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1. Introduction

In the 21st century the rest of the world has come to regard Russia and the Commonwealth of Independent States (the “CIS”) as increasingly important sources of energy for other countries, particularly in Europe, inter alia, against the backdrop of the seemingly permanent political turmoil in the Middle East.

The Russian Ministry of Industry and Energy has estimated that the extraction of oil until 2015 will increase to 530 million tonnes per year
. Also more conservative estimates show that Russian oil production will be substantial in the near future
.
Natural gas is becoming increasingly important for the world’s energy needs. Russia controls an estimated 31 per cent of global gas reserves
, which means that Russia has little competition in this market. By 2015, Russia expects to produce no less than 740 bcm per year
. Presently, Russia supplies Europe with approximately 26 per cent of its gas needs
. As the world’s leading gas producer, Russia would be able to influence gas prices on export markets by increasing or curtailing exports. This has caused concern in many quarters in Europe. Is Russia a reliable supplier of energy – primarily oil and gas?
While Russia has indeed been a reliable supplier of energy in the past and seems to show all the signs of remaining one also for the future, to be dependent on Russia for energy supplies is to catapult oneself – i.e. the EU – from the world of business transactions into the world of politics. International business transactions involving oil and gas are not immune from political constraints. They do not live in splendid isolation from geopolitics and geostrategy. On the contrary. These aspects are very often intimately linked with each other.
This paper will take a look at the legal dimension of the oil and gas relationship between the EU and Russia. In this paper, that relationship is referred to as the EU-Russia Energy Dialogue
.
In this paper, the focus will be on international instruments existing between the EU and Russia, i.e. the Agreement on Partnership and Co-operation and in particular the Energy Charter Treaty. In the final section, an attempt is made to predict what lies ahead as far as the legal dimension of the energy dialogue is concerned.
The EU-Russia summit in Helsinki on November 24, 2006 did not, as was hoped, serve as a launch-pad for negotiations between the EU and its Member States and Russia to replace the current Agreement on Partnership and Cooperation between the EC and its Member States on the one hand, and the Russian Federation, on the other hand (“the PCA”)
. Poland, in retaliation for a year-long ban on the import of some Polish food products to Russia, decided to veto negotiations. With the original term of the PCA expiring on December 1, 2007
, no new agreement is yet in sight that would address European concerns for energy security, in particular with respect to continued deliveries of Russian oil and gas. This is all the more relevant, as Russia has reaffirmed its decision not to ratify the Energy Charter Treaty (“the ECT”)
. These concerns were highlighted when on January 8, 2007 Russia, in response to the imposition of an import duty by Belarus on Russian oil passing through its pipelines to Europe, briefly suspended oil deliveries through the pipeline network in Belarus.
Continuous and uninterrupted oil and gas deliveries from Russia have not always been at the top of European energy security concerns. While the Soviet Union was a reliable supplier of gas throughout the cold war, since the break-up of the Soviet Union, dependence of the EU Member States has vastly increased, in particular that of new members after the latest enlargement rounds. By 2030, the EU will be 90% dependent on imports for its requirements of oil and 80% dependent on imports of gas
, on the basis of present data and trends. A major part of this is to come from Russia, with dependency varying between EU Member States.

Correspondingly, the once stable delivery relationship became a major source of irritation when Russia began using its energy resources to increase its leverage in various disputes with CIS countries, notably those that act as transit countries for gas and oil bound for Europe. In particular, incidents with Ukraine and Belarus, which frequently occurred when oil and gas deliveries to those two countries were negotiated, suggested that Russia was prepared to assert its foreign policy goals by turning off the supply of gas or oil. The perception that Russia is a potentially unreliable supplier of oil and gas
 first emerged when Russia cut the gas supply to Ukraine and simultaneously the gas supply to Europe in transit through Ukraine from January 1 to January 4, 2006
. As mentioned above, similar events occurred one year later with respect to Belarus. Despite the short-term nature of these supply interruptions, which actually had very little effect on EU countries, they severely affected the perceived security of supply of oil and gas to the EU. It has been suggested that Russia thus within days destroyed its thirty-year reputation as a stable supplier to Europe, although it actually remained reliable
.

2. The Partnership and Co-operation Agreement

2.1 Background

The first generation of agreements between the EC (“the EC”) and the USSR on trade and cooperation was concluded on December 18, 1989 (“the 1989 EC-USSR Agreement”), and entered into effect on April 1, 1990
. This agreement established most-favoured-nation (“MFN”) treatment in the trade of goods and liberalization of imports (Articles 5–9) by a phase-out of quantitative restrictions that several individual EU states maintained against goods from the USSR. It also established safeguard measures with a formalized retaliation mechanism (Article 15) as well as financial aid provisions. The agreement contained no provisions concerning oil or gas deliveries, nor any other provisions having a direct impact on the energy sector
. After the USSR dissolved in December 1991, the agreement was provisionally applied to the successor states. It was simultaneously decided to work towards negotiating separate agreements that would reflect the particular political, economic, and geographic characteristics of the successor states. 

In January 1992, the EC announced its plan to negotiate partnership and cooperation agreements with the states of the former Soviet Union to replace the 1989 EC-USSR Agreement. On July 15, 1992, the Commission requested the Council for authority to negotiate a non-preferential PCA with each of the independent states of the former USSR
. In the subsequent negotiations, Russia did not agree to limit the agreement to trade normalization, and asked for a “future development clause” to be included so as to permit the agreement to be converted into a preferential free trade agreement at a later stage
. The result of the negotiations was the PCA. An interim agreement, implementing certain provisions of the PCA, was signed with Russia on July 17, 1995
 and entered into effect on February 1, 1996. The PCA with Russia, signed on June 24, 1994, entered into effect on December 1, 1997, after a lengthy ratification process of over three years. From the beginning, trade in textiles and steel was covered by special sectoral agreements
, a situation that continued under the PCA. 
2.2 Provisions of the PCA
The PCA consists of 112 articles
, divided into eleven titles and the preamble: Title I “General principles” (Articles 2–5); Title II “Political dialogue” (Articles 6–9); Title III “Trade in goods” (Articles 10–22); Title IV “Provisions on business and investment” (Articles 23–51). Title IV is subdivided into four chapters: Chapter I “Labour conditions” (Articles 23–27), Chapter II “Conditions affecting the establishment and operation of companies” (Articles 28–35), Chapter III “Cross-border supply of services” (Articles 36–43) and Chapter IV “General provisions” (Articles 44–51). Further, the PCA contains Title V “Payments and capital” (Article 52), Title VI “Competition, intellectual, industrial and commercial property protection, legislative cooperation” (Articles 53–55), Title VII “Economic cooperation” (Articles 56–83), Title VIII “Cooperation on prevention of illegal activities” (Article 84), Title IX “Cultural cooperation” (Article 85), Title X “Financial cooperation” (Articles 86–89) and Title XI “Institutional, general and final provisions” (Articles 90–112). In addition, the PCA has ten annexes and two protocols. A final act exists, which contains several joint declarations on various articles of the PCA, two exchanges of letters, as well as two Community declarations and one Russian declaration.

2.2.1 Preamble and General Principles 

The preamble sets out the desire for future cooperation and explicitly mentions the European Energy Charter, which was negotiated in parallel with the PCA. Most references in the preamble are to political goals and other aims, examples of which include commitments to democracy and minority protection and political dialogue. Article 1 in its first sentence refers to establishment of a “partnership” between the Community and its Member States and Russia, setting out goals for this partnership. These goals include promoting trade and investment and harmonious economic relations, which are to facilitate the establishment of a free trade area. 
In the general principles (Title I), the free trade area that Russia had bargained for is mentioned again in Article 3, which foresees expanding the provisions on trade in goods “as circumstances allow” into a free trade area. The establishment of a free trade area was a remote target at the time the PCA was signed and remains so today. The vague language of the Road Map for a Common Economic Space
, adopted in 2005, speaks for itself. More than five years after entry into force of the PCA, the Road Map does not even mention establishment of a free trade area as a goal
. 

In the general principles (Title I), a rapid GATT/WTO accession is envisaged, while Article 4 stipulates that the PCA will be amended to reflect Russia’s accession to GATT/WTO. 

Article 5 deals with exemptions from one of the central provisions of the PCA: MFN treatment. It grants Russia a transitional period of three to five years to extend to the EU and its Member States several advantages listed in Annex 1 to the PCA, granted by Russia to countries of the Community of Independent States (“CIS”). 

2.3 Framework for Political Dialogue 

In Title II, Articles 6 to 9 establish a framework for political dialogue between the parties, to support the “political and economic changes underway in Russia”. The parties agree to initiate, develop, and intensify a regular political dialogue (Article 6) to strengthen links, bring about increasing convergence on “international issues of mutual concern”. High-level meetings between the EU and the Russian President are to be held twice a year, with a parallel ministerial dialogue (Article 7) within the established Cooperation Council (Article 7). Dialogues at senior official levels, at expert levels, and between parliaments (Articles 95-97) are also envisaged
. 
2.4 Provisions on Trade in Goods 

Title III contains the main part of the provisions of the PCA on trade in goods. Its scope excludes textiles, nuclear fuel, steel, and coal. The main focus is on abolishing quantitative restrictions and providing treatment to imports equivalent to that of third countries.

2.4.1 Measures for Facilitating Trade in Goods

Article 10 para. 1, the core trade-related provision of the PCA, provides that the parties shall accord to one another the relative MFN treatment as foreseen in Article I, para.1 GATT (94) with respect to goods
. Under this MFN treatment provision, goods from one party must be given treatment no less favourable than the treatment given to goods originating from any third country. This includes customs duties levied on imported goods. It should be noted that MFN treatment for goods traded between the parties is a status already granted by the 1989 EC-USSR Agreement, and applied on a provisional basis by the EU since the break-up of the Soviet Union
.

Article 11 expands the treatment accorded by Article 10 para.1 to national treatment vis-à-vis internal taxes and charges for domestic products and national treatment standards with respect to all other laws and requirements. This is similar to Article III paras. 2 and 4 of GATT 1994. 

Article 12 para. 1 provides for the free transit of goods from or to the other party. This includes MFN treatment with respect to all charges, regulations, and formalities for goods in transit (Article 12 para. 2). This also includes transit via the most convenient routes (see Article V para. 2 GATT 1994), a general exemption from customs duties and all transit duties (see Article V para. 3 of GATT 1994), the requirement that charges and regulations for transit traffic should be reasonable (see Article V para. 4 GATT 1994), and extension of MFN treatment with respect to all charges and regulations in connection with transit (see Article V para. 5 GATT 1994). The provisions of Articles 12 and 13 incorporate, with some amendments, the freedom of transit provisions contained in Article V GATT 1994.

Article 15 prohibits quantitative restrictions on the import of goods originating in Russia or the EU respectively. It should be noted that only quantitative restrictions are prohibited, not measures with similar effect, which would fall under the prohibition of Article XI para.1 of GATT 1994. In addition, while Article 15 prohibits quantitative restrictions on the import of goods, there is no prohibition on quantitative restrictions or similar measures for exports.

There is also no standstill agreement on tariffs or any other regulation on tariff levels as in Article II of GATT 1994, only a consultation mechanism is established in case one party intends to increase tariffs (Article 16).

2.4.2 Measures for Commercial and Other Defence

The “safeguard” or “escape” clause in Article 17 provides for a mechanism to restrict imports. It is a pendant to the provisions of Article XIX of GATT 1994 both on substance and procedure, though imposing fewer restrictions on safeguard measures.

