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Ukraine’s core interests were set out in the Energy Strategy through 2030, dated 15 March 2006, states: “In terms of global energy processes, Ukraine’s convenient geopolitical and geographical situation should be kept in mind and, in connection with this, its role as a transit state. Integrating Ukraine’s energy systems into the European one is a component of Ukraine’s strategic goal of joining the EU. In contrast to the countries in the new wave of EU expansion, Ukraine has fairly powerful and well-developed gas and oil transport and power distribution networks that are connected to the EU and CIS transport networks. This makes it possible for Ukraine to participate in the formation of European energy policy and its common energy market and to play a major role in energy projects with CIS and EU countries.[footnoteRef:1]” [1:  Ukraine’s Energy Strategy through 2030 (Enerhetychna stratehiia Ukraiiny na period do 2030 roku), Kyiv, 2006, p. 6.] 


Energy is one of the most important and integral components of Ukraine’s economy. At the same time, energy security is one of the weakest links in the country’s national security strategy. The main reason for this is the lack of strategic thinking on the part of key players in Ukraine’s energy market. The basic problems in Ukraine’s energy sector are corruption, a disconnect between stated policy priorities and real actions, political games with utility rates during election campaigns, a flawed rate policy, the lack of foreign investment, and energy sector statistics that do not reflect the real situation. Ukraine’s energy sector has changed from an economic factor to a political one, which gets in the way of its becoming commercially competitive on international markets. The European Union (EU) is very interested in Ukraine as an energy partner but, so far, Ukraine has only signed memoranda and joint statements that have no binding power with the Union.

The EU still has not become a major player on the Ukrainian energy market, although Ukraine has been part of a series of EU initiatives in this area. Key among these are: 
The Energy Charter signed 17 December 1991 and finally ratified by Ukraine on 6 February 1998. But the draft Protocol on Transit still has not been agreed and until it is adopted, there is no binding mechanism for harmonizing interests between those who extract, those who transport and those who consume energy resources. 
The Memorandum of Understanding between Ukraine and the EU on energy, signed on 1 December 2005 during the Ukraine-EU Summit, became the basic bilateral document for cooperation in the energy sector. This MoU anticipates the carrying out of reforms and joint measures to bring Ukraine’s energy systems into line with EU ones, without placing any obligation to do so. 
A Joint Summary Statement at the end of the Joint International EU-Ukraine Conference on Modernizing Ukraine’s GTS was signed on 23 March 2009 in Brussels. This Joint Statement still has not been undertaken because of the absence of state guarantees on the part of Ukraine in order to take out loans to upgrade the country’s GTS, the lack of urgency in modernizing the system, and no confidence that, once this is done, the volume of gas being transported will actually increase.
The Agreement on the Energy Community includes Ukraine as of December 2009, when the country was accepted during a meeting of the Community’s Council of Ministers. Ukraine has not yet ratified the Protocol bringing Ukraine into it.
The Eastern European Partnership on energy efficiency and the environment was joined by Ukraine on 26 November 2009. This initiative anticipates setting up a EUR 100mn Fund under the European Bank for Reconstruction and Development. To participate in the Eastern European Partnership, Ukraine must contribute EUR 10mn to the Fund within a five-year period, which means that the 2010 State Budget must earmark at least EUR 2mn for the purpose. Unfortunately, allocating the funds in the Budget is no guarantee that they will actually be deposited to the Fund.

The drawing up of an Energy Strategy for Ukraine in 2006 became the first effective attempt to formulate energy policy in the country, but today it`s needs perfection.   For example, there is no consolidated mechanism for adopting legislation and signing international agreements in the energy sector; documents that become part of the normative and legal base in Ukraine often do not meet the requirements of European legislation; moreover, sometimes it is very hard to trace any clear link between the goals of a given document and the specific measures that are supposed to help reach them; energy management system is ineffective and cannot ensure supplies for Ukraine’s economy; insufficient natural resources and the inability to effectively make use of he existing resource base.
Some experts say that, if Ukraine were to carry out its 2006 Energy Strategy, the country could entirely cover its energy needs and export surplus to Europe at competitive prices. Instead, it continues to depend on Russia for resources: for 75-80% of natural gas and 85-90% of oil. [Overview of Ukraine`s primary fuel recourses in appendix]

