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Ukraine as the Gas Bridge to Europe?
Economic and Geopolitical Considerations

Petra Opitz and Christian von Hirschhausen1

1 Introduction

Gas transit is a sensitive issue, particularly in a crisis-prone region such as
the former Soviet Union. Strategic power games and geopolitical issues
seem to dominate ‘pure’ economic theory when it comes to determining
transit fees, capacities, investment projects, and the like. Privatisation and
deregulation become highly sensitive issues as well. It may have come as a
surprise, therefore, that amidst the political, economic and social upheaval
of the post-Soviet transformation crisis, the transit of Russian gas to
Central and Western Europe has continued smoothly, and even expanded.
Indeed, recent contracts and economic forecasts seem to foresee an
increasing role of Russian gas on the expanding Western European market.

Ukraine is a strategic link in this relationship. Until recently, it exercised
monopolistic power for gas transit from Russia to Central and Western
Europe and the Balkans, influencing prices and quantities. Gas also plays a
dominant role in the development of the Ukrainian economy, transit
revenues representing almost 10% of total exports. However, the quick
fortunes to be made in this sector also contribute to the general political
climate of rent-seeking and corruption, making the state reluctant to let go
of this windfall and to introduce efficient corporate governance. While few
changes have occurred in the gas sector during the first decade of
independence, the pressure on Ukraine to modify the functioning of its gas
transit activities is increasing:

•  The technical state of the pipeline is said to be very poor. Indeed the
under-investment of the last ten years is now beginning to show, be it
in increasing compressor fuel consumption, or with corrosion problems.
Estimates of investment requirements for the transit system alone vary
between 0.5-2.0 billion USD;

•  The issue of Ukrainian debt towards Russia stemming from unpaid
energy bills is increasingly challenging the country’s independence, and
thus the gas sector’s independence. As of late 2000, unpaid bills to
Russia have reached about 1.4 and 2.0 billion USD. Russia is
intensifying its lobbying efforts towards debt-equity deals, seeking
ownership of the transit pipeline and of two strategic underground
storage facilities;

•  After several fruitless attempts to increase the transparency within the
vertically integrated state owned gas monopoly Naftogaz Ukrainy

                                          
1 With research assistance from Igor Kalapun, Tatyana Vakhnenko, Uta Kreibig,

Wolfgang Härle and Berit Meinhart. The usual disclaimers apply.
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(formerly Ukrgazprom), the Government is now seeking solutions to
reduce the information asymmetry and extract more of the company’s
rent. Several options are being considered, such as privatising
Ukrtransgaz, which is actually a subsidiary of Naftogaz, or offering a
long-term concession for the operation of the transit pipeline (most
likely to a foreign company);

•  The Northern connection from Russia through Belarus into the European
Union, after having progressed slowly, now seems to be picking up
speed, the new Yamal-1 pipeline linking Belarus (Minsk-Nesvizh) to
Poland (Kondratki-Wloclawek) having been finished in November 1999.
Its present capacity of 10 bcm (billion cubic meters), it is supposed to
reach 28 bcm within 3 years and 56 bcm at a later date. The next step
to bypass Ukraine would be the Yamal-2 pipeline connecting Kondratki
(Poland) to Velke Kapusany (Slovakia) and thus to join the central
corridor (the Brotherhood pipeline, see Graph 1). These developments
put even more pressure on Ukraine’s negotiating power, and thus the
profits resulting from gas transit.

This Chapter analyses the perspectives of Ukrainian gas transit given the
recent developments, and potential repercussions on Russia and Western
Europe. Our hypothesis is that unless Ukraine quickly puts in place a stable
and reliable framework for gas transit, it will loose a large part of its
current market share and profits from gas transit between Russia and
Central/Western Europe.

