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Silvana Malle: It is a great pleasure to chair this session,clwhieatures two
distinguished economists, Phil Hanson and Andtaridinov. | do not really have to
introduce them, but just a few things. We have kmd*hil for years, and the many
books and articles he has written. For me, the nmiegesting works are “The Rise
and Fall of the Soviet Economy” and “From Stagratio Catastroika” An article
you have in your folder, which | found extremelyeresting, is “The Resistible Rise
of State Control in the Russian Oil Indusfryand the idea that the managers are
private, but maybe not so private. Let me alsoouhice Andrei lllarionov. | met
Andrei twenty years ago at the Sopron Conferenddungary, where reforms were
being discussed at the time. Hungary seemed a demedoped country, so they were
gathering people from all over the region. The gssfonal life of Andrei is extremely
interesting because he has held a number of pimstigositions and from 2000 to
2005 he was Putin’s chief economic adviser, bueérsam point he decided to leave.
He also served as the chief economic adviser tdRtssian Prime Minister, Victor
Chernomyrdin in the early 1990s. He is now a felloivthe CATO Institute. So,
Andrei really knows a lot about Russia and alsowshdhe political life of the
country, but first let me give the floor to Phil.

Philip Hanson: | want to talk mainly about gas in the context o€y and security.
Just a little bit of background about economictretes between Russia and Europe.
Russia is stuck with Europe in the sense that lsecaf the size of the European
economy — not only the EU, but also Switzerland Biadway — and because of the
location and distance Europe is a dominant partndtussia’s trade. Lately, about
52% of Russia’s merchandize trade is with Eurog®atTcompares with only 14%
with other CIS countries and about 3% with the B8 for better or worse, these trade
partners are stuck together for obvious reason® twith location and economic size,
as the gravity model of trade would predict. Thenhing large issue in Russia-EU
economic relations is energy security. That islyeadry much to do with gas rather
than oil or any other particular form of energy.cBese oil is traded on competitive
markets, if you have problems with one source ppsuyou can get oil from another
source of supply fairly flexibly. And this is nobe case with gas. And still today,
despite the development of liquefied natural gasstngas moves from one place to
another by pipelines, characteristically aroundweld in general, and certainly in
Russia’s relations with Europe, under long-term pbypcontracts. You have a

1 “From Stagnation to Catastroika. CommentarieshenSoviet Economy, 1983-1991, New York:
Praegar/Center for Strategic and International igfid

2 “The Resistible Rise of State Control in the Russtil Industry” by Philip HansonEurasian
Geography and Economics, February 2009”. This was a Reading for the Collaqui
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particular partner in one end, and you have aqaat partner in the other end; of
course in the Russian case it is alw&azprom. In fact, it has legally entrenched
monopoly of trade in gas. It is sometimes said thatproblem is not really so acute
as is sometimes suggested because reportedly &selyus; Russia needs Europe, as
much as Europe needs Russia, in the sense thahdleglythe money just as much as
we need the energy. That is true as far as it gms| would caution very strongly
against it for several reasons.

First of all, gas, which is the tricky component the energy relationship. That
particular fuel, gas, accounts for much less ofdrus export earnings than oil plus
oil products. Whereas gas, oil and oil productsehlagen in recent years 60-65% of
export revenue in total Russian exports, gas admeeunts for less than 20%. Russia
consumes oil, of course, but it is both a verydapgoducer of gas and at the same
time an exceptionally large consumer of gas. luatg consumes the great bulk of
the gas it produces. So its financial dependenceexport revenue from gas is
nowhere near as large as its overall dependenearoimgs from energy.

The second reason for being cautious about thisia@hdiependence is that short-term
disruption of gas supplies to a recipient countig be a very considerable disruption
to economic activity and, indeed, to things likatieg for houses. The adjustment on
the revenue side for the exporter is less shaifs ishort-term effect. And that fact is,
| think, in the back of many people’s minds, whaeyt are concerned with energy
security, both in Europe and Russia. | think iursderstood this is something that
makes European customers of Russian gas cautiotleiin dealings with Russia:
inclined at least to try to avoid offending Russaiathe margins so to speak. This
uneven mutual dependence can affect policy-making.

Third reason for worrying, | believe, about Eurapeaergy and security as far as gas
is concerned is to do with the companies that magr long-term contracts of gas
supply from Russia: E.ON Ruhrgas, ENI of Italy &halz de France. They have quite
considerable political leverage in their own coigstr They influence what happens
and what governments do. They are lobbyists of idensble power. And there is a
word for one aspect of this: ‘schroederisation’. tBere is a sensitivity to Russian
pressures which, I think, most analysts and moktymakers in Europe would like
to see reduced. But how? What to do about it? Besxaafter all, European gas
demand has been growing fast, and currently itogepted to resume its growth after
the crisis. Countries like my own country, the Ukhich currently are not using
Russian gas, except very marginally, may well fihedmselves importing more gas
from abroad as North Sea reserves dwindle, andctiigd quite possibly be from
Russia.

So what should Europe, or, more to the point, Eeaopgovernments and European
companies do? One solution, which is sometimedadibout is liberalization of gas
markets: unbundling distribution from productioeparating ownership of upstream
and downstream activities, and moving towards orga spot market in gas, moving
towards something like a real market in gas, whHarhmost purposes there is not at
present. Although this is desirable, it is politigavery difficult partly for the reasons

| have suggested, influence of companies - bubnby for that reason. There may be
measures, developments short of that, which arengatly helpful, like more
investment in gas storage and more interconneaifogas pipelines. There are at
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present considerable limits on how far gas can nimay around Europe. So you
have these bilateral Russian relations with Germdoly example, conducted in
isolation from German energy relations with thet mdsEurope. But who is going to
make this investment? It is not in the immediateerest of the major European
companies to do this. They have cosy relations @#kaprom, and they have every
reason from their own point of view to continue gborelations. There is also, of
course, as part of the problem in the backgroumetetis the Russian role in (so far
successfully) monopolizing the westward flow of gasm Central Asia. If the
Nabucco pipeline is built it would take some Azeri gast Imot necessarily Central
Asian gas. If there could also be more effectivikdi with Central Asia, ideally a
Trans-Caspian, pipeline taking Turkmen gas acro€8aku and then down into the
Nabucco pipeline, we would have a route by which Centraiafh gas bypasses
Russian pipelines. That has got an obvious attracti

One of the most impressive analysts in this arean Roberts from Platts Energy,
reckons thatNabucco is a real possibility; it is not as unlikely asseemed a while
ago. But so far it is not clear how much gas wocadine through théNabucco
pipeline and it is not clear whether Central Agjais will be a part of it.