Today energy questions became the top questions of the international agenda and the European Union in this case is not an exception. There are a number of challenges in the energy field that is particularly acute for the EU: the increasing energy import dependency, the limited diversification of energy sources and ways of its supply, the difficult situation on the gas and oil markets (high energy prices, growing energy security threats of transit), the need of national gas and electricity markets liberalization and the limited coordination between energy players, the weak progress in energy efficiency and the use of renewable energy resources and so on. In such situation the EU tries to combine the efforts of each Member State and create the common external energy policy for counteraction the future energy threats and for avoidance of energy dependence on one energy supplier.
One of the main pillars of the EU’s external energy policy is the objective of energy market integration with the EU’s Eastern and South-Eastern neighbors and the “potential candidate countries” to the EU. The highest degree of such co-operation is the Energy Community Treaty (ECT)[footnoteRef:2] between the European Community and currently the Western Balkan countries. This the EU`s project is supposed to turn the Balkans into a single energy market that will be joined not only by the EU, but quite a large number of still economically and politically developing countries in the Eastern part of Europe (Ukraine and Moldova), the Southern Caucasus (Azerbaijan and Georgia) and Central Asian countries as well as countries of the Gulf Region (plus Norway and Turkey). In such way the EU tries to secure energy deliveries to the Union from third countries by diversifying sources and working to have one day a single EU external policy in energy. At the moment, every EU country establishes its own relationships with the external, non-EU world. Instead of speaking with the voices of 27 individual countries, the European Commission (EC) wants that the EU be able to speak with a single voice on the international arena. For this to happen, the Union needs to unify policy in the energy sector, which means unifying the energy markets of all these countries. Still, the EC understands that immediately uniting more than two dozen countries whose domestic energy markets are not very similar is a tall order. It will be much faster and easier to do the opposite: to establish a number of regional energy markets and then to combine those into one large one. That is why the EU is counting on regional integration projects. For example, the EU spring 2006 two regional initiatives in electricity (ERI) and gas (GRI). These are intended to be the transition stage between disparate national energy markets and a consolidated cross-European one. This objective is to be served by the setting up of the European Energy Community as well. [2:  The EU began work to form the ECT through the European Commission and individual Balkan countries in March 2002. At that time, they laid down the beginning of the Athens process, and agreed to set up a South East Europe Regional Energy Market. In November 2002, the Commission, six countries in the region and Kosovo signed a Memorandum of Understanding (MoU) in the power sector. In December 2003, a second MoU was signed regarding the natural gas. In signing these two documents, the Balkan countries promised that they would reform their energy sectors as soon as possible and open their markets to third countries by 2015. As these promises had no legally binding power, on November 25, 2005, an Agreement to Establish an Energy Community was put together. This time, it was binding, coming into force on July 1, 2006 – after all the participating countries had ratified it. (Ryabkova, D., 2009. Ukaiina ta Energetuchne spivtovarustvo. Evropeyski akcentu, ICPS, 2 p.)] 


The special features of the ECT (its potential geographical coverage of non-EU members, the economic status of the countries addressed as well as the quite high degree of its institutionalization) show that the EU has chosen a new quality in its external energy governance. 
There are three explanations for non-EU member states to access the EU’s internal energy market[footnoteRef:3]:  [3:  Prange-Gstohl, H., 2009. Enlarging the EU’s internal energy market: Why would third countries accept EU rule export? Energy Policy journal 37, pp. 5299-5301.  ] 