The obligation not to impose quantitative restrictions on imports is subject to exceptions on the grounds of public morality, public policy, public interest, and public security similar to the grounds listed in Articles 19, 99 and which can be found in Articles XX and XXI of GATT 1994, although using different language.
2.4.3 Special Trade Regimes for Three Product Sectors
Textile products are explicitly excluded from application of the PCA in Article 20 in favour of the Agreement between the European Economic Community and the Russian Federation on trade in textiles
.
According to Article 18, trade in goods covered by the European Coal and Steel Treaty
 is governed by the provisions of Title III, except for those concerning quantitative restrictions in Article 15. Such trade is also governed by the Agreement between the European Coal and Steel Community and the Government of the Russian Federation on trade in certain steel products of July 9, 2002
.
In addition, trade in nuclear materials is to be governed by the provisions of Title III, except for the provisions on quantitative restrictions as well as several provisions of the 1989 EC-USSR Agreement and an attached exchange of letters. 

2.5 Provisions Concerning Business and Investment 

Title IV, containing provisions on business and investment, is subdivided into four chapters: Chapter I (Articles 23–27) concerns labour conditions, Chapter II (Articles 28–35) regulates conditions affecting the establishment and operation of companies, Chapter III (Articles 36–43) concerns cross-border supply of services and Chapter IV (Articles 44–51) contains general provisions.
2.5.1 Labour Provisions
Article 23 imposes on the parties a national treatment standard by virtue of the obligation to ensure that with respect to the laws, conditions, and procedures applicable in each Member State or Russia, nationals of each of the parties are free from discrimination in three areas: working conditions, remuneration, and dismissal. Accordingly, there is no “national treatment” concerning access to labour markets, nor any recognition of qualifications or any circulation of workers. A right of residence for the period of employment is provided in Article 32 for “key personnel” only. Article 37 provides for temporary entry for negotiating (but not soliciting) sales of cross-border services. No other provisions provide for a right to enter or stay in Russia for any shareholders, partners, or managers of a company.

Article 24 stipulates that – without affecting more favourable bilateral agreements between Russia and the Member States (Article 25) – the parties “shall conclude agreements” that serve the purpose of co-ordinating social security systems, in particular with respect to insurance for pensions, free transfer of pensions and family allowances for family members. No specific agreements have been concluded between the parties, but comparable benefits are extended to workers of Russian citizenship under recent regulations covering third-country nationals
.

2.5.2 Establishment and Operation of Companies
Article 28 para. 1 grants MFN treatment for the establishment of companies
, with Article 28 para. 2 granting national treatment for the operation of subsidiaries. Article 28 para. 4 ensures MFN treatment for branches. 

While the privileges conferred through these provisions are limited, exemptions are numerous. Annexes 3 and 4 contain reservations to the national treatment requirement of Article 28 para. 2 and 3. In particular, Article 28 para. 5 states explicitly that the national treatment requirements in Article 28 para. 2 and 3 do not include access by subsidiaries to specific sectors or activities. Article 29, together with Annexes 6 and 7, sets forth further restrictions with respect to the banking and insurance sectors. Air, inland waterways, and maritime transport are entirely excluded from the scope of application of Article 28. Article 31 – together with Article 100 – explicitly leaves in place any restrictions on market access for third countries; they are not overridden by the respective PCA provisions. 

2.5.3 Cross-Border Supply of Services

The PCA was the first EU trade agreement to contain substantive obligations on trade in services
. MFN treatment is granted in Article 36 for some 35 sectors of services listed in Annex 5, including consultancy, engineering, integrated engineering, advisory and consulting services relating to mining and site investigation work. This corresponds to the provisions contained in the GATS, which does not limit MFN treatment to specific sectors but rather makes it possible to invoke an exception to the MFN treatment granted in Article II GATS. Provisions on maritime transport, rail transport, space launching and transportation and mobile satellite communications are contained in Articles 40-43, mostly containing political obligations to further liberalize these sectors in future negotiations.

2.6 Provisions on Capital Movements, Competition, and Intellectual Property
The aim of Article 52 is to prevent the PCA provisions on trade and investment from being circumvented by the imposition of restrictions on payments and capital movements. Currency payments connected to movement of goods, services, or persons under the PCA are to be authorized. Restrictions on outward investments by Russian citizens and companies may remain in place, Article 52 para. 3. A standstill clause on new restrictions is contained in Article 52 para. 5, to come into effect five years from entry into force of the agreement, subject to balance-of-payment actions and temporary safeguards. MFN treatment in respect of current payments, capital movements, and methods of payment is granted by Article 52 para. 9.

Provisions on competition only require to “work to remedy or remove […] restrictions on competition by enterprises or caused by State intervention” (see Article 53 para. 1). State aids are not prohibited, only export aids, with an exception for primary products (Article 53 para. 2.2). State monopolies and public undertakings are subject to few limitations as the parties declare “readiness to ensure” certain non-discriminatory practices and absence of trade-distorting measures (Article 53 para 2.4).

Article 54 and Annex 10 provide for accession of Russia to several conventions on intellectual, industrial, and commercial property rights and for MFN treatment for Community companies and nationals with respect to treatment granted by Russia (Annex 10 point 4) to third countries.

2.7 Cooperation, Institutions, and Legal Remedies

The parties have agreed on an extensive list of fields for cooperation, primarily on economic issues (Title VII). These are set out in Articles 56 to 83 and contain themes for future cooperation without any legally binding provisions. Further fields for cooperation include prevention of illegal activities (Title VIII), cultural cooperation (Title IX), and financial cooperation (Title X).

Article 90 establishes a Cooperation Council to monitor implementation of the PCA. It is assisted by a Cooperation Committee, Article 92. Article 95 establishes a Parliamentary Cooperation Committee, which may make recommendations to the Cooperation Council.

Although the Cooperation Council has no power to issue binding decisions in case of an arbitration conducted under the PCA between the parties, it has the power to settle disputes with a non-binding recommendation, pursuant to Article 101. No right to legal remedies is conferred through the PCA to natural or legal persons. Article 98 only sets forth an undertaking to give natural or legal persons of the other party access to its own courts without discrimination in relation to its own individuals.
2.8 PCA Provisions on energy 

The PCA contains virtually no explicit provisions on energy issues, except for cooperation on economic issues with respect to energy provided in Article 65. It envisages cooperation in the following areas: improvement of the quality and security of energy supply, formulation of energy policy, improvement in management and regulation of the energy sector in line with a market economy, introduction of institutional, legal, and fiscal conditions necessary to encourage increased energy trade and investment, promotion of energy efficiency, modernization of energy infrastructure including interconnection of gas supply and electricity networks, environmental impact of energy production and consumption, improvement of energy technologies, and finally management and technical training in the energy sector. This cooperation entails no legally binding commitments but is intended to take place within the framework of the European Energy Charter. 

However, several provisions of the PCA have direct or potential effect on energy issues. Article 12 para. 1 provides for free transit of goods. This provision has the effect of allowing Russian oil and gas to be transported to third countries through the EU. The provisions on trade in goods apply to supplies of Russian oil and gas. Thus no quantitative restrictions could be imposed, even if EU Member States were considering them. Equally, national treatment is to be given to Russian oil and gas imports. 

No services relating to oil and gas are permitted under Article 36 in connection with Annex 5. This silence of the PCA on energy issues is explained by the fact that the parties were expecting the ECT to be ratified in the near future, as is evidenced by Article 105.

2.9 Present situation

2.9.1 General

When the PCA was signed, it was very similar to partnership and cooperation agreements with Ukraine, Belarus, and other CIS countries. While the Europe Agreements, concluded with the former East European allies of the Soviet Union, envisaged political cooperation, trade, approximation in various areas of law, and ultimately accession, the PCA only includes the first three points but with no accession perspective. While the Europe Agreements as well as the PCA aim at extensive harmonization and approximation, the PCA, by extending GATT/WTO rules to Russia, aims only at “strengthening the economic links”
 between Russia and the EU, rather than “economic integration into the Community”
. Russia’s attitude towards the EU has markedly changed during the past decade. In the early nineties, close cooperation and receipt of aid were immediate goals for Russia. Today, Russia – with the help of a reviving economy and booming prices for oil and gas – commands increasing political clout, and is much more assertive towards the EU and surrounding CIS countries. This change in attitude is best seen in Russia’s response to the EU Common Strategy
 towards Russia as a framework for the EU common foreign and security policy. Upset at having been made the object of an EU policy, Russia responded within months with a “medium-term” strategy towards the EU, a statement to the fact that the relationship is not to be defined in a unilateral document by the EU
. From a Russian viewpoint, the changed circumstances are best reflected by negotiating a new agreement
. 

While the PCA has been a major factor in the establishment, development, and expansion of a new relationship between the EU and Russia, this relationship has outgrown the framework of the PCA. This is true both of the underlying political situation and the economic situation. This relationship is now characterized by various attempts by the parties to find non-contentious areas where cooperation is still possible, with the PCA still in force, without being operative at the political level. There are some 40 bilateral dialogue groups on specifically identified policy domains as well as several initiatives and fora to continue dialogue, including energy issues. Increasingly, the PCA has become more of a framework agreement rather than the roadmap for cooperation it was originally intended to be.

2.9.2 Four Common Spaces
The relative weakness of the PCA regime for EU-Russia relations is evidenced, inter alia, by subsequent efforts to broaden and deepen the relationship, for example by the 1999 Common Strategy on Russia
, which envisaged in Part II.2.a helping Russia make the energy sector more competitive, in Part II.4.a enhancing Russian commitment to energy sector reform and promoting Russian ratification of the ECT. 

Following the decision to create a Common European Economic Space in May 2001, later expanded to the Four Common Spaces in May 2003, in May 2005 the EU and Russia adopted the so-called Road Maps for creation of the Four Common Spaces. These Four Common Spaces include a Common Economic Space, which envisages concluding an agreement on investment-related issues
. On energy, the Road Maps envisage cooperation to facilitate fair trade and transit of energy products, including the principles guiding the ECT
. 

It took the EU and Russia two years to agree the Road Maps to implement the Four Common Spaces. Even so, the “actions” announced in the Road Maps are rarely more than political declarations. They do not contain a real roadmap that would lead to a defined target, but rather elaborate on the targets to be attained. This applies equally to energy-related issues. Whether those targets can be attained at any point in the near future remains in doubt
. One critical question is what the EU has to offer that would be sufficiently attractive to induce cooperation by an increasingly powerful Russia
.

3. The Energy Dialogue

In step with general political and economic dialogue, it was agreed at the sixth EU-Russia summit on October 30, 2000 to institute an “Energy Dialogue” on a regular basis between the EU and Russia, both parties having become increasingly aware of their mutual dependency and complementary interests in bilateral energy relations, where Russia is the primary supplier to the EU energy market while the EU has the largest integrated energy market in the world. 
The preparatory phase, from February through September 2001, saw four thematic groups of EU and Russian experts analysing areas of common interest in the energy sector, notably energy strategies and balances, investment, technology transfers and energy infrastructures, energy efficiency and environment. Based on this work, the first joint Synthesis Report to the eighth EU-Russia summit on October 3, 2001 was presented. Six further joint Progress Reports have been presented at subsequent EU summits
. 
The Progress Reports bear witness to an ongoing discussion, which is struggling to cope with the underlying strategic differences between Russia and the EU in the energy sector. The Energy Dialogue started out with high ambitions. According to the joint declaration adopted at the sixth EU-Russia summit, the energy partnership was supposed to “provide an opportunity to raise all the questions of common interest relating to the sector, including the introduction of co-operation on energy saving, rationalisation of production and transport infrastructures, European investment possibilities and relations between producer and consumer countries
”. 
An appropriate interim summary of the results of the Energy Dialogue is provided in the 13 December 2004 Communication from the Commission to the Council and the European Parliament on the energy dialogue between the European Union and the Russian Federation between 2000 and 2004, stating that:

“Nevertheless it remains the case that many questions still need to be resolved to enable a better integration of both markets. In the future, it will be necessary to emphasize such priority subjects as: encouraging the process of reform in the Russian energy sector; developing energy efficiency, technology exchange, the environment and the implementation of the Kyoto Protocol; promoting and protecting investments; establishing a pan-European natural gas market; reinforcing the transport of oil over land (by pipeline and rail rather than by sea).” 

