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According to the data available on Ukraine, a mili-
tary parity was established in May 2014 between 
Ukrainian military forces loyal to the Kiev government 
and federalizaƟ on supporters who control most of 
the territory in Donetsk and Lugansk regions. None 
of them can progress substanƟ ally despite regular 
clashes using heavy weapons. Russia leŌ  without 
response the federalizaƟ on supporters’ appeals for 
sending Russian troops to Donetsk and Lugansk re-
gions, however, the federalizaƟ on supporters them-
selves admit that the bulk of their armed groups 
consists of volunteers from Russia, in parƟ cular from 
Chechnya and OsseƟ a. At the same Ɵ me, President 
PuƟ n stated on May 7 that the upcoming May 25 
presidenƟ al elecƟ on in Ukraine is “a step in the right 
direcƟ on” and he is “ready to work” with those who 
will take offi  ce in the Ukrainian government aŌ er the 
elecƟ on. Entrepreneur P. Poroshenko was elected 
Ukraine’s President in the fi rst round (53% of votes). 
His Russian assets, a confecƟ onery works in Lipetsk, 
have been frozen for several months, and Russia’s 
ban on supplies to Russia of products manufactured 
in his Ukrainian plants has been in force for almost 
a year. Kremlin hasn’t yet sent an offi  cial message 
of congratulaƟ ons to recently elected President 
Poroshenko, but there is an indirect evidence of 
Russia’s readiness to deal with him, i.e. there was 
a message of congratulaƟ ons from Patriarch Kirill, 
Head of the Russian Orthodox Church, plus Russian 
TV channels have stopped covering the topic of “le-
giƟ mate” President Yanukovich”. The United States, 
Canada, European Union, Australia, and other coun-
tries which previously imposed sancƟ ons against 
Russia, have actually given up new sancƟ ons, saying 

Tensions in the eastern Ukraine were eased a bit in May 2014, although the causes of the confl ict s  ll remain 
to be resolved. There is a fragile balance today between the Ukrainian military forces and the armed groups of 
supporters of federalism in Donetsk and Lugansk regions. In the circumstances, Russian leaders made a few con-
ciliatory statements, making it clear that Russia is ready for a dialogue with Ukrainian President P. Poroshenko 
elected on May 25, 2014. Beside the military issues, there is a serious Russia-Ukraine confl ict over payments for 
Russia’s natural gas supplies to Ukraine. Russia entered into a contract with China on large supplies of natural 
gas in the long-run perspec  ve. The profi tability of the contract remains ques  onable due to the need to build 
from scratch a new pipeline, however, Russia seems to be seriously interested in China’s poten  al to fi nance, even 
now, the Russian economy. The an  cipated Treaty on the Establishment of the Eurasian Economic Community 
covering Russia, Kazakhstan and Belarus was signed, without causing any sensa  ons. Russia made minor conces-
sions but gained its principal point on the impropriety of nulling export du  es on hydrocarbons in trade rela  ons 
between the countries.

that they can be imposed in case of Russian military 
incursion into the eastern Ukraine. 

The exisƟ ng balance is very delicate. It is absolutely 
unclear what Russia would do if the self-proclaimed 
Donetsk and Lugansk People’s Republics fi nd them-
selves to be on the brick of a military defeat and liqui-
daƟ on. Truly, as long as they control their territories, 
they consƟ tute a more acceptable legal form than di-
rect annexaƟ on of these territories by Russian military 
forces. Apart from the sƟ ll exisƟ ng threat of new sanc-
Ɵ ons against Russia, the country is facing new mulƟ -
direcƟ onal threats – from quesƟ onable usefulness of 
acƟ ons such as military coup (if a coup is possible in 
Donetsk, why it may not be possible in Moscow?) to 
damages to Russia’s image in case of liquidaƟ on of the 
self-proclaimed republics – their supporters would ac-
cuse Russia of betrayal, and it would be diffi  cult to de-
feat such accusaƟ ons given the tone of news reports 
in Russian offi  cial mass media. Furthermore, there is a 
very serious gas confl ict between Russia and Ukraine. 
As a reminder, Ukraine is not only a consumer of Rus-
sian natural gas (about 25 billion cubic meters at 2013 
year-end), but it is also the largest transit country of 
Russian gas, therefore without using the Ukrainian ca-
paciƟ es Russia will not be able to meet its obligaƟ ons 
on gas supplies to Europe. Under the Russia-Ukraine 
gas contract signed as early as 2009, whose terms are 
very unfavorable for the Ukrainian party, the price 
of gas is much higher than $400 per 1000 cubic me-
ters1 but reduced to a 30% (but not more than $100 
per 1000 cubic meters) as discount for the deploy-
ment of Russia’s Black Sea Fleet in the Crimea under 

