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PERSPECTIVES ON LONG-TERM EURASIAN ENERGY SUPPLY:
THE ROLE OF THE ENERGY CHARTER

Abstract

This paper examines Croatia's energy outlook in the broader 'Eurasian' context, taking
into consideration the prospect of increasing energy import dependency in Western and
Central Europe, and assesses the contribution that multilateral instruments, such as the
Energy Charter Treaty, can make in promoting security of supply.

POGLED NA DUGOROČNU OPSKRBU ENERGIJOM IZ EURO AZIJE:
ULOGA ENERGETSKE POVELJE

Sažetak

U ovome radu istražuje se perspektiva energetike u Hrvatskoj u širem 'euroazijskom'
kontekstu, budući da se očekuje sve veća ovisnost o uvozu energije u zapadnoj i srednjoj
Europi. Procjenjuje se i koliko multilateral™ instrumenti poput Ugovora o Energetskoj
povelji mogu pridonijeti povećanju sigurnosti opskrbe.

1. INTRODUCTION

A primary focus for Croatian energy policy is on Brussels, as the country prepares itself
for accession to the European Union by taking on the EU's legislation for the internal
energy market. This paper provides another perspective - also from Brussels - but
looking out across Europe to the wider Eurasian space. It considers the long-term outlook
for energy supply, potential risk factors, and the way that the Energy Charter is
addressing these issues.

It is well known that Western and Central Europe have a strategic interest in ensuring the
long-term security of energy supplies from external producer regions, given the projected
increase in their reliance on energy imports over the coming decades. This has
traditionally been the case for oil, but applies increasingly also to imports of natural gas
since all the signs are that natural gas will become the fuel of choice for meeting
increasing energy demand. In the case of Croatia, the share of natural gas in primary

17



energy supply is projected to reach almost one-third by 2030, from the current one-
quarter.1

On the other hand, the economies in transition in Eastern Europe, in the Caspian and
Central Asia are rich in energy resources, including 38 percent of global gas reserves.
Taking the Eurasian region as the focus for this paper, Russia accounts for 76 percent of
Eurasian gas reserves (as well as 44 percent of oil reserves); supply to European
markets is also envisaged from Azerbaijan (oil and gas), Turkmenistan and Uzbekistan
(gas), and Kazakhstan (oil). These producer states are looking to attract investments into
their energy sectors in order to secure the development of long-term production, refining
and transportation capacity.

2. THE RA TIONALE FOR EURASIAN ENERGY COOPERA TION

These complementary interests across Eurasia create a strong rationale for international
cooperation. One of the key tasks to be addressed by governments, in the context of
building a Eurasian energy market and promoting regional energy security, is to create a
predictable and rule-based environment for investments and cross-border flows. But
examining the idea of a Eurasian market in this respect, it is clear that in practice there is
a wide discrepancy between different parts of the Eurasian space, both in terms of the
structure of energy markets at national and regional levels, and of the state of
development of energy-related legislation. On the one hand, major steps have been
taken in the European Union over the last decade to create a fully liberalised and
competitive internal market for gas and for electricity, including, in relation to cross-border
supply, mandatory third party access to networks and market-based tariffs. The extension
of the internal energy market to Croatia and to other countries of South-East Europe
would mean that this blueprint for integrated energy markets may over the next decade
cover more than thirty-five European countries.

On the other hand, in Russia and other parts of Eurasia, the picture so far is quite
different, characterised in some areas by uncertain conditions for investment and network
access, limited supply competition, a very high concentration of market power in the
hands of a few large producers, and significant deviations in the level of natural gas
prices from the cost-based principle on which a true market system must operate.

Why does this discrepancy matter? Why is there a shared interest in promoting the
development of an open and competitive energy market across Eurasia? This paper
argues that there are three related answers to this question.

1 Energy in Croatia 2002: Annual Energy Report, Ministry of Economy, Labour and
Entrepreneurship, Zagreb, 2003
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Investments

The economies in transition in Eastern Europe, the Caspian and Central Asia require
USD 1.6 trillion in investment over the period 2001-2030. This amounts to around USD 55
billion every year2. This is a huge amount, but nonetheless one that can be supported, in
principle, by capital markets. There is, however, no guarantee that this capital will be
channelled to the most efficient new energy supply projects, or that investment decisions
in different parts of the supply chain will be timed to avoid bottlenecks. Nor is there a
guarantee that investments will be channelled to the countries of this region; their
international competitiveness is an issue, since exploration, extraction and transport costs
for oil and gas in CIS states tend towards the higher side in international comparisons.