Thus, three years after the launch of the process, the main issues that were one of the reasons why the EU instigated the process, have not been satisfactorily addressed. This is perhaps not surprising, given the high ambitions at the start of the project. In 2003, EU officials were still hoping that the Energy Dialogue would yield the following results for the EU: 

“Reform of the natural monopolies, improving the business environment, reciprocity in market opening, non-discriminatory access to exploitation, production and transit; security of energy supplies and the energy transportation networks
.” 

In 2005, the scope of the objectives was much more limited:

“progress in the definition of an EU-Russia energy partnership, contribute to the security in energy supply as well as in energy demand, cooperation on energy saving, rationalisation of production and transport infrastructures and importance of electricity interconnections, facilitate investments, contribute to the relations between producer and consumer countries”. 

Accordingly, the achievements attributed to the Energy Dialogue in 2006 are rather limited: 

“No quantitative restrictions on EU imports of fossil fuels; solutions found to ensure compatibility of Russian long term gas supply contracts with the EU internal market rules by the elimination of “destination clauses”; promotion of energy efficiency projects; pilot projects; feasibility studies on mechanisms to cover non-commercial risk for energy investment projects; free transit of energy products to Kaliningrad; setting up of an “Energy Industry Steering Group”; setting-up in November 2004 of four thematic groups comprising Russian and European experts from the private and public sectors on the themes of investment, infrastructures, energy efficiency and trade.” 

While achievements in specific areas may be considerable, given the political framework within which the Energy Dialogue operates, this cannot hide the fact that the core issues identified at the launch of the Energy Dialogue have not come closer to being resolved than they were over six years ago.

When the final reports of the joint thematic groups were presented in October 2006
, it became clear that the only report that suggests specific further actions is that of the thematic group on energy efficiency. Tellingly, the reports on the most contentious issues, namely trade and infrastructure, do not provide for any specific steps to be taken, but make broad “recommendations” referring to a desire to develop “reciprocity and access rules and mechanisms in Russia and EU in investment, infrastructures, markets production
.” On a similar note, the group on infrastructure in its recommendations for joint activity with respect to gas infrastructure development mentions harmonisation of existing standards and regulations for pipeline systems, assessment of new technologies, and regular exchange of data.
Despite the seemingly little progress, it would not be adequate, or fair, to describe the Energy Dialogue as a discussion club where incentives such as technical cooperation are given away for free. The process of the Energy Dialogue is a goal in itself that provides at least the possibility of cooperation on specific projects. In addition, institutionalization of the dialogue gives several benefits that are hard to quantify: confidence building, cooperation on technical issues, identification of further possible cooperation areas and issues where progress can be made.

However, it is important to bear in mind that process can not be equated with progress. Smaller successes, such as pilot projects on energy savings or the joint EU-Russia Technology Centre, cannot hide the fact that the dialogue has so far not addressed the major questions, such as where Europe’s gas will come from in the future, if and when Russia liberalizes its pipelines, and why it remains difficult for European oil companies to invest in Russia
. 
Several specific issues remain today on which little progress was made in the past and no major breakthrough is expected even in the medium term. The EU demands that Russia comply with several preconditions before allowing Russia to sell electricity in the European market through interconnection of the EU and Russian electricity grids. These preconditions include reciprocity in terms of market access and market structure, adoption of equivalent standards of environmental protection and safety, including nuclear safety, compliance with the general rules of the EU trade regime, such as anti-dumping and anti-subsidy rules, and additional technology infrastructure necessary for joint operation of electricity grids. In reality, this means that there is no immediate, perhaps even no medium term, prospect for Russian electricity being sold to the European market. 
Another issue is the tension between the ambitions of Russian state-linked energy monopolies and the wariness of European competition authorities to entertain such a development. The new Russian law “On Natural Gas Exports” legalizing the Russian gas export monopoly de jure, signed into law by President Putin on July 9, 2006, is a sign that the gap between European and Russian ideas of “energy security” may be widening. This comes at a time when Gazprom is attempting to buy into downstream local markets as a distributor, while participation of European companies in the Russian energy sector, either directly or through joint ventures, is said to be based on a seemingly arbitrary process without any real transparency
. 
Is it justified to be pessimistic about the further progress of the Energy Dialogue? If the key to Russia’s behaviour is self-interest, then it is reasonable to expect little progress on the main issues that inspired the EU to launch the dialogue. The oil and gas monopolies, as the main source of the Russian state’s income, provide a major source of political influence over several CIS countries. Being a quasi-oligopolist with respect to energy supply, Russia in Europe would seem to have little incentive to increase its production and every incentive to keep revenues under its control. Accordingly, Russia’s Energy Strategy
 does not hold out much in terms of increased oil and gas production. Rather, emphasis is placed on energy efficiency in the internal Russian market. Therefore, by comparing what the EU wishes to achieve
 within the framework of the Energy Dialogue and possible gains for Russia, little incentive seems to exist for Russia to give in to European demands, as the EU can offer little more than energy efficiency improvements and technical assistance as significant rewards in exchange for access to the Russian energy sector and energy security. It is not surprising to find these interests reflected in the seventh Progress Report of November 2006, where the most specific issues addressed are energy efficiency and the EU-Russia Technology Centre, while all other areas receive mere declarations on their importance.

However, the slow progress would not justify concluding that the Energy Dialogue has been a failure. Differences on several fundamental issues are significant, while the interests involved do not easily permit identifying a “win-win” situation to accommodate both sides
. While progress has not been significant within the Energy Dialogue, recent remarks by President Putin suggest that there may be a new momentum concerning energy issues, with a post-PCA agreement also containing provisions on energy
. Nevertheless, these remarks should be treated with caution until specific steps are taken in that direction. 

4. The Energy Charter Treaty

4.1 Overview of the Energy Charter Treaty

4.1.1 Background

In the early 1990s, ideas were discussed on how to develop energy cooperation between Eastern and Western Europe. Russia and many of its neighbouring countries were rich in energy but in great need of investment enabling them to reconstruct their economies, at the same time as West European countries were trying to diversify their sources of energy supplies to decrease their potential dependence on other parts of the world. Therefore, a recognized need existed to set up a commonly accepted foundation for energy cooperation between the states of the Eurasian continent. Out of this, the Energy Charter Process was born.
 

The first formal step in the Energy Charter process was adoption and signing of the European Energy Charter (“the EEC”) in December 1991. As a political declaration of principles which the signatories declared they wish to pursue, the EEC did not constitute a binding international treaty. However, the EEC also contained guidelines for negotiating a subsequent binding treaty – later to become the Energy Charter Treaty (“the ECT”) – and a set of protocols.
 

The ECT and the Energy Charter Protocol on Energy Efficiency and Related Environmental Aspects were signed in December 1994 and entered into force in April 1998. As of today, the ECT has been signed by 51 states and the European Union, of which 45 states and the European Union have ratified the treaty. Russia has signed but not ratified the treaty. As is explained in the following, it is highly unlikely that Russia will ratify the ECT within the foreseeable future.

The ECT is a multilateral treaty with binding force, limited in scope to the energy sector. The purpose of the ECT, as stipulated in Article 2, is to “promote long-term co-operation in the energy field, based on complementarities and mutual benefits, in accordance with the objectives and principles of the Charter”. It is the only binding multilateral instrument dealing with inter-governmental cooperation in the energy sector, and contains far-reaching undertakings for the contracting parties. The ECT includes provisions regarding investment protection, provisions on trade, transit of energy, energy efficiency and environmental protection, and dispute resolution.

4.1.2 Investment Promotion and Protection

The provisions of the ECT regarding foreign investments are considered to be the cornerstone of the treaty. The aim of the foreign investment regime is to create a “level playing field” for investments in the energy sector and to minimize the non-commercial risks associated with such investments. Under the ECT a distinction is made between the pre-investment phase of making an investment and the post-investment phase of already established investments. While the provisions concerning the pre-investment phase primarily set up a “soft” regime of “best endeavour” obligations, the ECT creates a “hard” regime for the post-investment phase with binding obligations for the contracting states similar to the investment protection provisions of the North American Free Trade Agreement (NAFTA) and bilateral investment treaties (BITs).
 
4.1.3 Dispute Settlement

Dispute settlement is regulated in Part V of the ECT (Articles 26–28). Article 26 of the ECT governs investment disputes between private investors and contracting states, and extends to investors a mandatory right to arbitration of such disputes (see section 3 below). Article 27 regulates resolution of state-to-state disputes between contracting parties concerning the application or interpretation of the ECT (not limited to matters of investments). The ECT also contains special provisions for the resolution of trade disputes (see section 1.3 below), a conciliation procedure for transit disputes (see section 1.4 below), and consultation procedures for competition and environmental disputes.
 

4.1.4 Trade

The ECT’s trade provisions, based on the trading regime of the GATT, and the Trade Amendment to the ECT of 1998 (bringing the ECT into line with WTO rules and practices)
, are both founded on the principles of non-discrimination, transparency, and a commitment to the progressive liberalisation of international trade.

Thus, the ECT introduces the trade provisions of GATT/WTO to the energy sector. The importance of this is that when the ECT entered into force in 1998, 19 of its members were not parties to the WTO, while in 2006 nine members are still non-parties to the WTO.

Disputes regarding compliance with the trade provisions under Article 29 and Article 5 are to be settled in accordance with the provisions for trade dispute settlement in Annex D to the ECT. The dispute settlement mechanism set out in Annex D is modelled on the WTO panel model with certain modifications.

4.1.5 Transit

An important part of the ECT is the rules for facilitating transit of energy through the participating states. The transit regime is based on freedom of transit and the principle of non-discrimination. In addition to the existing transit provisions of the ECT, the participating states commenced negotiations in 2000 on the enhancement of these rules through a Transit Protocol. However, due to differences in opinion between the Russian Federation and the European Union, the negotiations for such a protocol have not yet been concluded.
 

“Transit”, according to the ECT, is defined as 

“carriage through the area of a Contracting Party, or to or from port facilities in its area for loading or unloading, of Energy Materials and Products originating in the area of another state and destined for the area of a third state, so long as either the other state or the third state is a Contracting Party”.
 
Unless a contracting party is listed in Annex N, “transit” also includes carriage originated and destined for the same contracting party in cases where products are transferred through another contracting party.

Article 7(1) establishes the principles of freedom of transit and non-discrimination. According to this provision 

“each Contracting Party shall take the necessary measures to facilitate the Transit of Energy Materials and Products consistent with the principle of freedom of transit and without distinction as to the origin, destination or ownership of such Energy Materials and Products or discrimination as to pricing on the basis of such distinctions, and without imposing any unreasonable delays, restrictions or charges”. 
According to Article 7(3) each contracting party undertakes that its provisions relating to transport of “Energy Materials and Products” and the use of energy transport facilities will treat such materials and products in transit in no less favourable a manner than its provisions treat such materials and products originating in or destined for its own area.

The contracting parties have also undertaken not to place obstacles in the way of new capacities being established in the event that transit of “Energy Materials and Products” cannot be achieved on commercial terms by means of energy transport facilities. However, contracting parties are not obligated to accept new capacities when legislation on environmental protection, land use, safety, or technical standards provides otherwise. 

Paragraph 6 of Article 7 contains the important provision that a contracting party is not entitled to interrupt or reduce the existing flow of “Energy Materials and Products” in the event of a dispute over any matter arising from the transit, except where this is specifically provided for in a contract or other agreement governing such transit or permitted in accordance with the conciliator’s decision in accordance with paragraph 7 of Article 7. Paragraph 7 sets out the possibility of appointing a special conciliator, via the Secretary-General of the ECT, in the case of a dispute regarding the transit of Energy Materials and Products. However, the appointment of a conciliator is subject to exhaustion of all relevant contractual or other dispute resolution remedies previously agreed between the parties to the dispute or between entities subject to their control.

