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Introduction
PROJECT “SUCCESSOR”

East is East, and West is West,
And never the twain shall meet...
Rudyard Kipling

For almost 50 years the West Siberian petroleum province was the undisputed leader of Russian oil
and gas production, meeting the domestic and export needs of the country. Since 1964, it has yielded
more than 8 billion tons of oil; by 2020 it is expected to provide another 6 billion. Even today, with its
major fields entering the stage of declining production, the province still accounts for more than 65
percent and 90 percent of Russian oil and gas output respectively, and experts say that it is not over the
hill yet. With modern oil recovery enhancement methods, it can still feed Russia for a long time and
dominate the petroleum game.

However, the advancing maturity of its main fields inevitably raises the question of which region can
become its successor. Currently, the short list of candidates includes three possible replacements: the
continental shelf, Timan-Pechora and the East of Russia. Evidently, the continental shelf is a candidate
for a more distant future because of formidable technological challenges and enormous investment
requirements. Timan-Pechora is a hot favorite because of its huge hydrocarbon reserves, geographic
proximity to traditional Russian export markets and the fact that this region is already relatively well
developed socially and economically.

The East of Russia is more of a dark horse. First, it is unclear whether the region actually has sufficient
oil and gas reserves. Another problem is that Russia will hardly be able to repeat the breakthrough
of the 1960s-1970s, when the USSR launched the West Siberian petroleum province in a virgin land.
Russia does not have the socialist command-and-control mechanisms the USSR had at its disposal in
taking full advantage of West Siberia, and the development of East Siberia and the Far East will be even
more challenging financially, economically, technologically and socially.

Moreover, Russia’s current leadership, which is strongly focused on using the windfall profits
generated by high world oil prices to meet its short-term goals, is either unwilling or unable to efficiently
apply market mechanisms, either by providing appropriate incentives to domestic companies ready to
work in the East of Russia or by involving foreign majors in the efforts.

Also, since the East of Russia is characterized by a much more severe climate, complex geology,
lack of proper infrastructure and insufficient labor force, oil and gas production costs there will be
prohibitively high. So the creation of a hydrocarbon province in the East of Russia, which is now on the
agenda of the Russian leadership, may seem questionable in commercial terms (particularly if there is
a drop in world oil prices).

Regardless of commercial considerations, however, other critical economic, social, political and
geopolitical factors come into play with respect to the East of Russia. It is essential to stop the outflow
of population from these regions and radically improve living conditions there (though it is unclear
whether this should be done through oil and gas projects or manufacturing industries). It is necessary
to strengthen the ties between the western and eastern parts of the country, which have come to exist
almost independently, creating a threat to the integrity of the country as a whole.

In terms of strengthening the energy security of Russia, it makes sense to do several things: diversify
the export markets of Russian oil and gas, which are now predominantly focused on the stagnating
European markets; establish a foothold in the rapidly growing Asia-Pacific countries; and access US
consumers. In addition, the new “eastern vector” of Russia’s energy policy permits the country to take a
tougher negotiating position with European companies. Geopolitically, Russia needs to develop a new
type of relationship with China, since there is now serious concern that this part of Russia may turn into
a “resource hinterland” for its southern neighbor. Clearly, an energy strategy in the East of Russia will
have to cope with a tangled web of commercial, economic, social, political and geopolitical issues.
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Chapter 1

THE UNPREDICTABLE PAST

Tsarism

The mineral wealth of East Siberia and the Far East was developed through colonization of these
regions directed from Central Russia. West Siberia was conquered by Cossack forces headed by Ermak
Timofeevich in the early 1580s. During the 17th century, the Russians moved from West Siberia to the
Pacific Ocean, Kamchatka and the Kurile Islands in search of new lands, an expanded fur trade and
silver and gold deposits.

The Russians’ advance through Siberia took place along two routes. First, sailors and settlers moved
parallel to the Arctic seas to the northeastern parts of the continent; in 1648 the Cossack Semyon
Dezhnev discovered the strait separating Asia from North America. Another route went along the
southern borders of Siberia where travelers reached the Pacific Ocean.

While moving eastward, the Cossacks and settlers built fortresses that served as the basis for their
further advance to the east, with the Eniseisk fortress completed in 1619, Krasnoyarsk in 1628, Bratsk
in 1631 and Yakutsk in 1632.

Siberia was completely integrated into Russia in 1690. Peter the Great initiated the division of
the country into provinces in 1708; eight territorial units were established, including the Siberian
province. In the 19th century, the administrative division of Siberia was formalized: in 1822, the region
was divided into the Tobolsk, Tomsk, Omsk, Irkutsk, Eniseisk and Yakutsk provinces. In the 1850s, the
Kamchatsk, Zabaikalsk, Primorsk and Amursk provinces were established.

At that time, the population of the region was steadily growing. By the end of the 17th century,
some 150,000 Russians lived in Siberia. Following the construction in the mid-18th century of
the Moscow (Siberian) high road, which significantly accelerated the delivery of goods from the
European part of Russia to the east, a new stage in the development of East Siberia began. The
migration of free settlers to the Minusinsk, Achinsk and Krasnoyarsk districts, which had the most
favorable climate for agriculture, increased. The construction of the Trans-Siberian railway and the
emergence of capitalism in the late 19th and early 20th centuries in turn inspired a new outflow
of population from Central Russia to Siberia. With serfdom abolished in 1861, some 1.8 million
peasants moved to Siberia in 1861-1905. In the early 20th century, Peter Stolypin’s agrarian reform!
accelerated the relocation of peasants from the central parts of Russia - some 3.3 million people
migrated east of the Urals.

In addition to free settlers, convicts were also a significant factor fueling the increase of population
in the East of Russia beginning in the 17th century. Participants in the Decembrist uprising of 1825
were sent to Siberia, making an important contribution to the cultural development of the Irkutsk
region. In 1858, the first prisoner appeared on Sakhalin; in 1869, Sakhalin was officially declared a zone
of penal servitude. By the end of the 19th century, the exiles — criminals, people prosecuted for their
religious beliefs and revolutionaries — accounted for 23 percent of Krasnoyarsk’s population.

The Russian tsars, it bears noting, regarded the new lands as an important source of fiscal revenues
to the treasury. They were interested in preserving the solvent tax-paying population and thus pursued
a very careful policy towards their eastern vassals.

In the course of enacting various regional and city reforms, a system of local governance similar to
that prevailing in other parts of the Russian Empire was established in Siberia. In the early 19th century,
a new round of reforms was implemented in Siberia by Mikhail Speransky, who was Siberian governor
in 1819-22 and ruled Siberia from Irkutsk. Under Speransky, Siberia itself was divided into western
and eastern provinces, with capitals in Tobolsk and Irkutsk respectively. A decree passed by Speransky
reduced the supervision of the Siberian people by tsarist officials and policemen, and provided
educational opportunities for the Siberians; another decree eliminated outdated trade barriers.

However, the liberal reforms of Alexander II (1818-81), who abolished serfdom and instituted
judicial and zemstvo? reforms, largely bypassed Siberia. Alexander III was forced to admit in 1882,
shortly after his succession, that the government largely forgot this region, which is so rich and so
essential for Russia.

