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Introduction

Foreign policy analysis can hardly dispense with entailing the issue of punitive measures,
since instruments of economic statecraft have become a prominent component of
international interaction. The debate on the effectiveness of economic coercion is as long-
standing as the reliance on sanctions as a recognised foreign policy tool. Recurring doubt
about their overall utility, expressed already in early studies', has neither lessened the
scholarly interest in evaluating the sanctions outcomes, nor inclined the policymakers to
cease exploiting economic leverage at their disposal. Attempting to solve this paradox, recent
literature has concentrated on investigating the factors that contribute to the efficacy of
coercion attempts. Having examined a bulk of possible determinants of success’, comprising
regime characteristics, issue specifics or multilateral involvement, to name a few, the latest
research did not produce a general consent on the issue. Although the verdict is no longer
overwhelmingly critical of this policy instrument, the lack of agreement on the efficiency of
imposing economic costs still persists due to largely mixed and partly inconsistent
implications. Less interested in engaging in the existing controversy, the current study is more
preoccupied with the particular case of the Russian Federation and its relationship with the
neighbouring states. Building on the contemporary findings, the following research is not
driven by potential generalizability of the obtained results, but rather chooses the comparable
uniformity of the post-Soviet space, focuses on Russian foreign policy objectives in the

region and tests its ability to reach them by economic means.

Russian foreign policy represents a popular scholarly puzzle, encouraging many to trace its
remarkable development throughout the last decades and attempt to understand the

dimensions of underlying decisionmaking. Frequently portrayed as erratic and unpredictable,

1 See e.g. K. Knorr (1975) The Power of Nations: The Political Economy of International Relations. Basic
Books, New York; J. Barber (1979): Economic Sanctions as a Policy Instrument. Infernational Affairs, 55(3):
367-384; G. Hufbauer et al. (1990): Economic Sanctions Reconsidered. Institute for International
Economics, Washington, DC; R. Pape (1997): Why Economic Sanctions Do Not Work. International Security,
22(2): 90-136

2 See e.g. R. Brooks (2002): Sanctions and Regime Type: What Works, and When? Security Studies, 11(4): 1-50;
S. Allen (2005): The Determinants of Economic Sanctions Success and Failure. International Interactions, 31(2):
117-138; D. Lektzian and M. Souva (2007): An Institutional Theory of Sanctions Onset and Success. The
Journal of Conflict Resolution, 51(6): 848-871; L. Dean and E. Niou (2004): A Theory of Economic Sanctions and
Issue Linkage: The Roles of Preferences, Information and Threats. Journal of Politics, 66(1): 25-42; A. Ang and
D. Peksen (2007): When Do Economic Sanctions Work? Asymmetric Perceptions, Issue Salience, and
Outcomes. Political Research Quarterly, 60(1): 135-145; N. Bapat and C. Morgan (2009): Multilateral Versus
Unilateral Sanctions Reconsidered: A Test Using New Data. International Studies Quarterly, 53(4): 1075-1094; E.
McLean and T. Whang (2010): Friends or Foes? Major Trading Partners and the Success of Economic
Sanctions. International Studies Qnarterly, 54(2): 427-447



but at the same time attributed with growing assertiveness, Russia’s international behaviour
underscores an array of competing ideas and explanations for its external actions. Two most
prominent discourses highlight geopolitical and ideological underpinnings. The former
approaches Moscow’s foreign policy from the viewpoint of its national interests, upholding
the enduring perception of Russia as a revisionist actor with resurgent great-power
ambitions.” Attested especially at the regional level, Russia’s geopolitical thinking is, thus,
seen as the foundation of its interactions with the fellow ex-Soviet states, the area of strategic
privileged interests. The latter perspective points out the need to appreciate civilizational
aspects of Russian decisionmaking and opts for an identity-driven assessment of its foreign
policy choices that signify the ambition of spatial control and hegemonic influence in the
region.* Within this context, the identity of uniqueness underpins Russian opposing standing
towards both European and Asian vectors, thus supplementing Moscow’s geopolitical

concerns in the neighbourhood as driving force behind its international behaviour.

No matter which paradigm is emphasised, there is broad consensus that by early 2000s the
formulation of Russia’s strategic interests as well as the corresponding national identity has
largely been completed and mostly maintained its shape till the current day. The consequent
reassertion of foreign policy ambitions brought continuity to the corresponding goals and
methods of their pursuit. In this respect the ascribed Russian overriding determination to
impose own terms over the former Soviet territory goes hand in hand with forceful
diplomacy and coercive connotations.” Whereas there is an established general connection
between Russian foreign policy agenda and the tools of economic statecraft, especially in
relation to the Commonwealth of Independent States (CIS) countries, scholatly attempts to

empirically analyse the effectiveness of Russian strategy have been rather rare.

3 See e.g. R. Donaldson et al. (2019): The Foreign Policy of Russia. Routledge, New York; J. Mankoff (2011):
Russian Foreign Policy: The Return of Great Power Politics. Rowman & Littlefield, Lanham; J. Hedenskog et
al. (2013): Russia as a Great Power: Dimensions of Security under Putin. Routledge, London; E. Wilson
Rowe and S. Torjesen (2008): The Multilateral Dimension in Russian Foreign Policy. Routledge, L.ondon;

4 See e.g. A. Sergunin (2016): Explaining Russian Foreign Policy Behavior: Theory and Practice. ibidem,
Stuttgart; A. Tsygankov (2019): Russia’s Foreign Policy: Change and Continuity in National Identity.
Rowman & Littlefield, Lanham; I. Neumann (2016): Russia and the Idea of Europe: A Study in Identity and
International Relations. Routledge, LLondon

5 See e.g. M. Freire and R. Kanet (2012): Russia and its Near Neighbours. Palgrave Macmillan, New York; R.
Maness and B. Valeriano (2015): Russia’s Coercive Diplomacy. Palgrave Macmillan, New York; B. Lo (2003):
Vladimir Putin and the Evolution of Russian Foreign Policy. Blackwell, Oxford; B. Nygren (2008): The
Rebuilding of Greater Russia: Putin’s Foreign Policy Towards the CIS Countries. Routledge, London



Under these circumstances the particular issue of Russian energy pressure has been the focus
of a number of regional studies. The case of Ukraine has drawn most of the attention®,
especially in the aftermath of the major gas crises with Russia in 2006 and 2009 that delivered
a thrilling contemporary material for investigating economic coercion. Placed amidst a
broader geopolitical game, Russo-Ukrainian energy disputes were frequently approached in
terms of their repercussions for the European gas consumers. Although providing important
insights into the negotiation context and future transformation of Russia’s energy diplomacy,
they did not dwell on the outcomes and efficiency of Moscow’s gas policy. A similar picture
emerges in relation to the literature on the interplay of the Russian energy tool and attendant
foreign policy interests towards Belarus.” A detailed assessment of the relationship
background and the allocation of powers among the two states has left the challenging
question of the factors influencing bargaining outcome open. Despite existing implications
of Russia having a powerful policy instrument in form of energy resources at its disposal, the

overall viability of its economic coercion potential still remains insufficiently explored.

Few researches actually dealing with the query whether Russian energy leverage can be
transformed into tangible political capital have produced rather controversial results. Some
evidence suggests that Russian sanctions may alter domestic political landscape in the
targeted state and reveals a link between energy coercion and voting behaviour with
subsequent election results in Ukraine.® Other work on the issue, supplementing the case of
Ukraine with those of Georgia and the Baltic states, concludes that Russia for the most part
fails to achieve political concessions.” When expanded further by additionally including

Russia’s energy interactions with Armenia, Belarus, Moldova, and considering both coercive

6 See e.g. P. D’Anieri (1999): Economic Interdependence in Ukrainian-Russian Relations. State University of
New York Press, Albany; E. Kropatcheva (2011): Playing Both Ends Against the Middle: Russia’s
Geopolitical Energy Games with the EU and Ukraine. Gegpolitics, 16: 553-573; A. Stulberg (2015): Out of
Gas? Russia, Ukraine, Europe, and the Changing Geopolitics of Natural Gas. Problems of Post-Conmunism,
62(2): 112-130

7 See e.g. M. Balmaceda (20006): Belarus: Oil, Gas, Transit Pipelines and Russian Foreign Energy Policy. GMB
Publishing, London; K. Yafimava (2007): Post-Soviet Russian-Belarusian Relationships: The Role of Gas
Transit Pipelines. Ibidem, Stuttgart

8 R. Newnham (2013): Pipeline Politics: Russian Energy Sanctions and the 2010 Ukrainian Elections. Journal of
Eurasian Studies, 4(2): 115-122

9 K. Stegen (2011): Deconstructing the “Energy Weapon™: Russia’s Threat to Europe as Case Study. Energy
Policy, 39(10): 6505-6513



and rewarding measures, the assessment of Russia’s strategy bears mixed fruits ",

contributing to the predominant ambiguity of the findings.

Whether in the context of a country-specific analysis, or within a broader framework of a
multi-state research, the dispute on Russia’s ability to achieve its foreign policy goals in the
post-Soviet space failed to establish a pattern of conditions, associated with successful
economic diplomacy. Moreover, notwithstanding some qualitative studies, quantitative
techniques in approaching this research question have unduly escaped academic attention. A
remarkable exception represents a book by Daniel Drezner'' where he tests his conflict
expectation model with the use of descriptive statistics on the basis of Russian coercion
attempts against fourteen Newly Independent States (NIS) within the timeframe from 1992
to 1997. Concentrating on the nature of the relationship between Moscow and the target
countries, he receives support for the expected correlation between conflict expectations and
concessions to Russia. Therefore, states that did not anticipate repeated confrontation with
the big neighbour were more willing to concede, implying that Russia should have an easier
way coercing allies. In a pioneering move, Drezner made a fist step towards addressing
economic coercion within the post-Soviet territory, applying variable-oriented approach and
bringing outcomes of Russian policy to the fore of scientific attention. Almost two decades

later these issues are neither more clarified, nor less pressing.

Given the accumulation of recent incidents of economic diplomacy in the Eurasian region,
and in view of the insistent need to refine the pool of possible determinants for effective
advancement of Russia’s foreign policy objectives, the following study will develop own
predictions and verify them on the cases of Russian bargaining with Ukraine, Belarus and
Moldova. The choice of the three target states is justified by the fact that they represent an
exciting mixture of resemblance and variation. Stemming from the Soviet-laid
interdependencies they, first, share a web of close economic ties that make them vulnerable
to Moscow’s economic pressure; a stance, aggravated by comparably poor economic
condition and significant levels of trade and supply dependencies on Russia. Second, all three
own a special place in Russian geopolitical ambition through being part of its area of strategic

interests. At the same time, their domestic resonance with Russian foreign policy projects in

10R. Newnham (2011): Oil, Carrots, and Sticks: Russia’s Energy Resources as a Foreign Policy Tool. Journal of
Eurasian Studies, 2(2): 134-143
1D, Drezner (1999): The Sanctions Paradox. Cambridge University Press, Cambridge



the region, rooted in the internal fluctuation of political elites and the general public on the
preferred geopolitical vector, differs quite dramatically from high levels of synergy with
Belarus, through indecisiveness of Ukraine (until the crisis of 2014) up to phases of
diplomatic standstill with Moldova. Within the next pages I set out to place these
characteristics in the context of interstate negotiations and deliver both theoretical and

empirical assessment of the Russian strategy.

The scope of the mismatch between foreign policy aspirations and strategic capacities to
achieve them is one of the enduring questions with regard to Russian relationship with Kiev,
Minsk and Chisinau. Perhaps the most confusing conclusion of the overview of the current
state of research is that evidence of growing assertiveness of Moscow’s approach was not
accompanied with acknowledgement of its increasing dominance in the neighbourhood. 1
seek to advance this discussion by reducing the gap between predominantly autonomous
discourses of the Russian foreign policy and international economic coercion, and expand

them by introducing bargaining paradigm to the analysis.

I so doing, I intend to address two existing methodological limitations. First of all, sanction
episodes are commonly considered either at the threat or at the implementation phase,
however separately from the remaining chronology of bilateral interactions, reflecting a
certain selection bias. This study examines the whole body of bargaining cases, including
those where Russia abstained form utilizing punitive measures against its partners. It not only
allows for a more nuanced evaluation of Moscow’s bargaining approach, but also to contrast
the effectiveness of its coercive forms against the softer ones. Furthermore, in terms of
method, I aim to overcome the sustained rivalry between qualitative versus quantitative
schools by taking advantage of both. Whereas work on economic sanctions habitually resorts
to statistic tools, foreign policy analysis is normally conducted within a case study framework.
Given that the present research questions lie at the intersection of the two paradigms, there
seems to be a need to scale down the prevalence of the qualitative approach towards Russian
foreign policy strategy and supplement it with techniques based on mathematical logic of

comparative data analysis.

Driven by the primary question of how successful Russian bargaining is, this paper will
review the chronology of Moscow’s bilateral relationship with Ukraine, Belarus and
Moldova, scrutinize bargaining episodes that took place within 2000 and 2013, and provide

extensive insights into the background of the parties’ interaction. Contributing to the debate



on the utility of coercion instruments, Russian economic diplomacy will be examined from
the bargaining viewpoint on its ability to yield the desired results, especially in respect of
foreign policy gains. Encouraged by the existing scientific gap, this research aims to detect
causal pathways leading to favourable outcomes and reveal factors, which help translate
bargaining advantage into political capital. Ultimately, in order to connect academic input
with governmental reality, policy ramifications for Russia will be discussed, placing an

emphasis on existing shortcomings and adjustment suggestions.



Theoretical Framework

In support of the research questions discussed above some political and economic
approaches will be used to get better insights into the potential success of Russian sanctions
and provide the necessary explanations. The synthesis of the theory of interdependence, the
bargaining theory and the soft balancing argument seems to meet the research goal best. As
there are various concepts and interpretations within these theories, I will briefly outline the
existing discussion, explain the relevance of the chosen interpretations to the current

research and concentrate on their implications to the following study.

Theory of Interdependence

The idea that states form a system where their powers are balanced and mutually responsive
is not new in politics. Since the integration processes started to gain momentum scholatly
interest has been focused on the implications of the emerged system of interdependence,
and the possible threats or containments within it. Interdependence is also partly seen as a
“way station on the route to integration”.'” Whereas the timing and success of arriving at the
final destination are still disputable, it is clear that “integration makes all participants
vulnerable to interference with any part of the system”."” The theory of interdependence

helps to analyse the degree and ramifications of this vulnerability to the political actors.

Before turning directly to the implications of this situation for an interdependent state it
seems important to define the notion of interdependence. Its seeming simplicity is rather
deceptive. Although it is broadly understood as mutual dependence, not only the actual
underlying meaning varies among scholars, but also numerous types of interdependence are
recognised. As well noted by Rosencrance et al. “on this definition, knowing that there is
high interdependence tells one very little about the actual state of relations between

nations”."

There are two broadly discussed dimensions of interdependence: ‘sensitivity

interdependence’, generally understood as mutual responsiveness and ‘vulnerability

12 R. Rosencrance and W. Gutowitz (1981): Measuring Interdependence: A Rejoinder. International
Organization, 35(3): 553

13 M. Tetreault (1981): Measuring Interdependence: A Response. International Organization, 35(3): 557
14 R. Rosencrance et al. (1977): Whither Interdependence? International Organization, 31(3): 426



interdependence’. In economic terms, the former can be portrayed as susceptibility to the
shift of resources or financial flows to another actor, or alteration of factor prices. Generally
speaking, this type of interdependence deals with changes within the game, not affecting its
basic rules. Whereas this case is more interesting for economists to analyse, it is “politically
less important™.”” Vulnerability interdependence refers to the opportunity costs of either

disrupting the relationship as such or changing its basic rules. 16

Here the degrees of
vulnerability heavily depend on bargaining power of the actors involved.'” Importantly, ”the
word interdependence subtly obscures the inequalities of national capability, pleasingly
points to a reciprocal dependence, and strongly suggests that all states are playing the same
game”." The key words in understanding vulnerability interdependence ate 'options' or
'alternatives'. In case of their presence the actor is likely to come out of the situation without

serious damages, whereas in the absence of any alternative to the interrupted relationship the

actor is vulnerable to a much greater extent and is likely to suffer losses.

According to Keohane and Nye, the notion of vulnerability is crucial to specifying the
political component of an interdependent relationship, since it provides better insights into
the power resources of the actors. On this basis it is possible to hypothesise which particular
strategy the players will pursue. It is the strategic dimension of vulnerability interdependence
- something sensitivity dimension lacks - that explains its feasibility to the power politics'
analysis. More importantly to the current research, it is vulnerability that underlies the politics

of raw materials."

Generally, various approaches to the interdependence theory can be accounted for different

)

levels, focuses and directions of analysis.” T will first turn to the studies on economic

interdependence that have a strong impact on political decisions and influence “both the

15 K. Waltz (1970): The Myth of National Interdependence: 210. In C. Kindleberger: The International
Corporation: A Symposium. MIT Press, Cambridge

16 For more on these types of interdependence see D. Baldwin (1980): Interdependence and Power: A
Conceptual Analysis. International Organization, 34(4); E. Haas (1975): Is there a Hole in the Whole?
Knowledge, Technology, Interdependence, and the Construction of International Regimes. International
Organization, 29(3)

7K. Holsti (1978): A New International Politics? Diplomacy in Complex Interdependence. International
Organization, 32(2): 518

18 K. Waltz (1970): 220

19 R. Keohane and J. Nye (2001): Power and Interdependence. Longman, New York: 13-14

20 H. Alker (1977): A Methodology for Design Research on Interdependence Alternatives. International
Organization, 31(1): 30



capacity strategists have at home to play power politics abroad and the credibility of

international balancing commitments”.*

Economic interdependence affects political decisions in the way that it places economic
security, along with the security of the state itself, on top of policy priorities. And since the
international economic environment is ruled by the exercise of power rather than persuasion,
it may lead to a situation where further economic interdependence may be traded for certain
compensations, not necessatily of an economic character. * High interdependence
complicates the process of adjustment to policy disturbances®, therefore certain political
concessions might be needed in order to balance the situation. Speaking about natural
resources in an interdependent relationship, their shortage may cause ambitions to barter

them “against political influence”.**

Political trade-offs are often regarded as the costs of interdependence.” There are several
reasons for that. First of all, although in an interdependent relationship both actors may
theoretically impose trade-offs on each other, it does not always work that way. Mutual
dependence does not necessarily imply equality. In case of an asymmetric interdependence
one actor finds himself in possession of more batrgaining power than the other.” And
although both parties are likely to sustain losses, one of the interdependent actors may still
come out of the situation much better off than the other. In that sense, interdependence is

not enough to prevent power struggle.

Moreover, interdependence should be analysed with regard to “specific issue areas and not
with respect to the whole spectrum of activities”.”” Depending on the issue area it is possible
to hypothesise whether the relationship may potentially lead to the claim of concessions from
the one party by the other. Generally, it can be said that the possibility of trade-offs is higher

if interdependent relationship deals with strategic issue areas, at least for one of the actors.

21 P. Papayoanou (1997): Economic Interdependence and the Balance of Power. International Studies Quarterly,
41(1): 136

22 E. Dell (1987): The Politics of Economic Interdependence. Macmillan Press, London: 17, 84

23 R. Cooper (1968): The Economics of Interdependence: Economic Policy in the Atlantic Community.
McGraw-Hill, New York: 157

24 E. Dell (1987): 48

% E. Morse (1972): Crisis Diplomacy, Interdependence, and the Politics of International Economic Relations.
World Politics, 24: 139

26 M. Gasiorowski (1985): The Structure of Third Wotld Economic Interdependence. International
Organization, 39(2): 337

2TE. Morse (1972): 133
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Issue-specific interdependent relationship is a part of a web of other relationships connecting
two actors. Logically, being vulnerable on one issue does not exclude a more powerful
position on the other. The mere possibility to demand political concessions from the other
party will not necessarily lead to such bids. Not only may profits in the short-term perspective
be outweighed by the losses in the long-term scenario. The initial desire to transform the
status quo in one relationship may cause shifts in others, where the asymmetry does not exist
or is in favour of another player. Ultimately, the actor may be better off not exploiting
vulnerabilities of the counterpart. Since “economic interdependence is not simply a two-
way relationship once any member of an interdependent pair goes beyond simple barter

arrangements with a single partner”*

, it 1s part of a broader context encompassing political
dimensions of both domestic and international level. Haas enlarges this point by claiming
that issue-linkage is preferred by the party that is targeted on redefinition of the relationship
and acquiring additional bargaining leverage, which would be impossible if the negotiation
were limited solely to one issue. Actors that enjoy a more powerful position in the
relationship and prefer to retain power differentials will oppose attempts to introduce

additional issues to the agenda.” Issue-linkage is, therefore, a useful tool to add a political

component to an economic discussion and herewith promote the desired outcome.

Importantly, the analysis should not be confined to just two interdependent states or actors.
Every interdependent relationship takes place within a broader system, containing other
similar ties. Since “each country is interdependent with a system of participants in economic
agreements and informal relationships™ resorting to multi-causal analysis rather than to the

bilateral approach presents far more challenges.™

As this research deals mostly with political implications of interdependence, I will adopt the
approach devised by Keohane and Nye that seems to answer the assigned objectives best.
They make an important distinction between interdependence and interconnectedness,
where a relationship that does not imply mutual costs is a mere interconnectedness, and is
thus irrelevant to the current study. These reciprocal costs may be of different nature, of a

rather asymmetrical character and be imposed either directly or indirectly. It is crucial that

28 M. Tetreault (1980): Measuring Interdependence. International Organization, 34(3): 442
2 E. Haas (1980): Why Collaborate? Issue-linkage and International Regimes. World Politics, 32(3): 371-372
30 Ibid: 442-443
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the relationship between actors inevitably involves certain constraints that will not always

outweigh the benefits, but should be taken into account.™

It is obviously misleading to portray the outcomes of interdependence as a zero-sum.
Therefore, one should keep track of not only the losses, but also the distribution of gains, at
the same time. Interdependence is a power relationship and a lot depends on what is
understood to be power. It may be seen simply as the possession of resources and the ability
to impose costs on another actor, which reflects only part of the whole picture. There is also
another side to power, which will be highlighted in this research. Power may as well
presuppose the ability to affect or control the outcomes. In this sense, one may be less

powerful in the fist meaning of the notion, but still benefit from the favourable outcomes.™

Following the argumentation, Keohane and Nye make a distinction between absolute and
relative gains or losses that result from an interdependent relationship.” The problematic of
absolute and relative gains in international relations is part of a longstanding debate between
neorealism and neoliberalism. The former assumes that states give preference to relative
gains, being largely concerned not so much with the question ‘Will both of us gain?’, as with
‘Who will gain more?”.” In contrast, neoliberalism suggests that states will go for absolute

gains, intent on their own success and that of others.

It is beyond the scope of this research to go into details of this theoretical dispute,
nevertheless it seems important to clarify the adopted approach. According to the further
research on the issue, one should concentrate not so much on various assumptions about
state's preferences as on the constraints they are facing. It is not the perspective, from which
the issue is analysed but rather the web of constraints and opportunities that condition a

state's focus on either relative or absolute gains.™

By and large, preferences of the state may depend on the strategic situation it finds itself in.

Consequently, concern for gains is a consequence and not a cause. Thus, it seems reasonable

31 R. Keohane and J. Nye (2001): 7-8

%For more on the argumentation see: Keohane and Nye (2001): 8-10

3 Ibid: 8-9

3 R. Powell (1994): Anarchy in International Relations Theory: The Neorealist-Neoliberal debate. International
Organization, 48(2): 335; For motre on Neorealism/Neoliberalism see C. Brown (1997): Understanding
International Relations. Macmillan, Basingstoke: 45-51

3 R. Powell (1991): Absolute and Relative Gains in International Relations Theoty. Awmerican Political Science
Review, 85(4): 1303-1304, 1316-1317; R. Keohane (1998): International Institutions: Can Interdependence
Work? Foreign Policy, 110: 88
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to bypass the controversy between the two schools of thought and determine which
viewpoint enables to find better-elaborated answers to the research questions. There is no
answer to the question which assumption on state's preferences is better. Since “models are

tools” for an analysis, “the answer depends on ... the task at hand”.*

If the choice of the model is situational, the choice of absolute gains suits the analysis of
Russia’s relations with the target states better, along with the neoliberal approach in general.
Jervis points out that the differences between the two schools of thought are partly due to
the issues they focus on. Whereas neorealism concentrates on international security issues
and “the causes, conduct, and consequences of war”, neoliberals study mostly “issues of
international political economy and environment”™.” It is, therefore, more practical to look
at the research questions from the neoliberal perspective, which does not overrely on or

assume the forceful development of an interdependent relationship between the states.

Developing the neoliberal approach further, Keohane and Nye created a set of assumptions
about world politics — complex interdependence — on which the analysis of interdependent
states is based. Although these assumptions are rather idealistic and schematic, they seem to
be a good starting point and a relevant perspective to approach the analysis of an
interdependent relationship. One of its main characteristics deals with multiple channels
connecting interdependent actors. Not only are formal ways of interstate interaction
supplemented by informal connections and interstate institutions, there are a number of
issues, including domestic constraints™ that interfere with foreign policy. Since there is no
longer one issue dominating foreign policy agenda (as was the case with military security in
the past), actions of the state are not subjected to one major goal. Goals depend on the issue
area, which in its turn determines the distribution of power. Military power is downgraded
to a subordinate position in a situation of complex interdependence and is not likely to be
used either within the region or as means of solving an economic dispute. Military capacities
of states still do play a significant role in world politics, but according to Keohane and Nye
it is relevant rather in politico-military relations with rival blocks, where the conditions of
complex interdependence are not met and other causal mechanisms prevail. The overall state

power, conventionally measured in terms of population, size of the economy and military

36 R. Powell (1994): 336
ST R. Jervis (1999): Realism, Neoliberalism, and Cooperation. International Security, 24(1): 45
38 P. Papayoanou (1997): 119
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capability, is not decisive anymore as a state may be considered more powerful and still be
in a weaker position on a particular issue that underlies the interdependent relationship.”
When it comes to payoffs, it is not only the possession of resources or aggregate power that

determines the outcome. It is highly possible that a weaker country can outplay a superpower.

Therefore, in order to trace the development of the negotiation process and the translation
(or not) of the state power into the bargaining advantage, the interdependence theory should
incorporate another theoretical construct that fills in the existing gaps and completes the
argumentation. In Walt's words “no single approach can capture all the complexity of
contemporary world politics”, urging for a combination of diverse scholarly ideas and

overruling the usage of ““a single theoretical orthodoxy”.*

The interdependence theory is a useful tool to analyse a relationship and its symmetry
between two countries and thus determine their opportunities to use this relationship to their
benefit. Interdependence enables to spot vulnerabilities of each party in the relationship, but
it is still insufficient to say plausibly whether they will be taken advantage of and whether
there is enough bargaining leverage to make a player better off after the redistribution of
power within the relationship. Wagner notes that asymmetrical interdependence sometimes
involves “a confusion between unexploited market power, and unexploited opportunities to
trade economic resources for political concessions”.*" By contrast, the bargaining theory
offers more explanatory possibilities for the cases “when one government can use the threat
of interrupting trade to extract political concessions from another”.*” The interdependence
theory will therefore be applied to specify the relationship the actors find themselves in prior
to the bargaining situation. The reasoning about the development of the relationship and the
likelihood of getting the bigger share of the pie by each actor will be “found in the bargaining

process that translates power resources into power over outcomes”.®

% The term of complex interdependence and the concomitant argumentation is derived from R. Keohane
and J. Nye (2001): 20-31

40°S. Walt (1998): 30

# R. Wagner (1988): Economic Interdependence, Bargaining Power, and Political Influence. International
Onrganization, 42(3): 473

#2 Ibid: 465

# R. Keohane and J. Nye (2001): 17
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Bargaining theory

Applicability of the bargaining theory is universal ranging from real-life situations to
multinational negotiations. Scientific approaches to analysing bargaining enjoy the same
amplitude, not least because of its ubiquity. Not getting involved in the scholarly discussion
of bargaining models, I will concentrate on the fundamental maxims of the theory — “the
detailed process of bargaining will differ so widely from one case to another that any useful
theory of bargaining must involve some attempt to distil out some simple principles which
will hold over a wide range of possible processes”.* The objective of this chapter is,
therefore, limited to defining properties that translate into bargaining power, since in case of
states substantial power resources are not always sufficient to guarantee a favourable

bargaining outcome.

Bargaining is a process that enables the parties to reach an agreement through making mutual
offers. Players, both being interested in cooperating are involved in a bargaining situation
through which their conflicting interests over the terms of cooperation may be brought to
some common denominator. The basic function of the bargaining theory is, therefore, to
determine efficiency and distribution of the bargaining outcomes. * Players facing a
bargaining situation encounter a dilemma, when each of them would prefer an agreement to
be reached on the one hand, but wants to achieve a possibly profitable outcome on the other.
It is then bargaining powers each player has at his disposal that determine the payoffs of the

agreement, in case that it is arrived at.

One of the main determinants of bargaining power® stems from the time pressure each
player is experiencing, offering more bargaining leverage to the one that does not need the
agreement to be reached urgently. Significant effect has players’ behaviour prior to bargaining
and the commitment to the desired outcome that he signals. Anticipatory liabilities may tie
hands of the negotiators and complicate the bargaining process. Risk aversion is another
factor that affects bargaining power negatively. Inside and outside options that each player

has at his disposal have a significant impact on the balance of bargaining powers and the

# 7. Sutton (1986): Non-Cooperative Bargaining Theory: An Introduction. Review of Economic Studies, LI11: 709
# A. Muthoo (1999): Bargaining Theory with Applications. Cambridge University Press, Cambridge: 1-3

4 The subsequent determinants of bargaining power are derived from A. Muthoo (2000): A Non-Technical
Introduction to Bargaining Theory. World Economics, 1(2): 148-164
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likelihood of the agreement to be reached. Availability of information falls, likewise, to the

core determinants of bargaining leverage that will be discussed in more detail below.

Each player has an exact notion of the terms and the time frame of the desired bargaining
outcome. It may be the case that bargaining pay-offs are in direct correlation with the
duration of the bargaining process. If delay is costly for one, this means extra bargaining
power for the other. The more patient, therefore, the player is, or to be more precise the
more patience he may allow himself before the impediment losses occur, the more
favourable his bargaining situation is. Consequently, one should make provisions for the high
price of the delay for the other party and the reduction of the side-effects for himself in order
to augment bargaining advantage.*” Costs' reduction/imposition may be rather costly itself.
The costs of doing so should then be outweighed by the profits to secure a more beneficial

agr cement.

It is often the case that players define their bargaining position publicly before or in the
course of negotiation. By doing so, they commit themselves to a certain bargaining position
that may be costly to change or repeal later. This tactic may be used to significantly decrease
the room for concessions and put the other player into position where he will have to either
agree to the proposed conditions or face the failure of the deal. It is also possible that both
players use this strategy to enhance their bargaining leverage. In that case if the costs of
renouncing the declared commitments are high for both of them, bargaining may become
deadlocked and no agreement will be reached. If the costs of retreating are unequal among
the players, the one with the lesser costs is in a weaker bargaining position and is more likely

to make concessions.

Projected on the bargaining situations that take place in the area of international politics,
making public commitments may be used to create public expectations that are costly to
break, especially within democratic environments where a politician (a player) is accountable
to his constituency or a party/company he is representing. Therefore if the public is likely or

has the opportunity to punish a politician for retreating from his commitment, this tactic

47 Ibid: 152
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allows him to achieve bargaining benefits, otherwise no additional bargaining leverage is

obtained.*

Speaking more broadly about bargaining in an international environment it seems important
to take a look at how relations and bargains between states have been incorporated into
international relations theory. Traditionally, there has been made a division between
international, domestic and interpersonal levels of analysis, each offering competing
explanations of the driving mechanisms that lie behind state's decisions — its position on the
international arena, its societal and political institutions and personal characteristics of the
leaders.” There is still an alternative standpoint that incorporates all these levels into one
body of argumentation on state's behaviour in a bargaining situation. In an international
bargaining a player is confronted not only with challenges of interstate character, but with
domestic constraints as well, which represent not only public response to the bargaining
outcome (as discussed above). Domestic expectations come simultaneously from political
and economic circles, whose effects “depend not only on group calculations of interest, but
on their political influence”.” International and domestic agendas are closely intertwined,
causing mutual adjustment — “international bargains are not simply about relations between
nations. They are also about the distribution of costs and benefits among domestic groups
and about domestic opinion divided on the best way of relating to the external environment.
The possibility of international accords as well as their content is jointly determined by

» 51

domestic and international factors™.

In line with this argumentation Putnam suggests the two-level games approach, where a
player needs to reconcile both international and domestic political ends. In his bargaining
tactic the player needs to balance between what other international player will accept and
what can be later ratified domestically. Ratification means here not necessarily a legal

procedure to adopt a bargaining outcome, but refers rather to a decision process that

4 B. Leventoglu and A. Tarar (2005): Prenegotiation Public Commitment in Domestic and International
Bargaining. Awmerican Political Science Review, 99(3): 428

4 A. Moravcsik (1993): Integrating International and Domestic Theories of International Bargaining: 5. In P.
Evans (Ed.) Double-Edged Diplomacy. International Bargaining and Domestic Politics. University of
California Press, Berkeley

50 Ibid: 24

51 P. Evans (1993): Building an Integrative Approach to International and Domestic Politics: 397. In P. Evans
(Ed.) Double-Edged Diplomacy. International Bargaining and Domestic Politics. University of California
Press, Berkeley
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forestalls its endorsement, “whether formally or informally”.”” It may be the case that
decisions that are rational and beneficial at one level are unacceptable and damaging at the
other. So the player faces pressure from domestic groups being expected to deliver
favourable bargaining outcomes while trying to avoid its negative impact on the international
level. By all the complexity of the situation it seems robust to play bargaining game at two
levels simultaneously to get a better understanding of the outcomes, since neither of the two
levels “can be ignored by central decision-makers, so long as their countries remain
interdependent”.” One should not forget that actions on the international level might be
domestically oriented and vice versa. In that sense, two-level game allows not to lose sight
of domestic and international imperatives in that ”’the two-level approach recognizes the

inevitability of domestic conflict about what the 'national interest' requires”.>

High domestic expectations and public demand from both sides may stalemate bargaining,
escaping from which “provides a rationale for secret negotiations”.> Transparency of
negotiations is normally presupposed in a democratic environment, but does it necessarily
contribute to the success of a bargaining process? Accountability may provide additional
incentives to reach a favourable bargaining outcome and tie hands at the same time.
Stasavage constructed a model similar to the two-level game discussed above with the
difference that a player is constrained by the belief that he might be biased. Under
transparency pressure a player may take up a more tough posture that will be costly to retreat
from and lead to unsuccessful bargaining. Open-door bargaining is, therefore, preferred in
cases when a player's commitment to the group he is representing is questionable, otherwise
more optimal outcomes may be reached if the players have more bargaining space under a

closed-door negotiation.™

Risk of breakdown is another bargaining liability that may occur due to withdrawal of the
one party or intervention of a third one that nullifies the cooperation benefits.” Since the
players cannot always affect the probability of the negotiation breakdown, it is their readiness

to take the risk and prolong the bargaining process for the purpose of getting a more

52 R. Putnam (1988): Diplomacy and Domestic Politics. The Logic of Two-Level Games. International
Organization, 42(3): 436

53 Ibid: 434

54 Ibid: 460

% B. Leventoglu and A. Tarar (2005): 419

%6 D. Stasavage (2004): Open-Door or Closed-Door? Transparency in Domestic and International Bargaining.
International Organization, 58(4): 668-670, 695

57 A. Muthoo (1999): 73
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beneficial agreement that determines the bargaining power. As a result, the more risk averse
player is in a weaker bargaining position and is likely to accept a suboptimal outcome but
close the deal sooner rather than later.” If the players' behaviour is equally risk-taking other

factors need to be analysed to define their bargaining capabilities.