4.1.6 Energy Efficiency

Energy efficiency is regulated by the Energy Charter Protocol on Energy Efficiency and Related Environmental Aspects (PEEREA). PEEREA was signed along with the ECT in 1994 and also entered into force in April 1998. PEEREA obligates participating states to create policies to improve the efficiency of energy use and to minimize its negative effects on the environment. The objectives of PEEREA are illustrated in the second paragraph of its Article 1, which is to promote 

“energy efficiency policies consistent with sustainable development”, to create “framework conditions which induce producers and consumers to use energy as economically, efficiently and environmentally soundly as possible, particularly through the organization of efficient energy markets and a fuller reflection of environmental costs and benefits”; and to foster “co-operation in the field of energy efficiency”.
4.1.7 The Institutions

The Energy Charter Conference, an inter-governmental organization established by the ECT, is the governing and decision-making body for the Energy Charter Process. All States that have signed or acceded to the ECT are members of the conference. In carrying out its duties, the Energy Charter Conference has a Secretariat composed of a Secretary-General and a staff consisting of various energy sector experts.

4.2 Investment Protection

4.2.1 Introduction

The investment protection provisions of the ECT are found in its Part III. The aim of these provisions is to establish equal conditions for investments in the energy sector and thereby limit the non-commercial risks connected with such investments. The ECT separates two phases of investment protection and affords them different levels of protection. As indicated above in section 1.1, the provisions concerning the pre-investment-phase primarily set up a “soft” regime of “best endeavour” obligations, whereas the ECT creates a “hard” regime for the post-investment phase with binding obligations for the contracting states similar to the investment protection provisions of the North American Free Trade Agreement (NAFTA) and bilateral investment treaties (BITs).
 

Arguably, however, the most important protection afforded to investments of investors (as defined in the ECT) is that investment protection provisions in the post-investment phase are directly enforceable through international arbitration under Article 26 of the ECT.

4.2.2 Scope of Protection

The investment protection provisions of Part III of the ECT (post-investment phase) are applicable to Investments of Investors. “Investment” and “Investor” within the meaning of the ECT are defined in Article 1.

An “Investor” is a natural person having the citizenship or nationality of, or is a permanent resident in, a contracting state in accordance with its applicable law, or a company or other organization organized in accordance with the law applicable in that contracting state. 

“Investment” means every kind of asset associated with an economic activity in the energy sector which is owned or controlled directly or indirectly by an Investor and includes: (a) tangible and intangible, and movable and immovable, property, and any property rights such as leases, mortgages, liens, and pledges; (b) a company or business enterprise, or shares, stock, or other forms of equity participation in a company or business enterprise, and bonds and other debt of a company or business enterprise; (c) claims to money and claims to performance pursuant to contract having an economic value and associated with an Investment; (d) intellectual property; (e) returns; (f) any right conferred by law or contract or by virtue of any licences and permits granted pursuant to law to undertake any “Economic Activity in the Energy Sector”.

“Economic Activity in the Energy Sector” means economic activity concerning the exploration, extraction, refining, production, storage, land transport, transmission, distribution, trade, marketing, or sale of “Energy Materials and Products” except those included in Annex NI, or concerning the distribution of heat to multiple premises.

The scope of protection pursuant to Part III of the ECT also delimits the availability of arbitration under Article 26, since the Investor’s right to arbitration is limited to disputes between a “Contracting Party” and an “Investor” of another “Contracting Party” relating to an “Investment” of the “Investor” in the Area of the former “Contracting Party”.

4.2.3 Minimum Standard of Investment Protection – Article 10(1)

Article 10(1) sets out a number of basic principles for treatment of foreign investments that are frequently found in BITs. Article 10(1) provides that:

“each Contracting Party shall, in accordance with the provisions of this Treaty, encourage and create stable, equitable, favourable and transparent conditions for Investors of other Contracting Parties to make Investments in its Area. Such conditions shall include a commitment to accord at all times to Investments of Investors of other Contracting Parties fair and equitable treatment. Such Investments shall also enjoy the most constant protection and security and no Contracting Party shall in any way impair by unreasonable or discriminatory measures their management, maintenance, use, enjoyment or disposal. In no case shall such Investments be accorded treatment less favourable than that required by international law, including treaty obligations. Each Contracting Party shall observe any obligations it has entered into with an Investor or an Investment of an Investor of any other Contracting Party”.

Fair and equitable treatment

Whereas the first sentence of Article 10(1) contains a general statement regarding the favourable investment climate that contracting parties are to maintain for investments protected by the ECT, the second sentence of Article 10(1) highlights that such favourable conditions “shall include a commitment to accord at all times to Investments of Investors… fair and equitable treatment”. This standard of “fair and equitable treatment” is derived from international law, and has, through its frequent application by tribunals in BIT and NAFTA arbitrations, become an important principle of investment protection. Although certain principles have developed in arbitral practice (e.g., good faith, protection of legitimate expectations, due process, proportionality
 ), the exact scope and meaning of fair and equitable treatment is not easily described in general terms. The application of the principle is often fact-specific and requires in-depth factual assessment combined with an application of standards of good-government conduct.
 As with any flexible standard, it is a challenge for counsel and arbitrators to establish sources for good-government conduct that are relevant and suitable in the context of the individual case. There is otherwise a risk that the case will be decided on the basis of the arbitrators’ individual perceptions of what is fair and equitable in light of an overall assessment of the circumstances of the case. 

As indicated above, tribunals applying the principle of fair and equitable treatment have found it to include principles such as the protection of legitimate investor expectations, the principle of transparency, the good-faith and abuse of rights principles, due process, proportionality and the prohibition of arbitrariness.
 References to the prohibition of arbitrariness and requirements of transparency are frequently made within the general framework of due process, which has to be observed by courts and authorities of the host state.

Most Constant Protection and Security

The first part of the third sentence of Article 10(1) provides that investments shall enjoy the “most constant protection and security”. The precise meaning of these standards within the context of the ECT is somewhat unclear, but it has been argued that they include – apart from police protection from riots and similar physical attacks on the investment – a duty of the state to protect the normal ability of the investor’s business to function in a level playing field.
 

Discrimination

The second part of the third sentence of Article 10(1) provides that the management, maintenance, use, enjoyment, or disposal of investments is not to be impaired by “unreasonable or discriminatory measures”. The reference to unreasonable or discriminatory measures links the standard laid down in the third sentence of Article 10(1) to the principle of fair and equitable treatment. Thus, a certain overlap exists between the two standards. In the first award ever issued under the ECT, Nykomb Synergetics Technology Holding AB v. the Republic of Latvia, the tribunal found that Latvia had breached its obligation under the ECT not to discriminate against the foreign investor by offering higher tariffs for electricity to other companies and failing to present any evidence why those companies were different.
 

Umbrella Clause

The last sentence of Article 10(1) emphasises the principle of pacta sunt servanda by making it an obligation of each contracting party to “observe any obligations it has entered into with an Investor or an Investment of an Investor of any other contracting party”. Thus, a breach of such an obligation covered by Article 10.1 may constitute a violation of a Contracting Party’s obligations under the ECT. The precise scope of this so-called “umbrella clause” – in particular whether it encompasses purely commercial conduct of, for instance, state-owned companies or only conduct that involves some elements of government authority – remains to be determined by tribunals applying the ECT. Most tribunals applying similar clauses in BITs have attempted to draw a line excluding purely, or predominantly, commercial disputes. However, even if such a distinction is accepted for the ECT as well, the difficult task remains of deciding what is commercial and governmental.
 

It should be noted that Articles 26(3)(c) and 27(2) of the ECT allow for the contracting parties listed in Annex IA to exclude disputes covered by the umbrella clause from ECT dispute resolution under Article 26.
 

It could also be argued that the umbrella clause of Article 10(1), when read together with Article 22, may have far-reaching implications on commercial contracts for, e.g., sale of goods and delivery of services which have been entered into by an investor and a legal entity controlled or owned by the host state. According to Article 22(1), a state enterprise of the host state “…shall conduct its activities in relation to the sale of or provision of goods and services in its Area in a manner consistent with the Contracting Party’s obligations under Part III of this Treaty”. In the light of Article 10(1) assuming a wide interpretation of the umbrella clause, it could be argued that the host state may become responsible under the ECT (in addition to any liability of the state-owned company under the commercial agreement) for a wide range of actions or omissions of state enterprises in the fulfilment of agreements for, e.g., sale of goods and delivery of services.

4.2.4 Most Favoured Nation Treatment 

The fourth sentence of Article 10(1) states that investments in no case shall be accorded 

“treatment less favourable than that required by international law, including treaty obligations” and Article 10(7) provides that: “Each Contracting Party shall accord to Investments in its Area of Investors of other Contracting Parties, and their related activities including management, maintenance, use, enjoyment or disposal, treatment no less favourable than that which it accords to Investments of its own Investors or of the Investors of any other Contracting Party or any third state and their related activities including management, maintenance, use, enjoyment or disposal, whichever is the most favourable.”

Thus, according to Article 10(1), if another treaty to which the state hosting the investment is a party requires a better treatment of investments, this treatment must be “imported” into the ECT. However, the wording “treaty obligations” does not include decisions taken by international organizations or treaties entered into force before 1 January 1970, according to an Understanding in the Final Act of the Energy Charter Conference.

Article 10(7) expresses the principle of national, or most-favoured-nation (MFN) treatment. This treatment shall be afforded not only to the investments of investors but also to activities related to investments including management, maintenance, use, enjoyment, or disposal. 

The national treatment standard implies non-discrimination, since the treatment of investments must be “no less favourable than that which it accords to Investments of its own Investors”. However, in comparison with WTO law or EU law, the concept of non-discrimination is less developed in investment law.
 

Thus, most-favoured-nation treatment implies incorporation of standards and rights contained in other treaties or legislation or beneficial treatment otherwise afforded to other investors into the protection offered to investors by the ECT.

4.2.5 Article 13 – Expropriation

One of the most fundamental provisions of the investment protection regime of the ECT is Article 13, which deals with expropriation. Article 13(1), which resembles similar provisions of BITs and confirms the principle of full compensation following expropriation, provides that:

Investments of Investors of a Contracting Party in the Area of any other Contracting Party shall not be nationalized, expropriated or subjected to a measure or measures having effect equivalent to nationalization or expropriation (hereinafter referred to as “Expropriation”) except where such expropriation is: (a) for a purpose which is in the public interest; (b) not discriminatory; (c) carried out under due process of law; and (d) accompanied by the payment of prompt, adequate and effective compensation.

Article 13(1) also provides that the compensation must amount to the fair market value of the investment immediately before the expropriation or impending expropriation became known in such a manner as to affect the value of the investment. Interest at a commercial rate established from the date of expropriation until the date of payment is also included in compensation.

As with other MITs or BITs, the significance of protection against expropriation is not primarily protection against outright takings of investments by the host state, but rather protection against “measures having equivalent effect to nationalisation or expropriation”, i.e. various forms of indirect or creeping expropriation such as exorbitant regulations or confiscatory taxation that undermines the operation or enjoyment of the investment.

The effect of the protection provided by Article 13 is that irrespective of whether an expropriation is “lawful” - i.e. carried out in accordance with the conditions set out in Article 13 - or “unlawful”, the investor is entitled to prompt, adequate, and effective compensation. In the first case, as a precondition for the lawfulness of the expropriation, and, in the latter case, as damages for the loss suffered by the investor as a result of the unlawful expropriation. Where an international treaty, such as the ECT, provides a standard of compensation for “lawful compensation”, tribunals applying NAFTA or BITs, generally apply the same standard of compensation whether the expropriation is lawful or unlawful.
 

4.2.6 Article 17 – Non-application of Part III in Certain Circumstances

In accordance with Article 17, each contracting party reserves the right to deny the advantages of Part III to an entity owned or controlled by investors of a state that is not a party to the ECT, if that entity has no substantial business activities in the area of the contracting party where it is organized. Furthermore, contracting parties can deny the advantages of Part III if it is established that the investment is an investment of an investor of a state that is not a party to the ECT, with which the host state does not maintain diplomatic relations, or as to which the host state upholds trade restrictions.

