” legislation of Ukraine into
accordance with the Second EU Gas Directive, it is bypassing such a core princi-
ple of EU law as the transparency of relations in gas sector.
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According to the second Gas Directive, transparency is essential prerequisite for
building a competitive and liberalized gas market. The level of transparency in
the gas industry of each of the EU member state is controlled by the competent
regulatory authority, independent from the gas industry interests. In addition, the
Second Gas Directive requires the EU member states to “create appropriate and
efficient mechanisms for regulation, control and transparency in order to avoid
any abuse of a dominant position, in particular to the detriment of consumers,
and any incursive behaviour”. 33 The Ukrainian law does not provide anything of
that kind. And that is despite the fact that as early as September 30, 2009, the
Government of Ukraine adopted a Decree N21098 on Ukraine’s accession to the
Extractive Industries Transparency Initiative (EITI) and a special statement, which
stresses that “implementation of the Initiative, also in the gas industry, will be one of
the elements of transparency in work of the gas transport system of Ukraine.” When
adopting the Law, it would be useful to identify and establish the implementation
mechanisms in Ukraine of the above-mentioned international Initiative, which is
based on simple and clear criteria (a regular publication of oil and gas companies
reports on their significant payments for the benefit of the state, and reports on
any significant revenues they received from the state; moreover the publication of
these reports is made accessible for general public in a comprehensive and visible
form). At the present about 30 countries are currently the members of this Initia-
tive in different formats. Unfortunately, this possibility was not used in Ukraine.

Attention should be drawn also to the fact that many of the Law’s provi-
sions have a framework or reference nature. The Law is basically providing
legal principles for regulation in the gas industry and states that specific norms
should be further developed and approved on the subordinate level. Impor-
tant role in this regard is given to the Cabinet of Ministers, the NERC and the
Ministry of Fuel and Energy. In particular, the Cabinet of Ministers is in charge
of preparation of procedures on the guaranteed suppliers definition, restriction
or termination of natural gas transport and supply to consumers, establishment
of insuring gas reserves by suppliers, and more. The NERC should, inter alias,
develop and/or approve: the procedure of access to the GTS of Ukraine, rules
of natural gas use for legal persons, methods of gas tariffs calculation, a variety
of procedures (forming, calculating and establishing the prices for gas, moni-
toring of the licensing conditions compliance, investment programs forming)
and a model contracts. Ministry of Fuel and Energy has, among other things, to
define the operator of Ukrainian GTS, to develop a procedure for the prepara-
tion of monthly plan (projected) balances of supply and distribution of natural
gas, to approve the methodology for determining the presence or absence of
free bandwidth capacity of the Ukrainian GTS, as well as to develop methodo-

3 http://www.energy.eu/directives/|_17620030715en00570078.pdf
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logical guides on application of national accounting standards in accordance
with oil and gas industry specifics. In this connection it is worth to note, that
at the stage of the drafting of the Law, its framework nature caused concern of
the Main Legal Department of Parliament, which opinion states the following:
“.. the adoption of the Law in its edition submitted to the second reading will lead
to legal conflicts and incompleteness of legal regulation, because it does not pro-
vide the sufficient legal mechanisms for clauses implementation, as required by the
rule of law principle, which enforcement was stressed by the Constitutional Court of
Ukraine (case on liability of legal persons, 30 May 2001, N°7- pn/2001)".

Thus, the implementation of the Law to a considerable degree or even a cru-
cial one will depend on its implementation mechanisms, which have to be
further developed by the Cabinet of Ministers, the NERC, and the Ministry of
Energy and Coal Industry of Ukraine. From the latter it will depend whether the
European principles on which the Law is based, will receive the same European
content in Ukraine. The law does not fully reflect the model of the gas market as
identified by the Second EU Gas Directive. However, the implementation of fun-
damental European principles provided by the Law — consumers’ free choice of
gas suppliers, free and equal access to the gas networks, and separation of activi-
ties within the gas sector - will allow building the skeleton of the European-style
liberalized and competitive gas market in Ukraine:

v if the authorities, responsible for implementing the Law, will seek to specify
the principles stipulated by the Law in a way that it will correspond with the
European content;

v if principles will not be distorted,;

v if free choice of gas suppliers will not be used only in order to provide a direct
access to Gazprom or its affiliates to Ukrainian consumers;

v if free access to gas networks will not mean a “cementing” of Gazprom’s exclu-
sive access to Ukrainian GTS; and finally,

v' ifunbundling will not become a tool to promote Gazprom'’s strategies of taking
over the most attractive gas assets in Ukraine.

Within the above context a serious threat is posed by a possibility to rent under-
ground gas storage facilities in Ukraine. Under a framework law a leasing agree-
ment might withdraw the most important component of Ukraine’s GTS. This will
strengthen the monopoly of Gazprom as on the domestic market of Ukraine, as well
of its export shipments to the EU. Ukrainian authorities might lose leverage of the
gas market development, and its European perspective will remain a declaration.

Another threat associated with a framework character of the Law is that there
attempts may occur to implement it as the European Charter for Regional and
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Minority Languages. Although the Charter is aimed at protection of languages
in danger of withering away, its implementation in Ukraine has become a tool of
guaranteeing the “special” status of the Russian language. The consequences of
such implementation of the Law would be disastrous for the whole energy and
national security of Ukraine. On the other hand, the implementation of the Law
in the European way, building a liberalized and competitive gas market following
a European model will not only contribute to Ukraine’s integration into the Euro-
pean gas area, but will also facilitate building of a truly equitable and mutually
beneficial relationships with Gazprom, based on the European principles.

Ukraine's accession to the Energy Community means the beginning of a long proc-
ess of harmonization with the EU legislation in the energy sector. Will Ukraine be
able to walk this way, taking into account non-transparent processes of Russian-
Ukrainian “unifying” cooperation in energy sector? This question remains open both
to Kyiv and Brussels, and, of course, to Bratislava. Just so, as another important mat-
ter an that is the Brussels Declaration on the Modernisation of Ukraine’s Gas Transit
System of 23 March 2009. Although the Ukrainian side confirmed its readiness to
continue cooperation with the EU and even the relevant proposals were made by
the president and the prime minister of Ukraine to Germany, Poland, Slovakia, and
Austria, however, the real progress in implementation of the Brussels agreements
has not been evidenced for two years from the date of their signing.

However, it is important to note that there are certain “hidden risks” for devel-
opment of the gas market in Ukraine connected with the process of drafting
new legal acts in the Ukrainian parliament. Particularly, it goes about the draft
of the law N2 7562 “On state guarantees on enforcement of the implementation of
the court’s judgements”* prepared by the government in January 2011. Firstly it
might seem that his draft has nothing in common with the range of problems of
the gas market. However, the draft of the Law N27562 has introduced the amend-
ments to the Article 7 of the Law of Ukraine “On Pipeline Transport”. The above
mentioned Article 7 contains a provision on the prohibition of restructuring and
privatization of the state-owned trunk pipeline transport enterprises (TPT), and
does not allow any disposal with property as well as any manipulations with as-
sets and shares of state TPT enterprises, including NJSC Naftogaz, its subsidiary
companies, affiliations and storage facilities. Article 7 of the Law of Ukraine
“On Pipeline Transport” provides a kind of mechanism for preventive action
against the attempts of taking over gas market of Ukraine by non-market
means (including the gas transport system of Ukraine).

The proposed changes suggest that the Cabinet of Ministers of Ukraine will be given
an authority to determine the list of enterprises covered by Article 7 of the Law of

3 http://w1.c1.rada.gov.ua/pls/zweb_n/webproc4_12id=&pf3511=39454
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Ukraine On Pipeline Transport. On one hand, the need for proposed amendments
can be explained by the lack of a clear definition of the term “state-owned enter-
prises of TPT” in Ukrainian legislation, that to some extent complicates practical
application of Article 7 (exactly because of this fact, in 2007, Article 7 have been
extended with particular references to Naftogaz and its subsidiary companies).
However, it looks it would be much better to fill the existing gap by an exact defi-
nition of the term “state-owned TPT enterprises” directly within the text of the
Law of Ukraine “On Pipeline Transport”. It looks like that regardless of what will
be the list of entities approved by Ukrainian government under provision of the
adoption of the draft law No 7562, the Article 7 of the Law of Ukraine On Pipeline
Transport will be applicable to Naftogaz Ukrayiny and its subsidiary companies,
as they are referred directly in that Article.

However, there are considerable risks that still exist. For example, the operator
of Ukrainian main oil pipelines — JSC Ukrtransnafta - is a subsidiary company of
Naftogaz (moreover, this JSC is not formally included in the category of public
enterprises). Therefore its fortune may be put into the hands of the Ukrainian gov-
ernment (depending on its inclusion or non-inclusion in the respective govern-
mental list of companies), without the parliamentary control.

On the other hand, the operator of gas mains - SC Ukrtransgaz is a subsidiary com-
pany of Naftogaz and as such will be a subject to Article 7 of the Law of Ukraine
On Pipeline Transport, regardless of the decision of the Cabinet of Ministers of
Ukraine. But that might be limited by the time when Naftogaz Ukrayiny will be
reformed and subsequently, Ukrtransgaz will become a separate independent
company. In such case, the future of Ukrtransgaz (similarly to Ukrtransnafta) will
depend solely on the decision of the government. The above mentioned correla-
tions prove the importance and necessity of effective public and parliamentary
control over the process of preparation of legislative proposals relevant to the
reform of gas market of Ukraine in order to prevent a non-market takeover of
Naftogaz and its subsidiary structures under the guise of harmonization with Eu-
ropean standards.

Thus, with a delay of six years, Ukraine made an attempt to get on the same
path as Slovakia in energy sector, and namely the following three Slovak laws
- the Act on Energy, the Act on Regulation, and the Act on Heating - that were
adopted by the Parliament of the SR in November 2004. These laws have be-
come three pillars of the energy legislation of the SR since 1 January 2005. Later
in the framework of secondary legislation following of the above acts Minis-
try of Economy defined the rules of the gas network operation on the basis
of which companies developed their own rules, which were consequently ap-
proved by the Ministry. In Ukraine only the basic legislation has been adopted so
far. A draft Working Plan of the Ministry of Energy and Coal Industry of Ukraine
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for 2011 contains only two paragraphs that formulate tasks on o further work
towards the Europeanization of the Ukrainian energy sector: “Development of
energy cooperation with member countries of the Energy Community, includ-
ing learning existing experience of participating countries. Implementation of
European energy legislation, creating conditions for the formation of a single
EU energy market “(p.1.3.4) and finally, “the elaboration of drafts of legal regula-
tions regarding the fuel and energy sector taking into account the EU regula-
tions” (p.3.3.1). The experience of SR would be very much useful for Ukraine,
however, provided that there will be a political will to reform the gas sector of
Ukraine without making allowance for Russia.

2.3. OIL AND GAS SECTOR OF UKRAINE: POLITICAL AND LEGAL ASPECTS
OF BRAKING TRANSFORMATION PROCESS IN THE CONTEXT OF
CONTRACTUAL ARRANGEMENTS WITH GAZPROM

2.3.1. Price hook in Ukrainian-Russian gas relations

Russian factor is one of the three key braking factors (the other two are
first, the lack of transparency and second, the corruption), which hinder the

Quo vadi$?

implementation of European rules of play in the
energy sector. Oiland gas sectorisan expression of
a serious problem, and namely, state monopoly’s
reluctance to implement European-style reforms
ononehand, and Russian counterpart’s continuing
desire to take over a Ukrainian partner using its
permanently difficult financial position, on the second one. The financial
position of Naftohaz is an outcome of a discriminatory “Contract of purchase
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and sale of natural gas in 2009-2019", signed on January 19, 2009, between
Naftogaz Ukrayiny and Gazprom “(hereinafter - Gas Contract).

One of the key issues of Ukrainian-Russian relations in the gas sector is the change
of the pricing formula for the natural gas purchased by Ukrainian side according
to the contract. This issue has been repeatedly stressed by the prime minister of
Ukraine, who indicated that the gas deal is unfair and must be revised.** He also
noted that: “Russia has to realize: despite of some time ago it managed to obtain
under certain circumstances a lucrative contract, this does not stipulate the possibility
of sticking to it till the end of its term. It cannot be treated this way; it is not a correct
approach from the point of view of our long-term relationship and our strategic
partnership. We must think about the future.” 3

Meanwhile, it is interesting that official Kyiv plans to achieve changes in the
pricing formula of the Gas Contract through negotiations with the Russian
side. In other words, at the actual stage Ukrainian side has initiated merely
a mechanism of political settlement. Basically, this is a traditional mechanism
for getting into an agreement between the two countries. However, the attempt
of political settlement between Kyiv and Moscow under current realities and
in such sensitive sphere as the gas sector brings a significant risk of additional
substantial losses for the Ukrainian side in the form of political and economic
concessions to Moscow. According to the accurate statement of the prominent
Ukrainian economist and academician A. Halchynskyi, in relations with Ukraine

3 http://www.ua-energy.org/post/3241
36 http://economics.unian.net/ukr/detail/72202
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Russia is not simply protecting its national interests, but rather implements policy
of “defeat the competitor” .

One must not forget that since 2005 all attempts to revise the gas agreements
with Moscow by political means ended with large-scale economic and political
losses for Kyiv, while Russia foisted off more and more onerous terms of the gas
“cooperation”. During the first decade of the 2000s, the strategic partnership,
officially announced in 1990ies, resembled increasingly a strategic dependence
that has formed asymmetric subordinated partnership favourable towards
Russian interests.

Moscow has already begun to announce what it wanted to obtain in exchange
for a gas formula correction: Ukraine’s gas transport system and Naftogaz takeo-
ver by Gazprom, which is disguised as a “merger”. Thus, owing to Russian side
efforts the dominant feature of the two countries relationship is reduced to
a mercantilist approach “and what Moscow will get in return?” In this case it
goes about the adjustment of a pricing formula, which has been imposed on
Naftogaz in the midst of unprecedented gas crisis in January 2009. The above
formula brought unfair results for Ukraine, including higher gas prices than
other European consumers pay for Russian gas. At the same time, this formula
ignores several important factors, including, the fact that Ukraine is the largest
consumer of Russian gas in Europe as well as that transportation costs for gas
supplies to Ukraine are lower than to EU countries. In other words, the exist-
ing pricing formula ignores the very geographical fact of Ukraine’s neighbour-
hood with RF. The adjustment of the price formula is needed in order to balance
the Russian-Ukrainian gas relations and, finally, to restore conditions of fair and
equal cooperation, what is the most reliable guarantee of uninterrupted gas
supplies to the European market. However, Russian side does not take this into
account.

The paradox of the current situation is that Russia really has to be interested in
finding a compromise in the sphere of Ukrainian-Russian gas cooperation not
less than Ukraine itself. At the least this will allow Gazprom to retain Ukrainian
gas market, which is the largest market in Europe, in the situation when the
Russian monopoly has to face serious challenges in international markets. This is
what Gazprom admitted publicly in its report on the second quarter of 2010:“In
recent decades, rising prices on natural gas as well as technological progress have
led to growing interest in development of unconventional natural gas resources. It
is expected that in North America the share of gas production from unconventional
sources in long term perspective will continue to grow. This will lead to a reduction

37 «Dzerkalo Tyzhnia », N231 (811), 28 August 2010
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in U.S. imports of LNG, therefore LNG suppliers will redirect released volumes to
markets in Europe and Northeast Asia and, consequently, competition in these
markets increases.” And further: “It is estimated that in 2009 gas consumption in
European countries of far abroad will fall by 36 billion cubic meters (or about 6%)
to 540 billion cubic meters. Larger supply of LNG will negatively influence the price
levels in Europe and will reduce the volumes of pipeline gas purchase, including the
gas supplied by Russia”. And finally: “...the process of market recovery is far from
complete”®

Therefore, the aggressive behaviour of Russian side regarding the condi-
tions of gas cooperation with Ukraine along with the mercantilist rhetoric
(“what we get in return?”) is far from being a sign of constructive dialogue
between the two strategic partners. In fact it is motivated by Kremlin's
wish to “wrest” as much as possible concessions from Kyiv, to stake out
a long-term claim to the Ukrainian gas market and to make it a “cash cow”
for Gazprom in a situation where competition in the European market is
growing, including the reduction of Gazprom'’s share in that market (28,4%
in 2008, and 26 3% in 2009). In order to achieve this objective a political settle-
ment is the most walk able way to go.

A striking example of political settlement in Russian-Ukrainian gas relations is
a discounted price of gas agreed in April 2010. Only due to political reasons it be-
came possible to present the adjustment of the gas price for Ukraine that brought
it in a line with the world market and European levels as a “discount” and “dam-
age” to the Russian budget. As well only due to political reasons this so-called
“discount” on gas price for Ukraine has been exchanged for political concession
of Ukraine — the extension of the Russian Black Sea Fleet stationing in Ukraine for
next 25 years.

Considering all the above-mentioned contexts, any attempt to reach a politi-
cal settlement with Russia in the field of gas cooperation is linked to seri-
ous challenges for economic (energy in particular) and political security of
Ukraine. The outcome of economic consequences of political settlement of gas
disputes with Russia in 2006 and 2009 is a disastrous one for Ukraine. It is worth
to bear in mind the recent historical lesson learned, and to consider applying al-
ternative ways of settlement, including the adjustment (adequate balancing) of
the Gas Contract pricing formula.

38 ExekBapTanbHbiit otueT OAO «[a3npom» 3a 2 KeapTan 2010 rofa, cTp. 53, 275 - The quarterly report
of JSC Gazprom for 2 quarter 2010, pp. 53,275 Available online: http://www.gazprom.ru/f/post-
$/22/042553/repii_2010.pdf [In Russian]
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2.3.2. Legal aspects of contractual arrangements

Alternative methods of settlement which Ukraine is authorized to apply are legal
ones. They are envisaged by the provisions of the Gas Contract as well as by the
Swedish law, which is applicable to the contract.

In particular, Article 4.4 of the Gas Contract states the following:if“the circumstances
in the market of energy products change significantly compared with what Parties
reasonably expected during the signing of the Contract, and contract price specified
in clause 4.1 of the Contract does not reflect the level of market prices", the parties
will start to renegotiate the price clause. Further the contract provides that if
an agreement on a revision of contract price is not achieved within the three
months from the date of the start of talks, either party may file proceedings at the
International Arbitration Court in Stockholm for its judgement.

Thus, in for the implementation of procedure according to the paragraph 4.4 of
the Gas Contract, the Ukrainian side needs to justify the change of circumstances
in the market with energy products (apparently there isimplied a European market
because the price formula in the Gas Contract refers to parameters of fuel oil and
gas oil price on the European market), and to prove that the current price which
follows the Gas Contract (excluding the discount) does not reflect a price level
in European market. To prepare such justification would be much less difficult
for Ukraine than efforts to persuade both Kremlin and Gazprom to adjust pricing
formula to a fair format without any additional economic and political concessions
from Ukrainian side. But the main point is that in case of a refusal of Russian side
to come to an agreement, Naftogaz will be authorized to file proceedings at the
independent international arbitration, which can result in a new pricing formula
of the contract.

Important arguments that allow for starting the procedure of legal settlement in
order to correct the pricing formula for the Gas Contract are provided by Gazprom
itself. In its company report on the second quarter of 2010, Gazprom notes the
following: “In the first half of 2010 compared to the first half of 2009, the decrease of
revenue from the gas sales (in Europe) was 18.79%, mainly owing to reduction of the
average calculated prices due to changes in world prices! *°. The following passage
from the above-mentioned quarterly report of the Russian gas monopoly is
also important: “In 2009 the E.ON Ruhrgas Co. addressed JSC Gazprom Export wit
a request to reduce the contract price and/or change some other contract conditions.
The request followed significant changes in the market, among other things, a lower
demand for gas due to global economic crisis and supply increase, including liquid

3 |bid., p. 74

46



Ukraine and Slovakia in a post-crisis architecture of Furopean energy security

trading markets, as well as a significant difference in prices pegging to prices of oil
products under long-term contracts and spot prices"*® Gazprom was forced to meet
the E.ON Ruhrgas and other German companies’appeals. Referring to the report’s
wording that has been done in order “to envisage measures that would ensure
the competitiveness of Russian gas in the emerged circumstances.”*'.

With regard to the question how the price of the Gas Contract reflects price
level in the European market, we will note the following facts. According to the
data of the cited Gazprom's report, average gas price (per 1000 cubic meters) in
European market presented the following trend: $269.4 in 2007, $407.4 in 2008,
$ 287.5 in 2009*, and during the first half of 2010 the gas price fell in 18.79%.%
That is, since 2009, there is a trend of price decrease in the European market. If
one takes prices based on the formula of the Gas Contract (here we refer to data
of the State Statistics Committee of Ukraine*; without applying step-down ratios
and discounts) the opposite trend could be observed for Russian gas price for
Ukraine: $248.96 in the third quarter of 2009, $260.07 in the fourth quarter of
2009, $ 304.16 the first quarter of 2010, and $333.72 in the second quarter of 2010.
Thereby, the effect of the pricing formula of the Gas Contract implementation is
evident: gas prices in European market are falling whereas price on Russian gas for
Ukraine is increasing with the same dynamics. The conclusion is that the Russian-
Ukrainian gas price formula may be hardly considered to be adequate and fair.
The very practice of the Gas Contract implementation testifies the imperfection
of its pricing formula: within the period of 20 months since the contract came
into effect, the pricing formula in its “pure form” has been applied only within
three months (the first quarter of 2010). During the rest of the period it has been
applied with a discount coefficient 0.8 (during the whole year of 2009), or with the
April discount (as from April 1,2010).

The abovementioned facts indicate necessary preconditions as well as the right
of Ukrainian side to apply the mechanism of legal settlement under the Article 4.4
of the Gas Contracts. There is no need to fear that filing proceedings at the inter-
national arbitration in Stockholm might be perceived as a hostile move towards

4% bid., p.. 81-82

41 Ibid., p.82

42 Otyer pykosogctea OAO «lasnpom» 3a 2009 rog, cTp. 18. - Management Report of JSC Gazprom

for 2009, p. 18. (http://www.gazprom.ru/f/posts/28/135151/2010_04_29_gp_mgt_report_rus_fi-
nal.pdf) [In Russian]

43 ExxekBapTanbHbiit oTueT OAO «[a3npom» 3a 2 kBapTan 2010 rofa, cTp. 74 - The quarterly report of

JSC Gazprom for 2 quarter 2010, p. 74 [In Russian]

4 http://www.ukrstat.gov.ua/ (ection,Export and import of particular products by country“-,Mineral

Products”, in Ukrainian)
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Russia. Court settlement of disputes is simply a civilized way of solving conflict
situations. Gazprom itself often applies this method in its commercial activities.
In 2007-2010 it has repeatedly filed proceedings at the International Commercial
Arbitration Court at the RF Chamber of Commerce and Industry asking for the
forced pay off by SA Moldovagaz for the supplied gas. Within the year of 2000 six
similar lawsuits against Naftogaz were filed by Gazprom at the same arbitration
court in Moscow.

Finally, the Swedish law applicable to the Gas Contract, which the Ukrainian
government considers to be unfair and bonded, provides another option to act.
Following Article 36 of the Swedish Contracts Act: “A contract provision may be
changed or cancelled provided that it is reasonless with respect to the contract’s con-
tents, circumstances at the time of its conclusion, subsequent developments or cir-
cumstances in their complexity. If the given provision has such significance for the
contract that it would be reasonless to enforce the implementation of the contract
with other unchanged provisions, the contract may be changed in its other provisions
or cancelled". Lawyers know that Article 36 of the Swedish Contracts Act is aimed
at the protecting rights of weaker or more dependent side of contractual rela-
tions side (e.g. customers) as well as that the above provision is rarely applied in
the relations between dominant companies within the same economic sector.

Naftogaz already has learned some important lessons from the Stockholm
arbitration with RosUkrEnergo (RUE). Naftogaz should be well aware that just in
its dispute with RUE, the Stockholm arbitration applied the above cited Article
36 of the Swedish law to evaluate events that took place during the gas crisis
in 2006. The court believed that a justified reason for Art 36 application was the
fact that Gazprom sharply reduced the gas supply to pipeline system of Ukraine
on 1 January 2006 and was blocking the purchase of Turkmen gas by Naftogaz.
(It is worth to mention events of 2 January 2006, when Gazprom has informed
Naftogaz that, even though existence of the valid contract between the Ukrainian
company and Turkmengaz, as from January 1, 2006, all Turkmen gas was bought
out by Gazprom). The court considered the above circumstances as such that
Gazprom forced Turkmengaz to cancel its contract with Naftogaz. In this respect,
arbitration explicitly stated that if a party interferes with the contractual relations
between other parties and this interference leads to a breach of the contract to
the detriment of one of its sides, then such a behaviour of the interfering party
can be considered an improper business activity that entails the obligation to
compensate the damage.

This example shows the following:

e if politically dependent and corruptive layers are not involved, often the truth
in gas disputes is on the side of Naftogaz;
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e the Ukrainian side had good chance to be successful if it would apply legal
mechanisms on protection of its interests, particularly, when it would appeal
the Arbitration Court in the context of gas crisis in 2006.

It is important for Ukraine to realize that the use of legal mechanisms has
significantly lower risk of further increasing the dependence on Gazprom
and the Kremlin in comparison with political settlements. Thus, in the present
situation, the term of the Gas Contract (until 2019) and stipulated volumes of
gas purchase (41-52 billion cubic meters a year) seem to be more or less optimal
parameters for Ukraine on the proviso that a more balanced pricing formula is
agreed. That is possible to achieve by means of the legal settlement mechanisms.
However, the realities and trends in international markets are pushing Gazprom
to secure a longer term of the Gas Contract with enlarged (up to 70 billion cubic
meters a year) volumes of gas purchase by Ukraine. Russian side can manage
to get this end only by using mechanism of political settlement. If Russia will
manage the above goal Ukraine will lose promising prospects for development
of unconventional natural gas resources, including shale gas and coal bed
methane.

In addition, by analogy with the Article 4.4 of the Gas Contract, the Transit Contract
contains Art.8.7, which states that the gas transit tariff rate is a subject to revision
provided that conditions of transit tariffs formation is changing significantly on
European gas market as well as a transit rate introduced by the Transit Contract
does not correspond with the tariffs on European market. The disparity of gas
tariffs rates, which are applied in Ukraine and in the EU countries, is no secret.
If Naftogaz and Gazprom fail to agree on a revised transit rate, it can also be
established by international commercial arbitration.

European principle of the rule of law and settlement of problematic gas
issues on its basis only can ensure finding for reasonable, fair and mutually
beneficial solutions for both Ukraine and Russia. Otherwise, with time going
a gasocratic regime in Kyiv might feel like the Minsk one, which is driven
to a blind alley by its ruthless orientation on Moscow that in the end push
it to seek for support from Tehran and Caracas. If the latter would become
a reality prospects for cooperation between Ukraine and the EU, including
Slovakia, in energy sector look very gloomy.
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3.1. MOSCOW - KYIV: KHARKIV AGREEMENTS AND THE CASE OF
ROSUKRENERGO. IMPACT ON PROSPECTS FOR INTERNATIONAL
COOPERATION OF UKRAINE AND NAFTOGAZ

3.1.1. Excursus into the historical background of the “Gas - Fleet” issue

Since 1990s a basic component of Russia’s strategy in bilateral relations with
Ukraine has been a combination of the issues of the Russian Black Sea Fleet sta-
tioning in Ukraine and of ensuring the gas supply from Russia to Ukraine into one
single negotiating package. An ambitious goal of Ukraine to achieve its energy
independence from Russia has not been materialized within the last 20 years. Af-
ter a retrospective analysis, one can conclude that Ukrainian side was engaged
in a business gas deal during the entire period putting aside the quotes of the
package issues of its national security, including its military, economic and energy
dimensions. Kharkiv agreements signed by presidents of Ukraine and Russia on
April 21,2010, evidenced an irrevocable nature of this trend. They express well an
impetus of the Russian side, which declares a number of “unifying” initiatives, but
in the end they appear to be just “takeover”initiatives in economic relations with
Ukraine.

Prime ministers of Ukraine and Russia signed in Kyiv a package of three basic
agreements on 28 May 1997, including an intergovernmental agreement on di-
vision of the Black Sea Fleet of the former USSR as well as a stationing of Rus-
sia’s part of the fleet on the territory of Ukraine. It was an unbalanced package of
agreements conditioned by the necessity of solving the issue of “Ukraine’s debts
under the state credits granted to it by the Russian Federation in accordance with
the intergovernmental agreements as of May 26, 1993, and of March 20, 1995.
The debt became a subject to repayment till the end of the year 2007 being rec-
ognised by the sides as of May 28, 1997, in the total amount of 3,074.0 million
US dollars, including credit interests.”** The debt of more than $ 3 billion was at-
tributed to the policy of the government of Ukraine seeking credits from Russia

4 http://zakon.rada.gov.ua/cgi-bin/laws/main.cgi?nreg=643_077
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for payments for imports of its energy resources. The Russian side, following its
post-Soviet reintegration intentions, the aim of which was to sustain dependence
of former Soviet republics on Russia, has helped to create state debt of the CIS
countries to Russia using the practice of free prices in mutual trade within the first
half of the 1990s. Ukraine received 47.6% of the total $ 5.26 billion of Russian cred-
its lent to eleven CIS countries in the course of 1992-1993.% The main purpose of
loans was energy purchases. In fact, the “oligarchonomy” in Ukraine started to
emerge by the formula “income - for myself, debts - for the state” Oligarchy has
got its start thanks to default of state in payments for gas.

The prominent economist A. Aslund pointed out that “Gazprom/Russia requested
Ukrainian state to pay for gas for which Ukrainian private business did not pay."#
In this way the state accumulated a critical mass of debt. At a critical point of time
“X"Russian side made a gage by being able to form a package of “fleet-debt” link
by the means of mutual debiting scheme: “Agreements on offsetting of debts as-
sociated with the division of Black Sea Fleet, supply of fossil materials and energy
resources, and supply of fishing vessels ended in a recognition of Ukrainian debt
of 3,074.0 million US dollars together with credit interests as of 28 May 1997". 4

The typical sign of the final package of agreements concerning division of the
Black Sea Fleet proposed by Russia was not neither discussed nor approved by
the National Security and Defence Council of Ukraine. The NSDC was excluded
from the talks with Russia as the then head of state has not been sure that the
NSDC staff will give a positive evaluation of the draft agreements. Indeed they
were flawed from a legal standpoint and dangerous from the point of view of
national interests and security. In addition, Kyiv wanted to sign a Treaty on Friend-
ship, Cooperation and Partnership with Russia, which would finally recognize the
territorial integrity of Ukraine and inviolability of the existing state borders. How-
ever, Moscow was ready for this but on the proviso of signing a package of agree-
ments on the Black Sea Fleet.

4 Xeitdel; b. A. «B3auMHble pacueTbl MO [ONraM 1 SKOHOMUYECKoe B3aumoaeiicTeme cTpaH CHI
n Poccuu», MaTepuanbl Kpyrnoro ctona «[poTuBopeurs NpoLeccoB BantoTHO-GUHAHCOBOM
uHTerpaumm B pernoHe CHIM», Mocksa, 2005 - Kheyfets B.A., The mutual settlements on debts
and economic interaction between the CIS and Russia, Proceedings of the roundtable ,The con-
tradictions of the processes monetary and financial integration in the CIS,, Moscow, 2005, p. 68
[In Russian]

47 Ocnymn A. «Yomy B YKpaiHi BifHOBMIOCb €KOHOMIUHe 3pOcCTaHHA?», «HaykoBi maTepianu N215»,

IHCTUTYT €KOHOMIYHMX AOCAIAXKEHD Ta NONITUYHMX KOHCYNbTaLin, nnneHb 2002, ctop. 9.

48 Xeiidel B. A. «B3aMHble pacueTbl Mo AONraM U SKOHOMUYECKoe B3aumopeiicTeue ctpaH CHI

n Poccum», Matepuanbl Kpyrnoro ctona «[poTuBopeuns MpoLeccoB BantoTHO-GUHAHCOBOW
nHTerpauum B pernoHe CHI», Mocksa, 2005 - Kheyfets B.A., The mutual settlements on debts and
economic interaction between the CIS and Russia, Proceedings of the roundtable ,The contradic-
tions of the processes monetary and financial integration in the CIS,, Moscow, 2005, p. 69 [In Rus-
sian].
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In 2010, something similar happened. Just instead of the debt issue, the ques-
tion of price on gas was on the agenda. The fleet-debt exchange (the Black Sea
Fleet deployment in exchange for an annual paying off the debt) was substituted
with a fleet-price scheme (extension of the Black Sea Fleet deployment until 2042
for a 30 percent discount in the price of gas by 2020). In fact, in 2010 it was not
so much the Russian side who initiated an exchange deal as it happened in the
1990s, but this time it was Ukrainian one who came up with an offer. Moreover,
a way how Ukrainian side has approached an elaboration of the deal looks even
more uncultivated than it happened in 1997. Though, the National Security and
Defence Council have been excluded from the process once again.

It is necessary to analyze the genesis of such approach, which is quite evident
on the side of Russia within the framework of its imperial paradigm, but which is
unacceptable to be followed by Ukraine simply because of the presence of any
foreign military base on the territory of the state poses a priori a threat to its na-
tional security.

