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EXECUTIVE SUMMARY
Gas sector reform in Ukraine is a success story in the making that has the potential to improve
energy security in Central and Eastern Europe.
Following the recent adoption of a new Gas Market Law, Ukraine is now closer to compliance with
EU legislation. Since October 2015, the law has introduced a liberalized and competitive gas
market in which all customers are free to choose suppliers and fair prices reflect actual costs. By
early 2016, Ukraine had adopted most of the secondary acts and by-laws and approached
restructuring the state-owned holding Naftogaz, seen to be a source of corruption and state debt,
but turned back to the path of solvency and better corporate governance. Ownership unbundling
of the gas transmission business from trading and supply business of Naftogaz will be completed
by mid-2016.
Moreover, Ukraine effectively uses opportunities of commercial gas imports from the EU. With
over a dozen of active contractors, the European share of imports into Ukraine increased to 64
percent in 2015. This re-positioned Ukraine on the European gas market from a transit country to
a reliable trading partner, one that is fully integrated into the European market structure.
With the gas transmission system almost unaffected by the conflict in Donbas, Ukraine’s gas
operator – Ukrtransgaz – reached an unprecedented level of transparency by publishing its
operations data daily. The government has secured sustainable revenues through the entry/exit
tariff system.
RECOMMENDATIONS:


German companies should consider ramping up their activity in Ukraine as liberalization of one
of the biggest gas markets in Europe provides good business opportunities in gas supply,
transportation and storage, production, and infrastructure development.



As a major power in Europe, Germany would benefit from deeper integration of Ukraine into
the EU energy market. Using the full available capacity of reverse gas flows is key. This requires
Germany’s political support of Ukrtransgaz in negotiations with the Slovak operator Eustream.



The German government should use its leverage in the EU Council and Commission to provide
assistance needed for cross-border infrastructure projects with Ukraine. If supported,
interconnections would add to energy security and stability.



German policymakers and companies should review their position on the Nord Stream 2
project in light of recent developments in Ukraine. The country’s gas transmission system is
now more transparent and secure than ever. It will soon be fully compliant with EU legislation.
After upcoming technical upgrades, Ukraine’s pipelines will become the most sustainable and
feasible route for Russian gas supply to Europe.



Ukraine and Germany would benefit from making the Energy Union a successful policy
framework for cooperation. This can only be achieved if Ukraine becomes an essential
component of Energy Union. Changing gas transfer points from the western to the eastern
border of Ukraine would provide the EU and Ukraine with an advantage in reviewing supply
contracts with Gazprom. Moreover, German counterparts might use this as a precedent for
developing alternative (non-Gazprom) supplies from Russia and Central Asian countries.
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1. WHY THE GAS SECTOR MATTERS
Given the fact that approximately 15 percent of the EU’s gas imports1 and 38.8 percent of Russian
gas supplies reach European markets via Ukraine,2 reforms in this sector are relevant for the
security of supply in Ukraine and other Central and Eastern European countries.
Second, natural gas reform serves as a positive example of EU-Ukraine cooperation. This process
was off to a rough start following the 2006 and 2009 gas disputes but was re-energized after the
change of government in 2014. Both sides have invested much effort into liberalizing the gas
market, regulatory reform, and supporting vulnerable consumers through better-targeted social
assistance.
Finally, the experience of this reform can be replicated for similar initiatives – for instance, reform
of the electricity market3 – and can serve as a useful model for other countries in transition.
2. SCOPE OF REFORMS
2.1. Commitments and positive conditionality
Ukraine made a commitment to reform its gas market to comply with European standards as early
as 2009.4 Ukraine also adopted framework legislation on gas sector reform that included basic
requirements and principles of the EU legislation, but it had a number of discrepancies and
exclusion clauses.5 In reality, the government took no actual steps to open the gas market and
undertake tariff reform, to say nothing of unbundling vertically integrated companies.