Article 17 raises difficult issues as to the meaning, interpretation, and effect of Article 17(1).
4.3 Settlement of Disputes between an Investor and a Contracting Party

4.3.1 Introduction

The compulsory right to arbitration – or other dispute resolution (see section 3.3 below) – of investment disputes set out in Article 26 is only one of many dispute resolution mechanisms of the ECT, but arguably the most significant. Article 26(1) covers: “disputes between a Contracting Party and an Investor of another Contracting Party relating to an Investment of the latter in the Area of the former, which concern an alleged breach of an obligation of the former under Part III”. The definitions of these terms and thus the scope of the investor’s right to dispute resolution in accordance with Article 26 have been described in section 2.2 above.

It should be emphasised that the unconditional right to arbitration or other methods of dispute resolution under Article 26 rests solely upon the ECT and is not subject to any requirement of exhaustion of local remedies, or any contractual dispute resolution mechanisms.

4.3.2 Amicable Settlement

In accordance with the first paragraph of Article 26, investment disputes (as defined above) shall if possible be settled amicably. The investor may not submit a dispute for resolution under Article 26 until three months have elapsed from the date on which either party to the dispute requested amicable settlement. However, if a dispute cannot be settled amicably within three months, the dispute shall be resolved in a forum provided by Article 26 and chosen by the investor.

4.3.3 The Investor’s Choice of Forum for Dispute Resolution

The investor has the choice of submitting an unresolved dispute covered by Article 26 to one of the following under Article 26(2)(a)-(c):

· the national court or administrative tribunals of the contracting party where the Investment was made, 

· in accordance with previously agreed settlement procedure, or

· international arbitration.

Among these three forms of dispute resolution, the unconditional right to international arbitration of investment disputes is by far the most important remedy available to investors for enforcing their rights under the ECT
. According to Article 26(4), investors may elect any of the following forms of international arbitration:

· ICSID arbitration (provided that both the host state and the investor’s state have ratified the ICSID convention);

· arbitration under the ICSID Additional Facility Rules (where either the host state or the home state of the foreign national, but not both states, have ratified ICSID);

· a sole arbitrator or ad hoc arbitral tribunal established under the UNCITRAL Arbitration Rules; or

· arbitral proceedings under the Arbitration Institute of the Stockholm Chamber of Commerce.

Thus, in accordance with Article 26(3)(a) each contracting party gives “unconditional consent to the submission of a dispute to international arbitration or conciliation in accordance with the provisions of this article.” Unconditional consent implies that if a state attempted to withdraw its consent, or withdraw from the ECT, upon the request of an investor to commence arbitral proceedings, then such withdrawal would not be legally effective. In the case of a withdrawal from the ECT, the contracting party remains bound by its investment obligations for a period of 20 years, under Article 47 of the ECT.

However, according to Article 26(3)(b) contracting parties listed in Annex ID do not give their unconditional consent to international arbitration where the investor has previously submitted the dispute to the national courts of the host state or under another previously agreed dispute settlement procedure. Almost half the contracting parties have made such reservations. Furthermore, as described above in section 2.3, according to Article 26(3)(c) the contracting parties listed in Annex IA do not give such unconditional consent with respect to disputes arising under the umbrella clause in the last sentence of Article 10(1).
 

4.3.4 Applicable Law

Article 26(6) provides that an arbitral tribunal established under paragraph 26(4) shall decide the issues in dispute in accordance with the ECT and the rules and principles of international law. 

4.3.5 Local Companies Controlled by Foreign Investors

As regards the nationality of an investor, Article 26(7) ECT states that a legal entity which has the nationality of the contracting party to the dispute, but before the dispute between it and the contracting party arose was controlled by investors of another contracting party, shall be treated as a “national of another Contracting State” for the purpose of Article 25(2)(b) of the ICSID Convention and a “national of another State” for the purpose of Article 1(6) of the Additional Facility Rules. Hence, if the majority of shares of an investor of the same nationality as the host state are controlled by investors of another contracting state, the investor is to be viewed as an investor of another contracting party for purposes of establishing jurisdiction for an arbitral tribunal constituted under the ICSID Rules or the ICSID Additional Facility Rules. Accordingly, the ECT creates a possibility for “local companies” owned or controlled by investors of another contracting party to request international arbitration under the ECT against their “home states”, and benefit from the investor protection of the ECT, which may be more favourable than the protection available under national law. However, difficult questions of parallel proceedings may arise if claims under the ECT are brought simultaneously against the host state by the local company and its foreign shareholder.

4.4 Provisional Application of the ECT

4.4.1 Provisional Application of Treaty Obligations

Provisional application of a treaty means that treaty obligations are given effect prior to a state’s formal ratification or accession to a treaty. The reasons for introducing the concept of provisional application may include, inter alia, that some urgency exists to implement a treaty before the treaty is ratified, that the negotiators are certain that the treaty will obtain the required domestic approval for ratification, or that there is a desire to circumvent political or other obstacles to the entry into force of a treaty.
 

The Vienna Convention on the Law of Treaties 1969 (“the Vienna Convention”) explicitly allows for provisional application of treaties. Firstly, Article 18 of the Vienna Convention imposes the obligation on a state to refrain from acts which would defeat the object and purpose of a treaty when the treaty has been signed, or when the state has expressed its consent to be bound by the treaty pending its entry into force. In addition, Article 25 of the Vienna Convention provides that a “treaty or a part of a treaty is applied provisionally pending its entry into force if: (a) the treaty itself so provides; or (b) the negotiating states have in some other manner so agreed” (emphasis added).

Furthermore, Article 25(2) of the Vienna Convention provides that unless the treaty otherwise provides or the negotiating states have otherwise agreed, provisional application may be terminated at any time.

Article 25 does not deal with the scope or details of provisional application of treaties. It simply points out the existence of the concept of provisional application, but leaves the parties to agree on details.

4.4.2 Provisional Application of the ECT

The ECT itself provides for provisional application in Article 45. According to Article 45 (1) of the ECT, each signatory state agrees to apply the ECT provisionally pending its entry into force for such signatory state to the extent that such provisional application is not inconsistent with its constitution, laws, or regulations. 

Article 45, in its entirety, reads as follows: 

PROVISIONAL APPLICATION

(1) Each signatory agrees to apply this Treaty provisionally pending its entry into force for such signatory in accordance with Article 44, to the extent that such provisional application is not inconsistent with its constitution, laws or regulations.

(a) Notwithstanding paragraph (1) any signatory may, when signing, deliver to the Depositary a declaration that it is not able to accept provisional application. The obligation contained in paragraph (1) shall not apply to a signatory making such a declaration. Any such signatory may at any time withdraw that declaration by written notification to the Depositary.

(b) Neither a signatory which makes a declaration in accordance with subparagraph (a) nor Investors of that signatory may claim the benefits of provisional application under paragraph (1).

(c) Notwithstanding subparagraph (a), any signatory making a declaration referred to in subparagraph (a) shall apply Part VII provisionally pending the entry into force of the Treaty for such signatory in accordance with Article 44, to the extent that such provisional application is not inconsistent with its laws or regulations.

(a) Any signatory may terminate its provisional application of this Treaty by written notification to the Depositary of its intention not to become a Contracting Party to the Treaty. Termination of provisional application for any signatory shall take effect upon the expiration of 60 days from the date on which such signatory’s written notification is received by the Depositary.

(b) In the event that a signatory terminates provisional application under subparagraph (a), the obligation of the signatory under paragraph (1) to apply Parts III and V with respect to any Investments made in its Area during such provisional application by Investors of other signatories shall nevertheless remain in effect with respect to those Investments for twenty years following the effective date of termination, except as otherwise provided in subparagraph (c).

(c) Subparagraph (b) shall not apply to any signatory listed in Annex PA. A signatory shall be removed from the list in Annex PA effective upon delivery to the Depositary of its request therefore.

(2) Pending the entry into force of this Treaty the signatories shall meet periodically in the provisional Charter Conference, the first meeting of which shall be convened by the provisional Secretariat referred to in paragraph (5) not later than 180 days after the opening date for signature of the Treaty as specified in Article 38. 

(3) The functions of the Secretariat shall be carried out on an interim basis by a provisional Secretariat until the entry into force of this Treaty pursuant to Article 44 and the establishment of a Secretariat. 

(4) The signatories shall, in accordance with and subject to the provisions of paragraph (1) or subparagraph (2)(c) as appropriate, contribute to the costs of the provisional Secretariat as if the signatories were Contracting parties under Article 37(3). Any modifications made to Annex B by the signatories shall terminate upon the entry into force of this Treaty.

(5) A state or Regional Economic Integration Organization which, prior to this Treaty’s entry into force, accedes to the Treaty in accordance with Article 41 shall, pending the Treaty’s entry into force, have the rights and assume the obligations of a signatory under this Article. 
Article 45 of the ECT resulted in provisional application of the treaty by all signatory states between December 1994 and its entry into force in April 1998, unless a member state expressly declared that it was unable to apply the ECT provisionally. After April 1998, the provisional application was restricted to those signatory states which had not yet ratified the treaty. For example, in the Russian Federation the ratification procedure commenced with introduction of the project to the State Duma in 1996. Parliamentary hearings began in 1998, but the Duma postponed ratification several times due to ongoing negotiations and disputes about the Transit Protocol to the Energy Charter Treaty. When signing the ECT in 1994, the Russian Federation did not register a declaration of non-application according to Article 45(2). Therefore, the Russian Federation applies the ECT on a provisional basis within the framework of Article 45.

4.4.3 The relationship between international law and municipal law

A critical aspect of Article 45 is its first paragraph, which provides for provisional application “to the extent that such provisional application is not inconsistent with its constitution, laws or regulations.” This provision seems to give national law priority over the treaty as long as the treaty is applied provisionally. The language could be interpreted in either of two ways, or both, viz., (i) provisional application itself must not be inconsistent with municipal law and/or (ii) the substantive provisions of the treaty must not be inconsistent with substantive provisions of municipal law. 

With respect to the Russian Federation, analysis will be limited to the first issue.

The constitution of the Russian Federation assigns the right to negotiate and conclude international treaties to the President (Article 86 (b)), but leaves their ratification to the Federal Assembly (State Duma and Council of the Federation – Arts. 71, 105, and 106 (d)). The concept of “provisional application” is not dealt with in the corresponding provision of Article 15 of the Constitution. 

“(4) Generally accepted principles and rules of international law and international treaties of the Russian Federation shall be an integral part of its legal system. If an international treaty of the Russian Federation establishes rules, other than provided for by the law, the rules of the international treaty shall be applied.” 
Details concerning international treaties are regulated by the 1995 Federal Law on International Treaties of the Russian Federation. Article 23 expressly deals with the provisional application of international treaties in the Russian Federation:

“1. An international treaty or part of a treaty may, before its entry into force, be applied by the Russian Federation provisionally if such has been provided for in the treaty or if an arrangement was reached concerning this with the parties who have signed the treaty.
2. Decisions concerning the provisional application by the Russian Federation of an international treaty or part thereof shall be adopted by the agency which adopted the decision to sign the international treaty in the procedure established by Article 11 of the present Federal Law.

If an international treaty the decision concerning consent to the bindingness of which for the Russian Federation is subject in accordance with the present Federal Law to adoption in the form of a Federal Law provides for the temporary application of the treaty or part thereof or an arrangement concerning this has been reached with the parties in any other way, it shall be submitted to the State Duma within a period of not more than six months from the date of the commencement of the provisional application thereof. By a decision in the form of a Federal Law in the procedure established by Article 17 of the present Federal Law for the ratification of international treaties, the period of provisional application may be extended.

3. Unless provided otherwise in an international treaty or the respective States agree otherwise, the provisional application by the Russian Federation of a treaty or part thereof shall terminate upon informing the other States which provisionally are applying the treaty of the intention of the Russian Federation not to become a participant of the treaty.”

