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Recommendations

Recommendations 3

The governments of the Russian Federation and
Ukraine should:

e Require any companies employed in the transporta-
tion of Turkmen gas to be transparent, independently
audited entities that make public the identities of all
their shareholders and beneficiaries;

e Avoid the use of barter transactions in gas deals;

e Adopt best international practice in the publication,
auditing and citizen oversight of natural resource rev-
enues, drawing on such models as the Extractive
Industries Transparency Initiative (EITI) and the Inter-
national Monetary Fund (IMF) Guide to Resource Rev-
enue Transparency.

The government of Ukraine should:

e Renew efforts to investigate alleged impropriety by
government officials and intermediary companies,
publish the results of investigations and, if wrongdoing
is established, prosecute those responsible;

e Publish full, independent audits of the state oil and gas
company Naftohaz Ukrainy for the years where infor-
mation has not previously been available (that is, for
most of the company’s existence).

The government of the Russian Federation should:

e Show leadership on its G8 Presidency theme of energy
security by investigating all credible allegations of
wrongdoing in its natural gas sector and by endorsing
and adopting best practice in revenue transparency;

e Ratify the Energy Charter Treaty and its Protocols
which would provide for more transparent transit
arrangements for gas and oil and provide for a rules-
based approach to dispute resolution;

e Extradite former Naftohaz Ukrainy chairman Ihor Bakai
to Ukraine where he is wanted on charges of the mis-
use of state funds.

The government of Turkmenistan should:

e Provide for a full, independent and published audit of

all off-budget funds and adopt best practice in disclo-
sure and management of natural resource revenues
according to the EITl and the IMF Guide to Resource
Revenue Transparency.

The government of Germany (and the governments of
other EU member states) should:

Tighten banking laws to prevent the use of domestic
banks by foreign public officials who, like President
Niyazov of Turkmenistan, are not subject to even a
basic degree of public accountability for their use of
state funds.

The European Union should:

Not enter into any agreements with Turkmenistan,
concerning trade or otherwise, until its government
makes a commitment to, and shows measurable
progress towards, implementing basic norms of fiscal
transparency as defined, for example, in the IMF Man-
ual on Fiscal Transparency and Guide to Resource
Revenue Transparency;

Recognise that good governance in neighbouring
countries in the former Soviet Union, the Middle East
and North Africa which provide energy to Europe,
whether as producers or transit countries, is inextri-
cably linked to the security of Europe’s energy
supplies;

Make the promotion of transparency and improved
governance in the energy industries of neighbouring
countries a top policy priority. This theme should be
embedded in all the EU’s neighbourhood agreements
signed with resource revenue-dependent countries
and in the diplomatic, aid and trade activities of the EU
and its member states. This work should include
capacity-building assistance to help civil society
groups in these countries act as independent monitors
of their energy industries;

Encourage all resource revenue-dependent countries
in Eastern Europe, the Middle East and North Africa to
join the EITl and implement the provisions of the IMF
Guide to Resource Revenue Transparency and provide
technical assistance to help them do so.
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Summary

This is the story of a trade that brings natural gas from the
Central Asian country of Turkmenistan through Russia
and Ukraine to the European Union (EU). Far from being
open to scrutiny by the citizens of these countries, this
trade has long been controlled by a handful of people and a
series of mysterious intermediary companies. Although the
business is worth billions of dollars a year, it is still unclear
where much of this money goes.

The EU is increasingly reliant on gas supplies from the for-
mer Soviet Union. The gas price dispute between Russia
and Ukraine in the winter of 2005/6 sent shivers of anxiety
across Europe that, in the depths of winter, the continent
might not get enough fuel to keep warm and power its in-
dustries. Yet the dependence of EU countries on gas from
Russia and Central Asia is only likely to grow. This report
poses a difficult question for the EU and its neighbours: can
they meet their energy needs without funding corruption
and undermining good governance in the countries that
supply or transport this energy? The time has come for
transparency in the natural gas trade, to the benefit of citi-
zens across the region.

The dictator and Deutsche Bank

The story starts in the Central Asian country of Turk-
menistan, a former Soviet republic that is crumbling under
the tyranny of its president, Saparmurat Niyazov. Turk-
menistan is thought to earn more than US$2 billion per
year from natural gas but its citizens have no information
as to where that money is going because the revenues are

managed in a completely opaque way. It is clear that the
money is not being spent on them: standards of health, ed-
ucation and living quality have plummeted since independ-
ence in 1991. Political freedom is non-existent, censorship
is total and over half the population is unemployed. Despite
its gas wealth, Turkmenistan’s citizens are worse off than in
Soviet times.

Global Witness has discovered that President Niyazov keeps
most of the gas revenues under his effective control in over-
seas and off-budget funds. Indeed, a horrifying 75% of the
state’s spending also appears to take place off-budget.
Global Witness has received several credible estimates that
the total money under Niyazov’s control and held overseas
is likely to exceed US$3 billion, some US$2 billion of which
appears to reside in the Foreign Exchange Reserve Fund
(FERF) at Deutsche Bank in Germany.

Global Witness has discovered that, according to a 2001
contract, gas revenues from 2002 to 2006 were intended to
be paid into Central Bank of Turkmenistan account no.
949924500 at Deutsche Bank, Frankfurt, but little else can
be determined about exactly how Niyazov is managing
Turkmenistan’s money. Most worrying of all, it seems that
no money from the sale of Turkmen gas even makes it into
the national budget.

Niyazov appears to use these revenues to fund an increas-
ingly bizarre personality cult replete with golden statues
and lavish palaces. His picture is everywhere in Turk-
menistan: on public buildings, on packets of salt and tea,



bottles of vodka and even floats eerily in the corner of televi-
sion broadcasts. ‘Turkmenbashi the Great’ (Niyazov’s ap-
pointed name, meaning ‘the great leader of the Turkmen’)
has gone as far as to rename days and months of the calen-
dar in an attempt to assert his hold over the Turkmen psy-
che. Schoolchildren are compelled to study his spiritual
book, the Rukhnama, which is described on its official web-
site as being ‘on par with the Bible and the Koran'.

Shenanigans in Ukraine’s gas industry

Most exported Turkmen gas is sold to Ukraine, and growing
volumes are resold from there to European countries such
as Poland and Germany. Ukraine is the transit point for
more than a quarter of Western European gas imports from
Russia and Turkmenistan and a major gas user in its own
right. Ukraine has historically paid for much of its Turkmen
gas supplies not in cash, but through the barter of chemi-
cals, food, raw materials and machinery. This made sense in
the past, given Ukraine’s high inflation and shortage of hard
currency, but as this report explains, barter as a form of
trade is inherently vulnerable to mispricing, tax evasion and
corruption.

Ukraine’s gas industry has itself been mired in suspicious
practices and mismanagement since the early 1990s. Under
the presidency of Leonid Kuchma, Ukraine’s energy sector
became a highly politicised battleground for patronage; in
many ways, it still is. The recent US trial of ex-Ukrainian
premier Pavlo Lazarenko, who was in charge of allocating
gas quotas to private companies, highlighted his extensive
range of business enterprises that ran concurrently with his
time in government. In 2005, Lazarenko was found guilty
of money laundering and wire fraud. Though he was not
found guilty on charges relating to his dealings with private
gas companies, testimony from the trial highlighted pay-
ments from such a company to Lazarenko that have yet to
be explained.

Following Lazarenko’s dismissal as prime minister, the cre-
ation of Ukraine’s state oil and gas firm NAK Naftohaz
Ukrainy in 1998 allowed Kuchma to retake control of this lu-
crative sector. The man picked as its first chairman, Thor
Bakai, maintained a very close relationship with Kuchma
until Bakai resigned amid allegations of corruption. Bakai is
now wanted in Ukraine on criminal charges relating to his
work in government positions following his time at Naftohaz.
His successors seemed to have done little to approve the mis-
management of the state oil and gas company. Global Wit-
ness has obtained an unpublished audit which reveals the
hair-raising practices of Naftohaz under Yuri Boiko, its chair-
man from 2002 to 2005, which are detailed in this report.

Summary 5

‘Fishing in murky waters’: the story of the
intermediary companies

Perhaps the murkiest and most complex aspect of the Turk-
men-Ukraine gas trade is the role of the intermediary com-
panies that have inserted themselves for more than a
decade between Turkmenistan, Russia, Ukraine and Eu-
rope. These companies have often come out of nowhere,
parlaying tiny amounts of start-up capital into billion-dollar
deals. Their ultimate beneficial ownership has been hidden
behind complex networks of trusts, holding companies and
nominee directors and there is almost no public informa-
tion about where their profits go.

Turkmen gas can only reach Ukraine via pipelines con-
trolled by Russia’s Gazprom, the world’s largest gas com-
pany, which is 51% owned by the Russian government. But
instead of shipping the gas itself, Gazprom has let this lu-
crative role be taken over by the intermediary companies,
some of whom were paid in Turkmen gas which they resold
in Europe for up to four times the price. Why would
Gazprom, in effect, give up these lucrative markets and
their profits to potential competitors? There is an argument
that the intermediary companies were better able than
Gazprom to extract payment from cash-strapped Ukraine
without upsetting Russian-Ukrainian relations. But recent
explanations from Russia and Ukraine for the use of inter-
mediaries have been inconsistent. Furthermore, the opacity
of these companies raises questions as to whose interests
they truly serve.

Despite persistent questions about the intermediary com-
panies, against a backdrop of public concerns about official
corruption and organised crime in the countries of the for-
mer Soviet Union, there has never been sustained, thor-
ough and high-level oversight of these companies, and the
structures and people involved in them. It is nigh on impos-
sible to discover who sits at the centre of these corporate
webs and thus to whom the profits from the transportation
and sale of natural gas are going. An investigation into
these matters must now happen in the public interest.

RosUkrEnergo and Ukraine’s winter of
discontent

This report looks at four intermediary companies which
have straddled the Turkmen-Ukraine gas trade, one after the
other, since the early 1990s: each raises troubling questions
about transparency and governance. The most recent,
RosUkrEnergo, is jointly owned by Gazprom and a unit of
Austria’s Raiffeisen Zentralbank. The latter is managing
its shareholding on behalf of a consortium of Ukrainian
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businessmen who have refused, despite fierce controversy
in Ukraine, to disclose their identities to the public.

Ukraine’s Orange Revolution, which put reformist president
Victor Yushchenko into power in January 2005, has failed
to clear up the mystery of who is behind this company.
High-level Ukrainian sources have alleged to Global Witness
that Ukraine’s security service launched a criminal investi-
gation into RosUkrEnergo and other intermediary compa-
nies shortly after President Yushchenko took power. Those
sources also claim that enquiries came to an abrupt halt fol-
lowing Yushchenko’s dismissal of the Ukrainian govern-
ment and the resignation of its security chief in September
2005. Current Ukrainian security officials now deny that
any such investigation took place. Against the background
of this confusion, critics might question Yushchenko’s po-
litical will to confront Kuchma’s legacy of opaque and un-
accountable business practices.

No wrongdoing has been established on the part of
RosUkrEnergo, but the questions remain. Even though the
chairman of Russia’s Gazprom himself described the
Ukrainian investigation into RosUkrEnergo as ‘fishing in
murky waters’, Gazprom had previously agreed to this in-
termediary company’s creation. Despite these questions,
the major gas dispute between Russia and Ukraine in the
bitter winter of 2005/6 ended in a deal between the two
countries which led to RosUkrEnergo becoming the exclu-
sive supplier of Turkmen gas to Ukraine in January 2006
and taking a share of the country’s domestic market as well.

The gas price deal deviates sharply from industry best prac-
tice. It consists of a mere two sheets of paper signed by cur-

A s

President Yushchenko has some explaining to do about Ukraine’s gas deal. r/Gety/poor

rent Naftohaz chairman Oleksei Ivchenko (whose authority
to sign such a deal on his own was widely questioned in
Ukraine). The contract appears to assign all of Ukraine’s fu-
ture gas imports to RosUkrEnergo. It also appears to allow
for negotiations on the price of Ukraine’s gas imports to be
reopened after six months, even though Naftohaz says the
price is set for five years. Such confusion, and the possibil-
ity of further unexpected price hikes, is obviously not good
for the energy security of Ukraine or gas customers down-
stream in Europe.

Documents seen by Global Witness highlight a curious rela-
tionship between RosUkrEnergo and the state-controlled
Naftohaz Ukrainy after the former’s creation in 2004. Al-
though Naftohaz has no apparent investment in
RosUkrEnergo, both the then-chairman (Yuri Boiko) and
his deputy (Ihor Voronin) of Naftohaz held strategic posi-
tions on the coordination committee of this private inter-
mediary company in the first year of its existence. It is un-
clear why a private company, 50%-owned by persons
unknown, chose two top Ukrainian public officials to repre-
sent it. Also still to be fully explained are the roles of three
British businessmen, Robert Shetler-Jones, who was also
on RosUkrEnergo’s coordination committee, and his asso-
ciates David Brown and Howard Wilson, who have been as-
sociated both with RosUkrEnergo and the company that
came before it, Eural Trans Gas.

Eural Trans Gas and the mysterious Mr Firtash

Eural Trans Gas (ETG) was founded in Hungary in late
2002 with a start-up capital of just US$12,000. Although
the current management of RosUkrEnergo has made state-
ments that distance it from
ETG, Global Witness inves-
tigations have discovered
that the links between the
two are more extensive than
they first appear.

ETG’s early shareholders
were an Israeli lawyer and
three hard-up Romanians
with no connection to the
gas industry, one of whom
was an out-of-work actress

who says she took part in
‘tﬁ' order to pay her phone bill.
The day after ETG was
founded, it received a con-
tract to transport Turkmen
gas to Ukraine, in return for



gas worth up to US$1 billion on European markets. It then
appointed as its chairman the former chairman of British
Gas, Cedric Brown, who had become a controversial figure
in Britain in 1994 after being awarded a massive pay in-
crease. Far from objecting to this unknown company appar-
ently taking a lucrative slice of its business, Gazprom pro-
vided ETG with financial guarantees worth US$227 million.

It seems that Naftohaz and Gazprom first intended to set up
a joint venture for the transportation of Turkmen gas but
this is not what ETG became. Global Witness has discov-
ered that three companies which bought shares in ETG,
each based in a different country, are all ultimately linked
to, and in two cases controlled by, the same companies in
Cyprus whose beneficial owners are unknown. The role of
the man who appears to have had ETG registered in the
first place, Ukrainian businessman Dmytro Firtash, has
never been properly explained.

Before ETG came Itera, which received hundreds of mil-
lions of dollars in loans from Gazprom, and whose top
managers included a former deputy prime minister of Turk-
menistan. Once again, it is not clear why Gazprom appears
to have given up both the transit business and markets in
former Soviet Union countries to Itera, which depended on
Gazprom’s own pipeline network. Documents seen by
Global Witness show that in 2000, Gazprom bought Turk-
men gas from Itera that it could have bought more cheaply
from Turkmenistan itself.

Itera was preceded by a company called Respublika which
swapped Ukrainian goods for Turkmen gas in a series of
bizarre barter deals, such as 12 million pairs of galoshes for
Turkmenistan, a desert country which then had a popula-
tion of about four million people. Respublika’s head, Thor
Bakai, later became head of Naftohaz Ukrainy, the Ukrainian
state oil and gas company and, as noted earlier, is now
wanted by the Ukrainian authorities.

Time for transparency in the gas trade

The lack of transparency in the Turkmen-Ukraine gas trade
exemplifies a wider problem in the global oil and gas indus-
tries. Oil, gas and mining companies rarely provide even
basic information about their financial interactions with
governments in countries where they operate: govern-
ments are similarly reticent about the revenues they earn
from these industries. This opacity has allowed crooked of-
ficials and businessmen in many countries to misappropri-
ate vast sums in revenue, as documented in recent scan-
dals in Kazakhstan, Angola, Equatorial Guinea, and many
other resource-rich countries. The result is unaccountable

Summary 17

government, corruption, social decay, increased poverty
and the reinforcement of authoritarianism, which can ulti-
mately lead to state failure and the spread of instability
across regions.

There is an emerging international consensus that full pub-
lic disclosure of revenue flows, combined with active moni-
toring by civil society groups in resource-rich countries,
could make criminal activity much harder to hide and give
citizens a better chance to hold their governments to ac-
count for the use of these revenues.

The main international vehicle for revenue transparency at
the moment is the Extractive Industries Transparency
Initiative (EITI), which was launched in 2003. The EITI
promotes the full disclosure of payments by oil, gas and
mining companies to governments, the disclosure of gov-
ernment receipts, the use of independent audits, and active
monitoring by civil society groups to track money into the
state’s coffers. Most of the world’s major international oil
and gas companies and some 20 governments have now
endorsed the EITI. Although it will be a long struggle to
turn these rhetorical commitments into practice, the EITI
is gaining international momentum and provides a tem-
plate for possible reforms across the former Soviet Union.

Another model is the International Monetary Fund’s
Guide on Resource Revenue Transparency, which offers a
template for measuring the openness of governments in re-
source-rich countries and suggests a path for reform that
such governments can follow.

Azerbaijan and Kyrgyzstan are both actively implementing
EITI standards in their oil and mining industries respec-
tively, while Kazakhstan has promised to follow suit. Al-
though it is hard to imagine Turkmenistan joining EITT un-
der the secretive reign of President Niyazov, there is no
reason for Russia and Ukraine not to draw on the EITI and
on the IMF principles in managing the money garnered
from natural resources.

Russia holds the G8 presidency through 2006 and its cho-
sen theme is energy security, so now is the time for a clean-
up of the energy industry, including an end to the use of
opaque intermediary companies. Russia should also ratify
the international Energy Charter Treaty, which it has al-
ready signed, because the Treaty provides for more trans-
parent transit arrangements and a rules-based approach to
dispute resolution (Ukraine, most EU states, and some
countries in Central Asia are already members). Without
transparency there cannot be predictability, and without
predictability, there cannot be security of energy supply.
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Time for the European Union to get its act
together

The European Union needs to take a much greater interest
in the problem of energy and transparency than it has to
date. Europe is ringed by an arc of countries, from Algeria in
the south to Ukraine in the northeast, which either produce
energy for export to Europe or take part in its transit from
third countries. The EU has been slow to act on the recogni-
tion that good governance in these countries is essential to
the long-term security of Europe’s energy supplies, and that
transparency, by enabling public oversight, is a crucial factor
in good governance. Current debates within Europe about a
common EU energy strategy, as proposed by the European
Commission Green Paper, A European Strategy for Sustain-
able, Competitive and Secure Energy of March 2006, offer a
chance to factor such concerns into European thinking.

The EU and its member states could do much more to pro-
mote the transparency of oil and gas revenues in neighbour-
ing countries and persuade them, via its diplomatic, aid and
trade interactions, to make their public finances more open.
Europe could also do much more to build the capacity of lo-
cal civil society groups to monitor the flow of revenues and
hold government officials to account, and to ensure that its
own banks and companies do not collude in corruption or
the looting of public money from resource-rich countries.

It is hard to see how Germany’s vital interest in the secu-
rity of energy supply can be reconciled with a preparedness
by Germany’s biggest and most prestigious bank to act as
banker to an unhinged tyrant whose arbitrary handling of
Turkmenistan’s gas resources is driving its economy into
the ground, with potentially injurious consequences for the
future peace of Central Asia.

It is deeply concerning that the banking laws of Germany
(and other industrialised countries for that matter) do not
prevent the country’s financial system from being used as a
piggy bank by megalomaniac dictators who have no ac-
countability to their own people for their uses of state
funds. A figure such as Niyazov, who is not subject in prac-
tice to any basic checks and balances, can dispose of state
funds through the banking systems of Germany and other
European countries without anybody knowing what exactly
it is that he does with the money.

Time for Ukraine to open the books
Ukraine’s Orange Revolution promised reform and a clamp-

down on the corruption that had plagued the presidency of
Leonid Kuchma. The new government must not go back on

these promises and should continue investigations into the
companies and personalities named in this report. At the
time of writing, parliamentary elections had just taken place:
whatever administration emerges, Ukraine needs clear re-
forms to promote open and accountable management of its
gas industry, including the declaration of the beneficial own-
ers of key companies such as RosUkrEnergo. Without these
reforms, the transit of gas to Ukraine will continue to be a
highly politicised, opaque and unstable business.

The new government should also investigate the accounts
of the state oil and gas company, Naftohaz Ukrainy, from
1998 to 2001, when no proper audits were published, or, it
seems, even carried out. It should publish credible and in-
dependent retrospective audits of Naftohaz Ukrainy’s ac-
counts relating to the company’s activities in 2004 and
2005; audits concerning these years are yet to materialise
on the company’s website.

In the longer term, Ukraine should work with donor gov-
ernments and multilateral institutions like the European
Bank for Reconstruction and Development and the IMF to
improve transparency of revenue flows from resource ex-
traction and from transit fees, and build effective mecha-
nisms for independent public oversight.

Turkmenistan on the brink

Turkmenistan and its intransigent president pose a particu-
lar challenge for the international community, which must
use what leverage it has to press the government for more
accountability. This could be done by promoting trans-
parency in the gas trade downstream of Turkmenistan, to
make clear how much money the country should be earn-
ing. Europe should not reward this despotic government
for its refusal to reform, and there should be no expansion
of existing EU relations with Turkmenistan, whether in the
form of trade agreements or otherwise, until the latter
shows a genuine and measurable commitment to apply the
basic norms of accountable public financial management.

Despite Niyazov’s claims that Turkmenistan is in a ‘golden
age’, the country is in danger of becoming a fully-fledged
failed state with massive unemployment, widespread heroin
addiction, and woeful education and health-care systems.
The collapse of Turkmenistan, in a region that is already
highly unstable, could have disastrous consequences for
peace and for the supply of energy. Niyazov’s claim in the
Rukhnama that ‘within the borders of Turkmenistan ... the
natural resources are the people’s national wealth and prop-
erty’ sounds ever more hollow as time passes. It is time for
Europe, Ukraine and Russia to act.
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1. Turkmenistan gains its independence — and a dictator

Global Witness

The people of the Central Asian republic of Turkmenistan had
reason to be optimistic in 1991, when their country gained
its independence following the fall of the Soviet Union. With
only a moderate population (five million compared to neigh-
bouring Uzbekistan’s 25 million), and large reserves of natu-
ral gas (these have yet to be fully explored, but are believed to
rank about sixth in the world?), it looked as if the new Turk-
men nation would prosper. ‘In a few years we’ll be wading in
money up to here,” said a minister in 1994.3

The man in charge of the economic transition following the
Soviet Union’s collapse was Saparmurat Ataevich Niyazov,
who had been First Secretary of Turkmenistan’s Communist
Party since 1985. In late 1991, the Communists renamed
themselves the ‘Democratic Party’ and Niyazov was elected
president for a five-year term, standing unopposed and win-

ning 99.5% of the vote.* His rule was extended in 1994
through a referendum that cancelled the 1997 election. Offi-
cial figures from Turkmenistan state that 99.99% of the vot-
ers endorsed the motion with a 99.9% turnout.®

In 1999, the Turkmen People’s Council (Turkmenistan's
supreme legislative body) changed the constitution to re-
move all limits on Niyazov’s term of office® and in 2002, he
was confirmed ‘president-for-life’.” Although there is no of-
ficial title, the fact that Niyazov is also the chairman of the
People’s Council makes him the country’s de facto prime
minister,® thus all lines of executive control pass to him.
Regular sackings by Niyazov of members of his government
make sure that he has no potential rivals (see box: Chaos at
the Central Bank). In April 2005, Niyazov told the chairman
of the Organization for Security and Cooperation in Europe

Gl gl B=sBECn

I have thanked God a hundred thousand times since I was five years old that I inherited honour,
nobility, patience, highness of spirit and objectives from my parents in my body and soul.
...This becomes a fountain that will never dry up for my Turkmen people
Saparmurat Niyazov, President of Turkmenistan’
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(OSCE), a regional security organisation, that he will retire
in 2009.°

Since his ascension to the presidency, Niyazov has con-
structed a personality cult around himself to rival that of
North Korea’s Kim Jong II. He is now referred to as ‘Beyik
Turkmenbashi’, a title bestowed on him by the People’s
Council, meaning ‘the Great Leader of all the Turkmen’.
Niyazov’s name is not the only one to have been changed:
there is now a Turkmenbashi town (formerly Krasnovodsk),
which lies in Turkmenbashi bay, a Turkmenbashi airport, a
Turkmenbashi oil refinery, even a Turkmenbashi meteor
that landed in Turkmenistan in 1998. In November 1999, a
state newspaper seriously suggested that Turkmenistan
should be renamed ‘Turkmenistan of Saparmurat Turk-
menbashi’.!’® And in 2002, he renamed the months of the
year — January is now, of course, Turkmenbashi. The Peo-
ple’s Council declared 2003 to be the year of Gurbansolte,
Niyazov’s late mother (who also graces the Turkmen calen-
dar as the month of April), and 2004, the year of Atamurat,
his father.

December 1998 saw the unveiling of the Arch of Neutrality —
a tower 75 metres high, topped by a 12-metre golden statue
of Niyazov that rotates to face the sun. His image adorns
billboards and buildings across Turkmenistan, cartons of
salt, packets of tea and bottles of vodka and brandy. His
golden profile also appears in the corner of Turkmen televi-
sion channels. Stories about him feature to such an extent
on Turkmen television that people sometimes jokingly say
‘change the Niyazov’ instead of ‘change the channel’.!!

Twenty-foot motorised statue of Niyazov’s holy book, Ashgabat.