Not surprisingly, beliefs that can be collectively termed “regionalism” emerged and flourished in
Siberia. The “regionalists” included a group of public figures of the late 19th and early 20th centuries
who advocated the economic and cultural development of Siberia. Regional theory proceeded from
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the assumption that Siberia was a separate territory, whose interests differed from the general Russian
interests, forming the basis of the so-called “Siberian separatism.”

Despite active colonization of the East of Russia, the huge territorial expanse, scarce population,
lack of transportation infrastructure and extreme climatic conditions long hindered the utilization
of the region’s mineral wealth. By the mid-19th century, the Eniseisk region had become the biggest
gold-producing region of Russia; gold mining promoted river transportation along the Enisei and
contributed to the development of agriculture.

Socialism

Following the Bolshevik coup of 1917, the East of Russia, together with the rest of the country,
was forced to weather the Civil War, famine, infrastructural devastation, a period of New Economic
Policy in the 1920s and then comprehensive collectivization. In the 1930s, the opening of the
Northern Sea Route signaled a new stage in the development of Siberia and the Far East, based
mainly on metal mining. With this development, a division of labor among various regions of Russia
was formed whereby natural resources were produced in the east and transferred to the west of
the country, where they underwent gradual processing. A certain portion of these resources was
exported to Europe.

The Stalin regime continued to supply the regions with an ever-increasing contingent of prisoners for
Gulag labor camps. In 1934, the Jewish Autonomous Republic was created to reinforce the vulnerable
border with China and to remove dissident Jews from the center of Russia to this remote outpost. In
1939-40, some 137,000 collective farm members were also relocated to the Far East. Ethnic Germans
from the Volga region were forcibly transferred to Kazakhstan and Siberia in 1941.

World War II provided a significant impetus to the development of East Siberia and the Far East.
In the 1930s, “duplicate” enterprises were built in regions of the Urals and Siberia. More than 40
industrial enterprises evacuated from the European part of Russia were relocated to Krasnoyarsk Krai
alone. During the war, the eastern regions of Russia were commissioned to resolve the national food
problem.

After the war, the USSR created the system of so-called “closed cities,” building super-secret defense
enterprises such as Krasnoyarsk-26, the leading domestic producer of aerospace communications
systems, television, navigation and geodesy. In the 1970s and early 1980s, industrial development
focused on gigantic territorial and industrial complexes; consequently the east of the country turned
into a huge construction site. Thus in Krasnoyarsk Krai, the Kansko-Achinsk fuel and energy complex
was created, supplying the cheapest coal in Russia.

To intensify the development of East Siberia and the Far East and to speed up the use of their immense
natural resources (see box 1), it was decided in 1974 to revive the Baikal-Amur Railway project (BAM)?®.
Construction was mostly completed by 1984. It was expected that this railroad would contribute to the
creation of major territorial and industrial complexes in East Siberia and the Far East. However, the line
has remained practically idle, as there is not enough cargo to make its operation economically feasible.

Box 1.

East Siberia has about 30 percent of Russia’s coal reserves, 63 percent of its copper, 76 percent of its zinc and lead, 31
percent of water resources, 34 percent of hydropower resources, 87 percent of salt and 40 percent of timber. Lake Baikal
holds about one-fifth of the world’s fresh water.

The Far East is the country’s leader in tin reserves. The region has 23 percent of the country’s tungsten reserves and
provides over 60 percent of the country’s total output. The Far East accounts for more than 80 percent of all Russian
reserves of diamonds and for nearly 100 percent of the country’s diamond extraction. Forty percent of the national gold
reserves are concentrated in the district, which is home to the production of 55 percent of Russia’s gold. The Far East has
42.1 percent of Russia’s geological coal resources. The Far East accounts for over 35 percent of Russia’s output of forestry

products.

Not only coercive methods were applied under socialism to develop the Eastern virgin lands, it
should be noted, the USSR actively used financial incentives to lure people to this frontier. Thus the
so-called “northern coefficients” were calculated, raising salaries and wages in these regions above
the average remuneration in the Soviet Union. For another example, during the construction of
BAM, shops in nearby settlements and towns were supplied with consumer goods that were virtually
unavailable elsewhere; during the period of severe shortages of practically all essential goods, this was
a meaningful incentive for workers.



WORKING PAPERS N24 e 2007

In addition to creating territorial and industrial complexes in the East of Russia during the 1960s,
the Soviet leadership focused on the establishment of the oil- and gas-producing complex in West
Siberia. This new petroleum province replaced the Volga-Urals region that dominated domestic oil
production after WWIL. In its turn, the Volga-Urals was successor of the North Caucasus, where the
Russian oil industry was born.

In 1969, the CPSU Central Committee and the USSR Council of Ministers adopted a special Decree
On the Development of the Oil and Gas Industry in West Siberia. The unprecedented accomplishment
of the Soviet Union in West Siberia during the 1970s was based on command and control mechanisms
that created serious structural problems which plague Russia’s oil industry even now, such as:

+ highly unbalanced development

- irrational location of production facilities

- destruction of promising reservoirs via excessive flooding
- disregard for energy-saving measures

- environmental degradation

- neglect of production enhancement technologies

- lack of attention to social infrastructure

- inadequate material and technical basis

- inter-departmental isolation and rivalry

- interference by Moscow in local affairs; and so on*.

Significantly, oil industry professionals had already realized by the 1970s that it would be necessary
to find a successor for West Siberia, which was then in its prime. Demonstrating a genuinely long-term
view of the situation, Valentin Shashin, then Minister of the Oil Industry, wrote that “We face as never
before the issue of the need to discover enormous new oil provinces equal to the Volga-Urals and West
Siberia. East Siberia, the Caspian Depression, and the shelves of seas and oceans, which have enormous
potential for the growth of reserves, may be such regions. But at present we are alarmed by the fact that
the USSR Ministry of Geology is not drilling enough exploratory wells in new prospective provinces.””
An economist in the Oil Ministry wrote in 1973, “In the decade 1981-1990, a new oil region must be
created in East Siberia.”

However, these pragmatic views were disregarded by a Soviet leadership that believed the resource
potential of West Siberia was virtually limitless. Only when the first crisis of oil production hit the USSR
in 1977-78, manifested in the decline of crude output in West Siberia, was it decided to take measures
to develop new petroleum provinces’. To this end, the CPSU Central Committee and the Council of
Ministers of the Soviet Union passed resolution No. 265, dated March 21, 1979, On Intensifying Oil
and Gas Activities in East Siberia.

But the comprehensive planned development of the eastern territories went on longer than
anticipated and was never completed because of the collapse of the Soviet Union. Therefore, the
project of developing the Asian part of Russia through the creation of export infrastructure, particularly
pipelines, did not reach its natural eastern border - the Pacific Ocean.

Capitalism of the 1990s
During the 1990s, East Siberia and the Far East were forgotten by the federal authorities and no
large-scale, systematic efforts were made to develop these regions (see box 2).

Box 2.

According to Academician Nodari Simonia, in the 1990s the Russian government strongly focused on relations with
Europe and ignored the real domestic problems of East Siberia and the Far East. Numerous federal programs targeting
the East of Russia were adopted, but remained largely on paper®. Simonia claims that in the mid-1990s he reported twice
at the Security Council Scientific Board, citing the research of a group of scholars from three institutes of the Russian
Academy of Sciences (RAS) on the necessity of adopting a special approach to the region and resolving the problem of
Russia’s integration into the Asia-Pacific Region (APR). Both times the Minister of Economy replied that Russia had 89

federal subdivisions and an identical approach should be used for all of them”.

