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EU Energy Policy and Regional Co-operation in South-East

Europe: managing energy security through diversification of

supply?
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ABSTRACT

For decades after founding the ECSC (1951) the member states have
relegated the issue of joint supranational energy policy development.
The situation changed decisively in the early 1990s, with the
dramatic shift in the geo-politics of the resource-rich Eurasia,
following such developments as the collapse of the USSR and the
Gulf War. In light of these developments, European states gradually
consolidated their position in favour of supranational energy policy
development. This paper presents an analysis of developments in EU
energy policy given the ongoing realignment of strategic interest. It
outlines the process of Europeanization, identifying caveats in the
security of energy supply. It then proposes a solution to the main
problematic of diversification of hydrocarbons supply through the
fostering of regional co-operation amongst the states of South-East
Europe (mainly Greece, Bulgaria and Turkey). The paper argues
that this 1s the only viable and lasting solution to EU energy
dependency away from Russia, at once showing the fundamental

importance of pipeline ‘mapping’ in the area.

Keywords: Energy, Regional Co-operation, Europeanization, Transmission

Pipelines.

* Dr. Diana Bozhilova, Associate of King's ColleglK(C), is the A.C. Laskaridis
Research Fellow at the Hellenic Observatory, Lon&mhool of Economics and
Political Science.

Correspondence: Hellenic Observatory, European Institute, LSE, glton Street,
London WC2A 2AE, Emaild.bozhilova@lse.ac.uk







EU Energy Policy and Regional Co-operation in South-East

Europe: managing energy security through diversification of

supply?

1. Introduction

Up until around 1990 the member states of the Eraonp Economic
Community (EEC/EC) overwhelmingly considered dexismaking in energy
policy as best served by national governments. Tthenrecession of the early
1990s led to a sea change. Observing this shift tveg fundamental questions:
(1) what framework conditions influence the caugalbetween economic

growth and energy consumption, and (2) how canamral for them?

Distance, in the first instance, became the saliariable in the energy
equation. Europe’s geographic remoteness from progserves of fossil fuels
has threatened the pricing system. It has burdéhedconsumer, breaking
down consumption volumésYet, distance is a strictly exogenous variablé tha
cannot be mitigated by policy. Next, trade as atependent policy variable,
was expected to allay both the increased conflictight about by geographic
proximity and the effects of distance in diminighioooperation (Robst et al,
2006). The critical issue in respect of energy weses is that although trade
may mitigate violent conflict since exporting amdpiorting states are further a

distance from one another, in actual fact it map #ad to an increase of non-

! Fossil fuels provide around 66% of world's totakéical power and 95% of world's
total energy demands (including heating, transpeftgctricity generation, etc)
(Conseil Mondial de I'Energie, 2008).



violent conflict due to trade agreement disputescdft examples abound:

Turkey in 2003, Georgia in 2008, Ukraine in 2009.

Since the collapse of the Soviet Union and the @ldf, both considerations of
distance and trade have led European states toepasakiously on the
sustainability of domestic economic growth. Exogena@onsiderations, too,
such as foreign policy developments have weightegignificantly since 1990
towards supranational energy policy regulation. pheduction of oil, gas and
coal is limited to today’s reserves. On the onedhainat is the fraction of the
resources that can be extracted at economic €ostthe other, it is an estimate
of reserves that can be found in the future. Botirket imperfections and
technical limitations to production rates slow neriadjustments to changes in
expected prices or costs (Brown, 1989). The mooelymtion grows bound to
off-shore exploration, the less realistic the eatemand the more costly the
extraction. As a result major projects have alrebdgkfired with spectacular
aplomb (Sakhalin 1l and the Caspian Basin). Teabgiokl investment as a
policy variable has come to the fore in Europeamolr{EU) energy policy-

making (Pottering, 2009).

In its subsequent sections this paper exploressdéinging degrees of success
with which energy policy-making in the EU is cadieut. It offers an analysis
of recent developments by firstly identifying thaimcaveats in energy supply,
demand, and security, establishing a crucial liokindustrial production

capabilities. Second, it discusses the merits@ptiocess of Europeanization in



this arena. Finally, the paper proposes that aisalto the security of supply is
to be found neither at the supranational, nor atrthtional level. A middling
path between unilateral action and supranationghcaity emerges in the
fostering of strong regional co-operation amongsgimbouring transmission
countries. The contention stands where there liglerto alternative to regional
co-operation or any existing alternative would le costly that it would

become inefficient.

This perspective is exemplified in two geographiehsions. First, the
Northern dimension, namely the Yamal-Europe ga®lpie (Yamal | & II)
versus Nord Stream. Second, the Southern dimenBiaku-Thilisi-Erzerum,
Turkey-Greece-ltaly, and Nabucco versus Blue Stréa& Il) and South
Stream. The Northern dimension has been subjeptioo discourse (Hubert,
2007; Hubert and Ikonnikova, 2007). Applying co-mgive game theory leads
to the conclusion that Nord Stream will be more engive than the Yamal
pipeline. However, this is counterbalanced by tw that the cost and security
of supply is dramatically improved. Likewise, th@ughern dimension has
recently received heightened attention. It tiesetbgr Greece, Bulgaria and
Turkey in a historically unlikely partnership asyk&uropean transmission
states. However, the transmission routes have redainder-explored thus far
due to the decades-long geographic isolation ofrédggon. In addition, the
number, complexity and potential of the projects superior to anything else
proposed on the continent to-date. A further olstas the geo-political

constellations in its immediate vicinity. Energylipg is often wielded as an



instrument of foreign policy by resource-rich sgat@s a result, it often falls
captive to issues pertaining to conflict resolutiominority rights, territorial
integrity, and extremism. The probability of prdj@ompletion diminishes as

such instances grow pronounced.