Global Witness

Niyazov claims that there is no personality cult, that his
idolisation is a spontaneous act of affection by a grateful
people: ‘If I was a worker and my president gave me all the
things they have here in Turkmenistan, I would not only
paint his picture, I would have his picture on my shoulder,
or on my clothing ... I'm personally against seeing my pic-
tures and statues in the streets, but it’s what the people
want,” he said to CBS News in 2004.'2

The ceremony that confirmed Niyazov as president-for-life
saw him presented with a white robe and a palm staff, tradi-
tional symbols of the Prophet Mohammed."® His self-trans-
formation from communist to something akin to a Turk-
men prophet is confirmed by a book he has written, entitled
the ‘holy’ Rukhnama, which has been designated the offi-
cial Turkmen spiritual code, and is described on its official
website as being ‘on par with the Bible and the Koran.’!*

Foreign companies working in Turkmenistan pay for the
book to be translated into various languages; at the mo-
ment over 25 different versions exist, in languages ranging
from German to Zulu to Braille. The book, full of quasi-
philosophical meanderings and questionable poetry, has be-
come the central text in Turkmen education. All state work-
ers must pass a test in order to gain employment, as must
learner drivers, who have to undertake a 16-hour
Rukhnama studies course before they obtain their licence.

Not only is the Rukhnama itself studied in Turkmen
schools, along with lessons on Niyazov’s politics and teach-
ings, but it also forms the basis of foreign language and
mathematics lessons. The International Crisis Group’s re-
port on Turkmenistan in 2004 gave this example:

Gulnara was reading the book Rukhnama. She read six pages on
the first day. On the second day she read four more pages than on
the first day. On the third day she read five pages less than on the
second day. How many pages of Rukhnama did Gulnara read on
the third day?™

The mandatory period of schooling in Turkmenistan has
been reduced from eleven to nine years, making students
ineligible for higher education anywhere in the world, other
than in their home country, where higher education has
been virtually abolished anyway. Places have been cut by
thousands, and those that are available are prohibitively ex-
pensive for the average family, with admission being de-
pendent on knowledge of the Rukhnama. To complete the
circle, degrees obtained in other countries are no longer
recognised in Turkmenistan — all public sector workers (and
there is virtually no private sector) must have qualifications
from Turkmenistan.
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Niyazov’s focus on Turkmen nationhood and ‘the Turkmen
people’ in practice results in the active suppression of a
large populace of other ethnicities (estimates range from
300,000 to 1 million citizens), some of whom, including
ethnic Uzbeks and Armenians, have lived in Turkmenistan’s
territory since before the foundation of the Soviet Union.
All Kazakh, Uzbek and Armenian language schools have
closed and only one Russian language school exists in Turk-
menistan’s capital, Ashgabat. Ethnic Turkmen are often
preferred to candidates of other ethnicities when seeking
employment,'® and non-Turkmens often find their applica-
tions to higher learning or other institutions blocked.

This ethnic discrimination is encouraged by Niyazov him-
self, as can be heard in some of his more sinister pro-
nouncements: ‘In order to weaken the Turkmen, the blood
of the Turkmen was diluted in the past. When the righteous
blood of our ancestors was diluted by other blood our na-
tional spirit was low. Every person has to have a clean ori-
gin. Because of that it is necessary to check the origin up to
the third generation.’"”

‘The Worst of the Worst’ (Freedom House)

The international media often concentrates on the black
comedy aspect of Niyazov’s personality cult, highlighting
its absurdity and increasing madness. Yet this often masks
the very real human rights abuses that take place on a regu-
lar basis in Turkmenistan, where the personality cult is a se-
rious issue; Turkmenistan is rapidly slipping away from the
world under the one-man show of its president.

In one of its more lucid moments the Rukhnama main-
tains, ‘Turkmenistan accepts international human rights
standards accepted by other members of the international
community,’” a statement reiterated in the Turkmen con-
stitution. But, as an OSCE report stated in 2003, ‘the con-
trast between the law as it is presented and the reality
marked by terror and fright is mind-boggling.’?

Freedom House, a respected American non-governmental
organisation, has given Turkmenistan the lowest possible
scores for both political rights and civil liberties for 11 years
running. Such scores are reserved for countries with ‘the
broadest violations of civil liberties, including freedom of
speech, rule of law, and personal autonomy’, the ‘worst of
the worst’, which puts Turkmenistan on a par with seven
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The State holds very highly its citizens’ lives, health, security, prosperity, education
and excellence in physical and spiritual development
Saparmurat Niyazov'®

other countries with appalling human rights records and a
lack of personal freedoms: Burma, Cuba, Libya, North Ko-
rea, Saudi Arabia, Sudan and Syria.*!

The human rights situation in Turkmenistan has deterio-
rated since an alleged assassination attempt on Niyazov in
November 2002. Though the Turkmen authorities released
little information concerning this incident, when Niyazov’s
motorcade was allegedly strafed with gunfire,?? over a hun-
dred people were subsequently arrested, with some 67 peo-
ple charged and 46 convicted® after sentencing in what the
OSCE dubbed ‘show trials’.* According to the US Depart-
ment of State: ‘There were credible reports that authorities
detained and threatened to torture relatives of those impli-
cated in the attack to coerce confessions, that relatives of
those implicated in the attack were beaten with water bot-
tles to avoid bruising, injected with psychotropic drugs,
and subjected to electric shock torture, and that their fe-
male relatives were sexually assaulted and threatened with
rape.’®

In October 2003, the European Parliament published its
resolution on Turkmenistan, which stated that: ‘Turk-
menistan is consistently violating all its obligations under

. international Conventions’ and ‘the already appalling
human rights situation in Turkmenistan has deteriorated
dramatically recently, and there is evidence that this Central
Asian state has acquired one of the worst totalitarian sys-
tems in the world.’?

Those who escape Niyazov’s regime often have terrible sto-
ries to tell. A civil law attorney, jailed for three years after de-
fending a woman who allegedly lost her job because of her
religious faith, stated to the UN regional news network:
‘There are no constraints on the police, interrogators or na-
tional security officials in using torture. They are given full
authority to do as they wish ... I knew two people, both
physically fit, who were tortured to death. What they did to
these men behind the prison’s walls cannot be described.’?

Niyazov stated in 2005 that ‘there is not a single person
held in Turkmen prisons for political motives or ideas’?® and
maintained, ‘there can be no greater democracy than
this’.2° Yet currently only one political party is allowed in
Turkmenistan — Niyazov’s ‘Democratic Party’. In 1999, a
Turkmen citizen who announced he was forming a political
party in Turkmenistan was arrested several months later
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Backs turned on human rights. covar winess

and then jailed, having been found guilty of embezzlement
of state property.®” And in 2004, Amnesty International re-
ported that a man who had written to Niyazov asking if he
could hold a peaceful demonstration against the govern-
ment’s policies was arrested and placed in a remote mental
asylum.®!

Travel within Turkmenistan is strictly monitored; during a
cross-country journey by car, one would expect to pass
through a checkpoint about every half an hour. Prior police
permission is needed to visit two of the country’s five
provinces. ‘You need a permit here to go to the toilet,” joked
one man grimly to Global Witness.

Reporters sans frontieres, an NGO that examines press free-
dom, ranked Turkmenistan’s media as the third least free
out of 167 countries, with only North Korea and Eritrea be-
ing worse.?> A 2002 OSCE report on Turkmenistan noted
the ‘absolute monopoly of the state over all media™® and
went on to say ‘censorship in Turkmenistan is total’.>* An
OSCE representative wrote to Turkmenistan’s foreign min-
ister, concerned over ‘the absolute lack of any freedom of
expression’ within Turkmenistan.*

Any independent journalists willing to stay in Turkmenistan
face serious consequences for speaking out. In September
2003, a Turkmen Radio Free Europe/Radio Liberty (RFE/RL)
correspondent, who covered sensitive subjects such as the
government’s human rights record, was arrested and de-
tained for three days. He claims he was injected with an un-
known substance and was told he faced 20 years imprison-
ment for ‘creating problems’ through his journalistic
activities.* Two months later, after continuing his work, he
was reportedly bundled into a car, beaten and left at the side

of the road after being threatened with being buried alive.*
He has since found political asylum in the United States.

And as Global Witness went to press, another two RFE/RL
journalists had allegedly been detained by authorities with-
out due process. They were released after ten days in cus-
tody. One later said to RFE/RL: ‘They told us not to speak
out against government policies, saying if we did not follow
what they said they would ‘smash us’ and they wouldn’t
stop with this and continue dealing with our family mem-
bers and children in the same way.”*

Economic growth... or collapse?

Since 1999, Turkmenistan’s official statistics have boasted
very high rates of economic growth, averaging 18% annu-
ally,” including a 21% increase in gross national product
from 2004 to 2005.% This would make the country one of
the fastest growing economies in the world.

However, official data from Turkmenistan are highly unreli-
able and other reports point to a less healthy situation. As
the World Bank states, the lucrative profits from the sale of
gas and oil ‘mask serious structural problems with the
Turkmen economy ... among all CIS countries, Turk-
menistan has progressed the least in terms of economic re-
forms since independence.”®? Yet according to Turkmen au-
thorities, reporting to the International Monetary Fund
(IMF), this actually benefits the people: ‘The authorities be-
lieve that their cautious approach toward economic liberal-
ization has served Turkmenistan’s people well and delivered
more desired results in terms of the people’s well-being.”*?

Whatever the true figures for economic growth, the money
is not benefiting the people of Turkmenistan. The United
Nation’s Human Development Indicators (HDI), which as-
sess countries on standards of health, education and quality
of living, are sliding in Turkmenistan. In 1991, Turk-
menistan’s HDI score was ranked 31 in the world. In 1995,
Turkmenistan was ranked 86™ out of 174 countries, slip-
ping to 100t in 1998 (when gas exports reached an all-time
low).** In 2005, the country was ranked 97" out of 177
countries.® The World Bank’s estimate of the percentage of
the population living in poverty is 58%.% According to the
US Department of State, unemployment is estimated at
50% in urban areas and as high as 70% in rural areas, where
the majority of the population lives.*”

Sources in Turkmenistan also expressed concern to Global
Witness about the problem of heroin addiction which, ac-
cording to the Institute of War and Peace Reporting, citing
the United Nations, has increased 17-fold from 1991 to



When wealth is acquired in improper ways, the moral structure of society is harmed, and
society is damaged gradually ... I do get upset when I see that some people are spending
money on improper deeds. Learn more about how to spend when one is wealthy. When
you earn, spend so that your expenditure benefits your nation, relatives and family!
Saparmurat Niyazov %

2002.*% This, combined with the growing numbers of
women forced into prostitution, makes the threat of HIV
infection loom large. Turkmenistan’s healthcare is already
woefully underfunded; an undercover BBC reporter caught
a first-hand glimpse of the shockingly low standard of care.
The journalist reported seeing: ‘A man [with] blood pour-
ing out of his nose, [who] looks like he has been in a car
accident. I watch as a nurse uses a dirty rag from the sink
to clean his wounds. He is roughly handled even though
he may have fractured his spine.’* In the autumn, doctors,
like most people in Turkmenistan, are sent into the fields
to pick cotton. In 2004, Niyazov ordered thousands of
nurses to be replaced by conscript soldiers, and even ad-
vised that all medical facilities outside of Ashgabat (where
only 10% of the population live) should be closed, saying
‘Why do we need such hospitals? If people are ill, they can
come to Ashgabat.”® Though there are reports that provin-
cial hospitals are still operating, these cost-cutting meas-
ures suggest that cracks are beginning to show in the
Turkmen budget.

As this report went to press, further drastic cuts appear to
have been imposed: state sick leave and maternity benefits
have been reduced, and senior citizens have had their pen-
sion entitlement either removed or cut by a third.’! The
pension cuts will affect 400,000 people, leaving approxi-
mately 100,000 without any entitlement.’? The Turkmen
Ministry of Foreign Affairs stated that the information was
‘deliberately perverted’ by Russian media outlets,> but re-
ports from inside the country by non-Russian sources seem
to confirm that these cuts have been carried out, causing
widespread fear and chaos.>*

The Turkmen government has so far managed to placate
the people with heavy subsidies, making water, gas and salt
free, and housing, petrol and flour cheap. Yet in April 2004,
Niyazov admitted on television that many public sector
workers had not been paid for at least six months, and that
the arrears totalled up to US$286 million.”® The IMF con-
cluded in an unpublished report:

The build-up of payment arrears raises substantial doubt over the
government’s claims to be successfully managing the budget. More-
over, given the high level of export revenue — and the healthy trade
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surplus — reported in recent years, the government should in theory
have sufficient resources to meet public sector salaries in full...?

The true extent of the structural problems is difficult to as-
certain due to the fact that Turkmenistan’s economic gov-
ernance is almost completely opaque. An ordinary Turkmen
citizen is unable to obtain any information on what the
government is up to. Surveillance by international financial
institutions such as the IMF and the European Bank of Re-
construction and Development (EBRD) has broken down in
recent years. As the Economist Intelligence Unit wrote in
2004: Almost no budget data have been released since
2002, suggesting that the government is finding it increas-
ingly difficult to present the budget accounts in such a way
as to hide a growing structural deficit.”” Although Turk-
menistan allowed the IMF to conduct a consultation in
2004, it is understood that the bare minimum information
was released.®® The report itself also remarked on the ‘politi-
cal interference in the processing and dissemination of data
[of macroeconomic statistics].”

A financial expert who worked for several months in Turk-
menistan told Global Witness that he ‘had no faith’ in the
government’s official data ‘at all ... what was worse is that
when you got something you always wondered what it
meant, they were not drawn up to any set of standards ...
There is no independent audit function here so there is no
basis for believing what limited financial information is pro-
vided ... Nothing can be completely relied upon.’s

One major problem is that since 1998, the exchange rate of
Turkmenistan’s national currency has been fixed at 5,200
Turkmen manat per US$1.5' However, virtually all trade
takes place at the unofficial rate — currently around 25,000
Turkmen manat per US$1. The dual exchange rate allows
the Turkmen authorities to present certain economic statis-
tics in the best light. For example, the average state income
is US$2,400 per annum at the official exchange rate; in real-
ity, in local currency the wage is worth around US$500 per
annum.

Internal sources and other observers report Turkmenistan’s
method of budget management to be chaotic and incom-
prehensible. The financial expert who had worked in Turk-
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The fantasy is glittering. .. ciovawiness

Turkmenistan relies on its gas for its survival: 70% of
Turkmenistan’s income comes from its natural re-
source exports.®® Niyazov himself has stated that
‘Turkmenistan’s future completely depends on oil and
gas.’®®

Despite the fact that, in the Rukhnama, Niyazov writes
‘within the borders of Turkmenistan the natural re-
sources ... are the people’s national wealth and prop-
erty’,%” most of the money from the sale of Turk-
menistan’s gas and oil does not appear to be reaching
its citizens; it is being used to create the fagade of the
President’s self-proclaimed ‘Golden Age’.

To create an appearance of splendour, Niyazov has
embarked on a massive spree of expensive construc-
tion projects, mostly in Ashgabat, the capital city.
Global Witness has calculated on the basis of press
reports that, in the 15 years since independence, the
amount of announced spending on building projects
by just two of the many construction firms has sur-
passed US$3.5 billion. The total amount spent on
building projects by the Turkmen government is likely
to be many times this amount.

The new buildings include a presidential palace, a na-
tional museum (with a whole wing devoted to Niya-
zov’'s achievements), a golden-fronted Central Bank
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and a series of high-rise apartment blocks built from
imported Italian marble. His recent proposals have
grown more outlandish: an ice-palace (in a country
where temperatures can reach 45°C) and the ‘Disney-
land World of Turkmen fairy tales’ pleasure park.®®

A financial expert spoke to Global Witness about the
senselessness of some of the projects. In 2000, a new
complex consisting of a hotel, a restaurant, a hospital,
a business centre, and a day-care centre was pro-
posed. It was clear that the expensive project had not
been evaluated for economic feasibility and, worse
still, a similar complex had already been built — about
half a mile away.®° The spending for such prestige proj-
ects takes place off-budget. As the European Bank for
Reconstruction and Development states, ‘if such [in-
vestment] projects are funded outside the budget, a
proper and publicly accountable evaluation process
would seem to be impossible.’”°

A senior official from an international financial institu-
tion told Global Witness that government ministers of-
ten hold money on behalf of Niyazov and are allowed
to use a small percentage. This is usually put into con-
struction; in Ashgabat, there is a series of 25 hotels
standing next to each other, each named in relation to
a particular ministry, with fewer than 20 rooms in each
that are hardly, if ever, used.”

... but the people are still waiting for prosperity. covar winess




menistan told Global Witness that budgets he had seen
from the health ministry did not record specific expendi-
tures, but only recorded net amounts, hiding capital proj-
ects and other costs. To make matters worse, the budget
has two components, cash and non-cash payments — the
treasury has only enough money to give a portion (possibly
about a third) of a ministry’s appropriation in cash (used for
salaries).%

Following a series of high-profile sackings in 2005 (see box:
Chaos at the Central Bank), an anonymous source in the
Turkmen Ministry of Economics and Finance told the Insti-
tute of War and Peace Reporting: ‘Neither the president nor
the newly-appointed senior officials are aware of the true
situation either in the country as a whole or in specific sec-
tors. None of the new people will dare present the true pic-
ture to Niyazov. That implies that we're going to keep on
moving towards a total [economic] collapse.’®

Turkmen public finances: many questions of
transparency and good governance

The Turkmen public finance system has, confusingly, two
levels or ‘tiers’. The first tier is the normal state budget.
The second tier covers extra-budgetary operations and rev-
enues, and the spending of industrial complexes and in-
dustrial state funds. These extra-budgetary operations
dwarf the money in the first tier, as confirmed by the IMF:
‘The state budget ... excludes the operations of the state
funds and the self-financing ministries, which constitute
some 75-80% of central government operations.’”

This massive amount of opaque spending outside of the
budget makes the budgetary data that is released highly
unreliable; the citizens of Turkmenistan cannot see how
much money is being spent on them, and where and to
what purpose money is being transferred. At the end of
2005, the Turkmen parliament approved total spending for
2006 of 81.3 trillion manats, US$15.6 billion at the official
exchange rate, or US$3.3 billion at the unofficial rate. One
Turkmen news agency reported that 76% of this total ‘be-
longing to the hydrocarbon sector and some other
branches’ would belong to the ‘second tier’ — thus not
recorded in the main budget.”™

The Turkmen Central Bank account in Germany

In an interview with Global Witness, former Turkmen Cen-
tral Bank chairman Khudaiberdy Orazov stated that the
Turkmen Central Bank has one main government account
with various correspondent accounts held in banks around
the world.™ According to Orazov, this main account is held
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at Deutsche Bank in Frankfurt. Global Witness has seen a
document which confirms that such an account does exist
at Deutsche Bank.

The document is a contract signed in 2002 between the
Turkmen and Ukrainian state oil and gas companies con-
cerning Ukraine’s gas purchases from Turkmenistan. It re-
veals that the Turkmen state account is held at Deutsche
Bank in Frankfurt. This type of account is named a ‘Nostro’
account, one held at a bank for a foreign government. The
contract, signed by former Turkmen deputy prime minister
Yolly Gurbanmuradov (now jailed, see box: Chaos at the
Central Bank), states that payment for Turkmenistan’s gas
will go to:

Central Bank of Turkmenistan, Ashgabat.
Acc # 949924500,

Deutsche Bank AG,

Frankfurt-am-Main, Germany.

The contract stipulates that 50% of the contract, from the
years 2002 to 2006, is to be paid in cash to the value of
US$840 million, with 50% to be supplied in barter goods
worth the same amount.”™
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Lesmpanstei Bank Typaowesssctana, r. Awrabar, TypoweHncTad

accounl No 849924500 with DEUTSCHE BANK AG, Frankfurt-am-

Main, Germany TALNLUS ANLAGE 12-21, 60262, SWIFT:
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The off-budget funds

Numerous sources also point to a number of related for-
eign-currency funds that were established by presidential
decree, and are under the President’s personal control.
These funds also appear to be held at Deutsche Bank,
though it is not clear whether this money is deposited in
the main Turkmen Central Bank account or elsewhere. The
largest of these are the Foreign Exchange Reserve Fund
(FERF) and the Oil & Gas Development Fund (OGDF).”

These funds are closely linked to the country’s natural re-
source exports: well-informed sources explained to Global
Witness that the FERF receives 50% of all hard currency gas
revenues and 30% of all oil and cotton revenues as a tax.”™
The OGDF receives 25% of the gas money, with the remain-
ing 25% put directly back into the industry’s
infrastructure.™ This reveals a startling fact: it would appear
that almost none of the revenues from Turkmenistan’s gas
sales are accounted for in the country’s budget.

By examining the details given above in the 2002 gas con-
tract between Ukraine and Turkmenistan, it is possible to
approximate the totals flowing into these funds. The con-
tract, worth US$1.6 billion, is split 50:50 into barter and
cash payments, worth US$840 million each. If the sources
who spoke to Global Witness are correct, this would mean
that 50% of this — US$420 million — would be allocated
yearly to the FERF and 25% — US$210 million — to the
OGDF.

The gas supply contract with Turkmenistan has since been
renegotiated, with the most recent deal featuring Swiss-reg-
istered company RosUkrEnergo (see section: The gas tran-
sit and trading companies) buying the majority of Turkmen
gas from Gazprom’s export arm Gazexport which pays
Turkmenistan in cash, with no barter component. This
means that this year Turkmenistan will receive over US$2
billion for its gas, with US$1 billion allocated to the FERF.

It is unclear how much remains in the Turkmen Central
Bank account at Deutsche Bank and in funds such as the
FERF, and how much is spent, since revenues accrued in
the FERF are not accounted for in the state budget.®

Buried money is of no use to you or society.
That will only add to your fears, hesitations
and doubts. It will ultimately cause problems
for you.

Saparmurat Niyazov™

Orazov told Global Witness that, in 2003, he thought that
some US$1.8 billion was held in Deutsche Bank. This ap-
proximate figure was confirmed by a source in an interna-
tional financial institution in 2005, who stated that this
money was in the FERF.®! Orazov also stated that another
US$1 billion was held in a correspondent account in a bank
in Switzerland, bringing the total to US$2.8 billion, by his
calculation. The EBRD’s last estimate of Turkmenistan’s
foreign reserves, ‘most of which is known to be accumu-
lated in the FERF’ was US$2.6 billion in 2004, citing the
Turkmen Central Bank. 8

The Foreign Exchange Reserve Fund: Niyazov’s
‘Presidential’ Fund

Niyazov told the IMF in 2004 that ‘Turkmenistan has no
secrets’ 3 yet little is known about the FERF. Multiple
sources have however confirmed to Global Witness that
this billion-dollar fund is located at Deutsche Bank in
Frankfurt.

According to Khudaiberdy Orazov, who was crucial in set-
ting up the account holding Turkmenistan’s foreign cur-
rency reserves, the origins of the FERF date back to the fi-
nal two years of the Soviet Union, when the Turkmen
authorities were prompted by an epidemic in Turk-
menistan’s Dashoguz region to obtain a general licence
from the Soviet Central Bank that allowed them to manage
foreign currency at their own Turkmen commercial bank.

In 1992, the money was moved to Turkmenistan’s Vneshe-
conombank, and then to the Central Bank of Turkmenistan
in July 1993, with the government retaining control of the
account, as confirmed by the IMF.3* Around 1995, accord-
ing to Orazov, the money then moved to Deutsche Bank,
the first European bank to agree to hold Turkmenistan’'s
money, at its main headquarters in Frankfurt. Following
this final move, Orazov maintains, Niyazov established con-
trol over these funds. ®

It is not clear how many signatures are required to transfer
money from the FERF and other funds, but many sources
from the international financial community and others in a
position to know have told Global Witness that they are di-
rectly controlled by the president alone. Though the Central
Bank chairperson is a key figure in the disbursing of such
funds, he or she is under Niyazov’s orders and can be fired
at any time (and frequently has been, see box: Chaos at the
Central Bank).

The chairman of the Oil and Gas Development Fund is also
Niyazov; it is he who gives the orders to the politically ap-



Deutsche Bank, Frankfurt, holds Turkmenistan’s gas money under Niyazov’s effective control.

Getty images/ Ralph Orlwoski

pointed acting director of the fund. Until recently the direc-
tor was the then-minister for oil and gas, Guychnazar Tach-
nazarov.® It is currently Geldimurat Abylov — the former
first deputy head of the Turkmen Central Bank, highlight-
ing the close link between Turkmen politics, its oil and gas
and the country’s foreign reserves.®” Niyazov, by contrast, is
accountable to nobody. One man’s sole control over state
funds is unusual practice indeed.

Countries with plentiful natural resources often establish
such extra-budgetary funds, but these should be fully au-
dited, transparent entities. As the IMF recommends in its
Guide to Resource Revenue Transparency: All resource rev-
enue-related transactions, including through extra-budget-
ary funds, [should be] clearly identified, described, and re-
ported in the budget process and final accounts documents
... A basic principle in each case is that the tax payments
are under the supervision of the relevant tax authorities,
and all transactions are included in the budget (or related)
analytical presentations.’®

Yet formal accounting structures are absent from the FERF.
It is controlled and can be accessed only by President Niya-
zov® and is even referred to as ‘the presidential fund’ by in-
siders who spoke to Global Witness.”® Because of this, for-
mer Turkmen Central Bank Chairman Khudaiberdy Orazov,
now the head of an opposition party in exile, told Global
Witness that, for all intents and purposes, money accumu-
lated in Deutsche Bank, ostensibly held in a state account,
is Niyazov’s own, referring to this account as Niyazov’s
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‘personal pocket money’.”!
Though Orazov is now in
opposition to Niyazov, his
information is backed up by
other independent sources
from the international fi-
nancial community that
have confirmed that the lav-
ish construction develop-
ments and ‘prestige proj-
ects’, including Niyazov’s
golden statues and palaces,
are funded by the FERF*
and thus, by extension, the
sale of Turkmenistan’s nat-
ural resources.

