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Foreword

Corruption has been widely viewed as a damaging phenomenon affecting various aspects of
the political and economic life of societies. However, despite its strong political, economic, or
social implications, corruption in the energy sector (Energy Corruption), to our knowledge, has
not become a topic of wide discussion and in-depth analysis for academia or practitioners.

This is partly due to the technical complexity of the energy sector as a policy area, partly due to
the legitimate active involvement of government in monopolistic operations and strategic issues
inherent to this sector, as well as the concentration of financial and political interests with few
stakeholders.

The energy sector has crucial importance for the overall development of energy-dependent
countries and unless properly governed, it can undermine their independence, security, and
progress. All these factors merit a closer look into the potential cases of energy corruption, es-
pecially in developing and energy-dependent countries, in order to identify vulnerabilities and
provide better protection from illicit internal and external influence.

This publication draws on the examples from energy-dependent post-socialist countries to
illustrate typical forms of energy corruption observed at various stages of reforms in the energy
sector - from a state-owned socialist system to competitive energy markets. The illustrative
cases prepared by experts from Armenia (AM), Bulgaria (BG), Kyrgyzstan (KG), Moldova (MD),
and Ukraine (UA) describe the forms of Energy Corruption in different segments of the sector at
various institutional and political levels. The framework paper prepared by the WEG in discussion
with other authors attempts to draw general conclusions, identify systemic features and typolo-
gy, to develop conclusions and practical recommendations.

With this publication, we hope to contribute to the discussion of Energy Corruption in academ-
ic and policy circles, to facilitate an informed action by policymakers, businesses, civil society
organizations, donor agencies, and international partners, in order to overcome the challenges
posed by corruption in the energy sector (This report focuses on the electricity and natural gas
sectors; it does not touch the issues of oil and gas extraction and export, which is more typical
for the energy rich countries.)

The factual correctness and interpretation of circumstances presented in country cases is the
responsibility of respective authors.



Table of Contents

Executive Summary

RISKS OF CORRUPTION IN ELECTRICITY AND NATURAL GAS
SECTORS LESSONS FROM POST-SOCIALIST COUNTRIES

Introduction

The Energy Sector and its Main Actors
Organization of the Energy Sector
Key Actors in Energy Sector

Cases of Alleged Energy Corruption from Developing
Import-dependent countries

Typical Forms of Energy Corruption

Distribution Level Corruption

Monopoly Supply in Retail

Risks of Corruption in Corporate Governance

Tariff Manipulations

Intermediaries in Energy Import

Russia - Exporting Energy and Corruption
Enablers of Energy Corruption — Red Flags for Monitoring
Addressing Energy Corruption

Objectives

Systemic Traps in Fighting the Energy Corruption
Conclusions and Recommendations

Bibliography

1

13

13

14

18

21

21

22

23

26

27

28

30

33

33

34

37

41



COUNTRY CASE STUDIES
Armenia
Bulgaria
Kyrgyzstan
Moldova

Ukraine

45

59

73

86

99



ACRONYMS

(AM) Armenia

(BG) Bulgaria

(GE) Georgia

(KG) Kyrgyzstan

(MD) Moldova

(UA) Ukraine

WEG World Experience for Georgia
IFI International Financial Institute
SOE State - owned Enterprises

NIS National Integrity System

PSO Public Service Obligation

DSO Distribution System Operators
GSE Power Transmission Company of Georgia

PPP Public-Private Partnerships

PPA Power Purchase Agreements
MoU Memorandums of Understanding
IGB Interconnector Greece-Bulgaria
ENA Armenian electricity networks

HPP Hydro Power Plants

OECD The Organisation for Economic Co-operation & Development
CSsO Civil Society Organisations

KPIs Key performance indicators

OGP Open Government Partnership

TI Transparency International

EITI Extractive Industries Transparency Initiative



Executive Summary

The Energy sector is highly vulnerable to corruption due to a high degree of state involvement,
technological and policy sophistication, and the high value of transactions. At the same time,
Energy is a vital sector of strategic importance, where bad governance may entail immense so-
cial, economic costs, undermine the trust in government, breed energy poverty, and undermine
national security.

Corruption in the energy sector thrives in areas where the deficit of governance and trans-
parency provides to public officials the monopolistic discretion of actions without adequate
accountability, thus allowing them to advance private interests at the cost of the public good.
This is a collective systemic phenomenon predominantly pursued by elite networks. Vague and
inconsistent energy legislation, weakness of public control allows impunity of officials interfer-
ing in energy markets and abusing the of regulatory power and are the main enablers of energy
corruption.

The key actors that can be involved in energy corruption are business and political elites af-
filiated with various parties or governments. The corruption can extend to Energy Regulatory
Agencies, Energy Market Participants, State-owned Enterprises (SOEs) who can get involved in
colluded political and business interests entangled by a system of open or hidden mutual ben-
efits. These elite networks are usually well-adapted to the existing conditions and interested in
preserving the status quo or even creating more loopholes and grey areas for more corruption.
They are the key factor to be considered while planning anticorruption activities.

The forms of Energy Corruption are diverse ranging from customer-level petty corruption to
grand political corruption affecting the geopolitical interests of countries. The most common
types of energy corruption include:

Corruption at the Distribution level where inadequate metering and billing allows
manipulation of consumption data, customer-technician collusion, or diversion of
volumes of electricity or gas from residential customers to businesses for extra profit
(UA).” Supply monopoly and unjust inflated tariffs may allow the distributors/suppliers
to charge extra amounts to customers (KG). Political cover and regulatory abuse are
essential enablers of such corruption assuring its perpetuation.

Corruption in the Corporate Governance of energy companies is in many ways similar to that
in other sectors of the economy. It is manifested in fraudulent procurement of services,
improper spending, asset write-offs, inflated investments, and other corrupt practices
used for money embezzlement. However, the specifics of the energy sector is in the
possibility of compensation of these illicit costs through customer tariffs for private
companies affiliated with high-ranking officials or oligarchs. This form of corruption is
especially damaging to state-owned enterprises (SOEs) that are used as the main tool
of energy corruption by elite networks (AM, KG, MD).

Major energy infrastructure projects procured by state agencies are an attractive target
for grand corruption. The revenue streams derived through kickbacks, fraudulent
procurement, and embezzlement compromise the project quality and thus affect
customers (KG). Most dangerously, large-scale projects may serve the strategic
geopolitical interests of foreign countries at the cost of their priorities (BG).

Public - Private Partnerships (PPP) in Renewable Energy Projects is related to state
concessions to developer companies and can be abused through non-competitive



selection, disproportional benefits provided to favorite companies connected to elite
networks (GE, AM).

Energy Imports through offshore intermediate companies established jointly with state
companies of exporting countries (Gazprom, Inter-RAO UES, SOCAR, Azerenergy) is a
common method of cash generation (MD, BG, GE).

Tariff populism - is a form of political corruption where consumer tariffs set by regulatory
agencies are artificially lowered for populistic election purposes. This results in a waste
of public resources for the political gain of elite groups and diverts public attention from
the inability to provide economic growth and decent incomes (KG, GE, partly UA).

Russia - is a dominant neighbor well known for its use of energy as a tool to exert its political
influence in its neighborhood. Domestic corruption is an enabler of Russia’s efforts to
tie the energy-dependent countries into long-term unequal contracts, engage them in
strategic infrastructure projects of own interest and gain influence through ownership
of critical energy infrastructure cash diversion through offshore joint ventures. Russia
actively supports the breakaway regions in Moldova (Transnistria), Ukraine (Donetsk),
and Georgia (Abkhazia) through free energy supply and directly or indirectly protects
corruption in their energy systems.

Typical enablers of Energy Corruption or the “red flags” that signal the creation of opportunities
for energy corruption include:

Deficiency in metering and billing systems that allow petty corruption and larger ener-
gy diversion fraud in distribution companies.

Ad hoc legislation changes - signaling inconsistency in legislation and creating special
conditions for some private interest.

Abuse of regulatory power and independence by ruling elites starting with political
appointments to the Regulator and continued through informal business and political
influence on Regulatory decisions for the sake of private gain.

Nontransparent non-competitive selection of contractors or project developers indi-
cating favoritism and colluded interests in government-funded energy projects.
Behind-the-door agreements, Confidentiality clauses, and “Commercial Secrets” in
government-brokered international and PPP agreements that show the collusion with
counterparts or inability to defend the public interest.

Unmerited appointments to SoEs of elite network affiliates to state-owned enterprises
and revolving doors where formal officials end up in energy companies they used to
regulate and oversee.

The above occurrences often take place in combinations, indicating the general conditions of
governance and accountability in the sector. These signals should be reacted upon by civil ac-
tivists and international partners.

Attempts for controlling Energy Corruption are complicated by asymmetries of power, informa-
tion, motivation, and resources of the actors involved.

Motivating citizens is complicated, as the damage from corruption is redistributed to a
big number of citizens and can be perceived as insignificant at an individual level.
Energy Corruption provides income to influential representatives of elite networks
while citizens opposing corruption are less organized, less informed, less resourceful,
and influential individually.

Energy corruption often has a delayed effect on public good (through future public
spending, deterioration of infrastructure, etc.) while the benefit to incumbents is im-
mediate.

There is a fine line between corruption and other motives like the lack of skills and
capacity, insufficient courage, and strength to oppose the illicit pressures, negligence,



or other factors that may result in damage to the public interest. This however has
secondary relevance once the damage to the public interest is obvious.

+ The low sensitivity to corruption may result from a desire of success reporting. Project
sponsors like government officials or IFIs may tend to diminish the size of problems or
potential damage in projects. Officials may tend to present the agreements on energy
imports as a great success irrespective of their real merits.

Fighting Energy Corruption is a continuous process of improving the legal and institutional
framework and opposing the attempts of creating new opportunities and cases of corruption.
The number of revealed cases does not reflect the actual spread of corruption, but rather the
prevailing tendency. The success can be achieved through a combination of:

+ Quality legal and regulatory framework. Robust national strategies, priorities, and
action plans to create the accountability framework for policymakers and protect them
from political and corrupt pressures.

+ Market competition and quality regulation, sound business practices and commercial
actors introduced through privatization to strategic investors, and management of
state-owned enterprises by leading international companies.

+ Monitoring and control of enabling environment and specific corruption cases.

The above requires Strengthening Public and Parliamentary control, empowering energy regula-
tors, and ensuring their integrity, Strategic capacity of the government and energy ministries.

Along with general anti-corruption activities and international initiatives (TI, OECD, OGP, EITI)
the specific approach is needed for the energy sector for strengthening accountability frame-
works through proper metering and billing, transparency of energy data, quality regulatory
practices, and limiting government interference in markets. Civil society should cooperate with
political actors and international partners to build the capacity and tools for control of ener-
gy corruption. The most effective way of controlling energy corruption is in implementing and
maintaining energy reform in line with best international practices and EU legislation with the
support of the international community.
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Introduction

In this report, we explore the common features of alleged energy corruption in post-social-
ist energy import-dependent countries. Armenia, Bulgaria, Georgia, Kyrgyzstan, Moldova and
Ukraine have suffered from problems of systemic corruption, with patronage networks exerting
significant influence over state institutions.” They have shown the signs of state capture when
powerful individuals, institutions, and companies can shape national policies and the legal envi-
ronment for personal benefit, and have not managed to establish fully independent judiciary or
well-functioning anti-corruption institutions.

Thirty years since their independence, most of these countries are still heavily dependent on
the Russian energy supply and have Russian ownership of critical energy assets, which limits
their strategic autonomy and complicates reforms. With this strong influence of Russia, the
risks associated with state capture, are becoming much higher and have “strong geopolitical
ramifications”.

The energy-dependent post-socialist countries have similar challenges of balancing their en-
ergy dependence with the national security and development needs. Their energy sectors are
at various stages of transformation from vertical state owned energy utilities into liberalized
energy markets.” They are all experiencing geopolitical pressures from Russia, which uses en-
ergy supply as a tool for advancing its political agenda. In the process of political and economic
transition, these countries, with relatively weak governing structures, are susceptible to energy
corruption,” which exacerbates the transition and dependence risks further and may pose seri-
ous threats to their national security.

Energy is a vital sector of strategic importance, where poor governance may entail immense
social, economic and political costs, undermine the trust in government, and breed energy
poverty.” Compared to other spheres of the economy, the energy sector requires higher state
involvement as it exploits natural fossil and renewable resources, uses the massive techno-
logically complex monopolistic infrastructure and has strong relations to foreign policy. Public
officials in charge of the energy sector are entitled to control natural resources including land,
water, wind and solar energy, oil, coal and gas reserves. They lead international energy relations
and environmental policies; they govern state enterprises, determine consumer tariffs, and can
impact the current and future budget spendings and revenues. If misused this power can affect
a country’s security, economy, geopolitics, environment and wellbeing of citizens for a long time
beyond their term in office. This makes it a desirable target for manipulation by colluded busi-
ness and political elites and external state or non-state actors. Unless controlled, this power can
be used for private gain and inflict a great damage to the public good. Unfortunately, the public
and parliamentary control over the energy sector is arduous, due to complex technologies, so-
phisticated policies, and high political and economic stakes.

Mismanagement of the energy sector may be equally damaging, whether it comes from cor-
ruption, negligence, incompetence, conceding to the pressures of internal or external political
and business actors, or a combination of thereof. Therefore, establishing the proper transpar-
ency system and informed civic control becomes even more important. Many similarities across


https://www.transparency.org/en/news/cpi-2019-eastern-europe-central-asia.
https://knowledgehub.transparency.org/assets/uploads/kproducts/Regional-profile-Eastern-Partnership-countries_2020_PR.pdf

countries indicate that cross-country experience sharing and comparison can be a strong con-
tribution towards raising the awareness and capacity of societies to cope with the energy cor-
ruption.

The case studies from Armenia (AM), Bulgaria (BG), Kyrgyzstan (KG) Moldova (MD) and Ukraine
(UA) provide a range of examples of alleged energy corruption and jointly provide a set of typi-
cal instances that can be met in most countries. We attempt to place these cases in the system-
ic context of energy sector structure and energy reforms to facilitate better understanding and
coordinated action for good governance, transparency and accountability in the energy sector
of national and international stakeholders, primarily civil actors and international development
institutions.



The Energy Sector and Its Main Actors

Organization of the Energy Sector

The electricity system consists of three main subsectors: 1. Power Generation (from renewable,
fossil or nuclear sources); 2. Transmission and Dispatch - for transportation of energy through
high voltage networks, and 3. Distribution - for delivery of energy to final consumers. In a per-
fect market-based system, the competitive operations such as power generation, import, trad-
ing and supply of energy are organized through wholesale and retail markets to supply the en-
ergy to big and small consumers - industries, commercial and public entities, and households.
On the other hand, operations and maintenance of huge transmission and distribution networks
is a naturally monopolistic activity and needs to be regulated by state. The competitive com-
modity trade, and monopolistic network businesses should be strictly separated (unbundled) to
avoid the situations where network companies could be tempted to provide preferences to own
generators or suppliers and thus distort the market. The sector should be regulated by regula-
tory commissions whose role encompasses the licensing, oversight of competitive markets and
market participants, tariff setting and balancing the interests of consumers and energy compa-
nies. The government should be involved predominantly in defining the policies and strategies,
while creating favourable conditions for their implementation.

ORGANIZATION OF THE POWER SECTOR
GOVERNMENT AND ITS INSTITUTIOS

ENERGY POLICY DEVELOPMENT

ENERGY SECTOR
REGULATORY AGENCY

Commercial,
Public and
Residential
Consumers

MO0

X

Wholesale Market Retail Market

The energy sectors of all post-Soviet/socialist countries included in this report were initially
comprised of state-owned, vertically integrated energy companies incorporating the complete
value chain from energy production to its supply to final consumers. There was no separation of
network and commodity activities and the distribution system operators were at the same time
suppliers (energy traders) in their respective areas. In the early ‘90s in post-socialist countries,



this was often a highly corrupt operation, with illicit transactions ranging from meter tampering
and fraudulent procurements to massive embezzlement of economy-wide significance. In the
first years of independence, the energy connections between different republics broke up and
the governance standards deteriorated even further, bringing the energy sectors nearly to a
collapse.

With the support of international partners, the countries started the rehabilitation and reor-
ganization of energy sectors towards a liberal market model. The best practice reform to the
market model entails the following elements: 1. Unbundling (dismantling) of the national energy
companies into separate entities responsible for generation, transmission and distribution of
energy; 2. Privatization of generation and distribution companies to attract private investors and
commercial operations; 3. Establishing the wholesale and later retail energy trading platforms;
4. Creating national energy regulatory agencies (Regulators) as powerful independent bodies.
Governments should gradually reduce their involvement in the energy markets and focus on
developing policies, strategies, and creating the conditions for their implementation.

The liberal market and independent transparent regulation are supposed to open up opportuni-
ties for private investment while minimizing the costs to the state and the customers. This would
also inevitably minimize corruption risks and incentives.

The energy sector reforms have brought about the improved energy supply as well as higher
transparency and accountability in the sector. However, different countries have achieved a
varying degree of success in this transformation. The EU members (BG) or members of Energy
Community (MD, UA), supported by the European Commission or the Energy Community Secre-
tariat, are implementing reforms by adopting the EU energy legislation package - the EU Energy
Acquis. Others are moving in the same direction with the support of the international donor
community and International Financial Institutions (IFls), the Energy Charter, and others. In most
countries, the governments retain a strong grip over the sector operations and the vulnerabili-
ties to corruption are still widespread.

Key Actors in Energy
Sector
While analyzing corruption and its enablers in the energy sector, it is important to understand

the roles of its key stakeholders who may have legitimate, yet illicit interests and motivations.
Such key actors include:

Political Actors and Parties can sophistication of the energy sector creates a
initiate and support energy reforms or  capacity barrier for parliaments to engage in
establish sufficient oversight of the its qualified monitoring and oversight. They
energy sector to assure its good often choose to delegate the responsibility to

governance and development. But they may the government without sufficient control.
also be tempted by the whopping amounts of

cash flowing in this sector or may be inclined

to assert their power through appointing

favourable leads in its different companies Governments may be willing to
and agencies. They may also be tempted to defend the national interests from
choose political populism over unpopular powerful national or foreign
reforms and attempt to exploit the sector as a actors, seek to achieve transpar-
cash cow for their individual or group inter- ency and good governance, work to establish

ests. The technical complexity and policy competitive energy markets and concede



control to an independent Regulator. Yet they
may lack the motivation and capacity to lead
appropriate reforms, become submissive to
illicit political and business influences, engage
in shadow transactions and hinder reforms.
They may hold the power to create grey areas
and loopholes in legislation and allocate
national resources to their own benefit,
against the long-term national interests.

Regulatory Agencies

(Regulators) are supposed

to be independent, profes-
sional bodies with the highest regulatory and
oversight authority. They should assure
transparency and competition in energy
markets, set fair tariffs, and balance the
interests of consumers and the industry.
Their autonomous budgets, along with terms
of service, which differ from political cycles,
are designed to provide the highest degree of
independence, assure sector stability and
investor confidence. However, once subordi-
nated by political or business elites, energy
regulatory agencies may become the key
instruments of high-level corruption and
facilitators of illicit corrupt transactions.

Market Participants in the

energy sector are supposed to

conduct their operations in
compliance with sound business and industri-
al practices, to bring investment, technolo-
gies and private initiative. The ownership by
strategic investors and genuine business
operators should entail the increase in
efficiency, reduction of cost, and improved
quality of service to customers as well as
long-term stability and development, since
the investment recovery period in the energy
sector is significant. However, if market
participants are owned by the state, oligar-
chic networks or foreign state energy compa-
nies and their conduct may vary greatly from
the best commercial and industrial practices.

Under state ownership, the energy compa-
nies may fall victim to short-term political or
illicit business interests of the ruling elites
(see below). The local oligarchs may choose

to extract their value and deteriorate their
enterprises instead of investing in long-

term development. The companies owned

by foreign energy-exporting states (notably
Russia or Azerbaijan) may have a much wider
political and economic agenda, asserting and
extending their influence over the political
and economic agenda of other sovereign
nations.

State-owned Enterprises (SOEs)

are electricity and gas transmis-

sion companies, energy corpora-

tions or funds controlled by
governments. Incorporated under corporate
law, they are supposed to be governed as
commercial entities. However, they are often
utilized as instruments for implementing
government policies and may become
facilitators of dubious transactions. For
instance, they may be forced to incur losses
from tariff subsidization or Public Service
Obligation.” They may be involved in dubious
energy import schemes, directly or through
intermediary offshore joint ventures. SOEs are
vulnerable to the traditional forms of corrup-
tion like fraud, embezzlement, nepotism;
sometimes, top management positions in
SOEs are granted to former officials or elite
network representatives.

Elite Networks are networks

of colluded political and

business elites entangled by a

system of mutual benefits
that are common in developing countries.
Intertwined political and business interests
are cemented by large cash or noncash
transactions, mutual favors and benefits,
making them an enabler of informal illicit
transactions. Oligarchs and business tycoons
connected to political elites acquire favorable
contracts, exclusive import rights, ownership
of profitable companies, access to best
projects and sites, and they can twist the
legislation and policies in their favor. In return,
politicians may get personal or party income,
post-office employment and other benefits.
The business and political roles are not
clearly differentiated, indirectly public


http://www.oecd.org/corporate/guidelines-corporate-governance-SOEs.htm  

officials may be involved in business transac-
tions while oligarchs influence policy deci-
sions (e.g. Firtash or Akhmetov in Ukraine,
Ivanishvili in Georgia). These influential
stakeholders are usually well-adapted to the
existing system and interested in preserving
the status quo. They oppose reforms and
transparency but often initiate non-transpar-
ent legislative changes to create new oppor-
tunities for their private dealings.

These networks easily cross state borders
and may have closer connections with foreign
countries than the governments or industry
representatives have. They may preserve
their influence during political changes and
even after revolutions. Different elite groups
may compete for redistribution of politi-

cal power and economic resources. If not
restrained by legal mechanisms and public
control, operations of such networks may
lead to state capture, when all economic and
political resources are privatized by political
and business groups, who use the public
power to take control over most lucrative
state resources like land and extractives,
state property and finances.

These systems of interconnected interests
can easily obscure the illicit dealings, chan-
neling them partly through hidden internal
interdependencies of informal transactions,
proxy representatives and offshore accounts.
These networks create a structural fabric of
where energy corruption thrives. Being the
conductor of private non-state interests,
these networks may constitute a national se-
curity challenge by affecting a wide range of
country interests from economic to geopoliti-
cal matters.

Establishing as much detail about the net-
works as possible is important for designing
advocacy campaigns.

Development Agencies and
International Financial Institu-
tions. The international commu-
nity, Development Agencies and
International Financial Institutions (IFls) are
the main external drivers of sector develop-
ment and powerful allies in the fight against
corruption. They create political momentum,
provide financial support and technical
assistance for energy sector development
and reforms. However, if insufficiently
controlled, the development assistance in the
form of loans or grants from IFIs may also be
diverted to private interest and thus become
an enabler of corruption, specifically when
supporting infrastructure projects associated
with the interests of elite networks. In this
case, some of the funds allocated may be
channeled as a revenue stream to elite
networks or used to support less beneficial
and less environmentally sound projects.

Civil Society Organizations and
Academia. Along with the state
actors, civil society and academia
are crucial non-state actors playing
an important role in promoting the public
interest. Civil society should possess a solid
expertise and have good networks needed to
address issues of societal concern like
environment, human rights, and corruption.
Civil society is one of the pillars comprising
the National Integrity System (NIS), which,
along with the judiciary, legislature, executive,
private sector, media, etc., encompasses the
principle governance institutions required for
effective control of corruption. That being
said, it is important to note that civil society
must adhere to the same high standards of
integrity and professionalism as they demand
from their government. Regrettably, this is not
always the case: some NGOs work without
accountability or transparency;” sometimes
civic actors may cover up dubious policies or
projects; or their professionalism and motiva-
tion may be in breach of high ethical stan-
dards, making them complicit in corrupt acts.
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Cases of Alleged Energy Corruption
from Developing Import-Dependent Countries

Below we briefly summarize the illustrative cases of alleged corruption from six energy-depen-
dent countries that are described at length further in this paper. These country cases paint a
diverse picture of Energy Corruption at various levels of institutional hierarchy, characteristic to
different stages of sector reforms and involving the actors described above.

Armenia (AM)

The Armenia case illustrates the improper use of political position by ruling
elites to acquire ownership of energy assets while rendering the control of the
energy sector to Russia. Their involvement in illicit transactions has resulted in ex-
cessive energy prices and damage to public interests. This includes the examples
of questionable privatization of hydropower assets and abuse of regulatory power
for the benefit of affiliated businesses; cash diversion from energy utilities for the
needs of unrelated industries, funds or investments; cover-ups of non-payments
for energy consumption by their related enterprises, inappropriate write-offs and
losses that have finally accumulated in inflated energy tariffs.

The case also describes the aggressive stance of the Russian Gazprom in as-
serting the asset ownership as well as dominance over the state sovereignty in
external energy relations and natural gas policies. The Armrusgazard example
features the questionable business practices of the company established jointly
with Gazprom and implies clearly that commercial operation may not be the main
purpose for such undertakings. The dominance over the strategic gas pipeline
project, privatization of strategic energy assets and depriving the country of the
sovereign right for external energy policy are the results of Russia’s involvement.

The AM case indicates that even a sound tariff methodology cannot protect the
interests of consumers once the integrity and independence of the Public Service
Regulatory Commission are compromised in favor of political elites.

Bulgaria (BG)

The Bulgarian case (BG) illustrates how deficiencies in energy governance and
regulation have led authorities to concede to Gazprom'’s pressure and compromise
national energy security priorities, as well as give up on guaranteed transit reve-
nues and engage in the construction of the TurkStream pipeline through Bulgaria.
This project compromises the country’s economic and energy security interests
and weakens its bargaining power in negotiations with Gazprom. The project has
also strengthened state-capture networks in Bulgaria and has had adverse ef-
fects on EU supply diversification by forcing out alternative Liquefied Natural Gas
(LNG) and Azerbaijan gas supplies from the region. The project has also become
an effective instrument to feed Russian and local pro-Russian oligarchic networks,
which capture political figures, state-owned energy enterprises and regulatory
institutions to expand Russian economic and political influence.

The controversial TurkStream project has successfully diverted the focus of
successive Bulgarian governments away from diversification of natural gas sup-
ply, the liberalization and integration of energy markets.

It has circumvented EU public procurement and gas market competition rules.
The state-owned gas transmission operator has signed a non-transparent transit
contract with Gazprom without any clear rules for the enforcement of the con-
tractual obligations of Gazprom. As a result of the above, Russia ships the gas,
builds the pipeline and finances it through proxy entities. Besides, Russia has



been using Saudi, Belarussian and European companies to evade US sanctions
against its TurkStream project.

The case demonstrates the signs of inefficiency, inconsistency, and bad gov-
ernance, bordering on corruption and state capture. Bulgarian decisions do not
rest on data-driven policy analysis, nor reliable and transparent financial, socio-
economic and geopolitical forecasts. Instead, the construction of the Russian-led
pipeline has been justified by unsubstantiated pledges of energy security and
economic growth, and not supported by cost/benefit analysis. There is ample and
mounting evidence that the project costs are disproportionately high compared
to the benefits of Bulgaria's energy security. Benefits from the project in the short
run seem to accrue to the Russian side, while the benefit to the Bulgarian public
is uncertain.

The persistence of Bulgarian officials to carry on with the TurkStream’s con-
struction bypassing the established rules has raised questions about their moti-
vation and the possible influence of non-public interests.

As a result of the Russian influence on the development of TurkStream, the
pipeline project is likely to perpetuate the dependence of South-East Europe on
Russian gas amid enormous and unnecessary infrastructure spending, diverting
the countries’ scarce resources away from productive investments.

Kyrgyzstan (KG)

The case of Kyrgyzstan (KG) demonstrates the extent to which inefficient state
governance of the energy sector, combined with illicit group interests and tariff
populism, can negatively affect the sector, deplete the infrastructure and cause
inappropriate public spending. Such bad practices endure government changes.

The established corruption-prone system has involved artificially lowered tar-
iffs, leading to infrastructure deterioration and the need for external borrowing,
which in turn creates opportunities for embezzlement.

This also includes quasi-commercial electricity supply companies exploiting
their monopoly position in certain regions, guaranteed through political affilia-
tions. These companies derive their illicit markups under political cover and the
consent of the regulatory agency. This system inflicts financial and moral damage
to the sector, discredits the idea of reforms and privatization, which becomes
associated with benefits for ruling elites rather than citizens. The tariff populism,
although aggravating the financial and technical condition of the sector, helps
to avoid public discontent and enables the preservation of the corrupt system in
place for extended periods.

The system of colluded political and business interests, abuse of regulatory
authority, nepotism, patronage and fraud, create conditions for embezzlement
of enormous sums from infrastructure projects. It results in the deterioration of
state-owned energy assets and poor energy supply to consumers. It also leads
to excessive foreign indebtedness and loss of sovereignty over critical energy
assets through debt-to-equity swaps with foreign states (E.g. China in the case
of Bishkek CHP). The case also demonstrates that declarative condemnation and
even prosecution of individual corruption cases may have little effect unless sup-
ported by systemic changes of the enabling environment.