The government of Mikhail Kasyanov also ignored the problems of East Siberia and the Far East and
disregarded the Long-Term Program of Siberia’s Development that was prepared by the Siberian branch of
the RAS and supported by President Vladimir Putin.

The Energy Strategy of Russia up to 2020, approved on August 28, 2003, stressed the need to develop
hydrocarbon resources of the East of Russia where the new petroleum province would be established;
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it further held that the share of Russian oil exports going to Asia-Pacific countries would grow from the
current 3 percent to 30 percent in 2020, while that of natural gas would be 15 percent'’. This document,
however, mainly provides targets — without offering solid substantiation or any real mechanisms for
achieving them.

The weak Russian governments of the 1990s were unable to maintain stability, to say nothing of
achieving real growth, in these complex regions. During the previous decade, moreover, Russian oil and
gas companies were largely focused on privatization, stemming the production decline, streamlining
their structures and consolidating assets in other, better developed parts of the country; they regarded
activities in this practically untapped region as economically unfeasible (particularly during a period
of low world oil prices).

During the 1990s, it became increasingly clear that the energy development of East Siberia and the
Far East would be a project of an even grander scale than the West Siberian phenomenon, with greater
national, economic, political and demographic implications. To make the project viable, it would
be necessary not to limit it to the development of the oil and gas industry, but to embrace all major
resources and aspects of life in East Siberia and the Far East. Moreover, it would be essential not to
repeat the organizational mistakes of the West Siberian experience - a lack of a strategic vision and a
constant short-term focus on producing as much oil and gas as quickly as possible.

Endnotes
1 Peter Stolypin was Minister of Internal Affairs in the early 20® century. His agrarian reform envisaged replacing the communal
peasants’ ownership of land with individual private ownership. According to the decree of 1905, peasants became owners of their
land within the framework of their community. In 1906, peasants were granted the right to quit their community and to obtain
part of the land as their property. The reform also envisaged selling a portion of the state lands to peasants through the Peasants’
Bank that was also expected to grant loans to peasants to buy land. The third important element of the reform was relocation of
peasants to free lands in Siberia, Central Asia and Kazakhstan. The state provided financial assistance to migrants.
2 Zemstvo - elective district council in pre-revolutionary Russia.
3 The first attempt to build BAM was made before WW II.
4 See in greater detail: Lifeblood of the Empire. Personal History of the Rise and Decline of the Soviet Oil Industry. L. Tchurilov, I.Gorst,
N.Poussenkova, PIW publications, 1996.
5 Neftyanoye Khozyaistvo, # 3, 1974, p.4.
6 Ekonomika Neftyannoi Promyshlennosti, # 6, 1973, p.9.
7 See Th.Gustafson, Crisis Amid Plenty: The Politics of Soviet Energy under Brezhnev and Gorbachev, Princeton University Press, 1989.
8 Concept of Gas Industry Development in the Far East and East Siberia developed in 1991 by the USSR Ministry of Geology, USSR
Ministry of the Oil Industry, and the RF Academy of Sciences;
Federal Target Program for the Economic and Social Development of the Far East and Zabaikal Region for 1996-2005 and up to 2010 approved
on April 15, 1996, ordinance # 480 of the RF government;
Strategy for the Economic Development of Siberia approved on July 7, 2002, by the ordinance # 765 of the RF government.
9 Simonia, N. “Russian Energy Policy in East Siberia and the Far East.” Energy Dimension in Russian Global Strategy, ].Baker’s
Institute for Public Policy publications, Houston, 2004, p. 40.
10  Energy Strategy of Russia up to 2020, Moscow, 2003. Today, some 10-11 mln tons of oil and 7-8 mln tons of petroleum products
are delivered to APR mainly by railroad from West Siberia and Sakhalin (less than 100,000 tons of oil are exported from Yakutiya
and East Siberia). See: “Energy Vector of Russia’s Eastern Geopolitics.” Ekonomika, Moscow, 2006 p. 126.
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Chapter 2

THE UNFORESEEN PRESENT

The challenges Russia faces in developing the energy resources of its Eastern regions are much more
formidable than those encountered in the Western part. They stem both from the socialist legacy of the
Soviet era and the turbulent transition period that followed it.

Table 1
East Siberia and the Far East: Territory and Population

Territory (min Population
sq km)/ % (mln people) /

Average
density of
population

Constituent of Russia’s % of Russia’s

territory population

- Buryat Republic;

- Tyva Republic;

- Khakassia Republic;

- Krasnoyarsk Krai (includes Taimyr and
Evenkiya)*; 4.1/25% 9.0/6% 2.1
- Irkutsk Region (includes Ust-Ordynsk Buryat
Autonomous District) * *;

- Chita Region (includes Aginsk Buryat
Autonomous District).

- Amur Region

- Jewish Autonomous District

- Kamchatka

- Khabarovsk Krai

- Magadan Region

- Primorsk Krai

- The Republic of Sakha (Yakutiya)

- Sakhalin Region

- Koryak Autonomous District

- Chukotka

East Siberia
(included in
Siberian Federal
District)

Far East
(Far Eastern Federal
District)

6.2/35.4% 6.7/5% 1.1

* Krasnoyarsk Krai, Evenkiya and Taimyr were joined in a single Federation subject in 2007.
##* Ust-Ordynsk Autonomous District was included in the Irkutsk Region in 2006.
Source: Wikipedia.

a) Economic problems

Economically, these regions, with the exception of natural resource sectors and export-oriented
industries, are depressed areas: the decline in industrial production that the country experienced
during the 1990s was deeper and longer in the Far East than in the rest of Russia. Today the GDP
in Russia in general is growing faster than in the Far East, and this gap is constantly widening. This
situation is exacerbated by a catastrophic lack of new investments in the local economy. As a result, wear
and tear of fixed assets has reached 60-70 percent.

The areas within the region are developed very unevenly. In East Siberia, Krasnoyarsk Krai is the only
industrially well-developed region: its share of industry in the GRP (55 percent) is the highest in East Siberia
and even exceeds the average Russian indicator (31.2 percent). It accounts for 34.2 percent of manufacturing
in the Siberian Federal District. The Irkutsk Region lags behind its northern neighbor in all economic and
social indicators (it accounts for only 12.9 percent of manufacturing of the Siberian Federal District).

b) Structural disproportions

Since the late 1960s, mining industries have been developing at accelerated rates in both East Siberia
and the Far East, while the pace of manufacturing sectors’ growth has slowed. Both regions have now
turned into raw material suppliers for the rest of the country and are characterized by a “colonial” type
of economic development. Thus, in the Far East, machine-building and metal processing are devel-
oped only in the Primorsk and Khabarovsk Krais and the Amur Region. Khabarovsk Krai is the only
region in the Far East where machine building dominates (30 percent of the GRP). While in the early
1990s the share of machinery and equipment in the Far East region’s exports amounted to 34%, now
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it dropped to only 3%, and raw materials, metals and unprocessed timber constitute the main export
commodities'.

c) Demographic problems

The population is very unevenly distributed in both regions: it is mainly concentrated along the
Trans-Siberian railway, which impedes the development of other more remote territories.