The Chapter is structured as follows: Section 2 presents the current status
of the Ukrainian transit pipeline system, both from a technical/economic
and a political perspective. We discuss costs, spare capacity, investment
requirements, and estimate the profits from the monopolistic gas transit in
1999. Section 3 provides an analytical framework for a concession of the
International Gas Transit System of Ukraine (IGTS) to a Ukrainian or a
foreign operator, currently under debate. Keeping in mind the negative
experience with management contracts in Kazakhstan, some proposals for
the design of a concession are laid out. The critical issue is the value of the
pipeline for which we provide quantitative estimates. Finally in Section 4,
we discuss options for external coalitions for the Ukrainian gas industry,
including the role of Belarus as a competitor in the ‘market’ for transit.
Conclusions are formulated in Section 5.

2 The state of the Ukrainian International Gas
Transit System (IGTS)

2.1 Overview

The IGTS currently consists of four main corridors: the Belarus (Torshok-
Dolyna), Progress (Yelets-Ushgorod), Soyus (Novopskov-Ushgorod) and
the Balkan (Yelets-Izmail, see Graph 1). The total transit capacity to
Central/Western Europe and the Balkans is estimated at 150 bcm, with a
maximum capacity to Central/Western Europe of about 110 bcm. The
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length of the transit pipelines is 5,492 km, the volume-weighted length of
haul for transit gas to Europe being 1,150 km (IEA, 1996, 148). In the
1990s, over 95% of Russia’s gas export to Europe transited through
Ukraine (the remainder passing through a low-pressure pipeline between
Kobrin (Belarus) and Warsaw (Poland)). The IGTS transit system is not
separated from the domestic high-pressure system. As a consequence,
Russia is essentially unable to secure payment for gas supplied to the
Ukrainian market by cutting the supply, since most large Ukrainian
industrial gas consumers are hooked directly into the transit pipelines.

The main transit volumes are flowing to Central/Western Europe (about
102.8 bcm in 1999), other volumes are flowing through the Southern
‘Balkan’ line to Moldova, Bulgaria, Rumania and Turkey (about 19.9 bcm in
1999) and via Eastern parts of the high pressure system to Russian
territories (about 11.8 bcm) (see Table 1). In addition, every year
considerable volumes are pumped into and extracted from large
underground storage systems, which are mainly sitbn cuated near the
Ukrainian border with the West (about 16.2 bcm in 1999). 2

Table 1
Gas transit through Ukraine, 1994-1999

Units 1994 1995 1996 1997 1998 1999

Total volume of gas
transported through high
pressure pipelines*

bcm n.a. n.a. n.a. 239.3 241.5 226.8

Of which total transit bcm 133.6 136.5 140.5 134.5 141.7 134.5

Of which:
to Central/Western Europe 115.5

106.8 110.5 118.0 110.5 115.5
to South Eastern Europe 17.1

to NIS and Russia 26.8 26.0 22.5 24.0 26.2 14.6

Price of transit** bcm n.a. n.a. n.a. 30.0 n.a. 34.7

Negotiated transit fee USD/tcm
/100km

  0.65   0.65   1.75   1.75   1.09   1.09

Source: Ministry of Economy of Ukraine.

* Transit pipelines are considered part of the high-pressure system, but not all
high-pressure pipelines are considered transit pipelines.

** Here calculated as the volume of gas delivered to Ukraine in payment for the
gas transited.

                                          
2 There is also a small amount of official Ukrainian natural gas exports,

amounting to about 63 million USD in 1999. These exports created several
conflicts with Gazprom, which accused Ukraine of illegal re-exports of Russian
gas, related to the outstanding debt for gas imports from Russia.
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2.2 Technical description

The transit pipeline needs considerable investment for modernisation and
maintenance. About 17% of the pipelines have already exceeded their
estimated lifetime of 33 years. One third of them is about 14 to 23 years
old and only about 40% was built during the last 13 years. For nearly 50%
the anti-corrosion isolation is considered insufficient or broken.3 Although
the compressor stations are generally in good condition, many of them
need to be modernised, and some need replacement in order to upgrade
efficiency. According to expert assessments, the amount of natural gas
required for operation of the pipeline system itself could be reduced from
7.1 bcm to 5.6 bcm. Given an average gas price of 35 USD per thousand
cubic meters (USD/tcm), this would represent a saving of about 52.5
million USD a year.