Outside influence may not only terminate the bargaining process but also provide for extra
bargaining leverage for one of the players. If a player has an outside option that he considers
to be rather beneficial, he may use it as a source of power. This tactic, however, is effective
only provided that the option is reliable and lucrative. Otherwise the alignment of bargaining
powers will not be affected. Simply having an outside option is not enough to be able to
bargain a favourable outcome. In case when the players have no outside option or it is either
unreliable or not profitable enough, the inside options enter the scene. Inside option is a pay-
off of the player while bargaining before the agreement is reached.” The more advantageous
the inside option is, the more bargaining power the player possesses. This holds, however, if
both players have no profitable outside options to play up. Consequently, inside options do

not affect bargaining powers if at least one party's outside option is attractive.”

Bargaining behaviour may also be affected by the completeness of information about the
potential value of an agreement that each player possesses providing for bluffing and
deception. Although bargaining under perfect information contributes to its success it is
more often the case that one party has an informational advantage, which leads to delays in
reaching an agreement. Ill-informed players use delays to try to get necessary data and
evaluate the potential pay-off to continue bargaining. Importantly, some “costly or wasteful
activity” is often the only way to “credibly communicate important information”, which is
the case for military conflicts and wars where forceful actions are means of information

transfers.®!

Information asymmetry leads to another definition of bargaining as “the manipulation of
information of others in the interests of improving the outcome for one's self”**. Not being

sure of the possible bargaining benefits, the worse informed player may simply withdraw

38 A. Roth (1989): Risk Aversion and the Relationship Between Nash's Solution and Subgame Perfect
Equilibrium of Sequential Bargaining. Journal of Risk and Uncertainty, 2(4): 353-354

% A. Muthoo (2000): 157

60 Ibid: 158-160

o1 Ibid: 164

92 0. Young (1975): Bargaining. Formal Theories of Negotiation. University of Illinois Press, Urbana: 304
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from bargaining, giving up to informational constraints. If both parties prefer the agreement
to be reached, the optimal scenario for both would be for a worse informed player to make
a “first-and final offer”.”’ In this connection Fearon offers a notion of the ‘shadow of the
future’ that may potentially “deter cheating”.”* In his words if the shadow is long enough the
parties will be generally more cooperative and long-term oriented, due to the pay-offs of a
protracted cooperation and the benefits of other future interactions. However, long shadow
of the future may have a reverse effect on bargaining, making the players adopt a tougher
position in the hope of a more profitable outcome. In any case certain institutional or other

binding constraints are believed to facilitate bargaining under asymmetric information.”

All determinants of bargaining power and bargaining models discussed above may be
transformed into mathematical ratios ® that allow portraying batgaining outcomes in
mathematical terms. Since their detailed presentation would far exceed the scope of this
paper, I will confine myself to the explanatory power of the bargaining theory. The aim of
this chapter is not to derive a certain figure, which reflects an achieved agreement, but rather
to get a better understanding of bargaining behaviour. Moreover, when analysing bilateral
disputes in the succeeding sections, it enables to distinguish bargaining powers of each party

and get a better perception of their bargaining tactics.

One should also consider that not only the playet's bargaining tactics vary, but bargaining
itself may be of a various character. It seems relevant, having especially sanctions in mind, to
examine coercive bargaining. Schoppa suggests that social context is an often neglected but
influential coercive bargaining framework. In his words there are less prerequisites for a
backlash if bargaining takes place “within a social context where the parties accept that they
are operating within an hierarchy and when the specific tactics employed fall within the range
that are accepted as legitimate in the terms of this relationship; when the coercion takes place
within an institutionalized process that establishes mutually accepted rules of the game; and

when the parties trust each other”.®” Trust is an important component that may significantly

03 W. Samuelson (1984): Bargaining Under Asymmetric Information. Econometrica, 52(4): 1004-1005

4. Fearon (1998): Bargaining, Enforcement, and International Cooperation. International Organization, 52(2):
270

95 \W. Samuelson (1984): 996; J. Fearon (1998): 298

% See A. Roth (1979): Axiomatic Models of Bargaining. Springer, Berlin; S. Napel (2002): Bilateral Bargaining.
Theory and Applications. Springer, Berlin; M. Osborne and A. Rubinstein (1990): Bargaining and Markets.
Academic Press, San Diego; I. Stahl (1972): Bargaining Theory. The Economic Research Institute,
Stockholm; A. Muthoo (1999): Bargaining Theory with Applications. Cambridge University Press, Cambridge
7 1. Schoppa (1999): The Social Context in Coercive International Bargaining. International Organization, 53(2):
308



20

smoothen bargaining. If the other party is viewed as a reliable co-player, there are more
incentives for fair bargaining and less for cheating. This holds also in case of coercive
bargaining that is more likely to end up with an agreement favouring one party only. If the
coerced player trusts the other one, he is more likely to agree to the demanded concessions,
otherwise he could choose to let bargaining fail, as he will believe that the mistrusted party

may come back with further demands.*

The notion of trust is sometimes closely related to a player's image that plays a significant
role in international bargaining as well. Before states get involved in a bargaining situation
they look at the other party through a prism of certain categories and characteristics that they
ascribe to the state and its international behaviour. These judgements are normally rather
strong and enduring. So once categorized, a state will be treated according to the ascribed
image that inhibits the apprehension of inconsistent information “some of which may
indicate important changes in the policies of another state”.”” Although judgements are made
basing on previous bargaining experiences and political actions of the states, they may
oversee the gradual development and change within the political environment of the other
party, which is not static. Approached as a weak bargaining player, which is no longer the
case, the other party may choose the wrong strategy and thus weaken its bargaining position.
Since image affects credibility, demands of a perceived weak player will be not taken
seriously. " Such miscalculation of bargaining power may consequently lead to a less

favourable outcome.

Summing up, the bargaining theory helps to clarify the parties’ bargaining positions with their
advantages and weak points, which enables a better understanding of their bids and an
adequate assessment of the bargaining outcome. Although the theory provides enough
possibilities to incorporate the foreign political angle into the analysis, it is rather a tool for
dealing with selected negotiation episodes than with power relations of the bargainers within
the international system. The latter is, however, apart from being one of the focuses of this

papet, is also a background and determinant for the bargaining rounds and in this capacity

8]bid: 315

% M. Cottam (1985): The Impact of Psychological Images on International Bargaining: The Case of Mexican
Natural Gas. Political Psychology, 6(3): 418
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needs a separate evaluation. For this purpose the concept of soft balancing will supplement

the theoretical framework.

Soft Balancing

Soft balancing emerged as a recent addition to the balance of power theory in view of the
latest changes in world politics. Traditionally, it is expected that every international or
regional hegemon will be balanced by other states in order to resist its domination or to
attempt to match up to its powers. In the past, states engaged in an international rivalry,
would adopt hard balancing as a strategy to meet these objectives. Put simply, hard balancing
is largely confined to formal alliance building accompanied by arms buildups, derived from
the fundamental idea behind the balance of power politics — to maintain state sovereignty

and prevent preponderance of other powers over it.

Currently, traditional hard balancing is much less salient in the new world order and fails to
fully explain the behaviour of major powers after the end of the Cold War. Although the
milder form of the strategy is still applied in some regions with enduring rivalries and high
conflict potential, like the Middle East or Asia”’, there is no empirical evidence of hard
balancing in contemporary Europe. The balancing perspective, however, still holds true for
the European region, regardless of the reduced military effort and the growing levels of
interdependence. Under the circumstances of economic globalization, traditional hard
balancing, which is rooted in the threat to physical security and sovereign existence, became
costly and obsolete. Having mainly lost its relevance in Europe, hard balancing gave way to
other means of addressing the still existing concerns about the unilateralist behaviour of a

hegemonic or potentially threatening actor and the need to constrain its power.

In the era when hard balancing has limited applicability and has lost its appeal, states prefer
more indirect and informal ways to face the hegemon and check its power. These diplomatic
and economic balancing acts, based on ad hoc collaborations and institutional cooperation
short of binding alliances, comprise the core of soft balancing. From the perspective of the

balance of power theory, even if a state does not experience a direct threat from a hegemon

71'T. Paul (2004): The Enduring Axioms of Balance of Power Theory and Their Contemporary Relevance: 6.
In T. Paul et al. Balance of Power: Theory and Practice in the 215t Century. Stanford University Press,
Stanford
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and is engaged in expedient relations with it, a dominant actor is still unlikely to be left
unbalanced. As unrestrained major player may eventually intend to rewrite the rules of
interaction to its own advantage, weaker states will tend to balance towards the equilibrium
of powers. In so doing, they have two major options at their disposal — to maximize their
own resources through internal balancing or to aggregate power with other second-ranked

players by means of external balancing.

Internal balancing, however, seems to be a futile option, given that one state is hardly able
to adequately build up its capabilities to become a peer competitor to a hegemon. Further, a
unilateral action of that kind is likely to provoke an immediate and harsh retaliation from the
dominant actor, which is why weaker states rarely resort to unilateral actions but rather
choose to coordinate their efforts within a collective act of external balancing. The power of
a preponderant state may keep a second-tier player from assembling a formal balancing
coalition, but not from wishing to do so by tacit means of soft balancing, which though
posing no direct threat to the hegemon can still delay, frustrate or increase the costs of it
using its overriding power.” The disguised tools of soft balancing — economic statecraft,
informal diplomatic arrangements and international institutions are, therefore, means of

containment without direct confrontation.

Being in close proximity to a dominant power is undoubtedly a concern for a weaker state,
which may cause it to engage in soft balancing, although this is not necessarily the only viable
option of coping with a hegemon. Apart from the incentive to constrain a hegemonic power,
Paul singles out three major conditions” under which soft balancing behaviour is likely to
occur. Fist, the power position and unilateral behaviour of the dominant power become
increasingly disturbing to the weaker state, although not to an extent which poses an
immediate challenge to its sovereign security. The concept of security under the soft
balancing strategy exceeds the classic territorial dimension and deals rather with the political
autonomy of the balancing state. Troubles about retaining state borders gave way to those

of sovereign decisionmaking, altering which a preponderant power is normally not shy about.

Secondly, the two enjoy close economic ties where the hegemonic actor cannot be replaced

easily and a disrupted relationship with which may redound negatively on the economic and

72 R. Pape (2005): Soft Balancing Against the United States. International Security, 30(1): 16-17
73T. Paul (2005): Soft Balancing in the Age of U.S. Primacy. International security, 30(1): 59
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social wellbeing of the second-ranked state. High levels of interdependence where both
parties profit handsomely from each other lessen the likelihood of direct confrontation and
make the weaker state deal with eventual antagonism towards the hegemon with more
circumspection. Tacit ways of soft balancing offer a more optimal tool of undermining the
relative power of the dominant actor, through institutional constraints or diplomatic
entanglement, while running a lesser risk of instigating economic pain or depressing one’s
own security. Finally, the hegemon is unlikely to retaliate readily either owing to the covert
nature of the balancing acts the weaker state is implementing, or due to the lack of direct

challenge that emanates from such balancing behaviour.

He and Feng elaborate the latter condition further by adding the notion of power disparity
between the parties that dictates the effectiveness of balancing. Their logic is relatively
straightforward — the higher the power disparity between the pair of states is, the more likely
that both resort to soft balancing out of other options.” Soft balancing is a rational strategy
aimed at increasing power or security. If a stronger state has a tangible power advantage it
would hardly go into trouble of military or diplomatic hard balancing. The choice of less
hostile methods appears more rational, by virtue of having the luxury to be able to weigh
political goals against economic reason. For a weaker state any attempt to bridge the power

gap with the superior party by some hard means seems equally meaningless.

If there is a wide scholarly conclusion that preponderant powers do not welcome weaker
states standing in their way and keep coercive measures in their policy tool kit for the
recalcitrant, there is less unity on how second-ranked states choose to deal with this
challenge. Apart from soft balancing, the other options could be bandwagoning — aligning
with the hegemon when the cost of the confrontation exceeds the benefits of collaboration,
or buck passing — abstaining from opposing the dominant actor in the hope that other states
will. To keep these alternatives apart, Walt suggests the balance of threat theory, arguing that
weaker states balance in the fist place not against power as such, but against threats or
offensive intents.” He defines threat as a combination of proximity, offensive resources and

perceived or substantial aggressive intentions. It is not so much a hegemon’s raw power that

74 K. He and H. Feng (2008): If Not Soft Balancing, Then What? Reconsidering Soft Balancing and U.S.
Policy Toward China. Security Studies, 17(2): 373

75 S. Walt (2002): Keeping the World ‘Off-Balance’: Self-Restraint and U.S. Foreign Policy: 133. In G.
Ikenberry (Ed.) America Unrivaled. Cornell University Press, New York
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forces others to seek protection through balancing, as a weaker state’s concern that these

power capabilities will be used to sanction or coerce.

If a dominant actor appears to be threatening, the rational reaction for a weaker state would
be buckpassing in order to pass the costs of resisting the aggressive power to others.
However, there is rarely an adequate candidate at hand to pass the buck to. In this situation,
if a greater power poses a threat, the other party would rather prefer to balance against as to
bandwagon with it. Bandwagoning requires a portion of trust and is rooted in either the
common goals or the basic belief in the benign nature of the relationship with the stronger
state. In case the threat is either present or perceived, the terrain for bandwagoning is rather
poor. Moreover, the conventional wisdom among policy makers suggests that hegemonic
intentions and motives can change over time, leaving a weaker actor better off in the long

run with the soft balancing strategy.

The threat component, other things being equal, increases the propensity of weaker states to
protect themselves from a dominant power, although this amendment does not restrict soft
balancing solely to a response strategy when facing an aggressor. It makes sense to stand
aloof or mend fences with a benign hegemon if it brings tangible benefits for the time being.
But if one is looking for sustainable security, one may as well in the meantime try to offset
the superior power with anticipated interactions in mind. As Art puts it, balancing behaviour
is designed to create a better range of outcomes when dealing with a preponderant state by
building up power assets, capable of diminishing the hegemon’s advantage or discouraging
him from using them.” This definition of soft balancing motives draws attention to a crucial
distinction between balancing and conventional policy bargaining or handling diplomatic
disputes. If policy bargaining is aimed at deploying currently available power assets in order
to achieve a favourable outcome over an immediate issue of dispute, balancing deals with
gaining advantage and optimizing one’s capabilities for the imminent conflict. Soft balancing
is, therefore, a future-oriented strategy to pursue a stronger standing against a hegemon

without openly endangering bilateral relationship with it.

Soft balancing does not have a single, commonly accepted definition with, as shown above,
each scholar placing an emphasis of his own on one of the facets to the concept. The degree

of deviation between the benchmarks to the term and especially between the recognised

76 R. Art (2005): Striking the Balance. International Security, 30(3): 183-184
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instruments of soft balancing is, however, rather small. Recently, Saltzman identified soft
balancing as a “calculated, focused and non-military strategy that may involve economic
statecraft, institutional binding or exclusion, diplomatic entangling and political integration
practiced in order to constrain and restrict an emerging power from pursuing its threatening
policies”.” This definition offers an optimal identification of the objectives and means of
the strategy and will be adopted within these pages. As a foreign policy strategy, soft
balancing concentrates on how states respond to power asymmetries with the goal of
increasing their own security and resisting the preponderance of a stronger power. The
answer to why states balance is, therefore, rather clear — to check the hegemon’s domination
and discourage it from using its power against the national interests of a weaker state. The
question of how these ends can be met is partly addressed in the very definition of the
concept. These various strategic instruments of soft balancing have one thing in common -
they are not meant to alter the core of the established international system with its power
disparity, which is broadly accepted. The balancing strategy merely seeks to obtain a stronger
position within the power asymmetry, which enables a weaker state to engage with the

hegemon on more favourable terms.

One of the common instruments of soft balancing is economic statecraft or economic
strengthening, involving a range of economic means by which a weaker state can counter the
hegemon’s coercive measures, like sanctions, trade or financial restrictions; or even put some
pressure on the dominant power itself. Contemporary superpowers may have the military
might to worry their weaker neighbours, but the real threat a second-ranked actor is likely to
balance against is of the economic nature. In the age of interdependence, economic
autonomy or rather a lack of severe economic dependencies may translate into more
sovereignty in political decisionmaking. In the long run, for a weaker state to balance
effectively, a favourable shift of economic power is needed, which can be achieved through
regional trading blocks.” Through building economic ties with non-hegemon-dominated
organisations and diversifying trade, states either reduce their economic overreliance on the
dominant power, or dilute their dependencies among multiple actors to an unalarming

extent. In addition, if the preponderant state is excluded from these blocks or informal

77 1. Saltzman (2012): Soft Balancing as Foreign Policy: Assessing American Strategy Toward Japan in the
Interwar Period. Foreign Policy Analysis, 8(2): 132
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alliances, its own economic stance may suffer over time due to bypassing trade volumes and

the attendant benefits.

Another soft balancing instrument — international institutions — applies similar logic of
resisting a powerful state through diplomatic arrangements or strategic manoeuvring towards
institutions outside the hegemon’s control, as well as within those it dominates. Despite
possession of overwhelming capabilities, a powerful actor is still not immune to the actions
of the established international organisations and cannot put itself above the accepted
diplomatic procedures. In this manner, a minor state may gain more weight in dealing with
a superior power by using institutional mechanisms and practises of the body of mutual
affiliation. Institutionalised relationship with a hegemon assures its less exploitative nature
and may protect the weaker partner from possible hostilities of the dominant. This reasoning
may be of better applicability to democratic powers, as they are more likely to feel bound to
the constraints of institutional rules and norms. However, institutional setting still has a
similar disciplinary effect on nondemocratic actors or those notorious for relaxing the
boundaries of the democratic foundation. Institutional forms of entangling or inclusive
institutional balancing represent constraints to the belligerent use of power, regardless of the

nature of the power-holder.

Depending on the power disparity and levels of economic interdependence with the
preponderant actor, a weaker state may be better off seeking security outside the shared
international body through exclusive institutional balancing. In this form of balancing
behaviour, states organise their political and economic capabilities to counter the hegemonic
threat by building cohesion sidestepping the dominant power. Kai He introduces the
distribution of capabilities in the regional system as the indicator to whether a weaker state
would conduct his balancing in an exclusive manner. If the power asymmetry between the
hegemon and other institution members is high, inclusive balancing is unlikely to be fruitful
as the dominant has both the institutional agenda and the rule setting under his control.
Therefore, He argues that the only option to check the hegemon under unipolarity is to
conduct exclusive balancing, unlike the case of multipolar regional setting where this strategy
may be seen as an unfriendly act and unnecessarily strain the relations between states inside

and outside the institution, and given high economic interdependence damage the economy
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of the involved states, making exclusive balancing counterproductive.” The power gap
between the stronger state and other actors is in direct correlation with the opportunity cost
of the balancing choice for the weaker party, which, if significantly overpowered, would
prefer to deal with its security concerns by drifting towards institutional structures outside

the hegemon’s reach.

An intermediate option between the two forms of institutional balancing is strategic non-
cooperation — another soft balancing instrument, employed by weaker states in order to
signal resolution and break the emerging or existing pattern of inequitable relationship with
the hegemon. Deliberate rejection of cooperation with the stronger partner is based on the
logic of maximizing absolute gains by creating a reputation of a resolute player, who instead
of accepting asymmetrical gains in cooperation would prefer to walk out of it in order to
boost his standing in the long run.*”’ It is in fact an easy calculation for a party that wants to
have some say in the relationship. Repeated cooperation under conditions asymmetrically in
favour of the dominant actor sets a precedent where the stronger state succeeds in imposing
his policy preferences with impunity. Driven by the long-term calculations, the weaker
partner is better off strategically not cooperating and herewith sending a message that
sidelining his interests cannot be taken for granted. Given that soft balancing is not a
confrontational but rather a containment strategy, non-cooperation is more likely to be
deployed at the issue-specific level, which does not challenge the overall relationship between
the parties. In addition, power distribution on a specific issue may fall out differently as in

the absolute terms, where the weaker state is hopelessly inferior to the hegemon.

Soft balancing as a foreign policy strategy allows weaker states to respond to a threatening
external environment if bilateral conflict with the hegemon is anticipated or as a pre-emptive
measure to discourage the dominant force from abusing its power and taking coercive
actions as means of routine political interaction. The international system offers incentives
along with imperatives for states to balance against the strong or the threatening. Thus, being
a typical state behaviour, actors need to weigh the effectiveness against the cost of balancing.
When facing an immediate threat, states would rationally choose effectiveness over costs and

resort to conventional hard balancing. If the threat level is relatively low, states are more

7 K. He (2008): Institutional Balancing and International Relations Theory: Economic Interdependence and
Balance of Power Strategies in Southeast Asia. European Journal of International Relations, 14(3): 496-497
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likely to opt for soft balancing as a cost efficient strategy to check the rival’s power and

defend their national interests.

As Kai He rightfully notes, different states have different values regarding their national
interests that go beyond the core concerns about territorial integrity and political autonomy
and may range from safe supply of resources to mastering climate change.®" Given that states
identify their security concerns based on their individual values and weaknesses, soft
balancing may result from issue specific insecurities and vulnerabilities of the weaker partner.
Soft balancing strategy with its tacit instruments is a contemporary answer to the challenges
of the interdependent international environment where states seck relative power to be able
to maintain national interests without retarding one’s own economic growth and upsetting
bilateral relations with a hegemonic partner. While running in the background of routine
political bargaining, soft balancing serves as a tool of optimizing one’s capabilities, providing

more favourable outcomes and pursuing security.

81 K. He (2012): Undermining Adversaries: Unipolarity, Threat Perception, and Negative Balancing Strategies
After the Cold War. Security Studies, 21(2): 162
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Conceptual Framework

Case selection

The chronology of Russia’s bilateral relations with its close neighbours raises questions about
the effectiveness of economic sanctions as an instrument of foreign policy. While a great
deal of international disputes have been scientifically scrutinised to determine whether or
when sanctions can produce favourable policy outcomes, there have been little effort to deal
with the subject focusing on the Post-Soviet space in particular. Addressing this
shortcoming, I intend to test the success of Russian coercion attempts on three target states
— Ukraine, Belarus and Moldova. Limiting the search for theoretical explanations on one
region inevitably reduces the general applicability of the empirical results. However,
evaluation of existing general patterns is not essential to this study. The focus is rather on
the homogeneous context in which the sanctions are applied. The comparable background
of the target states compensates the geographical restriction and is useful to determine which
variables are attributable to the success or failure of Russian economic coercion under given

conditions.

These given conditions go beyond the common interdependencies stemming from
geographical proximity and experienced by Russia with its other neighbours. The three target
states overlap with different levels of intensity in several important characteristics. First, the
three cases share comparably poor economies with high levels of dependencies on Russia,
which opens the door for using economic threats or inducements as means to bring about
the desired policy outcomes. At the same time, the three have a bargaining leverage of their
own through the possession of infrastructural assets granting bargaining power over Russia,
or those in which Russia has a long-standing strategic interest. Generally, the infrastructural
ground for difficulties was laid in the Soviet times when trade, supply and production chain
was organized from a unified state's perspective. Its partition was from the beginning a time-
delay bomb, which provided the parties with mutual vulnerabilities within an interdependent

relationship, leading to the vicious circle of repeated bargaining rounds.

Another, and most important, common characteristic, is Moscow’s similar geopolitical vision
for all the three target states. This vision has been consistent and well articulated from the

mid 90es when the damaging consequences of the centrifugal drift of the former Soviet
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republics for Russian political and economic power became to assume shape. A pronounced
goal in this situation was to integrate the neighbours into a Russia-led regional institution
and by these means secure that they stay within Russia’s sphere of strategic interests. In late
90s the majority of otherwise rather heterogeneous and polarized Russia’s political elite
shared this aspiration with even “pro-Western reform minded Russian politicians” seeking
opportunity to forcibly reintegrate “the former Soviet space under the aegis of a liberal
Russian empire”.” However, Russia’s weakness at that time prevented it from taking real
action in this regard, so that it did not go beyond objections to Western presence and policies
in the post-Soviet region. The following economic recovery allowed Russia to act more
confidently and assertively in its attempts to re-establish its influence in the region. The
growing unease about the integration of Fastern Europe into the Euro-Atlantic structures,
as well as aspirations of some neighbours to do so, provoked a more pronounced policy of
restoring the eroded authority over the area of strategic interests. Economic instruments are
one of the key elements of this systematic effort to expand Moscow’s influence, constrain
undesired Western involvement and secure a clear foreign policy attachment of the band of

states on the former Soviet territory.

Ukraine, Belarus and Moldova differ significantly in their compliance with Moscow’s
integration ambitions, however the three match in their playing the geopolitical card by
balancing between the eastern and western pole, thus bargaining better results vis-a-vis the
coercer. These balancing acts, apart from strategic reasons, have their roots in the fluctuant
foreign political vector, supported by the societal split. Still undecided between East and
West, the general public is sending contradictory signals to the ruling elites, stalling a

consistent foreign policy.

This chapter looks closer at the economies of the three target cases and highlights bargaining
weaknesses and advantages at their disposal, as well as their robustness against economic
threats. It also examines the roots and the amplitude of their geopolitical fluctuation as well

as Russian strategic goals towards the three states.

82A. Stulberg (2007): Well-Oiled Diplomacy: Strategic Manipulation and Russia's Energy Statecraft in Eurasia.
State University of New York Press, New York: 14
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Economic condition of the target states

Belarus will be the first out of the three target states to be taken a closer look at. The choice
is determined by its reluctance towards the market economy, which is exceptional in
comparison with other target states within this research. If Ukraine and Moldova used the
obtained sovereignty to eventually break up with the centrally planned economy and try a
market-based one instead, Belarus was the one to stick to the old system. In fact, the
Belarusian economy remained largely intact since the Soviet times. According to
International Monetary Fund (IMF) assessments, Belarus is one of the least reformed states
among the former Soviet republics.” This state of affairs is a logical consequence of aborted
privatisation and the absence of a clear development strategy, resulted in inconsistent and

unfinished reform attempts.

Interestingly, the lack of much needed modernisation in the economy field cannot be blamed
solely on Lukashenko’s willingness to adhere to the state-controlled property structure. Not
less decisive was the absence of internal pressure in favour of economic liberalization and
general scepticism in the society towards the open market. Unlike other post-communist
states, Belarus not only consciously abstained from rejecting egalitarian and collectivist ideas,
but also firmly incorporated them in the new sovereign national ideology. The emphasis on
national ownership of the economy with ensuing advocacy of state-owned economic assets
justified the rejection of market reforms and any attempt at liberalization.* The neighbourly
experience had also a significant share in shaping Belarusian public opinion. Indicative side
effects of the post-Soviet reformation endeavour in neighbour states with high inequality
and corruption indicators and slightly better social welfare measures did not boost the

attractiveness of a similar way for Belarus among its population.

It is open to speculation how much public sentiments influenced Lukashenko’s economic
policy and whether reforms would have taken place in case of active internal demand. The

fact remains that the private sector accounts only for around 30 percent of GDP, whereas

83 IMF (2013): Countty Report No. 13/159.
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the vast majority of economic assets remain state-owned.*” Admittedly, there has been made
an attempt at privatisation, which resulted in allowing some enterprises to enter the market
through joint stock ventures, although their stock capital remained largely in state hands.
Those companies that have been privatised successfully were partly taken over by the state
again within a year and this trend is likely to continue with an adopted law offering the
government the possibility to act on behalf of small shareholders in private enterprises.” In
this vein it is hard to escape the conclusion that the Belarusian economy remains in a firm

state grip at both macro and micro levels.

Despite seemingly more unfavourable and static economic environment, Belarus managed
to outperform other countries analysed here and most notably Russia on a number of factors,
offering its population a moderate but stable welfare. Judging by the yearly GDP data,
Belarus experienced steady growth over the years, mostly uninfluenced neither by Russian
financial crisis in 1998, nor by the international economic setback in 2009. As a result Belarus
experienced a remarkable success in poverty reduction from 47 percent in 1999 to 5 percent
in 2010, followed by steady wages growth and the lowest inequality rate in the region.”’
Regarded from the overall well-being perspective, represented by the composite Human
Development Index®, Belarus ranks as well ahead of its counterparts within this research,

and in fact ahead of all the CIS countries.

Despite Belarus’ undeniable success and progressive development in some areas, it is merely
a tip of the iceberg. More important is whether there is a structural basis for further economic
advancement or at least for the preservation of the currently positive characteristics. From
this angle, economic populism in Belarus seems to be not so much a headway as a headache.
According to IMF estimates, Belarus spends about 14 percent of its GDP on social subsidies
in order to hold artificially high welfare standards, whereas the overall amounts of

government spending are way beyond the state’s means.” Meanwhile dangerously generous
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social policy, being even more so prior to the presidential elections when government
profusion reaches its highest level, had serious consequences for the Belarusian currency. Its
unmanageable depreciation, caused by increased supply without a parallel increase in
demand, have been repeatedly bringing Belarus on the brink of financial crisis that was
delayed either by IMF stabilisation loans or debt write-offs by Russia.” If regarded separately
from external subsidies and financial aid, the Belarusian economy does not have the

necessatry stamina or viable economic foundation to survive on its own.

Turning back to Belarus' economic growth, used by the state as a strength demonstration of
the state-controlled economic model, it can hardly be regarded as such. Although not quite
illusionary, it is mainly driven by favourable external factors, rather than domestic efficiency.
The World Bank determined three major components of the Belarusian economic advance:
underprized energy from Russia, re-export of Russian oil and significant growth of Belarus'
trading partners within the CIS, especially Russia.”’ Cheap Russian gas has an extensive
supportive impact on Belarus' economy. The exclusive opportunity to purchase gas at the
levels close to Russian domestic prices that are three times lower than those for the European
trading partners and twice as low as for the CIS average, saved Belorussian trade balance
with a strong negative trend as it is, from an utter disaster. Its revitalising effect is the more
substantial in light of absent modernisation and general neglecting of energy efficiency of
industrial production in Belarus. Bald figures substantiate Belarus' benefits most accurately
— the size of Russian energy subsidies throughout 2000s amounted to the average of 14,5

percent of Belarusian GDP annually.”

Another factor keeping the fundamentally inefficient economic model of Belarus afloat is re-
trading Russian oil. Whereas Russia sells its crude oil to Belarus below market prices, the
latter exports the products of oil refineries to the European market at considerably higher
rates. According to IMF estimations Belarus earned about ten dollars per barrel due to the
price differences between the crude and refined oil.” This margin was steadily rising due to
the growing world prices on crude oil accompanied by increasing demand. This made oil

export the main source of incoming hard currency, which in its turn helped cope with

% A. Savchenko (2013): The Political Economy of Belarus’ Authoritarianism: 206-208. In I. Karolewski and
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inflation and stabilise the Belarusian rouble, previously accomplished through external loans.
In GDP terms oil trade brought Belarus around 3 percent annually while the difference
between the imported and the exported oil value resulted in a subsidy of approximately 40

percent of the market oil price.”*

Apart from oil trade, focused on the Western buyers, most of other Belarusian exports go to
the CIS countries and Russia. This export dynamic, partly conditioned by historical trade
channels, is predominantly due to the uncompetitiveness of Belarusian goods in the rest of
the world. But even within the less sophisticated CIS market, Belarus has been steadily losing
ground. Together with some alarming developments of its export patterns this may prevent
further development in the short-term, or in the absence of favourable external conditions
lead to an inevitable economic collapse since the negative export trend affected both

commodity structure and its geographical routes.

Over the last decade Belarus’ export specialisation has experienced a strong shift towards
raw materials, chemicals and petroleum, while export of machinery and other sophisticated
products has been steadily eroding. According to the World Bank data the comparative
advantage of Belarus’ export goods had significantly weakened in 2008 opposite to 2004: the
amount of products with a comparative advantage within the Russian market dropped more
than twice, while exports to the EU-25 represented 80 percent of resource-based primary
goods with no single high-tech Belorussian product enjoying a strong comparative
advantage.” The increase in export concentration, observed among regional as well as
international markets, especially for such an export-oriented economy as in Belarus, leaves
little chance for a comforting prognosis. The current overreliance on export revenues from
a small number of goods makes Belarusian economy vulnerable to external shocks, and due
to significant correlation between GDP performance and oil price changes, is likely to

impede sustainable growth.”

Summing up, until today Belarus based its wasteful economic policy on the favourable
external conditions while neglecting economic restructuring. Russian subsidies were not

invested in modernisation, improving economic competitiveness or necessary reforms,
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which were substituted by merely cosmetic and largely inconsistent half-measures. Instead
they vanished in vast social expenditures, support of inefficient and underperforming state
enterprises and preservation of the welfare facade. It is unclear how long Lukashenko’s
regime will be able to extract economic dividends from Russia and remain resilient. There is
good reason to believe that Russia’s readiness to support the Belarusian dysfunctional
economic system is dissolving. The costly maintenance of Belarus against Russia’s economic
reason failed to bring much political congruence between the two. And while Moscow is still
struggling to make Minsk see things its way, the comprehension of the unlikely success of

this struggle, at least under Lukashenko, is widening.

The above undetlines the consensus among the researchers that the Belarusian economy
does not represent a viable system able to function on its own without external help, which
invariably comes from Russia.” Minsk missed its opportunity to create a sound economic
foundation and diversify its export basket in the beginning up to mid 2000s, when the
subsidies’ level was at its highest. Currently, when Russian attitude towards Belarus becomes
more pragmatic and the Belarusian inefficient economic model starts to undermine the very

basis of Lukashenko’s regime, reforms seem both inescapable and unaffordably costly.

However, there is a major trump in Belarusian hands, being its geographical location, which
conditions the transportation of Russian gas by Northern Lights and Yamal-Europe
pipelines. Over 20 percent of Russian gas exports run through Belarus® or even more in
times of energy crises with Ukraine. In addition, Belarus is an important transit land for
Russian oil, supplying two major EU-customers — Germany and Poland that satisfy their oil
needs to 30 and 50 percent respectively with imports from Russia.” Russia’s leading energy
exporter role determines its economic interests in Belarus and the CIS area in general, which
is “to ensure unimpeded transit for its gas and oil” and for this matter to gain access to the

10

key energy assets.'" Similar to the domestic energy policy, export security in Russia

presupposes gaining state control, in case of Belarus over Beltrangaz and Mosyr oil refinery.
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Similar to Belarus, Ukrainian gas transportation system (GTS) and its state operator Naftogaz
is as well an object of Russia’s strategic interest and a major bargaining chip for Kiev. The
Ukrainian pipeline system was built in the 50s-70s last century since when there have been
undertaken no significant effort aimed at pipeline modernisation and comprehensive
restructuring of the industrial sector. Given that the pipelines have the planned life span of

101

33 years", itis a matter of simple arithmetic to see through the imminent trouble of technical
or depreciation nature. According to the European Commission estimation, investment
inflows of around € 2,5 billion are necessary for the technical assistance to renovate Ukraine's
GTS." In this context, persistent attempts to gain control over the Ukrainian transmission
system reveal the levels of Russia’s vulnerability. Being in principle a Ukrainian internal
problem, the emergency condition of some pipeline sectors endanger Russian ability to
implement its gas contracts. This is also one of the major reasons why Kremlin insisted on
creating an international gas consortium, which, with the help of European energy
companies, should enable to control and secure gas delivery from the gas deposit to the EU
border. Naturally, not solely concern about European customers urges Gazprom to seek

control of Ukrainian pipelines. Pipeline's purchase or lease would not only mean a huge

transit cost reduction, but also deprive Ukraine of its main bargaining leverage.