The most scarcely-populated areas in East Siberia are Evenkiya (0.03 persons/sq. km) and in the Far
East - Chukotka (0.07 persons/sq. km). In general, there is a shortage of manpower and, in particular, of
qualified personnel; this is a serious obstacle to the creation of new high-tech centers in this part of Russia.

In fact, demographic problems in the East of the country have become a serious threat to Russia’s
national security. Over the period of 1989 through 2002 (the year of the most recent national census), the
population of the Far East declined by 16 percent, from 8.0 to 6.7 million people, through both natural
attrition and out-migration, compared to a 4 percent decline for the country as a whole. At the same
time, illegal immigration from neighboring countries is growing. The new authorized representative
of the President in the Far Eastern District, Kamil Iskhakov, stated publicly in 2006 that the region was
rapidly losing its population; since it was impossible to hire local workers at a level sufficient to man
regional enterprises, he continued, the region had been inviting and would continue to invite workers
from CIS countries and neighboring states, i.e. China and North Korea?. This approach, whatever its
short-term merits, may in the long run create more problems than it solves.

The workforce shortage is paradoxically combined with unemployment. The key objective in the
development of Russia’s Far East under socialism was to organize the defense of state borders; defense
enterprises were the centers of the qualified workforce and hi-tech industries in the East of Russia.
Primarily, men were hired for development of heavy industry and defense sector, resulting in the
problem of female employment. During the 1990s, however, male unemployment also became evident
as a result of declining production, and the conversion of defense enterprises.

d) Social problems

Despite salaries higher than the national average, the living standards of the local population
are lower than in other regions because all goods and services are more expensive. The share of the
local population ranking as low-income is higher than the Russian national average. In many cities,
even such major centers as Bratsk, new housing construction virtually stopped during the 1990s. As
Alexander Khloponin, Governor of Krasnoyarsk Krai, admitted in 2007, the “problem of outflow of
population from Siberia stemmed from just one factor - the underdeveloped economic, social and
cultural environment. A young man or a girl had nowhere to go after work.”

A huge disparity in economic development and social indicators in different areas of East Siberia
and the Far East may prove the cause of serious discontent in the region. The difference in average
salaries among the regions that comprise East Siberia is very high: the average salary was 14,769 rubles
in Krasnoyarsk Krai versus just 7,413 rubles in the Ust-Ordynsk Autonomous District in May 2007,
while the average indicator for Russia as a whole was 12,185 rubles. East Siberia cannot boast of high
GRP per capita indicators, and the difference between its regions in terms of this indicator is huge,
with Krasnoyarsk Krai enjoying the highest ranking among its regions (eleventh in Russia), the Irkutsk
Region twenty-eighth and Tyva seventy-sixth.

The Far Eastern Federal District is also characterized by vast differentiation between its constituent
regions. Chukotka ranks second in Russia in terms of GRP per capita, while the Jewish Autonomous
Republic is only forty-ninth. The Far East has other regions that are relatively well off in terms of this
indicator — Sakha (fourth) and Sakhalin (fifth). In terms of average salaries in May 2007, the indicator
for the Far Eastern Federal District (15,789 rubles) is somewhat higher than the average indicator for
Russia. The difference in average salaries between regions in the Far East is more marked than in East
Siberia (30,773 in Chukotka versus 11,372 in the Jewish Autonomous Republic)*.

e) Energy crisis

Despite the significant fuel and energy potential of the Far East, over the 1990s the region became
notorious for its energy crisis. The annual fuel deficit in the Far Eastern region is 7 million tons of oil
equivalent, which is covered by supplies from other regions of Russia.

f) Political problems
Due to the growing centralization of power and decision-making authority in Moscow in the
recent past, the regions in East Siberia and the Far East have been deprived of many prerogatives and



WORKING PAPERS N24 e 2007

much autonomy, breeding dissatisfaction with the federal center. Thus, for example, the decision by
Moscow to increase the federal stake in the ALROSA diamond monopoly provoked protests in the
Sakha republic; in the second half of 2005, meetings of the Popular Front Yakutiya-ALROSA were held
there, with threats to stop mining diamonds in the republic if part of Yakutiya’s assets became federal
property®.

The ability of the Eastern regions to resolve their problems largely depends on (1) the lobbying
capacity of regional administrations; and (2) the ability of financial and industrial groups, in promoting
their own corporate interests in these areas, to influence the federal center - often to the detriment of
the local economies, which also aggravates disparities among various regions.

g) Environmental problems

Environmental problems are particularly serious in these regions: because of prevailing low
temperatures, fragile ecosystems have a lower recuperative capacity. Also, under socialism, many high-
polluting industries were either created there or relocated from the European part of Russia, while
no real attention was paid to environment-protection measures. To complicate the situation further,
closing down a polluter that provides employment for the majority of the population in a town creates
insurmountable social problems. The wasteful exploitation of non-renewable natural resources (such
as timber, fish, fur animals and others), which was always characteristic of the Soviet approach to this
“colonial” part of the country, became particularly barbaric during the transition period.

h) Infrastructural problems

Poor development of transportation infrastructure and the absence of trunk pipelines in the East of
Russia is the key obstacle to the creation of the new petroleum province (see box 3).

Oil companies could not transport oil they could produce there, while the government was in no
hurry to build a pipeline that would incur losses without sufficient volumes of oil to pump. This situation
evolved into a vicious circle: oil was not produced in the absence of a pipeline, while no pipeline was
built because oil was not produced.

Box 3. Transportation infrastructure in the East of Russia

The trunk oil and gas transportation infrastructure is insufficiently developed in the East of Russia and is represented by
two trunk oil pipelines from West Siberia to the Irkutsk region, oil and gas pipelines from Okha (Sakhalin) to Komsomolsk-
na-Amure and local gas distribution systems on Sakhalin and in Sakha.

In East Siberia the density of railroads is only 21 km per 10,000 sq km versus 50 km in Russia on average, and the density
of car roads is 15 km per 10,000 sq km versus 31 km in Russia on average. Therefore, winter roads (zimniks) and rivers are
widely used for transportation purposes.

The Northern Sea Route is the shortest route from the Far East to the European part of Russia, with the distance from
Cara Gates to Providence Bay being 5,600 km. It serves the ports of the Arctic seas and major Siberian rivers; however, it
is navigable only 2-4 months a year.

The main railroad in the region is the Trans-Siberian Railway, which connects the European part of Russia with Siberia
and the Far East. With a total length of 9,288.2 km, it is the longest railroad in the world. In 2002, it was fully electrified.
The 7,000-km section from Chelyabinsk to Vladivostok was built in the period 1891-1916.

The Baikal-Amur Railway (BAM) is 4,234 km long and passes to the north of the Trans-Siberian. Railway it branches

from the latter in Taishet, and ends in Sovetskaya Gavan on the Pacific Ocean.

Thus, all the region’s inherent problems worsened during the transition period. Economic ties
between European Russia and this remote region were disrupted during the 1990s, a particularly
alarming situation in that it jeopardizes Russia’s overall national security. Indeed, some Russian
analysts, such as Dmitry Trenin of the Carnegie Moscow Center, believe that the current status of East
Siberia and the Far East is the main domestic threat now faced by Russia. In the 21* century, the issue
of national unity will be resolved in the east, which after the disintegration of the Soviet Union was
plunged into a deep crisis marked by depopulation, deindustrialization and general degradation.
For this reason, it is vital for Russia to achieve “dual integration” of East Siberia and the Far East by
keeping the region part of Russian territory while incorporating it into the dynamically growing Asian
and Pacific markets®. Gennady Chufrin of the Institute of World Economy and International Relations
(IMEMO) believes that Russia may lose its national sovereignty over these regions, and not because of
international intrigues or external conflicts’.
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It is noteworthy that the majority of Russia’s population realizes the magnitude of problems that the
Far East faces and understands the need to actively develop its economy and increase the presence of
the Russian population, though only 6% of respondents believe that the region should develop freely,
without state interference (see table 2).