Moldova (MD)

The Moldova case (MD) describes how the consecutive governments have
conceded to persistent and elaborate actions by Russian Gazprom for gaining
control over the Moldovan gas sector and exploiting it as a source of cash for
the support of breakaway Transdniestria administration, as well as own illicit in-
terests.

For decades, the Moldovan authorities have chosen to conform with Russia’s
expansive energy policy rather than challenge it by diversifying gas and electri-



city supplies. The transfer of Moldovan gas assets to Gazprom was enabled
through deliberate acts of undervaluation of strategic gas transmission and distri-
bution assets and inflating their indebtedness to Gazprom in violation of the Mol-
dovan legislation and business practicality, which finally resulted in the transfer
of ownership. Fraudulent business practices in the Gazprom-controlled compa-
nies have become commonplace, while the attempts to investigate the companies
have been effectively blocked by corrupt political involvement. Neither Gazprom
nor the Government of Moldova, as shareholders of Moldovagaz, have taken mea-
sures to prevent or investigate illicit actions committed by the company’s man-
agement.

Another corrupt practice described in the MD case is electricity import at in-
flated prices conducted through intermediary offshore companies related to past
or current top officials. This gives a typical example of illicit practice conducted
by a state-owned energy company characteristic to many countries, which is en-
abled by the absence of proper regulation of energy import. The new guidelines
and oversight mechanisms established with the help of the Energy Community
Secretariat feed some optimism towards resolving this matter. Such a precedent
may be helpful to other countries experiencing similar problems in energy im-
ports.

The MD case study also mentions several unsuccessful attempts of prosecu-
tion of alleged Energy Corruption and thus emphasizes the importance of system-
ic solutions and public participation in defending public interests.

Ukraine (UA)

The Ukraine case illustrates corrupt practices enabled by privatization to oli-
garchs, accompanied by loopholes in legislation, weak regulation and poor gov-
ernance in the gas sector. Implementation of the Public Service Obligation (PSO)
in the conditions of poor metering, cross-subsidization of customer tariffs and
unrealistic consumption norms, have allowed the regional monopolistic distribu-
tion companies owned by the oligarch Firtash to derive huge profits through the
diversion of significant amounts of gas, manipulation of customer databases and
unauthorized gas withdrawal from transmission networks.

The weak performance of the regulatory agency and the government have al-
lowed the oligarch-owned distribution companies to actively defend their monop-
oly and illicit actions in gas distribution regions for an extended period of time.
The case study shows how the errors in the implementation of reforms caused
by political populism, lack of political will, low professional expertise of public of-
ficials, combined with the weak institutional capacity of judicial and regulatory
bodies, may fail to withstand powerful business actors and create a favorable
environment for corruption.

The UA case also describes how the state-owned Naftogas was forced to sup-
ply gas at regulated low prices under the PSO regime and incurred financial losses
limiting its capacity to invest in gas production, thus affecting the energy security
of Ukraine. A joint venture created with Gazprom for gas imports has generated
enormous revenues just due to its position and connections. This is a typical ex-
ample of a special purpose intermediary import company created for cash gener-
ation that can be seen also in other countries.

The progress achieved in 2020 by unbundling Naftogaz and lifting the PSO
regime for households has brought the Ukrainian gas sector closer to European
standards and eliminated the described major imperfections. However, this case
still provides a useful example for other countries to avoid similar mistakes.

A more detailed description of the above instances of alleged corruption can be
found in the respective case studies presented below in this publication. Similar-
ities across countries indicate the systemic nature of Energy Corruption and the
possibility to develop typical solutions across various countries.



Typical Forms of
Energy Corruption

The state of Energy Corruption reflects the general conditions of governance and transparency
in a country and is closely interlinked with corruption levels in other spheres. The forms and
instances of Energy Corruption are diverse, depending on socio-economic or political factors
and the stage of energy reform. Nevertheless, the structure of the energy sector and similarities
across countries allow for developing a general typology of energy corruption. Below, based on
the above country examples, we list some typical forms of Energy Corruption.

Distribution Level Corruption

Meter Tampering. In its simplest form, this is a theft of energy through manipulation or by-
passing of meters when customers and technicians split the proceeds against the interests of
a company. It is enabled by a poor network, inadequate metering and payment discipline once
distribution companies are not established as sustainable businesses. Its elimination requires
substantial investment in metering and the network systems, as well as strong political will to
establish a proper payment discipline. This requires support from the government and energy
regulators who should encourage improvements and promote the idea of energy as a commer-
cial commodity, against a habitual public expectation of receiving energy services irrespective
of payment. Privatization to strategic investors and the support of international development
agencies and financial institutions may be decisive factors of success.

There is anecdotal evidence from Georgia, that in the first years of independence,
the daily cash collected by technicians was brought to one table in the central office
of Thilisi Electricity Distribution Company and was divided in bulk equally between
the incumbents of the municipality, technicians, company management and energy
supplier.

Energy Diversion. A more elaborate form of distribution level corruption happens once thereis a
difference in tariffs between customer categories, such as residential and commercial custom-
ers. Lower tariffs and so-called “social” consumption norms for households create incentives for
energy distributors to manipulate the consumption data and divert the energy from subsidized
residential consumers to non-subsidized businesses by creating fake residential accounts, in-
flating consumption numbers and actually selling the energy at a higher price to businesses.
Such type of manipulation may acquire a large scale and requires the consent of higher man-
agement and owners of energy companies.

In Kyrgyzstan, the commercial tariff for electricity is three times higher than the
residential tariff. Therefore, reallocation of electricity consumption from households
to commercial entities creates extra profit for Distribution System Operators (DSOs),
which mostly belong to state officials or related persons. Intended further reduction
of the residential tariff, including abolishing of its stepped structure, can create
additional inefficiency and incentives for corruption (KG).

In Ukraine, the flaws in metering and improper enforcement of the PSO regime have
allowed the oligarch-owned regional gas distribution companies to literally rob
the state energy company without adequate response from the Regulator and the
government until the PSO regime in the gas sector was finally abolished in 2020 (UA).
However, the PSO regime was preserved for district heating companies. Moreover,



the sharp rise in gas prices in the Fall of 2020, forced the Ukrainian government to
resort to regulated prices for household, but not under the PSO regime.

This type of Energy Corruption is typical for the initial stages of energy reforms when good busi-
ness practices and proper regulatory oversight are not in place yet. It leads to cash shortages,
deterioration of energy assets and the need for increased government subsidization. It cannot
be sustained for long without political cover-up and regulatory negligence. The reluctance in the
enforcement of improvements can be indicative of collusion between the energy companies and
public bodies or the lack of capacity and motivation of the latter.

Public awareness campaigns with examples from successful countries should be invoked to
assure the public understanding and acceptance of proper metering and collection practices.

Monopoly Supply in Retail

The supply of energy is a competitive business in liberalized markets. However, if the supply
monopoly is protected from competition, it can provide huge profit margins. Supply companies,
operating exclusively in some regions, can capitalize on their position and intentional deficien-
cies in regulation in order to derive huge undeserved profits (KG, UA, AM). In such cases, the
business risks are minimal, protected by a political cover, while profit margins can be excep-
tionally high. Unless addressed through opening up the market to competition or proper regula-
tory intervention, this indicates towards colluded interests of business and political elites. The
owners and ultimate beneficiaries of such businesses are usually the affiliates of elite networks.
The monopoly right for retail supply at an inflated margin in a certain region is a cash-generat-
ing mechanism for extorting cash from the energy sector and consumers protected by political
connections. It can survive government changes and be transferred from one ruling elite to
another.

In Kyrgyzstan, the private supply intermediary companies connected to officials have
benefitted from monopolistic rights to supply some regions. These companies enjoy
the triple benefit of using the state infrastructure for free, getting cheap electricity
from state enterprises, and selling electricity at an inflated price to consumers in
their regions.

In Ukraine, the gas distribution companies owned by an oligarch have enjoyed
monopolistic supply rights in their operation area. They have concealed customer
information, manipulated non-metered consumption to benefit from cross-
subsidized tariffs between customer categories. Both instances indicate political
cover, regulatory negligence, and insufficient public control.

These situations should be eliminated by opening up the retail market and allowing competi-
tion, enforcing the proper metering and elimination of cross-subsidization between customer
categories, which happens as part of energy reform; competent regulatory oversight and gov-
ernment support for enforcement of regulations are essential.

The absence of these factors may be considered as an indication of corrupt linkages to these
institutions.



Risks of Corruption in
Corporate Governance

Corruption in the governance of energy companies is in many ways similar to that observed in
other sectors of the economy. Fraudulent procurement of services, improper spending, asset
write-offs and other corrupt practices are used for money embezzlement and cash generation,
like in other parts of the economy. More specific forms are the energy theft from the network
and its sale to hidden customers (UA), excessive reported network losses (MD-Moldovagas,
UA), inadequate network investments and other expenses. Corporate corruption damages en-
ergy corporations the same way as in other businesses. However, in tariff-regulated or state
companies these losses can be passed over directly to the customers via tariff (AM) or to the
state budget. Some companies cannot be shut down due to their critical role in supplying con-
sumers and may use this as leverage for continued abuse of their position at the cost of state-
owned companies or state budget (UA, KG, AM, MD).

It is most damaging when this type of corruption acquires the grand scale, as in the case of
Moldovagaz, where the fraudulent management led to debt accumulation and finally shift of its
control over to Gazprom. The company continues debt accumulation while diverting significant
sums out of the company and increasing the leverage for Gazprom (MD).

Corporate corruption may flourish in state-owned enterprises (SoE), where these SoEs are en-
gaged in non-transparent and commercially unviable transactions draining their resource under
political cover. The reluctance of energy ministries or regulators to enforce transparency or stop
corruption may be considered as an indicator of their involvement in the wrongdoing.

In Armenia, overpriced purchases have been made in the energy system for years,
with these costs always being passed on to customer tariffs; this includes unfinished
construction work categorized as an investment made and included in the tariff; LLCs
operating in the energy sector affiliated with high-ranking officials, received orders
for millions of dollars in supplies of goods or services, providing those goods at much
higher prices than the market. The estimated losses for the population from these
practices total at least $250 million per year, which translates to 2.5% of Armenia’s
GDP.

In Moldova, inflated losses in the gas network (3.4% versus benchmark level of 1%),
obvious embezzlement through buying insurance ($4.5min for insurance of $70min
asset) or currency exchange at the inflated rate were allegedly used for money
embezzlement and diversion to corrupt channels, and not properly reacted upon
by the Moldovagaz Distribution company owners - Gazprom and the government of
Moldova.

To address these problems, strict regulatory measures and political will should be applied. For
instance, suspension of licenses and the introduction of state management might be enacted
in UA for not complying with the regulation by the gas distribution companies. In the case of
SoEs, the introduction of Management by respectable international utility companies proved to
be effective in establishing corporate governance in Georgia.

The high standards of corporate governance and operations were established in the

early 2000s and the lasting improvement achieved in the state power transmission
company of Georgia (currently GSE) under the management by Irish company ESB.

This type of corruption is most characteristic to SoEs and quasi-commercial companies owned
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by unqualified elite network representatives. This can be eliminated by privatization to stra-
tegic investors and the introduction of management consulting companies (in critical assets)
who are capable of establishing sound business practices.

Risks of Corruption in Public Procurement of Major Energy Projects

Major energy infrastructure projects can be an attractive target for political and grand corrup-
tion, especially in environments with weak governance and transparency. Public officials may
use for the private benefit the discretion on project and contractor selection and oversight. The
illicit incomes can be received through kickbacks and favors funded through embezzlement
or fraudulent procurement in the project, which finally compromises its quality. A vague notion
of “strategic” projects is sometimes used for lobbying such projects, even when there are no
strategies in place. Most dangerously, large-scale projects may serve the strategic geopolitical
interests of foreign countries. The signs of potential corruption include non-transparent de-
cisions made behind closed doors, neglect of project alternatives and cost-benefit analyses,
non-competitive award procedures, flawed tendering, and further excessive cover-up of par-
ticular projects.

The construction of the Datka-Kemin transmission line and the Bishkek CHP in
Kyrgyzstan was implemented at highly inflated costs. The Kyrgyz Republic prosecuted
the case of corruption where hundreds of thousands of dollars were embezzled by
a network of government officials during the construction and modernization of a
thermal power plant and other infrastructure projects. The total amount of diverted
loans in 2011-2018 is assessed as at least $150 miillion.

A comparison with other European pipelines shows that construction costs for the
Bulgarian leg significantly exceeds the average costs for other construction activities
of TurkStream, despite Bulgaria’s pipeline being smaller in diameter than the other
projects. This s likely due to corruption premiums for well-connected private interests
capturing the energy sector’s decision-making. Further, a convoluted and concealed
procurement procedure in Bulgaria allegedly led to various backroom deals, which
delayed the completion of the Bulgarian section of TurkStream by over a year and
ended up with all its construction contracts subcontracted to various Russian firms,
including Gazprom-owned IDC.

The major infrastructure projects are usually funded by development banks or banks of donor
countries who may also suggest their technology and contractors. Since the host governments
issue sovereign guarantees protecting the lenders’ from project risks, this reduces the incentive
for the lenders to strictly control the integrity of project implementation. Some of them (e.g.
Russia and China) may benefit further from debt-to-equity swaps or subcontractor rents (KG,
MD, BG). “As well-intentioned as they may be ... Loans or grants from international financial in-
stitutions may also constitute important enablers, especially when they support infrastructure
projects that are known to be contracted out to network-affiliated businesses”.

Controlling the integrity of public procured infrastructure projects is complicated due to the
involvement of powerful actors and high political and financial interests. Accountability frame-
work in the form of clear and strict procedures for public procurement, robust strategies and
action plans are needed to help curb such practices.
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Public-Private Partnerships (PPP) for Renewable Energy Projects

Various forms of Public-Private Partnership are used for the support of renewable energy (hy-
dropower, wind and solar) projects developed by private investors. This may include the provi-
sion of feed-in tariffs, land ownership or leasing, grid connection preferences, financial guar-
antees, equity partnerships, simplified administrative procedures, etc.” Unless there are clear
policy objectives, rules and transparency requirements, these tools may be used discretionally
and become an instrument for corrupt manipulations. Noncompetitive project awards, followed
by disproportionate support, and favoritism can be considered as indicators of ill practice.

In Georgia, the entire hydropower sector was declared a strategic priority under
the government program “Renewable Energy 2008".° The program allowed the
government to arbitrarily draw memorandums of understanding (MoUs) and power
purchase agreements (PPA) selectively through direct negotiation with developers
and without clear guidelines on the terms to be offered. This opportunity was taken
to its extreme by successive governments who awarded more than 180 projects
in this manner, many of them under confidential terms and conditions. The cases
of selective transfer of land at a symbolic price, pardoned penalties, unenforced
environmental procedures and deadlines have caused public distrust and triggered
the strong popular opposition to hydropower projects. An analysis of awarded MoUs
has revealed- favoritism towards particular companies, thus indicating the likelihood
of corruption. The IMF has raised an alarm over the overwhelming liabilities taken by
the state budget through the signed MoUs and PPAs, blocking the government from
taking more sovereign guarantees to new projects” Similar developments, although
to a lesser extent, can be observed also in the AM and KG cases.

This type of corruption should be countered by introducing
strict PPP legislation and procedures, including competitive
project awards, cost-benefit analyses, and guidance for the
level of concessions provided. The value of public resource
committed should be clearly communicated to the public and
policymakers to incentivize the proper public control.
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Tariff Manipulations

Consumer tariffs set by regulatory agencies should reflect the fair price for energy supply, in-
cluding operational costs, maintenance and investment in transmission and distribution compa-
nies, generation of fuel and power import costs. However, in some cases tariffs may be manip-
ulated for illicit political or business purposes.

Tariff Subsidies: Populism at the Cost of the Poor

Tariff populism is a widespread phenomenon observed in many post-socialist countries. Even
after decades of independence, subsidization of consumer energy tariffs is still practiced by
ruling elites for electoral purposes or fear of public discontent with high energy prices and
social problems. The socialist heritage of heavily subsidized energy prices makes it difficult to
establish the healthy practice of cost-reflective tariffs and targeted monetary subsidization of
vulnerable customers. Tariff reforms often stumble and even get reversed due to internal polit-
ical considerations (KG - 2010, 2014, UA 2021).

Counterintuitively, the tariff subsidization is anti-social and damaging to the public interest.
Indeed, to artificially sustain the low energy prices the mechanism of tariff subsidization uses
some public resource and redistributes it predominantly to the rich big consumers rather than to
the poor. This is achieved at the cost of budget allocations or financial losses of SoEs providing
energy at low cost (natural gas in UA, KG).” It discourages private investment in energy efficien-
cy and renewable energy, and eventually undermines the energy security of a country.

Georgia - in order to comply with the pre-election promises in 2013 the newly
elected Georgian Dream government renegotiated the agreements with Inter Rao
UES and with SOCAR Georgia Gas to provide minor tariff reductions. Although the
reductions fell far short of the promised halving of tariffs,” nevertheless they helped
the government to keep the face. The cost of this action still needs to be evaluated.
In December 2020 GNERC increased tariffs for households and businesses but
introduced cross-subsidization when the increase for businesses was triple of that
of the residents.

Tariff subsidies should be gradually phased out and the public attention should be refocused
on income growth rather than tariff reduction. Socially vulnerable customers shall be separat-
ed from others and provided direct monetary support.

As a temporary measure, the EU and Energy Community legislation allow the “Public Service
Obligation” (PSO) regime, which envisages temporarily preserving the low regulated tariffs for
residents and small businesses. Nevertheless, this should be done as a temporary measure and
as the UA case suggests, should be done with caution.

Tariffs for lllicit Income

On the opposite, sometimes tariffs can be increased for well-connected companies to cover
mismanagement or corporate corruption and provide illicit income at the cost of consumers. In
this case, the political power of elite networks is used to enforce regulatory decisions in favor
of well-connected companies to compensate for their inappropriate costs and fraudulently di-
verted sums through tariffs. This assures unjustified revenues to the corrupt owners of energy
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companies and penalizes consumers.

The Armenia case study describes how the electricity distribution company
benefitted from the inclusionin customer tariffs of inflated costs, overpriced unrelated
purchases, inflated losses and other expenditures. Experts assert that today’s tariffs
are highly inflated and losses for the population from these corrupt practices amount
to at least $250 million per year — with production at approximately 7.8 billion kWh per
year, which translates to 2.5% of Armenia’s GDP (AM).

As a positive example, the Moldovan Regulator has rejected undue expenses from
the tariff of poorly controlled Moldovagaz (MD).

Achieving independence, integrity and professional capacities of regulators along with civic
control (e.g. energy ombudsman) is an essential factor in preventing corrupt revenues through
tariff manipulation.

Intermediaries in Energy Import

Energy import is one of the areas most vulnerable to grand corruption. Import is often imple-
mented by intermediary companies established jointly with state companies of exporting states
(Gazprom, Inter-RAO UES in case of Russia; or SOCAR and Azerenergy from Azerbaijan). Energy
import implies large amounts of easy income for the well-positioned companies.

The intermediary companies connected to both the exporting and importing sides are allegedly
charging unjustified markups and generate a big profit, which is split between the parties. Such
companies allow business and political elites on both sides to capitalize on their connections for
profit-making, at the cost of higher prices for energy consumers. Import prices are sometimes
declared “a commercial secret”, which is hardly legitimate, as these are quasi-commercial state-
owned actors in the non-competitive environment on both sides. These offshore joint ventures
are created even though direct trading relations could be possible.

Swiss-based trader RosUkrEnergo, foundedin 2004, served as anintermediary for the
supply of all Russian gas coming to and through Ukraine in 2004-2009. Founded by
the Russian Gazprombank and Ukrainian Centragas Holding owned 90% by oligarch
Dmytro Firtash,’ it provided huge profit to the latter, thereby enabling expansion of
his oligarchic power.

In Moldova, the political party that controlled the Ministry of Economy has put its
intermediaries in the energy import industry and gained illicit profits that were
embezzled by offshore companies, increasing thus the price for the final consumers.
This was addressed through the intervention of the Energy Community Secretariat
who provided guidelines for procurement of electricity abroad, with the mechanism
of local and international observers involved in the process.

In Georgia, both SOCAR and Azerenergy have established joint ventures with the
participation of offshore companies as intermediaries for the import of, respectively,
gas and electricity.

This is a persistent form of energy corruption as it involves the state companies of exporting
countries who may insist on obscure import arrangements. Nevertheless the public pressure
and requirements of transparency and competitiveness can finally avert the situation.


https://bit.ly/3bEgQ2g
https://bit.ly/3qY7mFE

Russia - Exporting Energy and Corruption

Russia is a dominant neighbor in the region well known for using its energy exports as a tool
of foreign policy to maintain, increase and exert its political influence in its perceived sphere
of influence, the so-called near abroad or the ‘post-Soviet/Socialist space.’ Russia seeks to tie
the energy-dependent countries into long-term unequal contracts (BG, AM, MD) and engage
them in the implementation of strategic infrastructure projects of their own interest (BG, MD,
AM). Russian state energy companies (Gazprom, Rosneft and RAO UEAS) have pursued the ag-
gressive acquisition of critical energy infrastructure through debt accumulation, debt-to-equity
swaps and political pressure (AM, MD).” Directly or through affiliates they also export corruption
by generating and splitting illicit margins. They seek to exert their influence over governments
and consistently damage the interests of neighbouring states.” Their time horizon stretches well
beyond the often short-sighted political or private interests of government officials in power in
the neighboring countries. Through the control over national energy assets and local connec-
tions, Russia is extending its political leverage and may acquire overwhelming power over the
political will of incumbent governments who may choose to concede to Russia’s interests over
taking the fight. Many examples illustrate the typical activities of Russia and its state compa-
nies:

- Starting from 1993 Gazprom pushed through the controversial gas supply contracts
with Moldova and self-proclaimed Transnistria. The increase in import prices, unjust
payment terms and excessive penalties didn't meet adequate opposition from MD of-
ficials and resulted in huge debts and following debt-to-equity swaps, where Gazprom
acquired control over Gazsnabtranzit and Moldovagaz. The Kremlin administration
attempted to reproduce a similar scenario in Ukraine 20 years later, soon after the
Russian aggression in Donbass.

- Bulgarian consecutive governments have failed to protect the country’s energy
security and allowed the delay in construction of the vital Interconnector Greece-Bul-
garia (IGB) while conceding to the construction of the extension of Turkstream by
Russian-related companies and thereby giving up on transit contract with guaranteed
revenues.

+ Through a series of maneuvers, Russia acquired the ownership of Armenian electricity
networks (ENA) and gas networks (Armrusgazard), enforced the limitation on a gas
pipeline to Iran and made Armenia sign an agreement depriving it of independent gas
policies, all to assure Gazprom interests are secured until the end of 2043.

- Russia actively supports and subsidizes the Breakaway regions in Moldova (Trans-
nistria), Ukraine (Donetsk), and Georgia (Abkhazia) through energy supplies while
undermining the energy security of these countries. Russian aggression has deprived
Georgia and Moldova of the control of their major power generating assets, and
Ukraine of its essential coal reserves. Russia creates and protects the specific grey
zones for illicit energy transactions in these regions, allegedly benefitting from the
status quo. The Moldovan government failed to prevent the gradual takeover of the
Moldovan gas sector by Gazprom, making Moldovan consumers finance separatism
in their own country by purchasing energy from Transnistria and accumulating gas
debts” (MD). The Abkhazian de-facto government benefits from free electricity supply
from Enguri HPP. The absence of metering and respective payment leads to excessive
consumption and create opportunities for wholesale and retail diversion of energy
resource in Abkhazia. Free electricity is actively used for cryptocurrency mining in Ab-
khazia and Transnistria.” The situation compromises the quality of supply to consum-
ers and does not allow the development or restoration of power generation.


https://bit.ly/3dNzqYl
https://bit.ly/3f6P5Ti
https://bit.ly/3dNx4sx
https://anticoruptie.md/en/investigations/economic/the-cryptorepublic

The national governments may not be strong enough to withstand the external pressure and
may prefer to conceal the gravity of problems rather than attempt to resolve them. There is a
need for support from a wider society to develop a strategy in dealing with Russia’s dominant
power in these regions. A wider discussion and attempts to reach out to citizens may be need-
ed.

Transparency, rule of law and clear regulations mandating competitive energy imports as well
as public awareness and parliamentary oversight are the measures to withstand Russia’s abil-
ity to influence officials.



Enablers of Energy Corruption

Red Flags for Monitoring

There is a set of typical enablers of Energy Corruption that is relatively universal and creates
grey areas for illicit transactions. Reformist stakeholders should be alert to these enabling fac-
tors and undertake measures for their prevention.

r Deficiencies in metering and billing
system

Accurate metering, billing and collection are
crucial for proper control of energy and
financial flows. This is a basis of transparency
and accountability. The absence of such a
system leaves room for manipulation and
corruption. This is the ground zero require-
ment for eliminating corruption in the energy
retail and distribution networks, as well as in
the transmission and wholesale trade.
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The absence of proper metering should not be
tolerated as an acceptable condition under any
circumstances and regulators should take all
necessary measures to enforce an investment
in metering, billing/collection systems and
networks.
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FCompromised Regulation

Most forms of Energy Corruption cannot
happen without the consent or participation
of a Regulator. The governments and/or
business tycoons often try to abuse regulato-
ry independence and secure the decisions in
favor of their own political or business
interests. This can include approval of unjusti-
fiably high or populist-low tariffs, non-com-
petitive market preferences, network or other
conditions and waivers. It is imperative to
protect regulatory independence from
political and business interests and to assure
its high professional standing, which is the
basis of its strength. Major problems arise

when governments interfere in regulatory
decisions or fill the Regulators with political
appointees. This violates the balance of
power and creates incentives for political and
grand corruption.

Regulatory independence and qualifications
are key leverage points for controlling

energy corruption. Political appointments

and government involvement in regulatory
functions should be closely monitored and
strongly opposed. The awareness and capacity
for civic control should be developed in this
regard.

FAd hoc legislation changes

Singular, non-systemic changes of legislation
for a particular case, enacted in favor of
concrete groups or entities is a widespread
enabler of corruption used by elite networks
to assure their private interests in the energy
sector. Even if implemented for seemingly
legitimate reasons such legislative changes
may open loopholes for corruption and create
dangerous precedents for violating the
systemic structure of the legislation. A
consistent system of good quality legislation
(e.g. EU or EnC Energy Acquis) that assures
the mechanisms for market competition,
operation and oversight of natural monopo-
lies, is the best safeguard against illicit
activities. Compromising this integrity through
legislative changes for the benefit of some
political or business groups and in favour of a
particular case may undermine such a



system. This highly damaging practice leads
to systemic erosion of transparency and
accountability and invites more corruption in
the future.

N\

Strong civic and political control needs to be
established to defend legislative integrity
against non-systemic changes. This requires
professional, knowledgeable stakeholders
including civic actors, as well as awareness
and support of politicians, businesses and
the international community, the Energy
Community Secretariat and IFis.

r Confidentiality and “Commercial
Secrets”

Concealing the information under “confidenti-
ality” clauses is a common tool used by public
servants seeking to avoid accountability.
Examples include undisclosed electricity and
gas import or transit agreements signed by
SOEs with Gazprom RAU UES (MD, BG, AM),
SOCAR or Azerenergy (GE) and their interme-
diary companies; undisclosed MoUs and PPAs
signed with hydropower project developers
(GE). Not all undisclosed agreements can be
qualified as manifestations of corruption,
however, a clear and legally sound justifica-
tion is needed to avoid dangerous prece-
dents.

Therefore, clear legal definitions and
guidelines should be in place in the

national legislation defining the legitimate
conditions for applying confidentiality in
agreements by public entities. This should

be widely discussed among civil actors and
politicians and benchmarked against the best
international standards of transparency and
governance.

F Nontransparent award procedure of
energy projects.

Policymakers tend to justify non-competitive
awards and preferential treatment of particu-
lar energy projects by their strategic impor-
tance. However, granting projects on a
non-competitive basis implies favoritism and
entails corruption risks. A common explana-
tion used by the public officials is that such
“strategic” projects address urgent needs and
in general, are favorable for the public. Such
an explanation diverts the focus from possi-
ble alternatives or adequacy of costs that
would be clear in case of a proper strategic
analysis and a competitive award procedure.
Such a practice is indicative of possible illicit
interests involved.

Development of robust energy strategies and
action plans based on thorough analytical
capacity rather than personal opinions should
be demanded. Transparent and competitive
public procurement and PPP procedures
should be established and strictly overseen.

F Behind-the-door agreements signed
with the participation of ministries and SOEs
with foreign counterparts have a high poten-
tial to damage public interest once signed in a
noncompetitive, non-transparent environment
with dominant monopolistic suppliers of
foreign countries. Indeed, foreign quasi-com-
mercial state companies like Gazprom,
SOCAR, or their affiliates may try to leverage
their position and political backing from home
governments and compel public officials to
agree to less favorable contract terms and
influence their strategic decisions in their own
interests.




Clear regulations and transparency
requirements should be established for
international import and transit agreements
signed by state entities.