It follows from the foregoing that Russian law acknowledges and accepts provisional application of treaties. In this respect, Russian law is thus consistent with Article 45(1) of the ECT.

4.4.4 Termination and Opting out of Provisional Application of the ECT

According to Article 45(2) of the ECT, any signatory state may, when signing the ECT, declare that it is not able to accept provisional application. In such a case, neither a signatory that makes the declaration, nor investors of that signatory state, may claim the benefits of provisional application. Australia, Iceland, and Norway, made such declarations when they signed the ECT, and as of 20 April 2006 the ECT is not yet in force for those countries, whereas Belarus and the Russian Federation are signatories that apply the ECT provisionally. In other words, the Russian Federation has not delivered a declaration pursuant to Article 45(2) of the ECT.

Any signatory may also terminate its provisional application of the ECT by written notification to the depositary of the ECT of its intention not to become a contracting party to the ECT under Article 45(3) of the ECT.

Thus an express opting-out provision exists as per Article 45(2) of the ECT. Nevertheless, it could perhaps be argued that the question remains whether an ECT signatory is obliged to declare that it is not able to accept provisional application, where its legislation is in conflict with the substantive provisions of the ECT, or if it is still entitled to rely on the condition contained in the provisional application provision of Article 45(1), i.e., that provisional application not be inconsistent with its constitution, laws, or regulations.

Assuming that an ECT signatory is entitled not to make an “opting-out declaration”, it could prove extremely difficult to determine the extent to which the provisions of the ECT are inconsistent with a particular signatory’s constitution, laws, or regulations.

Although provisional application of the treaty, as the term indicates, is intended to be temporary pending the entry into force of the treaty, it may well be that – in relation to a specific signatory state – such provisional application continues past the general entry into force of the treaty, where such signatory state, for whatever reason, has not ratified the treaty. The Russian Federation – being a signatory to the ECT that has not yet ratified the treaty – continues to apply the ECT provisionally within the framework of Article 45(1), even though the ECT entered into force in April 1998.

One question which arises in this situation is whether the period of provisional application of a treaty may be indefinite or whether it is limited in time.

Article 25(2) of the Vienna Convention – regulating the provisional application of treaties – provides that: 


Article 25 Provisional application
2. Unless the treaty otherwise provides or the negotiating States have otherwise agreed, the provisional application of a treaty or a part of a treaty with respect to a State shall be terminated if that State notifies the other States between which the treaty is being applied provisionally of its intention not to become a party to the treaty. (emphasis added)
This provision is reproduced almost verbatim in Article 23(3) of the 1995 Federal Law on International Treaties of the Russian Federation.

Thus, neither Article 25 of the Vienna Convention nor Article 23 of the Russian law stipulates any express limitation in time for the period of provisional application. Instead, both provisions envisage that provisional application will come to an end either through the entry into force of the treaty, or by express termination through notification by a signatory to the other States between which the treaty is being applied provisionally of its intention not to become a party to the treaty.

Based on the wording of the two provisions, it would seem that – if a treaty provides for provisional application – the period of provisional application will be limited only if so expressly stated in the treaty. This was the case, for instance, with the OSCE Open Skies Treaty 1992, which provided that certain of its provisions were to be provisionally applied and that this provisional application was to be effective for a period of 12 months from the date on which the treaty was opened for signature.
 
If provisional application is not limited in time, such application may be terminated by a party to the treaty. Both Article 25(2) of the Vienna Convention and Article 23(2) of the Russian Law make it clear that such termination must be explicit and that each other party applying the treaty provisionally must be notified of such termination. If this is not done, the treaty will continue to apply provisionally.

Article 45 of the ECT does not provide any express limitation in time for provisional application of the Treaty. According to Article 45, provisional application of the ECT will come to an end either through entry into force of the ECT for such signatory, or through express termination of provisional application. Such termination shall be in the form of a written notification to the Depositary.

Furthermore, Article 45(3) (b) of the ECT provides that, even if provisional application is terminated, the obligation of the signatory to apply Parts III and V with respect to investments made during such provisional application shall nevertheless remain in effect with respect to those investments for twenty years following the effective date of termination.
Consequently, unless terminated in accordance with Article 45(3) (a) by the signatory, provisional application of the ECT continues without any limitation in time.

As regards the ECT, an important question is whether private parties may rely on the right to arbitration as per Article 26 under the provisional application regime. Provisional application is a well-established method for giving immediate effect to treaties. However, the issue of provisional application in favour of private parties obtaining arbitration rights against states has not been previously addressed. One view is that private parties should be able to do so, in particular since the underlying rationale of the ECT is to gain maximum effectiveness; in addition, international arbitration plays a highly important role in the investment protection scheme provided by the ECT. Moreover, no exception has been carved out for arbitration despite the numerous, often very carefully crafted, exceptions and opt-outs in the ECT. Accordingly, on this view Article 26 of the ECT is to be applied provisionally under the regime of Article 45 as any other provision of the ECT.
5. What lies ahead?

5.1 General

How will the energy relationship between the EU and Russia develop in years to come? What can we expect from the future? Needless to say, the ultimately decisive factor is political in nature. It is for the politicians of the EU and of the Russian Federation, respectively, to decide and to try to agree on what they want to achieve. In a recent speech, Peter Mandelson, the chief trade negotiator for the EU, referred to difficulties within the EU in speaking with one voice when dealing with Russia. “The incoherence of European policy toward Russia over much of the last decade has been, frankly, alarming. No other country reveals our differences as does Russia”
. His speech has been seen to reflect growing alarm about Russia among European policymakers, worried that Moscow is using its energy resources for political ends. Mandelson renewed the EU’s call for Russia to open its energy markets to greater foreign investment, or risk becoming “trapped in the false strength of a petrostate”
.

As far as the legal dimension of the future legal framework is concerned, it would seem clear that the Russian Federation will not ratify the ECT, at least not within the foreseeable future. The legal significance of the Russian Federation having signed the ECT remains – at least partially – an open question.

Against this background, the focus has shifted to the PCA.

On December 1, 2007, the PCA will come to the end of its 10-year life-span. Under Article 106, the PCA is automatically prolonged, unless either the EU or Russia gives notice of termination. Both sides have already agreed to leave the PCA in place until a new agreement is signed, so as not to create a legal vacuum
. 

When looking at the possibilities of a post-PCA framework for EU-Russia relations, one approach would be to extend the status quo. Another possibility would be to extend the status quo with some amendments being made to the PCA. A third possibility would be to replace the PCA with a new agreement. 

Termination of the PCA having been ruled out by the EU and Russia, extending the status quo is the lowest common denominator, even though the shared view is that the PCA is out of date. It does not cover crucial areas of cooperation between the EU and Russia, such as the security dialogue. The new initiatives, including the Energy Dialogue and the Four Common Spaces, have created an overlap with the PCA. Part of the institutional set-up is defunct, such as the sub-committees, which have not met in years
. Once Russia has joined the WTO, the provisions of the PCA covering trade in goods and services will become obsolete, following possible transition periods.

However, leaving in place the PCA provides the opportunity to demonstrate the stability of EU-Russia relations, which would then continue to be governed by the same PCA and which could possibly achieve further progress within the framework of sectoral agreements.

The second option, i.e. supplementing the PCA with a political agreement, appears to become relevant only when a point in time is reached at which relations have achieved a new dimension, such as in case of ratification of the ECT, or in case of WTO accession. The same applies with respect to a new agreement, the third option, which Russia seems to prefer, probably for reasons of diplomatic of prestige
, but possibly also for tactical reasons, in the sense that it is easier to set and control the negotiating agenda if the negotiating parties start with a clean slate. On the whole, it would seem that the centrepiece of Russia’s negotiating strategy is to make bilateral – and not multilateral – arrangements both with big members of the European Union, e.g. Germany, as well as with smaller ones such as Hungary, Latvia, and Bulgaria. This divide-and-rule policy may make it more difficult for the EU to agree with Russia on a new PCA, or the equivalent, at least if this policy is accepted by the EU. On the other hand, it may well be that, at least for the time being, a bad deal with Russia is better than no deal.
Rather than speculating what form future cooperation will take, it helps to bear in mind that the actual content and subsequent implementation of any agreement are far more important issues. The Commission’s draft negotiating mandate, from July 2006, foresees an “updated and more ambitious” agreement that covers the whole range of EU-Russia co-operation, with particular focus on deepening trade and “fair and open” energy relations. The Commission wants the new treaty to be based on “common values such as democracy, human rights and the rule of law”. 

As far as approximation between the EU and Russia is concerned, it must be kept in mind that Russia does not want a possible convergence process to become a one-sided process of Russia converging towards EU norms and standards
.
At the end of the day, it is submitted that Russia’s adherence to any international treaty in the energy sector, and any Russian municipal legislation in this area, will be determined by the policy considerations of the Russian Government and particularly of the Russian President, Vladimir Putin. In this respect there are two sources which are crucial for properly understanding Russia’s thinking, viz.,

(i) Mr. Putin’s scholarly writings on energy-related issues, and

(ii) the 2003 Energy Strategy of the Russian Federation

As will be explained below, these two sources show that there are primarily two fundamental features of Russian policy thinking in this respect.

First, natural resources must be under state control. Second, energy policy and energy security form essential parts of Russia’s security policy. The rest of the world should have no illusions about the critical importance of these two features for the Russian leadership, nor about its determination to insist on them.

5.2 President Putin’s scholarly writings
In 1997, two years before he was appointed Prime Minister, Mr. Putin defended a Candidate of Sciences (kandidat) dissertation at the St. Petersburg Mining Institute
. In 1999 he published an article in the Institute’s journal further explaining his views on a natural resources policy for Russia
. The dissertation has not been publicly available since Mr. Putin was appointed Prime Minister, nor has the summary (avtoreferat) of it. The thesis and the summary were not classified prior to Mr. Putin’s appointment, which suggests that bureaucratic caution – rather than anything else – is the reason for not making the dissertation publicly available. 
As mentioned, the dissertation consists of three chapters: (i) The geopolitical situation, the natural resources and industrial production potential of St. Petersburg and the Leningrad Report; (ii) strategic planning for the development of the Mineral – Resource Base in the Region; (iii) Concept for development of Technological Port Facilities in the north-western Region of the Russian Federation.

In the overall conclusions, the results of the research are summarised as follows
:

1. It has been verified that strategic planning is nothing more than the quantitative extrapolation of present-day characteristics/factors. It defines choices for future development, establishment of main goals, duties, and strategic alternatives. The system of strategic planning is an organisationally regulated and integrated sum of the elements of management systems, in which a strategic decision is chosen from a subsystem of supplied information within the framework of… 

2. It has been demonstrated that elaboration of a system of strategic planning requires creation of a planning mechanism, with the help of which the possibility to involve the respective organisational structures is being distributed.

3. The process of strategic planning is accompanied by formation of a respective database on quantitative and qualitative data. The data are used for predicting external factors and assessing strategic alternatives.

4. For the process of strategic planning, the following factors are most important: assessment of tendencies of development of external factors and also assessment of strong and weak factors in the process of development of the mineral-resource base.

5. A strategy for development of the mineral-resource base of the region provides for establishment of a rational relation between renewables and non-renewables, natural and technological resources, for an efficient structure of the resource-extracting sectors of the economy, which will lead to a change in priorities, a reallocation of investments from the extracting into the processing/manufacturing sectors of the economy. 

Even though his views may have changed between 1997 and 1999, it is submitted that Mr. Putin’s article of 1999 builds on his dissertation and summarizes certain of its central ideas. In fact, the article takes a broader approach to natural resources in Russia and focuses not only on St Petersburg and the North-Western Region. The article should thus provide useful insights in Russian policy preferences in the energy sector.