Only after the change of government in 2014 did Ukraine begin implementing its key
commitments in the gas sector under the Third Energy Package, a set of European legislation
applicable since 2009, aiming to complete the process by April 2017.6 These commitments
included reorganization and financial rehabilitation of the state-owned gas holding Naftogaz, a
comprehensive reform of tariff mechanisms for energy and fuel prices, elimination of cross
subsidies in gas and heat supply, modernization of the gas transmission system (GTS) through
cooperation with the European Bank for Reconstruction and Development and European
Investment Bank, and investment in several critical projects, such as the liquefied natural gas
(LNG) terminal and Ukraine-Poland interconnection projects.7 The international community made
sure the government clearly articulated these commitments in 2015 through the Gas Sector
Reforms Implementation Plan.8 The plan’s implementation became a condition for continued loan
support worth over $20 billion from the International Monetary Fund and World Bank.9
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2.2. Price adjustment
Gas sector reform had to address gas prices for households that were five times lower than the
actual market price. The government has compensated for the difference in the form of a subsidy
from the national budget to Naftogaz, the gas provider, to households; in 2014 the subsidy
reached 5.7 percent of GDP. The 10-times range in gas prices10 for different consumers was fertile
ground for corruption and discouraged reasonable consumption and investment. In March 2015,
the National Energy and Public Utilities Regulatory Commission (which oversees the sector) raised
retail gas prices. It provided households and district heating producers with a two-year transition
period11. However, the government has decided to introduce full market prices not by mid-2017,
as planned, but as early as since May 1, 2016 12.
Adopted on October 1, 2015, the new Gas Market Law complied with the EU Third Energy
Package, abolished price regulation, and provided the legal basis for “unbundling” (that is,
separating gas transmission from gas production and supply) and opening to suppliers’ free access
to the gas infrastructure. 13 It also liberalized the gas market so that all customers are free to
choose gas suppliers and cost-reflective prices will ensure competition.
By early 2016, Ukraine – with the support from the Energy Community and other partners – has
adopted over 50 secondary acts and by-laws required to ensure full enforcement of the law,
including network codes, standard agreements, new licensing conditions, methodologies for tariff
calculation, settlement and review procedures, reporting forms, compliance programs. 14
2.3. Naftogaz conundrum
Since the Revolution of Dignity, the government has focused its attention on Naftogaz, which was
infamous for inefficient procurement and shadowy deals with oligarchs.15 The pernicious cycle
worked the following way: the government had to subsidize Naftogaz to cover low gas prices for
households, whereas distribution companies inflated the amount of gas they received from
Naftogaz for these needs to benefit from actual sales of these volumes to industry at market
prices. In the end, Naftogaz often ended up in the red. Given its importance to the country, the
government was forced to recapitalize the company from the state budget, which in 2014 brought
Ukraine's consolidated fiscal deficit to 10.1 percent of GDP.16 This unsustainable system was
bankrupting the country.
To reform Naftogaz, the parliament adopted several other laws in 2015 that set out strict
requirements to encourage financial discipline, with consumers’ obligation to pay Naftogaz as a
guaranteed supplier in advance and tools to recover debts. In the framework of the IMF program,
the government plans to help the company reach a break-even point by 2017, by reducing
10
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subsidies to zero17. The final unbundling model of Naftogaz did not take place by the agreed-upon
deadline of February 2016 as it took additional time to agree on a model within the government
and with donors. The new arrangement would include a full ownership unbundling, thereby the
transmission system operator (TSO) and other assets will be owned and coordinated by different
government agencies. The government is expected to finalize the process by mid-2016.
