Natural gas dispute between Ukraine and Russia
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At the end of last year, Russia raised the price of natural gas it piped into Ukraine,
setting off a dispute between the two nations. The dispute involved the supply of
Russian natural gas other European nations receive through Ukraine as well as the
western leanings of that nation's new president, who felt that the price increase
involved the question of Ukrainian independence. That is why international mediation
was called for to quell the Russian-Ukraine energy source dispute. This quarrel has
once again brought the strategically important country situated between Russia and
the European Union to the world's attention.
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The dispute raised concerns in many circles, but Russia and Ukraine finally
announced an agreement on natural gas prices on January 4. There was still, however,
plenty to contend with afterwards. The Ukraine parliament was not pleased with the
negotiated price settlement with Russia and passed a vote of no confidence against the
current government that negotiated it. EU member states, well aware that there is need
for more diversified energy sources, began looking for alternatives to Russian natural
gas in order to lessen their reliance on imports and lower potential risks. Poland, one
of the EU's biggest nations, has already begun negotiating with Norway to supply new
sources of energy. This seems to indicate that the natural gas price dispute has begun
to spur other issues related to the problem of energy sources.
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Key to Ukrainian economic development?reliance on energy source imports
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Whether the Russian natural gas company Gazprom raised prices for the reasons the
Ukrainian government is accusing it of, or for the reasons the U.S. State Department
is saying, the move by Russia to raise prices and cut off supplies has many people
believing Moscow is using energy to exert political pressure. Russia's motivation here
is not merely economic in hopes of raising natural gas prices to a level equal to that
on the international market, there is more of a political background to its objectives.
Moscow wants to punish the winners of the Orange Revolution in Ukraine that
toppled the government that was friendlier to Russia with one that chose a more
western-leaning policy. Most certainly there are some discrepancies in prices that
Russia is offering the independent nations that broke away from the Soviet Union. As
Ukraine has pointed out, Belarus, the country still within Russia's system with the
closest ties to Moscow, gets its natural gas from Russia for US$46 per thousand cubic
meters, with Georgia and Armenia receiving similarly low prices. In contrast, like
Ukraine, Moldova leans toward western alliances and, due to the fact that it refused to
pay US$160 for the same 1,000 cubic meters of natural gas, also had its supplies cut
off. Based on this obvious disparate treatment, it is no wonder that many circles are
harboring suspicions about Russia's behavior.
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Whatever Russia's motivation, this natural gas price dispute only accentuates
Ukraine's excessive reliance on Moscow for its energy supply. The energy problem,
however, is just one in the long list of many Ukraine has with Russia. There are the
problems of national defense, foreign debt, the Black Sea Fleet and nuclear weapons
that have been points of contention between the two sides since Ukraine became
independent. This has led to the Ukrainian government looking into ways to find a
more ideal economic plan through some policy changes. Vladimir V. Dem'yanov, an
economic aid to the former Ukrainian President Leonid Kuchma, set forth the first
guidelines that have become specific expressions of this ideology. The plan stated that
Ukraine should avoid relying on economic cooperation with members of the former
Soviet Union and should especially rid itself of reliance on economic cooperation
with Russia. The plan also called for better utilizing the economic resources Ukraine
has within its own borders, including abundant natural resources, a developed
industrial base and its limitless technological potential. The hope is to establish a
completely autonomous economy that could exert its power internationally.
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This idealism, however, has all but broken Ukraine off from the economic cooperation
system in place among the newly independent nations of the former Soviet Union.
Now the economic order is in chaos; factories are no longer supplied with cheap
minerals and energy sources, which have led to higher production costs and lower
production output. The Ukrainian economy has taken a substantial downfall that has
resulted in reduced tax revenues for the government as well. The industries inherited
by Ukraine from the Soviet era require massive amounts of energy. Consequently, due
to the structure Ukrainian industry and its enormous need for energy, the nation has
incurred increasing amounts of foreign debt, as it is unable to meet demands
domestically and turns to the outside to fulfill them. Ukraine's energy sources come
mainly from Russia and Turkmenistan. Thus, while Ukraine goes through the process
of establishing a new economic system, pursuing economic autonomy and developing



national industry, it has been facing the problem of insufficient energy sources. In
undergoing an economic paradigm shift, Ukraine has tried to lessen its reliance on
importing natural gas to avert an energy crisis by increasing oil and natural gas
drilling, but the results have been mixed. Since Ukraine has become independent, the
dependence on energy sources from the outside has been a hindrance to economic
development.