Without this leverage Ukrainian energy sector is in a rather weak position. Portrayed in

figures, Ukraine's dependence on Russian gas amounts to over 75 percent'”

. Considering
that its own production covers around 20% of energy needs, the only possibility to reduce
the dependency would be to look for alternative gas suppliers. The other energy producing
countries connected with Ukraine with a pipeline are Turkmenistan, Uzbekistan and
Kazakhstan, which already delivered gas to Ukraine when the disagreement with Gazprom
was at its deepest point. Upon a closer view, though, this option has an impact on gas prices
rather than on levels of energy dependency, since Central Asian gas needs to be transited

through Russian territory first. Given Gazprom’s monopoly over transit corridors, this does

not leave Ukraine much space for manoeuvre.
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The lack of transparency in the energy sector and competing interests of various oligarchic
groups that still have close ties to or are partly members of the Ukrainian political elite,
aggravate the situation further. As well noted by Balmaceda “the Ukrainian market is deeply
divided and controlled by 'clans' with various degrees of closeness to different parts of the
central state. It is important to keep this in mind both in order to understand Ukraine's
weakness in negotiations with the Russian Gazprom, and also to dispel any illusions of a
weak, victimised Ukraine united in the face of Russian pressure. The real picture is rather
one of competing internal and foreign interest groups, all trying to make a profit out of this
situation of dependency”.'” Although the bloom of oligarchs is justifiably associated with
the times of Leonid Kuchma’s presidency - from 1994 till 2004 - they still enjoy a powerful
position behind Ukrainian political scene. The informal barter arrangements when
presidential guarantees for business contracts are traded for financial and media support are
still quite common even after the Orange Revolution, which did not provoke any serious

elite change.'”

Competitive weakness and permanent fiscal deficit, stemming from the overall economic
environment, contribute to the additional vulnerability of the Ukrainian economy to any
price increase occurring in major energy market segments. According to IMF analysis'” of
Ukraine's resistance to energy price shocks, higher energy prices lead to a negative
productivity shock to the economy, GDP contraction and inflation rise. Instant negative
macroeconomic effect is unlikely to be avoided due to Ukraine's high levels of energy use
and energy inefficiency. With energy use being 3 percent of GDP, an exemplary gas price
escalation of 10 percent requires improvement of gas use efficiency of 9 percent, in order to
mitigate its impact on economic growth and inflation. A heavy burden for the state and

Ukraine's major energy company Naftogaz in particular.

Financial entanglement of Naftogaz is understandable. Being state owned Naftogaz has to
suffer higher energy costs, since gas prices for households and budget-funded institutions

are set by the state and held low. Prices below cost recovery to households and heating
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utilities alone incur Naftogaz’ losses of 1,5 percent of GDP annually.'” Ageravated by weak
payment discipline and price concessions to particular industries, Naftogaz’ financial
shortages lead to underinvestment in domestic exploration and extraction as well as in
pipeline modernisation. In this situation the state has no other option but to grant it with
huge financial flows or to undertake another monetisation of deficits. In 2009 the
government was forced to transfer 2,5 percent of GDP in recapitalization bonds to Naftogaz
in addition to restructuring $1,6 billion of its debt.'” Such measures while postponing the
escalation of the problem till the next portion of emergency money arrives do not solve its

initial cause, being energy overconsumption and low efficiency.

Establishment continuity in Ukraine is considered to be the main reform and modernisation
impediment and consequently one of the reasons for the overall economic weakness and
vulnerability. Similar to Belarus, Ukraine was not keen on market reforms in the first decade
of independence, although for all other reasons. Small, homogenous and potent elite, left
unchanged from the communist times, was preoccupied mainly with rent seeking and
maintaining control, and discarded radical but necessary reforms as “characteristic Russian
rashness incompatible with Ukrainian peacefulness and moderation”. '” However,
moderation failed to bring about either economic growth or reasonable welfare and by the
beginning of 2000 Ukrainian economy looked alarmingly miserable. With cumulative GDP
drop of 61 percent from 1989 to 1999, it suffered the greatest economic decline among the
post communist states.'"” Accompanied by severe inflation, poor export performance, lack
of foreign investments and corruption Ukraine found itself in 2000 on the brink of default.
In the face of the imminent economic collapse, when change turned out to be inevitable, the
oligarchs agreed on forming a new government, making Viktor Yushchenko prime minister
who started a phase of intense reforms with the goal of transforming Ukraine into a
productive market economy.'"" The commitment to reform was as timely as it was short-

lived. Although having brought substantial growth already the same year, the reforms were
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dismantled early 2001 together with the government. Believing that the threat of economic
breakdown was overcome and concerned about dropping rents, the oligarchs once again

joined efforts and used their influence on the Parliament to stop the reformist endeavour.

After that, there have been made no substantial effort to renew reforms and they remained
delayed and inconsistent. However, between early and mid 2000s Ukrainian economy
entered a period of significant revival, known as “competitive oligarchy with high growth”
and based largely on increased volumes and prices of steel and iron exports.'* In 2006, for
instance, GDP growth accelerated to 5,7 percent in comparison to 2,6 percent the previous
year, supported by consumption boom and visible growth in retail trade, communications
and transport sectors.'” However, lacking a solid basis for long-term growth, the economy
was vulnerable to trade and price shocks that hit Ukraine hard in the course of 2008 financial
crisis. Unfavourable world market conditions provoked a deep recession, a collapse in
demand for metals and chemicals led to output contraction of 15 percent in 2009, with
national currency loosing half of its value and the overall deficit reaching 11,3 percent of

GDP."" It was not until 2010 when the Ukrainian economy began a slow recovety.

One of the foundations of this recovery was the agricultural sector that is historically strong
in Ukraine and still has a great but largely unexplored potential. In 2012 agricultural
contribution reached 9,3 percent of GDP, produced 17,2 percent of employment and 26
percent of the country’s exports.'”” Having one of the most arable lands in Europe, Ukrainian
agriculture could produce even more impressive statistics if it was able to comply with
international quality standards and was not constrained by inadequate government policy.
After a short privatization phase in 2000, the authorities introduced a moratorium on land
sale leading to low investment and productivity levels. Excessive government intervention
and the policy of benefiting big business prevented Ukraine from capitalizing on its

agricultural advantage.
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In general, the erratic development of the Ukrainian economy can be ascribed to the delayed
and incomplete transition to market economy, which hinders its sustainable growth. Despite
having established basic market norms and achieved significant success in reducing poverty,
there are a number of impediments for further development. Key government indicators
that capture institutional capacity, business effectiveness and the rule of law show that these
areas remain challenged in Ukraine. Thus, according to the Global Integrity Index, Ukraine
scored well in respect to its legal framework, especially the anti-corruption law of 2011, but
was ranked very pootly regarding the actual implementation and law enforcement.'® The
lack of funding and high levels of political interference due to utterly hierarchical structure
of law enforcement bodies, stand in the way of their efficiency and accountability. In
addition, levels of government effectiveness, corruption and economic freedom that lie well
below Europe and Central Asia average negatively affect the business climate, which is
considered difficult by both local and foreign entrepreneurs.''” As a consequence, potential
productivity gains remain unexercised and economic diversification suffers due to the low

number of emerging firms if compared to other post-Soviet economies.

Summing up, the growth of Ukraine’s economy remains rather fragile and facing competition
from Asia its traditionally strong sectors may loose their main markets if not reformed and
modernised. Poor investment climate, business environment and corrupt bureaucracy
sponsored a flourishing shadow economy, which is one of the highest in the world.
International studies score Ukraine’s shadow economy at around 50 percent of GDP,
whereas the national statistic estimated 23 percent of total employment to be engaged in the
informal sector.'"® Limited incentives for adopting new technology and modern government
practices lead to low export diversification and sophistication. Together with high
vulnerability to international economic environment and dependence on foreign financing,
Ukraine’s ability to resist economic sanctions is rather limited. The gradual erosion of the
Soviet industrial inheritance and the failure to enforce structural reforms makes Ukrainian

economy susceptible to external pressure.
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The next case of Moldova shows a similarly troubled economy. Its energy supply from
Gazprom is embedded in the more complex geopolitically unresolved issue of the separatist
region of Transnistria that has been aspiring for independence and gravitating towards
Moscow ever since the demise of the common Soviet state. In this regard there emerge two
other major factors, which go hand in hand with the country's energy stance. First of all,
since due to Transnistria's geographic location, energy resources have to cross its tetritory
first, Moldova finds itself in a double dependency on both Russian energy supplies and
Transnistrian energy transit. This situation is aggravated by the fact that Moldova's main
electricity provider, the Moldovskaya Gres, is situated on the east bank of Dniester as well. '’
The second issue deals directly with Russia and its military presence in the region. It refers
to the Russian 14" army stationed in Transnistria, which to a large extent served over the
years as a guarantor of Transnistria's de facto autonomy and as a cornerstone to finding a
solution to this conflict. The 14" army is the successor of the Soviet Red Army that was
present in the region since 1945 and for all these years was well integrated in the Transnistrian
social landscape, as well as enjoyed large numbers of indigenous staff. Topped with strategic
importance of the region to Moscow, especially in regard to the eastward shift of the EU and
NATO borders, all attempts to force Russia to withdraw its troops had more than limited

Success.

At the same time, the separation of Transnistria from Moldova had a highly negative effect
on the economic potency of the latter. Transnistria, having around 11 percent of the whole
Moldovan tetritory and around 16 percent of its population'®, was to a significant extent
more industrialised and infrastructurally advanced. This has its roots in the Soviet past, when
Moscow, having in mind large Russian and Ukrainian population in Transnistria, was
consciously building industrial objects on the eastern bank of Dniester that were responsible
for around 80 percent of the industrial input of the unified Moldova."”" Similar logic was
applied when stationing the 14™ army, which was always located within the Transnistrian

botrders and later insttumentalised in the ethnic conflict in order to, as some scholars believe,
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give an extra impulse for Moldova to enter the CIS and retain the eastward foreign political

vector. 122

This uneasy situation led Moldova into becoming the first Russian energy transistor to make
a joint venture with Gazprom and de facto transfer control over its strategic energy
infrastructure to the Russian party. The creation of a joint energy company took place in mid
90s and through a series of negotiations was completed and fixed in the current form by
1998. The whole endeavour was Russia’s first big success in the energy field on the former
Soviet territory, although due to the regional market specifics and lack of transparency, the

deal seemed to have had certain legal deficits and had a clear bias in favour of the Russian

party.

Generally, the takeover of Moldovan energy infrastructure by Gazprom was conditioned by
the country’s economic difficulties that most of the Soviet republics were facing once left on
their own. The case of Moldova was in this respect quite illustrative, as it found itself not
only without Moscow’s continuous financial support, but also without its industrial
backbone, left in Transnistria. Rapidly growing energy debt to Gazprom put Chisinau
automatically in the weak position, from which by mid 90s there seemed to be only one way
out — to clear the debt by granting Russia with shares in the energy joint venture. Thus, in
September 1994 the parties signed an agreement, stipulating the creation of a joint company
based on Moldova’s GTS with Gazprom’s share reaching 51 percent, whereas local gas
distribution network remained in the hands of Moldovan and Transnistrian local operators

— Moldovagaz and Tisraspoltransgaz respectively.'”

The lack of transparency and accountability, notable in Russia as well as in Moldova in the
90s, makes it difficult to evaluate the agreement in terms of its profitability for Moldova.
Some scholars argue that it had a twofold fraud. In the first place, Gazprom is believed to
have artificially risen Moldova’s gas debt to an approximately 9 times higher through its price
and penalty policy; and second, the overall estimation of Moldova’s gas infrastructure was
calculated at a dumping price, around 45 times less than its market value at that time."** All

of the above allowed Gazprom to claim the controlling stake of the joint company. But
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Gazprom went further and in 1998 by using similar debt mechanisms signed a new
agreement with the Moldovan party in founding another gas joint venture on the basis of the
old one, this time comprising Moldovan and Transnistrian regional gas pipelines and
facilities. The new company retained its agreed structure till the current day with Gazprom
having 50 percent and one share, Moldova — 35,33 percent and Transnistria — 13,44

percent.'®

Such surrender of its strategically important energy asset had a rather negative consequence
for Moldova. Apart from the obvious limitations to its bargaining powers, Gazprom’s leading
role on its domestic gas market did not bring Moldovan energy customers any significant
price or service benefits. Thus, in 1994 as the first joint venture was active, the gas price for
1000 cubic meters of gas for Moldova was $80, whereas for the CIS gas recipients it was
fluctuating between $30 and $80, at the same time the gas transit price for Gazprom through

Moldova was significantly lower in Moldova than in Ukraine — $1,3 and $1,7 respectively.'*

Interestingly, neither the creation of the joint venture was followed by oppositional protests
or public displeasure, nor were there any attempts made to revise the agreement. Only in
2011 did Moldavian Parliament start to think about investigating the activities and price
policy of Moldovagaz and its subsidiaries on the suspicion of economic fraud and
corruption. " Corruption is also likely to be one of the reasons for Russian economic
breakthrough in Moldova. Farly 90s Moldova was considered one of the most democratic
states on the post Soviet space and was giving much hope for the further democratic
development path. In reality a backward trend took place that was strengthening throughout
the mid and late 90s and resulted in a ‘semi-consolidated authoritarianism’ rating from the
Freedom House.'” These developing authoritarian tendencies went hand in hand with
oligarchy, fraudulent privatisation and political dependency from wealthy individuals. Under
these conditions, Russian business structures, operating in a similar environment at home,
had good chances of reaching their goals, which were otherwise unlikely under free market

condjitions.
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Apart from the differences in the energy sector, Moldova shares a comparably troubling
economic situation with the two other target states. Historically agrarian, poor in resources
and having lost most of its industrial assets to Transnistria, Moldova has been struggling to
establish itself as a viable economy since gaining independence and still fails to reach the
levels of economic performance it had in Soviet times. The relatively stable growth of the
recent years was to a great extent remittance-driven, which is despite bringing visible positive
short-term developments, may hardly represent a sustainable and long lasting model.
Structural and fiscal reforms, massive underemployment, the uncompetitive agrarian sector
with limited market orientation and a poor business environment are the key issues to be

addressed in order to reverse Moldova’s economic decline.

Similar to other post-Soviet states, Moldova had to embark on a painful transition from
central planning to a market economy. This process, accompanied by a dramatic output
reduction with consequent job shedding, was additionally aggravated by the regional
economic crisis in 1998 that provoked massive emigration of the labour pool. This
phenomenon turned into a trend that remained more or less constant till the present day. As
of 2005 at least one fourth of the economically active population had left Moldova to work

abroad.'”

The actual amount of emigrants is likely to be much higher, since official numbers
cover only those who declared their departure. The money that the emigrants sent back home
made Moldova one of the largest remittance recipients in the world, with the share of
remittances reaching up to 25 per cent of GDP, which is far beyond the CIS average where

this index hardly exceeds five percent.'”

For a time being this economic model served Moldova quite well. According to the World
Bank, from 2000 to 2008 Moldova’s GDP growth was over 6 percent, which is approximately
in line with the regional average. Economic performance in recent years has been steady,
although vulnerable to the external environment, but still enough for a dramatic poverty
reduction that made Moldova one of the world’s greatest successors in this field. Directly
after gaining independence nearly half of the Moldavians were beyond the poverty line, this

number went up to nearly 70 percent of the population in the aftermath of the regional

129 IMF (2005): Country Report No. 05/54: 14.
https://www.imf.org/en/Publications/CR/Issues/2016/12/31/Republic-of-Moldova-Selected-Issues-18061
130 Thid: 7, 11



45

economic crisis of 1998 but then steadily went down again to below 20 percent in 2011."
Remittances traditionally contribute to rapid poverty curtailment since money flows directly
to the recipients, bypassing any government structures. A similar positive effect of
remittances may be observed in regard to the purchasing power and growing consumption,

which in its turn boosted GDP growth.

In the long term, however, overreliance on remittances bears certain risks. Should remittance
inflow reduce, the vulnerable domestic economy will start stagnating, lacking other growth
mechanisms. There emerges a vicious circle where emigrants leave seeking escape from the
poor domestic situation, but by sending money back to their families help create a shiny
facade at home that only disguises the scope of economic problems to be solved. The relative
public wealth achieved through remittances reduces the pressure on the authorities to
implement reforms and lowers the urgency of creating prerequisites for sustainable growth.
This means that by doing little to reverse the situation that caused mass emigration in the
first place, there are few incentives for Moldavians to return, leaving the country deprived of
their labour power. In addition to this, remittances push up wages, which makes domestic

production more costly, and end up hampering the competitiveness of Moldovan goods.

The worldwide analysis of remittance-receiving economies showed that apart from
improving the sustainability of the government debt and having a positive impact on the
economy’s balance of payments, there is little empirical evidence across the world that would
allow to link remittances to economic growth. On the contrary, high volumes of remittances
tend to appreciate the equilibrium real exchange rate with the consequence of higher
consumption levels coming at the expense of long-term growth and total factor
productivity." In addition, the affected economies run the risk of underestimating the costs
of remittances and failing to manage their counterproductive side effects accordingly. One
of the subsequent alterations of government behaviour, especially worth mentioning with
regard to Moldova, is taking advantage of remittances without channelling them into
activities that would promote domestic economic development. The most rational way to
use remittances efficiently is for the government to invest in infrastructure and the

productive sectors of the economy.
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Moldova, where remittances are significantly higher than foreign direct investment and
represent the main source of foreign currency, chose the easy way of allocating its spending
within the public sector by increasing wages and pensions, especially in the pre-election
period. The asymmetrical emphasis on social projects and unsustainable state enterprises
amounted to neatly 50 percent of GDP in 2009, increasing Moldova’s deficit to a structurally
unbearable range.'” Maintenance or creation of infrastructure, on the contrary, was not
prioritized while investment projects were largely neglected. As a result of such inefficient
spending, Moldova had to face an “infrastructure deficit” with poor transportation,

134

communication and state production stance ', being one of the major business impediments

in the country.

Private remittance spending in its turn is mainly limited to the consumption of goods and
services instead of turning into productive investments or capital accumulation and, thus,
fails to cover the deficit as well, lowering Moldova’s chances of self-sustained growth.
Although saving money is natural for emigrants and remittance receiving households, they
tend to keep their money at home. Due to the distrust and malfunctioning of Moldova’s
financial and banking system a large share of migrants’ revenues remain in private hands
without working for the economy. As of 2010 only around 20 percent of remittances were
invested, among other things into private businesses.”” Moderate levels of entrepreneurship
can be accounted not so much for the lack of commercial spirit among the Moldavians, as
for the unattractive business environment. Bureaucratic hurdles, corruption, discouraging
taxation and weak protection of the domestic market stand in the way of more business

activities.

The biggest growth handicap for Moldova is, however, according to Business Environment
and Enterprise Performance Survey, an emigration-driven shortage of adequate labour force.
In comparison with 1998 when economically active population amounted to 1,8 million, its

number dropped to 1,23 million in 2010, which is a mere 34,7 percent of the total
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population.”® The major reduction of workforce was especially noticeable in rural regions
that used to host the absolute majority of Moldovan economically active inhabitants.
Emigration affected these areas the most as they were the poorest in the country. Parallel to
the contraction of workforce, the amount of inactive population has been, on the contrary,
steadily rising. In 2010 it amounted to 65 percent of Moldova’s population, having more than
doubled since 2000."" This development is another side effect of massive remittance inflows.
Members of revenue receiving households have the possibility to enjoy a moderate welfare
without needing to enter the official labour market. The lack or underdevelopment of
production capacities within the agricultural sector together with a large share of informal

employment aggravates the situation further.

In sum, remittances only buy a time-out for national governments to sort things out and
prepare domestic economies for the inevitable slowdown in remittance volumes. The gradual
fall in the amount of remittances comes through the fading connection between emigrants
and their homeland, as they tend to collect the remaining family and settle abroad. A more
abrupt change in remittance flows may be caused through the economic recession in the
hosting country. The origin of remittances has not been constant over time. Initially, the
favourite destination for Moldova’s emigrants was the EU, predominantly Italy and Portugal,
which is logical given economic struggling among the post-Soviet states in the 90s. From
2008 this trend changed to the CIS countries, where Russia holds the leadership position. In
2011 over 60 percent of remittances came from the CIS region, 91,5 percent of which from

Russia.'*®

According to the EBRD, the collapse of remittances from Russia was the major channel
through which Moldova was affected by the 2008 economic crisis.”” In 2009 remittances
dropped by over 37 percent, followed by the real GDP contraction by 6,5 percent and a
collapse of the industrial output, affecting practically all sectors and ranging from 12 to 60
percent.'* The severity of this downturn revealed Moldova’s vulnerability to the economic

performance of hosting countries and the need for an alternative source of growth. In fact,
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agriculture and food processing, given Moldova’s advantageous climatic and soil conditions,
should be the sectors to place emphasis on in a historically agrarian country. However, recent

developments took another turn.

Throughout 2000-2010 the main contributor to the economic growth in Moldova, apart
from remittances, was consumption-driven productivity in the services sector and the resale
of goods. This is best illustrated by labour reallocation from formerly leading agriculture and
industry sectors to wholesale, retail, hotels, restaurants and construction. The services sector
was the only one that created jobs, while the agricultural sector suffered the most from

employment destruction with 10,6 percent annually'*!

, followed by manufacturing where
labour reduction was less devastating. Parallel to the negative employment trend goes the
declining competitiveness of Moldovan trading goods as a result of the downward trade
factor productivity growth and falling output per worker. Most troubling is the decline in
business output on the basis of domestic production. If in 2003 thirty percent of total
revenues in the non-financial sector came from own production while the share of revenues
from the resale of goods amounted to 45 percent, in 2008 the correlation changed in favour
of the latter with 54 percent while domestic production lagged behind with 20 percent of the

total output.'* The fact that Moldovan businesses shift away from the productive sectors

may stand in the way of developing sustainable growth.

The agricultural sector, being historically the backbone of the Moldovan economy could be
the one to bring the country back on track of sustainable development. Having otherwise
limited alternatives, Moldova has undertaken a series of reforms to bring its agriculture into
line with the common market practices that have already born fruits, although fundamental
market-based reforms remained largely inconsistent. Certain progress has been achieved in
the distribution of land cultivation where the share of state or large collective farms that used
to have a near to 100 percent monopoly over the land dropped to around 50 percent. This
is still far below the market model where far over ninety percent of the land is either in
private hands or is in control of small and middle-sized farms. Despite its insufficiencies the

scope of farm reorganization in Moldova achieved through the National Land Program
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starting 1998 has measurably outperformed land allocation attempts of the neighbouring

states with similar collective farms legacy.

However, despite making steps in the right direction the Moldovan farm structure fails to fit
the market pattern to an extent, sufficient for prompting growth. On the contrary, the sector
output has been steadily shrinking from nearly 30 percent of GDP in 1999 to a mere 11
percent in 2009.'" Given that around 30 percent of the employed are occupied in the
agricultural sector, its instability leaves them vulnerable to both yield fluctuation and
remittance degradation. There are multiple reasons for the stagnation in Moldovan
agriculture. It is partly the unfinished land privatisation reform with an immoderate share of
large corporate farms that despite their size are far less efficient in production than small or
individual farms. Similar inefficiencies take place in regard to state subsidies that pass small
farms by and are used by large agricultural enterprises mainly for fertilizers and pesticides
instead of productive investments.'** Measures dealing with the improvement of taxation
climate and customs regulations, which could help the sector more, remain insufficiently

addressed by the government.

The imperfections within the Moldovan agricultural sector led to poor competitiveness of
its goods and declining exports. As a result, from 2007 on Moldova experiences the negative
food trade balance, in addition to which it ceased to export agricultural products that had
been exported only a decade ago. This underlines the recent trend observed by the World
Bank that the share of small Moldovan farmers losing profits or making losses has been
increasing, due to the declining real value of agriculture in the country.'® In other words, real
food prices in Moldova have been falling since 2000, which is no bad development as such
if accompanied by faster rising productivity. In case of Moldova, productivity was either
stagnating or rising very slowly. So were Moldovan yields, which still lie below the average
of the neighbouring states like Ukraine, Romania and Poland. The above obstructs small
farming within Moldova, which is normally the engine of growth within the sector, making
young people seek employment outside agriculture or abandon Moldova. The share of

population employed in agriculture already dropped from 50 percent in 2000 to 29 percent
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in 2013, whereas the average age of a Moldovan farmer has increased by over 10 years.'*

Nevertheless, there have also been some positive trends within the sector. Moldova managed
to reduce its overreliance of the agricultural exports on the CIS markets, whose share used
to be around 80 percent in 2000, and increase trade volumes with the EU that accounted to
over 40 percent in 2013. The share of exports to the EU could have been even higher if
more Moldovan products could meet sanitary standards of the European market. Another
obstacle is the insufficient development and use of the food processing, the products of

which hardly exceed one fifth of the total agricultural exports.

A broader picture of Moldova’s external trade displays shortcomings similar to those of the
agricultural sector. Since gaining independence Moldova was having a steadily increasing
trade deficit that had its peak in the crisis year of 2008 when the value of imports reached up
only to 32 percent of the exports.'”” The trade gap had decreased since then, although
Moldova’s exports failed to climb over the 50 percent mark in comparison to the imports.
This is hardly surprising given the nature of Moldovan exports, consisting mainly of food,
vegetable raw materials and textiles. Apart from the limited range of exported products, they
are mostly of low added value through intensive production in terms of both human and

natural resources.

Diversification of the export basket with the current technological level is hardly possible for
Moldova on its own. What can and need to be done domestically is the renouncement of
protectionism practices and attraction of foreign direct investments. The latter is usually
rather sensitive to reform, investment and business climate in the country. Moldova is to a
certain extent notorious in this regard. In addition to general overbureaucratisation and high
levels of corruption, Moldova is still struggling with the image of a poor and unpredictable
partner. More importantly, practical and effective implementation of legislation is still a
problem, accompanied by frequent administrative intervention in business activities,

including repressive actions, and high influence of politics over the economic sphere.'*

Like the agricultural sector, Moldova’s foreign trade with the EU has experienced a

noticeable increase in volume. Both imports and exports between the two were growing
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annually to over 15 percent between 2000 and 2012."* Unfortunately for Moldova, the range
of trade partners within the EU was not expanding together with its volumes, remaining for
all these years practically constant. The list of Moldova’s major EU trade partners is rather
short, comprising Romania, Italy, Germany, Poland and the UK. Adding CIS countries to
the list does not change the picture of excessive geographical concentration of trade. In this
vein, Moldova’s five largest trade partners accounted for 75 and 62 percent of Moldova’s
exports in 2000 and 2013 respectively. Imports show lower, although still high levels of

concentration with 61 and 55 percent for the same two control years.

The economic component of bilateral relations with Russia is obviously the principal
background for economic coercion between the parties. Still, having in mind Russia’s habit
to link economic ties with political issues, sanctions step over the bounds of the dealings
between two business units and lands in the sector of foreign policy. At this point the issues
of the national identity and geopolitical orientation enter the scene, which are to be discussed

in more detail below.

Foreign-political fluctuation of the target states

Since Moldova’s economic situation had long been constantly dire, there was hardly another
way to face bargaining with Russia as to overtrump its economic sanctions with a geopolitical
card. Chisinau has a long history of shifting its foreign policy back and forth towards and
away from Russia that seems to illustrate Moldova’s soft balancing efforts. Despite initial
difficulties, Moldova managed to use its political ambivalence masterfully. During the first
years of the independent Moldova, external environment was not responsive to Chisinau’s
balancing acts. However, along with the changing geopolitical setting around the country and
growing EU interests in Moldova, it managed to drive down Russian influence and the

damage of its sanctions.

Shortly after gaining independence in early 90s Moldova was not on the radar of the
European states. Far from the border of the European Economic Community (EEC) at that

time and viewed as a source of potential instability, Moldova was of limited importance to

1499 Data obtained from the Statistical Databank of the National Bureau of Statistics of Moldova:
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the West and faced a corresponding low-priority treatment. In this vein, relations between
the Community and Moldova were based on the Trade and Cooperation Agreement signed
back in 1989 between EEC and the USSR. Although Moldova’s attempts at rapprochement
with the EEC and later the EU had been pronounced immediately after the dissolution of
the Soviet Union, it was not until mid 90s that they had been heard and a cautious dialogue

between the two started.

The fist step was signing the Partnership and Cooperation agreement (PCA) in 1994, which
despite being a good start, should not be overestimated, since it introduced only marginal
changes compared to the existing agreement of 1989 and entered into force only four years
later in 1998. Focusing mostly on economic issues, PCA lacked a pronounced policy
objective for Moldova and was mainly vague in its motivation and formulations. In general,
the EU was at that point unwilling to meet Moldova’s expectations of closer cooperation, let
alone consider it as a potential member. In Moldova itself the integration rhetoric was not
accompanied by noticeable reforms aimed at Europeanization and even the PCA

commitments remained largely unaddressed or unimplemented.

The winding path towards further Furopeanization was pursued, even if not without
setbacks, during the communist rule from 2001 till 2009 as well. In 2003 Moldova was
included in the European Neighbourhood Policy (ENP), seen as an alternative to the EU
membership for states bordering the Union. The year 2005 was especially fruitful in
advancing Moldova’s integration into European economic and social structures with the new
Action Plan within the framework of the ENP aimed at reforming Moldovan legislation and
regulations in order to approximate them to those of the EU. In addition, the Moldovan
Parliament adopted a Declaration on the Political Partnership with the objective of the
European Integration', which adopted by all four patliamentary fractions indicated unusual
levels of unanimity regarding Moldova’s strategic course. As a symbolic act in support of the
European vector the Foreign Ministry got the name of the Ministry of Foreign Affairs and
European Integration the same year. The last major agreement signed under the communist
government dates back to 2008 and deals with visa facilitation issues, on the basis of which

Moldovan citizens have enjoyed a visa-free regime with the EU since mid 2014.
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Rapprochement with the EU and the implementation of the Action Plan stalled for a while
after 2009 parliamentary elections and subsequent political stalemate marked by the inability
to elect president for three years. However, Chisinau continued to show its pro-European
aspirations and made another step in this direction by signing the Association Agreement
and entering the preferential trade regime with the EU - the Deep and Comprehensive Free

Trade Area (DCFTA) in 2014.

What on the face of it looks like a strategic pro-European orientation and a consistent policy
of achieving it, appears to be less so considered from the perspective of soft balancing.
Although it became utterly pronounced in 00s during the Voronin presidency, Moldova
sought to constrain Russian influence already throughout the 90s. The early attempts did not
bear enough fruits to consider them successful, however they indicate initial testing of the
soft balancing strategy. One of its core instruments is institutional binding, which allows the
weaker state to limit the abilities of the stronger partner to impose its agenda. At the dawn
of its independency, Moldova despite its will was of little interest to the established, non-
Russia-dominated political institutions. After knocking on the EU’s door and getting
indistinct promises instead of a clear answer, Moldova became a founding member of the
GUAM organization in 1997 in an attempt to create a regional supplement to the CIS, the
membership in which it had enjoyed since 1994. The initiative fell short of evolving beyond
a minor irritant to Russia not least because of the missing domestic pressure on the elites to
loosen ties with Moscow. Opinion polls in the 90s show no pronounced desire among
Moldavians to move towards the West, a position underpinned by cordial relations the
country’s elite had with Moscow."" At the early stage of Moldova’s sovereignty Russia was
not seen as a security and political threat by the public and more importantly posed no danger
to the survival of the ruling elite. Combined with the passivity of potential allies, Moldova’s

soft balancing was merely half-hearted and without tangible consequences.

In 2001 when the Party of Communists of the Republic of Moldova (PCRM) came to power
having won the absolute majority promoting closer ties to Russia, the Moldovan public was
still looking towards the East and saw in good relationship with Moscow a chance to solve
the Transnistrian issue. This standpoint seemed to be justified till 2003 when the Kozak plan

for the Transnistrian settlement was introduced and nearly adopted. President Voronin’s

131 C. Cantir and R. Kennedy (2015): Balancing on the Shoulders of Giants: Moldova’s Foreign Policy
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decision to withdraw his support for the plan in the last minute sparked another round of
Chisinau’s soft balancing, which started to become a geopolitical priority with high success
potential in the face of the changed external environment marked by increasing interest to a
soon neighbouring Moldova on the part of the enlarging EU. Moldova’s striking shift in its
foreign policy was not only a reaction to the security threat posed by the Kozak
memorandum, which delegating too much power to the separatist regions could have
disintegrated the country from within. More importantly, the new power allocation proposed
by the plan threatened the political and administrative control of the PRCM. Having a
constitutional majority and being the only solid political power representing Russian-
speaking and eastern-oriented Moldavians, PCRM would have gotten a strong rival in the
person of the Transnistrian president Smirnov and his party. The possible erosion of the
PCRM electorate as well as the prospect of sharing power with the Russia-backed
representatives of the separatist region represented a viable danger to the Communist
position within the country. Russia’s plan to federalize Moldova was the first solid threat to
the Moldovan ruling elite and to a certain extent a challenge to its sovereignty that forced

Moldova to intensify its attempts to frustrate Moscow’s goals.

The changing external environment coupled with emerging domestic pressure for a
European vector played in the hands of PCRM that after failing its electoral promise to
reunite Moldova found itself in need of a fresh electorate catcher. In November 2001, shortly
after coming into power, Voronin with overwhelming 70% enjoyed by far the highest trust
rate of all politicians among the general public, while 39% of Moldavians would have voted
for his Party of Communists if the elections took place the next Sunday, leaving other
political forces way behind.” In the election year of 2005 Voronin was still heading the list
of the trustworthiest politicians with 43%, although closely followed by Vasile Tarlev and
Marian Lupu, both communists at that time."” In line with individual popularity, the same
poll showed that 58% of Moldavians would have voted communist if given the chance. The
preferences of the Moldovan electorate prove to be much less unequivocal with respect to
the foreign political orientation, at least in the early 2000s. Since 1998 when 52% favoured

strengthening relations with the CIS, public support for the Eastern vector has been steadily
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eroding, being only slightly in favour of the CIS over the EU with 41 and 40 percent
respectfully in 2002 to reach constantly higher support rates for the European choice
throughout the PCRM rule."

The shift in Moldovan public opinion was mirrored in the political landscape prior to the
2005 parliamentary elections. Out of 23 registered entities only one — Patria-Rodina electoral
bloc had a pro-Russian orientation, whereas others who had a chance of surpassing the
electoral barrier — the Social Democratic Party, the Christian Democratic People’s Party and
the electoral bloc Democratic Moldova had positioned European integration as their
strategic goal.”” Therefore, having upset a part of its Russia-oriented supporters, PCRM
needed to ride the emerging pro-European wave among the Moldavians and draw away the
competitor’s electorate by adding European aspirations to its political platform. Adjusting its
electoral agenda to the majority of the public opinion against the background of deteriorated
relations with Russia and its economic sanctions, PCRM balanced in response to the
incoming threat from Moscow who was seen as seeking to undermine the existing political
configuration in Moldova. After winning the elections and having maintained internal
control, Voronin continued his soft balancing attempts with regard to the Transnistrian
settlement through initiating new diplomatic arrangements to counterweight Russian over-
presence in the region. A new ‘five plus two’ format was introduced to continue negotiating
over the Transnistrian issue where the two referred to the EU and the USA as additional
observers. Moldova also requested international monitoring of the Transnistrian border with
Ukraine to which it had no direct access. The official EU Boarder Assistance Mission was
launched late 2005 and had a commonly recognised effect of strengthening Chisinau’s

position in talks with Tiraspol."