A source from the interna-
tional financial community
told Global Witness that as
well as financing prestige
projects, the FERF is sup-
posed to fulfil the function of a savings fund for future gen-
erations. However, the source added, no investment plan is
prepared and the FERF has no explicit sector priorities.*

All major international financial institutions pinpoint the
FERF as being of particular concern. The World Bank will
not provide new loans until the Turkmen government puts
in place ‘a transparent system of public resource manage-
ment that can direct public resources to priority uses’.** As
outlined in its policy strategy for Turkmenistan, the EBRD
has refused to fund private investments in the production
and export of oil and gas which are linked to the FERF. ®°

There is nothing inherently wrong with a government
keeping public funds in overseas bank accounts, and Global
Witness does not suggest that Deutsche Bank has broken
any laws by taking the deposit of Turkmen public funds.
However, there is a clear ethical concern, as, in practice, the
person with ultimate control over these funds is President
Niyazov, a repressive dictator who is entirely unaccountable
to his own people for what he does with their money.

It is hard to reconcile Deutsche Bank’s role in managing
Turkmenistan’s money, which is under Niyazov’s effective
control, with the long-term interest of Germany in promot-
ing stability in Central Asia. Global Witness wrote to
Deutsche Bank seeking reassurance that Turkmen govern-
ment accounts at the bank have only been used for legiti-
mate public purposes; we are disappointed that Deutsche
Bank chose not to reply.
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Germany needs to address the question of its banks’ busi-
ness relations with Turkmenistan: data from the Bank of In-
ternational Settlements shows banks in Germany to be the
largest reporting lender to Turkmenistan, with US$723 mil-
lion in outstanding repayments in December 2004.% What
is the ethical justification for German banks to provide such
enthusiastic support to a regime which treats its own citi-
zens with cruelty? Is it wise, given the growing risks of in-
stability and state failure in Turkmenistan, for the German
government to turn a blind eye to the role of the German fi-
nancial system in managing Turkmenistan’s finances?

Global Witness believes it is vital to determine that Turk-
men official funds on deposit in Germany and other Euro-
pean banks have not been misused by Niyazov. There is cur-
rently no way for a Turkmen citizen or any other concerned
observer to find this out. And the Turkmen rules and regu-
lations are clearly not a meaningful check on Niyazov be-
cause he has absolute control. Banking secrecy is not an ex-
cuse for ignoring the implications of helping a repressive
megalomaniac to keep control of his country’s finances.

USS$41 million missing from the Turkmen
Central Bank

Concerns over the management of such large amounts of
money grew, when, in September 2002, more than US$41
million went missing from the Turkmen Central Bank.
Niyazov called for an investigation and criminal proceed-
ings to be brought against those responsible for the alleged
theft. Niyazov stated on television that no-one, apart from
presumably himself, would then be allowed to control state
funds.” Deutsche Bank was absolved of all blame by the
Turkmen authorities.

Investigations by Russia’s public prosecutor suggested that
a group of people from Turkmen and Russian banks illegally
used an electronic system of payments and transferred the
millions from the Central Bank of Turkmenistan to banks in
Russia and Latvia.?® One of the alleged Turkmen thieves was
found stabbed to death in a St Petersburg apartment.” Two
other men (a Russian banker and a Turkmen Central Bank
employee) were accused of aiding the thieves and stood trial
in Moscow in 2004.

Court documents seen by Global Witness reveal new infor-
mation concerning the crime and the Turkmen Central
Bank account at Deutsche Bank. The prosecution claimed
that money had been stolen over a number of months from
various funds; US$3.75 million had allegedly been diverted
via a contract with the Oil & Gas Development Fund at
Deutsche Bank. In total, it appeared that just over US$41

million had disappeared: however, it could not be confirmed
that US$20 million of this money even belonged to the
Turkmen state because the Turkmen authorities failed to
provide any information to the court which would corrobo-
rate its origin. The court’s final sentence document, seen by
Global Witness, states: ‘The conclusion of the investigation
that the funds belonged to the budget of the Republic [of
Turkmenistan] is based only on suppositions, and cannot
be considered an established fact just on the basis of wit-
ness’ testimony and confirmations by investigative organs
of another government ... the victim was not established,
and during the trial nobody testified to being the victim.’1%

Furthermore, the Turkmen authorities did not provide the
prosecution with such vital information as copies of the al-
legedly fraudulent ‘Swift’ transfers, the system used to
transfer money between accounts. Without these it was im-
possible to show that money had indeed been embezzled.
The sentencing document continues: ‘The prosecution did
not present written evidence to the court that the fact that
the transferring of funds from the account at the Central
Bank of Turkmenistan had taken place.’’® The Russian
banker was found guilty and received a jail sentence for
money laundering — knowing that the money he transferred
had been unlawfully gained. However, without a victim or
direct evidence of embezzlement, both the banker and the
Turkmen Central Bank employee were found not guilty on

Turkmenistan’s central bank is little more than a facade. ciovawiness



Khudaiberdy Orazov was the chairman of the Central
Bank from 1993 to 1999; in 2000, Niyazov dismissed him
from all government positions for ‘serious shortcomings in
his work’'® (a common reason for many of the govern-
ment firings over the years). In 2002, he fled Turkmenistan
and became an opposition party leader. Since then, Niya-
zov’s increasingly erratic hiring and firing of Central Bank
chairmen (three people held the position in 2002 alone) in-
dicate not only that its management is

completely at odds with a stable economy,

but also that he has complete control over

state financial flows. F

il

)

Seitbay Gandymov was Orazov’s succes-
sor at the Central Bank, but was dismissed
in May 2002, for ‘making serious mistakes’
and allegedly transferring funds to his rela-
tives, according to Niyazov.'® His succes-
sor, 34-year old Imamdurdy Gandymov (no

relation to Seitbay), lasted less than six
months. He was sacked for alleged in-
volvement in the case of the missing US$41
million from the Deutsche Bank account.

His public dismissal on television was a prime example of
Turkmenbashi man-management; as Imamdurdy wept
and wiped his nose with a handkerchief, Niyazov berated
him: ‘Come here ... We appointed you, young lad, to the
chairmanship ... From the first day | warned you, “Look
Imamdurdy, be careful, take some measures to clean it
out.” However, instead of this you have made it an even
dirtier place ... You will get at least 20 years. Just you
yourself imagine — your children, you have relatives too —
... Why have you been carrying out money transactions in
Frankfurt?’'% Both Gandymovs have been jailed; neither
has been heard from since their incarceration.

For three years, there was no proper Chairperson of the
Central Bank; until 2005, Sekersoltan Mukhammedova
was the ‘acting’ head.% But she too was dismissed in
May 2005, for allegedly ‘conspiring criminally’ with former
deputy prime minister in charge of the oil and gas sector,
Yolly Gurbanmuradoy, the man who signed gas contracts
on behalf of Turkmenistan.'°” As this report goes to press,
it is unclear what has happened to Gurbanmuradov, Niya-
zov's former ‘number two’, who was sentenced to 25
years in jail in June 2005'%® but was not present in court
hearings.

YT
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Following Gurbanmuradov’s arrest, Niyazov purged
many top officials, including many from Turkmenistan’s il
and gas sector. Sackings were announced by Niyazov via
state media, with jail sentences confirmed on television
by Turkmenistan’s prosecutor general. Facts concerning
the conduct of these trials cannot be ascertained. Yet in
2004, the US Department of State described Turk-
menistan’s judicial system as controlled by the President
himself and expressed its concern over
‘unfair trials.’1%°

llyas Chariev, the head of Turkmenistan'’s ol
and gas trading body, was sacked in June
2005'1% and sentenced three months later
to 25 years imprisonment for various
crimes.”" In July, the former head of Niya-
zov's presidential administration, Rejep
Saparov, was found guilty of a range of
crimes and sentenced to 20 years impris-
onment.'™ In August, Saparmamed Valiev,
;ﬁ the head of Turkmenistan’s state oil com-
—E pany, was sacked due to ‘serious deficien-
cies in his work and abuse of office’''® and
jailed for 24 years.'#

At the end of October, Guychnazar Tachnazarov, the for-
mer director of the Oil and Gas Development Fund, and
Gurbanmuradov’s replacement as minister in charge of
gas and oil, was also sacked for ‘grave shortcomings’."®
At the same time the Turkmen ambassador to Ukraine,
Amengeldi Bairamov, was recalled.''® A few days later,
Niyazov sacked Allamurat Ovezov, the head of the Turk-
men gas concern, who was appointed only in June, ac-
cusing him of bribe-taking and other abuses of office. The
timing of these many sackings led some commentators
to link them to a Ukrainian criminal investigation into in-
termediary companies trading in Turkmen gas (see sec-
tion: The criminal investigation that never was?). The fact
that Turkmenistan’s national security minister stated in
June that Gurbanmuradov had been charged in connec-
tion with having ties to foreign intelligence services on
‘ways of selling cheap and oil and gas abroad’ may con-
firm this. "

Who now remains with the expertise to run Turkmenistan
and its gas industry? In August, it was announced that
Niyazov had appointed a former bodyguard as one of
Turkmenistan’s new deputy prime ministers.''®
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The Republic of Turkmenistan has surpassed in a month the distance which would normally be
crossed in a year. It has been observed that Turkmenistan is progressing towards being a rich and
developed country. All have seen this, friends, foreigners, even the blind!
Saparmurat Niyazov'”’

the greater charge of embezzlement by means of fraud and
commercial bribery.!??

Due to the lack of forthcoming information from the Turk-
men authorities, approximately US$20 million was never
recovered. This is an alarming indictment of Turkmen
opacity: it appears that the authorities would rather impede
a successful prosecution than afford scrutiny of their ac-
counting practices by disclosing relevant evidence, a shin-
ing example of incompetence and possible corruption in
Turkmenistan, which does nothing to ease fears concerning
Saparmurat Niyazov’s personal control over such funds and
the competence of his management.

In conclusion, President Saparmurat Niyazov’s complete
control of virtually every aspect of Turkmen life and its gov-
ernance has produced one of the most totalitarian states in
the world. No free expression is tolerated, the nation’s youth
is being raised on study of the president’s Rukhnama, and
citizens not of ‘pure’ Turkmen extraction are being increas-
ingly ostracised. To fund his increasingly bizarre personality
cult, he appears to be using proceeds from the sale of his
country’s gas and oil. This money that rightly belongs to
the people of Turkmenistan is being held out of sight and
offshore in various funds such as the Foreign Exchange Re-
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Turkmenistan’s gas trade to Ukraine is a tangled business. A serei supinsky

serve Fund at Deutsche Bank, Frankfurt. This money is not
included in the Turkmen budget and is controlled directly
by Niyazov. Worse, this apparent personal control of state
funds seems to be leaving an ever larger hole in state fi-
nances, as shown by the recent cutbacks on state pensions
and in Turkmenistan’s healthcare system. The true situa-
tion of the Turkmen economy is impossible to judge, due to
the authorities’ secrecy, widespread use of off-budget funds,
and confusion over the dual exchange rate. In short, Turk-
menistan is in grave danger of becoming a fully-fledged
failed state. In such a volatile area as Central Asia, the con-
sequences of this are worrying to say the least.

As the EBRD recommends, ‘for the long-term sustainability
of Turkmenistan’s economic development, the FERF needs
to be transformed into a proper stabilisation fund, with
some proportion of it saved for future generations. Critical
for the operation of such a fund ... would be proper ac-
counting of all financial flows, as well as the requirement to
disclose all operations to the public.”’?® The current Turk-
men government is unlikely to put the EBRD’s recommen-
dations into practice for the good of its people. The interna-
tional community must therefore hold the Turkmen
government to account on the issue of proper accountabil-
ity of the management of its state funds.
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Maidan Square, one year on: the euphoria of the Orange Revolution has cooled. ciobar winess

Ukraine has been Turkmenistan’s main gas export partner
for the last 12 years.!?! Although Ukraine produces some of
its own gas, it imports some 50% (around 40 billion m?) of
its demand from Turkmenistan.!??

Turkmenistan also exports some gas to Russia, the world’s
largest gas exporter. Over 80% of Russian gas exports to
Western Europe has to go through Ukraine,'?* a fact that
poses difficult questions for the continent’s energy security,
as many countries discovered at the beginning of 2006
when Russia shut off its gas supply to Ukraine. In 2004,
some 100 billion m® of Turkmen and Russian gas was ex-

ported to Western Europe, representing over a quarter of
natural gas imports into the continent.'** Turkmenistan is
vital for Ukraine’s gas supply, which is in turn fundamental
to Europe’s supply. If gas supply from Turkmenistan to
Ukraine was disturbed for a long period, Europe would ex-
perience a harmful knock-on effect.

Back in the early 1990s, analysts considered Ukraine well
positioned to make a successful transition to a free market
economy because of its geographic location between East-
ern Europe and Russia. Yet, the Ukrainian economy did not
record a single year of growth until 2000,'%> at which point

I cannot help paying attention to the fuel and energy complex, because the situation there has
crucial importance for the economic and political stability of the state, for the economic
development and life of the people. Unfortunately, this key sector is the most criminalised,
according to the opinion of all experts. It is also too politicised.

Former President of Ukraine Leonid Kuchma, speaking in 2000
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economic output had shrunk to 40% of its 1991 level.!?
Corruption was rife in most areas of Ukrainian life. In a re-
view, completed in May 2000 by the Economist Intelligence
Unit, which ranked the quality of the business environment
of sixty countries, Ukraine was placed fourth bottom with
only Iraq, Iran and Nigeria ranked worse.'?” Without legisla-
tive norms and their enforcement to protect property, and
with one of the weakest anti-money laundering and anti-
corruption systems in the world, foreign investors stayed
away. World Bank president James Wolfensohn even sent a
letter to the then-Ukrainian president Leonid Kuchma in
early 1997, criticising corruption within the government.'?8
Much corruption seemed centred around the energy sector,
a fact confirmed by former President Kuchma, who stated
on television in 2000 that the ‘key sector’ of fuel and energy
was ‘the most criminalised, according to the opinion of all
experts. It is also too politicised.’'??

This is the legacy of endemic corruption inherited by Viktor
Yushchenko following his election as Ukrainian president
after the Orange Revolution in 2005. This section of the re-
port highlights how, under Yushchenko’s predecessor
Leonid Kuchma, political power in Ukraine in the mid-
1990s became centred around its energy sector, leading to
opaque and incestuous relations between government offi-
cials and gas companies. This created a predatory and unac-
countable operating environment in which Turkmen gas
deals were struck. There is an examination later in this sec-
tion on how the gas industry’s reliance on barter schemes
allowed individuals to profit while the state’s debt multi-
plied. These effects are still being felt today.

The first part of this section examines the rise and fall of
Pavlo Lazarenko, a former minister in charge of the oil and
gas sector, who became Kuchma’s prime minister in 1996.
A year later, he was fired and formed his own rival political
party. With many business interests Lazarenko had become
a rich and powerful man, yet his eventual arrest in America
ended his hopes of challenging Kuchma for the presidency.
A long court case in the US found Lazarenko guilty on 14
counts of money laundering, wire fraud and interstate
transportation of stolen property in 2005, though he is yet
to be sentenced.

Following Lazarenko’s defection in 1997, President Kuchma
seemed to consolidate his own power-base with the forma-
tion of the state oil and gas company NAK Naftohaz Ukrainy.
Hair-raising details of Naftohaz’s accounting practices de-
tailed below suggest that the company, run by Ihor Bakai
and his successors, including Yuri Boiko (who will reappear
later in this report), was a financial black hole run more for
the interests of the elite than the state and its customers.

The case of Pavlo Lazarenko

In a country whose power
was very much focused on
regional  clans, Pavlo
Lazarenko, a former gover-
nor of Dnipropetrovsk -
where Leonid Kuchma had
headed a nuclear missile de-
sign factory — was well placed to further his political career
in the newly-independent Ukraine. His story is a prime ex-
ample of a Ukrainian politician using his position to gain
huge sums of money from questionable business practices
which he then held in offshore accounts.

In September 1995, Lazarenko was appointed by President
Kuchma as the Ukrainian first deputy prime minister in
charge of the energy sector, and was responsible for allocat-
ing quotas to private companies. A previous attempt to use
a third party to supply Turkmen gas to Ukraine had not
helped his country’s spiralling gas debt (see section: Re-
spublika).

These private companies were entitled by the state to im-
port foreign gas (of mainly Turkmen and Russian origin)
and sell it to state-owned factories in particular regions. A
company'’s profit therefore depended in part on the volume
of gas it was allowed to supply. In early 1996, before he be-
came prime minister in May, Lazarenko restructured the
scheme to allow a company named Itera to supply around
18 billion m? of gas from Turkmenistan. Itera had supplied
Turkmen gas to Ukraine in 1994/5, though it is not clear
what volume of gas was involved.!** The other major quota
allocation was given to United Energy Systems, headed by
Yulia Tymoshenko (Ukraine’s prime minister from January
2004 to September 2005), which was allowed to continue
supplying around 25 billion m® to various factories.
Lazarenko has stated in an interview with a journalist that
his allocations were fair, based on the amounts of gas that
each company was able to buy.!®!

Lazarenko was sacked by Kuchma in the summer of 1997;
some put his dismissal down to Kuchma’s fear of a political
rival, others considered it a result of mounting dissatisfac-
tion with the restructured gas scheme. Later that year
Lazarenko formed a political party with the intention of
challenging Kuchma for the presidency. The subsequent
formation of Naftohaz Ukrainy allowed President Kuchma
to reclaim power over the energy sector, along with Nafto-
haz’s newly-appointed head, Thor Bakai, a businessman
whose company, Interhaz, had seen its quota reduced by
Lazarenko in 1996.



In 1998, Ukrainian officials accused Lazarenko of siphon-
ing state money into Swiss bank accounts and called on
Switzerland to begin an investigation. Lazarenko was ar-
rested, crossing by car with a Panamanian passport from
France to Switzerland, in December 1998.12 He posted
bail, returned to Ukraine, but later fled, fearing for his
safety. He was arrested again in America in February 1999
and charged with laundering US$114 million! that,
according to the US Justice Department, had been di-
verted to institutions in California’s Bay Area, including
Commercial Bank, Pacific Bank, and the Bank of Amer-
ica’® from accounts in Switzerland and Antigua.’®> A US
grand jury alleged that while Lazarenko was a public offi-
cial, he unlawfully received over US$200 million from var-
ious Ukrainian businesses and had thus defrauded the
people of Ukraine of ‘money and property and his honest
services’.!%

The indictment alleged that Lazarenko had announced in
1997 that his income for 1996 was 9,397 hryvnia (approx
US$5,040) and that he had no income from business activ-
ities, and no money in financial institutions ‘when in fact
he had ownership interests in companies doing business in
Ukraine and in 1996 received more than US$165,000,000
into bank accounts he controlled.’'*

The Justice Department revealed that he had previously
bought a mansion in California for over US$6 million.!?
Press reports describe the property as having 41 rooms in-
cluding a ballroom, five swimming pools, five dog kennels,
nine bathrooms and two helicopter landing pads.!®
Lazarenko maintained that he earned the money legiti-
mately and that he moved large tranches to foreign banks
to prevent Kuchma from confiscating funds of a political
opponent.'*

In 2000, a Swiss court sentenced him to an 18-month sus-
pended sentence in absentia for laundering US$6.6 mil-
lion."*! The American trial was severely delayed but finally
took place in 2004 in San Francisco. Lazarenko originally
faced a total of 53 charges in the United States, but the
judge dismissed 24 of them, mostly charges involving
Lazarenko making huge profits improperly through the
gas industry. The charges were thrown out by the judge
due to the prosecution’s failure to prove that Lazarenko’s
actions had violated both Ukrainian and American law at
the time the acts were committed. He was thus found not
guilty of any charges connected with Itera and other gas
companies.

However, the court proceedings revealed interesting infor-
mation about Lazarenko’s relationship with Itera, the com-
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pany to which he had awarded a major franchise in early
1996.

Theodoros Kavalieros, currently vice-president of Itera In-
ternational Energy Corporation, was questioned by Martha
Boersch, a US government lawyer working on the
Lazarenko case. He testified that he transferred millions of
dollars through Itera’s Cypriot affiliate Omrania to a com-
pany named Bainfield Ltd, an offshore company controlled
by Lazarenko (see box: Kavalieros’ testimony).'*?

The following day Itera issued a press release stating that it
had nothing to do with the crimes Lazarenko was charged
with, that it had no idea Lazarenko was behind Bainfield
Ltd and that the payment given to this company was one
of dozens of barter deals.!**

However, a Moscow Interfax report stated: ‘Lazarenko’s
lawyers say that their client was an Itera shareholder and
the money he received [via Bainfield Ltd] was part of the
company’s profits’. This was denied by Ted Kavalieros in
his testimony, who said that Lazarenko was not a share-
holder in the main Itera holding company, though it is un-
clear which particular branch of Itera Lazarenko’s lawyers
were referring to, and Kavalieros said in his testimony that
he did not know who was a shareholder in other compa-
nies, such as Itera-Ukraine.

Global Witness wrote to Lazarenko’s lawyer, Doron Wein-
berg, and to Itera’s Igor Makarov for clarification on the
reasons behind Itera’s payment to Bainfield Ltd. Both par-
ties have yet to reply.

Lazarenko’s actions as prime minister may well have not
violated Ukrainian law, such as it was at the time. Yet re-
ceiving money from Itera for whatever reason, whether It-
era knew of Lazarenko’s involvement in Bainfield Ltd or
not, was a clear conflict of interest for Pavlo Lazarenko, the
man in charge of allocating gas quotas in 1996/7 to private
companies.

The jury found Lazarenko guilty of 29 charges in April
2004. The judge then threw out 15 of the convictions due
to lack of evidence, but upheld the remaining 14 and dis-
missed the motion for a new trial.'*® The government is
seeking forfeiture of the defendant’s ill-gotten gains, in-
cluding US$21,696,000, which may be imposed at sen-
tencing.!*® Lazarenko was due to be sentenced in early
2005, but this was postponed to July, and then to Decem-
ber, and once more to March 2006 — seven years after
Lazarenko’s arrest in America. At the time this report went
to press in April 2006, Lazarenko had still to be sentenced.



Kavalieros’ testimony
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The following excerpts’® are from Kavalieros’ testimony.
In it he claims that he as the vice-president of Itera Inter-
national Energy did not know why money was being trans-
ferred to Lazarenko’s company. This was known, Kava-
lieros said, by ltera’s president Igor Makarov.

Martha Boersch, a US government lawyer: And what
does this particular instruction [on an Omrania document
signed by Kavalieros] refer to? What does it request?

Ted Kavalieros: It is a request to transfer to the company
named Bainfield Company, Limited, the amount of
US$400,000.

MB: And on what date?
TK: The date is January 31%t 1996.

MB: Now, were you familiar with a company called Bain-
field?

TK: No.

MB: Do you have any idea where that company is lo-
cated?

TK: No.

MB: Do you — when the instructions came in to you to
transfer money, would you — did you know anything about
the purpose for the transfer of the money?

TK: No, because this activity was done in Russia, and the
contracts were signed there [...]

MB: Did you ever see any contracts between Bainfield
and ltera”?

TK: No.

MB: Do you have any idea whether or not there ever were
any contracts between Bainfield and ltera, based on your
personal knowledge?

TK: | cannot answer the question. | have to guess again
that there be [sic] the contracts.

MB: But you don’t know?
TK: No.

MB: That was not part of your job to know what was hap-
pening on the other end?

TK: No.

MB: Do you recall how much money total was transferred
from Itera to Bainfield?

TK: Approximately 25 million [US dollars].

MB: And when these other requests came in for — to
transfer the money again, did you have any personal
knowledge of what the basis was for the transfer?

TK: No.

This seemed to be common practice within the company,
as confirmed by the following testimony excerpt, when
Kavalieros was cross-examined by Lazarenko’s lawyer,
Doron Weinberg:

Doron Weinberg: And with respect to those transactions
[to buy products], were you informed about why you were
transferring money?

Ted Kavalieros: No.

DW: That’s not true only of these Bainfield transactions, is
it? It was generally the case that you were asked to send
money to places without being told why, correct?

TK: Yes.

DW: And roughly how much money went through the [t-
era International Energy Corporation account in a given
year; say, for example, 19967

TK: | cannot answer. | have to check into that. | don’t have
the — that off my head.

DW: Do you have any estimate?
TK: It could have been more than US$200 million.

DW: And that money — it was no longer coming from the
sale of foodstuffs by 1996, was it?

TK: No. That was money from the sale of gas.
DW: In Russia?

TK: In the ex-Soviet Union.

DW: All around the ex-Soviet Union?

TK: Yes.
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Bakai is a talented manager, but he, how can I
say, sometimes does not know when to apply
the brakes.

Leonid Kuchma, September 2005

Naftohaz Ukrainy under lhor Bakai

Following the dismissal of Lazarenko, in 1998, President
Kuchma created the Ukrainian state oil and gas company, NAK
Naftohaz Ukrainy. In part, this was to regain control over his
country’s lucrative energy sector, previously controlled by
Lazarenko. Thor Bakai, a wealthy gas trader, was chosen by the
cabinet ministers of Ukraine as its first chairman.

Although a Kuchma-led commission had investigated Bakai
in 1994 (see section: Respublika), they appear to have be-
come very close associates; Bakai was also an unofficial ad-
visor to Kuchma during his time as Naftohaz chairman.
Some reports state that he could enter the presidential of-
fice at any time, although this was denied by Kuchma in an
interview in 2005.1%8 Even after Bakai left Naftohaz amid ru-
mours of corruption and mismanagement, Kuchma em-
ployed him again in his administration in late 2003 before
the presidential election in 2004. Bakai is now living in Rus-
sia, wanted in Ukraine on charges relating to various crimes
allegedly committed while working in this capacity.