Table 2.
What Policy Should the State Pursue Towards the Regions of the Far East? (VTSIOM, December 2006)

QUUERII] respo(/;)n?:ifents
Actively develop the regional economy and increase the presence of the Russian population 44%
Develop natural resources but without making attempts to increase density of population 27%
Do not try to develop these regions more actively, leaving them for future generations 15%
The territories should develop freely, without interference from the state 6%
Did not know what to answer 8%

Source: www.vtsiom.ru

Vladimir Putin has formulated the task of implementing an urgent, efficient program of economic
development for East Siberia and the Far East. In the foreseeable future, however, Russia will be unable
to implement this program by relying solely on its own financial resources and technological potential;
it will need close cooperation with the Asia-Pacific countries.

It appears that the Russian government does not have a clear idea as to practical methods for
developing the new petroleum province: debates continue over whether it is appropriate to use “fly-
in crews,” a method widely applied in West Siberia, to develop the remote fields in the East of Russia.
Indeed, representatives of the administration of the Siberian Federal District believe that the “Siberian
problem” will be fundamentally resolved only after the 2008 elections, and it is quite possible that the
issues of developing East Siberia and the Far East will be in the center of the future presidential election
campaigns®.

Endnotes
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Chapter 3

THE PLAYING FIELD
Currently, there are four main oil and gas provinces in Russia in terms of their hydrocarbon reserves
(see table 3):

Table 3
Distribution of Total Initial Oil and Gas Reserves by Region (%)

Oil reserves Gas reserves
West Siberia 53.5 41
East Siberia and the Far East 13.5 19
Continental shelf 12.4 32
European part of Russia 20.6 8

Source: Oil and Gas Vertical, # 17, 2005, p- 35.

The range of reserve estimates for East Siberia and the Far East is quite wide. The Siberian Division
of the Academy of Sciences believes that their recoverable resources amount to 20-22 billion tons of oil
and 58-61 trillion cubic meters of gas. Academician Alexei Kontorovich cites 15-20 billion tons of oil,
35-40 trillion cubic meters of gas and 3-4 billion tons of condensate'. The lion’s share of hydrocarbon
resources is located in remote Arctic regions and will not be in demand in the next 20-30 years.

Production level estimates also vary enormously. The Energy Strategy of Russia up to 2020 forecasts that
oil production there could reach 3 million tons under a critical scenario and 80 million tons under
an optimistic scenario: this huge range of estimates suggests that these figures are closer to educated
guesses than scientifically substantiated conclusions. Gas production could increase to 55-110 bcm per
year by 2020, according to this document?.

Gazprom and the Siberian Division of the Academy of Sciences also provide radically different
estimates of the maximum oil and gas production in the East (see table 4), and it is noteworthy that the
gas monopoly is far more optimistic about its ability to ensure gas production growth in the region than
are the academic researchers, while the academicians believe more than Gazprom in the production
potential of the oil companies.

Table 4
Forecast of Maximum Oil and Gas Production Levels in East Siberia and the Far East: Estimates by Gazprom and the

Siberian Division of the Academy of Sciences

Gas production, bcm Oil production, min tons

Gazprom Academy Gazprom Academy
Sakhalin 72.2 30.0 23.1 35.0
Yakutiya 53.0 47.1 8.8 10.8
Irkutsk Region 46.3 53.0 9.1 13.4
Krasnoyarsk Krai 35.3 19.9 7.1 35.8
Total East Siberia and the Far East 206.8 150.0 48.1 95.0

Source: Oil and Gas Vertical, # 17, 2005, p. 43

Such differences in estimates reflect the very low level of exploration of East Siberia and the Far East:
some 9 percent for onshore territories and 6 percent for the shelf, while some Arctic seas are practically
unexplored. The average density of drilling in prospective territories of the region is slightly more than
2 meters of deep wells per 1 sq km, while in Russia on average it is 23 meters per 1 sq km®.

Foreign companies operating in Russia, such as BP, are convinced that since all previous discoveries
were made in the socialist period, the more sophisticated prospecting and exploration technologies
now available will bring about an increase in reserves in the previously-explored territories, as well
as the identification of new reservoirs. This view is confirmed by the recent discovery made by the
Petromir company that in early 2007 booked a major Angaro-Lensk gas field in the Irkutsk region®.
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The broad range in estimates of resource potential and production targets in the east of Russia is
not exclusively connected with the poor level of exploration of the region. This purely geological issue
also has political connotations, since competing governmental agencies offer different forecasts of the
future depending on their corporate interests. The Ministry of Natural Resources, for example, holds
quite optimistic views.

Deputy Minister of Natural Resources Anatoly Temkin anticipates production figures of 30 mln tons
of oil and 50 bcm of gas in the immediate future, maintaining that available oil and gas reserves of the
biggest fields can ensure these annual production levels. To implement more ambitious projects, with
production volumes of 50-80 mlIn tons of oil and 100 bcm of gas, it will be necessary to increase the
resource base of the region®.

By contrast, railroad representatives are much more skeptical concerning the resource potential of
East Siberia; they doubt that oil production there will increase from the current 0.5 mIn tons to 30 mln
tons by 2011. This skepticism is determined by a desire to promote their own version of oil deliveries
to China and confidence in the advantages of railroad transportation over pipelines®. Estimates of oil
and gas reserves in Russia, clearly, are determined much as they were in the socialist past - by rivalry
between different actors’.

There are currently four hydrocarbon production centers in the East of Russia: Irkutsk, Krasnoyarsk
(including Taimyr and Evenkiya), Yakutsk and Sakhalin. They are characterized by substantial
hydrocarbon reserves and have shown certain progress in the development of oil and gas fields. However,
with the exception of the Sakhalin center, where commercial oil and gas production is under way, all
other centers mainly produce hydrocarbons for local needs. Being poorly explored (with the exception
of the Sakhalin center), these regions have a significant upside. In fact, 23.4 percent of the initial total
reserves of Sakhalin have been explored, 18.3 percent of the Irkutsk region, 3.1 percent of Evenkiya, 2.6
percent of Taimyr and 12.3 percent of Yakutiya (versus 26.2 percent for Russia on average)®.

Oil in East Siberia is of high quality, with a density of 0.87 gram /cubic meter, sulfur content of about
0.12 percent, and low paraffin content (around 1 percent); it is superior to West Siberian crude and
could be sold at a premium to the Urals blend.

Major gas fields of Krasnoyarsk Krai, the Irkutsk region and Yakutiya are radically different from
the fields of Western Siberia since they contain multi-components and have a particularly high helium
content (0.2-0.6 percent). The geological reserves there are estimated at 55-70 becm, which exceed
helium reserves in the US, the leading world producer of helium®.

Despite the enormous potential, the resource-base development of East Siberia and the Far East will
be fraught with formidable problems'’.