By exploring the maze of endogenous consideratiamsl exogenous
interdependencies, this paper shows that regiooaperation amongst the
states of South-East Europe (SEE) is the only giaold long-lasting solution
to the overarching EU energy policy problematiciversification of the origin
of fossil fuel supply to the continent. Two centaguments support this
statement. First, SEE lies in the immediate vigif more than 70% of the
world’s proven gas (and oil) reserves. This hasstpe effect on transmission
costs by reducing the negative effects of distai@scond, the location of
Greece, Bulgaria and Turkey in relation to one l@oallows for the building
up of different constellations of transmission deais. This provides for a
diversification of the indigenous import locatiorBringing Turkey into the
process both through regional co-operation andetdantegration process has
led to an improvement in the security outlook of transmission projects in
the region. This is still conditioned on Turkey isgeitself as a potential
‘insider’ rather than an ‘outsider’ over the lorggrh. In this sense, regional co-
operation can be the key to balancing out the pi$githat Turkey may use
energy policy as a trumpet card in the accessioogss, disrupting resource
supply to the EU area. Therefore, regional co-dpmran SEE serves a dual

purpose: political stabilization and economic perdy for the continent.



2. Industrial production and energy demand in the European Union

Energy and economic growth are intrinsically link&aistainable development
is dependent upon a secure and reliable energyysuipysical theory dictates
that energy is required for economic production #merefore growth. Yet,
mainstream theory of economic growth often overtotiis critical juncture
(Stern and Cleveland, 2004). Stern and Clevelared raot alone in this
argument. More growth requires more energy and neorergy allows for
further growth according to recent research by &a&e al. (2007). The
conclusion is sustained not only throughout thgestaf industrialisation but
also in the post-industrialisation period. Althougls said that energy intensity
increases during industrialisation and declinesethiéer, empirical research in
economic history has shown that one needs to thestassumption rather
sceptically. The hypothesis stands in respect efgbonomies of the major
developing countries, the BRICs. However, withire tpost-industrialised
economies of the EU-27, the widening share of sesvihas not necessarily
brought about any significant relative decline mergy intensity. The empirical
findings in Table 1 show that energy used per ohieconomic output has
declined. Yet, this is to a large extent due tchét $n the energy mix from
direct use of mineral fuels, such as coal, to e af higher quality fossil fuels,
such as gas, and especially electricity. When thaod empirical results are
taken into consideration the prospect for furtlagé reductions in the energy

intensity of economic activity seems limited.



Table 1. Energy Indicators, EU-27 aggregated

Energy Intensity Carbon Intensity  GIC per capita  CO2 emission per

Year (toelMEUR) (tonne CO2/toe) (kgoef/inh.) capita (kg/inh.)
1990 231.4 2.78 3498 9732
1991 227.5 2.73 3492 9541
1992 220.1 2.71 3409 9225
1993 2154 2.66 3397 9039
1994 208.3 2.67 3376 9011
1995 207.9 2.63 3454 9094
1996 211.1 2.62 3566 9343
1997 203.7 2.60 3528 9166
1998 199.9 2.57 3560 9152
1999 192.6 2.55 3527 8988
2000 186.9 2.55 3548 9037
2001 187.3 2.54 3619 9185
2002 184.5 2.54 3597 9124
2003 186.8 2.54 3674 9319
2004 184.5 2.52 3702 9372
2005 181.6 2.51 3692 9259

Source European Commission, Statistical yearbook 2007/8.

When the data from Table 1 is compared to the deosition of energy
intensity, it becomes clear that the exponentiaimgn of the services sector as
total share of the economy represents a very dineallion of total change in
energy intensity. The change is in the region ofL%® for the period 1970-
2000. This is an outcome of the growth of servifrastioned as the decline
deriving from the change in GDP composition. Indiethe change in energy
intensity is mostly accounted for by superior teabgical efficiency in
industrial production. Thus, for the economies loé £U member states to
sustain growth in the new millennium two preredessiare essential: (1)

investment in innovation and (2) security of enesgpply.

These objectives are consistent with the findingthe Enterprise Directorate-
General of the European Commission (Navarro, 2088)the core is the
promotion of European industrial competitiveness-asdvis third countries

(Woolcock and Wallace, 1995). As a result a chapteindustry was written



into title XIII of the Maastricht Treaty. Its comtts ask that the member states
“ensure that the conditions necessary for the cdithymness of the

Community’s industry exist” (TEU, Title II).

At a conceptual level this approach can be summedinuthe ideas of
evolutionary economics, advanced most recently eljgdh and Winter (1982).
They do away with the neo-classical approach ofthte’s pre-emptive role to
market disruption that centres on strategic trad@ iafant-industry policies.
Strategic trade policies refer to strategic indastroligopolistic companies,
which realize high profits, or ‘national champion€entral governments may
take the ‘strategic’ view in favour of sustainifgeir dominant position in order
to retain the profits of large companies within tregional boundaries of the
state. However, when competition takes place omtgrated EU-wide scale,
national regulatory authorities can no longer dff@ty control the activities of

domestic companies.

Notwithstanding, national champions are not aboseeiving support from

their governments, even where they operate acheswiider EU market. This
calls for EC controls over and scrutiny of natiosabsidies to an extent far
greater than ever before. Without significant degref discipline one-time
national champions could well distort free markemgetition. This could

bring pressure on national governments to proxhéentwith further support by
deflecting vital domestic investments from elseveh@Voolcock and Wallace,

1995).



Related further to this problematic, infant-indygtolicies explain government
interventionism in industries permeated by new canmgs, for which the
governments would argue the high costs of settjm@nd learning justifies a
protectionist approach in their early life. In surdses, the government strives
to reduce negative externalities on these compabhiessubsidizing their

national production.

Since the 1990s, the Commission has sought to ufath approaches. The
maturity of the single market leads to a necedsityopenness to stimulate
competition and increase technological developra@at productivity. In turn,
this should provide for more and continued progpdan the EU. Inefficient
supply allocation was a major issue with stratdrade policies that occurred
in closed industries. Inputs and outputs were poonanaged (Ving and
Boardman, 1992). Importantly, inefficient supplyoahtion led to non-viable
industry interdependencies. This is the broad vewthe situation in EC

member states as they entered a downturn in thedpE®87-1992.

The EC realised that industries had grown poorlyimgaed to face the
competitive pressures emanating from the procesgylobalization. This

necessitated the development of a new industripfageh. Its main threads
centred on aiding in the accomplishment of techgick efficiency and the
reduction of energy intensity for industrial protan. In reality, this approach
was primarily manifested in large volumes of mesgand acquisitions Given

the current exigencies on growth, it is clear tihéd approach is unsustainable



to render policy objectives complete in the longnieTherefore, a departure
from entrenched views in respect of industrial glownd energy security

becomes necessary.