As part of corporate governance reform at Naftogaz,18 the government transferred its supervision
authority from the Ministry of Energy to the Ministry of Economic Development,19 which is seen as
decreasing strict state control, and banned any political or administrative interference in its
corporate activity, with an independent Supervisory Board serving as a guarantor of impartiality.20
The holding company also joined the e-procurement system ProZorro and started practicing
extensive disclosure of relevant gas market data on extraction, transportation, storage deposits,
prices, consumption etc.21
These reforms are beginning to bear fruit. Naftogaz’s financial statement in 2015 posted a loss of
1.036 billion euros22; for the same period in 2014, it had 5.727 billion euros in losses.23 Although
gas sales to households remain unprofitable, income from transportation services and sales to
industry enabled Naftogaz to pay its current liabilities on time. Prime Minister Yatsenyuk declared
that Naftogaz was expected to reach solvency in 2016.24
2.4. Next steps
Setting a solid legislative and regulatory framework enabled the government to start solving the
issue of Naftogaz debt and improve its own performance in balancing the national debt. The
restored liquidity on the gas market has created an opportunity for generating revenues for
investment. The next steps on the reform agenda should include the unbundling of distribution
system operators (DSOs) – regional monopolies also in charge of supply – that started in mid-2015.
The domestic expert community and donors should monitor the process to ensure free access to
distribution networks by other suppliers. The government also continues discussions with market
players on the payment model for using the distribution networks, which are state owned.
Options include either a monthly service fee or a single payment for both distribution and
transportation, which both should serve the consumers’ ability to switch suppliers.
3. IMPACT OF THE REFORM ON SUPPLY
3.1. Security of domestic supply
As part of the gas sector reform, the government approved rules that comply with European
regulations and introduced a system of risk-forecasting assessment and emergency planning and
prevention mechanisms.25 Following extensive debates with market participants,26 the
government established a gas reserve that covers 50 percent of anticipated monthly gas supply
and 20 percent of financial guarantee for this supply as security requirements for all suppliers.
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Although the Ministry of Energy aims to decrease these requirements as it sees them as too tough
for suppliers, they lay the groundwork for sustainable operation of Ukraine’s gas infrastructure, in
particular storage facilities. Finally, the government made a commitment to issuing annual
monitoring reports on the gas supply.27
3.2. Diversification of imports
The government has confirmed that in 2015, Ukraine finally achieved energy independence from
Russia.28 That year, Ukraine purchased from Russia only 37 percent of its total gas imports from
Russia, which is less than Italy’s imports from Russia.29 This became possible in part due to
temporary gas trade agreements reached after trilateral negotiations between Ukraine, the EU,
and Russia in 2014 and 2015. These deals envisioned discounts for the contract price and nonapplication of the “take or pay” principle and allowed Ukraine to save money,30 accumulate
reserves significant enough to be able to suspend gas imports from Russia altogether in November
2015,31 and strengthen its negotiating position in further talks with Russia on gas prices.
Diversification of imports represents a major shift in Ukraine’s position on the European gas
market. Whereas earlier Kyiv was mostly a transit partner, from 2015 Ukraine has fully integrated
into the European gas market trade. According to the Ministry of Energy and Naftogaz, Russia’s
share of imports decreased from 92 percent in 2013 to 37 percent in 2015, with the import
volume dropping to a quarter: from 25.8 to 6.1 bcm. Over this period, the share of European
supplies grew from 8 percent to 64 percent.32
3.3. Plans to increase energy security
The President and the government of Ukraine made a political decision to limit the supply from a
single supplier to 30 percent.33 Ukraine has the opportunity to continue gas business with the EU
on several routes: Polish (with capacity of up to 1.5 bcm per annum), Hungarian (up to 5.5 bcm per
annum), and Slovak (up to 15 bcm per annum). Romania might also become a route. Given the
reduced gas consumption in 2015, these capacities can substitute Gazprom supplies if fully used.
Following the adoption of the amendments to the Customs Code, Ukraine is now able to run
backhaul operations; that is, replace gas on a certain pipeline with no need to receive it on specific
cross-border points.34 Such operations, called a “virtual reverse flow”, are possible under
commercial supply contracts and interconnection agreements of TSOs.
By early 2016, Ukrtransgaz, the Ukrainian system operator, had signed an interconnection
agreement with the Hungarian TSO. However, it continues to negotiate with TSOs in other EU
countries, and Slovakia with largest transmission capacity, although blocked by Gazprom, is the
major focus for Ukraine.