Before discussing the article, a few words should be said about Mr. Putin’s dissertation. As far as one can tell, Mr. Putin prepared his dissertation while working in Mr. Sobchak’s – the then mayor of St. Petersburg – administration. This raises the question whether Mr. Putin really had the time to write an academic dissertation, given his other responsibilities. On the other hand, there is a long tradition of Soviet officials acquiring academic credentials with “outside assistance”. For the purposes of this discussion, this question is strictly speaking irrelevant. The important thing is that Mr. Putin clearly associates himself with the views expressed in the dissertation. It has been suggested by some insiders – who shall remain nameless – that Mr. Putin’s dissertation was in fact prepared by Mr. Kudrin and his team in St. Petersburg. Mr. Kudrin and Mr. Putin both served as deputies to Mr. Sobchak in the mid 1990’s. If this is true, it suggests that the “liberals” ‑ to which group Mr. Kudrin is said to belong ‑ and the “siloviki” have more or less the same approach to the role of the Russian State in the energy sector. This also suggests, it is submitted, that there will be no radical shift in Russian policy thinking in this area after 2008, when Mr. Putin is expected to step down as president.
Turning to Mr. Putin’s 1999 article, its bottom-line conclusion is easily stated: The Russian government should play a decisive role in major decisions about energy and natural resources. Total control is not necessarily required, but rather a “managed” market with the possibility of multiple forms of ownership. While the importance of market forces and private property is recognized, it is clear that the primacy of the State in Russia’s energy sector is non-negotiable
.

The conclusion referred to above runs like an undercurrent throughout the article. Mr. Putin starts out by stating that sustainable economic growth in Russia will have to be based on mineral resources. To achieve the desired level of growth – which is said to be 4‑6 per cent per annum – Russia must create large, vertically integrated financial–industrial corporations capable of competing with Western multinationals.

He emphasizes several times that restructuring of the natural resource sector is the most important issue for economic growth in Russia. The best way of doing this is to create large financial–industrial groups capable of making the necessary investments and raising capital in Russia and abroad necessary to develop new deposits. In this context, it is interesting to note the growth and ambitions of Gazprom. In an interview with the Financial Times in July 2005, Alexei Miller, CEO of Gazprom and long-time ally of Mr. Putin, said that “the company wanted to become one of the largest integrated energy companies in the world, spanning oil, gas, and electricity”
.

Judging by some press reports, it would seem that Gazprom has already succeeded in its ambitions. In a recent Financial Times Special Report, Gazprom is described as one of “the New Seven Sisters” together with Saudi-Aramco, CNPC of China, NIOC of Iran, PDVSA of Venezuela, Brazil’s Petrobras, and Petronas of Malaysia.

The author makes it quite clear that the natural resource sector is too important to be left entirely to market forces:

Regardless of whose property the natural resources and in particular the mineral resources might be, the State has the right to regulate the process of their development and use”
.

The underlying philosophy seems to be that the State acts in the interests of society as a whole. Therefore privatization was not in the best interest of society:

“Unfortunately, when market reforms began the State lost control of the resource sector. However, now the market euphoria of the first years of economic reform is gradually giving way to a more measured approach, allowing for the possibility and recognizing the need for regulatory activity by the State in economic processes in general and in natural resource use in particular. [   ] A contemporary strategy for rational use of resources cannot be based exclusively on the possibilities of the market. This applies even more to conditions of economic development in transition, and thus, to the Russian economy”
.

While relying on market forces, Mr. Putin concludes that the Russian government has the responsibility to create an appropriate combination of market mechanisms and administrative measures to guarantee the necessary development of the extractive and processing industries. He states that 

“/t/he basic strategic tasks for the natural resources sector involve achieving the transition to a rational combination of administrative and economic methods of government regulation in the sphere of resource exploitation”
.

The idea seems to be to increase Russian state control while at the same time increasing the attractiveness of the natural resource sector to foreign investors. From a market economy perspective, these goals seem contradictory, especially since the State’s interests may very well vary over time depending, inter alia, on political priorities. This in turn would lead to unpredictability, which is not what investors want. It could perhaps be argued that once there is a full understanding of the market economy, and of the possibilities of market forces, a different approach will be taken by Russian policymakers. It is submitted, however, that such a view simply overlooks the fact that Mr. Putin and his associates have a clear view of what they want to achieve – and how. This view is based on many years of analysis of the natural resources sector and the economic situation of Russia. It is telling that when interviewed by the Russian newspaper Kommersant about the Yukos affair, Defense Minister Sergey Ivanov said, inter alia, the following:

“The State, knowing the situation, can make balanced decisions about inserting funds for geological exploration in one or another region of the country, taking into account companies’ development plans, and then conduct open licensing for the exploration of these deposits. This is something that the State must do, because in recent years we have become convinced that private companies will not invest in exploration work. Besides this, minerals and resources are State property, not private. Therefore, the State has the full right to control this process and manage it in the interest of the entire country’s development”
 (emphasis added).
Four years later, in an interview with the Financial Times, defending the role of the state in the oil and gas sector, he repeats the same idea:

“They are our resources and how to develop them and where to get funds from is our business. We allow foreign investors as contractors … as investors in technology. But I don’t think that in the foreseeable future we will allow any foreign company to own any major field”
.
5.3 The Russian Energy Strategy

The other important source for a proper understanding of Russian policy thinking in this area is the 2003 Russian Energy Strategy
. Together with President Putin’s scholarly writings, this document is essential as the basis for trying to predict what will happen in the future. The Energy Strategy is a 118-page document adopted in the form a government decree. The 2003 document replaced earlier strategies from 1995 and 2000. The 2003 Energy Strategy outlines the ambitions and priorities of the government with respect to the energy sector. Given the fact that it has been adopted in the form of a government decree, it will be viewed as a legally binding document expressing official policy in the energy sector.

At the outset it is noteworthy that the language and style of the Energy Strategy is to a large extent military in nature, perhaps somewhat surprisingly. At the same time, it should be kept in mind that the energy policy is intimately linked with national security. The Energy Strategy explains that the energy policy will be used to prevent geopolitical and macroeconomic threats
. The energy policy will be used to preserve Russian independence. At the same time, however, it is stated that Russia should be a reliable trading partner
.

It is perhaps against this background that one has to view the agreement reached between Russia, Kazakhstan, and Turkmenistan as a result of Putin’s visit to those countries on 9‑12 May 2007. The plan is to build a pipeline along the Caspian Sea coast for transporting Turkmeni gas to the European market via Kazakhstan and Russia.

The pipeline is expected to be operational by 2009, and is estimated to carry 30 billion cubic meters (bcm) of gas annually. Simultaneously, the presidents of Russia, Kazakhstan, and Turkmenistan also announced an agreement involving Uzbekistan, revamping the entire Soviet-era pipeline grid connecting Central Asia to Western markets via Russia to enhance its capacity to 90 bcm annually in anticipation of increased exports of gas by the Central Asian countries.

If implemented, these agreements may very well have a negative impact on the Nabucco pipeline project.
The Nabucco gas pipeline has been intended by US President George W. Bush, along with US allies in Turkey and Austria, to avoid Russian territory and deliver new gas supplies from Turkmenistan and Kazakhstan to European consumers – without pipeline control in Moscow.

In the Energy Strategy, the foreign policy significance of energy exports is addressed. It is interesting to note that from the Russian perspective, it was Russia and not the EU or CIS States, that was vulnerable to foreign policy pressure. This conclusion is based on Russia’s role as an exporter, because Russia is dependent on transit routes to supply energy. Transit dependence means dependence on a foreign power, thus making Russia vulnerable. The Energy Strategy singles out foreign threats – such as geopolitics, macroeconomics, and business conditions – to Russian security and underlines the need to avoid having export terminals under foreign control.

This perception also explains the North European Gas Pipeline Project, now called Nord Stream. This is a joint project between Gazprom and BASF and E.ON of Germany. In early 2007 the Dutch company Gasunie joined the project. The 1,200 kilometre gas pipeline will link Russia’s Baltic Sea coast near Vyborg with Germny’s Baltic Sea coast in the Greifswald area, thus avoiding the Baltic States, Belorussia, and Poland as transit countries.

As far as foreign markets are concerned, the Energy Strategy states that it is necessary to strengthen the position of Russia in the global energy market and to ensure that Russian companies have equal access to foreign markets, technology, and financing
. The document further emphasizes that the energy factor is a fundamental element of Russian diplomacy, including diplomatic support for Russian companies abroad and their interests, and using Russia’s unique geographical and geopolitical situation.

An essential goal for Russia is to ensure energy security, which is described as the most important factor in Russia’s national security. The objective is further to secure Russia’s political interests in Europe and neighbouring states with natural gas, and throughout the world with oil
.

It is clearly stated that the government will take the decisions on developing hydrocarbon transport systems, whereby Russian ports will be favoured and projects encouraged that transit oil from CIS countries through Russia
. The need to have export port terminals under Russian, rather than foreign, control is also emphasised.
.
As can be seen from this brief summary of the 2003 Energy Strategy, it firmly places energy policy within the framework of Russia’s security policy. At the same time, however, the Energy Strategy emphasises the need to be a reliable supplier and trading partner and to become more integrated in the global energy market. However, judging by the policies set forth in the 2003 Energy Strategy, it would seem clear that this will be done only as long as Russia’s independence is not compromised.

A possible sign of increased national security awareness in the energy sector is the 2003 amendment to the Law On State Secrets so as to include as classified information the quantity and volume of oil reserves, the methods, locations, and amounts of extraction, production, and consumption of fossil fuels.

5.4 Smoking Guns

The two fundamental features of Russian policy thinking discussed above
 are well illustrated by two categories of events which have been observed in the recent past, viz., (i) amendments to Russian oil and gas legislation and (ii) treatment of private investments in the energy sector.

5.4.1 Russian oil and gas legislation
For the purposes of this contribution, two legislative acts primarily merit attention: the Law on the Subsurface and the Law on Production Sharing Agreements.
The fundamental legislative act for natural resources in the Russian Federation is the Law on the Subsurface, first adopted on February 21, 1992. This law provides a general framework for licensing exploration and development activities relating to minerals and other subsurface resources, including hydrocarbons. Interestingly, prior to adoption of this law, the Soviet Union had no laws specifically regulating oil and gas development with the participation of foreign investors. Such investments were regulated within the general framework existing at the time for investments involving the Soviet state. The then existing regulatory framework casts its long shadow over natural resource exploitation today.

Under the Soviet regime, a joint venture oil project had to obtain special approval by a government decree issued by the then USSR Council of Ministers, which established the terms and conditions for the project in question. The first step in such a process was for the Soviet and foreign parties to draft an agreement with the advisory participation of either the Ministry of Oil and Gas or the Ministry of Geology. The next step was to obtain approval of the Council of Ministers of the Republic where the deposit was located. The project then had to be submitted to the State Mining Supervisory Board and the USSR Council of Ministers which issued the decree. The government of the republic and local authorities where the deposit was located received the decree and implemented measures for the project. Once the Council of Ministers had issued the special decree, the joint venture could register with the republican Ministry of Finance.

The procedure described above has now been abandoned and replaced by the one set forth in the Law on the Subsurface. Under this Law, domestic and foreign firms can conduct petroleum exploration, development, and production only pursuant to a license issued by the Russian Federation Committee for Geology and Underground Resources (Roskomnedra). The law provides that licenses are to be issued on the basis of competitive tenders and auctions. In theory, non-competitive negotiated transactions are not permitted. The Law on the Subsurface contemplates various kinds of payment to be made by those who explore and extract subsurface resources. Such payments include charges for issuance of license, payments for the right to use subsurface resources, payments for resource replenishment, and excise taxes.

The Law raises a number of potential concerns for investors, all of which stem from the fact that licenses and licensing procedures are based on administrative law, rather than on contractual rights and obligations. 

On the whole, it would seem difficult to reconcile a system of licenses with production-sharing agreements which were for a long time the preferred method of investment by Western companies. As will be discussed below, the two concepts are really incompatible. Production-sharing agreements create clearly recognizable rights of a contractual nature which are not subject to unilateral change. The system of licenses, on the other hand, presupposes the exercise of state authority in granting licenses.

