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FOR THREE DAYS this month, Europe held its collective breath as the Russian and Ukrainian state-owned gas monopolies Gazprom and Naftogaz butted heads over the price of natural gas being shipped to and through Ukraine.

This spat ended abruptly when both sides decided that it would be better to continue to pluck the goose that lays the golden eggs rather than kill it. The issue was whether Ukraine ought to pay the average West European price for natural gas, of $230 for 1,000 cubic meters of natural gas, or continue to receive it at $50 in exchange for transit across Ukrainian territory into Europe.

Although both sides had agreed in March to move away from this decade-old barter arrangement toward the European "cash-and-carry" system, which separates the cost of the gas delivered from the transit cost, the question was how soon this should occur. Ukraine argued that any sudden transition would ravage its economy, while Russia argued that since Ukraine had decided it wanted to join the European Union, it should pay E.U. prices.

Was there a political motive behind Russia's demand? Absolutely, and like all politics it is intertwined with economics. During the Orange Revolution, current Ukrainian President (and then candidate) Viktor Yushchenko had pledged to bring Ukraine into the European Union and NATO.

As a result, Russian officials began to ask why Russian consumers should subsidize 80 percent of the cost of Ukraine's natural-gas consumption.

It certainly makes sense to do so for Belarus, since that country is committed to forming a single economic market with Russia. It might have made sense to do so for Ukraine while it was still part of the Single Economic Space project, an agreement that Ukraine, Russia, Kazakhstan and Belarus signed in 2002 to forge an Eastern Common Market.

But now that this has been abandoned, why should Russia be expected to subsidize industries that compete directly with its own? Critics note that Gazprom offers a wide variety of discounts to countries based on Russia's national interest. This is understandable, since it is a company 51 percent controlled by the state.

But they fail to notice the most interesting element of Russia's national-security strategy -- bringing energy prices to global market levels with all its partners as quickly as possible.

A good example is Belarus. Russia continues to heavily subsidize the natural gas it sells to Belarus. Rather than simply write off this cost, however, it extends to Belarus an advantageous commercial loan on the difference between the price it pays and the market price. Since Belarus is committed to joining Russia in economic and political union, this should eventually profit both industries. It has not, however, shielded Belarusian consumers from steep energy-price hikes; in fact, it has required steep price increases in Belarus. In January 2004, Russian gas suppliers briefly cut off supplies to Belarus in negotiating a higher price for gas. This was followed that February by a 28-percent increase in the cost of Russian electricity.

Western observers were in a bit of a bind about how to treat this latest spat. On the one hand, many chose to chastise Russia for using energy as a "political weapon." On the other hand, as Eric Kraus, chief strategist at the Moscow-based independent brokerage firm Sovlink, points out, "having browbeaten Russia to begin using market pricing in its exchanges, it is somewhat difficult to now complain that they are doing so."

In addition, both sides agree that moving to market prices will reduce wasteful inefficiencies and strengthen economic competitiveness as each country prepares to join the World Trade Organization.

In his last direct intervention, on Dec. 29, Russian President Vladimir Putin pointedly told Ukrainian negotiators that "in Kiev [Ukraine], Russia's representatives should not expect anything outside the market, and in Moscow our Ukrainian partners should also adopt the rules of the market . . . because only when we each feel complete independence, including economic independence, will we be able to build normal state-to-state relations."

Putin is surely right that a transition to markets would benefit both countries politically, since political disagreements would be less subject to economic blackmail. If Ukraine had been ready to pay for gas at market prices today, for example, there would be plenty of companies willing to sell to it, and it could tell Russia to take a hike.

Even international embargoes, as we know from Iraq, cannot compete with market forces.

Unfortunately, the West lost a golden opportunity to speak with one voice and call Putin's bluff, by openly endorsing his goal of moving toward market relations with its neighbors. Such a stand would have convincingly shown that Western adherence to free-market principles is not just a matter of political expediency, giving the lie to Russian claims of a double standard.

Paradoxically, it would have also helped Yushchenko in his own struggle against an entrenched bureaucracy that is fighting tooth-and-nail to delay the integration of Ukraine's energy sector into the global economy.

One could scarcely have devised a better way to demonstrate Western support for the new Ukraine, while simultaneously deflecting Russia's political ambitions and encouraging capitalism throughout the region.
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