3.1.2. RosUkrEnergo: a Yalta start

In order to understand the logic of action of the present Ukrainian government in
its relations with Russia as well as a motivational context that led to the signing of
Kharkiv agreements, one should recall the events of 2004 that took place in Yalta.
From the point of scheduling the events in Russia-Ukraine relations the Yalta 2004
finds itself in a midway between 1997 and 2010. Few people mention Yalta 2004 -
what is completely wrong - as the understanding of Yalta 2004 is necessary if one
wants to understand “orange” but also “post-orange” developments in Ukrainian
politics.

Presidents of Ukraine and Russia Leonid Kuchma and Vladimir Putin met with
businessmen from both countries in Yalta on 26 July 2004. The parties came into
agreement on a joint scheme for supply of gas to Ukraine. The following two
events took place simultaneously in three days on July 29, 2004: both sides have
signed the Protocol on the Coordination Council of the newly established compa-
ny RosUkrEnergo and the package of bilateral contracts on the supply and transit
of natural gas until 2028. On the same day the websites of Gazprom and Naftogaz
published outline information describing the above events, including their politi-
cal background, i.e. meeting of the presidents of Ukraine and Russia: “On 26 July
in Yalta, at the meeting of Presidents of Russia and Ukraine with members of the
two countries’ business communities, the agreements were reached on forming
a single long-term gas balance. In furtherance of these agreements today the JSC
Gazprom Headquarters hosted a ceremony of signing a set of documents, iden-
tifying the terms of the Russia-Ukrainian cooperation in natural gas supplies
and transit up to 2028. By the documents signed a new company RosUkrEnergo
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was established. The business niche of RUE will be as follows: it will purchase Turk-
men gas for Ukrainian market and will act as operator of the purchased gas as well
as it will invest into the development of gas transportation infrastructure neces-
sary for gas transit."*

In media reports the Ukrainian-Russian summit in Yalta did not look ordinary or
routine. Some highlights show its special importance in comparison with the
previous summits. “For the third time this year, Leonid Kuchma hosted his friend
and colleague Vladimir Putin in the Crimea. The reason for the July meeting of
the presidents was a business forum with participation of elite business circles
from Ukraine and Russia. <..> The presidential motorcade arrived with a delay
of exactly one hour after the appointed time at the Livadia Palace. Spacious
“protocol” limousine appeared to be unoccupied. Leonid Kuchma and Vladimir
Putin preferred instead the normal, black Mercedes 600, just with armoured glass.
On the way from the state residence in Foros to Livadia, they have been sitting
together in the backseat and dotting the i's in their informal conversation without
witnesses, which they have started yet on morning.”*°

The package of agreements between RUE and NJSC Naftogaz Ukrayiny trans-
formed significantly gas relations between Ukraine and Turkmenistan. In fact Rus-
sian side having intercepted volumes of Turkmen gas through the Putin - Niyazov
agreement of 4 October 2003, prevented any direct delivery of gas from Turk-
menistan to Ukraine. Furthermore, it created an intermediary structures control-
led by Gazprom in the form RUE and put under its own control gas trade between
Ukraine and Turkmenistan.

Analysis of 26 July events in Yalta followed by the signing ceremony in the
Gazprom headquarters in Moscow on 29 July, shows that not only the legal as-
pects of the Turkmen gas trading scheme was changed, which served some busi-
ness interests of political figures on both sides, but also, it shows a correction of
Ukraine’s strategic priorities. The package approach of 2004, designed for long-
term period up to 2028, has been elaborated by Russia. Financial potential of RUE
schemes, including extensive network of lobbyists, allowed the Russian side to
influence Ukrainian structures of power and to enforce its interests. In the end
Russia managed to receive certain concessions of a strategic nature. Here is the il-
lustration of media coverage of the July 2004 events: “Provisions on joining NATO
and accession to the European Union as the ultimate goals of the Euro-Atlantic
and European integration policies of the country were excluded from the military

4 http://www.gazprom.ru/press/news/2004/july/article54932/

50" Maikn JlbBoBCKU. <KoMcomonbckas npasaar, No139, 28.07. 2004 - Michael Lvovski, Komsomolskaya
Pravda, issue 139, 28 July 2004 Available online: http://www.cidct.org.ua/press/2004/20042107.
html#10
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doctrine of Ukraine. It was the matter of the decree of Ukrainian President Leonid
Kuchma signed on 15 July 2004. It was released only on 26 July on the eve of
the meeting of presidents of Russia and Ukraine in Yalta™'

3.1.3. Kharkiv 2010 in the context of Yalta 2004

AYalta episode is a key to understand developments after July 26, 2004, - the date
of two presidents’ another meeting “without ties’, a one of many others that took
place before Yalta 2004 and later on, including the meeting in Kharkiv on April
21, 2010. It should be noted that shortly before the Kharkiv meeting the presi-
dent of Ukraine Viktor Yanukovych put to a determination the National Centre for
Euro-Atlantic integration of Ukraine as well as the inter-ministerial commission
on the preparation of accession of Ukraine to NATO by the presidential decrees
N495/2010 and N496/2010 as of April 2, 2010. In fact, one can see a sort of anal-
ogy with the aforementioned decision of the former president Leonid Kuchma
who decided to withdraw from the then valid military doctrine of Ukraine, includ-
ing a provision on Ukraine’s integration with NATO.

Kharkiv 2010 is just an upgraded version of a Yalta 2004. A discount on gas
price offered to Ukraine by the Agreement between the Russian Federation and
Ukraine on the Deployment of the RF’s Black Sea Fleet on Ukrainian Territory and
the Appendix to Contract of 19.01.2009 N2 KP signed between Gazprom OJSC
and Naftogaz Ukrayiny on purchase and sale of natural gas within the period of
2009 - 2019 in Moscow will bring a very limited benefit for Ukraine, however, it
will maintain a Russian military presence in Ukraine until 2042. A new gas bubble
inflates again: annual volume of Russian gas supplies to Ukraine is expected to be
increased from 33.75 billion to 36.5 billion cubic meters.

In fact, the Kharkiv agreements brought Ukraine into dependency on the Rus-
sian government as the discount on gas price has been introduced by the Deci-
sion of the Government of the Russian Federation No. 291 of April 30, 2010, on
the Rates of Export Customs Duties for Supplies of Gas from the Territory of the
Russian Federation to the Territory of Ukraine beginning ex post facto from April
1, 2010. However, a formula on price calculation established by the Contract of
19.01.2009 N2 KP between Gazprom and Naftogaz when it comes to purchase and
sale of gas within the period of 2009 - 2019 remains unchanged. The agreement
on deployment of Russian fleet in Ukraine of 21 April 2010 in fact has a secondary
character. But, the agreement is an international contractual document ratified by
parliaments, which limits of a freedom of manoeuvre for Ukraine would it want to

5T Andriy Myselyuk, Kyiv, http://news.bbc.co.uk/hi/russian/news/newsid_3927000/3927721.stm
2004/07/26 17:19:09 GMT
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review the agreement. In contrast Russia has managed to retain full freedom for
its actions through the mechanism of governmental regulations.

The discount price does not cover the entire volume of gas supplies form Russia
to Ukraine, but only a “preferential” portion of it. The discount was applied on the
volume of 30 billion cubic metres imported in 2010, and will be applied to annual
volume of 40 billion cubic metres in years to come. When it comes to volume of
gas which exceeds the above quotas, e.g. 6.5 billion cubic meters in 2010, Ukraine
pays full price for such gas without any discount.

Kharkiv agreements did not change the pricing formula, which has remained un-
changed in terms of “take-or-pay”. The essence of the agreements consists in the
following outcome: Naftogaz will pay for gas with a discount equal to “the amount
by which the export duty on gas supplies to Ukraine is decreased” and in case"“if such
an adjustment is applied by the decree of the Government of the Russian Federation
on export duties for natural gas supplies from the territory of the Russian Federation
to Ukraine”. Thus, the discount on gas price is not regulated directly by the
gas contract (i.e. it is not a part of corporate relations between Naftogaz
and Gazprom). The contract contains only a reference norm, according to which
Gazprom and Naftogaz are pledged to obey by the decision of the Russian gov-
ernment on gas prices. This means, inter alia, that thanks to April 21,2010 agree-
ment, Russian government was given a legal mean to influence directly price
of gas supplied to Ukraine by changing or cancelling its own decree N291.

In addition, neither the gas contract nor the intergovernmental agreement that
has prolonged the deployment of the Russian fleet in Ukraine established legal
sanctions and/or legal consequences for a Russian side should it break provisions
of the agreements or should it want to use them to challenge Ukraine’s interests.
Itis also important to note that in the case of a dispute on gas discount (e.g. con-
cerning its amount or cutback) it cannot be subject to the independent review by
the arbitration courts since the government of Russia is not a commercial entity.
In other words, there will be the only scenario to solve such dispute for Ukraine,
and namely to engage with Russia in intergovernmental and/or diplomatic talks.

According to the Foreign Minister of RF S. Lavrov, the level of relations and the
number of Russian-Ukrainian agreements achieved within the year of 2010 “exceed-
ed our expectations; their far-going dimension as well as the operative way in which
they have been concluded, certainly, is a record-breaking in bilateral relations."

52 YkpaiHa Ta Pocia roTytoTb HOBi OMOBMEHOCTI WoAo YopHomopcbKkoro ¢noTy. [laHuno KnaxiH.
03.01.2011 - Ukraine and Russia are preparing new agreements on the Black Sea Fleet. Daniel
Klyakhin. 03.01.2011 Available online: http://www.golosua.com/main/article/mizhnarodni-vidno-
sini/20110103_rosiya-ta-ukrajina-gotuyut-novi-domovlenosti-schodo-chornomorskogo-flotu [In
Ukrainian]
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Relations between Moscow and Kyiv as they have been formed within the year of
2010 less and less resemble a model of relations “sovereign-vassal”, as it seemed
from the beginning. They resemble more and more the model of “predator-boo-
ty” relationship. For all that booty still does not realize its status and continues to
consider itself as being junior partner of predator, together with which it will be
acting in full coordination and without any competition on foreign markets. In
other words, in our case booty believes it can be predator’s partner in hunting
other booties.

Flywheel of a transaction scheme “national interests in exchange for a cheaper
gas” has not stopped after the Kharkiv agreements. Despite the fact that Russia’s
position became even more rigid in terms of new requests (e.g. proposal on merg-
ing aerospace industries, shipbuilding, nuclear power sectors, and finally, gas pro-
duction assets), Ukraine continues to make concessions. The Law of Ukraine “On
the Principles of Domestic and Foreign Policy” adopted by the Ukrainian Parlia-
ment and ratified by the President in 2010, which has introduced the non-aligned
status of Ukraine, gives a striking evidence of Ukraine’s concession. It is obvious
that Ukraine’s refusal to join NATO will not contribute to its European integration
process against the background of its almost unconditional rapprochement with
Russia, which seeks to reincorporate Ukraine and Belarus into its sphere of influ-
ence giving itself a kind of “gifts” on the eve of the 2012 presidential elections. In
the above context, it is not by accident that talks between Ukraine and the EU
on whole package of strategic issues, including Association Agreement and the
Deep and Comprehensive Free Trade Agreement, came to a dead zone.

The post-Kharkiv period shows a growing number of complications in Ukraine’s
talks with EU across the whole spectrum of issues, especially in the energy sector.
In Brussels, the Kharkiv agreements were perceived by many as a strategic U-turn
of Ukraine. There is no lack in official statements in Kyiv on its firm course toward
European integration. However, the new dynamism of Ukraine’s cooperation
with Russia, including high intensity of meetings on the level of senior officials
along with talks going slowly with Brussels raised questions about a graveness of
Ukraine’s intentions. Adoption of the Law of Ukraine N2 2411-VI“On Foundations
of Domestic and Foreign Policy” has been considered in Brussels as an important
indicator of the fact that a European course does not present a priority policy for
Kyiv. Not speaking about the fact that the task to enforce the process of European
integration of Ukraine is listed as 12" among 16 policy priorities defined by Article
11 of the Law.”

53 3akoH YkpaiHu N22411-VI «Tpo 3acafu BHYTPIlHbOI | 30BHILIHLOT NONITKN» - The Law of Ukraine
N2 2411-VI On Foundations of Domestic and Foreign Policy available online: http://www.president.
gov.ua/documents/12069.html [In Ukrainian]
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Kharkiv agreements have softened Ukraine’s relations with Russia; however they
did not stop Moscow’s effort to exert its pressure on Kyiv. On the contrary, there
is an evident trend of Russia’s policy toward Ukraine after Kharkiv 2010, i.e. it is
trying to get more new concessions from Ukraine without offering something
in exchange. The good illustration of such policy could be Russia’s continuing
preparations of the South Stream project and simultaneous refusal to negotiate
real guarantees for Ukrainian GTS (based on generally accepted principle “ship
or pay”), etc. Thanks to Kharkiv agreements Russia managed to create a sort of
foreign policy vacuum around Ukraine with the aim to ensure that post-Soviet
integration and security projects of Russia, e.g. CIS, EurAseC, Customs Union, CES,
and CSTO, do present the only long-term alternative for Kyiv. Moreover, if Ukraine
will continue tacitly to follow Russia, the outcomes will that the EU will discuss
and settle Ukrainian agendas with and through Russia. That would undermine the
status of Ukraine as an independent actor on international scene.

3.1.4. Swiss face of the Gazprom and Ukraine’s “Stockholm syndrome”

The lawsuit initiated by the RosUkrEnergo against NJSC Naftogaz Ukrayiny at the
Arbitration Department of the Stockholm Chamber of Commerce has started
before the gas crisis of January 2009; however, it became publicly known after
it. It did not attract such a keen interest of the EU as it happened in case of the
Gazprom - Naftogaz relations. General assumption prevailed in the EU in terms
of viewing the 2009 gas crisis as a dispute between two insufficiently transparent
monopoly corporations in countries that are not EU members. It was a wrong es-
timation, at least because of RUE with the consent of Gazprom supplied gas to the
EU countries neighbouring with Ukraine. Also, with the help of this “Swiss tool”
in the course of 2006-2010 Gazprom has been carrying out an effective special
operation with the aim to create a critical mass of economic and political prob-
lems for Ukraine through a gas price-debt mechanism. The ambition was to put
Ukraine in a situation, in which the only solution for it would be “assistance” of
Moscow. Why the role of Gazprom is so important in relations between Naftogaz
and RUE? Because it really shows one another side of relations between Gazprom
and Naftogaz, disguised as a relationship with a “third party’, which, however, is
just one of many faces of “multi-faced Yanus Gazprom"”.

From the perspective of Ukrainian-Slovak relations in the gas sector, the RUE fac-
tor did not play so important role as, for instance, in Ukraine’s relations with Po-
land. Polish national oil and gas company PGNiG had a contractual relationship
with RUE and consequently it has been facing the serious problem as far as it
comes to securing its gas balance. As mentioned above, issue of RUE is important
for European expert community in order to understand what happened (and con-
tinues to happen) in Ukraine, but also a RUE factor is important in order to under-

57



Ukraine and Slovakia in a post-crisis architecture of Furopean energy security

stand strategy and tactics of the Russian gas monopoly, through which Russia has
been implementing to a great extent its political and economic projects with the
aim to renew its sphere of dominance in CEE as well as to increase its influence on
the EU via countries of the “old Europe”.

That is why it is worth to look more carefully at the RUE “tool” of Gazprom, which
proved to be effective leverage of Russia that was applied not only with the aim
to keep Ukraine on Russian orbit, but in addition, it showed that it can be applied
also with the aim to manage the change of government. Here Russians are not
original inventors of a regime change since they apply U.S. methods of a regime
change in“banana republics”as Americans did it when the United Fruit Company
was active in Latin America. The main technological difference of today’s methods
is refraining from the use of force. The specific features of the use of Gazprom's
“toolkit”in the form of RUE are analyzed below.

In January 2007, co-director of RosUkrEnergo and at the same time the board
member of Gazprom Konstantin Chuychenko in his public interview clearly
identified relations within the tandem RUE - Gazprom. “Historically, the gas has
been supplied to Ukraine by intermediaries who had no relation to Gazprom. So
lemphasize that RUE is not just an intermediary for Gazprom, but it is Gazprom’s
subsidiary trading company,’- stated a professional lawyer, currently presidential
aide and the Head of the Presidential Control Directorate.>® Wolfgang Putschek,
not the least most important person in RUE, gave a similar description of RUE
relations with Gazprom. He said to the British NGO Global Witness yet in 2006:
“RosUkrEnergo has not been a transit company, like the Eural Trans Gas...
Gazprom has the controlling power in the RosUkrEnergo ..."

In this context, conclusion of two contracts for sale-purchase of 11 billion cubic
meters of gas between Gazprom and Naftogaz on January 20, 2009, (the first
day after the settlement of the gas crisis) can be interpreted as a fulfilment of
commitments by Gazprom - as a parent company controlling RUE - to transpose
property rights on the above mentioned volume of gas to Naftogaz bypassing
the RUE.

This illustrates a number of critically important points.

1. Conclusion of the Stockholm arbitration on the issue whether 11 billion
cubic meters of gas were legally transferred into the ownership of Naftogaz,
largely depended on the adjudication of the legal aspects of relations not only
between Naftogazand RUE, but also between Naftogaz and Gazprom, as well as

% http://korrespondent.net/worldabus/176284/print
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between Gazprom and RUE. It is known, that documents and testimonies that
reveal these aspects have been withdrawn from the arbitration by decision of
the Ukrainian side upon strong request of the Russian side. Deputy Chairman
of Gazprom Valeriy Golubev wrote a letter on September 15, 2009, in which he
emphasized inadmissibility of detection of a role of Gazprom in the dispute
between RUE and Naftogaz during the arbitration process in Stockholm.

. If Gazprom as a co-founder of RUE, moreover, a co-founder which effectively
controls RUE, had to transfer rights to own 11 billion cubic meters of gas to
Naftogaz, but instead of that, the decision the Stockholm arbitration court
put back ownership rights to RUE, the question sounds: did Gazprom meet its
obligations to Naftogaz following the contract of 20 January 20097 If it did not,
the question is: why? Can this be seen through the prism of criminal law? We
should not forget that giving back the above amount of gas to RUE should suit
interests of Gazprom as the shareholder of RUE. Neither Naftogaz nor any other
public or private company from Ukraine is the shareholder of RUE!

. It is important to note here that 11 billion cubic meters of natural gas, which
Naftogaz has acquired in its ownership, were placed in underground storage
facilities in Ukraine in the so called “transit regime” and, allegedly were
destined for subsequent export to the EU countries. As claimed earlier by RUE,
such export was intended to cover losses from gas deliveries to Ukraine at the
prices lower than the European. We will elaborate later how much convincing
is this explanation. Now it is only important to note that during the change of
scheme of the gas supplies to Ukraine and the Agreement on Settlement of
Relations in Gas Industry of 4 January 2006, three parties involved (Naftogaz
Ukrainy, Gazprom and RUE) have agreed to establish a functional dependence
between RUE right to export 15 billion cubic meters of gas to the EU countries
and its obligation to ensure Ukraine’s gas balance at affordable prices. In
other words, RUE received gas from Gazprom for export to the EU on condition
that it will ensure the gas balance of Ukraine.

As to explanation by RUE, part of the profit earned from European exports was
intended to cover its loss due to deliveries to Ukrainian consumers for lower price.
As suggested in January 2009 one of the beneficiaries of the RUE Dmytro Firtash:
“I have satisfied all at once: | have fed Ukraine, | have fed Gazprom, and the whole
banquet was paid by Europe!”*® Thus, if RUE was excluded from the scheme of
gas supplies to Ukraine in January 2009, the question is whether it is entitled to
receive (in 2009) benefits from natural gas exports to the EU providing that gas

55 http://www.kommersant.ua/doc.html?DoclD=1105789
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had been supplied by Gazprom for the purpose of maintaining the gas balance of
Ukraine? Is it right to retain RUE exports of natural gas to the EU providing that it
ceased to be a supplier of natural gas to Ukraine in the view of the aforementioned
functional relationship between exports to the EU and ensuring the gas balance
of Ukraine? In this context, there is an additional important nuance: in accordance
with the agreement of 4 January 2006, the RUE had the right to export gas to the
EU only within joint projects with Gazexport. Without the consent of Gazprom,
which, inter alia, is de facto controlling the gas metering stations (GMS) in Ukraine,
the RUE would not be able to export gas to the EU countries

The Stockholm tribunal did not analyze substantially the question to what extent
Gazprom controls the RUE. In its decision, the arbitration court limited itself to the
statement that “the RUE is a joint venture in which the Gazprom Group and company
Centragas Holding AG own a 50% stake each.” However, we should pay attention
to some facts which indicate that the degree of Gazprom’s control over the
RosUkrEnergo is higher than one of 50% shareholder.

1. According to the consolidated financial (accounting) reports of JSC Gazprom
for 2005, in October 2005 the Group issued a guarantee to the loan given by
JSC Gazprombank to RosUkrEnergo AG in the amount of USD 672 million due in
June 2007 at an interest rate 10%. As of 31 December 2005 outstanding amount
of this loan was USD 366 million that was guaranteed by the Group, pursuant
toits obligations. %%, As stated in the consolidated financial (accounting) reports
of JSC Gazprom for 2006, RUE met its obligations under the above mentioned
loan contract JSC Gazprombank, and thus Gazprom’s obligations under the
contract of guarantee have been terminated. ¥’

The above fact is noteworthy for at least two reasons.

First, it is eloquent evidence of which entity is in charge for the establishment of
RUE. The loan of a quite significant amount was needed for the starting up RUE
activities - the initial formation of a flow capital. As we see, it was Gazprom Group
who provided RUE with its initial capital as well as guaranteed paying off the loan.

Second, according to established practices, guarantees within such amounts of
financing and within business as usual circumstances are used to be provided
for companies that are under effective control of the guarantor. That is, the
guarantor is a parent structure. Otherwise, there is a high risk of irreversible
loss of money.

56 Annual Financial Report of JSC Gazprom for 2006 (http://www.gazprom.ru/f/posts/96/642868/fi-

nans_rus.pdf) In Russian]

57 TopoBoit duHaHCoBbIi oTueT OAO «fa3npom» 3a 2005 rop - . Annual Financial Report of JSC Gaz-

prom for 2005, p. 93 (http://www.gazprom.ru/f/posts/91/747099/financial_report_rus_2005.pdf)
[In Russian]
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2. RosUkrEnergo as one of the largest dependent companies that are members
of the Gazprom Group has been mentioned in the consolidated financial
(accounting) reports of the Gazprom Group for the years of 2005-2008. In these
reports, among other things, one can find information regarding the operations
of the Gazprom Group and RUE as one of the affiliated (related) entities under
the provisions of Accounting Statute “Information on Affiliated Persons” (PBU
11/2000). Application of the mentioned PBU provisions to RUE means that
Gazprom considered itself to be a company which has the ability to control
or influence decision-making process of RUE on its economic activity.

3. At the official website of RUE, the documents entitled “Financial indicators
2006" and “Financial indicators 2007"” were published. Let’s omit the fact that
RUE has never released its audited statements. It has limited itself to publishing
financial indicators only. These documents, as large as one and half pages each
(1) are stating that they are certified by an auditor. However, neither auditor’s
confirmation nor statement has been ever published (!). Remarkable is the
fact, that in the footnotes to the above mentioned documents the RUE directly
stated that “present financial indicators are provided to Gazprom Group’s
consolidated accounting (financial) statements”. In accordance with the
international financial reporting standards RUE indicators can be consolidated
in the statements of Gazprom only if Gazprom exercises full and effective
control over the company. This example can indicate that RUE considered
itself to be under effective control of Gazprom.

4. Itis known that the role of RUE in the gas trade between Russia and Ukraine was
made out by the Agreement on Regulations of Relations in the Gas Sector of 4
January 2006. The signatories of this agreement were the following three parties
- Naftogaz, Gazprom and RosUkrEnergo. Future role of the RUE was adjusted by
the Agreement on the Development of Relations in the Gas Sector of March 13,
2008.° What is remarkable, the latter agreement was signed by two parties only:
Naftogaz and Gazprom. However, it contained provisions for liabilities of the RUE.
For example, Article 1:“From January 1 to December 31, 2008, RosUkrEnergo AG
or Gazprom will sell natural gas to Naftogaz...” Moreover, Naftogaz (it seems at
the request of Gazprom) undertook a number of obligations regarding RUE. For
example, Article 7 states: “Naftogaz undertakes obligation to ensure taking and
transit of volumes of Central Asian gas delivered by RosUkrEnergo AG".

5. The fact is that Gazprom responded in a nervous manner when Naftogaz tried
to involve it in the arbitration court proceedings after the gas crisis in 2009 as
a third party. This response might be other indirect evidence of the fact that
Gazprom did have a complete control over RUE. It is not coincidentally, that

58 http://www.gazprom.ru/press/news/2008/march/article56498/
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Deputy Chairman of the Management Committee of Gazprom V. Golubev in
his letter from 15/09/2009 to the Board Chairman of Naftogaz Ukrayiny Oleg
Dubyna wrote about inadmissibility, in his view, of constructing the Naftogaz
defence at the court by involving Gazprom in the dispute between Naftogaz
and RUE (see Appendix 2. Letter N2 06-2129 from the Deputy Chairman of
Gazprom V. Golubev of 09.15.2009).

Herewith, it looks like that in early 2008 Gazprom negotiated with Naftogaz as
well on behalf of the RUE, which did not protest against it, but complied with all
agreements reached by Gazprom on its behalf for its commitments (the contract
on natural gas supply to Ukraine in 2008 was concluded between Naftogaz and
RUE on the conditions provided in Article 1 of the agreement of 03/12/2008). One
another provision, Article 7 of the Agreement dated 3/12/2008, is also significant:
according to it Naftogaz is obliged to give Gazprom confirmation of natural gas
volumes stored in underground storages of Ukraine, which are owned by RUE. All this
indicates that Gazprom was behaving as having full rights on RUE ownership,
it cares about property of RUE as it would be its own property, acts on its
behalf in contractual relations with third parties. And finally, RosUkrEnergo
does not protest against this although the agreements made by Gazprom are
legally binding for RUE!

. One another precedent is the October 2008 Agreement on the principles of

long-term cooperation in the gas sector. * In this agreement signed bilaterally
by Naftogaz and Gazprom without participation of RUE, the parties agreed
to quit from the Agreement on adjustment of relations in the gas sector of
4 January 2006, and to transfer to Gazprom the debt of Naftogaz to RUE for
supplied gas. Concluding such agreements without participation and consent
of the RosUkrEnergo is legally impossible, unless we consider Gazprom and
the RUE the same and a single entity. Thus, in the above case, Gazprom again
behaved like a legal person that has full control over RUE, and the latter
did not have any objections in this respect.

. It is necessary to refer on the technical agreements between NJSC Naftogaz

Ukrayiny and JSC Gazprom, one of which has been repeatedly emphasized
here. Technical agreements contain a lot of interesting things. For example,
if we take the Technical Agreement on the terms of taking natural gas — its
acceptance on the frontier gas metering stations for its transit via the territory
of Ukraine, and also its transfer of natural gas to Ukrainian consumers in 2008,
we find natural gas of RUE included in this agreement. Its Article 9 clearly states:
“The current technical agreement applies to the Contracts under which natural gas
transit, transfer and storage is organized, namely:

59

62

http://www.zn.ua/newspaper/articles/55158



Ukraine and Slovakia in a post-crisis architecture of Furopean energy security

- contracts between NJSC Naftogaz Ukrayiny and the RosUkrEnergo AG com-
pany N° 5 TRK purchase and sale of natural gas dated July 29, 2004, contract
Ne 14/935-1/04 on purchase and sale of natural gas in the years of 2005-2028
dated July 29, 2004, N° 14/935-2/04 contract on volumes and terms of transit
of natural gas through Ukraine in the years of 2005-2030 dated July 29, 2004,
contract N° 14/935-3/04 on volumes and terms of pumping natural gas into un-
derground gasholders, its storage, extraction and transportation in the years of
2005-2030 dated July 29, 2004, contract (without a number) on purchase and
sale of natural gas dated March 6, 2008, contract N° 14/198/08 on sale of natu-
ral gas dated 14 March 2008;

- contract on natural gas sales in 2006-2010 between UkrGazEnergo and
RosUkrEnergo AG Company.

The conclusion is obvious: Gazprom acted in this agreement not only on its
own behalf, but also on behalf of RUE in its relations with Naftogaz. In fact,
following the technical agreement Gazprom and RUE act as a single unit. (See
Appendix 1. Technical agreement between Gazprom and Naftogaz of Ukraine
on the conditions of taking of natural gas on metering stations at the border for
its transit through the territory of Ukraine, as well as its transfer to consumers
in Ukraine in 2008).

3.1.5. Gas business of RUE with supplies to Ukraine

Within the period of January 2006 to January 2009 RosUkrEnergo has
been operating as an exclusive supplier of natural gas to Ukraine. Financial
(accounting) statements of JSC Gazprom (parent company) and consolidated
financial (accounting) statements of the Gazprom Group for 2005-2009 contain
information open for public access, in particular, on RUE operations in the gas
market.®® Summary of this information provides us with a number of very
interesting conclusions. The following data are taken directly from the above
mentioned financial (accounting) statements of the Gazprom Group or calculated
on the basis of those data, if a different source is not indicated.

0 Annual Financial Report of JSC Gazprom for 2005, (http://www.gazprom.ru/f/posts/91/747099/
financial_report_rus_2005.pdf)
Annual Financial Report of JSC Gazprom for 2006
(http://www.gazprom.ru/f/posts/96/642868/finans_rus.pdf)
Annual Financial Report of JSC Gazprom for 2007 (http://www.gazprom.ru/f/posts/00/122023/
fin_rus_2007.pdf)
Annual Financial Report of JSC Gazprom for 2008
(http://www.gazprom.ru/f/posts/59/948424/fr_2008.pdf)
Annual Financial Report of JSC Gazprom for 2009
(http://www.gazprom.ru/f/posts/28/135151/financial-report-2009.pdf)

63



Ukraine and Slovakia in a post-crisis architecture of Furopean energy security

During the years of 2006, 2007 and 2008, at which RUE achieved the peak of its
business activities, Gazprom supplied 66, 65 and 62 billion cubic meters of natural
gas respectively. Most of this gas was supplied to Ukraine. The rest was intended
for export to Europe, for the sales at market prices in order to compensate the
alleged losses of RUE due to lower prices of gas supplied to Ukraine. Volumes
of gas supplied to Ukraine for its domestic consumption as well as volumes of
gas that was exported to Europe are not specified in the annual reports of the
Gazprom Group. However, information on volumes and prices of gas supplies to
Ukraine can be obtained from the State Statistics Committee of Ukraine.®’ (see
Table 1.)

Table 1. Volume and cost of natural gas exports to Ukraine

Russian Central Asia
: . - TOTAL
Federation |Tyrkmenistan|Kazakhstan |Uzbekistan
Volume (billion
cubic meters) 42 36,6 64 3 50,2
2006 Sgﬁi(r's?""(’" U |3975 3479 605,4 2878 4769,7
The average price
per thousand m* (94,62 95,00 95 95,00 95
(U.S. dollars)
Volqme (billion 4 36,1 77 23 50,1
cubic meters)
Cost (million U.S.
2007 |dollars) >20 4689,9 1002,5 299 65114
The average price
per thousand m? |130,00 129,9 129,9 130,00 130,00
(U.S. dollars)
\C/SL‘fg"rié?gr'S’” 14 313 9,6 10,3 52,6
Cost (million U.S.
2008 |dollars) 247 5610 1730 1852 9439
The average price
per thousand m? 179,49 179,49 179,50 179,50 179,50
(U.S. dollars)

The above data can be compared with the data provided by the Gazprom Group when it comes
to volumes and costs of gas supplies to RosUkrEnergo (See: Table 2.)

1 http://www.ukrstat.gov.ua/ (Chapter“Export and import of specific commodities by country”-,Mi-
neral Products”)
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Table 2. Gas supplies from Gazprom Group for RosUkrEnergo AG
2006 |2007 2008 | Total
66 65 62 193

The total volume of gas delivered to RUE in billion
(1) cubic meters

The volume of gas sold to RUE for supplies to do-
(2) mestic consumption in Ukraine, billion cubic meters.
The volume of gas sold to RUE for export to Europe
(3) |and for sail to Gazprom Group, billion cubic meters, |15,8 14,9 9,4 40,1
calculated data (1) - (2)

(4) | The total costs of gas delivered to RUE, million RUR | 157 450 | 172 242 |230 093|559 785

50,2 50,1 52,6 152,9

The average exchange rate rouble against the U.S.

