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Foreword

By Dov Lynch

‘Gas wars’, ‘power cuts’, ‘backroom deals’, ‘strong arm talks’. Energy makes good newspaper copy — and
for good reasons.

The crisis in Russian-Ukrainian relations that began on 1 January 2006 had all the necessary ingredients
of a drama, with gas supplies being cut during one of the coldest winters in recent memory. As well as
directly affecting Ukraine, other European countries were also hit by the dispute.

In the end, extremely opaque, tightrope negotiations produced a shady and temporary compromise.
In all the ensuing confusion, obvious points were missed. First, the crisis did not spring from nowhere:
Russia and Ukraine had been negotiating on this issue throughout 2005, and, indeed, years before.
Secondly, Ukraine has benefited from highly-subsidised Russian energy prices since the collapse of the
Soviet Union.

The crisis did nothing for the public image of Gazprom — and it raised public awareness that things
had to change.

Crises are salutary moments. They reveal distinct trends that were difficult to highlight beforehand.
For the European Union, the dispute has been useful in catalysing thinking about several questions which
have been in the air for some time: what can the EU do to ensure its energy security, and is the current
approach appropriate for an increasingly difficult world energy picture? Is the Union’s dependence
on Russian energy dangerous, and what should the EU seek from its energy relations with Russia?
In answering all these questions, sobriety should be our guide.

This paper, written by Andrew Monaghan and Lucia Montanaro-Jankovski within the framework
of the European Policy Centre’s Programme on Enlargement and Neighbourhood Europe, examines
key dimensions of the EU-Russia energy relationship. In heady times, its balanced approach and sober
tone are important.

The paper was first discussed at a meeting of the EPC’s Task Force on Russia. A central objective of
this Task Force is to address trends inside Russia that affect its strategic partnership with the EU. The
questions raised by Russia’s rise as an ‘energy superpower’, to use Russian President Vladimir Putin’s
words, are numerous.

On the one hand, energy is the Russian government’s single most important source of revenue, allowing
it to repay its foreign debt and bolstering domestic expenditure. Energy production and its export are one
of its main shields against the vagaries of globalisation to which Russia has been subjected for the last
decade. Energy wealth has provided Moscow with new room for manoeuvre in its foreign policy. It is no
accident that the Russian government put energy security high on the agenda for its presidency of the G8.

At the same time, Russia’s energy production raises concerns about its economic development. With
growth rates and structural reform slowing, will Russia avoid the dangers of the so-called ‘Dutch
disease’ (the phenomenon whereby the development of a country’s energy sector limits other parts of the
economy, hampering overall development and growth rates)? How should the EU respond to domestic
developments in Russia’s energy sector, specifically the increasing public/private overlap, which has
made the sector less transparent and predictable? These are worrying questions.

Monaghan and Montanaro-Jankovski’s argument is straightforward. In their words, “energy security
thinking must move from notions of ‘dependence’ and ‘producer against consumer’ towards a more
cooperative mindset”. They propose a three-pronged strategy for the EU: it must improve its energy
efficiency; enhance its relations with key transit states; and devote time to building a more effective
relationship with Russia.
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This relationship implies developing practical cooperation to protect critical infrastructure, investing in
Russia’s domestic efficiency and investing in the Russian energy sector.

In the end, the authors argue, the Union must craft a more coherent approach to its energy security,
with this considered an element of EU foreign policy and coming within the remit of the EU’s Common

Foreign and Security Policy (CFSP). This is a question which must be debated.

Dov Lynch is chair of the EPC’s Task Force on Russia.
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EU-Russia energy relations: the need for active engagement

By Andrew Monaghan and Lucia Montanaro-Jankovski

Introduction

Energy has become an increasingly important and defining policy issue as the growing competition for
access to limited resources has altered the global economy.

Population increases, dynamic economic growth (particularly in China and India), and the spread
of prosperity are stimulating a rising demand for energy. However, high energy prices and the lack of
spare capacity, particularly in the oil market, have made the global economy sensitive to energy
disruption. Energy security, in terms of supply and stability of price (two key factors for economic
strength and growth in industrialised and industrialising countries), is intertwining with geopolitics and
international relations.

A shift is also taking place in the balance of power in the international energy market which is
now dominated by a number of key ‘producer’ states. Since ‘consumer’ states are dependent on growing
imports, and given the high price of oil and spot gas, the geopolitical advantages are beginning
to shift back towards ‘producer” states. How will these countries act as access to their resources becomes
increasingly important, how reliable are they as suppliers and how will they use their assets to wield
influence on the world stage?

As a major economic power, the role played by the EU and the way it seeks to address its increasing
dependence on imports will be vital. The Union currently imports nearly 50% of its energy consumption,
a figure which is expected to rise to 70% by 2030, yet it does not have a common, effective energy
strategy and policy. In addition, it lacks coordination and foresight. Preparing appropriate plans to ensure
strategic energy security should be its top priority in the energy field.

Given that the EU’s relations with Russia form a central element of its energy security, the way that
it manages this relationship now and in the near future will be crucial to its long-term energy security.

The EU-Russia strategic partnership, which is based on the Partnership and Cooperation Agreement and the
EU-Russia Four Common Spaces Policy, provides a good framework for an enhanced energy relationship.'

It is important to realise that Russia is ‘triple-hatted’. It is a major energy producer, consumer and
transit state.

Since 2000 the two sides have been developing a formal energy dialogue which has led to a
“true partnership, offering wider prospects which go beyond the narrow questions of energy trade and
extend to transport-related problems and to the environmental impact of the energy sector”.’
In 2005, the UK Presidency of the EU prioritised the energy dialogue and it remains high on the agenda
in 2006 as it is one of the Austrian EU Presidency’s main concerns. It will also loom large during
an energy Permanent Partnership Council (PPC) meeting during the Finnish presidency that begins in July
2006. In addition, there are concrete EU-Russia joint projects under way on energy efficiency, the

harmonisation of gas standards and renewables.

However, the strategic EU-Russia partnership is often considered hollow and flawed, and too few of its
plans come to fruition. Relations became fractious and difficult in 2004, with disagreements over
Moscow’s handling of the terrorist attack in Beslan, the elections in Ukraine and concerns in EU Member
States about the Russian government’s increasingly authoritarian approach.

Unease is growing in many quarters that the EU will find itself increasingly dependent on Russia
for energy imports and that Moscow could use this as a diplomatic lever. These concerns surfaced
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during the bilateral summit in London in October 2005, when questions were raised about whether the
EU’s dependence on Russian energy would undermine its ability to address disquiet about the country’s
political developments. They surfaced again in early January 2006 when Russia cut off gas supplies
to the Ukraine, which also had an impact on gas supplies to EU Member States as Ukraine is a transit
country for Russian supplies to Europe.

The reliability of Russia — one of the world’s most important energy suppliers and the EU’s single most
important supplier — is now being questioned.

There are also signs that Russia is concerned about the EU as well. As a key market for Russian
hydrocarbon exports, the Union supports a large part of the Russian economy. There is unease in
Moscow that if the EU diversifies its imports to reduce its dependency on Russian energy, Russia will
lose its primary export market and this could undermine its economy.