1. Climatic difficulties. East Siberia and the Far East are mostly characterized by harsh climatic
conditions. The annual air temperature spread of 70°-75°C in the Far East is one of the highest in
the world. Nearly the whole territory of the Far East is located in areas of permafrost, which increases
construction costs.

2. Geological problems:

- In most fields (except Sakhalin), reservoir pressure is below hydrostatic pressure, i.e. powerful
compressor installations are needed.

- Daily outputs of gas wells are relatively small.

3. Organizational problems:

- All fields, with the exception of Sakhalin, involve oil, gas and condensate, which means that all
components must be produced simultaneously and the construction of oil pipelines, gas pipelines and
condensate pipelines is required.

- Gas contains many valuable components (ethane, propane, butane, helium) that can be used in
the gas chemical industry. So in addition to the construction of the fields, it is necessary to establish gas
chemical enterprises and maintain storage facilities for helium.

4. Exploration problems:

- Geological exploration of the territory has been at a low level; there is a huge gap between explored
reserves and forecast resources.

+ There are no incentives for subsurface users to invest in broad-scale prospecting and exploration
efforts.

+ There are no efficient licensing programs.

5. Infrastructure problems:

- Transportation infrastructure, particularly pipelines, is at a low level.

- Discovered fields are located at great distances from existing trunk pipelines and dispersed
throughout a huge area.
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6. Environmental problems: environmentally friendly technologies are required in the process of
oil and gas production, transportation and processing to ensure the environmental safety of unique
natural areas of global significance and fragile northern ecosystems.

7. Legal difficulties connected with allocation of land blocks for oil and gas production and pipeline
construction. The interests of the indigenous population of the north, Siberia and the Far East must be
taken into account.

8. Workforce problems:

+ Shortage of labor force: The region is characterized by one of the lowest population densities in
the world, with the trend towards depopulation.

+ Shortage of qualified personnel: Over the past 15 years, geological and exploration organizations,
geophysical and drilling teams that were created in East Siberia and Yakutiya have ceased to exist.

9. Financial problems: Enormous expenditures in the development of hydrocarbon reserves
and essential transportation and social infrastructure are one of the key obstacles to the broad-scale
development of hydrocarbon reserves in East Siberia and the Far East.

It is clear that oil and gas exploration and production in this Greenfield province will be much more
expensive than in better developed parts of the country. According to Academician Kontorovich, oil
exploration will cost $2.40-$2.60 per ton in West Siberia in the future. Gas exploration will cost less than
$1 per 1,000 cubic meters. However, in East Siberia and Far East onshore, because of more difficult
climatic and geological conditions, oil exploration will cost $3.70-$4.50 per ton and gas up to $ 1.5 per
1,000 cubic meters. In the Far East, on the shelf, oil exploration will cost $5.60 per ton and gas around
$ 2 per 1,000 cubic meters'!.

Experts from TNK-BP estimate there will be even wider differences in production costs in the new
and old petroleum provinces. They believe that gas-lifting costs will be $28-$35 per 1,000 cubic meters
in the East of Russia, though in West Siberia Gazprom reports $3-$4 and independent gas producers
some $2 per 1,000 cubic meters'?.

Enormous funds are needed to bring this new hydrocarbon province on line. According to the
Ministry of Energy and Industry, to achieve the necessary volume of gas reserves (6.7 trillion cubic
meters) to ensure commercially viable gas production in the East of Russia by 2030, geological and
exploration drilling of some 3.45 million meters will be necessary, which means an investment of at
least $10 billion'.

In 2005, Gazprom representative Alexei Mastepanov said the company’s eastern program would
cost some $65 billion. Also in 2005, Alexander Ananenkov, deputy chairman of Gazprom, stated that
Gazprom was ready to invest some $100 billion by 2025 in the development of East Siberia and the
Far East, including $35-$40 billion before 2020. Half will be used to develop fields and 43 percent to
construct gas pipelines, the rest going for exploration™.

The Siberian Division of the Academy of Sciences believes that $78 billion is needed for the formation
of new major oil production centers in the East of Russia (see table 5). According to Academician
Kontorovich, to ensure oil production levels of about 80 mIn tons before 2030 in East Siberia and
Yakutiya, some $14.5 billion will have to be invested in exploration, along with a $2.8-$3 billion outlay
for the Sakhalin shelf's.

Table 5.

Main Indicators of Preparing and Developing Oil Reserves and Resources in East Siberia and Yakutiya
Annual production volume, mln tons 80
Expenditures for preparing reserves, $ billion 23.0
Including before 2020 16.9
Investments, $ billion 78.8
In oil production 76.0
In connecting pipelines 2.8

Source: Oil and Gas Vertical, # 10, 2005, p. 15

Notwithstanding the lack of consensus on the required level of investments in hydrocarbon
production, it is in any case clear that they would be immense; when expenditures for creating the
appropriate social infrastructure and general-purpose industrial facilities are factored in, the sums
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become truly awe-inspiring. Despite the huge windfall oil revenues that Russia enjoys today, it is clear
that the domestic funds will hardly be enough to develop this province. By way of comparison, the
Stabilization Fund amounted to $ 99.7 billion as of February 1, 2007'°. However, Vladimir Milov, a
leading Russian energy expert, has said that if the decision were made to spend the Stabilization Fund
on bridging the gap between the actual and required investments in the transportation sphere, the
Fund would be completely depleted within 5 years'.

It is clear that the government intends to shift the main financial burden of developing the oil
and gas industry of the East of Russia onto the subsurface users. According to the Ministry of Natural
Resources, to ensure the necessary increment of reserves, $ 13-16 billion or 400-500 billion rubles will
be required by 2020; currently the federal budget outlays for the development of East Siberia are about
1 billion rubles /yr, and by 2020 they will amount to 20 billion rubles in total - so the subsurface users
will have to invest the lion’s share of funds'®.

This gap between the estimated investment and what is currently spent is evident in Yakutiya, where
some $377 million is required for geological and exploration efforts. At this point roughly $56 million
has been invested, including only $10-12 million from the republic’s budget".

In general, the East of Russia, the zone of the fiercest corporate wars that have recently been waged
in Russia, offers a vivid illustration of some of the government’s key policies and approaches today: its
strategy towards the domestic oil and gas sector; its new relationship with the petroleum business; the
prevailing state attitude towards foreign investors; and the evolving balance of forces between state-
owned and private companies.
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Chapter 4

MASTER OF THE GAME

While in the 1990s the East of Russia seemed an unwanted stepchild of Moscow, the attitude of the
federal government seems to have changed in the new millennium.

In contrast to Boris Yeltsin, Vladimir Putin has frequently traveled to Siberia and the Far East, trying
to understand their problems. The president has also backed the initiative of local authorities to create
a program of social development for East Siberia and the Far East with due account for local specifics.
In addition, he has often visited key Asian countries in order to gain insight into this region and the
ways to promote Russia’s integration into it.

Recently, Russia has adopted a line tending towards closer cooperation with China, India and other
APR countries and focused on strengthening its energy security by diversifying away from Europe.
The approach to the eastern areas of Russia has changed accordingly. Putin has formulated the goal of
developing East Siberia and the Far East as one of the priorities for his second term in office; with high
world oil prices this project has become more achievable financially.