1. The “identification motive”. The accession to a sectoral Treaty such as the ECT may serve to show a country’s willingness and capability to become part of the EU. In that case the ECT is a first legally binding step to signal a country’s identification with EU rules and norms.
2. The “independence motive”. The role of Russia and its external policies towards its own neighborhood has certainly an impact on the European policies of Russia’s neighbors. Economic sanctions energy blockades and military threats lead countries in the region to keep distance to the regional hegemony and seek closer ties with the EU.
3. The “economic motive”. For most of the countries in Eastern Europe and Central Asia the EU is either the most important (Belarus, Ukraine, Moldova, Russia, Georgia, Armenia, Azerbaijan, Kazakhstan, Tajikistan) or a significant (Kyrgyzstan, Turkmenistan, Uzbekistan) economic partner. These countries have two priorities in their economic co-operation with the EU: first, getting access to the EU’s (energy) markets and, second, attracting EU investments in their economies.

Ukraine is about to join the South East European Energy Community Treaty, an organization that – provided Ukraine upholds all the rules and requirements – will make the country a member of the European energy market. As it was sad before, the decision on its accession was approved during the ECT Ministerial Council on 18 December 2009. Now the Verhovna Rada of Ukraine should ratify the ECT.  
The state that Ukraine’s energy sector is in today would not permit the country to integrate into the EU energy sector. This means that, before joining, Ukraine has to bring its domestic power and gas sectors up to the same common rules as the countries in the Balkan region.
One of the key changes in the energy market will be the result of Directive 2003/54. 
It introduces a term called “unbundling”, when the transmission and delivery of electricity should be separated from its generation and sale. Separate, functionally independent enterprises should take on these various functions. Today, a slew of oblenergos, for instance, function as both the seller and the distributor of power that is generated. After these reforms, the shareholders of all these oblenergos will be forced to think of how to reorganize their companies so that their activities are separated.
The changes awaiting Ukraine in the gas sector according to Directive 2003/55 are no less radical. Currently, the natural gas market in Ukraine is simply not being regulated properly. For instance, there is legislation regarding the pipeline transport system and regarding the extraction of oil and gas. But trading in gas is not regulated anywhere. There is also no responsible regulator for this sector. If Ukraine reform the gas sector and place it within a civilized legal framework and strengthen regulation, only then the question of ownership of networks be clearly regulated and its market will eventually have several independent traders who will have open access to this network under law. Finally, a specially created regulator will have to establish the rules of behavior for this market.
At the same time as it changes its own energy market internally, Ukraine is supposed to bind itself to a slew of external commitments. In the power sector, Ukraine promise to join the Union for the European Network of Transmission System Operators for Electricity (ENTSO-E), which will handle the technical issue of exporting electricity from Ukraine to the EU. In the gas sector, Ukraine have undertaken a dialog with the EU regarding the modernization of Ukraine gas transit system. Finally, in the context of talks with the EU regarding a deep Free Trade Area, Ukraine is formulating a contractual basis for trading in electricity.
For Ukraine, the main benefits of joining to the ECT include: more transparent and understandable rules of play on the energy market, greater competition and efficiency among domestic producers, a more attractive investment climate, and access to the European market for Ukrainian exports.