1  The exact price was calculated on a quarterly basis and was, 
for example, about $400 USD in 2013. 
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the agreement of 2010. The Russian leaders believe 
that the discount has ceased to be in force due to the 
Crimea’s accession to the Russian FederaƟ on, whereas 
the Ukrainian leaders consider the Crimea as Ukrai-
nian territory occupied by Russia, and the discount is 
therefore sƟ ll in force. The parƟ es also disagree con-
siderably on proposals of how to address the situaƟ on: 
Russia suggests that Ukraine should redeem at least a 
part of its outstanding debt owed to Russia, and Rus-
sia is ready to discuss further discounts only aŌ er the 
payment is made, whereas Ukraine is not ready to re-
deem its debt unƟ l a new gas supply contract is signed 
to seƩ le all the disputed issues, Ukraine can pay with 
the resources received recently as fi nancial aid from 
the IMF, the World Bank, the United States, and the 
European Union. The European authoriƟ es, on their 
part, suggest that Russia and Ukraine should switch to 
direct payment for contracted volumes of gas, so that 
they can resolve the Russian-Ukrainian dispute. Rus-
sia has given no answer yet, threatening to reduce gas 
supplies to Ukraine if no payment is aff ected soon. 

Therefore, the poliƟ cal component of the confl ict 
has been supplemented with a very signifi cant eco-
nomic component, and very poor condiƟ ons of the 
Ukrainian armed forces revealed during the clashes 
with the federalizaƟ on supporters sƟ ll may enƟ ce 
Russia to resolve all the problems at once, i.e. by a 
military incursion. However, the likelihood of tough-
er sancƟ ons (Russian GDP accounts for mere 3% of 
the global GDP versus 60% of the countries imposing 
sancƟ ons), on the one hand, and material fi nancial 
losses that Russia might sustain in case of assum-
ing responsibility to fi nance the heavily populated 
eastern Ukraine (about 7 million in Donetsk and Lu-
gansk regions alone, compared to 2 million or less in 
the Crimea) and the guerrilla warfare, on the other 
hand, is what prevents hotheads from doing it. A 
reasonable opƟ on of compromise could become a 
comprehensive agreement on supplies of not only 
natural gas but also water, electric power and other 
commodiƟ es, as well as railway transportaƟ on to the 
Crimea, according to the seƩ lement prices which 
existed prior to the Ukrainian crisis, while poliƟ cally 
Ukraine should commit itself to extend the rights of 
local self-government in Ukraine and provide consƟ -
tuƟ onal guarantees of the Russian language status in 
the regions where a considerable part of the popu-
laƟ on speak Russian. As a maƩ er of fact, the selec-
Ɵ on of terminology isn’t so important here. However, 
this implies inevitable liquidaƟ on of the armed fed-
eralizaƟ on supporters for whom this scenario is un-
acceptable. It appears that Russia, not ruling out a 
compromise in the economic area, wants to fi x the 
status quo in Ukraine’s east regions, i.e. support the 

supporters of federalizaƟ on so that they can survive, 
while the form of support would be unoffi  cial. 

The Treaty on the Establishment of the Eurasian 
Economic Community covering Russia, Belarus and 
Kazakhstan was signed on May 29, 2014. Prepara-
Ɵ on of the Treaty faced diffi  culƟ es, because Belarus 
demanded substanƟ al preferences for itself, in par-
Ɵ cular the introducƟ on of a free trade regime for hy-
drocarbons, which would mean heavy losses for the 
Russian federal budget from abolished export duƟ es, 
while Kazakhstan was against Russia’s plans to speed 
up the accession of Armenia and Kyrgyzstan, especially 
the laƩ er, to the Community, which would mean liŌ ing 
barriers to labor force movement in this poor country. 
Eventually, the status quo was actually fi xed: the issue 
of Armenia and Kyrgyzstan accession were set aside, 
Belarus increased 20% its quota on duty-free crude oil 
supplies and received a new loan from Russia, while 
the issue of abolishing the exclusion of hydrocarbons 
from free trade was set aside too. 

President PuƟ n paid a visit to China on May 20–
21, 2014. A few agreements were signed during the 
visit, in parƟ cular a gas supply contract (the respec-
Ɵ ve protocol of intent was signed as early as 2006, 
but the parƟ es thereto failed to agree on the price) 
which has been stalled for almost 10 years. The con-
tract covers annual supplies, in the long run, of 38 bil-
lion cubic meters of gas at a price near $350 USD per 
1000 cubic meters1. Neither the volumes nor the price 
are big. European prices are about $400 USD, plus 
there are high-yield markets like in Japan where the 
price is more than $500 USD. Russia exported a bit 
more than 200 billion cubic meters at 2013 year-end. 
It is important to understand that  Russia has failed 
in aƩ empƟ ng to use the so-called “western” corridor 
via Altai2 whereby the exisƟ ng gas pipeline system 
could have been used subject to minor adjustments. 
However, a new gas pipeline to the Kovytkinskoye 
and Yakut fi elds has to be build. This means that this 
contract cannot be a physical alternaƟ ve to gas sup-
plies to Europe, because in any case it is other gas 
and other pipeline, but it can, to some extent, be a 
fi nancial alternaƟ ve in case Europe reduces purchases 
of Russian natural gas. Regreƞ ully, many parameters 
of the contract are confi denƟ al; it will take long unƟ l 
it is included into Gazprom’s fi nancial statements; its 
price, according to most experts, is balancing on the 
brink of profi tability; the Russia’s federal budget will 
see no revenues from the mineral extracƟ on tax from 