Then, of course, we can cultivate other sourcesipply, Algeria, Qatar, Nigeria, but
note that the Russians are trying to get in theneell. The Russians actually have the
ambition to have a stake in, if not control of, @fis-Sahara pipeline from Nigeria,
believe it or not. So these are all areas of canders not quite clear how things are
going to go, and it is not entirely clear who ismgpto take the relevant decision,
which would, in my judgement, be helpful to Européaterests. One obvious worry
is that the present set up is really quite robast @aommercial arrangement. Because
of the ritual, actually, more than ritual — quitrisus — spat with Ukraine in January
and the knock-on effects on Russian gas delivéniesigh Ukraine to other European
countries, Gazprom sales to Europe fell quite sharply in 2009. And, course,
because of the recession European demand hasdwen o thatGazprom went, |
think in the first seven months of the year, 20idnl dollars down in gas revenue in
dealings with Europe. But if you look at it monti-imonth Gazprom had climbed
back by July to the market share it had before eutal82% of European gas
consumption. So that even with all the stressdsotti the January conflicts and the
recession, the arrangements are still sufficiendlyust that Gazprom quickly gets
back to where it was before in terms of marketashar

One final observation: one requirement, | thinkmsre vigilance toward&azprom
activities in Central Europe. Professor Jeszenskgtioned it in the paper, which is
in the conference material, and | think he is altsdy right. You have developments
like Gazprom's acquisitions of 51% of NIS — a Serbian compa8yce Professor
Jeszensky wrote his paper, there has been thes@amuiby Surgutneftegaz of 21.2%
of MOL, the Hungarian company. This was odd inaertvays.Surgutneftegaz is not
officially a Russian government-controlled compaitys a private company. It had
not previously invested abroad; it had been a coypahich was very much devoted
to domestic development in Russia. It had been ualuamong most Russian, and
only Russian but other oil and gas companies, ifdiog up quite a big cash flow,
quite a bit of liquidity. And finally, they paid tiee the market rate for their stake in
MOL. It would be naive, | think, to see th&tirgutneftegaz acquisition as purely
commercial exercise. And it all is very important the potential development of
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South Stream, which would be the Russian alternative routeN#adbucco. It is not
impossible that both could be in place and coulth baperate. BuSouth Stream
would tie some of the Central European countriegemiightly to Russian gas
supplies. So that concludes what | wanted to sdnyave simply pointed out what |
think are the key features of the situation andesofrthe policy questions that arise.

Andrei Illarionov: Clearly there is some mistake that | have beegitad to talk on
this particular issue — from at least two pointsv@w. First, we are discussing the
issue of Russia; Russia’'s economic relations. Bigeems that it is not so much
Russia’s economic relations but Russia’s leaderpbigy — the authorities’ policies
and approach and so on. This is not somethingcirabe explained from the position
of Russia’s national interest, commercial and eounanterests. This is why it is
difficult to associate these leadership policiehwmedium and long-term interests of
the country. Since we have to look at the origihghes policy, of this approach, we
are forced to leave the area of economics. We tweémbk at the political system of
the country, which has nothing in common with a deratic state. Indeed, it is a
harsh authoritarian state — although, not quitetokaitarian state of several decades
ago. It is important to stress that even this dledagolitical scientific analysis is not
enough, because not every authoritarian state eaescribed, as Russia must be.

We need to look at the sociology of this politiceime and identify the group
actually in charge of most of the decisions takerRoissia’s behalf. It is a very small
group, consisting at most perhaps a dozen, with divso taking the most important
decisions. It should be noted that one person talasy of these decisions. That is
why instead of analysing some kind of economic l&gies and looking at their
application, we are forced to analyse a particoéarow group’s approach, or that of a
particular personality. This is why these decisjonsnany cases, are being taken not
on an economic or commercial basis, but for anotieason. It is something a
psychologist should examine, not an economist. Ehahy we cannot understand the
actual policies and we will not look at the reasgnof some particular people. But if
we move there, we are leaving the basis of somd kinmore or less objective
analysis.

Look at the title of our session: “Russia’s economalations with Europe including
energy and security”. It is implied that energy aseturity are part of economic
relations. That is certainly not true. Energy is fudly part of economic relations. The
very fact that we are forced to discuss energyessneans that they, at least in many
cases, are not a result of the free market, bigoafe political policies pursued by
different actors. It is even much more true forusig issues. That is why many
people, trained in economics, opposed discussiegetienergy and security issues, as
they are topics for security specialists. Nevedbg| the issues are on the table, and
need to be discussed. | will probably skip desmipt many of you follow events —
and move to explanation and forecast. Forecastng very risky business and |
would not attempt it, but | would like to say sofmat about explaining the system.