The transit pipeline is considered to be run at its maximum capacity at this
point in time. This is linked to the almost simultaneous increase of demand
by Ukrainian and by Western customers during the winter months. Due to
expected increases in demand in South Eastern Europe, especially in
Turkey, capacity extension of the Balkan pipeline from Tal’noye to Izmail is
under way, carried out by a Russian-Ukrainian joint venture. As this
extension would lower the capacity of the Western part of the Soyus
pipeline, capacity extension is planned for the Torshok-Dolyna pipeline by
adding some compressor stations. For the near future this seems to be the
only extension needed.

2.3 Perspectives for gas exports

Until 2010, the European market expects an increase of natural gas
imports up to a total of about 270 bcm (compared to about 140 bcm in
1995), meaning that Europe would increasingly rely on gas imports from
non-European countries.4 Russia is estimating to increase its gas exports to
non-CIS countries by about 160 bcm by that same time.5

Concerning gas issues, Ukraine presently has to deal with two major
Russian companies. While transit concerns Gazprom only, Ukrainian gas
imports from Russia are at this time being realised by Itera, an
international offshore company founded in 1992. The company, recently
registered as a company residing in Moscow, became an important player
on the East European and Middle Asian natural gas markets in 1999. Unlike
Gazprom, which seems to set its priority on Western European markets,
Itera manages an increasing share of the CIS (Commonwealth of
Independent States) market, with its commercial difficulties related to the
non-payment problem. Maintaining a close relationship with Gazprom, Itera
is a totally privately owned company operating like a ‘normal’ Western

                                          
3 Kievskie Vedomosti (1998), December 19, p. 6.
4 European Commission (2000): European Union Energy Outlook to 2010. The

Shared Analysis Project. Brussels, pp. 46-48.
5 Ekspert (2000), No. 11, p. 28.
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company with little need to consider political issues, which Gazprom often
has to take into account.

Thus, the idea, at present being discussed in Kyiv, of creating a joint
venture between Itera and Naftogaz Ukrainy with the responsibility for
managing the transit gas pipeline inside Ukraine, might be a plausible and
acceptable solution for Ukraine. Involving a private foreign company would
allow it to put more pressure on increasing the payment discipline of
Ukrainian customers, but would also allow the Ukrainian State to maintain
control over revenues. Concerning security of gas transits, the close
relationship between Itera and Gazprom would be a kind of guarantee,
without involving Gazprom directly.

2.4 Transit volumes, prices and costs

Gas transit through Ukraine has steadily increased throughout the 1990s
(see Table 1). The transit fee is negotiated yearly between Gazprom (and
eventually other trading companies such as Itera) and the Ukrainian state
holding company Naftogaz Ukrainy, depending on the negotiated gas price.
The transit fee is not paid in cash but as a gas equivalent: In 1999, Russia
delivered 34.7 bcm of gas for 119.9 bcm of gas transited by Ukraine to
Central and Southern Europe. Thus, the nominal transit fee is of anecdotal
interest only, what counts is the economic value of the gas. In 1999, this
was estimated at an average 35 USD/tcm.

According to business estimates, total costs for operating the transit
system in 1999 were 2,575 million UAH (about 515 million USD).6 Variable
costs include the compressor station gas (1,440 million UAH) and about
90% of the electricity consumption (i.e. 90% of 202 million UAH = 182
million UAH). Given a transit volume of 119.9 bcm and an average haulage
of 1,150 km, this yields a marginal transport cost of 0.235 USD/tcm/100
km.7 The fixed costs amount to 953 mln. UAH (191 mln. USD), including
capital costs, maintenance, personnel, and other expenses.