(5) | dollar over the period, RUR / USD. 21,18 12557 24,81

6 The total cost of gas delivered to RUE, million U.S.
(6) dollars, design values, (4): (5)
The average price for total delivered gas by RUE

(7) |(excluding transportation costs), U.S. dollars per 87,77 |103,63 |149,58 |(112,97)
1000 cubic meters, design values, (6), X1000:(1)

5792,86|6736,1 |9274,2 |21 803,16

The following fact deserves attention: the average price for which RUE has
been receiving natural gas from Gazprom in the course of 2006-2008 was
significantly lower than the price for which it supplied gas to Ukraine. In this
context there is need to pay attention to the following two nuances:

It goes about average (weighted average) price. In Gazprom reports, unfortu-
nately, the exact price of natural gas of every different origin is not indicated:
there are indicated only upper and lower limits for the gas price of Russian
origin and the average price for gas of Central Asian origin. Information on the
supplied volumes of each kind of natural gas (by its origin) for RUE is absent-
ing as well. This approach might be explained by unwillingness of Gazprom
to disclose commercial information about Gazprom'’s pricing policy for RUE,
what confirms once again: RUE and Gazprom are parts of the same and single
unit.

Central Asian natural gas, most likely, RUE purchased at the border of Russia with
Central Asian countries. That is, RUE also shared the costs of its transportation to
the Ukrainian-Russian border. So it will be logical to adjust the average price of
delivered gas, taking into account the costs of the gas delivery to the border with
Ukraine. These data may be found in annual financial statements of Gazprom. De-
parting from the above considerations and omitting calculations, we get the fol-
lowing pricing table: (See: Table 3).
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Table 3. Price parameters of natural gas supplies to RosUkrEnergo

2006 2007 2008
) ;r;?eprgce of Russian gas delivered to RUE, U.S. § per 1000 cubic| , 63-232 |130-285 |230-553
@) The average price of Central Asian gas delivered to RUE, U.S. $ 72 103 146
per 1000 cubic meters.
The average price of total volume of the gas delivered to RUE
(3) | (including transportation costs), U.S. dollars per 1000 cubic 94,39 110,42 (164,83
meters., design values

The average price of natural gas imported to Ukraine, U.S. $ per
(4)| 1000 cubic meters 95 130 179,5

Departing from the data of the Table 3 it follows, that, taking into consideration
a weighted average prices, RUE could earn on every thousand cubic meters of
gas supplied for the purpose of consumption in Ukraine: $ 0.61 in 2006, $ 19.58 in
2007,and $ 14.67 in 2008. And these numbers should be multiplied by deliveries
which exceed 50 billion cubic meters per year! The above calculations shows
that a “Ukrainian business” has been very lucrative for RUE even if it sup-
plied gas to Ukraine at prices lower than the European ones. These calcula-
tions question the statements of some of the RUE beneficiaries that “Ukrainian

" ou,

business has never been profitable’] “the RosUkrEnergo has been subsidizing Ukraine
for three years, amounting to S 4,5-5 billion’; “[the RosUkrEnergo] has been subsi-
dizing the costs of gas for Ukraine at the expense of profits derived from exports to

Europe.”?.

It might be possible that these statements followed the fact that RUE has includ-
ed in the balance of gas supplies to Ukraine also Russian gas, which was formally
bought from Gazprom at a price that exceeds the price of deliveries to Ukraine
(for example, in 2006, when the price of gas in Ukraine was $ 95 per 1000 cubic
meters, RUE has been buying Russian natural gas at prices ranging from $163
to $232 d per 1000 cubic meters, including the gas for supply to Ukraine). Most
probably this is the foundation for allegation in “unprofitable” Ukrainian business
for the RUE. However, this scenario is nothing more than manipulative virtual
technology that is clearly pursuing non-economic goals.

On one hand, the inclusion of a relatively expensive Russian gas into the balance
of gas supplies to Ukraine gave a possibility to save face of the Russian side that
insisted on the increase of price on Russian gas to $ 230 during the gas crisis in
2006. And on the other hand, RUE could export to Europe more of the Central
Asian gas (its price, as it is seen from the Table. 3, was significantly lower than the
purchase price of Russian gas), selling it at European prices with increased margin

62 http://www.kommersant.ua/doc.htm|?DoclD=1105789
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that allowed it to gain super-profits. The above is the main scenario that was im-
plemented in practice. Diagrammatic scheme of “black box” of the trans-national
gas business functions as follows (in this example the prices of 2008 are used):

Let us now imagine an alternative scenario, at which RUE would supply to Ukraine
only Central Asian gas being bought at a price lower than the price of deliveries to
Ukraine whereas all volume of the more expensive Russian gas would be exported
to the EU. No matter how expensive Russian gas was, its price for RUE was lower
than European prices in any case. In this alternative scenario, both supplies to
Ukraine and exports to the EU would be profitable for RUE, although the gross
revenues from exports to the EU would be lower than in the main scenario.

«Black box» of gas business

ncoming price
140 $/1000 cub. m.
08, Turkmenistan

ua

The most important is that the implementation of both basic and alternative
scenarios, first, provided RUE with an opportunity to receive the sameincome
(i.e. there was no impact on the overall gross income of RosUkrEnergo) and,
second, RUE did not require any technological changes in the scheme of gas
supplies to Ukraine and to the EU (as both scenarios are implemented only
“on paper”).This, in turn, suggests that the choice of a scenario of gas supplies
could be motivated by other than economic reasons, i.e. political factors.
Therefore, one can assume that the granting a right to RUE on export of natural
gas to the EU was not actually a compensation for unprofitable business with gas
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supplies to Ukraine, as it has been publicly declared, but rather as a mechanism

allowing for generation of super profits for RUE and its beneficiaries.

Finally, the annual financial reports of the Gazprom Group can dispel another myth
created by RUE. On its website RUE stated that “company guarantees gas supplies
to Ukraine at prices affordable to Ukrainian economy on the one hand, and that it
is being a financial guarantee before Gazprom for payments for gas delivered to
Ukraine on the other one!” About how RUE was performing its function of being
a financial guarantor to Gazprom inform data from the Table. 4.

Table 4. Debts of RosUkrEnergo AG to the Gazprom Group

As to
31.12.2005

As to
31.12.2006

As to
31.12.2007

As to
31.12.2008

As to
31.12.2009

(1)

The total
amount of
debts payable
to the Group
,Gazprom®,

in roubles,
including:

2678000
thousand

77 605 000
thousand

79 284 000
thousand

76 514 000
thousand

22415000
thousand

(1.1)

Debts for gas
supply and gas
transportation
services to

JSC Gazprom
(parent
company), in
roubles

1190812
thousand

41 848 254
thousand

51162562
thousand

49562 094
thousand

8683034
thousand

(1.2.)

Long-term
portion of
restructured
debt to JSC
Gazprom
(parent
company), in
roubles

absent

14 903 403
thousand

6946 575
thousand

absent

11842000
thousand

(2)

Exchange

rate of rouble
against the U.S.
dollar at the
end of period?,
RUR /USD

28,78

26,33

24,55

29,38

30,24
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The total
amount

of debts
payable to
the Gazprom
Group, in
U.S. dollars,
including:
Debts for gas
supply and gas
transportation
services, to
JSC Gazprom
(parent
company) in
U.S. dollars
Long-term
portion of

restructured 566 023,66 |282 956,21

gi:t:gm Absent thousand |thousand |absent ,(3:;”652?1’(513
P usD usD

(parent usD
company), in
U.S. dollars

93 050,73 (2947398 |3229491 (2604289 |741236,77
thousand |thousand |[thousand |thousand |thousand
usD usbD usD usD usbD

(3)

41376,37 |1589375,39|2084014,75|1 686 933,08|287 137,37
thousand |[thousand |[thousand |thousand [thousand
usD usD UsD uUsD usD

(3.1)

(3.2.)

As it is seen from the Table 4, the RosUkrEnergo is a permanent debtor of
Gazprom. The total amount of debts within each of the three years of the
peak activities of RUE on the gas market (2006-2008) exceeds 1.5 billion (!)
for gas supplies (another part of the RUE debt was restructured on the long term
basis).

Yet at the beginning of 2010 the total amount owed by RUE to the Gazprom
Group was about $ 750 million, nearly $ 400 million of which was a long term
part of the restructured debt. This attitude of Gazprom to RUE’s debt seems to be
more than loyal, especially against its strict policy regarding Naftogaz, which had
to pay for gas supplies in full amount within 7 days of the next calendar month.
Not speaking about careful observance and schedule of payments by Naftogaz,
this has been under the strict control of Gazprom.

Analysis of the annual financial reports of the Gazprom Group for the years of
2005-2009 gives grounds for additional conclusions and findings. For example, it
is interesting that the Gazprom Group has been not only selling gas to RUE, but
also has been buying it from the RUE. In principle, this would not mean anything
special, given the fact that historically the services for the Central Asian natural
gas transit through Russia have been provided by intermediary structures like
RUE and have been paid through transfering to the Gazprom Group of respective
volumes of gas. However, here striking is the fact that the costs of appropriate
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transit services were substantially lower than the costs of gas purchased by
Gazprom from RUE. Thus, in 2007 cost of services of RUE for gas transit to the
border on Ukraine was approximately $ 440 million, while from sales of gas to the
Gazprom Group RUE received about $1 740 million. That means that the balance
in favour of RUE in its business with the Gazprom Group was 1.3 billion (!)

A similar situation could be observed also in 2008: the cost of transit through
Russia was about $ 945 million, and the RUE income from the gas sales to
the Gazprom Group was $1.585 billion, thus, the balance in favour of RUE
was around $ 640 million. It is interesting that the financial statements of the
Gazprom Group directly states that gas from RUE has been purchased at market
prices (!). Therefore, one can assume that RUE was buying gas from the Gazprom
Group at below-market prices, and was selling it at market ones. It looks like
RUE was getting earnings not only from gas exports to Europe, but also from
trading gas to the Gazprom Group (!). Does it mean that RUE was profiting not
only from the sales of natural gas to Europe, but also from buying it from the
Gazprom Group (?!).

It would be also very interesting to get at least an idea about price at which RUE
purchased Russian natural gas from the Gazprom Group. As noted above, financial
statements of the Gazprom Group inform only upper and lower limits for a price
of Russian gas sold to RUE. However, as for the Central Asian gas the average price
is provided. In the Gazprom Group reports only total volumes of gas supplied
to RUE are presented with no differentiation between Russian and Central Asian
gas. However, knowing the total volume of gas supplies to RUE, the average price
of Central Asian gas (see Table 3.), and the precise volumes as of gas supplied
to Ukraine from Central Asia as well as from Russia (see Table 1.), it is possible
to calculate an average price at which RUE has been receiving Russian gas from
the Gazprom Group. In this regard, for example, calculations for 2007 show that,
depending on the volume of Russian gas deliveries to RUE (minimum volumes
are only those delivered to Ukraine, the maximum volumes are the difference
between total supply to RUE and the volume of Central Asian gas supplied to
Ukraine), the average price of Russian gas supplied by the Gazprom Group to RUE
amounted between $ 105 and 113 per 1000 cubic meters. Ukraine has imported
Russian gas in 2007 at price of $ 130 per 1000 cubic meters.

The EU and its member states should analyze carefully the history of relations
between Ukraine and RUE. Actually, the RUE scheme is being cloned in the
European projects of Russian gas monopoly. Offices of companies developing
Russian gas flows projects operate in the Swiss canton of Zug, and, unlike RUE
where Gazprom was formally a 50-50 shareholder on a par, in the cases of
Nord Stream, South Stream, and Shtokman Development it has 51%, i.e. the
controlling share of stocks. Swiss offices started to distribute financial flows
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as soon as the work on projects had been launched. The acceptance of those
economically dubious projects by some Western European countries sends
alerting signals as well as raises question whether the level of corruption in
Berlin, Rome and Paris has not exceeded the critical level.

Swiss business-instruments (RUE-
Clons) for Gazprom’s gas expansion

, 22.07.2004,
Bahnhofstrasse 7, 6300 Zug

, 02.12.2005,
Grafenauweg 2, 2304 Zug

18.01.2008,
Industriestrasse 13C, 6304 Zug

21.02.2008
Baarerstrasse 8, 6301 Zug

3.1.6. Post-Stockholm consequences

The history of relations between Ukraine and RUE includes one more matter,
which is able to effect Ukraine’s relations with the European Union in the sector
of natural gas.

It goes about the Contract N2 14/935-3/04 on volumes and terms of pumping
natural gas into underground gas storages, its storage, extraction and
transportation in the years of 2005-2030 (hereinafter - Contract 3 / 04)%
concluded between Naftogaz and RUE on July 29, 2004 - in a week after RUE has
become registered by the Commercial Register of the Canton Zug, Switzerland.
A Stockholm Arbitration Court in its ruling of June 8, 2010, recognized the
Contract 3 /04 as valid and binding for the parties “at the moment."** Similarly as

8 http://www.dt.ua/img/st_img/2010/805/805-RUE-kontrakt.gif
4 http://www.dt.ua/img/st_img/2010/804/doc.gif
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it happened in the gas transfer case analyzed above, the arbitration court did not
turn to a detailed discussion and analysis of the situation regarding the validity of
the Contract 3/ 04. It only stated that “common position is that the Contract 3/04 is
valid and binding for the parties, and any requirements of Naftogaz that it is entitled
to terminate this contract do not exist anymore.” Thus, an arbitration decision
on the validity of Contract 3/04 is rather a result of the lack of objections
by Naftogaz and a conformation of parties of the dispute than the result of
objective and thorough scrutiny.

By Contract 3/04 RUE pledged to transmit annually to Naftogaz 10 billion cubic
meters of gas, and Naftogaz on its side to take responsibility for pumping the
gas into the underground gas storages, storage of the gas, its extraction from the
underground storages and its transportation. In January 2006, the volume of gas was
increased to 15 billion cubic meters annually. Thus, the entire contracted volume of
gas amounts to 385 billion cubic meters! up to 2030. There is no precedent of such
long term contract within the history of gas industry of Ukraine. The term of the
Contract 3/04 started on 5 April, 2005 and will last to 15 April 2030, i.e. 25 years!

Tariff rates for 1000 cubic meters of gas transportation over 100 km were initially
set at $ 1.09375, and further increased to $1,6 in January 2006, and to $1,7 in
2007. Tariff for pumping, storage and extraction of gas was initially set at $2.25 per
1000 cubic meters per year of storage period, of which $ 0.56 is paid for pumping,
$ 1.13 - for storage, $ 0.56 — for extraction. In 2007 this tariff was increased to
$6.06 (history of this increase is analyzed later in this text). Tariff rates under
the Contract 3/04 are strictly fixed and are determined not by an agreed
formula, but might be changed only by the annex to the contract by mutual
agreement of both parties.

According to data of the National Gas Association of Ukraine, tariff rates for gas
pumping, storage and extraction, which were valid in the EU at the time of
the conclusion of Contract 3/04 are 6 to 17 times higher than the same tariffs
for RUE (}).

Table 5. Gas storage tariff rates for the season of 2006

Country $/1000 cubic m
Ukraine 2,25

Italy 37,51

Germany 22,98 and 39,71
Hungary 38,06

Austria 13,61

Source: On the base of the Gas Strategies information
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The contract includes RUE commitments to transfer to Naftogaz up to 15 billion
cubic meters of gas annually for its storage and transport. We should pay attention
to contract’s wording, particularly to the phrase “up to”. Formally, zero is also “up
to 15 billion cubic meters”. Contract 3/04 does not define the minimum volume
of gas that RUE would be committed to taking and to transfer to Naftogaz.

The contract 3/04 presumes that operations like pumping gas into storages, its
extraction and transport are carried out by Naftogaz against the request of RUE.
Thus, in accordance with Article 2.2 of the Contract 3/04, “a monthly pumping of gas
into storages is determined by applications which RUE sends to Naftogaz not later than
10 days prior to the respective month of the supply of gas". However, the contract does
not stipulate a right of Naftogaz to endorse such applications and to deny them
under certain (exceptional) circumstances, such as lack of capacity during the peak
loads, etc. Hereby, Naftogaz must be constantly in a state of readiness to pump/
extract and transport the volume of gas which it is notified about within 10 days.
Actually Contract 3/04 establishes preferential treatment of ordered (reserved)
capacities for RUE, except for the situation that RUE will not pay for exploiting
storage and transit services of Naftogaz. Thus, one can find that the contract
assigns key rights to RUE whereas key obligations are left to Naftogaz.

In addition, following the Contract 3/04 tariff rates for transport, pumping, storage
and extraction of gas are rigidly fixed and could be changed only by mutual
consenzus. In other words, the costs of services under the Contract 3/04 are not
related in anyway to external market prices. The contract 3 / 04 has not a typical
component of any long-term contract in the gas industry - a pricing formula
and a objective initial price, which allow for objective and quick adjustment
of tariffs in the future without inducing any dispute between the parties of
the contract.

Moreover, the Contract 3 /04 significantly limits the right to review tariff rates
that are part of the contract. Article 4.5 of the Contract 3/04 clearly stipulates
that “no party will be entitled to review of tariff rates during the first two years of
the beginning of contracted services (up to August 2007 - author), and thereafter
either Party may require revision of this Contract provisions on tariff rates two (2)
times throughout all the term of this Contract.” Formally, limitation of the right to
review tariff rates under the Contract 3/04 are defined as a mutual restriction of
the rights of the parties to this contract. However, it would be naive, even at the
moment of the conclusion of this contract, to believe that never ever during the
whole period of the contract until 2030, the situation might happen when prices
of services provided under the contract by Naftogaz will increase. In addition, in
the contract concluded for a quarter-century (!), there is no provision for an
automatic adjustment of rigidly fixed tariff rates at least by an inflation rate.
One can just imagine what will be the denomination of 6.06 U.S. dollars in 2030.
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It might looks that Naftogaz has an option to review tariff rates following the
provision of the paragraph 2, Article 4.1 of the Contract 3/04:"“In case of adoption
of regulation acts in Ukraine that will change tariff rate, the Parties will adjust the
tariff rate by signing an annex to the present Contract. "The NERC Decree number
447 as of 27 April 2000 that has been yet in effect on the date of the signature
of the Contract 3/04 has enacted the following tariffs: 3 UAH on pumping, 6
UAH on storage, 3 UAH on extraction, in total 12 UAH what was broadly equal
to $2.25 following the official exchange rate of the National Bank of Ukraine at
the moment of the conclusion of contract. The above rate was included in the
Contract 3/04 when it has been signed. However, late on 11 May 2006 the NERC
adopted a new resolution which increased respective tariffs as from 1 June, 2006:
7.5 UAH on pumping, 18 UAH on storage, 7.5 UAH on extraction, 33 UAH in total.
Thus, rates for services of Naftogaz following the Contract 3/04 increased
almost threefold as from June 2006. Nevertheless it did not mean that RUE
started to pay at new tariffs approved by the NERC when they came into force.

After the NERC decision of 11 May 2006, Naftogaz has been repeatedly appealing
RUE to sign an annex to the contract on new rates on gas pumping, storage and
extraction that would bring them in a line with the new NERC regulation. RUE has
been refusing to sign an additional agreement referring on the provision of the
contract (Article 4.5) that within the first two years of its implementation tariff
rates cannot be changed. Finally in the second half of the year of 2007 - i.e. more
than a year after the adoption of the NERC tariff regulation of 11 May 2006 — RUE
agreed to increase relevant tariffs.

This example explicitly reveals that the wording of the paragraph 2, Article 4.1
of the Contract 3/04 is imperfect in legal terms at least to say, and as we can
observe, it works in favour of RUE:

® it does not mean automatic tariffs adjustment in case if tariffs are changed by
new regulation act of the regulatory authority of Ukraine;

¢ it does not exactly say that tariffs should comply fully with new tariff approved
by the regulatory authority of Ukraine;

e provisions of Articles 4.1 and 4.5 of the Contract 3/04 contradict to each other:
no matter how many times regulatory authority of Ukraine will change
tariffs, following the contract Naftogaz can appeal RUE to agree on their
adjustment to Ukrainian regulation only twice (!) during the contract
period until 2030.

Hereby, the Contract 3/04, which actually does effect about 50% of capacity of
Ukraine’s GTS, including more than 10% of the transport facilities transiting
gas to European costumers, has not only limited rights of NJSC Naftogaz,
but as well the authority of NERC to implement of tariff policy in the field of
the storage and transport of natural gas.
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If one compares the Contract 3/04 with an analogical Transit Contract concluded
on January 19, 2009, between Gazprom and Naftogaz Ukrayiny, one can conclude
that the Contract 3/04 is even more imperfect than the Transit Contract. We can
support this finding by the following arguments:

e under Contract 3/04 RUE is obliged to supply up to 15 billion cubic meters
of gas annually for transport and storage in Ukraine. Transit Contract sets the
obligation of Gazprom to transfer to Naftogaz not less than 110 billion cubic
meters of gas annually to transit it to European consumers. The difference in
approachesis more than obvious. Although the Transit Contractis nota contract
of the “ship-or-pay” type, by setting the minimum contracted transit volumes
it provides Naftogaz with legal grounds to raise an issue of compensation for
damages in case of Gazprom'’s failure to comply with these minimal volumes.
However, any attempt to raise a question on compensation under the Contract
3/04 will face significant legal obstacles;

® transit rate under the Contract 3/04 is fixed to $ 1.7. A similar transit rate under
the Transit Contract is established by the pricing formula and, for example, in
the first quarter of 2010 it was $ 2.78;

e parties of the Contract 3/04 have a right to renegotiate the transit rate not more
than two times during the 25-year period of its validity. The Transit Contract
contains no such restriction, the only condition for an authorized request to
review transit tariff is the justification of such request;

e Transit Contractin it Article 8.7 gives a clear procedure for dealing with requests
for revision of the transit rates, as well as empowers the arbitration court with
the authority to determine the tariff rates, if the parties cannot agree. The
Contract 3/04 does not assume anything alike. Even if between Naftogaz and
the RUE file the proceedings on the tariff rates under the Contract 3/04 at
the arbitration court, the court cannot determine the amount of such tariffs
independently, unless both parties (i.e. including RUE) have not authorize it to
do so.

The above mentioned facts show how a balance of commercial and legal

interests under the Contract 3/04 has been distorted in favour of RUE even in

a comparative perspective with the Transit Contract as of 19 January 2009.

It is evident that there are quite specific economic interests standing beyond
the desire to preserve validity of the Contract 3/04 validity, and it is not only the
interests of RUE. In case if Naftogaz transfers 12.1 billion cubic meters of gas to
RUE following the decision of the Stockholm court, it will not be in capacity to
realize these volumes “on the wing”. It will take some time to store and transport
this gas it to customers, in other words, Naftogaz shall carry out activities that
are the subject of the Contract 3/04. If this contract would not exist or would
invalidated RUE would need to conclude with Naftogaz a new agreement, similar
by the subject and form, but completely different in economic terms: tariffs on
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gas pumping, storage and extraction would be higher as well as the tariff on
transportation of gas. Finally, the period of validity of the new agreement would
be much shorter than that of the Contract 3/04. Otherwise, how could we explain
the conclusion of an agreement of Naftogaz with RUE for 20 years (while the
contract with Gazprom is for 10 years only) as well as the better business terms of
contract for RUE than the terms of contract for Gazprom?

However, should the Contract 3/04 be sustained it can be profitable also for
Gazprom. Starting from 2006 Gazprom has been having no contract on the gas
storage in Ukrainian UGS. At the same time it is understandable that without the
use of Ukrainian UGS the Russian company may face considerable difficulties in
the winter period in terms of its capacity to react promptly on the high volatility of
gas demand in Europe. In this case, Gazprom might try to resume the exploitation
of Ukrainian UGS through RUE, which is under the control of Gazprom. The
Contract 3/04 provides for much more than attractive (as for a client) tariffs and
mode of access to gas mains and underground storage facilities. When it comes
to Naftogaz it can only hardly profit under the Contract 3/04 in its present form.
The impact of the Contract 3/04 on the gas industry development in Ukraine is
negative in wider context as well.

Firstly, Contract 3/04 does not correspond to the Law of Ukraine “On Principles
of Operation of the Natural Gas Market of Ukraine” adopted in 2010. According
to Articles 7,9, 13 and 15 of this Law, all subjects of the natural gas market have
equal rights to access the Single gas-transport system of Ukraine (gas pipelines
and natural gas storage facilities). The law points out that one of the principles
of the natural gas market will be an honest competition between the parties
under conditions of equal rights and opportunities. Do Naftogaz and Ministry on
Energy and Coal Industry of Ukraine wish to open gas market and to ensure
that all subjects under the Contract 3/04 have “fair and reasonable” conditions?
If Contract 3/04 sustains in its present form and structure, including higher
tariffs or a different mode of the use of UGS for other entities than RUE, it
will violate equal rights and opportunities. In this case, other actors, even
Gazprom, may require getting the same conditions and opportunities, which
are provided by the Contract 3 / 04 to RUE.

Second, Contract 3/04 can bring complications to Ukraine when it comes to meet-
ing its obligations under the Energy Charter. In particular, under Article 6 of the
EC Ukraine “shall work to alleviate market distortions and barriers to competition in
economic activity in the Energy Sector”. The Article 10 of EC commits Ukraine to
“encourage and create stable, equitable, favourable and transparent conditions for
Investors of other Contracting Parties to make investments in its energy area. Such
conditions shall include a commitment to ensure fair and equitable treatment
to investors of other Contracting Parties without any exclusion.” According to the
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above EC obligations, the Ukraine shall cooperate with foreign companies, in-
cluding European ones, under the same conditions as it does with RUE under the
Contract 3 /04 (which of course does not correspond with European practice and
is unlikely to be profitable for Ukrainian side). Another option for Ukraine would
be to impose a different regime for other companies, which will be discrimina-
tory, and thus will violate its international legal obligations with all subsequent
consequences.

Third, Contract 3/04 will not allow Ukrainian side to use free capacities of
Ukrainian UGS to offer storage services to European companies. The total
storage capacity of 13 Ukrainian USG facilities is 32.5 billion cubic meters.
Under the Contract 3/04 Naftogaz is obliged to provide RUE with services of
up to 15 billion cubic meters. Therefore, the contract covers almost 50% of
Ukrainian underground gas storage facilities and blocks them for RUE. At the
same time RUE does not pays for the maintenance of such a large reserve
capacity of underground gas storage. It is not obliged to care about their
insufficient exploitation. In addition it determines by itself how much gas it
will store in Ukrainian USG within up to the maximum volume of contracted
gas, i.e. 15 billion cubic meters. Thus, it may happen that free capacities of
Ukrainian UGS will not be used neither by RUE nor they can become available
to European companies (since they are reserved for RUE) and in the end
Naftogaz will not receive any income. Actually that’s a today’s reality.

Taking into account the above connectivity one can conclude that the Contract
3/04 will have a long term negative effect on the state of Ukraine’s energy
security as well as will limit prospects for cooperation of Ukraine with the Eu-
ropean Union and neighbouring countries, including Slovakia and Poland.

3.1.7. RUE forever?

Following the above analysis we can assume that the RUE scheme as well as
its analogical schemes can have an impact on the operation of European gas
markets. At the same time, there is only very limited and publicly accessible in-
formation about RUE and its beneficiaries.

The main reason has to do with specific conditions of doing business in Switzer-
land (RUE is established registered in the Swiss canton of Zug). In accordance with
Swiss commercial law, which has been changed as from January 1, 2008, (it should
be noted that it did not provide for more transparency), the registration of corpo-
rate shareholders is solely the prerogative of corporations. That is, if previously
a register of shareholders had been maintained at the cantonal level, since 2008
this has been done at the corporate level. The company creates a register of its
shareholders by itself and is not obliged to report it to anybody. Swiss legislation
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stipulates clearly a limited duty of company to disclose its business information.
For instance, an annual report, a balance sheet, and an auditors’ report are open
only to the shareholders. How “comprehensive” is publicly and officially available
information about RUE may be verified by everyone who wishes to look through
the commercial register of the canton of Zug®.

Under the Swiss law, the company is established at the moment of writing it
down into the Commercial Register. It contains information on its location (ad-
dress of seat), authorized capital stock, members of the governing body and
statutory representatives. However, information about the shareholders can be
open to third parties only on the base of the shareholders’ approval. This is one
of the key factors that should be taken into account if one wants to understand
statements by some business people and/or politicians on whether they are re-
lated to certain businesses registered in Switzerland and how they correspond
to the facts.

In order to be sure whether one or other person is involved, for instance, to the
RUE business, one should get, in fact, the relevant protocols starting from 22 July
2004 a date of the registration of RUE in the Commercial Register. But even if pro-
tocols are obtained, it should be realised that it goes about just corporative in-
formation, even if notarized, to the purpose of informing other corporation, but
not any official governmental structure. That is why it is difficult to verified such
information by independent sources.

Second and the most important characteristics of the companies such as RUE
is existence of two types of shares: registered and payable to holder. The fact
of the matter is that registered shares by the decision of the shareholders can
be transformed into shares of holders (essentially, anonymous), and vice versa.
A shareholder certificate does not contain any data about the owner. Holder of
such certificate is automatically considered the owner. S/he is not registered in
the company’s register. Neither the company nor the shareholders, nor any of
the statutory representatives is obliged to verify way she/or he has acquired such
a certificate. When these shares are sold, there is not necessary to add any infor-
mation on the transfer to the certificate or to conclude any accompanying docu-
ment. Holder of shares may deny his/her ownership or any relationship with re-
spective shares since his/her name is not registered, however, he/she can require
and receive dividends. That provides companies with wide opportunities to make
businesses for profit of its real owners.

% http://www.hrazg.ch/webservices/inet/HRG/HRG.asmx/getHRGHTML?chnr=1703027441&am-
t=170&toBeModified=0&validOnly=0&lang=4&sort=0.
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Approximated structure of “black box”
(RUE example)

ROSUKRENERGO

Zug, Switzerland

Russian shareholder “Ukrainian” shareholder

GAZPROM

50%
e 9)
nominal bearer
bearer bearer share
share
share share
bearer
bearer share
bearer” 'I)a'l)
sharel S are omina nomina
4 share share
dbearer
share

Total: 1000 shares: nominal shares and bearer shares.

A company of a RUE-type with the reference to Swiss law may deny any request
to inform about its shareholders, including the period within which they own
shares. This allows any person, who is in the public service of a particular country
to combine her/his activities with the company’s businesses, and simultaneously
to declare ,in good conscience” no relationship that company. Herein lays the el-
egance of such business schemes. It provides real owners with almost unlimited
possibilities for corruption as well as protects them from being responsible for
corruption in their home countries. It is impossible to exclude the fact that in the
list of those who own holders’shares are not only governmental officials, but also
prime ministers and presidents who can act through confident proxies. It is not by
a coincidence that presidents and prime ministers are changing, there is no cheap
gas, but the scheme sustains.

One of the leading European gas experts has stated correctly in his expert opin-
ion to the Stockholm court: “.. in my opinion, the fact that Ukrainian govern-
ment has made so little effort to find out owners of RUE and to investigate their
activities is unusual! It is worth to note that it was exactly an uncertain owner-
ship structure what led KPMG Company to refuse to make audit of RUE in October
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2005. It was declared, that the company can no longer act as an auditor of RUE
because of the risk for its reputation. The history of a survivability of RUE shows
one important thing: financial resources that circulate outside the state and pub-
lic control have extremely dangerous potential, in particular, the corruption one.
Registration of RUE in the Swiss canton means that its activities are not controlled
by any competent authorities of Ukraine, Russia or the EU. Financial flows under
the decision of the governing body of such company can be directed easily to dif-
ferent banking accounts of natural and/or legal persons.

That has an impact on Ukraine and its state-owned companies’ external relations
with foreign partners. In the case of oil and gas sector of Ukraine a system of
its external (shadow) management has been developed. Accordingly, develop-
ment of relations with foreign partners is not so much motivated by the needs
of Naftogaz, but by goals the private Swiss company, which is the affiliated entity
of Gazprom. Thus, the latter via RUE indirectly determines the level of coopera-
tion between Ukrainian state company Naftogaz and its European partners. And
given that Gazprom is a prolongation of the Kremlin's administrative structure,
the whole chain of influences, interests and, accordingly, restrictions for Ukrain-
ian side in its external relations is coming into sight. Financial potential of the
non-transparent gas business scheme and an extensive network of lobbyists and
corruption allow Russian side to exert influence over power structures of Ukraine
and to manipulate with them. However, this is not the only explanation of the ef-
fectiveness of schemes such as RUE.

Trans-national nature of the RUE scheme is one of the explanations for a phenom-
enon of successful gas-political business. If you look at the membership of the
governing bodies of companies created under the RUE scheme, there are not only
Slavic (Ukrainian and Russian) names can be found, but also non-Slavic ones. So,
all of three components of the gas chain are presented: production - transporta-
tion - sales. Trans-national phenomenon of a “gas octopus”is no less unique than
the drug phenomenon. Consequences of a “gas octopus” operation are no less
ambitious than it’s a drug analogue.