A few years ago it was just a big question markhkatndoes that mean? Why does
Russia have a series of gas wars with Ukraine? \Gibes the halting of the oil flow
to the Mazeikiai oil refinery in Lithuania mean? @y do they not allow Kazakhstan
oil to go through the Russian pipeline system? VBfye Stream, North Stream,
South Stream pipelines and so on? It is not a cmuse but a general understanding
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of existing policies. It is very consistent polidhat had been pursued since
2001/2002. The policy had an aim, and, initialtywas concerned with only Russian
territory. Over the last four or five years it hdefinitely moved outside that territory
to monopolizing energy resources, and other kindesburces, through different
instruments. To monopolize resources it is not sswy to nationalize, as many
people still believe. Boris Abramovich Berezovskythe 1990s showed that if you
just appoint the right person as manager to comash flows, you can control the
organization much more effectively than with sdexlde jure property rights. The
reality in some parts of the world, including Rasss that you have other instruments
to control organizations, firms, companies, andwfioof financial and material
resources. So it is a monopolizing of energy s@jrzansport routes for energy, and,
as much as possible, of supply. To whom? Ideatlyeveryone. Some people still
think that at some point it will be possible. Batreal life it is too much, even for this
particular period of time, and nature and histogwén provided the policy’s first
victim: Europe. That is why Phil Hanson is right gay that Russia is stuck with
Europe. Due to historical, political, geographioahsons Europe was, is and for the
foreseeable future will be, a consumer of a sulisieamount of Russian energy. And
Russia was, is and will be, again for the foreskeéliure, a supplier of much of
Europe’s energy.

If you look at the map of Europe, maybe with Westé&sia, and at a map of
pipelines, particularly, gas pipelines, the soamlénergy hits against Europe, taking
Europe in almost full monopoly with all possiblesoeirces. That is why this is a big
battleground which has been evolving for severaryeWith South Stream or Blue
Stream, it is just an attempt to cut other soufoe€urope, and take control of all
other sources and transportation routes to Eurbipe.trans-Saharan pipeline goes to
the same group. If you look at perhaps hundredieoisions taken over the last eight
or nine years, in almost each one you would firsetds of a grand plan of how to
create this so-called new energy reality. We catardy discuss whether this plan
has been successful and until recently | wouldisasas quite successful. A number
of acquisitions in European pipeline constructiompanies, with establishing control
over different energy fields, striking deals witlker@ral Asian regimes for sending
energy, game with OPEC... all go in the same diract8o, the most important thing,
is to understand this logic. It is up to Europethe European nations, to decide what
to do in these circumstances. Phil Hanson has dglremade several reasonable
suggestions.

Now, a few words about Georgia. It is not only Ressian-Georgian warer se,
which is incredibly interesting and important famwadays, but it is also only a small
part of the big picture of energy policy, the gradn of energy control. If you look
at the map of Eurasia, you will see that the magtartant new energy resources are
located in the Caspian basin in Central Asia. VRAtlssia to the north, Afghanistan on
the border, with almost permanent civil war andupation by different forces, Iran
to the South with bad relations with the Unitedt&aand Europe, there is only one
known channel to transport resources from this.dtaa via Azerbaijan and Georgia
to the Black Sea and the Mediterranean Sea viaehurkVe have very narrow
bottleneck of energy resources, that is relativeltapped, and that is why it is natural
for someone to try to unblock this bottleneck, amdoute all possible energy
resources from the region, not via Afghanistan, \natRussia. The idea of creating
problems on this route from the Caspian basin vz&rBaijan and Georgia to the
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Mediterranean and the Black Sea was identifiedyemn| at least in the late 1990's.
But these policies were implemented as late asefSdmr 1999, when the new
Russian prime minister initiated a consistent polof undermining Georgian
independence, provoking different movements inaihelaves of Abkhazia and South
Ossetia, and it resulted in the Russian-Georgian maould stress once again that
this campaign has lasted exactly ten years, fropteggber 1999. Since then there has
been an endless list of varying preparations, pratrons, the amassing of military
equipment and troops, sending Russian officerssaadet police operators first into
South Ossetia, then to Abkhazia, supplying armasnant so on. | would mention
several facts. The first big supply of Russian taakd heavy armaments to South
Ossetia took place on February 2 2003. At that tffieially and until late August
2008 Russia recognized Georgia’s sovereignty amdraloof the Russian-Georgian
border. Nevertheless, many T-55 tanks, was seoudr the Roki tunnélto Mr
Eduard Kokoity, President of South Ossetia. Thegevdetected by the Georgians and
the Americans who sent angry protests, but in VB supply of military equipment
to Abkhazia and South Ossetia that day was ten msopéfore the so-called Rose
Revolution that brought Mr Saakashvili to power. &mgardless of the state of
personal relations the leaders of Russia and Geafter that, what is important is
that a great deal of military equipment was movéekrmvno one could have predicted
that Mr Saakashvili would be the next Presiderebrgia.

Clearly this was a long-term policy of the Russilaadership and not linked to
whoever was Georgian President. The reason wagethgraphical or, more properly,
the geopolitical position of Georgia, the cruciauntry in this channel. The volume
of this flow of armaments was immense, and by Janli&008, just seven months
before hostilities broke out, the number of tardksnoured vehicles, artillery units,
and all other rocket missiles in South Ossetia thiashighest in the whole world’s
military ranking. For example, the number of tapks 1,000 people in South Ossetia
was ten times higher than in North Korea. Befor@2that country was the champion
in military preparations of all kinds. Since 2008th Russian help, the first has been
South Ossetia, Abkhazia second, with North Koredhird place. The number of
armaments has been, in some cases, ten times ligirein North Korea on a per
capita basis. But, per capita is per capita; & important how much, of course, is
strategically situated. It is striking that by Janu 4 2008 the number of tanks,
artillery units, armoured vehicles and other equpmhappened to be in South
Ossetia and Abkhazia, with the total populatio2@®d,000 people. In Georgia, its 4.5
million people were outnumbered three to one. Sor@a, as a sovereign nation that
spent a great deal to modernise the army, was hvettimes weaker militarily than
South Ossetia and Abkhazia. By December 1 2007i&usthdrew its military base
from Georgia, so that in the envisaged campaignaiiny would not be surrounded
and taken hostage, and equipment would not be regptoy the Georgian army.
Russia walked out of this treaty limiting militaagmament on the European flanges,
and there was a Presidential decree stipulatingnaontain brigades in the Caucasus
by December 1 2007. There were reasons for thiscpkr date. This date was
initially given to Marti Ahtisaari to prepare a @p on Kosovo independence, and it
was obvious that some kind of agreement betweerowos and Serbs would be
impossible. In December, Kosovo’s independence avbel decided and by then the