1  Prices in contracts are normally pegged to crude oil prices or 
other fuel equivalents, which means that the price is not fi nal. 
2  China’s north-west provinces are underpopulated, industrially 
undeveloped, and China sees no benefi ts in building at its own cost 
a pipeline to eastern China. 
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which these volumes of gas supplies will be exempted, 
as was previously announced (Gazprom is very likely 
to succeed in its aƩ empts to obtain exempƟ on from 
export duƟ es). While considering eastern sales mar-
kets for gas supplies, it would be appropriate to look 
at more profi table markets of Japan or South Korea, 
especially because Russia in any case plans to build a 
LNG terminal in Vladivostok. Beside the gas contract, 
Russia signed a few other contracts with China, in par-
Ɵ cular a curious contract on the co-development of a 
long-haul passenger aircraŌ , although China shows no 
technological leadership in this area. A few contracts 
on the co-development of coal deposits in Russia, sup-
plies of equipment, etc. seem to be quite reasonable. 
However, few people pay aƩ enƟ on a $500bn loan to 
Russian corporaƟ on Vnesheconombank which is fac-
ing refi nancing issues aŌ er its parƟ cipaƟ on in various 
Olympic construcƟ on projects of the century, and the 
informaƟ on on that China may fi nance the construc-
Ɵ on of a pipeline. In the meanƟ me, this gives answers 
to many quesƟ ons – the Russian economy has been 
overcredited and, having no good access to western 
credit resources, Russia has to agree on less benefi cial 
terms of trade with China. 

TradiƟ onal St. Petersburg InternaƟ onal Economic 
Forum (SPIEF 2014), the largest business forum in Rus-
sia, was held in in May 2014. As usual, the Forum be-
came not only a place for the announcement about 
major contracts, but also for discussions. This acquired 
a special meaning, because it was actually the fi rst fo-
rum of this kind to be held amid a new internaƟ onal 
situaƟ on. In parƟ cular, announcement was made 
about a contract between Total and LUKOIL on the es-
tablishment of a joint venture for the development of 
the so-called Bazhenov FormaƟ on1 in the West Siberia, 

1  Bazhenov FormaƟ on is a stratum (set) of rocks discovered in 
the West Siberian Basin at a depth of more than two kilometers 
and a territory covering more than 1 million square kilometers. It 
is heavy saturaƟ on with a high-quality crude oil (like Brent oil) that 
makes it unique and economically valuable. 

a gas supply contract between RosneŌ  and Fortum, 
a contract between Summa Group and Veliola on the 
establishment of an operator in the uƟ liƟ es market. 
Overall, concerns over large businesses’ total refusal 
to cooperate with Russia were not confi rmed despite 
the absence of a few corporate chief execuƟ ves. The 
confl ict between Russia and Visa and Mastercard 
which threatened to leave the Russian market because 
of adopted laws under which they must pay a security 
deposit much bigger than the profi t they generate in 
Russia was reconciled. There were anxious moments 
too, e.g. President PuƟ n stated that the Central Bank 
of Russia will invest in the Russian economy, which ba-
sically contradicts the applicable laws and regulaƟ ons 
(despite the fact that the Central Bank refi nances com-
mercial banks). However, it remains to be seen whe-
ther these statements will come into force. 

There were a number of shakeups among high-
ranking offi  cials in Russia. First of all, resignaƟ on of 
powerful V. Kozhin, former Head of the PresidenƟ al 
ExecuƟ ve Offi  ce embracing hundreds of governmental 
units, and his appointment as assistant to the Presi-
dent, an honorary but symbolic post. He was replaced 
with liƩ le known general A. Kolpakov who previously 
headed one of the state residencies. N. Rogozhkin ap-
pointed the PresidenƟ al PlenipotenƟ ary Envoy to the 
Siberian Federal District, was replaced by Commander-
in-Chief of Interior Ministry Troops V. Zolotov who pre-
viously headed for a long Ɵ me the Russian President’s 
Security Service. A. Khloponin was removed from the 
PresidenƟ al PlenipotenƟ ary Envoy to the North Cau-
casian Federal District but remained in the seat of just 
a Deputy Prime Minister in the Russian Government, 
however, close to him L. Kuznetsov, the former Gover-
nor of the Krasnoyarsk Territory (Krai), was appointed 
head of a new Ministry for the Development of the 
North Caucasus, while Commander-in-Chief of Interior 
Ministry Troops in the North Caucasus Federal District 
S. Melikov was appointed presidenƟ al plenipotenƟ ary 
envoy, a less important posiƟ on, taking account of the 
establishment of the foregoing Ministry.  