It is important to underline that new changes became in Ukraine`s energy policy relationships with a new 2010 presidency:  
· On 21 April 2010, the President of Ukraine Viktor Yanukovich and the President of Russia Federation (RF) Dmitry Medvedev signed an agreement in Kharkiv that dropped the price of gas for Ukraine by 30% in exchange for allowing the RF Black Sea Fleet to continue to have its base in Crimea until 2042. 
· On 30 April, the Russian Premier Vladimir Putin proposed merging NAK Naftogaz Ukrainy and VAT Gazprom into a single company. The Gazprom president promised the investment needed to modernize Ukraine’s creaky transit infrastructure.
· On 8 July 2010, the Verkhovna Rada adopted the Law “On the basis for the operation of a natural gas market.” The Law clearly defines the functions of transporting, distributing and supplying natural gas. According to the Law gas distribution company may not simultaneously engage in extracting, delivering, storing and transporting gas. As of 1 January 2012, the first stage of separating out the function of distribution and supply of natural gas. The Law also institutes a strict procedure for tracking gas volumes. Natural gas can be released to consumers only on condition that there is a metering junction. 
· On 9 July 2010, the Verkhovna Rada passed a Law “On the National Residential Services Regulatory Commission”. The passing of this law is a step towards centralizing state rate policy: responsibility for raising rates in heating, water supply and sewage will now lie with the Cabinet of Ministers, and not with local governments, as it was previously.
Separately, if to talk about a merger between Gazprom and Naftogaz Ukrainy could result in Russia gaining control over Ukraine’s GTS and its underground storage facilities. Among other options available to Ukraine is setting up an international consortium in which Russia would be one participant to modernize the GTS – which could lead to a similar outcome. Today, alienating Ukraine’s GTS in any form whatsoever is prohibited by law. However, in May 2010, the Verkhovna Rada registered a Bill to cancel these restrictions. Should this law be passed, the Cabinet of Ministers will have the right to independently spin the GTS or the gas storage facilities off from Naftogaz Ukrainy and hand over management or even ownership to other entities. At the moment, Russia is Ukraine’s only source of natural gas. Diversifying gas supplies, for instance, by importing directly from Central Asia, is virtually impossible, as the entire output of gas from this region has been contracted by Russia for many years to come.
That is why, prospects for reform should be improved by the new Ukrainian government`s pragmatic approach to economic policy and its intention of balancing the country`s economic policy between Russia and EU.
From the other side, EU must become for Ukraine by more reliable partner in a correction and strengthening of the policy, which will be based on definiteness both in relation to stimuli and in relation to approvals, and to bind this policy to other sectors and questions. EU must take part in modernization of the Ukrainian gas-transport system and more careful to co-ordinate together with Ukraine and EU member countries new routes of gas transit, which link the Eurasian continent. And, finally, to go back to the process of agreement the Energy Charter Treaty, because stability of energy effectiveness needs the multilateral legal field which however must be reformed taking into account interests of Russia.
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APPENDIX: Overview of Ukraine`s primary fuel recourses[footnoteRef:4] [4:  Igor Zhovkva, ”Vukluku dlya energetuchnoi bezpeku Ukrainu: suchasnuy stan-2010”, ICPS, p. 22-38.] 


Ukraine is an energy deficient country, able to cover only 47-49% of its energy needs, of which: extractions of oil cover 10-12% of total consumption, of natural gas – 20-25%, of coal – 20-25%.

Gas. 
Gas reserves in Ukraine: 5.4 trillion cu m natural gas, 400 million t gas condensate.
Gas extraction volumes: 1997-2000 – 18.0bn cu m p.a., 2009 – 21.2bn cu m p.a.
Despite having sufficient reserves of gas to cover all domestic consumption in Ukraine, the lack of capital for further exploration, extraction keeps getting cut. The country has no plant for liquefying natural gas, the sector is not being reformed, and the opportunities and resources available in the Black Sea shelf are not being exploited. Work on exploiting shale gas, which experts say could supply Ukraine with gas for 30 years, has not yet begun. But to extract this gas at a commercially viable rate, 15-20 more years are needed. 

Oil. 
Oil reserves in Ukraine: 850 million t.
Oil extraction volumes: 1998-2004 – 3.7-4.2mn t p.a.; 2009 – 3.6mn t p.a. .
Over the last 10 years, oil extraction has continued to decline in Ukraine. Existing petroleum deposits are 85-90% depleted at this point, but exploration for new deposits is not being financed. Moreover, the quality of the country’s deposits continues to decline. Because of the risks associated with exploration, private companies are given full rights to any deposits found and the state gets nothing out of the situation. Foreign investment is non-existent and Black Sea deposits remain undeveloped. The technology at petroleum processing plants in Ukraine is outdated and inefficient. The production of heavy oil that, as before, is used for thermo-electric stations is no longer profitable. Deep petroleum processing can only be done at the upgraded Odesa Oil Refinery, but the government has no influence over the work of oil refineries.