The revenue side, too, can be calculated in two ways:

•  using the official transit fee of 1.09 USD/tcm /100 km, the total revenue
is 1,504 million USD;

•  using the monetary value of the 34.7 bcm of transit gas and the gas
price of 35 USD/tcm, the revenue calculates as 1,215 billion, or 0.88
USD/tcm/100 km, which is somewhat less than the official figure. In
the following calculations, we shall retain this latter revenue estimate,
as it seems to correspond more closely to reality.

The transit price of 0.88 USD/tcm/100 km is clearly above the marginal
costs of 0.235 USD/100km/tcm. This can be explained by Ukraine’s

                                          
6 This and the subsequent calculations are based on data published in

Energobusiness, Kyiv, various issues. We use an average exchange rate of 5
UAH/USD.

7 An alternative way to calculate the marginal costs is to use the figure for
compressor station gas (7.2 bcm) and monetise it with 35 USD/tcm: marginal
costs c = [7.2 bcm x 35 USD/tcm] / [1,150 km x 119.9 bcm] = 0.183
USD/tcm/100 km; this is somewhat below the figures used above.
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monopoly situation: It sets the fee by equating marginal revenue with
marginal costs.8

Yearly profits before taxes can now be calculated as Π = revenues – costs
= (1,215–515) million USD = 700 million USD.

Three types of taxes have to be paid:

•  tax to the budget: 1.8 billion UAH = 360 million USD;

•  value-added-tax of 20%, here backward calculated as 16.67% on the
profit reduced by the tax to the budget: VAT: 16.67% x (700 – 360)
million USD = 57 million USD;

•  profits tax of 30% on the remaining 284 million USD = 85 million USD.

The profits after taxes thus amount to: (700 – 360 – 57 – 85) million USD
= 198 million USD, i.e. the effective tax rate is as high as 72%.

The pre-tax profit of 700 million USD represents no less than 2.4% of the
country’s GDP. However, the problem is that the Government does not see
much of this manna. In 1999, payments of the transit tax were as low as
200 million UAH, and in the first months of 2000, the tax payment ratio
was as low as 8%. This is where the idea of a concession comes into play.

3 Concession as a compromise between the
status quo and privatisation

Under present conditions, a concession of the gas transit pipeline to one or
more experienced industrial operators looks like a promising way out of the
dilemma. Concessions are used world-wide in order to attract private
capital and know-how. However, one recent experience with a large-scale
concession has demonstrated the complexity of private-public partnerships
and the risks to private investors in such institutions, linked to commercial
risk and to blackmail.9 Kazakhstan is an example on how not to do it.

3.1 Experiences with infrastructure management
contracts in Kazakhstan

During the last decade the Kazakh Government concluded a large number
of so-called management contracts with foreign companies, some of them
concerning network-linked industries like the power and the gas sectors.
This was due to the worsening of the financial and technical situation of
Kazakh state-owned companies. These companies might otherwise have

                                          
8 Grais, Watin and Kangbin Zheng (1996): Strategic Interdependence in

European East-West Gas Trade: A Hierarchical Stackelberg Game Approach. In:
Energy Journal, Vol. 17, No. 3, pp. 61-84.

9 Just think of the first privately financed highway in Hungary, which was
expropriated by the state soon after completion; or the Channel Tunnel project
linking Great Britain and France, the financial collapse of which was avoided
only be direct and indirect state subsidies.
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had to be closed, on the one hand because of lacking operating capital, and
on the other because public sentiment did not support privatisation (though
the Government did). By concluding management contracts, the
Government wanted to attract foreign investment and management know-
how rapidly, without having to wait for a change in public opinion in favour
of privatisation.

Although there is not much information available about the actual contract
conditions, because they had been concluded under the special supervision
of the Kazakh President, the basic conditions can be summarised as
follows:

a)  Rights of the foreign management:

•  limited time period for operating the assets;

•  profit sharing;

•  right to have first call when privatisation would be decided.

b)  Obligations of the foreign management:

•  provision of operating capital and credits;

•  redemption of debts (i.e. of unpaid wages);

•  investment required to maintain production;

•  employment guarantees.