In the above context special resonance should be given to the report of the Na-
tional Intelligence Council (Global Trends 2025: A Transformed World), published in
2010: “Crime could be the gravest threat inside Europe as Eurasian transnational or-
ganizations — that are drawing their strength from energy and mineral sectors — be-
come more powerful and broaden their scope of activities. One or more governments
in Eastern or Central Europe could fall under their domination.”® It seems that this
prognosis in the case of Eastern Europe, if look at Ukraine has been at least partly

6 MMo6anbHi 3MiHW cBiTy — 2025. [lonosiab HauioHanbHoi po3sigysanbHoi pagu CLUA. Mepeknag 3 aH-
rnincokoi. — Jlbeis: Jlitonuc, 2010, ctop.84-85.
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materialized. The Central Europe is in a turn. The authors of the report foresee a dis-
appointing scenario: “Europe could pay a price for its heavy dependence; especially if
Russian firms are unable to fulfil contract commitments because of underinvestment
in their natural gas fields or if growing corruption and organized criminal involvement
in the Eurasian energy sector spill over to infect Western business interests"®

The events unfolding within the Eurasian energy area in the course of 2006-
2010 - gas crisis, political disputes, international litigation, where the active
players were dubious companies of non-transparent origin - demonstrated that
the epidemic has started already to be spreading and threatening with unfore-
seeable consequences. The following forecast by George Friedman of STRAT-
FOR applies not only to the post-Soviet space: “There will be three stages in
the development of Russia. In the first stage Russia will focus at restoring power
and effective control within the former Soviet Union as well as at recreating the So-
viet system of buffers. At the second stage Russia will try to build a second series of
buffer zones already outside the former Soviet Union»%. Obviously, the countries

7 Ibid.p. 85

68 Opugman [, Cnepytowme 100 net: nporHo3 cobbiTuin XXI BeKa, nepeBog ¢ aHrniickoro, Mocksa,
SKCMO, 2010, cTp. 145-146
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bordering the former Soviet Union, in particular, such as Slovakia and Hungary,
as well as Poland and Romania, are falling into a zone of special attention on the
proviso that Russia achieves its objectives in Ukraine and Belarus. In this con-
text, one should recall that the basis for this prognosis is the fact that particular
non-transparent gas business schemes have emerged not only in Ukraine. For
example, the predecessor of RUE, the Eural Trans Gas, appeared, as is known, in
Hungary. Formal original founders of RUE Centragas and Arosgas companies
originated from Austria.

To summarise, it can be argued that certain dubious and non-transparent trad-
ing schemes of trade in energy resources in Eastern Europe would be unlikely
successful without the offshore section. A number of the EU countries and Swit-
zerland are the area of activities of ambitious business groupings which have
gained a powerful capital through the non-transparent trans-national trading
schemes in hydrocarbons that are based on corruption under the protectionism
of Eurasian authoritarian and kleptocratic regimes, some leaders of which have
already become favourites of their counterparts in the Old Europe.

The specific energy players that are being cloned in the Swiss cantons, are aimed
at gaining the super profits and may indirectly affect the stability of the energy
systems through the manipulative algorithms and not only within individual
countries, but also, under certain circumstances, on a European scale.

3.2. DEFINITION OF THE LOWEST CRITICAL LOAD LIMITS OF THE
UKRAINIAN GTS FOR ENSURING ITS TECHNOLOGICAL CAPACITYTO
CARRY OUT TRANSIT OPERATIONS

3.2.1. Transit instability as a basic scenario for the Eastern European Connector
within the next decade

Gas dispute between Russia and Belarus in summer 2010 indicated some
changes in Russia’s energy policy. Cutting off gas supply has not become ex-
clusively a winter phenomenon any more. Gazprom forms a reflexive behav-
iour of its consumers in order to make them ready for reduction or complete
stoppage of gas supplies. It examines likely reactions and counteractions of
its opponents during emergency situations. As well it carefully monitors and
analyzes behaviour and algorithms of actions of the European Commission.
In fact, it is working out and improving program of “gas wars” The Russian
monopoly is preparing itself for an H-hour - dominance at the European gas
market - regardless of dramatic changes that are taking place in the world gas
markets. Expansion of a niche of shale gas in North America brings a domino
effect through the growing liquefied gas supplies to the EU market, which
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The scheme of future gas streams according to Russian
3 dreams
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consequently leads to downsizing a share of gas supply via pipelines from
Russia to European market.

It is very likely that the present decade will be a period of transformation of the
scheme of pipeline gas flows on the East — West axis that has been formed during
the 1970s. For both Slovakia and Ukraine as countries that posses a central posi-
tion on the CH-axis of Eurasia, it is important to understand ongoing trends, draw
conclusions and take appropriate actions with the aim to preserve their transit
status or to transform it. The positive fact is that in 2010 the Ukrainian govern-
ment leadership understood the following: maintenance of the existing transit
volumes of gas depends not only and not so much on Gazprom, but primarily
it depends on willingness of European consumers to buy gas from the Russian
monopoly. “For a long period, let’s say 10 years, Europe should give Russia guar-
antees that it will buy gas, and Russia should give us a guarantee that these gas
volumes will be pumped through our gas transport system as well as that a by-
passing transport routes will not be constructed’, - said Prime Minister of Ukraine
M. Azarov on 16 June 2010.%°

9 http://gazeta.ua/index.php?id=343429
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It should be noted that the implementation of “two streams” (the Nord Stream
and the South Stream) by Russia will lead to a redundancy of existing gas tran-
sit infrastructure, its loss-making and growing expensiveness what casts doubt
about a justified economic feasibility of the new streams projects. The implemen-
tation of new streams includes a potential threat to national gas markets, espe-
cially those which do not have a diversified access to the energy resources. The
extension of gas transit infrastructure with free and unemployed capacity brings
also more opportunities for manipulations.

According to IEA, there is a global trend of growing surplus of gas transportation
infrastructure’s capacities. In the pre-crisis 2007 period the surplus was 12% the
forecast for 2015 is 27%.7° It is possible to make an assumption that to a great
extent the above gas transit capacity surplus is formed by the Russian Federation.
Why? Let us look in more detail way at this issue.

Possible scenarios for volume fluctuations of Russian gas transit through the
Ukrainian GTS were modelled after the gas crisis of January 2009. They in-
cluded estimation of a model processes on both sides of Ukrainian pipeline
— in Russia and the EU. The model analysis showed that in most cases (15 of
25) a scenario of instability of transit flows prevails. There are also 5 critical
scenarios that actually mean technical dysfunction of Trans-Carpathian gas
connector.

Table 6. The simplified matrix of the volume change scenarios for gas transit
from Russia to the EU via Ukraine and Slovakia

5. Implementa-
1.Increase|2. Decrease |3. Develop- |4. Shift of |tion of Nord
RF - EU of produc- |of produc- |ment of exports to |Stream and
tionand [tionand LNG pro- |APR (Asia [South Stream
exports |export duction Pacific) projects (at least
one of them)
1.3. 1.4.
1.1. Preserving |Preserving
Preserving volumes volumes
1.The growt!\ avolume 1.2 CI9§e with with 1.5. Instability of
of consumption | . to a critical .
. with . atendency |atendency [transit volumes
and imports reduction
atrendto to non- to non-
its increase critical critical
reduction _ |reduction

70 N. Tanaka “Prospect for global gas’, 22.03.2010, http://www.iea.org/speech/2010/Tanaka/India_

FICCI.pdf
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2.1.
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to non- volumes volumes
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reduction
3. Growing 3.1. 32. 33. 34. "
demand and - - - - 3.5. Critical
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X of transit  |of transit of transit of transit
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demand and | bili | bili | bili | bili 4.5. Critical
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of Ukrainian GTS
within the EU

The above modelled scenarios are relevant not only for the transit through
Ukraine, but also for other transit routes, e.g. Belarus and Poland. One can con-
clude that construction of a diversified system of Russia’s gas export to Europe is
designed to vary with gas volumes, change directions of its transit, and influence
price formation on internally fragmented market of the EU. The aim is to maximize
Russia’s revenues from gas experts as well as to develop additional capacity to
exert a pressure on one or another country by threat of restrictions and/or sus-
pension of gas deliveries, especially in the combination with informational and
psychological campaign.

The American expert of Russian descent, Mikhail Korchemkin from the East
European Gas Analysis, arrived at a similar conclusion: “Following the develop-
ments of recent years, there is no reason to doubt that in the case of political
conflict and the availability of a bypass pipeline Russia will cut off gas deliveries
to Poland.

a. In case of conflict with Bulgaria, Gazprom will be able to cut off gas supplies by
South Stream pipeline, without reduction of exports to other countries.
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b. In case of conflict with Germany, Gazprom will be able to cut off gas pipelines
of the Nord Stream, and that would not affect exports to other countries.

¢. The Nord Stream and South Stream pipelines are designed not to expand vol-
umes of Russian gas supply to Europe and/or to increase reliability of energy
supply to Europe. New Gazprom projects will provide Russia with a possibil-
ity to make selective gas cut-offs vis-a-vis Belarus, Germany, Poland, Hungary,
Romania, Bulgaria and Greece. Thus, energy security of these countries will
shrink”

Itis worth also to pay attention to one of the Energy Strategy of Russia provisions,
which foresee the following goal: “to reduce the risk of mono dependency of Russia’s
energy sector on energy exports to Europe as well as to increase profitability and
efficiency of the international activities of Russian energy companies without
a substantial increase in exports volumes of primary energy” (!). Priority of the
price escalation policy compared with the preservation of a market niche in Eu-
rope is also traced in some expert recommendations, which can be found on the
Gazprom’s website: “In the present situation, in any case, it is needed to analyze
how to maximize the profits of Russia from its gas exports to Europe. One way
to achieve this goal is to change the pricing formula for gas, and namely, to sepa-
rate it from the oil price that would allow very likely to preserve volumes of gas
supply to European markets. Another way is to preserve the existing formula for
a gas price; however, it will be needed to cut volumes of supplied gas.” (By the
way, one should remember that the head quarter offices of both “new streams”
are located in the same place where RUE office is - in the canton of Zug in Switzer-
land. This provides good starting point for their sound coordination work, includ-
ing minimization of taxes and maximization of profits of Gazprom at the expense
of European consumers).

It should be noted that official projection of the Ministry of Economy of Russia on
price of gas exported from Russia has clearly visible escalatory trend. Naturally
Gazprom is also acting as the promoter of growth of gas price: its leadership in
June 2010 predicted the gas price return at levels above $ 400 per 1000 cubic
meters in 2011, that is, at the level of a pre-crisis 2008 period. Nevertheless such
predictions are not necessarily shared even by Russian expert community. The ev-
idence is shown on the following slide of the Russian Institute of Energy Strategy
with the conclusion that expectations concerning a growth of price of Russian gas
in European markets are unjustified.
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Uncertainty of export prices and contracts
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The main factors that reduce expectations regarding a dramatic growth of gas prices:

e Volatility of oil prices
® Rapid development of spot trading in natural gas
® Depreciation of regional prices on LNG

Today it is very difficult to assess the reliability of any forecasts on the develop-
ment of prices due to volatility of energy markets and unstable exchange rate of
the U.S. dollar. However, the very fact is worrisome that despite of the economic
crisis of the EU and difficult situation of euro zone, Russia plans to escalate gas
price or at least it will try to maintain its highest possible level along with the
reduction of gas supply. The way to escalate a gas price via supply restrictions
might well be implemented thanks to the increased capacity of new gas streams
as well as artificial gas crisis and/or “technical problems” on any of the available
transit routes.

Lessons from the 1973 successful implementation of ,0il weapon” by Arab coun-
tries should be taken into consideration. Threefold jump of oil prices was an out-
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come of a 9-percent reduction in oil supplies during the 1970 oil crisis. The exist-
ence of a substantial surplus of gas transit capacity (over 1/3), which is the aim of
the Russian gas monopoly, would mean possibility for it to proportionally reduce
supply of gas on one hand, and to increase disproportionably price on gas on the
other one. That means that the risk of instability of the gas flows will be increased,
including instability when it comes to volumes of transited gas.

Analyses of the official statistical data of Naftogaz Ukrayiny on the volume of tran-
sit through the Ukrainian GTS to Europe (see Chart 1) provide for a conclusion
that the range of fluctuations of volumes of gas transited through the territory of
Ukraine in the course of 1991-2009 was between 92.9 (1992) and 121.5 (2005) bil-
lion cubic meters of gas. Thus, an average annual volume of a gas transit is 109.7
billion cubic meters. The figure of 110 billion cubic meters is not by accident fixed
as an indicative volume of gas for the 10-year period until 2019 in the Transit Con-
tract between Naftogaz Ukrayiny and Gazprom of 19 January 2009. This figure
corresponds to the average historical level of the exploitation of Ukrainian GTS by
Gazprom regardless even the fact that in recent years Gazprom has implemented
two transit route projects bypassing Ukraine - Blue Stream and Yamal - Europe .

Volumes of natural gas transit through the territory of Ukraine
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In the context of strengthening energy efficiency programs within the EU as well
as expanding the use of renewable energy sources, it is unlikely to expect a seri-
ous increase in gas market niche in the EU energy sector. In this perspective, the
very fact of developing plans with aim to increase capacity of gas transit infra-
structure seems to be rather questionable in terms of its economic sense.
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3.2.2. Ukrainian GTS: the limit levels of functioning

Ukrainian side shall be concerned not only by the issue of expanding transit ca-
pacity of its GTS and its maximal exploitation — which seems per se a bit strange
against the clear EU policy to reduce energy consumption of hydrocarbons, - but
also by the issue on the lowest possible limit of gas volume transit through
the GTS of Ukraine.

Gas pipeline system of Ukraine
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This will become very relevant issue for Ukrainian GTS once projects of the Nord
Stream and South Stream will start to be exploited at least at a half of their capac-
ity, and simultaneously consumption of Russian gas in Europe will start to de-
crease. This scenario should worry the EU as well since Russia’s diversification of
the gas supply routes to Europe, shared by Brussels, and does not mean the diver-
sification of sources. Source remains unchanged and that is Gazprom. Assuming
that Russia will prefer to transport gas through the newly built transit pipelines at
the costs of the route through Ukraine and Slovakia, Central and Eastern Europe
falls into risk, since under above conditions certainty of gas supply destabilization
would dramatically increase as far as there are critical minimal limits of volume
of gas that should be available in GTS in order to maintain its capacity to
transit gas. The first minimal limit is an economic one and that is a zero profit-
ability limit below which the GTS runs at a loss mode. The second minimal limit
is a technological threshold below which the GTS cannot transit gas under high
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pressure. It should be kept in mind that the gas produced by Ukraine is trans-
ported together with a flow of imported and transit gas and is being delivered to
consumers through an extensive network of distribution pipelines.

Distribution pipelines are designed to deliver gas from the mains to the gas distribu-
tion stations. They are constructed with 100 - 700 mm diameter pipes with working
pressure of 5.5 MPa - 7.5 MPa. The total length of these pipelines on Ukrainian ter-
ritory is about 14 thousand kilometres, representing almost 40% of Ukraine’s GTS.
Routes for transit gas pipelines have been laid in a way that they pass through the
areas with very low gasification. Therefore, consumers located within a relatively
short distance from transit pipelines have been connected directly to them.

Thus, 46 nearby consumers in seven regions of Ukraine are connected to the
pipeline Soyuz by 40 access points. The total length of distribution pipelines con-
nected to Soyuz is 462.7 km. The average diameter of the pipeline is 247.6 mm.
The total estimated transit capacity is 6.323 billion cubic meters of gas per year.
The biggest nearby consumer of the Soyuz pipeline is Ladyzhynska hydroelectric
power plant located in the Vinnytsya region.

Along, 37 nearby customers in 9 regions of Ukraine are connected via 30 access
points to the system of pipelines Urengoy - Uzhgorod and Progress. The total
length of pipelines of the Urengoy - Uzhgorod and Progress pipeline network is
320 km. The average diameter of the pipeline is 205.1 mm. The total estimated
transit capacity of the pipelines is 2.26 billion cubic meters per year.

Further, 31 consumers in 5 regions of Ukraine and Moldova are connected to the sys-
tem of pipelines Yelets-Kremenchuk-Ananyiv-lzmayil via 27 access points. The total
length of pipelines is 313.8 km. The average diameter of the pipeline is 382.4 mm.
The total estimated transit capacity is 5.462 billion cubic meters per year. The major
consumer of this pipeline system is the city of Odessa. And finally, the cities of Uzh-
gorod and Mukachevo are connected to the gas pipeline Dolyna - Uzhgorod. Overall
estimated gas taking from this pipeline is 0.6937 billion cubic meters a year.

The total length of all distribution pipelines in Ukraine connected with the transit
pipelines is 1089.3 km. The total estimated consumption capacity of the nearby
consumers is 14.77 billion cubic meters of gas per year. In fact, the number and
length of gas pipelines has increased significantly in Ukraine in recent years. It
happened thanks to cooperation of regional state administrations and manage-
ments of nearby plants with the regional departments of SC Ukrtransgaz. Compa-
nies that operate plants in sectors of metallurgy and chemical industry have con-
structed the so-called “straight pipes” - a distribution pipelines that work under
high pressure. As a consequence the significant part of Ukrainian gas consumers,
including households, is connected to the transit gas pipelines across the whole
territory of Ukraine.
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The present GTS of Ukraine is a complex system of transit and distribution gas
pipelines that work under high pressure. In addition, there are special connec-
tors at compressor stations, which enable a reallocation of gas flows between
pipelines with different diameters. The above is a unique technological feature of
Ukrainian GTS since it allows continuing in transiting gas to European consumers
even if one of the pipelines suffers from any emergency situation. In such cases
the flow of gas is redirected to another pipeline thanks to special connectors and
thus, gas continues to be transported to consumers without any interruption.

Reduction of the volume of transit gas in the GTS system of Ukraine may lead to
a complete stoppage of the work of compressor stations. Furthermore, a lack of
transit gas in the GTS will not allow transporting gas of domestic production in/
from the regions of Kharkiv, Poltava and Sumy oblasts of Ukraine. It is necessary
to take into consideration a fact that gas is supplied to each particular locality in
Ukraine by different distribution pipelines interconnected within a united system.
Normal operation of gas compressor stations as well as a linear part of gas pipe-
lines in Ukrainian GTS needs to be supplied at least by gas volumes at the level
of 170-200 billion cubic meters per year. According to the Technical Agreement
between Gazprom and Naftogaz, the latter must maintain a certain level of pres-
sure at the exit of GTS what, in fact, allows European consumers pump out the
required volume of gas (See: Table of Pressures - paragraphs 3.4 and 3.5 of the An-
nex 2 to the Technical Agreement between JSC Gazprom and Naftogaz Ukrayiny
“On terms of delivery - acceptance of natural gas at the gas-measuring stations
located on the border for gas transit through the territory of Ukraine, and also
transfer of natural gas to Ukrainian consumers in 2008).

Decrease of volume of transit gas supply will automatically lead to problems with
transport of gas from domestic production as well as with taking out technical gas
from the GTS. In such situation the GTS of Ukraine could be stabilized for certain
limited period of time by operating under reduced pressure. However, that is possi-
ble only provided that GTS of Ukraine is taken into autonomous mode of work, i.e. it
becomes isolated from both Russian and European GTS. This happened in January
2009 when Russia cut off gas transit to the EU over the territory of Ukraine. How-
ever, the threat of the dysfunction of GTS working in an autonomous mode under
low pressure is very high what has been confirmed also by the events of 2009:

The operation of the gas transport system remains close to be critical. <...> As at 6 p.m.
of January 11, 2009, the volume of technical gas in the GTS was 815 million cubic me-
ters. If this volume continues to decrease and will reach a level below 800 million cu-
bic meters, the technological process of transit of natural gas and its distribution can
get completely out of the technical control of SC Ukrtransgaz. In particular, because of
a possible shutdown of compressor stations, operator will not be able to ensure the gas
supply regime and to restore gas supplies to enterprises. Should that happen a chaotic

91



Ukraine and Slovakia in a post-crisis architecture of Furopean energy security

intake of gas may become a reality. Consequently, the most distant municipalities and
energy intensive enterprises will have no gas without having opportunity to restore gas
supplies until the moment of filling the pipeline. Restoration of gas supply and solving
the problems will require a relatively long time: three weeks or even more time. During
this period Ukrainian and European consumers will remain without gas.

Reduction of the volume of transit gas in Ukrainian GTS can lead to a complete
stoppage of the operation of compressor stations by their automatic blocking.
Hypothetically a technological limit for the GTS of Ukraine as a whole system,
not individual pipelines, may be a transit of ~ 60 billion cubic meters annu-
ally. However, this figure requires careful verification by institutions that are not
dependent on Naftogaz and Gazromu.

3.2.3. Unpleasant prospects for the future

In order to analyze a priori probability of the scenario of artificial gas crisis it is
necessary to depart from the algorithm of changes in the volumes of gas supply
from Russia to Europe. When modelling such scenario we will refer to the forecast
made by the major Russian institution in the field of energy security, an institute,
which was taking part in preparing respective strategic documents of Russia. The
chart below shows a supply scenario prediction of the Institute of Energy Strategy
on directions/and volumes of Russian gas. It predicts a slight increase in exports
of Russian gas to Europe by 2015 and 2020.
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Note: According to the Energy Strategy of Russia phase 1 means the years of 2013-2015, phase
2:2020-2022, and phase 3: 2030.
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Scenario-2015 banks on 163 billion of cm of gas exports from Russia to Europe
whereas scenario-2020 suggests that the volume of gas exported to Europe will
be 191.5 billion cm. These numbers are the arithmetic average annual volumes
of gas exports to Europe. Without going into details of the calculations done by
IES as well as departing from the assumption that gas transit project bypassing
Ukraine are implemented by 2015 we can conclude that under the scenario-2015
the volume of gas transit through Ukraine’s GTS could be 56.5 billion cubic me-
ters annually, and under the scenario-2020 it could reach only 24.5 billion cubic
meters.

Thus, provided that the Nord and South Stream projects will start to operate
by 2015 as well as the existing Blue Stream pipeline will operate at its full
transit capacity, loading of Ukrainian GTS with transit gas may be close to
critical level. The technological minimum of transit gas for the Ukrainian GTS
in order to ensure its capacity to operate is about 60 billion cubic meters.

Of course, the above conclusion cannot be considered as a final and definitive
one. Costs of gas transit via newly built routes (Nord Stream, South Stream) is
higher than costs of transit of Russian gas via “old pipelines” on the territory of
Ukraine and Belarus. In other words Russian gas supplied via new pipelines will
become more expensive for final consumers. In the view of one of the leading
Russian experts from the Institute of Europe of the Russian Academy of Sciences
Aleksey Khaytun: “Following the plans of Gazprom the new gas supply routes
should allow for bypassing Eastern European countries along the northern and
southern flanks. In this case, Russian gas becomes more expensive for consumers
(the Nord Stream project will not be competitive even with the liquefied shale
gas delivery from the U.S. by tankers, not speaking about the costs of transit via
Belarus and Poland).”

Therefore, because of economic factors Gazprom will be forced to use less costly
ways for its gas supply to Europe, i.e.“old pipelines”via the territory of Ukraine and
Belarus. This consideration coincides with the estimates done by other leading
Russian research centre in the field of energy security - the Institute for Energy
and Finance (see Chart 3). By the IEF estimates, the volume of gas transit to the EU
through Ukraine’s GTS will slightly exceed 80 billion cubic meters a year by 2015.

This scenario seems to be quite a realistic one, however, provided that Gazprom
will evenly distribute gas flows to existing network of transit pipelines as well as
it will refrain from manipulations when it comes to distribution of gas flows and
its transit directions. However, the latter should be read within a political context,
which does not depend solely on Gazprom since policymaking in Russia is the
prerogative of Kremlin. In other words, one cannot predict probability of manipu-
lative approach motivated by political considerations on side of Russia since its
gas sector remains a close ground for foreign costumers. Therefore, one cannot
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Gas transit through Ukraine, bem/y, 1985-2015
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eliminate threat of sudden interruption of gas supply from Russia. The above
threat calls for the creation of a transparency regime in gas supply (producer
- transit - consumer) that could be established on a European level.

Do officials and experts in Brussels think about the lowest limit of technologi-
cal functionality of Ukraine’s GTS, when they say that merging of Gazprom and
Naftogaz is just a bilateral issue of Ukraine and Russia? If Gazprom receives full
control over the Ukrainian gas transport system and makes it completely non-
transparent for the third parties (European consumers), it will be able to gener-
ate an artificial shortage of gas in European markets under the guise of technical
problems at any of the gas transit routes. Vis-a-vis Ukraine, the mode of eventual
actions of Gazprom might be quite simple: the reduction of volume of transit gas
through the Ukrainian GTS below its critical technological level, which will put
a stop to its operation. Supplies of gas via other routes to European customers
cannot compensate the cut-off supplies through Ukraine. Thus, according to our
estimates in the case of an unexpected stoppage of gas supply via Ukraine nearly
37 % shortage of gas can “suddenly” occur on European market what will imme-
diately increase price on gas. Gazprom will be able to fill the gap by spot sup-
plies from the Central European Gas Hub AG in Baumgarten (Austria), of course,
for a different price. Gazprom controls 50 % of shares of the CEGH Baumgarten,
which it bought the OMV Group.
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It is natural that Gazprom as a gas producing company is not interested in having
a non-Russian gas at the Austrian Central European Gas Hub in Baumgarten. In
this context it is understandable why Russia is consistently opposing the Nabucco
project since alternative gas supplies through it might neutralise a scenario of cre-
ating artificial gas deficit in Central European market via reduction of gas supply
from Russia at a certain “H-hour”. Indeed, if the Nabucco project is implemented
with a full planned transit capacity it can provide only 5-6% of total gas consump-
tion in the EU. However, this very percentage may play a crucial balancing role
in case of the crisis. This very percentage as well as the transit routes facilitating
delivery of non-Russian gas to Europe that are out of the Gazprom’s control are
eliminating room for a possible manipulative manoeuvres of Russia, including fu-
ture gas wars in Europe.

In 2010, Gazprom has approached the German company RWE AG, which makes
Herculean efforts to promote the Nabucco with an offer to join the South Stream
project. Gazprom was more successful in case of the Austrian OMV Group, which,
actually, initiated the Nabucco project in 2002. As conceived by Gazprom, if
OMV and RWE will join the Russian South Stream project that will reduce to zero
a chance for successful implementation of the Nabucco project. If that happens
the massive pipeline system for supply of Russian gas to Europe that has been de-
veloped during the last quarter of the twentieth century, will be complemented
by the new bypassing pipelines what will allow Russia not only to sustain its posi-
tion on European gas market, but will significantly upgrade it. This system would
be based on a monopoly of the gas producer, which is interested in maximizing
its profits, including by applying non-market ways and means.

Arsenals of Gazprom’s tools that are applicable on achieving its strategic goals
are manifold: starting from large-scale media campaigns ending by provoking
political tensions and armed conflicts in the producing regions and/or on the key
transportation routes. Therefore, energy wars in terms of both a struggle for ener-
gy resources and their use as tools for exerting external influence will not become
a matter of the past. In this context it is worth to bring back reaction of Russia to
the fall of oil prices in 2008.“Russia as one of the largest exporters and producers
of oil and petroleum products cannot find itself out of the process of formation
of world prices on these raw materials, we need to develop a package of meas-
ures that will enable us to influence the market situation,” said Vladimir Putin at
the meeting with members of the government and representatives of Russian
oil sector in November 2008.7" It is noticeable how desperately Russia wants to
sustain dependence of formation of gas price on oil price, while at the same time
it wants to implement large-scale transit pipeline projects as well as to get access

71 http://www.government.ru/archive/archive/2008/11/10/8710444.htm
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to/control over gas distribution companies in the EU. Probably, that is motivated
by intentions to develop an effective system as already mentioned above that
would enable Russia to manipulate with volumes of supplied gas, directions of its
transit and thus to influence prices in European market.

Likely there might be a certain “coffee-break” in gas relations on the East - West
axis as it happened after the 1973 oil shock, however, the overall potential for
energy wars will be sustained. Future scenarios fit well with the Paul Horsnell’s
description of the following three reasons for the disruption of energy supplies:
“force majeure disruption” (producer’s inability to ensure exports because of inter-
nal or external conditions, such as military actions), “export restrictions” (deliber-
ate restriction of exports by a producer, or group of producers trying to achieve
non-economic goals), the “embargo on imports”(restrictions implied by consum-
ing countries on the oil exports of specific countries).”? Thus, the potential of un-
conventional use of energy resources, including transit infrastructure, especially
under scenario of export restrictions will sustain although sometimes it may seem
that the time of energy wars is gone, just like in the 1990s gas wars of a 2006 and
2009 pattern were seemed to be unlikely.

3.3. KYIV - BRATISLAVA: PROSPECTS FOR THE TRANS-CARPATHIAN
CONNECTOR

3.3.1. The mechanism of early warning and crisis prevention for gas supply

The events of January 2009 in the field of gas supply, which adversely affected
energy security of Ukraine, Slovakia and the European Union, force for elabora-
tion of early warning mechanism and for development of a package of meas-
ures in order to minimize negative effects of a prolonged disruption of energy
supplies. The consequences of January 2009 are of a large-scale pan-European
nature. They had negative impact on lives and welfare of citizens of Ukraine,
Slovakia, and the EU. However, a clear response on what happened in Janu-
ary 2009 - did Russia suspend gas supply or did Ukraine disrupt gas transit
- is missing until now. For obvious political reasons the European Commission
avoids official response to such questions and limits itself just by stating the
fact: “On the night of 6th to 7th January, all supplies from Russia through Ukraine
to the EU were cut. There were no gas supplies from Russia to Europe from 7th Janu-
ary to 20th January.””® Some of the EU officials point out that the question of

72 Horsnell P, “The probability of oil market disruption: with an emphasis on the Middle East’, Ja-
mes Baker Institute for Public Policy, May 2000, http://www.rice.edu/energy/publications/docs/
JES_ProbabilityOilMarketDisruption.pdf p. 7

73 Commission Staff Working Document. Accompanying document to the Proposal for a Regulation
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whom to blame for the 2009 gas crisis is not an important one. Obviously, such
equivocation includes elements of a diplomatic courtliness. However, the very
fact that the above question remains unanswered might always encourage
a party that initiated the crisis to apply its “secret weapon” again. Certainly, one
can take a point of the EC stressing that the most important issue is to develop
mechanisms that would minimize negative consequences of gas crisis should it
be repeated. In our point of view question should be formulated much more
consistently: how to create a system that will prevent future energy crisis
and/or make them impossible?

In the above context there is an important room for cooperation between Ukraine
and Slovakia that would aim at drawing up proposals on an effective early warning
mechanism and prevention of gas crisis. Both Ukraine and Slovakia have a unique
position in the Eastern European gas multi-connector. They can develop a crisis
prevention mechanism at bilateral level. The initial stage would be just introduc-
tion of “hot lines” between responsible officials at governmental and corporate
levels, e.g. Ambassador Plenipotentiary for Energy Security at MFAs, heads of gas
transport companies Ukrtransgaz and Eustream, officials in charge on the minis-
terial levels - Ministry of Energy and Coal Industry of Ukraine and the Ministry of
Economy of the SR or the adviser on energy to Prime Minister of the SR consider-
ing the asymmetry of the governmental structures of both countries. Indeed, the
gas crises of 2006 and especially the 2009 one have shown that direct contacts
and objective information was lacking for the most. Since Ukraine and Slovakia
are on the “submit-accept link” of the gas flows from Russia to the EU, their direct
interaction in a crisis is not less important than contacts between suppliers and
consumers - Moscow and Brussels, that use to take place “over the heads of transit
countries”.

The best option would be to create a mechanism for early warning, preven-
tion and settlement of energy crisis on a pan-European level. However, by now
we are dealing with bilateral mechanisms which are far from being effective
enough. Within the negotiation talks between Ukraine and the EU on Deep and
Comprehensive Free Trade Area (DCFTA) Brussels has offered Ukraine to accept
a mechanism of financial responsibility, however, worthiness of the latter, in-
cluding its effectiveness might be questioned. The head of Ukrainian negotiat-
ing team on DCFTA Deputy Minister of Economy of Ukraine Valeriy Pyatnytskyi
have specified Brussels's proposal in his interview to the leading Ukrainian politi-
cal weekly Dzerkalo Tyzhnia (Mirror Weekly) in fall 2010: "...[they] offer accelerated
mechanism of resolving disputes, a compensation mechanism, which is based on the

of the European Parlament and of the Council concerning measures to safeguard security of gas
supply and repealing Directive 2004/67/EC. The January 2009 gas supply disruption to the EU: an
assessment. Brussels, p. 4
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fact that some amount that corresponds to the equivalent of potential losses, will be
deposited outside Ukraine. <...> In other words, we deposit certain amount, and if
suddenly something happens due to our responsibility, it is written off uncondition-
ally. However, it is going about funds allocated by the state, but often the parties that
are trading with each other are corporate entities. It turns out that the state should
assume full responsibility for disputes between corporate actors”’*

However, if one would apply the proposed mechanism on a gas crisis the mostim-
portant point is who and how will be identified as being responsible for a disrup-
tion of supply. There is a natural inclination to identify as an offender the weakest
sides of the dispute as there no objective mechanism of controlling the gas flow
that would allow for identification of responsibility of concerned sides exists. In our
view, a possible mechanism for the prevention and settlement of gas crisis should
be based on an effective trilateral dialogue on the “supplier - transit - consumer”
axis. The mechanism should consider the status of Ukraine as a transit country not
as a country-supplier of hydrocarbons. That is, such mechanism should be appli-
cable in situations in which the reduction of the supply of hydrocarbons to the EU
happens not as much because of performance of Ukraine but because of actions
of the party, which is the primary supplier of hydrocarbons to the EU via Ukraine.
Ukraine can take over responsibility (including financial one) on the international
level in its relations with the EU when it comes to gas transit through its territory
only provided that on the corporate level NJSC Naftogaz Ukrayiny will become
a responsible entity to ensure transit to European consumers.