This has prompted both Russia and the EU to consider other markets in an effort to enhance their
respective energy security. This could create an ‘energy security dilemma’ — a variation on the ‘military
security dilemma’, when one state, suspicious of another’s military preparations, begins to make its own
preparations in case the other threatens it. This escalates the situation and generates instability.

This paper first considers the current state of the EU-Russia energy dialogue. It then focus on the key
tenets of energy security (efficiency and diversity) and places the EU-Russia energy relationship
in context. Finally, it assesses Russia’s capabilities as a supplier, and examines the oil and gas elements
of its energy sector.

The EU needs to address a number of problems. Provided that the political conditions allow it
its energy security thinking must move from notions of ‘dependence’ and ‘producer against consumer’
towards a more cooperative mindset. The EU’s relationship with Russia is reciprocal and mutually
supportive — neither side can afford to lose the other as a key element of its energy and economic
security. The Union must invest in Russia in order to rebalance the relationship and influence political
developments in the country.

This paper recommends that the EU adopt a three-pronged strategy. It needs to improve its
domestic energy efficiency, develop strategies to enhance relations with key transit states and foster a
more effective relationship with Russia. This should be done through practical cooperation to
protect its critical infrastructure and improve domestic energy efficiency and through investment in its
energy sector. Since the EU needs a more coherent energy security policy, the paper recommends that
this should be considered as an element of foreign policy and thus come within the remit of the EU’s
Common Foreign and Security Policy (CFSP).
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I. The EU-Russia energy dialogue

Russia is the EU’s main supplier of hydrocarbons and the Union is the main market for Russian
hydrocarbons. The EU-25 imports 50% of its gas and 30% of its oil from Russia, while Russia exports
more than 50% of its energy to EU-15, and this mutual relationship is expected to grow.

The EU-Russia energy dialogue was launched in 2000 in the context of an increase in energy prices
and, consequently, the publication of the EU’s Green Paper on Energy Security. This dialogue reflects a
recognition that Russia and the EU are natural partners in the energy sector and have
mutual interests in enhancing the continent’s energy security. Its main objective is to provide a forum to
discuss questions of common interest in the energy sector and to bind Russia and the EU into
a closer relationship. It also aims to contribute to security of energy supply and energy demand;
foster cooperation on energy-saving measures; rationalise production, transport infrastructures and
electricity connections; facilitate investments; and improve relations between producer and
consumer countries.

Senior officials on both sides were appointed to oversee the dialogue.” Working groups meet regularly;*
and a Technology Centre was established in November 2002 to exchange information and promote new
energy technology to speed up the development of Russia’s oil and gas sectors. The centre has organised
roundtable discussions on exploiting Russian reserves and improving Russian oil refining.

During the second half of 2005, the UK Presidency of the EU sought to prioritise the energy relationship
and add new dynamism to the dialogue. To this end, a Permanent Partnership Council (PPC) meeting was
held on 3 October 2005 at which plans and aims were agreed, and an implementation framework
established. This has helped to structure the relationship by creating a broader set of interlocutors.
In a move that has been welcomed by officials on both sides, the dialogue now encompasses Russian
and EU business and political authorities, which are represented in four thematic groups: investment,
infrastructure, trade and energy efficiency.’

The energy dialogue has acted as a forum for tackling problems, with positive results, opening the way
to European investment in the Russian energy market. As a European Commission Communication on
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this issue declared: “Frank and open discussions have already permitted substantial progress to be
made”, and the dialogue has developed into a true partnership, offering wider prospects which go
beyond the narrow questions of energy trade.®

The EU has been at pains to point out the strong common interest in the energy sector, and it
has repeatedly confirmed that Russia has been a reliable supplier and has always respected
agreed dates, amounts and prices, even during periods of internal political turbulence or dramatic
world developments.”

For its part, Russia has sought to be a cooperative partner and there have been no signs that it is
using its energy resources as a lever over the Union — indeed, EU officials and experts agree the
opposite has been the case, pointing out that Russia has never suggested curtailing its energy supplies
to the Union, in particular to the EU-15.°

The Union also believes that the energy dialogue has helped to integrate the energy market through
a number of measures, including the interconnection of electricity grids; agreement on regulatory
principles for internal markets and long-term supply contracts; and enhanced cooperation in the
nuclear energy field and in advanced energy technologies.

However, problems and differences remain, and the two sides have differing interpretations of
therelationship and their priorities. Russia seeks support to modernise its energy sector and
protect itself, while the EU wants Russia to reform and open up its market by creating a more positive
business climate.’

It is clear that EU-Russia energy cooperation is a ‘greater glue’ to certain other paradigms.'® One of the
challenges in the near future will be to organise a proper, representative and coherent EU-Russia
energy dialogue.



EUROPEAN POLICY CENTRE

Il. Understanding: confidence, diversity and efficiency

Energy security is based on intangible feelings of comfort and changing perceptions. The West is in
a vulnerable position when it comes to energy supply, since an oil or gas shortage which lasts for more
than a couple of weeks could pose major problems for Western economies and military forces, and raise
serious domestic political questions.

Part of this vulnerability stems from the lack of reliable information about how much oil is in the ground,
or how much of it is (or will prove to be) economically viable. There is fierce debate between those in
the so-called ‘peak camp’, who argue that hydrocarbon reserves are running out and the world will soon
face an energy crisis brought on by shortages, and the ‘optimists’, who argue that technological devel-
opment will ensure that new reserves are found.

At best, all the figures available are informed estimates, and the statistics can be calculated in different
ways, adding to the confusion.

This confusion is further compounded by high levels of business and state secrecy. Although
publications such as the BP Annual Statistical Review and those of the International Energy Agency (IEA)
provide some information, precise knowledge about the state of play is regarded as a highly profitable
business asset. This is not only the case in business: Moscow recently announced that information about
Russian reserves was a state secret.

Much of the planning and negotiation goes on behind closed doors," and the figures are
sometimes manipulated or the real facts ignored completely in texts ‘highlighting’” soaring demand and
falling production.

The wider international context — including the state of global markets, regional political stability and,
above all, the nature of the producer-consumer relationship — has a strong impact on countries’
concerns about security of supply.”

The global market is currently tight, and there is little spare capacity to meet growing demand
or cope with any potential disruption, particularly to oil. There are many valid concerns about
regional political stability and reliability, particularly in the Middle East, which is home to some
two-thirds of the world’s proven oil reserves and is the most important area in terms of spare capacity to
meet increases in demand. Political instability in West Africa, another oil-producing region, is also
causing concern, as is the EU’s dependence on Russia, particularly after the dispute between Russia and
Ukraine in January 2006.

This crisis raised questions about the reliability of foreign producers, especially Russia, and underlined
the need for the EU to diversify its energy sources. Uncertainty about foreign imports and producers is a
crux of the energy security problem, and an ‘us and them’ approach to energy security — with ‘them’
being foreign producers — is a recurrent theme.

In relation to Russian supplies to the EU, three points should be considered.