F Unmerited appointments

Elite network appointees in-state energy enti-
ties, often unqualified, are furthering the cor-
rupt influence of these networks, thereby un-
dermining the proper management of SOEs or
public agencies. This is especially dangerous
in regulatory commissions.

Revolving doors: when former public officials
are getting employed by companies which
they used to supervise. This can happen with
national or foreign-affiliated companies and
may be indicative of favours and services pro-
vided while in office.

Such cases should be made a topic of public
discussion to discourage further occurrences.

The above factors are manifestations and
enablers of Energy Corruption at the same
time. They rarely happen individually, rather
they often take place in various combinations,
indicating the general quality of governance
and accountability in the sector. These are
the signals that should be monitored and re-
acted upon by civil activists and international
partners.



Addressing Energy Corruption

Objectives

One can easily agree that corruption in the energy sector can be well described by the re-
nowned formula of Klitgaard, which says that corruption occurs when an agent has the monop-
oly of power over a service or a client, has the discretion to make decisions, and is not account-
able: Corruption = Monopoly + Discretion — Accountability.” This implies that the conditions for
Energy Corruption can be eliminated through removing or controlling the monopoly, the discre-
tion of public officials and increasing their accountability while countering their activities in the
opposing direction. This can be achieved through:

Reducing government involvement in energy markets, energy trade and public pro-
curement. Award of projects and power purchase agreements should be conducted on
a transparent competitive basis (e.g. through independent PPP agencies) with the minimum
government involvement; government involvement should be minimized in the operations of
SOEs and the latter subordinated to the best industrial standards; the policy actions should be
conducted after proper analysis of alternatives,cost-benefit analyses and regulatory impact
assessments.

Truly independent and professional regulation not subject to illicit business or political

influences is key for controlling energy corruption. This should be achieved by effective
public control over appointments, proceedings and independent reviews of regulatory activ-
ities as well as their professional development and integration in international professional
associations and partnerships.

Stable, transparent and consistent primary and secondary legislation including laws,

rules, procedures and regulations. The consistent, clear and tested system of the EU En-
ergy Acquis introduced consistently with relevant secondary legislation (bylaws) can provide
clear guidance and framework for sector activities, as well as build trust and confidence of
market players and investors in the sector.

Robust sector and subsector strategies and action plans. Intensive internal analytical

work and its public outreach is a tool for reducing the discretion on priorities, projects and
measures. Consideration of alternatives and scenarios of development is also an educational
tool for policymakers as well as sector specialists, and a way of achieving a higher level of en-
ergy security more efficiently.

Improved governance and transparency of SoEs. The political interference in SoE oper-

ations should be limited to reduce the risks of Energy Corruption. Robust industrial and
business practices should be introduced, e.g. through the invitation of international manage-
ment consulting firms. Reporting and accountability procedures should be considered through
transparently selected supervisory boards.

A comprehensive approach is needed and the improvements in different areas should com-
plement each other to enhance the efficiency of the effort. Energy sector reform in line with
the EU Energy Acquis and best international practices is the most consistent way of achieving
these conditions. It should be supported by all progressive stakeholders who should coordinate
their efforts to minimize the obstacles to changes and maximize the scope and pace. Once im-
plemented properly and secured from erosion and backslide, energy reform is likely to achieve
all the above conditions. Continuous, routine work on compliance in line with the best industry



practice, analysis of the legitimacy of state actions and policies should be performed by a qual-
ified, well-informed and highly motivated civil society. They should be well aware of the existing
elite networks, their influence, roles and relations, their interactions with neighbors in the re-
gion. Political parties, parliamentary oversight and the international community supporting the
development of these countries should be involved and coordinated.

The support of donors and IFls, as well as partner countries, is a crucial factor in addressing
energy corruption. The regular process of public consultations should be conducted by these
important stakeholders to exchange information and gradually increase the awareness and
qualification of civil society to address energy corruption. However, the final success of these
undertakings also largely depends on the strength of the existing elite networks and their unity
in defending the status quo.

The importance of systemic work against the corruption-enabling environment does not di-
minish the importance of identifying and condemning concrete cases. Public control and jour-
nalistic investigations of corruption cases should be intensified. The scope of investigative
journalism should be extended to cover the cases of deliberate erosion of the legal environment
and the creation of grey areas and loopholes for corruption. The results of journalistic investiga-
tions should be widely publicized to create public pressure and to ensure the uncompromised
handling of such cases by the relevant authorities.

For practical purposes of public oversight, we suggest that corruption in the energy sector
should be alleged once a combination of the following wrongdoings is identified by civil society
and journalists: 1. A non-competitive decisionmaking under the monopoly and discretion of pub-
lic officials;’ 2. Potential detrimental effect on public interest relative to other opportunities; 3.
Concealed information and the lack of credible explanation from the officials involved.

This definition encourages further scrutiny into enablers and consequences of energy cor-
ruption, opens doors for discussion while avoiding outright accusations. It also includes cases
where the motives of wrongdoing or inaction are resulting from insufficient capacity or motiva-
tion.

Systemic Traps in Fighting the Energy Corruption

The analysis of country cases indicates some common features of Energy Corruption that may
be characteristic of the phenomenon of corruption in general and be reflective of underlying
systemic structures and relations. Some of these factors are listed below.

Dynamic Balance

The actual level of Energy Corruption in a country results from opposing tendencies: emerging
corrupt activities by officials and their affiliates, public condemnation” and prosecution or sim-
ply expiration of cases. There is a systemic positive feedback loop,” where new acts of corrup-
tion open up new opportunities for more corruption and unless acted upon may create public
and cultural acceptance (tolerance), while the persecution and condemnation would discourage
its new occurrences.

It is important to maintain a continuous and active process of monitoring and challenging the
cases of Energy Corruption to avoid its inevitable growth and associated harm to society.



The number of revealed cases of corruption does not reflect its actual spread, but simply in-
dicates the prevailing trend: the absence of identified and condemned or prosecuted cases
may be simply a symptom of weak anticorruption activity and high public tolerance rather than
the absence of corruption. This should not be the reason for the inactivity and consent of civil
society. On the opposite, the widely publicized cases of punished corruption may indicate the
effectiveness of control rather than the high level of corruption in the sector.

Private Benefit vs Public Loss

Stakeholder mobilization for anti-corruption efforts is challenging in the energy sector since
the incremental corruption damage to an individual customer may seem insignificant, while its
proceeds may deliver colossal gain to a small group of beneficiaries. For instance, an unjustified
increase in energy tariff (AM) may be insignificant for individual customers, but in total it may
generate tens of millions of profits to particular energy companies. It is difficult to initiate com-
mon action against the abuse of the common good. Continuous awareness-raising and civic
education are needed to overcome this challenge.

Asymmetry of Power and REsources

Energy Corruption provides income to influential people, who are well-positioned, better in-
formed and resourced to defend their interests, versus unorganized and less informed citi-
zens who pay the actual cost of corruption but individually have much less influence. The fight
against the Energy Corruption led by NGOs and civic activists is often sporadic, focusing on
individual cases rather than on enabling factors. It depends on donor funding and is often con-
ducted with insufficient information and technical expertise.

To address this asymmetry, the circle of interested stakeholders should be broadened to in-
clude wider society, businesses, opposition politicians. The support of international partners
and the momentum of political processes, e.g. the EU association process, should be used as
a driving force.

Variety of Motives

There is a fine line between corruption and other motives like the lack of skills and capacity,
insufficient courage and strength to oppose the illicit pressures, negligence, or other factors
that may result in damage to the public interest. The differences are especially hard to tell once
there is vague guidance from legislation, ambivalent rules, strategies, and plans, or poorly de-
fined responsibilities of officials. However, concrete legal qualification given to wrongdoing is of
secondary importance, once it has harmed the public good.

The public reaction should be equally strong irrespective of these specifics, leaving the legal
treatment of the matter to the judiciary.

The Time Lag: Future Costs Versus Today's Gains

lllicit transactions (e.g. embezzled loans, unjust PPAs) often entail medium and long-term lia-
bilities but are usually not reflected immediately on the current budget or the lives of the citi-
zens. This helps the corrupt deals to avoid immediate focus and scrutiny from the public and
parliamentary bodies who are predominantly focused on urgent problems. Citizens may be less
attentive to future societal damage, while for the participants of corrupt deals the benefit is of



immediate and sizeable interest. A typical example can be a PPA with an inflated price that can
help mobilize higher financing and represents a financial asset itself.

Strict procedures and oversight by civil society and international agencies over the allocation
of sovereign guarantees are necessary to counter this tendency'.

Visibility and Success Stories

Government officials as well as IFls providing financial and technical assistance are genuinely
interested in project implementation, which can be reported as a success story. This may some-
times weaken their attention to project shortcomings and make them blind-eyed to deficiencies
in strategic justification, technical quality, and observance of environmental and social stan-
dards”. Project sponsors may tend to diminish the size of problems, inefficiencies, or potential
damage to the public interest. There is a similar tendency in relations of public entities with
monopolistic quasi-commercial suppliers (Gasprom, InterRao, or SOCAR in the case of Georgia)
where the achieved agreements are presented to the public as a great success.

The public should be aware of this tendency and request independent assessment and scruti-
ny of such projects and agreements.

These and similar “systems traps”~ should be taken into account while discussing Energy Cor-
ruption and designing the actions for its elimination.


https://bit.ly/3pXXQRk

Conclusions & Recommendations

Corruption in the energy sector is a common phenomenon observed in all developing, energy
importing countries included in this publication. The overall extent of Energy Corruption de-
pends on the quality of governance, accountability practices, institutional development of the
energy sector, and public tolerance of corruption. Regardless of the form and scope of energy
corruption, it undermines energy security, sustainable development and the national geopolit-
ical interests of the countries. Different types of Energy Corruption may coexist and create a
complex system of favors and benefits feeding the interests of elite networks.

The similarity between cases in different post-socialist countries allows for identifying the com-
mon taxonomy of Energy Corruption and the possibility of experience sharing between the
countries.

Given the complexity and a wide scope of energy as a policy area, corruption in the energy
sector doesn’t involve only individual public officials. This is a systemic phenomenon enabled
by the general conditions of governance, transparency and public tolerance, and conducted
predominantly through the activities of elite networks of colluded business and political actors,
who create and utilize the conditions of governance deficit.

Confronting Energy Corruption is a continuous task that entails fighting against specific cas-
es and simultaneously stamping out the corruption-enabling environment. This requires an in-
depth knowledge of specifics of the energy sector and understanding of its policies.

The effects of Energy Corruption are multiple and diverse. They can range from increased en-
ergy costs and deteriorated service to consumers to significant budgetary loss, hindered eco-
nomic development, environmental damage, and ultimately to undermined state sovereignty
and national geopolitical interests. Energy Corruption erodes the trust and morale of societ-
ies, discourages economic cooperation and democratic development. The multiple damages to
public interest may occur simultaneously and have a cumulative effect.

Thus, addressing Energy Corruption can generate multiple benefits. It is also a systemic un-
dertaking complicated by asymmetries of power, information, motivation and resources of the
actors involved. Its success can be achieved through a combination of:

+ Quality legal and regulatory framework. Energy reforms in line with the EU Energy
Acquis and/or the best industrial practices are a systemic solution to most corruption
problems. Such reforms envisage the establishment of good governance, transparen-
cy, accountability and market competition in the sector.

- Introducing sound commercial practices through privatization to strategic investors,
and management of state-owned enterprises by leading international companies that
can bring genuine commercial interests, high industry standards, investments and new
technologies to the sector.

- Formulation and strict adherence to national priorities and country strategies in order
to create the accountability framework and protect policymakers from political and
corrupt pressure while pursuing national interests. This entails the development and
incorporation of adequate analytical and research capacity.

+ Monitoring and control of specific corruption cases and enabling environment; moni-
toring and reacting to the “Red Flags” as indicators of the corruption-enabling environ-
ment; developing anti-corruption monitoring tools.

The momentum created by the EU Association Agreements, popular movements and election
campaigns should be utilized to overcome the potential obstruction of these networks against
transparency and energy reforms.



The following objectives should be pursued to successfully control energy corruption:

Reinforce general anti-corruption
activities and initiatives

- Reinforce transparency and good gov-
ernance practices and anticorruption
activities including advocacy, investi-
gative journalism, the establishment of
parliamentary and civil society over-
sight to limit the possibility of the most
common forms of energy corruption.
Utilize the existing tools and anti-cor-
ruption initiatives, such as TI1, OECD2,
OGP, EITI.

Create accountability frameworks

- Proper metering and billing at all levels
is the foundation for sector develop-
ment and accountability. Investment
in metering and data systems should
be expediently enforced wherever still
imperfect.

- Transparency of energy data, statis-
tics and corporate information (where
appropriate) should be enhanced. The
Energy Transparency Index~ or similar
benchmarking tools can be used for
cross-country comparison and encour-
agement of data availability. Confiden-
tiality of data should be reduced to a
necessary minimum.

- Strategies and action plans, policy
guidelines should be developed to limit
the arbitrariness in decision making;
an accountability framework should be
developed to enable public and parlia-
mentary monitoring and control.

- Legislation should be rectified to
create clear rules and procedures,
systems of monitoring and oversight,
delineation of responsibilities between
policy and economic actors, to mini-
mize loopholes and grey areas en-
abling illicit activities.

Actions aimed at establishing the conditions
for arbitrary decision making, unbalanced
rights and responsibilities, vague provisions
allowing free interpretation should be consid-
ered as deliberate acts of creating opportuni-
ties for corruption.

Enable public and parliamentary
control

- Capacity building of parliament and
society should be intensified to allow
their meaningful engagement in con-
trolling Energy Corruption and pro-
moting transparency, accountability,
good governance and sound regula-
tion. Reputable organizations should
be fostered. Public awareness about
technical, organizational and econom-
ic issues should be increased to gain
wider popular support for reform and
anticorruption activities.

- Conduct an annual independent ener-
gy policy review to monitor:

- Achievement of stated priorities
and strategic objectives, annual and
program budgets, sector financial
performance, operation of SOEs
and other indicators;

- The integrity of legislative
framework, legislative initiatives
and specifically their effect on
transparency, accountability and
good governance;

- State capture diagnostics for
assessment of capture risks and
key governance deficits in the
energy sector.

Empower energy regulators and
ensure their integrity

+ Minimize political interference with
regulatory commissions;

+ Minimize the likelihood of political ap-
pointments and maximize professional
standing and regulatory independence
of regulators;

+ Refrain from amendments and devia-
tion from established standards of the
international legal system. Engage the
regulators in international professional
networks and exchanges.

+ Increase their administrative and
financial capacity, and remove politi-
cal appointments that do not comply
with conflicts of interest and technical


https://www.transparency.org/en/corruptionary
https://www.oecd.org/corruption-integrity/about/
https://dixigroup.org/en/comment-cat/2020-years-2/

qualification standards.

- Establish regulatory independence
and integrity as an untouchable high
standard in society.

Improve the strategic capacity of the
government and energy ministries

- Sound energy strategies developed
with the participation of policymak-
ers, using quality data and research,
based on sound analytical methods
and capacity may lay the foundation

for sound policies capable to withstand

external political and corrupt pres-
sures.

Improve the management of SOEs

- Management of SOEs should be up-
graded to the best industry standards
to create safeguards from corrupt
influences of political and business
elites;

« Introduce corporate governance stan-
dards for the energy sector SOEs in
line with the best international princi-
ples, such as the OECD Guidelines on

Corporate Governance of State-Owned

Enterprises;

- Conduct a corporate governance as-

sessment study and consider involv-
ing the leading international energy
companies to manage and upgrade the
SOEs to the best industry standards.

Promote competition in the energy
markets

- Conduct the privatization of less

critical assets and companies in gen-
eration and distribution to strategic
international investors and reputable
companies capable of introducing
investment and new technologies, en-
gaging in genuine market competition
and assuring market liquidity.

Open up the transparent market for
energy traders and suppliers, establish
the competitive procedures for energy
import, transit and power exchange.

Strengthen cooperation with
international partners

- Increase involvement of international

development agencies and the Ener-
gy Community Secretariat in setting
up proper safeguards against energy
corruption.

These objectives can be most efficiently achieved through reforming the energy sector in com-
pliance with the well-established system of energy legislation, notably the EU Energy Acquis.

Civil society

Civil society should play a greater role in monitoring and preventing Energy Corruption. Some
specific objectives for anti-corruption activities include:

+ Introduce Energy Corruptioninto a - Shift the burden of proof to the in-

wider public discourse and political
debate, highlight it as a systemic
issue. Include academic, research
institutions and think tanks in the
discussion. Support the exchange and
networking of progressive stakehold-
ers. Involve businesses, politicians, a
wider circle of NGOs, youth and young
entrepreneurs. Use the debate in the
pre-election period to widen the circle
of informed stakeholders. The phe-
nomenon of Energy Corruption and its
enabling environment has to be widely
acknowledged as harmful and danger-
ous. The emphasis should be placed
on the elimination of enablers and
monitoring of the red flags.

cumbents. Once there is a likelihood
of damage to public interest combined
with concealed information and lack
of credible explanation from public
bodies, it should be named corruption
unless proven otherwise.

Increase the CSO capacity to engage
in the discussion of regulatory and
strategic issues, which are part of the
energy reform. Establish cooperation
and networking between the NGOs
specialized in various areas to cover
the interdisciplinary field of energy
policy. Include the NGOs analysts and
scholars working on policy, environ-
mental, economic, social and security
issues.



- Support privatization to strategic inter-
national investors capable of bringing
the needed investment, technologies
and sound business practices to ener-
gy markets.

- Widen the scope of investigative jour-
nalism to cover the cases that create
enabling environment while continuing
to investigate concrete instances of
Energy Corruption.

Build coalitions and networks. Energy
Corruption is in most cases conducted
through elite networks, therefore there
is a need for a strong and consistent
opposition, which can involve a wide
group of international and local stake-
holders.

Donors, IFls and the international
community

- Strengthen coordination with the
goal to improve the governance and
accountability in energy sectors of the
receiving countries.

- Increase the knowledge and analyti-

cal capacity of CSOs, think tanks and
anti-corruption NGOs to be able to
understand and counteract the energy
corruption. Increase an emphasis on
systemic analysis of energy legislation,
development of sound strategies and
their enforcement in each country. De-
velop a set of indicators for monitoring
Energy Corruption.

Require the funded projects to be
awarded through transparent com-
petitive procedures and be support-
ed in line with sound strategies and
policies. Establish tighter safeguards
and scrutinize supported projects to
exclude a corrupt component.

Support projects for attracting the
leading international industrial com-
panies to the management of SOEs
and bringing them to high standards of
industrial corporate governance.

- Support international cooperation and

exchange on energy corruption, the
development of anticorruption assess-
ment and monitoring tools.

To advance the work on Energy Corruption it is recommended to develop monitoring,
assessment and research tools with a focus on the energy sector

- Develop a methodology for the assessment of Energy Corruption that will enable an
in-depth analysis of legal, regulatory and policy framework and practices, will identify
the governance deficiencies, loopholes and grey areas in the sector. Develop KPIs and
tools for parliament and society oversight over the energy sector governance.

- Conduct a detailed inventory of the energy sector in each country concerned. The
framework for such an inventory can be based on the previously developed list of cor-
ruption enablers and monitoring tools.

- Conduct a legal study of commercial secrets and confidentiality clauses in the energy
sector; define a clear framework and best international standards for engagement of
state entities in commercial transactions.

- Scrutinize intermediary companies working in energy imports in order to understand
their relevance, markup and commercial practices.

Country-specific recommendations can be found in the country case studies presented below
in this publication.
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Introduction

Country Profile

Armenia is a parliamentary democratic republic with a population about 2.9 million. For about
two decades, the country was governed by an authoritarian kleptocratic regime that managed
to seize and maintain political and economic power through falsification of electoral processes
and results as well as the capture of the state — putting the country’s economy, policies and
institutions in service of the interests of oligarchic clans.

In late 1990s and early 2000s, Armenia carried out privatization of state companies and prop-
erty, including energy assets. Most parts of the privatization processes served the interests of
companies, while causing significant damage to the country’s economy as well as to the nation-
al security and sovereignty.

Armenia became an upper middle-income country in 2018." Yet, the country still faces sever-
al development challenges, including the economy’s heavy dependence on commodities, per-
sistent poverty, and unemployment — which was 18.5% in 2019.

Since January 2015, Armenia has been a member of the Eurasian Economic Union. In November
2017, the country also signed a Comprehensive and Extended Partnership Agreement with the
European Union.

The Velvet Revolution in Spring 2018 ousted the former regime — widely seen as corrupt — and
brought aspirations for change in the values and philosophy of governance to a more peo-
ple-centered approach. At present, the new Government of Armenia (GoA) is taking some bold
initiatives to solve multiple political, economic, and social problems created by the previous
regime.

Energy Sector

Sources of energy produced in Armenia mostly come from natural gas and nuclear fuel import-
ed from Russia, while the main domestic energy source is hydropower. Imports of oil and gas
cover 75% of Armenia’s fuel needs. The current energy policy focuses on development of local,
mainly renewable, energy sources trying to replace the nuclear power plant.

Production of electricity mostly meets domestic demand, which is about 6,5001 GWh annually.
The total operating capacity of all generation units is about 2,400 MW. Domestic electricity de-
mand is covered 37% through nuclear, 31.5 % through thermal, and 31.5% through hydropower
generation.

The transmission operator is a state-owned company High-Voltage Electric Networks (HVEN)
CJSC, which holds all the related assets within the country, though does not operate the sys-
tem. The transmission system of Armenia is connected with Georgia, Turkey and Iran.

Distribution is done by Electric Networks of Armenia (ENA) CJSC, which holds and operates
all the distribution assets within the country. The system serves about one million customers.
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Metering and collection are close to 100%.

The power system is dispatched by an Independent System Operator, which is a separate, gov-
ernment-owned company called Electro Power System Operator (EPSO) CJSC. The data collec-
tion and control system has been installed on power generation units and 220 kV substations.

The regulatory body in the sector is the Public Services Regulatory Commission of Armenia
(PSRC), which issues licenses for wholesale power market participants, including import and
export transactions, sets the tariffs for generation, transmission, and distribution, including
end-user tariffs and service fees, sets tariffs for imported electricity, sets the market rules and
distribution rules, and provides concessions for vulnerable customers.

Armenia’s power market is not competitive. There is only one power Distribution Company,
which does not leave any choice for the customers. There are no clear rules guaranteeing third
party access to transmission and distribution networks. There are no market rules for balancing
deviations between contracted and delivered amounts of power. There are no strict regulatory
mechanisms to protect vulnerable customers, hence GoA uses targeted social support schemes
to protect such customers. Attempts have been made over the past three years to amend the
Energy Law to improve the framework for competitive market tools, but so far nothing has
changed.

Alleged Corruption in the Energy Sector

The energy sector, with its colossal circulation of money (gas supply ~ $ 500,000 million and
electricity ~ $ 350 million a year) and significant so-called “losses” (~ $ 80 million a year),” has
always been considered to be “a dark area” for the public because of its closed nature and lack
of information.

About 2.4 trillion AMD (~4,78 billion USD $, between 1988-2019, or 24% of total investments.)
investment has been made in the sector between 1988-2019 (~ 24% of total foreign investment
flows in the real sector)” only partially served their purpose and some part is believed to be
stolen through corruption schemes.

One of the major problems of the energy sector relates to the tariff setting. Armenia has one
of the highest shares of inexpensive hydroelectricity generation, the lowest share of expensive
natural gas generation, and a high share of inexpensive nuclear power generation, and yet, it
has the highest electricity tariff among comparable countries. Given the background of ques-
tionable privatization of energy assets, closed decision-making processes, and unexplained
losses, tariff-setting is viewed as a problematic policy arena.

According to a World Bank report, the Armenian energy sector has a growing financial gap that
was due to (a) incurring expenses and lending/borrowing for non-core business activities; (b)
non-payment by ENA; and (c) below-cost recovery tariffs. The current reality reflects persistent
inefficiencies in the government, weak rule of law, poor regulatory quality, and alleged wide-
spread corruption in the sector.
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Case Description

Given the risks of corruption in the country and questionable privatization of energy assets, high
tariffs for energy services are largely believed to be calculated and applied in a way to benefit
energy companies rather than the state or its consumers, and to be based on political expedi-
encies and corrupt deals. Such public distrust is supported by a number of cases, as described
below.

Electrical Networks of Armenia

Electricity distribution and supply are ensured by ENA, which is comprised of four companies.
ENA's privatization has been one of the longest and most scandalous deals, lasting about 2.5
years and carried out under direct pressure from Moscow.

Once Armenia decided in April 2000 to disqualify a Russian Gazprom-related company ITERA
from bidding for ENA, because it did not meet the requirements of the announced international
tender,” Gazprom demanded immediate payment of Armenia’s $16 million gas bill and threat-
ened to stop gas supply completely unless Armenia cleared its debt in less than a month. Ro-
satomenergo, a Russian company running a group of nuclear power plants that hoped to join
ITERA in buying ENA, accused the Armenian government of discriminating against the Russian
businesses. The Russian Ambassador to Armenia declared that the decision to prohibit ITERA
from participating in the tender contravened the Russian-Armenian agreement on deepening
economic cooperation. Ultimately, pro-Russian forces in the parliament managed to sabotage
the passage of relevant laws, which in fact terminated the privatization process.

The process recommenced in 2001 with some looser tender requirements. The new tender re-
vealed that the Western investors lost their interest in ENA. Eventually, in August 2002 during
the second round of tenders, ENA was sold to the only bidder - the British-registered Midland
Resources Holding. However, the latter appeared to be a proxy and in merely three years it
“sold” ENA to its Russian owner — Unified Energy Systems joint stock company (RAO UES).

Since 2005, the tariffs on electricity have been changed several times - rising from 25 AMD
($0.054) per kWt/hour in 2005 to 40 AMD ($0.084) per kWt/hour in 2020. PSRC failed to con-
duct due calculations and ensure justifications for the increases requested by ENA.“ ENA's loss-
es included unreturned debts from: forced financial transfers to Nairit and Vanadzor chemical
plants; transfers to Yerevan Thermal Power Plant, Vorotan Cascade and High Voltage Electric
Networks;* payments to foundations controlled by high-ranking officials;” and unpaid bills by
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customers from the circles of high ranking officials who have not paid electricity bills for years.
PSRC accepted ENAs unexplained technical losses (12-18%), inflated purchases, and irrelevant
credit funds within the structure of the tariff. In Armenia, until 2016, the electric power transmis-
sion and distribution losses were high at 11-14% of electricity output.

In June 2015, PSRC approved the application of ENA to raise electricity tariffs by 16% starting
on August 1, 2015. This decision led to widespread discontent and civic unrest known as “Elec-
tric Yerevan,”” which along with tariff issues brought to the public agenda the inefficiencies of
ENA.” The protests managed to reverse the price hike and prompted the sale of ENA from RAO
UES to the Tashir Group - a Russian company owned by a person of Armenian origin, Samvel
Karapetyan. Starting on April 14, 2017, Tashir Capital and Liormand Holding Limited own 70%
and 30% of ENA, respectively.

Dzora Hydro-Power Plant

Dzora Hydro-Power Plant (HPP) CJSC, with a capacity of 26.4 MW and an estimated cost of
about 2 billion AMD ($4 million) was subject to privatization according to the 2001-2003 pri-
vatization program. However, the very first amendment this program removed the property
from the list. In May 2001, the GoA removed it also from the balance of the Ministry of Energy
and transferred its management to the Ministry of Defence, at the time headed by Minister
Serzh Sargsyan. In December 2010, the government allowed Dzora HPP to sell the power plant
to Dzoraget Hydro LTD, a company that had been operating for only two months.” To lay the
groundwork for this sale, the tariff for a unit of electricity generated by the Dzora HPP — which
had provided more than $2.5 million in profit to the defense system in 2006-2010 - was reduced
in 2009 from 13.9 AMD to 2.7 AMD, potentially in order to create grounds for selling a non-prof-
itable company at a price below the estimated.

In 2011, the government made changes to legislation, which raised the threshold for “small
HPPs” from 10 to 30 MWHt, according to which Dzoraget was recategorized as a small HPP. As a
result of this change, the price of its electricity output climbed from 3.42 AMD to 25.4 AMD per
kWh (including VAT) - generating about 1.5 billion AMD ($3.1 million) in profit for the company
while imposing additional costs for ENA, which were transferred to consumers through a tariff
increase. In 2011-2018, the HPP operated with large profits, generating a cumulative revenue of
more than $29 million.

It was later revealed that Dzoraget Hydro was linked to Mikael Minasyan, the son-in-law of
then-president Serzh Sargsyan. Currently there is a pending criminal investigation of the abuse
of power by the head of PSRC and two other members of the commission in relation with the
decisions made on Dzoraget - reduction of tariff, sales, increase of the category threshold that
made the tariff to increase and generated extra profits.
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High Voltage Electrical Networks

High Voltage Electrical Networks CJSC (HVEN), which owns the 110-220kV electricity transmis-
sion energy network, is responsible for transmission of electricity in Armenia, sale of electricity
to the distribution company (or immediately to consumers) and export of electricity. HVEN is
also authorized to build wind power plants and generate electricity from wind.

