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1.1. Introduction


There are many sources of discontent between the two partners. In this essay I would like to point out to some of the lack of understanding of the Russian developmental problems that are too easily overlooked or ignored by the European policy-makers. During the period of transition Russia went through a dramatic institutional, economic and social change in which its economy in the early nineties of the last century plummeted, social policy was dismantled and institutional structure collapsed. Practical consequences of this period were that the GDP shrank for about 50 percent. This period coincided with great expectations of the Russian people that the large scale economic and social changes are necessary to finally bring about real economic and social progress in a country which economy stagnated for at least two decades. 


As some of the experts emphasized, the initial economic and social conditions as well as comparative advantages looked very promising and gave realistic hope that Russia can become an economic success similar to other rapidly developing countries, such as China. Some other experts, however, warned – sometimes in more cynical voices – that Russia’s economy suffer from such magnitude of economic distortions that at least in the short run it could not realistically improve its economic situation. Instead of hoping for economic reconstruction the people of Russia could hope only for creative destruction, more so destruction than creativity. This is exactly what has happened as a self-fulfilling prophecy. In the absence of major reconstruction effort, the economic collapse took place. It was an economic collapse that has no comparison in the recent history. The price of such collapse is still difficult to fully appraise: in terms of social costs as shown by many empirical studies. Massive poverty emerged again in the early nineties of the last century. At the peak of the crisis it was estimated that more than half of the population suffered various forms of economic and social hardship. 

 It took Russia the whole decade to start growing again. After the year of 2000 the growth rates were on average 7 percent which finally brought some alleviation to the people at large. Recent UNDP reports showed that there are enormous regional differences in terms of human and social development. Whereas human development index in substantially improved in the biggest cities, it remains comparatively very low in the regions outside Moscow. As pointed out by Natalia Zubarevich, Moscow’s Human Development Index came close to that of Slovenia and was higher than in Czech Republic and Hungary. However, in the most problematic regions in Siberia and Far East, such as Tyva, HDI was close to Nicaragua and Gabon.

Even at present the social structure of the Russian society does not look more promising. Not only that there is huge regional inequality in income and wealth distribution, there is huge inequality of the society at large. Middle class comprises around 20 percent of the population and it became richer in recent years. 70 percent of the population, however, belongs to the lower middle class with various difficulties of supporting themselves. Less than one percent belong to the super rich elite and 10 percent of the population of 144 million live in real poverty. There is very little social mobility, thus the social structure appears to be very rigid, inequalities stemming from the transition seem to be stiff.
 


1.2. The energy situation


According to some leading experts, there is unnecessary alarmism about gas supply security to Europe (Peter Oddell, Prof. Emeritus of International Energy Studies, Erasmus University, Rotterdam). Professor Oddell, for example, enumerates several alternative sources of gas supply for EU countries in the next decade: “By 2015 EU energy policies will orient to alternative "green" energy sources; the potential availability of up to 380m cubic meters of indigenous gas supplies in 2015; the imports of much-expanded supplies of liquified natural gas from South America, Africa and the Middle East and fourth, pipelined gas originating from a variety of sources, including the Caspian basin, the Middle East and from three of more North African countries - plus even others south of the Sahara, beginning with Nigeria. In essence, Europe's future long-term gas demands are replete with an abundance of supply alternatives, surely a situation that offers supply security of the highest order.”
 


A comprehensive study on gas relations between Europe and Russia was recently completed by Jonathan Stern from Oxford Institute for Energy Studies.
 He analyzed European gas supplies in the light of international security issues and the short and long term prospects. He reached several important conclusions. Despite the recent deterioration in international environment Jonathan Stern sees no imminent threat to the gas supplies for European countries. In fact, he believes there is a greater likelihood of surplus rather than shortages for much of the next decade. Recent conflicts between Russia and Ukraine and Russia and Belarus were to some extend predictable and the future similar conflicts are likely to repeat. In such incidents he believes there is no need for panicking. Established institutions, such as the EU – Russia Energy Dialogue and the Energy Charter Treaty should play a role in helping to resolve these problems.
 He even believes that there is a certain level of convergency of interests between EU partners and Gazprom. Namely, EU countries do not want to become over dependent of Russian gas and Gazprom has no interest to substantially increase gas supply to Europe in the future, because domestic gas demand in Russia will also grow in the future and because domestic gas price will also increase in the future.
 