That is, if the European Commission will recommend to European companies that
purchase gas transited over Ukrainian territory and of course, if European com-
panies would agree, the existing scheme of gas trade could be modified: first,
transfer of gas from Gazprom'’s to the European customers would take place on
the Ukrainian-Russian border, and second, Naftogaz would conclude contracts
with European customers on transit of gas through the territory of Ukraine from
its eastern border to the border with the EU.

Then foreign minister of Ukraine Petro Poroshenko raised the issue of the creation
of an early warning mechanism in order to prevent energy crisis within the trilat-
eral format“Russia - Ukraine — the European Union” during his meeting with Span-
ish foreign minister in Madrid on January 10-11, 2010. Spanish foreign minister
Miguel Moratinos, as a representative of the state holding the Presidency in the
EU Council, took the proposal of Ukrainian counter-partner with an interest. Dur-
ing his visit to Moscow on January 12, 2010, and talks to foreign minister Sergey

74 Tetana Cunina «Banepii MATHULIbKNIA: «3arWHYTb Ti, XTO He Xoue i He BMi€ npaLiioBaTi. BUKMBYTH
nignpuemnuei», «[3epkano TvkHa» N238, 16 XosTeHb 2010, - Tetiana Silina, ,Valery Pyatnitsky:
Those who do not want and can not work, will perish. Enterprising ones will survive’, Dzerkalo
Tyzhnia Ne 38, October 16, 2010 http://www.dt.ua/newspaper/articles/61231 [In Ukrainian]
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Lavrov, Miguel Moratinos touched upon the question of a trilateral early warning
mechanism. According to available information Russian foreign minister S. Lavrov
welcomed the idea.”®

The idea of a trilateral format of an early warning mechanism corresponds with
the three-component and/or trilateral principle of the whole technological chain
of production - transport (transit) — consumption of natural gas. Therefore it is
logical that early warning mechanism includes all three components since if it
includes only two the whole system loses its integrity and efficiency. As already
noted Russian foreign minister Sergey Lavrov commented in quite a constructive
way a possibility to create a preventive mechanism on the tripartite basis. This is
evidenced by his position expressed at the press conference in Brussels on Octo-
ber 19, 2009, after the meeting of the EU-Russia Permanent Partnership Council:
“We are convinced that we should find a solution, including the so-called early
warning scheme, early warning on trilateral basis with the participation of the
main producer, main transit player and main consumers. We are convinced, that
the solution should be found taking into account balance of interests of all sides
of this triangle”’® However, position of Russian foreign minister on energy issues
is not the key one within the power structure of Kremlin. The last word on the
matter always belongs to the pipeline monopolies of Gazprom and Transneft, and
their curator - the deputy prime minister on energy.

On the other hand, if the trend of Ukraine’s “de-sovereignization”in energy sphere
continues, the trilateral format (EU - Ukraine - Russia) never can be established.
Within the bilateral format Russia - the EU, Moscow will exert its pressure on Brus-
sels with trying to get the support of some European companies and govern-
ments of some EU member states.

For preventing future interruptions in the energy supply and the use of energy
infrastructure as a mean of “energy wars” a system of confidence-building meas-
ures should be developed. Lessons from the confidence-building process in the
military sphere that was evolving in the 1970s and 1980s can be much useful. The
strengthening stability and security in Europe, including the process of reduction
of the military forces and weapons became possible within OSCE thanks to crea-

75 Information bulleting of the Working Group 3 of the Eastern Partnership Civil Society Forum Coor-
dinator Office, No.2 (February 2010), p.12

76 CTeHorpamma BbICTYrJ1IeHNA 1 OTBETOB MVIHI/ICTpa NHOCTPaHHbIX fen Poccum C.B.ﬂaBpOBa Ha

Bonpocbl CMW B Xofie COBMECTHOM Mpecc-KoHbepeHUMn No utoram MAEeHApHOro 3acefjaHus
MocTosAHHOro coBeTa napTHepcTBa Poccns-EC Ha ypoBHE MUHUCTPOB WMHOCTPAHHBIX [Aen
B bptoccene, 19 oktabpa 2009 r. - Transcript of Remarks and Replies to Media Questions by Russian
Minister of Foreign Affairs Sergey Lavrov at Joint Press Conference Permanent after the plenary
session of the Partnership Council Russia-EU session of the Ministers of Foreign in Brussels, Octo-
ber 19, 2009 [in Russian]
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tion of the confidence regime based on information exchange, including enough
sensitive data, e.g. size and structure of the military forces, types and kinds of
weapons, military technologies, their deployment, etc. A key part of the regime
was a communication channel allowing for timely exchange of information relat-
ed to the implementation of agreed measures of confidence. The experience from
implementation of the Treaty on Conventional Forces in Europe, including the
monitoring of compliance of states with the provisions of the flank restrictions,
allows for conclusion that the “exchange of information and regular reporting led
to the enhanced international transparency.”””

There is reason to believe that the proclamation and implementation of the En-
ergy Transparency Regime (ERT), which will cover the whole technological chain
from production to consumption of natural gas, could become an effective mech-
anism for strengthening energy security in Europe. This initiative should be based
on the fundamental right “to know”. Consumers in each country (Russia, Ukraine,
EU member countries) are entitled to know parameters of energy supplies be-
cause they pay for them. Sectoral forms of this Regime should cover all energy
flows - gas (ETR-gas), oil (ETR-oil), electricity (ETR-electricity).

Transparency of the chain Production - Transportation - Consumption actually
could create a regime of enhanced confidence. Mutual access to the telemetric
information on the movement of physical energy flows would help to improve
transparency as well. For the energy sector and particularly its gas segment, it
requires special procedures since it is an area where monopolies are involved. The
transparency system could become a mechanism for diagnosis and prevention of
potential problems in the field of gas supply.

Table 7. List of aggregated parameters for the online monitoring in a daily
mode on the example of the gas sector (ETR-gas)

Upstream . Downstream
Midstream
Ne |Parameters Producer/ . Importer/
Transit
Exporter Customer
1. [The number of existing production wells + + +
2. Da.l|¥ gas psroductlon capacity + + +
million m°/ day
Actual carrying capacity of the pipeline:
3. | Input
* |- Output + + .
million m */ day + +

77 SIPRI Yearbook 2007, «O36pOeHHs, PO33BPOEHHA Ta MiKHapogHa Gesneka» (nepeknapg
3 aHrniiicbKoT), Knis 2008, ctop. 531 - SIPRI Yearbook 2007. Armaments, Disarmament and Inter-
national Security (translation from English), Kyiv 2008, p.531 [in Ukrainian]
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Actual throughput capacity reserve:
- Input

- Output + + +
million m */ day + +

. |exporter’s border +

The volume of gas transferred at the

million m */ day

. |the territory of transit +

The volume of gas that enters

million m */ day

The volume of gas transferred at the
border “transit - consumer” +
million m */ day

. |- transit

The volume of gas that enters the
territory of the consumer:

- transit-free
million m */ day

. |-average (P) + +

Working pressure at the input and output
GMS:

- daily variance (Pmax — Pmin) + +
MPa

The appropriate on-line monitoring system of telemetry data received from a re-
spective gas- metering stations (GMS) should be installed by mutual consent of
the parties. Moreover, in the case of relations on the axis Naftogaz - Gazprom, the
technical agreement provides exchange of technical parameters of GTS with GMS
and compressor stations:

3.6.

Dispatcher services of Gasprom OJSC and Naftogaz NJSC shall, no less than every four
hours, share with each other all parameters of operating mode of the GMS, indicated in
clauses 1.3. and 1.4, and compressor stations adjacent to them.

Each Party shall have the right to obtain information from the computer, which receives
information from automatic calculators of GMS indicated in clauses 1.3. and 1.4., and
the Party owning the GMS shall ensure the technical possibility of automatic transfer of
such information to the computer of the permanent contractor’s representative.

Ifit is impossible to transfer such information automatically, the owner of the GMS shall
communicate information form automatic gas consumption calculators to the contrac-
tor in the volume and in a format agreed by the parties in a daily basis by 12:00 (herein-
after Moscow time).
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(See; Annex 1. Technical Agreement between JSC Gazprom and Naftogaz Ukray-
iny On terms of delivery-acceptance of natural gas at the gas-measuring stations,
located on the border, for gas transit through the territory of Ukraine, and also
transfer of natural gas to Ukrainian consumers in 2008.)

APPROXIMATED SCHEME
OF THE ON-LINE DATA INTERCHANGE SYSTEM AS A BASE OF ETR-gas
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Parameters introduced in Table 7 are quantitative indicators of the physical move-
ment of gas flows should be provided, fixed and compared by the parties in the
daily mode. Commercial or financial performance indicators are not required to
be open to the access of the other party under the proposed gas transparency
system. All parties that participate in the technological chain “Production - Trans-
portation — Consumption” (Russia - Ukraine - EU) should have an access to the
information system. Comparison of parameters will provide all parties with an
opportunity to identify problem areas along the whole route of gas flows from
localities of its extraction to consumers as well as to identify a responsible party
in case of a gas traffic failure.

ETR can be a test of the willingness of all participants of the technological chain to
work on the rules of transparency. When it comes to Russia it would correspond
to at least two principles declared in 2009 by the new draft of Energy Charter initi-
ated by the President of RF Dmitriy Medvedev:

102



Ukraine and Slovakia in a post-crisis architecture of Furopean energy security

® Transparency in all the segments of international energy markets (production
/ export, transit, consumption / imports);

® (Creation and improvement of early warning mechanisms with participation of
suppliers, consumers and transit countries.”®

Implementation of the Gas Transparency Initiative would comply fully with the
principles of the European Energy Charter and the Second EU Gas Directive
2003/55/EC of 26.06.2003. In particular it will correspond with the principle of
a gas market transparency enshrined in the above documents. It should be not-
ed that after the gas crisis of 2006, the Secretariat of Energy Charter worked out
a mechanism to ensure the transparency in the technological chains of energy
resources transport. In particular, the former Deputy Secretary General of the En-
ergy Charter Secretariat Andrey Konoplyanik has pointed out: “In fall 2006, the
Secretariat launched a new initiative <...> to ensure, within reasonable sufficien-
cy, transparency of gas flows volumes in the major sites of the cross-border gas
supply chains along all their length within the ECT zone, extending to the East
the practice of information transparency, existing in Europe within the Gas Infra-
structure Europe.””® Unfortunately, this initiative has not acquired a pan-European
character.

In the summer of 2009 a group of Ukrainian NGOs offered a proposal on ETR-gas
in the form of the European Initiative of Gas Transparency. The initiative was ad-
dressed to the European Commission and the Secretariat of the Energy Charter
Treaty®. It has been supported by the Civil Society Forum of the Eastern Partner-
ship and presented at the Eastern Partnership Ministerial Meeting of December 8,
2009 in Brussels®', as well as at the meeting of the Eastern Partnership Thematic
Platform 3 on energy security on 20 May 2010. The Cabinet of Commissioner for
Energy Gunter Oettinger positively responded to the proposals to introduce the
ETR-gas initiative: “... proposal on an Energy Transparency regime and the list of key
points that you believe warrant further consideration will be taken into consideration

78 KoHLenTyanbHblil NOAXOZ K HOBOW NPaBOBOI 6a3e MeX/AyHapOAHOMO COTPYAHNUECTBA B chepe

SHepreTukm (Lenu n npuHumnel) - Conceptual approach to the new legal framework for interna-
tional cooperation in the energy sector (the purpose and principles) http://www.kremlin.ru/text/
docs/2009/04/215303.shtml [In Russian]

& AHppeit KoHonnAHMK: «la3oTpaHCcnopTHaA cucTema YKpauHbl 1 Poccumn Bcerpa Obina eamnHom»,

«IKoHOMUYeckre M3Bectusr, N°997(234), 24.12.2008 - Andrey Konoplyanik, Konoplyanik: ,The
gas transport system of Ukraine and Russia have always been single’,Ekonomicheskie Izvestiya,
N2997(234), 24.12.2008; http://eizvestia.com/state/full/43676 [In Russian]

http://ua-energy.org/uploads/library/strategy/European_Initiative_of_gas_transparency.pdf
http://ua-energy.org/uploads/library/strategy/Letter_EIGT_for_EU.pdf

81 EASTERN PARTNERSHIP CIVIL SOCIETY FORUM. RECOMMENDATIONS. WORKING GROUP 3: ENVI-
RONMENT, CLIMATE CHANGE AND ENERGY SECURITY (Brussels, 16-17 November 2009) http://
ec.europa.eu/external_relations/eastern/civil_society/forum/working_group3_en.pdf
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in the ongoing work to prepare the Communication on external energy relations that
is due next year [2011]".

(See Annex 3. Letter of Paula Pinho, Member of Cabinet of Commissioner Gunter
Oettinger 30.11.2010)

The importance of the Initiative will grow over time along with the process of
implementation of new gas transit pipeline projects for supplies of Russian gas
to the EU markets.

3.3.2. Post-crisis complex of measures at the EU level

In the course of 2009 the EU has been receiving a number of warnings from Russia
(almost monthly) about the possible recurrences of gas supply disruption due to the
low solvency of Ukraine. Although no case of late payment for gas supplies to Ukraine
has been registered during the years of 2009-2010, nevertheless certain risks of in-
ability of Ukraine to pay for Russian gas have been in place. The general position of the
EU during the Swedish and Czech EU Presidencies in the course of 2009 has been un-
changed: first, European consumers have long-term contracts on gas supply; second,
the problem of the transit through Ukraine and gas supplies from Russia to Ukraine is
a matter of their bilateral relationship, not the EU member states or European compa-
nies; and third, European consumers are not ready to pay anything extra.®

First of all, the EU member states focused on the homework with the aim to en-
hance their readiness for eventual future crises in the gas supply from foreign
suppliers. The EU declared its readiness to provide financial support for upgrading
the transit system of Ukraine, but on the basis of clearly defined conditions, which
will include the reform of Ukraine’s gas sector. Ukrainian government has met nei-
ther arrangements that were included in the Joint EU-Ukraine Declaration on the
Modernisation of Ukraine’s Gas Transit System of 23 March 2009 nor the condi-
tions agreed at the Brussels multilateral technical meeting on gas sector reforms
in Ukraine held on June 29, 2009, with the participation of the European Commis-
sion, international financial institutions, and the Government of Ukraine.®

The gas crisis of January 2009 has shown that within the EU there are significant
regional differences in terms of gas supplies security and prices of this commod-
ity. The member states that import gas from Russia were affected by the crisis.

82 Duleba, Alexander Ta Lisofovd, Zuzana:,Spolo¢na energetické politika EU a energeticka bezpe¢-

nost Slovenska Ill. Analytickd sprava z priebehu rokovania konferencie”. Report at the conference
The Common EU Energy Policy and the Energy Security of Slovakia- lll. The Research Centre of the
Slovak Foreign Policy Association, n.o.,Bratislava, 23-24November 2009; http://www.sfpa.sk/dok/
energetika-23nov2009BA-sk.html.

8 bid.
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Instead, the crisis has not touched those member states that import gas from
other suppliers (e.g. Norway and Algeria). In early November 2009, gas prices in
the Austrian hub CEGH (Baumgarten) were 30 % higher than the gas prices in
the Dutch hub TTF. In case of the CEGH it is going about the price of Russian gas
delivered by pipeline. In autumn 2009, Russian gas was the most expensive one
in the EU gas market.®*

According to analysis conducted by the European Commission, the gas crisis of
January 2009 had a negative effect on 12 EU member states; among those who
suffered most were Slovakia and Bulgaria. Following the evaluation of the gas cri-
sis it was decided that the Directive 2004/67/EC concerning measures on security
of natural gas supply is insufficient and that further actions should be taken. On
July 16, 2009, the European Commission presented its proposal on a Regulation of
the European Parliament and the Council on measures to strengthen security of gas
supply and repealing Directive 2004/67/EC.** The legal form of “regulation” rather
than “directive” imposes that the agreed rules once adopted by the Council and
the European Parliament should be transposed to the legislation of the member
states as well as applied immediately without a transposition period.

Regulation provides that each EU member state should create national agencies
to be responsible for security of gas supply. The role of this administrative author-
ity will be overseeing of gas supply at national level, making a risk assessment,
the establishment of preventive action plans and emergency plans. Activities
of national agencies will be coordinated though the European Commission and
the Gas Coordination Group. The risk assessment of security of gas supply in the
member state shall be updated by its national agencies yearly by September at
the latest. Emergency Plans shall be adopted by March 2011 with a proposal of
the measures to be taken to mitigate the potential impact of a gas supply delays.
Each EU member state should coordinate its emergency plans with the European
Commission before their adoption at national level. The European Commission
will assess all member states emergency plans; it has a right to require their revi-
sion, if it considers that they are inadequate or they do not comply with emer-
gency plans of other member states.

My March 2014 each EU country should have enough gas stored on its territory or
in cross border storage facilities. The volume of stored gas should make the mem-

84 Boltz, Valter: Perspectives of regulatory policy in the EU. Report at the conference The Common EU
Energy Policy and the Energy Security of Slovakia- Ill. The Research Centre of the Slovak Foreign
Policy Association, n.o.Bratislava, 23-24November 2009; http://www.sfpa.sk/dok/energetika09/
BOLTZ.pdf.

85 Proposal for a Regulation of the European Parliament and of the Council concerning measures to

safeguard security of gas supply and repealing Directive 2004/67/EC, Brussels, COM (2009) 363, 16.
July 2009.
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ber state able to deliver gas to the gas system and to ensure the consumption for
the period of 60 days. Definition of the required volume of gas will be based on
a common indicator to define a serious gas supply disruption, the so called N-1
indicator. The N-1 indicator defines the volume of gas needed to ensure supplies
during a period of sixty days of exceptionally high gas demand during the coldest
period statistically occurred within the last twenty years.

As well by March 2014, each member state gas distribution system should be
equipped with the bidirectional flow capacity on all intra-EU interconnectors,
i.e. all pipelines within the EU should be able to pump gas in a reverse flow.
Simultaneously, the Commission will be allowed to declare a Community emer-
gency at the request of one member state or if more than one member state
declares an emergency situation. According to the Lisbon Treaty Article 100,
the Council, on a proposal of the Commission, may decide, in a spirit of solidarity
between Member States, upon the measures appropriate to the economic situation,
in particular if severe difficulties arise in the supply of certain products, notably in
the area of energy.®

At the same time, the research conducted by the European Commission and GTE
(Gas Transmission Europe) have identified 43 infrastructure projects, implementa-
tion of which will mean a significant shift in the integration of gas networks within
the EU, so that if necessary it is possible to supply gas to the EU member states
who will face the supply constraints. Investment expensiveness of these projects
is at average 1-1.5 million euro for a project. Thus, the total investment volume
comes to 80 to 90 million euro.

If the above measures at EU level will be implemented and member states will
adhere to the schedule for their implementation by March 2014 the EU will be
much better prepared for eventual disruptions of gas supply. The capacity of the
EU member states provide each other assistance in case of a gas crisis will be radi-
cally improved as well.

3.3.3. Measures undertaken by the Government of the SR

The government of the Slovak Republic initiated fundamental changes in the re-
spective national legislation since the Law N656/2004 On Energy and the Minis-
try of Economy’s Regulation N459/2008 on Emergency Situations — did not foresee
a scenario of a complete stoppage of gas supplies. On 15 March 2009, the Law
On Energy was amended: the definition of the “security standard of gas supply”
has been expanded and the obligation to corporate entities active in the gas sec-

8 The European Commission set to have new powers over security of gas supply*. The European Jour-
nal, 07/20/2009.
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tor in the following way: in the case of suspension of gas supply or restriction
of its supply from abroad to ensure supplying gas to consumers for 30 days at
least in average daily volumes for the given period of the year. Amended Law
imposed an obligation on companies to meet that obligation by storing gas in
underground storages on the territory of Slovakia or through the contracts with
companies in neighbouring countries that operate gas storages. The volume of
gas stored abroad should total up to 50% of the required volume of gas. In case of
emergency, the Law defined the duties of UGS operator, including a stoppage of
extraction of gas from the storage.?

Changes to the Law On Regulation of Network Industries provided a regulated
mode of access to underground gas storages. It has introduce a model of a direct
pricing for gas storage based on comparison of prices for gas storage in Slovakia
and other EU countries. Amendments to the Mining Law empowered the Minis-
try of Economy of the SR (ME SR) to allocate a portion of underground storage
facilities to address the emergency situations already at the stage of issuing the
licenses for operating underground gas storage. On November 6, 2009, the Reso-
lution of the Ministry of Economy of the SR N459/2008 was amended: the lim-
its of the wholesale degrees have been changed, setting down an exception for
power producers and operators of underground storage in a way that in case of
emergency they are not forced to reduce their economic activity.® This regulation
defines the procedures of the Ministry of Economy of the SR for cooperation with
the gas dispatching centre and a detailed methodology for determining the value
of the wholesale limit level and heating schedules in case of emergency in the gas
sector. The new measures also include the right of the operator of the electricity
transmission network to require the elimination of restrictive measures to ensure
that the network is functioning in projected mode. For example, steam-to-gas
power stations would have the opportunity to continue to produce electricity
from gas and thus maintain normal pressure in the electricity transmission net-
work. The resolution of the ME SR suggests that in case of emergency the specific
restrictive measures, restrictions and limitations of wholesale limits and heating
schedules become a part of gas supply contracts with end consumers.®

During the post-crisis debate, many large customers have criticized the fact that
during the crisis they felt the lack of information on the events from the anti-
crisis headquarters and the gas dispatching centre. In most of cases, in situations

87 petrovi¢, Jan: Plynovd kriza v janudri 2009 - poucenie pre energetickt bezpecnost SR. Report at the
conference The Common EU Energy Policy and the Energy Security of Slovakia- Ill. The Research
Centre of the Slovak Foreign Policy Association, n.o.,Bratislava, 23-24 November 2009 [In Slovak]
http://www.sfpa.sk/dok/energetika09/PETROVIC.pdf

88 |bid..

89 Jahnatek: plynovej krizy sa nemusime bat”. CITA, 6.10.2009. [In Slovak]
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where the company needed verified and reliable information for making opera-
tional decisions in crisis management, they had to rely only on information from
the media.®® Creation of the high-quality information system which would permit
information channelling between large consumers and the anti-crisis headquar-
ters, gas control and dispatching centre of the GTS operator is a task that should
be solved by the SR government together with business circles - including the
SPP and its subsidiaries Eustream and SPP-distribution.

3.3.4. Measures undertaken by the SPP

Natural gas consumption in Slovakia amounts to 5.7 - 7 billion cubic meters of
gas a year. The exclusive solution found by SPP (Slovensky plynarensky priemysel,
a.s.) during the January crisis in 2009 in cooperation with foreign shareholders of
SPP - E.ON Ruhrgas and GDF Suez, was the precedent for the SPP long-term plan-
ning as a commercial diversification of gas supplies to Slovakia from the territory
of Germany and Czech Republic. In case of crisis, a subsidiary company of SPP for
natural gas transportation Eustream is able within 2-3 hours turn into the reverse
mode of gas supply from the CR, which was tested for the first time during the
January crisis in the period from 18" to19th January 2009.”

In early October 2009 SPP announced the signing a contract with GDF Suez,
whereby it will supply for the SPP 500 million cubic meters of natural gas annu-
ally. Earlier, in July 2009 the SPP signed a contract with E. ON Ruhrgas for supply
of 500 million cubic meters of gas. Both contracts - with E. ON Ruhrgas and with
GDF Suez - are the long-term contracts for five and ten years rspectively. In Au-
gust 2009, the SPP signed a short-term contract with German company Verbund-
netz Gas, which in case of a crisis will supply to Slovakia 30 million cubic meters
of gas.®? Thus, in general SPP has a sufficient capacity: the volume of 1.03 billion
cubic meters of gas yearly in addition to the long term contracts with Russian
company Gazprom. In case of recurrence of complete cessation of supplies from
the east, this gas can be delivered to the territory of Slovak Republic from the
west. In addition, the SPP has concluded contracts with operators of gas storages
in Slovakia: NAFTA Gbely and Pozagas on the total volume of 1,7 billion cubic
meters of gas, representing about one third of average annual consumption of

%0 See: Energy crisis: lessons learned. Business seminar, AmCham, Bratislava, 5 March
2009; http://www.amcham.sk/upload/gallery/Docs/conn_04_2009_27.pdf.

Meyer H.-G..: The gas crisis of January 2009: Lessons learned for energy security of Slovakia and the
EU. Report at the conference The Common EU Energy Policy and the Energy Security of Slovakia- Ill.
The Research Centre of the Slovak Foreign Policy Association, n.o.,Bratislava, 23-24November 2009;
http://www.sfpa.sk/dok/energetika-23nov2009BA-sk.html.

92 SPP diverzifikuje zdroje, podpisal zmluvu s GDF Suez* SITA, 5.10.2009.
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the SR. Itis much more than the respective average indicator in the EU countries.*
SPP is also involved in building a new storage Gajary-Baden®, which is operated
by Nafta Gbely Co.

Further homework for the SPP is a technological preparation for the introduc-
tion - in case of crisis — the reverse mode of the GTS, which will allow supplying
natural gas from the UGS in the western part of Slovakia to the central and eastern
districts. The crisis of 2009 clearly showed that the most vulnerable area of the SR
regarding the security of natural gas supplies is the Eastern Slovakia. When there
was a zero pressure in the pipelines at the border with Ukraine, SPP has been un-
able to deliver gas from storage facilities located in western Slovakia to the east
without running the reverse mode supplies from the Czech Republic. Ensuring
the use of GTS reverse mode is possible through investments to build additional
compressor capacities. In any case, it is a task that arises from the new Regulation
N994/2010 and must be completed by March 2014.

According to the SPP, its activity is currently focused mainly on gaining access to
much more diversified portfolio of suppliers with the European Union. The goal is
not only to reduce dependence on gas supplies from Russia, but also to develop
routes for alternative ways of its supply. The aim is to obtain alternative volume
of gas in an amount more than 10% of annual consumption of the SR.> As men-
tioned above, if suspension of gas supplies from the east happens again, SPP is
ready to start the reversal mode of the gas flow from the Czech Republic within
2-3 hours. SPP simultaneously monitors and evaluates the potential benefits of
current European diversification projects.*

In terms of investment, the cheapest option that would allow diversification
of gas supply routes is construction of new and expansion of existing connec-
tions between Slovak GTS and gas systems in neighbouring countries. In par-
ticular, it goes about construction of a new pipeline from Hungary, increase
of capacities and introduction of the reverse mode of the pipeline to Austrian
Baumgarten, and the construction of a new route that will link Poland with
Baumgarten.

Zhrnutie priebehu a dopadov krizy v doddvkach zemného plynu v janudri 2009. SPP, a. s., Bratislava 27
January 2009.

Zabezpecenie spolahlivych doddvok zemného plynu pre vsetkych odberatelov je pre SPP prioritou.
Publication for the major customers. SPP, a. s., July 2009.
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% Ibid.: After signing the contract with GDF Suez in October 2009, it is already referred to the volume

of gas that is approximately 17% of annual consumption of the SR.

% |bid.: The review of the opportunities for diversification of natural gas sources and routes in Slova-

kia, see : Stratégia energetickej bezpecnosti SR. MinictepctBo ekoHomiku CP, http://www.economy.
gov.sk/index/index.php .
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Construction of Slovakia-Hungary gas interconnector (Velky Krtis — Vecsés) will al-
low SR to have access not only to supporting supplies from the storage facili-
ties in Hungary, but it is also about prospect for gas supply from the planned
LNG terminal in the Adriatic Sea and the Nabucco pipeline. The estimated annual
capacity of the pipeline should be about 5 billion cubic meters of gas annually
and it should be put into operation in 2013.%” Introduction of the reversal flow
of gas from Baumgarten would provide access to new sources of gas, although
nowadays it is a very limited option. The prospects of its further use can change
significantly only in case of implementation of the Nabucco project, which has
to transport gas from the Caspian Sea and Middle East to Baumgarten, or of the
South Stream project, which would also be connected with the Austrian Baum-
garten. Given the fact that Baumgarten should be a destination for two major
gas pipeline projects, the expansion of Slovakia’s capacities of gas connection to
this hub was one of the priorities of diversification for the government of the SR
and the company Eustream. Finally, since 24 October 2010 it became possible to
use reverse mode of the pipeline to/from Baumgarten.®® Another alternative is to
diversify the sources of gas is to conclude the long-term contracts for import of
Norwegian gas through Germany and Czech Republic. Currently the daily capac-
ity of reverse flows from the CR is 15-25 million cubic meters of gas per day. There
are planned investments to expand capacity of gas supplies in reverse mode from
the CR to the SR.*°

All three investments - the enlargement of capacities for reverse gas flows from
the CR, the introduction of the reverse mode with Austria and the construction
of a new gas pipeline to Hungary - are in need for support within the European
economic recovery plan from the EU sources. The projects for interconnecting
underground storages on the territory Slovakia (Lab) with a network of gas transit
system on the territory of Slovakia, and the project on adaptation of the transport
network in the SR so that it would work in reverse mode from west to east Slova-
kia are under development. There is search for a consensus on the level of V4 on
joint projects to implement regional solutions to enhance security of gas supplies
to V4 countries on a regional level, including the development of a possible future
North-South gas pipeline connection.'®

With the mentioned above measures of the government of the SR and SPP, Slova-
kia is ready for full 30-day stoppage of gas supplies from Russia through Ukraine,

97 Petrovi¢, Jan, Ibid.
%8 Ppetrovi¢, Jan, Ibid.

9 Sprdva o vysledku monitorovania bezpecnosti doddvok plynu. MinictepcTso ekoHomiku CP, uepeeHb
2009 p.

190 petrovi¢, Jan, Ibid.
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or even for a longer period, depending on weather conditions and the level of gas
consumption.

As for Ukraine, it should avoid the temptation of simple solutions, suggested from
the outside, for supposedly solving the problem of loading of the Ukrainian GTS
through a joint venture with Gazprom or at all to transfer the trunk pipelines to
Russia. These proposals conceive a dangerous illusion. In order to solve the prob-
lem of the Ukrainian GTS download, it is necessary to establish cooperation with
those who are interested not the less than Ukraine in stable operation of the ex-
isting gas supply routes. Slovakia is directly interested in preserving the opera-
tion of the East European gas connector, as far as 80% of the gas transit through
the territory of Ukraine to the EU countries goes through SR. Not once or twice,
both at governmental and corporate level, Slovakia proposed to begin a serious
cooperation on the problems of security of hydrocarbon supplies to the EU, es-
pecially after the events of January 2009. However, the official Kyiv has remained
deaf and mute in a dialogue with Bratislava. It should not since cooperation with
Slovak companies of the SPP Group means also interaction with E.ON-Ruhrgas
and GdF-Suez, which are the shareholders of SPP. Ukrainian Ukrtransgaz should
establish closer cooperation with its Slovak counterpart Eustream. Ukrainian Gas
Union could cooperate with the Slovak Gas and Oil Association, which is well re-
spected association not only in Slovakia but also in Central and Western Europe. It
is Bratislava who could politically assist the government of Ukraine, helping Kyiv
make its addresses to be adequately heard in Brussels without being interpreted
by Gazprom.

3.3.5. The system of underground gas storages

Underground gas storage system is essential for reliable and uninterrupted op-
eration of any gas transport system. It plays the role of a sort of gas accumulator,
and in case of disruption of gas supplies through a pipeline it is capable to sustain
deficit of the gas delivery system for a certain period. A length of such period de-
pends on the UGS storage capacity.

UGS located in the Western countries has been working quite effectively during
the gas crisis of 2009. With their help, Slovakia managed to increase the gas sup-
ply of gas from UGS to its GTS in 2,4 times: as of 01.01.2009 the daily volume
of gas pumped out was 302 million cubic meters, while on 01.07.2009 it already
amounted to 725 million cubic meters . Obviously, the larger is the UGS storage
capacity and the greater is volume of active gas (working gas), the better it is.
Ukraine in this regard has unique position.

197 Calculated on the base of the RWE data.
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Ukrainian UGS system has been developed in accordance with general trends in
the gas industry. The need for reliable gas supply to Ukrainian consumers and
natural gas exports to European countries has been constantly increasing from
year to year, actualizing the task of creating UGS closer to the major customers, as
well as along the gas mains transit routes.

Today in Ukraine there is a complex of 13 UGSs with total active volume of gas
about 32 bcm; 12 of them are managed by Ukrtransgas and one — Hlibivske in
Crimea - by the company Chornomornaftogaz . Eleven underground gas storage
facilities are located in the depleted gas fields, and two in aquifer. Geographically
UGSs are located in 4 regions: 5 UGSs in the Western Ukraine (Bilche-Volytsko-
Uherske, Dashavske, Oparske, Uherske and Bohorodchanske), 3 UGSs in the Cen-
tral Ukraine (Olyshivske, Chervonopartyzanske and Solokhivske), 3 UGSes in the
Eastern Ukraine (Chervonopopivske, Verhunske and Kehychivskye), and 2 stor-
ages are located in the Southern part of Ukraine (Proletarske and Hlibivske). In
the Lviv oblast, there is a biggest UGS in Ukraine - Bilche-Volytsko-Uherske, which
is the second largest in the world by its capacity of an active volume of 17 billion
cubic meters of stored gas (for comparison: the world’s largest UGS is the Severo-
Stavropolskoe in Russia with an active volume of 20 billion cubic meters of gas;
the largest underground gas storage in the EU is Rehden in Germany with an ac-
tive volume of 4 billion cubic meters).