In line with the new Eastern vector of Russia’s policy, Putin has unambiguously shown that
he intends to personally control the development of the area. In early 2006, he made a speech
in Yakutiya that demonstrated the new approach of the federal center to these regions. The
president set a major challenge before Yakutiya’s administration and the federal government: the
implementation of large-scale national projects, such as the development of the social sphere, the oil
and gas sector in the East of Russia, the transportation infrastructure, coal deposits and agriculture?.
Developing this vision further, in late 2006 the president assessed the situation in the Far East as “a
threat to national security” and reiterated the need “to invest money in the Far East.” With the aim of
improving social and economic development of the region, a commission headed by Prime Minister
Mikhail Fradkov was instructed to develop a new target program, supplementing a state program
adopted in July 2006 that is aimed at assisting the voluntary relocation to Russia of Russians living
abroad. The target program would probably be based on the federal target program Economic and Social
Development of the Far East and Zabaikal Region in 1996-2005 and up to 2010, with financing for 2007 set
at 455 million rubles. The Ministry of Economic Development and Trade is hurrying to prepare the
federal target program The Development of the Far East and Zabaikal Region up to 2013, which envisages
investment in the territory at a level of 358 billion rubles®. The new program will focus on power
generation development, solving transportation problems, enhancing the efficiency of gold mining
and using the Northern Sea Route more rationally.

The government intends to allocate 566 billion rubles for the development of the Far East; 100 billion
rubles of this amount will be spent on preparing Vladivostok for the summit of the Organization of Asia-
Pacific Economic Cooperation. The bulk of the remaining funds will be invested in infrastructure. The fuel
and energy complex, including pipelines and power generating facilities, will get 138 billion rubles and
the transportation sector 218 billion rubles. Roads, pipelines and power transmission lines will connect
hydrocarbon fields, coal and metal deposits; this is clear evidence that the government is betting on the
development of raw materials in the Far East. It is noteworthy that the allocated funds will exacerbate
existing differences in the level of economic development of the regions: Sakhalin, for example, will get far
more funds (65.2 billion rubles) than any other region even though it is already far ahead of its neighbors
in terms of investment inflow, accounting for 75.8% of foreign direct investment in the Far East.

In practical terms, the Kremlin is already implementing certain measures to transform these
backward territories; it remains to be seen what impact this approach will have on this part of Russia.
First, the federal government is enlarging the federation subjects in the East: thus Taimyr, Evenkiya and
Krasnoyarsk Krai were merged into a single unit in 2007, and the Ust-Ordynsk Autonomous District
was included in the Irkutsk Region. Now, plans have been developed to create a new federation subject,
Zabaikal Krai, which will be created through the merger of the Chita Region and the Aginsk Buryatsk
Autonomous District in March 1, 2008°. Presumably, this is being done to improve manageability and
strengthen Moscow’s control over the regions.

Second, a major personnel reshuffle is underway. In line with the new policy of appointing governors,
Putin replaced Boris Govorin, the governor of the Irkutsk Region, with Alexander Tishanin, allegedly a
representative of the railway lobby. Some new appointees, such as Alexei Kuzmitsky, the new governor
of Kamchatka, have St. Petersburg backgrounds®. Those who do not presumably have one thing
in common: loyalty to the Kremlin in general and to the president in particular. Thus in 2005, the
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authorized representative of the president in the Far Eastern Federal District, Konstantin Pulikovsky,
was replaced by Kamil Iskhakov, the former mayor of Kazan’.

The third line of activities involves engaging big business in the solution of the most urgent social
and economic problems of the region. This trend was likely inspired by a successful experiment
on Chukotka, where Roman Abramovich, after becoming governor in 2000, managed to radically
improve the living standards of the population. Taxes paid by enterprises associated with the
company Sibneft, which was controlled by Abramovich and which he sold to Gazprom, accounted
for approximately 60 percent of the regional budget®. As a result, in early 2007 President Putin did
not allow the oligarch to resign from this position; he viewed Abramovich as a guarantor of social
stability in the region®. Now, paying “social taxes” has become critical to long-term survival for a
business in Russia.

The Far Eastern governors together with the Ministry of Economic Development and Trade and the
Ministry of Industry and Energy are preparing for negotiations with businessmen on cooperation in
the Far East on the basis of the fashionable concept of state-private partnership (see box 4).

Box 4.

Recently, Kamil Iskhakov has proposed a list of projects that could fuel the growth of the GRP in the Far East — 87
projects in 12 sectors that would yield a GRP gain of 2.7 trillion rubles. Interestingly, the creation of oil refining and
petrochemical facilities is number one on the list: these are to be implemented by Sergei Bogdanchikov and Vladimir
Bogdanov; the projects will contribute 800 bln rubles to the GRP. Item number 8 is manufacturing cars, ships and aircraft
(0.1 trillion rubles) to be handled by Alexei Mordashov and Vladimir Evtushenkov. Among the oligarchs slated to help the
Far East are Elena Baturina, Roman Abramovich, Oleg Deripaska, Iskander Makhmudov and others.

The economic and commercial feasibility of such projects is somewhat questionable: it is planned, for example, to
build an aviation plant in the Far East; yet one such facility already operates there — which is quite sufficient given the
problems the region has had attracting a qualified workforce.

An official from the Ministry of Economic Development and Trade has promised that there will be no pressure put on
companies. However, it is worth noting that Rosneft is expected to build two refineries with throughput capacity of 30 min
tons/yr each in Blagoveschensk and Vladivostok — though Rosneft has apparently not even heard of a refinery project in
Blagoveschensk'’. Similarly, Surgutneftegas did not have any plans to build a refinery and gas processing plant in the Far

East — which already has an excess of refining capacity.

The long-term efficiency of this state-private partnership will be tested through an experiment that is
already underway in East Siberia. Recently, the government started allocating financing from the state
investment fund for the implementation of infrastructural projects. The program Complex Development
of the Lower Pre-Angara (see box 5) became one of the four winners due to receive financing from the
state investment fund in June 2006. The program corresponds to the Strategy of Establishing an Oil and
Gas Complex with the Purpose of Accelerating the Social and Economic Development of Krasnoyarsk Krai, Taimyr
and Evenkiya.

The Krasnoyarsk Kraiadministration and RUSAL-BASEL proposed buildingand modernizing several
car roads, constructing a bridge across the Angara, building a railroad, completing the Boguchansk
power station and building an aluminum-producing plant and a pulp and paper enterprise. The
construction of car roads would help to implement Rosneft’s plans to develop the Yurubchen field.

The oil and gas component of the Lower Pre-Angara development envisages three investment
projects:

+ Geological and exploration activities in the Yurubcheno-Tokhomsk zone

+ Phased construction of oil and gas infrastructure: a Yurubchen-Karabula oil pipeline as phase
one, then a Karabula - Nizhnyaya Poima oil pipeline as phase two, followed by a Yurubchen-
Boguchany gas pipeline

- Construction of Boguchansk oil- and gas-processing facilities and helium plant

Box 5.