Coal. 
Extraction capacities of system: Only 20% of mines have output capacities of more than 900,000 t, which is the current norm.
Capacity of coal deposits: 85% of mines in Ukraine are working deposits with veins of up to 1.2m, and 32% of these are in Russia, the standard is 1.5 m.; in the US, it is 2.0-2.2 m.; in Australia, it is 2-3 m.; in China, it is up to 3.5 m. .
Ukraine has coal reserves that are good for another 100 years. But the productivity of coal extraction is very low while production costs are high: most mines are on the verge of catastrophe, with neither financing nor investment in the coal industry coming in at the necessary levels.

Nuclear fuel.
Ukraine is seventh in the world and fourth in Europe for the number of atomic reactors and their combined capacity. Today, 15 atomic power blocks operate on its territory which shows complete compliance with MAGATE nuclear safety standards. Also, Ukraine is continuing to build new nuclear reactors, currently at the Rivnenska and Khmelnytska AESs. Another key promising plan in developing the atomic energy industry is constructing a plant to prepare uranium-based nuclear fuel for AESs to use. In September 2009, the Cabinet of Ministers approved a state targeted program called “Nuclear fuel in Ukraine”, under which a facility to manufacture nuclear fuel is to be built by 2013.

Electricity.
Ukraine’s unified transmission system: 8 regional power grids; 1 million km of power lines; 24 oblenergos (oblast power companies), power companies in Sevastopol, Kyiv and Crimea.
Ukraine’s unified transmission system is one of the largest power systems in Europe. The EU is interested in integrating power grids and establishing a single electricity market, since Ukraine has surplus power generating capacities left from soviet times. Today, electricity from Ukraine is being imported by Poland, Hungary, Romania and Slovakia. The 2006 Energy Strategy anticipated significantly increased export capacities, from 11.35bn kWh in 2010 to 25bn kWh by 2030, on the assumption that Ukraine’s power grid began to work in parallel to the EU’s. The Island of the Burshtyn TES Ukraine already has a positive example of successful integration of power grids with European ones. The Island of the Burshtyn TES has been working in parallel with UCTE, the European unified transmission system, since July 2002. In carrying out this program, the facilities on the “island” were modernized in order to bring them in line with UCTE standards and to ensure proper parallel operation.

Alternative energy sources.
Windpower. Ukraine has its own versions of licensed windpower plants and its own manufacturing facilities. Altogether, the country has eight wind electric stations in Crimea, the Azov Basin and the Carpathian region. Theoretical windpower potential on Ukrainian territory is 330mn GW. This is 6,000 times more than the total electricity generated by the country’s power system today.
Mini hydroelectric stations. Ukraine has a major hydro power resource in its nearly 63,000 small rivers: they are worth up to 28% of the country’s total hydroelectric potential. Mini hydro power needs little capital input and provides both cheap and ecologically clean energy. However, it is not really developing at the moment because the government is not offering any support for this area.
Biofuel. The bioenergy resources that Ukraine has can be used to produce both biogas, biodiesel, bioethanol, hard fuel brickets and more. These bioenergy resources include wastes from forestry, farming and households, as well as specially-grown canola (rapeseed). Ukraine grows canola for export to Europe, where every gas station, by law, has to offer at least 10% biofuels. Ukraine itself lacks the technology and regulation to produce, store and use biodiesel fuels based on canola. Nor has the government established the necessary conditions to attract investors to build plants here.
Solar power. At one time, 10% of world manufacture of solar silicon was in Ukraine. Yet, European have equipped solar panels on the roofs of their buildings and are using the heat generated by the sun to heat their homes and their water, while in Ukraine this kind of practice has only begun to surface. Solar panels to generate power are manufactured in Ukraine but photovoltaic installations are only beginning to appear on the market as an alternative to those imported from China.
Geothermal energy. In Zakarpattia and Crimea, both of which have the most promising geothermal potential, only 2% is currently being used. Building profitable and ecologically clean GeoTESs is very promising, as they pay themselves off in less than five years.
Alternative gases. Synthesis gas comes from bituminous coal, the wastes from processing regular coal, peat and so on. In Ukraine, new technologies have been developed that allow synthesis gas to be produced from virtually any biomass.
Ukraine is fourth in the world for surplus mine methane, but its extraction and utilization amount to only 80mn cu m annually. If it begins to use cutting-edge technologies, Ukraine could soon produce 2-4bn cu m of methane, growing eventually to 6-9bn cu m per year.
Ukraine also has between 10 and 30 trillion cu m of shale gas reserves. Total signed a contract on a feasibility assessment and possible acquisition of rights to deposits of this non-traditional fuel in Western Ukraine together with EuroGas, a US company. Royal Dutch Shell has also joined the search for shale gas deposits in Ukraine.