In 2005, HVEN funded the construction of an Iran-Armenia gas pipeline — and the cost of one
of its sections - 6.1 billion AMD (13.6mIn USD) - - was included in the tariff, approved by the
PSRC. Presumably under pressure from Gazprom, the Iran-Armenia pipeline ended up having a
diameter of only 700 milimeters, which meant that it could no longer serve as an alternative to a
Russian gas pipeline, as had been originally envisioned. Still, in 2015, this pipeline too was sold
to Gazprom.’ In 2015, it was revealed that back in 2007, HVEN have sold a 40km of the section
of pipeline to the firm Armrusgazard for $40 million and even received a $30 million advance
payment.” Based on the sale of this section of the pipeline, HVEN recovered the costs of its
initial investment in the construction of pipeline and, based on this cost recovery, could have
removed it from tariff charges® -- however this was not done.

In 2017, the GoA handed over oversight of HVEN to Tashir Capital CJSC“ and in April 2018 ap-
proved HVEN's 25-year trust management program.” After the 2018 Revolution, the Minister of
Energy announced that the GoA was terminating this trust management agreement because
some provisions in the agreement were not favorable for Armenia.” Meanwhile, Tashir Capital
CJSC claimed that it has itself abstained from taking over HYEN management, because it was
not considering it as a source of profit, but rather as a means to influence the tariff.” In June
2018, the GoA annulled its own decrees related to HVEN trust management and approving the
trust management program.

Armrusgazard (Gazprom Armenia)

Armrusgazard CJSC — which became known after 2013 as Gazprom Armenia — was established
in 1997 as a joint venture between the GoA (45% share), Gazprom (45%) and ITERA International
Energy, LLC (10%). Over several years, GoA shares decreased to 20% and in 2013, through a
highly suspicious process the government sold the rest of the shares to Gazprom.

Three major gas agreements outlining the deal were signed on December 2, 2013 during the
visit of Russian President Vladimir Putin to Yerevan. His visit was accompanied by civic unrest,
with about 1,000 people detained by police. Agreements were ratified by the National Assembly
on December 23, 2013 in the midst of a rally by oppositional political parties and civil society
groups.

After signing the Armenian-Russian gas agreements, not only did Armrusgazard became an
entirely Russian property, but Armenia also committed to assure Gazprom rights and interests


https://www.azatutyun.am/a/27051397.html
https://www.azatutyun.am/a/27051397.html
https://www.azatutyun.am/a/27051397.html
https://www.azatutyun.am/a/29259393.html
https://www.azatutyun.am/a/29261946.html

in Armenia until the end of 2043 plus fixed gas prices for 5 years.’ The agreement also deprived
Armenia of an ability to carry out its own policies in areas such as gas acquisition, transportation
and other works until the end of 2043.

Over 2005-2018, the revenue of Armrusgazard / Gazprom Armenia quadrupled (Figure 7). For
several years, Gazprom has sold gas to Armenia at relatively low prices, while domestic prices in
Armenia have been much higher. Accounting for the fact that up until 2014, Armrusgazard CJSC
was making losses or had very little profit, one may conclude that the difference between low
import prices and high tariff of gas supplied to consumers was used to compensate for costs
associated with inefficient management.

Figure 1. “Armrusgazard”- “Gazprom Armenia” CJSC profits over 2005-2018, AMD billion
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As the figure above reveals, beginning in 2014 the total profit of Gazprom Armenia CJSC sharply
increased. In 2005-2013 the company had a gross loss of 31.9 billion AMD ($82.6 million USD)
compared in 2014-2018 to a gross profit of 111.7 billion AMD ($232.7 million).

Cross-Case Analysis

Comparison with similar post-Soviet countries indicates that energy tariffs in Armenia are rel-
atively high.” Such comparison using 2016 data particularly shows that the electricity tariffs in
Armenia should be in the range of 34-35 AMD instead of 48.98 AMD per kWh/hour or even low-
er, if the analysis accounts for Armenia’s relatively cheap nuclear energy production and the low
production and distribution losses in Armenia. The 14-15 AMD difference between these two
figures, or approximately 40% markup over the expected tariff, can be seen as the “corruption
mark-up” effectively charged to the population.

According to expert estimates, between 2013-2019, an average of $100-120 million per year
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was stolen from payments for electricity used for personal and industrial purposes by the cit-
izens of Armenia. The calculations were made based on the PSRC annual reports on the elec-
tricity sector,” whereas the electricity supplied by ENA was separated from the total amount of
electricity produced (5.6 billion kWh out of 7.6 billion kWh per year on average).

Schemes involving alleged corruption have operated as following:

- For years overpriced purchases have been made in the system, with these costs always
being passed on through tariffs;

« Various large-scale projects or costs related to other assets were presented as expens-
es but not actually carried out — yet the funds were “written off”.

- In one instance, an asset was “written off” as useless property, but was then easily re-
paired and sold at a high price; that cost was again included in tariffs.

- In another case, unfinished construction work was categorized as an investment made
and included in the tariff.

- Several LLCs operated in the energy sector that were affiliated with high-ranking of-
ficials. These companies received orders for millions of dollars in supplies of goods or
services, supplying those goods at much higher prices than the market.

+ Bribes paid to the government officials by the energy companies in order to receive
favored treatment and passage of laws that allowed companies to profit handsomely at
the expense of money received from the population through unreasonably high tariffs;

According to some estimates, YEARLY GDP T

today’s tariffs, losses for the
population from these corrupt
practices total at least $250 million
per year — with production at
approximatley 7.8 billion kWh per
year — which translates to 2.5% of

Armenia’s GDP. 2 . 5%
=22
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Enabling Environment

A key factor that contributes to corruption risks in the energy sector has been the lack of trans-
parency of decision-making.

Transparency of Decision-Making Processes

Decision-making processes related to the energy sector have been generally closed and inac-
cessible for the public scrutiny. Public contracts are generally non-transparent in Armenia and
there is no legal requirement to publish them. For example, the increase in Gazprom gas prices
set out in a 2008 contract’ was not revealed to the public for five years, until the signing of in-
tergovernmental agreements during the visit of President Putin in 2013.

Information about beneficial owners is also not sufficiently transparent. While information about
founders of limited liability companies (LLC) is accessible at - free of charge
for journalists and costing about $6 for any citizen — information about shareholders of closed
joint stock companies (CJSC) is kept at the Central Depository of Armenia and is not accessible
at all.” According to recent reforms, the government is taking steps to ensure transparency of
beneficial ownership, however at the moment it is somewhat accessible only for the mining
sector.

Methodology of Tariff Calculation

One of the reasons for the existence of potential corruption schemes is the methodology of
calculation of tariffs, which is prescribed by the Energy Law.” This methodology, developed
by PSRC, is based on the principle of calculating the expected profit margin and providing that
necessary income to the company.

The tariff structure is as follows:
- Large generation tariffs are differentiated by capacity charge and energy price. The
current average wholesale tariff, inclusive of Value Added Tax (VAT), is about $0.049/kWh
(23.5 AMD/KWh);

- renewable energy is regulated by a price cap tariff methodology with an annual
recalculation formula that adjusts for inflation and exchange rates;

- transmission tariffs for wholesale market and export (although fixed on the same basis)
are about $0.02/kWh (1.0 AMD/kWh), inclusive of VAT;

- EPSO tariffs are defined as monthly service fees and as a separate electricity price for
export;
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- Distribution tariffs are not set yet. The absence of a proper legal framework artificially
restricts consumers’ rights to import electricity from neighboring countries;

- End-user tariffs are differentiated by voltage levels for day and nighttime tariffs. There
are no capacity charges, peak tariffs, or service fees. As a result, customers have no
responsibility for defined capacity charges for large generation;

- The average difference between day and night tariffs is insignificant: for high voltage
customers (i.e., 35 to 110 kV), it is only 12% and, for middle (6 to 10 kV) and low voltage
(0.22 to 0.4 kV) customers, it is only 26%.

The current methodology of tariff-setting allows businesses to make money through various
corrupt ways, e.g. include charging for unfinished works, inflating service costs, and billing for
personal expenses. As the methodology does not motivate cost-savings, there is no decrease
of tariffs over time and the PSRC appears to simply agree with any tariff proposal submitted by
a company.
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For many years this methodology has allowed the PSRC to approve any applications submit-
ted by energy companies. Though the PSRC argued that it has maintained a balance between
consumer interests and companies, in fact it mostly satisfied the claims of companies, while
the rejection of a few applications mostly to perpetuate the appearance of “independent” deci-
sion-making. The Commission instead appeared interested in raising prices and strengthening
the position of monopolies — whether in energy, water supply, or telecommunications. Criticism
of such practices over the years has not received much attention. Even proposals made by an
ad hoc committee of the National Assembly, charged with studying the gas supply system in
2016, remained unimplemented.




Assessment and Possible Remedies

High tariffs have serious economic and social implications. Given the weak social-economic
situation in the country — with poverty rates of 23-25%' — the excessive unjustified payments
for services and so-called transaction costs (including bribery for non-payment of electricity
consumption) have created serious limitations for the competitiveness of the economy, the
social well-being of the population, and the prospects for further development of the energy
system.

- High electricity tariffs reduce the household income available for spending on food
and other necessities and contribute to an increase in poverty.” Using Armenian
household expenditure data, the World Bank (2014)° has found that:

+ energy spending is already estimated at 10% of total household expenditures, which is
considered the “energy poverty level” internationally;

- As aresult of 2013 gas and electricity price hikes, energy expense share increase was
highest for the poor (by 13.6 %);

« The tariff hikes are estimated to have increased poverty by 3%.

Another study (2013) finds that the poverty rate in Armenia was projected to increase by 6% as
a result of energy tariff increases.

Compared to others in the region, the share of electricity expenditures in Armenian house-
hold incomes tops 5%, which is the highest among Commonwealth of Independent States (CIS)
countries (where the average is 2%), conditioned with the relatively low income of the popula-
tion (Figure 2).

Figure 2. Share of electricity expenditures in household income structure (kWh / person per
monthly)
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While there have not been more recent studies conducted, the picture likely has not changed
significantly, given the fact that: a) the level of poverty in Armenia has not changed significantly
during the period mentioned and b) the share of utility expenditures as a proportion of house-
hold budgets remains the same.

The tariff methodology based on net profit margin does not provide sufficient incentives to the
utility companies to minimize their expenditures or optimize costs. On the contrary, the guaran-
teed return principle may provide an incentive for overspending and inappropriate investment
especially if there is also a possibility of corruption in procurement. The investments are not
properly controlled by the regulatory commission, which tends to encourage tariff increases
and may take part in profits.

Certainly, there may be objections and examples of a number of countries where this method,
called “RAB-based regulation”’ (regulatory asset base regulation) is used. This method is appli-
cable in countries with non-corrupt, transparent, and strictly controlled mechanisms.

Taking into account the huge political changes that are taking place in Armenia after the 2018
Revolution, one of the main goals of which is to eradicate corruption, the “price cap”” method
(used in Poland, Sweden, Turkey and a number of other countries) could be used more effec-
tively. It is necessary to move beyond the principle of profitability of the business of the regu-
lated company (rather than the profitability of the assets) in order to keep the companies from
unjustified investments. This will contribute to the reduction of prices of the services provided
by these companies. In fact, there is currently a similar agreement in force between the ENA
and the PSRC.

The energy system needs to be radically changed and the authorities need political will to do
so.

« The first task should be change to the + Second, there should be investiga-
legal framework governing the energy tions into potential corruption cas-
sector. The goal should be to make es. It should be noted that in some
the Armenian energy sector more instances, such as the Dzoraget HPP
secure in terms of its independence, and small HPPs, criminal cases have
diversity of sources, competitiveness already been initiated, and these
and efficiency. cases consider compensation for the

large-scale damage caused to the
state.

It should be noted that the GoA has presented to the public a plan for a new strategy for the
development of the energy sector, which aims to ensure energy services that are free, compet-
itive, non-discriminatory; inclusive, diversified, more independent; predictable and transparent;
accessible, fair to all, sufficiently accessible to the vulnerable; as well as to attractive investors.
The strategy envisages that by 2028 all consumers will be connected to the automated electric-
ity metering system, which will allow them to read the data of their commercial metering devices
remotely, making this data available in real time to both consumers and new retailers and market
operators. creating a favorable environment for the liberalization of the retail market in the way
of digitalization of electricity trade. It is also planned in the system to conduct a detailed cost
analysis on a monthly basis — with robust monitoring and application of effective internal control
mechanisms.


http://www.rosseti.ru/eng/clients/rab/what/
https://www.moneyexpert.com/gas-electricity/what-is-the-energy-price-cap/
https://www.google.com/search?q=price+cap+energy&oq=Price+cap&aqs=chrome.2.0l8.5389j0j7&sourceid=chrome&ie=UTF-8
https://www.24news.am/index.php/news/9952
https://www.azatutyun.am/a/29926242.html
https://www.e-draft.am/projects/2170/about

Recommendations

In order to eliminate corruption risks in the Armenian Energy System, price a fair tariff,
implement credit and investment programs effectively, and fully implement the functions
of the power system, it is necessary for the following actions to be taken by the National
Assembly of the Republic of Armenia, government and the PSRC:

- to apply a new tariff calculation methodology, which ultimately will ensure a more
affordable tariff and reduce corruption risks (e.g. shifting from ex-post adjustment
(analysis based on the company’s past actual costs) to ex-forecast (ex-ante)
regulation; setting the tariff and / or its separate components (cost level, profitability
rate, investments) for 3-5 years);

- to separate ownership of generation, transmission and distribution capacities in
the energy sector to prevent concentration, stimulate competition, and guarantee
economically justified prices and tariffs for energy services;

- to ensure compliance of procurement to the requirements of state procurement
regulations;

+ to apply salary restrictions to senior management of public service companies, and
align them with those of high-ranking state officials of the Republic of Armenia;

- to introduce market mechanisms in the field of electricity sales and liberalize the
electricity supply market, enabling consumers to choose their electricity supplier and
the respective tariff system;

- to substantiate and ensure transparency of energy companies’ incomes and
expenditures, including the those related to assets in the territory of Armenia;

+ to strengthen the capacity of the PSRC or create an alternative government unit
which will provide regular data for the calculation of natural monopoly tariffs;

- to accelerate the transparency of and public access to beneficial ownership of
companies, including information about shareholders of CJSCs;

- to ensure accessibility of all public contracts and other relevant documents related to
the energy sector as well as transparency of the work of PSRC;

- toinclude in contracts investment-related sections fixing the amount of investments,
purpose and the timetable;

- to improve analysis and verification of justifications for changes in tariffs proposed
by companies, including through development of financial models of companies and
introducing the practice of digitization of their revenues and expenses in different
tariff scenarios; conducting loss calculations based on methodologies proved to be
effective in other countries;

- ensure the organization of independent evaluation of PSRC decisions on a regular
basis with mandatory publication of evaluation results.

Reforming the energy sector in Armenia has the potential to not only curb corruption risks in
the system but also to bolster Armenia’s resilience and economic development, to protect the
environment, to reduce dependence on external energy sources, and to strengthen national
security.
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State Capture
Redux:
TurkStream and
the Triumph

of Energy
Dependence

in Bulgaria



Introduction

The Russian economic influence in Europe is centered on energy. The Kremlin has sought to
play European governments on one another, undermine or avoid common EU energy rules, ma-
nipulate and monopolize energy markets.’ It has sought to exploit governance loopholes and
lock in governments and local oligarchic networks in corrupt large-scale energy projects. The
pinnacle of this strategy in South East Europe (SEE) has been the development of the Turk-
Stream gas pipeline project. More than a decade after its launch, the project is close to being
completed. The project would have a significant strategic impact over Bulgaria as it will reduce
the country’s energy security and raises profound concerns about potential conflict of interest
and alleged corruption. It aims to ship 15.7 billion cubic meters (bcm) per year of Russian gas
from Turkey through Bulgaria, Serbia, Hungary and Austria. The project is a more limited version
of the now-cancelled South Stream pipeline that had the objective to transport 63 bcm/yr of
Russian gas via the Black Sea, and then on the same route in SEE.

Over the last decade, the project has successfully diverted the energy policy attention of SEE
governments away from the diversification of natural gas supply and the liberalization and in-
tegration of energy markets. To enable the construction of the pipeline, Russia has often taken
advantage of widespread governance deficits in energy decision-making and political corrup-
tion. Russia has leveraged limited diversification and liberalization, as well as the lack of inde-
pendence of regulators and deficiencies in the management of state-owned enterprises. The
two pipeline projects have benefitted from and contributed to further capturing of energy poli-
cy-making institutions and to the entrenching of oligarchic networks of influence consisting of
both Russian and local private interests with close ties to the government. These networks have
pushed for the development of the project with the expectation that companies linked to them
would receive public procurement contracts.

Completing the TurkStream pipeline will have a range of negative impacts on regional and Eu-
ropean energy security:

- preserving the dependence on Russian gas amid enormous and unnecessary infra-
structure spending feeding corrupt pro-Russian oligarchic networks;

- further amplifying Russian malign influence through the reinforcement of the state
capture of key institutions in the countries along the route of the pipeline;

- blocking of the liberalization and diversification of gas markets, including by prevent-
ing cheaper LNG supply to compete with Russian gas in Europe.

TurkStream in the European and Bulgarian
Energy Security Framework

The Russian energy and foreign policy campaign of circumventing Ukraine and expanding Eu-
rope’s dependence on Gazprom has proven successful. Despite the EU push for energy supply
diversification, the share of Russian gas in the European gas market steadily rose to 34% in
2019, up from below 30% a decade ago. While alternative supply is much more readily available,
most of Central and Eastern Europe remains excessively dependent on one supplier: Gazprom.
The Russian company has been able to retain clients through lower prices, in spite of price con-
vergence in the global market, and more flexible contractual terms. Gazprom has also success-


https://www.atlanticcouncil.org/blogs/new-atlanticist/deciphering-gazprom-s-pipeline-agenda-in-europe/

fully countered efforts for diversification with large-scale pipelines that would lock-in European
dependence on Russia at a time when natural gas is being increasingly relied upon to phase out
coal and nuclear.

Gazprom’s initial objective of circumventing Ukraine as the main transit country has been sup-
plemented by its aims to consolidate market share in Europe amid strong competition from LNG
and stagnating gas demand caused by improvements in energy efficiency and the advance of
renewables.” As part of promoting both Nord Stream and TurkStream, Gazprom has locked its
main clients in Western and Central Europe into new contracts, preempting their search for al-
ternative suppliers once existing long-term agreements expire in the early 2020s.

The strong support of Germany and other Western European governments for the implementa-
tion of Nord Stream’s second string has in practice made TurkStream inevitable and any coordi-
nated EU response against the project unlikely. While they might not be commercially viable (the
total investment by Gazprom to implement the projects is estimated at $115 billion?,?), the two
pipelines could be seen instead as a strategic investment in expanding Russia’s political influ-
ence in Europe.

Locking-in the gas
pipeline operator Blocking existing
inacostly long-term entry/exit points

Reserving 90%
of thegas

transmission
network

Preventing alternative
gas supply

Using intermediaries
to stimulate market
competition

Nord Stream Il has created a precedent, in which a politically-driven pipeline that does not con-
tribute to the diversification of the European energy supply receives a de-facto exemption from
the EU energy competition rules. The EU push for diversification away from excessive Russian
gas dependence that started in 2009 fell prey to the private interests of well-connected large
European energy companies that have benefited from the construction of Gazprom-led pipe-
lines. Paradoxically, the U.S. has remained the most consistent adherent to a common European
energy security policy despite the Russia-infused disinformation campaign in Europe claiming
that the U.S. is only pursuing the business objectives of its LNG exporters. In 2019 and 2020,


https://www.forbes.ru/biznes/386611-nepokorennaya-evropa-kakuyu-cenu-pridetsya-zaplatit-rossii-za-severnyy-potok-2

the U.S. government expanded the scope of sanctions against companies participating in both
Nordstream Il and TurkStream, which is likely to delay or even block the final steps in the im-
plementation of the two projects.” EU governments hosting the pipelines have protested the
sanctions.

In this context, the development of the Bulgarian section of TurkStream is also closely related
to weakness of the country’s overall energy security policy.” Despite three gas crises in 2006,
2009 and 2015, successive governments have not implemented the badly-needed measures to
improve the security of supply. As of 2019, Bulgaria still depended on Russian gas imports for
81% of its consumption. Bulgaria is also 100% dependent on the imports of Russian oil, which
has also translated into Russian dominance in the fuel market, as the country’s only refinery is
owned by Lukoil who also has almost monopoly status in distribution and storage. Although
the Bulgarian electricity generation mix is diversified, the country’s only nuclear power plant,
Kozloduy, producing around a third of the nation’s electricity, uses only Russian nuclear fuel.

Bulgaria has failed to achieve its energy security objectives. Despite strong political and finan-
cial support from both the EU and the U.S., the Interconnector Greece-Bulgaria (IGB) project,
initiated in 2009, has stalled for more than a decade. The IGB pipeline has been purposefully
sabotaged and delayed in the past decade including by companies close to Russia in Bulgaria
that have launched a series of attacks in courts and through regulators to make the project
non-viable.

Instead of working on supply diversification via alternative sources, the construction of Turk-
Stream has been consistently justified by many policymakers as a way of enhancing the coun-
try’s security of gas supply, despite the overwhelming gas dependence on Russia. As Bulgaria
was one of the worst affected EU members from the Russian-Ukrainian gas supply crisis of
2009, TurkStream is presented in the public space as a viable option for avoiding a future cut
in gas deliveries. Yet, in fact the project simply replaces one transit country, i.e. Ukraine, with
another — Turkey, which has had a difficult and often unpredictable relationship with Russia over
geopolitical rivalries in the Middle East.

TurkStream is also at the core of the controversial concept for the development of a Balkan
Gas Hub (BGH) that the Bulgarian government claims would transform the country into a major
gas transit and trading center in the Southeastern European region.” The Bulgarian government
tries to portray the hub to its European and U.S. partners as a diversification tool which would
serve as a trading point for Russian (via Turkish Stream), Azeri, and LNG gas sourced from the
global gas market (via the Trans-Adriatic pipeline and the IGB), as well as for potential domestic
production from Black Sea offshore reserves. However, the hub concept has little to do with the
actual formation of a liquid gas market exchange but rather with the construction of new gas
transmission infrastructure mirroring the South Stream route, as well as the expansion of the
existing capacity.


https://www.wsj.com/articles/secretary-of-state-pompeo-lifts-sanctions-exemption-from-nord-stream-2-pipeline-11594822171
https://bnr.bg/post/101344934/borisov-inpektira-po-vazduh-stroeja-na-gazoprovoda-balkanski-potok
https://csd.bg/publications/publication/the-kremlin-playbook-in-southeast-europe-economic-influence-and-sharp-power/

TurkStream:
Economic or Political Project?

From its onset, the TurkStream pipeline has been designed to serve the Russian energy interests
in the region and to further entrench existing state capture networks by providing well-connect-
ed companies with business opportunities at premium returns.’ With varying degrees of willing-
ness, Bulgaria has subscribed to the South Stream gas pipeline concept from its very beginning.
Once the project collapsed amid disputes over the EU energy and competition law, Russia hast-
ily announced in December 2014 the creation of a replacement pipeline that would have only
two lines, each with 15.75 bcm/year capacity, for transporting Russian gas via the Black Sea to
Turkey. The new initiative followed a similar logic as South Stream but on a diminished scale.
TurkStream’s second line was planned to continue to Europe either via Bulgaria or Greece to
reach Serbia, Hungary and Austria. Gazprom announced that the European stretch of the new
pipeline network will be implemented by the host governments entirely (with the exception of
Serbia where Russia owns 51% of the project construction company).

The new pipeline project allowed Russia to pitch Greece against Bulgaria in competing for the
continuation of the pipeline from Turkey. Gazprom initially intended to secure the gas tran-
sit through Greece, and then through Northern Macedonia, Serbia, Hungary and Austria. This
strategy was seen as a way for the Kremlin to punish Bulgaria for the demise of the South
Stream project and exploit the only other available route for Russian gas supply through SEE.
The new Russian strategy also became possible by the change in leadership in Athens. The
2015 government of the leftist SYRIZA® demonstrated a strong pro-Russian attitude in hopes
of using TurkStream’s Greek extension to defy EU austerity.” However, Greek-Russian relations
cooled with the Russian interference in the name dispute with North Macedonia. Eventually,
Gazprom decided in favor of the TurkStream’s continuation through Bulgaria. The context of
Russia’s decision to cooperate with Bulgaria was a confirmation of the political rather than eco-
nomic motivation of the Russian gas strategy in Europe.

In January 2019, the Bulgarian gas transmission system operator (TSO), Bulgartransgaz, decided
to build the Bulgarian leg of TurkStream after the shippers (Gazprom and the Hungarian-Swiss
trader MET) committed to purchase 100% of the offered capacity on both the Turkish-Bulgarian
and the Bulgarian-Serbian borders for a 20-year period.” Bulgartransgaz estimates the costs of
the new infrastructure at around €2.4 billion with most of the funding to come directly from the
construction contractors. The latter will be compensated from the future transit revenues from
TurkStream, with 4.1% interest rate to be covered additionally by Bulgartransgaz. In addition,
Bulgartransgaz would have to spend another €750 million in operational costs over the next 20
years of the transit contract signed with Gazprom. Gazprom will be paying transit fees worth
around €170 million per year,“ which is 70% more than the current annual transit fee revenues
that Bulgartransgaz is receiving from shipping Russian gas along the Transbalkan pipeline. The
total transit revenue for the whole contractual period would be around €3.6 billion, which means
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that the project would break even only after around 15 years.

By committing to transiting Russian gas coming from Turkey, the Bulgarian government is forced
to replace its ship-or-pay transit agreement with Gazprom valid until 2030 with guaranteed
revenues of more than EUR 700 million until 2030 in exchange for the new TurkStream trans-
mission contract. Hence, the actual profit from the new pipeline infrastructure could be lower
than the one from the existing agreement where the Bulgarian transmission operator has only
small operational costs in maintaining the pipeline. In November 2018, the Bulgarian government
amended the natural gas section of its strategy to justify at very short notice the construction of
new gas infrastructure — namely the Bulgarian section of TurkStream.” The strategy was amend-
ed without public discussion in order to accommodate the impending cancellation of Gazprom’s
transit contract with Ukraine providing gas to Bulgaria through the Transbalkan pipeline. Bulgar-
ia agreed to the new project, surrendering any attempt to demand compensation from Gazprom
for transit fees due during the next decade under the existing contract valid until 2030.

Figure 1 Comparative Costs for European Pipelines

Project country/project Diameter (mm) Cost (mn euros/km)
South Stream Russia, South Stream 1420 7.4
OPAL Germany, Nord Stream 1420 2.1
NEL Germany, Nord Stream 1420 2.3
Gazelle Czech Republic, Nord 1420 24
Stream
Balkanstream Bulgaria, TurkStream 1200 3.9

(TurkStream)

Although the pipeline routes for TurkStream and South Stream on Bulgarian territory are almost
the same, the lower capacity of the former project partially explains the reduced cost structure.
However, as visible from Table 1 above, the construction costs for the Bulgarian section of Turk-
Stream (called Balkanstream by the government) exceed the average costs for the implementa-
tion of even bigger diameter pipeline projects across Europe similar to the case of the Bulgarian
section of South Stream. As with most Gazprom-led projects, this could be related to a cor-
ruption premium, which would be allocated to a group of well-connected private interests that
have captured the decision-making of energy sector institutions, including the state-owned gas
transmission operator Bulgartransgaz and the energy ministry.” In the case of South Stream,
roughly half of the construction contracts worth €3.6 billion were allocated to five Bulgarian
companies with limited or no previous gas pipeline experience, and which were allegedly under
the control of a Bulgarian oligarch with close ties to key government institutions.


https://www.me.government.bg/files/useruploads/files/akt.strategiq2020.pdf 

Effects on Energy Security
and Governance

The Gazprom-led TurkStream project is contributing to the increase in Russian economic in-
fluence in Bulgaria. Russia has now locked the state-owned gas transmission system operator,
Bulgartransgaz, into a 20-year shipping contract with Gazprom, which would strain Bulgar-
transgaz’s, and indirectly the state’s, financial resources. TurkStream would also crowd out al-
ternative gas projects as most of the domestic gas pipeline capacity would be booked by one
supplier.

During the negotiations on TurkStream, the Russian government occupied the driver’s seat and
directed the dialogue, whereas Bulgarian politicians viewed an agreement as a gracious favor
from Russia to Bulgaria rather than a mutually-beneficial deal between equal partners. Under
continuous pressure from Russia in the form of high-level political statements accusing the gov-
ernment of dragging its feet on the project, Bulgaria rushed through all the needed procedures
to start construction in October 2019. Bulgartransgaz wanted to complete the new infrastruc-
ture by 31 December 2019, so that the first volumes of Russian gas can start flowing in early
2020 but slow procurement procedures marred with irregularities and alleged backroom deal-
ings inadvertently delayed the process (see shaded Box below). Now the project is expected to
be commissioned no earlier than 1 January 2021.