First, the Union’s oil supplies are already diversified, with imports coming from the Middle East
as well as Russia, and the Union has three key gas suppliers, although Russia is its main source. In the
medium term, oil will remain the single most important element of the EU’s energy mix. Diversifying
away from Russia is not the key here: in fact, the Union could consider slightly increasing its share of
Russian oil in order to enhance security of supply.

Second, alternative suppliers for both oil and gas should be assessed carefully. It is unclear whether
the main alternatives — Iran, Nigeria, Venezuela, Algeria (already a major provider of gas to the EU,
supplying some 23% of its needs) and Libya — are much more stable, friendly and trustworthy
than Russia.

Enlargement & Neighbourhood Europe — March 2006
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Third, costs must be considered: changing suppliers involves infrastructure and contract costs.
However, if exporters like the Libyans and Nigerians are willing to sell their gas at a price which reflects
well-head costs (meaning when the gas actually comes out of the ground; i.e. not including processing
and transport costs) that would make them competitive with the Russians.

These cost risks do not mean that the EU should not seek diversity in its hydrocarbon suppliers.
It should, as diversity of source is an important part of its energy strategy. However, this requires care-
ful, sober planning in the long-term context and should not be initiated as a knee-jerk reaction.

As long as substitutes (i.e. nuclear energy and renewables) remain comparatively expensive, oil and gas
will remain the world’s most important sources of energy. In the context of geostrategic scrambles for
diversification, only new energy sources can provide a real alternative.

However, a new factor is emerging: the ‘High North’ — the region between Norway and Russia, in the
Barents Gulf, which has 25% of the world’s discoverable energy resources.” This could provide an
answer to Europe’s future energy needs as it is close to Europe, but it raises sensitive environmental
issues as it is also one of the world’s largest fishing areas.

Another way for the EU to diversify is by combining energy sources. There are plans to increase the use
of Liquified Natural Gas (LNG), nuclear energy and ‘clean’ coal, and to develop renewable energy
sources. This is, however, a complex issue as it is both controversial (particularly in the case of nuclear
power) and expensive. It is also a long-term project: renewable energy sources will not provide suffi-
cient capacity to cope with an energy security crisis in the short to medium term.

In the wider context, populations in developing regions are growing and their quality of life is
linked to their energy consumption. This combination of larger populations and growing energy
demands, coupled with the need to reduce the use of fossil fuels for environmental and political
reasons, make it important to develop other energy source options, including fusion.

Renewable energy technologies (solar, wind, tidal, biomass, geothermal and hydro) are in the process
of being developed. But these will only meet some of the extra demand.

Nuclear energy is another part of the answer. The ITER project on nuclear energy is an example
of the important long-term energy partnership between EU and Russia. In the past, nuclear energy
based on fission appeared to be the way forward; now, however, controlled fusion seems to be
a major promising development. ITER is an international project to design and build a fusion reactor
involving the EU, China, India, Japan, Russia, South Korea, Switzerland and the United States, under
the auspices of International Atomic Energy Agency (IAEA). The project, which is based in
southern France, is expected to cost 10 billion US dollars. Controlled nuclear fusion promises to be
environmentally benign, widely applicable and inexhaustible, and it is hoped that it will result in
centralised, inexhaustible nuclear energy generation in the latter half of this century.

EU energy security policy requires a diversity of sources, transit routes and energy sources. However,
although the first of these is crucial, energy security begins at home. The Union can enhance its posi-
tion by completing the internal energy market and making it more efficient, so that products can more
easily flow from one part of the EU to another when supplies are scarce.

One idea that is also gathering momentum is to create an internal EU network of reserves
and interconnecting pipelines in order to be able to help any Member State suffering from
reduced energy supply. To develop an integrated and attractive European gas market, the EU must
improve fluidity and interoperability, abolish barriers and be able to compete on price. The EU’s
competition rules should also recognise the positive role played by long-term supply and transport
contracts, and ad hoc exemptions from access to new infrastructure for third parties. As an outsider,
Russia would need to respect the rules of this internal market and give more parties access to
Russian hydrocarbons.
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Energy security also depends on more efficient energy use and the main starting point here is to reduce
demand by curbing consumption and increasing efficiency. The energy market, particularly for oil, is
global. Oil is an interchangeable energy source which can be acquired from different producers.
Moreover, world market conditions, not individual states, govern the price of oil, which means that
Russian prices may rise because of outside events, irrespective of political machinations in Moscow.
Diversifying supplies is helpful but it does not guarantee energy security.

Governments concerned about their energy security also need to enhance domestic efficiency and
reduce the use of fossil fuels. As the European Commission’s Green Paper of 2001 noted, consumer
behaviour is of key importance, particularly in the transport and construction industries.

The Green Paper highlighted the value of better-controlled consumption through carrot-and-stick
fiscal measures, particularly higher taxes on gasoline.' Other initiatives, such as information campaigns
to raise consumer awareness, and steps to encourage the development of fuel substitutes and other
technologies, particularly in relation to transport and reducing energy use in buildings, are contributing
to greater EU efficiency.

However, there is still room for improvement, with official estimates suggesting that the EU could reduce
its current energy use by 20% in a cost-effective manner, not least by fully applying existing measures."

The Union has begun to make progress both in terms of the energy mix and energy efficiency
(particularly when compared to other major consumer countries), and plans are being made
to encourage further progress. However, as imported energy will still be needed to meet much of the EU’s
demand, questions about foreign sources and the producer/consumer relationship will remain.

Enlargement & Neighbourhood Europe — March 2006
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lll. Energy security: producer vs. consumer?

There is a key foreign policy dimension to energy security, given that much of the EU’s energy
is provided by sources outside the Union and transported through other non-member states. Much of
the recent high-profile comment on energy security has focused on the reliability of producers, and
seems to posit producer and consumer in opposition to each other. However, seeing energy security as
a ‘producer vs. consumer’ issue implies mistrust and is detrimental to understanding the complexities
of energy security, which are affected by a more dynamic series of relationships.

As the 2006 G-8 summit showed, the distinction between ‘producers’ and ‘consumers’ is not all that
clear — Canada, Russia, the US and the UK are all both leading producers and consumers, as is China.

This blurring of the difference between the two is particularly relevant for EU-Russia relations, because
it highlights the importance of Russia’s domestic market. Although growth in demand has been slow
since the collapse of the USSR, experts predict that Russian domestic consumption will outpace that of
the EU, and that Russian energy demand and consumption might grow by as much as 150% by 2030."

This has several ramifications for the Union, because rising domestic consumption will absorb
some of Russia’s finite reserves. It also means that energy efficiency will become an even more
important issue on the Russian energy agenda and in EU-Russia relations. In addition, if Russian
domestic prices rise in response to demand, then the growing domestic market will become a larger
and more attractive mainstay of Gazprom'’s sales. Since this will reduce Europe’s ability to buy oil from
Russia, the EU will no longer be Russia’s main source of foreign currency.”

Moreover, these producers — who are often regarded as “unreliable foreigners controlling prices or
access” — such as the Middle Eastern states and Russia, are not as untrustworthy as they might initially
appear. They need the relationship as much as the consuming states.