The total active gas volume in Ukrainian UGSs is over 55% of annual natural gas
consumption, what places Ukraine within the world top countries under this pa-
rameter. For comparison, the figure for other countries is: 29% in France, 26% in
Italy, 20% Germany, and 15% Russia. The above-mentioned criteria in general indi-
cate the reliability and security of gas supply for domestic consumers in Ukraine.

Ukrainian UGSs have not been used at their full capacity since 1991, the average
volumes of pumping and extraction of gas during the pre-crisis period amounted
to 17 bcm per year. For a long time, the main consumers of gas storage services in
UGS were traditionally JSC Gazprom, NJSC Naftogaz Ukrayiny, Ukrnafta, RUE and
Ukrgaz-Energo. However, the use of Ukrainian UGSs became covered by a peculiar
aura of non-transparency. Within the neighbouring countries of Ukraine the per-
ception has been formed that there is a privileged circle of customers of Ukrainian
UGS system. The primary of the privileged customers is Gazprom represented by
its subsidiaries, affiliates and satellite structures (Gazprom Export, RUE, Ukrgaz-
Energo), which enjoy respective price preferences. They prevent the use of under-
ground gas storage in Ukraine by companies from the Central Europe, which are
uncertain, given the priority status of the Russian monopoly, whether they will be
able to obtain the necessary gas volumes from Ukrainian underground storage
facilities during peak demand, i.e. in the winter season. Thus, Ukraine misses the
significant benefits from its UGSs, and its neighbours are increasingly focusing on
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integration of their own low-volume storage facilities into a single network.

Ukrainian UGS offered services to neighbouring CEE countries, but only within
a relatively insignificant gas volumes (200-300 mcm) have been pumped during
several years (from mid 1990s to 2002) under the contract with the Polish compa-
ny PGNiG and Hungarian MOL. It should be noted that Ukrainian customs legisla-
tion ignores the peculiarities of the gas business activities what creates additional
problems in the implementation of contracts for gas storage.

In Ukraine today there are good conditions for further expansion and increase of
existing storages capacities as well as for construction of new ones. Services of
gas storage in Ukraine’s UGS are based on licenses issued by the NERC. Currently
only two such licenses have been issued to the companies Ukrtransgas and Chor-
nomornaftogaz. Due to the fact that throughout the period since 1991 the vol-
ume of active gas in the UGS of Ukraine has not been reaching its maximum value
(32 becm) there are technical possibilities for storing larger amounts of gas. Under
the present legislation, and especially after Ukraine’s accession to the European
Energy Community and in view of adoption of the Law of Ukraine On Principles
of the Gas Market Operation in accordance with the Second EU Gas Directive,
licensees must ensure non-discriminatory access to the UGS for everyone willing
to get it.

Underground gas storage and creating a separate channel for its uninterrupted
supply to Slovakia in the case of recurrence of disruptions in Russian gas supplies
could be another focus area where Ukraine and Slovakia could cooperate both
on corporate and intergovernmental levels. In order to create such backup chan-
nel of emergency gas supply from the Western Ukrainian UGS located in relative
proximity to the border with Slovakia, it is necessary to conduct a feasibility study
on the Ukrainian UGS capacities in the area of the Compressor Station Uzhgorod.
For example, some time ago during the construction of gas pipeline threads from
the compressor station Uzhgorod to Slovak territory, there was laid 10.6 km of
pipelines (IV looping, & 1000 mm), which is existing in a working condition as
yet. On the Slovak territory this pipeline has not been continued further. There-
fore, theoretically, it could be connected through one of existing pipeline threads
from the UGS, and in case of carrying out the relevant engineering works on the
Ukrainian and Slovak territories; an independent gas supply channel from Ukraine
to Slovakia could be created.

Potential of the Ukrainian UGS system is important from the perspective of the EU
plans to increase the storage capacities on the territories of the member states.
On the recommendation of the IEA, UGS volumes should be increased from the
level of 75 billion cubic meters in the pre-crisis 2008 to 134 billion cubic meters
in horizon of 2025.
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If the UGS system in western Ukraine will not be in some way integrated into the
plans of the EU (Slovakia and V4 countries can facilitate its integration), then already
in the horizon beyond 2020 it will not become relevant anymore for the EU.

Gas storages — a contribution to the security of supply
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3.3.6. Inconvenient scenarios

Ukraine’s delay in the implementation of the Brussels declaration on the mod-
ernization of gas transit system of March 23, 2009, Russia’s promotion of the by-
passing projects, European institutions’ systemic and complex work upon inte-
gration of national gas networks and storage facilities under a single EU energy
space - all of that can create a new map of gas flows in Eurasia. Slovakia’s and
Ukraine’s place at this map could be changed in not a positive manner. Transcar-
pathian connector may be used minimally with unstable transit volumes, and in
further perspective it could start to get empty. Ukraine and Slovakia are facing
the challenges of Russian bypasses, what has been analyzed above. However,
the situation in the Western direction is not favourable for both countries as
well.

German company RWE and its subsidiary NETAGAS that operates Czech transit
pipelines has worked out technical regulations for the reverse mode for the exist-
ing pipeline system East - West, and continues working on its improvement. Its
goal is to make the GTS reverse mode technically equivalent to the normal func-
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Challenge for Ukraine and Slovakia in the context of
Nord Stream—OPAL—-Gazela integrated pipeline system
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tioning of the gas pipeline LanZhot (SR-CR border) — St Catherine Mt (CR-Germany
border). In 2011, NET4GAS has to complete the relevant package of works.

After completion of the pipelines Nord Stream, OPAL and Gazela, actually they
will form an integrated system through which large volumes of transit may be
directed to bypass Ukraine and Slovakia. Czech Republic thus becomes a kind of
a“gas switch” of Europe.

The Czech Republic has started to be labelled a future “gas tiger” of Europe. Of
course, to some extent this is a metaphor, but given the fact that the Czech gas
industry is owned by German companies, they are materializing a strategy of
deepening diversification of routes and maximizing the gas flows traffic (both ex-
isting and the future ones) through Germany and the Czech Republic, where they
occupy the dominant position.

In addition, once Nabucco and South Stream will be implemented and intercon-
nector system North-South will be formed the gas traffic through the Transcar-
pathian connector will be minimized. The Nord Stream influence on the GTS load
of the Slovak operator Eustream will amount to 10% decrease in transit of gas in
2012 after the Nord Stream first stage will start up, and to 27% from the mid of
2014 once its second stage will start up and reach the full transit capacity.
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How reasonable are new routes if they lead to
stranded investment elsewhere?
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In this case, a rather optimistic view of Eustream is a reflection on the extension
of contract with Gazprom Export to 2028 when it comes to transit volumes of gas
to Baumgarten.

Also, against the tendency to increase imports of Norwegian gas, which was a re-
sult of Gazprom stiff pricing policies in Europe, as well as the result of Statoil-
Hydro's consistent policy of expanding its market niche, it should be taken into
account the probability of additional projects that can influence the stability of
traditional gas flows from the East. There is an important project being devel-
oped, which today does not look as the most advanced against the background
of projects as Nabucco or ITGI, but which can get a head start in case of their fail-
ure, or it can be just develop in a parallel way. This implies to the pipeline Oviedo
- Bilbao - Barcelona — Ulm with total length of 2242 km, which can transport gas
from the LNG terminals in the Northern Spain to the Southern Germany.'??
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The transportation from western EU countries to central EU countries of
natural gas from LNG terminals of Spain: Oviedo, Gijon, Bilbao and
Barcelona to South Germany (Ulm): Oviedo — Bilbao — Barcelona — Ulm

This advantage of this route is an absence of dependence on a single supplier, as
it usually occurs in pipeline supplies from Russia, Norway or Algeria. LNG coming
to Spain across the Atlantic connector terminals may have different origins, e.g.

192 The Revision of the Trans-European Energy Network Policy (TEN-E): Final Report, p. 53
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from Nigeria and Trinidad-and-Tobago. In the future it may be also the U.S. shale
gasin liquefied form. The project proposal suggests developing capacities of four
LNG terminals in Northern Spain from the current 38 billion cubic meters per year
to 50.3bcm.'®

This requires a special attention from Slovakia and Ukraine as far as it may be one
of the factors of gas flows reorientation in Europe from the traditional East-West
direction to the West - East under the influence of a “German factor”. On its part,
Norway becomes more and more influential player in Central Europe by expand-
ing successfully a market niche for the North Sea gas while simultaneously it is
trying to limit the emergence of surplus gas offers in the region. In this regard the
“Norwegian factor”is effecting restrictively when it comes to the development of
Nabucco project.

The StatoilHydro, which develops jointly with BP the Azerbaijani Shah Deniz field
and owns shares of Trans-Adriatic Pipeline (TAP) is trying to accelerate the imple-
mentation of the Turkey-Greece-Italy interconnector (ITGl) and TAP project push-
ing them ahead of Nabucco. In this case, the additional gas volumes from the
Caspian region might be channelled to the South of Europe. If this happens the
Caspian gas is unlikely to enter the Baumgarten hub by the end of the present
decade. This means that the Central Europe will remain an area of the monopolies’
(Russian Gazprom and Norwegian StatoilHydro) in competitive and partner rela-
tions with a “German regulator”. It is this type of relations that can be character-
ized simultaneously as partnership (for example, in Shtokman field development)
and competitive (in the EU market or in the Barents Sea). In the future, they may
lead to the exchange of assets between the three major players: Russian, German
and Norwegian companies. Austrian OMV will hardly remain aloof especially if
Nabucco is implemented.

The SPP ownership structure, where 49% is owned by the French-German tan-
dem, reflects nowadays the realities of the late 1990s of the last century, rather
than present situation, not speaking about prospects for the coming years. Thus,
it may be significantly altered. Accordingly, changes may influence also the posi-
tioning of the SPP and Slovakia in the new gas coordinates of Europe, where the
transit (in relation to other EU member states) and connecting role of the SR may
be intercepted by other players - Austria and the Czech Republic, while German
and Norwegian suppliers will be able to expand their niche into the Slovak mar-
ket. Stronger gas flows competition certainly will be a positive factor for the SR;
however, its transit role might be minimized as a result of more powerful factors,
which Slovakia is unlikely to be able to counter-balance relying only on its own
resources or even in cooperation with Ukraine.

193 The Revision of the Trans-European Energy Network Policy (TEN-E): Final Report, p. 53
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4. Multiple vectors of oil

4.1. THE“END OF DRUZHBA” AND THE SECURITY OF OIL SUPPLY IN CEE

Analogous to disruption of gas supply during the gas crisis of 2006 and 2009,
there was a disruption of oil supply from Russia to Slovakia in 2007 through the
‘Druzhba’ oil pipeline, which runs through Belarus and Ukraine. The reason of the
oil crisis was a conflict between Moscow and Minsk as on outcome of complex
and non-transparent economic relations within the Union State of Russia and
Belarus.’™ Russia introduced a customs duty on Russian oil supplies to Belarus
starting from 1 January 1 2007. In a turn Belarus announced the introduction of
fees for transit of Russian oil through its territory. On January 8, 2007, Russian
company ‘Transneft’ stopped transit of oil through Belarus, accusing the latter in
an unauthorized taking-in of Russian transit oil. Oil refineries in Central Europe as
well as two Eastern German refineries which are traditional customers of Russian
oil delivered via Druzhba had to switch into manufacturing of oil products from
their own oil reserves. Finally, on 12 January 2007 Prime-Ministers of Russia
and Belarus signed the “Agreement on measures to settle trade and economic
cooperation in the field of export of oil and oil products’ what has led to the
renewing of oil transit via Druzhba oil pipeline.

Projections say that the fields of heavy oil in Russian Western Siberia, which
are being exploited since 1960s and which supply oil for the Druzhba pipeline,
providing that volumes of extracted oil will remain at present level, may be
exhausted in horizon of 2014. “..The legacy of the Soviet period will let to
draw growth of oil production on the paper still within five to ten years before
production will start rapidly to fall’; - that is what independent Russian expert
Y. Kogtev is thinking regarding the extra-optimistic oil forecasts of the Federal
Agency on Oil Resources.'®

194 sahrn udalosti stvisiacich s prerusenim dodéavok ropy cez Bielorusko” TASR, 9.1.2008. - “Summary
of events associated with the interruption of oil supplies through Belarus”. TASR, 9.1.2008.

195 |bid: “Head of the Federal Subsoil Resources Management AgencyAnatoly Ledovskikh reported for
the work carried out by his department in 2010. Results, as usual, are impressive. Growth of liquid
hydrocarbon reserves totaled 750 million tones, what means reserves exceeds the volume of pro-
duction in one and half times,
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According to the Energy Strategy of Russia until 2020 (as from 2003) as well as the
new version of this strategy until 2030 (as from 2009), Russia’s aim is to redirect
its oil exports in order to bypass the territory of Belarus, Ukraine and the Baltic
countries.'® Russia stopped transit of oil to Latvian oil terminal Ventspils — the
most powerful in the Baltic Sea during the Soviet Union period - in 2003 as well
as it stopped oil supplies to the oil-refinery in MaZeikiai and the oil terminal
Batinciems in Lithuania in 2006. Thus, even if Russia will be able to sustain its oil
production, the Baltic experience proves that there is a threat of non-economic
factors that motivate decision-making process in Russia in the area of oil supply,
including redirections of oil transit, imposing restrictions, reductions of oil supply
or even their complete stoppage. That is possible first of all because of the
growing surplus transit capacity of Russian ‘Transneft’ company thanks to newly
developed transit infrastructure in Russia that allows for redirection of oil transit
as foreseen by the Energy Strategy of Russia.

Table 8. Selected indicators of the oil sector of Russia according to phases
indicated by the Energy Strategy until 2030.»'”"
2008 (de- | phase Il phase Il phase

facto) (2013-2015 [(2020-2022) (2030)
Oil production

487,6 486-495 505-525 530-535
(103,7) (103-105) | (107-112) | (113-114)

Total, (in mIn. tons and %
comparing to 2005: 470,2 min.
tons)

Oil refiner
Total, (in mIn. tons and % 237 232-239 249-260 275-311
comparing to 2005: 208 min. tons) (113,8) (112-115) | (120-125) | (132-150)
Oil transportation

Surplus of capacities of pipelines
for supplies out of CIS countries (in 2 36 -52 61-67 65-70
% comparing to 2005)

Export of oil and oil products
The share of Asian-Pacific direction
within the total export of oil and
oil products (in % comparing to
2005)

8 10-11 14-15 22-25

106 EHepeemuueckas cmpamezua Poccuu Ha nepuod 0o 2020 200ad. YTBEpPXAEHaA pacnopskeHnem
MpasutenbcTBa Poccuiickon ®epepauyun 28 asrycta 2003 . Ne 1234-p. - Energy Strategy of Rus-
sia until 2020. Approved by the directive of the Government of Russian Federation on August
28, 2003 N2 1234-p.; EHepeemuyeckas cmpameaua Poccuu Ha nepuod do 2030 200a. YTBepxaeHa
pacrniopsxeHviem Mpasutenbcta Poccuiickon Oepepaumnn 27 asrycta 2008. - Energy Strategy of
Russia until 2030. Approved by the directive of the Government of Russian Federation on August
27,2008.

197 Quantitative data are taken only from: «EHepzemuueckoti cmpamezuu Poccuu Ha nepuod do 2030 200a»
MpunoxeHna N3 1 N°4 (Energy strategies of Russia for the period until 2030. Annexes 3 and 4).
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The above table proves a dangerous trend from point of interest of European
customers of Russian oil, a trend which is envisaged by the Energy Strategy of
Russia.

If one takes the time horizon of 2020 one may observe a relatively small increase
in terms of predicted volume of oil production (7-12%), a substantial increase
of producing capacity of Russian refineries (20-25%) as well as a serious growth
of pipeline capacity to transport oil (61-67%). In other words, export volumes
of crude oil from Russia will tend to be decreased whereas refining capacity,
including export of oil products will be increasing. Finally, the growth of transport
pipeline capacity of Russia will increase and first of all thanks to development
of transport routes aimed at exporting Russian oil to the Pacific through the oil
transit system “Eastern Siberia - Pacific Ocean”.

It is worth to note here words of the former head of Transneft who said yet in
2006: “All our export capacity is directed to Europe, which is overfed by Russian
oil. That is why a speculative, discriminatory attitude toward a price on our crude
oil prevails in Europe.”’® Thus, we can conclude that the strategic goal of Russia
is, similarly as in the sector of natural gas, to create a diversified system of oil
exports in order to affect oil price in European market, including enlarging room
for manoeuvre vis-a-vis European customers. It is possible also to assume that
an announcement on restricting and/or terminating oil supplies via Druzhba -
because of its old age (50 years of exploitation), etc. — has been made with the
aim to exert pressure on refineries and oil transit companies in CEE so that Russian
companies are given their part in oil assets of CEE countries that are traditional
purchaser of oil delivered via Druzhba. One should also take into consideration
the fact that profitability margins of refineries in Europe are decreasing and
that’s why they are pushed to undergo a restructuring process, including their
ownership structures. Russian oil companies that have their own oil resources,
including a geographically convenient logistical access to the EU market might
be given strong preferences.

Reduction of oil supplies from Russia to the Czech Repubilic in July 2008 raised
many questions about future of Russia — CEE interaction in oil sector and not only.
While the United States agreed with the CR and Poland on deploying elements of
its antimissile defence system in these countries at that time, Russia was strongly
opposing the move considering it a threat to its national security. In order to
prevent the deployment of the antimissile radar in the Czech Republic, Russia
got ready to counteract with the use of various countermeasures. It showed it

198 Poccniickan raseta” - QepepanbHbliit BbINyck N23994 oT 10 ¢epana 2006 r. http://www.
rg.ru/2006/02/10/a98045.html - Rossijskaya gazeta. Federal Issue N23994. February 10. 2006. —
Available online: http://www.rg.ru/2006/02/10/a98045.html
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is ready to apply non-diplomatic methods by the reduction of oil supplies to the
Czech Republic, which “only by accident” coincided with the day of signing the
treaty between the CR and the U.S in Prague on the deployment of U.S. radar
defence system. Official explanations of the reduction of oil supplies from Russia
to the CR have not been given. Later on statements came from Russia in way of
referring on technical and organizational problems, absence of contracts between
suppliers of Russian oil and Czech refineries, etc. Anyway those post-fact technical
explanations looked completely untrustworthy against the aggressive anti-radar
rhetoric of Russia as well as a strange timing of the reduction of oil supply with
the date of signing of the respective U.S. — CR treaty. As for the CR the reduction of
oil supply from Russia was not a catastrophe since at the time it happened CR has
had 115-day strategic oil reserves as well as it had an access to alternative supply
of oil via the Trans-Alps Pipeline (TAP) and the Ingolstadt - Kralupy - Litvinov
pipeline (IKL) constructed yet in 1996.

Refineries in Central Europe, including Slovnaft Bratislava, which belong to the
traditional purchaser of Russian oil transported through the ‘Druzhba’ pipeline,
face the problem of ensuring the supply of oil within the coming five years. In
other words, when it comes to security oil supplies it is equally important for
energy security of the SR as the security of gas supplies.

Slovakia met the requirements envisaged by the Council of the EU Directive
2006/67/EC, whichimposed the obligation for member states to maintain strategic
oil reserves in the volume equal to 90 days of daily consumption of the previous
calendar year in December 2008. On September 14, 2009, the Council adopted
a new Directive 2009/119/EC that changed the methodology for the calculation
of oil reserves. Member states should have reserves amounting to 90-day supply
of oil equivalent to daily net imports of crude oil and oil products during the
previous calendar year. Transitional period for the EU member states to achieve
the desired level of emergency oil reserves under the new directive was ending 1
January 2011. According to the State Department for the Reserve of SR, Slovakia
has emergency oil reserves equal to 92 days of daily consumption in 2008, with
55% in the form of oil and 45% in the form of oil products (36% - gasoline, 53% -
oil, 5 % - jet fuel, and 6% - fuel oil). Together with commercial stocks, Slovakia has
oil and petroleum products equal to 100-120 days of consumption in 2008.'%°

Unlike natural gas, the law number 170/2001 on emergency oil stocks and crisis
emergencies does not oblige private companies in Slovakia to maintain strategic
reserves of oil. Emergency oil stocks are fully within the responsibility and

199 sekova, Andrea, Oil security and emergency reserves of crude oil and petroleum products in Slovak
Republic. Report on the conference,Common EU Energy Policy and the Energy Security of Slovakia
IIl,. Research Center of the Slovak Foreign Policy Association, nonprofit organization, Bratislava,
November 23-24, 2009. Available online: http://www.sfpa.sk/dok/energetika09/SEKOVA.pdf. - ;
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governance of state."’® However, more and more EU member states (including
members of IEA) tend to apply the model of supporting the development
of emergency oil stocks by means of end-users of oil products. The three EU
countries (Austria, Italy and Greece) put the responsibility for the maintenance of
emergency stocks to oil companies that must provide the resources for their own
account. In other EU countries, except for exclusively oil exporters (UK) which are
not required to maintain emergency oil stocks, there were created agencies that
manage the strategic oil reserves by the end user costs (e.g. Germany, Holland,
Belgium etc.) ora combination of an agency model (paid by end user) with a model
of oil company (oil company pays). Czech Republic and Slovakia are the only two
EU member countries where the strategic oil reserve is fully in competence and
management of the government.™

10 |bid.

"1 Senkovi¢, Marek: European Oil Security Challenges. Report on the conference ,Common EU Energy
Policy and the Energy Security of Slovakia Ill,.. Research Center of the Slovak Foreign Policy Associa-
tion, , Bratislava, November 23-24, 2009. Available online: http://www.sfpa.sk/dok/eneregtika09/
SENKOVIC.pdf.
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In Slovakia there is a need to further discuss the profitability of the existing model
of emergency oil and oil products. In terms of security of oil supplies to the EU
and addressing the emergencies it is of extreme importance to sign cross-border
agreements between EU member states on the use of free capacity of oil storages
in neighbouring countries (in case of Slovakia, it is particularly the ability to use
existing free storage capacities in the Czech Republic and Hungary).

The issue of strategic oil reserves in CEE countries is of strategic importance for
their energy security and especially in the context of the problem of BPS-Il - and
launching the exploitation of Unecha - Ust-Luga pipeline in Russia, which will
redirect traditional oil supplies from the Druzhba pipeline to a Baltic direction.

The management of Russian ‘Transneft’ is open when it comes to its intentions:
“We will not of course fill foreign ports at the interest of our own <...> BPS-2 will
be filled with oil from ‘Druzhba’ which is currently directed to Gdansk; we'll make
easier operation of the Primorsk terminal <...> as well we'll take down crude
from the Odessa-Brody and the Brody-Yuzhnyy terminal directions”''? However,
at the same time the above statements are added by contradicting declarations
reassuring costumers in CEE that Russia does not want change its strategy: “There
is no logics in reducing supplies via routes, which serve decades for oil delivery
to European refineries”'™ Although, it is difficult to rely on such statements
considering the unprecedented and full stoppage of oil supply to Lithuanian
refinery Mazejkiu Nafta in 2006, which has been later on justified by technical
problems.

4.2. OIL REFINING IN SLOVAKIA

Thefollowing companies play the dominant role in oil refining and the oil products
market in the CEE region: MOL, PKN Orlen and Lukoil. Hungarian company MOL
owns refineries in Hungary, Slovakia and Croatia. Polish company PKN Orlen is
the owner of oil refineries not only in Poland but also in the Czech Republic and
Lithuania. The Russian company Lukoil became the owner of refineries in Ukraine,
Bulgaria and Romania. Above three companies are major players on the market
of oil products in CEE. On the other hand, the main trend in the oil market in
Central Europe in recent years is marked by the fact that the market was left by
the powerful U.S. companies ConocoPhilips and ExxonMobil. Functioning of
refineries and oil market in Central Europe reflects the negative impact of the

2 M. Apycmamos, suue-npesudenm AK «TpaHcHegme», uHmepevio TTH, Ne11-2010 http://www.
transneft.ru/objectdata/CatalogUnitimpl/11398/09-11.pdf - M. Arustamov, vice president of Tran-
sneft, in interview to the journal “Truboprovodnyj Transport Nefti” (TTN), N2 11-2010Available onli-
ne: http://www.transneft.ru/objectdata/CatalogUnitimpl/11398/09-11.pdf

3 Ibid.
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economic crisis — the amount of oil refinery and oil products sales decreased. It
is expected that this situation will continue in subsequent years, depending on
the economic crisis. Moreover, the problem of CEE market is that is still far from
becoming a full-fledged oil market in comparison with other regional markets of
the EU, e.g. North-Western part of Europe (ARA) and Southern Europe (MED)."™*

The only Slovak refinery Slovnaft is one of the leading refiners not only in Central
Europe but also in the EU in terms of efficiency of processing crude oil and oil
products with high added value - motor fuels and polymers. Annually it refines
5.5 - 6 mIn tons of oil. In 2008 ‘Slovnaft’ was ranked the second position within
the European refineries in terms of efficiency of refining process. The share of
oil products with the high added value is 86% and only 14% are the products
with lower market price (heavy oil, grease, asphalt, sulphur, etc.). To compare: in
1995 correlation of Slovnaft products with high added value to products with
low added value was 59%: 41%. Technological process of Slovnaft has been
traditionally oriented on refining heavy Russian oil brand Urals.""*

In the period after the oil crisis of 1973 oil consumption in the EU increased
slightly, despite the fact that the GDP of EU countries during this period increased
in 2.5 times. In the long term (the ongoing decade and possibly the next few
decades) there will be no real alternative to replace the production of motor fuels
and polymers from sources other than oil. Therefore, EU policy on oil security
should prevent transfer of oil refining process to countries located outside the EU.
Development strategy of processing oil in the EU should focus on production of
oil products with high added value. From this perspective it is important that the
EU’s commitment to combat climate change does not put in a disadvantageous
position the refiners of the EU as well as the EU should apply equal approach to
all countries in matters of limiting carbon emissions.'®

Thus, problems of supply of oil of Urals brand or similar brands to refineries in
Central Europe will remain a key challenge. Although in the case of Slovakia it is
a corporate prerogative since the owner of ‘Slovnaft’is Hungarian MOL. However,
the government of the SR has to keep under consideration the issue of security of
oil supply in order not to become dependent on the market strategy of a foreign
shareholder.

4 Lippold, Marcus: Security of oil supply and the development of oil markets in Central Europe. [lonogiapb
Ha KoHoepeHLuii ,CninbHa eHepreTnyHa nonitmka €C Ta eHepreTuyHa 6e3neka CnosayunHm 1"
HocnigHnubknin ueHTp CnoBaubKoi acouiauii3oBHIWHBbOT NoOAiTMKK, H.0., bpaTtucnaBa, 23-24.
nucrtonag 2009; http://www.sfpa.sk/dok/energetika09/LIPPOLD.pdf.

15 CeHKoBiy, Mapek, uutoBaHa npaus.
16 |bid.
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4.3. ODESA - BRODY -“SOUTHERN DRUZHBA” AND ALTERNATIVE
SCENARIOS

4.3.1. Transportation of oil in Ukraine

Russia is the key external supplier of oil to the EU. Import of oil to the EU in 2008
reached 491 min ton (72% of annual EU consumption), 180 min ton of which were
imported from Russia. As already noted prospects for the exploitation of ‘Druzhba’
pipeline after 2012 when it reaches 50 years age remain unclear. In terms of
ensuring long-term oil supplies from Russia provided that Druzhba will not be used
by Russia to supply oil to CEE an alternative solution for a number of refineries in the
region will be an increased delivery through the Adria pipeline from the Croatian
oil terminal on the Adriatic coast Omisalj through Hungary to Slovakia. Another
possible option is to reverse transportation of oil from the Czech Republic, the route
from the terminal in the Italian Trieste and oil pipelines TAL and IKL on the territory
of Austria and Germany. Active promoter of such alternative scenario for supply of
Russian oil is the Czech oil transportation company MERO a.s.

Trieste — TAL — IKL and Adria routes for Slovnaft

However, a simple comparison of pipeline routes of Adria and TAL - IKL provide
the evidence which is not in favour of the latter, since the length of the route for
oil transportation and tariffs will be significantly higher in comparison with Adria.
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In addition, the Ministry of Industry and Trade of CR prefers diversification of oil
supply so that part of the crude comes from East and another part comes from
the West. For the SR switching of oil flows from East to West means the loss of
revenues from oil transit via its territory. The same is true also for Ukraine. The only
exception is if Ukraine and Slovakia will take advantage of opportunities provided
by the use of Ukrainian oil transportation system.

Ukraine has the second largest oil transportation system in Europe consisting of 4671
km of pipelines, 51 compressor stations, 11 oil storages with total capacity of more
than 1 million cm, and the terminal “Pivdennyy” near Odessa on the Black Sea coast.

The Ukrainian system includes the following oil pipelines:

® Qil pipeline Druzhba: from the border with Belarus to Uzhgorod on the border
with Slovakia with further direction to Slovakia, Czech Republic, Hungary, and
to the western Ukrainian refineries (Drohobych and Nadvirna);

e “Prydniprovski oil pipelines”: from the border with Russian Federation to 4
eastern and southern Ukrainian refineries (Lysychansk, Kherson, Odesa and
Kremenchuk), and to the Black Sea ports Odessa and Yuzhnyy;

® pipeline“Odesa-Brody”and terminal ‘Pivdennyy’for transit of oil flows from the Black
Sea (delivered by tankers to ‘Pivdennyy’) with subsequent transportation through
the Odessa-Brody pipeline and ‘Southern Druzhba'to Belarus and the EU countries.

Belorussian oil traffic via Odesa — Brody started.
Window of opportunity for Brody — C.Europe is opened...
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With the launch of the terminal “Pivdennyy” and the Odessa - Brody pipeline into
operation in 2002, Ukraine has created technical capacities to import and transit
oil from other than Russian sources that has been used until 2011. In 2011 the
above new capacities started to be used to supply Azerbaijan oil to Belarus on the
base of a swap contract between Belarus, Venezuela and Azerbaijan.

Transit capacity of oil transportation system of Ukraine at its entrance is over
100 min ton per year. Ukraine’s pipeline system was developed as a part of
the transit oil pipeline system of the former Soviet Union in the framework of
a comprehensive program of energy-supplies within its territory considering
the location of oil refineries. Thus, the capacity of the oil transportation through
the territory of Ukraine was calculated following the producing capacities of oil
refineries in Ukraine, export of oil primarily to allow for supply of Russian oil to
Central Europe, and the capacities of oil terminals in Novorossiysk and Odessa.

Table 9. Transit capacity of the main oil pipelines in Ukraine

Name Projected capacity, De-facto capacity,
min. tons per year min. tons per year

Samara (RF) — Lysychansk 90,0 62,0

Michurinsk (RF) - Kremenchuk 18,0 18,0

Mozyr (Belarus) — Brody 34,0 28,0

Snihurivka — Odesa 13,2 16,2

Lysychansk — Tikhoretsk (RF) 30,0 16,8

(directed to Novorossiysk )
Brody - Uzhgorod
(directed to Slovakia, Hungary and 25,0 24,7
Czech Republic)

Odesa - Brody (I stage/ full projected
capacities)

14,5/40 14,5

The initial processing capacity of refineries, located in Ukraine was designed to
provide oil products not only for consumersin Ukraine but also fora considerable
part of the bordering regions of the Russian Federation. Economic crises of the
1990es as well as the dissolution of the Soviet Union were two main reasons
leading to the significantdecrease of production activities of Ukrainian refineries.
For example, the volume of the refined oil products by Ukrainian refineries in
1991 was 58.1 mIn tons per year whereas in 2000 it was only 8.5 min tons. The
peak of 22.9 mIn tons was reached in 2003. Since that time the gradual decrease
can be observed with 11.1 mln tons of oil products in 2010'"”. Consequently
the volumes of refined oil products influenced the volumes of loaded oil in

17 According to statistical data of Ministry of Fuel and Energy of Ukraine. Available online: http://mpe.
kmu.gov.ua/fuel/control/uk/publish/category?cat_id=35081
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transportation system of Ukraine what led to under-loaded existing pipeline
capacities.

However, the main factor affecting the loading of oil transportation system
of Ukraine is the strategy of RF to bypass territories of transit countries. Russia
has been consistently implementing policy of developing its own oil transport
capacity and the export terminals in order to reduce dependence on transit
countries. The main factor that has significantly influenced the redistribution of
transit flows of oil from Russia was the construction of BPS-I, including a new oil
terminal in Primorsk on the Baltic Sea coast with the export capacity of 73 min
tons per year. Another factor was the construction of the oil pipeline ‘Sukhodilna-
Radionivka’in 2001, which allows for the transportation of Russian oil to terminal in
Novorossiysk bypassing the territory of Ukraine. Both projects led to a significant
reduction of Russian oil transit through Ukraine as well as called into question
prospects for the use of Ukrainian sea ports for the export of Russian oil.