Tellingly, Bulgaria laid down the first pipes of TurkStream before the country finally commenced
construction of the strategically important IBG interconnector with Greece, supported by the
EU. Unlike in 2014 when Bulgaria was gearing up to start constructing South Stream, with Turk-
Stream the European Commission did not intervene or express any opinion about the legality
of the project. The way Bulgartransgaz structured the project, as an expansion of the existing
domestic gas network without Gazprom ownership and with guarantees for nominal access to
the grid by alternative companies, allowed the government to avoid EU scrutiny.

The tender for choosing the construction contractor to build the Bulgarian section of the pipe-
line has been marred in problems similar to those of the cancelled South Stream project. Despite
Bulgarian authorities’ claim that they precisely followed EU public procurement rules, no major
company with experience in Europe applied. Unlike in the case of South Stream, however, where
the European Commission launched an infringement procedure against Bulgaria for violating the
EU competition and public procurement laws, with TurkStream there has been no reaction from
EU authorities to demand more transparency in the implementation of the project.” The fact that
the construction and ownership of the project is in the hands of the state-owned gas operator
left little room for EU pressure. Similarly, TurkStream has not provoked a strong reaction from
the U.S. in pressuring the government to stick to a strategy of energy diversification.



Governance Deficits
in the Project Implementation

The implementation of the TurkStream project so far has revealed a number of management
deficiencies in Bulgarian energy governance, such as the lack of a detailed cost-benefit assess-
ment of the project, public discussion, or consistency with long-term energy policy and security
objectives. The Gas Hub concept, for which a feasibility study was developed, has been used to
justify large infrastructure spending without realistic considerations of national and regional gas
market dynamics. Many details of the project’s implementation, including the terms of compen-
sation and cancellation of the contract in case Gazprom does not ship any gas are currently un-
specified, while sensitive issues have not been resolved and are potential points of conflict likely
to affect Bulgaria in the future. The concerns about the management of the project were further
substantiated by the lack of transparency in the public procurement procedures for the choice
of an engineering, procurement and construction (EPC) contractor, as well as governmental and
parliamentary actions related to amendments of the national gas strategy.

The tenders for capacity bookings on the new pipeline and for the choice of contractor have
been pre-designed in such a way as to comply with EU rules on paper without guaranteeing
real competition for bidders. Bulgarian authorities have circumvented EU rules on energy market
competition by providing nominal third party access to the pipeline and a separation between
the gas supply and gas transmission ownership. Although Bulgartransgaz claims that at least
10% of the technical capacity on the Turkish-Bulgarian border and 20% on the Bulgarian-Serbi-
an one would be allowed to be booked via tenders for shorter-term contracts, it is unlikely that
a third company would be able to transport non-Russian natural gas as the TurkStream pipeline
capacity on the Turkish side would be 100% booked by Gazprom. The reason is that unlike Bul-
garia, Turkey does not need to comply with the EU energy rules.

Public Procurement Deficiencies in the TurkStream Project Implementation

The completion of the Bulgarian section of the TurkStream natural gas
pipeline was delayed for more than a year as a result of a public procurement
procedure marred by lack of transparency and alleged conflicts of interests.
The tender for the choice of a construction company to build the pipeline
began shortly after Bulgartransgaz completed a market test for the booking
of capacity in the new infrastructure. Although the contract with the con-
tractor was slated to be signed by 1 March, 2019 as to allow enough time for
the project to be operational by the end of 2019, the procedure dragged on
for seven months as the only two candidates — the Saudi Arabian company
Arcade and an ltalian-Russian consortium — jockeyed to win the bid.

Although Bulgartransgaz originally chose the Saudi company as the winner
in the tender procedure, the state-owned company reported that ARKAD
failed to submit the necessary financial documentation on time and was dis-
qualified by the transmission operator.” The state-owned gas network oper-
ator said it had refused a request by ARKAD for a change in the terms of the
draft version of the contract, while the Saudi company claimed that exces-
sive red tape had prevented it from finishing the paperwork on time. Bulgar-
transgaz interpreted the delay as an informal withdrawal from the contract’s
obligations and eliminated ARKAD on 28 May 2019.

Without waiting for a decision from the anti-trust commission (CPC), Bul-



gartransgaz replaced ARKAD with the Italian-Russian consortium, Gas De-
velopment and Expansion in Bulgaria, which offered a price €5000 lower
than the one of the Saudi firm and 31.15% lower than its initial offer, without
a change to the rest of the terms. Such a change in the pricing parameters
of a public procurement tender is unprecedented but, according to Bulgar-
transgaz, absolutely legal.

The consortium consists of the Bulgarian subsidiary of the Luxembourg
Company Completions Development and the Italian pipeline contractor Bon-
atti, each holding 50%. It is believed that the offshore-registered entity is
directly linked to the Russian pipeline-maker TMK and is responsible partially
for the financing of the project.” Corporate documents showed that the pipe-
line

company also allegedly begun delivering steel pipes for the project to the
port of Burgas as early as February 2019, long before the EPC contract had
been signed - raising suspicions that the outcome of the tender was known
well in advance.? TMK'’s owner, Dmitry Pumpyansky, is on the U.S. sanctions
list of 96 oligarchs in the US CAATSA legislation. ARKAD filed a complaint
to CPC after its disqualification, which was supported by the competition
regulator, prompting the Russian-Italian consortium to file a claim with the
Supreme Administrative Court.

Despite the claims of a regular, transparent public procurement procedure,
the Prime Minister, Boyko Borissov, explained publicly that the government
directly intervened to negotiate with Russia and Saudi Arabia to solve the
dispute between the two bidders.2 On the basis of this intervention, by Sep-
tember 2019, the Russian-linked consortium withdrew its claim from the
court. Ultimately, Bulgartransgaz signed an EPC contract with ARKAD.

The convoluted and opaque procurement process for this project reveal once more the preva-
lence of Russian economic and political influence in Bulgaria. Even after the choice of the Saudi
company for the bid, it became obvious that the company required the support of the same
suppliers and subcontractors that would have taken part if the Russia-led consortium had won
the tender. Not surprisingly, at the end of February 2020, a Russian company, Infrastructure
Development and Construction (IDC), which is responsible for constructing the Serbian section
of the pipeline, and which was not previously mentioned in any of the two consortia bidding for
the project, registered a Bulgarian subsidiary and begun working on a 100-km pipeline stretch
in Bulgaria.” The inclusion of a new company not previously mentioned in the composition of the
winning consortium appears to be in direct contradiction with EU rules on public procurement,
raising questions about corruption risks and Russian political pressure on EU bodies.

The direct participation of a Russian company in the project came following a stern accusation
from Russian President Vladimir Putin in December 2019 that Bulgaria is slowing down the proj-
ect. A similar criticism came from the Serbian gas supplier, Srbijagas, and its CEO, Dusan Baja-
tovic, a key intermediary for Gazprom interests in the region, who insisted that Serbian compa-
nies will help Bulgaria implement the project on time. Bulgartransgaz has not officially confirmed
the participation of IDC and has not published the contract on its website, though this would be
mandatory according to public procurement law. To avoid the open tender procedure, the TSO
may be concluding only subcontracting agreements for the hiring of equipment and workers.

In October 2020, ARKAD released another batch of contracts revealing that the Saudi company


https://www.reuters.com/article/us-bulgaria-gas/bulgaria-signs-up-saudi-led-group-for-TurkStream-gas-pipeline-extension-idUSKBN1W31E7
https://www.capital.bg/biznes/energetika/2020/10/16/4127009_kak_rusiia_si_vze_gazoprovoda_i_3_mlrd_leva/
https://www.capital.bg/biznes/energetika/2020/02/25/4033849_ruska_firma_vse_pak_moje_da_stroi_bulgarski_potok/
https://www.segabg.com/hot/category-economy/ruska-firma-vliza-stroitelstvoto-na-balkanski-potok

has subcontracted all of the actual construction activities to several Russian firms including IDC
that has listed Gazprom as its ultimate owner. ARKAD has also used as a subcontractor the Be-
larussian state-owned pipeline-builder, Beltruboprovodstroy, previously reflagged by EU coun-
tries as a national security risk. It became also known that Russian citizens and former Gazprom
officials are in control of the management of the consortium building the TurkStream pipeline
on Bulgarian territory although the bid for the construction has formally been won by ARKAD'.
Thus, in effect Russia ships the gas and builds the pipeline through proxy entities. Moreover,
the documents reveal that the whole scheme had been pre-planned already in 2019 before the
start of the construction works.

In addition, it is believed that the funding for the construction work in Bulgaria is ultimately
ensured by a financial vehicle indirectly controlled by Gazprom, as is the case in the Serbian-
section of the project.” This means that Gazprom might also be one of the ultimate financial
beneficiaries from the construction of the pipeline as it would reclaim the paid transit fees from
Bulgartransgaz as per the construction contract. Suspicions that Russia could also be finan-
cially involved in the construction increased after two Russian banks including the European
branch of VTB and the Moscow-based multilateral International Bank for Economic Cooperation
have been part of a group of lenders offering a €400 million loan to Bulgartransgaz, in order to
finance the TurkStream construction. Thus it appears that Russian interests benefit from Turk-
Stream via construction, financing, and usage of the pipeline.


https://www.capital.bg/biznes/energetika/2020/10/16/4127009_kak_rusiia_si_vze_gazoprovoda_i_3_mlrd_leva/

Indirect Impact on the Bulgarian
Gas Market

More broadly, TurkStream has significantly delayed the renegotiation of the Bulgarian long-
term gas supply contract with Gazprom, which expires on 1 January 2022. Bulgaria was the
last country to start talks with Gazprom following an agreement between the Russian company
and the European Commission that the former will accept contractual amendments with eight
Central European states that have been the victims of Gazprom’s monopoly pricing over the
last decade. The formal negotiations between Bulgargaz and Gazprom began in August 2019,
a year and a half after the EU announcement.’ Even then, the Russian company did not agreei
to Bulgarian demands for significant price reductions based on a changed pricing formula that
incorporates a predominant hub indexation vis-a-vis crude oil derivatives. Bulgargaz sent two
letters to Gazprom threatening an arbitration procedure if Gazprom did not accept Bulgarian
demands.” The renegotiation process occurred against the backdrop of TurkStream construc-
tion, which could have weakened Bulgaria’s hand, as it has an interest in completing the project
for political reasons and apparently in support for lucrative contracts for Russian and domestic
companies.

In the end, Bulgargaz received a renegotiated long-term contract from Gazprom on 3 March
2020. The day was likely chosen by the Kremlin to increase political impact. It is the national
holiday when Bulgaria celebrates its independence from the Ottoman Empire, gained after a
war with Russia in 1878. The agreement was hailed by Bulgarian Prime Minister Boyko Borissov
as a symbolic political gesture by Russia acknowledging the historically-close ties between the
two countries. The reality is that although Bulgargaz gained a 40.33% price reduction (down to
€13.44/MWh), Bulgaria will continue to pay higher prices than a number of EU countries with
similar dependence on Russian gas, including Lithuania, Latvia, Estonia, Czech Republic, Slova-
kia and Germany. Considering the even steeper fall in gas prices over the last six months, the
price gap between Bulgaria and the rest of Central Europe is likely to have increased to over
15%. Over the course of the talks, it appeared that Bulgaria was purposefully not willing to use
the strong bargaining chip of the Gazprom-European Commission agreement to improve the
terms of its supply contract with Russia, likely due to fear of a backlash from Gazprom derailing
completion of the pipeline. A large-scale energy infrastructure project such as TurkStream has
given Russia enormous economic and political leverage over strategic decision-making even
when the results of this policy is a missed opportunity to diversify supply and shrink the gas
price gap between Bulgaria and the rest of Europe.

Although there is no direct evidence about the use of bribery for securing Bulgarian support
for TurkStream, successive cabinets in the past decade have consistently backed Gazprom's
interest in the project even when those interests ran counter to Bulgarian objectives. The lack
of such evidence may be attributed to inaction by the Bulgarian prosecution and law enforce-
ment, which spurred nation-wide protests in the summer of 2020.° Turk Stream has been pre-
sented as one of the poster projects of these anti-corruption protests.” There is also no logical
explanation as to why successive Bulgarian governments have amended energy laws, meddled
in the investment and operational decisions of the state-owned gas companies, and designed
non-competitive public procurement and capacity booking tenders. These actions have helped
to cement Gazprom’s monopoly position in the Bulgarian energy market.
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Conclusions &
Policy Recommendations

Analysis of the management of the Bulgarian section of the TurkStream gas pipeline reveals
many signs of inefficiency, inconsistency, and bad governance -- bordering on corruption and
state capture. Bulgarian decisions do not rest on data-driven policy analysis, nor on reliable and
transparent financial, socioeconomic and geopolitical forecasts in line with European priorities
and market trends. Instead the construction of the Russian-led pipeline has been justified by
unsubstantiated promises of energy security improvements and populist rhetoric about rein-
dustrialization and economic growth. The Bulgarian public has not been in a position to make
informed choices about the sustainability of the project, as a comprehensive cost/benefit anal-
ysis has never been publicly provided. There is ample and mounting evidence though that the
costs of the project are disproportionately high compared to the benefits to Bulgaria’s energy
security. Benefits from the project in the short run seem to accrue to the Russian side, while the
expected return to the Bulgarian public in the long-run is dependent on more and more risks and
uncertain conditions. The project does not address any of the severe immediate problems of
Bulgaria’s energy system: energy poverty, energy intensity, and rising indebtedness. Hence, the
stubborn persistence of the Bulgarian government, cabinet members, and members of parlia-
ment to carry on with TurkStream’s construction, and the many bizarre maneuvers to circumvent
established rules, raise questions about their motivation and the possible influence of non-pub-
lic interests in the project’s decision-making.

Addressing these deficits requires a number of actions to be implemented by both national
champions of reform and international partners. This report recommends the following non-ex-
haustive list of critical measures:

The EU should enhance its energy se- Bulgaria should renegotiate its long-term

curity policy so that it does not become
the easy prey of divergent national interests
and private companies. The concentration
of oil and gas production — as well as mineral
resources used in renewable energy technol-
ogy - in the hands of authoritarian countries
such as Russia and China have significantly
increased energy security risks and may un-
dermine the viability of the European energy
transition.

EU regulations on state aid, public pro-

curement and competition should be up-
held in all cases, to include intergovernmental
agreements. Violations of these standards
should be investigated, with the public kept
regularly informed.

Bulgaria should introduce prioritization

and selection of large investments proj-
ects in the decision-making process, based
on clear and transparent procedures and
fact-based analyses, synchronized with the
EU priorities on energy security and supply
source diversification.

natural gas contracts with Gazprom in
order to abolish destination and take-or-pay
clauses, and reduce the duration of these
agreement to a maximum of 2 years in order
to give gas companies in Bulgaria more flex-
ibility.

Bulgaria should expand the regional

natural gas interconnectors, storage
facilities, and regasification terminals in
Southeast Europe increasing the liquidity and
competitiveness of the market.

Southeast Europe governments, in

coalition with civil society and interna-
tional partners, need to design and imple-
ment strategies to counter state capture in
the energy sector. A key element should be
implementation of regular state capture as-
sessment diagnostics that would measure the
level of capture risks in strategic economic
sectors, identify key governance deficits that
allow excessive market concentration, and
expand fair market competition.



Civil society actors and investigative

journalists should expand their capacity
to investigate high-level cases of state cap-
ture in the energy sector, given its strategic
significance and complexity. Public procure-
ment and large infrastructure projects are
worth regular monitoring.

Bulgaria should introduce compulsory

corporate governance standards for en-
ergy sector state-owned enterprises, follow-
ing the best international principles such as
the OECD Guidelines on Corporate Gover-
nance of State-Owned Enterprises.

Improve the independence of the energy
and competition regulators by increasing
their administrative and financial capacity,
and removing political appointments that
do not comply with conflicts of interest and
technical qualification standards.

An interparty committee of the Bulgar-

ian parliament should commission an
external independent energy policy review
annually, to include the following: a) an
assessment of energy policy performance
vis-a-vis the stated priorities for the year, the
programming budget, and progress toward
strategic goals; b) an evaluation of the finan-
cial status of state-owned energy enterprises
and an identification of the risks to the sec-
tor's development, including required state
guarantees and risks of hidden privatization;
c) an outline of the priority areas for develop-
ment of the energy policy for the next year.
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Introduction

The Kyrgyz Republic (KR) is one of the five Central Asian countries, with a population of 6.3
million. Over two-thirds of the population live in rural and often isolated areas. After obtaining
its independence in December 1991, the country went through a difficult and a long transition
to a market economy that caused disruptions in the economy and increase of poverty. In March
2005 and April 2010, Kyrgyzstan faced two big challenges - the so- called Tulip Revolution and
April political unrest- due to misconduct of elections in February 2005, public dissatisfaction
with the absence of social and economic improvements, prevailing corruption and increasing a
family-clan perception of nepotism. In 2010, the country adopted a new constitution, and be-
came a parliamentary democracy.

Kyrgyzstan ruling system is still mix of Presidential and Parliamentarian system, though a clear
split is made between legislative, judiciary and executives bodies.

Kyrgyzstan is considered a lower middle-income country dominated by gold and minerals ex-
traction and reliance on remittances from migrants working abroad. Worker remittances account
for about 30% of GDP and gold exports over 10% while the shadow economy is estimated at 23-
40% of GDP. The poverty level is high at approximately 23%. Under Transparency International’s
Corruption Perception Index, KR has moved from 150 (out of 179 countries) in 2007 to 132 (out
of 180 countries) in 2018.

High external debt of around 56% of GDP and general government debt of 70% of GDP increas-
es the country’s economic vulnerability. The policy of actively attracting external borrowing has
led to Kyrgyzstan owing $3.95 billion (53.5% of GDP) to 21 lenders, both multilateral donors
and individual countries; the largest debt is owed to Eximbank of China at $1.52 billion. The
largest increase in loans (by $192 million per year) has occurred in the last five years during
the presidency of Almazbek Atambaev. The majority of debt is used for energy sector and road
construction.

The main domestic energy resources of KR are hydropower and coal. Kyrgyzstan’s total hydro-
power potential is estimated at 140-170 TWh of which less than 10% is exploited. Large Hydro
power plants (HPPs) accounts for 32% of total energy supply and 91.5% of electricity supply, the
remainder being supplied by coal-fired power stations.

Underpriced electricity, tariffs, high losses, and poor management have made the power sector
financially unsustainable. In spite of initial progress towards unbundling and privatizing energy
assets starting in 2001, Kyrgyzstan has ended up with a highly inefficient and bureaucratic
system of state management of the energy sector. Instead of a competitive electricity market,
a vertically integrated energy holding company was created and decisions on energy tariffs are
taken based on political rather than economic principles.

The National Energy Holding Company’ (NEHC) is a 100% state owned Stock Company joint
stock company (JSC)that unites generation, transmission and distribution companies: JSC Elec-
tric Power Plants (EPP), the largest electricity generator, comprising all major HPPs and Bish-
kek Heat and Power Plant (CHP) and District Heating Network; National Electric Grid Company
(NESK), the transmission system operator (TSO); Four distribution system operators (DSOs);
and Kyrgyz Energy Transaction Center (metering and settlement data center) and Chakan HPP
cascade of 9 small hydropower plants (SHPPs). There are 6 privately owned SHPPs that sell
directly to consumers. A number of private suppliers buy small shares of electricity from JSC
Electric Power Plants and sell to commercial consumers of distribution companies.


http://www.energo.gov.kg

TheEnergy Policyisdefined by the State Committee of Industry, Energy and SubsoilUse (SCIESU)
which was given this responsibility after the abolishment of the Ministry of Energy and Industry
in 2016.

The State Department for Regulation of Fuel and Energy Complex (GARTEK) provides energy
licensing, nominally sets tariffs, and implements the functions of the Anti-Monopoly Authority
in the energy sector. However it is far from being independent and decisions are strongly influ-
enced by state politics.

The “National Management Company,” also under state ownership, represents another layer of
inefficient state management in the Energy sector. This entity was created to address corrup-
tion, however no progress has been made to date.

This paper reviews the cases of proven and alleged corruption stemming from poor state gover-
nance and inadequate tariff policies in the energy sector of the Kyrgyz Republic, keeping in mind
that “corruption” refers to the misuse of resources or power for private gain. The presented
cases demonstrate the extent to which inefficient state governance and artificially low tariffs:
(a) lead to dependence on external credit sources; (b) intertwine the enrichment of elites with
using credits and grants; (c) results in collusion between businesses and political interests. The
cases demonstrate different angles of political corruption involving embezzlement, collusion,
patronage and fraud.

Case Description

Energy Trading Companies

One of the pre-conditions of a 2010 revolution became increase of tariffs for energy resourc-
es; thus converting the tariffs issue into a highly politically sensitive issue. The so-called tariff
revolution of 2010 has been resulted in governmental change in Kyrgyzstan. Instead of showing
leadership towards healthy economic policy, the government has stepped back on its own com-
mitments to introduce cost-reflective tariffs. This may be partly due to influential stakeholders
who benefit from the current situation and would like to preserve it.

There are 20 to 25 private intermediary trading companies in the market” who, per the decision
of GARTEK buy electricity from the state-owned JSC “Electric Stations” and sell to customers in
certain regions for a higher price than state-owned companies in other regions. These trading
companies use the resources of state-owned power producers and network operators to sell
power to their customers at high profit. Intermediary companies have the triple advantage of
using state infrastructure assets, cheap purchase cost, and monopolistic conditions for selling
electricity at high cost. Effectively these concessional conditions result in the loss of funds from
the energy sector, estimated at nearly 300 million KGS (USD 4,298,640 Exch. rate: 69,7)° lost
annually.

For example, intermediate company “AK-Meenet Electroservice” buys electricity at 0.26 KGS/
kWh and uses the networks of the state-owned “Severelectro” for free. Meanwhile “Severelek-
tro” buys electricity from state-owned “Electric Stations” at 0.35 KGS/kWh. As a result, the
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damage to “Severelectro” amounted to 10.5 million KGS in 2019 (USD 1,504524,32). Another
private trading company buys electricity at a wholesale price 0.87 KGS/kWh, and sells it to a
large shopping center in Bishkek for 2.55 KGS/kWh, making a substantial windfall. The private
trading companies mostly belong to state officials or related persons.’ For example:

“Avtomash Energo” is registered to the sons of ex-President Aimazbek Atambayev.
“Nur Al Energo” was co-founded by the director of the State Inspectorate for Environ-
mental and Technical Safety.

“Sibelektroshchit Asia” was co-founded by the director of the “Nur Al Energo”.
“Energotekhservis” was founded by the wife of the state secretary of the State Agen-
cy for Anti-Monopoly Policy and Competition Development.

“Energotrade” is one of the founders of the Association of Entrepreneurs of the Energy
Complex, which was created by the former first deputy director of the National Agen-
cy for Anti-Monopoly Policy and Development. The ex-minister of energy Osmonbek
Artykbaev has brokered the renting of HV substations to “Energotrade” through the
decision of the Ministry of Energy and Industry.

“Transelectro” was established by Bolotbek Begaliev and his partners, the ex-member
of Bishkek city parliament.

The public perceives existence of the energy trading companies as a corrupt practice. In his
letter to the President, a civic activists® and energy experts” consider this scheme involving
private intermediary companies owned by influential people of the ruling elite as corruption and
a fraud against state interests. Although the total volume traded through this companies is only
5-6% of total consumption, the material and moral damage to the public sector is pretty high;
60% of citizens consider the energy sector “highly corrupt,” in large part due to the efforts of
GARTEK to create favorable conditions for private business at the expense of the state-owned
energy companies leading to the withdrawal of funds from the energy sector.

This corrupt practice of intermediary com-
panies was invented before 2010 to benefit
ex. president Kurmanbek Bakiev's family. It
could be ended either by the decision of the
government or the National Holding Compa-
ny, as insisted upon by civil society. However,
the temptation of energy resources for the
ruling elites is strong and keeps this corrupt
practice operational. The Kyrgyz experience
of intermediary trading companies in the
energy sector proves that individual politi-
cians and bureaucrats can easily manipulate
markets as a means of generating profits
through non-competitive mechanisms, pro-
tected through the legislation, namely the
Law “On electric power industry» enforced
in 2018. The law is aimed to create a qua-
si-market by legalization of vested interests
of the intermediary energy companies. The
law in fact aims to protect and promote influ-
ential private interests. The state capture oc-
curs through private lobbying and influence
as only someone who has connections in the
state institutions (government, parliament,

Financial Aid




ministries) gets a license to buy and sell electricity, and creates a private distribution company.
Unlike state-owned companies that invest the earned profit back to the system to keep the
power grid running, private trading companies put the profit into the pocket. And the law does
not prohibit this as explained by Galina Demchenko,’ the former head of the Department of Pur-
chase and Sale of Electricity of Severelectro.

Energy Tariffs for
Household Consumers

y tariffs for consumers in the Kyrgyz Republic are “socially oriented.” Households pay 0.77KGS
($0.01) per kWh consumed, up to 700 kWh per month (1000kWh in highlands) and 2.16 KGS
($0.028) for higher consumption.” Non-household commercial and business consumers (e.g.,
industry, agriculture) pay about triple — 2.24 KGS ($0.029) per kWh.

Electricity consumed by households below the 700kWh threshold represents 52% of total con-
sumption and drives the average price of electricity below the short-term cost-recovery level
(48% of cost-recovery level in 2017). Large residential consumers and business consumers
partly compensate for the losses with tariffs above short-term cost recovery (1.3-1.9 times).
However even these customers do not cover the long-term costs of supplying KR's energy,
which are likely to be much higher.

In spite of tariffs being among the lowest in the region and probably the continent; public sur-
veys” show that 60% of citizens are against increasing electricity tariffs and consider them to
be high already. 61% of respondents believe that there is corruption involved in the energy
sector. Due to low tariffs,” the state-owned companies are accumulating huge debts while
infrastructure deteriorates. According to the National Energy Holding Company, 56.2% of sub-
stations and transformers, as well as 55.3% of energy transmission lines need maintenance. The
government, in spite donor and IFl support, does not itself provide adequate funding to cover
the financial deficit for maintaining and developing the network, installation of new transmission
cables and proper metering, which in turn encourages petty corruption to cover these costs in
a more “flexible” manner.

With current tariffs, the electricity sector is projected to have an annual deficit of KGS 6.8 billion
(USD 90,434,070.24; Average exch.rate by September 2020 is 75.1929)° by 2023” while the
total energy sector annual deficit is projected to reach 8.4 billion KGS (USD 111,712,675.00) by
2023.7 Other factors contributing to the deficit in addition to tariffs include technical and com-
mercial losses (unpaid bills, billing non-existing consumers, writing off commercial consumption
as residential, etc.) and seasonal deficits. To cover the deficit the government looks for more
loans from external sources, mainly foreign aids.

Politicians, the government and top management of energy companies are interested in keeping
low tariffs. They either use tariff policy as a tool for pre-election manipulations of public opinion,
for building a base of patronage and political support, to preserve their power, and to enrich
themselves as outlined above.
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The wrong tariff policy leads to dependence on external credit sources and enriches elites
who have mastered the technique of benefiting from market distortions and diverting foreign
aid to their own benefit. On the other hand, a misguided tariff policy creates conditions for
more collusion between business and political interests - damaging the sector, as presented
below.

Loans for Energy Sector

The Anticorruption Business Council of the Kyrgyz Republic (ABC KR)' describes a persistent
corrupt practice whereby energy companies take unnecessary loans for repair of high-voltage
power lines, buy new equipment, and then divert significant sums by writing off the still-func-
tional old equipment and recording into accounts the work already done before. This is done at
the expense of foreign loans, while diverted amounts are transferred to offshore accounts.” A
February 2020 publication of the World Bank states - “The elites are getting richer due to em-
bezzlement of international financial assistance awarded to Kyrgyzstan.”

Since 2010, the country has borrowed $208 million for the construction of the Datka substation,
$390 million for construction of the Datka-Kemin transmission line, $386 million for moderniza-
tion of the Bishkek thermal power plant, and $415 million (part of which is grants) for the mod-
ernization of the Toktogul HPP. Together with the interest, Kyrgyzstan will have to repay more
than $400 million by 2027.” The peak payment for debt servicing falls on 2025, when $139.3
million will have to be repaid. We allege that significant amount of this was diverted.

In a recent study, the World Bank assessed amounts diverted from international aid funding in
various developing countries by correlating the timing of aid disbursements with transfers from
these countries to offshore accounts.” On average, more than 7% of the aid gets withdrawn
from the poor country if aid volumes amount to 1% of GDP. The share of leaked amount increas-
es to 15% if assistance amounts to 3% of the recipient country’s GDP. The World Bank concludes
that very high levels of aid might enable corruption and institutional erosion.

Applying these results to Kyrgyzstan, one could conservatively estimate the total amount of
diverted loans in 2011-2018 is at least $150 million (about 24% of GDP), out of $1.43 billion re-
ceived for the energy sector. However it seems that the rate of financial embezzlement is much
higher as evidenced by cases below.

For instance, in the case of the reconstruction of the Bishkek Thermal Power Plant (TPP), a court
ruling found that $111,2 million had been embezzled from the country, using the conduit of JSC
“Electric Stations.” This embezzlement was also evidenced by numerous suspicious transac-
tions, including $14.4 million spent on unspecified administrative expenses; $6 million spent on
unspecified consultancy services; transport services costing $10-20 million; $200,000 spent on
furniture, etc.