Under Bakai, no audits of Naftohaz were carried out, nor
was the accounting chamber of Ukraine allowed to investi-
gate or audit it. In 1997, Kuchma twice vetoed a law that
would have given the chamber the right to look at the
state’s energy accounts.'® In fact, no audits by interna-
tional companies were carried out on the state oil and gas
company until 2001. In an interview in 2005 with In-
vestGazeta, a Ukrainian financial newspaper, the head of
Ukraine’s main auditing directorate, Mykola Syvulsky (a
close associate of then-prime minister Tymoshenko), stated
that: ‘The work of Naftohaz was completely ineffective, but
we were unable to check all the company’s areas of activity
... Naftohaz, back from the times of Ihor Bakai, built up a
structure that made it impossible to carry out a high quality
check. The company’s internal security service does not al-
low auditors to talk directly with executives and get infor-
mation from them.’1>

During the 1990s, certain common practices allowed certain
individuals in Ukraine to amass large fortunes. Firstly, gas

Bakai (left) with Kuchma (extreme right). kommersant

was illegally siphoned from Russian pipelines, a practice
which was finally stopped in May 2000. Secondly, companies
avoided cash payments and taxes through the arrangement
of complex barter deals. Finally, gas was imported from Rus-
sia and other countries and sold to consumers, while pass-
ing on the costs to the Ukrainian state. Bakai was the chair-
man of Naftohaz when all three of these practices were rife.

Although Naftohaz under Bakai monopolised the country’s
internal gas trade, supplying an estimated 85% of the mar-
ket,’>! with 300 of the top state companies buying more
than half their gas from Naftohaz,™ it also ran up huge
debts. In early 2000, Bakai himself estimated this debt at
US$760 million.'>® At a press conference in March 2000 he
stated: ‘My greatest mistake and problem is that I let our
debt to Gazprom grow by US$500 million over the three
months of 2000.15

These debts seem to have been accrued through the use of
various opaque barter schemes and ‘gas trading houses’.
Former deputy minister in charge of the fuel and energy
sector Yulia Tymoshenko spoke about the latter in 2000:

[Gas trading houses] paid anything but cash to those extracting or
importing gas. For example, they paid by devalued promissory
notes, trade liabilities et cetera. The real value of all these securities
was much less than it had been declared: they bought them for 10-
15% of their face value and sold them at 100% to energy producers
who simply had no choice. Before the appointment of the
Yushchenko government [who became Ukrainian prime minister
under Kuchma in 2000] Naftohaz Ukrainy headed by Thor Bakai
simply gave away billions of hryvnas worth of gas to commercial
companies. And nobody received anything at all. It was a free gift.!%

In August 2000, then-Ukrainian prime minister (and current
president) Viktor Yushchenko admitted that Ukraine had il-
legally siphoned off Russian gas from pipelines, but stated
that it was stolen without the government’s knowledge.!*®
An international tribunal of arbitration found that Russian
gas had gone missing in Ukraine in 1999.'%" This took place
when Bakai was chairman of Naftohaz and therefore in theo-
retical control of Ukraine’s gas transport infrastructure.



Barter madness: 12 million galoshes for 4 million people in a 40°C heat

After the fall of the Soviet Union, high inflation rates and
scarce hard currency made cash transactions unattrac-
tive in countries such as Ukraine. Instead, resources such
as oil and gas were often swapped for other items which
the country was in short supply of — food products, fer-
tiliser, metal, equipment. Before the Russian financial
crash of August 1998 this trade in barter dominated
Ukraine’s energy sector; it has been estimated by one
commentator in the Financial Times that 90% of all energy
commodities in Ukraine in the mid to late 1990s was paid
for in barter. 8

The system is open to a wide range of misuse; many as-
pects of barter can be exploited, which, when combined,
produced an opaque and chaotic system of payments for
gas and other natural resources. For example, instead of
tangible products, construction contracts and services
such as technical assistance are often rendered as part of
barter deals. The value of such work is hard to quantify,
and construction contracts are open to inflated pricing.

For tangible goods, the complex system of barter
arrangements revolves around manufacturers pricing their
products at ‘coefficients’ — a multiple of the production
price, usually between one-and-a-half and three times the
factory price of the goods.'®® For example, for a product
costing US$1 per item, a coefficient of one would mean
that the buyer receives 10 items for US$10, a coefficient
of two would mean the buyer receives five items for
US$10, and so forth. By manipulating the coefficients,
large profits can be generated and either the buyer or
seller can benefit. As the IMF states, ‘the use of barter to
pay for gas imports has meant that transactions are
largely nontransparent and as such have contributed to
price discrimination and created opportunities for corrup-
tion and tax evasion.’®°

Up until 2005, virtually all of the gas contracts signed by
the government of Turkmenistan stipulated that part was
to be paid in hard currency and the rest in barter (some-
times 50%, at other times 60%). For example, from 2003
to 2005, Turkmenistan’s gas contract with Russia was
worth US$44 per 1000 m®, with 50% to be paid in barter.
An expert familiar with the deal told Global Witness that
the contract was worth only US$33 per 1000 m® — the
value of the barter portion halved due to the true value of
the goods being less.®" With so much gas being sold, the
parter portions are worth a great deal: a contract signed
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in 2002 between the Turkmen and Ukrainian state oil and
gas companies seen by Global Witness states that
US$840 million worth of barter goods would be supplied
yearly to Ukraine.'®2

The goods themselves can be resold, often abroad, and
the profits retained offshore. These revenues are not reg-
istered as being earned by the company selling the gas
and as a result are not liable for tax. Though arguably not
illegal at the time, this practice stripped the Ukrainian
economy of enormous amounts of money, resulting in
higher energy prices for the ordinary citizen. One com-
mentator in the Financial Times went so far as to charac-
terise the Ukrainian energy sector in the 1990s as ‘a
scheme of monopolies, transfer pricing and barter which
[was] designed to suck all the profits from the Ukrainian
economy into foreign bank accounts.’"



Furthermore, the goods that are often given in exchange
for gas are sometimes of questionable quality, or even
plainly absurd. Ihor Sharov, who worked with Ihor Bakai at
Respublika (see section: Respublika), joked openly in an
interview with a newspaper about some of these deals:
‘Respublika brought a huge income to the [Ukrainian]
state by exporting domestic TV sets at a price of
US$1,000 per item and we were able to trade with Turk-
menistan, with its 4 million population, who bought 12 mil-
lion pairs of galoshes from us!’'®* Concerning the Ukrain-
ian bomber aircraft that Bakai gave to Russia to settle part
of Ukraine’s gas debt, according to a Russian newspaper,
over half were ‘incapable of performing combat missions’
with the others needing a major overhaul.'® Russia may
have been, in effect, paying over US$300 million for scrap
metal. Recently Ukraine gave Turkmenistan 3,000 spruce
trees'®® as partial repayment for its gas debts.
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A journalist back in 1994, reporting on the then-French
president Francois Mitterrand’s official visit to Turk-
menistan, witnessed a fleet of black Mercedes 600 lim-
ousines and brand-new Volvos driven by the Turkmen au-
thorities. When asked why Turkmenistan had so many
luxury cars, an aide to the Turkmen president told him:
‘Moscow is paying for our gas with them. They got them
in barter deals from Sweden. We also have 600 Russian
warplanes, including the modern MiG-29s in exchange for
gas. We only have seven pilots, although the French have
offered to train more for us.’*®"

On 18t January 2005, Turkmenistan stopped scheduled
gas supplies to Ukraine, after Niyazov expressed concern
about the high price of barter goods coming from Ukraine.
The price of the gas was raised (from US$44 to US$58 per
1000 m®) but the barter portion retained. A few months
later, the Turkmen foreign office asserted that Ukraine had
failed to supply items worth about US$600 million for the
barter portion of the gas contract, with most of the debt
accumulated during the first five months of 2005. Niyazov
called Ukrainian barter schemes ‘a mechanism for swin-
dling’.'®® Commentators believed that this was due to
Ukrainian price rises for commodities such as steel, or a
rise in the coefficient. Therefore, Turkmenistan would have
been receiving a lesser quantity of goods. With such large
quantities of gas sold — 36 billion m® — Turkmenistan ex-
perienced huge losses.

In July 2005, the new head of Naftohaz Ukrainy following
the Orange Revolution, Oleksei Ilvchenko, stated that the
new contract with Turkmenistan (active from 15t July 2005
but renegotiated in early 2006) would bring an end to
barter transactions: ‘It's been my opinion from the first ...
that we should get out of barterisation, especially in re-
spect of the Turkmen contract. Neither Naftohaz Ukrainy
nor the Ukrainian budget benefit in any way from this
scheme. Benefits were accrued only to some unclear
commercial structures that worked in this area.’'®®

Russia’s gas dispute with Ukraine at the beginning of 2006
saw an end, for now, to deals involving barter trading, with
Gazexport buying gas from Turkmenistan and selling it on
to Swiss intermediary RosUkrEnergo in cash. However, as
Global Witness goes to press, the Ukrainian parliament had
asked for more information concerning this intermediary
which could ultimately see the contract being renegotiated
again, with the possible reintroduction of barter deals.
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Bugged: Kuchma and ‘Tapegate’

Allegations abound that under President Kuchma, the state
oil and gas company Naftohaz Ukrainy was being used for
private political patronage, but these allegations have not
been fully and publicly investigated.

These allegations stem in part from secretly recorded con-
versations purporting to be from the presidential office
made by one of his bodyguards, Major Mykola Melny-
chenko. Ukraine was rocked by the revelation of these tapes
in November 2000, which led to the so-called ‘Tapegate’
scandal and to major demonstrations against President
Kuchma the following year.

Though acknowledging his office had been bugged,
Kuchma maintained that certain portions of these tapes,
recorded between October 1999 and September 2000, were
carefully constructed fakes using sections of speech taken
from different times and sources.!™

Controversy over the tapes was heightened not least be-
cause a voice broadly recognised to be that of Kuchma is
heard to order that a journalist, Georgiy Gongadze, should
be seized and dumped in Chechnya as punishment for pub-
lishing defamatory articles on the internet and for openly
challenging him on television about his ineffectiveness in
figshting corruption. Gongadze was abducted in September
2000 by persons unknown and his headless body found
buried in a forest that November.

Experts disagree about the authenticity of the extracts, in
part because the original recordings are digital, which
means that they are easier to manipulate than analogue
tapes. A test made on several samples by a former FBI agent
working for US company BEK-TEK Corp at the behest of
the Ukrainian parliamentary committee on Gongadze, a
specialist who has analysed audio material in both the Wa-
tergate affair and the Kennedy assassination, showed that
‘based on the flow of the speech in the five designated por-
tions, no phraseology or sentence structure was pieced to-
gether by using individual phonemes, words or abort
phrases ... though the existence of digital manipulation is
highly improbable if it did occur, without now being obvi-
ous, then the most probable scenario would be a loss of
data, and not additions or editing of content.’'”* Ukraine’s
National Institute of Court Experts found the portions of
the recordings that they tested might not be genuine.!”?

Part of the problem of establishing the tapes’ authenticity is
that only copies and excerpts of the original recordings have
been tested; Melnychenko has yet to release the full cata-
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logue of his recordings (over 1,000 hours), which he says
he will not do because they contain state secrets. Clearly,
the only way to assess the authenticity of the tapes is for a
full open and public inquiry using independent interna-
tional experts.

Various sources have confirmed to Global Witness a tran-
script of one portion of the recordings which apparently
features a voice alleged to be Kuchma’s berating Ihor Bakai
for not providing enough funds: ‘I looked you in the eye,
and you said that you would provide 250 million [US] dol-
lars for the election campaign.’'” Another purported con-
versation with one of Kuchma’s election fundraisers covers
a similar theme. A voice similar to Kuchma asks: And
where is Bakai? ... I need to discuss something with him.
He has transferred 10 million. But what is 10 million if 20
million dollars is needed till the end of the month. Well,
give the account number where to transfer, I will think
who to give it to. 1"

Allegedly on 10% February 2000, after the presidential elec-
tion, a voice considered to be that of the head of the tax of-



fice, Mykola Azarov, discusses Bakai with someone whose
voice sounds similar to that of President Kuchma: ‘Well
about this Naftohaz. I invited Bakai, as we agreed and
showed him everything. My people worked on that and I
trust them ... And I literally told him, “Well, Thor, you have
put at least a hundred million in your pocket, at least. I un-
derstand that, of course, I will not set them up. I give you
two weeks, a month at the most. Destroy them, these, so to
say, your papers, which prove directly or indirectly all of
your — you did it foolishly and stupidly”. And I showed him
that he did everything foolishly and stupidly” [...] Well, he
could have done it in a smart way. But, no, he did it so that
any stupid inspector could see his false schemes. Even a
stupid one.’'™ Global Witness wrote to Azarov in April 2006
to confirm whether he had said these words and to get his
opinion, as the former head of the tax administration, on
Bakai’s time as Naftohaz chairman. As this report went to
press, Azarov’s press secretary told Global Witness that
Azarov had wanted to respond but had not had time be-
cause of the recent Ukrainian parliamentary elections.
However, the press secretary stated that Azarov had
launched a criminal investigation concerning Naftohaz’s
management when he was head of the tax office.

The Melnychenko recordings, if genuine, imply that Nafto-
haz was being manipulated and its funds raided for private
political patronage. As mentioned, investigators do not agree
on their authenticity and Kuchma has said certain portions
of the tapes are cleverly constructed fakes; therefore, a full,
open public inquiry into these allegations is necessary.

In an interview with a Ukrainian website, Bakai said he had
sent smaller sums (between US$2-5 million) at the request
of regional governors who had received orders from
Kuchma, saying that he had to comply because Naftohaz
was a state structure.!”

Global Witness has tried to contact Thor Bakai concerning
these allegations but has been unable to reach him since his
relocation to Russia. His response in clarifying the matters
outlined above would be gratefully received.

Wanted: lhor Bakai

Bakai’s position at Naftohaz was weakened following a state
visit by President Kuchma to America in December 1999.
Bakai, who was to accompany Kuchma on the trip, was re-
fused a visa by the United States amid allegations of corrup-
tion.!”” Bakai has since maintained his visa refusal was be-
cause of confusion concerning his family’s American
properties (see section: Respublika) and the fact he had sold
military aircraft to Russia.!™
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In March 2000, Bakai resigned from his position at Nafto-
haz, saying that he did not want his name to be used in
blackmailing Ukraine’s highest-ranking officials,!™ though
it is unclear what he meant exactly. It is impossible to docu-
ment Naftohaz’s business practices under the chairman-
ship of Thor Bakai because no reliable financial information
was released by the company and no audits were published.
However, in late 2002, Ukraine’s Supreme Court pushed for
an investigation into alleged misappropriation of US$42
million by senior Naftohaz managers during payment
transactions for gas supplies but like so many other investi-
gations in Ukraine, it appears to be on hold.'®

Oleksiy Donskiy worked on this case until April 2004 as a
senior investigator of Kyiv’s prosecutor’s office. In an in-
terview with Global Witness, Donskiy spoke more about
the details of the investigation. The investigation sought
to trace payments allegedly made by Naftohaz to a Latvian
account of a now defunct company named Fahr European
Ltd, which had been registered in the American state of
Oregon in late March 2000.!%! Oregon state law does not
require a company to name its directors, shareholders or
officials. In March 2000, Bakai was no longer head of
Naftohaz: the acting head of the company was a man
named IThor Didenko. According to Donskiy, Didenko was
a close associate of Bakai’s, dating back to the latter’s time
at Respublika.'®?

Donskiy told Global Witness that money had been moved
out of Naftohaz’s accounts through a series of contracts
with fictitious companies through UkrGazBank, a Kyiv in-
vestment bank which dealt with Naftohaz’s accounts.'® In
a Ukrainian television interview, Vasyl Horbal, the chairman
of UkrGazBank, stated that Bakai was a shareholder of this
private bank until 2000 — when Bakai was still head of
Naftohaz.'® This was confirmed by Donskiy, speaking to
Global Witness.

A source familiar with Fahr European, who asked not to be
named, told Global Witness that the FBI enquired about
this company in June 2002, at the request of the Ukrainian
government.'® Donskiy also stated that the case was being
stalled by higher-ranking officials because of its political
sensitivity and that he had been sacked because of his close
involvement in the case.!8¢

Bakai returned to government work in 2003; in July he was
appointed, by presidential decree, the chairman of the state
committee for water resources.’®” Then in October Bakai
became, again by presidential decree, the director of the
president’s state affairs.!® New allegations concerning
Bakai’s conduct during this period surfaced in 2005.
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ITAR-TASS, quoting the Ukrainian interior ministry’s public
relations department, stated that Kyiv’s Pechery district
court issued a warrant for Bakai’s arrest on seven charges
relating to his time in the presidential administrative de-
partment concerning ‘the abuse of occupational duties’ (Ar-
ticle 365 of the Ukrainian criminal code) and ‘perpetrating a
crime or supervising its preparation and execution’ (Article
27).18 According to Ukraine’s department for auditing,
cited by ITAR-TASS, the charges were based on allegation
that the presidential administrative department and its cen-
tral staff misspent US$156 million.!?°

Sometime during 2004, Bakai moved to Russia. He was
then granted Russian citizenship by a special presidential
decree signed by Vladimir Putin. The decree states that citi-
zenship was granted for Bakai’s contributions ‘on behalf of
Russian culture and art.”’*! The Ukrainians have asked for
Bakai to be extradited, and have placed him on Interpol’s
wanted list,'*? to little response from the Russians. The cur-
rent Ukrainian authorities certainly suspect Bakai of wrong-
doing, having presented the Russian prosecutor general
with information concerning Bakai and his activities to-
talling one hundred volumes.'® In March 2006, Ukrainian
interior minister Yury Lutsenko stated in a television inter-
view: ‘There are 15 criminal cases [concerning Bakai]
which were opened by the prosecutors ... based on materi-
als obtained by the department for fighting organised crime
and the department for fighting economic crime’.’* In re-
cent television interviews, Bakai denied the allegations
made by Lutsenko'” and even stated that unnamed top
Ukrainian officials had consulted with him in early 2006 in
Moscow about Russian-Ukrainian gas issues.!%

It is unclear why the Russians are not cooperating with
Ukrainian authorities, especially since Bakai was in charge
of Naftohaz when Gazprom’s gas was being siphoned ille-
gally, as acknowledged by the then Ukrainian government.
Global Witness has been unable to contact Ihor Bakai con-
cerning these allegations since his relocation to Russia. We
would welcome Thor Bakai’s response in clarifying his role
in the matters outlined above.

Naftohaz Ukrainy’s chairmanship: from lhor
Bakai to Yuri Boiko

Following Bakai’s resignation in early 2000, IThor Didenko
became the acting head of Naftohaz. His tenure lasted only
three months. He was later arrested in Germany in July
2001 and charged with embezzling US$38 million that Ger-
many had disbursed to Ukraine to compensate victims of
Nazi slave labour camps.!” He was sentenced to four years
and three months in jail in June 2004."® Didenko’s replace-

ment was Vadim Kopylov, whose tenure lasted from July
2000 until February 2002 when he was fired by President
Kuchma.

Kopylov’s successor, Yuri Boiko, appointed by presidential
decree, occupied the post until just after the Orange Revo-
lution. He was even awarded the title of ‘Hero of Ukraine’,
Ukraine’s highest state decoration, by President Kuchma in
August 2004.1% Yet investigations carried out under the
premiership of Yulia Tymoshenko suggest that Boiko did
little to improve the lack of transparency and mismanage-
ment that were associated with Bakai and Didenko.

In 2004, Yuri Boiko stated he wanted to obtain an interna-
tional credit rating for the release of Eurobonds, for which
retrospective audits of the company from 2001 to 2003
were needed.?” The audit from 2003 proved interesting
reading. The accounting chamber of Ukraine, a statutory
agency, now allowed to examine Naftohaz audits, stated
that: ‘the profit received by Naftohaz Ukrainy ... decreased
almost threefold, whereas the Company’s sales revenues in-
creased nearly twofold.” Though Naftohaz disagreed with
the accounting chamber’s conclusion that this decrease in
profit was down to inefficient management of state corpo-
rate rights, the data was not refuted by Naftohaz, according
to the accounting chamber.?"!
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According to auditing directorate boss Mykola Syvulsky,
speaking to InvestGazeta, every seventh employee was pro-
vided with a car at a total cost of 31 million hryvnas
(US$6.2 million). Without naming individuals, Syvulsky
concluded that managers ‘had schemes installed allowing
the enrichment of private persons and structures.””> No
Naftohaz audit has been published on its website for 2004,
Yuri Boiko’s last full year as chairman. Global Witness spoke
to Konstantin Borodin, who was Naftohaz’s press secretary
at the time of Boiko’s chairmanship, concerning Syvulsky’s
claims and the downturn of the company’s profits in 2003.
Global Witness sent questions to Borodin at his request but
has not received a reply.

However, Global Witness has seen a copy of an unpublished
full management audit on Naftohaz in 2004, written in
March 2005. The audit gives information which tends to
confirm Syvulsky’s claims and paints the picture of a creak-
ing and inefficient state monolith with declining profitabil-
ity. Though sales venues and gross profit again went up, the
net profit went down, as the company took on more bor-
rowings and incurred a large amount of fines. Apparently, at
no time during the audit did the auditors receive any fi-
nalised documents from Naftohaz about the company’s
plans for natural gas deliveries and distribution in 2004.2%

The main problems highlighted by the audit report run as a
litany of bad management: (1) low-profit but high-cost opera-
tions, (2) use of intermediaries in its export operations, (3)
high bonuses built into agreements between Naftohaz and its
affiliated companies, (4) ineffective use of its tariff-regulating
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powers, (5) ineffective management decisions, (6) the current
dividend policy, (7) huge amounts of fines levied against the
organisation (some 1.19 billion hryvnia (US$240 million) in
2004 or 20.8% of all its operational costs), (8) major unpaid
debts, which prompted the audit’s authors to call for an audit
of the indebted companies themselves, (9) ineffective supervi-
sion by the Naftohaz supervisory board, (10) confused and in-
effective management structures including a multiplicity of
departments that duplicated each others work.?**

In conclusion, the report notes: ‘Certain management deci-
sions, from the point of view of profitability, do not con-
tribute to the effective use of the Company’s assets and, as a
result, they decrease the Company’s profit and payments to
the State budget.?% In January 2006, following the resolu-
tion of Ukraine’s gas dispute with Russia, London-based
credit ratings agency Fitch Ratings revised the outlook on
Naftohaz’s long-term local and foreign currency ratings
from ‘Stable’ to ‘Negative’, meaning that it thought the
company was now less able to pay off its debts.?’

Much controversy around Naftohaz has centred in recent
years on its failure to either dispense with or take control of
the intermediary companies that have been contracted to
transport Turkmen natural gas to Ukraine. Naftohaz’s cur-
rent management has stated in the past that it believes this
area should not involve such companies, but should be or-
ganised solely by itself and Gazprom.?"” Yet schemes signed
under former Naftohaz chairman Yuri Boiko, which involve
such intermediaries, continue to this day. These mysterious
companies are the subject of the next part of this report.
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3. The gas transit and trading companies
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Introduction

Ukraine only produces about 25% of the gas that it needs,
forcing it to import large amounts from Turkmenistan and
Russia. Gas bought from Turkmenistan has to travel over
3,000 km to reach Ukraine. The pipeline that runs from
Turkmenistan to Ukraine, the Central Asia-Centre pipeline,
is controlled by Gazprom, the giant gas company which is
51% controlled by the Russian government.

Since the break-up of the Soviet Union, however, Gazprom
has not been the sole direct controller of the transit of gas
from Turkmenistan to Ukraine. Instead, this has been the
domain of third-party intermediary companies which
arrange transport of the gas with Gazprom to the Ukrainian
border and resell it to the Ukrainian state oil and gas com-
pany Naftohaz Ukrainy. Gazprom itself often had difficulty
getting payment for gas supplies from cash-strapped
Ukraine, and the economic rationale for using these inter-
mediary companies was that they could use their superior
knowledge of the Ukrainian market to get paid, typically
through barter. Another explanation offered to Global Wit-
ness by Russian energy expert Professor Jonathan Stern

was that the intermediary companies ‘could enforce certain
commercial conditions that Gazprom could not itself en-
force for political reasons’ — in other words, the intermedi-
ary companies, unlike Gazprom, were private entities which
could press Ukraine to fulfil contractual terms without trig-
gering a diplomatic spat with Russia. Intermediaries have
thus acted as buffers in disputes between Russia and
Ukraine, allowing both sides to claim they have benefited
from the resolution of the dispute. This happened most re-
cently in the winter of 2005/6 when Gazprom wanted gas
prices higher than Ukraine was able to meet. The intermedi-
ary company RosUkrEnergo served as a solution, agreeing
to buy the more expensive Russian gas and to supply
Ukraine with cheaper Turkmen gas via Gazexport,
Gazprom’s export branch.

Yet the use of intermediary companies has been highly con-
troversial in Russia and Ukraine. As this report will show,
Gazprom has not only been accused of giving up lucrative
business to the intermediaries which it could have kept for
itself, but the companies themselves are highly opaque,
both in their business dealings and their ownership struc-
tures. They have often come out of nowhere, parlaying tiny



sums of start-up capital into billion-dollar deals, with their
true owners and beneficiaries hidden behind trusts, holding
companies and ‘scarecrow’ directors — people not actively
involved in the running of the company. Persistent ques-
tions about the true nature of the relationship between
these companies and state officials in Russia and Ukraine,
against a background of public concerns about official cor-
ruption and organised crime, remain unanswered. Given
Europe’s increasing need for Russian and Central Asian en-
ergy, lack of transparency casts a disturbing shadow over a
gas trade that is growing increasingly important to Euro-
pean energy security.

The next part of this report examines four intermediary
companies involved in the transportation of gas from Turk-
menistan to Ukraine, the individuals behind them, and the
deals they have struck.

1. Respublika

One of the first companies to transport gas from Turk-
menistan to Ukraine was Respublika, headed by a Ukrainian
businessman called Ihor Bakai, later the chairman of Nafto-
haz Ukrainy (see section: Naftohaz under Ihor Bakai). In
February 1994, gas shipments to Ukraine from Turk-
menistan were suspended because of Ukraine’s non-pay-
ment of its accumulated gas debt. Desperate for gas supply
to be resumed, the Ukrainian government sold its debts to
Turkmenistan — around US$800 million — to Respublika, a
private company.?®® According to the agreement, Respublika
was to pay Turkmenistan US$275 million in hard currency
and US$580 million in goods, including 10,000 tonnes of
animal fat and 2,000 tonnes of baby food.?"

