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Liberalized, Monopolized, Fixated
Antinomies of the European Energy Market

In 2006, the trade in energy between the EU andi®uss
became a focus of public attention and an emingudly
litical topic; the most discussed aspect was trestijon of
security of supply. Step by step, therefore, theofean
Neighbourhood Policy (ENP) has also become an impor
tant instrument of energy policy, since the regitays an
important role in the trade in energy. The coustoé the
region are situated in the common neighbourhoothef
EU and Russia, a most important energy suppliers Thi
means that the neighbours are important transintcies
for oil and gas from a number of regions, includihe
Caspian Sea area. The EU'’s first goal is to impenergy
security by means of a common market that will also
include the question of transit. Second, the EUekaat
shared infrastructure projects will contribute tgr@ater
diversification of transport routes and sourcesubply.
Third, co-operation is relevant in terms of struatyolicy
and policy designed to provide order.

What the EU has basically been trying to do forrole
years, albeit with varying degrees of intensitytoisestab-
lish a multilateral and co-operative set of regala and
rules for international energy relations. Markedtitutions
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and international law are the most important imsgnts
of this policy. Russia, the EU’s most important ictrpart
in the East, seems to be presenting itself to areasing
degree (at least rhetorically) as an “indispensableer”
in international energy relations. This means tRassia
has a good deal of potential power as an econooveEp
and provider of political order in regional andeimtational
energy relations. And it is indeed the case thagria-
tional relations are, to an increasing degree, do@iflu-
enced by questions of resources because the sgnerei
right of disposal over scarce resources has beeodei-
sive power factor and a factor shaping outcomesauba-
neously, the economic and financial power of caestr
that produce energy is also growing. The questibn o
where petrodollars and gas dollars are reinvedsateas
political implications. Above all, however, the ditaliza-
tion of the electricity and gas market in the Ekbaiakes
it possible to invest in those phases of the eneapnomy
that come after extraction: transport, sales, andgssing.
This has opened up opportunities for Russian fitonex-
pand into the traditional markets of big westermpanies.
In recent years, the Russian fiGazpromhas consistently
pursued this rational strategy in the Europeanmatemar-
ket and has profited from the fact that it enjoysamsport
monopoly within Russia.

The ENP and energy questions

Energy is a key area within the Neighbourhood Rolic
The ENP’s Action Plans envisage broad co-operaition
the areas of energy dialogue, convergence of enaoly
icy, harmonization of legal frameworks, particijpatiin
EU energy programmes, renewable energies, andrr&lgio
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co-operation as well as nuclear security in theegasf
Ukraine and Armenia.

The goal is to bring these countries closer toBbleand to
open up to the partner countries the possibilitylonig-
term, step-by-step integration into the Europeaerival
market for gas and electricity. The Action Plansks&o
bring about co-operation on energy policy with the-
dium-term and long-term goal of bringing the energy
policies of the countries of the neighbouring regaboser
to the contents and to the structural principled princi-
ples of order of the EU. The idea is to implemstgp by
step, structural reform, in order to bring aboutrkea
convergence. To achieve this, the idea is thatetleesin-
tries should in the long term accept the principéshe
EU internal market and the Union’s regulatory mecha
nisms and in doing so become integrated into tgelae
tion forums responsible for the gas and electrigiprkets.

It is envisaged that they might be able to parsitgpn the
Intelligent Energy Europe Programme, the goal ofctvh
is a more efficient use of energy. In addition, megas
that will reduce price distortions and improve paym
practice are supposed to be implemented. The toainsp
networks and their maintenance, repair, and exdansie

a further field of co-operation, which also inclsdenpor-
tant questions related to transport regulationgrawving
energy efficiency, expanding the use of renewabkrgy,
and the safe use of nuclear energy are furtheraidmlds

of co-operatiori.