For instance, in the case of the reconstruction of the Bishkek Thermal Power Plant (TPP), a
court ruling found that USD 111.3 million had been embezzled from the country, using the con-
duit of JSC “Electric Stations.” This embezzlement was also evidenced by numerous suspicious
transactions, including $14.4 million spent on “unspecified administrative expenses”; $6 million
spent on “unspecified consultancy services”; transport services costing USD 10-20 million; USD
200,000 spent on furniture, etc.
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Intermediary
Companies

The EPC contract for reconstruction of the Bishkek CHP Plant (Chinese TBEA) was similarly
deemed to be non-transparent, lacking impartiality, and enabling corruption. In the reconstruc-
tion of the Bishkek Heat Power Plant, 16 high-level officials — among them, two Prime Ministers,
the Minister of Finance, members of the Parliament) — as well as top management of the holding
company and energy companies were accused and sentenced on corruption charges in 2019.
The case shows that prosecution is not a sufficient safeguard as the fraud continues in spite
of people being jailed for previous cases. This may be an effect of significant amounts divert-
ed that encourages high risk-taking by incumbents.

Another likely mechanism of enrichment is inflated budgets for construction and rehabilitation.
In the case of Toktogul HPP rehabilitation the total budget for rehabilitation was estimated by
Tractebel Engineering at $415 million while in fact only $172 million was spent as reported by
the NEHC chairman at the Parliament session on December 26, 2019.7 It is not clear so far where
the rest of the money has gone; the government'’s assertion that $100 million was saved on the
rehabilitation evokes even more questions. Therefore, by the decision of Parliament, an ad-hoc
working group was established to investigate the report of the NEHC and identify whether the
rest of the amount was stolen.

This case also indicates that the government cares little about the dubious reputation of select-
ed contractors and may be looking for enrichment opportunities.



The Belgian Company “Tractebel Engineering” was selected for the feasibil-
ity study of Toktogul HPP reconstruction, in spite of the Kazakhgate scandal
in the early 2000s, in which Tractebel Engineering was accused by Belgian
and Swiss police of offering $50 million in bribes to Kazakh officials in return
for the transfer of Kazakh gas networks to the company. According to the
newspaper “Le Soir,” part of the $50 million was returned to the managers of
Tractebel in the form of a “kickback.”’

These above cases indicate that the corruption in energy sector of Kyrgyzstan is a systemic
problem and necessitates collective action. Corruption is an expected behavior involving all
key stakeholders: the Parliament ratifies the loan agreements, the government develops and
approves the terms of reference, the National Energy Holding Company selects a vendor and
administers the contract, and energy companies implement those projects. The main interest
for the whole chain of stakeholders is enriching themselves. These cases also raise questions
about the due diligence of financing agencies —foreign lendors in overseeing the use of their
funds. Donors and foreign financing agencies do not care much about the reputation adequa-
cy of procurement and minimal costs, as long as there is a state guarantee.

Enabling Environment

Poor state governance, poor legal framework and weak enforcement of laws and anticorrup-
tion measures are the main factors that facilitate the corruption in energy sector in Kyrgyzstan.
Chaotic destruction of the energy sector has been going on for over 20 years. “Decision makers
destroyed the energy sector so that an untouchable caste of people appeared in the system,
which today receives quite high dividends.”” There is little political will to eliminate corruption
in general, and in energy sector in particular. This can be considered as “state capture.”

Existing channels of accountability and transparency have also been destroyed or made inef-
ficient. The Public Advisory Board created in 2010“ was liquidated, together with abolishing
of the Ministry of Energy and Industry in 2015. In 2014 the Secretariat of the Security Council
under the President of the KR identified six corruption risk zones and about 25 corruption prac-
tices in the energy sector. The Ministry of Energy approved an Anticorruption Action Plan that
contained 40 measures for the mitigation of corrupt practices. In 2017 the Anticorruption Action
Plan was revised and approved by the State Committee for industry, energy and subsoil use
(SCIESU). However, implementation has been weak. According to the SCIESU, 70% of mitigation
measures are still pending. In January 2020, the President publicly stated that the SCIESU op-
poses the decisions of the Security Council.

State ownership of energy resources, combined with leadership intent on self-enrichment, par-
alyzes reforms in the sector. The accountability of state agencies (GARTEK and the SCIESU)
is comprised merely of formal reports, provided irregularly. Institutional control in the energy
companies is weak and biased, and nepotism has become widespread. The State Property
Fund selects the candidates for Boards of Directors and internal audit commissions of ener-
gy companies, through non-transparent means. Newly appointed high-level officials appoint
close relatives or loyal persons from their family clan to decision-making positions. This en-
ables leadership to block attempts at impartiality and independence. For example, on Septem-
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ber 2019 a newly appointed non-specialist chairman of the National Energy Holding Company
dismissed three regional directors of “Electric Stations” through the decision of the Board, com-
prised of his direct subordinates.

In several instances,’ top management of energy companies evade disclosure of technical and
financial information, classifying it as “secret information” in spite of international standards
of disclosure, including free access to reports by the media.

Although civil society and research institutions have the opportunity to openly express their
opinion and seek to influence government decisions, their limited engagement and under-
standing of the energy sector does not allow them to play a central role in ensuring public ac-
countability. The lack of understanding of energy sector specifics also limits the effectiveness
of media outlets in monitoring corruption as they have mostly to rely on quotes of government
officials and experts. Only a few journalists® are known for their own investigations and writing
on energy issues. Low public awareness of energy sector specifics and good international prac-
tices is an enabler of corruption.

The Costs of Corruption

Corruption in the energy sector undermines economic development and the security of the
country in various ways:

- Outstanding loans of energy companies, as of late 2018, account for nearly 20% of
GDP. The stakes are high for repaying these loans, as failing to do so would negatively
affect national sovereignty and geopolitical independence. If Kyrgyzstan is not able to
repay debts to China, or disagrees with the terms of credit, Kyrgyzstan is only eligible
to address these disputes in Chinese arbitrage court. The experience of other coun-
tries (e.g., Tajikistan, Pakistan, etc.) indicates that failure to repay may lead to repos-
sess of the infrastructure that the loan was taken for, namely: Power Transmission
Station Datka-Kemin, substation Datka, and Bishkek Thermal Power Plant. To pay off
these energy sector debts, together with interest, every economically active citizen
would have to pay $1500 to lenders.

- Artificially low tariffs do not allow development of the sector, such as investment in
new infrastructure, development of energy efficiency and renewable energy, and cre-
ation of related jobs and economic activity. The flow of foreign direct investment in the
sector for the expansion of energy infrastructure and modernization of technologies
has declined in recent years, reaching zero in 2018.

- In contrast with sector deterioration and increased indebtedness, the net profit of
intermediary energy companies has been increasing, resulting in losses of nearly $4.3
million per year — a sum that could be reinvested in energy sector development.

- Risks of Corruption in the energy sector of KR affects negatively all aspects of life
of the population. The rich and influential get richer, while the majority of population
gets poorer. Corruption results in degradation of energy production and transmission
assets and forces introduction of seasonal limits across regions.” Thus, schools and
kindergartens, hospitals and business as well as households stay without electricity in



wintertime, which greatly affects the wellbeing of citizens.

- Corruption, along with overspending, also affects the quality of works and reliability of
energy supply to consumers. The Bishkek heat and power plant, in spite of being reha-
bilitated by TBEA in 2017, broke down in the coldest days of January 2018, leaving the

city freezing and with reduced electricity for almost four days. The failure happened

exactly one year later as well.

« Corruption undermines democratic development as establishment of democratic
governance in the Kyrgyz Republic associates with challenges and problems, as the
country scored low on all World Governance Indicators.” Level of public trust is also
very low, and citizens have an especially negative perception of economic gover-
nance in the energy sector. According to estimation of the corruption perception by
the National Statistics Committee of the Kyrgyz Republic for 2019 , the State Agency
for Regulation of the Fuel and Energy Complex (GARTEK) under the Government of
the Kyrgyz Republic is ranked 24 (score: 14,2 out of 100) amongst 43 state agencies.
Bishkek city citizens consider GARTEK under the Government of the Kyrgyz Republic

highly corrupt (score: -14,9)

Observations

Corrupt practices are discrediting the

idea of a competitive market because
of nepotism and creating better conditions
for the businesses affiliated with high level
officials, international aid, and a healthy
tariff structure — giving opponents of reforms
vis-a-vis the energy sector management
and building a true market for energy supply
services, and the opportunity to blame the
reforms and engagement of IFls as the major
vicious influences.

nu Iu

Intermediate “private” “commercia

companies acts as parasites on the
sector with the support of officials, due to
sector deficit, low tariffs, and the absence of
competition and transparency. This is a case
of ineffective state management combined
with state capture.

Non-transparent public procurement

results in inflated budgets. For example,
the construction budget of the Datka-Kemin
power line highlights the need for scrutiny, as
it is much higher than industry standards.

The case of alleged corruption in

procurement of Kazakh coal neglecting
own producers, appointing the previously
indicted officials, was allegedly related to
$6 million kickback operations and closing
of criminal cases against several companies.
This exemplifies another case of collusion
between officials and business interests, in
this case of a foreign business elite.

The practice of borrowing excessive

amounts for energy sector projects
with the intention of diverting the money
reflects collusion between national elites,
international contractor companies, and
lending agencies.

Inadequate state governance combined

with the absence of transparency,
legitimate private interests, and market
competition are the main enablers of
corruption in energy sector.
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Recommendations

To eradicate the described corrupt practices in the short-term and prevent corruption in the

mediu

In the

m and long-term, urgent mitigation measures are needed.

short term, the Government needs to initiate institutional reforms to avoid dependence

on external resources for keeping the system alive that might be resulted in the collapse of the
energy system, and improve the reliability of energy supply:

Introduce the following emergency measures to stabilize the sector, namely:

- Conduct institutional reforms to prepare for privatization and competition through un-

bundling sector activities, and abolishing the National Energy Holding Company and the
National Management Company. Restore the policy-making function of the Ministry and
independence of the regulatory agency

Conduct public campaign for tariff awareness and tariff reform

Restore the independence of GARTEC and regulation of tariffs

GARTEC should:

- Develop and present to the government and population the study on energy tariffs and

the Concept of cost-recovery tariffs, which would enable improvement of energy sector
operations and assets.

Develop and present to the government and population a package of mitigation mea-
sures to protect vulnerable customers during the tariff increase.

- Together with the State Committee for industry, energy and subsoil use (SCIESU)

launch the public awareness and information campaign required for increasing tariffs for
energy supply.

The State Property Fund of the Kyrgyz Republic should:

- Ensure merit-based selection and appointment of the top management of the compa-

nies, and members of the Board of Directors through transparent selection process with
mandatory participation of civil society

- Consider also introducing the foreign western management in public companies - to set

up their functionality

To complement these measures:

- Energy companies should ensure mandatory disclosure of all relevant financial and

technical information

- Civil society organizations should closely track operations of the energy sector in order

to advocate for and monitor safeguards against corruption

Support from the international community to the government and civil society in improving
control of energy corruption should focus on:

Strengthening donor coordination and supporting a multi-stakeholder dialogue under
the auspices of the Parliament’s Committee on Law Enforcement and the Fight Against
Corruption

Developing methodology and indicators for systemic assessment of international aid
embezzlement via elite capture in the energy sector (World Bank/USAID)

Reviewing and conducting an assessment of the country performance in line with
international benchmarks for the energy sector (OSCE/USAID)



+ Support awareness-raising on best practices and tariff regulation in the energy sector,
for both the population and officials

- Capacity building for civil society and Parliament members to enable them to exercise
better oversight of ongoing projects, including by providing best practices and bench-
mark prices for selected infrastructure projects.

Medium term measures:

« The Parliament initiates a public discussion on sector reform and the development of a
fully functioning energy market unlike the existing quasi-market

« The Government introduces gradual tariffs increase to ensure full cost recovery, as
stipulated above

- Civil society organizations support reform measures, while exercising robust oversight
to ensure corruption is reduced, in partnership with investigative journalists

- The following topics are suggested for future review and discussion

More refined analysis and improved evaluation of the effectiveness of anti-corruption initia-
tives in the energy sector using the assessment framework proposed by OECD Anticorrup-
tion Network for Eastern Europe and Central Asia, in particular:

-> unbiased and effective risk-based verification of asset and interest declarations;

-> enforcement statistics on corporate liability;

- efficiency of identification and tracking of corruption proceeds in the energy sec-
tor;

- issues with privatization of state companies and making them “cash cows” for the
benefit of the ruling elite; and

- privatization of the State Property Fund
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General Context

Since the early days of Moldova’s independence, the country’s energy security has largely de-
pended on the Russian Federation for both gas consumption and electricity generation. The en-
try points and the gas compressor station of the Trans-Balkan pipeline are under the control of
self-proclaimed Transnistrian authorities’ on the left bank of the Dniester River, which serves as
proxies for the Kremlin authorities in achieving their foreign policy objectives in the region. Less
than 19% of Moldova’s electricity demand is produced domestically by 3 combined heat and
power (CHP) plants that run on natural gas as fuel,” with Gazprom being the only gas supplier.
Gazprom owns 50% and controls another 13.4% of shares of Moldovagaz, the only gas utility for
Moldova, having a de facto monopoly in Moldovan gas market. Through the lasi-Ungheni gas
interconnector with Romania, a volume of 1.2 million cubic meters of gas was supplied in 2015,
or about 0.1% of Moldova’s annual consumption without the Transnistrian region.” Moldova is
highly dependent on the Transnistrian region for gas.

The energy system of the Republic of Moldova operates in parallel with the energy system of
Ukraine, being interconnected by 7 high-voltage power lines. About 80% of Moldova'’s electricity
consumption is procured from abroad: from Ukraine or from the MGRES power plant located in
the Transnistrian region. Even the import of electricity from Ukraine cannot avoid the Transnis-
trian territory, except for a single power line. Two interconnection lines reach the Transnistrian
side and 4 lines are connected to the transformer station of MGRES power plant, also located in
the separatist region. Moldova has a common border with Romania in the west, but the electric
power systems of these states do not work in parallel.

The price of electricity supplied by MGRES has never been based on a cost structure, as Transn-
istria does not pay for the gas consumption. The gas tariffs in the Transnistrian region are set by
the self-proclaimed government and are below market rates, while all revenues from gas sales
are transferred to the so-called “special gas account,” funds which subsequently are loaned to
the separatist region’s budget. In fact, the Russian Federation has used Moldova’s dependence
on Russian gas to establish a contractual system whereby Moldovan consumers are forced to
finance separatism in their own country by purchasing energy from MGRES in Transnistria and
accumulating gas debts. In 2007-2016 alone, nearly $1.3 billion from the so-called “special gas
account” was transferred to the separatist budget, accounting for up to 35% of total budget
spending for the 10-year period. Gazprom served as the main instrument to finance the geopo-
litical agenda of the Kremlin administration, which can be summarized as follows: strengthening
Russian influence in Moldova by financing separatism and maintaining the role of mediator of
the Transnistrian conflict to advance its own interest.

Although the Moldovan authorities have been aware of the need to strengthen the country’s
energy security and eliminate dependence on Russian gas by diversifying the electricity and
gas supply, little has been done in this regard until present. The objectives of diversification
have been included in all energy strategies over the last 20 years. The Energy Strategy till 2010,
adopted in 2000,” mentions that “the Government will take steps to build new gas pipelines to
secure the gas supply.” In 2007, a new Energy Strategy was approved that runs until 2020,
which stated that “the Government will take measures to build new gas pipelines to secure the
gas supply.” Thus, after almost 7 years of “intensive” work, all efforts concerning the diversi-
fication were limited to changing one word in the Government decision. As we will observe in
this research, particularly in the case of electricity supply through the intermediary company


http://viitorul.org/files/Policy%20Paper%202017%20-%20Impunitate%20si%20%20intelelegeri%20rentiere%20sectorul%20energetic%20ENG%20II.pdf
http://lex.justice.md/index.php?action=view&view=doc&lang=1&id=325108

Energokapital, the involved parties are interested in preserving the status quo through coordi-
nated efforts:

+ On one hand, Russian Federation continues to finance the separatism by providing
“gas subsidies” to the Transnistrian region, consolidating thus their geopolitical influ-
ence by increasing Moldova'’s total debt for Russian gas; Gazprom turns a blind eye on
the mismanagement of Moldovagaz in order to corrupt and loyalize Moldovan political
elites;

- At the same time, Moldovan political decision makers aim for personal enrichment
from corruption schemes and raise no concerns with the financing of the self-pro-
claimed regime in Transnistria by supplying gas “on credit” and passing the debt to
Moldovagaz.

Real steps concerning the gas interconnection with Romania started in 2013 with the construc-
tion of lasi-Ungheni pipeline. Despite the strong political and financial support from EU and
other international development partners, the pipeline is not slated to be operational before the
fall of 2021. However, this interconnector would not cover the gas consumption of the Southern
part of Moldova, which still depends on the Trans-Balkan pipeline system. On the other hand,
the uncertainties over the gas transit contract between Ukraine and Russia in 2019 forced the
Moldovan authorities to create an alternative gas supply route in just six months by modernizing
the Trans-Balkan pipeline, to enable it to operate in reverse mode.

The vulnerabilities of the energy sector were exploited by Gazprom alongside with the corrupt
Moldovan politicians, who tolerated and even facilitated fraudulent schemes in the energy sec-
tor to the detriment of the national interests of Moldova.’ There have been numerous corruption
scandals in the energy and gas sector over the years. Although political parties with different
geopolitical orientations were in power, no one has been convicted and the unjustified costs are
borne by consumers. This research highlights the most severe cases of corruption and their role
in undermining the energy security and increasing Moldova’s dependence on Russian gas.
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Corruption Cases &
the Actors Involved

Hostile Takeovers of the Gas Supply Complex

Before the launch of the Turkish Stream in 2019, Gazprom has used the Trans-Balkan pipeline to
supply 20-25 bem (billion cubic meters) of gas annually to Balkan countries. The pipeline cross-
es Ukraine and Moldova, including the breakaway Transnistrian region. Aiming to take control of
critical gas transmission infrastructure, in December 1993 Gazprom signed a controversial gas
supply contract with officials from Moldova and self-proclaimed Transnistria which is largely
believed to have been collusive in nature. The contract included several questionable:

The gas price was increased from $38.5 to $80 for thousand cubic meters. During that
period, Gazprom supplied gas on European market at an average price of $72.8;
Gazprom requested advanced payments and imposed a fine equivalent to 128% per
annum on the amounts due, which was 17 times more than for other countries of the
former USSR.

These provisions were not accidental, given the fact that Transnistrian separatist region stopped
paying for gas consumption after the 1992 Transnistrian conflict. Consequently, in 1994 alone
Moldova's gas debt to Gazprom increased from $22 million to $291 million, including $91 million
of Transnistria’s debt and $100 million of penalties. As a result of the artificial debt swelling, in
1995 the Government of Andrei Sangheli agreed on a debt-to-equity swap and ceded in favor
of Gazprom a 50%+1 share of the newly formed company Gazsnabtranzit, Moldova’s gas trans-
mission operator. The government violated the provision of the Law on foreign investments” and
underestimated the assets of Gazsnabtranzit. As a result, Moldova was prejudiced with over
$416 million for the benefit of the Russian concern.

The Kremlin administration attempted to reproduce a similar scenario in Ukraine 20 years later,
following the Russian aggression in Donbass. Gazprom increased the price of natural gas for
Ukraine by 81%, from $268.5 to $485, on a prepaid basis,” and began supplying gas to the
separatist regions in eastern Ukraine in February 2015, contrary to the provisions of the con-
tract with Ukrainian gas supplier, Naftogaz.” Putin himself insisted upon delivering gas to the
separatist regions in the Eastern Ukraine: “we should provide stable gas supplies to all our cus-
tomers, including the citizens in the south-east of Ukraine”.” However, Naftogaz sued Gazprom
in the Stockholm arbitration court and was exempted from paying the illegal debt. Moldovagaz
cannot apply similar tactics because, according to the agreement signed with Gazprom, any
disputes are examined by Moscow Commercial Arbitration Court. Obviously, there are very lim-
ited chances that Moldovagaz would obtain a favorable decision in that court. In fact, Gazprom
is the one who gets favorable decisions regarding the confirmation of the debt for the gas sup-
plied to Moldovagaz, including to the separatist region, in order to formally justify itself to the
tax authorities of the Russian Federation.

The plunder of Moldova’s gas system continued when the Government adopted another illegal
decision in October 1998, incorporating Moldovagaz and transferring to Gazprom a 50% share
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of the company in a debt-to-equity swap. The Government decision no. 1068/1998 stated that
the capital of Moldovagaz was determined on a preliminary estimate of both transmission and
distribution pipelines (including the assets of Gazsnabtranzit), thus violating again the provi-
sion of the Law on foreign investments. The same Government decision specified that in 1999
the Department of privatization and state property management (Vladimir Filat) will carry out
a revaluation of Moldovagaz’s assets in order to increase the equity and to repay the gas debt
accordingly. However, this provision was not enforced either.

These and other acts of fraud related to the mismanagement of Moldova’s natural gas system
were described in the report of the Court of Accounts, following the audit carried out in 2000-
2001 at the request of the Parliament. Despite the report containing pertinent proofs of multiple
acts of fraud committed by high-level Government officials and the administration of gas com-
panies in favor of Gazprom, it has not been heard in the Parliament. Moreover, Mr. Tudor Soitu,
the head of the audit team, was placed under investigation by the Prosecutor’s office and fired
from the Court of Accounts.” This well-coordinated effort by prosecutors and judges to intimi-
date Mr. Soitu suggests a strong political circle with the intent to cover up the fraud.

Fraudulent Administration
of Moldovagaz

The corrupt practices have continued even after the supposedly pro-European coalition came
to power in 2009. Following an inspection report conducted by the energy regulatory author-
ity (ANRE) of Moldovagaz's subsidiary, ANRE issued four decisions in 2012 regarding fraud
amounting to MDL 243.5 million (equivalent to $20 million) in the construction of gas pipelines
and procurement of materials at excessive prices. However, the investigations of alleged fraud
at Moldovagaz and its subsidiaries turned against their initiators. Just two weeks after the first
inspection report was issued, there was an assassination attempt of one of ANRE directors,
Nicolae Raileanu.” A grenade placed in Mr. Raileanu’s car exploded, but this assassination at-
tempt has not yet been investigated. A number of frauds that took place at Moldovagaz and its
subsidiaries were highlighted in a whistleblowers’ report published in September 2019, includ-

ing:

- Excessive losses in gas distribution networks, amounting to 32.8 million cubic meters
or 3.4% from the volume of supplied gas, while the losses in EU member states are
well below 1%;

+ According to the audit report of the expenses included in the gas tariff for 2015,
Moldovagaz spent about $4.5 million for the insurance of the gas transmission and
distribution infrastructure, while the balance sheet value of the assets was $70 million.
The insurance premium equals 6.4% of the assets value, which is excessively high and
should have raised red flags for the shareholders. Considering the cost of the insured
property, no insurance company in Moldova can pay such compensation. The local
company must have a reinsurance with an international company, which would require
it to transfer almost the whole premium worth $4.5 million. Given the fact that the en-
ergy regulatory agency did not accept these expenditures for tariff purposes, obvious-
ly no reinsurance was signed and the money was simply stolen by the perpetrators;

- Despite the fact that Moldovagaz has a legal department, the company paid undis-
closed amounts for legal assistance services to the office of the so-called lawyer
Valerian Manzat (Legal Solutions LLC, Tarsen Grup LLC) and to MGS Legal Consulting
LLC, among whose founders are the former Minister of Justice Vitalie Pirlog and for-
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mer Deputy Minister of Justice Nicolae Esanu - raising concern about the possible use
of kickbacks;

+ Unknown amounts of embezzled funds via procurement of foreign currency at an
increased exchange rate compared to the average rate on the banking market.

Neither Gazprom nor the Government of Moldova, as shareholders of Moldovagaz, have taken
any measures to prevent or investigate these and other violations committed by the company’s
management. Although the prosecutor’s office conducted several searches of Moldovagaz of-
fices, none of the investigations resulted in proper prosecution of the company’s decision-mak-
ers or the Moldovan officials involved.” Moreover, despite the fact that the company recorded
losses of hundreds of millions of MDL almost every year, two of its top officials were decorated
with Presidential award “Glory of Work” in 20127 and 2017.” The fact that state institutions are
not interested in investigating these acts of alleged fraud raises concern about corrupt interests
of political decision makers.

Corrupt Schemes in the Electricity Supply Sector

The electricity sector has also been subject to vested interests and corrupt practices. The ab-
sence of regulation related to the import of electricity has been exploited by political elites.
State-owned companies, subordinated to the Ministry of Economy, have concluded contracts
on electricity supply through intermediary companies hiding in offshore jurisdictions, forcing
thus the consumers to pay excessive bills. To date, no corruption scheme for energy imports
has been investigated by the prosecutors and no officials have been held accountable for con-
sumer fraud.

Between 1998 to 2001, the state-owned company Moldtranselectro, in charge of operating the
Moldovan power grid, imported electricity from Ukraine through a number of intermediary com-
panies: Energoalians (Ukraine), Derimen Properties Ltd (British Virgin Islands), and Ferren-M
(Moldova), the latter being allegedly founded by Natalia Diacov, the daughter of a former speak-
er of Parliament Dumitru Diacov. The state-owned company’s administrators signed acceptance
certificates on the import of electricity in the absence of primary accounting documents, cre-
ating thus a fictitious debt of approximately $21.5 million.” This two-decade-old scheme led
to an arbitration initiated by Energoalians. In 2013, arbitrators Mihail Savranskiy (Russia) and
Victor Volcinschi (Moldova) decided by a vote of two to one in the claimant’s favor, rejecting the
Moldovan state’s objections and forcing it to pay $ 46.5 million.” Volcinschi, who voted against
his own country and in the interest of perpetrators, was referred to the ad hoc tribunal®in 2010,
when the Minister of Justice was Alexandru Tanase. Komstroy, the successor-in-interest of En-
ergoalians, began the debt recovery procedure and demanded the seizure of Moldova’s assets
abroad. In April 2015 Komstroy managed to freeze the Belgian accounts of MoldATSA, a state
enterprise responsible for air traffic security in Moldova.” One year later the account freeze was
cancelled, however the case is still being examined at the Paris Court of Appeal.

Another alleged scheme of consumer fraud took place in 2008, during the communist gov-
ernment. In April 2008, Igor Dodon, then Minister of Economy and currently President of Mol-
dova, negotiated the supply of electricity from Ukraine® through an intermediary company,
Energo-Partner Kft. Following these negotiations, about 30% of electricity imported by Mol-
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dova from Ukraine’s energy system was still procured from the state-owned Ukrinterenergo at
market price ($40/MWh), while the other 70% of electricity was supplied by the intermediary
Energo-Partner Kft at a higher price ($53/MWh). Between May and December 2008 alone, the
Moldovan consumers had overpaid $14.5 million as a result of higher electricity prices charged
by the intermediary company.’ As a result of the higher price for the electricity supplied by the
intermediary company, in July 2008 the energy regulatory agency ANRE increased the electric-
ity tariffs by 10%.” Energy experts submitted a complaint to the Prosecutor’s Office, providing
evidence that in just one year the intermediary company obtained a profit of over $14.5 million
from the price difference for energy. A criminal investigation was opened in November 2017.
However, the case was not sent to the court.

The frauds in electricity supply continued even after the communists lost power in 2009. An-
other scam was set up in 2014, after Ukraine suspended the export of electricity to Moldova
due to a lack of coal, following the Russian aggression in Donbass. The only remaining source to
cover about 80% of Moldova’s energy consumption was the MGRES power plant in the Transn-
istrian region. As Transnistria does not pay for the gas, the separatist authorities resell the gas
at subsidized tariffs to local consumers, including to the MGRES power plant, which supplies
electricity to Moldova. Until November 2014 MGRES supplied electricity to Moldova at a price
of $68 per MWh, purchasing gas from Tiraspol-Transgaz at $151.5 per thousand cubic meters.
As mentioned earlier, all the income from the gas sales is accumulated in the so-called “special
gas account” and transferred to the Transnistrian budget, increasing thus Moldova’s debt to
Gazprom.