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This natural gas price dispute might be considered the impetus for Ukraine to face up
to the problem it has with economic development energy sources. According to the
new agreement, Ukraine will pay US$95 per thousand cubic meters of natural gas
from the Rosukrenergo Company, which will provide supplies from Russia and
Central Asia. Ukraine will receive an extra 47 percent fee, though, for Russia to use
its pipe system to continue supplying natural gas to Europe. This helps Russia to
ensure stable supplies to Europe and is the major reason for Russia made a concession
on price after initially insisting on US$230 per thousand cubic meters. The price
originally charged before the dispute was US$50. Ukrainian President Viktor
Yushchenko described it as a victory for his country because Ukraine did not act
according to Russia's demands. So on the surface, it seemed that Ukraine had used its
geopolitical advantage of being situated between Russia and Europe to resolve the
dispute. In point of fact, however, Ukraine still has ended up paying nearly double the
original price for imported Russian natural gas, which is of course to its disadvantage.
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Preliminary estimates have Ukrainian gross domestic product dropping 5 percent
overall due to the price hike, which could bring about severe inflation of over 30
percent. As Ukraine's major industrial base is located in its southern and eastern
regions, the drastic increase in natural gas prices will most likely lead to large-scale
unemployment in the nation's chemical and steel industries. This means that the
energy source problem will continue to plague Ukraine's overall employment and
related industrial development.
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A third of Ukraine's annual natural gas is still supplied by Russia. The likelihood of
natural gas prices rising again in six months is very high, which means another
dispute could also very likely play out. Recent surges in global energy prices,
however, mean that the terms of trade aren't likely to become any more attractive
elsewhere. This in turn will necessitate that Ukraine will still have to pay a heavy
price even if it wants to diversify energy source imports. Consequently, it seems that
Ukraine has no alternative but to continue relying on Russian energy supplies, at least
in the short term. The present solution could be to cut down on consumption or
substitute coal for oil to reduce energy demands. In the long run, Ukraine still must
accelerate the pace of improving on its economic structure by reducing the reliance
the overall economy has on industries that consume a great deal of energy. Efforts
should be directed toward developing other industries that can benefit economic
development and help Ukraine get to the root of its energy reliance problem.
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This stalemate between the Ukraine and Russia has served to stir deep consideration
in all circles of Ukraine over its energy source problem and economic development. It
has also shown the fragile state European nations are in regarding their natural gas
supplies, as the continent relies on imports from Russia as well. Presently, one-fourth
of natural gas supplies for Western Europe come from Russia, with most being piped
through Ukraine and future supplies seen as rising sharply. As stated above, although
the dispute between Ukraine and Russia has been shelved for the time being, it could
very well play out again some time soon. This is causing worry in Europe over future
energy supplies. European Union officials are hoping to force member nations to
establish a natural gas reserve after a similar measure failed three years ago due to a
lack of consensus. In the case of need, they then could sell their reserves to other
member nations. This would only be a stopgap measure, however, as the only way to
permanently deal with the problem would be for the EU to diversify its energy supply
sources. Although Russia is presently the EU's primary channel for energy supplies,
this dispute has raised even more vigilance on the continent toward its giant neighbor
to the east. EU member nations are worried over the long-term stability and security
of their supplies, especially Germany which relies on Russia for 30 percent of its
natural gas. Consequently, talks between Ukraine and EU member states are presently
centered around how to secure long-term natural gas supplies for Europe and energy-
related issues.
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This dispute has shown that energy supplies are not a simple one-item economic
matter, as they involve the overall economic security of a nation. Any nation should
search for ways to avoid uncertainty through diversifying its energy sources.
Moreover, recent increased international demand for energy supplies has brought
about a new geopolitical order that is largely decided on which way the oil and natural
gas pipes flow and no longer on traditional treaties and diplomatic relations of the
past. Battles today are fought commercially instead of militarily. Consequently, even
though Russia has not been in the international market place a long time, the former
military hegemon has already found a new strategy to exert its influence. Russia is
showing its importance within the international economy, especially regarding the
world energy source market. This makes it hard to overlook the new rise of Russia.
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