In the East, the neighbourhood mechanism’s relevanc
from the perspective of energy policy is greatest f
Ukraine and Moldova, Georgia, Armenia, and Azedydij
For these countries, questions of the diversificatdf
sources of supply, transport routes, and energscesiare
the main concerns. The EU plans bilateral co-opmrat
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with energy-rich Azerbaijan, with the goal of aligg
Azerbaijan’s state-owned fuel energy complex progre
step by step with the goals of EU energy policyre;i¢oo,
gradual market convergence is a goal. Finally, dbm-
mon relationship with Russia is also an implicitussn
the ENP where this concerns regional co-operatibe,
extension of energy networks, and market convemgenc
The ENP and its Action Plans build on existingteital and
regional initiatives. It is only one element in a mosaic of
dialogues and far-reaching bilateral and multiEtero-
operation mechanisms. In the case of Ukraine,Xample,

a Memorandum of Understanding was signed in Decembe
2005, which is seen as one of the main instrumforts
Ukraine. There is also a bilateral dialogue withlddwa®
The Baku Initiative (launched in November 2004), tba
other hand, is a multilateral mechanisih.covers the Cas-
pian Sea region, the Black Sea region, and thénheiging
countries. Russia has observer status. At the demmmfer-
ence of the Baku Initiative, held at the end of dlmber
2006, a timetable for the convergence of energyketsyr
greater energy security, a sustainable energy ypaind
investment questions was drawn’up.

Both the Baku Initiative and the ENP are closelyl tie
the TACIS programme INOGATE (Interstate Oil and Gas
Transport to Europe), which was developed in 19%6d
has been in force since February 2001 as an intenah
framework agreemeftThe purpose of INOGATE is to tie
the resources of the Caspian Sea and Central Astaesp
to the European markets. To date, 21 states havedi
the treaty, including the Southeast European stdbes
countries of the Black Sea and Caspian Sea spacesllas
as Lithuania — not, however, Russia. Within themiea
work of INOGATE, important transport routes to the
European markets have been established, feasibility-
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ies conducted, and repairs to existing networksrage
capacities, and measuring stations financed. INOBAT
thus serves to extend the Transeuropean NetwoBES )T
To get to the heart of the matter: The EU’s exteraka-
tions are characterized by concentric inner anerocit-
cles in which EU norms and regulations apply tdedént
degrees. This model is also being transferred with in-
creasing emphasis to energy policy. In the inneslas,
which consist of countries that are in the proadgsining
and those hoping to join, together wiHuropean Free
Trade Associatiorand, in particular, the European Eco-
nomic Space, which came into force in 2004 (to Wwhic
Norway, an important energy supplier, also belonti®
acquis communautairiss accepted either in its entirety or
to a large extent (up to around 80 percent). The ciecle

is the energy community, which came into existemcel
July 2006 and includes both the EU member statéshan
Southeast European states. The essential eleneretaite
the extension of legal norms and of free traddentgcity
and gas, together with a harmonized regulationeofiahd
according to the principles of energy efficiencyd amvi-
ronmental and climate acceptability. There is atlke
possibility of a common external energy policy. TEe-
ergy Community Treaty explicitly envisages the ploissi
ity of its extension to include Turkey, Norway, Mola,
and Ukraine. The idea is that the common marketisho
be enlarged, a legal basis in the sense of comahemad
ecological norms should be created, and incenghesild
be put in place that will tie the states of the CasSea
space, the Middle East, and North Africa to thedpean
market by means of new infrastructure projétts the
outermost circle, we find the states of the neigibood
and Russia. Here, legal harmonization and conveggenc
are matters that need to be negotiated. Algerianaisn-
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portant energy supplier, is integrated into thedpean
Neighbourhood Policy and the Barcelona Process. Four
common spaces are currently being negotiated wisiau

to replace the partnership and co-operation agreeme
which expires in 2007. The idea is that this cdialur
mosaic should serve to create, step by step, destab
framework of order and regulation and, in the loegn, a
common market in energy.

The need for Europe to act in a field of globasiemn

There can be no doubt whatsoever that action idatgé
The EU, now a community of 27 states, is the ldrges
importer of energy in the world. If there is no thoghgo-
ing reorganization of the EU’s energy system, timéob's
need for imported oil is predicted to rise fromward 82
percent (of oil consumed) today to over 93 perae2030
and, for imported gas, from 57 percent today top84
cent?? This is happening against the background of a
situation in which world energy needs could risedwgr
50 percent in the next 25 years. Even if the enengyis
consistently diversified, the possibilities of stitogion for
oil and gas mean that diversification has to besyen not
only in regard to supply sources, but also in regar
supplying countries and pipeline routes. At the edime,
there is no longer any serious dispute about gloliralate
change; the latest findings show that there isearcim-
perative to act for a number of reasons, includirgconse-
guences that can be expected for the world ecortomy.
In spite of the numerous challenges that will h&wée
met if we want a reasonably priced, sustainabld, safe
energy supply, it is the question of security gbfdy that
has become the focus of public attention. Thigagling to
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an increasing politicization of energy relationsrtRular
attention is being paid to oil and gas, which actdar 38
percent and 24 percent of EU energy consumpticpee
tively.** Undoubtedly, this is due to a large extent to the
strategic significance these fuels continue to haue this