Long term prospects are in Stern’s view more problematic. Possible deterioration in geopolitical environment, increasing competition for LNG and the depletion of domestic resources are in his view key elements for concern. This does not mean, however, that the pessimistic scenario will actually materialize. It rather presents a list of possible problems for the future that the policy makers should take into account. Several alternative steps to avoid the pessimistic scenario are recommended by Stern. Among such measures are reduction of gas demand by a combination of adoption of non-gas fired power generation, and reduction of demand in the non-power sector through efficiency measures driven by high prices.
 


An interesting debate between Odell and Stern took place. Odell believes that in addition to the security concerns one needs to add also market forces which “generate security of demand allowing producers’ and exporters to justify investments in the exploitation of their abundant proven reserves of the commodity.”
 In his opinion it is not likely the countries that heavily depend on gas export would stop their search for the continuity of markets.
 It does not appear, however, that Stern substantially disagrees with Odell. Stern agrees with Odell there is abundance of gas supply for Europe in the coming years. He seems to be more concerned, however, with the situation in which the deterioration of political relations between Europe and its partners in the coming years. Only in such a pessimistic scenario he believes that the supply of gas to Europe could be hampered.
 


1.3. Partnership and Cooperation Agreement


Partnership and Cooperation Agreement between EU and Russia was concluded in 1994 and entered into force in 1997 for the period of 10 years. Therefore, the current PCA lasts until the end of 2007 with automatic extension of the agreement, unless one party gives a six months notice to denounce it. In May 2006 during the meeting in Soci both parties agreed to work toward a new agreement to replace the PCA and the Commission is working on the draft of a negotiating mandate to be agreed with the Council.
 


PCA was obviously negotiated and prepared in substantially different period of time for Russia. As described above, many economic, social and political changes have occurred in Russia in the last ten or fifteen years. The same is true for the European Union. It is also true that during the last decade many additional instruments of cooperation were adopted. Road maps for the four common spaces were adopted in 2005, covering the areas of economics, internal security, foreign policy and research and education. Implementation of four spaces took place in some areas but not in others. The impression remains that energy remains at the top of the agenda, whereas many other potentials for cooperation remain unexploited. 


To be sure, there are many important issues to be resolved in energy sector. In my analysis it would be important that European officials bear in mind the socioeconomic and political realities of Russia. Russia is no longer weak in its economic terms, although its membership in a group of so called BRIC countries remains questionable.
 Its reliance and dependency on high commodity prices can become a double-edged sword. The shift toward higher value added products is slow, it appears that the government does not have much interest outside the energy sector. Many other sectors of the economy remain stagnant, there is lack of investment in infrastructure, education, social services. In this sense it would be desirable to prepare a list of concrete projects beyond the energy sector where can EU offer genuine support for Russia’s economic and social development. At the same time, the illusion that the EU can patronize Russia must be avoided. Only if such an approach is adopted, we can realistically achieve the next, higher level of cooperation for the mutual benefit.


The fact that Russia concluded its WTO negotiations means that the future economic policy of Russia will be further constrained. Neither the central not the regional governments used the opportunities during the transition period to substantially restructure and develop economy outside the energy sector. Even the energy sector was more a focus of government control than concern for the actual development and modernization of this sector. Many legal institutions that would secure more transparent development of market economy remain undeveloped. One has to be also fair to say that Russia received plenty of poor advice during the period of transition which stemmed from the naïve belief that the invisible hand can do all the work even in the case of institutional and political vacuum. In the future it would be good if Brussels and the European countries show that care about genuine Russian socioeconomic development and not only about its energy resources. This could probably contribute to the higher level of credibility of two partners which can only benefit from the cooperation. 

1.4. Policy recommendations:


Based on the above it would be possible to recommend the following to the EU countries and the European Commission:


- when negotiating with Russia, bear in mind the magnitude of socioeconomic changes in Russia in the last fifteen years; 


- stop imposing on Russia those rules and constraints that Russia is not currently capable of fulfilling; such requirements can only be counterproductive and applied only on paper because of poor quality of public administration;


- prepare a list of concrete projects for cooperation that should go beyond the energy sector. Student exchange, exchange of scientists, cooperation in research, cooperation in environment protection, institutions building, safety and quality of food production appear to be among the possible successful forms of cooperation;


Policy recommendation for the Russian side, while bearing in mind that Russia needs to develop its own framework for real socioeconomic progress:


- develop a comprehensive development policy outside the commodity sector, orientation toward high value added and technologically intensive industries, 

- massive investments in infrastructure, education and health are required on all levels (central, regional and local);


- develop productive fiscal federalism that would stimulate regional governments toward development and establish their accountability;


- improve democratic accountability on all levels of the government;


- particular focus on those regions that were left behind during the transition and on those segments of society that lost out during the period of transition;


- steps toward participating democracy on local, regional and central levels in a form of dynamic constitutional democracy.
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