Responding to such criticism the Directorate GdrferaEnergy and Transport
commissioned an in-depth study into the long-temargy outlook of the EU-
27. It estimated that energy requirements wouldigoa to increase up to 2030
despite the decline in the energy intensity indehento (Table 1).
Consumption is expected to stabilize after 2020acnount of two major
factors: (1) lower projected economic growth in Elg-27 for the period, and
(2) stagnating populations between 2020 and 208@al [growth in energy
consumption by 2030 is anticipated to reach 11%gchvis much lower than
expected total GDP growth over the same period §7I%us energy intensity
IS expected to continue to decline by 1.7% p.asTikiaccounted for by a
further structural reorientation of the EU econasrtiewards the services sector
and the light industry. Crucial for the analysistlois paper is the fact that the
total projected increase in energy consumption 0802is to be bourn out
entirely by a widening of the share of natural gad renewables in the total
energy consumption mix, which is shown in GraphHmiport dependency on
primary resources will also rise by 2030 to read@®66 up 14% on current
import levels. Amongst resources, oil import depamay will be the highest at
95% by 2030 and gas import dependency will grounf&8% today to 84% in

twenty years’ time.



Graph 1: Primary Ener gy Requirements by Fuel, 1990-2030, Mtoe
Witoe
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Source DG Energy and Transport (04/2008).

By 2030 developing economies will be the dominar@rgy consumers as their
total consumption would have more than trebledenels measured in 2001.
Conversely, data for Europe-OECD shows a much moodest growth in
consumption, which as total share will be declinygpr-on-year till 2030.
Energy efficiency is thought to increase progresgivover the period for all
states except for the CIS countries for which tlerent starting point of
consumption is very modest. Total energy productihneed to increase by
at least 7,000 Mtoe by 2030 on 2001 levels to npeefected needs, which
coupled with peaks in fields in the North Sea ahd Russian Federation
presents states with a profound challenge to sesupplies for the four major

energy consumers: industry, transport, househalt$ services.

Considering the enormity of the outlook, EU membkates need to grasp the

much higher competition in the future for energgawces from developing

10



countries than has been the case hitherto. Detamsron EU energy policy
should also be born in mind, namely that the EU f@hoice but to import
energy resources from the Russian Federation. Henyelre latter has a far
greater choice where to export its reserves tadbhition to the EU market, the
Russian Federation can trade with the large consupfeAsia, such as China
and India. Even if the European market pays thadsgprices per energy unit
today, the geo-political situation presents OAO iBam with a choice that the
EU importing companies simply do not have. Furthemen the EU failed to
class energy as strategic policy in the years siheecollapse of the Soviet
Union. This left investment projects without import backing. The private
sector alone was unsuccessful in extending thesrmasion networks into
Europe. Meanwhile, the Russian state was very ssgbdein taking up where
the EU left over. It secured long-term contractsdiband gas imports from the
Caspian littoral states. These are sold today sigmificant premium on EU

markets.

Thus, the EU lost twice over. First it forewent tpessibility to build

infrastructure to diversify away from OAO Gazprowwards the Caspian.
Second, it perished by missing the chance to redewwergy costs by
engineering greater competition in the origin gby. By failing to invest in

transmission networks, the EU let the initiativgp $fom its authority and lost
political clout in Asia Minor. Not being able toesgk with one voice in energy
negotiations has left the EU member states eaatgvgr its own interest with

Germany, Italy and Austria at the fore from amortgst more affluent of the

11



members, and Greece, Bulgaria, and Turkey as tist eager each to project
an image as an energy hub for Europe. Recent qalidevelopments have
shown that time spent in the pursuit of divergimgl do a significant extent
self-sufficient national interests is all but tinost. Given this, how do we then
conceptualize an energy policy for the EU? Theofeihg section offers some

answers from a historical perspective.

3. What kind of energy policy for the European Union?

A comprehensive energy policy for the EU took agldime to emerge in

earnest. Broadly five stages in the EU energy peahaking process can be
discerned. First, in the period 1945-1957, althoegargy was perceived of as
a major problem facing the founding six memberestaif the European Coal
and Steel Community (ECSC), energy production wasct mostly reliant on

indigenous coal supplies. The establishment oEGEC served to secure coal
exploration for industrial purposes whereby suptianal co-operation ensured
development without warfare. This resulted in spuer effects towards further
economic and political integration but no major @lepments in supranational

energy regulation.

Second, between 1957 and 1972, energy continub@ tteen as an issue of
lesser concern. Indigenous coal dependence wadesugmied and gradually
replaced by oil. The oil was imported at very cheapes primarily from the

Arab producing countries (OAPEC). Given the lowtspsnergy policy did not

12



climb up the policy-making agenda of the membetestaduring this time
either. As before, the advancement of Europearyiat®en in this period did
not lead to significant spill-over effects into sapational energy policy co-

operation.

The status quo incurred a dramatic review followiing Yom Kippur War and
the ensuing oil embargo. The outbreak of warfarethe Middle East
compounded the 1973-74 world stock market crusha Assult of the sudden
dramatic upsurge in oil prices, energy policy-magkia-entered the EC agenda
for a lasting period up until 1985, marking the ehdhe third stage (Andersen,
2000). The collapse of the Soviet Union and theomak of warfare in the
Middle East appeared to both engender new opptigarand revive old fears
in the 1990s. The attempt of the European Commissigevitalize a common
EU policy for energy marks the fourth stage in ppllevelopment. Here, there
are overdue signs of a more comprehensive eneigydor the EU. A lasting
impediment was finally overcome. The strong confacongst the member
states concerning the substance of a common epeligy was mitigated. The
process of liberalization and integration of nasibanergy grids began, as did
the unbundling of vertically integrated nationalngmanies. Come the new
millennium, we can speak of the beginning of tHéhfstage in EU energy
policy-making. It is dominated by high oil and gasces, as well as increasing
demand for oil and gas imports globally sustaingdapid industrial growth in

the developing countries. This means that memlagesimore than ever before

13



need to overcome entrenched national security faats work together to

project a united front vis-a-vis exporting partseates.