is not the only reason. Much of this debate feaughe
myth that the “oil and gas weapon” could be useedxert
political pressure; however, because there is dipay
on both sides, it is doubtful whether this couldelffective

in the medium and long term. Even so, the shomter
effects of interruptions in deliveries, or even theesat of
such interruptions, would be devastating. It id¢éonoted
that the trade in energy is increasingly being yarea and
organized in political terms, especially at thesingational
level. As the trade in energy is politicized, nexdist
concepts of a zero-sum game and competition for re-
sources that are becoming scarcer are increassegiyng
as a guide to action.

Apart from the fact that the energy policy agersiaging
analyzed in the categories of security policy amel $up-
ply situation is being interpreted as one of grayaom-
petition, the general crisis of multilateral co-cgten,
which is increasingly being replaced by a multipola
(dis)order, also plays a part. The political treadiards a
neorealist balance of power has its counterparthm
economic sphere in the turning away from multilater
agreements towards bilateral ones. In this sitnatd
growing competition, exclusive benefits to natioaators
and specific companies arising from access to ressu
are the most important considerations.

The EU has its own multilateral model of structared
order, which contrasts with this development. The¢ iE
therefore faced with a challenge: On the one hdrade is

a high level of international integration in theeegy
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sector, and on the other hand, trade must be daou¢
between markets that are structured in differenyswva
some liberalized, some highly regulated by theestahe
energy trade in the EU’s internal market is libized (to
different degrees), whereas in Russia it is regdlatea
high degree by the state, and the Russian com@azy
prom has an almost complete monopoly on the transport
of gas. But this also means that a variety of actoes
engaged in the markets, ranging from private maitimal
companies, via companies that are completely clbedro
by the state, to the governments of the resountestiates.
The way of price formation also varies. In someesashe
market sets the price, and in others, the pricedgslated
and subsidized by the state. This means that ahtbea-
tional level the principle of reciprocity, that ie say of
reciprocally guaranteed and non-discriminatory asd®
markets and infrastructure, does not work.
Simultaneously, the energy economy is characterized
certain specific features. Electricity and natugals are
grid- and pipeline bound, that means that they rtedue
transported with cables and pipelifeghere is not much
market flexibility in relation to third actors’ opptunities
to enter or leave the market, and economies o€ soeln
that a large company may be able to supply a coritynod
more efficiently than a number of small firms. Allese
factors favour the formation of a monopoly and icait
integration covering all stages of production.

This means that there is an urgent need for aatid&uro-
pean energy policy, a field where responsibilitesl com-
petences are divided. However, we must define s
guirement within the field of tension that has athg been
outlined. Russia is the main actor with which thé lias to
deal concerning the rules of the game in Europeirartide
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space of the former Soviet Union, since the reiémin the
area of influence of both the EU and Russia.

The EU and energy policy: Old wine in new bottles?

Energy policy in the EU is a remarkable exampla pblicy
field in which, since 2004 and to an even greatderd
since 2006, both deepening and enlargement have dree
the agenda. This makes energy policy, as a pabdy that
is also becoming more important at the global leasl
important test case for the gradual process of o
integration and the creation of institutions. Fritva norma-
tive point of view, the EU can also act as a roledei at
the global level, because it is continually striyito strike
a balance between the three classical goals ofggner
policy — security of supply, eco-friendliness, awnpeti-
tiveness. Up to now, the EU has concentrated anargy
policy that regulates demand. Although there hagenb
problems in the implementation of this policy, &ncstill
serve as a model internationally because it isnteik
towards the principles of energy efficiency, susility,
and the idea that the consumption of energy shaotd
have a negative effect on the clim&t&he role of political
action must be the concrete formulation and impteat®n
of these three goals. It is therefore incumbennhypaitical
actors above all to define the framework of oraderehergy
policy, since in the EU’s liberalized market it psedomi-
nantly private companies that are active in thegnecon-
omy and in the narrower field of the energy trade.
However, because there are still considerable rdififees
between the member states in the European interaged
ket for electricity and gas, and because governsnant
state-owned enterprises are major players in ttexnia-



Liberalized, Monopolized, Fixated 165

tional markets, political actors have to perfornmyvam-
portant tasks that cannot be left to market acitwee. In
this respect, the EU’s more ambitious initiativesemergy
policy are a way of catching up with developmertiat t
have already taken place, since the creation oftannal
market for electricity and gas increasingly alsquiees
that energy policy, internal policy, and foreignlipp
should be jointly regulated, coordinated, and coradi
However, the EU’s policy of managing the energydéra
by means of market mechanisms, together with iatern
tional regulation of the trade, also requires thathould

be implemented at thdifferent levels of regulatiorthe
international, regional, and national levels.