Over time, some conflicts arose concerning the management contracts in
the power and the gas sectors. These seem to have developed because of
changed economic conditions and of violations of the agreed-to conditions
of the contracts.

The case of the management of the natural gas pipeline: In 1997 the
Belgian company Tractebel had been selected from among other bidders
(Gaz de France, Enron) to operate the Kazakh part of the Middle Asia–
Center natural gas transport pipeline10 and the Northern and the Southern
Kazakh gas distribution lines. The operating license was issued by the
Kazakh Government for a 20 year term and included among other things
the obligation of Tractebel to build a 156 km gas pipeline to ensure gas
supply to Almaty.

As a result of the new management approach Tractebel cancelled the gas
swap agreement with Gazprom. This required the supply of Russian regions
close to the Kazakh border from the Karachaganak field, and in exchange
for this the supply of the Kazakh regions of Aktyubinsk and Kostanay from
Russian fields. According to micro-economic considerations the company
also raised transport and distribution tariffs resulting in conflicts with
Kazakh institutions. After Swiss and Belgian prosecutors had started to
examine Tractebel’s behaviour, who was blamed by the mass media for
having paid bribes in order to obtain the licenses, the Kazakh Government
cancelled the license contract with Tractebel. The Kazakh Government then
created a state pipeline company named KazTransGaz in March 2000.

                                          
10 At present this is the only pipeline for exporting gas from the Middle Asian

fields.
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Participation of Gazprom in managing the Kazakh pipeline system is under
discussion.

The case of the management of power sector assets: Among the
management contracts concerning the power sector, the best known to the
public is with Almaty Power Consolidated (APC), a subsidiary of Tractebel.
APC had the license for operating the generating facilities as well as the
distribution network for the Almaty region.

Conflicts arose between APC, the city’s administration and the Kazakh
monopoly regulation institution about tariff policy. Referring to changes in
taxation, the huge number of unpaid electricity bills, losses from illegal
siphoning-off of electricity and the devaluation of the Tenge, APC
considered increased tariffs necessary in order to cover the losses and to
reach the planned profit rates. In addition APC deplored distortions of the
framework for competition, accusing the Kazakh Government with
favouring Kazakh companies over foreign ones. While foreign companies
would have to pay taxes and wages regularly, tax and wage delays (debts)
of national companies would be tolerated. As result, APC reduced
investments and the security of supply deteriorated.

From the viewpoint of the Kazakh administration, APC’s commercial losses
were the result of insufficient investment (i.e. technological losses due to
lack of needed investment for maintenance and modernisation) and from
extraordinary high salaries for the foreign managers. In addition, the
administration expected that foreign companies would learn to ‘adjust’ to
Kazakh business practices, and accept the high proportion of barter
payments and tax offsets. But behind the conflicts, one can also discern a
political game. Raising tariffs is the responsibility of the administration,
while APC is seen as culpable for any insecurity in the electricity supply.

When summarising the Kazakh experience it becomes obvious that basic
conditions for efficiently functioning management contracts or licenses
would be:

•  transparency for all contract conditions;

•  public tenders for contracts;

•  precise risk assessment with the goal of risk prevention, taking into
account possible changes of the conditions under which the contract
would be realised (e.g. allowing for tariff adjustments and sanctions if
agreements are broken);

•  periodical audit of operation by international auditors.

3.2 Design of a concession contract for the IGTS

In order to design an efficient concession contract for the IGTS, and avoid
the Kazakh experience, Ukraine needs to prepare itself well. The first issue
is a purely political one. Ukraine needs to have a general political
consensus in favour of contracting-out the gas transit pipeline operation,
one of the most sensitive issues in the entire economy. One argument to
be used could be that a concession of the IGTS to an external operator is a
compromise between the current, unsatisfactory status quo, and full-scale
privatisation, which is politically unfeasible and forbidden by law, anyway.
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In fact, from a theoretical point of view at least, all players in the game,
except for the current management of Naftogaz Ukrainy, stand to win from
a concession:

•  The Government reaps a share of the profits that Naftogaz currently
dissimulates among unpaid bills and private coffers. It would also be
assured regular tax payments. The information asymmetry between the
Government and the gas industry could be somewhat reduced.