Enacting legislation for the EU-wide energy markas been a complex and
tedious task. One of the most difficult regulati@tsurred in the gas sector, in
particular concerning transit rights (Stern, 199Z2Jhe proposal to
fundamentally alter the relationship between s@pglitransmission operators,
distributors, and consumers had to be significaddwngraded before it was
passed. The crux of the issue centered around mhagéters in particular: (1) the
abolition of exclusive rights in relation to theiling of gas transmission
lines; (2) the inscribing of an obligation for viedlly integrated companies to
unbundle their accounting and management systeB)sthé introduction of
third-party access rights to a limited number @fhhvolume gas consumers, so

that they could chose suppliers from throughoutcttramunity (Lyons, 1994).

The major opponents to these proposals were ifirfftenstance the larger of
the EU member states with the exception of the ddnKingdom. This was
possible because energy was not covered by theyToé&Rome (1958) and
depending on definition it befits the ambit of bathanimity and majority
voting rules of decision-making (Art. 100a). Theuahble led to a deadlock in
the Council. The process became precarious andrdoemuof watered down

proposals, as listed in Table 2, were accepted.

14



Table2: Most Important EU Energy L egislation in Natural Gas

Legidation Type Field Scope Other
2003/55/EC Directive, Natural Gas 1. Subsidiarity; 2. Gas sector Repeals Directive
EP and Production: from undertakings; 3. Consumer 98/30/EC;
Councll upstream to protection; 4. Social and Deadline for
downstream economic cohesion and opening of gas
activities environmental protection; 5.  markets amongst

Derogation; 6. Distribution and EU MS:
supply; 7. Right of accessto  01/01/2007
accounts; 8. Third-party access;
9. Force Major;

1775/2005 Regulation, Natural Gas 1. Tariffs; 2. Third-part access; Applicable from

EP and Transmission 3. Maximum capacity allocation01/01/2007
Council Networks mechanism; 4. Trading of
capacity rights;
2004/67/EC Council Security of 1. Disruption; 2. Monitoring; 3. In force since
Directive Natural Gas National emergency measures; 2004
Supply 4. Gas coordination group and

the community mechanism

Source Own representation.

These legislative measures show that a graduabagpiprwith long transition
periods has settled in. More radical proposals ftbemEuropean Commission
were abandoned in a process that saw the propoh¢iné EU vision squared
against the strong vested national interests ofrttliwidual member states. A
coup for the Commission was a compromise wherelgrasehing decisions
relating to the gas market were to be taken at &@llwhilst member states
stayed in charge of the speed and effectivenetiseaimplementation process.
To this end two principal avenues for sectoral goaace were established,
namely the Florence Forum for Electricity (1998 ahe Madrid Forum for
Gas (1999), chaired by the Commission. The Comonsgirther set its focus
on two issues intrinsic to downstream energy polidy the ratification of
cross-border electricity and gas flows; and (2) ddecation and management

of scarce interconnection capacities between ratimansmission systems. To
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achieve these the Commission made use of fiveuingnts: (1) antitrust law
(Art. 81); (2) abuse of dominant position (Art. 823) monopoly rights (Art.
86); (4) merger controls (Regulation No 139/20(18); state aid controls (Art.
87 and Art. 88). Through the creation of marketst tis liberalization, and
through the integration of markets, that is Euroyestion, the following
objectives may be achieved in the future: (1) ilmproent of adequate energy
supply in cases of system failure; (2) improvemeinthe load-base curve as
electricity fluctuates on a seasonal basis; (3)simts are taken in respect of
the storage of electricity cheaply, the simultarseconsumption of electricity,
and the trade of electricity; (4) questions of owgh@, barriers to entry and
exit, controls over tariffs, distribution and tramssion, as well as scope and
depth of planning can be discussed and resolvéd;ods of leveling the field

between old and new member states can be mitigaesa Faur, 1999).

The process of EU energy policy development hagaled a number of
caveats. First, it demonstrated the constraints tb@ powers of the
Commission. Second, the process showed the setysivsupranational co-
operation in energy. Third, it demonstrated theklaf concerted action
amongst the EU member states for many decadesurhef these failings has
pointed out to a critical lesson for the EU. ltoisfundamental importance to
create a level-playing field between net energyarpg states and net energy
exporting countries for the security of energy dy@md sustainable economic

growth.
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This can be achieved through a variety of policstrmments. First, by tying
energy policy to the internal market programme hwibmpetition playing a
major role in the liberalization of national energgds. Second, by relating
energy policy to the attempts of the EU to estabéiscommon environmental
policy with fiscal measures as its key instrumdihird, by establishing the EU
Energy Charter Treaty and the EU Energy Charte®d41L¢hat supports reforms
in the former Eastern Block in an attempt to sedte EU energy supply.
Their aim is to create a controlled environment théigates risks associated

with energy-related investments and trade.

The commitment of the Energy Charter Treatydes jure impressive. Its
credibility stems from the number and diversity it signatories, which
include fifty one states in addition to the EC @&hdatom. It represents the EU-
27 member states, other European states, as wiileasates of the Caucasus
in a legally binding multilateral arrangement. Yeis a policy-making
instrument it has proven largely ineffective intthfze single key player in EU
energy security, namely the Russian Federatiorjtedbbmember of the Energy
Charter Conference, has not ratified the treatgate. The treaty, therefore, has
no legally binding force in respect of the Rusdi@deration. It is also highly
unlikely that the Russian Federation would eveifyat, for the following

reasons.

Acceding to the Charter Treaty would bind the RarsskFederation to an

obligation to liberalize its energy market. A liagzation of the Russian energy

17



market would allow for domestic and foreign comgsnio compete with the
state-controlled OAO Gazprom directly, in which gtate controls 51% of all
shares. This would lead to the loss of significeedenue. Current OAO
Gazprom contribution to GDP stands at 8% and 20%heffederal budget.
OAO Gazprom controls the most proven gas reseneeklswide, which is the
equivalent to some 17% of world proven gas reseéntess Europe’s largest
supplier of gas. It accounts for 25% of total gassumption in the EU and
45.1% of total gas imports into the EU-27. The EUrlies on gas imports for
57.6% of its total consumption needs, a figuret@eise to over 65% by 2030.
After oil, which caters for 36.9% of the energy de®f the EU-27, gas is the
second largest source of energy with 24.5% of @Btalss Inland Consumption
(DG Transport and Energy, 2008). The fact thatRhesian Federation has not
acceded to the European Energy Charter Treatytdmeshe security of supply
to EU markets. This is further compounded by th@gport system that makes

access to supplies possible.