This means that the EU, with its balanced and deman
oriented policy, offers a counterweight to the doamt
international trend, which since 2003-2004 has dgasf
ingly been focusing on energy security, encouraging
speculation about geopolitical conflict scenarimsd thus
neglecting the goals of a sustainable and reasppaicied
energy supply.

Even so, the gas dispute between Russia and Ukimine
January 2006 alarmed the EU, since pressure atqped

in the pipeline system within the EU markétn the past,
the German side had made a point of stressingettabil-

ity of Russia as a gas supplier, but after thesatsy¢he

EU began to look more closely and critically ataild gas
imports from Russia. The energy dispute between Belar
and Russia in January 2007 reinforced this trende Th
Commission had already reacted with a new GreenrPape
in March 20068 and in January 2007, it published a whole
package of far-reaching proposals that had beerkeglor
out on the basis of the discussion about the Gregrer:

At the press conference where this package was an-
nounced, EU Commission President José Manuel Barroso
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went so far as to call for a worldwide post-indiadtrevo-
lution in which the EU should take the lead. The Gusa
sion is calling for a comprehensive competitiorcteate a
genuine internal market, as a way of bringing dgnines,
and also for more solidarity between the membedesta
which in turn is seen as a contribution to greateergy
security® The extension of cross-border electricity grids
and gas networks and of functioning trade makesiex

to compensate for possible interruptions in delesfrom
other EU countries. In this respect, the EU’'s newrgy
policy is not only a contribution to the Lisbon &&gy but
also part of the tradition of the construction loé tEuro-
pean community as a community of solidarity andaas
project designed to ensure peace and stabilitythEur
more, the Commission has proposed an external energy
policy, the main goal of which should be the creaf a
pan-European community in the neighbouring region.
Alongside these aspects of the community of sdtigar
which are also legitimising in nature, the stroegional
emphasis of this concept also means an importafitash
strategic priorities. A new document presented bg t
Commission and EU High Representative for the Com-
mon Foreign and Security Policy Javier Solana, tvhic
deals with the requirements for an EU foreign polic
designed to serve the Union’s energy interestsrsef
explicitly to the geopolitical dimensions of energgcu-
rity.?® In this way, the regional dimension, which inclade
the neighbouring region, becomes a central focus. W
have not seen this stated so clearly before.

According to this document, energy security rest3vweo
pillars: diversification and functioning marketshd EU’s
first goal is to ensure that the principles of sjgarency
and improved multilateral governance are acceptatea
regional level, since the Union sees common rutes f
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trade, transit, and environmental standards, tegettith
harmonized and, ultimately, integrated energy markes
a way of bringing about stability and prosperity the
broader region. In addition, the EU wants to seeveo
gence in regulation systems, which should imprdve
climate for investment and establish a startingtjposthat
is the same for all in relation to opening up tharket,
competition, and environmental protectfdn.

In this way, the EU is pursuing a policy of expogtiits
own models of order and structure in concentricles:.
The plan is to extend the internal market by apgythe
Energy Community Treaty in the long term to impottan
countries that are part of the European economgcesp
and the Neighbourhood Policy. By doing this, the EU
offering the East European countries an alternative
framework of order and integration.

There are two reasons why this is a move of magar- g
strategic significance. First, Russia, as the régitargest
supplier of energy, structures the space of thenocom
neighbourhood by means of bilateral and exclusiea-t
ties, which, due to the asymmetries of power, arer-o
whelmingly negotiated to serve Russia’s interests: B
cause of the fundamental differences between theuficdJ
the Russian government in their respective policies
signed to provide order with regard to the rolen@rket

and state, liberalization and regulation, bilaisral and
multilateralism, competing structures and modelsroer

are coming into being. Second, since 2003, thesebkan

a shift of emphasis in EU policy (by comparisonhatihe
1990s), which takes into account developments & th
governance structures of international energyioelat the
movement away from a market dominated by consumers
towards a market structured by the producer casmtind

the increase in the importance of natural gas. it

—
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creation of a pan-European energy community, thei€U
now pursuing a policy that can be described as geo-
energy-economic and geopoliti¢al.