The cause of this uncertainty is the existence of various political and economic
impediments to investment, the effect of which is magnified in the energy sector by the
high capital costs associated with projects and the long time horizon over which possible
risks have to be assessed. Removal or reduction of these impediments can improve the
competitive position of the countries concerned on international capital and energy
markets.

Access to markets

Investment decisions in the energy sector are contingent not only on the regulatory
framework established by individual national governments, but also on the available
export routes to bring energy supplies to energy consumers. The question of cross-border
energy flows, via pipelines and grids, is therefore a major potential risk for the collective
energy security of Eurasia. This has been a particular dilemma for the landlocked
producer countries of the Caspian region and Central Asia.

This issue arose in large part as a consequence of the transformation of the formerly
centrally controlled Soviet pipeline system into an inter-state system crossing various
national borders after 1991. Among the problems was a lack of transparency in the
conditions for access to export capacity in gas pipelines, a lack of clearly-established
criteria for the setting of tariffs for energy flows in transit, and the phenomenon of illegal
taking of gas in transit.

Patterns of energy consumption

It is also worth recalling that around half of all the natural gas produced in Eurasia is
consumed not in Western and Central Europe, but in the CIS region. A large proportion of
this gas is used inefficiently, primarily due to its low price. Energy intensity in Russia, for
example, is 2.3 times the world average, and 3.5 times the average in the EU3. While the

2 IEA: World Energy Investment Outlook 2003

3 IEA: World Energy Outlook 2002
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issue of cost-reflective prices for energy has to be handled with care because of the
attendant economic and social implications, a market-based approach is vital because it
can result in more rational use of energy. This brings environmental benefits, and can
also free up greater volumes of gas for export.

In the debate over the benefits of more open and competitive markets, there is a
significant body of opinion among external producers that the drive towards liberalisation
in Western and Central Europe is one-sided, and could endanger the security of demand
for their energy resources. This view is not necessarily supported by evidence. The
creation of an internal energy market does nothing to change the fact that Europe as a
whole will become increasingly dependent upon energy imports.

What will change, to a degree, is the way in which relations between European consumer
markets and external suppliers are structured. In the gas market, for example, the role of
long-term contracts, which have traditionally been the foundation for relations with
external gas suppliers, is likely to evolve with the development of a more liquid market for
natural gas in Europe. The content of these contracts is already changing to reflect
concerns over their effects on competition in European markets.

This provides a useful example of the sort of issue where discussions between
governments are essential in order to avoid misunderstandings and to generate trust. The
need for dialogue is something of a truism in international relations, but in matters of
Eurasian energy cooperation, such dialogue - whether between governments at bilateral
or at multilateral level - is indispensable.

3. THE ROLE OF THE ENERGY CHARTER

The Energy Charter process, based on a political declaration from 1991 and a binding
Treaty of 1994, is a collective attempt by fifty-one governments to meet the challenges of
international energy cooperation. In 1990, the then Dutch Prime Minister Ruud Lubbers
proposed to his colleagues in the European Community the idea of a Charter, setting out
the principles to which all European governments would subscribe in the area of energy
cooperation. This initiative culminated in the signing of the European Energy Charter by
all of the states of Europe, and in addition the USA, Canada, Japan and Australia, in The
Hague in December 1991, on the eve of the final demise of the Soviet Union.

The Charter's Signatories agreed at the time that this declaration represented only a first
step, and that they would continue to develop a legally-binding foundation for their
relations in the energy sector. These negotiations produced the Energy Charter Treaty,
which was signed in December 1994 and entered into legal force in April 1998. The word
"European" was dropped from the title of the Treaty, in recognition of the fact that the
Energy Charter process had already acquired a substantial non-European dimension.
Fifty-one states, including all of the member states of the EU, plus Russia and the other
CIS countries, Japan, Australia and Mongolia, have signed or acceded to the Energy
Charter Treaty and are thus members of the Energy Charter Conference, the inter-
governmental organisation which constitutes the Treaty's governing body. By the present
moment, ratification of the Energy Charter Treaty has been completed all but five of its
Signatory States; these are Australia, Belarus, Iceland, Russian Federation and Norway.
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The Energy Charter Treaty is the only multilateral investment treaty that exists in the
energy sector, providing a high level of investment protection based on a guarantee of
national treatment or most-favoured-nation treatment (whichever is the more
advantageous). This guarantee of a "level playing field" is supported by mechanisms for
dispute settlement, which allow for binding international arbitration in the event of
disputes between governments, or between an investor and a government.

In signing up to the investment rules contained in the Treaty, governments can send an
important signal to the international community regarding their commitment to
transparent, non-discriminatory treatment for foreign investors. By reducing the risks
associated with investment, for example through its rules on protecting investors from
expropriation and other politically motivated losses, the Treaty can play a significant role
in fostering the confidence that is a necessary condition for major investment decisions.