® The Roki Tunnel was built by the Soviet authositie the 1980s in the Caucus Mountains north of
the village Upper Roka. This is the only route jogthe North and South Ossetia.
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military campaign in Abkhazia and South Ossetiarasiaseorgia would be prepared.
But as we know, it was postponed until February Kodovo’s independence was
proclaimed on February 17 2008. Subsequently, tleeyded the summer was better
for the campaign. | could go on, because therdasge body of evidence available on
the campaign’s preparation and how it was prosdcu@n September 30 the

European Commission, headed by Heidi Tagliaviriwass diplomat, will release a

nine hundred page report on this whar.

With reference to the club Medium-term ballisticssiles SS21 and 26 (so-called
Tochka-U and Iskander) against the Baku-Thbilisi-Ceyhan pipeline, theyvda

deployed about two dozen missiles in attempts strdg the pipeline. But because it
is underground, it was undamaged, but neverthdlesse intentions were clearly
demonstrated. It is important to remember that dmige days before hostilities broke
out, the head of Abkhazia’s security service puplizarned journalists that brave
Abkhaz groups would destroy the Baku-Tbhilisi-Ceylpapeline. And he was right —

just 24 hours later there was a big fire in oneth&f gas installations on Turkish
territory (Turkish Kurdistan), which temporarily tcoff oil supplies from the pipeline.

Fortunately, it was not a big fire and it was put oelatively easily. Twenty four

hours later a new war started.

Silvana Malle: Both speakers have talked about the energy issutewb could
probably go outside this field and discuss whato#tructural changes have taken
place in Russia.

Bernard Brscic: Firstly you seem to be sceptical and say that &lpairist should
examine Russian policies, but then in confirmatdrthe above you seem to apply
cost-analysis, and you give a completely irratiaadlanation of the policies pursued
by the Putin administration and this is, on theelesf state players’ monopoly of the
energy sector. Basically, it is completely ratioralery rational monopolist tries to
cut competitors out of the game and deploys alktyategic weaponry in order to
achieve this. Of course, it is questionable whethgran economist, one can expect a
level of analysis that goes beyond the individuabg so the main player, instead of
the individual, becomes the state. But if you atcapplying rational choice at
government level, it seems to me that Russia iswdep quite rationally in trying to
extract monopoly rents from the energy sector.

Andre Illarionov: Thank you very much; it seems | succeeded in aitigag/our
attention to this particular issue. It is true dhdt is why | was trying to provide a
different view on it. It is completely rational the short-term, but irrational in the
long-term, because if the Russian leader took ianat long-term view, he would
pursue a different policy to produce much bettsuits in the long-term. We could
consider that he is trying to convert the countngybe not to a state like North
Korea, but in that direction. Even if in short teiimlooks as if he achieves so-called
respect of this might or power, in reality he issteying this power and those
resources. The clear alternative has been offeyddrbKhodorkovsky by his actions:
privatization of resources and decentralizatiomefision-taking, decentralization of

* The final report, published on 30 September 2@68¢cluded that Georgia started the war, but both
sides bore responsibility for escalating the cenfli
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supply and of consumers, such as reaching the d&€hma. That alternative is much
better than the shortsighted policies being pursigd now.

Miroslav Prokopijevic: You said that up to twelve people are decision-mgkié |
understood you correctly. | would summarise my tjaasby saying if there is a
liberal market in Europe for gas, it is easiemisake Europe hostage for a supplier, is
that correct? My next question is, assuming Eudipeovers some new gas supplies,
where are you going to send your gas?

Andrei lllarionov: Your first question is correct. In terms of the et one, in
Russia we have a proverb, it is not the tsar'srass, which means it is not the
government’s responsibility. The idea is to trangfaggas into normal commaodities
that can be traded, sold and bought by anyone valnopcofit by that and has an
interest in it. It is not the authorities’ business run around the world shocking
journalists and the general public with detailstlid gas business, that actually not
everyone in the gas industry is aware of, sucthasltameter of a pipeline. It should
be left to the industry’s experts; it is not thevgmment’s responsibility. There are
technical conditions for the development of the kearand there are legal and
institutional conditions for the market. As to tlegal and institutional arrangements,
Professor Hanson mentioned the liberalization @& tharket in Europe, that is
actually a key element on the European side. ORtissian side in 2000 a group of
people, including myself, proposed the reform ia ¢fas industry in the liberalization
of the market in Russia by dismantling Gazprom’'snopwly, privatization of
resources such as gas fields and pipelines antingyeareal market for gas. There is
also a technological aspect, the more supply orwttréd market, the better it will be
for everyone, including suppliers and producers.

Phil Hanson: | would like to make another comment on that. ka thedium term,
there is no problem for Moscow if Europe diversfiés sources of supply. Russian
gas production is practically static and going doslightly, and total European
demand is growing. It will take them a long timé sr seven years, to develop
Yamal and Shtokmann and going eastwards, whiclsesan their long-term plan. It
would take even longer to develop east Siberiardeoto develop the Asian market.
So | think for the time being we have a more osIstagnant Russian supply with
possibly variable additions from Central Asia, fapigrowing European demand,
some of which may be met by other sources. But theyid still be playing a role,
although a less dominant one.