The reason for the regional orientation, which hasv
become clear, lies in the fact that the politiggpr@ach of
the 1990s — with its assumptions that the apprtgpria
instruments were market and legal institutions, titatdral
co-operation, and the internationalization of theergy
markets — was largely a failure. To demonstrats, thine
needs only to look at the 1994 Energy Charter Treaty
which entered into force in 1998, the negotiatiah®ut
the transit protocol, Russia’s failure to ratify ttreaty,
and the fact that the United States and Norway raitl
sign it?®

The counter-trend towards the formation of regiamak-
kets and power-political spheres of influence Has been
strengthened by the growing competition for oil ayab
resources and the fact that natural gas is tratespday
pipeline? A study commissioned by the EU has, on these
grounds, argued that there is a danger of centrége-
ripheries forming blocs that will compete with atliBocs
for resources (and market$)Against this background, the
EU’s efforts to improve its market position by dieg a
pan-European energy community are both strategicall
and politically problematic, or at least not ungevbatic.

The most important question is how a regional energ
community can come into existence that is not tenidly
oriented and exclusive, but takes into accountibrena-
tive idea of a market community and community df-so
darity — particularly in relation to equality of p@rtunity
and the social aspects of energy consumption.
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Energy policy between Europeanization and
national interests

The neighbouring region has an important role &y ph the
step-by-step creation of a pan-European energy corityn
At the same time, energy policy is highly valued dras
considerable symbolic force and areas of overldp other
policy fields, so there is indeed potential heré oy for
greater co-operation but also for possible spillasféects.
But a glance at the current situation shows theteths a
wide gap between aspiration and reality.

The most far-reaching innovations of the last feanths
are probably to be found in the foreign policy dirsien
of EU energy policy. It is true that the Europeamfias-
sion continues to recognize the right of every memb
state to maintain its own external relations ineordo
secure supplies and to determine its own energy buik
in the same breath, it calls on the states to ingrbhe
coordination and coherence of international engrajjcy
— and there are good reasons why it does*tHiany
member states see energy policy as a nationalgative
and are extremely reluctant to cede any sovereigntiie
EU in this sphere. So calls for a common energicpalre
becoming ever louder in the EU, while the natiogaV-
ernments celebrate their state sovereignty ancomedti
egoism in this very policy field. These qualificats of
market-commonality and solidarity have implicatidios
the Neighbourhood Policy, because they also draenat
tion to some fundamental problems.

The liberalization of the markets and the creatidcom-
petition also imply a change in the role of thdesia the
energy sector. Since this sector is very import@ansoci-
ety and for the economy as a whole, many counsées
these changes as a significant loss of nationadreaynty.
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For this reason, energy policy is a particularlytcover-
sial field within the EU.

For example, the EU Commission has criticized th&atin
isfactory level of integration of the member statdec-
tricity and gas markets, the excessive degree éemtra-
tion in the energy economy, and consumers’ relwetdn
change suppliers. These factors, says the Commjssien
major obstacles to competition. Another reason tieye
are such significant differences between the merstag¢es
is the fact that most of them do as little as paesto
implement the Commission’s directives. Thus the prop
tion of a country’s market supplied by the threméet
producers of electricity or wholesale gas suppleas be
anything from 30 percent to 100 perc&ntMany EU
governments have put off as long as possible thation
of regulatory bodies responsible for overseeingtgtity
grids and gas supply networks, the prices chargatdse
operators, the free access of third parties, aadsépara-
tion of transport from other branches of the bussne
Another factor that helps to explain this is thetfthat
different member states define the role of theesiatthe
economy differently. This means that the EU is taaéth
the task of establishing an efficient regulatorysteyn
which will make it possible, in spite of the reaiste put
up by the energy economy and in the member stages,
create a functioning market and effective compmiiti
This is a difficult task, because the companieartenave
considerable lobbying power and the states contioue
enjoy partial property rights and discretionary povof
disposal. The big European energy companies have re
acted to this situation of enhanced competitiorségking
not only to consolidate their market power througérg-
ers and takeovers but also by moving into new acfas
business and expanding their relations with foreigan-
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tries and companies. One part of this strategybleas to
intensify their activities in Eastern Europe, NoAfrica,
and Latin America in order to strengthen the comfsmn
position in the European market.