In the area of trade, the Treaty defers to the WTO in terms of content, but is innovative in
terms of application: trade in energy materials, products and energy-related equipment is
governed by the relevant WTO rules in all the Contracting Parties, whether or not they
have acceded to the WTO. At the time the Treaty was signed in 1994, approximately half
of the Energy Charter's "constituency", including Croatia until its WTO accession in 2000,
was not bound by the rules of the international trading system, so this approach was
important in allowing all Parties - whether WTO members or not, whether energy
suppliers, transit or consumer countries - to benefit from the uniform application of
multilateral trade rules in the energy sector.

The question of cross-border energy flows, however, presented (and continues to
present) greater difficulties, because here it was recognised that WTO rules alone were
not sufficient to minimise the associated risks. These issues were tackled in the original
text of the Treaty by explicitly recognising that the principles of non-discrimination and of
freedom of transit apply to grid-bound energy transport, and by making transit disputes
subject to a conciliation mechanism. However, experience showed that the issue of
transit across Eurasia remained problematic, and the countries of the Caspian and
Central Asia led the demand to clarify specific operational issues related to energy transit,
notably the conditions for third-party access to national energy networks, and the criteria
that network operators must observe when setting transit tariffs.

Negotiations on an additional Transit Protocol to the Treaty, which would address these
specific issues, began in 2000, and by the time this paper was written they still have not
reached a positive conclusion. This is regrettable, since a wide degree of agreement has
been achieved on nearly all substantive aspects of the draft text4, and the majority of the
Energy Charter's member states have been ready since the end of 2002 to proceed with
the Protocol's adoption. The important exceptions to this remain the European Union and
Russia, between whom agreement remains to be achieved over a small number of open
issues. The conclusion of these negotiations remains a priority for the Energy Charter

4 The draft text is available on the Energy Charter's web site www.encharter.org
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process; the approach taken could also be of much broader interest and relevance given
increasing dependence across the globe on long-distance cross-border pipelines.

The final component of the Treaty is a Protocol that was successfully finalised as early as
1994, which relates to energy efficiency and demand-side management. The Energy
Charter Protocol on Energy Efficiency and Related Environmental Aspects (PEEREA)
requires its participating states to formulate clear policy aims for improving energy
efficiency and reducing the energy cycle's negative environmental impact.
Implementation of this Protocol is promoted through peer reviews of energy efficiency
policies, including - in the second half of 2004 - the first in-depth review of Croatia.

4. CHALLENGES FOR THE FUTURE

This year marks the tenth anniversary of the signature of the Energy Charter Treaty, and
is therefore an appropriate moment to reflect upon its impact and its relevance for the
future. In terms of the objective of the Energy Charter to establish a non-discriminatory
and market-oriented system of Eurasian energy cooperation, there has been significant
progress overall, and a remarkable one in many countries of Central and South-East
Europe. Nonetheless, it will remain a long-term undertaking to reach this objective across
the whole of the Eurasian constituency; full ratification of the Treaty5 by the Russian
Federation is clearly essential in this context.

Another continuing priority is to ensure that the Energy Charter Treaty's provisions are
implemented in practice, and this is the major focus of the work of the Energy Charter
process. The work is conducted through a process of monitoring and reviews, assessing
the extent to which Signatory States, in particular those with economies in transition, are
succeeding in bringing their domestic legislation into line with the standards established in
the Treaty. This is also promoted by an important policy dialogue, which allows
governments - often together with industry and other stakeholders - to discuss key
challenges for Eurasian policy-makers such as the restructuring of domestic energy
markets and the facilitation of regional trade in electricity.

Given that the importance of international energy cooperation is likely to increase, this
aspect of the Energy Charter's role - as policy forum where leading OECD states and
transition economies can share views and experiences on energy issues - is a
considerable asset. Alongside the benefits deriving from the Treaty, the prospect of
engaging in this multilateral policy dialogue has proved attractive for several states who
are presently not members of the Energy Charter, but who are considering the possibility
of joining. Among the countries and regional organisations that have taken on observer
status at the Energy Charter Conference in recent years are China (2001), Iran (2002),
Korea (2002) and ASEAN (2003).

5 The Russian Federation applies the Energy Charter Treaty provisionally pending ratification
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By way of conclusion, it is worth underlining the complementary role that the Energy
Charter plays in relation to other regional initiatives for integration of energy markets, of
which the initiative to create a South-East European regional energy market stands out.
By providing a foundation of shared standards across a broad constituency, the Energy
Charter establishes a common platform for the development of such initiatives. It can also
complement them in specific ways, such as through its provisions on investment
protection or through its efforts to promote more rational use of energy.
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