However, Respublika failed in its task of clearing Ukraine’s
gas debt and Turkmenistan cut off gas supplies again in No-
vember 1994, prompting newly-installed Ukrainian presi-
dent Leonid Kuchma to target Bakai’s company a few
months later and create a state commission to inspect its
activities:

At a news conference in Kiev, Wednesday [9 November 1994],
[Kuchma] declined to make any preliminary conclusions, though
he said he was amazed at the fact that ‘a structure with a regis-
tered capital of 500 million karbovantsy [About US$3,000] ob-
tained a multi-billion dollar contract’. Kuchma drew the journal-
ists’ attention to the fact that the concern, granted all possible
privileges by the state, sold Ukrainian goods on the Turkmen mar-
ket at prices much higher than their actual values. For example,
the price of a Ukrainian-made TV set was above US$1,000. All this
was told to Kuchma by Turkmen president, Saparmurat Niyazov,
he said. ‘Something has gone wrong in our state,” Kuchma said.?!
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We bring warmth to people!
Itera motto

Bakai himself is reported to have said in 1998 that ‘all rich
people in Ukraine made their money on Russian gas,’!!
though Respublika dealt primarily with Turkmen gas. Docu-
ments seen by Global Witness show that Thor Bakai and his
then-wife Elena bought a house in April 1994 for US$1.8 mil-
lion in cash in Meadowbrook, Pennsylvania.?’? Bakai has
stated that his father-in-law was the real buyer, and that he
only contributed 10% of the total price,?® even though it is
Bakai’s name on the deed. His father-in-law became the offi-
cial owner of the property in December 1997. Documents
also show that Elena Bakai purchased land worth
US$475,000 in the same area of Pennsylvania in July 1995.214
In an interview with a Ukrainian website, Bakai admitted that
his mother-in-law had purchased land in Florida, but main-
tained that he had nothing to do with this purchase.?'®

Respublika’s activities were never fully investigated. Some
reports speak of a fire destroying its offices in 1995, pre-
venting authorities from examining its tax records and fi-
nancial dealings.?® Out of Respublika’s ashes Bakai formed
Interhaz, which supplied Russian gas to Ukraine in 1996. In
1997, President Kuchma, the same man who had launched
an inquiry into Bakai’'s Respublika three years earlier,
agreed to the appointment of Bakai as the first deputy
chairman of the state committee for the oil and gas indus-
try. In 1998, this committee became part of the state com-
pany Naftohaz Ukrainy with Bakai officially appointed as
chairman of the board.

2. Itera
Origins

Respublika had failed to clear Ukraine’s gas debts to Russia
and Turkmenistan, which were still having trouble getting
payment for their gas. An-
other company, Itera, was
to move onto the scene and
control the supply of gas
from  Turkmenistan to
Ukraine from 1994 to 2002.
The founder of Itera, Igor
Makarov, had previously
had some success trading
Turkmenistan’s natural re-
sources. Born in Turk-
menistan, Makarov was a
championship cyclist before

Igor Makarov. xommersant
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moving into business, selling jeans in the Russian city of
Kazan in the late 1980s.2'7 In October 1992, he registered a
company called Omrania Trading in Cyprus.?'® In 1993,
Makarov supplied Turkmenistan with food products in ex-
change for Turkmen crude oil.2"* This was his first experi-
ence in dealing with natural resources.??’ Makarov himself
told a Russian journal that he had entered the gas industry
by accident when the Turkmen authorities offered to reim-
burse him in gas cargoes, worth US$30 million, that he
then resold in Ukraine.?*!

In February 1994, Makarov registered a new company called
Itera International Energy in Jacksonville, Florida.??? By
2000, Itera, under its main holding company, Itera Group
NV, had grown into the fourth largest gas company in the
world based on its gas reserve base.?”® Makarov said in Au-
gust 1999 that the group contained sixty companies with
over 3,000 employees.??* By 2001, Itera Holding, part of the
Itera Group, had grown to 8,000 employees and 130 sub-
sidiaries, with sales in 2000 of more than US$3 billion.2%

Makarov has stated that the key to his initial success was
the fact that: ‘boyhood friends were moving into key gov-
ernment positions in Turkmenistan and “it was like a snow-
ball.””2%6 Tt is unclear exactly who these ‘boyhood friends’
were, but the links between Itera and the Turkmen govern-
ment are very apparent.

Why would Russia’s all-powerful Gazprom give up lucrative busi-
ness to upstart companies when it owns the pipelines? arp/vuri kadobnov

Turkmen president Niyazov’s right-hand man at the end of
the 1980s was Valery Otchertsov, the vice-president of the
Turkmen parliament from 1989 to 1991.2%7 After Turk-
menistan gained its independence, Otchertsov became the
minister of economics and was responsible in part for set-
ting up TurkmenRosGas in August 1996, a company con-
tracted to transport Turkmen gas to Ukraine. This company
was a joint venture between the Turkmen government with
a 51% stake, Gazprom with 45% and Itera with 4%.%% Four-
teen days after it was set up, Otchertsov was relieved of his
duties in the Turkmen cabinet and made an advisor to the
Turkmen ambassador in Moscow.??® Otchertsov has stated
to a Russian newspaper that his move to Moscow was due
to ‘family problems’.?*° According to Otchertsov, six months
later he accepted an offer from Makarov to join him at Itera
as vice-president.?! Otchertsov has said that he absented
himself from Itera’s dealings with Turkmenistan as his pre-
vious position in the Turkmen government would have
made it ‘unethical’.?®* Global Witness wrote to Otchertsov
with questions concerning his work in Turkmenistan and at
Itera. Otchertsov is yet to reply.

Itera’s business was founded on trade with Turkmenistan
and Makarov himself said, as noted above, that the com-
pany’s position was due in part to his ‘boyhood friends’
within the Turkmen government. Even when Itera
branched out into other sectors, Makarov stated in 2003
that the group’s main business had been transporting
Turkmen gas to Ukraine.?® Itera came to play an increas-
ingly important role in this business after TurkmenRosGas
was disbanded in June 1997. Niyazov blamed Itera for this
business failure, asserting that the group owed Turk-
menistan more than US$200 million.2** Itera claimed, in
turn, that it had been let down on barter deals with Ukrain-
ian customers.?%

Itera’s ‘know-how’

The joint venture between Turkmenistan, Gazprom and It-
era appeared to end in acrimony, prompting President Niya-
zov to call for ‘direct sales’ from Turkmenistan to Ukraine.
Yet if Niyazov was apparently ready to dispense with the
services of Itera, Gazprom was not. The then-chairman of
Gazprom, Rem Vyakhirev, stated that direct sales would be
impossible as both Gazprom and Turkmenistan needed It-
era.?® He even described Itera as ‘one of the best, if not the
best company,” according to the Washington Post.*"

Makarov told journalists in 2001 that Itera had ‘set down
mutually beneficial playing rules with Gazprom’.?*® He ex-
plained that Gazprom was not getting paid for gas sales to
Ukraine, due to the shortages of hard currency common in



post-Soviet countries in the 1990s, but could not cut
Ukraine out of the supply chain because its gas had to cross
Ukrainian territory to reach more lucrative markets in West-
ern Europe. Makarov said that Itera, on the other hand, had
the ‘know-how’ to get payment out of Ukraine using a ‘so-
phisticated and highly developed barter structure’.?*® There-
fore, Gazprom, unwilling and unable to deal profitably with
Ukraine, allowed Itera to try its luck in the hope that the lat-
ter would boost business in the wider region.

By 2002, however, Itera had gone beyond just arranging the
sale of Turkmen gas in Ukraine. The group had moved into
lucrative markets in other parts of the former Soviet Union
which had previously been controlled by Gazprom. Even
though Itera appeared to be taking business away from
Gazprom, the Russian company seems to have given Itera a
financial helping hand. In 1999/2000, Gazprom granted
around US$880 million to Itera in loans, guarantees and
other services, at a time when Gazprom was in a difficult fi-
nancial position.?*

One expert view is that Gazprom supported Itera at this time
because it was vital for Gazprom to maintain supplies to
Western Europe, which meant relying on Itera in Ukraine.?*!
But some were deeply troubled. Hermitage Capital, a
Moscow-based investment fund and a minority shareholder
in Gazprom, produced a report in 2000 which alleged that,
far from being ‘mutually beneficial’ (in the words of Itera’s
Makarov), the relationship between Gazprom and Itera was
highly favourable to the latter and went beyond allowing It-
era to sell gas through barter deals in Ukraine.?*

Gazprom and Itera: too generous by half?

In December 1999, Gazprom’s head Rem Vyakhirev was in-
volved in negotiating a new gas contract with the Turkmen
government. Global Witness has seen documents from
Gazprom and the Russian accounts chamber which show
that Itera bought gas from Turkmenistan, used Gazprom’s
own pipeline to transport it, then sold the gas back to
Gazprom at a substantial mark-up.

In 2000, Itera bought a large volume of Turkmen gas at a
price of US$35.37 per 1000 m?, according to a report from
the accounts chamber of the Russian Federation. The same
document states that Gazprom bought about a third of this
volume of gas from Itera at a price of US$45 per 1000 m?.
Gazprom’s own consolidated financial statements, recorded
an even higher price in roubles, equivalent to about US$50
per 1000 m?3. 2% In other words, Gazprom paid Itera much
more than if it had bought the gas at source in Turk-
menistan.
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According to a press report, Gazprom’s management ex-
plained that the difference in price was due to ‘Itera’s trans-
portation costs’.?* The inconsistency apparent in this ex-
planation is that the document from Russia’s accounts
chamber states that transportation costs were reimbursed
by Gazprom in a separate agreement.?*> Although the exact
cash value of such deals is hard to calculate because of the
barter element, the figures in the contract suggest that Itera
may have made more than US$100 million by selling gas to
Gazprom that the Russian company could have bought di-
rectly from Turkmenistan.

One analyst who spoke to Global Witness about this deal
suggested that Gazprom might not have been able to buy
directly from Turkmenistan; Itera’s strong links with that
country meant that the group ‘knew how to deal with the
Turkmenbashi [President Niyazov].” But the analyst
noted that this does not explain why Gazprom allowed It-
era to sell its own gas in Gazprom’s traditional markets
around the former Soviet Union: ‘How did Itera get
Gazprom to agree to third party access for its gas from
the place it wanted, to the place it wanted, when nobody
else could? That’s the mystery.” The scale of Itera’s expan-
sion into these markets was huge: Hermitage Capital esti-
mated that from 1996 to 2002, Gazprom surrendered
over 50% of its gas markets in the former Soviet states to
Itera.?#6

Concerning his company’s relationship to Gazprom, Itera’s
Igor Makarov stated in an interview with a Russian newspa-
per: ‘I want to clarify once again that Gazprom does not
give us any special deals or offer us any preferential condi-
tions.”?"” Yet Gazprom minority shareholders wanted fur-
ther clarifications and called in 2000 for the relationship be-
tween Itera and Gazprom to be investigated in the form of
an independent audit. A proposal for an audit by Deloitte
and Touche was rejected by Gazprom chairman Rem
Vyakhirev, who instead appointed Gazprom’s own account-
ancy firm PricewaterhouseCoopers (PwC) in January
2001.248

The audit was completed in June 2001 and found no im-
proper links between the two companies. The report was
heavily criticised by William Browder of Hermitage Capital
Management, who sued PwC for what he regarded as a mis-
representation of the facts. The case was dismissed by Russ-
ian courts, on the basis that his fund had no direct business
relationship with Gazprom’s auditors and therefore could
not sue PwC.2* Another minority shareholder, Boris
Federov, a former Russian finance minister, spoke out
against what he saw as PwC ignoring information in order
to retain its relationship with Gazprom.?°
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A Russian accounts chamber report completed in July
2001 also did not conclude that improper links existed be-
tween Itera and Gazprom, and stated that neither com-
pany had acted illegally. Yet the report did express surprise
that credits had been granted despite the fact that
Gazprom and Itera were nominal competitors and noted
that Gazprom had granted credits to Itera while itself be-
ing in a difficult financial situation. The audit manager,
Mikhail Beskhmelnitsyn stated: ‘I will not confirm that all
the credits and guarantees extended by Gazprom to Itera
were justified. I am not in position to answer this ques-
tion.”?! Global Witness wrote to Igor Makarov with ques-
tions concerning his company’s relationship with
Gazprom. He is yet to reply.

Itera’s ownership ‘revealed’

Itera itself decided to release some information concerning
its shareholder structure at the time of the ongoing audits
in April 2001. It was revealed that Igor Makarov owned 26%
of the main holding company Itera Group NV (registered in
the Dutch Antilles) through organisations serving as
trustees. Other named individuals owned 13%, with the re-
maining 61% of shares held in two trusts for unnamed top
managers and employees. Dutch Antilles law states that
even the government is not entitled to know who the ulti-
mate beneficiaries under a trust-type arrangement are.?

Though PwC investigated Itera’s shareholding structure, 19
Gazprom employees, including three members of the man-
agement body, refused to confirm or deny whether they or
their families owned shares in Itera. Former Gazprom chair-
man Viktor Chernomyrdin did not reply, and Aleksandr
Pushkin, the man in charge of the gas markets in former
Soviet countries and perhaps the person best equipped to
explain Gazprom’s business relationship with Itera, was
taken ill and could not meet with PwC staff.?>

Mikhail Beskhmelnitsyn of the Russian audit chamber’s of-
fice declared meanwhile that he knew ‘for sure’ that there
were no Gazprom managers, their relatives or their name-
sakes within Itera’s structure.?* However, as noted earlier,
Itera shares were held in trust-type arrangements which did
not reveal their ultimate owners.

Information concerning Itera’s many affiliates was not dis-
closed; Itera said this would have been too ‘labour-inten-
sive’.? Itera’s ownership structure changed following the
audits. In March 2003, Makarov stated he had increased his
share to 46%. Two months later, former Turkmen deputy
prime minister Valery Otchertsov stated that he owned 7%
of Itera.?¢

Itera loses its contract

The appointment of Vladimir Putin as president of the Russian
Federation brought major reforms at Gazprom. Putin was keen
to improve the management of the company, stating in 2001,
‘we know that enormous amounts of money were misspent [by
Gazprom],”® though he did not refer to any particular case.

By this time, Viktor Chernomyrdin had already left Gazprom,
stepping down as the chairman of its board in June 2000. At
the time of the Gazprom-Itera audits in 2001, Rem Vyakhirev
and his close associates Vyacheslav Sheremet and Aleksandr
Pushkin left Gazprom. At this point, according to a list of
wealthy Russians in Forbes magazine, all of them had size-
able fortunes.?8 According to Itera chairman Igor Makarov,
speaking to Russky fokus, Vyakhirev, Sheremet and Pushkin
cooperated with Itera following their departure from
Gazprom, with Sheremet acting as a consultant to Makarov.
‘We have signed contracts with many experts who left
Gazprom,’ said Makarov.?®

The new Gazprom team under its new chairman Alexei
Miller restructured the company’s management and started
to take back assets and markets it had previously ceded to
Itera. More money started to flow into Gazprom and it
seemed too that the company’s new management would
take over the Turkmen gas transit business.

In November 2002, Gazprom reduced the amount of gas It-
era was allowed to supply to Ukraine. At the end of Novem-
ber, Gazprom deputy chairman Aleksandr Ryazanov stated
that ‘the transit contract of Central Asian gas to Ukraine
may be fulfilled by Gazprom itself. We will supply Turkmen
gas to Ukraine on the same terms as Itera, and maybe even
better ... Why should Itera make super-profits using the fa-
cilities of Gazprom?’?® His words, questioning Itera’s in-
volvement in Gazprom’s business, seemed to echo minority
shareholders’ concerns that Gazprom was foregoing profits
from a business that it could be controlling. Gazprom then
terminated Itera’s transit contract altogether.

One commentator told Global Witness that Putin was wary
of the power Itera had gained in Russia and looked to re-
duce it.2! Later, comments made by current Naftohaz
chairman Oleksei Ivchenko suggested that Ukraine too was
looking to remove Itera as the intermediary, because it had
been taking business away from Naftohaz by selling gas to
customers within Ukraine.?62

Yet the events of 2003/4 quickly dispelled any hope engen-
dered by Ryazanov’s words that the Turkmen-Ukraine gas
trade would become more transparent and comprehensible.
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3. Eural Trans Gas

Origins

Following Itera’s loss of the contract, both Naftohaz
Ukrainy and Gazprom intended to participate in a joint ven-
ture company for the transit of Turkmen gas, starting 1%
January 2003. This is confirmed by a document seen by
Global Witness (below), signed 5™ December 2002, between
both parties ‘on the creation of a joint venture between
OAO Gazprom and NAK Naftohaz Ukrainy’ to transport
Central Asian gas to Ukraine: Gazprom and Naftohaz ‘will
participate on a basis of parity in a company which pos-
sesses the contract for the transit of Turkmen gas.?%*
Though Gazprom controlled the pipeline from Turk-
menistan to Ukraine, Naftohaz’s participation in this joint
venture was probably intended to mitigate any concerns
Gazprom had about Ukraine not paying for its gas and re-
flected the mutual dependency between the two countries:
Naftohaz needed Gazprom to supply gas to Ukraine,
Gazprom needed Naftohaz to get gas through Ukraine’s ter-
ritory to customers in Europe.

The joint venture vehicle

e was not given a name in
—— the document, yet on the

same day as it was signed
(5t December  2002),
Gazprom signed a contract
with Eural Trans Gas
(ETG), a new company,
registered the previous day
in Budapest, concerning
Turkmen gas supply to

Eural Trans Gas is about transit and
transparency
Eural Trans Gas Press Release®®®
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Ukraine.2% The idea, therefore, seemed to be that this com-
pany was the joint venture vehicle to be controlled by both
Naftohaz and Gazprom. Yet ultimately neither company
managed to take hold of the structure, leading to many
questions about who actually was controlling it.

Much remains unclear concerning ETG to this day. How
did a company originally conceived as a joint venture be-
tween the state gas companies of Russia and Ukraine end
up being controlled, as this section will demonstrate, by a
complex network of offshore companies, whose beneficiar-
ies are unknown? What role did ETG perform in the gas
trade to justify large profits that would otherwise have gone
to the Russian or Ukrainian states — and why did both
Gazprom and Naftohaz later downplay their involvement
with it? These questions remain unanswered.

Who is Eural Trans Gas?

Forging a close relationship with Gazprom, Itera had grown
into an international gas trader with its own gas reserves,
transportation equipment, storage facilities and over 8,000
employees. This was not true of ETG, which was created
just a month before it started operations and had a work-
force of about 30 people.2%

Gazprom made no public announcement that a new inter-
mediary company was taking over the gas transportation
from Turkmenistan to Ukraine. It was not until the end of
February 2003 that Gazprom spoke for the first time to Ve-
domosti, a Russian business paper, about the existence of
ETG, although the company had been operating since Jan-
uary of that year, following its December contract.?®”

The ETG website states that its Managing Director, Andras
Knopp, ‘founded’ the company,?® and it was he who signed
the contracts with Naftohaz and Gazprom on behalf of
ETG.? After serving as a state secretary for culture in com-
munist Hungary,?” Knopp had become a businessman, sell-
ing cigarettes through a German-based company named
Reemtsva,®? which possessed factories in Russia and
Ukraine. The short curriculum vitae given on ETG’s website
concerning Knopp does not mention any previous links he
had to the gas industry.?”

According to foundation documents seen by Global Wit-
ness, ETG was registered by an Israeli lawyer named Zeev
Gordon with start-up capital of 3 million Hungarian forints,
some US$12,000.2” In phone interviews with Global Wit-
ness, Zeev Gordon stated that he had been asked to register
the company by a Ukrainian businessman called Dmytro
Firtash (see section: The mysterious Mr D.V. Firtash). In a
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first interview conducted
in August 2005 Gordon
said that he was Firtash’s
lawyer, though in a sec-
ond conversation in Feb-
ruary 2006, Gordon
stated that he was sim-
ply asked by Firtash to
register the company
and was not represent-

S . ing him at the time of
T ETG’s registration.?™

Gordon told Global Witness in the second interview that his
involvement with ETG had been minimal; he went to Hun-
gary in December 2002, signed the paperwork and flew
home the next day: ‘I understood that pretty soon the
shares would be transferred from me to someone else.’
Later in December 2002, according to Hungarian registry
documents seen by Global Witness, some of Gordon’s
shares were transferred to three Romanian citizens. This
was done, according to Gordon, by Andras Knopp, on
whom he had conferred power of attorney.?”

A journalist in Romania located the three new shareholders
and discovered that they had no involvement in the gas in-
dustry. One of them, an actress named Louise Lukacs, told
the journalist that she had contacted the two other share-

Actress Louise Lukacs lent her name to Eural Trans Gas in return
for help with her phone bill. cujean news

holders, a couple, Anca Negreanu and Mihai Savu, after a
Hungarian friend, a lawyer, had contacted her. The couple
were told that if they visited Hungary to register as the
shareholders of ETG they would be given some money.
Lukacs said that she herself had agreed to the scheme be-
cause she needed some extra money to pay her phone
bill.>"6

A source familiar with the company told Global Witness
that the transfer of some shares to the three Romanians
was necessary because a Hungarian offshore company had
to have more than one non-Hungarian citizen as its regis-
tered owners.?”” Thus it appears that the three Romanians
were brought into ETG at short notice, purely to fulfil a re-
quirement for foreign shareholders. It is safe to assume,
since the Romanians were being paid for this service, that
they were shareholders in name only, and that the benefi-
cial ownership of the company was held somewhere else.

Why was ETG founded in Hungary? According to then-
company spokesman Boris Shestakov, speaking to the Kyiv
Post, ETG benefited from Hungarian tax privileges for all
newly registered companies which were valid until the end
of 2005.%® This was confirmed by Andras Knopp, who ex-
plained to a Hungarian newspaper that ETG was founded in
Hungary to take advantage of a better tax environment; %
tax for companies registered by foreigners in Hungary was
3% in 2003 — compared to 24% in Russia and 30% in
Ukraine.?® If this is accurate then Russia gave up tax rev-
enues of an estimated US$184 million? by allowing a non-
Russian company, rather than Russia’s Gazprom, to control
the gas transit from Turkmenistan across its territory.

Gazprom or Naftohaz: who’s the daddy?

As mentioned above, Naftohaz Ukrainy and Gazprom had
signed a document to create a joint venture to supply Turk-
men gas to Ukraine, and in an interview with the Kyiv Post,
Andras Knopp indicated that ETG was to be this venture:
‘ETG does not act independently from them [Gazprom and
Naftohaz]. They created ETG ... Obviously the four [origi-
nal owners, the three Romanians and Zeev Gordon] are
nominal — the restructuring process of ETG’s ownership is
ongoing and both Gazprom and Naftogaz Ukrainy will have
some share in ETG."?%

As time progressed, both Naftohaz and Gazprom started to
distance themselves from ETG as controversy started to
mount. In May 2003, the US ambassador to Ukraine told a
conference in Kyiv of his concern over media reports that
linked the company to organised crime.?® These links were
denied by ETG in many press interviews.?8



Through 2003 and 2004 Naftohaz and Gazprom made
comments that were inconsistent with each other con-
cerning ETG’s creation. Naftohaz emphasised that
Gazprom was the driving force behind ETG; in late 2003,
the company’s then-spokesman Konstantin Borodin told
the Moscow Times: ‘All the agreements with Eural Trans
Gas were made by Gazprom. It is a contractor for
Gazprom.’””® And a further Naftohaz source told the
Moscow Times that it did not care who received the gas
transit concession. 28

But Gazprom’s Aleksandr Ryazanov, who had earlier ques-
tioned the role of Itera as an intermediary in the Turkmen-
Ukrainian gas trade, stated to Vedomosti in 2003 that the
creation of this new company was ‘a compromise between
Gazprom and Naftohaz Ukrainy.”?®” Later in June 2004,
Ryazanov stated that it was Ukraine who had made the de-
cision to use ETG,® a view corroborated by other
Gazprom managers, who had earlier reportedly com-
plained that they had been forced into the arrangement
with ETG by Ukraine: ‘In September 2003, the situation
with ETG was discussed by the Gazprom board of directors
... The management agreed that the current situation
damaged the reputation of the company; however they
said that they “were not within their powers to do any-
thing”’ .28

Despite this fact, Gazprombank and another major Russ-
ian bank provided ETG with loans exceeding US$227 mil-
lion in 2003, according to ETG’s website.?® This was
highlighted by Gazprom minority shareholders, including
Hermitage Capital, which again noted that Gazprom was
never a shareholder in the company, but was giving up
business to this third party;*' ETG went on to sell gas in
markets that Gazprom should have been controlling (see
section: How much money?). Russian energy expert
Jonathan Stern suggested to Global Witness that this
money would have been used for ETG’s storage in
Ukraine, and as such, it was in Gazprom’s interest to pro-
vide loans in order to promote gas supply within
Ukraine.?*?