On the other hand, in their traditional nationalrkess the
energy companies have been successful in theirnteffo
lobby governments so that they can enjoy the adwggst
of their protected position for as long as possiMere-
over, the German government under Gerhard Schroder
permitted E.on to take overRuhrgas which reflected
increased government interest in creating an iatemn-
ally powerful and competitive energy company. Ther-G
man government has not been alone in pursuingptilis
icy. At the time wherE.onwas making its takeover bids
for Endesa Spanish Prime Minister Rodriguez Zapatero
made no secret of the fact that he was interestedeat-
ing a “national energy champioff’.

The big West European companies have also reimforce
their market power in the new member states byigngu
interests in distribution and transport enterpriseshese
countries. This has led to a noticeable consotidatif so-
called downstream activities. These activities udel the
transport and transmission of energy, sales, applies to
large consumers and end-users. The consolidatiocegs
can be explained in part by the specific featufeth® en-
ergy economy that have already been mentionedthieyt
are also partly the result of national egoism, @uptite
regulation, and the excessively lax implementatibocom-
petition policy at the national and EU levels. Thigates
major problems for the common market and for tlea iof a
community of solidarity in the energy field, esdii in
relation to the consequences of how prices are set.
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Russia’s role as competitor and partner

The consolidation of enterprises in the EU’s doween
market has its equivalent on the supply side, & up-
stream sphere where four large companies dominiite w
87 percent of the mark&tSince Russia is the most impor-
tant oil and gas supplier with 27 percent and 24 of
the EU’s total consumption respectively, the Russian
companyGazpromis the most important partner for Euro-
pean gas compani&sThis aspect is crucial for the devel-
opment of market power and the way prices are set.
Russia is also the EU’s decisive counterpart on topres
relating to political order, pipeline routes, ame tgoal of
diversification, since the EU and Russia have dffier
strategies on the central questions of order. Tdrenani-
zation of the markets in relation to reciprocityaafcess to
markets, infrastructure, and foreign investment #re
central issues that arise, on a regular basisraadvariety

of forums. The main bone of contention Gazpron's
transport monopoly. This monopoly also affects Ralssi
relations with the Central Asian countries, which top
now have had very little in the way of alternativies
exporting through Russian territory. Russia has signe
long-term contracts with the Central Asian stateg] one
reason for this is that Russia is thereby able tbasgy
surplus gas of its own to the EU at a higher price.
Gazpromis protected by the Russian government, and its
transport monopoly contradicts both the principdéshe
market and competition and the idea that the rafethe
game should be the same for all. There is no reciyr of
access to the market or networks. While the Rusgém
market is only open to western companies in they ver
limited form of exclusive joint ventures, the Euegm
Commission and the governments of the member states
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are faced with the paradox that Russian represessadre
increasingly complaining about double standards and
defence mechanisms whenever the EU takes measures i
reaction to Russian business activifiet is indeed the
case that these unequal initial conditions causélems

for the regulation of competition. In view of thezegoing
developments, there is a need to think about hoasores
designed to combat monopolies and the formation of
cartels can also deal with these aspects of vanyiacket
relations and property rights.

Gazproms clever business strategy has been made easier
by the fact that, up to now, it has proved difficidr EU
member states to reach agreement with each otlter an
some countries prefer to pursue their own bilatstiadte-
gies. The Nord Stream Pipeline through the Baltia S&s
frequently been mentioned as an example of the way
exclusive package deals between companies can make
multilateral co-operation more difficult, and itsal dem-
onstrates that another aspect of the problem iswdne
European energy companies try to secure their rharke
position in the EU with the help of exclusive dealgh
Gazpromas their main gas supplier.

The history of the Nord Stream Pipeline revealsiaiver

of fundamental problems. The exchange of sharesnm
panies to whicle.On Ruhrgasgreed in the course of the
deal overNord Streamand theYuzhnoe Russkags field

has also helped to strength@azprons position in natu-

ral gas transit within the EU. In exchange for elsan the

gas field, Gazprom received fromE.On shares in the
Hungarian companiefoldgaz StorageFoldgaz Trade
andE.On Hungary Far-reaching consequences for compe-
tition result when downstream enterprises (with stdia
dated market power) enter into strategic allianaéh
upstream companies such @azprom The strategies of
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the enterprises are rational, but the consequdncgrib-
lic welfare and overall prosperity are problemdtgcause
rising energy prices have an effect on society and
international competitiveness. These exclusive sléa-
tween companies lead to vertical integration cowgri
several stages of production, especially in trarispod
distribution. This is extremely detrimental to tb@mpeti-
tion the EU seeks to foster and to the principleagarat-
ing the different stages of production, and it dlas prob-
lematic consequences for gas prices.