With further liberalization of the domestic market and increased competition among gas suppliers,
Ukraine’s market attractiveness for other European players will only increase. The potential of
higher demand from Ukrainian consumers and greater liquidity within the gas market might
encourage some European suppliers to enter Ukraine directly or develop their subsidiaries there.
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Finally, Ukraine joined the Central and South-Eastern European Gas Connectivity initiative,35 which
allows it to negotiate higher volumes of gas transit; build interconnectors with Poland, Hungary
and Romania; launch the full reverse flow from Slovakia and thus enable increasing gas imports;
and continue diversifying supply routes.
Key players in gas imports to Ukraine
According to Naftogaz, supplies from the EU are commercially attractive, with the price difference only
slightly higher than on key gas hubs in Europe. Under the EBRD loan, Naftogaz qualified 11 major
companies as suppliers.36 Following a public tender in early 2016, Naftogaz concluded contracts for gas
supply with Noble Clean Fuels Limited (UK), Engie SA (France), Axpo Trading AG (Switzerland), E.ON Global
Commodities SE (Germany) and Eni trading&shipping S.p.A. (Italy).37
Among the gas suppliers to Ukraine in 2015 were GDF SUEZ (now ENGIE, France), Statoil ASA (Norway),
Trailstone (U.S.), E.ON Energy (Germany)38, Shell Energy (Netherlands-UK), MET Gas, and DufEnergy (both
Switzerland).39
Although the domestic market is still dominated by Naftogaz, gas from the EU is imported by other entities,
namely big industrial groups such as DTEK,40 Odessa Port Plant,41 ArcelorMittal Kryvyi Rih,42 and private
traders such as ERU, Ukrgaz, and Metida.43 This allows large consumers to seek better prices and conditions
and thus become more competitive.

4. SUSTAINABLE TRANSIT FOR ALL
Ukraine remains a major gas transit route to Europe, accounting for up to 15 percent of total gas
imports to the EU. It is therefore an important partner in developing the structure for energy
security. Despite the proximity to the active combat zone in Donbas, the gas transmission system
remains unaffected and operates in a sustainable way.44 In addition to the data regularly released
by Naftogaz, Ukrtransgaz daily reports on the transportation volumes at entry and exit points and
the storage inventory on its own website and the Gas Storage Europe association website.45 It is
the only non-EU actor to have all relevant data publicly disclosed. This is an unprecedented level of
transparency that creates trust and supports early warning mechanisms applied by the EU in
emergency cases.
The new tariff system for gas transportation and transit, fully compliant with the Energy
Community rules, was introduced in2016.46 In contrast to the previous fixed-tariff model that was
based on gas volume and transportation distance, the new system focuses on allocations of
capacity between entry and exit points, thus better reflecting the operator’s cost. The tariffs
35
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increased by over 50 percent47 and reached the European average, thereby securing sustainable
revenues and investments in safety.
The increase in tariffs would enable better management of the Ukrainian GTS, higher technical
reliability, and modernization through Ukrtransgaz’s investment program and long-term loans. In
2015, Ukraine signed two 150 million euro loan agreements with the EIB48 and the EBRD to
modernize the Urengoy-Pomary-Uzhgorod gas pipeline.49 These projects are a significant step
toward ensuring that the Ukrainian gas transmission system remains a reliable transportation
route.50
Ukraine now aims to amend the transit contract with Gazprom.51 Maros Sefcovic, the Vice
President of the European Commission, said the EU was ready to act as a facilitator and “honest
broker” in this process.52 According to the Naftogaz position, these talks would change gas trade
rules in the region. First, Gazprom would no longer act as a virtually present operator between
Ukrtransgaz and TSOs of neighboring countries, allowing free gas flows in both directions between
Ukraine and Slovakia, Hungary, Poland, and Romania. Second, gas transfer points would be
changed from the western to the eastern border of Ukraine (which are located far away from the
war zone), allowing Ukrtransgaz to take full contractual responsibility for gas transit through the
territory of Ukraine and thus reducing the associated risks to European companies.