The Russian side continued to distance itself from ETG.
Statements in June 2004 to Vedomosti by Gazexport direc-
tor Aleksandr Medvedev suggested that Naftohaz was not
calling the shots as regards ETG, but higher powers in
Ukraine: ‘ETG is the nominated agent for the transit of
Turkmen gas to Ukraine, it was nominated not by Naftohaz
Ukrainy but by the Ukrainian government; the reasons why
the Ukrainian government selected ETG are beyond our
competence as is the system of mutual payments between
these parties.’??
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The ‘joint venture’ goes awry

In an interview with Kyiv-based weekly Zerkalo nedeli,
Knopp reiterated that ETG’s ‘real “parents” were
Gazprom and Naftohaz Ukrainy: ‘The complicated process
is underway of finding an ownership structure that will re-
flect the real situation and will meet legal require-

ments.’?*

Confirmation that Naftohaz and Gazprom intended to
take control of ETG came in early 2003 from Naftohaz’s
chairman Yuri Boiko. Zerkalo nedeli reported that he had
said: ‘The decision was taken concerning the direction of
the purchase of the first shares of ETG and we are now
conducting talks with the Russian side so that they too
can do that. ETG itself is an instrument. Tomorrow it
could be NAK [Naftohaz], Gazprom or another legal
entity.’?%

Despite Naftohaz and Gazprom’s intention to create a joint
venture for the supply of Turkmen gas to Ukraine, neither
company ever became direct shareholders in ETG. Andras
Knopp himself stated that, at the time of ETG’s creation,
neither Naftohaz nor Gazprom had received permission
from their respective central banks to purchase shares in
ETG. He also said there were other legal complications, in-
cluding the requirement that registered owners of a Hun-
garian offshore company do not possess other businesses in
Hungary, of which Gazprom already had several.?*® One in-
dustry analyst suggested to Global Witness that Gazprom
might not have realised this obstacle because ETG had to be
created quickly, before the start 2003, in order to qualify for
better tax concessions.?%”

Despite these initial problems, it appears that Naftohaz
and Gazprom continued to talk about becoming share-
holders in ETG, but these plans were shelved in summer
2003. Naftohaz’s then-spokesman, Konstantin Borodin,
told the Kyiv Post in July 2003 that talks had broken
down because of Gazprom: ‘It is no longer planned that
Nafto[h]az Ukrainy will become a shareholder in [Eural
Trans Gas]... There were talks with Gazprom to jointly
become shareholders, but Gazprom did not support this,
and we can not become a shareholder without Gazprom’s
support.’?¥

Yet a source from Gazprom told Vedomosti that: ‘We
wanted to have a minimum 50% in Eural Trans Gas. But
the Ukrainian side suggested a different variant: 40% each
to Gazprom and Naftohaz and the remaining 20% to some
incomprehensible structures, possibly to ETG manage-
ment. This didn’t suit us and we refused.’?*
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The mysterious Mr D.V. Firtash

As noted earlier, Eural Trans
Gas was originally regis-
tered by Zeev Gordon, an Is-
raeli lawyer. Gordon initially
told the press that he could
not reveal on whose behalf
he had done so, but he later
told Global Witness that he
was acting for Dmytro Va-
sylevich Firtash, a Ukrain-
ian businessman.?” The role of Firtash is one of the central
mysteries of the ETG story. The company was registered on
the very same day that Naftohaz and Gazprom agreed to
create a new joint venture, but according to Gordon, Fir-
tash was acting as a private businessman and not on behalf
of either the Ukrainian government or Gazprom. So why
was it Firtash who had ETG created, rather than someone
acting for one of the two state companies? What was his re-
lationship to Naftohaz and Gazprom, and was he acting on
anyone’s behalf other than his own? Global Witness has
been unable to contact Firtash to ask him these questions.

Although Firtash had ETG registered, his exact relationship
to the company is unknown. His name does not appear on
any of the shareholding documents seen by Global Witness
that pertain to ETG; when Global Witness asked Gordon
whether the fact that Firtash asked him to register the com-
pany meant that Firtash owned shares in it, Gordon replied:
‘You know you could assume such a thing but ... I don’t
think there was a document which said “I am holding the
shares and the holder is Mr Firtash.”’3"!

Nor is Firtash listed as a director of ETG or a shareholder in
any of the companies that took over its ownership in April
2004 (see below). The relationship between Firtash and An-
dras Knopp, the managing director of ETG, has also yet to
be clarified. Global Witness asked Gordon whether it was
his understanding that Knopp was working with Firtash.
He replied, ‘That is what I understood, but I don’t know ex-
actly what was the situation.”?’ Global Witness wrote to the
company and to Knopp, asking them to clarify the role of
Firtash: ETG’s lawyers, responding on behalf of the com-
pany and Knopp, refused to answer specific questions.3*®

Little is known about Firtash’s involvement in the gas in-
dustry. Official company records from Cyprus show Firtash
to be the director of Highrock Holdings, registered in
Nicosia. It is believed that this company was involved in
supplying Turkmenistan with barter goods, dating back to
when Itera held the gas transit contract. Gordon said ‘I

think he [Dmytro Firtash] was, if I'm not mistaken, in-
volved [in business] with Itera.”?** Global Witness wrote to
Itera concerning its past relations with Firtash; it has yet to

reply.

Highrock Holdings has no website, and phone numbers ob-
tained by Global Witness of Highrock’s office in Moscow did
not work. One source familiar with the Ukrainian gas indus-
try told Global Witness that the company might have
folded.?%

There is scattered information about Firtash’s other busi-
ness dealings. He is the board chairman of Nitrofert, the
only fertiliser factory in Estonia, whose website states that
the plant alone uses ‘as high as 25% of total amount of nat-
ural gas sold within Estonia annually.”% It has also been re-
ported that he is the owner of a Ukrainian basketball club,
BC Kyiv*” and Ukrainian cable television channel K1.3%

Global Witness rang the Nitrofert plant and was told by a
secretary that she was not allowed to provide any contact
information for Firtash. Global Witness also asked Zeev
Gordon how to contact Firtash in order to shed some light
on ETG: the lawyer replied that he thought Firtash was not
answering any questions at the time.3%

Rural England: an unusual connection to
Ukraine’s state oil and gas company

Information from Ukraine suggests that Highrock Hold-
ings, a company directed by Firtash, was involved in a joint
venture with Naftohaz Ukrainy at the time when part of the
Turkmen contract was still being paid in barter. A document
from Ukraine’s state tax administration gives details of a
limited company registered in late 2002 called the ZAO
Clearing Goods Company Naftohaz Ukrainy. According to
the document, the company had a base capital of 210,000
hryvnia (US$40,000), 51% of which was provided by Nafto-
haz Ukrainy and 49% by a UK-registered company called
Highrock Textiles Limited.3!

An Interfax-Ukraine press article, which was citing the gov-
ernment commission on Ukraine’s stock market and secu-
rities, stated that barter payments with Turkmenistan were
arranged through NAK Clearing Goods Company Naftohaz
Ukrainy, until the company was liquidated in December
2004311 A source familiar with the company said it was lig-
uidated a little later in around June 2005.3'2

The relationship between Naftohaz Ukrainy and Firtash re-
mains unclear; Global Witness wrote to Konstantin Borodin,
Naftohaz press secretary at the time when Naftohaz Clearing



Goods Company was operating, about the company’s rela-
tionship with Firtash. Borodin has yet to reply.

According to UK Companies House records, Highrock Tex-
tiles Ltd was registered in June 2002. Both its shareholder
and director are given as Highrock Holdings. Another direc-
tor of this company until June 2003 is given as Marios
Tzortzis. Global Witness discovered that Tzortzis works for
a Cypriot-based firm called One World Services which took
over from Tzortzis as Highrock Textiles’ director in June
2003.31% One World Services has an office at the same regis-
tered address of Highrock Holdings in Nicosia, Cyprus.
Global Witness rang Tzortzis to ask him about Highrock
Textiles. He said: ‘I would prefer not to answer questions ...
I'm not aware about this. I'm just a nominee director.” He
also said he didn’'t know anything about Highrock Hold-
ings, or its director Dmytro Firtash.

Highrock Textiles and another company owned by High-
rock Holdings named Highrock Oil are registered in the
quaint market town of Tiverton in Devon, deep in the Eng-
lish countryside: the address given for both is 22, The Av-
enue. It is unclear why the state oil company of Ukraine
formed a joint venture with a company based in an English
town of 20,000 people that is better known for its provincial
market and its lace than for links to barter trade in the for-
mer Soviet Union.

Global Witness went to Tiverton and discovered that 22,
The Avenue is currently a shelter for homeless people and
had previously been an old people’s home. Other registry
records for both Highrock Textiles and Highrock Oil
demonstrate that both companies were administered by
McKenny’s, an accounting firm in Tiverton: a representa-
tive from this firm told Global Witness that he was not pre-
pared to answer questions on specific clients, but added
that he had never heard of Dmytro Firtash. Concerning his

22 The Avenue, Tiverton, Devon: hub of the Ukrainian oil industry?

Global Witness
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firm, he said: ‘We provide a registered office to various dif-
ferent companies ... We deal with professional intermedi-
aries ... professional accountancy firms, firms of lawyers
who want companies established for them. We do our own
due diligence but it doesn’t involve necessarily the activities
of the company.”!* The registered address of both Highrock
Textiles and Highrock Oil has since moved from Tiverton to
an address in London.

New owners for Eural Trans Gas?

In April 2004, 15 months after the creation of Eural Trans
Gas, its shares changed hands. But once again, neither
Naftohaz Ukrainy nor Gazprom became a shareholder in
what had apparently been intended as a joint venture be-
tween the two companies. The complicated new ownership
structure actually raised even more questions about the
identity of ETG’s ultimate beneficiaries.

According to Zeev Gordon, who returned to Budapest for
the occasion, the shares in ETG changed hands on a single
day.®’® The new owners were a British company called At-
lantic Caspian Resources, which became the owner of
44.67% of ETG shares, a Dutch company called JKX Gas BY,
owning 30%, and an Austrian firm, DEG Handels, which
became the owner of the remaining 25.33% of the shares.?!®

This change of ownership made it appear that ETG had
been taken over by savvy energy companies looking to in-
vest in a booming market. But investigations by Global Wit-
ness show that two of the new shareholders were ultimately
controlled by the same two holding companies in Cyprus —
Dema Trustees Limited and Dema Nominees Limited, and
that the third shareholder was also indirectly linked to the
Dema companies. The ultimate beneficiaries of Dema
Trustees and Dema Nominees are unknown. This compli-
cated structure obscures the beneficial ownership of ETG
behind several layers of what appear to be mostly shell com-
panies, often directed by proxies, and created or bought
shortly before the takeover was effected.

Throughout the web of offshore companies owning ETG,
some of the same names reappear: a group of British busi-
nessmen who share an office in London and a firm of
Cypriot accountants based in Nicosia. Although ETG was

[Eural Trans Gas] has also started to
introduce Western-style transparency into
the region
Eural Trans Gas Press Release
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apparently created at the behest of a Ukrainian, Dmytro Fir-
tash, and made huge profits from its role in the transporta-
tion of Turkmen gas through Russia to Ukraine (see sec-
tion: How much money?), not one of the people named in
the new ownership structure was Russian, Turkmen or
Ukrainian.

The shareholders in depth
A. Atlantic Caspian Resources

In April 2004, ETG appointed Cedric Brown as its non-exec-
utive chairman.’!® Brown, a former head of the privatised
UK gas monopoly, British Gas, had became a controversial
figure in Britain in the mid-1990s for accepting what was
seen as an excessive pay rise. At the time of his appointment
at ETG, he stated that the company aimed ‘to achieve the
highest standards of transparency.”"

Cedric Brown was also the chairman of one of ETG’s three
new owners, a small British oil company named Atlantic
Caspian Resources. In November 2003, Atlantic Caspian
had been facing bankruptcy with only £300 left in the bank.
In December 2003, it was rescued by a Cyprus-based com-
pany called Denby Holdings, which bought out Atlantic
Caspian’s debt in return for its shares.®” In this same
month, another Cyprus-registered company was set up,
called Sanilia Ventures Ltd.

At some time before February 2004, Sanilia Ventures be-
came the 44.67% owner of ETG via another holding com-
pany, though exactly how this happened is unclear.’?!
Denby Holdings and Sanilia Ventures then both became
owners of Atlantic Caspian in March 2004 while the latter
became the owner of 44.67% of ETG.*?? Denby Holdings
and Sanilia Ventures are jointly owned by the same two
companies, Dema Nominees and Dema Trustees.??® This is
the first of the indirect links from ETG to the two Dema
companies in Cyprus.

Denby Holdings operates out of an office in central London
that is also the address of a company called Belgravia Busi-
ness Services.?** Three British men who work from this of-
fice have been associated in various ways with companies
that own ETG — Robert Shetler-Jones (see box: An English-
man in Ukraine), David A.H. Brown and Howard G. Wilson.
Company documents seen by Global Witness show that
Shetler-Jones and David Brown (who is not related to
Cedric Brown), are directors of Denby Holdings.??® David
Brown is also a director of Atlantic Caspian Resources.*?¢ In
a striking development, the same three men would go on to
have an association with the company that eventually took

Our aim is to achieve the highest standards
of transparency
Cedric Brown, speaking as non-executive
chairman of Eural Trans Gas>”

over the lucrative gas middleman slot from ETG, the simi-
larly controversial RosUkrEnergo (see section: Links be-
tween RosUkrEnergo and Eural Trans Gas).

B. JKX Gas BV

Another new shareholder in Eural Trans Gas was a Dutch
company called JKX Gas BV, whose history also gives rise to
unanswered questions.

This part of the story starts with JKX Oil & Gas Plc, a pub-
licly listed British company with operations in Russia,
Ukraine, Georgia and other countries. In mid-2003 this
British company was reportedly offered a shareholding in
ETG by Naftohaz Ukrainy, Ukraine’s state oil and gas com-
pany. The Financial Times reported that: ‘Naftohaz said it
hoped JKX’s involvement would improve the image of Eu-
ral [Trans Gas].”®*” But it is not clear how Naftohaz could
make this offer, given that the Ukrainian company did not
own any shares in ETG at the time. ‘What was strange was
how Naftohaz spoke as if it controlled ETG,” said Tom
Warner, the author of the article who has been covering the
story of the intermediary companies for more than three
years, to Global Witness.3?

Around the same time, JKX Oil & Gas Plc announced an
agreement in principle with a company called Benam Hold-
ings to ‘seek a participation in Eural Trans Gas.’??* Benam
Holdings owned just under 5% of JKX Oil & Gas at this
time®? and one of its directors was Robert Shetler-Jones of
Denby Holdings.?! Like Denby Holdings, Benam Holdings
was jointly owned by Dema Nominees and Dema Trustees
in Cyprus.33

Shetler-Jones has an association with JKX Oil & Gas: he
told a Ukrainian journalist that he worked as a consultant
for the British company and originally got involved in the
Ukrainian gas industry through his friendship with one of
its directors.?*® The company described its relationship with
Shetler-Jones to Global Witness as ‘confidential.”*

JKX 0il & Gas Plc did not become a direct shareholder in
ETG but did acquire an indirect interest via a Dutch off-
shore company called JKX Gas BV, which was founded in
September 2003 and later became the owner of 30% of
ETG. A spokeswoman for JKX Oil & Gas Plc told Global Wit-
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Shareholders of Eural Trans Gas, April 2004
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ness that the British company did own shares in JKX Gas
BV but this ‘was always a nominal investment’.**® However,
it appears that the British company, far from being a purely
nominal investor, actually created the Dutch company and
wholly owned it for the first three months of its existence,
from September to December 2003.33¢ Global Witness asked
JKX 0il & Gas Plc to explain this apparent inconsistency,
but received no reply.*7

At the end of 2003 or soon afterwards, there was a change
in the ownership of JKX Gas BV, although not all of the new
owners have not been disclosed.?® The directors also
changed. One of the new directors was Howard Wilson, the
associate of Robert Shetler-Jones and David Brown at
Denby Holdings.

JKX 0il & Gas Plc remained a shareholder in JKX Gas BV
until mid-2005.3*° Another shareholder in JKX Gas BV was a
Danish company called BH Oil and Gas Investments ApS
which, as of mid-2003, owned 49% of JKX Gas BV3* If nei-
ther the British company (with its ‘nominal’ shareholding)
nor the Danish company were majority shareholders in JKX
Gas BV at this point it would imply that there have been
other shareholders in JKX Gas BV whose names have not
come into the public domain. JKX Gas BV changed its
name to BH Gas BV in 2005, with Howard Wilson remain-
ing as one of the company’s directors.3*!

So who owns BH 0Oil & Gas Investments ApS? Its records
name three parties with ‘discretionary control of the com-
pany’, two men and one company.®*> One is a man who
works for a Danish company that provides corporate serv-
ices and is therefore likely to be a nominee director: he de-
clined to respond to questions from Global Witness in
March 2006. Global Witness has not been able to track
down the second person, who seems to be of Greek origin.

The third controlling party of BH Oil & Gas Investments
ApS is a Cypriot company, Miro Trading, whose address is
24 Ayias Varvaras Street, Nicosia.?*® This is also the address
of Dema Secretarial Limited, a company directed by Dema
Nominees’ and Dema Trustees’ owners.>** Global Witness
has not confirmed who owns Miro Trading. Global Witness
has sought to obtain comment on matters related to Eural
Trans Gas from three Cypriot accountants associated with
the Dema companies, without success (see section: A/l
roads lead to Cyprus).

There is no reason to believe that JKX Oil & Gas Plc has
done anything wrong in relation to its involvement with
ETG, but the British company has not answered an obvious
question. ETG had earlier been the subject of allegations

that it was linked to organised crime figures, allegations
which were denied by ETG, but were of sufficient concern
to be cited in a public forum by a senior US government of-
ficial.>*> Against this background, what was the commercial
rationale for this UK public company to allow its brand to
be associated with ETG, even though the former had only a
‘purely nominal’ and indirect interest in the latter? Global
Witness asked JKX Oil & Gas Plc to respond to this point. It
replied: JKX Oil & Gas Plc has no comment.’

The other striking aspect of the JKX story is that, like At-
lantic Caspian Resources, JKX Gas BV was ultimately linked
to the Dema companies in Cyprus (though the exact nature
of this link, through Miro Trading, remains unclear). A sim-
ilar link also exists for the third company that became a
shareholder in ETG, DEG Handels.

C. DEG Handels

The third company that bought into ETG in April 2004 with
a 25.33% shareholding was an Austrian firm, DEG Handels.
Originally set up in 1990 as a company that rents machin-
ery,>” DEG Handels was bought by Gabbaro Holdings, an-
other Cypriot company in early 2004, shortly before ETG
announced its new owners.?*® Once again, Gabbaro Hold-
ings is owned by Dema Trustees and Dema Nominees, each
with a 50% stake.?*® This is the fourth indirect link between
ETG and the Cypriot Dema companies.

DEG Handels also provides a curious link to RosUkrEnergo,
the company that took over ETG’s role as intermediary
company in 2005: DEG Handels’ registered address in Vi-
enna is the same as CentraGas AG, which owns half of
RosUkrEnergo (see section: Links between RosUkrEnergo
and Eural Trans Gas).

All roads lead to Cyprus

So who are Dema Trustees and Dema Nominees? Cypriot
company records name their owners as Janet Demetriadou
and Panayiota Piphani.** Global Witness has established
that Demetriadou and Piphani both work for a Nicosia-
based accounting firm called Demetriades Shakos
Piphanis,®! which specialises in ‘international tax planning’
and sets up offshore companies in Cyprus in partnership
with a firm that they direct called Dema Services, which has
the same phone number as the accounting firm.?? Global
Witness faxed questions to Demetriadou and Piphani, ask-
ing them about their involvement in the Dema companies,
but neither replied.®> Few other details are available about
the companies, other than that Dema Nominees was previ-
ously called Byron Computer Products Ltd.®*



Another accountant at Demetriades Shakos Piphanis, Andreas
Mavromatis, is a director of Denby Holdings and Benam
Holdings, both of which also have Robert Shetler-Jones as a
director.®® Global Witness called Mavromatis at his office to
seek comment on the Dema companies, his relationship with
Shetler-Jones®% and whether Mavromatis has any relationship
with Dmytro Firtash, the man behind the registration of ETG.
When Global Witness mentioned the words ‘Ukrainian gas in-
dustry’, Mavromatis abruptly passed the call back to a secre-
tary who first claimed that he was ‘on other business’, then
suggested he had passed the call back to her because he did
not speak good English.* Global Witness then faxed ques-
tions to Mavromatis, Demetriadou and Piphani. A Greek-
speaking contact of Global Witness later phoned Mavromatis
seeking comment on our questions. His secretary stated that
the company would not be helping Global Witness with its re-
search and asked us not to bother them again.**

There is a business connection between the Dema compa-
nies, Ukraine and Dmytro Firtash, the founder of ETG.
Dema Nominees and Dema Trustees are joint owners of a
company called ACI Trading Ltd, whose director is Andreas
Mavromatis. ACI Trading trades in chemicals and has a rep-
resentative office in Ukraine.* According to Global Suppli-
ers Online, a business website, ACI Trading’s clients include
the Crimean Soda Plant, which is 89% owned by RSJ Erste,
Shetler-Jones’ Hamburg-based company (see box: An Eng-
lishman in Ukraine) and the Nitrofert fertiliser plant in Es-
tonia, whose chairman is Dmytro Firtash (see section: The
mysterious Mr D.V. Firtash).>®

These connections indicate that the Dema companies have
indirect relationships, via ACI Trading, with companies
controlled by Robert Shetler-Jones and Dmytro Firtash. In
an interview with the Kyiv Post in 2005, Shetler-Jones said
‘I have met Mr Firtash on several occasions and we are ac-
quainted’,*s! adding that Firtash was not a shareholder in
Shetler-Jones’ company, RSJ Erste.

‘We will not be replying to your questions’
(David A.H. Brown)

Global Witness also made extensive efforts to seek com-
ment from Shetler-Jones about his connections to ETG and
RosUkrEnergo by email, by phone and in person at his
house in Devon. Although Shetler-Jones agreed in Novem-
ber 2005 to respond to questions by email, he did not reply
to these questions when they were sent by Global Witness.
Attempts to reach Shetler-Jones, David Brown and Howard
Wilson, the director of JKX Gas BV, by phone at the Denby
Holdings office in London were unsuccessful: a secretary
indicated that they were either unavailable or unwilling to
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Shetler-Jones and David Brown work out of this London office.

Global Witness

respond. Global Witness then visited the office, which is on
the top floor of a building in the smart London district of
Belgravia, to hand-deliver letters to Shetler-Jones and
Brown, asking for comment on the issues raised in this re-
port. A middle-aged British man at the office took the let-
ters but refused to give his name.

Global Witness then received a letter from David Brown,
written on behalf of himself and Shetler-Jones, which
stated: ‘We will not be replying to your questions.” He
added: ‘We have no idea why you should have the need or
right to ask us questions which have nothing to do with
you. To the extent you refer to various companies, they all
appear to be private companies where revelation of any in-
formation over and above that which you have obtained, is
not required by law.” However, Brown confirmed that he
had been a friend of Howard Wilson since 1960 and that
they had gone to school together.3%

In summary, the tangled story of Eural Trans Gas, its origins
and its changing shareholders is one that leaves a trail of
unanswered questions. Gazprom and Naftohaz agreed in late
2002 to share control of the gas transit trade from Turk-
menistan to Ukraine, so why was this role taken by ETG, a
private company never owned by either party? Why was the
company created, according to one of its founders, at the be-
hest of Ukrainian businessman Dmytro Firtash, whose name
does not appear on any of the available company documents?

The ownership of ETG then passed into the hands of several
companies which were based in different jurisdictions but
linked back, via overlapping shareholdings and directorships
to two holding companies in Cyprus. Why was it necessary to
create this opaque and complicated structure, what was its
commercial rationale, and who ultimately profited from it?

As the next section will show, there was plenty of profit in-
volved. What is less clear is exactly how ETG earned it.



An Englishman in Ukraine

Robert Shetler-Jones is a
British businessman,
who first came to promi-
nence working in real es-
tate in Ukraine and Rus-
sia.®® Though he owns a
cottage in Devon, he is
mainly resident abroad.

-

2004 was a big year for
Shetler-Jones. Aside
from his involvement in
Eural Trans Gas, he in-
vested heavily in other in-
dustrial enterprises within
Ukraine. In  February
2004, he bought an 89%
controlling share for
US$70 million in Krym-
soda, Ukraine’s largest
industrial soda plant,
through his Hamburg-based company RSJ Erste.*% Later
in the year, President Kuchma decreed that the state
property fund should set up a joint venture involving
Crimean Titan, Ukraine’s largest producer of titanium ox-
ide, with a foreign investor. RSJ Erste was chosen as the
partner.®® It is unclear exactly where Shetler-Jones gar-
nered the capital to purchase these investments. In un-
published extracts from an interview with a Kyiv Post jour-
nalist in 2005 which have been seen by Global Witness,
Shetler-Jones stated that he was bound by confidentiality
agreements on the source of his funding and would only
say that it came from ‘various European sources. The
money is a mix of debt and equity.” He also stated that, as
he had to operate through a European bank, the source
of the income and the ultimate beneficial owners of the
funds had to be clear to the bank.%

Elsewhere in the interview, Shetler-Jones said that he first
met Ukrainian businessman Dmytro Firtash around early
2003. This would have been when JKX Qil & Gas Plc was
considering participation in Eural Trans Gas. According to
Shetler-Jones, he had done some consultancy work for
JKX Ol & Gas Plc, and was on close terms with one of its
directors. He said: ‘| have met Mr Firtash on several oc-
casions and we are acquainted’ and added that Firtash
was not a shareholder in Shetler-Jones’ company, RSJ
Erste. According to Shetler-Jones, he did not know at the
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British businessman Robert Shetler-Jones has his fingers in many pies in the Ukraine. v rost

time that Firtash was the director of Highrock Holdings,
and was meeting him because Firtash knew how the gas
system worked in Ukraine.®” The interview took place be-
fore Zeev Gordon told Global Witness that he had regis-
tered ETG on behalf of Dmytro Firtash.