In terms of economic balancing, aware of Moldova’s economic vulnerability and constraints
on the part of the external environment, Voronin undertook a trade and financial
reorientation that was coupled with implementing reforms stated in the Action Plan. Seeking
to constrain more resourceful Russia, Moldova needed in the first place a viable economic

alternative, which had its own expectations and imperatives. In the course of further
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rapprochement with the EU starting 2008 Moldova upgraded its trade relations with the EU
through the Autonomous Trade Preferences regime, granting it duty-free access to the
European market.””” Moreover, Moldova was a beneficiary of multiple financial aid programs
within the ENP and TACIS (Technical Aid to the Commonwealth of Independent States),
which made it leading aid recipient per capita in the region.” The whole package helped
Moldova to significantly reduce its trade dependence on the CIS and Russia in particular,
who by imposing various trade restrictions on Moldovan products was to a certain extent

herself to blame for the weakening position on Moldova’s market.

Importantly, trade incentives were much more pronounced in Moldova’s domestic reform
politics than any other stipulated by the Action Plan with the EU. In fact, the communist
government was cherry-picking those provisions of the common agenda that contributed to
trade facilitation and further financial assistance from the EU. Consequently, the adoption
and application of the necessary legislation on customs procedures and export certificate
standards was implemented in an immediate and comprehensive manner, fulfilling the
majority of the Action Plan demands in this sector. As far as other areas of the
preconditioned reforms are concerned, such as rule of law, democracy or human rights, there
had been little progress and even less will to align with the European norms. Generally, the
Moldovan elite did not see the endorsement of the European vector in light of the necessary
domestic transformation or look beyond the profits of the economic cooperation. Rather
than being a value-oriented choice, Moldova’s Europeanization was driven by immediate

tactical considerations and domestic power play within a broader soft balancing context.

The same holds true for the Alliance for European Integration (AEI), a coalition consisting
of the Liberal Democratic, Liberal and Democratic parties. Despite the clear-cut orientation
towards the EU, documented both in the name and the rhetoric of the alliance, it seemed to
be less identity-driven, but rather conditioned by personal career ambitions and
redistribution of power and financial resources after the communists loosened their grip of
it. While presenting Furopean choice as a response to the critical questions of Moldova’s
economic misery and institutionalized corruption, AEI failed to find real answers through

valid reforms. The lack of progress on the actual Europeanization of Moldovan society was
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partially concealed by populist actions like the condemnation of the Soviet communist crimes
and the prohibition of the communist symbols. Ironically, the Venice Commission of the
Council of Europe found the ban on using the hammer and sickle, still practiced by the

PCRM, incompatible with the European standards on freedom of expression'®

. Owing to a
strong recommendation from the West the ban had to be dismissed a year later. Apart from
the anecdotal episodes of the AFEI rule, the implementation of the Action Plan agenda
enjoyed a less amusing assessment. The ENP Progress Report on this issue concluded that
freedom of expression in Moldova was hampered by insufficient law protection, while the
laws on access to information and the transparency of the public decisionmaking process
were enforced either inadequately or in a selective manner.'®" According to the same report,

progress was equally poor in the field of combating corruption, strengthening social dialogue

and enforcing the rule of law.

The extent of the declarative character of the coalition’s goals was revealed more than once.
After the Parliamentary elections in 2010 Marian Lupu, the leader of the Democratic Party
and member of the AEI was on the brink of leaving the alliance and form a coalition with
the PCRM. The Communist Party, which had found back to its pro-Russian orientation in a
new oppositional capacity, needed a partner with a similar stance to gain the majority in the
Parliament. Lupu, who had quit being communist only a year earlier and still retained close
ties to Moscow, had been actively seduced by the Russian presidential chief of staff
Naryshkin to form a new Russia-friendly alliance.'® The Democratic Party, however,
remained within the AEI till the no-confidence vote of the Parliament in March 2013 that
compelled the alliance to resign. The crisis was the culmination of the internal power and
direction struggle of the allied parties, taking course amid mutual release of compromising
materials, initiation of anti-corruption criminal actions and a series of reciprocal dismissals
at the highest levels. As stated in the ENP Progress Report of that year, political crisis

evolved into an institutional one, mirroring a broader problem of malfunctioning of the
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constitutional and political set-up, which was exacerbated by insufficient plurality of the

media landscape, serving political and business interests.'®’

After pressure from the EU, the Moldovan elite managed to form a new pro-European
coalition, which however shared to a great extent the composition and shortcomings of the
previous one. Whatever the name and political arrangement the ruling alliances had been
from 2009 on, they were all trapped within the declared exclusivity of their European
orientation that narrowed down their room for manoeuvre by decreasing other external
options. At the same time by balancing away from dependency on Russia, Chisinau did not
obtain the necessary levels of autonomy to be able to pursue an independent policy. The
European vector offered Moldova the opportunity, direction and necessary financial
assistance to modernize both economically and politically in order to outgrow the role of a
contested territory in an East-West influence struggle and gain a strong voice of its own.
Having missed it, Moldova simply switched its source of dependency from the East to the
West and limited its ability to balance, which may be a handicap not only in relations with
Russia, but in the fist place domestically. In need of a success case for the ENP program,
especially in light of the Ukraine crisis, the EU already turned a blind eye on the failings of
the Action Plan agenda for the purpose of making Chisinau’s European vector irreversible.
Further rapprochement with the EU makes it unlikely for Moldova to be able to balance
within the former amplitude, which given the divide on the orientation and identity issues
within the Moldavian society, makes it difficult for any government to represent the majority

of the public.

National identity of the Moldavians is twofold — Romania driven and genuine Moldovan,
which in its turn has a pro-Russian and a pro-European direction. The pan-Romanianism
was having a leading hand prior to Moldova’s independence. Its basic idea was the unity of
Romanian and Moldavian peoples, based on their common history, language and culture,
which led to the logical aspiration of a common unified state. On the contrary, the genuine
Moldavian stance advocated the inherent self-worth of Moldavians and underlined the value
of independence. Predictably, the debate was heavily influenced by the openly pro-Russian
orientation of Transnistria and its de facto autonomous position. Thus, partly out of fear to

lose Transnistria altogether, partly due to the growing acceptance of Moldova’s sovereignty,
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the issue of reunification with Romania was steadily losing ground. Projected at the current
political elites, the pan-Romanian movement evolved into supporting the European vector
of Moldova's foreign policy and its accession into the EU. ‘Moldavianism’ has also
experienced a certain evolution. Having translated into a moderate and broadly accepted
conception of the state among the general public'®, its advocates among the political elite

were less homogenous and lacking a single vision of the states' basic geo-political orientation.

Domestic pressure for serving the plurality of the foreign political orientation has already
been experienced by the PCRM and proven to be helpful for retaining power and expanding
the public backing. According to the Moldova’s values survey, the divide within the society
that seemed to have been overcome in favour of the European choice in 2009 is still present
in contemporary Moldova. The survey that compared public perceptions in 2009 and 2013
found out that although remaining an attractive option, the EU ceased to be seen as the best
and the only policy priority for Moldova, whereas the Russia-led Customs Union (CU) is
perceived as a model, offering stability, prosperity and security.'® Despite being newly
launched, the Customs Union enjoyed much higher interest and awareness rates than the EU
(80% vs. 67%) and is believed to have more shared values with Moldova (62% vs. 44%).
Furthermore, according to the survey, in a referendum on a preferred cooperation partner
25 percent of Moldavians would opt for both entities, while 36 and 32 percent would favour
the Customs Union and the EU respectively, which shows an increase in support rate of

17% tor the CU compared to 2009.

One-sided foreign policy orientation, regardless of its eastern or western vector, seems to be
incompatible with Moldova’s domestic realities and amplifies centrifugal powers within the
country. Unequivocal EU membership aspirations changed the tonality of the Transnistrian
leadership, no longer interested in any other crisis resolution other than breaking away from
Moldova. More importantly for Chisinau, the autonomous territorial unit Gagauzia also
showed an ambition to secede from Moldova. In a referendum held in February 2014 the
Gagauzian population was asked to express their preferences towards further integration
with the EU or strengthening ties with the Customs Union, and whether Gagauzia should

seek independence in case Moldova lost its sovereignty. The results of the referendum that
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had a merely consultative nature were overwhelmingly in favour of the CU and Gagauz
independence with over 98 percent of votes, while over 97 percent of Gagauzians dismissed
the option of EU integration. ' Official Chisinau took the results hard, but having
capitalized on Europeanization and needing Western financial aid to keep the country and
own power position intact, the ruling alliance could do little to modify the chosen path.
Attempts to balance eastwards could mean political suicide or another government crisis. In
this situation the Constitutional Court of Moldova issued a statement, saying that ‘orientation
towards the European area of democratic values is a defining element of the constitutional
identity of the Republic of Moldova’ whereas any other orientation ‘is unconstitutional a
prioti’.'” More broadly, Moldova’s case shows the interplay of international and domestic
factors in the fluctuant foreign policy. Stuck between two much too powerful players
Moldova’s elites are doomed to face pressure from either of them in case of favouring only
one. The nature of this external pressure differs significantly in its form and content. If Russia
tends to prefer coercive methods of economic sanctions, the EU acts more cautiously by

using soft power and financial aid.

The case of Ukraine represents a resembling story when European aspirations have been
proclaimed already in the first independence years, but were not accompanied by a tangible
commitment to Europeanization with profound reforms and modernization. Rent-seeking
and short-term power considerations dominated over pursuit of national interests among the
ruling elite, which as in Moldova imitated Western orientation while pursuing inconsistent,
opportunistic and multi-vector foreign policy. Ukraine is also highly ambiguous in terms of
national identity with a substantial regional cleavage that supersedes all other issues and

constrains pursuing a consistent policy line.

After becoming independent Ukraine was quick to adopt an independent standing when the
primary goal of the first president Leonid Kravchuk was to cherish the country’s sovereignty
especially by limiting Russia’s influence politically and economically. However his strategy of
distancing Ukraine from Russia lacked a viable alternative, since the West was primarily

focused on reorganising its relations with Moscow and had not yet elaborated an adequate
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approach to a bulk of NIS. More importantly, while Ukrainian economy remained heavily
dependent on Russia and the proclaimed reorientation on the West lacked a reform basis,
the idea of economic detachment backfired badly. The disrupted economic relationship with
Russia had undermined not only the Ukrainian economy but also the credibility of
Kravchuk’s course and his power position. So when challenged by Leonid Kuchma at the
presidential elections in 1994, Kravchuk stood no chance against the platform of
strengthening ties with Russia, promoted by his rival. After having taken up the post though,
Kuchma dismissed his earlier rhetoric of pro-Russian orientation and opted for an alignment
with the European Community instead, followed by signing the Partnership and Cooperation

Agreement the same year.

Similar to Moldova, Ukraine was neither high on the EU priority list, nor was the Union
prepared to recognise Ukrainian membership aspirations, voiced by president Kuchma
throughout both of his terms till 2004. The verbal endorsement of the European choice,
however, was once again not associated with a corresponding commitment to the core
European values. As some point out, Kiev sought “integration by declaration”; intending a
mere participation in international organizations rather than “undertaking concrete structural
changes”.'® In addition to overseeing the conditionality of belonging to the European family
and underestimating the challenges of the necessary transformation, Kuchma pursued this
goal in a rather authoritarian manner without involving the parliament or the public.
Although the Ukrainian constitution infers that the parliament is the body to determine the
principles of the foreign policy, the key documents shaping Ukraine’s European vector —
Strategy on Ukraine’s integration with the European Union in 1998 and the Programme of
Ukraine’s Integration with the EU in 2000 — were adopted by means of presidential decrees
bypassing the Rada.'” This course of action, being a reflection of growing power imbalances
and institutional weakness within Ukraine, made the credibility of Kiev’s European choice

and its public backing in the 90s highly debatable.

The Russian factor played its own role in the inability of Ukraine to fashion a coherent
Europe-oriented foreign policy. Firstly, Kiev’s declared orientation towards the West was to

a large extent caused by security considerations and the threat to the newly obtained
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sovereignty coming from the big neighbour. In need of finding an adequate strategy to deal
with Russia that was having trouble accepting Ukraine’s independence and questioned the
legitimacy of the Crimea Peninsula remaining Ukrainian, Kiev chose to balance towards the
other pole and limit Russian interference by declaring the finality of the European course.
Being a geopolitical rationale, the European choice was neither value-based, nor exclusive.
Secondly, driven by individual business interests, the elite was in fact more interested in
promoting closer economic ties to Russia. In 2003 Ukraine became one of the founding
members of the Single Economic Space (SES) with Russia, Kazakhstan and Belarus caring
little about its incompatibility with similarly aspired free trade agreement with the EU.
Ukraine, therefore, performed an efficient balancing act without giving its foreign policy a
clear sense of direction. It managed certain rapprochement with the West not only without
upsetting Moscow but having successfully lobbied its business interests in Russia. Overall, in
the period of Kuchma’s presidency there is little evidence of Kiev comprehending the
responsibilities stemming from choosing the European vector. Instead, the EU and its
officials were expected to do the dirty work, arrange integration and make sure Ukraine

somehow sneaks into the European club.

The new power setting in the aftermath of the Orange Revolution headed by the
Yushchenko-Timoshenko tandem brought some dynamic into the process and fostered
hopes of a new substance-filled dialogue with the EU. At the same time the new leadership
carried out a number of foreign political actions of an anti-Russian character. Among them
was the initiative to reinforce the GUAM organization and transform it into a viable
counterweight to Russia-dominated regional bodies, and the promotion of an alternative plan
to resolve the Transnistrian issue. Moreover, the establishment of the Community for
Democratic Choice was initiated, comprising the states of the Baltic, Black and Caspian Sea
region, which was perceived by Russia as a ““Trojan horse of the West” aimed at facilitating
the disentanglement from Russian influence.'” As for the European vector, eatly 2005 the
foundation for Ukraine’s membership application was utterly different. Encouraged by broad
public support and demonstrations in favour of the European choice, Kiev expected EU
recognition and a substantial membership prospect. However the EU was not ready to
embrace Ukraine at that point and continued dealing with it within the framework of the

European Neighbourhood Policy and its Action Plan, adopted by both parties in February
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2005. Disappointed on its expectations and objecting the absence of a clear membership
perspective, Kiev was reluctant to implement the provisions of the plan and accept Ukraine’s
pre-candidate status. Despite claims of putting greater emphasis on doing its homework, the
Orange leadership lacked political will to do so and failed to override domestic inertia.
Another factor that hindered the pursuit of the Action Plan was internal political opposition
and competition among various elite groups. Paralysed by the growing turbulences within
the Orange camp itself, its struggle with the Party of Regions led by Yanukovych and
subsequent parliamentary stalemate and its dissolution in 2007, Ukraine was institutionally

too weak take solid care of the EU-related matters.

The following domestic developments changed power dynamics within the ruling coalition
not in favour of more success for EU integration. On the face of it, the new Yanukovych
government took over the established foreign policy objective and even promoted it to the
new institutional level. Yanukovych himself headed the newly created Committee on
Defence, Legal Policy and European Integration, whereas the European and financial
portfolios landed in the hands of his first deputy Azarov."" Both fell short of delivering on
the proclaimed advance of the European agenda. On the contrary, the Party of Regions along
with its top representatives was openly promoting economic integration with Russia and
tiercely opposed NATO membership (one of the president Yushchenko’s key goals). As a
consequence of continued tensions within the ruling elite and lack of accountability
mechanisms for the officials in charge, the Orange Revolution and subsequent Yushchenko
presidency paved the way for closer relations with the EU, but failed to root democracy and

the rule of law in Ukraine firmly enough to stay on the European course.

With Yanukovych presidency starting 2010 the tonality of Ukraine’s foreign policy changed
significantly from unequivocally pro-Western to a reasonably balanced approach. Policies
within this time frame were neither driven by the illusion that European integration would
be quick and easy and presuppose palpable reduction of Russia’s influence over Ukraine, nor
was breaking free from Moscow considered to be a pragmatic choice. Without denying the
importance of the European vector, Yanukovych propelled relations with Russia to a high
priority, adopting Kuchma-style ambivalence. In fact, multi-vector approach was the only
one compatible with Ukraine’s domestic scene. Party of Regions, being a party of oligarchs,

was a typical representative of Ukraine’s ruling elite, which incumbents being “ideologically
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unattached” were used to changing their positions guided by rent-seeking considerations,
thus placing short-term profit objectives before long-term national interests.'”” In this
context economic ties with Russia and a substantial financial involvement of Russian
investors in Ukraine, who own a significant part of the country’s industrial assets, make
amicable relations with Russia an economic imperative. Therefore, as long as Ukrainian
decisionmakers do not break free from the oligarchic grip, the latter will continue to work
against any policy projects that endanger continuing their business-as-usual practices and
tight political initiatives contradicting their business interests. In this regard domestic
struggles hold Ukraine’s foreign policy hostage within the dilemma of choosing an eastward

or westward coutse.

Being essentially a geopolitical issue decided at the government level, the assessment of
Ukraine’s foreign policy orientation is incomplete without analysing the role of national
identity and regional cleavages in shaping a consensus on the country’s future. In this regard
Ukraine stands out among the other two cases of Moldova and Belarus by the profound
regional polarisation and the decisive impact identity issues exert on the articulation of
foreign policy preferences. In fact, Ukrainians are divided in the same manner as their elites
are, showing two strong preferences — in favour of European or Eurasian roots. This
division goes along and intersects with other cleavages, most persistently those of region,

language and ethnic affiliation.

Regionalism, being the core of many of Ukraine’s problems has been pronounced
throughout its whole independent history and is most likely to persist further. The rough
division can be drawn along the east-west axis. The eastern part, having been longer under
control of the Russian and the Soviet states tends to identify stronger with Russia, its culture
and political vector. In addition to a large ethnic Russian minority and the dominant role of
the Russian language in the region, simple geography plays its own role. Due to measurable
cross-border ties with the big neighbour, any implication of rupture with Russia strikes
against misunderstanding and resentment. The western regions, on the other hand, have
other historical roots stemming from the common past with Austro-Hungary and Poland.
Being mostly ethnic Ukrainian and Ukrainian speaking, residents of the western areas are

more inclined to reach out for Europe and seek Ukraine’s affiliation with the West. Coupled
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with distinct nationalist sentiments that run deep here, the opposition to the rapprochement
with Russia, especially at the expense of the trajectory towards the EU, has been traditionally

strong.

In more differentiated terms three more regions deserve a separate reference — the central
area, the southern regions and the Crimea.'” The central region is the most moderate and
less polarised of all others. Although predominantly Ukrainian speaking, it also comprises
the capital of the country where Russian is used more frequently. In respect to foreign policy
orientation, the region is responsive to both visions with preference to a balanced political
course. The southern region shows a slight tendency towards the East, probably due to a
sizeable Russian minority and the repercussions of the short-lived Novorossiya experience
in the 18" century. Without a salient national consciousness and having a mixed ethnic
composition, the region occupies a middle ground and lacks a coherent ideology. The Crimea
is a whole other story. With over 50 percent of the peninsula population being ethnic
Russians, Crimea is the only region where Ukrainians are in a minority position. Underpinned
by the presence of the Russian naval base, a pro-Russian sentiment is rather pronounced
here. Along with aspiring more autonomy from Ukraine, the Crimeans have been

traditionally in favour of maintenance of close ties with Russia.

These regional differences have not only a profound impact on the lack of unity and cohesion
within the Ukrainian society. Since external factors are dominant in shaping Ukraine’s
internal division, the issues of foreign policy become automatically linked to those of national
identity. Shulman differentiates between two identities — Eastern Slavic and Ethnic Ukrainian
— both of which are build around “one primary external comparison, that between Ukraine
and Russia”.'"™* As he notes further, the former is based on the bicultural foundation rooted
in the perception of common history and heritage of Ukrainians and Russians, whereas the
latter distinguishes particular ethnic, linguistic and cultural Ukrainian features and highlights
the separate standing of the nation. Most importantly, the two identities are reinforced by
the mutual rejection of each other’s primary attraction pole, being Russia and Europe
respectively. Ethnic Ukrainian identity emphasises its “otherness vis-a-vis Russia” and is

based on the assumption that Ukraine is essentially a European nation that should ‘return’
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back on the initial European track, from which it was derailed by Russification and
Sovietization.'” Adherents of the Slavic identity are not so passionately antagonistic towards
Ukrainianism and do not aim at reclaiming a union with Russia. However, they consider
close association with Russia essential and treat the idea of Ukrainian pan-Europeanism with

scepticism and suspicion.

Given that this split plays out in the election results, Ukraine’s regional and identity cleavage
inhibits a consensus within the political elite on the priorities of the country’s foreign policy.
Lacking a shared vision of which direction to go and unable to implement a coherent policy
over the objection of the large parts of the dissident population, Ukraine is trapped
somewhere in between. The attempted FEuropean vector is a good example of the vicious
circle of Ukrainian foreign policy. On the one hand, the government made the launch of
domestic reforms dependent on a clear prospect of EU membership. The EU in its turn,
was not ready to promise its membership to a state that was neither ready to commit
unequivocally to the European value base, nor able to undertake some meaningful steps
towards genuine BEuropeanization, among other factors, due to the absence of domestic

consent on the chosen coutse.

The implications of popular orientations, illustrated by the survey data on the issues of
international relations and the general perception of their country among Ukrainians show a
pattern of domestic equilibrium in regard to public preferences. A number of opinion polls
conducted by the Razumkov Centre asked respondents which foreign policy should be a
priority for Ukraine, which integration course the country should head for and whether
Ukraine was a European country and its citizen belonged to the culture and history of the

European community.'”

The results represent a rather ambiguous case. From 2002 till 2010
Russia and the EU were the most preferred foreign policy priorities among Ukrainians,
leaving other options such as USA and the CIS far behind. Throughout this period the
Russian option was a constant leader, with a short exception of 2005, with popularity ranking
ranging between 52,5 and 28,8 percent. The EU was prioritised by 39,6 percent of Ukrainians
in the peak year 2005. At the same time when asked whether Ukraine should join the EU the

majority constantly answered ‘yes’ within the same time frame of eight years. Interestingly,
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as soon as the prospect of EU membership is set against joining the Customs Union of
Russia, Belarus and Kazakhstan, the preferences are no longer outright. In 2012, 38 percent
saw their country’s future within the EU against 36 percent, who favoured the CU. Shifting
the focus from politics to socio-cultural issues shows a similarly blurry picture. Whereas the
absolute majority of Ukrainians consider their country historically and geographically
European, 48 percent believe that culturally this is not the case. In the same manner when a
poll in 2012 asked Ukrainians if they consider themselves European 32 percent said ‘no’, 29
percent ‘rather no’ and only 12 percent answered with ‘yes’ and 21 percent with ‘rather yes’.
While there is also a scientific consent that Ukraine’s two main national identities result in
“cross-cutting cleavages” stemming from disagreements “within as well as between ethnic

25177

and linguistic groups” "', the question remains whether the two are compatible with each

other and what kind of foreign policy could satisfy both.

So far Ukraine’s foreign policy remained highly constrained by the contested identity vectors
and the overall weak state, unable to implement a consistent policy. However paradoxically,
Ukraine’s ambivalence has proven to be an effective tool of resistance against external
coercion. As D’Aniery puts it, because Ukraine’s external partners pursue goals that directly
contradict one another, the country was able to offset pressure from both of them, thus
translating internal weakness into strength in international bargaining.'™ Given that a foreign
political course favouring either Russia or the West can only be adopted by achieving a
consensus among the domestic elite and the public, which is unlikely, only those policies that
do not polarise the Ukrainians further can be successfully arranged. As the latest history
shows, when facing implementation, a policy aimed at a decisive shift towards either the
Russian or the Western pole is imminently diffused by opposing domestic forces and through
loosing its initial drive becomes a merely symbolic sign of good will. Thus, neither Kuchma
and Yanukovych were able to retain their pro-Russian stance, nor has Yushchenko been
successful in implementing his pro-Western agenda. The everlasting status quo does,
however, provide Ukraine with a great deal of immunity against external attempts at

manipulation and constraint.

7T N. Munro (2007): Which Way Does Ukraine Face? Problems of Post-Communism, 54(6): 55
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Fluctuation in Belarus is of another nature and is less tied to the public opinion, which has
little opportunity to find an outlet either through elections or public protests. Ever since
independence, Belarus has had an unsavoury reputation of Russia's close ally. Herein it
distinguished itself remarkably from the two other cases. Belarus stayed within the Russian
orbit, formally pursuing far-reaching plans on building a Union State with common
economic, political, currency and military space. However, upon a closer look, there is a
much less harmonious picture to see. Interestingly, in his first presidential term Lukashenko
did not deny the European way for Belarus as well. Although good relations with Moscow
were an important part of his foreign policy, its Russian vector had not been the top priority

back then.

A balanced approach had already won public support in Belarus in the 90s, when the
outcome of the presidential elections was not yet predetermined. When confronted with a
debate over national identity in its early years of independence, expressed in a polarized
political landscape, Belarus had a choice between pro-Russian isolationists and anti-Russian
westernisers, allowing a third political force in the person of Lukashenko to win under the
conciliatory tagline ‘neither with the left, nor with the right, but with the people’.'”
Belarusians, unlike their Baltic neighbours, were not aspiring to break ties with Russia and
the common past. At the same time they were not ready to sacrifice the newly obtained
sovereignty for economic benefits. Belarusian borderline national identity reflects
Lukashenko’s fluctuations from being Russia’s close ally to Kremlin’s severe critic. Unlike in
Ukraine, Belarusian orientation is not geographically divided when regions bordering on
Russia are by far less Europe-oriented than the western parts of the country. Popular opinion
is also far less polarised in Belarus as in the neighbouring Ukraine, with cases of complete
antagonism to Russia being rather rare. Moreover, Belarus enjoys an exceptionally close link
to the Russian language, which is, along with Belarusian, the official one. Still, it would be an
oversimplification to label the Belarusians as predominantly Russia-driven, although of all

the former Soviet republics they are much more so.

Belarusian national identity is a complex issue without a clearly defined stance. Scholarly

research concludes that it has a rather vague nature and finds itself in the process of
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establishing, whereas a link to Russia is undeniable as the majority of Belarusians view
themselves as simply being different from the Russians.' Both historic and religious
affiliations contribute to the vagueness of the Belarusian background. In addition to the
Orthodox majority, there is a significant Catholic minority in Belarus, stemming from its first
being part of the Kievan Rus, later being incorporated into the Polish-Lithuanian
Commonwealth until integration into the Russian Empire. That is why, as some scholars
note, in reference to Huntington’s civilizations, Belarus reflects an ambiguous nature with its
Western regions relating to the world of Western Christianity whereas the Eastern ones
belong to that of the Orthodox family, a division that has not been entirely overcome until
the present day.'™ Nevertheless, this ambivalence is rather subtle and non-confrontational

to the extent that it lacks the potential to shape civilization-driven foreign policy preferences.

The issue of national identity is incomplete without that of national ideology, which has been
increasingly addressed and fashioned by President Lukashenko in order to consolidate the
public and legitimise his power. Since the goal of most state ideologies is to be possibly
inclusive and far-reaching, the national ideology of Belarus is neither religion- nor ethnic-
driven, but instead build upon internal cohesion and external sovereignty. It is recognised to
have three essential pillars - national uniqueness, unity and independence — all serving the
objective to instil public awareness and appreciation for the particular Belarusian
development path and create social immunity to external pressure on the regime.'® The
emphasis on the Belarusian otherness and its independent standing allows Lukashenko to
block any reform appeals from the West as well as override Russian attempts to limit his
authority through attempts at political integration by disguising the trivial imperative to retain
power under the pretence of defending the Belarusian state and its interests. In this sense,
the national ideology of Belarus serves as a foreign policy instrument that is characterised by

a cyclic and inconsistent nature.

Ironically, it was Russian President Putin who contributed decisively to the very emergence
of the sovereignty-driven national ideology in Belarus through cornering Lukashenko into

inventing himself as father of the nation. Under Putin’s predecessor Yeltsin, when Russia
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and Belarus experienced a blossoming relationship and were in the active phase of building
a Union State, of which Lukashenko was the most passionate promoter, he performed yet
another role of a unionist and preserver of the Slavic legacy. However, when Putin already
in his early presidential years declared a new pragmatic approach towards Minsk and voiced
his merger plans with Belarus, thus shaking Lukashenko’s authority basis, the latter found
himself increasingly in need of a fresh ideological foundation for power preservation. One
of the outlets of this new national identity was the multi-vector foreign policy approach,
justified by the “God-given geographic location” of Belarus, making it “a bridge, connecting
East and West” and an “imperative” to cooperate with Europe and Russia.'” However,
repeated attempts to balance the Fastern vector by intensifying dialogue with EU and USA
did not deliver substantial results not least due to their conditionality of non-interference in

Belarusian domestic affaits.

Looking back, the initial phase of Belarus’ relationship with European institutions perfectly
resembled that of Ukraine and Moldova when Trade and Cooperation Agreement of 1989
signed by the Soviet Union served as the basis for engagement until the conclusion of the
Partnership and Cooperation Agreement in 1995. After that things took an utterly different
turn, owing to the Lukashenko-initiated referendum in 1996 enhancing his presidential
powers. In response to electoral violations and growing undemocratic developments in the
country, the ratification of the PCA agreement was suspended and remained non-ratified
until the present day. Consequently, since 1997, after the EU reduced political interaction
with Minsk to below ministerial level®, relations between the Union and Belarus have been
marked by mutual mistrust and for the time being put on ice. Having positioned itself in
condemnation of the Belarusian regime and linking possible cooperation to a set of
conditions Belarus was not ready to meet, the EU did not have a clear strategy how to deal

with Lukashenko without compromising its values.

By 2009, after the EU softened its normative wording and chose a more pragmatic and
interest-oriented approach towards Belarus, the parties experienced a perceptible warming

of relations resulting in Belarusian participation in the Eastern Partnership project and
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suspension of EU sanctions, introduced in 2004 in reaction to human rights violations. The
short-lived rapprochement was once again overshadowed by domestic events in Belarus. The
forceful crackdown on the oppositional protests following the 2010 Presidential elections
brought new sanctions upon Belarus, including asset freeze and travel bans, later extended

to an arms embargo.

Relationship with Russia displayed a similar series of ups and downs, which despite growing
levels of interdependence was increasingly plagued by chronic disputes. Amidst the
dysfunctional Union State, the parties engaged in economic integration by establishing the
Eurasian Economic Community (EurAsEC) in 2000 together with Kazakhstan, Kyrgyzstan
and Tajikistan followed by the creation of the Eurasian Customs Union in 2007 and the
Single Economic Space in 2012. In 2015 EurAsEC was replaced by the Eurasian Economic
Union, retaining the same goal to harmonize economic regulation and provide free

movement of goods, capital, service and labour.

Another cornerstone of bilateral cooperation between Belarus and Russia is military
cooperation that came up on the agenda especially after NATO eastward expansion. In this
regard, the ties between the two states have been extremely close. Belarusian signing of the
Collective Security Treaty in 1993 and its membership in the Organisation based on it
(CSTO) in 2002 served as a background for a military alliance. During Lukashenko’s
presidency in 1995 Russia was granted exclusive rights to retain its military presence in
Belarus with a free use of its air defence units." In the year 2000 a joint financial-industrial
group was formed to organise a merger of two Belarusian and seventeen Russian weapon
production companies specialising in air defence utilities."* Moteover, the countries adopted
a joint military doctrine in 2001, in addition to the already existing 300-thousand strong
military unit under joint command, formed in the case of a conflict."” Being a buffer strip
between Russia and NATO, Belarus’ strategic importance to Kremlin can hardly be
overestimated. Moscow has been historically sensible to having an alien military alliance in
its backyard, making Russian military assets on the Belarusian territory a sacred cow of the

bilateral relationship.
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Opverall, negotiations and implementation of military integration between the two have been
far more rapid and less contested than in any other policy area, which is partly due to the
fact that Belarus, unlike Ukraine and Moldova, based its sovereign armed forces on the old
Soviet structure and personnel that was to a great extent ethnically Russian."® As a result,
Russia has two major military assets on the Belarusian territory: the Vileyka transmitter centre
that secures communication in very low frequencies with the Russian nuclear fleet and the
Volga early warning radar station designed to monitor missile launches. Seemingly, Russia is
not complacent with the achieved framework and hatches plans to create a full-scale military
base in Belarus. According to Russia’s Minister of Defence an agreement has been reached
on deploying a Russian air base with fighter planes and aviation regiment'”. It should be
noted that hosting a foreign military base contradicts Belarus’ neutral stance and the

country’s constitution.

Although closely connected with Russia at the institutional, economic and military levels,
Belarus’ foreign policy is less straightforward as its organisational setting might suggest. A
review of the relationship with Russia and the broader vision of Belarusian foreign policy
priorities represent a major point of Lukashenko’s annual programmatic speech known as
the State of the Nation Address. The assessment of its contents between 2006 and 2010
showed that Russia was mentioned “only in passing and often disapprovingly”, being an
important strategic partner but “no longer a priority” and highlighting two major foreign
policy trends — “an enthusiasm for diversification and a reinvigorated discourse of
sovereignty”.'™ It seems that growing appreciation of the country’s independence and
awareness of its national interests resulted in a critical evaluation of the partnership with
Russia and multi-directional foreign policy. The sovereignization of Belarus produced
practical steps towards building up ties to China and especially normalising relations with the
EU. The European vector intensified significantly since 2013 when by 2016 bilateral contacts
with Brussels outnumbered those with Moscow.'”! Obviously, Belarusian multi-vectoredness

is short of attempts at geopolitical reorientation and should be rather seen as an effort to
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capitalise on its advantageous geographic location and aggregate some bargaining leverage in
dealings with Russia. However, should Belarus one day experience an open social and
political debate on the preferred geopolitical vector, the pro-Russian option is likely to

confront a strong alternative.

Even now public preferences are split between Russia and the EU, as has been the case for
the last two decades. Although the share of Belarusians who feel culturally and historically
more attached to Russia significantly outnumbers those with affinity to Europe, there is an
utterly different allocation in respect to the geopolitical choice. The dynamic of the public
opinion " between 2005 and 2016 shows quite a fluctuant picture. Thus, when asked
whether Belarus should enter the EU, the majority would answer positively in 2005, change
their opinion back and forth until reaching a negative trend on this issue starting 2014. When
confronted with a similar question in regard to the unification with Russia, there is a clear
change of heart after 2010, when the majority of Belarusians would no longer vote in favour
of this option. Interestingly, in case of a binary choice, integration with Russia wins a steady
majority over the EU throughout the whole timeline with the exception of 2009, 2010 and
2012.