Natural gas is carried through the major gas pieeloutes from West Siberian
gas fields to West European gas markets that ruwough the Ukraine.

Following the first dispute between the Russiandfation and Ukraine over
price levels and transit rights in 2007, OAO Gamprondertook a number of

parallel projects in order to diversify and secuhe access of Western

2 Yet, this is only 60% of Russian proven gas reserdiscounting untapped reserves
in the Sakhalin and Eastern Siberia.
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European markets to gas, bypassing Ukraiki¢hile the study has produced
clear outcomes, it is uncertain in the current eoas climate where fuel
prices are sliding how quickly construction of theoposed projects could
begin. The viability of project construction to riemit gas to Europe has
already benefited from some independent analysigb¢k, 2007). It includes
the projects at Yamal | and Yamal Il, Blue Stredword Stream and South
Stream to carry gas from the Yamal-Nenets autonenaddirict and the Yamal
Peninsula, Russia’s largest known untapped gasvesselhese new routes and
pipelines have been especially rendered necesstaty the collapse of the
former USSR when critical Soviet transmission pipes found themselves in
ownership of the newly independent republics. Havewith so many costly
projects under consideration, the Russian Federaimeds to continue the
exploration of new fields in order to ensure constevels of gas supplied
under its existing long-term trade contracts with EU member states. Yet, if
the Russian Federation acceded to the Energy ChHadaty, it would have to
conduct geological exploration with great attentido environmental
conservation and the impact of such activities migenous populations and
wild life. This would rack in exorbitant costs thate much higher than OAO
Gazprom currently allocates to exploration undengd Thus, many of the
profits that OAO Gazprom now reaps would have toehmvested over a long
period of time, necessarily reducing the size of federal budgetary

contribution. The reduction can be of a much maees order if oil and

% Routes through the Ukraine supply ca. 80% of OAd2iBom gas to the EU and ca.
40% of total EU gas supplies at the moment (Inggate
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following on these, gas prices too, fall furthertbe trading floors due to fears
of deepening recession and a slow down in growthidawide, prompting even

speculation of depression. The Russian state staridse billions of rubles.

Even if price levels were to return to the recorghk seen in early 2008,
internal accruals from the activities of OAO Gazpralone are unlikely to be
sufficient to cover for the associated costs ofl@gtion, given the very
difficult terrains of the untapped fields, such #® Yamal and Sakhalin
peninsulas. This will bring the Russian Federatioder increased pressure to
open up its energy markets and allow foreign mationals access to its
upstream energy market. Political considerationsildvdvave to play a much
lesser role in energy co-operation given the ex¢énhterdependencies. After
the 2009 meeting of the World Economic Forum in @asuch a profound
overhaul of stance does not appear likely in then@diate outlook. There
China and Russia criticized the current global rimal system, putting the
blame squarely on the US for poor quality regulatias well as excess
dependency on what is fundamentally the only basgerve currency.
Resource-rich states have further weighed in thatgeby blaming the stalled
economic growth for falling energy prices. In theegw, prices below USD 60-
80 make production unsustainable. The overall seh#ge summit emerged as
one of bitterness and blame. In turn this means ém@rgy mapping will

continue to be a strongly politicized issue.
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Such realities dictate that the process of supi@maltenergy co-operation can
be facilitated only by rational actor-building ciiains. This is supported by
Germany and lItaly in the main, the EU’s largestongrs of gas from OAO
Gazprom. The level of co-operation that the EU eeking at present is
comparable to the level of co-operation that thkefesunding members of the
ECSC have sought in the immediate post-war peifad, given the fact that
the majority of fossil fuel resources lay outsithe geographic boundaries of
the EU, the task at hand is far more complex arghistcated. In the new
millennium two exogenous factors will be the prigndeterminants on the EU
energy policy over and above the individual intesesf member states,
namely: (1) the wider geo-politics and (2) statéeidependence within a
globalised world. In turn, this requires a re-fdogsof the priorities of the
Commission further afield towards upstream (exglord and mid-stream
(refineries) investment. This necessitates a sgant budgetary contribution to
be set aside for European energy projects that maesurrently exist. It would
allow the EU to become present where the RussiaerBgon and the USA
already are, namely in the Caspian Basin and tldzllliEast where over 70%
of total world proven oil and gas resources liee BU is already quite late on
its involvement in the region. However, the pod#ibto build up transmission
networks in SEE and to expand its use of LiqueNadural Gas (LNG) from
North Africa and Nigeria means that the EU is wplaced to secure a

significant measure of energy diversification ie ghort-to-medium term.
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4. Diversification to the Caspian and beyond

The traditional method of energy planning focusasfiading the least-cost
generating alternative or ‘least cost versus phboHioased approaches’ (EIB,
2007). This stands justified only while technol@iprogress occurs at low
rates and energy prices are stable. Neither oéttves preconditions is present

today, which is why a shift away from the tradigbriew becomes necessary.

One solution in this respect was proposed by thegaan Investment Bank
(EIB) that is to do away with emphasis on evalua@iternative technologies
(e.g., for renewables), instead focusing on theluaw@n of alternative

electricity generating portfolios and strategies.(iimproving the production
and use of existing sources). Support for this @t is found in the fact that
whilst increasing the share of renewables witha Bt-27 total energy mix is
imperative, they still account for only 7-8% of thieal energy consumption
needs of the member states. Projected growth shavesibling of these levels
by 2030 but this will be still insufficient to meesing energy consumption

needs. Therefore, a final solution in this resjpestill a long way in the offing.