After a collusive agreement between the Moldovan oligarch Vladimir Plahotniuc and the self-pro-
claimed President of Transnistria, Yevgeny Shevchuk, in the fall of 2014, the electricity from
Transnistria to Moldova began to be supplied by Energokapital — an intermediary company with
shareholders hiding behind offshore companies.” The essence of the scheme was to create an
illicit profit margin by reducing the gas tariff for electricity generation, since the gas tariffs are
set by the separatist government. Energokapital supplied electricity to Moldova at a price of
$67.775 per MWh (almost identical to the price previously offered by MGRES), but purchased
gas 15% cheaper, at $129.5 per thousand cubic meters.” The MGRES power plant was assigned
the role of providing services for Energokapital for gas flaring and electricity generation. The
illicit margin was syphoned off by the beneficiaries of Energokapital, hidden behind Scottish
limited partnerships. In July 2016, civil society watchdogs submitted evidence to prosecutors
about how Energokapital transferred $19.2 million to its offshore shareholders.® Instead of in-
vestigating the potential fraud, the Prosecutor’s Office claimed that the statements of the ex-
perts are false and they did not present any documents that would confirm the illegalities.” This
alleged financial crime appears to be enabled by political protection from the ruling Democratic
Party, led by Vladimir Plahotniuc, for the following reasons:

Energokapital received a supplier license from the Moldovan energy regulator ANRE at
an astonishingly quick speed- within just 3 days, although the legal maximum term is
15 days;

The contract for the supply of electricity with Energokapital was signed by the state
enterprise Energocom, subordinated to the Ministry of Economy, which at that time
was led by Plahotniuc’s relative Andrian Candu, also a member of the Democratic
Party of Moldova;

The offshore shareholders of Energokapital are connected to the “theft” of a billion
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dollars from three Moldovan banks;

Energokapital had its bank accounts at Victoriabank,” controlled at that time by Pla-
hotniuc;

The Prosecutor’s office refused to investigate the fraud, claiming that no evidence was
submitted by the independent experts from the civil society, while all the media chan-
nels controlled by Plahotniuc published derogatory information about the experts.

It appears that the Energokapital scam was likely “blessed” by Kremlin administration, given the
visit to Moscow of Moldovan deputy Prime-Minister Andrian Candu in September 2014,“ just
two weeks before the incorporation of Energokapital.” During the visit, Candu met with Alexandr
Medvedeyv, the deputy chairman of the Board of Directors of Gazprom and with Alexandr Novac,
Russian Minister of Energy.

Factors that Facilitate the Corruption
in Moldova’s Energy Sector

The biggest challenge for fighting corruption, including in the energy sector, is the desire of
political elites to get rich illegally, to the detriment of national interests. The ruling political par-
ties use the lack of regulation in energy sector to organize corruption schemes and subordinate
regulatory and law enforcement institutions in order to avoid being held accountable.

Lack of Regulation

Until recently, electricity imports were not regulated at all. The political party that controlled the
Ministry of Economy put its intermediaries in the energy import industry and gained illicit profits
that were embezzled by offshore companies, increasing thus the price for the final consumers.
The situation changed only in January 2017, when the Energy Community Secretariat provid-
ed the Moldovan government with guidelines for the annual procurement of electricity.” The
Guidelines established a procurement procedure for the regulated suppliers of electricity and
created a group of observers, including representatives of the Energy Community Secretariat
and the EU Delegation to Moldova, to ensure that the procurement process is transparent and
non-discriminatory. Although the energy procurement guidelines have been adopted in power
market rules approved by the energy regulator ANRE,” these procedures still do not apply to the
state-owned company Energocom, which signs the electricity import contracts.
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Political Subordination of Law Enforcement
& Regulatory Institutions

As mentioned in the previous section, corruption cases in the energy sector have arisen since
at least 1994. Major frauds have been uncovered by the audit report issued by the Court of
Accounts in 2001, by the inspection reports issued by ANRE in 2012, and by the civil society
watchdogs in 2016 and 2017. Although the frauds amounted to hundreds of millions of USD
and plenty of evidence has been submitted to the prosecutors, investigation of the frauds has
focused on targeting the whistleblowers rather than the alleged perpetrators. The prosecutors
conducted three inspections at Moldovagaz’s offices during 2015 and 2016, initiated criminal
investigations in 2016 on an Energokapital case,” and on an Energo-Partner Kft scam in 2017.

However, none of the cases were sent to the court and no official was convicted. This raises
concern that part of the illegal proceeds from these schemes was used to bribe Moldovan pol-
iticians, who subordinated the law enforcement institutions.

The proactive position of energy regulator ANRE in fighting the corrupt practices in the energy
field has not gone unnoticed by the parliamentary majority. In 2013 and 2014 the Parliament
replaced ANRE’s board of directors and appointed persons loyal to political leaders. As a result
of the new appointments, the Agency violated multiple times the tariff methodology, based on
decisions influenced by the political agenda of the ruling parties.” Even the Energy Community
Secretariat raised concerns about the independence of Moldova’s energy regulator.” Moreover,
in 2017, former and acting members of the Democratic Party were appointed almost simulta-
neously in administrative positions at ANRE and Moldovagaz. Thus, the Parliament appointed
Tudor Copaci as general director of ANRE, Copaci being a former member of democrats (he left
the political party a few days before being appointed), while the Government nominated an act-
ing member of the Democratic Party, Vasile Botnari, as the chairman of the Board of Directors
of Moldovagaz.

How Corruption Affected the Development
of Moldova’s Energy Sector

Corruption schemes in both the energy and gas sector have resulted in higher bills for consum-
ers.It took the Moldovan government 26 years to approve the first regulations on energy pro-
curement and to eliminate intermediaries, thanks to the intervention of the Energy Community.
Although there are no intermediaries in the gas supply chain, the mismanagement of Moldovag-
az has led to excessive costs, part of which is included in tariffs by the energy regulator, and
the other part leads to the accumulation of debts to suppliers, particularly for gas. None of the
political forces that have been in power have shown interest in verifying the economic activity
of Moldovagaz and cracking down on the frauds that push up the gas debt.

The lack of regulation and transparency in the energy sector fuels corrupt practices and allows
political parties in power to maintain the status quo. Moldova continues to purchase electricity
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from the separatist region, pushing up the consumption of non-paid gas. Maintaining Moldova’s
dependence on Russian gas is by far the greatest challenge that undermines the development
of the energy sector and burdens the country’s entire economy. The efforts undertaken by the
Moldovan political decision makers have not been sufficient to strengthen the energy security
of the country and to reduce Moldova's dependence on Russian gas.

In February 2000, Gazprom cut off the gas supply to Moldova under the pretext of accumulated
gas debt. According to Dumitru Braghis — the Prime Minister at the time — Gazprom demanded
the payment of debt worth $195 million within two days, the daily payment for current gas con-
sumption, and not to allow gas suppliers other than Gazprom to enter the market. “If we do not
meet these conditions, the gas will not be turned on” Braghis said.” Few things have changed
since then, except that the gas debt of Moldovagaz has increased almost 20 times and today
exceeds $7.9 billion, including $6.7 billion owed directly to Gazprom~ and another $1.2 billion
owned to Gazprom'’s subsidiary Factoring Finans.” As a result, the diversification efforts on both
electricity and gas supply have been long delayed. Nor can it be counted how many feasibility
studies have been produced in the last 10-15 years regarding interconnection options. Even the
emergency upgrade of the Trans-Balkan gas pipeline, to enable the gas supply to runin reverse
mode, was performed in the second half of 2019 due to external factors. Uncertainties around
the gas transit agreement between Ukraine and Russia after 2019 forced Moldovagaz to identify
alternative solutions to supply gas to Moldova.

But even in this case, alternative gas supply routes do not completely solve the problem of
Moldova’s dependence on Russian gas. Indeed, now Moldova can suspend the gas supply to
the separatist region if Transnistria refuses to pay. However, this would result in the shutdown
of the MGRES gas-fuelled power plant, leaving Moldova without its largest source of electricity
and creating system imbalances that would undermine the import of electricity from Ukraine.
These risks have been assessed in all energy strategies approved by Moldovan governments
throughout the years and the only feasible solution for ensuring the electricity supply is by in-
terconnecting with the Romanian electricity transmission system. However, the electricity inter-
connection projects have also been delayed. According to the roadmap for the electricity sector
approved in 2015, the power line Vulcanesti-Chisinau with back-to-back substation were to be
put into operation in the second quarter of 2019.” In the meanwhile, the Transport System Op-
erator TSO in electricity sector Moldelectrica has pushed the deadline until the end of 2022.
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Recommendations

Eliminating corruption in the energy sector and reducing dependence on Russian gas can only
be achieved by diversifying energy supply options and implementing competitive market rules
In addition, it is necessary to strengthen the independence of the regulator and to investigate
frauds that have taken place in the energy sector.

- Diversification of energy supply. The realization of the interconnection projects with the
Romanian and implicitly European energy market will contribute to the diversification of
the energy supply options, which is indispensable in order to have a real competition on
the energy and gas market. Diversification is essential to consolidate Moldova's energy
security, to stop the accumulation of gas debt and to give up the contractual gas supply
scheme “on credit” to the Transnistrian region.

- Developing fair and competitive markets. Even if the interconnection projects will be
finalized, Moldova needs to adopt and enforce legislation to stimulate competition and
transparency of the energy market, ensuring that no supplier has a competitive ad-
vantage by not paying the full cost of gas for energy production. A functioning energy
market operator, similar to Romanian OPCOM, must be also created to ensure non-dis-
criminatory treatment for all market participants and to meet the challenges of competi-
tiveness, sustainability and security of supply.

- Consolidating the independence of the energy regulator ANRE. The regulator should
have the necessary functional and financial independence to approve and enforce fair
rules on the market, which would improve the transparency and reduce corruption. The
new law on energy approved in 2017 eliminated ANRE’s financial dependence on Parlia-
ment. However, the rules of appointment of ANRE directors must be further improved
to ensure the institutional independence of the Agency. The parliamentary selection
committee must have an exact number of members and should conduct open hearings
regarding the candidates, in order to ensure that there are no hidden arrangements to
nominate politically affiliated candidates. The evaluation grid shall be revised as well,
to replace the unreasonably abstract and subjective criteria such as “communication
abilities.”

+ Investigating the frauds in the energy sector. The prosecutors must complete the crimi-
nal investigation on the cases already initiated and send the files to court. It is also nec-
essary to conduct an audit of the economic activity of Moldovagaz from the moment of
its incorporation in order to establish the amount of fraud that has been committed, ini-
tiate the process of asset recovery, and repay a part of the gas debt. The audit should
also identify unreasonable expenses in order to exclude them from the gas tariff.
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Introduction

The annexation of Crimea and occupation of part of the Donbass region in 2014 caused serious
losses to Ukraine’s still not very stable economy, depriving it of more than 13% of its economic
potential. Ukraine has strived to restore its economic and industrial losses with the financial
support of Western countries that, in turn, demanded that the Ukrainian government implement
drastic reforms aimed at tackling corruption and increasing transparency and accountability of
the public sector. In 2015, Ukraine had the lowest position in the Index of Economic Freedom in
Europe, with a classification of “mostly unfree.”

In 2015, Ukraine signed an Association Agreement with the EU and initiated deep systemic
reforms to align imperfect national legislation with European standards. The fight against cor-
ruption in all spheres of public life became a cornerstone of the changes demanded by foreign
partners. Nonetheless, the image of Ukraine as a corrupt country has seriously affected its
reputation on the global level and precluded it from reaching a more dynamic pace of reform.
According to the Transparency International, Ukraine was ranked 126th in the Corruption Per-
ceptions Index in 2019.

The efficacy of reform implementation during former President Poroshenko’s incumbency was
widely debated given that level of corruption in 2015-2019 remained at about the same level.
Slow progress in fighting corruption caused popular disappointment and enabled Volodymyr
Zelenskyi to become President of Ukraine in 2019 and his party “Servant of the People” to cre-
ate an one-party majority in the Parliament. However, the developments in late 2020, namely
the controversial decision of the Constitutional Court to roll back the corruption prevention
system, indicate the need to sustain efforts aimed at completing the reforms in Ukraine and not
allowing any backslides.

Traditionally, the gas sector was considered one of the most corrupt spheres in Ukraine. The
terms of gas supplies from Russia to Ukraine were subject to high-level political negotiations
until the end of 2015 when Russian gas supply to Ukraine was halted. Many famous Ukrainian
businesspersons close to top state officials made huge fortunes through supplying ‘cheap’ gas
from Russia. For Ukrainian political elites, for years it was much more profitable, politically and
financially, to exploit energy dependency on Russia rather than reform Ukraine’s energy indus-
try, raise energy efficiency, implement energy saving, and improve energy security. As a result,
in spite of its own resources and potential, Ukraine remains highly import-dependent on gas
with share of imports at about 30% in 2019. Dependence on energy imports was employed as a
platform for billion-dollar corruption schemes in hydrocarbons supplies.

From the start of the Russian invasion in 2014, Ukraine has commenced implementation of
reforms towards free market in energy sector in line with the European energy acquis. The
Ukrainian government established an independent energy regulator — the National Energy and
Utilities Regulatory Commission of Ukraine (NEURC) and initiated adoption of the EU's Third
Energy Package, embodying further liberalization of gas and electricity markets. This required
from the Ukrainian government to set up all elements of market relations from scratch. Ukraine
already has achieved some progress by adoption of the Law on the Natural Gas Market, final-
ization of Naftogaz (national oil and gas company of Ukraine) unbundling and establishing an
independent gas transmission system operator, and introduction of the daily gas balancing sys-
tem. The Ukrainian parliament has also updated the Annex XXVII to the Association Agreement
with the EU, which introduced a bilateral mechanism to control the compliance of the Ukrainian
legislative initiatives with the respective EU laws (in gas sector as well).

Ukraine is now facing the challenging task of completing open and competitive gas market ac-
cording to the European target model. This entails the establishment of market pricing for both
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household and industrial consumers, ensuring simple and effortless procedure of switching be-
tween gas suppliers, improved protection of market players’ rights, and permanent monitoring of
market performance. Natural gas distribution and supply in Ukraine had a number of shortcom-
ings, causing serious corruption risks. The monopolized and overregulated Ukrainian retail gas
market was draining taxpayers’ money through multiple well-established corrupt practices such
as manipulation of gas consumption standards for unmetered consumers, illicit use of customer
registers (i.e. “dead souls” or fake accounts), and misallocation of gas volumes from households
to industrial customers (price arbitrage). All the aforementioned frauds practiced by designated
retailers became possible due to the introduction of imperfect Public Service Obligations (PSO)

scheme - described below — combined with poor metering and ill-designed subsidization of vul-
nerable customers on the gas market. Intended for the protection of vulnerable consumers, PSO
finally resulted in a number of alleged corruption cases,” enabled by differentiated pricing ap-
plied to commercial and household consumers. One of the illustrative corruption cases related
to PSO in the gas sector has been unveiled in the city of Kirovograd (now Kropyvnytskiy) where
officials of Kirovogradgaz (gas distribution company) created hundreds of fake gas accounts
and sold unconsumed volumes of gas to industrial companies.” Another case took place in Lviv
region where officials of the district heating company misused about 150 million cubic meters of
gas bought under the PSO regime and generated electricity for industrial needs.

The remainder of this case study describes how flaws in legislation caused by political popu-
lism, lack of political will, shallow professional expertise of public officials, and weak institutional
capacity of the judicial system and regulatory bodies - i.e., the Antimonopoly Committee of
Ukraine (AMCU) and the NEURC - to withstand powerful business actors together created a
favorable environment for corruption, with damaging effects.

Cases Description

Established in 2015, the system of Public Service Obligations (PSOs) imposed on natural gas
suppliers was intended to be an interim step towards creation of a liberal gas market in Ukraine.
Instead, the government has consistently delayed the transition to market pricing, preventing
a sharp rise in prices on natural gas for households because of high political risk and possi-
ble serious public discontent. PSO in household gas supply combined with the poor metering
contributed to the emergence of several schemes of alleged corruption having caused losses
to the state budget. The monopoly of regional gas companies inherited from the Yanukovych
era became a real burden to public authorities performing gas market liberalization until 2020.
This regime, which was partly lifted in August 2020 due to comparatively low gas prices on the
European gas hubs, has caused considerable budget losses and should be applied carefully in
other countries.
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Background

PSO. PSO is the obligation imposed by the government on individuals or legal entities, to protect
certain public interest, also via provision of energy (gas) at regulated prices. This non-market
temporary measure, elaborated as an element of the state social policy to protect low-income
families from prohibitive utility payments during the market transformation, became a mecha-
nism for dexterous owners of gas supplying companies to skim illicit profits.

PSO in Ukraine was first introduced in 2015’ (and still in force, despite its application to house-
holds was suspended by August 1, 2020) when residential gas prices were raised rapidly in ac-
cordance with the obligations to IMF, and the government decided to protect households. The
resolution mandated Naftogaz to supply the gas produced by the company and its subsidiaries
at a regulated price to households, religious organizations, and district heating (DH) companies.
In case of shortage of own production, Naftogaz was obliged to buy gas at market prices from
domestic or foreign companies and supply to designated consumers at a regulated price. PSO
retailers as part of the scheme were not allowed to exceed 2.5% profit margin set by the govern-
ment. Naftogaz was also not entitled to refuse selling gas at a regulated price to other suppliers
of gas to households.

Naftogaz, the largest taxpayer to the Ukrainian budget, for a long time had to provide domestic
consumers and heating companies with gas under the PSO regime. However, due to the de fac-
to monopoly on gas retail market for households, gaps in legislation, and weak political will, the
PSO regime resulted in Naftogaz having significant financial losses” and suing the government
for lost profits. Naftogaz blamed gas supplying companies for manipulating the volume of gas
consumed by households.

De facto monopoly of regional gas retailers (PSO suppliers). Until August 2020, the retail gas
market in Ukraine was de facto monopolized by regional gas companies, 70% of which are di-
rectly or indirectly controlled by the Ukrainian oligarch Dmytro Firtash. Under the unbundling
requirement, in 2015 there has been a legal unbundling of regional distribution companies into
network (DSOs) and supply companies, however the common ownership as well as control of
customer registers by incumbents makes this unbundling symbolic and ineffective.

Firtash’s history in the gas sector dates back to the beginning of 2000s2 and
is closely related to notorious Swiss-based trader RosUkrEnergo. Founded
in 2004, the company served as an intermediary in providing supply of all
Russian gas coming to and through Ukraine in 2004-2009. The company
was founded by Russian Gazprombank and Ukrainian Centragas Holding. A
90%-share of the latter belonged to Dmytro Firtash, 10% to his partner Ivan
Fursin. The Ukrainian oligarch together with Gazprom-linked entity had com-
pletely controlled all natural gas imports to Ukraine.*

According to media reports, a substantial part of Firtash fortune came from
a 45 percent stake he held in RosUkrEnergo.® Firtash was one of the donors
of the pro-Russian Party of Regions headed by the ousted Ukrainian Presi-
dent Viktor Yanukovych, whose win in the 2010 presidential campaign paved
the way for accumulation of assets by the oligarch’s company DF Group in
the chemical industry, metallurgy, agriculture, banking sector, and the me-
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dia. Through privatization rounds under Yanukovych, DF Group also became
the majority shareholder of the largest network of regional gas companies’
operated under the brand Regional Gas Company (RGC). After 2014, political
affiliates of Firtash have reunited under pro-Russian political party Opposi-
tion Bloc (later Opposition Platform — For Life).

The de facto monopoly of regional gas retailers has been established be-
cause of inefficient privatization of regional gas companies followed by only
legal unbundling (supply function was separated into subsidiaries of regional
and municipal DSOs) without visible incentives for supplier switching. In fact,
the same owners kept control over both distribution and supply functions.

Firtash was bolstered by the Russian Federation, which was interested
in using energy resources and Ukrainian corruption as political leverage. In
particular, his companies were issued $11.5 billion in loans through the Rus-
sian state-owned Gazprombank.? Furthermore, Reuters documented in an
investigation that Gazprom sold to RosUkrEnergo 20 billion cubic meters of
gas well below market prices. After selling this gas to Ukraine, Firtash made
about $3 billion in profits.® Supply companies owned by RGC serve about 8
million household consumers, out of total 12.5 million while Naftogaz current-
ly supplies only 2% of household customers.4

In March 2014, Austria’s Federal Crime Agency announced that Firtash was
being held at the request of the United States, on suspicion of violating laws
on bribery and forming a criminal organization in the course of foreign busi-
ness deals. Since then Firtash has been under arrest in Austria and is waiting
to be extradited to the US. Despite being under arrest in a foreign country
for many years, gas companies owned by Dmytro Firtash appeared to be
actively employing a number of corrupt schemes based on shortcomings in
PSO related legislation.®

Price difference. Annual consumption of natural gas in Ukraine is approximately 30 billion cubic
meters (29.8 bcm in 2019).° In 2019, Naftogaz sold approximately 15.4 bcm, i.e. more than half
of total country consumption, under the PSO regime for household customers. 8 bcm were sold
to regional supply companies and 7.4 bcm to district heating operators.

Subsidies only to a certain group of consumers create opportunities for price arbitrage or spec-
ulation when a gas supplier can buy the gas assigned for household consumers at a low regulat-
ed price, but eventually fraudulently sell it to industrial consumers at market price. According to
conservative estimates by Naftogaz, due to price arbitrage between customer categories under
the PSO regime, more than 0.6 bcm of natural gas per annum have been misallocated by par-
ticular companies, from households to industrial consumers in recent years.” Misallocated gas
is usually used in several gas-intensive industries (e.g. chemical industry, alcohol production)
where payments are made in cash.

A gap between household and industrial gas prices created a temptation for corruption among
officials of regional PSO supply companies to divert the natural gas they purchase for house-
holds to other consumers. At the beginning of 2015, the market gas price for industry was more
than double as high as the regulated price for households. In the following years, the price
difference decreased, but still resulted in substantial losses for Naftogaz and the state bud-
get. The gas prices for different categories in Ukraine reached market parity in April 2019, with
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only trade margins (both wholesale and retail) regulated for households supply until August 1,
2020.

UAH Illustration1 Difference in prices of gas for industrial and
household consumers (2014-2020)
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In 2018 alone, approximately 6% (compared to 3.2% in 2019) of Ukraine’s budget revenues were
spent on household subsidies” thus diverting substantial financial resources to unproductive
expenditures reproducing energy poverty given that energy efficiency measures remain sub-
stantially underfunded (e.g. state budget expenditures for energy saving programs amounted
to 0.4 billion UAH in 2018 or 0.04% of the budget revenues) due to the lack of budget resourc-
es. According to expert estimates, Ukraine spent $54 billion on direct and cross-subsidies for
residential gas consumption in 2005-2015.7 As a result, the IMF pressured the Ukrainian gov-
ernment to raise domestic gas prices to market levels as a condition for signing loans aimed at
covering the budget deficit.

In 2015, the government began reforming the energy sector towards an open competitive mar-
ket, but the issue of dominant incumbents (regional gas companies) remained, as they continue
to implement corrupt schemes.

In April 2020, the Security Service of Ukraine revealed one of the latest examples of gas misal-
location by officials of the regional gas company Donetskoblgaz. The company purchased gas
at a reduced price under PSO for households but instead supplied it to industrial enterprises in
Donetsk region using fraudulent accounting. As a result, some local companies were consuming
gas free of charge since 2017, while the supply company was charging household consumers for
unused gas. A total debt of UAH 1.7 billion (approximately $63 million) was illegally transferred
from businesses to household accounts through this scheme. Top-management of the compa-
ny was accused of abuse of authority.

The launch of a daily balancing on the gas market in Ukraine in April 2019° and respective im-
provement of gas consumption metering (through daily allocations) has reduced opportunities
for speculation. E.g., a month after the launch of the TSO information platform, Naftogaz (still
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not unbundled at the time) reported it began documenting misallocation of gas volumes to in-
dustrial enterprises by distribution companies.

The most common corrupt schemes that have been practiced in the Ukrainian gas sector are
discussed below in more detail:

Scheme 1. Unmetered gas and inflated gas consumption standards

Until now Ukraine has not managed to ensure full metering of the natural gas consumed by
households. Non-metered consumers and excessive consumption standards set up by the gov-
ernment have caused about 400 million cubic meters of gas (equal to 5%~ of the total annual
household consumption in 20197 - worth approximately $100 million) to bypass the metering
system annually.

There are three groups of household customers in Ukraine according to gas use: households
using gas only for cooking, households using gas for cooking and water heating, and house-
holds using gas for cooking, space heating, and water heating. These categories have different
gas allocation norms (standards). The total number of household gas consumers is 12.4 million
including about 1.13 million (9%) that are not metered.” Another 1.8 million consumers use the
meters with expired service life. For instance, out of 780,000 household consumers in Kyiv,
270,0000 are not fully metered.” Given that majority of non-metered households use gas only
for cooking, about 5% (approximately 0.4 billion cubic meters in 2019) of natural gas consumed
is not metered.

Consumption standards have changed drastically in 2012-2019 and were gradually reduced by
up to three times for different categories of consumers. However, all standards were based on
political decisions rather than economic justification, which created solid ground for corruption
allowing officials of private gas companies to resell unused volumes of gas to industrial consum-
ers. This also provided the PSO retail companies a legitimate opportunity to dispute government
decisions which they have successfully used to protect their sales.

For example, on the 28th of January 2016, High Administrative Court of Ukraine overturned
the Resolution of the Cabinet of Ministers of Ukraine #237 on the gas consumption standards
of May 6, 2015, and invalidated it from the very moment of adoption. As a result, additional
volumes of natural gas were accrued to non-metered households. It caused an increase in sta-
tistical household gas consumption in 2015 by about 170 million cubic meters worth of UAH 1.2
billion (approximately $50 million). Besides, additional volume of gas was not reflected in the
annual gas balance as it was not acknowledged by primary settlement documents.” In turn, the
Association of Gas Market of Ukraine that represents a position of regional gas companies in-
sisted that the Cabinet of Ministers of Ukraine established understated gas consumption stan-
dards for non-metered household gas consumers that resulted in annual losses of all market
players equivalent to 383 million cubic meters of natural gas (worth UAH 2.681 billion).” The
Association stated that the gas consumption standards specified in the government resolution
of January 30, 2019 were not substantiated and at least twice lower than the average actual
consumption by non-metered consumers.
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Scheme 2. “Dead souls” (fake accounts)

As example, PSO retail companies resorted to fraudulent allocation of gas volumes to non-ex-
istent household consumers seeking to sell this gas to commercial consumers or to cover their
own imbalances. The de facto monopoly of regional gas companies until August 2020 assured
that only they have had exclusive access to information on the actual gas consumption by
households. Using this data, RGC affiliated companies could have easily manipulated with gas
volumes by means of fake reporting. The scheme was organized by officials of PSO retailers
in conspiracy with owners or top-management of industrial plants (especially energy intensive
ones).

12.4 Million

Commercial sector

1.8 Million

In June 2017, Naftogaz as shareholder retrieved control over JSC Kirovogradgaz (temporarily
operated by RGC before) and initiated an inspection of the enterprise. It revealed lately that
384 fake accounts linked to certain addresses of subscribers were deliberately added to the
automated billing system.” As a result, 9.8 million cubic meters of gas were written off in 2017,
generating UAH 78 million ($3 million) in losses.” Naftogaz also stated that while supplying gas
to so called “dead souls,” Kirovogradgaz allocated to such accounts about 1.5% of annual gas
volumes in 2015, 2.6% in 2016 and 6.0% in January-August 2017.

In 2018, the law enforcement bodies investigated another case of corruption in Lviv region when
top-level managers of thermal power plants organized a scheme of misallocation of about 300
million cubic meters of gas intended for household consumers to electricity generation. The
electricity generated with the diverted gas was further sold to industrial consumers. State loss-
es amounted to UAH 1.4 billion ($51 million).

Monetization of household subsidies for final consumers (instead of service providers) starting
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from January 2019’ combined with market-based pricing under PSO since January 2020 along
with government efforts to bring more control into the process of subsidies approval significant-
ly restricted further opportunities for manipulations with fake accounts.

Scheme 3. Subsidized consumers

There was a state social standard/limit for gas consumption by
special category of subsidized households in Ukraine which
was very generous,” strongly exceeding the actual average
consumption of subsidized residents. Nevertheless the sta-
tistics show that state aid recipients consumed more gas than
others, which is partly because subsidized households really
consumed more and partly due to ‘creative accounting’ of PSO
retail suppliers. For instance, the standards for households
using gas for heating, the most gas-consuming category of
customers, decreased from 7 cubic meters per square meter

in 2015 to 4 cubic meters per square meter in 2019.” In turn,
gas companies continuously challenged the government’s de-
crees on reduction of social standards/limits in courts.

According to Naftogaz estimates based on analysis of the
documentation of Kirovogradgaz (previously operated by
RGC), households receiving subsidies were registered to con-
sume 1.5-2 times more gas than those who did not receive
subsidies.

Analyzing the reporting documents of Kharkivgazzbut (PSO retailer affiliated with RGC) for Oc-
tober 2015 - March 2016, Naftogaz paid attention to the fact that average consumption of
gas by unsubsidized consumers amounted to 1096 cubic meters per household for these six
months. However, a month later, in reports covering seven months (October 2015-April 2016)
average consumption by the same category of consumers were equal to 284 cubic meters per
household. It is obvious that total gas consumption of a household in seven months could not
be lower than total consumption in six months. Meanwhile, average reported consumption per
household receiving subsidies almost doubled (from 1778 cubic meters for six months to 3154
cubic meters for seven months). This case illustrates how officials of the PSO retailer retro-
spectively reallocated gas volumes in order to increase the amount of subsidies paid from state
budget to cover the cost of gas consumed by vulnerable consumers.

The reduction of the social consumption standards along with monetization of household sub-
sidies covering non-consumed gas by subsidized households limited the opportunities of gas
supply companies for manipulations starting from 2019.