Table 10. The volume of pipeline transit oil, min.tons
2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010
564 | 48,6 274 | 33,2 32,6 314 | 33,2 39,7 32,8 29,1 | 20,14

Data of Ministry of Fuel and Energy of Ukraine. Available online: http://mpe.kmu.gov.ua/fuel/
control/uk/publish/category?cat_id=35081

The following are the transit oil pipelines in Ukraine that have been active within
the last decade:

¢ Transit of oil through ‘Druzhba’ pipeline to Hungary, Slovakia and the Czech
Republic. This transit covers almost 100% of needs in crude oil of Slovak
Republic and Hungary and almost 2/3 of the Czech Republic;

e Transit of oil through the system of “Prydniprovski oil pipelines” to Odessa
port, which serves as a hub for the export of Russian and Kazakh delivered to
Ukraine via Russia;

® Transit of Russian oil through Odesa-Brody pipeline to the oil terminal
‘Pivdennyy’ (in 2004-2011 the rout was used in the reverse direction).

When it comes to an oil transit position of Ukraine the following two different oil
streams that cross its territory should be noted: oil transit through the pipeline
‘Druzhba’ to the oil refineries in Central Europe, which has been stable for many
decades years; and the transit of oil to the ports of Odesa and Yuzhnyy, through
which it was delivered onward to the Mediterranean market. The volume of oil
transit via sea ports of Ukraine is comparable with other oil export ports located
on the coasts of the Black Sea and the Baltic Sea, e.g. Russian ports in Novorossiysk
and Primorsk, or Gdansk in Poland.
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Thus, following the above data we can conclude that the volume of oil transit
through Ukrainian oil transport system has declined in 2.8 times within the past
decade. If we consider the fact that 17 million tons of oil of the total of 20.14
million tons of oil transited through Ukraine 2010, was an oil transit through
‘South Druzhba’ for customers in Slovakia, Hungary and the CR, it is easy assume
that in case of termination of supply of Russian oil through ‘Druzhba’ the transit
function of Ukraine will become close to zero.

This situation, among other reasons, results from the Agreement between the
Government of Ukraine and the Russian Federation on oil transit through Ukraine
of August 18, 2004, and also the Contract on services for oil transportation
through the territory of Ukraine between Ukrtransnafta (Ukraine) and JSC
‘Transneft’ (Russian Federation) of November 16, 2004 concluded for the period
of 15 years. The contract gave the Russian oil transport monopoly exclusive
right to make contracts with Russian oil companies on oil transportation
through Ukraine. In this way, the ‘Transneft’ company became the only
customer of transport services and acts as a liaison between ‘Ukrtransnafta’
and oil producers from Russia. Contract with “Transneft” did not include any
‘ship or pay’ obligations for Russian side. This allows Russia for preferring other
transport routes at the expense of Ukraine since the existing contractual
framework between the Ukrainian and Russian operators of oil transit pipelines
includes no commitment of the Russian side to load Ukrainian oil transport
system. Moreover, following the contract Ukrainian side has to coordinate
with Russian partners the exploitation of its oil transportation routes, rates and
other provisions of transit services. The above contractual framework enabled
Russia to block transportation of oil via pipeline Odesa - Brody to European
consumers.

4.3.2. Locking-out the European direction of the Odessa — Brody oil pipeline

The main business idea of the Odessa - Brody pipeline is to use it as a cheaper
alternative for the oil transport from the Caspian basin to Europe in comparison
with the traditional route via the Black Sea straits and the Adriatic terminal in
Trieste. The idea of this project has been developed by such oil companies as
Azerbaijani SOCAR, Kazakh KazMunaiGas, and American ChevronTexaco for which
the pipeline Odessa - Brody gives an opportunity for a less expensive transport of
their oil produced in Caspian basin to European refineries.

‘Ukrtransnafta’ in cooperation with respective Ukrainian state agencies on the
implementation of the Euro-Asian Oil Transport Corridor (EOTC) project managed
to sign a number of contracts with both suppliers and consumers of Caspian oil,
in particular:
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e With the state oil company of Kazakhstan KazMunaiGas and the Turkish trader
SOM Petrol — an agreement on loading Odesa - Brody pipeline with crude oil by
the volume of 7.6 min tons (4 and 3.6 min tons respectively) in 2004;

e With PKN Orlen and “Grupa LOTOS" (Poland) - protocols on the use of Odesa -
Brody pipeline for supply of light oil up to 7 min tons annually;

e With the Czech Holding Unipetrol Refinery - memorandum on supplying
refinery in Kralupy (CR) with light oil (2.5 mIn tons).

In addition, Ukrainian refineries in Nadvirna and Drohobych have guaranteed
taking-in up to 2 million tons of oil delivered via Odessa — Brody pipeline annually
for their own needs.

Diplomatic efforts aimed at creating the legal framework for the construction of
the Polish part of the EOTC project (Brody - Plock) were undertaken. In particular,
the Agreement between the Governments of Ukraine and Poland on the use of
the Odessa - Brody pipeline for transport of hydrocarbons and its integration with
Polish transitinfrastructure”was concluded on November 26, 2003.The agreement
showed readiness of the government of Poland to construct a connecting pipeline
Brody - Plock.

Furthermore, PricewaterhouseCoopers Co. has developed a business plan for
EOTC. According to its findings, the route Odessa - Brody - Uzhgorod - Central
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Europe offers cost-effective alternative for refineries in Czech Republic, Austria
and South Germany, which already purchase light oil from the Caspian basin. The
main advantage of the Odessa - Brody pipeline is its efficiency and reliability that
has been proved by PC calculations. Thus, delivery of 1 ton of oil along the Odessa
- Brody pipeline to the refinery Kralupy in the Czech Republic under market
conditions of 2004 gave $ 0.95-1,0 savings in comparison with the traditional
route through the Bosporus, Trieste terminal and the oil pipelines of TAL and IKL.

The year 2003 was a year of intense communication between representatives
of Ukraine’s political leadership and managers of Russian state and private oil
companies. Ukrainian leaders showed very accommodative approach towards
wishes of their Russian partners. For example, the head of Russian oil company
TNK has sent the letter to President of Ukraine Leonid Kuchma dated on June
20, 2003, with a proposal to use the Odessa - Brody pipeline in reverse mode to
supply oil from Russia to Odessa, in which he “guarantees delivery of at least 9
million tons of oil per year” (starting from autumn 2003), and requests the creation
of the respective working group ‘involving representatives of JSC TNK in order to
prepare the material for the decision of the Cabinet of Ministers of Ukraine”. The
above letter was officially registered at the secretariat of the President of Ukraine
on June 24, 2003, (see Annex 4), but the respective instruction from President
to the Head of Government Ukraine has been given on 23 June, that is, the day
before the official registration of the letter! (see Annex 5). Prime-minister of
Ukraine issued his own instruction to governmental officials and management of
state oil companies to create the respective working group already on 26 June.

Russia has employed a system way and multi-level lobbying on this issue at the
highest levels of Ukrainian authorities, which clearly went beyond the cooperation
of corporate entities. That is shown not only by the speed by which a written
correspondence has been transformed into concrete steps, but also by the fact
that each Russian official at different ranks of power carried out their tasks. For
example, in the same period, the Prime Minister Yanukovych received a letter
signed by leaders of five major oil companies of Russia and the oil transport
monopoly ‘Transneft, which clearly demonstrates from its first words political
motivation for the reverse operation of the Odessa - Brody: “In the process of
forming the single economic space a significant role belongs to the integration
of fuel and energy complexes of our countries” (see Annex 6). In other words,
reverse operation of the Odessa - Brody pipeline was a component of a multi-level
game of Russia aimed at involvement of Ukraine in Russia’s integration projects
within the former Soviet Union as well as for prevention of Ukraine’s cooperation
with Western partners, as well as Azerbaijan, Kazakhstan and Georgia. The EOTC
project was aimed at diversifying supplies of oil through strategic route for new oil
flows from the Caspian Sea to Central and Eastern Europe bypassing the territory
of Russia.
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On January 23, 2004, a group of ambassadors of the partners of Ukraine in the
implementation of the Odesa - Brody pipeline (the Czech Republic, Poland, USA,
and Turkey, which was concerned about the extra loads of the Black Sea Straits
due to reverse operation of the Odessa — Brody pipeline) sent a letter to the
President of Ukraine, in which they focused on the following points:

e Ukraine has made progress in developing the Odesa — Brody pipeline. After its
construction, Ukraine has managed to attract major foreign oil companies and
get both political and logistical support from the European Commission and
the United States Government <...>

® The Odessa - Brody - Southern Druzhba project is beneficial for Ukraine,
suppliers of the Urals and Caspian oil mixtures and the European markets <...>
This project opens reliable overland route to Czech and German markets in the
short term perspective as well as to the Austrian, Polish and other markets of
European countries in more distant future <...>

e |f the government of Ukraine makes its choice in favour of the Odessa - Brody
- Southern Druzhba pipeline for the delivery of oil to Central Europe, it will not
only get significant revenues from oil transportation, but also will give Ukraine
benefits by sending a signal to world markets that Ukraine is a hospitable
environment for foreign investment.

(See Annex 7)

The Government of Ukraine also received respective letters from interested
companies. In his letter of January 26, 2004, President of Turkish oil trader SOM
Petrol wrote: “We confirm today as well as are willing to develop agreement with
Ukrtransnafta in order to achieve further agreements regarding:

e Delivery of more than 3,6 min. tons of Caspian oil via Odesa-Brody pipeline to
Europe;

® Participation in filling Odesa-Brody with the technological oil with the volume
of 360 thousand tons”.

CEO of ChevronTexaco David O'Reilly in his letter to the President of Ukraine
of January 29, 2004, noted: “We are ready to continue our cooperation with
Ukrtransnafta and other pipeline companies on the implementation of this project
and to supply oil by Odessa - Brody pipeline to Central Europe”. (See Annex 8).
However, this letter was not taken into consideration by the President of Ukraine.
He showed absolutely different approach toward a written correspondence with
Russian companies.

Anyway, Russian “reverse blitzkrieg” failed. On February 4, 2004, the Government
of Ukraine adopted a decision on the use of oil pipeline Odesa - Brody in European
direction in view of the fact that negotiations on the agreements on oil supply
are close to conclusion. This has triggered Russian side, which has deployed
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leverage not only on Ukraine but also on its other partners, which could influence
the implementation of the project. A striking example in this regard is Slovakia.
Ukrtransnafta negotiated with the Slovak and Czech partners MERO and Slovak
oil transiting company Transpetrol and has organized the light oil pumping test
at the route Brody - Budkovce - Kralupy. This experiment should have to serve as
a starter for the deliveries of Azerbaijani oil through the route Odesa - Brody —
‘Southern Druzhba’to Czech Kralupy nad Vitavou via the territory of Slovakia. On
January 29, 2004, Transneft sent a letter to Transpetrol, in which, under conditions
of bilateral Russian-Slovak agreement actually objected to such testing. (See
Annex 9) The test failed for many reasons, but one of them has been certainly
a pressure on the leadership of the Slovak operator Transpetrol, 49% of which
were (then) under the control of Russian shareholder.

Yet in May 2004, First Deputy Prime Minister of the Government of Ukraine in
his letter was persuading the European Commissioner for Transport and Energy
on Ukraine’s firm position to materialize a European direction of the Odessa —
Brody pipeline. On its side Ukrainian government was an addressee of repeated
confirmations from companies operating in the Caspian basin on their readiness
to load Odessa - Brody pipeline with light low-sulphur oil.

Thus, on 17 June 2004, a letter came from the oil trader Baltic Petroleum: “We are
ready to conclude an agreement on transporting crude oil through the facilities of
the Odesa - Brody with the volume of 5.0 - 7.0 million tons over the first 18 months,
starting from September 2004." Having no official response, the Baltic Petroleum
addressed the Minister of Fuel and Energy of Ukraine by the letter dated on 6 July:
“We once again confirm our readiness to sign the contract for the transportation of
oil via the Odessa - Brody pipeline with the volume of 5.0 - 7.0 million tons over the
first 18 months for further distribution by rail to European consumers. Oil necessary to
fill the pipeline will be supplied for free to Ukrtransnafta beginning from September-
October this year”.

However, on July 5, 2004, the Government of Ukraine changed its own resolution
of February 4, 2004, turning the green light to the use of Odessa — Brody in the
reverse mode. Here is the quotation of the Slovak economic weekly “Trend”:
“Transportation of Caspian oil through the territory of Slovakia is no longer on the
agenda. Finally, Ukraine is changing its priorities again. Even though the project on
transportation of Caspian oil from Odessa to Brody and then to Slovakia was officially
approved by the Government of Ukraine in February, in early July, immediately after
his visit to Moscow Prime Minister Viktor Yanukovych told about an unexpected
change of the priorities. It means the reverse direction of the pipeline, which enabled
transportation of heavy oil from deposits of Russian concern “TNK-BP” through Brody
to Odessa and further by tankers. Thus, Ukrainians accepted the proposal of Russians,
which was repeatedly rejected before.” <...>
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Reverse exploitation of Odesa - Brody pipeline in the course of the period of
autumn 2004 to summer 2010 did not lead to increase of oil transit through
Ukraine. Quite on the contrary, each year the volume of oil transited via territory
of Ukraine has been gradually reduced (see above Table 10). Russian companies
that initiated a reverse flow and are cited in the above letter to the Prime Minister
of Ukraine did not bear any responsibility for reduction of oil transport in spite of
their assurance that they will guarantee stability and a full load of the pipeline Brody
— Odessa. The contractual partner of Ukrtransnafta on Russian side was a Cyprus-
based offshore company. (See Annex 6)

Operation of the reverse flow of Odesa - Brody has its corrupt background similarly
to Russian-Ukrainian non-transparent gas deals. It thrown back development of
a European direction of the pipeline as well as has destroyed trust in Ukraine
as a serious partner in the EU energy sector. However, it was Russian company
Transneft who rejected to use the Samara - Unecha - Mozyr - Brody - Yuzhnyy
route in the second half of 2010. Finally, it was also unexpected arrangement
between Belarus and Venezuela after the repeated oil dispute between Minsk
and Moscow that again put on the agenda a European direction in exploitation of
the Odesa - Brody oil pipeline.

In 2010 Ukraine has reached an agreement with Belarus on the use of the
Odesa - Brody pipeline, namely one of its two strings of “Southern Druzhba”
pipes in the section of Mozyr (Belarus) - Brody (Ukraine), in reverse mode to
supply oil to Mozyr refinery in Belarus. It should be noted that the option of
exploitation of the route Odesa - Brody - Mozyr was first calculated yet in
1995 by the Ukrainian Institute of Qil Transportation at the request of the
Belarusian State Concern for Oil and Chemistry. Back in the mid 90’s, when
construction of the Odessa - Brody pipeline started Minsk was considering
to make the use if it in the future. An era of cheap Russian oil as the payment
for political loyalty has led Minsk to forget about Ukrainian project. Things
started to change in 2004 thanks to conclusion of the first trilateral protocol
(Ukraine - Belarus - Latvia) on the creation of the Black Sea-Baltic Sea route
with oil transportation capacity up to 10 million tons. The series of Russian-
Belarus oil disputes of 2007-2011 stimulated Minsk for the development of
technological capacity to manage taking-in oil from the both South and
North - from the Black Sea through Ukraine and the Baltic Sea through Latvia
and Lithuania.

It should be stressed that actually it was Belarus’ interest in the use of Odessa -
Brody oil pipeline which has led to its operation in originally projected mode. One
can assume that relationship between Kyiv and Baku, Baku and Minsk, and Kyiv
and Minsk in the course of 2010, may result in loading Odessa - Brody and the
“Southern Druzhba” (in directions to Belarus and Slovakia) with different brands
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of oil which will be transported by the method of a consistent transportation that
is applied at the operation mode of TAL or IKL pipelines.

4.3.3. The last windows of opportunity for ‘Druzhba’ and ‘Odesa-Brody’?

There are several transportation routes, through which oil can be imported to
Central Europe and Slovakia from the Caspian basin via the Druzhba pipeline
through Ukraine:

1) Baku - Novorossiysk pipeline (launched in 1997, capacity 18 million tons
per year). From Russian Novorossiysk terminal on the Black Sea, oil can be
transported by tankers to the Ukrainian Terminal Pivdennyy (near Odesa),
thence through the Odesa - Brody pipeline to Druzhba and then to Slovakia.
The advantage of the route Odesa - Brody - Southern Druzhba is relatively low
transport tariffs.

2) Baku - Supsa pipeline (launched 1999; capacity 1.2 million barrels per day).
From terminals at the Georgian Black Sea coast near Supsa or Kulevi, which
is owned by SOCAR the oil can be transported by tankers to the Ukrainian
Pivdennyy terminal and then through the route Odesa - Brody - Southern
Druzhba to Slovakia.

3) The combined route Atyrau — Samara — Unecha — Mozyr - Southern Druzhba.
Pipeline Atyrau — Samara with the transport capacity of 17 min tons per year
links together deposits in Kazakhstan with the Russian Samara, which is the
starting point for Druzhba. This is the only existing a land route, which can
transport oil from Kazakhstan directly to Central Europe through Russia,
Belarus and Ukraine. In addition, it is the only route that is not dependent on oil
transportation from Kazakhstan by tankers. In recent years, volumes of Kazakh
oil of Urals brand coming to Slovak refinery Slovnaft is increasing.

4) Tengiz - Novorossiysk KTK pipeline (capacity 28 min. tons per year with
possible extension to 67 mlin. tons after 2014). The pipeline links together
deposits in Kazakh district Tengiz with the oil terminal “Yuzhnaya Ozereevka”
near Novorossiysk on the Black Sea. From this terminal it would be possible
to transport oil by tankers to the Ukrainian Pivdennyy terminal and further to
Odesa - Brody pipeline and to Southern Druzhba. Route Yuzhnaya Ozereyevka
- Pivdenny was successfully tested by Ukrainian company Ukrtransnafta in
2002.

The above routes can be used to transport Caspian oil to Central Europe through
the Odessa - Brody and the Southern Druzhba pipeline to Europe. Oil tankers can
deliver oil to the Pivdennyy Terminal and Odesa - Brody pipeline from Novorossiysk
(Russia), Georgian Supsa, Batumi and Kulevi terminals on the Black Sea. From the
above terminals as well as from the Turkish Ceyhan located on the Mediterranean
coast oil of different brands from the Caspian Sea region is transported to Italian
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Trieste and Croatian Omisalj and goes further through TAL and Adria to Central
Europe. A significant limitation for oil transportation by tankers from the Black
Sea into the Mediterranean Sea is presented by internationally agreed limits for
transport from the Black Sea straits of Bosporus and Dardanelles.

There is only one route (Atyrau — Samara — Unecha - Mozyr - Brody - Uzhgorod
- Budkovce - Bratislava) that can use Southern Druzhba pipeline in its full length
on the territory of Ukraine and almost full length on the territory of Slovakia.
Considering the commercial interests of some Central European refineries,
including the Slovak refinery Slovnaft, which are willing to continue processing
oil of Urals brand, in case it would be impossible to obtain it from Russia, it would
be possible to get an alternative supply from Kazakhstan through Druzhba oil
pipeline, which is, of course, subject to approval of the RF. If Russia completely
switches its oil export via its own terminals and will cut-off supplies to the Central
European refineries, Druzhba may get free for the export from Kazakhstan via the
above mentioned route Atyrau - Samara - Druzhba, which connects Kazakhstan
with the region of Central Europe through Russia, Belarus and Ukraine. Transit
capacity of Atyrau - Samara exactly fits the annual consumption of oil of Urals
brand by the Czech Republic, Hungary and Slovakia - more than 17 million tons.
The possibility to use this route in the future requires joint and coordinated actions
of Slovakia and Ukraine with partners from Kazakhstan, Russia and Belarus.

Technical opportunities of
_oil deliveries for CEE countrles
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The project of a pipeline that will connect Slovak refinery Slovnaft with Austrian
Schwechat might become an engine for the development of oil transportation
through Southern Druzhba. OMV is transporting oil for its Schwechat refinery
through the traditional route from Trieste via TAL and AWP. This route is being
exploited almost at its full transit capacity. It does not have a free capacity for the
transportation of commercially attractive volumes of oil to Slovnaft. According to
Slovak experts, the combination of Slovnaft - OMV - Schwechat linkage will serve
mainly to transport oil from the pipeline Druzhba from Slovakia to Austria, not
vice versa. In other words, it would not solve the security issue of oil deliveries to
Slovakia.The projectis challenged by environmental considerations since it should
cross the territory of Zitny ostrov, which is an area with the largest underground
sources of drinking water in Europe.'®

However, one can assume that the project will get new impetus within the
context of a potential problem of the “end of Druzhba” that might happen due
to the planned launch of Russian BTS-Il in 2012. In addition there are intentions
to expand capacity of TAL according to agreement between the Czech MERO
and Austrian TAL as of November 2010. If the TALs capacity is enlarged it would
be able to increase supply of oil to Schwechat by AWP, which has 25% transit
capacity reserve to meet the urgent additional demand of OMV. However, with
no extension AWP will not be able to create additional capacity and would hardly
serve as the alternative for the supplies to Slovnaft. Another option is the Adria
pipeline (by means of increasing the capacities of Sisak — Szazhalombatta — Sahy
pipeline). However, all above indicative options are based only on the necessity
to meet needs of Slovnaft refinery, but ignore the need to load the Slovak transit
pipelines operated by Transpetrol, therefore under above scenarios Slovakia is
facing the challenge of losing its oil-transit function.

The only way for Slovakia to maintain its transit position is the preference for
Odesa - Brody - Southern Druzhba scenario as a strategic option for Slovakia for
the next 50 years. One can assume that Czech refineries will switch to TAL-IKL
route, i.e. they will transport at least part of needed oil from other then a Slovak
direction. In fact the basic module of Odessa - Brody (pipeline D1020mm and
throughput capacity of 40 min tons annually) can ensure supply of oil through
Southern Druzhba and satisfy the needs of CR, SR, Hungary and Belarus in the
case of complete cut-off of deliveries trough Druzhba. Certainly, provided that the
capacity of the terminal Pivdennyy as well as oil storages in Pivdennyy and Brody
will be expanded, and two additional compressor stations will be constructed.

Ukrainian side should bear in mind that Odesa - Brody now gets the last “window
of opportunity”to be integrated into the EU oil supply system within the Caspian-

118 Alexander Duleba and Zuzana Lisofiova, ibid.
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Black Sea-Central Europe connector that is being developed since the second half
of the 1990s. It is also the last window of opportunity for Pan-European project
(PEOP) Constanta —Trieste, which was considered to become a competitive project
to the Ukrainian route. However, recently it receives a number of impulses. In
particular, in its resolution on the EU strategy in the Black Sea region of 20 January
2011, the European Parliament stresses in § 39 that it “reiterates the importance of
the Southern Energy Corridor projects <...> including the pan-European oil pipeline
Constanta-Trieste”""°.

PanEuropean oil pipeline Constanta — Trieste and possible oil
route from Black Sea to Slovakia
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Unlike Ukraine, Romania is a member of NATO and the EU. In addition, the Kazakh
national oil and gas company KazMunaiGas acquired oil assets in Romania and
intends to expand its business activities in the EU. Moreover Kazakhstan considers
Romania as a strategic link for further expansion of exports of its oil to the EU.
During the visit of Romanian President T. Basescu to Astana in March 2010, the
Kazakh President N. Nazarbayev expressed his country’s position regarding PEOP
project: “... Kazakhstan (delivers oil) through the Caspian Sea to Baku, through

19 European Parliament resolution of 20 January 2011 on an EU Strategy for the Black Sea. Available
online:  http://www.europarl.europa.eu/sides/getDoc.do?pubRef=-//EP//TEXT+TA+P7-TA-2011-
0025+0+DOC+XML+V0//EN&language=EN
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Azerbaijan and Georgia to the Black Sea and further by tankers to Romania. <...> then
the project Constanta-Trieste can be useful.”'* Azerbaijan as well has expressed its
support for the project.

Nevertheless prospect for implementation of PEOP project look a bit problematic
against Slovenia’s hesitation because of environmental reasons. Theoretically
project can be materialized even in an abridged form - up to its connection with
Adria pipeline. That would enable Hungary and Slovakia (in case of extension of
Sisak — Szazhalombatta — Sahy pipeline) to get the oil from the Black Sea. Again,
the PEOP project will significantly decrease a transit role of Slovakia - there might
be a limited transit of oil through Bratislava - Schwechat pipeline, if constructed,
of course - to OMV.

Thus, if Ukraine and Slovakia want to sustain their role in transit of oil and to
ensure their strategic positions in a changing European architecture of energy
security they should come up with inventive solutions aimed at gaining new oil
flows through the existing pipelines. In this regard, it looks worthy to work out
idea on the creation of a Central European oil consortium on the basis of the
assets of Ukrtransnafta (Pivdennyy terminal, Odesa - Brody pipeline, Southern
Druzhba, etc.), Transpetrol, MERO, MOL and Belneftekhim with the participation
of companies that operate oil refineries in the region of CEE. A Slovakia-Ukraine
tandem has the potential to become a cornerstone of such consortium.

120 http://www.rian.ru/economy/20100302/211820427.html.
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5.1. MATRIX SCENARIOS FOR COOPERATION BETWEEN UKRAINE AND
SLOVAKIA IN THE FIELD OF TRANSPORT OF HYDROCARBONS

The processes and trends described above are new phenomenon emerging in
Ukrainian and Slovak energy sectors as well as within the post-crisis European
energy security architecture. They are result of a number of factors that lead to
particular scenarios under which future developments will take place. So, one
or another vector of development, including Slovak-Ukrainian cooperation
can be foreseen. Basically, the number of fundamental factors which are
influencing the development is limited, although the number of other
accompanied factors and variables is obviously wider. We did limit ourselves
to a sectoral approach to draft possible main scenarios for bilateral Slovak-
Ukrainian cooperation in the field of transport of hydrocarbons. One can
assume that if we would consider the variable of unpredictable breakthrough
of technologies which can lead to non-hydrocarbon development or the
variable of the possibility of the EU’s or Russia’s collapse, which are widely
discussed now, we would certainly come to different mosaic of conclusions. In
such mosaic Ukrainian-Slovak cooperation in the field of hydrocarbons would
gain the minor role, or would be even obsolete in comparison with the global
scale of much more important events. At the same time if Ukraine starts to
develop its deposits of shale gas or methane hydrate deposits in the Black Sea
it will significantly improve prospects for the large-scale cooperation of both
countries. However if such scenario would become a reality it might happen
not earlier than in 2025.

The book “Oil and Gas of Ukraine” includes a brief note on interesting historical
moment. World War Il did not stop the development of gas industry in Western
Ukraine. Moreover, gas production increased in the course of the years of
1939-1944 2.8 times, furthermore, in 1943 there was even a new gas pipeline
Opory (Ukraine) — Stalowa Wola (Poland) constructed. However, this fact cannot
be assessed as a fruitful result of Ukrainian-Polish cooperation since both
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countries were occupied by Nazi Germany at that time."?' It is also difficult to
define Ukrainian-Slovak cooperation in the gas sector in the post war period as
bilateral, although it certainly had a place at the level of Slovak and Ukrainian
organizations and professionals who, however, were not independent in
making their decisions, and did obey the will of a single power centre, which
has determined what and how should be done in Kyiv, Bratislava and other
capitals of the former Soviet bloc.

While modelling the matrix of possible scenarios for Ukraine and Slovakia
authors considered the fact that both countries are placed in different political
and economic formats of cooperation, have a different hierarchy of cooperation
formats, however, both have a political will to benefit from the ‘windows of
opportunities’as well as they acknowledge that neighbourhood per se should be
a strong inspiration for bilateral collaboration.

Table 11. Matrix of possible scenarios for cooperation between Ukraine and

Slovakia in gas sector in 2011-2025

Fragmentation
of Naftogaz
Europeiza- by creation Implementa- Transfor-
-urop of a number mp mation of
Status-quo tion of gas .. tion of by-
of joint . Gazprom (col-
. («Naftogaz sector by . passing Nord
Ukraine of Ukraine» | Eneray Com- | ventures with Stream and lapse of the
Slovakia vy the Russian monopoly and
dependson |munity Treaty . South Stream
. companies, . / or sectoral
«Gazprom») |implementa- merging the projects by reorganiza-
tion Gazprom .
assets of tion)
Naftogaz and
Gazprom
Non-
development Progress
Status-quo Cooperation Coog eration
(domingtion is defined and on tEe EU
determined . Regress and/ |Regress and/
of French- platform with
by the . or collapse of |or collapse of |Progress
German . the considera- . .
. partnership . cooperation cooperation
tandem in of Russain tion of Ger-
SPP) French amlj man — Russian
German cooperation
companies

121 «Hadrta i ra3 YkpaiHw», nig pepakuieto M.Kosaska, «HaykoBa gymka», Kuis, 1997, ctop 147-148 -“Oil
and Gas of Ukraine*, edited by M. Kovalko, Naukova Dumka, Kyiv, 1997, p. 147-148
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Limited
Czech model progress
(implementa- | Regress Cooperation
tion of energy | Cooperation |is defined and
packages of |is defined and | determined Regressand/ |Regress and/
the EU for the |determined by Russian- or collapse of |or collapse of |Progress
expansion by Russian- German cooperation cooperation
of German German partnership
energy com- | partnership formally
panies on the EU
platform
5;::;:::1gf Regress Regress
(Gazprom's Technicall Technical.
entry into cqohpera;on cqohperarflon Regressand/ |Regressand/ |Limited
the SPP as an within the within the or collapse of |or collapse of |progress
outcome of | LCessary necessary cooperation cooperation
purchasing limits limits
49% of approved by | approved by
Gazprom Gazprom
shares)
The change
of market
and
technological
factors in Limited Regressand/ |Regress and/
Europe (LNG, |Regress or collapse of |or collapse of |Regress
shale gas, progress cooperation cooperation
integration of
gas networks
within the
EV)
«Norway’s Non- -
expansion» dgvglopment Limited
(the entry Minimal progress
of the cooperation | Cooperation Regressand/ |Regress and/
. determined on the EU Limited
Norwegian . or collapse of |or collapse of
company into by partnership | platform cooperation cooperation progress
the structure interests of determined
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property) France

Comments on gas sector:

Scenario “Non-development” displays post-crisis level of cooperation with the
minimal level of trust and cooperation both at corporative and inter-ministerial
and inter-governmental levels.

Scenario “Limited progress” displays some development of mutual cooperation
mostly on the technical level determined by the interests of the suppliers (RF,
Norway) and consumers (EU, Germany, France).
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Scenario“Progress”displays the development of bilateral cooperation determined
by the EU as a common denominator for activities of both sides.

Scenario“Regress and/or collapse of cooperation”displays degradation and finally
vanishing of any type of cooperation due to the transformation of the subjects of
cooperation.

Analysis of matrix of 25 possible scenarios makes allows for the following
conclusions:

1. Scenarios for bilateral cooperation are not dominant - 8 scenarios of progress
and limited progress out of 25 possible.

2. Scenarios for a possible degradation of bilateral cooperation prevail - 15 out of
25possible.

3. There are two conservative scenarios of non-development or in other words
preservation of the existing minimal cooperation which is not enough to bring
significant positive results that would upgrade bilateral cooperation.

However, the predominance of regressive scenarios should not to be regarded
as a lack of prospects for cooperation. Rather it should be considered as an
unfriendly environment for the development, because of the countries’belonging
to different geopolitical and geo-economic formats, their sovereignty and limited
opportunities, which are unfortunately, clearly confirmed by the events of January
20009.

Table 12. Matrix of possible scenarios for cooperation between Ukraine and
Slovakia in oil sector in 2011-2025

The entry
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Ukraine . tion projects |in Caspian s
oil traffic : L South - North | Termination
by Ukraine, |basininto . .
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Southern . . tation system |via‘Southern
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Conserva-
The entry |tion of the
.l Progress Progress Progress
of compa- |existing Conserva- o o o
. R R Exploitation Exploitation Exploitation
nies active |status tion of the
in Caspian |determined |existin of Odessa— ~jof Odessa— jof Odessa -
. p 9 Brody - South |Brody - South |Brody - South
basininto |by partner- |status
. L . Druzhba, Druzhba, Druzhba,
oil-refinery | ship with RF |determined |. . . . . .
and oil- and Tran- by partner- increase in increase in increase in
S loading of Oil |loading of Oil |loading of Oil
transpor- |sneft, growth |ship with RF - - .