Robert Shetler-dones also owns 75% of AG flr chemis-
che Industrie, a chemical industry company registered in
Hamburg. A man named Hans Peter Moser is the vice
chairman of the board. Companies House records show
Moser to be the head of the governing board of a Swiss
company named Bothli. A news report on a website for
a Hungarian gas trader that employs some former ETG
officials states that, in 2004 Hungary acquired two billion
m? of gas from ETG, via Bothli.*® Little is known about
Moser, but it has been reported that he was involved in a
company called Falkon Capital that was used to pay Rus-
sia’s debt to the Czech Republic.®%°

Global Witness sought to interview Shetler-Jones and at
his request sent him a series of questions about his in-
volvement in the Ukrainian gas trade and his relations with
Dmytro Firtash. Global Witness later contacted Shetler-
Jones and his business associate, David Brown, via their
London office, but both refused to answer our questions
through a letter sent by Brown. (See section: We will not
be replying to your questions).




How much money? And for what? And to
whom?

Eural Trans Gas was an intermediary company in the
purest sense: without its own pipelines and, at the moment
of its creation, without any gas supplies. It is not clear what
services the company was intended to provide given that,
according to the contract, Gazprom itself was to move the
gas through its own pipelines. In an interview with Zerkalo
nedeli, a Ukrainian weekly, Knopp spoke about ETG’s serv-
ices: ‘Here [at the Russian-Ukrainian border] we hand [the
gas] over to Naftohaz. It seems so simple, but on all stages
of the journey our specialists from local representatives fol-
low the flow of gas, participating in the preparation of many
things, completing other necessary formalities.” Knopp
added: ‘In other circumstances we even arrange barter pro-
cedures for local specialist firms.”” Global Witness wrote to
Knopp, asking him to clarify what ETG’s services entailed.
Through his legal representation, Knopp declined to answer
questions.

In unpublished comments to a Ukrainian journalist, which
were later provided to Global Witness by the latter, Knopp
stated that: ‘ETG is probably necessary because you some-
times need an outsider to keep peace between the
spouses.”*” If Knopp’s understanding of ETG is correct,
Ukraine was depending on a ‘peacekeeper’ whose ultimate
beneficiaries were not known to the general public, and one
which deprived Gazprom of potential revenues by selling
gas in European markets, detailed below.

Global Witness has seen a copy of
the contract signed by Gazprom’s
Aleksandr Ryazanov and ETG’s An-
dras Knopp, agreeing terms for the
supply of Turkmen gas to Ukraine via
Russia from 2003. The contract states
that ETG paid Gazprom US$425 mil-
lion for transportation services in
2003.37 As payment for its services as
an intermediary company, ETG re-
ceived from Ukraine 13.4 billion m?® of
gas out of the total 35.4 billion m? that
it delivered. This gas was then resold in
Ukraine and other European countries
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Our existence benefits everybody
Andras Knopp, ETG managing director’”’

Global Witness, Andras Knopp spoke of an agreement be-
tween ETG and a UK-based Gazprom subsidiary.?” Polish
press reports state that Poland’s state gas company, PGNiG,
purchased at least 2.5 billion m?® of gas from ETG between
October 2003 and the end of 2004. The price was not dis-
closed due to ‘business confidentiality.”?”® ETG chairman
Cedric Brown said in an interview with Platfs in 2004 that
ETG would be selling its 13 billion m? of gas to state compa-
nies in Poland, Hungary, Slovakia and to customers in Ger-
many.>”” A March 2004 press release from JKX Oil & Gas
Plc, the British company with an indirect interest in ETG,
stated that following an agreement with Benam Holdings
Ltd in June 2003, a three-year gas export sales contract was
negotiated with ETG for JKX’s subsidiary (Poltava Petro-
leum Corporation) to supply 720 million m? of gas to Slova-
kia.*”® An internal audit of Naftohaz, seen by Global Wit-
ness, showed that the Ukrainian state company received
4.15 billion m? of Turkmen gas into underground storage in
200437

ETG was a small company dealing with large sums of
money: its workforce totalled just 30 people, according to
Andras Knopp, speaking to the Kyiv Post in 2003.%% For its
services, ETG earned US$220 million in 2003 alone, on a
turnover of US$2 billion, according to its own figures pub-
lished on its website.®" No other financial reports from
ETG’s two years of operation have been made public. Docu-
ments seen by Global Witness show

by ETG.

Only snippets of information about ETG’s sales in Euro-
pean markets are available. ETG’s website speaks of an
agreement to sell three billion m? of gas to Gazexport’s Ger-
man subsidiary ZMB, signed in May 2003.37* In unpublished
material from an interview with the Kyiv Post obtained by

that ETG held a bank account at a
branch of Raiffeisen Bank in Bu-
dapest.382

If ETG’s profits for 2003 are subtracted

from its turnover, the remaining sum is

US$1.78 billion. Aside from the payment
of US$425 million to Gazprom for trans-
portation services, it is not clear what
other costs ETG incurred that would ac-
count for this sum. One expert who exam-
ined the deal for Global Witness said that
the costs would have included the storage
of ETG’s 13.4 billion m? of gas in Ukraine
and the shipping of portions of this gas sold to European
countries; ETG would be paid for its gas and its transporta-
tion to other countries, but would have to pay the owners of
the pipelines for their use.*® With ETG providing so few fig-
ures about its operations, it is difficult to understand exactly
how the company worked.
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ETG’s Andreas Knopp: communist official turned gas executive. ki rost

Some critics, such as Gazprom minority shareholder Her-
mitage Capital, believed that ETG might have been ex-
pected to make a larger profit than US$220 million by sell-
ing its 13.4 billion m® of gas in Ukraine and the rest of
Europe. This gas would have been worth over US$1 billion,
depending on where it was sold. The expert who examined
ETG'’s financial figures for Global Witness stated that ETG’s
gas prices may not have been that high due to constraints
imposed by Naftohaz and Gazprom. He added: ‘The profit
looks probably smaller than one would have expected, given
even that the prices were enforced and [given ETG’s] likely
costs.” Global Witness wrote to ETG concerning its stated
profit, but the company declined to answer our questions.

Though Gazprom was getting a substantial sum for guaran-
teeing transit for ETG, critics of the deal, including Her-
mitage Capital, argued that with no interest in the com-
pany, Gazprom lost lucrative earnings, ceding the 13.4
billion m? to ETG, which it sold to Gazprom markets in Eu-
ropean countries. Gazprom would have lost more business
in 2004, when ETG sold more amounts of gas in European
markets than in 2003, according to figures from Russian
energy expert Jonathan Stern.’%

It is also unclear where ETG’s profits went. In 2003, ETG’s
share structure was still in transition and ETG released no
information on its dividends. In interviews with journalists,
ETG’s managing director, Andras Knopp, stated that the
first dividends were to be used to increase the base capital
with the aim of financing ETG’s investment projects.?%
Global Witness wrote to ETG for clarification on what these
projects were and how much they cost. The company de-
clined to answer our questions.

No financial information was given by ETG in 2004. As the
analyst who examined the ETG deal for Global Witness

stated: ‘[ETG’s] finances aren’t transparent — that’s a prob-
lem.”# It is clear that ETG was making a lot of money, but
without Naftohaz or Gazprom as direct shareholders, the
beneficiaries of the scheme remain unknown. The role of
the mysterious Dmytro Firtash has yet to be fully explained,
as has the involvement of the Cypriot Dema companies,
and a group of British businessmen whose names will reap-
pear in the next section concerning RosUkrEnergo.

ETG’s contract specified that it was supposed to supply
Turkmen gas to Ukraine until 2006; this was confirmed in
June 2004 by Gazprom.*®® Yet on 26™ July 2004, President
Putin met President Kuchma in Yalta ‘with businessmen
from the two countries. The parties achieved an accord to
jointly scheme gas deliveries to the Ukraine,” according to a
report on Gazprom’s own website.’®® Three days later,
Gazprom signed various documents ‘identifying terms and
conditions of the Russian-Ukrainian cooperation in natural
gas supplies and transit up to 2028’ via a joint venture
named RosUkrEnergo, owned 50%-50% by subsidiaries of
Gazprombank and Raiffeisen Zentralbank.3%

No reason was given by Gazprom for the cessation of
ETG’s contract. According to Zeev Gordon, speaking with
Global Witness in a phone interview in August 2005, the
ETG contract was terminated because ‘there was a lot of
bad publicity. In such a sensitive business, even a rumour
is already not good for business.”®*! Literature on the sub-
ject suggests that Gazprom’s failure to buy into ETG and
the latter’s increasing sales in Europe resulted in
Gazprom terminating ETG’s contract.’®® This may be
borne out by a comment made by a source in Gazprom to
a Russian newspaper in late 2003, expressing concern
about ETG’s European sales: ‘The most unpleasant thing
is that we ourselves actually gave up a part of the Polish
market to Eural TG.”%



4. RosUkrEnergo

So Eural Trans Gas, like Itera before it, had been ousted
from the highly profitable middleman role in the Turk-
menistan-Ukraine gas trade. The company which replaced
it, RosUkrEnergo, has been the subject of growing contro-
versy since it came onto the scene in 2004. Part of this con-
troversy stems from the geopolitical and commercial dis-
pute between Russia and Ukraine over gas prices, which
literally sent shivers through Europe in the winter of 2005/6
after Russia briefly blocked gas supplies to Ukraine, leaving
some European importers short of energy at the coldest
time of year and waking the wealthier part of the continent
to the unpleasant possibility that its gas supplies from the
former Soviet Union might not be as secure as they had
seemed.

The other reason for the controversy is that, as with ETG,
there are questions about the beneficial ownership of
RosUkrEnergo that have never been answered. There is an
enduring mystery about the identities of a group of in-
vestors who own half the company, though the shares are
actually held for them by Raiffeisen Investment, a sub-
sidiary of Austria’s Raiffeisen Zentralbank. Another mystery
is the exact relationship between these investors and senior
energy officials in Ukraine.

RosUkrEnergo apparently became the object of a criminal
investigation in Ukraine which focused, according to the se-
curity official who led it, on allegations of official corrup-
tion, criminal links and huge financial losses to the Ukrain-
ian state. But as this report will show, that official has since
resigned and Ukraine’s current security chief has denied
that the investigation ever took place. No wrongdoing has
been established on the part of RosUkrEnergo or its share-
holders, but the questions about its ownership remain.

Despite the controversy, RosUkrEnergo’s importance has
actually grown since the end of the Ukraine-Russia gas
price row in early 2006: the company is not only the sole
importer of gas into Ukraine but is also involved in a joint
venture with Naftohaz Ukrainy, the state oil and gas com-
pany, which allows the intermediary to dominate the do-
mestic gas market within Ukraine. In short, the energy sup-
ply of a country of nearly 50 million people, and a vital
route for gas imports into the European Union, appears to
flow through this one mysterious company.

RosUkrEnergo’s share structure

Sergei Kupriyanov, the press secretary of Gazprom’s chair-
man, stated in August 2004: ‘We hope that cooperation
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with RosUkrEnergo will make the business for supplies of
Central Asian gas to Ukraine more transparent.”® But if
anything, the questioning in Ukraine has intensified.

RosUkrEnergo was registered in Zug, Switzerland on 22"
July 2004: four days later, Presidents Putin and Kuchma
met in Yalta and oversaw the signing of contracts between
the new Gazprom and  Naftohaz.3%
RosUkrEnergo is different from previous intermediary com-
panies in one important way: Gazprom, which had never
owned shares in Eural Trans Gas, owns half of
RosUkrEnergo through an Austrian firm called ArosGas
Holding AG, which is owned by Gazprombank.3*?

company,

The other half of RosUkrEnergo is owned by another Aus-
trian company, CentraGas Holding AG, which is a wholly-
owned subsidiary of Raiffeisen Investment.**® Wolfgang
Putschek, an executive at Raiffeisen Investment, told Global
Witness that his company was managing the CentraGas
shareholding on behalf of ‘a consortium of Ukrainian busi-
nessmen and companies, very knowledgeable in the gas
trading business, very well-connected in the Ukraine.” He
said these were people who ‘know about the local back-
ground, local politics’ but do not want to be named. All I
can say,” Putschek added, ‘is that everyone we have con-
tractual obligations with has undergone the strictest com-
pliance [procedures]’.?*

Raiffeisen Investment’s Wolfgang Putschek represents a mysteri-
ous consortium of investors who refuse to be named. ww.gazorom.ru
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Putschek told Global Witness that RosUkrEnergo was regis-
tered in Zug for tax reasons. The rate for multinationals
there is a comparatively low 13%. Putschek added that Raif-
feisen Investment was involved because of its ‘extremely
good knowledge of the Eastern European market’ and be-
cause of what it brought to the table in making ‘the struc-
ture more transparent’.*”’ He added that Raiffeisen Invest-
ment provided financing for the company and also made
investments, notably in gas fields in Russia. He said that
Raiffeisen Investment was looking for an investor who may
enter RosUkrEnergo at a future date, and that talks had
been conducted in this regard with British firm Centrica,
though these had been put on hold in mid-2005 because of
the political situation in Ukraine.*’!

Putschek told Global Witness that RosUkrEnergo was not a
transit company, as Eural Trans Gas had described itself,
but a trading company dealing with what he described as
coordination and strategic issues in Ukraine. According to
Putschek, Gazprom is the controlling force in
RosUkrEnergo: the Russian company needed a reliable way
to get gas from Turkmenistan to customers in Ukraine.
Gazprom buys the gas directly from Turkmenistan, he said,
and transports it to the Russian-Ukrainian border.
RosUkrEnergo then buys the gas from Gazprom and resells
it to Ukraine, Poland, Slovakia and Hungary.

But why involve RosUkrEnergo at all? Why didn’t Gazprom
just sell the gas directly to Naftohaz Ukrainy, the Ukrainian
state oil and gas company? Offering what he described as
his own personal interpretation, Putschek said this was be-
cause Gazprom found it difficult to work directly with the
Ukrainians; there had been problems with non-payment of
debts on the Ukrainian side that had led to accusations
from both sides: ‘Gazprom just decided that they didn’t
want to deal with this particular case of business and so
subcontracted it to partners who knew about the local back-
ground, local politics, who knew how to handle local gas
trading in the Ukraine.” Yet Gazprom’s chairman, Alexei
Miller, stated on Russian television in January 2006 that
‘Russia has said several times over that it would be right if
the founders of this joint enterprise [RosUkrEnergo] were
to be Gazprom and Nafto[h]az Ukrainy. %

The management of Naftohaz also seems to think that the
Ukrainian state, rather than private investors, should be
controlling Ukraine’s share of RosUkrEnergo. In an inter-
view with Gas Matters in July 2005, Oleskei Ivchenko stated
that he wanted Naftohaz to buy into RosUkrEnergo: ‘If
Ukraine becomes a real owner of the structure that man-
ages the [gas supply] contract, then that scheme [with
RosUkrEnergo] can continue. If not, then we will look for

Very open, very very transparent
Raiffeisen’s Wolfgang Putschek>%*

ways of changing it.*® But even if both Gazprom and
Naftohaz support this idea, the fact is that, for reasons un-
known, Naftohaz has not become a shareholder in
RosUkrEnergo.

Was Gazprom right to give up half the revenues from this
business to Raiffeisen Investment and its unknown in-
vestors? Putschek suggested that Global Witness ask
Gazprom, adding: ‘Obviously they [Gazprom] decided that
this 50% was a fair share to give to these partners.’** Global
Witness wrote to Gazprom in December 2005, asking this
and many other questions. Gazprom is yet to reply.

Who'’s behind CentraGas?

As with Eural Trans Gas, the intermediary role played by
RosUkrEnergo appears to be highly profitable. Putschek
told the Moscow Times in January 2006 that the company
had made US$500 million in 2005, and that the figure
could increase in 2006 due to the new contract signed in
January that granted RosUkrEnergo a major role in the
Ukrainian gas sector.’’s Putschek told Global Witness that
the money would remain in the company to be invested in
gas fields and renovation of gas pipelines, including the
Central Asia-Centre pipeline, the pipe that runs from Turk-
menistan to Ukraine.*’ It is unclear whether work on this
by RosUkrEnergo has begun, and how much money has
been invested in it so far. With big profits likely to be made,
attention has understandably focused on who ultimately
owns CentraGas and how it came to own half of
RosUkrEnergo.

As in the case of ETG, Russian and Ukrainian officials have
offered conflicting opinions about whether the Russian or
Ukrainian side was responsible for creating RosUkrEnergo.
Gazprom spokesman Denis Ignatyev told the Financial
Times that it was the responsibility of Ukraine to screen the
owners of CentraGas: ‘If the [Ukrainian] government signs
something saying these are our representatives, we don’t
ask further questions.” He added that Gazprom probably did
know who these people were, but would have no right to
disclose their identities.*

After RosUkrEnergo was contracted to supply gas to Ukraine
following the January gas crisis, Ukraine’s president, Viktor
Yushchenko, speaking on television in January 2006, as-
serted that Gazprom created RosUkrEnergo. He admitted
that he did not know who stood behind the CentraGas



shareholding in RosUkrEnergo, even though the company
had become the sole supplier of gas to his country: ‘They
may have been Ukrainians but I really don’t know who these
people are. When it was set up two years ago, the founders of
RosUkrEnergo could have been anybody... anybody.’**

Russia’s President Vladimir Putin had a different take. Asked
by a Spanish journalist in January 2006 who was behind
RosUkrEnergo, he said: Ask Viktor Yushchenko. Gazprom
has a 50% stake and the Ukrainian side has 50%. I said to
Viktor Yushchenko, “we would welcome it if your 50% is
held directly by Naftohaz Ukrain[y] [the Ukrainian state
company]. But this was not our decision. It was the Ukrain-
ian side’s decision. Who the names are behind the 50% stake
held by Raiffeisen Bank, I don’t know any more than you do
and Gazprom does not know either, believe me ... It was
they [the Ukrainian side] who proposed that RosUkrEnergo
supply gas to Ukraine instead of Gazprom. We agreed.’*!

It seems strange that Russia would not know who owned
the other half of RosUkrEnergo, since the implication
would be that Gazprom has gone into business, in a prof-
itable and economically strategic field, without knowing
who its business partners are.

When Global Witness turned to Putschek in March 2006 for
clarification on some of his statements concerning Centra-
Gas, he agreed to a phone conference arranged via Centra-
Gas’ PR firm, Merlin Corporate Reputation Management.
The firm asked to see the questions in advance. After receiv-
ing the questions, Merlin wrote to Global Witness saying
that Putschek had nothing further to add to his earlier inter-
views. However, Merlin did give Global Witness a statement
concerning CentraGas’ involvement in Ukraine: ‘CentraGas
is firmly behind the development of a liberalised, competi-
tive and market-based system of gas supply and distribution
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in and around Ukraine. The process that has taken place
over the last few months is part of a challenging, but neces-
sary  transition pricing
mechanism.”! Global Witness does not see how this com-
mitment to a liberalised and competitive Ukrainian gas mar-
ket can be squared with CentraGas’ resolute refusal to name

towards a market-based

its ultimate owners.

A conflict of interest? Ukrainian officials and
RosUkrEnergo

There is something opaque and unexplained in the rela-
tionship between RosUkrEnergo and Naftohaz Ukrainy, the
Ukrainian state oil and gas company. When RosUkrEnergo
was set up in July 2004, a report on Gazprom’s website
said that: ‘The company will be managed by a coordination
committee representing Gazprom, Naftohaz Ukrainy,
Gazprombank and Raiffeisenbank.’’®* RosUkrEnergo’s
managing director later said that this committee ‘takes all
the major decisions’ for the company.** But why would
Naftohaz have been represented on this committee, given
that the Ukrainian half of RosUkrEnergo was not con-
trolled by the Ukrainian state but by a group of private
Ukrainian investors?

Global Witness has seen a document showing that two top
Naftohaz officials were in fact appointed to the committee,
but it was not the Ukrainian state that put them there. The
document is a record of the minutes of RosUkrEnergo’s in-
augural meeting on 29" July 2004: all of its significant
points have been confirmed by other sources. The docu-
ment lists the names of the eight members of the commit-
tee. Four of the eight are senior people from Gazprom or
Gazprombank, which makes sense given that the Russian
company owned half of RosUkrEnergo, via ArosGas
Holding.*'>

RosUkrEnergo’s Chuichenko (left) and Palchikov: the first speaks for Gazprom, but whom does the other serve? ar/sergei supinsiy
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The record also shows that four people were nominated by
CentraGas Holding, a private company, to be on the coordi-
nation committee. 46 One of them is Putschek himself, an
executive of CentraGas. Two other names are those of Yuri
Boiko and Thor Voronin. At the time the committee was set
up they were the chairman and deputy chairman, respec-
tively, of Naftohaz Ukrainy, the Ukrainian state oil and gas
company. So what were two such senior public officials do-
ing on a key committee of a private company, at the behest
of private investors? The conflict of interest is clear.

Global Witness has been unable to answer this question be-
cause neither Boiko nor Voronin has responded to repeated
requests to comment on this document and its implica-
tions. Following the revelation of the document in early
2006, Global Witness asked Putschek about Boiko and
Voronin’s role on the committee: Putschek declined to
comment. He agreed to talk to Global Witness again in
March 2006 but after being sent a list of questions, includ-
ing a question on Boiko and Voronin, CentraGas’ PR com-
pany replied that: ‘They [Putschek and his colleagues] have
done their best to answer all these points, and that they
have nothing further to add to their responses.’

Both Boiko and Voronin are no longer on RosUkrEnergo’s
coordination committee, according to Ukraine’s prime
minister, Yury Yekhanurov. In January 2006, he told a press
conference that he had seen a letter from RosUkrEnergo,
dated June 2005, which stated that Voronin had left the
committee.”'” The timing of this letter would have coin-
cided with the announcement of a Ukrainian criminal in-
vestigation into RosUkrEnergo (see section: The Ukrainian
criminal investigation that never was?). The prime minis-
ter added that a similar letter existed for Boiko, though he
himself had not seen it. %!

The situation is further complicated by the internal politics
of Ukraine. Both Boiko and Voronin were fired from Nafto-
haz at different times in 2005 after the Orange Revolution,
which brought Viktor Yushchenko to power.*” Yet at some
point later in the year, Voronin was rehired as Naftohaz
deputy chairman.*?’ As far as Global Witness can ascertain,
Voronin's rehiring was not announced, but a source familiar
with the company told Global Witness that Voronin was re-
hired sometime after September 2005, when President
Yushchenko dismissed his former ally, Yulia Tymoshenko,
as prime minister.**! Voronin’s rehiring would have implica-
tions for the investigation into RosUkrEnergo, and the ne-
gotiations with Russia in early 2006 which saw
RosUkrEnergo become the sole supplier of Turkmen gas to
Ukraine. The head of Naftohaz, Oleksiy Ivchenko, said in
January 2006 that Voronin had been involved in talks be-

If you want to look at the internal structure
of RosUkrEnergo, once again, it’s not a
secret
Wolfgang Putschek*”

tween Russia and Ukraine in late 2005.%2 The fact that, in
early January 2006, RosUkrEnergo was granted a conces-
sion to supply large amounts of Turkmen gas to Ukraine
can only raise questions concerning Voronin’s earlier in-
volvement on RosUkrEnergo’s coordination committee.

The fourth of the CentraGas nominees to the coordination
committee is a name that featured prominently in the story
of Eural Trans Gas: Robert Shetler-Jones.

The fourth man: Robert Shetler-Jones

The RosUkrEnergo document reveals that the fourth man
on the Ukrainian side of the company’s original coordina-
tion committee was Robert Shetler-Jones. This was con-
firmed in June 2005 by Raiffeisen’s Putschek, speaking to
Global Witness. His inclusion on the committee seems at
odds with original press reports that stated the committee
consisted of officials from Gazprom, Naftohaz Ukrainy and
Raiffeisen. As a private businessman, it is not clear how
Shetler-Jones would represent the interests of any of these
entities.

Global Witness asked Putschek whether Shetler-Jones was
part of the mysterious consortium of businessmen who
own CentraGas and are represented by Raiffeisen Invest-
ment. Putschek would neither confirm nor deny whether
Shetler-Jones was part of this consortium; this topic was off
limits because the individuals did not want to be revealed,
he said. He went on to explain Shetler-Jones” involvement
on RosUkrEnergo’s coordination committee by saying to
Global Witness, ‘he knows what went on in the past and
can talk to Gazprom about this,” adding that his perfect
Russian language skills were a key asset in such a complex
business: ‘He’s bilingual’.*?

At Global Witness’ meeting with Putschek in late June 2005,
he said that Shetler-Jones was being replaced on the commit-
tee, though he was unclear as to whether this had been
achieved: ‘He was... actually yes... he was on the coordina-
tion committee, he will be removed, he was removed, I don’t
know if he has been formally removed, but definitely the de-
cision has been made to replace him with someone from
Raiffeisen.” This was because, according to Putschek,
Shetler-Jones was not needed anymore, following the com-
pany’s initial ‘transition period’. In a phone interview con-
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ducted by a Global Witness contact a week after our meeting
with him, Putschek stated that Shetler-Jones had voluntarily
quit and that Raiffeisen was suggesting a new representative
to Gazprom.** In a third interview at the end of July 2005,
Putschek stated to Global Witness that Shetler-Jones had left
the committee ‘months ago’.*”> Global Witness wrote to
Shetler-Jones for clarification on his work for RosUkrEnergo.
Via a letter sent by his associate David Brown, Shetler-Jones
said he would not be answering our questions.