Instead, it is much more commensurate to use dizfggenerating portfolios
with known (anticipated) risk levels that respoadbjective energy generating
costs. That includes techniques that can minimizeaety’s energy cost and
the energy price risk it faces. Primarily, thisais approach that in addition to
straightforward mathematical models, such as thaplely Value, takes into

account those factors that offset the security oérgy supply, such as
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geopolitics and state interdependence. The Eurolpeastment Bank qualifies
the merit of this approach in the following way:n&gy security is reduced
when countries (and individual firms) hold ineféat portfolios that are
needlessly exposed to the volatile fossil fuel cosk” (EIB, 2007). By
factoring in geo-politics and state interdependencthis approach, the paper
proposes two perspectives for energy security qfplsu (1) the political
viewpoint that endorses the position that stabjgpkuis paramount to occur at
affordable prices regardless of the particularwiistances; (2) the economic
viewpoint, namely that the efficiency of providiegergy to consumers is the

leading perspective in energy security.

The two perspectives clearly cannot be combinedhag are by their very
nature conflicting. However, the solution to thesalepancy between the
perspectives, as well as that contained in the nparifolio theory-based
approach, is that diversification of the origin sfipply is the only way to
reduce the EU-27 predominant dependency on gas rismfoom OAO
Gazprom. This diversification cannot occur throdlgé northern dimension of
the EU energy supply pipeline networks, as this lbang in gas only from
Russian fields. However, the southern dimensiothefgas pipeline networks
is vital to the attainment of the overarching Eeahive in energy policy, that
diversification in the origin of supply, not ledstcause over 70% of proven
gas and oil reserves lie in Turkey’s immediatenitgi A detailed examination
of the pipeline networks in the region is espegiadllevant today where there

exists a clear trend towards a widening of theesloamatural gas consumption
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within the EU-27 in the medium-to-long term. Thianc only increase
dependency of the EU on gas imports from the Rnos$taderation at
uncompetitive price levels. If the situation does change, then it will sustain
the lack of reciprocal obligation to OAO Gazpromattiwhilst it participates in
the EU-27 energy market and benefits from accesisttrading floor, EU

companies ought to be entitled to similar acceskg¢drussian market.

The southern dimension of gas pipeline networlcharacterized by a series of
existing pipelines, pipelines under constructiomd gproposed such. The
coalitions of players are much more diverse thathen EU northern energy
dimension. The key players amongst the transmissiaites are Greece,
Bulgaria, and Turkey. In different coalitions thewan potentially transmit
Russian gas, gas from the Caspian Basin, Iranragd However, a number of

obstacles to advance diversification already exist.

At present OAO Gazprom supplies the EU not onlyhwitis own indigenous
resources but also with gas from Kazakhstan, Tunksten, and Azerbaijan. It
has a contractual relationship with the state-cdleti gas companies of these
countries who lack the infrastructure to transnais go the EU market. Major
developed fields in the littoral states of the GaisBasin are known to be the
Shah Deniz in Azerbaijan (the only in receipt oéqaate foreign investments,
too) and the Ustyurt region in Kazakhstan. Offshexploration, as well as the
use of the Caspian Basin for transnational projectsxtremely problematic

because of the disputed legal status of the Cagpiaether a sea or a lake). In
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addition, it is only the Russian Federation andh Ithat have a bilateral
agreement dating back to the times of the Soviebtuthat divides the below
the sea bed resources and the surface area obma@. A veto from any one
of the two states sends a project in disarrayeas & the case of the Trans-
Caspian Gas Pipeline. Still today, the Caspiandackesolution on its legal
regime between the five of its littoral states, soralling for a condominium
(Iran), whist others prefer bi- and tri-lateral @gments (Russia, Azerbaijan and
Kazakhstan), blocking many initiatives and advanegxplore the Caspian

resources for energy.

Notwithstanding, the gas reserves of the Caspiag matime become the
subject of further revisions similar to the onesuimed in respect of its oil
reserves, initially thought to be as abundant asctimbined reserves of UAE
and Kuwait but subsequently revised to 50-70 bmettmr‘Yet to Find” (ytf),
representing ca. 3% of global future oil supply.r®lsophisticated technology,
as well as greater third-party access to the regagmnestablish a more accurate
picture of our understanding of potential recoveraleserves of fossil fuels.
Natural gas supplies are thought to be more siamti than oil reserves,
standing at ca. 232 trillion cubic feet (IEA, 2006urrent estimates of proven
gas reserves in the littoral states of the Caspasin place it in fourth position
world-wide, which emphasizes the significance of tlesource for the EU
member states, as shown in Figure 1, as well amtluence they yield to the
‘Caspian five’ in diplomatic overtures on mattessveide-ranging as economics

and security in the region and beyond.
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Figure 1: Proven Gas Reservesin the Caspian Basin, Tcf
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Source: Cedigaz (20087, World Gas Conference (Amsterdam, June 2008

Source: IEA, 2006.

Table 3: Caspian Sea Region Gas Reserves, tcf

Country Proven Gas Possible Gas Total Gas
Reserves Reserves Reserves

Azerbaijan 11 35 46

Iran 0 11 11
Kazakhstan 53-83 88 141-171
Russia NA NA NA
Turkmenistan 98-155 159 257-314
Uzbekistan 74-88 35 109-123
Total 236-337 328 564-665

Source Energy Information Administration, Departmentifergy, USA, 2000.

Azerbaijan, from which the EU currently receives gdong the Baku-Thbilisi-
Erzerum pipeline that feeds supplies into the Ty&eeece-Italy

Interconnector, is believed to have the least armaingas reserves from
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amongst the littoral states of the Caspian Basth thie exception of Iran. The
small amounts of gas found in Azerbaijan explampartantly why the EU has
been unable to commence work on its strategic grddabucco, as the flow of
the 31 bcma maximum gas capacity of this pipeliag hot been secured yet.
This is accounted for by a high degree of cautiorttee part of the Caspian
states, which are mindful of upsetting their r@aship with the Russian
Federation given their dominant dependence onritekports of oil and gas
from the region. Furthermore, the lower the pritgas, the less justified the
exorbitant cost of pipeline construction. The camsgion cost of Nabucco
started at EUR 4.6 billion rising through to EUR Billion in the most recent
estimates. Despite the dramatic decrease in maiakss, a downward revision
from this latest cost projections has not occurfidek EU is mindful to operate
a project as unviable as Blue Stream is for OAO p&a&n, since it cannot
justify the sunken costs to the EU taxpayer. Buiistithe Russian Federation
may be willing to absorb the construction costsSouth Stream (estimated at
EUR 15 billion to share between OAO Gazprom and EpH), in the EU the
bulk of the investment will come from the privatectr’'s own accruals and

therefore, it will have to be repaid over a reavdmperiod of time.