•  By creating stable conditions, the Government would incite the
concession company to undertake long-term investments, which
Naftogaz is neglecting at present. Indeed the short-term vision of the
Naftogaz management (“who knows what tomorrow will bring?”) has
prevented the company from pursuing a medium-term investment
strategy. According to industry estimates, investments between 0.5-2.0
billion USD would have a medium-term payback, mainly by reducing
compressor station gas consumption.11 In this way, the value of the
concession would also improve.

•  The gas industries of the upstream and downstream countries stand to
gain from increased reliability of the Ukrainian transit system, induced
by foreign participation (Russian and/or Western). Increased confidence
in supply security of Russian gas increases Russia’s market share in
Central/Western European markets. This in turn strengthens the
bargaining position of Ukraine and improves profitability.12

Once political support is assured, the most important issues of the
concession contract are the following:

i) Contract duration: The duration of the concession contract generally
depends upon the amount of sunk investments (i.e. costs that the
concessionaire is not able to recover at the end of the contract).
Contrary to other large concessions, e.g. the Channel Tunnel, the ratio
of sunk costs (0.5-2.0 billion USD) to expected annual profits is
relatively small. Indeed it is expected that investments can be fully
financed out of current earning, no investment borrowing being
necessary. Thus the concession period can be short, e.g. in the range of
20 years.13

ii) Risks should be borne by the party best able to assess them. Economic
risks such as the variation of transit volumes, price changes (e.g.
occurring due to a modification of Russia’s market share in
Central/Western Europe) or increased competition by Belarus, should

                                          
11 According to Grais and Zheng (1996), reducing fixed costs of transit by 1%

leads to a 0.12% increase in profits for the transiter. Should variable costs be
cut by 1%, profits would even rise by 0.3%. Assuming that the concessionaire
succeeds in reducing fixed and variable costs by 10%, the resulting extra profit
would be about 35 million USD annually.

12 Grais and Zheng (1996, 1979) estimate than a 1% increase in Russia’s market
share increases the transiter’s profit by 0.71% (Russia’s profit increasing by
0.93%). As long as Ukraine retains the transit monopoly, a 10% increase in
Russia’s market share would increase profits of the Ukrainian transit company
by about 60 million USD.

13 The initial concession period for the Channel Tunnel consortium was 55 years,
for the Hungarian highway project 35 years.
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be born by the concessionaire.14 He also has more information
regarding technical risks (such as unexpected expenses for repair and
maintenance, replacement of compressor stations, etc.), and is thus
better suited to bear them than the Government. By contrast, the
Government is responsible for minimising the political risk. In
particular, a reform-oriented Government should include barriers
against expropriation or non-compliance by subsequent governments.
One element of such a strategy would be to make instalment payments
for the concession, spread over the entire duration of the concession.

iii) Investment requirements: It has been proposed to include a fixed
investment obligation into the concession contract. However, this would
be counterproductive, if one assumes (as we do) that the
concessionaire has an information advantage over the Government.
Should this be so, why should the Government decide on the required
investment and its allocation? It is the concessionaire who has a vested
interest in proceeding with those investments that he deems profitable
in the long-term (up to the concession duration), and who will proceed
with them out as long as the marginal productivity of the investment is
higher than the marginal costs. The only technical problem to be
resolved, then, is to define the technical state of the transit system
once it will be returned to the Government after the concession ends,
say in 2020 (current state vs. state of the art in 2020).

3.3 How to calculate the value of the concession

There is a heated debate going on over one critical issue of the concession
contract, namely its price. Current estimates vary with assumptions,
expected revenues, and discount rates. The final price should ideally be
established in an open auction, and thus should not be fixed by
administrative procedures. However, it is useful to have a rough estimate
of the most likely order of the price range. In the following, we present –
for the first time – various transparent scenarios for determining an
appropriate concession price. For the sake of simplicity, the calculations are
based on real 1999 data. Also, we assume transit volumes to be constant
over the concession period (a discussion of the ‘Belarus’ effect follows in
the next Section).