Most definitions of ‘energy security’ only describe it from the consumer’s point of view, without
looking at it from the producers’ standpoint, even though this is a key element of the energy security debate.

As one expert has noted, most past interruptions of oil and gas supply did not occur after foreign
producers cut off supplies to outside countries. Far more often, consumer countries reduced their
imports because of sanctions and boycotts against oil-producing countries.

In addition, many of the interruptions in supply have resulted from domestic political and
technical problems. In France and the UK, for example, industrial action (blockades) or technical
problems resulting from a lack of investment, regulatory failures or cost-cutting have been responsible
for cuts in energy supplies.” It is also true, however, that over the last five years, there have been
interruptions to supplies in the Baltic states, Belarus and Poland which were not caused by technical
problems alone.

Just as consumer countries need secure sources, producer states need secure markets and
stable incomes.

This has three consequences for Russia. First, the Russian economy has been buoyed up by high oil
prices, so a price reduction would have a major knock-on effect on the rest of the economy. Second, it
would reduce the income from stable exports, such as those to Europe (from 2002-4, increasing oil
exports were the main source of Russian GDP growth). A price reduction would also make transit costs
more prohibitive, making Russia dependent on fewer markets

Just as having fewer energy sources undermines consumer security, so having fewer markets
undermines producer security. For example, the high price of oil means that Russia can transport it to
China by train, even though this adds an extra 5-7 Us dollars per barrel to the cost. However, should
oil prices fall, this would no longer be economically viable and Russia would lose not only income but
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also a market until new pipelines could be completed.” As these are expensive to build, a fall in the cost
of Russian oil would undermine the financial case for construction.

All this is significant for the EU-Russia relationship, because it helps explain why Moscow appears to be
even more concerned about the future of the energy relationship than the Union.

There are a number of reasons for this. First, while the EU’s internal market creates opportunities for
Russia by creating the world’s largest and most integrated energy market on its doorstep, it also generates
anxieties.

Russian analysts Leonid Grigoriev and Anna Chaplygina believe that the European Commission will show
“maximum tenacity and assume a hard stance” in safeguarding EU interests. Russia can only have a
successful dialogue with the Union if the various Russian interests involved can reach a solid consensus
on Russian interests in the energy sector.

This is likely to be difficult to achieve, with many questions left unanswered. What is the goal of Russia’s
energy policy in Europe? What are the limitations and risks involved? How can export revenues best be
used for Russia’s development?

Russian analysts argue that export priorities, routes, projected costs and sources of finance still
need to be developed, as no detailed plans exist at present.® This lack of consensus undermines
the Russian negotiating position. For example, the country’s producers and transporters disagree:
producers want to boost exports and have criticised Transneft, the pipeline monopoly, for its inadequate
infrastructure. To deflect such criticism, Transneft has proposed restricting oil production and following
OPEC'’s example by establishing state control over oil output.”

Some Russian commentators have argued that the EU’s objective in the energy relationship is to
put pressure on Russia to reform its energy sector, particularly with regard to domestic prices. The Union,
they argue, is trying to force Russia to bring its domestic tariffs closer to those of the world market.

Official statements reflect such concerns, with President Putin warning in 2003 that “the EU will
not succeed in twisting Russia’s arm in its desire to achieve a sharp hike in fuel prices”. Moscow has
argued that it is politically unrealistic to increase the prices paid by poor consumers significantly,
that energy resources are Russia’s natural competitive advantage, and that raising prices would cause
difficulties for Russian enterprises.*

The EU and its Member States should realise that it would be just as difficult for Moscow to impose
increased costs on Russian businesses and consumers (who are used to negligible energy costs) as it
would be for Western governments to impose more efficient energy use or cuts in consumption on their
own populations.

Finally, while many experts predict that EU demand for gas will grow, there are concerns in Russia that
the Union’s demand for oil will not rise significantly and that the market is restricted. Indeed, Russian
analysts have noted that oil consumption in Europe is not growing substantially. They point out that over
the last 25 years, Europe has rapidly shifted from consuming traditional fuels, primarily coal and oil, to
natural gas and, to a lesser degree, nuclear energy.

Between 1973 and 2000, oil’s share of Europe’s energy consumption dropped from 60% to 40%
and oil demand growth in the EU-27 (including Bulgaria and Romania) is likely to have fallen by 12.5%
from 2000 levels by 2015. The development of the Baltic pipeline system is therefore of limited
strategic importance for Russia, since its function is to supply a stagnating European market.”

Even though Russia is an important European oil supplier, European ‘dependence’ on Russian oil is
questionable. Even analysts who argue that the EU is vulnerable to Russian political manoeuvrings
acknowledge that while the Union imported 16% of its oil from Russia in 1999, this had dropped to
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around 14-15% by 2004.** Moreover, while the EU’s share of Russian exports has doubled since 1991,
its share of total Russian oil exports has fallen. This again suggests that Russia is more dependent on EU
demand than the Union is on Russian supply.

The situation is similar in relation to Europe’s ‘dependence’ on Russian gas. Given that the EU imports
a high percentage of the gas it needs from Russia, the Russian gas industry is effectively being
maintained by revenues from its exports to Europe. Although exports to the Newly Independent States
will become more profitable, one expert has argued that only if Russian earnings from European gas
imports drop considerably will it be time to question whether Russia “can afford to jeopardise security

of gas supplies to Europe”.”

Another drawback of the ‘producer vs. consumer’ prism is that it underestimates the importance of the
third party — the transit states — which have a significant impact on both producers and consumers. Three
examples of key importance for the EU’s energy security will suffice.

The first concerns Ukraine, a central actor for both Russia and the EU. Ukraine is a key transit state for
Russian exports, which flow through the Druzhba pipeline. Austria, France, Germany, Hungary, Poland
and Slovakia were all affected by shortages during the latest Russian-Ukrainian gas crisis, when
Gazprom turned off supplies to Ukraine. This captured the headlines around the world, with Russia and
Gazprom shouldering much of the blame.

However, it now appears that the reason why gas supplies to EU Member States fell was that Ukraine
was taking gas destined for Europe to make up for its own shortfalls.** In addition, Ukraine's decision
to amend the Russian-Ukrainian supply and transit contract in Spring 2005 — demanding that market
prices be paid for the transit of Russian gas — could be considered a unilateral breach of contract under
international law, thus invalidating the contract. However, Russia clearly lacked the public diplomacy
skills to explain its position effectively.

This crisis also had more far-reaching consequences. It undermined Russia’s reliability and reputation
as a prominent energy supplier, reducing consumer confidence, and highlighted the risks of relying on
foreign sources and transit. This in turn triggered EU concern and underlined that energy security is a
generic issue beyond considerations of Russian foreign policy.