As noted above, there is some evidence that Voronin and
Boiko stepped down from RosUkrEnergo’s coordination
committee in June 2005. Global Witness met Putschek at
the end of June 2005 and spoke to him again in July. The
coordination committee was discussed in both conversa-
tions, but at no point in his conversations with Global Wit-
ness did Putschek mention that Boiko and Voronin had
been on the committee and had apparently been replaced
just weeks before. He said in late June: ‘Each of the parties
brings four people to the committee ... four people repre-
senting Gazprom ... and then there are four people from
Raiffeisen — one of them is me, one is them is our resident
director in Moscow, one of them is directing Raiffeisen Zen-
tralbank — and the fourth we will have to agree with
Gazprom,’ following Shetler-Jones’ departure.*?%

Links between RosUkrEnergo and Eural Trans
Gas

Putschek told Global Witness in June 2005 that he knew lit-
tle about Eural Trans Gas, the company which had pre-
ceded RosUkrEnergo. He said: ‘What we see now is a transi-
tional phase. We have the old ETG structure and I know
practically nothing about it as I was never involved. But I
did have all the contracts to the end of 2005."%*

Investigations by Global Witness show, however, that there
are actually many links between RosUkrEnergo and ETG
and it seems strange that Putschek claims to know ‘practi-
cally nothing’ about ETG. One link is through DEG Han-
dels, the Austrian company which, as described earlier, was
one of the shareholders in ETG. Austrian corporate records,
accessed by Global Witness in early 2006, give the Vienna
address of DEG Handels as 12 Loewelstrasse, Floor 2/9. This
is also the address of CentraGas Holding, which owns half
of RosUkrEnergo.

One of the executives of DEG Handels is listed in Austrian
corporate records as Sabine Penkler, who is also on the su-
pervisory board of a company called Ostchem Holding AG,
which is registered at the same address in Vienna: 12
Loewelstrasse, Floor 2/9.%28 Putschek is a manager of a com-

The registered Vienna office of Centragas & Zangas. And DEG Han-
dels. And Ostchem Holding. And Citel. And UKrinvest. cioa winess

pany called Ostchem Trading, registered in Zug, Switzer-
land. Apart from Putschek, this company’s management
(geschaeftsfuehrung in German) is listed as Ostchem Hold-
ing AG and a man called Lars Haussmann,*?® an accountant
who was RosUkrEnergo’s sole director before the company
appointed two managing directors in November 2004.4%
Ostchem Trading’s business is listed as ‘pharmaceutical pro-
duction trade with chemical products’. As noted above, vari-
ous people associated with RosUkrEnergo’s predecessor
ETG have also been involved in the chemical industry.

There are other links between RosUkrEnergo and the group
of British businessmen connected to ETG besides Robert
Shetler-Jones’ stint on the RosUkrEnergo coordination
committee. One of the prokurists (German for ‘authorised
signatory’) for CentraGas Holding is David A.H. Brown,
Shetler-Jones’ fellow-director at Denby Holdings which, as
noted earlier in this report, was an indirect shareholder in
Eural Trans Gas. Putschek told Global Witness that Brown
assisted RosUkrEnergo in legal matters concerning the pur-
chase of gas fields. Howard Wilson, who featured earlier in
this report as a director of JKX Gas, another ETG share-
holder, is also a prokurist for CentraGas. Putschek told
Global Witness in July 2005 that Robert Shetler-Jones was
no longer involved with RosUkrEnergo, though he added
that his associate David Brown was still involved.*!

Two other companies that have been registered at the same
Vienna address as CentraGas and DEG Handels — 12
Loewelstrasse, floor 2/9 — are Ukrinvest Holding and Citel
AG. David A.H. Brown, Howard Wilson and a man named
Charles Treherne are all listed as board members for both
companies.**? Treherne is another associate of Shetler-
Jones and David Brown at Denby Holdings; he is also listed
as a board member of Ostchem Holding.

A Global Witness contact went to 12 Loewelstrasse in Vi-
enna and discovered that currently two companies share
this office: CentraGas Holding AG and ZanGas Hoch-Und



Tiefbau GmbH. ZanGas features David Brown as a board
member*® and was contracted in 2005 to build a gas
pipeline in Turkmenistan, for which ZanGas was to be paid
in gas, according to Turkmenistan’s state website.*3*

Another figure to reappear from the ETG story is Oleg
Palchikov, who formerly headed the Moscow branch of the
company. A document seen by Global Witness shows that
Palchikov was appointed a co-director of RosUkrEnergo in
November 2004,%> representing CentraGas. His co-director

The British Connection
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is Konstantin Chuichenko, who is head of Gazprom’s legal
department** and represents Gazprom’s 50% interest.

Putschek told Global Witness that Eural Trans Gas did not
have any bank accounts with Raiffeisen Bank: ‘What is true
is that ETG applied for a bank account but it was turned
down.”®¥” Global Witness later saw a document indicating
that one of ETG’s bank accounts was at Raiffeisen Bank in
Budapest. Having been told this by Global Witness,
Putschek said that he would have to check to see if such a
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bank account existed, but added that if one did, it would not
have held a lot of money.*® After its opening two transfers,
this account contained US$5.76 million on 12% March
2003.4%

In September 2003, before RosUkrEnergo came into exis-
tence, Raiffeisen Investment bought a 54% share of Rivnea-
zot, a Ukrainian factory that produces mineral fertilisers
and other products.”® According to an online annual re-
port, two of Rivneazot’s board members are Alim Sver-
gunenko and Aleksandr Shuklin.*! These two men also
work for Nitrofert, whose chairman is Dmytro Firtash, ac-
cording to its website.**? Firtash was the man who got Is-
raeli lawyer Zeev Gordon to register ETG, according to the
latter. Global Witness asked Putschek in 2006, via Centra-
Gas’ PR firm Merlin, if Raiffeisen Investment had purchased
Rivneazot on behalf of Firtash, or had any other business
relationship with him. The executive declined to answer
questions through Merlin. In an interview in June 2005,
Putschek had told Global Witness that Raiffeisen had no
business with Highrock Holdings, the Cypriot company di-
rected by Firtash.**

It was noted earlier in this report that ETG was indirectly
controlled, after April 2004, by Dema Trustees and Dema
Nominees of Cyprus, which also owned a chemicals com-
pany called ACI Trading. The latter’s clients included Fir-
tash’s Nitrofert and Shetler-Jones’ Krymsoda plant, as well
as Rivneazot.*** ACI Trading also had a banking relationship
with Raiffeisen Zentralbank, the parent of Raiffeisen Invest-
ment: ACI Trading’s records show a ‘charge on deposit’ of
the amount of U$27,000,000, with the Austrian bank as the
beneficiary.**

The Ukrainian criminal investigation that never
was?

In June 2005, the Ukrainian Security Service, which was
then headed by Oleksandr Turchynov, an ally of then-prime
minister Yulia Tymoshenko, launched a criminal investiga-
tion into Eural Trans Gas and RosUkrEnergo. Tymoshenko
went so far as to call RosUkrEnergo a ‘wart on the body of
the Naftohaz company’ on Ukrainian television.4

The investigation was confirmed by the Security Service’s
press secretary Marina Ostapenko, who said to the Moscow
Times in June 2005: ‘[The Security Service] is currently in-
vestigating a number of criminal cases in the fuel and en-
ergy complex ... As part of this investigation, the service
has launched a probe into former and current intermedi-
aries involved in deals supplying gas from Turkmenistan to
Ukraine, including into their possible ties with international

organised crime groups.”" In August, Naftohaz spokesman
Dmitry Marunich told the Moscow Times that the Security
Service had recently searched Naftohaz’s offices, and that
the search was related to the company’s former manage-
ment.*® The investigation also seemed to provoke a large-
scale purge of top government officials in Turkmenistan
(see above section: Chaos al the Central Bank) after the
Ukrainian security service had turned to its Turkmen coun-
terpart for information concerning possible money launder-
ing in Turkmenistan from gas-transportation schemes, ac-
cording to Turchynov.**

In September 2005, Viktor Yushchenko sacked his govern-
ment, including Prime Minister Yulia Tymoshenko. Her po-
litical ally, Turchynov, who had launched the investigation
into the intermediary companies, resigned. Political ana-
lysts cited the in-fighting between Tymoshenko and the
head of the Security and Defence Council, Petro
Poroshenko, as one of the reasons for Yushchenko’s ac-
tions, though other reports suggested that the investiga-
tions themselves were causing friction within the cabinet
and amongst the president’s aides.

Following his resignation from the post of security chief,
Turchynov told Global Witness in January 2006 that he
had written to Yushchenko, stating that RosUkrEnergo
posed a dangerous threat to Ukraine’s energy security, but
his concerns were ignored. He had previously told Ukrain-
skaya pravda in September 2005: ‘I have to say that as
soon as the SBU [Ukrainian Security Service] started inves-
tigating this scheme, it came under pressure ... I had a
conversation with President Yushchenko himself. He ac-
cused me of persecuting his people, he said the SBU was
working against his team. I explained to him that we were
working against criminals, not against his team.**

Ukraine’s Tymoshenko does not like the gas deal.




Turchynov added that he received a telephone call from
one of Yushchenko’s aides, Oleksandr Tretyakov, asking
him to halt the investigation.

Tretyakov denied this allegation in a later interview with
Ukrainskaya pravda in which he said: ‘I didn’t call him
even once concerning RosUkrEnergo. Oleksandr Valenti-
novich [Turchynov] is an experienced politician and a
strong person. I could not pressure him while he was head
of Ukraine’s state security service! As assistant to the presi-
dent, I don’t have any means to put pressure on him.*! In
the same interview Tretyakov denied having any shares in
RosUkrEnergo.

Following Turchynov’s dismissal, one of his assistants,
Thor Dryzhchany, took over as the head of the Security
Service. Global Witness called the Security Service in Feb-
ruary 2006 to ask about the progress of the investigation
and was surprised to be told that there had never been
such an investigation. The person who said this to Global
Witness was Maria Ostapenko, the press secretary of the
Security Service and the very same person who had spo-
ken about the investigation to the Moscow Times eight
months previously.*?

Had Turchynov gone outside his remit as security chief in
launching an investigation of RosUkrEnergo? Or is it possi-
ble that, after the January 2006 deal between Russia and
Ukraine which put RosUkrEnergo in an even stronger mar-
ket position than before, there were powers within Ukraine
who wanted the criminal investigation to be stifled?

Turchynov’s allegations and their rebuttal

While he occupied the position of Ukrainian Security Ser-
vice head, Oleksandr Turchynov made it clear that in his
opinion intermediary companies posed a threat to Ukraine’s
energy security. In an extensive interview with Zerkalo
nedeli in June 2005, he stated: ‘The presence of this mid-
dlemen structure looks strange, given that there exists a
fairly strong state company, Naftohaz Ukrainy.” He went on
to express concern over the intermediaries’ barter deals:
‘There were serious abuses, including ones engendered by
the process of barter payment for Turkmen gas’ and high-
lighted the fact that, ‘activity on such a scale could not have
been carried out without authorization at the highest state
level both in Ukraine and in the Russian Federation.’*5

In another interview with the Financial Times conducted
during his time as security chief, Turchynov stated that part
of the investigation concentrated on whether a man named
Semion Mogilevich was behind such companies as
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RosUkrEnergo. Mogilevich is a controversial Ukrainian
businessman, formerly resident in Budapest, now in
Moscow, who is currently wanted by the United States au-
thorities in connection with an alleged fraud scheme set up
in America.”* Turchynov stated: ‘The surname Mogilevich
isn’t in the [gas trade] agreements or in the ownership doc-
uments [of the companies involved] but there are many in-
dications that a group of people under his control could be
involved.’*%

Mogilevich’s lawyer, Zeev Gordon, told Global Witness in a
phone interview in August 2005 that people often used the
name of his client to ‘discredit things” and ‘break contracts’
— that is, to inaccurately associate him with particular busi-
ness deals in order to try and create controversy about
them. Gordon said that Mogilevich was not involved in any
way with companies used to transport Turkmen gas to
Ukraine and added in a second interview that he thought
that talk of an investigation had been intended to create a
political effect: ‘the announcement was more important
than the investigation.’ *°

Gordon stated in August 2005 to Global Witness that,
though Mogilevich knows Dmytro Firtash, the man who
had got Gordon to register Eural Trans Gas, he was not fa-
miliar with what business, if any, they had together. How-
ever, he added that Mogilevich had assured him that he was
not involved in ETG or RosUkrEnergo.” Wolfgang
Putschek told Global Witness that his company had not
been approached by any investigators and that the investi-
gation was purely political. He stated that Mogilevich was
not involved in RosUkrEnergo, and all ultimate owners had
undergone the strictest compliance.”®® Global Witness
asked Putschek in 2006 what these ‘compliance’ procedures
involved. Putschek’s PR firm Merlin wrote to Global Wit-
ness saying that Putschek had nothing further to add to
previous answers he had given.

Former chairman of Naftohaz Ukrainy, Yuri Boiko, who
signed the ETG and RosUkrEnergo contracts on behalf of
Naftohaz, defended the deals on Ukrainian television in Au-
gust 2005. He stated: ‘We received the gas on time and it
was the cheapest.”* In the same interview he accused his
critics of pursuing personal interests in attacking him.
Boiko is now involved in Ukrainian politics, forming the
‘Republic Party of Ukraine’ in 2005.

When Gazprom’s chairman Alexei Miller was asked by a
British journalist about the criminal investigation of
RosUkrEnergo in June 2005, his rather terse reply was: ‘If
someone in Ukraine wants to go fishing in murky waters
then let them — in the Ukraine.’*%
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The gas dispute, January 2006

On New Year’s Day 2006, Russia cut gas supplies to Ukraine
in a highly publicised move that followed Ukraine’s refusal
to meet a sharp hike in gas prices. As a result, various coun-
tries around Europe experienced a loss in gas supply. Inter-
national media concentrated on the issue of European en-
ergy security and its reliance on Russia. The stand-off was
resolved on 4™ January, when Gazprom and Naftohaz
signed a supply agreement that gave a major role to
RosUkrEnergo. The company was contracted to buy 41 bil-
lion m® of Turkmen gas from Gazexport at an undisclosed
price and 17 billion m?® of Russian gas at US$230 per 1000
m?. The contract also stipulated that RosUkrEnergo would
sell to Ukraine 34 billion m? of gas at US$95 per 1000 m? in
2006. The contract was signed by the chairmen of Gazprom
and Naftohaz, Alexei Miller and Oleksiy Ivchenko, and the
managing directors of RosUkrEnergo, Oleg Palchikov and
Konstantin Chuichenko.

Without Russia, Ukraine can only meet a third of its gas
needs from domestic sources. With this in mind, did the
chairman of Naftohaz have the authority to sign an agree-
ment giving a monopoly on gas imports to a private com-
pany? This was the question raised by many commentators

The founders of RosUkrEnergo could have
been anybody... anybody
Ukrainian President Viktor Yushchenko®”

in Ukraine following the agreement. The question is partic-
ularly acute when the company concerned has refused to
disclose its ultimate beneficiaries and was possibly, accord-
ing to former security chief Oleksandr Turchynov, the sub-
ject of a criminal investigation.

The contract itself, which is less than two pages long, also left
many unanswered questions. Firstly, it seemed to override an
existing contract between Ukraine and Turkmenistan, which
was supposed to operate until the end of 2006. It is unclear
what formula has been used to produce a price of US$95 per
1000 m? for gas sold to Ukraine, when Turkmenistan sells the
same gas to Gazexport for US$65: there is presumably a
transportation cost but no details about this have been made
public. It is also unclear whether any of the more expensive
Russian gas would make its way to Ukraine. Naftohaz chair-
man Oleksiy Ivchenko has stated that none of this gas would
be sold to Ukraine.®> However, former prime minister Yulia
Tymoshenko highlighted the fact that the 34 billion m?® of
Turkmen gas to be sold to Ukraine by RosUkrEnergo would
not be enough to fulfil Ukraine’s energy demands.*®® The lack
of clarity over pricing and volumes is deeply troubling be-
cause without knowing exactly where the gas is coming
from, it is not possible to work out what the ultimate cost of
the gas deal will be for Ukraine.

Furthermore, the contract’s operational term is only six
months, with the possibility that gas prices may rise later in
the year. RosUkrEnergo stated that the agreement can be
renegotiated, depending on what happens to gas prices.*®*
However, Naftohaz spokesperson Dmitri Marunich insisted
that the price is set for five years at US$95.%5 Turkmenistan
may well decide to seek higher prices for its gas, judging by
comments by President Niyazov, which would result in a
knock-on effect of still higher costs to Ukraine. In effect, the
agreement does not guarantee any security for any substan-
tial period of time.

Global Witness contacted Raiffeisen’s Wolfgang Putschek in
February 2006 in order to clarify the issues raised by the
new contract. CentraGas’ PR firm responded that Putschek
did not want to comment further.

Once again, both Naftohaz and Gazprom rely upon an in-
termediary to supply Turkmen gas to Ukraine. Gazprom
now controls 50% of the latest company, RosUkrEnergo. Yet
despite declared intentions to the contrary, Naftohaz has
neither rid Ukraine of the use of an intermediary in its gas
supply from Turkmenistan, nor acquired a share in such a
company. Instead, as Global Witness goes to press, Nafto-
haz has granted RosUkrEnergo even more of a share of its
market.
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Protesters’ banners ask if the gas deal has bankrupted the Orange Revolution. arrsergei supinksy

RosUkrEnergo & Naftohaz create a joint venture

On 2™ February 2006, Naftohaz Ukrainy issued a press re-
lease stating that a joint venture named UkrGazEnergo had
been created between Naftohaz and RosUkrEnergo.*®® A
Russian oil and gas industry paper reported that Gazprom
deputy chairman Aleksandr Ryazanov was appointed its
chairman.*¢

This new company would be in charge of supplying natural
gas in Ukraine’s internal markets. This enterprise therefore
places more income that was formerly going to the state via
Naftohaz into the hands of RosUkrEnergo, a company half-
owned by a group of unnamed Ukrainian businessman and
companies. Gazprom benefits through its 50% ownership of
RosUkrEnergo.

With so much confusion concerning the new contract, the
gas prices and how long they are guaranteed for, the fate of
Ukraine’s energy supplies depends on Gazprom and the
mysterious men who control the other half of RosUkr-
Energo. With Turkmenistan’s erratic President Niyazov
likely to demand higher prices and the threat that Russia
may assert its dominance once again, Ukraine faces a diffi-
cult future and some troubling questions about the gover-
nance of its gas trade.

As described earlier, there have been conflicting views about
the commercial benefits of these arrangements. Some
Gazprom shareholders and industry analysts have criticised
them on the grounds that Gazprom has been giving away
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chunks of its business to others. Another expert view is that
such arrangements help to negotiate the volatile conditions
of the gas business and the complex relationship between
Ukraine and Russia. Israeli lawyer Zeev Gordon, the man who
registered Eural Trans Gas, speaking to Global Witness as an
interested observer of the RosUkrEnergo situation in Febru-
ary 2006, said that the trade could not work without a mid-
dleman who can guarantee that Ukraine pays for its gas, and
who should be entitled to big profits for taking on the risk of
this guarantee: ‘If someone is risking [big money] they are
expecting therefore to have big profits. There is no other way
to make these deals, this is what I understand ... But when
you are not in power, you can knock down any plan.’#6#

Naftohaz Ukrainy’s current management policy originally
seemed to be against such intermediaries. In June 2005, the
head of Naftohaz, Oleksei Ivchenko, stated that intermedi-
ary companies such as RosUkrEnergo would be a thing of
the past: ‘You know the position of NAK [Naftohaz] is clear
and understood and transparent. We consider that there
should be no intermediaries in relations between NAK
[Naftohaz] and Turkmenistan, between NAK [Naftohaz] and
Russia’s Gazprom. We are perfectly capable of handling
these relations independently and directly.’#6

The people of Ukraine thus have a right to know why Nafto-
haz has yet to rid itself of an intermediary in its gas import
system or why, if one needs to exist, Naftohaz has yet to buy
into this structure. If this proves impossible, it is not only in
Ukraine’s interest but that of Europe as well, that the undis-
closed 50% ownership of RosUkrEnergo be finally revealed.
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Conclusion: Plus ¢ca change, plus c’est la méme chose?

Over a quarter of Europe’s gas comes from Turkmenistan and Russia. ressiringer

The transit of gas from Turkmenistan to Ukraine has, for
the last 15 years, been characterised by opacity surrounding
a complex web of intermediary companies with largely un-
known beneficiaries and high-level decisions made in Rus-
sia and Ukraine whose economic justification is often un-
clear. These intermediary companies have come out of
nowhere, parlaying tiny amounts of start-up capital into bil-
lion-dollar contracts of vital economic consequence to Rus-
sia and Ukraine.

Turkmenistan earns huge sums from gas exports, most of
which ends up not in the national budget, but overseas,
controlled by its increasingly despotic President Niyazov,
while the public services of his country deteriorate and his
people slip into deeper poverty. Given the risks of instability
in Central Asia and the region’s geostrategic importance, it
seems extraordinary that an out-of-control dictator should
be able to prop up his personality cult with the willing sup-
port of European gas buyers, European exporters and Euro-
pean banks. It is time for Europe to stop sitting on its hands
and think about such measures as revising banking laws,
for example by tightening the due diligence requirements
for politically exposed persons who wish to become bank
customers, to stop dictators like Niyazov from using the
European financial system as a convenient piggy-bank.

Gazprom, the major corporate player in this cross-border
trade, has repeatedly promised greater transparency, yet a
group of unidentified Ukrainian businessmen continues to
play a central role in Central Asian gas transport. At a time

when Gazprom is planning to expand its international oper-
ations, with talk in February 2006 of new pipelines to Eu-
rope and possible acquisitions in Britain, it is in everyone’s
interests that Gazprom be as transparent as possible, not
only in its own operations but also in its dealings with third
parties.

The Russian government also has an interest in promoting
transparency in the energy sector, not just because energy
security is Russia’s chosen theme for its presidency of the
G8 countries in 2006, but also to allay the fears about secu-
rity of supply that were aggravated in Europe after Russia’s
dispute with Ukraine last winter.

Ukraine remains at the heart of the controversy surround-
ing this gas trade. Information revealed in this report sug-
gests that the state oil and gas company Naftohaz Ukrainy
has been so badly managed from the tenure of Ihor Bakai
onwards that it is unable to rid itself of the use of intermedi-
aries. Instead, it finds itself becoming ever more dependant
on them. This report has shown that key figures involved in
the Eural Trans Gas deal are or have been also involved in
RosUkrEnergo, the current intermediary company whose
role in Ukraine’s gas industry is expanding.

The use of such intermediaries represents the private own-
ership of state resources, an all-too apparent story in former
Soviet countries since the fall of the Union, where natural
resources have been controlled by a select few people. Very
little information is available on these private individuals



and the qualifications they possess in controlling such fun-
damental business as a country’s energy supply.

How is it in the interests of Ukraine, or indeed of Europe, to
have such a vital country’s gas supply controlled by com-
plex and opaque private business structures? It is in the
public interest to know who exactly stands behind these in-
termediaries and who ultimately benefits from their opera-
tions. This report hopefully acts as a starting point for fur-
ther enquiries, as a step towards a more open and
accountable trading system.

Ukraine needs to establish and disclose, once and for all,
who actually owns RosUkrEnergo and permit a fully in-
formed debate as to whether it is in the country’s best inter-
ests to allow this company to occupy such a central role in
the import and internal supply of gas which, as the recent
cut-off in Russian deliveries in the middle of winter has
shown, is literally essential to Ukraine’s survival.

Endemic corruption and the mire of allegation and
counter-allegation in the 1990s has besmirched the names
of people on all sides of Ukraine’s political debate and
tainted confidence in the economic management of the na-
tion. The public is entitled to know who controls the gas in-
dustry and where and how its revenues are appropriated.
Without this information there is an obvious risk that cor-
ruption could undermine Ukraine’s democracy.

Ukrainian president Viktor Yushchenko himself is in a diffi-
cult position. He has promised to tackle corruption but in-
vestigating allegations in a sustained and serious way
could bring his government into conflict with powerful
vested interests. The relationship with Russia also remains
highly sensitive and the Ukrainian government must be
keenly aware of the possibility of another cut-off in gas
supplies from Russia. That said, the alternatives are likely
to be worse if Ukraine cannot put behind it the legacy of
misrule and financial impropriety bequeathed by former
president Leonid Kuchma by investigating any possible
improprieties in Naftohaz Ukrainy, publishing full audits of
its financial results, and adopting the principles of the best
practice initiatives like the international Extractive Indus-
tries Transparency Initiative to promote openness and
public oversight of the Ukrainian gas industry. If Ukraine is
to join the EU, it must conform to freedom of information
principles.

The intermediary companies which trade or have traded
Turkmen gas — RosUkrEnergo, Eural Trans Gas, Itera and
others — may have come into being as an attempt to solve
the problems that Russia and Turkmenistan faced in getting
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payments out of Ukraine in the 1990s. But they may simply
have created another set of problems and posed another set
of risks. It is not clear why they have to be opaque and com-
plex offshore structures, featuring unknown beneficiaries.
And the use of barter schemes led to huge debts for the
Ukrainian state but fortunes for individuals. Gazprom is es-
sential to the trade because it owns the pipelines, without
which gas cannot move from Turkmenistan to Ukraine.
Gazprom’s willingness over the years to allow the interme-
diary companies to take over some of its own markets over-
seas has never really been satisfactorily explained.

Although there is a certain amount of mutual dependency be-
tween Russia and Ukraine — Russian gas must go through
Ukraine to reach customers in the rest of Europe — the tangled
maze of companies described in this report is hardly a solid
foundation for a trade of such commercial and geostrategic
importance. Top officials from both Gazprom and Naftohaz
Ukrainy have stated on various occasions that they want the
use of intermediary companies in the gas trade between Turk-
menistan and Ukraine to come to an end: this would be a very
positive step, and should be carried out as soon as possible.

The turbulence and uncertainty of the Turkmen-Ukraine
gas trade, which is an integral part of the wider gas trade
between Europe and the former Soviet states, raises a ques-
tion for the European Union and its member states which
needs to be answered sooner rather than later: can Europe
ensure stability and good governance in the ring of coun-
tries, from Algeria in the south to Ukraine in the northeast,
which are either sources or transit zones for a growing part
of Europe’s energy supplies?

A Gazprom representative once said ‘soon we will be so
transparent you won’t even be able to see us’.*’" At the mo-
ment the opacity of the Turkmen-Ukraine gas trade is all
too visible.

‘Gas! Danger!” Europe should heed the warning. ar/sergei supinsky
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