The sum of this is that given the expense accompgriype development of
new fields and the time it takes for both investtrtercome in and exploration
to reap fruits, any gas diverted from the littostdtes of the Caspian Basin
directly towards the EU markets is likely to harne fquantities supplied from

those states to OAO Gazprom under existing longrteontracts. Therefore,
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logic dictates that in a perspective to 2030 thei&Wtill likely to receive the
same quantities of gas as today, regardless ofpasygible diversification of
supply if it is to occur from currently existinggabilities in the Caspian Basin.
The only way to overcome this is either for the EJ make a concrete
substantial investment commitment towards upstresploration in those
states, as well as to the construction of gas ipigelin SEE, which it does not
at present, or look further afield towards Iraq drah where to mediate an
agreement to supply EU markets with significantrgii@s of oil and gas. In
the current political climate with individual EU méer states unable to agree
on a common position, the fostering of such anegent seems unlikely. A
still further option is to partake in intensive @t towards the development of
natural gas fields in Kazakhstan, the resources wdfich are still
underdeveloped. Likewise, this would have to beoagzanied by a financial
commitment by the EU towards the construction o$ gé#elines that can
connect the fields to the EU markets. Yet, this Mdae increasingly difficult
as it would necessitate the EU coming onto a fadtéady occupied by the

Americans and the Russians in the wider contegeofpolitics.

5. South-East Europe and regional co-operation

Potentially, any diversification through the Caspand Asia Minor is possible
with transmission only through SEE. Given the latkviable options for the

diversification of the EU energy supply resourcésstering regional co-
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operation in the EU south-eastern dimension cawmigeoa potential venue to
open up the Union to unexplored but strategic ojpdies to pursue its
energy objectives. Projects in SEE decrease thatinegeffects of distance, as
well as those of further externalities, such asditacosts. In this section we
consider the cases of Greece, Bulgaria, and Tualsethe principal actors in

this scenario.

5.1. Greece

The need for Greece to diversify its natural gagarts is in the first instance
due to the widening share of gas consumption irstate, where gas was first
introduced in the energy mix only in 1997. SincenthGreece has launched
concrete projects to receive Azeri gas through tharkey-Greece

Interconnector (TGI), part of a wider project, IT@G be extended under the
Adriatic Sea to Otranto in Italy in order to supdgtween 12 bcma and a
maximum of 18 bcma of gas to the EU. Although séiffresenting only a small
quantity of total EU gas consumption, it is an impot milestone in the EU

policy of diversification as the pipeline bypassasssian territory and does not

carry OAO Gazprom gds.

While Greece diversifies its energy supply, it Isoakeen to guarantee the
security of supply. Soon after the inaugurationtlted TGI, Turkey tapped
supplies to Greece in order to pressure Azerbaipn delivering greater

quantities of gas through the BTC pipeline. Themfdominant considerations

* Estimated at 19,710 peta joule (PJ), or 505 hillaubic metres (BCM), or 424
million tons of oil equivalent (MTOE) (Eurogas, &)O
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of security led Greece to join the OAO Gazprom/Eph-led South Stream
project in the summer of 2008. It has a number tadtegic underpinnings,

amongst which the cementing of the focal positiwet the Russian Federation
plays in the EU energy market. For Greece and thehe role of this project

counterbalances fears of Turkey’s natural expanagan energy transmission
hub. One concern is Turkey’s open desire to regsslto EU markets, whereas
the principle is that a buyer is prohibited fromsedling gas purchased under
contract to buyers in a different country. Inteilaglthe execution of the EU
strategic project of Nabucco has been delayed, gstoother reasons, also
because Turkey continues to explore opportunitesade gas from the share

of its allocation of total pipeline flow capacity.

With a dense national gas transmission grid and $tegtegic gas projects
spanning its territory, such as the BTC and Blue&hn, as well as connections
to Tabriz (Iran) and Kirkuk (Iraqg), the EU comesden increased pressure to
acquiesce Turkey's EU membership ambitions in emgba for the

advancement of diversification projects through tésritory, such as the
strongly US-backed Nabucco gas pipeline. Turkeytsiton is further

strategically strengthened by its key port cityGa&fyhan, through which Turkey
has positioned itself for natural resources tratssiSyria, Lebanon and Israel
(Ceyhan-Haifa), as well as Northern Cyprus (a ssh-pipeline). Finally,

Turkey has undertaken significant efforts towartle tonstruction of gas
storage facilities, such as at the lake districtoz Golu, the largest of its kind

in the region. This sends a strong signal that &ynkill continue to pile up
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stocks and use those at stock peak times at aymermcreasing its diplomatic

clout.

Therefore, Greece has come in this very competitiglel at an important
juncture for EU energy policy development to helpdl the playing field with
strong investments and a strategic long-term oltfoo the region. In addition
to the proposed projects that Greece has joineithéne are also negotiations to
increase current levels of gas imports from OAO fBam (received from
Bulgaria at the Kulata) and intensified efforts éatend the national gas
transmission grid, as well as transmission pipetiegvorks to the countries of
the Western Balkans, thus propelling Greece irgosation as a major leader in

gas transmission in SEE.

5.2. Bulgaria

The Bulgarian gas market is controlled by the stateed Bulgargaz company,
part of the Bulgargaz Holding Company, which regaime only gas license for
import and distribution of gas in the country. ldigtally, Bulgaria has been a
net export country of Russian-supplied natural gasparily to its neighbours
of Greece, Turkey, as well as the states of thet&uesBalkans. Whereas
Greece has successfully began to diversify its iggsort mix through the
import of Algerian LNG, as well as Caspian gas tigio Turkey, Bulgaria still

maintains 100% import dependency of natural gas f@AO Gazprom.