Ambiguous as it is, geopolitical orientation among Belarusians is not mutually exclusive. In
fact, 40 percent believe simultaneous integration with both Russia and the EU to be possible,
whereas a choice in favour of the European vector is not automatically associated with a shift
away from Russia.'” In these circumstances, public preferences seem to resonate well with
Lukashenko’s pragmatic foreign policy of maximising the benefits of cooperation with
Russia while distancing himself from Moscow’s troubling policies. It is hard to tell which
driving forces underlie Belarus’ fluctuation: mere manifestation of its sovereignty or the
policy of strategic estrangement. In any case, this trend is likely to persist, representing an

additional challenge to the success of Russian bargaining in pursuit of its strategic interests.
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Russia’s strategic interests towards the target states

Russian approach to the post-Soviet states as well as its foreign policy priorities and strategic
interests have went through a significant transformation since the outset of its sovereignty
till the first years of the Putin presidency, when the policy pattern in the region experienced
yet another shift and finally gained its current shape. The disintegration of the Soviet state
marked an upheaval phase in the Russian foreign policy, followed by the collapse of the
established discursive practices and value systems, opening a debate about how Russia should
fit into the new geopolitical reality. Three most prominent schools of thought — Westernism,
Eurasianism and neo-Eurasianism as a hybrid version of the first two - were engaged in this
reorientation search process, each offering a civilizational vision and strategic approach of

its own and each having shaped the foreign policy concepts at its own time.

In the eatly years of the Yeltsin presidency, after the familiar geopolitical foundation was
shaken to the core and Russia in its smaller and weaker capacity saw the risk of finding itself
on the periphery of world politics, the Westernist approach entered the scene through
declaring the West to the pole of attraction and historical affinity for Russia. Rather than
trying to elaborate a new, special path for Russia’s further development, the Westernisers
emphasized the appealing and progressive nature of the Western vector and expected Russia
to soon come on board through reforms and liberalization. The major implementer of this
vision, former foreign minister Kozyrev believed in strategic partnership with the Western
countries through integration into European and transatlantic economic and security
institutions and separating the new Russia from the newly independent Soviet states both
economically and politically."”* From this angle, Russian foreign policy until 1996 was openly
Western-oriented and the relationship with the CIS countries concentrated mainly on the

practical task of managing the partition.

The unambiguous rapprochement with the West was, however, not indisputable within the
ruling leadership. So when this strategy failed to bring about the expected standing for Russia
among the respectable and the powerful and the challenges of transforming the political
system into a Western-style democracy became cleatly too exhausting a task, the alternative
approach of Eurasianism took over in formulating the new geopolitical direction. Arguing

that Russia, due to its geographic location between the two continents needed to pursue a
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balanced course and become an intermediary between East and West, the Eurasianists
promoted a multi-vector strategy and assumed a more conscious and independent posture.
The shift in foreign policy had additionally an important conceptual dimension. It introduced
and gave substance to the neglected by the previous school of thought notions of national
interests and national security, for both of which strengthening ties with the former Soviet
region was seen as crucial and catapulted the CIS member states to the top of geopolitical
ptiorities.”” Although tougher and more pragmatic in theory and rhetoric, Russian policy
lacked teeth, consistency and internal stability to effectively follow through the adopted
goals. Out of this shortcoming and due to its unnecessarily anti-Western and overly
adversarial positioning that failed to adequately address Russia’s interests, the Eurasianist

approach was similarly short-lived as its predecessor.

The succeeding vision adopted by Putin in 2000 stems from the preceding ideological
struggles of the 90s and can be seen as an attempt to reconcile the two by putting aside
civilizational debates and placing an emphasis on Russia’s strategic interests. The official
foundation of Russia’s strategic interests is summarized in its three foreign policy concepts,
adopted in 2000, 2008 and 2013."° The main objectives that they all share regard the
reinforcement of the national and international security, fostering economic growth and
development, and boosting cooperation with the CIS member states. Despite the overall
continuity of the foreign policy goals, one can still filter out important distinctions in the
analysis of the challenges and international developments these concepts aim to address. If
in 2000 the reassessment of the Russian foreign policy priorities was build from the
“misplaced expectations” of equal and mutually beneficial relationships with the “outside
world” and the main threat to Russia’s national security was seen in the unipolar world order
with economic and power dominance of the USA, the concept of 2008 stressed the
continued threat from the West (in general) and its policy of “containing” Russia. The

strategy of dealing with these challenges underwent little variation within the eight years and
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concentrated on the principles of multilateralism and strengthening Russia’s standing as “the
largest EuroAsian power”. In the long run, the acknowledgement of the geopolitical power
shift to the East became increasingly more pronounced and consolidated further in 2013
with the declaration of the diminishing ability of the West to dominate the economic and
political realms. Consequently, the relevance of Russia’s integration projects in the post-
Soviet neighbourhood for its national interests, as well as the priority of the region itself was
steadily gaining more significance and substance. Thereby, the concept of 2013 was the first
to go beyond focusing mostly on regional organisations, but featured prominently Ukraine,
Belarus and Moldova, labelling the former as a “priority partner” and prioritizing playing an

active role in conflict settlement with the latter.

In geopolitical terms Belarus, Ukraine and Moldova have a special place in Russia’s efforts
of achieving its strategic goals and mastering regional integration. Without their participation,
any kind of Eurasian integration would automatically become Russia-Asia association that
falls short of fulfilling Moscow’s vision. The largest framework of multilateral regional
cooperation in the former Soviet space was the Commonwealth of Independent States.
Established in late 1991, the CIS initially comprised eleven states, having shrunk to nine full-
scale members, with Turkmenistan having reduced its status to that of an associate member,
Ukraine being only a participating state and Georgia having left the organisation completely.
From the very beginning, the CIS fell short of having the integrating and coordinating effect
on its participants. The structural weakness and non-binding nature of its decisions together
with the lack of genuine interest to integrate on the part of most its members led to the
downgrading of the CIS, which had become some kind of discussion club for officials of all

levels and a platform for multilateral lobbying.

Yet, it was the CIS Collective Security Treaty that the most significant Russia-led military
alliance — Collective Security Treaty Organization — is rooted in. Since its creation, CSTO
managed to advance significantly in achieving its goal of military and military-technical
cooperation and coordination, as well as joint action against global security challenges. All
six organisation members (Russia, Belarus, Kazakhstan, Tajikistan, Armenia and Kyrgyzstan)
created a common anti-ballistic missile defence and air defence systems, supported by

collective military contingent, having only a few hours reaction span between the decision-
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making and military deployment.'”” Apart from promoting closer inter-state ties in form of
mutual commitment to defend each other, CSTO fulfils an important political function by

forbidding its members to join other military alliances.

The same group of states, excluding Armenia that together with Ukraine and Moldova had
an associated status, initiated another organisation, crucial for Russia's integration ambition
- the Eurasian Economic Community. Established in 2001, EurAsEC had from the very
beginning the challenging goal of creating a free trade zone and the customs union, followed
by the common economic space. The Community put emphasis solely on economic
integration, consciously abstaining from politicizing the issue in order not to bury the project
directly. Nonetheless, even under these conditions, it took nine years to arrive at the effective
initiation of the Customs Union between Russia, Belarus and Kazakhstan. Within the
EurAsEC successor institution - the Eurasian Economic Union - launched in 2015, Belarus
is once again the only member saving the project from becoming bilateral between Russia

and the Asian states with Moldova having merely an observer status.

Russia’s growing assertiveness in establishing regional cohesion is repeatedly seen as a sign
of imperial handling and the return of its great power ambition. Literature on Russian foreign
policy concentrates most commonly on two key assumptions about the driving forces of the
country’s international behaviour. The first is Russia’s unhappiness about its current status
and willingness to play a greater role in world politics as a major power, which leads to the
second assumption, dealing with the special identity of the ruling elite, historically driven by
the urge to outward expansion and hegemonic aspiration."”® Add the Soviet inheritance in
form of economic and infrastructural ties plus historic and cultural links and the broad
picture of Russia’s great power nostalgia emerging in its attempts to revive some kind of a
regional bloc is complete. Yet, this viewpoint fails to explain the timing for Moscow’s

prioritising regional integration.

Addressing the question why Russia pushes integration more than a decade after the breakup
of the Soviet state and not immediately in the aftermath of its collapse when regional ties

were the strongest, Krickovic in his study compares Russia’s integrationist attempts with
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those of Brazil (Mercosut/Unasur) and China (ASEAN+1), concluding that they all stem
from the, same recent development when the ability of the USA and the West to deliver
global collective goods and secure the existing world order become more and more
questionable."” Indeed, the argumentation based on Russia’s ambition to become more of
an international heavyweight does not fully cover the timing of the reinforced Moscow-led
integration. The desire to restore the dominant role in the region did not come overnight.
Apart from placing other foreign policy priorities in the early 90s, Russia objectively lacked
the capacity to press ahead the integration plan and was visibly reluctant to advocate more
cohesion within the loose CIS fearing the leadership burden it would have to carry. In early
2000s Russia’s stance was distinctly better. The economic upturn, based on the beneficial
export conjuncture for the energy resources offered favourable prerequisites for Moscow to
put regional integration on the agenda and push it forward. Nonetheless, at first the emphasis
was rather placed on the bipartite approach in an attempt to hold the neighbouring states in

Russia’s orbit by offering carrots on a bilateral basis.

Russia's strategic interest in regional integration gained momentum amidst the changing
environment in international relations where the existing power divisions began to erode and
new potent players were emerging. This situation posed a threat to individual states that used
to rely on the West as economic and political guideline, which increasingly preoccupied with
internal problems, began loosing this leadership role, thus opening the field for geopolitical
reorganisation.”” Economic component contributed as well to the existing world order being
put into question. The global financial crisis revealed the risks of overreliance on the Western
financial structures. In this context regional integration is seen as a way to lessen this
dependence that enables strengthening regional currencies and economies and allows
entering the world economy from a position of more strength and better bargaining
possibilities.””" If activities on the Western market are inevitably linked to accepting the
Western rules, the creation of a Russia-dominated economic space within the Eurasian
region would necessitate renegotiation of the interaction norms, where the stronger position
of the West would be less obvious. The growing Russian assertiveness and the readiness to
walk out of step with its Western partners in pursuing own interests bears mixed fruits so

far. Yet, the strained relationship of the present day seems to have a liberating effect on the
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Russian leadership. As Foreign Minister Lavrov put it, the current crisis is a kind of
“refreshing storm” that will help transform relations with the West “to healthier and fairer
foundations” that will probably have “less tormenting discussions about the search for
general values and more recognition of the right to be different”, thus constituting a
relationship based on “equality, mutual respect and consideration of each other’s

interests” .

The crisis addressed by Lavrov, refers to the Ukraine conflict of 2014 that takes its origins
in the same priority setting that has been unfolding in the context of Russia’s foreign policy.
Along the global geopolitical shifts throughout the last two decades, Russia’s has been
pursuing the strategy of pro-active interests protection with the primary focus on the post-
Soviet neighbourhood. The first building blocks were laid in the eatly years of Putin’s first
presidency gaining momentum after the so-called colour revolutions in Georgia, Ukraine and
Kyrgyzstan, which added impetus to further elaboration of Russia’s strategic interests.
Viewing the protest events as Western-sponsored organised public revolt and fearing a
similar scenario at home, Russia sought to fight centrifugal forces within the former Soviet
space and cement cooperation with those regional leaders whose authority was not yet put
in question. This philosophy endured Medvedev’s presidency and flourished further within
Putin’s third term, illustrating a strategic continuity in respect to Ukraine, Belarus and
Moldova. The outset of this foreign policy approach in 2000 is, for this reason, the starting
point of the present research that follows its dynamic till the end of 2013 when the Ukraine
crisis introduced an alteration to the previous course. Interrupting the comparability with
Belarus and Moldova, Ukrainian events offer a decisive moment to turn back and make sense
of the preceding developments. Build upon the pursuit of its strategic interests, Moscow’s
relationship with Kiev, Minsk and Chisinau shares the origin, not the consequence. Having

outlined the former, the next chapters deal with examining the latter.

Hypotheses

Drawing on the observed background resemblance of the three target states, there are some

main assumptions to this study that the following hypotheses rely on. First, the ulterior
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motives behind Russia’s dealings with Ukraine, Belarus and Moldova stem from its strategic
interest to arrange for a benign surrounding. Acting to this end, Russia seeks to limit foreign
influence over its immediate neighbourhood in an attempt to prevent the target states from
becoming Moscow’s adversaries. This especially holds for the time frame of the following
analysis comprising Putin and Medvedev presidencies. As fairly noted by Tsygankov, by the
early 2000 Russia’s political class has arrived at a consensus regarding the country’s main
international objectives, being “the preservation of global influence as an independent power
and dominance in the former Soviet region”, which were consistently pursued by both
presidents, who were more or less clear in their dissatisfaction with the “unipolar structure
of the international system”.*” Unable to reclaim the lost power to an extent necessary to
challenge the established unipolarity, Russian foreign policy set more realistic goals of

securing its dominant role in the neighbouring region.

In this context integration initiatives and strengthening bilateral engagement are the major
vehicles for Russia to accommodate this strategic goal. The focal point is to prevent other
powers or international bodies from overtaking the leading role in the region, especially those
endangering Russia-led security architecture. Being central to this conception of Russian
foreign policy, the target states are on the one hand doomed to deal with Moscow’s
interference, but on the other blessed to be a high priority, which offers a broad potential to
extract concessions from a stronger party. Given that affiliation of the target states with the
West would inevitably shift the power balance in the region not in Russia’s favour, winning
over Belarus, Ukraine and Moldova is decisive in order for Moscow to be able to cement its
role as a regional hegemon. Some scholars recognise a particular place of Ukraine in this
regional setting, arguing that “without Ukraine, Russia ceases to be a Eurasian empire”,
whereas re-establishing control over it would automatically enable Russia to become “a
powerful imperial state”.” I believe that although Ukraine is arguably the largest piece of
pie in terms of size, infrastructural base and military worth, Moscow has limited capability to
succeed with a Eurasian project if it does not include all non-EU members westward of the

Russian border. In other words, in order to retain a strong voice in structuring the
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geopolitical architecture in the region, Russia just as well needs Belarus and Moldova on its

side.

In addition, Russian foreign policy in the post-Soviet area has an internal dimension in terms
of being an important repercussion for the domestic standing of the Russian ruling elite. As
long as the three target states remain in the orbit of Russia’s influence, the possibility for
their free and democratic development seems to be constrained. If neither of the target states
manages to prove by the own example that the path offered by the West represents an
attractive alternative to the Russian vector, Russian political forces in power are unlikely to
face substantial domestic challenges or find themselves in need of domestic transformation.
Otherwise, if one of the three becomes a successful independent democracy, the very core
of Russia’s political system may be undermined, since its legitimacy and credibility could be

put in question.

Embedded in this perception of Russia’s strategic objectives towards Ukraine, Belarus and
Moldova is the second assumption that economic coercion as well as a threat to coerce is
likely to be one of the accompanying strategic tools in support of the Russian agenda. I
expect economic diplomacy to be deployed against the recalcitrant in an attempt to make
them comply. Although there is no unequivocally discernable link between sanctions and
policy change within target states, coercive measures are also seen as means to signal
resolution of the sanctioner and underline the gains of collaboration. Conventional wisdom
suggests that through withholding the benefits of an economic relationship, one party may
exercise political influence over the other, especially if the target is more dependent on the
profits of this relationship. In this sense Russia is in a favourable position to manipulate
another’s economic deficits. As Drezner fairly notes, in an interdependent relationship with
the three target states, Russia may potentially experience economic “sensitivities, not acute
vulnerabilities”, so that in case of imposing sanctions it is likely to suffer much less than the
coerced party in “both absolute and proportional terms”.*” Capitalizing on the economic
weakness of the target, however, is not necessarily limited to punishment or deprival
measures. Economic coercion may also take more constructive and stimulating forms - the
so-called positive sanctions - a strategy of subsidising economic relationship with the target
in hope of or as a reward to the preferred or changed policy. In this manner, delivering

valuables and granting the target state with a preferential treatment can not only strengthen
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bilateral ties but also “indicate a price for non-compliance”.” By using the conditionality

provision, the sender can reverse the tonality of his sanctions if the rewarded policy
behaviour is no longer conducted. In other words, Russia can also use its economic statecraft
to entangle the target states by providing incentives for closer cooperation and thus amplify

their dependencies.

The context of Russian economic coercion, regardless of the form and intensity it may take,
leads to the third assumption that this tool is a part of a broader bargaining process.
Presuming that Russia uses its punitive measures in conjunction with a disputable issue, the
parties are expected to resolve the controversy through bargaining. In this case, the target
needs to perform a cost-benefit analysis to determine whether the incentives of compliance
supersede the value of going along with the policy at stake, which provoked sanctions in the
first place. From this angle, sanctions are means to increase bargaining leverage over the
target and encourage it to acquiesce. If the issue of dispute is salient to both parties and the
bargaining outcome is likely to have far-reaching implications for the bilateral relationship,
the sanctioner would try to increase the cost of resistance to the target. In this vein, a coercion
episode represents a “bargaining tactic” where sanctions are a way of “increasing the costs
of deadlock” to secure a better settlement.””” To summarize the general argument, coercion
attempts towards Ukraine, Belarus and Moldova are reasonably expected to supplement the
foreign political imperatives and represent a sustainable part of bargaining interaction
between the parties. In light of the high stakes and existing vulnerabilities, Moscow is not
expected to stand idly by while observing undesired policy developments within the target
states. The open question is, therefore, how efficient in coercing Russia can be and which

factors may enhance the possibility of success.

When regarding the possible outcomes, it seems crucial to consider domestic repercussions
of compliance and the perceived value of the issue of dispute to the target state. As discussed
above, Ukraine, Belarus and Moldova share, although with various levels of intensity and
amplitude, a fluctuant national identity that exercises certain impact on the government
behaviour in the sense that a policy that delights one part of the population can alienate or

enrage the other. More importantly, however, these national identities are to a large extent
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build around the perception of Russia as either a pole or an anti-pole. From this perspective,
there are two major considerations on bargaining episodes with Russia. First, the target
cannot act from a unified perspective and present a united front against the coercer, since
there are two differing visions of the state’s interests and strategic vector. The consequent
natural tendency to balance and pursue a middle ground on the part of the target challenges
the theory of economic coercion in a way that it makes it difficult to recognize its definite
standing vis-a-vis the sanctioner. There are two major domestic factors that are scholarly
recognised to influence the likelihood of sanctions to accomplish their goal - the relationship
between the target and the sender and the value of the issue of dispute to both parties.””
Whether the two are allies or adversaries is believed to determine the target’s behaviour, with
enemies displaying a higher inclination to withstand coercion and endure higher costs of
resistance. In case of a fluctuant national identity, governments of the target states have
limited possibilities to pursue a clear-cut positioning towards the coercer and through
balancing along the ally-adversary axis enhance their bargaining advantage and reduce the

probability of sanctions to extract concessions.

Second, in the absence of a fundamental agreement on a strategic attitude to Russia,
bargaining issues with Moscow that involve foreign policy decisions become those of high
salience, since they complement the domestic debate on the principal development vector. 1
expect, along the issue salience argument, that if the issue at stake is viewed as salient, the
target should be more willing to incur higher costs to protect its interests and be, therefore,
mote determined not to comply.”” Issues with a geopolitical component are naturally those
of national interests. Additionally, the degree of importance attached to them stem from
domestic imperatives to overcome identity divisions in order to consolidate and retain power.
In other words, the target government is unlikely to capitulate in the face of coercion, as it
can exacerbate domestic friction, wash out the base for existing ruling alliances and ultimately
lead to the loss of power. From the perspective of an unclearly defined national identity and

the perception of issue salience, two general hypotheses follow:

H1: Russia’s ability to coerce target states to comply is expected to be moderate.
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H2: Russia should be able to achieve higher compliance over economic issues.

Although the general expectation render Russian economic coercion attempts relatively
ineffective, it is necessary to explore which factors may contribute to the success of sanctions,
given that they seem to be an unavoidable feature of the target states’ relationship with
Russia. Economic coercion aims, by definition, at imposing economic hardship on the target.
Economic statecraft was recognised as a “‘weapon of diplomacy’ in international relations way
back in the last century when Hirschman argued about the linkage between economic
dependence of the target and the influence potential of the sanctioning country.”"” This
argument was taken over and pursued further within the scholarly debate on the success of
sanctions. This study, basing on previous research, identifies economic stance of the target

as a possible determinant for the coercion outcome.

Economic power is usually deployed to threaten or undermine the economy of the
sanctioned state in expectation of the change of the objected policy and achieving
acquiescence. However, since compliance comes at a certain cost for the target, the cost of
sanctions or the fear of such should supersede the cost of resistance. As a consequence, one
of the major determinants of the success of coercion is the extent of economic suffering by
the target and its ability to avoid or endure the losses. The cost of sanctions is normally
expected to be related to the degree of economic interdependence between the two parties.
The more the two economies interact, the more vulnerable they are to the disruptions of this
relationship. One of the most distinctive reflections of dependence is bilateral trade. In this
vein, if the target depends and profits significantly from trade with the sender, sanctions are
likely to induce serious and immediate suffering to the economy of the former.
Consequently, the more dependent on bilateral trade the target is, the more difficulty it will

experience while resisting coercion.

At the same time, in case of interdependent economies, the sender is also likely to bear certain
costs of imposing sanctions. If both parties profit from a trade relationship, sanctions will
equally put pressure on the economy of the sender and through deprivation lead to negative
economic effects. Therefore, the economic power gap between the two seems to play a

crucial role in the ability of the target to endure coercion. If the parties vary in their economic
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capabilities to withstand the negative impacts of sanctions and the target finds itself in a
comparably weaker position, the sender should be more successful in bringing about the

desired outcome.

Some scholars estimated that the average cost to the target in case of successful sanctions
amounts to 2.4 percent decrease of GNP and came to the conclusion that “sanctions that
bite are sanctions that work”.*' Whereas inflicting suffering is the major driving mechanism
of economic diplomacy, the question is whether the target will be able to continue resisting
in the face of coercion. More specifically, it seems to be a matter of economic stability of the
target in determining its decision to sustain resistance. The level of economic stamina the
target has at its disposal should, therefore, be correlated with the ability to endure the costs
of coercion. Given the likelihood that the target’s resolution not to comply will increase the

pressure and opportunity cost on the sender, the following hypotheses emerge:

H3: Russian coercion attempts are expected to extract more favourable outcomes when trade

volumes with the target are high. As trade volumes decrease, coercion is less likely to succeed.

H4: Target’s resistance rate should increase in correlation with its economic stamina. The

stronger the economy of the target, the less compliant it is expected to be.

Although placing the focus on the economic ramifications, economic coercion attempts are
likely to have an additional domestic dimension within the sanctioned state and should as
well incur political costs on the target regime. Economic burden of sanctions can hardly go
unnoticed by the targeted society, since economic hardship tends to affect public wealth and
lead to tensions and frustration with the government. To capture this dynamic, it seems
reasonable to look closer at the political environment of the target leaders in order to

understand which political systems are more susceptible to internal pressure.

In the sanctions literature domestic institutions are recognised as one of the determinants of
successful coercion. The general argument suggests that without political costs, resulting out
of the economic pressure, there is little incentive for a target to give in. In this view, in
democratic regimes the public has more opportunities to impose political costs on their

governments, who in turn should be more reluctant to pursue unpopular and economically
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costly policy, whereas in an autocratic setting the population has limited ability to influence
the decisionmakers who have little to fear while going through with the painful resistance.*”
Consequently, most analysts claim coercion to be more successful against democracies. The
logic behind this common assumption is rather straightforward. The decision whether to
stand firm in the face of sanctions is to a great deal dependent on the motivation and the
possibilities of the target’s leaders to retain power. In a democracy leaders are held
accountable for the ramifications of their policy, which in turn suggests that democratic
incumbents would be more unwilling to bring economic burden of coercion upon their
public and prefer to concede instead. Additionally, the pressure to abandon resistance may
come from the base of the ruling coalition itself. Being traditionally broad in a democratic
regime, the electorate is most likely to be hit by the negative economic repercussions of
coercion along the rest of the society. Being responsive to the support of the constituency,
democratic leaders lack the legal ability to alleviate their suffering from sanctions. Therefore,
out of necessity to maintain the backing of their supporters and having the possibility of

electoral punishment in mind, democratic leaders are more likely to yield to coercion.

Autocratic leaders, on the contrary, enjoy a more favourable position of having little concern
about public retaliation for an unpopular and costly policy as their power position normally
rests on a limited group of supporters, whose loyalty stands in correlation with economic
rents, over which autocrats have immediate control. As some scholars notice, governments
with a firm grip over the economy are well positioned to exploit rent seeking and grant
economic benefits in return for political loyalty.*”’ Thus, being able to protect their inner
circle from the economic pain of sanctions, autocratic regimes are better equipped to
withstand coercion. Free from the risk of being held politically responsible for the economic
suffering, autocratic regimes are viewed more immune against economic coercion and

consequently more prone to refuse compliance.

Following the lead of previous researchers on the institutional determinants of successful
coercion and acknowledging the above argumentation, I, however, argue otherwise and
expect Russian economic statecraft to bear more success against nondemocratic targets. The

above scholarly reasoning holds true for states with a rather articulated domestic political
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dynamics. When adding the ambivalent national identity to the equation, the democratic
leader’s motivation to retain power through abstaining from an unpopular economic policy
may give way to another motivational imperative — that of political nature. Thus, the
government policy choices, made in response to coercion will be still driven by the need to
maintain public support, although the decision of the public to punish their leaders are
expected to be driven by other priorities. In this vein, those parts of the target society that
advocate a Europe-driven national identity and resent rapprochement with Moscow are likely
to assess a decision to give in to Russia’s coercion as a sell-out of national interests, regardless
of whether this stance makes sense economically. I therefore retain the first part of the
established argument that political costs are decisive in affecting the way targets react to
sanctions. By contrast, I believe that failings on the issues of national identity rather than
economic suffering have more potential to threaten political survival of the decisionmakers

in a democracy.

Autocrats, on the other hand, are in a more comfortable position to be able to neglect public
displeasure and are more likely to build their response to coercion upon the reasoning of
economic profitability. As long as sanctions are not aimed at replacing the autocratic leader
and serve merely as a bargaining tool to promote or prevent a certain policy within the target
state, economic benefits are expected to have a stronger impact on the success of coercion
than domestic political structures. Although autocratic regimes have a great deal of control
over their economies and the ability to manipulate them in order to minimize the negative
ramifications of coercion, they may lack the incentive to do so. Driven essentially by securing
their political survival, autocrats are more likely to decide in favour of safeguarding excess
profits from interactions with the sender rather than risk upsetting the sanctioner and

provide incentives for further coercion episodes. This leads to the final hypothesis:

H5: Russia should be able to achieve higher compliance against a nondemocratic target.
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The Cases

In this chapter I will concentrate on the chronology of relations between Russia and the
three target states — Ukraine, Belarus and Moldova - and elaborate on Russian interests and
consequent responses to the Russian pressure. Although only acute crises, mostly in the
energy field, gained large scientific and media attention, disputes that were resolved without
massive media campaigns will represent a crucial block in the current research as well. The
analysis of the background relations seems equally relevant in evaluating a bargaining episode
and allows for a more realistic estimation of each party's driving forces and the underlying

agenda.

The following case description is divided into cohesive sections for convenience reasons and
encompasses a wide range of issues and events leading to the actual bargaining. I start with
bargaining cases with Ukraine, which represent the most extensive and eventful part of the
case description. As well noted by the Economist, Ukrainian politics takes place mostly in
entertainment genre, being a soap opera under Yushchenko and evolving into noir drama
under Yanukovych.”"* In any case, the specifics of bargaining issues between Russia and

Ukraine introduce a burlesque tinge into a scientific research.

Ukraine
2000 - 2004

One of the most prevalent bargaining issues between Russia and Ukraine is the one dealing
with the Ukrainian gas transportation system and the question which party would acquire
control over it. Negotiations on the possible ownership structure occupied the two all the
way throughout the early 2000s. The first noteworthy agreement on the matter dates back to
the 07 October 2002 when the chairman of Gazprom management committee Alexey Miller
and his Ukrainian counterpart from Naftogaz Yuri Boiko signed an agreement to set up the
International Consortium of Ukrainian Gas Transportation System Development and

Management.*”

The initial idea of an international joint venture to secure gas deliveries from Russia was

promoted, apart from Gazprom, by the German Ruhrgas (now E.On Global Commodities
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SE) and the French Gaz de France (now Engie SA). The Ukrainian pipelines were the only
link in the gas chain between Russia and Europe that were solely in the state’s hands and
could not have been influenced internationally. Earlier that year the international consortium,
consisting of the three above mentioned companies, had already executed a similar deal by
purchasing 49 percent of the Slovak 'Slovensky Plynarensky Priemysel” (SPP), which was in
charge of the country’s gas transmission and distribution systems.*® This did not only shift
the construction of new gas pipelines bypassing Ukraine back on the Gazprom's agenda, but
also gave Moscow extra bargaining leverage over Kiev. Since SPP was one of the largest
distribution centres of gas sales to Eastern Europe, it provided Gazprom with a theoretic

possibility to block Ukrainian gas exports in case of Naftogaz siphoning Russian gas.*'’

Prior to the actual creation of the international gas consortium with Ukraine, Russian
President Putin, German Chancellor Schroeder and Ukrainian President Kuchma signed in
June 2002 a joint statement on strategic cooperation in operating Ukrainian cross-country
pipelines and securing uninterrupted gas supply to Europe, which was followed by signing
of the gas supply contract till 2013 between Gazprom and Naftogaz.*"® Despite declarations
of good will, the way to the launch of the gas consortium itself was rather thorny. In July
2002 Russia and Ukraine exchanged draft settlements on the conditions of its creation that
immediately led to a stalemate in the negotiations, which was no wonder due to the
incompatible interests and expectations of the two parties. Ukraine's main requirement was
majority shareholding, Russia insisted on privatisation of the pipelines. The compromise was
reached, nonetheless, rather quickly, although behind a veil of secrecy and with uncertain
engagement of the European investors. As for the major divisive issue — the ownership
structure - it was decided to set up the consortium on a parity basis (50/50 with no patty

possessing one additional share as a controlling stake) and without privatising the pipelines.””

Having the pipelines in direct possession would have been obviously much more profitable
and secure for Gazprom. On the other hand, this issue could always be returned to and be
the next step if Ukrainian domestic political situation permitted it. As the reaction of

Ukrainian political circles showed, the mere creation of the gas consortium provoked an
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ambiguous assessment. While proponents of president Kuchma evaluated it as a “huge
success”, the leader of the oppositional party Our Ukraine Viktor Yushchenko called names
and claimed the agreement to be a “defeat”.”” Considering the split within Ukrainian
politicians, getting its own way for Gazprom involved more than reaching a compromise
with the ruling party. It had to be such a compromise that would successfully get through

the ratification procedures of the Parliament.

Initial steps on the way to consortium creation went rather smoothly owing to the pro-
presidential majority in Verkhovna Rada. Till 2004 everything was shaping well for Russia.
On August 31 Gazprom ratified the increase of about $34 billion in the Consortium's charter
capital and acknowledged its readiness to the initiation of the investment phase.”' Later that
year on October 27 Gazprom and Naftogaz officially entered the investment stage by signing
the Agreement on Interaction in the presence of Russian and Ukrainian presidents.”” The
red-carpet atmosphere did not contribute to the success of the endeavour, though. By the
end of 2004 Gazprom had transferred its financial share, which was not the case with
Ukraine.” The Ukrainians seemed to have gotten cold feet and considered any further steps
toward the consortium inexpedient. Since then no progress has been made on the issue and

the whole idea was buried with the time.

Such behaviour may be partly explained by the domestic difficulties president Kuchma
confronted at the end of 2004. Both his political image and his popularity were tarnishing,
which was more than untimely not long before presidential elections. Kuchma's credibility
was severely damaged by the notorious case of the murder of the oppositional journalist
Georgly Gongadze who uncovered corruption issues in the presidential circles. Although no
official charges were made, according to some leaked confidential documents Kuchma was
the one behind the crime.” Despite the fact that Kuchma himself was not going to be re-
elected, his official successor Viktor Yanukovych, who headed the Cabinet at the time, was

affected as well and had to suffer a significant loss of popularity and oppositional pressure.
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In this context, making any unpopular or controversial decisions, which gas consortium

obviously was, perilously close to presidential elections would have been irrational.

The opportunity to return to the issue in more favourable circumstances did not come along
due to Yanukovych's defeat in the elections. The new elected president Viktor Yushchenko
had always been opposed to the idea and used the obtained power to bury the issue
completely. Upon his taking office the realisation of the consortium project was gradually
suspended till the ratification of Amendments to the Law on Pipeline Transportation No.
605-V on February 6, 2007.” According to it, gas pipelines and gas storage facilities were
specified as strategic objects, which cannot be either privatised or assigned for temporary
use. Such allocation of GTS solely to the Ukrainian state put the matter of gas consortium

together with Russian aspirations ultimately to rest.

2005 - 2009

The year 2005 was the time when Russo-Ukrainian energy relations experienced the first
serious tension, which broke out in May when the Russian side realized that its gas deposited
in Ukrainian underground gas storage facilities (UGS) had mysteriously disappeared.
Gazprom stored 7,8 Bem of gas in Ukraine as far back as 2004 and took 40 attempts to gain
access to it within October 14, 2004 till March 22, 2005.*° Naftogaz did not meet any of
them. When the Ukrainian officials came up with a response, it lacked both unanimity and
credibility. Some provided technical reasons for the failure to pull out gas, others admitted

the fact of stealing, whereas the most common reaction was to simply shrug the shoulders.

What happened to the gas is a murky story. Expert of the State Duma Committee for
Relations with Compatriots Dmitry Kulikov believes that Ukraine's officials simply re-
exported the gas and thus ensured huge profits. According to him, gas re-export is a highly
lucrative business, which may bring over 100 percent benefits due to price differences on the
Russia-Ukraine and Ukraine-Europe borders. As Kulikov notes, “this is the method used
repeatedly by Ukraine when it took more Russian gas out of the pipeline than the contract

stipulated. Subsequently, Ukraine produced debt agreements with a grace period based on a
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$50 price. In the meantime, Ukraine was selling gas to the West at a double price with

immediate cash settlement”.??’

It is still not unequivocally clear who exactly was responsible for the disappearance of the
Russian gas. Presumably, the traces lead to the highest officials in the Ukrainian government.
Not only is the gas sector state controlled in the Ukraine. Being one of the major sources of
the state budget and a strategically important commodity, it is highly doubtful that large
amounts of gas could have been sold without knowledge or consent of political leaders.
Moreover, gas operations, especially with the missing gas, have always been a good source
of extra money, since it offers a unique opportunity to get cost-free gas, which is apart from

everything else not being taxed.”®

Some researchers believe that the Russian party has been aware of Ukraine's shady gas
dealings. Theoretically, Russian gas system managers should have been aware how much gas
their Ukrainian colleagues had exported. Hence, Gazprom CEOs as a response to Ukraine's
shady operations suggested that Kiev covered the state's energy shortages without Russian

help; or it was a well-planned trap on the part of Gazprom from the very beginning.””

One can assume that Russia knew which way the gas had disappeared all along, which
probably explains the creation of a Switzerland based gas trader RosUkrEnergo (RUE) in
July 2004, to be managed by a Coordinating Committee formed by Gazprom, Naftogaz,
Gazprombank and Raiffeisenbank's top executives.” The official goal of its creation was to
promote and simplify Russo-Ukrainian gas cooperation. However, it is not clear how an
intermediary was supposed to simplify the complex gas relationship considering that in both
states the gas sector was state-controlled. Apart from that, activities of the intermediary itself
were to a large extent shaped by Gazprom itself. Since Gazprom officials can hardly be
suspected of naivety to believe that within an intermediary firm rough edges would be
rounded off, some extra benefit opportunities are more likely to lie behind this decision. One
of the possible schemes to get multibillion profits for RUE was to sell gas to its subsidiary

UkrGazEnergo, which storages gas in its UGS and then sells it back to RosUkrEnergo and
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issues export invoices, whereafter gets the value added tax back.”' Importantly, the gas does

not in fact change its location in the course of these transactions.