. . transportation |transportation |transportation
tation of supplies  |and Transneft cystem system system
systems through y y y

Adria
Changes of

Conserva- .
the owner- | . Conservation

. tion of the R
ship struc- - Regress of the exist-

existing Regress Regress .
ture of Loss of sub- e e ing status
status o Minimal tech- |Minimal tech- .
MOL and . jectivity in . . determined
. , | determined . nical coopera- | nical coopera- .
Slovnaft the relation- |.. . by partnership
by partner- . tion tion .
(entry of S ship with RF and
; ship with RF
Russian co- Transneft
and Transneft
owners)
Czech Collapse of Collapse of
model cooperation cooperation
(switching The lack The lack of
of system of subject  |Regress Regress subject inter-
? Regress . . .
of oil sup- interested in ested in co-
plies to cooperation operation (oil
TAL and (oil supplies supplies and
IKL) and transit) transit)
Progress Progress Progress
- .. . . Exploitation of | Exploitation of | Exploitation of
tBI::Id;ng_ M::"::L MrI:";asls Odessa - Bro- |Odessa - Bro- |Odessa - Bro-
. PP prog ) prog . dy - Southern |dy - Southern |dy - Southern
line determined |determined ) ) )
. Druzhba, in- | Druzhba,in- |Druzhba, in-
Bratislava |by partner- |by partner- . . .
L S crease in load- |crease in load- |crease in load-
-Schwe- |[ship with RF |ship withRF |. . . . . o
ing of oilinto  |ing of oilinto  |ing of oil into
chat and Transneft | and Transneft . . .
transportation |transportation |transportation
system system system
Collapse of
Regress Progress Progress cooperation
Building of | Conserva- |Partial 9 o 9 o The lack of
R o Exploitation of | Exploitation L
PEOP tion of the |switching to subject inter-
. : Odessa - Bro- |of Odessa - .
Constanta |existing the supplies ested in co-
. dy - Southern |Brody - South . .
- Trieste status from PEOP operation (oil
. Druzhba Druzhba A
and Adria supplies and
transit)

145



Ukraine and Slovakia in a post-crisis architecture of Furopean energy security

Comments on oil sector:

Scenario “Conservation of the existing status” displays the existing level of
cooperation with relatively not intense contacts on corporative, inter-ministerial
and intergovernmental levels.

Scenario “Minimal progress” displays some positive development of bilateral
cooperation limited to the technical aspects and determined by the interests of
the third parties.

Scenario “Progress” displays the improvement of cooperation determined by
coinciding interests of both sides.

Scenario “Regress” displays degradation of bilateral cooperation brought by
external factors and mutual lack of trust.

Scenario “Collapse of cooperation” displays the end of any forms of bilateral coopera-
tion because of transformation of oil flows within the European energy area.

Analysis of matrix of 30 possible scenarios allows for the following conclusions:

1. Scenarios for bilateral cooperation are not dominating, but most numerous -
12 scenarios of progress and minimum progress out of 30 possible.

2. Scenarios for degradation and collapse of cooperation are not dominating and
are less numerous than the scenarios of progress — 10.

3. There are 8 scenarios for preservation of the existing level of bilateral cooperation.

Overall picture in the oil sector provides for more optimism than in the gas sector.
20 progressive or conservative scenarios prevail. Under present circumstances
maintenance of the existing status-quo is a positive aspect.

The general conclusion may be that bilateral cooperation between Ukraine and
Slovakia will depend first of all on willingness of political and business leaders of
both countries to promote bilateral cooperation and mutually beneficial projects
in the area of energy security. Ukraine and Slovakia can create their own success
story in spite of negative factors.

5.2. POLICY RECOMMENDATIONS ON BILATERAL COOPERATION
BETWEEN SLOVAKIA AND UKRAINE

5.2.1. Strategic framework

Slovakia and Ukraine are the key energy transit countries from the East to Europe
via Trans-Carpathian connector. This is especially important in case of natural gas
because the pipelines which pass through Ukraine and Slovakia deliver about 80%
of export volumes of Russian gas to European consumers. Common strategic inter-
ests of Ukraine and Slovakia demand preservation of their strategic position sus-
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tained for almost 40 years in the European gas industry and nearly 50 years of their
cooperation in oil sector. The larger volumes of oil and natural gas are transported
through Ukraine, the larger volumes of hydrocarbons will be transported through
the territory of Slovakia. The more hydrocarbons are consumed in Europe through
Slovak pipes, the more will be uploaded via Ukrainian pipeline transport capacity.
Reducing the volume of transportation through Ukraine will automatically mean a
reduction in income from the use of transit systems for oil and gas in Slovakia. Using
the whole transit infrastructure bring common interests of Slovakia and Ukraine in
the context of the European gas and oil businesses. If both countries want to main-
tain a strategic transit position, they must work closely together, whatever narrow
is space for cooperation. Kyiv and Bratislava have to expand bilateral cooperation in
order to enhance their leverage on a changing energy security of Europe.

However, it should be understood that Russia is not going to develop the export
of its energy resources via Slovak-Ukrainian Eastern European connector. It is quite
transparently recorded in the updated 2009 Energy Strategy of Russia: “to stimulate
the construction of transport infrastructure to diversify markets and the export routes of
Russian energy resources in the east, south, north-west and north of the country”.

When it comes to ongoing debate on energy security there within the EU it is under-
stood mainly in the context of a“security for consumer” - in terms of an access of Eu-
ropean consumers to the energy sources in the required amount and at an affordable
price. The vast majority of developed countries, including EU member states, which
are the largest consumers of oil and gas on the world’s markets, developed a policy
of energy security, especially in ensuring access to energy resources for their own
use, which is quite natural and understandable. That has been a natural response to
the oil crisis in the early 1970s of the last century. The aim is to diversify access to re-
sources and the possibility of obtaining them from multiple suppliers. Russia itself as
the producer seeks to enhance its own security as an energy producer and to get the
access to European markets through the diversification of transport routes in order
to reduce its transit dependence on Ukraine and Belarus. However, energy security
for Russia means also less competitive suppliers of oil and natural gas to European
markets. The above approaches to energy security are contradictory and inevitably
lead to tensions between producing, consuming and transit countries.

Energy security should be approached in a broader context, namely, its format should
be based on three pillars: security for the consumer, safety and security to the pro-
ducer and security of the transit. This opens up opportunities for harmonization of
interests in accordance with the nature of the hydrocarbon business, which consists
of three principal components: production - transport - consumption. In order to de-
velop effective international cooperation in the field of energy security it is neces-
sary to overcome the concept of a “consumer-oriented” energy security and to think
also about the security of the producer, which requires a long-term“secure market”as
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well as a transit security, which should give a clear and long-term prospects for those
countries that are providing transit services. It is of mutual interest of Slovakia and
Ukraine to change European discourse on the subject of energy security in a way it
includes the all three fundamental pillars of energy security.

Should Slovakia and Ukraine be able to make joint contribution to the change
in the European way of thinking about/and decision-making in the field of en-
ergy security and further to develop a “three pillar” energy security architecture
in Europe, they can help to improve international energy security for all actors in-
volved and at the same time to protect their own interests of the transit countries.
Creating a new architecture of European energy security, based on three pillars
mentioned above (security for the producer, security for transit and security for
the consumer), which can be based on creating a new EU partnership with Russia
as the main producer and Ukraine and Belarus as the main transit countries is the
common interest of Slovakia and Ukraine. Slovakia and Ukraine’s interests coin-
cide with the interests of long-term energy security of Europe. Slovak-Ukrainian
bilateral cooperation in this area does have a pan-European dimension.

The framework for the development of bilateral cooperation between Slovakia and
Ukraine on energy security is the relationship between the EU and Ukraine. During the
years of 2009-2010 negotiations on the Association Agreement between Ukraine and
the EU, except for some issues (especially energy) and the FTA were completed at the
working level. Association Agreement will replace the Partnership and Cooperation
Agreement between EU and Ukraine dated by 1994. According to the European Com-
mission for negotiations on liberalizing trade with Ukraine (part of the Association
Agreement), negotiations can be completed by the end of 2011. Certainly this state-
ment is valid in case Kyiv will confirm its commitment to democratic values that are
crucial for the EU. The Association Agreement includes 31 sector segments, on which
Ukraine is committed to gradually harmonize with European legislation and policies,
including energy. In 2010, the procedures were completed on Ukraine’s accession to
the EU Energy Community Treaty and on February 2, 2011, Kyiv gained full member-
ship in it. ECT provides for full transfer of European standards in the energy sector
to Ukrainian legislation. Regarding the other areas of cooperation, Ukraine does not
have to implement full European standards but in the energy sector Ukraine is com-
mitted to fully harmonize national legislation and policies with European norms. The
above mentioned contractual framework between the EU and Ukraine creates condi-
tions for increasing of Slovak-Ukrainian energy cooperation in the near future.

5.2.2. Sector of natural gas

In order to use the capacities of bilateral cooperation within the context of
gas transit security which are rooted in common interests and existing treaties
between Ukraine and the EU, we recommend:

148



Ukraine and Slovakia in a post-crisis architecture of Furopean energy security

e To initiate regular dialogue about cooperation in gas supplies from Russia to
Slovakia via Ukraine based on the experience of the gas crisis in January 2009
with the participation of the Ministry of Economy, Ministry of Foreign Affairs
of both countries and companies of Naftogaz of Ukraine and the SPP. The
negotiation process must have at least the following tasks:

1) To introduce “hot lines” between the responsible officials on the
governmental and corporative levels: ambassadors at large on energy
security at the Foreign Ministries, heads of gas transit companies Ukrtransgaz
and Eustream, persons in charge at the ministerial level — at the Ministry of
Energy and Coal Industry Ministry of Ukraine and Ministry of Economy of
SR (or adviser to Prime Minister on energy in Slovakia, taking into account
asymmetry of the governmental structures in both countries);

2) to study the possibility for opening offices of Eustream in Ukraine and
respectively Ukrtransgaz in Slovakia on the basis of positive experience of
the representation office of the Ukrtransnafta to Slovakia over the past 7
years;

3) to develop a common position on the trilateral mechanism to strengthen
energy security on the European continent by means of Energy Transparency
Regime (ETR), which has to cover all the technological chain - starting with
the production of energy and finishing with its consumption accompanied
with the installation of the respective online system of monitoring of the
telemetric data of movement of gas flows which will be obtained from the
respective gas metering stations upon the approval of interested states;

4) to discuss the possibility for signing agreement between companies
Naftogaz of Ukraine and SPP, and the Ukrtransgaz and Eustream on natural
gas transit from Russia to Slovakia. The absence of contractual relations
between Slovakia and Ukraine in this field is an anachronism that has
been shown fully during the gas crisis in January 2009. The basic approach
should be to move the transfer point of taking-in Russian gas to European
customers to the Ukrainian-Russian border what would facilitate the
implementation of the respective EU legislation, including free and equal
access of European companies Ukraine’s GTS;

5) to elaborate common proposals regarding the new architecture of European
energy security in the gas sector based on the three pillars: security for the
producer, security for the transit countries and the security for the consumer
accompanied by trust-building in the energy sector of Europe. Slovakia and
Ukraine should coordinate their actions in order gain the support for this
initiative in the EU states, Russia and Belarus.

® To identify projects for bilateral cooperation between Slovakia and Ukraine in
the following areas:
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1) to study the possibility for delivery of natural gas from underground gas
storages in Western Ukraine to Slovakia in emergency situations using the
existing technical provisions and GTS of Ukraine. Slovakia and Ukraine could
develop a special channel of gas supply in case of an emergency. With this aim
both sides might initiate a feasibility study on the existing capacity of Ukraine’s
GTS in the compressor station “Uzhhorod” (IV loop) and the Slovak side;

2) to explore the possibility for providing technical assistance by the
Slovak Republic and Slovak companies for the modernization of the gas
transportation system of Ukraine based on the Memorandum between the
EU and Ukraine as of 23 March 2009;

3) to discuss investment opportunities for Slovak companies in the field of gas
distribution in Ukraine, including projects that would support upgrading
the gas distribution networks in Ukraine;

4) to create a joint expert group of governmental and nongovernmental
experts to study Slovak experience with the process of restructuring gas
sector and its reform, in particular, experience from a partial privatization of
the national gas monopoly;

5) to create joint expert group on non-governmental level under the auspices
of the Slovak Gas and Qil Association with aim to promote harmonization
of norms and regulations of the European energy legislation in accordance
with ECT in Ukraine, including monitoring of their implementation.

¢ Toinitiate consultations on regional cooperation in security of gas supplies within
the format V4 + Ukraine. Slovakia and V4 countries should be interested in devel-
oping cooperation with Ukraine in the gas sector that would facilitate a coordina-
tion of national systems for natural gas transportation and underground storages
of V4 countries and Ukraine, including gas distribution networks. V4 regional co-
operation in the gas sector is, among other things, stimulates collaboration of gas
companies from the V4 in order to improve energy security in a line with measures
adopted by the EU in the consequence of gas crises of 2006 and 2009.

¢ To consider initiation of the international cooperation in the format of the OSCE
consultations on the bilateral and multilateral level with the aim to create a possi-
ble mechanism involving the OSCE in the area of energy security in a line with the
conclusions of the OSCE chairmanship of Greece adopted at the end of 2009.

® To organize a seminar under the auspices of SFPA, SGOA and Ukrainian Q-club in
the format of V4+Ukraine with participation of Norwegian governmental and non-
governmental experts on a strategy of Norway on gas markets in CEE region.

5.2.3. Sector of oil

In the context of precedents of interrupted oil supplies from Russia in recent years,
unclear prospects for the Druzhba oil pipeline after the horizon of 2014 as well
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as taking into account the gradual depletion of existing fields in Western Siberia
and the Russian government actions on redirecting export of Russian oil through
terminals of Primorsk and Ust-Luga on the Baltic Sea, Slovakia and Ukraine are
facing the common challenge in the field of oil supply.

In order to develop common positions that are beneficial for both Slovakia and
Ukraine, we recommend:

® When it comes to prevention of oil supply disruptions:

1) to cerate a bilateral early warning mechanism on oil supply analogous to
what has been proposed to the gas sector based on”“hot lines” between the
responsible officials at governmental and corporative levels;

2) to elaborate bilateral proposal on the regime of transparency in oil sector
(ETR-0il) as a component of the Energy Transparency Regime for the oil
sector, which has to cover the whole technological chain - starting from the
metering stations at the point of entry of oil to national pipeline network
to the metering stations at the refinery together with the installation of the
respective online system of monitoring of telemetric data of movement of
oil flows which will be obtained from the respective oil metering stations
upon the approval of interested states.

e With the aim to develop long-term action plan to address the problem of the

“end of Druzhba” it is necessary:

1) to hold consultations between the Ministry of Economy and Foreign Affairs
of both countries and the companies Transpetrol and Ukrtransnafta with the
participation of representatives of the European Commission. Consultations
should explore ways to maximize the use of the oil pipeline route Odessa -
Brody - Southern Druzhba to transport oil from the Black Sea and the Caspian
Sea to Slovakia, Hungary and the Czech Republic. Both Slovakia and Ukraine
should coordinate their activities in order to achieve implementation of
major projects within the EU Eastern Partnership, in particular in the part
of energy security, including the development of the “Southern Energy
Corridor” Itis in interests of both countries to get the support from the EU in
order to expand and modernize infrastructure on the transit axis of Odessa
- Brody - Uzhgorod - Budkovce (Slovakia).

2) to create a joint expert group involving experts from the EU institutions (and
in subsequent phases involving other stakeholders) with the mandate to
explore the possibility for creation of a Central European oil consortium on
the basis of the assets of companies as follows: Ukrtransnafta, Transpetrol,
MERO, MOL and Belneftekhim with the participation of companies that
operate oil refining facilities in the CEE region.

® To establish cooperation on the level of core departments and state companies
of Ukraine and Slovakia with the aim to bring strategic oil reserves of Ukraine in
accordance with the requirements of the EC and IEA standards.
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5.3. REGULATORY POLICY, ENERGY EFFICIENCY AND THE USE
OF RENEWABLE ENERGY RESOURCES

After signing an association agreement with the EU and joining the Energy
Community Treaty, Ukraine must fully harmonize with European standards and
EU policies in the energy sector, including energy regulatory policy, energy
efficiency and the use of renewable energy resources. In order to develop bilateral
cooperation between Slovakia and Ukraine in this field, we recommend:

® To prepare a program of SR’s assistance to Ukraine in implementing Association
Agreement, including Association Agenda agreed with the EU. The program
should be developed by MFA of SR in consultations with the Ukrainian side.
Objectives for ministries and other institutions that will be participated in its
implementation should be approved by the Government of Slovakia and their
performance should be coordinated by the MFA. A special subprogram should
focus on providing assistance of SR to Ukraine in the sector of energy reflecting
provisions of the Association Agreement and the obligations of Ukraine following
its accession to ECT. Ukraine ought to put into effect the third energy package
of the EU, including the application of the EU regulatory policy in the market in
electricity and natural gas. Regulatory Office for Network Industry of the SR has
extensive experience in implementing all three EU legislation packages in energy
sector. Its assistance to Ukrainian National Electricity Regulatory Commission
based on the exchange of the experience would be of added value for the
completion of Ukraine’s obligations in the field of energy sector reform.

¢ To develop joint bilateral projects in the field energy efficiency and the use of
renewable energy sources with the participation of the Slovak Innovation and
Energy Agency and a relevant Ukrainian partner. Slovakia has experience in
implementing the Government Action Plan for Energy Efficiency in Slovakia for
2008-2010 based on EU related commitments. After joining the ECT, Ukraine
will have to perform commitment to prevent climate change. Consideration
should be given to the opportunity for SR to participate in Eastern European
Partnership for Environment and Energy initiated by Sweden with aim to
implement specific projects in Ukraine.

e With the participation of the Ministry of Economy and Slovak Chamber of
Commerce, Association of Cities and Villages in Slovakia and entrepreneurial
entities to begin negotiations with the Ukrainian partners on cooperation in
investment in the reconstruction of urban heating, water supply, increasing
energy efficiency of the buildings, modernization of waste utilities and more.
Slovak businesses have experience with investment projects in this area in
Slovakia and abroad. Modernization of municipal infrastructure is one of the
biggest challenges Ukraine cannot avoid to deal with.
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om ‘MIEdQ0 mmauxeiHedddou ‘wirfdmdew 9LEHINE ordodu MHOY oM ‘9iLEdOgOI XMH € BT
‘KHHREAQOTHE MIEIQO 1%0oMa OHTAONOd BH MKhOIEXPAEOH ‘BOILMMArIQE oH Morodu Xuxanadi]
iwgdued g AHIedNg  €3doh  MLIQRH MIlou om ‘MIredAXVTdIgLld MNMHILRhBRLOOL IMNIOHIOO]

HHUBKROWIH OT
JMoxAdY, AU Aumorain codon 1Admdew UHHIAUOXAD UMHXEJOTOH amined WeXHHIUEhELIOL
/wexunafgornaorger  Wn390M100d  MhOIETEH  OHOBROHTO  ‘ANLEhOU  Tig  BOOUERAAHEIN
AN NB ‘WOHHR WHMMBL [IMBLBACUOND BUT  urodqg-£09rQ, o oruuHariae ,1xgoaodurHrudy,
cadon  Aifdmdew  suHerondodmg voarQ-nrodg,  xsrm  punaniendoldre  Xiue
‘WOXEIM WHMTMEM | WHmaomor 3 om ‘ arrogoduoiden xuuarediorien xuxdoaoduinrndyy,
woonxAlon 1Hodraadon oXd HOL GIHOWANIN 6 KUY uwielondodMs Q WIION ‘OITHHEIEE
MiEH HOL AIHOWAUIN ¢ ONICMIQ 41B£odadol OPh WHMHET & INE ‘HMNHHIUPRELOOU IX90H100d
‘raoxsUm AWoHLdOUOND AWOGONLETOY & JLOTHEIXQOH Q PIEafHOl U OMNE 9LlGeH  MXLHQE
1Haou erodmon eHieddg eWoLomd eHimenedl ‘sHHeheidomoron reed @ Adedim BHHATRUNEH
odu ugonwA xeixedimox xuurixes & romiderneld ererewma on eredyg M¥arNoQ werdeay
niLadi ee muredsq o131dolndal BHHEHRLOONU XPIEIQ0 OL THEEK,0Q0E X104 UIBHONUE AH IIIY BH
uHog ‘uxBrm 1H1doudNI 190K 1HQILOU IRHONX W OM ‘91Ed0FOI | HXMHAUPHELION 1N90KH190d hOY

*AdOE YOhOL [OHRHLIFOU Mh [OHRIHXAL € WHHIUINOY 1H ‘WHHITTIME OHHITdOWOX
1 5 on myod ndi ¥iH muAW eH credQ] MipeH BHHEheLOOU BIT urodq-eoarQ, HHEakddomad
‘A%09 osomHI g ‘MauiNaumodau IHXALOU BN AURIMHILOU O0IOW 1£K390 AWoH@ou @  mrodq
~eoorQ, BHHELOMdONHE 1 ‘9LOIAHOI oXd Luuou vl Kmueouod] ‘AWOIHIAQHEN ANOHIITITIE

martg ‘A miedy xuxaoyouodas xumui arvmnd vl XUNGdIrOU ‘XuNIourdioae OF ei ramiNomddau

wraoxodioontodoy & arymmd XMXAMOKIH BL XUM909h OF XEUM MHHILOWOXAD WUHUITEH
seandyria 1%20du WOY] MWRLNOUOE HWMHAIIOLOND 9101HEE0QdALd 9LOIBIAKMA ‘HIONIH NI
IHT01090 1B ‘ariHnd XuH39oudU0dad BIT ¥oXel v ‘yaminAooiden joxqoaredd vl [0NIOMILORN

aixuHareneioon ‘mujedxg sry wunmeding 3 voxAdy, emHavary] - urodg-voarg, ixodil

s Mrodg-eoorQ, AreimHaLoun oJodHxgedud sLiMdieod ILOOEMIXOW dJWHLIRXTONMAdIU oIk
uiHidouounedr ou xedodgoradou A 9LOIHIAUKITEIQ |
JMrodg-uosorQ, BHHIxdovwodu dimgode odogad  MMAOORRWHM ], ‘Woododdd ‘ WHE0ORRWHML,
‘WHg0X0d1o0oM1L0doN dLIgRH HUHIMMHE dTAQ ‘exdanor|] or  urodg-uddrQ, EHHIXdowodu

‘Adoe MXhOL JOHUIMAIWON € WHHhHMLINedUIH

orom IV IHArIud odu Mrolf BHHROMUWIN NE ‘AModM OJOHEMLMEOU OJOMNBL YTid LXIDD
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EUROPEAN COMMISSION

Cabinet of Commmsiones GortPar Dettrger
Member of Cabinet

Brussels 301 .
PPicg A2715 (2010) £RS 0L5

Mr Mykhailo Gonchar

President, Co-ordinator of WG3

Enstern Partnership - Civil Socicty Forum
Centre of Global Studies "Sirategy XX1°
Olehycha str, 13 - OIF 422

04060 Kyiv

Ukraineg

Dear Mr Gonchar,

Thank vou for yoar letter of 6% July 2010 to the EU Commissioner for Energy, Mr Gilnther H.
Oettinger, concerning the work that has been underinken by the Centre of Global Stodies "Strategy
XXI" on the issue of energy and energy security, and for indicating the main conclusions of the
latest project on "Energy resources and their delivery infrastrocture: the potential for mappropriate
operation in Europe”,

Commissioner Cettinger has asked me to reply on his behalf,

Clearly, mekling the chnllenge of ensuring energy security requires the ELU o use & wide range of
tools ringing from internal measures, such as improving energy efficiency and the development off
renewnhle energies, creating o truly EL wide internal energy market that is fully interconnected and
integrated through to external initiatives, with cur main energy partners, be they suppliers or transit
countries. In particular, the recent membership of Moldova and the upcoming membership of
Ukraine in the Energy Community will entail the expansion of the EL's energy market model 1o
these countries.

In all our energy relations with third countries, the principles of open, competitive markets,
transparency and predictability are fundamental. For mstamce, we ane in the process of negotiating a
MNew Agreement with Russia 1o follow on from the existing Panpership and Co-operation
Agreement; it is the intention of the Commission to have robust provisions on energy that will be of
mrtual benefit and designed to put our energy relations on a firmer footing.

Your proposal on an Encrgy Transparency Regime and the list of key points that you believe warrant
further considerntion, will be taken into consideration in the ongoing work to prepare the
Communication on external energy relations that is due next year.

Yours sincerely,
LS‘
Paula Pinho
= JEs 10456 BrumsfienBnoasel, BELGIQUEBELGIE - Tl +27 22981111
Citfice: BERL (70 - Tﬂmh-ﬁ'mi
Pauls grhofes surced sy
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Heogiyitinuii nepexnao

€Bporneiicbka KoMicist
Ka6iner Komicapa I'ontepa Oerrinrepa
Unen xabinety

30.11.2010 poky
Bproccens

IMany Muxaiiny IN'onuapy

Ipe3unenty Llentpy rnodanicruxu «Crparerist XXI»,

Koopaunaropy PI'3 ®opyMy rpoMaasHcbKoro cycrinabsera CXiHOTO mapTHEpCTBa
Bys1. Onbxuya 13, od. 22

M. Kuis, 04060

VYkpaina

IllanoBHuii nane 'onuap,

Jskyio Bam 3a Baur suet Big 6 aunns 2010 Komicapy €C 3 enepreruxu nany I'toHtepy
X. Oerrtinrepy, mo cTocyeThest poO0TH, BUKOHaHOI LlenTpoM riodamictuxu "Crpareris XXI" 3
NMUTAaHHA EHEPreTUKM i eHepretmyHoi Oesneku, i 3a HaJaHHA OCHOBHUX BHCHOBKIB I10
ocraHHbOMY 1poekTy "EHepretnuHi pecypcu i iHdpacTpykTypa IX JOCTaBKM: IIOTEHIiall
Henpo(diIbHOro BUKOPHCTaHHs B €Bpori".

Komicap Oerrinrep nonpocus MeHe BiJNOBICTH BiJf HOro iMeHi.

OueBHIHO, WO pillleHHs NPoOJIeMH 3a0e3MeUeHHs] CHEPreTHYHOT Oe3NeKu BUMarae BiJ
€C BUKOPHCTAHHS IIMPOKOTO CHEKTPY IHCTPYMEHTIB, IOYMHAIOYM BiJ BHYTPIIIHIX 3aXOiB,
TaKMX, SIK MiJBHIICHHS CHEProeeKTUBHOCTI Ta PO3BUTOK BIJHOBIIOBAHMUX [DKEPEN EHEprii,
CTBOPEHHS [iHCHO IIMPOKOTO BHYTPIIIHBOIO EHEPreTHYHOro puHKy €C, SKUH MOBHICTIO
B3a€EMOIIOB'SI3aHUI 1 IHTEIPOBAHMI 10 30BHILIHIX IHII[IaTHB HAIIMX OCHOBHUX E€HEPreTUYHHX
MapTHEpiB - YM TO IOCTAYAIbHUKIB, YW TPAH3UTHHUX KpaiH. 30KpeMa, OCTaHHE UICHCTBO
Mooy i MailbyTHe wieHCTBO YkpaiHu B EHepreTHYHOMY CITIBTOBApHMCTBI CIPHYHHHTDH 3a
0000 PO3IIMPEHHS MOJIeNi eHepreTudHoro puHKy €C Ui IuX KpaiH.

VY BCIX HaIIMX CHEPreTHYHUX BIJHOCHHAX 3 TPETIMM KpaiHamu (yHIAMEHTAILHUMH €
MPHUHLMIN BiIKPUTHX, KOHKYPEHTHUX PHHKIB, IPO30picTh i nepenbauyBanicTs. Hanpukian, Mu
3HAXOJMMOCS y MPOIIECi NeperoBopiB o0 HOBOI yroau 3 Pocielo, ska cTaHe IPOJOBKEHHAM
icHyI040i YToau Ipo NMapTHEpPCTBO Ta CHIBPOOITHULTBO. B KoHTEKCTI HOBOI Yroanm Hamipom
€BPOKOMICIT € JOCATHEHHs HAJ[IHHHUX TI0JI0KEHb B raly3i eHepreTHKH, sKi Oy1yTh B3a€MOBHI1/IHI
1 IpU3HaveHi IS IPUBEICHHS HAIIMX BiJHOCHH y cepi eHepreTHKH 10 GiIbII MIlIHOI OCHOBH.

Bama nponosuwis 1o PexyuMy eHeproTpaHCIapeHTHOCTI i Mepeltik KIF0YOBUX MOMEHTIB,
sKi, Ha Bamry DyMKy, BaJIMBI Ui HOJANBLIOrO PO3MIIsiAy, OyayTh HPUHMHATI 0 yBarm B
MOTOYHIH pobOTi 3 miaroroBkr KoMyHikanii 3 30BHIIIHIX €HEPreTHYHNUX 3B'SI3KIB, 5IKa Mae BUHTH
B HACTYIIHOMY POLIi.

3 moBaroio,

Tayna [Minbiio

€sporneiicbka komicis, 1049 Bproccens, Benbris

Ten. +32 22991111

Odic: bepain 09/70, Temn. npsimoi ninii - +32 229-20815
paula.pinho@ec.europa.eu
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Mykhailo Gonchar

Mykhailo Gonchar is expert with 25 years of experience in fields of national and
international security, energy security and hydrocarbons infrastructure. During
his career he served in governmental and non-governmental organizations, think
tanks, including a management of the company active in the field of hydrocar-
bons infrastructure. At the present he is the President of the Centre for Global
Studies “Strategy XXI” (Kyiv) from 2008 and the Director of Energy Programs of the
NOMOS Center (Sevastopol) from 2006. He is the former Deputy Chairman of the
Board of the Ukrainian National Oil Transportation Operator JSC UkrTransNafta as
well as former Advisor to the Secretary of National Security and Defense Council.
He was an expert of Joint Working groups for economic cooperation between
Ukraine and Poland, Czech Republic, Slovakia, Germany, Croatia, Azerbaijan,
Georgia, Kazakhstan, Russia, Turkey (2001-2006).

M. Gonchar is author of several publications (in co-authorship):

“From the energy crises to mutual trust through transparency in the Upstream —
Midstream — Downstream chain’, (“International Issues & Slovak Foreign Policy
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“2009 gas conflict and its consequences for the European energy security” (Oil,
Gas & Energy Law Intelligence, 2 (2009), The Netherlands);
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Finland);

Ukrainian Oil&Gas Sector: Transparency of functioning and revenues, Kyiv-Sevas-
topol 2008.

Alexander Duleba

Alexander Duleba is the director of the Research Center of the Slovak Foreign Poli-
cy Association (RC SFPA). He obtained the PhD degree in political science from the
Institute for Political Sciences of the Slovak Academy of Sciences in 1998 and the
Ass. Prof. (Doc.) degree from the Comenius University in Bratislava in 2009. From
May 1993 until August 1995 he was an analyst with the Slovak Institute for Inter-
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national Studies at the Ministry of Foreign Affairs of the Slovak Republic. Since
September 1995 he started to work as a research fellow for the RC SFPA; in May
2000, he became its director and simultaneously the head of the Center’s Eastern
Europe research program.

His main publications includes: (2010) Toward a Strategic Regional Framework for
the EU Eastern Policy. Searching for Synergies between the Eastern Partnership and
the Partnership for Modernization with Russia, 52 p., co-author; (2009) Searching for
New Momentum in EU-Russia Relations. Agenda, Tools and Institutions, 224 p., edi-
tor; (2008) The Reform of the Neighborhood Policy. Tools, Institutions and a Regional
Dimension, 79 p., co-author; Regional Integration in the East and West: Challenges
and Responses, 250 pp, co-editor; (2004) Foreign Policy of Slovakia after NATO and EU
Accession, 115 pp, co-editor; (2003) Eastern Policy of the Enlarged European Union.
AVisegrad Perspective, 272 pp, co-editor; (2000) Ukraine and Slovakia, 402 pp.

Oleksandr Malynovskyi

O. Malynovskyi is a Master of International Law (Institute of International Rela-
tions, T. Shevchenko Kyiv National University, Ukraine) and Master of International
Studies (Complutense University, Madrid, Spain). During 1997-1998 he studied
at the Diplomatic School of Spain. O. Malynovskyi has been practicing law since
1998. He served at the Ministry of Foreign Affairs of Ukraine and the Administra-
tion of the President of Ukraine. He has been engaged in consultancy and private
legal activities since October 2004.

He participated in international and intergovernmental negotiations on the settle-
ment of topical issues of interstate cooperation, including in the gas field. He pro-
vided consultancy services for the implementation of production of hydrocarbons
projects in the UAE and Egypt. O. Malynovskyi was awarded a “Lawyer of the Year
2010 - arepresentative of private law Company within the annual national Ukrainian
competition “Lawyer of the Year” organized by the Ukrainian Union of Lawyers.

O. Malynovskyi has the diplomatic rank of adviser of the first class.

He authored a number of publications on energy issues, in particular:

Ukrainian Qil&Gas Sector: Transparency of functioning and revenues // Kyiv-Sev-
astopol 2008 (co-authored);

Ukrainian-Russian Gas Agreements: Pro et Contra // Dzerkalo Tyzhnia, No. 45
(773), 21 November 2009 (co-authored);

From the Energy Crises to Mutual Trust Through Transparency in the Upstream
- Midstream — Downstream Chain // International Issues and Slovak Foreign
Policy Affairs, Vol.XIX, Issue 01/2010, Bratislava, Slovakia (co-authored);

Gas Market Law: New Perspectives // Dzerkalo Tyzhnia, No. 43 (823), 20 November 2010.
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