Some EU Member States are extremely vulnerable to changes in Russian energy supplies.
Among the Visegrad states, Slovakia is the most dependant on imported Russian oil, gas and nuclear
supplies (97% dependent for gas and 98% for oil). However, Slovakia is also Russia’s major transit route,
creating an interdependence that will tilt against Slovakia as Gazprom seeks to diversify its
transit routes, and their interests will become increasingly at odds. As a result, complex diversification
— suppliers, routes, energy mix — is a national priority for Slovakia, regardless of what Russia does.
A larger central Europe energy security approach is overdue.

The other two examples highlight the importance of the Caucasus as an alternative transit route.
Georgia is crucial for exports from the Caspian Sea, particularly as part of an alternative route to avoid
Russian-dominated transit networks (the Baku-Thbilisi-Ceyhan [BTC] pipeline). However, Georgia has an
unsettled relationship with Russia, as well as many unresolved domestic problems, including the
growth of separatist movements. Although Georgia may seek to be a reliable transit state, there are
factors beyond the government's control which undermine its reliability.

The final example is Turkey, a key transit state as oil is transported through the Bosphorus Straits and the
Blue Stream pipeline. Although the Bosphorus Straits are international waters, Turkey has, in the past,
restricted the movement of long and large capacity tankers through the straits at night. Since this is the
most cost-effective method of transport for charterers and cargo-owners, these restrictions create a more
expensive chokepoint, increasing both producer and consumer costs.

As this affects exports from the port of Novorossiisk, it has a significant impact on Russian
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exports. Moscow claims that by increasing restrictions on access to the Bosphorus Straits, Turkey could
be violating the 1936 Montreux Treaty, which prohibited Turkey from taking unilateral action to interfere
with the ‘innocent’ passage of vessels.”” However, the right of innocent passage is not without restrictions,
especially in relation to the transport of dangerous goods such as oil, and the Bosphorus is already a
heavily congested route.

It is important for the EU to diversify its energy transit routes so that one actor or state (e.g. Russia)
does not completely control or dominate them, and all of the current transit routes pose problems for EU
energy security. There is also the issue of Russian control over central Asian energy in Kazakhstan,
Turkmenistan and Uzbekistan. As Russia has the potential to unlock those resources, particularly if it goes
ahead with the planned construction of energy supply infrastructure, central Asia needs to be an integral
part of the EU strategy.

To sum up, energy security depends on a number of elements: diversity of sources and transit routes,
energy type and energy efficiency. The EU is already beginning to address these issues. However,
energy security is also about perceptions and confidence, underlining the need to build up an effective
producer-consumer relationship.

Enlargement & Neighbourhood Europe — March 2006

17



EUROPEAN POLICY CENTRE

Enlargement & Neighbourhood Europe — March 2006

18

IV. Russian hydrocarbon production and export

Russia is the world’s leading producer and exporter of gas, and its second largest producer and exporter
of oil. Its discovered and projected reserves are considered to be among the largest on earth, with its
gas reserves estimated at approximately 47 trillion cubic metres (26% of the world’s total) and oil
reserves estimated at in excess of 100 billion barrels.

In addition, western Siberia is the world’s richest hydrocarbon province,” and there are also
potentially enormous reserves in other regions which have yet to be exploited or even fully explored,
such as east Siberia, the Komi Republic, Nenets Autonomous Okrug and the Barents region.”” Overall,
there has been a major increase in Russian production and export since the late 1990s, with its oil
exports reaching a new post-Soviet high of 9.53 million barrels per day (mbpd).*

Russia may not, however, have the ability to convert this potential into long-term profit as the
conditions for developing a stable energy sector with long-term accelerated growth prospects are not
propitious. A number of experts and officials are predicting that Russian oil reserves will soon be
depleted and that the country will not be able to develop its gas reserves.

According to Gennadi Shmal, President of the Russian Union of Oil and Gas Producers, Russia’s
energy exports are in danger if a geological exploration programme for new deposits is not introduced.
“Unless the government and public stop thinking about oil and gas as some magic wand that works and
works, and doesn’t ask to eat, soon Russia will lose its export capacities,” he has warned. The only
solution, he argues, is to establish a wide programme for geological exploration and the tapping of
new deposits.”

Yuri Trutnev, Minister of Natural Resources, has also declared that exploration is urgently needed
to prevent a levelling-off or even a fall in Western Siberian output after 2010.”

Interestingly, official Russian estimates for production are considerably more conservative than those of
the International Energy Agency (IEA). The IEA forecasts that Russian production will be approximately
10.4 million barrels per day (mbpd) in 2010 and 10.7 in 2020, while the Russian Energy Strategy is
predicting levels of 8.9-9.8 mbpd in 2010 and 9.0-10.4 in 2020. Similarly, IEA forecasts suggest that
Russian gas production will stand at 655 billion cubic metres (bcm) in 2010 and 801 in 2020, while
the Russian projection is lower, at 555-665 bcm in 2010 and 680-730 bem in 2020.”

However, to make the most of the wealth of its natural resources and meet increasing demand,
Russia needs to invest more in both infrastructure and exploration. Although concern is often expressed
about the state-ownership of Gazprom, energy companies are also partly state-owned in France and
Norway. The determining factor is whether the energy sector is efficiently managed, not whether it is
publicly- or privately-owned.

Russian oil production

Western energy experts have pointed to Russia’s mounting dependence on a small number of very
large, moderately to very mature fields.”* Although production in these fields could increase again,
it is unlikely that it will return to previous peaks. This does not necessarily mean that shortages are
imminent, as reserves have not been fully exploited and oil remains in the flanks of fields or at deeper
levels than those currently being developed. The current level of production in the fields in operation
can therefore be maintained for several years.”

However, this raises two problems. First, depending on a decreasing number of large fields
makes the oil sector fragile and vulnerable to accidents. An accident which shuts down 50% of one
large field’s production could have an impact on national production.’® Second, the new fields which
are the important sources of long-term growth are not yet in production and are hundreds of miles away
from the existing infrastructure. There is continuing uncertainty about when production will begin and
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geographic constraints pose serious problems for the economic exploitation of Russian oil.

Many of the Russian reservoirs that have yet to be explored and exploited are in areas with very
harsh climates, and lie thousands of miles from the nearest markets, which significantly affects the
costs of both production and transportation. One estimate suggests that a barrel which costs an average
1-1.5 US dollars to produce in the Middle East costs as much as 12-14 US dollars in Russia. Russia also
has to paytransport costs to deliver the oil to its markets.” This means that, for financial reasons, some
Russian oil will be beyond the reach of technology for the foreseeable future and more will only be viable
in an era of sustained high oil prices.”

Russian gas production

Although Russian gas output is expected to expand until 2020, there are problems with its production
and export, which have fluctuated significantly since the collapse of the USSR.

Production fell quite steeply from 1996 until 2002 (from 601.1 bcm to 581.5 bcm), when the super
field Zapolyarnoye came on line. Exports rose and then fell: in 1996, Russia exported 198.5 bcm,
rising to 205.4 bcm in 1999, falling to 185.5 bcm in 2002. In 2002, 80% of Russia’s gas was being
produced at mature fields with declining production.