Simultaneously, these exclusive deals between coiepa
also have direct practical consequences: It beconwes
difficult to finance pipeline projects, because tatici-
pated market share will be too small. For examfie,
Hungarian companyMOL recently signed an exclusive
deal withGazprom This is by no means harmless, espe-
cially since Hungary will be a participant in thiasegi-
cally importantNabuccoproject, which involves an alter-
native route for gas in transit to Euro@azpromis using
the liberalization of the EU gas market and thevoets in
order to supply end-users, not only in Germany, tas
and the United Kingdom, but also — on the basikog-
term contracts — in Italy and France. This strategyrob-
lematic because of its pre-emptive thrust: The mbee
EU gas market becomes saturated with Russian gas, th
less attractive that market becomes for alternagiyepli-
ers, partly because the cost of investment in deessary
infrastructure projects is so high. In additi@@azprons
direct sales to end-users in the EU do nothingtdribute
to competition in the European gas market — inddezl
work against competition.

This obviously has implications for the neighbogrin
space, just as Russian activities in this spacetdfie EU.
The Kremlin and the Russian government’s major c¢ontr
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bution to supportingsazpromin recent years has taken
the form of investment in new export pipelines ahd
consolidation of the company’s market position amk
and abroad. In the important transit countrieshef ¢om-
mon neighbourhoodGazpron's main goal has been to
establish control, either completely or in parteiothe
important transport routes, and to move into the s
gas. Gazpromused the January 2006 gas dispute with
Ukraine to move into sales via the creatiorRosSUKrEn-
ergo The gas dispute with Belarus in December 2006
ended withGazpromtaking over 50 percent of the Belaru-
sian pipeline operatdBeltransgaz This means thaGaz-
prom has partial control of the importaxamalpipeline,
through which flow approximately 22 percent of Rassi
gas exports to Europe. The company had been parsuin
this goal for year¥.

Gazpron's legitimate business interest in charging higher
prices for gas in the post-Soviet space as wedl fajether
with a quid pro quo strategy that aims to get axtesrans-
port networks in exchange for still-offered lowersgariffs.
By employing this strategy, Russia has succeedexain-
taining and extending something close to a monopolr
the Europe’s natural gas supply from the East.

This means that while the EU is making efforts teax
up the transport network as a basic preconditioroaipe-
tition, Russia is pursuing a deliberate strategynohopo-
lizing the transport sector as well and, step Bpsof
acquiring control over it. According to the Russaoliti-
cal leadership, there is no likelihood that Russiaratify
the Energy Charter Treaty in the near futfire.

And this is not the only problem. BecauSazpromhas
spent so much on investment in strategic projetite
acquisition in December 2006 of 50 percent plussitee
in the Sakhalin-2project ofRoyal Dutch ShelMitsui, and

—~
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Mitsubishi and of 72 percent oSibnef}, there is now
insufficient money available for opening up newldg®
repairs to the Russian gas infrastructure, and imes# in
new energy-saving technologies. This will beconmeagor
problem in the next few years. Theternational Energy
Agencyand Russian experts have already drawn attention
to the danger of a gas deficit in RusSia.

The EU needs to work hard to catch up in its effact
organize the energy community, and the relationship
Russia must be a central point of reference.

An energy community between neighbours:
Opportunities and limits

The idea of a pan-European energy community ineaf’
but the EU’s current conception, with its long-tegouals of
setting up a common market and an energy community,
with its regional orientation and arrangement inaamtric
circles, contains clear geostrategic elements.Hihés now
paying more attention to the neighbouring regiam &
doing so, it has corrected the political coursenternation-
alization. The clearest indication of this is tila¢ EU is
now once again prioritizing long-term contractonder to
ensure security of energy suppfitghe EU’s co-operation
with its eastern neighbours is also important asag of
becoming a unified actor in negotiations and inrtreket,
and of moving forward with the diversification afisces of
natural gas and oil.