In the meantime, in the absence of any settlement acceptable for both parties Ukraine was
slowly but surely on its way to an energy crisis. Despite the fact that Ukraine had
acknowledged having withdrawn Russian gas, the method and conditions of payment were
a matter of hot arguments. Gazprom offered two alternatives - the more preferable for
Russia being that the cost of the missing amounts of gas be offset as payment for the transit
of Russian export gas in 2005*, That meant that Ukraine would have received 7,8 Bcm of
gas less and would have been forced to buy the missing amounts from Turkmenistan for
$80/Tcm, whereas Gazprom price was $55/Tcm at that time. Another option for Ukraine
was to purchase the contested amount of gas at a European export price of $160/Tcm.*”

Obviously, both options were economically overwhelming for Kiev and therefore dismissed.

Naftogaz in its turn voiced a counteroffer, volunteering to return gas in equal parts 1,75 Bem
each, extracted from the overall state gas import within 2005-2008.* This was a rather vague
prospect, since energy relations between the two states were deteriorating rapidly and
contract conditions for 2006, let alone till 2008 were still in the negotiation phase.

Expectably, Gazprom found this solution unacceptable.

The situation developed unfavourably for Kiev. On June 28, 2005 Gazprom's chief Alexey
Miller informed Naftogaz of the unilateral decision on the Gazprom's part to treat the
disputable 7,8 Bcm of gas as already delivered to Ukraine™’, which meant that Kiev would
receive only 15,2 instead of 23 Bem of gas as payment for the transit, which in its turn would
lead to a tangible gas deficit for Ukraine. Kiev reacted in a predictable way, claiming that
since gas goes through the Ukrainian territory anyway, the missing amounts would simply be

siphoned from the pipeline in order to avoid gas deficit.*
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On June 25, 2005 Ukrainian bravado gave place to particular actions when the Cabinet issued
a special order banning gas re-export as means to avoid gas shortages and subsequent energy
difficulties, which still provoked harsh criticism from both Naftogaz and energy experts.”’
First of all, Ukraine had contractual obligations to European gas customers, the breach of
which could lead to fines that were quite untimely considering Ukraine's financial difficulties.
Apart from this, Naftogaz would be hit by this decision rather than helped. Gas re-export

and speculating on price differences had always been the main source of income for Naftogaz

and to a large extent the only possibility to clear debts.

The dispute was finally resolved on July 17, 2005 through signing a package of documents
by Gazprom, Naftogaz and RosUkrEnergo much to the benefit of the Russian party.
According to them™®, 2.55 Bcm of gas was charged off as partial payment for Russian transit
in 2005; the remaining 5.25 Becm were to be turned over to RosUkrEnergo that in its turn
would make the payment to Gazprom. Additionally, the parties agreed on the increase of

transit volumes through Ukraine by 8 Bem in 2005 and by 11.5 Bem in 2006.

The agreement reached on the issue of missing gas caused a sigh of relief from both sides
and the issue was taken off the table. It did not manage to defuse tension between the
countries, though. Paralle] to the missing gas issue, there was another one emerging, with
much more destructive potential, as it turned out later. The reason for the next round of
debates was, predictably, the gas price. The uneasy character of negotiations was foreseeable
given Russia's warrior determination to reach market price levels together with hostile
political attitudes in Ukraine. The most spectacular events took place at the end of 2005. The

price discussions began much earlier with much lesser load of dramatics at first.

Revision of the gas contracts began shortly after the new Ukrainian authorities entered into
power, which was to a large extent expectable. The new Ukrainian president Yushchenko
was unlikely to continue the political line of his predecessor and back up gas contracts signed
by his direct rival Yanukovych in his prime-minister days. It seems to be an unwritten rule

in Ukraine that new authorities gain a footing at the cost of or thanks to relations with Russia,
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particulatly in the gas area. Still, the way Yushchenko approached the issue gave grounds for

cautious optimism and offered hope that a pragmatic approach to gas deals would prevail.

Initiation of the bargaining round on the new gas contract conditions took place on March
28, 2005, when Ukraine's energy minister Ivan Plachkov proposed a shift to market pricing
both for gas transit and gas purchase, as well as dismissal of barter schemes (gas as transit
payment), which was warmly welcomed by the Gazprom side.”” These new arrangements,
especially the abolition of barter offsets could have promoted the much lacked transparency

in Russian-Ukrainian energy relations and possibly taken them to a new mature level.

At the same time Kiev undertook an attempt to increase its bargaining power by revealing
some outside options. Prior to the meeting with Gazprom, Naftogaz officials made a number
of statements that were clearly aimed at pressing the Russian party. They voiced plans to
create a joint venture with Germany and Poland to sell Ukrainian and Middle Eastern gas to
the EU, which would be a direct rival to Gazprom. In addition, the possibility of a gas
consortium to retail gas from Turkmenistan was repeatedly mentioned.*" This rhetoric was,
however, unlikely to give Ukraine any advantage since no other proof of these plans from
other sources was to be found. Despite the move in the right direction Ukraine lacked the

consistency to turn its plans to some tangible advantage.

Soon after, Ukraine took another attempt to press Gazprom by starting an initiative on gas
supply diversification. These plans were voiced by Naftogaz, stating that Ukraine was
developing a joint project with Teheran on gas pipeline construction from Iran to Europe
(through Ukraine and bypassing Russia), supported by the corresponding memorandum of
collaboration the two parties had already signed.**' Tactically, being a plausible outside
option, this Ukrainian act, if successfully implemented, could have hurt Gazprom's and
noticeably enhance Ukrainian bargaining powers. Basing on the existing Iranian pipeline net,
its further extension to the European border could represent a strong rival to Gazprom.
Apart from taking a share of the European market, it could have reduced the benefits of the

Blue Stream project, so dear to Gazprom. Moreover, Ukrainian manoeuvring could have a
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negative impact on Gazprom's negotiations with French Total on Gazprom's participation
in the already existing gas projects in South Pars in Iran.*** Although strategically coherent,

the intent still fell short of developing beyond the initial stage.

Early September 2005 negotiations on gas and transit prices went further with both sides
increasing the rates dramatically. Considering the predicted European gas price over
$200/Tcm, Gazprom suggested that Ukraine pay $180 (instead of $50), with the possibility

of a price increase following the world's trend.**

Ukraine came up with a symmetrical bid
and proposed to quadruple the transit price for Gazprom from $1,09/Tcm/100km (while
the highest European gas transit price was $2).*** The Ukrainian logic was rather simple — if
Russia pays the European $2 for its transit, whereas Ukraine the threefold gas price, there is
still a billion dollar difference that Ukraine would owe Gazprom. In case of quadrupling the
transit price both gas and transit costs would be approximately the same, due to the huge

difference in gas volumes purchased by Ukraine and those transited to Gazprom’s

customers.

Status quo remained till Gazprom achieved an important tactic victory. Late September
Gazprom and JSC Uztransgaz (Uzbekneftegaz' subholding company) signed an agreement
on Central Asian gas transmission through the territory of the Republic of Uzbekistan for
the period till 2010, using the Central Asia — Center and Bukhara - Ural gas pipelines.”” In
fact, Gazprom obtained control over the transit of all Uzbek and Turkmen gas. Together
with the existing agreement with Turkmenistan that presupposed the purchase by Gazprom
of all Turkmen gas starting 2007 (till 2028)*° this meant that Gazprom would control all
Ukrainian alternative gas sources, which in its turn buried Ukrainian plans of Central Asian

gas re-export.

Ukraine, however, made an attempt to get a share of Turkmen gas in 2006 where it was still
available, and afterwards starting 2007 by convincing Turkmenistan to increase its gas

production. However, in the course of Plachkov's (Ukraine's Minister of Fuel and Energy)

242 Tbid

28 Kommersant (2005): Gazprom Objavil Naftogazy Ukrainy Startovuyu Tsenu. No. 163(3247), 01.09.2005
244 Tbid

245 Gazprom (2005): Press Release of 27.09.2005: Gazprom and Uztransgaz Enter into Agreement on Natural
Gas Transmission via Uzbekistan over 2006 to 2010.

http:/ /www.gazprom.com/ press/news/2005/september/article63248/

246 Gazprom (2005): Press Release of 15.04.2005: Ob Itogah Visita Delegazii OAO Gazprom v
Turkmenistan. http://www.gazprom.ru/press/news/2005/april /article55262/



98

visit to Ashgabat, Turkmen president Niyazov dismissed the possibility of signing any gas
contract with Ukraine without Gazprom's consent.”*’ First of all, it was much more sensible
to involve Gazprom in the discussion since it was in charge of gas transit anyway and could
theoretically devaluate Ukraine's agreement with Turkmenistan through high transit prices.
But the more apparent reason why Niyazov was so reluctant to strike a gas deal with Ukraine
was Kiev's previous poor debt record. Niyazov refused to hold any further discussions on
gas contracts before previous arrangements were fulfilled. At that time Ukraine had some
$0,5 billion debt in form of various goods that had not been delivered to Turkmenistan as

gas payment.”*

There was no other option for Ukraine as to turn to Kazakhstan. Among all possible
alternative gas suppliers it was the only country left that could fulfil Ukrainian dream of
getting gas without having to deal much with Gazprom. These hopes were as well dashed by
Russia. In mid November 2005 Gazprom signed a 5 year agreement with Intergas Central
Asia (KazMunayGas transmission subsidiary) on gas transit through the Kazakh territory>”,

which meant that Gazprom became the single operator of all Central Asian gas.

This provoked a serious shift of bargaining advantage to Gazprom, which was openly
admitted by the Ukrainian side. Officials from the Ministry of Fuel and Energy acknowledged
that Central Asian gas was their main stake in negotiations with Moscow, withdrawal of
which would force Naftogaz to abandon “the policy of blackmailing” and accept the

necessity of reaching a compromise.””

Despite the fact that Ukraine's leverage of influence landed in Gazprom's hands, Kiev did
not become more compliant. Another round of negotiations highlighted uncompromising
positions of the parties, one insisting on $160/Tcm and abandonment of all kinds of barter
agreements and shift to cash operations; the other ready to pay the maximum of $80/Tcm

preferably in some money equivalent.” Turning a deaf ear to each othet's proposals at the

247 Kyiv Post (2005): Ukrainian Premier: Russia Can be Included in Gas Talks.

https:/ /www.kyivpost.com/article/content/world/ukrainian-premiet-russia-can-be-included-in-gas-ta-
23391.html

248 Thid

24 Gazprom (2005): Press Release of 11.11.2005: Gazprom and Intergas Central Asia Sign Package of Mid-
Term Contracts for Natural Gas Transmission Via Kazakhstan over 2006 to 2010.

http:/ /www.gazprom.com/ press/news/2005/november/article63327/

250 Kommersant (2005): Vse Gazy v Gosti Budut k Nam. No. 213/I1(3297), 14.11.2005

217, Stern (2006): 6-7



99

end of the year in sub-zero temperatures and not having a valid gas contract for 2006 both
parties continued moving in the opposite directions. Russia advocated the necessity of
transparent financial payments, whereas Naftogaz would rather deliver Ukrainian military-

industrial products amounting to over $1 billion as compensation for Russian gas.*”

In December Ukraine continuously turned all Gazprom offers down and insisted on paying
the reduced price of $50 referring to the existing agreement of 2001 on conditions of gas
supply and gas transit, which was effective till 2013. Kiev claimed that the agreement gave it
the right for cheap gas and barter settlements. Gazprom's reading of the document
“expressly stipulates the Russian natural gas transit via Ukraine services being settled both
by gas supply and in cash” whereas “the volume of Russian natural gas transit across Ukraine
as well as the amount of hard currency and/or barter payments for gas transit will

be specified in Intergovernmental Protocols to be signed on a yearly basis”.*”

After that, events represented a row of suggestions on the conflict settlement and their
rejections. Despite the seeming polarity of stances, Russia was ready to agree to lower gas
price in case of certain concessions. Gazprom's chief Miller shed light on the exact key to
compromise with Ukraine, which was not new — actual creation of a gas consortium and
partial control over transit pipelines.” The closer the year 2006 was, the more pressure both
parties were putting on each other. Gazprom made the first move and proposed a new price
of $220-230 after Ukraine had declined the gas consortium proposal.” Kiev came up with
a counter offer and agreed to share its domestic gas market with Gazprom on a parity basis

if the latter raised gas prices gradually.”® Gazprom chose to stick to the guns and declined.

Since the conflict had obviously outtraveled a simple price discussion between Gazprom and
Naftogaz, another attempt was made to find some common ground at the intergovernmental
level. Prime-minister Fradkov and his Ukrainian counterpart Yekhanurov, despite of the

acknowledged necessity of a shift to market pricing, were still unable to agree on which
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conditions this shift should occur. Ukraine, being aware that Moscow was unlikely to accept
the multiple raise of transit price, came up with the idea that it handles the price of $230 if
Gazprom agreed to sell Turkmen gas (around 8 Bem) for less than $60.%” Gazprom refused

to do so.

Failure of negotiations and the continuing uncertainty at the end of December provoked
expressions of bold dissatisfaction from both sides, accompanied by threats on the part of
Ukraine. Ukraine's Prime-Minister Yekhanurov expressed his readiness to discuss the issue
further in the Stockholm arbitration court, while president Yushchenko linked the gas matter
to the Russian Black Sea military base and suggested the possibility of price revision for its

stationeering.”®

Gazprom abstained from verbal intimidations and chose an illustrative way to demonstrate
its power. Its chief Alexey Miller initiated a spectacular cut-off of gas supply simply by giving
a telephone call to the gas operator, broadcasted by all leading Russian TV-channels.”” This
theatrical performance was followed by a more specific indication of Russian unwillingness
to discuss the issue further. The same day Gazprom once again presented its gas price for
20006 set at $230/Tcm with an ironic remark that if Ukraine claimed to be a market economy,
it should as well be prepared for market pricing.”” Considering that there were only 7 days
left till 2006 the situation began developing rapidly, each day bringing new proposals, hopes

and ultimately frustration.

Up to the end of December weak attempts were still made to prevent gas cut-off, seemingly
prompted by the mere necessity to show good will with Ukraine still trying to convince
Gazprom to shift to market prices steadily, starting as late as 2009, and fixing the highest
price it could pay in 2006 at $80. The final say in 2005 was made by Vladimir Putin, who
dismissed all hopes of resolving the conflict peacefully two days before the New Year’s eve
by clearly stating that every other price other than the one approximating the average
European rate was unacceptable for Russia, referring to the unwillingness to subsidise the

Ukrainian economy further.”' Consequently, Russia was prepared to stop gas deliveries at
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10:00 AM on January 1, 2006 if until then the new contract was not signed, in which case
Ukraine was determined to cover its own energy needs by siphoning 15 percent of transit

gas to Europe.””

Ukraine was not the first state to experience Russia's new rational political approach. In fact
it was one of the last former Soviet republics to pay a market gas price for its foreign-political
independence. The current crisis reflected Russian frustration with Ukraine's political stance
after the Orange revolution. Apart from the consortium's ill-born, Kiev exhausted Moscow's
patience by not signing an agreement on the Single Economic Space, designed primarily to

*® Unwillingness to subsidise an

embrace Ukraine within the Russian sphere of influence.
independent state that was moving in the opposite direction plus irritation from the
disruption of previous agreements equalled gas cut-offs. That's how the new formula of the

Russian-Ukrainian relations looked like.

Consequently, on January 1, 2006 Gazprom, as planned, cut off gas supply to Ukraine and
was pumping only the transit volumes of gas meant for the European consumers. Ukraine,
in its turn, was taking the necessary amounts of transit gas to cover its own energy needs,
which led to supply shortages in various European countries, comprising France, Italy and
Austria, whereas in Poland and Slovakia the deliveries dropped to over 25 percent and in

264

Hungary up to 40 percent.

The resolution of the conflict turned out to be surprisingly quick and simple, in comparison
to the overall development of the dispute. The agreement reached on January 4 prevented
Ukraine and partly Europe from freezing and plants from lay-offs, the gloomy scenario
which was unfolding in the minds of many, considering the uncompromising stance of both
parties. Interestingly, the major winner of the conflict was neither Ukraine nor Russia, but
RosUkrEnergo, an off-shore gas trader that was appointed as the exclusive gas supplier to

Ukraine.
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According to the agreement*”

starting January 2006, Gazprom was to deliver gas to
RosUkrEnergo at a price of $230, which, combined with the much cheaper Central Asian
gas, was to be resold to Ukraine at a price of $95. The transit price for Russia was set at $1,6
provided that both gas supply and gas transit was to be paid in cash. Despite defusing tension,
the new agreement did not contribute to relationship improvement between the countries.
Due to its short-term validity of 6 months and the limited amount of gas its conditions
covered, it represented rather a cease-fire than a long-term solution. The agreement regulated
solely the conditions of gas supply of 34 Bem till June 2006, which could not cover
Ukraine's yearly energy demand. Therefore, it was up to the political will of both states to

either use these six months to come to a longer-lasting compromise or prepare for another

round of gas disturbance.

The unclear future of Russian-Ukrainian gas relations was probably partly the reason for the
tepid reception the arrangement got from both sides. Many in Russia shared the opinion that
the dispute did not bring about the desired outcome and simply highlighted the poor stance
of gas relations and the inability to build a long-term cooperation. Ukrainians, similarly
frustrated, were more dramatic in expressing their discontent, which provoked not only
harsh statements but also the whole political crisis. On January 10, 2006 Ukrainian Rada
voted non-confidence to the Cabinet of Ministers, headed by Yuri Ekhanurov, who was
responsible for the agreement. On that day Ukrainian political elite showed so much wanted
and so rare determination and unity. The absolute majority voted for the Cabinet resignation,
being confident that the gas deal did not answer Ukrainian state interests. However, this
unusual solidarity was not necessarily rooted in collective concern for the motherland, but
rather reflected a rational move to attract voters prior to the coming elections, scheduled for
March 2006. Technically, this action did not lead to any actual resignation and the Cabinet
continued working as an incumbent until the elections took place. At the same time it was a
serious blow to president Yushchenko's credibility. What is more, Ukrainian big business,
which is traditionally highly politicised, linked itself with the opposition and showed strong
disapproval of the gas agreement as well. In a collective document, addressed to

Yushchenko, the industrialists underlined the negative consequences of the deal for the
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Ukrainian economy and competitiveness of its goods as well as insisted on the revision of its

conditions.>"’

The outcome of the crisis was far from satisfying for both parts indeed. On the face of it,
the agreement seemed to be a good compromise, since Ukraine managed to bargain a much
better gas price than the suicidal $230, whereas Gazprom was able to sell its expensive gas

to RUE. But upon a closer look, there was hardly another winner apart from RosUkrEnergo.

As for Ukraine, every gas price increase over $70-80, which was its highest bargaining bid,
would inevitably lead to economic difficulties, coupled with social discontent if the state
decided to cut its spending by rising energy price for the households. There was no doubt
that sooner or later Ukraine would be obliged to give up barter and subsidies practice and
pay market gas prices. In the long run it was in Ukraine's interest as well, given that financial
independence was the key to the aspired political emancipation from Russia. Still, this shift
to market relations should have been preceded by large industry modernisation, energy
intensity reduction and most importantly, by a mental shift to transparency and
accountability in political circles. In sum, a shift to market conditions within an ill-prepared
economic environment was likely to result in state debt growth and a drop in the living

standards.

As for Russia, it failed to master this bargaining game either. Formally, the deal to sell gas
for $230 to RosUkrEnergo was a good bargain, which was strongly promoted by Russian
mass media after the agreement was reached. Nevertheless, the arrangement nullified all
Russian efforts on gaining benefits from reselling cheaper Central Asian gas that instead
landed in the hands of RUE. To be fair, one should not forget that Gazprom was its 50
percent shareholder and was to get half of the benefits that, however, pale in comparison
with billions in profits it could have earned without an intermediary. Portrayed in figures, the

12(78

gas deal™ presupposed that Gazexport (Gazprom subsidiary, in charge of the whole gas
export) sells all Turkmen gas that it has at its disposal to RosUkrEnergo. The same happened
to all of Uzbek and Kazakh gas — 8 Bcm and 7 Bem respectfully. In addition, Gazprom sold
RUE 17 Bem of its own gas for $230. The whole gas amount was then resold by RUE to its

joint subsidiary with Nafrogaz (50/50 basis), which in its turn would sell gas to Ukrainian
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households and industries. Why RUE would not sell gas directly to Naftogaz as well as in
who's interests another intermediary was introduced together with the question who would
get the profits from the trader was unclear. Clear was that the agreement substantially
dissolved all Gazprom's hard efforts to gain control over Central Asian gas, cut off escape
routes for Ukraine and force it to pay the market price. In the end, despite all Gazprom's
bargaining attempts, Ukraine still became largely what it wanted, obviously not as cheap as
when imported directly from Central Asia (around $60), but if one adds transit price to the
equation the difference with the contractual $95 would not be significant. Summing up, not
only did Gazprom fail to resell Central Asian gas, but a mere 17 Bem that it did sell at a
market price was only a small part of Ukraine's gas needs, which otherwise would have been

fully covered by Gazprom on a market basis.

In the meantime, tensions flared up again in Russian-Ukrainian gas relations. It turned out
that by January 25 Ukraine had already received the whole amount of the January's gas share,
specified by the latest agreement. Due to the extreme frost that winter the daily volumes of
consumed gas jumped significantly for both households and industrial users, forcing Ukraine
to buy extra gas amounts at a higher price.*” The situation was aggravated by the lack of a
signed contract that would have regulated both gas supply and the disputable issues. The
only valid document was the agreement of January 4, which defined the conditions of gas
supply but still needed to be transformed into an actual contract that had not yet been signed.
In fact, at the end of January there was no one responsible for Ukraine's gas supply. Such a
legal mismatch affected, as usual, European customers, who once again had to face delivery
shortages. As for the both parties concerned, they acted quite predictably. Ukraine suggested
to pay the 0,5 Bcm of additional gas it used in January for $110, Gazprom insisted on cash
settlement on the basis of $220.7" Since the January 4 agreement foresaw the conclusion of
the actual contract till January 31, both states found themselves again on the brink of a gas

dispute escalation.

Fortunately, it did not go that far. On February 2 the dispute was settled by creation of

another joint venture on a parity basis between RUE and Naftogaz - UkrGazEnergo, which
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was to sell gas to domestic customers in Ukraine.”” The difficulty in evaluating such deals in
the absence of a direct contract between Gazprom and Naftogaz and a number of dubious
intermediary firms with unclear ownership structure instead, consists in details and
specifications to the contracts, which are generally not shown to the public. It was already
mentioned that such an opaque system of gas relations gives much room for various profit-
machinations, which may be traced to the highest political elites of both countries. Therefore,
it may be the case that contracts that are considered disadvantageous for a state as a
bargaining entity, may be highly profitable for some individuals that are either doing politics

themselves or supporting politicians financially.

According to the agreement, UkrGazEnergo would sell gas at a price of $115, which meant
$15 of net profit, regarding that it bought gas for $95 from RUE and paid $5 for gas transport
to the industrial customers.”” Ukraine's victory in this deal was that it secured a relatively
cheap price, in comparison to $230, and most importantly, avoided granting Russia partial
control over transit pipelines. Gazprom's victory comprised getting a partial share of the
Ukrainian domestic market (through RUE, where it had 50 percent, which meant 25 percent
of Ukrainian domestic gas market) and according to Gazprom representative Ryazanov,
through presence at the domestic market the ability to prevent unsanctioned siphoning of

273

Russian gas.”” On the negative side, both states lost by demonstrating their inability to make

clear agreements and allowing huge sums of money to bypass state budgets.

Moreover, Gazprom's latest moderate success was yet again limited shortly after. On
February 8, 2006 Ukraine's government set the highest limit of domestic gas price at
$110/Tem for the next 5 years.””* That meant $5 less profit per thousand cubic meters for
Gazprom, as well as more potential losses if Turkmenistan raised its gas price in the second
half of 2006. And there was more to come. First, Ukrainian authorities refused to issue an
operation licence to UkrGazEnergo and therefore frustrated its scheduled initiation date.
The formal reason was UkrGazEnergo's unpreparedness to deliver on its contractual

obligations and the absence of bank guarantees for the purchase of the agreed amounts of
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gas.”” Second, after the licence was finally issued, the licensed amounts of gas, which
UkrGazEnergo was allowed to sell on the Ukrainian market were reduced from the expected
32 Bem to the mere 5,04 Bem.” There was a chance that the licence may eventually be
prolonged, which would mean another round of haggling. However, instead of issuing a
longer-lasting license, Ukrainian government issued a decree, on the exemption of value
added tax for Naftogaz and its subsidiaries, allowing them to operate on the gas market on
a tax-free basis.””” Since UkrGazEnergo was not covered by the decree and left out of the
preferential treatment, it had to pay some 20 percent tax of the gas price into the Ukrainian
budget. Any activities under these conditions would be inevitably unprofitable, meaning that
Gazprom (as a partial shareholder) would think twice before starting any actual gas trade.
Finding other ways to trade gas lucratively or possibilities to bypass the decree would have
taken time and political effort. Under these conditions it was more rational to wait till
parliamentary elections in Ukraine on March 26 and continue the discussion in the context

of the new political landscape.

The elections, as expected, provoked certain changes in the alignment of forces. The winner
turned to be the oppositional Viktor Yanukovych, whose Party of Regions gained 32,1% and
186 seats in the Parliament. The Orange camp proved to be less successful — Timoshenko's
block secured 130 parliamentary seats with 22,3% of votes, while Viktor Yushchenko's party
had to content itself with 13,9% and 80 seats. The socialists and the communists shared the
remaining 54 seats.””® Since no political force gained an absolute majority, the parties had to
build a coalition in order to agree on the choice of a Prime Minister. Considering the
cooldown in the relationships within the Orange camp, let alone strained terms with the
elections leader Yanukovych, the negotiations were uneasy. It took four months to finally
coordinate the approval of the head of government, who was finally appointed on August 4

when Viktor Yanukovych entered his new position.
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The Kremlin predictably welcomed Yanukovych’s victory, although constrained by president
Yushchenko and the necessity for a constant compromise. Gas negotiations did not lose
their complexity, but certainly lost their dramatics for the time being due to the new Prime
Minister and his party colleague, the newly appointed Minister of Fuel and Energy Yuri
Boiko, well known and approved in Moscow. The change of actors, however, did not
introduce any changes to the topic of discussion and shortly after the regained political

stability in Ukraine the gas price issue was on the agenda again.

The renewed negotiations on the gas price for the rest of 2006 and for 2007 were complicated
by the new agreement on gas delivery terms between Gazprom and Turkmenistan in early
September. According to the new contract the gas price was set at $100/Tem (previously
$65) for the additional gas volumes in 2006 and supply quantities for 2007-2009.>” Since it
was the cheaper Turkmen gas that Gazprom was reselling to Ukraine in order to meet the
agreed price of §95, the new contract with Turkmenistan introduced evident difficulties to
this scheme. Now Russian discontent with the perceived low price was reinforced by its
economic irrationality. Energy expert Valeriy Nesterov claims that with account of the new
gas price Gazprom had to sell gas to Ukraine for a minimum of $135 in order to escape
financial losses.” Any other price needed to be linked to political dividends in order to make
sense. These new developments revived Gazprom's ambitions to get access to the Ukrainian

domestic gas market and pipeline infrastructure in search of extra profits.

The terms of gas deliveries to Ukraine in the last quarter of the year were set at the end of
September, confirming the already existing price of $95 till the end of 2006 to be supplied
by RosUkrEnergo.” Since there has not been mentioned any political component to the
agreement and regarding the unlikelihood of Gazprom's selflessness, the only possible
explanation to such generous conditions was that the losses would be somehow covered by

RUE or be included in the coming agreement for 2007.

For the coming year Ukraine, sadder but wiser, was determined to abstain from buying

Russian gas whatsoever and announced plans to cover its energy needs by the cheaper
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Turkmen, Uzbek and Kazakh gas.” Further, Minister Boiko stressed that gas supply for
2007 should remain under the responsibility of RUE, which should allow Ukraine hold the
price at a low level and minimize its negotiations with Gazprom. Obviously a good idea that
had yet to be arranged with Gazprom that was the only operator, transmitter and seller of
the Asian gas to RUE. Although interested in the smooth entry into 2007 as well, Gazprom
still could not miss the possibility to try trading some political concessions for a cheaper
price. This time it showed some imagination and introduced a new issue to the bargaining
discussion. Apart from the familiar matter of the Russian Black Sea fleet in Sevastopol and
the low gas transit price through the territory of Ukraine, a referendum on Ukraine's entry
to NATO complemented the list of Russia’s bids.”® The initial idea to catry the NATO issue
over for the nationwide consideration was formulated in the election programme of the Party
of Regions, headed by Yanukovych. Considering that the general public was predominantly
against the entry to the alliance at that point, the timing was quite favourable for the
referendum to be held. National dismissal of the idea could have buried the issue for some

years to come, much to Moscow’s consent.

The agreement was reached surprisingly quickly and easily. What is more surprising, Ukraine
managed to negotiate the low price of $130**, whereas Russia got no guarantees that its
political or economic demands would be satisfied. The referendum on the NATO accession
was neither held, nor was it planned to be. As Foreign Minister Tarasyuk put it, the Ukrainian
people needed more time to get informed about NATO and the referendum was not on the
agenda till at least 2008.*° As for another crucial issue for Moscow, the lease prolongation
for the naval base in the Crimea, Ukraine appeared to be a tough bargainer. As Ukrainian
diplomats put it, the country’s Constitution did not envisage foreign military bases on the
territory of Ukraine™, turning the renewal of the existing agreement beyond 2017 into a

debatable issue.
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Controversial statements towards Russia were largely a reminiscence of a power struggle
between President Yushchenko and Prime Minister Yanukovych, leading the country into
opposite directions with varied success. By the end of the year, when gas relations normally
escalate, Yanukovych seemed to have turned the tide for his own benefit. In the first days of
December he managed to bring the dismissal of the key Foreign and Interior Ministers - who
were one of the closest allies to the president - through the Parliament.”® This power shift
made Yanukovych for a time being to a more influential decisionmaker. This may have been
one of the reasons why both countries travelled into the new 2007-year without any
complications. Another factor that may have distracted Moscow from gas disputes with
Ukraine were perturbed relations with Belarus over gas issues as well. The imminent gas

clash on another front partly stipulated Russia's peacefulness with Ukraine.

The year 2007 and the most part of 2008 were relatively quiet in comparison to the previous
and subsequent track of bilateral relations. Still, there were some highlights to this period
that kept both Ukrainian and Russian politicians up. The initiator of the disturbance was
Yulia Timoshenko, who initiated the request to amend the bill on pipeline transportation on
February 2, 2007. This was a reaction to the circulating rumours about conspiracy between
Prime Minister Yanukovych and Gazprom on granting Russia with the access to Ukrainian
GTS in exchange to giving Ukraine a share in Russian gas fields. These rumours were never
officially confirmed. But since there is no smoke without fire, Timoshenko ventured upon
preventive measures, which only supported her thoroughly created image of a ruthless fighter
for Ukraine's state interests. This time it was definitely a major success for Timoshenko. The
bill was amended indeed, forbidding any lease, rent, reorganisation or privatisation of
Ukrainian GTS and gas storage facilities. * The amendment managed to dismiss all
Gazprom hopes on gaining access to transit pipelines and substantially changed the

alignment of forces for the coming years.

The end of the year marked another important happening, the agreement on gas deliveries
for the next 2008-year, which despite price increase did not lead to any complications. The

regular negotiations between Gazprom and Naftogaz ended the same day as started, which
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is hardly ever the case. Although both sides had initially higher bids on both gas and transit
price, the agreement was still reached. According to it, gas price for Ukraine was fixed at
$179,5/Tcm (whereas Gazprom insisted on $180) and transit price for Russia at $1,7/Tcm
(as insisted on by Naftogaz).”® This time Kiev had to meet Gazprom halfway and approve
price increase of $49,5 since it was conditioned by appreciation of Central Asian gas, which
made up the most part of gas amounts that were sold to Ukraine. However, due to the
negotiation skills of Minister of Fuel and Energy Yuri Boiko Naftogaz managed to reduce

its spending by increasing the transit price.

December was also the month when Ukraine faced another shift of power marked by the
return of Yulia Timoshenko who made it back to the very top as Prime Minister. Yanukovych
in his turn was removed from office and took charge of the opposition. The whole
development was not particularly welcomed in Russia, especially due to Timoshenko's pre-
election rhetoric, promising trouble to the fragile energy relationship. Not only was she
determined to exclude all intermediaries from the gas relationship, but was also willing to
renegotiate previous gas agreements with Gazprom as well as the existing gas price, which
she labelled as a betrayal of Ukraine’s national interests.” Acting to this end, the Cabinet of
Ministers in cooperation with the National Security and Defence Council prepared a list of
measures on the reorganization of Ukrainian’s gas market in order to switch to direct gas
trade between Gazprom and Naftogaz.”' These measures were in the first place aimed at
removing the gas intermediary UkrGazEnergo where Gazprom was a shareholder and which

was meant to open the door to the Ukrainian domestic gas market for the Russian party.

Timoshenko's actions aimed at undermining the existing gas contract met an adequate
response from Gazprom. Fortunately for the Russian side, an appropriate pretext was always
present. Thus, Gazprom representative made an official statement that gas deliveries to
Ukraine will be stopped if Naftogaz did not pay its debt of $1,5 billion for the already
consumed gas and if the new agreement on gas purchase at a price of $314,7 was not to be

292

signed shortly.
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As it was often the case, the resolution of the conflict found itself in presidential hands during
the official visit of the Ukrainian head of state Yushchenko with his Russian counterpart
Putin, who indeed managed to prevent gas cut-offs and come to an arrangement.””
According to it, the Ukrainian party not only managed to achieve the continuation of gas
deliveries, but also the preservation of the gas price at the low level of $179,5. Additionally,
the presidents agreed to set up a working group to elaborate a more direct and transparent

organisation of the gas relationship without third parties. Gazprom's share of the pie fell

rather short, since it was only promised a debt settlement for the gas consumed in 2007.

Despite the positive results of the deal it was only an intermediate success. All the details
should have taken a form of a written agreement that was to be reached in the coming days
after the presidential visit. Since it did not happen, another bargaining round seemed
inevitable. Determined to finally reach a longer lasting solution, Gazprom set Kiev another
deadline otherwise threatening gas cut-offs. Thus, Ukraine has been given time till April 1 to

294

agree on the new gas supply-chain and till March 14 to settle the $1 billion debt.

On the face of it, this gas crisis seemed to resemble the previous ones. Still, there was one
peculiarity about it. This time the allocation of power was slightly different with Timoshenko
being in opposition not only to Moscow but also to President Yushchenko. Indeed, the
rhetoric on the controversial gas intermediaries RosUkrEnergo and UkrGasEnergo differed
dramatically between the two. If Timoshenko was their avid opponent, Yushchenko stated
more than once that the only thing that mattered was the gas price and not its source.
Interestingly, Ukrainian deputy from the communist party claimed that Yushchenko’s
brother Pjotr was the real shareholder of the 50 percent stake of RosUkrEnergo.”” The
subsequent development of the conflict markedly showed that Ukrainian President and
Prime Minister were at the opposite sides of the fence. Gazprom and Yushchenko, on the
contrary, seemed to have found some common ground in the face of the common opponent,

which was otherwise hard to imagine.