The new fields are the important sources of growth, but they are some way from coming online. Although
the development of new gas fields in eastern Siberia, the Far East and the Arctic north is expected to
become a priority, this is heavily dependent on the main producers’ ability to raise the required
investment. That is why a leading expert on Russian gas has forecast that Russian gas production will
again plateau and begin to decline by 2010.”
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V. Problems in developing the Russian energy sector

There are a number of limits to potential future growth, including the geographical constraints,
insufficient export capacity, low prices, political interference and voluntary restraint.** As mentioned
above, many of the areas ripe for development are far away from existing infrastructure and in
places with extremely inhospitable climates. This raises development costs significantly and reduces the
attractiveness of these areas to Russian companies.

In addition, Gazprom and Rosneft, the two main state companies, are already heavily in debt.
This has meant that Gazprom, in particular, has avoided developing the new large fields
which would produce long-term gains in favour of developing smaller fields nearer the
existing ones.

Moreover, in many areas, transit capacity is either insufficient or non-existent.*’ Many of the gas
pipelines are ‘mature’ and need upgrading. In addition to this, bottlenecks in the port and pipeline
system mean that export capacity cannot meet the producers’” ambitions.

The US Department of Energy estimates that of the 7 million barrels per day (bmpd) for export,
4 million are exported by trunk pipeline and the rest transported by rail and barge. This means that
unless there is significant investment to expand the pipeline infrastructure, only non-pipeline exports
will be able to grow in the near future. This poses a problem for Russia, as exports are vulnerable to the
vagaries of oil prices. Should prices fall, then rail and river transport become uneconomical. Yet, at the
moment, the only way to supply oil to East Asia is by rail.

However, other authorities disagree about Russia’s short-term possibilities. The [EA noted in 2004
that a considerable number of pipeline and export terminal expansions were planned up until 2008,
including the extension of the Baltic pipeline system, the de-bottlenecking of the Novorossiisk export
facilities, new capacity on the northern leg of the Druzhba pipeline system, and the potential reversal of
the Adria to Druzhba pipeline. Although political, financial and fiscal uncertainties could undermine
these,* export capacity could rise by 500 thousand barrels a day (kbpd) between 2004 and 2008 if they
all reach fruition.

The IEA report also suggested that limits to export capacity growth may prove less of a check on Russian
crude production from 2004-8 than previously seemed likely. However, it did acknowledge that this
might be more problematic in the longer-term, since it would depend on the speed with which new
provinces and key export projects could be developed.*

Major financial and expertise investment will be needed to increase production and enhance the
reserve base and export capacity. Pyotr Sadovnik, Russia’s Deputy Minister of Natural Resources,
has estimated that 65 billion US dollars would be needed to explore and put new gas and oil fields into
operation by 2020 in north west Russia alone. Of this, 5 billion would be spent on
exploration, approximately 50 billion on operations and 10 billion on pipelines.* The IEA estimates that
investment totalling just under 1 trillion US dollars will be needed up to 2030 to maintain and devel-
op Russia’s energy infrastructure.®

Clearly the underlying issue here is investment and not the availability of capital. A policy,
administrative and legal framework secure enough to support both Russian and international investor
confidence is required. The main challenges to developing the Russian oil industry are project
management capabilities, the need to integrate advanced technologies into very large projects (for
example, deep-water drilling and advanced offshore development), and the lack of the latest equipment
required for arctic exploration.

However, production forecasts depend as much on political as on technical considerations. The
political and business climate in Russia has been both ambiguous and dynamic since the collapse of
the USSR, which has in turn created a difficult investment climate.
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Two main problems stand out. First, foreign investment in Russia has been limited. The Kremlin has
viewed the energy sector as central to the re-establishment of the Russian economy and as a strategic
asset which it can use to assert itself on the world stage. As a result it has ‘ring-fenced’ a number of the
reserves to prevent them from being bought by foreign investors.

Although the list of ring-fenced assets was shorter than expected, Moscow’s attitude towards foreign
investors remains unclear. It seems to have accepted some companies, which have made direct equity
investments such as BP, Total, ConocoPhillips, EON-Ruhrgas. However, the investment environment
remains uncertain, and while new restrictive legislation is being drafted for some parts of the energy
sector, in others, the limitations on foreign investments are being lifted.*

Russian energy sector investment requirements
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Source: Russian Federation: Russia’s energy Total requirements 2003-2020:
strategy until 2020 and European Commission $735 thousand million

Second, even if there has been greater political stability in Russia under President Putin, there have
also been political problems, such as government interference and the legislative uncertainty facing
Russian companies themselves. The YUKOS case is the most well-known example of this,” but it
has affected all investment and transport. Administrative questions remain about private property,
and huge capital outlays are unattractive in such an atmosphere. According to one commentator,
investment requires a “new appetite for risk”** and Russian experts note that this is holding back
investment decisions.

Although the new government decisions on tax are positive for investment, they have not yet come into
force. Since 2005, the state has taken nearly 100% of revenues over $25/barrel. This, combined with
other administrative problems, makes exploring and developing expensive oilfields and maintaining
high production rates less attractive. As one Russian expert put it, “progressive taxation + expensive
alternative transport = profitless development of expensive oilfields”. Companies also face the threat of
having their licences revoked for exceeding the maximum levels of production as specified in the licence
agreements, even though these levels are based on 1980s’ oil production technologies.”
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Finally, the Russian energy sector is inefficient in two important ways. The first concerns its structure:
are the big companies the most efficient vehicles for exploiting the oil and maximising shareholder
wealth, and does the fact that the industry is concentrated in the hands of a few big giant companies
obstruct the long-term maximisation of supply? The second tier of smaller companies which would have
exploited the energy sources is shrinking as they are being bought up by the larger ones. According to
one expert, this means that “low-cost and more sustainable...augmentation of supply is forsaken”.”’

Second, the energy sector is inefficient because its gas industry remains so centralised and is
the least market-oriented and competitive sector of the Russian economy.” Apart from Gazprom only
five companies — BP-TNK, LUKOIl, Novatek, Rosneft and Surgutneftegaz — have the ability to increase
their gas production substantially in order to sell to markets west of Siberia. The giant Gazprom still
dominates market access, accounting for 86% of production and sales, and makes (state-supported)
hostile attempts to take over other companies. Its dominance and political weight limits rivals” export
capacity and, indirectly, their ability to act independently.”

However, the problem does not necessarily lie in the state’s defence of its national interests through its
51% controlling share of Gazprom. As has been noted before, the situation is similar in other countries,
such as Norway, where Statoil is 79% state-owned, and France, where EDF-GDF only recently started
its privatisation process. The issue is how these companies are managed, whether sufficient investments
are made to meet their development needs and their levels of transparency.

It is unclear who owns the Russian energy sector’s main assets. The privatisation process of the 1990s
has been reversed, but this has not led to greater transparency or public control. Companies have not
been renationalised. Only public property, which is 100% state-owned, is subject to any formal
control and efficiency responsibilities. These new acquisitions are ‘daughter’ or ‘grand-daughter’
companies, which, because they are not fully state-owned, are not burdened by the same obligations.”’
This is worrying, for reasons of efficiency and because of the lack of transparency in decision-making.

