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The prospective European energy balance faces a growing set of challenges in which Eurasian gas transit issues play a focal role.

On the energy demand side, gas has one-third of the carbon footprint of coal in electricity generation. Growing gas use in electricity generation is a key component of economic supply and in managing the transition to advanced technologies for climate control.

Since the end of World War I, Soviet and subsequently Russian trade relations with the West have always been on a reliable, orthodox commercial basis, untainted by geopolitical distortion.  The incident in Russian-Ukrainian volumes in January 2006 involved both geopolitical and commercial issues that need to be clarified.
In spite of US opposition, Russian gas has and will play a significant, critical role in Europe’s supply portfolio.  Russia currently provides 26% of Europe’s gas supply and 42% of imports.  

The huge Soviet-era investments in production and transportation have served bountifully.  But now, with an aging pipeline system and rapid decline in current production regions, massive new investments in the upstream and midstream are required.  In the context of sharply higher gas market values, this makes perfect economic sense.

But prospects for sustaining this vital trade are impacted by growing conceptual conflict over the proper institutional structures.

The EU is aggressively pursuing a liberalized gas market structure by which they mean unbundling ownership of supply and transmission systems, to enable competitive gas commodity markets achievable through open access transmission.  The issue is that integrated control of gas transmission capacity can sustains inefficient market power and rent capture in gas commodity transactions.  The implicit belief is that competitive commodity transactions will attract efficient entry of supply and capacity eroding rent-capture and enabling the efficient convergence of market value and supply cost.  To this end the European charter proposes to extend this paradigm to the eastern supply system comprising Russian and Caspian supplies and transit transmission systems.

Collaterally there is also the belief in Brussels that the proposed commercial regime will provide a level playing field for buyers and sellers, sustain efficient levels of investment, and provide adequate, secure, and reliable supply.  (The defection from this model, evidenced by the prominent mergers and the scramble for midstream assets suggests that this view may not be shared by some member nations and their “national champions.”)

Not surprisingly, don’t share this sanguine view of European liberalization at all.  They see that their resource position is likely to command a permanent rent of surplus of value over cost, which they intend to capture.  They see further that control of transportation and entry in the less-than competitive European midstream protects these rents and provides enhance trading optionality values.  They deny recognition of any legitimacy to the extension of the European institutional model to their system.

Finally, with massive required new investments on their end, and enhanced market values on the buy side, the Russia proposes to deny rent-capture by the transit countries, putting transit terms on a commercially competitive basis.  To do this, alternative transit routes are being developed, even if this is not optimal from a cost minimization point of view.  Following the Blue Stream across the Black Sea (to deter Turkish transit of Caspian gas), Nordstream through the Baltic Sea, and South Stream through Bulgaria and Hungary are intended to provide transit alternatives to Ukrainian and Belarusian routes, and in the Case of South Stream, to preempt the competing Nabucco project.

Conflicting views between the EU and Russia over the appropriate business and commercial organization of this infrastructure could deter supplier’s investment and buyers commitments.

What must be considered is;

· Pragmatism in the EU liberalization agenda,

· Optimization of efficient access, including access by independent Russian gas producers,

· Respect for national sovereignty and reciprocity in existing contracting and developing regulatory regimes.

A joint approach to control of access and the establishment of tariff regimes and contract structures could reduce the barriers to efficient growth in investment and buyer commitment to this essential trade.