In the long-term perspective, gas purchase at entry points of Ukraine’s GTS would also mean an
opportunity for Europeans to contract cheaper gas from independent Russian and Central Asian
producers (although that is possible only if Europeans and Ukrainians create enough pressure on
Russia to lift the export monopoly of Gazprom).
In this way, the new model of Ukrainian transit corresponds to EU policy goals in Central and
Eastern Europe and toward Ukraine; that is, establishing strategic partnerships, integration of
markets, and diversification of supply. Projects that could potentially undermine these goals,
namely Nord Stream 2, may be reviewed.53 If European stakeholders aim to establish a functioning
Energy Union, with diverse sources of supply and interconnected markets, Ukraine would be
number one option to demonstrate its feasibility.
5. OPPORTUNITIES FOR JOINT BUSINESSES IN THE GAS MARKET
With increased liquidity, efficiency, and transparency, the Ukrainian gas market has much to offer,
in particular to German businesses.
Gas supply. Ukraine remains one of the largest European markets. According to the Ministry of
Energy and Coal Industry, in 2015 the domestic consumption level of gas amounted to 33.727
bcm. Despite energy-efficiency measures, there will be heavy gas consumption in the industrial
sector, which is likely to recover with the growth of whole economy. Sub-national supplier
companies may become a subject of investment interest, as well.
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Gas trading. With powerful infrastructure connected to European and Turkish-Balkan markets,
Ukraine could become a cross-border trading hub. Its GTS is a complex system, with 307.6 bcm of
annual “entry” capacity (including 21.4 bcm on the border with the EU) and the largest European
storage capacity, of 32 bcm.54 It can offer gas supplies from various sources, contracted and stored
in close proximity to the EU.
Gas transportation and storage. In the mid-term perspective, following the unbundling of
Naftogaz and the adoption of the extensive legislative package, the EU-based and U.S.-based
companies should be invited as partners in the transmission and storage business. The
government made a clear commitment to engaging strategic investors, and Naftogaz will be
offering different investment options, including corporatization of core assets and asset-light
investments55.
Gas production. In 2015, the government reduced the rent (royalty) rate for gas production to
levels applicable before 2014,56 which is a strong signal for investors that Ukraine is serious about
increasing its own production. The Ministry of Energy developed a draft action plan to facilitate
gas production via deregulation.57 German investors may seek opportunities in such areas as
petroleum engineering, maintenance, rehabilitation of depleted fields, and exploration of new
fields.
Gas infrastructure. Given the potential of regional infrastructure initiatives, German investors can
look at such projects as the Ukraine-Poland interconnector or the LNG terminal project in Odessa.
Contracts for modernization of gas transmission and storage facilities would be particularly
interesting for German producers of equipment and technologies. Once the regulatory authority
decides on the DSOs income model, regional distribution networks might become a subject of
acquisition.
6. CONCLUSIONS
Within two years, the Ukrainian gas market has approached a level of financial liquidity and
openness typical of those in European markets, which makes it attractive for investment.
European and in particular German companies should consider ramping up their activity in this
market. Taking advantage of these opportunities would deepen in practice Ukraine’s association
with the EU. Germany, as one of the pivotal powers in Europe, could help in this process.
First, Germany can engage with the Slovak government to prod the Slovakian national operator
Eustream to use its full capacity for cross-border gas flows. Second, as Ukraine’s gas transmission
system becomes more transparent and secure, German policy makers and companies may want to
review their position on new infrastructure like Nord Stream 2 which as it aims to offset Ukraine as
the shortest and most reliable way of gas delivery to the EU. Also, given the reforms of Ukrainian
gas sector, it would be much easier to achieve EU policy goals in terms of security of supply and
diversification. Third, the Energy Union between Ukraine and the EU could benefit both parties by
allowing for effective review of supply contracts with Gazprom, hedging transit risks, and
unlocking potential alternative suppliers. Finally, if supported in cross-border infrastructure
projects, Ukraine can turn into a true European energy policy success story, which contributes to
the energy security of the continent. It is high time to bring this special relationship to a new level.
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(October 1, 2015; Vilnius, Lithuania).
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