Bob Reilly: In the early 1980s the Reagan administration labhieiously in Europe
against the Soviet gas pipeline at that time. Theioms reason, which Miro just
confirmed, that it would leave Europe hostage twi&ointentions, develop the
Stockholm Syndrome in Europe and meet the Sovieistggtegic objective of
separating Western Europe from the US. So it waarcto us in the Reagan
administration what political purpose was beingredrthrough the promotion of the
Soviet gas pipeline and why we needed to convinceEniropean allies not to make
themselves dependent upon it. Now it seems thanaBersuggests this may be a
pursuit for the economic benefits that monopoly pesvide, but | would like you to
address what possible political strategy this éeen might pursue.
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Andrei Illarionov: Let me say a little more about the twelve peopl® ke taking
decisions on a wide variety of issues, not allhefm strategic. Most key decisions are
taken by a maximum of five people, but mostly bjyame.

As for this question, | think the answer dependswirat gas is considered to be,
whether gas is considered to be a special typeeapan, and even a book has been
published “Gazprom: Russia’s New Weapdnif it is a weapon, then the Reagan
administration was right and it is not rationapitst someone’s weapon to your throat.
If gas is considered to be a normal commodity, ihabt a problem. The more of this
commodity, the better for consumers and it is gg@ng that during Soviet times, the
Soviet Union never used these gas pipelines asapame It was not only a centrally
planned economy, but also a real economy with Brexls Doctrine and so on. But
the communists of that time wanted to do real mssnthey wanted to supply gas.
They needed hard currency to buy machine equipmesbme kind of technology,
but it was really business, nothing more. It igosising that now Russia is considered
to be a market economy with a business orientedirasimation and not once, but
many times, these business-oriented leaders hakgas as a weapon as we have all
witnessed. The answer to this would be to depddicor demilitarise gas. The
suggestions of liberalizing gas are not completedit, it should be demilitarized.
The success of these policies will only be achiewdten we cease to discuss
economic issues including energy, just as we dalisouss buying and selling clothes
or tractors.

Bob Reilly: Would you not have to be monopolized to be demikital?

Andrei Illarionov: This is exactly what has been prepared. In the 880, we had
to make a plan, when some people including mysatered the government
administration. Frankly speaking, those people wame to the administration then
had no idea that gas could be used in the wag nbw and is planned for use in the
future. So it was quite an effective system inlegrifrom the past but we actually
wanted to create a normal market.

Miroslav Prokopijevic: So when Brezhnev is back everything will be sd®e

Andre lllarionov: No. Once again, as | said, it was a gas monopolyeun
Brezhnev, but this monopoly was not the actualtbetpotential weapon; they never
used it. So our view was to destroy even the pitieweapon, although we did not
think that it could be used at the time.

Philip Hanson: Just a comment on the 1980s pipeline campadigrecall the
arguments that were deployed on both sides. Onieeathings which was being said
at the time in Europe, was that we had, as | utaeds an informal understanding
that no NATO membership country would permit manant 30% dependency on
Soviet supplies of any major energy source. Thaears to have just about been
observed by Germany at that time. (Bear in mindfHgyway, that German energy
dependence is much smaller than gas dependenee\&@nglittie German electricity
is gas-generated). Of course, there was some [#treagnmercial lobbying involved:
you make large diameter pipes, so you are keeo sghs-for-gas pipeline deal. That

® “Gazprom: Russia’s New Weapon”, Valery Panyustsiid Mikhail Zygar, Moscow 2008
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was part of the story. However, there was also lkigef that we should not hit the
prescribed ceiling of usage of Soviet gas. Alsopumely commercial terms, no gas
utility would be interested in a certain level edfpgendency on one source. | used to
hear this argument many times in the 1980s.

Karl - Peter Schwarz: Does the use of liquefied natural gas (LNG) redtlee
possibility to escape this trap?

Philip Hanson: At the moment the difference in prices within Ewop terms of
dollars per million BTUs is about 4 dollars for thRG and 7 dollars for the Russian
gas. What is striking is how the established Russigstomers are taking Russian gas
even at this higher price. You have a long-termpsugontract where the price is
based on an agreed formula, setting the gas pritle a lag, the basis of prices of oil
products. Because of LNG, however, you have ailptigsof developing completely
independent gas prices which is a gas market.itSelfiwhere are we now? Who has
actually delivered the first LNG terminal for RuamsiShell on Sakhalin? We have.
More precisely, Shell, Mitsui and Mitsubishi haveh some ways, curiously
reminiscent of Soviet times, we are back to theilitg on Moscow’s part to do
certain things like developing LN@rminals and developing the Shtokmann Field
Yes, they do get some things done when they hagecthoperation of Western
companies. Moscow still has the old problem of wesls in applying advanced
technologies and managing very large projects.

Geza Jeszensky: Let me introduce an historical analysis. One espe that gas is
absolutely essential for our development, but ehe®e decades ago this was not the
case; coal use in households was much more comhoalay we take it for granted
that without electricity we would not be able todi But again, how to produce
electricity — it has become very fashionable andy\e&heap to produce electricity
from gas. The world is facing the reality that igigen time, 30-50 years, natural oil
resourceswill dry up and we have to be carefllsuppose the same applies to gas
although probably this is not as essential. Nucéeargy iscurrently more essential
than both oil and gas, although there was thisudt particularly in Germany two
years ago, that nuclear energy is to be droppeausedt is dangerouBut now many
countries are planning the building of new nuclpawer stations. So is it not a
possible solution to a very serious internationabjem: gas supply and its use or
misuse as a weapon? The alternatives alreadyanisit is only the question of how
much it will cost. Probably we will reach a poimtdareturn to a society using less gas
than today.