Since becoming a member of NATO in 2004 and of Eneopean Union in

2007, Bulgaria has finally commenced a programna thhen completed
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would result in the diversification of the origiri the supply of natural gas in
the country. As a result, Bulgaria has become atkasmission state both in
the proposed Nabucco project and within South 8tréat least for the time
being, given Russia’s attempt to play the countpgg of Varna up against the
Romanian port of Constanza that decreases seaipeling length by some
100 km but critically pressures the countries tocstmb to OAO Gazprom
demands of ownership of the pipelines crossing vikatow essentially EU
territory). Bulgaria has also been instrumentathi@ increased amounts of gas
flowing from the Trans-Balkan pipeline to Turkeydampotentially also to
Greece, through a meter upgrade at its border. dialghad a competitive
advantage in SEE for many years through its gasgofacility in the region
of the Chiren gas field. Pressured by competitromf Turkey and Greece, it is
currently in undertakings to construct a secondsgaiage facility at the Galata
gas field through a licensing agreement to Mell@ssources Plc of the UK.
Bulgaria has, therefore, in the course of the feastyears renewed attempts to

become a key gas transmission state in SEE.

5.3. Turkey

Turkey posses the geographic advantage to liesiintimediate vicinity of over
70% of the world’s proven gas and oil reserv&iven that the transmission of
the resources is as important as their exploraflemkey’s role as an energy

bridge between Europe and the Middle East can nlegennderstated. After

® 65.3% of proven oil reserves lie in the Middle E&P Amoco Statistical Review of
World Energy, June 2001, p. 4); Over 70% of progas reserves lie in Eurasia
(Russia, the CIS and Middle East) (DG Energy arah3jport, 2007/8).
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Germany, Turkey is the second largest importerasf fgom OAO Gazprom on
par with Italy at over 23 bcma. Therefore, Turkewested interest in
diversifying its dependency in order to decreasarisg energy prices and
ensure further significant state revenues from sitapayments. Table 4
presents a summary of all major gas transmissiojeis to span its territory
(in operation and proposed). All of these are diyaelevant to EU needs for

diversification.

Table 4: Natural Gas Pipeline Projectsin Turkey, Bcfly

. Length M ax. capacity
Project Status (miles) (Bcfly)
Blue Stream In operation 750 565

Iran-Turkey Pipeline In operation 750 495
50“”.‘ Cgucasus Under construction 430 700
Pipeline
TGl Under construction 186 407
Nabucco Proposed 2,050 460-1,100
Egypt-Turkey Proposed NA NA
Pipeline
Trans-Caspian Suspended/Cancelled 1,050 565
Pipeline

Source EIA/US, 2006.

Beyond the state-centric consideration, Turkey l&some especially keen in
the post-Cold War era to play the role of mediatmongst the littoral states of
the Caspian Basin, thus expanding its diplomatierage in its immediate
vicinity. This has led to substantial investmenisGeorgia, in large part to
support what it considers a Turkish minority in tstate. Most recently, an
attempt at rapprochement has been made vis-a-wie#in too, paving the way
for Turkey to mitigate any possible future resauatiover the latent 1994

military conflict between Armenia and Azerbaijantire autonomous region of
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Nagorny Karabakh. The importance of these effoasnot be downplayed
given the insurgencies in 2008 in South Ossetid (@tentially Abhazia) in

Georgia, closing off the sea ports of Poti and Batyeopardizing the delivery
of oil exports to the European markets. In lightsath developments, Turkey
has undertaken an ambitious investment and conistnuprogramme, headed

by the state-controlled gas operator, Bota

6. Conclusion

Regional co-operation is defined as policy co-opemnain different decision-

making areas between geographically proximate mheigls. The goal is to
manage linkages, as well as create new such by mactive. The major
debate in regionalism within the EU is one of widgnversus deepening of
integration, or one of the benefits of variablemetry. Therefore, in respect of
this research the question is whether EU energgywolould be better served
if the states of SEE advance their co-operatioanergy transmission to cater

for EU policy deficiencies in upstream and midstneznergy exploration.

The three main players of the region, Greece, Bidgand Turkey already
have a platform of rapidly growing trade relatioms which to build up the
process of energy co-operation. The undisputednagieader in trade in SEE
is Greece, having invested by 2003 already over BWhlion in the transition

states. Amongst the investors are Hellenic PetroJeDTE, Alpha Bank, the

National Bank of Greece, the Commercial Bank ofé8ee EFG Eurobank,
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Delta Dairy, Titan Cement, Leventis, and Viohaltm,mention but a few. So
much so that Greek President Papoulias declared 288 ‘golden age’ in

regional trade relations.

Major forums for regional co-operation amongst steges of SEE include the
Inter-Balkan Cooperation, as well as the Black &eanomic Cooperation
(BSEC), amongst a number of others. These two, artiqular, provide a
platform for future energy co-operation amongststetes of SEE. The South-
East European Cooperation Process (SEECP) was tgkdrny Greece and
Bulgaria to revive regional cooperation at the suimmmeeting in Crete in
November 1997. Given that the problems of the Bamkaan be more
effectively dealt with by the Balkan countries themives and by the peoples of
the region, the South-East European CooperationeBso(SEECP) is a useful
tool for regional cooperation, which could be uptpa to become an organised
institution for the Balkans. There is also closerdination between the three
countries within the Black Sea Economic Cooperatinganisation. Greece
attaches particular importance to this regionaintion, which is crucial to
promoting economic development and stability in plaeticipating states and

the wider region, more generally.

In 2008 Greece continued to be the third largestidm investor in Bulgaria,
closely following on Austria and Germany. Likewis8reece is the fourth
biggest investor in Turkey with FDI from Greecealbhg over USD 2.8 billion

for the period 2002-2006, which adds to a growthl@#% in total trade
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volumes over the same period. Bulgaria-Turkey trademes have reached
USD 4 billion in 2007, expected to rise to USD 1lilidn in the short-to-

medium term with exponential growth of USD 1 billieach year in the period
2005-2008. Needless to say, the EU enlargementyplithe region has made
SEE one of the most dynamic and important devetppmarkets in the EU.

The importance that energy has assumed in thedpaate for the EU member
states and beyond means that instead of compeiithgeach other, the states
can benefit better from co-operating with one aentlBoth trade and energy
transmission has an in-built logic of collaboratwith neighbouring states in
order to maximise profits from activities. Therefprsupporters of a multi-
speed approach to European integration stand tooadkdge the greater
benefits that can be reaped through regional coatipe in energy as opposed

to from supranational EU energy policy-making alone
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