This strategy is legitimate, but its implementatfmesup-
poses an answer to the question of how a regiorelyg
community can come into being that is not one-sided
exclusive, puts into practice the normative idea ohar-
ket community and community of solidarity, and imigs
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Russia. We should not forget that there is not amdy
consensus in the EU about what kind of relatiors th
Union should have with Russia, but also that Ruasia
the EU are pursuing antagonistic models of ordeerin
ergy policy, which is also leading to competitiogtween
these models in the common neighbourhood. This make
this issue particularly controversial, as the E¥astern
neighbours are heavily dependent on Russia for their
energy supplies. In order to reduce this dependemce
Russia, partners are needed for reform and for ¢be r
ganization of the energy supply system. This hadioa-
tions for the expansion of an energy community ithie
neighbouring space. The two most important impioret
relate to equality of opportunity and solidarity.

This article has shown that the measures takerolitycal
actors have not always had the desired effectelation
to a functioning internal market. The main factarspon-
sible for this are market distortions, specifictieas of the
energy economy, and failures of regulation, as r@seo
guence of which there has been a strong consalitati
electricity and gas companies in the downstreantosec
Simultaneously, the strategic alliances of thegerprises
with Gazpromhave contributed to a situation in which
joint ventures control many stages of the valueeddd
chain. This is extremely problematic for the god#leo
situation where prices are set by the market. gvel
ments in the EU must therefore be treated as aimgarn
about what can happen if liberalization takes pltme
quickly and in a forced way in national markets vehthe
state’s capacity to act has been weakened by tranaf
tion. The EU’s experience has shown that politias Bn
important role to play here, and that there ardtdino
privatization and liberalization in crucial polidields that
were for many years the concern of the state. Afgaiis
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background, there is also a need to think aboutdrea
and more effective regulation within the EU, aftdich it
might be possible to “export” these rules.

In countries undergoing transformation, nationavese
eignty is reconstituting itself in many sphereseigy, as a
strategic sector, plays a crucial role here, esfigciince
political mistakes in energy policy are associateith
high economic and social costs. At the same tiineret
are strong and dominant interest groups in thesatdes
which are frequently clustered around the energyose
and which profit from contracts and general busnes
relations with Russian enterpris@sNevertheless, with
regard to preserving traditional energy companiess
important to avoid giving the impression that what
really at stake, behind the instruments of the Nedmyr-
hood Policy, is western corporate interest in takes; if
the policy is perceived in these terms, it will daga the
legitimacy of the project as a whole.

At the same time, there are weighty economic amihko
arguments in favour of a very slow process of kiiea-
tion and movement closer to the European marketesa
transnational trade in energy would be likely t@ade
quickly to higher energy prices. There is a closenec-
tion between this argument and the second aspictas
ity. Energy prices are a focus of consideratioratee to
the economy as a whole and to society. On the ane,h
regulated energy prices are not only a sensibléiqzdl
calculation, but also a fundamental social requéeimat
the level of private households in the countriedargoing
transformation. The Action Plans of the Neighbowho
Policy do not say much about this. Here, too, thé E
should avoid creating the impression that its nmaative
for exerting pressure for price liberalization isl@sire to
do away with competitive advantages for energyrsitee



Liberalized, Monopolized, Fixated 179

branches of the economy. On the other hand, higher
ergy prices create an incentive for more efficienn-
sumption.

These considerations show that the EU’s demanavede
and sustainable energy policy is extremely sigaiftc It
manifests the decisive potential for an initial pdaf co-
operation with the neighbouring region. At preseam,
almost instinctive fixation on the security of slipp of
fossil fuels is blocking alternative paths of dewrhent
that put more emphasis on greater efficiency, leeeased
use of alternative sources of energy, and thusemrvolu-
tion of a decentralized energy system broken davta i
smaller units. One can speak of an almost inheremser-
vatism in the energy economy, which results frora th
technical features of the system that are grid-gipeline-
bound transport systems and large power statioh&hw
constitute economies of scale.

Politicians have to step in here and, because timezg
cycles in the energy sector are so long, creamaframe-
work for a transformation of the energy systemsTialso
where the Neighbourhood Policy has its greatesnial in
relation to energy. It is hard to say to what eietegration
into the internal market will succeed. The politiceck that
needs to be pulled off consists not only of avajdan
integration competition with Russia that could leadcon-
flict, but also of bringing the neighbouring couesr closer
to the EU in a flexible manner and of exporting ftzene-
work for order in energy policy without at the satimae
offering the countries full membership, somethihg EU
cannot and does not wish to do.

Translated by Gerald Holden, Langen
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