Krassen Stanchev: Geza,l agree with your point about the alternatives, thete is a
significant element of security related to the ieohtion of the nuclear energy
industry and it is very simple. When you have lwdithe nuclear energy industry you
should have nuclear fuel suppliers, so nuclear $uebly and recycling nuclear fuel
requires proper plans, so part of the problem Wwih now is the enrichment facility
for the nuclear fuel. Only China is planning toldui25 nuclear reactors, but they are
not dangerous, as China is a part of the nucleanrig system. But if you have more
countries using more nuclear power, you will inably need to have more
enrichment plans and then it would be a nightmavenfa security point of view.
Russia is part of the game as well. | am not sunetiaer | rightly understand you,
Andrei, but you said that at the end of the 199@s$d was a group which was trying
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to demilitarize the use of natural resources. Alsd there was some good will not to
use gas pipelines as a weapon during the Commpaersdtd, but at the same the
current Russian authorities are handling the isatheer irrationally. But if you look at
history, Russia had the tendency, from the beginofrthe 18 century, to embark on
different uses of weapons towards artificially @turally defined areas of interest.
How | understood Bob’s question is, what is thenigrof this militarization of energy
issues and gas in particular and what is the waybiti? So, the fact that there was a
good will at the beginning of this century does netessarily mean that this good
will would be bad, and does not give any informatrehen it will prevail.

Andrei lllarionov: The answer is very simple but it does not necdgsalate to the
energy issue. Almost anything in the modern woda ©e used as a weapon. For
example, if you have a car you can kill someoné wjtbut generally people use a car
for driving. Many other things can be used as waapagivilization produces many
things that can be used in different ways. Thissdu® depend on the product, not on
gas pipelines nor a car, but on who is using thEmat is why we are moving towards
the topic | suggested earlier, a more important gme nature of the political regime
in the country that tries to use everything as apea. That is why we have to shift
our attention to this. If you suggest Russia wasgs like this and will be forever, it
does not mean that any country will be in such sitpm. Before 1933 not many
people suspected what would happen in Germany. Ovdy the last decades have
people understood what it was about. That is whyneed to analyse the appearance
and evolution of political regimes and particulaople; how they appear in each
country and how they can use the whole nation ageapon. If you like we can
discuss this.

Bob Reilly: Thank you for that, | think the nature of the regiis precisely the key
guestion in this discussion. If | choose to useaal as a weapon, | am killing that
person as a means to achieve an objective in rategir. That is what | am asking, if
they are using gas as a weapon what political tbgcescribes the end of their
strategy?

Andrei lllarionov: It is very clear, power, which in itself is a gregal. It is hard to
imagine anything more important than power.

Bob Reilly: But that is an obvious statement.

Andrei lllarionov: Does it surprise you? | do not think it is anythimgw; it is just a
fact of life. First of all power which can be usked different purposes: more power,
more money, control of people and control of naiarho happen to be neighbours,
for which we have a wonderful term ‘areas of pagid interest’, not specified as any
country or any place.

Bob Reilly: So there is no ideology of the power or guidingpbever?

Andrei Illarionov: That is important, that is evolution, because atesgoint it was
rather hard to detect anything like ideology, beeanobody stayed in the same place,
so it is evolution, a development. Now we have miefermation about this ideology,
because part of it is being created, recreatedrestdred. For example, even a few
years ago it was hard to imagine that it would bdi@ally recreating nationalism
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and imperialism versus the neighbours, EuropeUth®r some group of people. Only
three years ago it was hard to imagine that theseldvbe ethnic cleansing of the
Georgian ethnic minority, as in October 2006. Itsvaapurely fascist action, when
schools received orders from the Minister of theerier to produce lists of pupils
with Georgian names and then expel them on any &indxcuse. For me it was
impossible to imagine, that a country that clainasda main part of its ideology was
the fight against Fascism in the Second World Wemld continue such policies. |
am not talking about what is happening on the &reEmany Russian cities. So it is
evolution.

For example, just a few months ago no one woulc fpredicted that the authorities
would restore Stalin as a hero, building statussmguStalin’s sayings, hymns and,
recently, fully justifying the Molotov-Ribbentrop aét and the Soviet Union’s
invasion of Poland in September 1939. There ardiqaiions, supported by the
authorities, declaring it was the right move, amovnthese arguments will be
extended to the Ukraine, the hotspot in the commogths. The presidential elections
take place soon and Russia has decided to solvé/knainian questiorf. Last night
the newspapelzvestia, some time ago considered a symbol of liberalisnRussia,
published a detailed explanation of why the Ukraias no right to exist. It is a kind
of Ukrainian doomsday exactly like Poland’s in Sepber 1939. It was on the
website yesterday; the style of seventy years admck. If you ask could we have
expected this, | would have said no. But this iseanlution of ideology, which is
ideology for public consumption, whether it is wathlism, imperialism or anti-
Ukrainianism. The intent is solely to keep powed axtend power. The best way to
do this is to find a common enemy and say that eeaabesieged fortress. What is
inside us? Traitors, oligarchs, liberals or demisgrthis is the best way to control
society. This is absolute power.

Karl-Peter Schwarz: Is this Putinism, or would it actually work witholkitm?

Andre lllarionov: | have been arguing in a number of papers thamynpoint of
view, it is wrong to associate everything with goerticular person, even though
many decisions are taken by him. A more accurasergeion of this political system,
as an insider is that the political power of themoy has been taken over by a ‘gang
of secret police officers. And the ideology of tlgoup, not one particular person,
Putin, could be much more advanced, more radicai thany others, but he is not
alone in defining our strategy. This is an ideol@gyl a policy of an organisation that
you could classify as mafia. But mafia essentiallyes not differ from secret
organisations, whether it is government or non-govent; it depends on whether it
has full power. If you analyse it, it is not thafferent from the classical definition of
state.

Bob Reilly: A monopoly of power.