Transporting gas.
Profile of Ukraine’s GTS: 39,800 km of pipelines, 112 compressor plants, 13 underground gas storage facilities total volume = 32bn cu m, 74 compressor stations with a combined output of 5,450 MWt.
Throughput capacity: in: 288bn cu m/year, out: 142bn cu m/year.
Ukraine’s gas transport system delivers 50-60bn cu m per year of gas to Ukrainian consumers and exports a further 110-120 cu m per year of Russian gas to other countries of Europe. If the GTS were to be upgraded, theoretically Ukraine could pump through more than 230bn cu m of natural gas every year.
Still, the unsatisfactory technical state of the GTS threatens Ukraine with the loss of its geostrategic position as the main transit link in the East-West pipeline system. Today, Gazprom continues to lobby to cover more and more of Europe’s needs for natural gas by building the Nord and Southern Streams. Both of these gas pipelines will be able to pump no more than 95bn cu m of gas once they come on line.
At the same time NAK Naftogaz Ukrainy began negotiating with members of the Nabucco Gas Pipeline International Ltd consortium to determine how Ukraine might join EU`s priority energy project – the Nabucco project. A special working group set up by Naftogaz Ukrainy has been responsible for organizing events to establish cooperation with other partners in the project and for NAK Naftogaz to join the Nabucco project. The second branch of the Nabucco network is called Whitestream. Its objective is to steer gas from Azerbaijan to the Georgian port of Supsa, along the bottom of the Black Sea to Ukraine, and then further to EU countries. Whitestream can provide additional routes for delivering alternate gas flows to the EU and increases the energy security of its Central and Northern regions.
Transporting oil.
Ukraine’s oil pipelines: 4,700 km of pipelines, 51 oil pumping stations, a reservoir of 1 million cu m, 6 oil refineries with output capacities of 50mn t/year: Naftokhimik Prykarpattia, Halychyna, Odesa, Lysychansk, Kherson, and Kremenchuk oil refineries. 4 of these refineries are controlled by Russian enterprises.
System throughput: in –114mn t/year, out – 56mn t/year.
Ukraine’s trunk pipelines deliver oil from Russia and Kazakhstan to oil refineries in Ukraine and pump it for export to countries in Central and Western Europe.
One of the most promising projects for diversifying the transport of Caspian oil to Europe is the setting up of a Eurasian oil transport corridor across Ukraine’s territory towards Poland, the Odesa-Brody-Plotsk-Gdansk pipeline. In 2002, the construction of a 674-kilometer pipeline in the Ukrainian portion of the Eurasian Oil Transport Corridor, Odesa-Brody, was completed. This route can pump up to 14mn t of oil towards Ukraine’s western border.
Since 2004, the Ukrainian route is being used by TNK-BP, which pumps Russian oil from the Druzhba pipeline in the reverse direction, from Brody to Odesa. In 2007, this agreement was extended for another three years. 
Ukraine, Poland, Azerbaijan, Georgia, and Lithuania have been jointly extending this pipeline through Poland to Plotsk and Gdansk. Construction of the Brody-Plotsk portion of the pipeline will increase the throughput of Odesa-Brody to 45mn t/year. If the Baku-Supsa-Odesa-Brody-Europe route for transporting Caspian oil comes to fruition, it could not only resolve the problem of how to reduce the volumes of oil being shipped through the Bosporus and Dardanelles, but would also ensure that resources reach the markets of Central Europe and a part of Northern Europe as well.