The value of the concession is the discounted net present value of the
expected turnover and of the expenditures over the concession period.15

We assume the value of one thousand cubic meters (tcm) of gas in Ukraine
to be 35 USD, this corresponds both to the current wholesale price level in
Ukraine, and the import price of the EU (net of transit fees). In line with
current government thinking which favours lowering taxes, we expect that
the effective tax rate will be reduced from the current 72% to 60%, and
assume this in our calculations.

                                          
14 This assumes risk neutrality by the concessionaire and the Ukrainian

government. Should the concessionaire be more risk averse than the
government, he will not accept the full commercial risk; in this case, a risk-
sharing agreement is necessary.

15 This valuation does not take into account the issue of gas storage, which is an
additional Ukrainian asset.
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The discount rate is considered by some foreign investors to be as high as
25%, whereas Ukrainian economists evaluate it at about 20%. If one takes
the country risk as the relevant discount rate (which is what time-pressed
investment bankers usually do), an even lower figure might be appropriate
(given that the country risk is gradually approaching Russia’s, where
Eurobonds have a coupon somewhere below 20%). Discount rate scenarios
of 15%, 20%, and 25% seem to reflect likely outcomes adequately.

Finally, the transit fee may also be subject to variation, be it through
market changes in Central/Western Europe, or intensified competition by
Belarus. We calculate scenarios using transit fees of 0.7, 0.88 (the real
present fee), and 1.09 (the present official fee) per tcm and 100 km,
respectively.

Graph 2 shows scenarios for the value of a 20-year concession for different
discount rates and transit fees. Assuming the real present fee of 0.88
USD/100 km/tcm and a discount rate of 20%, the value of the concession
would be 1,379 million USD. Given the high discount rates, extending the
concession to 40 years hardly changes the result, the respective value
being 1,425 million USD.

Graph 2
Concession Value of the Ukrainian International Gas Transit System (IGTS), (20
year term, tax rate = 60%)

Source: Authors’ calculations.
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4 Effects of the transit pipeline construction in
Belarus

The picture changes drastically once the possibility of a second transit
trunk between Russia and Central/Western Europe is taken into account.
This scenario of duopolistic competition has become more definitive with
the opening, in the fall of 1999, of the first pipeline connection between the
‘Northern Lights’ and Poland, concretely speaking, the 56’’-pipeline
between Nesvizh (Belarus) and Kondratki-Wloclawek (Poland), called
‘Yamal-1’ (see Graph 1 above).

The market entry of Belarus significantly weakens the bargaining position
of Ukraine. Once a monopoly, it will now have to take into account the
pricing policies of Belarus in its future negotiations with Russia over transit
fees. In this Section, we analyse the outcomes of different possible
approaches between Ukraine and Belarus (the transit countries), Russia,
and the Central/Western European consumers (see Graph 3):16

I. The profit maximising solution for Ukraine is an East-West co-
operation with Russia as the gas supplier, and the Western European gas
industry as the end customer. Belarus might join this coalition, eventually.
This solution corresponds to the above mentioned concession solution.
Increased reliability of gas transit would improve the market share of
Russian gas. Internal marginal cost pricing for transit would furthermore
increase the competitiveness of Russian gas on the European market. The
optimal solution is thus not an either-or solution, but one where Ukraine
orients its efforts both towards the East and the West.

II. & III. Should the concession or some other form of contract between
all concerned parties not come about, an alliance of the gas producing
country (Russia) and the transit country (Ukraine, or: the transit countries
Ukraine and Belarus) would be the next best profit maximising strategy.
Once again, the transit country would only charge marginal costs, and thus
increase total exports and total profits; a profit-sharing agreement would
have to be concluded between Russia and Ukraine (and eventually,
Belarus).17

IV. A fourth option is a coalition between the two transit countries
Ukraine and Belarus, imposing monopolist transit prices on the gas
exporter, Russia. In the case of any further market entry by Belarus,
Ukraine would loose quantities but at least maintain the present price level.
However, given the distribution of political forces between Russia, Ukraine
and Belarus, this option seems quite unrealistic.