Bernard Brscic: My view of monopolizing the fuel sector is thatist completely

rational. | understand that we Europeans are mgelmst monopoly, but from the
perspective of the Kremlin it is completely ratibni | were the chief executive of
Gazprom, | would also want to monopolize supply &rde gas prices to jump and
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then naturally the monopoly rent would be increasteid in the interest of the EU to
have fuel and gas prices as low as possible bat,vilay for monopolists, like Adam
Smith, who said that it is natural for monopoliesnterge and conspire and the end
result is the monopoly. You cannot say the proadsde-monopolization that you
advocate is an improvement. Certainly not for thgaochs and businesses involved.

Andrei Illarionov: If you like to use the term ‘rational choice’, yman actually
describe any human act as a rational act. If soohekitls someone, it is a rational act
because the enemy must be killed, so it is a ratiaecision. When Leszek
Balcerowicz’s government in Poland was privatizargl de-monopolizing the Polish
economy, was this an irrational decision? No, is\gaite rational. They decided that
a monopoly of assets in government hands is badtatds why they did it, as did
others around the world. They were rational acti@assany other action. But | use the
term ‘rational’ in a different sense. In economws say that ‘rational’ means the
maximisation of output and by using this particudafinition of rational approach we
would like to increase the well-being of societiyattis why liberalization and de-
monopolization would be a much more rational deaisrather than the opposite.

Bernard Brscic: It is not the fact that the main goal of econonstarts off with
maximising the welfare of society, which | agreehyibut the question is whose
welfare are we maximising.

Andrei Illarionov: Let us look at the statistics; | mentioned LeszekcBrowicz and
we can look at this data, but Poland was outsideSiiviet Union. Estonia was inside
the Soviet Union, and it did not and still does hawve oil, gas, metals and other
resources, but what they have done is approackdbteomy rationally. They would
engage all possible intellectual and physical resesiof the population. The result is
that Estonian GDP per capital is more than twicaigh than in 1991. Russian GDP
per capita only exceeded the level of 1989 for pe@& and has now contracted by
10%. So that is the answer to the question: whadkbeing is being improved, as a
result of these particular policies. It is the vae#f of the population. Certainly
different people increased their living standartslifferent rates. Some succeeded
more, some less, but on average the quality ofiifenuch higher for Estonian
society, while in Russia it contracted.

Bob Relilly: | wonder if what you said about the ideology is noty what you said,
but also taking people’s attention from many otk@blems in Russia; the declining
life expectancy, declining population, health atidhee rest.

Andrei lllarionov: You are absolutely right, the ideology in totaliéar societies is a

way of nationalization of contrasts. We are disougs lot about the nationalization
of assets and that is a very important element. f8otn my point of view

nationalization of the personal conscience is mncne important. When you deal
with people from totalitarian societies, they aiftedent; they are not like those who
were raised in Western Europe or in the US. | dokmow how many of you have
travelled to North Korea. | have been there andpimple are very different. They are
not playing a double game like the citizens of 8wviet Union, who knew what to
say to the party chiefs and what they think initgaNo, in North Korea, the second
sort of people has either been killed or is sertinge in the camps. It is the whole
nation; 22 million people who know nothing abous thutside world, only that North
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Korea is the best country in the world and theyiaceedibly lucky to be born there.

All other countries are suffering, especially Soltbrea, Japan and the US. By
meeting these people with a nationalized conscjeyme understand it is much more
difficult to deal with them than with nationalizedsets. | thought North Korea was
unique, until last year | visited South Ossetia. $a®n as | started talking to the
people there, from ordinary citizens to securitffctdls, | realised that | had heard it
all before; not to such an extent, but otherwisacty like in North Korea.

Jan Winiecki: If you look at the prospects for Russia, even ® léngths of using
natural resources as political bargaining weapdwysacting in that way you are
deterring foreign direct investment in the Russa@h business, which has been
declining and will continue to decline for a numlwéryears. Putin first encouraged
foreign direct investment, but then the disregasd property rights discouraged
Western investors. But this is only part of thergtand | would say it is not a
surprising part of the story, especially as Rushiatory does not demonstrate that the
welfare of the people is a moving force of a paittic policy. There we come to the
basic issue of the Russian failed transition, iteimes from this short period in
Russian history. You mentioned that you could ek@rmany to do such things and
after this there was a lot of talk how the Germares Then you look at the long-term
history of Germany and the Nazi period is a kindloérration. If you look at Russian
history the transition period looks the same. | imanshare a family story. When my
grandfather was an engineer in the sugar procebsisigess and building a factory in
northern Ukraine — this was during the Russian Comst campaign — a workers’
delegation came to him and said they had a quesTioay had been told by some
Bolsheviks that from now on there would be soldigmasants and councils ruling,
which would be good, but they did not say who wduddthe tsar!

So, if you say that now there is a group of twgheeple ruling Russia, this is just a
continuity of Russia’s history from far back anchdt only applies to the governing
style, but also to property rights. Property rightsve been the norm in Western
Europe since Roman times, but in Russia CathehaeGreat (who is not liked in
Poland for obvious reasons) introduced propertiitsign the late 18th century, and
did a lot of good for Russia. She introduced otieéorms, bringing Russia closer to
the West. If you look at this long history, theldali transition does not look like
anything particular, because | think it may take/for a hundred years before Russia
comes closer to the standards of Western civibpaéind history casts long shadows.
Frankly | think that transition in Eastern Europ&ds a very long time.

Philip Hanson: Just one observation, | very much agree with Jathink the
difficulty we have is that somebody else’s arrestedelopment creates problems for
us.