The strong recovery in Russian production since the late 1990s will not necessarily continue. There is
a danger of either a long time-lag between the exhaustion of proved reserves and another strong growth
period, or of a more persistent decline over time. Given the geography and the costs involved, it is more
likely that growth will decelerate and then plateau for a number of years, followed by a slow decline
in production levels.”*
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VI. Competition for Russian energy
Two additional points must be taken into account when considering the strategic long-term perspective.

Given the finite nature of Russian oil production, there is likely to be competition for its reserves. China,
India, Japan and the US have all been negotiating deals with Moscow to increase their access to Russian
energy in order to meet their increased consumption. According to Viktor Khristenko, Russian fuel exports
to Asian and Pacific countries may rise six-fold by 2015 as a result.”

The energy relationship between the US and Russia has been problematic and slow to develop, and the
US accounts for only a very small percentage of Russian hydrocarbon exports. The US is, however, the
world’s leading consumer of hydrocarbons and Goldman Sachs estimates that, even assuming
continued robust growth in China, it will remain so for decades.

Washington has recently begun to look to Russia as part of its strategy to diversify supplies. Russian
and American firms are cooperating in Russia, and Russian companies have assets in the US. In the long
run, the EU should be prepared for increased US competition for Russian supplies. Although this may not
significantly reduce the quantity of Russian hydrocarbons imported into the EU, it could drive up prices.

These advances suit Moscow as it seeks to maximise exports and diversify its markets to enhance export
security. None of these relationships are yet fully developed, but when they are, they will bring increased
competition for a share of Russian energy.

Some Russian experts have already noted that all this is making the Union uneasy, with senior EU
officials voicing their displeasure at Russian intentions to export energy eastward and to the US.*
However it would not be wise to over-politicise the competition for resources, because oil can be
replaced by another energy source: its value depends on world market prices, which can go up and
down. If western Siberian energy is tapped to feed the Far Eastern markets while eastern Siberian deposits
are still being explored and developed, then competition for Russian energy will drive up prices and pose
problems, particularly for slower-growing economies.”

Although western Siberian reservoirs are still producing oil, they are mature fields, which are unlikely to
peak again, and there will be a time-lag before newly discovered reservoirs begin production. During this
time (i.e. over the next five to ten years), consumer demand for existing supplies is likely to grow.

Natural gas is mainly traded through inflexible pipelines, a system on which both Russian producers
and consumers have to rely. However, Russia is now seeking to develop Liquified Natural Gas (LNG).
This will give it much greater export flexibility, as it allows gas to be exported to any region or country
with LNG terminals.

Even though it is expensive and remains essentially a project for the future, the development of LNGwill make
gas a global commodity, with benefits and drawbacks for both consumers and producers, particularly in terms
of competition. It is important for the EU to develop its LNG terminals as the US and Japan have already done
to avoid becoming a vulnerable player in this competitive global energy market.
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Conclusions

Energy is a crucial element of the EU-Russia relationship. Although this relationship has often been
sluggish, the UK’s successful prioritisation of the EU-Russia energy dialogue in 2005 reinvigorated this
process and broadened the range of those with a vested interest.

Russia made energy a priority for its presidency of the G8 and the Austrian EU Presidency has
also put it high on the agenda, with a Commission Green Paper, “A European Strategy for Sustainable,
Competitive and Secure Energy”, due to be presented at this year’s EU Spring Council. Its objectives are
to complete the internal energy market, establish coherent external relations with producers and con-
sumers, diversify energy supply and energy mix, and build solidarity and energy as a model for growth.
It is indeed clear that the EU should define a common standard for security of supply and analyse all
aspects of energy policy, their advantages and drawbacks.

EU concerns about Russia using its energy resources as a ‘weapon’ against it stems from two
popular stereotypes: fears about energy security and fears about Russia itself. Myth, perception
and the political agenda have all played important roles in generating such fears. Even if there are some
legitimate concerns arising from interruptions in supply and prospective problems, it is also clear that
some of these fears are, in fact, little more than thinly-veiled Russophobia (although some countries,
such as Estonia, Latvia, Lithuania and Poland might have good historical reasons to be concerned about
Russian intentions).

In addition, even if the tariff increases imposed by Russia are legitimate, the cutting off of gas supplies to
Armenia, Moldova and the Ukraine does raise questions about Russian reliability that need to be addressed.

However, it seems unlikely that Russia will seek to use its energy resources against the EU in a
politically-motivated attack or as a diplomatic lever in the short to medium term, although this
cannot be ruled out completely. The use of energy (particularly oil, but also gas) as a weapon is often
counterproductive and, as Russia has discovered, damages its reputation as a reliable supplier.

There are a number of tangible reasons why the EU should not be overly anxious about its
energy security relationship with Russia. Russia needs the income from its hydrocarbon exports
to sustain its economic growth. Europe is its main market and thus the main source of this income.
For the foreseeable future, Russia is a ‘captive source’ as there is considerable infrastructure linking
Russia and the EU. It would be extremely costly for Russia to diversify exports away from the Union.

There are, however, grounds for concern about a disruption of Russian hydrocarbon supplies to
the EU because of the lack of investment in infrastructure. This will lead to technical problems caused
by ageing infrastructure or bottlenecks resulting from its limited capacity. As a result, despite Russian
hydrocarbon capacity, there may be problems in exporting these resources to meet Europe's growing
energy needs in the medium term.

There are other significant problems for the EU, too. One is the lack of a coherent, coordinated energy
strategy both in Russia and in the Union. The proliferation of competing interests on both sides means that
it is not clear what is being negotiated. In a market which requires considerable strategic planning and
long-term financial outlay, this lack of clarity undermines the practical possibilities of the relationship.

The EU will also have to monitor the situation carefully in important non-member transit states,
particularly Georgia, Turkey and Ukraine, as third-party relationships have already had an
impact on the EU’s supplies. This is all the more important because Russia’s relations with its neighbours,
particularly Georgia and Ukraine, are likely to remain difficult in the short-to-medium term.

Most importantly, Russia’s ability to meet demand may be considerably lower than anticipated,
particularly in relation to gas production, and especially without significant investment. Finally, there
will be increasing domestic and international competition for these limited Russian resources.
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Recommendations
The EU should adopt a three-pronged approach towards its energy security and its relationship with Russia:
1) Efficiency

e Energy security begins at home. The EU needs to enhance domestic efficiency further. Many of the key
alternatives to hydrocarbons are still a long way from being viable alternatives. The launch in 2005 of
the European Commission’s Green Paper on energy efficiency has reinvigorated this debate, but it
needs to be developed further.

* The EU should consider a more effective system for stockpiling energy supplies and distributing them
throughout the Union, although this has been contentious in the past for many reasons. If the EU had
its own reserves, this would ease the tensions over Russian supplies to eastern and central EU Member
States, which argue that they are vulnerable to being cut off by Russia while it continues to
supply other Union countries.

e A pan-European energy community with a common regulatory space needs to be created. The EU
should carry out a thorough review of its competition rules in relation to upstream providers
in the internal EU energy grid, and formulate rules to address the existence of one dominant gas
supplier to the EU market. Providing guidelines on long-term contracts, joint ventures in gas transport,
and storage and distribution will help the EU to regulate its market.