Scheme 4. Unauthorized (off the balance) gas offtake from transmission system

Another form of subsidization and market distortion is the reduced margins and low tariffs for
gas distribution, which do not cover the distribution costs and provokes unauthorized gas with-
drawal from the gas transmission system. Despite some success in reforming the Ukrainian gas
sector, the problem of unauthorized gas withdrawal from transmission system has long chal-
lenged the Ukrainian energy security. From 2016 to February 2019, gas distribution companies
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accumulated more than UAH 35 billion ($135 million) in debt for negative imbalances to gas
transmission system operator UkrTransGaz.” About 70% of this debt belongs to RGC affiliated
companies, respectively to their ownership share over DSOs.” It is estimated that unauthorized
gas withdrawal will amount to UAH 10 billion” (approximately $370 million) in 2020. E.g., Khmel-
nitskgaz stated in the middle of December 2019 that the insufficient tariff caused it to bear
losses totaling UAH 520 million” (approximately $20 million) in the past year.

In March-April 2019 alone, the cost of negative imbalances amounted to more than UAH 2.5
billion ($97 million). It was mainly formed by regional DSOs that resorted to unauthorized gas
offtake for their own production and technological needs. Only UAH 50 million ($2 million) out
of UAH 2.5 billion in debt was paid as of June 4, 2019.” But the total cost of positive imbalanc-
es for the same period to be paid to market participants by TSO amounted to UAH 0.53 billion
($20 million), UAH 0.27 ($10 million) billion of which was already paid to stakeholders.® Follow-
ing 3 quarters of 2020, regional gas companies accumulated UAH 1.357 billion (approximately
USD 50 million) of debts for imbalances while offtaking gas from transmission system. Of this
amount, regional gas companies reimbursed only 25%, i.e. UAH 337 million (USD 12 million).
Only every fifth DSO settles up its payment to TSO on time allowing for further timely payments
for positive imbalances to market players.

According to the former head of the
NEURC O.Kryvenko, the gas distribu- TARIFF
tion tariff in 2018 covered only about

40% of costs required for purchase of ooooooo ﬂ

the gas volume intended for technolog- gooooon
ical needs.? As DSOs are withdrawing goooooo
gas without full payment, the TSO has
to pay for the withdrawn gas out of its 40%

own funds and accumulates losses. As a

result, unpaid imbalances lead to signifi-

cant financial instability of the gas tran-

sition system operator. Gas distribution

companies argue in response that, first,

the distribution tariffs established by the regulator are not sufficient to compensate their dis-
tribution services and, second, DSOs are not entitled to cease supplying gas to consumers
running up debts.

In order to solve the problem, TSO resorted to collecting debts owed by regional gas compa-
nies in courts and won several trials.” In addition, the distribution tariff was increased twice (in
January and July 2020) to cover in full technological losses of gas.’® The situation is likely to im-
prove after the regulator updated the methodology of calculating technological losses for DSOs
aimed at reducing number of disputes over reimbursement of gas for technological needs."" In
addition, the Ukrainian Energy Exchange in cooperation with the Ministry of Energy, EBRD, and
Energy Community initiated a set of measures to launch short-term standard products trading
(gas exchange). As of September 2020, the Ukrainian Energy Exchange launched trading plat-
form as a service for settling daily imbalances by customers of transportation services.
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Abuse of De Facto Monopoly Position
and Opposition to Reform

Regional PSO suppliers have used their de facto monopoly position (each regional gas distri-
bution network operator has its own subsidiary supplying gas) in the retail market in several
ways. In 2019, NEURC received 12,684 complaints from household gas consumers, 8,139 of
which concerned the recalculation of natural gas volumes to standard conditions.” The regula-
tor later conducted an inspection and recorded violations of the law by 20 regional gas com-
panies, which overestimated the so-called “thermal coefficients” (adjustment of gas volumes
to cold temperatures) and earned additional income on household consumers.” The situation
was resolved positively for gas companies as they challenged the actions of the regulator in
court, invoking non-compliance with legal procedures by the NEURC during the inspection and
the court eventually upheld the lawsuit. In addition, incumbent suppliers attempted to apply
“thermal coefficients”, sometimes retrospectively, to consumers even upon market liberalization
when household consumers tried to switch a supplier.” In response, households challenged bills
with additional charges in courts and several lawsuits are now pending in the Supreme Court of
Ukraine. In one of those hearings, the Supreme Court of Ukraine noted that the methodology
of volumes adjustment adopted in 2004 is not applicable to household consumers and could
not be applied in settlements with households. Given a significant number of similar cases in
the courts of Ukraine, the Supreme Court concluded that it is necessary to form a unified law
enforcement practice on “thermal coefficients”.

Unmetered gas was another acute problem of the Ukrainian gas market actively abused by
regional PSO retailers. As of beginning of 2019, only 43% of the Ukrainian consumers using
gas for cooking had individual gas meters, while others pay for consumed gas according to the
standards set up by the government. Companies affiliated with Firtash’'s RGC were constantly
challenging” the implementation of new standards for gas consumption by non-metered con-
sumers. The government has been adopting regulations that reduced consumption standards
(based on 1996 levels) since 2015 but regional gas companies challenged these decisions in
court, arguing that legislative procedure had been violated. Courts upheld the plaintiff’s position
and suspended the adopted regulations. Incumbent gas suppliers are interested in selling gas to
consumers without meters according to old standards which are higher as they would be able
to avail themselves of trading disengaged gas to industrial consumers.

Besides, a number of gas distribution companies filed a lawsuit in 2020 to prevent introduction
of new rules simplifying supplier switching procedure adopted by the NEURC. Upon implemen-
tation of the switching rules, households acquired an effective instrument of choosing better
deal (i.e. price and quality of service) in gas supply through changing a retail company.

Arguing that household consumers were charged with “temperature coefficients” during the
antitrust proceedings, regional gas companies noted they only complied with the applicable law
and were forced to bring gas volumes to standard conditions in order to cover their technolog-
ical losses.” The NEURC and the AMCU have repeatedly stated that these losses are already
included in the distribution tariff and it is illegal to charge them separately in utility bills. Incum-
bent gas companies, in turn, blamed the regulator and the anti-trust authority for pressurizing
business in a manner not compatible with European legislation.
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Enabling Environment

Three fundamental factors created a conducive environment for the corruption in regulated gas
supply — lack of political will, populism, and poor professional expertise in reforming the gas
sector. This did not allow to ensure full commercial metering, eliminate ineffective subsidization,
and root out other corruption-supportive factors. For political convenience, the political elites
have made unsubstantiated or even blatantly erroneous decisions for many years. Political sup-
port was long outweighing common sense and market rules in the Ukrainian gas sector to the
benefit of a few unscrupulous tycoons. This attitude caused adoption of a set of fragmented
decisions and regulations instead of the elaboration of a comprehensive policy aimed at irre-
versible transition to market rules.

The legal framework was approaching a clear competitive market model too slowly. The leg-
islative gaps and ambiguities enable gas-supplying companies to misallocate gas, protract
payment periods, resort to gas withdrawal from transmission system, and sell unmetered gas,
causing losses to the state. Definitely, the unbundling of Naftogaz and lifting the PSO regime
for households in 2020 brought the Ukrainian gas sector closer to the European standards, but
the lack of consistency and systemic approach in reform preconditions for fair play undermines
competition in the market.

De facto monopolization of gas retail is another scourge of gas market. Until August 2020 re-
gional PSO suppliers enjoyed a monopoly and have had no competitors. Household consumers,
in turn, did not have a real opportunity to switch to other suppliers, choose a lower price or a
better service because potential suppliers were not interested in entering the market due to low
profitability of gas supplies to household consumers and DH operators under PSO. This reality
became possible as about 68% of residential gas supply in 2019 was controlled by one private
group of companies affiliated with the oligarch Dmytro Firtash.

Regional gas companies accumulate debts to Naftogaz with impunity because it is practically
impossible to disconnect them or revoke the DSO license. On the other hand, the regulator did
not have enough power to carry out unscheduled inspections of market players.” Consequently,
the TSO does not receive significant funds, part of which could be transferred to the state bud-
get in the form of taxes and/or invested in the system development. Furthermore, Naftogaz (as
former TSO parent company) demands subsidies from the state budget as a result of the debts
accumulated by gas companies, households, and district heating companies.

In 2019, the AMCU considered 16 cases against PSO gas suppliers affiliated with the RGC and
ruled that regional gas companies are using their natural monopoly position to coordinate and
acquire a full monopoly position vis-a-vis consumers in regions of their operation, which took
full advantage of their status for profit in 2015-2019.

Since 2015, the government has been trying to gradually introduce competitive market mecha-
nisms into the Ukrainian gas sector. However, challenges of the retail gas market cannot be met
by single-point solutions due to the complexity of the situation. Legal flaws exist: the Code on
Gas Transmission System does not allow TSO to penalize DSOs for unauthorized gas offtake;
the government periodically adopts provisions prohibiting Naftogaz (as wholesale PSO supplier)
to discontinue gas supply to district heating companies and thermal power plants regardless of
their financial discipline; there is a lack of legal provisions regulating data exchange between
state-run registers of subsidy recipients and gas consumers; there is a lack of compliance with
the European law of the rules on gas balancing, standards of data exchange etc.” These legal
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flaws did not allow to stop and prevent occurrence of possible corruption schemes. Another
facet of the same issue is that the NEURC and the government often ignored procedural as-
pects for adopting consumption standards that enabled gas companies to challenge them in
courts.

We assume that any changes aimed at reducing the de facto monopoly position of PSO retail
suppliers were opposed not only on a regional but on a national level as well. This is evidenced
by the fact that numerous governments did not make a final move to liberalize the retail seg-
ment of Ukrainian gas market until recently, and still lack effective solutions to the fraudulent
schemes described above.

Manipulations with fake household accounts became possible because PSO gas retailers were
not mandated to reconcile volumes of gas consumed by subsidized households that they de-
clared and there was no means to check their accuracy.’ Yet, there were two separate unsyn-
chronized registers in Ukraine — a register of subsidy recipients and a register of gas users.
These registers are operated by different public authorities — the Ministry of Social Policy and
Ministry of Finance, respectively — allowing regional gas companies to avoid reconciliation. Ac-
cording to the Ministry of Social Policy, the Ukrainian legislation did not entail exchange of in-
formation from the Unified State Register of Housing Subsidies Recipients, which was launched
only in July 2018 as the first step towards effective control over subsidized gas consumers.

Despite the PSO for households was lifted, it is likely that all the schemes described above will
remain in effect as long as other problematic factors like metering, improper billing, and custom-
er registers remain in place.

Costs of the Qualitative & Quantitave
Assessment

Alleged Corruption in the gas sector leads to a number of monetary and non-monetary damag-
es to the state and inflicts harm to the public interest.

State losses. Corruption practices built upon price gaps have caused financial losses to
state companies obliged to sell gas at a lower regulated price. In 2018, Naftogaz man-
agement estimated the losses related to PSO functioning for the period from October 1, 2015

through June 30, 2018 at more than 102.9 billion UAH (approximately $4 billion). UAH 80.8
billion (approximately $3 billion) of this amount is lost revenue of PJSC “Ukrgazvydobuvannia”
(state-owned Naftogaz-affiliated company), which produces hydrocarbons and sells natural
gas, intended for household consumers, to Naftogaz. UAH 7 billion (approximately $260 mil-
lion) of this amount is related to the formation of bad debts reserves, and the remaining UAH
5.1 billion (approximately $190 million) is direct losses.

Unauthorized gas withdrawal from the transmission system, according to Naftogaz, has creat-
ed the debt for of UAH 27 billion (approximately $1 billion)* as of mid-2018, and it is estimated
that unauthorized gas take may amount to UAH 10 billion? (approximately $370 million) in value
in 2020. Partially this was caused by insufficient distribution tariffs in place since 2016 which
have not been reviewed until January 2020. E.g., a single company Khmelnytskgaz stated in the
middle of December 2019 that reduced distribution tariffs caused it to bear losses totaling UAH
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520 million” (approximately $20 million) in recent years.

In 2019, several court resolutions mandated the NEURC to compensate DSOs’ losses resulting
from inadequate tariffs established in 2016. The regulator was obliged to return UAH 589.9 mil-
lion (approximately $22 million) to Kharkivgaz®and UAH 1.038 billion (approximately $40 million)
to Dnipropetrovskgaz including the amount of compensation into gas distribution tariff.

According to former Executive Director of Naftogaz Yuriy Vitrenko, the size of shadow gas sales
in Ukraine may have amounted to approximately $600 million. As a result, the volume of unac-
counted gas sales may reach 10% of the Ukrainian market.” Regulated prices and insufficient
trade margin restricted competition on the market and had considerably reduced the market
attractiveness for new actors.

Energy security and economic development. State-owned companies remained un-

derfinanced largely because of alleged corruption schemes and inefficiencies related to
regulated prices, which limited their ability to invest in exploration and development of new
fields, multiplying the dependence of the Ukrainian economy on imported natural gas. For
instance, the state-owned company Ukrgasvydobuvannia, a subsidiary of the Naftogaz group,
due to significant financial restrictions” partly caused by PSO,“ as well as legislative flaws that
severely constrained the number of subsoil use licenses received by the company and weak
investment decisions, was forced to abandon its ambitious 20/20 program, which envisaged
growth of gas production up to 20 billion cubic meters by 2020 and was expected to reduce
Ukraine’s dependence on imported natural gas.

Scarcity of investments and reduction of natural gas production. Limited profitability

under PSO (trough regulated margins of 1.917% in wholesale and 2.5% in retail) along with
discounted network tariffs for gas regional distribution had reduced the interest of existing
and potential market players. An administratively regulated price that has been lower than the
cost of gas production in Ukraine for a long time urged Naftogaz to offset this difference by
its own funds and then claimed that the government had to reimburse losses from the state
budget. Ukraine has a low level of foreign investments in its hydrocarbons sector, as it is per-
ceived as a country with significant corruption risks. In April 2020, Naftogaz announced that it
attracted a foreign partner within the first ever full-scale Production Enhancement Contract in
the history of Ukraine’s oil and gas industry that committed to about UAH 1 billion (about $37
million), the biggest foreign investment over the last 5 years.” For a country with the second
largest” gas reserves in Europe, this amount of investments is not adequate. The 2.5% retail
margin prescribed by the government resolution as an element of the PSO regime did not
cover full operational costs of supplying companies, providing no incentives for new players
to enter this market. So far, there are no major foreign companies among either producers or
retailers of natural gas in Ukraine.

Lack of incentives/possibilities for energy savings. Low regulated prices usually do not

encourage the majority of consumers to implement energy-efficient technologies and
save more gas. Moreover, low prices create an elastic demand effect — the more affordable
the price the more consumption it stimulates. Many low-income Ukrainian households cannot
afford investing into energy saving technologies because price regulation (non-market until
January 2020), PSO regime (until August 2020), subsidies, and gas consumption quotas dis-
tort price signals, eliminating a decrease in consumption as an option for family savings.

Due to significant budget spending on housing subsidies for vulnerable consumers, the state
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is not able to invest the necessary amount of funds to improving energy efficiency and energy
saving technologies. E.g., in 2018 and 2019, the budget expenditures on supporting energy ef-
ficiency measures amounted to approximately UAH 2 billion (approximately $760 million), which
is almost two orders of magnitude less than the amount of direct and indirect costs spent to
pay subsidies. Besides, due to lack of funds available through distribution tariff or budget allo-
cations, some household consumers do not have installed gas meters in their housing, and this
does not allow to determine precisely the volumes of gas that are actually consumed by such
consumers.

Misrepresentation of state social function. Prior to the abolition of the PSO, the very

idea of social support for vulnerable households was distorted because wealthier cus-
tomers consuming more gas practically saved more money on utility bills, but not those
pertaining to vulnerable categories of consumers. Due to identical regulated prices for all
domestic customers, which were substantially below market level at least until January 2020,
those households that consumed more gas (e.g. for space heating) also benefitted from such
system running in parallel to housing subsidies. The government dispersed its scarce financial
resources for the support of all citizens instead of focusing only on vulnerable categories of
gas consumers. As a result, the state budget was burdened with excessive social expendi-
tures that hampered its ability to invest into productive economic spheres.

Harm to consumers’ rights. Households did not have an alternative to buying gas from a

single company operating in the respective region and at a single regulated price. Since
market liberalization in August 2020, there is only few supplying companies working; should
this happened earlier, consumers would have enjoyed better choice in terms of suppliers and
products. Yet, a consumer is still not protected from poor service (e.g. low-quality gas) or ma-
nipulations with the volumes consumed if a household is not equipped with individual metering
(as those issues are responsibility of DSOs). It was almost impossible to change a gas supplier
in Ukraine until July 1, 2020 when the NEURC resolution liberalizing supplier switch came into
force.

Hence, we may conclude that unduly implemented PSO system in combination with other ex-
isting circumstances created much room for corruption. Although the regulated prices and sup-
ply protected household consumers from sharp increases in their utility bills, in the long run it
harmed public interests.

Possible Remedies

Although regional gas supply companies actively opposed the actions of the government and
the regulator for elimination of their de facto monopoly position through discrediting campaigns
and lawsuits,” under strong pressure from the international partners and CSOs, the Ukrainian
government slowly but incrementally has passed required laws establishing a competitive retail
gas market.

While eradicating the corruption practices and shady schemes in the Ukrainian gas sector, the
government needs to put gas reform into a wider perspective, combining it with a number of
strategic goals (i.e. “green transition,” raising energy efficiency, reducing energy consumption,
and reaching self-reliance in gas supply). Drastic changes could be reached by fast decisions
made in a systemic and comprehensive way — otherwise, every regulatory flaw will beget cor-
ruption.
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The drop in global commodity prices with the outset of coronavirus pandemic formed a con-
ducive ground for the state to remove PSO for household consumers, which finally expired on
August 1, 2020. Starting from this date, gas for households is supplied at a market price and
consumer received real incentives to look for alternative suppliers. However, the PSO regime
still remains in force until May 1, 2021 for district heating companies, which accumulated signifi-
cant debts to Naftogaz for consumed gas (UAH 44 billion (approximately $1.5 bin) as of August
2020)," incl. UAH 6.6 billion ($0,2 billion) accumulated in 2020.7 The problem is also that only
2% of gas intended for industrial consumption is sold on open trading platforms (like Ukrainian
Energy Exchange), and the rest is supplied under bilateral agreements.” The state should en-
courage development of exchange instruments to launch an open gas market with standardized
short-term products and futures, as the well-functioning and liquid market is the main weapon
against corruption.

In fact, Ukraine maintained a double subsidy system when in addition to the PSO regime, which
covered all the groups of households regardless of their income, the poorest households re-
ceived separate personal subsidies. Universal subsidizing (e.g. via the PSO regime) did not
serve the purpose of social protection but instead, coupled with lack of accounting (e.g. gas
consumers register, individual gas meters, etc.), it resulted in emergence of corruption practic-
es. Universal subsidies should be replaced with addressing individual low-income households
(i.e. by the means of targeted subsidies) provided that all subsidized households are registered
and equipped with gas metering.

The current system of subsidies discourages household consumers from energy saving. The
total amount of budget subsidies significantly exceeds expenditures for energy efficiency for
many years. E.g., the budget of Energy Efficiency Fund in 2020 is UAH 2.72 billion or $100
million, while the budget spending on household subsidies amounts to UAH 47.5 billion or $1.8
billion.” The government should shift its policies towards stimulation of energy saving technol-
ogies among households through affordable loan programs and tax relief. To reduce spending,
an average household has to care not only about the price of gas but about decreasing average
consumption as well — the less volume of gas is consumed, the less room for manipulations is
available.

Until the very launch of competitive retail market in August 2020, regulated prices encouraged
corrupt practices whereby gas retailers could contrive different schemes to make a profit. Given
the level of gas market concentration, the institutional capacity of regulatory, law enforcement,
and judicial bodies should be reinforced to resist any attempts of incumbents to dictate their
terms or neglect legal provisions. Price and procedural regulation prevented new players from
entering the market, which could have broken de facto monopoly of regional supplying compa-
nies and create competitive gas market much earlier. Abolition of PSO for household consumers
in August 2020 along with simplification of the switching procedure by NEURC liberalized retail
gas market and created opportunities for gas consumers to choose a supplier according to per-
sonal preferences. But it will take a while for the majority of household consumers to realize the
benefits of a liberal gas market.

Foreign partners have always actively supported Ukraine’s actions in the fight against corrup-
tion and reform of the Ukrainian energy sector. International organizations along with national
governments of particular countries motivated Ukraine to implement effective reforms propos-
ing financial and technical support in return. Support for the legislation that introduces market
mechanisms in the gas sector is yielding results (e.g. adoption of the Law of Ukraine “On the
Natural Gas Market” in 2015 and over 100 acts of regulation afterwards). If provided, further
comprehensive support of competitive pricing, effective procedure-based relations between
consumers and suppliers, and establishment of proper monitoring mechanisms will help Ukraine
to eliminate the remaining corrupt mechanisms.
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Civil society organizations should keep putting pressure on the state authorities and conducting
advocacy campaigns addressing MPs, government officials, and expert society. Ukrainian NGOs
and think tanks have actively supported the introduction of daily gas balancing, the abolition of
PSO, and the simplification of supplier switching rules, but there is still lack of efficient control
over market players at the regional level, where the lion's share of abuses usually occur. A good
example of civil society confronting the regional incumbents is the case of household consum-
ers from Volyn, Sumy, and Kyiv regions, who sued their suppliers over the use of “temperature
coefficients,” in cooperation with local NGOs. One of those lawsuits has been transferred to the
Supreme Court of Ukraine and, if successful, may set a precedent for future cases.’ It is also
important for the Ukrainian CSOs to collaborate with anti-corruption, law enforcement, and the
judiciary bodies to effectively detect and prosecute corruption schemes in the energy sector.

Recommendations

It is the time to complete the eradication of corrupt practices in the gas supply to household
consumers. State structures are gradually gaining access to documents and exposing corrup-
tion schemes practiced by the “empire” of regional gas companies. It is necessary to reach
full commercial metering, including SCADA“ system, the lack of which was the main enabler of
corruption in the gas sector. Equally important is long-delayed switching to energy units in gas
market, so that consumers pay for energy they used and not for gas volumes.

The transparency and accountability of distribution network operators needs to be strongly
increased including restoration of the control over billing systems by regulator (in the 1990s,
account registers were transferred from trading houses of Naftogaz to DSOs). However, along
with the creation of accurate unified consumer registers, it will be necessary to resolve the
problems of debt, subsidies, control and much more.

Given abovementioned, there are several suggestions to respective state bodies that could, if
implemented in full, further develop full-fledged gas market in Ukraine and eradicate potential
niches for corruption practices.

The Cabinet of Ministers of Ukraine

« The government is recommended to keep fostering the development of the liberal gas
market through introduction of the effective market instruments (e.g. strengthening
of the gas exchange trade etc.). Short-term standard products trading will enable all
the suppliers to buy gas in equal conditions, including gas produced by state-owned
companies. It should be mentioned that the government is already focusing on market
mechanisms in the gas market. A draft law is now being considered to allow the TSO
to purchase gas on exchange instead of public procurements.

+ At the same time, the government, as well as the regulator, should be more persistent
in advocating and adopting European regulation in gas market to complete its reform.
In particular, it is necessary to set up adequate consumption standards, switch to
generally accepted energy units, and establish a European procedure for adjusting
to standard conditions (0°C). These solutions will eliminate the problem of “thermal
coefficients”.

+ The government should incentivize gas DSOs to finalize the instalment of individual
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meters in private and multi-apartment housing, which were paid for by household
consumers through distribution tariff. Yet, the regulator and law enforcement bodies
should investigate how the funds allocated for meters installation were collected and
spent. This will allow the reduction of unmetered gas use according to social stan-
dards and thus reduce corruption and budget losses.

In addition to control, the national legislation should be amended to include additional
sources of funding for installing meters in households. For the present DSOs, the law
should stipulate local budgets funds along with distribution tariff as possible sources
of meters installation. New suppliers should be entitled to install meters out of their
own funds. Besides, the scope of energy efficiency programs (“warm loans”, Energo-
dim etc.) should be expanded so that consumers have an option to install metering
themselves.

Inconsistencies between registers of subsidy recipients and gas consumers should
be fixed along with defects in gas metering system. Ideally, all registers should be
synchronized with each other providing full access to the accounts’ information for
respective users (i.e. TSO, gas suppliers and public authorities in charge of paying gas
subsidies). Currently, the registers are operated by different public authorities — Min-
istry of Social Policy and Ministry of Finance respectively. Exchange of information
between registers will enable reconciliation and effective control over subsidized gas
consumers.

Along with the launch of a competitive gas market, it is necessary to create a trans-
parent and accurate database of household consumers, to which both consumers and
all suppliers should have access.

Given that the PSO regime for district heating companies will remain in force until
May 2021, the government, the parliament, and Naftogaz should adopt measures
aimed at improving payment discipline of DH companies, as well as tackle the issue of
aggregated debt of heating companies to Naftogaz. First of all, the minimum pay-
ment threshold of 78% allowing gas supply to district heating companies without full
payment should be eliminated. In addition, the existing debts of the district heating
companies should be either restructured or covered from the state budget and then
deducted through budget transfers from regional/local budgets, which potentially
could stimulate regional public authorities to deal with gas debts (as most DH compa-
nies are owned by local communities). Finally, the trends in global commodity prices
allow for the painless lifting of PSO for DH companies and relatively fast transition to
market pricing.

The government should develop and implement gas release program for largest
producers (namely, Ukrgasvydobuvannia) to sell a share of production on commodity
exchange to increase market liquidity and decrease concentration.

The NEURC

The NEURC put efforts to promote market rules in gas sector as well. The regulator
along with the National Securities and Stock Market Commission, the Ukrainian Energy
Exchange and the TSO, has signed a memorandum with Energy Community on joint
efforts to form commodity trade mechanisms in the gas market including clearing
house and financial instruments.” The interest is also evidence by the fact of emerging
new exchange platforms.

It is vital to strengthen the control over the use of gas in the supply chain. The regu-
lator has to finally solve the very urgent problem related to volumes of unaccounted
gas for household consumers. In order to complete the process of installing meters

in households, more relevant funds have to be included in the distribution tariff, and
DSOs shall be regularly monitored on implementation of the process. The introduction
of RAB tariffs for gas distribution companies implying the obligation to reinvest in the
networks they operate will improve distribution services.

It is important to provide the NEURC with sufficient powers to investigate manipu-


https://www.rbc.ua/ukr/news/ukraine-planiruyut-sozdat-energeticheskie-1548776281.html
https://www.ukrinform.ua/rubric-economy/3124561-v-ukraini-zapustili-novu-platformu-z-elektronnih-torgiv-energoresursami.html

lations on gas market and operate a register of business entities acting on the gas
market in line with provisions of European legislation, namely the Regulation (EU) No
1227/2011 on wholesale energy market integrity and transparency (REMIT).

- Adoption of a new procedure for determining the technological losses for distribution
operators could solve the problem of imbalances. After the numbers are calculated,
the NEURC should update the respective tariffs of DSOs.

- Itis important to focus on adoption of the entire set of European network codes to
reach deeper integration and synchronization of the energy systems of Ukraine and
the EU. The regulator is recommended to introduce mandatory balancing neutrality
charge in 2021/2022 gas year without any further delays - for this purpose, it should
monitor preparatory actions of market players.

- Given that the NEURC has already simplified the procedure for supplier switching, as
well as adopted protective measures through the establishment of the supplier of last
resort (and improving its operations), it is essential to conduct a large-scale national
information campaign on the benefits of market relations and explain publicly the pur-
pose of retail gas market reform.

« The primary task of the NEURC (along with the AMCU) is comprehensive market
monitoring and prevention of violations by companies. This requires strengthening the
institutional autonomy of regulators (both NEURC and AMCU) and the introduction
of REMIT.” Yet, the legal departments of AMCU and NEURC should be reinforced by
personnel and resources necessary to support actions against abusive gas retailers in
courts.

CSOs and expert society should be more demanding in urging political parties and their leaders
to adopt EU-compatible market rules aimed at preventing manipulations with gas volumes and
empowering consumers. International donor organizations could contribute to fighting corrup-
tion in gas sector by supporting non-profit projects aimed at raising consumer awareness on
corrupt practices, energy saving measures, and the importance of gas metering.


https://ua.interfax.com.ua/news/general/689775.html
http://www.nerc.gov.ua/?news=10524
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This report describes and summarizes the cases of corruption in the electricity and
gas sectors of Armenia, Bulgaria, Georgia, Kyrgyzstan, Moldova and Ukraine, to
reveal the typical forms, enablers, main actors, and possible remedies of this com-
plex phenomenon. These post-socialist countries with relatively weak governing
structures, at various stages of political and economic transition, struggle with
energy dependence and experience geopolitical pressures from Russia. This makes
them especially vulnerable to energy corruption threatening their development and
national security. Specific instances of energy corruption are featured in country
cases, while the summary paper explores the typical forms, enablers, and stake-
holders related to energy corruption. It also discusses systemic interconnections
defining the landscape of energy corruption and suggests some remedies. Following
the well-established path of energy reforms in line with the EU energy acquis seems
to be the most efficient measure for reducing the space for corruption by establish-
ing transparency and governance standards in the energy sector with the support of
domestic and international stakeholders.
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