V. Belarus and Russia could decide to co-operate, in order to spoil the
monopoly rent of Ukraine. This is the worst case scenario for Ukraine, but
it is a very realistic one, given that Russia has reached the end of its
patience with Ukraine, and given the present political reconciliation

                                          
16 At this point, the analysis is only a verbal one; it is planned to quantify the

effects of the different scenarios at a later stage.
17 Indeed a vertical integration between the Russian and Ukrainian gas industry

has been proposed recently by the Vice-Prime Minister of Energy of Ukraine,
but this definitely is a politically sensitive issue.
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between Russia and Belarus. In this case, transit capacity through Belarus
would significantly increase over the next years, from the current 10 bcm
to 28 bcm, 42 bcm, 56 bcm or even more. Russia would shift a maximum
of gas transit to the new, Northern pipeline. The ultimate outcome could be
the construction of pipelines bypassing Ukraine altogether, with Ukraine
loosing all transit activities. The co-operation with Belarus would allow
marginal cost pricing, these marginal costs most likely being lower than
Ukraine’s due to the more modern technical state of the Belarus pipeline.

Thus, even though an East-West co-operation would be most beneficial to
Ukraine, political factors rather point to a constellation in which Ukraine
stands to loose both market share and marginal profits.

Graph 3
Ukraine’s external options for economic cooperation in the gas sector

5 Conclusions

Ukraine continues to be an important gas transit bridge to Europe, but it
has become a shaky one. Permanent discontent by Russia and the Western
European gas industry over the political, technical and economic reliability
of Ukrainian transit services have favoured the development of the
competing pipeline linking Russia and Central/Western Europe through
Belarus. This puts pressure on both the volume of the gas transit through
Ukraine and the (formerly monopolistic) margins. The likely macro-
economic effects for Ukraine are considerable, a potential reduction of pre-
tax profits in the range of several hundreds of million USD per year, or 3 to
5 billion USD in discounted profits.

The Ukrainian Government and the gas industry need to react rapidly if
they want to avoid a significant loss of income and the political leverage of
being a bridge to Europe. In this Article, we have shown that a legal and
organisational separation of the International Gas Transit System (IGTS)
from the rest of the state-owned gas industry yields benefits to all parties:
To the Ukrainian industry itself (since investment in the spin-off company
is made possible), to the Ukrainian Government (since its real tax revenues
will increase), and to the Russian and Western European gas industries
(because the standing of Ukraine as a reliable gas transit country is
increased). One way of organising this separation is to tender a long-term
concession for the IGTS. If procedures are open and transparent, and the
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concession period sufficiently long (e.g. 20 years), then investment
decisions and economic risk could be borne by the concessionaire, who has
an information advantage over the Government.

The entry of Belarus into the transit business can no longer be avoided, the
only question being what capacities it will invest in. Ukraine still has the
possibility to influence this decision, by reducing its transit fees and/or
expanding its own pipeline capacities and by improving the day-to-day
operation of the IGTS. Ukraine’s optimal external option, in terms of
strategic co-operation, consists in an East-West coalition including both
Russia and the Western gas industry, e.g. in the form of the proposed
concession. Should this not come about, an alliance with Russia would
allow marginal cost pricing for Ukrainian gas transit, which would increase
the Russian market share in Western Europe, and thus total profits; the
most sensitive issue with this kind of co-operation will be the profit-sharing
agreement. An adverse coalition stands to emerge in reality, however,
between Russia and Belarus, which would not only spoil a part of Ukraine’s
current monopoly rent but – in the long run – could deprive Ukraine totally
of one of its most important source of revenue. It is Ukraine’s turn now to
react quickly in order to remain the important link to Europe, which it
wants to be.