2) Energy strategies towards transit states

e The EU should consider its energy strategies towards the key transit states, particularly Georgia, Turkey
and Ukraine. These countries control both the current main and alternative routes. The EU particularly
needs to increase information-sharing about contracts and data transparency with these parties.

3) Relations with Russia

e The EU-Russia energy dialogue could be brought within the remit of the Union’s Common Foreign and
Security Policy (CFSP), thus making Javier Solana, High Representative for the CFSP, the European
Council Secretariat and EU Member States responsible for it. As the key supplier and transit states are
outside the EU, energy relationships with these countries have a clear foreign policy dimension. Energy
could be a useful vehicle of international relations and the CFSP could also provide a clearer legal
basis for the energy dialogue. It might also be useful to have energy clauses in third-party contracts (as
is already the case in relation to Weapons of Mass Destruction), thus giving Mr Solana more leverage
to raise questions in this area.

e Confidence-building: The EU should develop its relationship with Russia further and seek to foster
mutual confidence. Confidence, or the lack of it, is a fundamental element of energy security and a
basic problem in the EU-Russia energy relationship. The establishment of a clearer framework for the
energy dialogue in 2005 provided a basis to develop the relationship. This success should be built on
by involving more people with vested interests, particularly business interests, in the dialogue.

e Enhanced communication between the two sides: The EU should seek greater input from Russia,
particularly in the case of any disruption to supplies and in relation to other parties, and to improve
the transparency of data. The Union should also consider sharing information about the modernisation
and liberalisation of its energy sector. One aim of this improved dialogue should be to persuade Russia
to ratify the European Energy Charter and particularly the Transit Protocol. Long-term contracts with
Russia are desirable, as they also serve to improve producer confidence.

e Continuing efforts are needed to push for the liberalisation of the Russian energy sector, and
particularly its gas market. A balance will have to be struck, as greater liberalisation and competition
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may well increase efficiency in some areas but may also mean that the more distant Russian reserves
will not be able to compete on the European market, which may drive them to find other markets.

Practical measures for managing emergencies

e Given that energy supply can be interrupted for a variety of reasons, either intentionally by terrorist
attacks or due to force majeure such as natural disasters, it is in both Russia and the EU’s interest to
minimise these risks. The two sides should cooperate more actively on the protection of critical infra-
structure. Indeed the European Commission’s Green Paper of March 2006 stresses that the EU needs
“a new mechanism to enable rapid and coordinated reactions to emergency energy supply situations”.
Gazprom is responsible for protecting gas pipelines and Rosneft for protecting oil pipelines, and 1 billion
US dollars per year is dedicated to the security of these pipelines. The EU has proposed a joint 3-million-
euros project on the protection of transport networks within the TACIS framework. Moreover, it should
use a regional satellite monitoring system deployed on the basis of Galileo/Glonass radio-navigation
systems to ensure the safety of these networks. The EU should also cooperate more closely with Russia
to implement physical measures to protect the integrity and maintenance of pipelines and electricity grids.

e Military cooperation with Russia to protect pipelines, sea lanes and vulnerable facilities: Increased
satellite cooperation and enhanced civil emergency cooperation could be used to monitor the
security of supply. Concentrating on specific elements of the relationship would bring a clearer
focus to this cooperation. It could also serve to build up a bank of small success stories to enhance
the overall tenor of the EU-Russia relationship.

Investing in Russian energy efficiency

¢ Projects are already part of the lending portfolio of European financing institutions, and form part of the
dialogue and cooperation activities with Russia. The framework for the EU’s Northern Dimension (ND)
policy also includes developing the dialogue on infrastructure and business and on
environmental and natural resource issues. The current ND framework is due for renewal in 2006,
and energy efficiency should be prioritised within it. The EU could contribute to construction, to
improving energy efficiency in buildings and to publicity campaigns to promote consumer awareness.

e Investing directly in the Russian energy sector: recent discussions about arranging financial
assistance from international bodies for the construction of gas pipelines should be pursued.”® The EU
should also consider other sources of funding, including the European Investment Bank (EIB) and the
European Bank of Reconstruction and Development (EBRD), since direct investment in the Russian
energy sector is clearly in the European interest when it can support commercially-led investment.
Not only is investment in the under-funded energy sector necessary, but this could also give the EU
some influence over the development of the energy sector. The EIB and EBRD could therefore
facilitate the financing of energy infrastructure projects more actively by giving access to loans and
improving conditions for project promoters.

The EU should therefore change the context of its energy relations with Moscow. Russia should not
just be considered as a (rather unreliable) producer state, since it has proven its reliability, even during
Cold War times. A renewed and more engaged approach to Russia — the EU’s most important energy
supplier — needs to be consolidated.

The essential EU-Russian partnership should be emphasised at the global and regional level. At the
global level, both the EU and Russia are consumers and producers, although at slightly different stages
of development. A lack of investment in Russia’s infrastructure may mean that it is only a few years
behind the EU in terms of reaching peak production. Moreover, the Union has valuable experience in
modernising its energy sector from which Russia could learn.

On a more operational level, the two sides should begin to look together at developing common
approaches to common challenges such as managing transit security and third-party reliability.
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Executive summary

The EU needs to develop a coherent strategy to enhance its security of supply. Relations with Russia will
be a key feature of this strategy, given the existing inter-relationship between the two sides.

Russia is a key supplier for the EU, as an alternative to the Middle East for oil and as the EU’s main gas
supplier, while the Union is Russia’s most important market for hydrocarbon exports.

There are, however, are a number of problems in the relationship and the two sides needs to become
more engaged. Dialogue must be enhanced and confidence-building measures implemented.

A key problem for the EU is that Russian hydrocarbon reserves, although plentiful in the short term, may
not have long-term “staying power”. Thus significant investment is necessary in the Russian energy
sector, both to improve energy efficiency and in terms of exploration, production and transit.

Enlargement & Neighbourhood Europe — March 2006

29




<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /All
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /Description <<
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000500044004600206587686353ef901a8fc7684c976262535370673a548c002000700072006f006f00660065007200208fdb884c9ad88d2891cf62535370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef653ef5728684c9762537088686a5f548c002000700072006f006f00660065007200204e0a73725f979ad854c18cea7684521753706548679c300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /DAN <>
    /DEU <>
    /ESP <>
    /FRA <>
    /ITA <>
    /JPN <>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020b370c2a4d06cd0d10020d504b9b0d1300020bc0f0020ad50c815ae30c5d0c11c0020ace0d488c9c8b85c0020c778c1c4d560002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken voor kwaliteitsafdrukken op desktopprinters en proofers. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /PTB <>
    /SUO <>
    /SVE <>
    /ENU (Use these settings to create Adobe PDF documents for quality printing on desktop printers and proofers.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /NoConversion
      /DestinationProfileName ()
      /DestinationProfileSelector /NA
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure true
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles true
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /NA
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /LeaveUntagged
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