During the better part of 2006, attempts were made to prepare a new Law on the Subsoil for approval by the Russian Parliament. As of today, no new Law has been adopted and it is uncertain if it will be adopted even in 2007. There are many different views as to why no new law has been adopted. Some observers have said that the delay is related to the world’s largest gold oil deposits at Sukhoi Log and the Udokan Copper field
. From a foreign investment perspective, the most critical aspect of the proposed amendments is the restrictions that will in all likelihood be introduced with respect to foreign participation in development of so-called strategic deposits. It would seem clear that foreign companies will not be allowed to have a controlling interest in Russian strategic deposits. However, it should be noted that no definition has so far been adopted by the Russian Parliament. One Russian news agency reported on 1 February 2007 that Mr. Yuri Trutnev, Minister of National Resources, assumed that for crude oil fields the threshold was to be 510 million barrels and for gas fields 50 bcm
. In addition, as yet no definition of “foreign investments” has been adopted by the Russian Parliament. Even though these critical aspects of a new Law on the Subsoil remain open, it would seem clear that opportunities for foreign investors are becoming more restricted. 

The same general trend can be observed with respect to the other legislative act mentioned above, viz., the Law on Production-Sharing Agreements.
On 30 December 1995, the Russian Law on Production-Sharing Agreements (PSAs) entered into force after a long period of preparation and gestation. For several years, various drafts had been discussed by Russian legislators as well as by several Russian and foreign interest groups. The draft which was finally adopted by the Russian Parliament was perhaps not perfect and did not fully correspond to the wishes of various interest groups. This notwithstanding, it met with general approval in oil and gas quarters in Russia, as well as outside Russia. It was even hailed by some as the launch of a new era for foreign investment in Russia. The law was deemed flexible enough to encourage and entice foreign investment in the Russian oil and gas sector. Yet, as will be discussed below, PSAs in Russia have so far played a rather insignificant role. In fact, it would seem that they have now been dealt the kiss of death. In the future, oil and gas exploration and production in Russia will be based on the so-called tax and royalty regime within the framework of the Law on the Subsoil.
Given the enormous potential of Russia, the PSA Law was seen as a highly promising step forward. Subsequent to the introduction of production-sharing agreements in Indonesia in 1966, most international oil companies have become quite familiar with this form of regulating the exploration of oil and gas resources. It was thus viewed as a positive step that the same type of well-known contract would be used in Russia. Generally speaking, the most important feature of a PSA – in particular in the Russian legal environment – is that the state, as the ultimate owner of the natural resources, enters into a civil law contract, which is governed by civil law, as opposed to Russian administrative law. In the latter situation, the state – through the government, its ministries, and other governmental bodies – is entitled unilaterally to change and/or amend licences and other documents issued by the state. By contrast, when the state enters into a civil law contract, it is bound by its contractual commitments and is to be treated as any other contracting party. This is explicitly confirmed by Article 124 of the Russian Civil Code
. In other words, at the conceptual level an enormous difference exists between a PSA-based regime and a regime based on administrative law.
The PSA Law explicitly states that a production-sharing agreement creates rights and obligations of a civil law nature and is subject to civil law. 

While the PSA Law thus removes production-sharing agreements from the area of administrative law and places them in the civil law category, remaining legislation on natural resources, including the Law On the Subsoil, as well as other related oil and gas legislation, continues to be of an administrative law nature. Moreover, the PSA Law expressly stipulates that subsoil use must comply with the requirements of the Law On the Subsoil. However, if both the PSA Law and the Law On the Subsoil are to apply to PSAs, then two different sets of rules would apply to the same situation, resulting in confusion and potential conflict.

The PSA Law was intended to put an investor in a more predictable position. Under a PSA, the state is bound by its contractual obligations to the investor and thus liable for breach of contract. Moreover, the scope of the state’s obligations and the investor’s rights can be freely negotiated to the extent not prohibited by law. This is characteristic of a civil law relationship, where the parties, as a matter of principle, act as equals in a commercial context. Since the PSA itself contains the grant of exclusive mineral rights, the license is presumably reduced to a registration document certifying and confirming the contractor’s mineral rights, rather than constituting the source of such rights. However, due to rather ambiguous drafting of the PSA Law this point has never been entirely clear. 

Despite the obvious advantages to foreign investors of a PSA-based system, as of today less than a handful of operative PSAs exist in Russia. Two primary reasons explain this state of affairs.

First, even though the Russian PSA Law as such was acceptable, it required – to function properly in real life – extensive implementation legislation. In other words, other Russian laws and decrees had to be adopted and/or amended. For example, Russian tax legislation had to be amended so as to incorporate and implement the tax regime foreseen in the PSA Law. Likewise, detailed legislation was required with respect to the procedure for negotiating and signing PSAs, in particular as regards division of labour and responsibilities between the relevant ministries and governmental bodies. Due to bureaucratic inertia and ministerial turf battles, all of this took a long time. Too long. To be sure, uncertainties still remain in these respects, even though some of the necessary implementing legislation is now in place. Many foreign oil companies took the view that they did not have the time to wait. Rather, they looked at other possibilities to gain access to Russian oil and gas. In 2003, for example, BP set up its 50–50 joint venture with TNK. Consequently, the high hopes initially generated by the PSA Law have gradually faded away.

Second, for a considerable period a growing perception existed in Russia, among politicians as well as representatives of the oil and gas sector, that PSAs were bad for Russia and that foreign oil companies were getting too good a deal. One criticism voiced was that PSAs were not acceptable because the foreign oil companies are entitled to recover all their costs before the state receives any profit from oil. The National Audit Office of the Russian Federation calculated that the state would lose some 50 billion USD for the total period of the PSAs for Sakhalin I and II as compared to a tax and royalty regime for the same projects. Even though many observers took the view that the situation was much more complicated than merely making calculations of this kind, the report of the National Audit Office illustrated the growing negative attitude towards PSAs in Russia and, it is submitted, indirectly towards privately controlled investments in the natural resources sector. It cannot be excluded that the report in fact significantly contributed to the ultimate fate of the Sakhalin II project.

Recent changes in the PSA legislation probably constituted the kiss of death for PSAs in Russia. In short, these changes mean that PSAs can be used only in exceptional circumstances. Under these changes, any new licence must first be tendered or auctioned on the basis of the tax and royalty regime. Only if no interest is expressed in the licence may a PSA be used. In effect, this means that in future the tax and royalty regime will be the prevailing system for regulating exploration and production of oil and gas in Russia. The tax and royalty regime is regulated by the Law On the Subsoil, which is administrative in nature. Consequently, foreign oil companies will no longer be able to rely on contractual obligations undertaken by the state, but will have to accept the uncertainty and unpredictability inherent in Russian administrative law. It is difficult to escape the conclusion that PSAs in Russia have reached the end of the road. 
A third legislative act which is worth noticing in this context is the Law On Gas Export adopted on 8 July 2006. By virtue of Article 3 of this law, Gazprom and its wholly-owned subsidiaries enjoy the exclusive right to export gas. When the Russian economy was privatized at the beginning of the 1990’s, the so-called Unified Gas Transportation System became part of the assets of the joint stock company Gazprom.
 Put simply, the Unified Gas Transportation System is the sum of all technologically, organizationally, and financially interrelated facilities for the extraction, transportation, storage, and delivery of gas. Today, the Russian Federation holds 50.002 per cent of the shares in Gazprom. Export of gas from the Russian Federation is thus firmly under the control of the government.

5.4.2 Treatment of private investment

During the last three to four years, several events have occurred which confirm that the Russian state has considerably strengthened its position in the oil and gas sector. Suffice it for present purposes to mention a few of them.

In many respects, it is probably fair to say that the so-called Yukos affair was the starting point. Mikhail Khodorkovsky, the then chief executive officer of Yukos, was arrested on 25 October 2003 and charged with violating several provisions of the Russian Criminal Code primarily related to alleged violations of Russian tax legislation. There is no need in this context to review all the details of the fate of Yukos. Leaving all the strictly political and personal aspects aside, few observers would take issue with the conclusion that the Russian government has used the Yukos affair to increase and strengthen the role of the state in the oil and gas sector. Stated generally, and without discussing details, it is fair to say that the lion’s shares of Yukos’s assets are now in the hands of state-owned Rosneft or Gazprom. Following the bankruptcy of Yukos, Rosneft has actively participated in the auctions for Yukos assets. As a result, Rosneft is now the largest oil company in Russia.
 Today, the two dominant participants in the Russian oil and gas industry are thus Rosneft and Gazprom. Perhaps it is only a question of time before they are merged into one giant state-owned entity, possibly under the name “Gosneft”.
A second example is the Sakhalin II conflict, which was eventually resolved at the end of 2006. Sakhalin II was one of the few PSAs in Russia. However, it was not based on the PSA law but was rather grand-fathered under it, the agreement in question having been signed before the PSA Law entered into force. As mentioned above
, the National Accounting Chamber had criticized the PSA regime in the Sakhalin projects based on its own calculations, arguing that the Russian State had lost several hundred million US dollars. In addition, Rosprirodnadzor (the Federal Service of National Resources and Environmental Protection) alleged that the Sakhalin II project operator had caused environmental damage amounting to several billion US dollars.

At a press-conference organized in connection with the EU-Russia summit in Lahti, Finland, in November 2006, President Putin said, inter alia, the following about Sakhalin II:

“But despite the need to ensure that the environmental requirements are met, there are other problems with respect to Sakhalin II. Our partners want to double their costs. What does this mean for Russia? According to the production-sharing agreements, we are not going to receive income before all the expenses are recovered. We are not receiving anything now, despite the fact that oil has been produced for several years now, and, if they increase their expenses, we are not going to receive anything for the next ten years. Look at the additional expenses. The legal costs have almost doubled, expenses for foreign personnel have slightly more than doubled, and the same applies to expenses on business trips. Russian labour, materials and equipment would make up 70 per cent of the total. Today the figure is not over 50 per cent……We believe that we need to sit down at the table and come to an agreement.”

A solution was eventually found whereby Gazprom is buying 50 per cent, plus one share, in the project operating company (Sakhalin Energy) for 7.45 million USD from Sakhalin II shareholders.
 Following the agreement with Gazprom, all the environmental and other problems seem to have been solved.

The third, and more recent, example of this trend is TNK-BP’s investment in the East Siberian Kovykta gas field, northwest of Irkutsk. On 22 June 2007, TNK-BP reportedly agreed on an arrangement with Gazprom under which TNK-BP will sell its 62.8 per cent stake in the Kovykta field. Gazprom agreed to pay between USD 700-900 million for the field, which holds an estimated 2 trillion cubic meters of natural gas. Analysts have reportedly estimated the value of the field to USD 3 billion.
 The essence of the Kovykta dispute was that the Russian ministry of National Resources accused TNK-BP of developing the field too slowly, thereby violating the conditions of the license. TNK-BP argued that Gazprom was intentionally blocking export routes to China, making it meaningless to produce more gas than would meet local demand.

6. Concluding remarks

Leaving aside, for present purposes, the effect and consequences of provisional application of the ECT within the framework of Article 45 of the ECT, it would seem clear that Russia will not ratify the ECT, at least not within the foreseeable future. The EU and Russia are therefore focussing their efforts on negotiating a new treaty to replace the PCA, which expires on 1 December 2007. The Member States of the EU are dependent on Russia for supply of oil and gas, albeit to varying degrees. On the other hand, it must be kept in mind that Russia is dependent on the EU, which is its largest single market ‑ at least for the time being ‑ for its energy exports. Both sides therefore have an interest, indeed a strong incentive, to find a mutually acceptable arrangement. Even though Russia will not ratify the ECT, it is reasonable to assume that many of the fundamental principles underlying the ECT will form the basis for a new treaty. At the same time, however, Russia will agree to a new treaty only if it safeguards the interests of Russia as perceived by its leadership. 
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