Andre lllarionov: You mentioned a number of issues and | would lkkeamment
on four points. First, we have actually drifted gweom energy security, but that is
not bad. In terms of failed transition in Russia,answer the question whether it
failed or not, we have to understand what kindrahgition we are talking about. At
least for many countries of Eastern and Centrabgithere were two transitions: the
transition from a centrally planned economy to arkeheconomy and that from
political authoritarianism to democracy. There m& eanore element in Russia, but also
for Yugoslavia and Czechoslovakia, the transitiamf an imperial state to a national
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state. If we take this definition of transition Russia, was there a transition from a
centrally planned economy? Yes, there was. We lzam d@t was not to such an extent
as in Estonia, but it is a market economy. As flfer transition of the political system,
that was uneven. For example between 1991 and 188 was real political
democracy in Russia. According to indicators likedelom House, Russia met all the
criteria of a political democracy, with one excepti Russia did not have free
elections that would put the opposition into powldowever, it is not a political
democracy right now. This is an interesting questighy this particular country went
back to authoritarianism, even if the same relatelSrancis Fukuyama'she End of
History and the Last Man actually insisted that with economic growth, hi@bP per
capita and Russia today has much higher GDP petactdqan at the beginning of
transition. Why, even with more wealth and a mdverbl economy and society than
during Communism, there was a movement in the ofgalrection of political
democracy. That actually, not only Russia, whiclgdainst what is considered to be
the mainstream of political science of the WestisTis an interesting question, why
90% of countries more or less move in the samectitimg but 10% move in the
opposite direction. Does this mean the theoryasrirect?

As for national transition, the Soviet Union feflaat and we have fifteen independent
countries, so now we have attempts of revenge ewvidionist policies, but why are
some countries are coming back and some not? Weadidave a war as Yugoslavia
did. And those who would say Russia has always begictatorship — then why did
Russia not advise bloodshed in 1991-1992 in themdéorSoviet Union with nuclear
weapons against Ukraine? You would not explain with the wonderful theory that
you are citing, that of institutional heritage. Wihappened in the past would lead us
that way forever: Roman heritage and property sigfdr example. Tell me please,
what kind of Roman heritage was there in Hong Komlgich has greater property
rights than in most European countries? Then, Bslaxith a third of Catholics in its
population and, according to this theory, shouldnbare developed than Eastern
countries; definitely more, than, for example, Kgagtan. However, Kyrgyzstan is
politically freer than Belarus. There is no way @an explain this by its institutional
heritage. Why is Mongolia freer than Moldova themest 15 years? With all due
respect to institutions, it does not work alwayd anerywhere. There are exceptions
and we need to understand why these particulascapeesent a substantial deviation
from the rule.

Many people agree with Richard Pipes' vision ofdRusRichard Pipes is a very good
person, very knowledgeable, but there is a litttebfem. Before the mid-17century,
Russia was a very free country, judging by socialletbpment and political
institutions. Unfortunately, Professor Pipes doeswant to recognize this. In almost
all Russian cities there were free elections of eheivalent of the today’s mayor
(pasadnik). All of them were freely elected. From th& 8entury to the mid-17
century. If you look at how the country was leadinglevelopment, check the story
of 1611, when the Russians invited a Polish Cathptince to be their Tsar. The
Polish king sent his son to Moscow to rule the ¢gurAlthough Wladyslaw only
ruled for ten months before there was an uprisatgdy the local mayor in Nizhny
Novgorod, financed by the local oligarch. We hava&wmnber of historians with
interesting ideas, but the reality is more compéidaand cannot be fully explained by
current theories.
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Philip Hanson: | want to move away from the interesting, but p@d insoluble,
guestion of how these things came to be, but tk pgon Andrei’'s observation of
Russia having become a market economy and gonevhaed in recent years, as far
as democracy is concerned. | entirely agree thasiBuhas become a market
economy, but all the indicators show that it isighty imperfect market economy. If
you look at the OECD economic survey of Russiayker and the McKinsey Global
Institute study of a number of Russian industree® thing comes out very clearly in
both of these studies. These are very big bartersompetition. | am talking just
about market competition, barriers to entry etcydti look at where Russia sits in
terms of the World Bank’s ease of doing busineskings, for the upper middle-
income country that Russia is now it is extraordlpaveak. It is not very different
from China, but then it has something like threéota times China’s GDP per capita.
So there is a problem with the absence of compatiti Russia and if we look at how
this might change in the future, those liberalfkimssia who talk about the need for
reform, saying that what is needed is both econ@nd political change, and stress
that more competition is needed. Now there areairdyt cases of well functioning
economies in authoritarian systems. But in Russid & now, the two reforms have
to go together. Basically the political class colsithe resources and unless they can
be dislodged, the lack of competition in the ecopomil remain. So | think the two
go together.

Andrei lllarionov: | agree with Phil and that is the point severalgbean Russia
have been making over the last three or four y&festhought that we could change
the economy. The changes in the political systdma, dourts and the media and
preserving civil freedoms and political rights, areny opinion much more important
than economic rights. Economic rights are only att@me of the civil rights. That is
not easy to understand. Russia grew remarkably thee last ten years, its GDP
doubled. It was growing much faster than most aeesin the world. The traditional
way in which we measured success in transition masjust GDP per capita and
similar indicators, because according to those iRussloing very well. But we found
this is not enough. If you look at Hong Kong anddaipore, or other former British
colonies, what kind of Roman colonies have beesbéished in Scandinavia? It is not
Christianity. Why did Christianity not produce siari results in Latin America,
Macedonia or Russia? My point at is there is neesibullet to explain everything. Is
it Christianity, Roman heritage or Protestantism&titutions are very important, but
there are many exceptions.

We can also become a victim of nationalizationafscience, even if we consider we
are completely free people, living in a free ecogomth a free flow of information. |
will mention one element to show how we are not-caiical: the so-called Kyoto
Protocol, which is complete nonsense, as is thee@lmgpgen Summit. But is it coming
from Minsk, Tehran, Havana or Moscow? No, it is ammnfrom Brussels, Tokyo,
from Scandinavian countries. My plea would be moblame one country. Britain, a
cradle of democracy, is spreading all this nonselbseus try to be more careful and
not to be unfairly critical to some of our oldeptirers.

Silvana Malle: We have run out of time; the discussions were wagm; | loved it.
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