Timoshenko’s reluctance to fulfil presidential agreements conditioned that till the end of
February Ukraine was receiving gas without a contract and consequently without a fixed

price. In this situation Gazprom resorted to the old strategy and threatened to cut down
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supply by 25 percent if the contract would not be signed till March 3.”° Both sides had
around a week to find common grounds on the gas price for 2008 and close the issue of
Ukrainian debt for 2007. They failed, possibly partly because of the mild weather and the
sufficient amounts of gas in Ukrainian UGS. As a consequence, it came to delivery reductions
amounting to the envisaged 25 percent. The amounts of transit gas remained constant. The
next day, in the context of no foreseeable changes Gazprom cut the deliveries to the
additional 25 percent. Ukraine chose to stay firm and without signalling any desire to
continue negotiations hinted that in case of shortages it would take off European gas to
cover domestic needs.”” Gazprom reeled back. The danger of ruining the already spoiled
image as a reliable partner for European consumers took effect. Gazprom resumed full
deliveries without having achieved any concessions from Ukraine. Official Gazprom
statement on the crisis resolution was rather vague, stating that the already delivered gas will
be “fully confirmed by relevant documents and paid in accordance with the delivery scheme
effective as of the beginning of the year”.””® In other words the negotiations returned to the
initial phase with no preconditions for a quick resolution. The only notable consequence of
the Russian ultimatum was confirmation of the assertive nature of Gazprom dealings with

its neighbours in the eyes of the European customers.

The final resolution of the conflict marked political victory for Yulia Timoshenko who
managed to get all her bids satisfied and secure deliveries of the cheap Central Asian gas
without third parties. The agreement™” signed by Gazprom and Naftogaz fixed the gas price
till the end of 2008 at the same level of $179,5, which will be purchased directly by Naftogaz
eliminating all intermediaries. Gazprom got a certain bonus as well in form of direct access
to a small share of Ukrainian domestic market and would deliver around 7,5 Bem to industrial
consumers. Despite the acceptable outcome for both parties they did not come to a long-
term agreement, which meant that the greater struggle was still ahead. Moreover, negotiations
on gas price for 2009 were expected to be even more complicated, due to the collective
decision of Central Asian leaders to switch to market prices. Since Asian gas was the only

possibility for Ukraine to secure a low gas price and since Gazprom purchased all of it from
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Turkmenistan, Kazakhstan and Uzbekistan, it would not be able to offer Ukraine any

significant price reduction in the coming 2009.

As expected, negotiations on gas price for 2009 began well in advance and yielded no results.
At the first negotiation round that took place in June the parties merely “addressed” the
issues of future gas deliveries to Ukraine.”” Despite the mild diplomatic wording of
Gazprom's press service it was clear that Russia and Ukraine once again had a dramatically
different vision of supply conditions. Another attempt was made in October during
Timoshenko's visit to Moscow. This time the talks were more specific and involved a shift
from contractual to market pricing with a certain reduction, since the European customers
were purchasing Russian gas for around $500, which would be impossible for the Ukrainian
economy.” The amount of the reduction was not mentioned and was to be specified in the

subsequent negotiations.

Closer to 2009 with no signed contract the situation was heating up. Gazprom on its part
only fuelled the dispute by linking the new contract for 2009 to the Ukrainian debt for 2008,
unwilling to sign anything before the debt was paid off. Apparently, the split was menacingly
widening, despite some positive developments in this matter. In the middle of December
Naftogaz managed to transfer $1 billion to Gazprom's account, assuming to have cleared the
debt entirely.”” According to Gazprom, the debt amounted to $2 billion and the issue
remained unresolved. Interestingly, by the end of December when gas disputes between
Russia and Ukraine normally take place, Gazprom came up with an extra press release on
the Ukrainian matter. It highlighted that the “Ukrainian party was obliged to secure
uninterrupted Russian gas transit across its territory” according to the contract of 2000,
whereas the contract was “innoway related tothe contract for gas supply
to Ukraine’s consumers”.”” What is more, the press release emphasised that Gazprom
would fulfil all its contracts with the European customers. All that rhetoric suggested that
Gazprom was going to let the negotiations escalate. Alexey Miller's statement on December

31 confirmed this suggestion. He accused Ukraine of taking a nonconstructive position,
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acknowledged that the negotiations had gone beyond the economic sphere and reminded
that if by 0:00 on January 1 no agreement had been reached, Gazprom would withdraw from
its legal obligations to supply gas to Ukraine from 10:00 AM on January 1, 2009.°"
Gazprom's calculations proved to be right and another gas dispute was initiated. As of
January 1, gas deliveries for Ukrainian domestic needs amounting to 110 Mcb per day were

stopped, while amounts of export gas to Europe had increased by 20 Mcb to 326 Mcb per

day and continued to be transited.””

The next day Gazprom took an even tougher stance and came up with a new price of $418,

since Ukraine had rejected the lower rate of $250, proposed in December.>

According to
Gazprom the Ukrainian party did not respond to the offer and abstained from the
negotiations. At the same time Naftogaz declared the withdrawal of 21 Mcm of the transit
gas per day for technological needs.”” Meanwhile, some European countries had already
started suffering from the insufficient deliveries and were officially encouraged by Gazprom
to take legal measures against Ukraine for violation of the Energy Charter, which it had

signed and ratified.>*®

Four days after the supply intermission, Ukraine still did not make its
counter offer on the gas price or voice any desire to resume negotiations whatsoever. In this
situation Gazprom had to use alternative gas transit routes via Belarus and through the Blue
Stream pipeline, which could not substitute the Ukrainian pipelines completely, though. At
this point the Russian side tried to win support of the European countries and filed a request

to the European Commission to provide independent observers to trace the transit of

Russian gas on the Ukrainian territory.™”

If at first Ukraine was only siphoning Russian export gas, on January 7 it stopped transiting

31(

Russian gas altogether.”” Despite unilateral Ukrainian actions, Gazprom was still committed
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to fulfilling its contracts, as Alexey Miller tried to prove in Brussels the next day at the
meeting with presidents of the European Commission, the European Parliament and the
Energy Commissioner. Anxious to show good will, Miller suggested that a group of
international observers be given free access to the gas metering stations both in Russia and
Ukraine to help resume gas transit in full volume.”"' Clearly, Gazprom linked the possibility
of transit resumption to the operation of the supervising committee to ensure that the gas
reached European consumers indeed. Surprisingly, Ukraine at first blocked this initiative,
which gave Gazprom a perfect opportunity to blame its Ukrainian counterparts for the whole
crisis. Eventually, under the pressure of Gazprom and Europe, Ukraine agreed to the
monitoring of its gas transit facilities and signed all the necessary documents.’"* By this time
European consumers were deprived of Russian gas for five days whereas delivery resumption
was still questionable. After the issue of international observers was closed, Ukraine came up
with another claim. Kiev was hoping that as much as the daily 21 Mcm of gas for
technological needs would come free. Gazprom in its turn insisted that it was the
responsibility of the transiting party to provide the necessary amounts of technological gas

and arrange for reliable transmission.’"’

The next day, on January 13, Gazprom still tried to resume gas deliveries and made two
requests to transit 76,6 Mcm to the Balkan states and Moldova, and 22,2 Mcm to Slovakia,
both denied by the Ukrainian side, which was soon confirmed by the international observers
who were already operating on the gas metering stations.”* During the next several days till
January 17 Gazprom undertook several attempts to deliver its gas through the Ukrainian
territory but Naftogaz kept the pipeline tap shut on the pretext of the lack of technical
capacity and the absence of a valid transit agreement to perform gas deliveries. As for the
technical reasons, the disputable amount of 21 Mcm of gas was insignificant for both sides

and could not be viewed as a solid reason to stop the transit. The assumed absence of the
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transit contract did not serve as a motivator to shut the pipelines in the previous years as

well. In the meantime European states had been missing gas deliveries for more than a week.

The long awaited resumption of gas transition took place on January 20, after the Russian
and Ukrainian Prime Ministers Putin and Timoshenko managed to reach the corresponding
agreement. The long-term contracts for 2009-2019 envisaged a shift to market prices without
any third parties in order to ensure transparency and stability. According to the agreement’”
gas transit price for Russia was set at $1,7/Tcem (the same price as in 2008). As for Ukraine,
the final shift to market prices was envisaged for 2010. Throughout 2009 it was to receive
gas at a discount of 20 percent, which equalled in the first quarter of the year to $360/Tcm
(against $179,5/Tcm in 2008).

This time Gazprom came off victorious. Not only did it manage to finally make Ukraine pay
a price comparable to other gas consumers, except Belarus, but also signed a long-term
agreement. The low transit rate of $1,7, which remained unchanged, was Gazprom’s another
achievement, despite Ukraine’s much higher bids up to $3. As for Naftogaz, it still got a
reduced gas price that was to be adjusted on a quarterly basis. In addition, Ukraine succeeded

in eliminating all intermediary firms from the delivery scheme.

Following the January gas crisis, EU and Ukraine summed up their vision of the events and
defined steps aimed at strengthening energy security at the conference ‘EU-Ukraine: Partners
for securing gas to Europe’ held in March 2009 in Brussels. Seemingly, Russia was not
regarded crucial to the European gas security, which did not slip Moscow's attention. The
joint declaration, signed at the conference, presupposed active EU involvement in the
modernisation of Ukraine’s gas transit system and Ukraine’s subsequent accession to the
Energy Community.”"® Needless to say, it was one of Kremlin's aspirations for some years
to take the leading role in modernisation and operation of Ukrainian GTS, which was one
of the major parts of the gas consortium idea that Russia never managed to materialise.
Having this in mind, the following events did not seem to be a mere coincidence. In mid

April Gazprom threatened Naftogaz with a fine of $540 million for purchasing less gas than
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stipulated by the contract.”’ Since in the first quarter of the year Ukraine, due to financial
shortages, acquired only half of the gas amount fixed by the contract signed on a 'take or
pay' basis, Gazprom had every legal right to demand the penalty. Unwilling to escalate the
conflict or due to the lack of cash to do so, Kiev invited Russia to participate in the
modernisation project.’™ The proposal did not contain anything specific, which was to be
defined in the course of bilateral negotiations. Although the success of the talks seemed
rather vague, Russia was satisfied with the little headway and abandoned the idea to demand

compensation.

This consensus did not affect the roots of the problem. Economically weak Ukraine was
badly hit by the financial crisis, which seriously undermined its ability to purchase gas in
amounts stipulated by the contract. In fact, Naftogaz was unable to buy gas at all.
Theoretically, Gazprom’s paying for the gas transit in advance could have provided Ukraine
with some billion-dollar sum to cover its current gas needs. In practice Naftogaz had to find

some other source of income.

The European Commission did not relish the prospect of giving Ukraine another financial
grant as well. Still, it was the West that gave a helping hand, although the amounts felt short
of Kiev’s expectations and were accompanied by numerous conditions on gas market
liberalisation stated in the joint EU-Ukraine conference in March. According to the joint

statement of intent>"

signed at the end of July by the European Commission (EC),
international financial institutions and Ukrainian government, Naftogaz would receive $300
million in 2009 and $450 million in 2010 from the European Bank for Reconstruction and
Development and another $450 million from the European Investment Bank for the
rehabilitation of the gas transit system, as well as $500 million from the World Bank to assist
reforms in the gas sector. The total sum of $1,7 billion proved insufficient for Kiev to cover
Naftogaz' debt and the coming bills. Nor did it defuse tensions between Gazprom and

Naftogaz. The rule of thumb states that money issues may well be neglected if the political

component is profitable. In Yushchenko’s case, the political factor was unacceptable for
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Moscow. His open pro-Western stance was once again proven by his desire to meet EC's
expectations by issuing a presidential decree on the development of energy resources
market™, which presupposed reforming and liberalisation of the gas sector in accordance

with the EU standards as envisaged by the latest bilateral agreements.

Russian frustration with Ukrainian authorities was best formulated in the open message™ of
Russian President Medvedev to his Ukrainian counterpart, which was unprecedentedly harsh
both in style and consequences. Medvedev expressed his indignation about Ukraine's arms
deliveries to Georgia during the military clash in South Ossetia as well as its plans to join
NATO. Naturally, emphasis was put on the gas issue as well. Ukraine was accused of
threatening the stable functioning of the 'practically joint' gas transportation system. These
statements were accompanied by Medvedev's decision to postpone for an indefinite term the
arrival of the new Russian ambassador to Ukraine. In fact he made it clear that Russia was
going to abstain from dealing with Yushchenko and wait until the results of the near
presidential elections in Ukraine in 2010 to define a new policy towards Kiev. In order to
intensify the effect, Medvedev at his meeting with Gazprom’s chef Miller opposed any
advanced payments for gas transit® leaving Ukraine to deal with financial difficulties on its

own.

It should be noted that Kremlin was not alone in its antagonism to President Yushchenko.
Ironically, it was Yulia Timoshenko who allied with Moscow. Given the volatility of
Timoshenko's stances and political alliances, and in light of the coming presidential elections
where Russia was likely to support another candidate, this temporary collaboration was
hardly stable or long-lasting. Still, at that point Timoshenko was the only high-ranking

politician in power who echoed Moscow.

Despite rather strained relations and Kremlin's overall dissatisfaction with the state of affairs
in the gas sphere with Ukraine, there was little danger of a gas dispute at the end of 2009.
Given the coming presidential elections in Ukraine, planned for the end of January 2010, it

made no sense to stick to the guns with the current authorities. Moreover, due to
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Yushchenko's low popularity and the growing frustration with his performance at the end of

the year, there were good chances of another power shift in Kiev.

The two working meetings that followed were expected to break the ice. Gazprom chief
Alexey Miller and his Naftogaz colleague Oleg Dubina did not resolve all the problems in
the aftermath of the crisis. According to the signed documents, Gazprom would abstain
from penal sanctions against Naftogaz for buying lesser amounts of gas as specified by the
contract’” and consequently freed Ukrainian economy from a billion-dollar fine. It was
decided to postpone an agreement on supply and transit conditions for the coming 2010 till
January, together with payments for gas that was consumed in December 2009.7* Being a
major concession and a serious relief for the Ukrainian budget, the agreements were unlikely
to have been reached with no compensation. According to the Russian Energy Minister,
Ukraine took a constructive stand on the matter of Russian involvement in modernising the
Ukrainian GTS?”, which could also mean partial control over it in the future. Considering
the fluctuant position of the Ukrainian side, it was unlikely that there had been solid ground
behind the deal. Given that the incumbents had less than a month left to be in power till the
elections, they were in fact having a free hand in negotiations with Gazprom. In any case, it
was in the interest of both sides to avoid arguments and collect bargaining chips for the new

negotiation round in 2010 with the new president.

2010 - 2013

Consistent with general expectations, bilateral relations began stabilising during the
presidential elections in Ukraine. Interestingly, Russian president Medvedev was quick to
send an ambassador to Ukraine right after the first round of presidential elections, not
waiting for the power shift to complete. It became clear that Yushchenko, with whom
Medvedev broke off all official relations in August 2009, would not stay in power shortly
after the first voting on January 17. According to the official results, Yanukovych and

Timoshenko made it to the second round of the elections with 35,32 and 25,05 percent
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respectively, leaving Yushchenko with 545 percent far behind.” On the one hand,
Kremlin's haste to restore diplomatic relations may well speak for its confidence in
Yanukovych' victory. But Russia’s moderate support of Yanukovych and the strong
competition on the part of another frontrunner Yulia Timoshenko suggest that with
Yushchenko out of the race, Moscow did not care that much who of the two would be
elected President. As for Yanukovych's pre-election rhetoric, it was differing from his usual
statements, generally friendly to Moscow. One of his election promises prior to the second
round was the revision of gas contracts with Gazprom, accompanied by accusing Russia of
overpricing its gas.” Interestingly, such claims had been the keynote of some Yushchenko's
speeches, which to a certain extent had provoked the disruption of diplomatic relations with

Russia.

In the meantime, Yanukovych successfully passed the second round of the elections with
48,95 percent of votes, slightly ahead of Timoshenko with 45,47 percent.” The close margin
of around 3,5 percent once again reflected the split within the general public and the political
elite. For the newly elected president this meant only two alternatives. He would have to
either face the constant opposition of the Rada where his party did not have the majority.
Or, as an option, enter into coalition with Timoshenko, which may have damaged
Yanukovych’s image, since one of his election promises was to punish the previous
Timoshenko-led government for economic crimes and put much effort into establishing

transparency and accountability of the incumbents.

Soon it became clear that Yanukovych and Timoshenko were most likely to go separate ways
after Yanukovych has made his fist public appearances after the elections. In one of his first
interviews as the election winner, Yanukovych addressed the gas issue, coming up with, or
rather coming back to the idea of a gas consortium between Ukraine, Russia and the
BEuropean customers, each party possessing 33,3 percent of the share.” The consortium
could not only enable Ukraine to modernise its gas transmission system, but also reduce the

gas price and reinforce its position on the gas market.
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The first opportunity to discuss specifics to the joint venture and accompanying gas issues
came along during Yanukovych' first presidential visit to Russia in early March. Prior to the
meeting with President Medvedev, he articulated his expectations of the new stage of bilateral
relations. In the first place, Yanukovych counted on a gas price reduction. What is more, he
hoped to convince Russia to abandon the idea of the South Stream pipeline in exchange for
a share in the Ukrainian GTS or, alternatively, for Ukraine’s participation in the Eurasian
Customs Union.” If the gas price issue was certainly disputable, given that Ukraine was
ready to provide tangible political concessions, Russia's withdrawal from the South Stream
project was utterly unrealistic. Even if Yanukovych had a tempting offer for Russia at his
disposal, his presidential term was too short to abandon the prospective profits of alternative
pipeline routes to Europe. And indeed, the presidential meeting in Moscow did not result in
any sensational agreements. So far the two leaders had only agreed to restore bilateral
relations, leaving gas issues to be discussed by the governments. Since the Ukrainian
government was still not formed at that moment due to the uneasy process of coalition
building in Rada, all decisions in the gas sector were postponed till the new prime minister

was appointed.

As expected, the new Ukrainian Cabinet headed by Nikolai Azarov focused its efforts on
reducing the gas price. Notably, in exchange for the revival of the gas consortium, Ukraine
suggested that it pay for gas as little as Belarus - $168 instead of the current $305.”" In the
hope of getting the gas discount amounting up to $4 billion a year, the Ukrainian government
even had to postpone the adoption of the state budget. For the event of Gazprom's
reluctance to compromise on the price, Ukraine already took pre-emptive measures to reduce
its gas demand. Prior to the negotiations, the Cabinet issued a decree initiating a project on
building terminals to regasify liquefied natural gas.”” Despite some precautionary actions,
both countries approached the bargaining round with a generally constructive attitude,
although the idea of the gas consortium seemingly lost its appeal to the Russian party.
Moscow had obviously learned the lesson and made it clear that mere promises would not

be enough to be exchanged for a gas price reduction. After all, Russia seemed determined to
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get a tangible concession in return, which could not be so easily abandoned as the consortium

that was created on paper way back in 2002.

Apparently, Gazprom was more interested in long-term solutions to the security of gas
transit to Europe and therefore shifted its emphasis on the Nord and South Stream projects.
Having these pipelines in mind, it was reluctant to finance the modernisation of the
Ukrainian GTS while working on alternative routes of delivering gas to the European
customers. In this situation Ukraine needed to come up with some other serious incentives

for Russia to provide a gas price discount, possibly in the political field.

All the open questions were settled on April 21 when Gazprom and Naftogaz signed
additional agreements to the gas contract of January 19, 2009. According to the document,
Naftogaz received the desired 30 percent discount to the gas price, which would amount to
the maximum of $100 and apply to 30 Bem of gas in 2010 and to 40 Bem in the following
years.” That would mean that Gazprom would receive around $3 billion in 2010 and $4
billion in 2011 less, a profit cut that was softened by the decision of the Russian government
to decrease the export duty.” In other words, the financial burden from the new gas price
was shifted from Gazprom to the Russian budget, which would loose several billion taxes a
year. Given that Gazprom was one of the major contributors to the Russian treasury, the
decision to reduce export duty could provoke a budget deficit. In the end, it was Russian

taxpayer that was supposed to disburse the newly restored friendship with Ukraine.

As for political component of the gas deal, presidents Medvedev and Yanukovych signed an
agreement on the prolongation of Russia's Black Sea fleet presence in Ukraine for 25 years
till 2042°* with the possibility of a 5-year extension after the expiration of the term.”
Therefore, Russia's benefit was twofold. In the fist place, it managed to retain its military

facilities in the Black Sea region, which was crucial since the naval base on the Russian

territory in Novorossiysk was still in the initial phase of construction. More importantly,
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Russia successfully prevented Ukraine from joining NATO at least till 2042, since non-

existence of a foreign military base was a prerequisite for entering the organization.

The deal signed by the presidents was only half the battle, since it needed to be ratified by
the parliaments of both countries in order to come into effect. If the Russian Duma was
unlikely to cause any trouble, it was not the case with the Ukrainian Rada. The agreement
was expected to be severely criticised by the western oriented half of the patliament,
especially by the Timoshenko Bloc. Having a number of sad experiences with the fluctuant
nature of Ukrainian politics, Moscow decided to secure the deal. Thus, the agreement on the
30 percent discount to the gas price was included into the Black Sea fleet agreement.”” In
fact that meant that if by any reason the deal on the Russian naval presence in Ukraine failed,
Naftogaz would have to return to higher gas prices. However, the agreement was successfully
ratified, although accompanied by the Ukrainian-style drama with a wrestling round between

the dissenting parliamentarians.

Encouraged by the success, Kremlin did not want to rest on its laurels. Vladimir Putin, who
suggested that Gazprom and Naftogaz merge into a single company, proposed the next step.
Reasoning that such a merger would be simply a return to the initial state of affairs as in the
Soviet times when the gas systems of both countries were parts of one whole, Gazprom chief
Miller noted at his meeting with Ukraine's minister of Fuel and Energy Boiko that “the pipe
is a valuable asset in case it is filled with gas”.” Although the Ukrainian party did not directly
renounce the idea, it was not thrilled from the very beginning either. Kiev was ready to
discuss the idea given that the merger would be on a 50/50 basis, whereas Moscow insisted
on a merger proportional to Naftogaz' and Gazprom's sizes, which in fact that would lead
to a takeover of Naftogaz by the Russian party. Ukraine was in its turn still promoting the
idea of a tripartite gas consortium with Gazprom and European gas companies in order to
retain control over its gas system and over Naftogaz, one of the major taxpayers to the

Ukrainian budget.

By the end of 2010, the parties did not make much progress on the way to the joint venture.
The bargaining process was characterised by the customary polarity of interests. The only

difference this time was that both Russian and Ukrainian authorities were trying to conceal
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the lack of meeting points by expressing good will. In 2011 Russian enthusiasm about the
Yanukovych presidency and the encouragement after the Black Sea Fleet deal have almost
faded as it became clear that further breakthrough was unlikely to follow. The parties
continued negotiating on the potential framework for a Gazprom-Naftogaz joint venture
and possibilities for a further gas price reduction with a single outcome — to agree to disagree.
One of the negotiation rounds within the meeting of the Russian-Ukrainian Economic
Cooperation Committee offered comprehensive insights into the longstanding deadlock the
parties were facing. In a joint press conference™ with the Ukrainian counterpart Azarov,
Prime Minister Putin connected gas prise issues directly to Kiev’s participation in the
Eurasian integration project, implying a measurable commitment to the Russia-led Customs
Union instead of a hollow and non-binding 3 plus 1 (Russia, Belarus and Kazakhstan, already
CU members, plus Ukraine) proposal, lobbied by the Ukrainian side. In addition to the lack
of enthusiasm for Russia’s integrationist plans, Azarov stressed the possibility of lifting the
gas transit price in case Ukraine continued to pay what it called an unreasonably high gas

price.

In an attempt to avoid high gas bills and to optimize its bargaining position, Ukraine
introduced its new energy strategy, the main emphasis of which was put on the reduction of
gas imports from Russia and the development of domestic production of energy resources.
According to the Minister of Energy and Coal Mining™* Boiko, these goals would be
implemented through the increased coal mining and the subsequent replacement of gas by
coal in the country’s energy balance, with the parallel modernization of the gas transportation
system and reorganization of its state-owned operator Naftogaz.’*' Both the scheduled
decrease of the gas purchase and the restructuring of Naftogaz were rather a strategy of
raising the stakes while searching for viable pretexts to renegotiate the existing contract with
Gazprom. The running agreement included ‘take or pay’ condition, so that any purchased
gas volume below the contractual obligation would violate its terms and lead to the
imposition of penalties on the deviating party. The Energy Charter conformant division of
Naftogaz into separate transit and extraction entities could, due to Ukraine’s plan, dissolve

the agreement, given that one of the contract parties would cease to exist in its original legal
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form. However, since Gazprom’s determination to stick to the contract could have been
reversed either by letting it overtake Ukrainian transit pipelines or by a major geopolitical
concession, both of which seemed unlikely, the agreement remained unambiguously in force

over the whole 2011.

Early 2012 the Russian party took its turn to exert pressure on Ukraine. In a meeting with
president Medvedev Gazprom CEO Miller accused Naftogaz of siphoning up to 40 million
cubic meters of gas daily in the first weeks of February, whereby Gazprom got instructed to
provide for the maximum capacity in the construction and planning of the South Stream gas
pipeline.*” The Ukrainian side blankly denied the accusation of unauthorized gas offtake,
which given that Gazprom did not undertake any legal actions or press the issue further may
as well be true. In any case, Miller’s public denunciation seemed to aim primarily at giving
the Russian president the opportunity to send a warning to Ukraine that it will not be long
till its gas transit services would become obsolete. Europe was supposedly another recipient
of the message, whose recalcitrance in supporting South Stream was posing a threat to the
whole project and needed to be reversed by showing the unreliability of Ukraine as a transit

country.

Apparently, Kiev turned a deaf ear to the Russian statement and proceeded with the
Naftogaz restructuring on its own terms. In April 2012 the Ukrainian parliament introduced
amendments to the law “On pipeline transportation” that banned the privatization of all
Naftogaz subsidiaries, carrying out gas transit and storage activities with the use of Ukrainian
infrastructure, which rent, lease or operation by license was explicitly outlawed.> In fact,
Kiev ultimately dismissed Gazprom’s aspirations to overtake Ukrainian gas transportation

system and cemented the friction between the parties.

In 2013 Ukraine continued attempts to reduce its energy dependency on Russia and made a
number of important steps in this direction. In January Yanukovych signed a deal with Royal
Dutch Shell on the joint exploitation of unconventional gas reserves in shale and sandstone
in Ukraine, denoted prospects of further production sharing agreements with Chevron and

ExxonMobil in the gas production field and with this instigated Gazprom’s displeasure in
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the form of $7 billion gas bill for importing less than the agreed amount.”* Russia once again
used the ‘take or pay’ clause in the gas contract to exert additional pressure on Ukraine’s
recessing economy and its president, searching for bailout credits and underlined the
attractiveness of the Eurasian integration with its financial aid tools that were not bound to

any reform conditions in comparison to those from the IMF or the World Bank.

Despite harsh rhetoric and illustrative acts, Russia, who was regularly pushing the situation
on the brink of another crisis, was still unwilling to cross the line and take the Ukrainian debt
issue to the international arbitration, although Naftogaz was violating the ‘take or pay’ clause
since 2012. However, the closer it got to the Eastern Partnership Summit of November 2013
where Ukraine was supposed to sign the association agreement with the EU, and the harder
it seemed for Russia to convince Kiev to opt for the Eurasian integration, the more likely it
became for a resolute sanctions scenario to come true. In the end of October Gazprom’s
CEO Miller clarified what it could look like. In a meeting with President Medvedev he
reported another Ukraine’s $882 million gas debt for the August gas deliveries and advocated
the switching to the advanced payments for Naftogaz to avoid further debt increase, for
which he directly received the presidential blessing.* Ukraine in its turn showed no
intimidation and hit Gazprom’s raw nerve by intending to sabotage gas transit to Europe.
As Minister Boiko put it, if Russia practices a “formal approach” to the issue of Ukraine’s
debt, meaning Russia’s unwillingness to accept payment delays, the Ukrainian party will apply

7346 \With this statement

the same approach ”in the issue of securing transit in peak periods
Boiko referred to Ukraine’s decision to abstain from buying Russian gas and take it from
underground gas storage facilities instead. This decision had serious consequences for
Gazprom’s transit obligations towards European consumers, as sufficient amounts of gas in
these facilities were crucial for uninterrupted deliveries. Given that Gazprom had the
responsibility to deliver the contractual volumes to its buyers, which could not be possible if

Ukraine emptied the gas storages for its own domestic use, there was little time to arrive to

a compromise.
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Indeed, in the danger of gas crisis escalation and considering Ukraine’s immediate need to
make an ultimate choice for its future geopolitical orientation, the parties managed to quickly
and efficiently pass through the existing irreconcilabilities and close a deal. In this vein
Ukraine resumed gas imports from Russia shortly after and once president Yanukovych
made a decision to postpone further rapprochement with the EU, thus withdrawing the last
obstacle to the long-awaited gas contract renegotiation. Using the favourable opportunity,
on December 17, 2013 Russia and Ukraine signed a broad package of agreements on mutual
collaboration, including the removal of restrictions in bilateral trade and allocation of $15
billion credit to the Ukrainian budget.**’ With this generosity Russia seemed to have easily
overbid the promised financial aid from the EU, which hardly exceeded a billion dollar mark
and was therefore unlikely to sustain Ukraine’s macroeconomic stability in a term long
enough till the next presidential elections. From this angle, the most crucial was the
amendment agreement to the gas contract with Gazprom, signed the same day. It formalized
the new gas price for Ukraine from January 1, 2014 of $268,5 (which meant a reduction of
$241,5) allowing the Ukrainian budget to spare around $7 billion annually.’* Importantly,
the new amendment presupposed a quarterly revision of the contract provisions, which
theoretically gave Moscow additional leverage in correlating the gas price directly with Kiev’s
geopolitical moves, thus closing the year 2013 and the time span of the current analysis on

favourable terms for Russia.

Belarus

2000 - 2004

Early 2000 bilateral relationship between Belarus and Russia was already under Vladimir
Putin’s supervision who became Acting President on December 31, 1999 and was officially
elected in March. At that time both countries were busy building a Union State, although
Putin’s vision of Russia’s partnership with Belarus was much more precise and benefit
oriented than the vague and expensive one, inherited from his predecessor. Still it was Putin

who on January 26, 2000 exchanged ratification documents of the Union Treaty™® with
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Lukashenko and thus initiated the Union of Belarus and Russia. The reaction from the
Russian side was rather modest and reflected a shift in country’s foreign political approach.
Although Putin considered the CIS a priority partner, he was no longer interested in
preserving disabled regional organisations and placed an emphasis on bilateral relations and
the economic sector, capable of bringing Moscow some tangible benefits. Belarus was one

of the first to experience Kremlin’s new strategy.

The first issue that followed the creation of the Russia-Belarus Union and provoked a long-
lasting negotiation process was that of the common currency space. Both sides were quick
to agree that the Russian rouble would serve as a single currency. The body responsible for
currency emission was on the contrary a reason for numerous discussions. Belarus sought to
obtain emission rights, but Moscow viewed it as being inexpedient for the Russian economy.
In order to enable economic integration of both countries, Belarus needed to conduct market
reforms, privatise state-owned assets, liberalise the market and take control over inflation.
Moscow confronted Belarus with these demands, but at the same time promised to promote
reforms with stabilization loans, amounting to $30 million to be provided in 2000 and $70
million in 2001.*" Considering that market reforms would inevitably lead to Lukashenko’s
loss of control over the country’s economy and thus weaken his political potency, he had
little incentives to implement Russia’s directives but still sighalled compliance in need of

Russian loans.

Early 2002 the natural gas issues supplemented the common agenda. Belarus insisted on a
price reduction from $30 per thousand cubic meters of gas to $18,6 - Russia’s domestic price
for the Smolensk region, neighbouring Belarus - which would mean around $150 million less
profit for Gazprom.™' Russia’s acceptance of a cheaper price was caused by Belarus’
intention to otherwise raise the gas transit price significantly. At that time Gazprom paid
about one fourth of the market margin for the transit and was thereby saving comparably
the same amount it was loosing through charging cheaper gas. Instead, Russia came up with
an option for compensational benefits in another area of economic cooperation. At a prime-
ministerial meeting in March 2002 the two parties agreed that Belarus in the person of

Lukashenko would surrender his right to grant selected companies with tax and customs
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preferences.” That would abolish the most favoured terms for Belarusian commodities and
offer new market possibilities for Russian goods. Whereas the Belarusian president was
reluctant to sign the paperwork, Putin made one-sided concessions. According to the inter-
governmental agreement of 12 April, Gazprom reduced the gas price for Belarus down to

$21 per thousand cubic meters.”

Shortly after, in May 2002 the first symptoms of the imminent energy dispute between the
states began emerging. During his visit to Moscow the Belarusian Energy Minister faced two
challenging issues, both based on Belarus’ inability to pay hard currency for the consumed
energy. The first negotiations were focused on the conditions of electricity supply to Belarus,
whose major provider was Russia. After the expiration of the latest contract on 01 April that
included barter arrangements, the Russian party insisted on the resignation of this scheme
and a shift to monetary settlements with double tariffs in case of delayed payments.”* That
would practically mean huge penalty sums for Belarus, comparable with the electricity bill
itself. Thus, the Belarusian minister dismissed the offer leaving the issue open for further

discussions.

During the same ministerial visit Gazprom used the opportunity to remind Belarus of its gas
debt, amounting to some $300 million. Gazprom’s chief Miller noted that it could lead to a
30 percent supply reduction in case of non-payments or, alternatively to a debt relief if Russia
and Belarus created a joint venture based on their gas operators — Gazprom and Beltransgaz
respectively.” That would allow Gazprom to control its gas transit to BEuropean customers
as well as reduce its gas transportation costs. Simultaneously Belarus made a similar move to
acquire a share of Russian oil pipelines running through the Belarusian territory (in line with
inter-CIS agreement of 1992, which determined the distribution principles of the former
Soviet property, Russia took over the ownership of the Soviet regional oil pipelines.”™) The
Supreme Economic Court of Belarus abolished the registration of the Russian firm Zapad-
Transnefteprodukt that was operating the pipelines, depriving it of its legal right to continue

oil transportation in Belarus.”” This move may be interpreted as Lukashenko’s desire to get
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his share of profits from the pipelines, meaning a significant contribution to the state budget

through millions in annual tax returns.

In autumn 2002 Gazprom increased pressure on Belarus in order to get a share of
Beltransgaz. The Russian party became more active since Belarus had already consumed the
contractual amounts of gas, fixed at 10,2 Bem of gas annually, by November 2002, whereas
Gazprom had received as little as 8,3 percent of the payment.” The Russian party refused
to supply extra amounts of gas in 2002 at a reduced price and insisted on the creation of a
joint retail company instead, which would deal directly with Belarusian consumers. On 01
November Gazprom sent an official notification to Belarusian consumers stating the
necessity to reduce their gas takeoff up to 50 percent.” At the same time Lukashenko tried
to play the fluctuation card and turn to the West by trying to attend the NATO Prague
summit in November. This plan failed spectacularly after the Czech Republic and later USA
together with the majority of the EU member states subjected Lukashenko to a visa ban.””
Gazprom in its turn increased pressure by reminding Belarus of its million-dollar gas debt

and contemplating supply reductions.

Belarusian scope for manoeuvre was limited by the approaching winter and the initiated
heating season, when any gas supply disruptions were critical. Under these conditions
Lukashenko was indeed quick to give in. According to the reached agreement™' Belarus
agreed to pay its gas debt for 2002, whereas independent gas operators would cover the
additional gas amounts for that year at a much higher market price. Moreover the parties
eliminated the possibility of a similar conflict in 2003 by setting the contractual amount of
gas at 10,2 Bem, with additional volumes to be purchased at a market price. Here Gazprom
was likely to take higher Belarusian gas demand in consideration and deliberately kept the
contractual gas amounts low in order to secure supplementary profits in the last quarter of
2003. The Beltransgaz issue was not neglected either, with Belarus being obliged to settle the
share sales issue by July 01, 2003.
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The deal was the first large success for Gazprom in Belarus. Not only did it manage to fulfil
all its bargaining bids, but also made it clear to Belarus that the times of gratuitous
concessions were over. According to the new profit-oriented strategy towards Belarus
Moscow was trying to shift the emphasis from political rapprochement with its neighbour
to the economic component, which was by far more beneficial. Gazprom's entrance to the
Belarusian domestic gas market, as was agreed at the November meeting, would guarantee
billion dollar profits to cover the losses from the Belarusian discount gas price. If Beltransgaz
putchased Russian gas at § 24/Tcm, its customers paid $47 for the same amount, meaning

362

$400 thousand in profits daily.

The year 2003 began with efforts to set up the agreed joint gas company between Gazprom
and Beltransgaz. For Gazprom to be able to acquire a share in the state owned Beltransgaz,
the latter had to be transformed into a joint stock company. The Belarusian party initiated
the corresponding legal procedures already in February.’® Despite obvious progress on this
issue it was still unclear whether Gazprom would obtain Beltransgaz’ shares as a debt
payment, or whether it would have to purchase them at a market price. At that point no
information about the negotiated percentage of shares was disclosed, suggesting that the

bargaining process was still in progress.

In May there were the first symptoms of a friction between Russia and Belarus who differed
in their vision of the joint gas company. According to the Belarusian suggestions™ on the
company building, 50 percent plus one share should remain state-owned, the rest could be
purchased at a market price. Another option presupposed that Gazprom would buy 30
percent of shares at a market price and would acquire more (but not the controlling stake)
in exchange for Russian shares in Yamal-Europe gas pipeline, running through the territory
of Belarus. The Russian party had two objections to such a scenario. First, it wanted the
controlling stake of Beltransgaz. Second, Gazprom wanted it cheap. Belarusian intention to
sell the shares at a market price where the parties had to agree on the market value of

Beltransgaz meant another bargaining round.
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In July, when the joint company was planned to be formed, the agreement on this issue was
nowhere in sight. At the end of the month the parties made another attempt to reach a
consensus, but ended in signing a protocol that only formalised the discrepancies between
the actors involved.’” Gazprom's discontent was primarily incurred by the Belarusian
estimation of Beltransgaz value of $5 billion and its unwillingness to engage an independent
broker. At the same time, the Russian party insisted on some investment recovery guarantees
or in other words on the ability to affect the financial activities of the future joint venture
through the majority interest. Conflicting interests once again fuelled a gas dispute between

Russia and Belarus.

Interestingly, the difficulties with Belarus revealed a serious split between Gazprom and
Kremlin. While Gazprom’s chief Miller advocated a hardliner approach to Belarus, president
Putin was more willing to compromise. This fact seems rather peculiar considering Russia's
much stronger bargaining position topped with personal antagonism between Putin and
Lukashenko. Still the fact remains that Miller sent an official note to Beltransgaz officials,
stating Gazprom's withdrawal from negotiations on a joint venture due to irreconcilable
differences and recommended the Russian Prime Minister to cancel discount gas prising for

Belarus. *%°

However, at the subsequent meeting between the Russian and Belarusian
Presidents stern wording was avoided and the parties agreed on looking further for common

ground, although the possibility of its success was as limited as before.

The rest of the year marked numerous attempts on the part of Gazprom and Beltransgaz to
reach an agreement on the terms of gas deliveries for 2004. Miller was prepared to sell
maximum 10,2 Bem of gas at an inter-Russian gas price and the rest at market rates of $80
per thousand cubic meters, whereas the Belarusian side intended to cover all of its gas needs,
amounting to 18,5 Bcm at a discount price.”” Thus, by the end of 2003 the relationship
between the countries was in deep stagnation with a number of unresolved issues, be it gas
price, joint venture or monetary union. As for the single currency issue, which was supposed
to be introduced in 2005, there was made no progress worth mentioning. In order to

accelerate the integration process, Putin sent Lukashenko a message urging to take action in
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this regard.”® The answer from Minsk lacked any substance, suggesting that Belarus was
unlikely to comply willingly and was speculating on a better deal. Although a monetary Union
with Belarus was a window of opportunity for Russian businesses considering large state
owned segments of the Belarusian economy to be opened for privatisation, there seemed
little chance in 2003 for these plans to become a reality. Under these circumstances, the

Russian government issued a decree abolishing the preferential gas price for Belarus starting

January 1, 2004.”

The parties entered the new 2004-year without any agreement on the gas price or on
Beltransgaz market value. The Belarusian side still insisted on its $5 billion worth, whereas
Gazprom was ready to pay the maximum of around $1 billion. As a consequence, Gazprom
stopped supplying gas to Belarus starting January 1, 2004.”” This did not yet mean energy
crisis for Belarus, since gas deliveries were taken over by independent suppliers Itera and
Trans Nafta that were selling gas at a market price. This was only a temporary solution,
though, as according to the contract, independent gas traders would supply Belarus with gas

only till February 18°", whereupon there was a risk for Belarus to be left without energy.

After that the situation took a bad turn. On February 18, after the expiration of the contracts
and without having signed the new ones, independent gas suppliers stopped delivering gas
to Belarus as well, whereas Gazprom continued to transit gas to European customers
through the Belarusian territory. After the Belarusian party started withdrawing the transit
gas for its own needs, Gazprom terminated gas supply of Belarusian pipelines altogether,
shifting the responsibility for nonfulfillment of its contracts with European consumers at
Minsk.” Russian stance was complicated by the direct impact of the delivery cuts on its
enclave also connected to the Belarusian pipeline. In order to prevent energy crisis in the

Kaliningrad region, Gazprom used its reserved capacities and initiated gas deliveries to
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Kaliningrad via Latvia and Lithuania.’” Therefore, the first victim of Gazprom policy was
Russia's own territory, which was deprived of gas for over thirty hours in winter conditions.
Additionally, Gazprom did not possess any valid transit contract with Belarus since the latest
one expired together with the gas supply agreement for Belarus. In fact that enabled Minsk

to stop Russian gas transit using the same pretext of the contract absence as Gazprom did.

Coincidentally, the same day Gazprom resumed its transit through Belarus and Russian
independent gas supplier Trans Nafta entered into an agreement with Minsk to provide it
with 640 Mcm of gas, which should approximately cover Belarusian gas demand for 10
days.”™ Some long-lasting solution defining the terms for the rest of 2004 was still to be
found. Gazprom continued linking the gas supply contract to the controlling stake of
Beltransgaz shares at its nominal price of under $1 billion. Belarus in its turn was trying to
secure for another year of cheap gas prices and avoid market pricing by threatening to raise

the gas transit price. The stalemate lasted for another three months.

The relief came only in mid 2004 when the parties finally reached an agreement both on gas
supply and its transit. According to the deal Gazprom would supply 10,2 Bcm of gas at
$46,68/Tcm and pay $0,75 for the transit via the Belatusian pipelines and $0,46 via the
Yamal-Europe pipeline.”” Although the purchase of Beltransgaz shares was not included in
the agreement, Russia managed to bargain a higher gas price without a correspondent
increase of the transit price, which was still around 30 percent lower as that of gas transit
through Ukraine. The lower price for the Yamal-Europe route was conditioned by
Gazprom’s ownership of the pipeline itself and the necessity to pay solely for its running
through the Belarusian territory. Belarus did not come out of the negotiation round empty-
handed as well. Lukashenko once again avoided losing control over Beltransgaz and defining
the time and conditions of its reorganisation. What is more, the parties did not advance in
the common currency issue, which was also one of the reasons for Russia’s initial reluctance

to supply Belarus with gas.
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At the end of the year Russia and Belarus once again negotiated on the gas price for 2005
but this time avoided any escalation. The agreement, reached on December 30, confirmed
the gas and transit price of the previous contract with the singular reservation that Gazprom

376

would supply 19,1 Bem of gas, thus covering all of Belarusian energy demand.”™ The political

component was once again withdrawn from the agenda.

2005 - 2009

The year 2005 started with Lukashenko expressing his discontent with the gas price, which
was higher than the Russian domestic one, but still the lowest among other Gazprom
customers. In this context, the Belarusian president mentioned the possibility of transit price
revision®”, which was hardly more than a mere rhetoric. The contract of gas transit was
directly correlated with the one of Belarusian purchases and could not be revised without
affecting the gas price for Belarus. Lukashenko’s dissatisfaction with the gas price was
understandable. Unwilling to raise prices for households, he was obliged to find some other
way of filling the financial difference caused by higher energy rates. Since it would be
irrational to shift the whole burden on industrial gas consumers and thus negatively affect
the attractiveness of Belarusian goods, Lukashenko had no other choice but to ask Russia

for aloan. Moscow was likely to provide it, although asking for certain concessions in return.

In April it became clear what the Russian party wanted in exchange for keeping the gas
flowing cheaply. According to the reached agreement, Belarus finally agreed to a long-term
lease of its land for the Yamal-Europe gas pipeline, running 575 kilometres through Belarus,
and its facilities, which would allow Gazprom to construct four gas compressor stations and
thus bring the pipeline to its maximum capacity.”” Russian benefit was the near completion
of the export pipeline construction, whose maximum capacity of 33 Bcm of gas a year at a
low transit rate meant good profits for Gazprom. Providing for the smooth implementation
of the agreement and the scheduled launch of the compressor stations, Belarus was in return

promised the same low gas price for 2006 as it was in 2005.
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Belarusian motivation to prevent gas price hikes was best illustrated by the quick
accomplishment of the deal. By June two of the four compressor stations were already in
construction, the construction license for the other two was to be issued no later than August
15, whereas additional gas volumes in 2005 would be “tied to the timely commissioning
of the compressor stations”.””” Gazprom’s stick and catrot policy seemed to have yielded
fruits and proved that Russia-Belarus collaboration may well go beyond words to real actions.
The upcoming presidential elections in Belarus, scheduled on March 2006, were likely to be
one of the decisive reasons for Lukashenko’s compliance. Despite the administrative
resource at his disposal, Lukashenko was unlikely to do something as unpopular as increase
domestic gas price before the re-election. And the successful startup of operations of the

two compressor stations in November 2005

was another step in this direction. So far both
sides were acting strictly in line with the agreements. Belarus finalized the lease of land for
the Yamal-Europe pipeline, Russia in its turn fulfilled its promise. According to the contract
for 2006, Gazprom committed itself to supplying Belarus with 21 Bem of gas at the same

cheap price as in 2005; transit price for Russia remained constant as well.”

After reaching the above-mentioned agreement and till Lukashenko’s re-election in March
2006 all further discussions between the states were frozen. In the meantime Gazprom
accounted for a range of measures, undertaken in order to increase gas supply of the
Kaliningrad region. By the end of 2005 the company put into operation a gas looping
connecting the Kaliningrad region with Lithuanian pipelines, a gas compressor station, and
initiated the construction of an underground gas storage facility on the territory of the
Russian enclave.” All these actions were implemented under the guise of developing the gas
supply chain of the remote Kaliningrad region, however, especially the coming gas storage
facility would significantly reduce Kaliningrad's vulnerability to Gazprom's policy of gas cut-

offs towards Belarus.
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Simultaneously Gazprom resumed its attempts to raise Russian domestic gas prices, which
were held artificially low. In this context Gazprom was not inclined to limit its profit-oriented
efforts to the domestic market solely without involving Belarus in gas price discussions.
Already in March Gazprom specified its position on Belarusian gas supply. Stressing the
necessity of reaching an agreement on terms of gas trade for 2007 in advance, it launched
another negotiation round and suggested that Belarus pay European gas rates, which gave
the Belarusian party time till April 30 to come up with its own suggestions.”® Gazprom’s
determination to maximise profits from energy deals with Belarus may be linked to its long-
term failure to take possession of the Belarusian Beltransgaz. Since Russia voiced no specific
numbers of the new gas price for Belarus, Moscow was likely to be still counting on the
success of the Beltransgaz takeover. Gazprom was, therefore, giving Lukashenko thirty days
to either sidestep from the deal again and pay a market gas price, which was over $200 at

that time, or give up his major bargaining chip in return for cheap energy.

Just before the deadline, the presidents of both states met in Moscow with the intention to
keep the dispute at a peaceful footing.” Russia once again urged Lukashenko to introduce
the Russian rouble and sell the control share of Beltransgaz, otherwise the market gas price
seemed inevitable. Belarus had no economic opportunity to manage an energy price even
close to the market price without putting itself on the verge of bankruptcy™. At the end of
June Russian pressure bore fruits: Belarus finally agreed to the independent audit of
Beltransgaz market value. When negotiating on the gas price for 2007, the parties agreed to
prepare a list of Belarusian companies that could be potentially interesting for Gazprom and,
more importantly, determined the Dutch ABN Amro bank as an independent auditor of

Beltransgaz.”

As stated in Gazprom’s press release, the above agreements were directly
linked to the conditions of gas supply in 2007, illustrating Moscow’s determination to use its

leverage in full volume.
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The subsequent events reflected a parade of bargaining bids from both sides, which led to
the escalation of bilateral relations by the end of the year. Whereas the parties were waiting
for the final verdict of ABN Amro on its price propositions for Beltransgaz to be made early
December, Lukashenko let no grass grow under his feet. His first attempt was to find
alternative gas suppliers that could offer a friendlier price than Gazprom’s. Having limited
options due to the pipelines structure, the Belarusian president set his eyes on the Central
Asian states, where Turkmenistan and Azerbaijan were the major gas producers. These were
also the states that had a long history of collaboration with Gazprom, which unlike Belarus
was a solvent partner. And although both Ashgabat and Baku were generally inclined to
lessen their interdependence with Gazprom, they seemed to regard Belarus as an improper
actor to do that with. In this context Lukashenko brought up a suggestion that the result of
ABN Amro estimations of Beltransgaz would be nothing more than a “starting point” for
negotiations on the issue, whereas Belarusian gas company would be sold solely at its market
value, which according to Lukashenko was floating between $10 and 17 billion. *’
Sensationally enough, this statement was not the only one, directed at pumping up Belarusian
bargaining power. Lukashenko made another comment in this vein claiming that Belarus
would compensate the losses of the higher gas price by imposing tax on the transit of Russian
goods. He calculated that 100 million tons of goods from and to Russia cross Belarusian
territory annually, therefore a tax of $10 per ton could theoretically bring Belarus a billion

dollar profit and allow it pay easily for gas.’®

Market evaluation of Beltransgaz was finished as planned by the beginning of December.
ABN Amro prepared several value estimations based on various scenarios of the capacities
of Belarusian pipelines. Surprisingly, there have been made no official statements about the
precise figures on the part of either Gazprom or Beltransgaz, as well as from the state
officials. According to the Belarusian Deputy Minister of Economy, the estimated
Beltransgaz value was around $3,5 billion.” Such inexactness coupled with the lack of

success in finalising the deal only a month before the New Year resembled the similar
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situation in December 2004 when the parties found common grounds only after gas cut-

offs.

This time Moscow dealt the first blow and issued a Government decree, coming into effect
January 01, 2007 on the application of export customs duties on oil and oil products exported
from Russia to Belarus®, and thus abolishing the previous one, more favourable for Belarus,
effective since mid 90s. The previous agreement stipulated that the export tax was to be
divided between the two states, which however did not manage to agree on the shares of this
division. Unhappy with profits from the oil trade bypassing the state budget, the Russian
party decided to claim the tax revenues entirely. The Belarusian Cabinet responded by
demanding $100 million of additional payments to the state budget from Mozyr oil refinery,
whose net profit amounted to $192 million.””" Importantly, Russian Oil Company Slavneft
possessed over 40 percent of the Mozyr oil refinery and was therefore directly hit by this

government imitative.

At the end of the month, despite previous complications, Russia surprisingly softened its
position and attempted to meet Belarus halfway. Gazprom agreed with the highest
Beltransgaz estimation of $5 billion, owing to the ‘partnership relations’ between the parties
as CEO Miller put it.””” Moreover, Gazprom also reduced its gas price bid from $200 to $105

393

(875 to be paid in cash and $30 in Beltransgaz shares)””, which was a fair tariff for Belarus
and still the lowest rate among Gazprom’s customers. Nevertheless, Lukashenko dismissed
all the offers and the states once again faced an acute gas crisis. Gazprom warned that it
would stop gas deliveries from 10:00 AM on January 01, 2007, due to the absence of the
contract.” Belarus in its turn was going to block Russian gas transit, referring to the same
reason. Preparing for the worst, Belarus was going to shift some of its plants to mazut,

whereas the Kaliningrad region was going to extract gas from the Baltic underground storage

facilities.

The parties did not have to resort to the extreme measures though. Late on December 31,

2006 Russia and Belarus signed the gas supply and transit contract for the years 2007 —
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2011.% According to it Belarus would receive cheaper gas at a fixed price only throughout
2007 for $100 per thousand cubic meters. Starting 2008 the parties would switch to the
European gas price formula, whereas Belarus would pay 67, 80 and 90 percent of it in 2008,
2009 and 2010 respectively. The transit rates for Russia had approached European levels as
well and reached $1,45. The price for 50 percent of Beltransgaz shares was fixed at $2,5

billion and was to be paid by Gazprom in parts within four years.

Whereas the gas issues were taken off the table, the focus of negotiations had shifted to oil
matters. The reason was the Russian piece of legislation, discussed above, which came into
effect on January 1, 2007. According to it, Russia started taking an export oil tax of $180 per
ton of oil. In response, Belarus introduced a transit tax for Russian oil at $45 per ton and
after exchanging diplomatic notes Russia stopped oil supply to Belarus on January 8,
referring to the illegal siphoning of oil by the Belarusian party.”” On January 10 Belarus
withdrew the transport tax and already on January 12 the parties resolved the conflict.
According to the arrangement Russia continued to collect the oil export tax, although agreed
to introduce a decreasing coefficient to it.””” Despite the relatively quick solution of the
problem and little collateral damage for both parties, bilateral relations were still at their
lowest. Both sides were frustrated — Belarus with Russia's unwillingness to withdraw financial
pressure, Russia in its turn counted on much higher profits from the economic partnership

with Belarus.

In May 2007 the Beltransgaz deal was ultimately finalised. Gazprom and State Property
Committee of the Republic of Belarus signed a purchase and sale agreement, which settled
Gazprom’s takeover of 50 percent of Beltransgaz shares.” Importantly, Gazprom bargained
a decisive concession from the Belarusian authorities. The Belarusian party was obliged to
abstain from using its special right of the government — the so-called golden share — to
influence the management of Beltransgaz. Given that Gazprom did not manage to purchase
the controlling stake, the above compromise was an important asset to raise Russian

influence over the Belarusian Company.
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In August 2007 the parties were once again at a brink of a gas dispute, although this time its
escalation was successfully avoided. Due to the lack of payments for delivered gas in the first
quarter of 2007, Gazprom sent a notification to its Belarusian colleagues, warning that gas
supply volumes would be reduced to 45 percent from 10:00 AM on August 3.°”
Nevertheless, there seemed to have been no political will to exploit the conflict and it was
settled by Gazprom and Beltransgaz alone without involvement from the Kremlin. Within
the next week after Gazprom’s notification, the Belarusian party cleared its debt and, thus,

avoided the complications.

At the end of the year came another confirmation that Russia and Belarus had no interest in
challenging the unstable normalisation of relations. First, the Russian ambassador voiced
Russia’s intention to place Russian military assets on the Belarusian territory as a reaction to

40(

USA’s plans to pull out missile shield in the Eastern Europe.*" Official Minsk did not oppose
to this initiative. Coincidentally, in December 2007 Russia granted another loan to Belarus,
which it requested for filling the budget holes, caused by the higher gas price. It agreed to
provide Belarus with $1,5 billion to be granted the same month.*"! Therefore, the long-term

gas contract together with general unwillingness from both sides to change the status quo,

allowed Russia and Belarus meet the year 2008 without complications.

In 2008 Russia continued implementing its profit-oriented approach, whereas Belarus was
still trying to exchange sweet talk for Russia's financial aid. Given that Moscow was expecting
more than words, the relations continued to deteriorate. This would have been acceptable
for both sides if Belarus had not needed another credit. Due to annually rising gas prices, as

fixed by the contract, Belarusian energy bills were rising together with its levels of insolvency.

According to the Russian ambassador to Belarus, in the first half-year period of 2008, the
Belarusian credit balance deficit had doubled and reached $6 billion, which forced
Lukashenko to seek another emergency loan in Russia.*” This request came at a bad timing
when Moscow's frustration with Lukashenko was gaining momentum, as he not only

expressed no support for Russia in the conflict with Georgia over South Ossetia and
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Abkhazia, but also showed little intention to officially recognise the two rebellious republics.
Having faced a refusal to provide Belarus with the credit, Lukashenko softened his position
on the issue, but in a typical noncommittal manner. In a reconciliation attempt, he sent a
message to Russia's President Medvedev, stating that Belarus “had no other moral choice
but to support the appeal of the peoples of South Ossetia and Abkhazia to recognize their

right to self-determination”

", Though, he did not go as far as to officially recognise those
republics, in the same message he proposed to discuss this issue at the coming CSTO meeting
and elaborate a collective approach. Considering that the organisation had five more
members with their own record of having trouble with Moscow, it was a prudent way to

abstain from making any decision at all. Rather surprisingly, Belarus still received the $2

billion credit from Moscow*” without making any concessions in return.

On the contrary, Lukashenko opted for geopolitical manoeuvring, starting directly after the
meeting of the Supreme State Council of the Union State and the CSTO summit, both in
early 2009. On the face of it, both events seemed rather successful for Russia — the first

while the latter

b

ended in signing an agreement of a joint regional air defence system*”
marked the creation of the Collective Rapid Reaction Force to maintain security and deal

with natural and industrial challenges within the CSTO borders**

. Directly after the above
developments, Belarus corrected its position by reminding that according to its Constitution,
Belarusian armed forces could not participate in any actions outside the Belarusian borders
and stated that Belarus’ military involvement in “hot-spots were forbidden by the law”.*”
These statements in fact nullified the CSTO agreement and left other members of the

organisation preoccupied with security issues on their own.

Such noncollaborative behaviour coincided with Belarus’ rapprochement with the West. In

January 2009 the IMF agreed to provide Belarus with a $2,46 billion loan in order to “address
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pressing vulnerabilities”.*”® At the same time Belarus intensified its dialogue with the EU and
applied for participation in its Eastern Partnership Program, which presupposed financial
help as well. Interestingly, the West acted in a similar vein as Russia and expected certain
political movements from Belarus. One of the conditions for cooperation was Belarus’ non-
recognition of South Ossetia and Abkhazia. Foreign Minister of the Czech Republic warned
that Belarus would otherwise face “a very difficult situation”, whereas EU Commissioner for
External Relations Ferrero-Waldner was more precise and threatened a freeze of
rapprochement in case Belarus recognised the two republics.*” Belarus docility paid off and
it was successfully endorsed in the Eastern Partnership with visa restrictions for Lukashenko

and some other high-ranking Belarusian politicians being lifted.

Lukashenko continued expressing his frustration about relations with Russia by boycotting
the CSTO summit, set to finalise the military agreement on Rapid Reaction Forces, which
already had experienced Belarus’ reluctance. Belarusian withdrawal from the summit was
preceded by the so-called ‘milk war’ that lasted for over two weeks when Russia banned the
import of Belarusian milk products, initiated allegedly over packaging and technical issues.
Whereas the summit proceeded without Belarusian participation and resulted in signing all

410 Following

the planned agreements, Minsk stroke back by claiming them to be illegitimate.
these events, Russia banned the imports of Belarusian meat products due to sanitary
concerns. Belarus in its turn interrupted Russian oil transit to Latvia, referring to the poor
technical state of the pipeline. These reciprocal hostilities were quick to be lifted and rather
a demonstration of power than an outright sanction episode. However, such reprisals once
again illustrated the toxic political climate and increasingly hardening fronts between the two.

In this situation Kremlin turned a deaf ear to Belarusian attempts to reduce the gas price for

2009 and it was raised according to the contract of 2006 to around $168 in 2010.*"
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2010 - 2013

2010 brought new challenges to the energy relations of Russia and Belarus. At first it was the
oil sector that experienced harsh bargaining rounds. The crisis had already been brewing
since the end of 2009 when the parties were trying to agree on the terms of the prolongation
of the oil agreement signed in January 2007. The arrangement fixed a decreasing coefficient
on the export tax for Belarus, which expired on January 1, 2010. From then on Belarus was
normally to pay the tax in full. However, taking into account “the exclusive relationship with
the Belarusian partners” the Russian party offered Minsk to supply 6 million tons of oil for
domestic needs on a tax-free basis.""* Belarus was predictably against this offer, since refining
cheap Russian oil and selling it at a market price to European customers was a lucrative
business. In order to minimise the losses from the Russian initiative, Lukashenko tried to
bargain up the amount of tax-free oil by threatening to leave the Customs Union of Russia,
Belarus and Kazakhstan in case of further escalation of the conflict. In addition, he
threatened to raise the transit price for Russian oil to Europe and cease the transit of Russian
electricity to the Kaliningrad region, as the parties had not agreed on the price of the

electricity transit for 2010 as well.*"

In this situation Russia rather unexpectedly abstained from a muscular foreign policy and did
not press Belarus with the prospect of oil delivery cuts. This tactic proved to be no less
successful and the parties managed to come to a consensus as soon as by the end of January.
The signed protocol reflected fully the Russian vision of oil trade with Belarus. According to
it, the tax-free amount of oil was set at 6,3 million tons with the rest to be subjected to a duty
according to the Russian legislation.”* The deal obviously defused tension in the oil trade
between the states and returned it to the legal framework, although Belarus was openly
dissatisfied with the signed document and did not leave attempts to renegotiate the
agreement. This time Minsk restrained from threats or concession offers and turned directly

to the Economic Court of the CIS with the lawsuit against Russia demanding the deal to be
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abolished due to its supposedly illegal nature.”” Considering the complexity of the issue and

the foot dragging typical of such cases, the court needed months to come to a conclusion.

In the meantime, the parties focused their attention on the gas sector where another crisis
was on the way. Displeasure was growing on both sides, with Belarus being against the high
gas price and Russia upset with the Belarusian growing debt. As stipulated by the latest
contract, the gas price for 2010 was supposed to become another step closer to the European
one, so that the parties could achieve market pricing by 2011. If Gazprom was satisfied with
such a development, Beltransgaz was attempting to negotiate more favourable conditions
throughout 2009 and the beginning of 2010. When all Belarusian attempts failed, it simply
continued paying the cheaper price of 2009. Gazprom tolerated this for almost half a year
and started pressing Belarus only at the end of May when the debt amounted to $192

416

million.”® The possible reason was the final stage of Beltransgaz purchase, which was closed

shortly before.

In June president Medvedev gave Belarus five days to settle the debt, otherwise gas supply
would be cut on June 21 proportionally to the amount of debt — to 15 percent - and would
continue growing daily till 85 percent of supply reduction.*” Belarus used the given term of
five days to persuade Gazprom to accept machinery and other Belarusian products as
payment for gas but failed. Russia was determined to get hard currency and with this in mind
gas supply was indeed reduced to 15 percent on June 21 and to another 15 percent the next
day; on June 23 supply cuts reached 60 percent.”® On June 22 Lukashenko instructed his
government to cut Russian gas transit to Europe.*” This threat entered into force on June
23, although its negative impact on European customers was rather limited this time. The
only European state to experience gas shortages was Lithuania that received around 50
percent of gas less and was preparing to reduce gas transit to Kaliningrad in case delivery

troubles persisted.” Lithuania did not have to suffer long, since already on June 24 Belarus
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cleared its debt, due to an emergency loan from Azerbaijan, and the parties resumed both

gas supply and transit in full volume.

Interestingly, Gazprom had a debt of its own for gas transit. Moreover, Gazprom’s arrears
were even higher than those of Belarus. According to Lukashenko, by June 2010 Gazprom
owed Belarus around $260 million for gas transmission setvices, including that of 2009.*
Therefore, in case of a purely economic argument, it would have been more rational for
Gazprom to carry out a debt offset rather than initiate the crisis. However, Gazprom claimed
to have been ready to pay the transit all along at the price of $1,45, but the Belarusian party
refused to sign the corresponding documents.*” This accusation was partly true, but only to
the extent that non-signing of the transit documents was part of a larger problem. After the
finalisation of Beltransgaz purchase by Gazprom and consequently the new composition of
the Belarusian company, the parties needed to sign a supplement to the contract of 2000,
specifying the new transit rates as well as the gas wholesale margin. Since Belarus insisted on
the higher transit price that Gazprom did not accept, gas was being transited without any
clearly specified contractual framework. Looking ahead, the agreement on the issue was
reached on July 2, fixing the transit price growth of $1,88 for 2010 and raising the wholesale

price for gas, sold by Beltransgaz, to $11.09.**

The above agreement was a success for the Belarusian diplomacy. Not only did Gazprom
agree to the higher transit rate, but also did not get any precise control mechanism over
Beltransgaz. The only concession that the Russian party managed to secure were government
guarantees not to impose additional taxation, charges or other penalty actions on the joint
Beltransgaz; and fixed its annual provisions to the Belarusian innovation fund at the

minimum level.***

Lukashenko learned his lesson and this time turned the same weapon
against Gazprom by threatening to stop the gas transit if the supplementary agreement was
not to be signed.” In this situation Gazprom made it clear that the cornerstone to the

dispute was the operation of the recently joint Beltransgaz that was still being operated
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according to the Belarusian perspective. Ironically, the purchase of 50 percent of its shares
did not have any visible positive impact on the energy relations between the states. It did not
prevent the dispute either. On the contrary, now that Russia had a right to have a say on the
Belarusian domestic energy market, the bargaining between the parties seemed to have

intensified.

Prior to the energy crisis Russia and Belarus experienced another argument on the emerging
Customs Union and the Single Economic Space, which according to the existing agreements
was to be launched starting July 1, 2010. There was a hitch though, since the parties could
not compromise on customs duties on energy commodities, with both of them willing to get
the bigger share of the pie. If Russia insisted on a separate agreement on energy resource
trade and on leaving these issues beyond the framework of the CU, Belarus advocated the
abolition of all customs duties. In other words, Moscow planned to enrich its budget through
customs duties on energy export, which meant higher energy prices for Belarus and an extra
burden on its economy. In an attempt to prevent it, Lukashenko voiced his readiness to give

up the CU project whatsoever.

Lukashenko eventually did sign the customs code of the CU, although Russia can hardly take
credit for it, since it was in the first place profitable for Belarus itself. Given that Russia was
the major sales market for the Belarusian products, the Customs Union was of paramount
importance for its producers. Therefore, its endorsement by Belarus was expectable, as well
as its further attempts to achieve duty-free terms in the energy sector. Indeed, as it turned
out Russia and Belarus had opposing visions of what the CU meant for the energy trade.
Lukashenko officially stated that the unified customs area would presuppose the abolition of
all customs duties between the states involved.” The Russian party remained unconvinced

and was going to continue charging the export duties as before.

Parallel to the above events the oil duty dispute appeared once again on the agenda due to
the intermediate verdict of the Economic court of the CIS. According to its statement, the
Belarusian suit, pleading to the disabling of the Russian oil duty, was dismissed and the parties

involved were coerced to find conciliation.**” This meant little chance for Belarus to abstain
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from paying a higher oil price, since the verdicts of the Economic court of the CIS were final

and binding to all its members.

Summing up, by the end of the year relations between Russia and Belarus were strained as
never before. The key bargaining issues in the ongoing negotiations were yet again energy
prices and the agreements on the Single Economic Space. The existing gas contract stipulated
that Belarus would switch to market pricing from 2011, whereas the presumable starting
point for Russia’s internal gas users to pay the European level gas price excluding transit and
export charges was initially set at 2012. Due to the negative impact of the world economic
crisis and the overall unpreparedness of the Russian economy to higher energy prices, the
starting date of domestic price parity was postponed till January 1, 2015. Belarus, referring
to the Union State with Russia insisted on being granted the same delay. As for the oil sector,
the situation was no less problematic with a proceeding trial and the absence of the valid

contract for 2011.

Eventually the states managed to agree on some issues, although it was a desperate measure
and they both were not uttetly happy with the compromise. Belarus succeeded in getting rid
of oil export duties by trading the signing and ratification of all the documents on the SES
for it.*® The existing gas contract was not corrected and in 2011 Belarus had to face a market
gas price with the supply conditions in 2012-2015 to be agreed on later. The resolution of
the economic issues did not make Moscow more comfortable with Lukashenko in power
but in the absence of any other significant political figure on the Belarusian scene it had to
recognise his victory at the elections, yet expressing no pre-electoral support and trying to

distance itself from the debates on the undemocratic nature of the voting.

The first minor clash of 2011 took place already in January. Despite the established legal and
customs framework for oil deliveries, the individual contracts between Russian oil suppliers
and the Belarusian oil refineries were still not signed, which ended in delivery disruptions.
The incident caused neither political vibrancy nor any major collateral damage due to
sufficient reserves in Belarusian storages. The former was surprising since billion dollar
issues, as in this case, were normally settled with fanfare. The dispute was provoked by

Russia's desire to increase its profits from oil trade with Belarus as well as from the export
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of oil refined in Belarus. Since Russia abolished its oil export tax, starting January 1, 2011, as
stipulated by the agreements on the Single Economic Space, it was looking for another way
to benefit from the oil dealings with Belarus and with this objective insisted on getting a
bonus to the net oil price that Minsk was not willing to grant. The issue was settled only at
the end of January with Belarus accepting the bonus to the net price amounting to $46, as

proposed by Russia.*”

Minsk’ backing off on the oil issue reflected its overall impasse after the presidential elections,
seen as fraud by the West. In response, early 2011 the EU and the USA revived the visa ban
and asset freeze on Lukashenko and a number of top Belarusian officials, following brutal
harassments of oppositional leaders and free journalists in Belarus. Later the same year, the
sanctions were extended further, restricting exports of some Belarusian companies and
prohibiting imports of a number of goods that may be of direct or indirect use for internal
repression. The overall hostile tonality towards Belarus drove down Minsk ability to balance

and the value of such attempts, which echoed directly in negotiations with Moscow.

Up to June 2011 the two parties have been actively discussing the framework of a billion-
dollar credit for Belarus that Lukashenko badly needed to stabilize the economy and patch
the budget holes in aftermath of his electoral largesse. The amount Belarus needed and was
counting on lay somewhere between 6 and 8 billion dollars. The agreement has been finally
reached on June 6 on overwhelmingly Russian terms. According to it, 