The Lower Pre-Angara region is characterized by low economic development, an underdeveloped manufacturing sector,
a crisis of investment, a steady outflow of population, a huge shadow economy and a lack of transportation and power-
generation infrastructure, all of which limits the implementation of its significant natural resource potential. Lower Pre-
Angara has 13% of Russia’s gold reserves, 6.4% of forest reserves, 6% of oil and 6% of gas, 31% of lead, 2% of iron and 15% of

manganese. Lower Pre-Angara and the South of Evenkiya have 570 mln tons of oil and 1.1 tcm of gas in C1+C2 categories''.
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It is clear that the decisions in allocating monies from the state investment fund are largely
determined by the relative lobbying power of the applicants. It is noteworthy that the huge Lower Pre-
Angara project, slated for implementation in a strategically important region, received state financing
comparable to the funds provided for the construction of the section of a car road from Moscow to
St. Petersburg (see table 6). Another question about the selection of investment projects concerns the
government’s decision to co-finance a petrochemical complex in Nizhnekamsk (Tatarstan), a region
which already has major refining facilities.

Table 6
Private Investment Projects to be Co-financed by the State

State investments (bln

Initiator Project Total costs (bln rubles)
rubles)
Krasnoyarsk Krai ‘ Complex development of the 358.71 34.22
Development Corporation Lower Pre-Angara
Tatneft Refining and petrochemical 130.30 15.60
complex in Nizhnekamsk
Zapadny Skorostnoi Diameter Toll highway in St. Petersburg 82.69 28.02
Construction of Moscow-5t.
Federal Road Agency Petersburg highway, 15th-58th 54.93 25.80
km section

Source: Expert, June 26, 2006.

Simultaneously, the government is trying to promote oil and gas development in the East of Russia
in several ways.

1. Fiscal policy.

The lack of appropriate tax incentives has long been a serious obstacle for companies that wished
to step up their activities in the East of Russia (see box 6). Now things seem to be changing somewhat.
The government has evidently grasped that investors in the region will require additional fiscal benefits
for work with hard-to-recover reserves. A priority right granted to the subsurface user to develop the
fields it discovers, together with differentiated rates of mineral production tax, could be an important
incentive for working in the new territories in East Siberia and the Far East. Currently, this tax does not
take into account mining, geological, and other specifics of individual fields, and its rate is too high for
the development of low-profit fields.

Changes in the Russian tax code concerning differentiation of the mineral production tax are being
considered. These changes envisage a reduction of the rate for depleted fields, for the production of
hard-to-recoverreserves and for the development of new oil fields in territories that are not well explored,
including in East Siberia and the Far East. Beginning in 2007, companies can receive tax holidays for
new fields (up to 10 years for production and up to 15 years for exploration). Companies working in
East Siberia are already exempt from mineral production tax, and there have been discussions about
possible preferential treatment for companies developing new fields on the shelf, mainly in the Arctic
seas and the Far East. Presumably, Gazprom and Rosneft, who divided the continental shelf among
themselves, will benefit most from this fiscal innovation'?.

Box 6.

Vladimir Bogdanov, CEO of Surgutneftegas, says that tariffs for oil transportation from East Siberia should not be
above $30/ton, otherwise subsurface users will incur losses. According to Bogdanov, even proceeding from the oil price of
$300-$320 per ton, not more than $27 remains for the subsurface users, and they have to subtract lifting costs and property
tax from this amount. The main part of the oil price is used for covering export duty ($130), mineral production tax ($63)
and transportation costs ($100 railroad tariff to Nakhodka and China through Zabaikalsk). Under these conditions, oil

companies have no real incentives to develop new regions, primarily East Siberia'®.

2. Licensing policy.

Currently, 54 zones with 900 mlIn tons of oil and 3.5 trillion cubic meters of gas have been licensed
off in the East of Russia'’.

In 2005, the Ministry of Natural Resources and the Federal Subsurface Use Agency developed the
Program of Licensing of East Siberia and Yakutiya; together with the program of geological and exploration
works financed from the budget, this is regarded as an element of the complex Program of Geological
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Studies and Licensing of Hydrocarbon Resources of East Siberia and Yakutiya. It covers the territory of more
than 600 thousand sq km. and targets 213 promising zones that will be auctioned off'®. The priority of
licensing is determined through 2015.

State licensing policy is also focusing on speeding up exploration and development of the shelf
resources. The Ministry of Natural Resources developed and approved in July 2002 the Program of
Licensing and Geological Studies, Exploration and Development of Hydrocarbon Resources of the Continental Shelf
of Northern and Far Eastern Seas in 2002-2005. The program contains characteristics of 44 plots submitted
for bids in 2002-2005. The total size of the plots amounts to some 315 thousand sq km; the total
recoverable reserves are roughly 8 billion tons of oil equivalent, or, respectively, some 5 per cent of the
total size and some 8 percent of all resources of the Russian continental shelf.

However, it appears that the licensing of the continental shelf of the Northern and Eastern seas is a
project for the more distant future: the auctions for such promising subsurface areas as Sakhalin-7 and
Magadan-1, -2, -3 and -4 are now planned for 2010 at the earliest.

3. The Law on the Subsurface

Efforts to modernize the 1992 Law on the Subsurface have been under way since 2004. In 2005, the
Ministry of Natural Resources submitted the new draft law to the State Duma. However, this document
was severely criticized and consequently revoked. As a result, it was decided to make amendments to
the law already in effect rather than to adopt the new one. The amendments to a large degree are aimed
at limiting the involvement of foreign companies to the role of junior partners of domestic entities in
the development of Russian strategic deposits. In January 2007, the package of amendments to the
law prepared by the ministry was submitted for the consideration of the government and sent back for
revisions.

Presumably, the ministry has a conflict of interest with the Federal Security Service: the latter
considers the criteria for referring deposits to the category of strategic as too mild'®. The ministry
proposed designating oil and gas fields with booked reserves of more than 70 mln tons and more than
50 becm, respectively, as strategic.

These amendments provoked serious concern among global investors. Some international
companies operating in Russia fear that since the amendments do not contain a clause stating that
the mechanism for referring fields to the strategic category should only be applied to the fields still in
the undistributed fund, they might limit the access of non-residents to fields they are already working
on. The Ministry of Natural Resources denies that the mechanism will concern fields that have already
been auctioned off. However, there will still be some limitations for foreign subsurface users regarding
the strategic deposits: licenses for the fields may only be sold to Russian entities.

Presumably, these amendments are aimed at denying foreign majors access to future auctions, thus
ensuring a lower price for major Russian companies such as Gazprom and Rosneft. Since many fields in
the East of Russia can be regarded as strategic, particularly such highly attractive assets as the Kirinsky
block of Sakhalin-3 and Chayandinsk field, this new development with the Law on the Subsurface is
particularly relevant for this region.

4. Pipeline Strategy

Many researchers and practitioners consider the decision to build the East Siberia — Pacific Ocean
(ESPO) pipeline (see case study # 1) as the breakthrough in the development of oil and gas resources
of the East of Russia. Yet this state initiative, though seemingly breaking the vicious circle described
above, creates many new problems and controversies, and the project itself faces numerous risks.

sekk

Thus, the state policy aimed at establishing a new oil and gas province in the East of Russia focuses
on improving the fiscal regime and licensing policy. The state also plans to co-finance together with
private actors certain important infrastructural projects, presumably determined by the lobbying
potential of the local companies. It is envisaging a major breakthrough in the development of eastern
hydrocarbon riches through the construction of ESPO, a controversial project fraught with significant
uncertainties.

However, the major impact on progress in developing the hydrocarbon potential of East Siberia
and the Far East will be made by the desire of the Kremlin to establish total control over the strategic
sectors of the economy (particularly oil and gas) and to reinforce its positions in the crucial eastern
region. To this end, the government is creating conditions for gradually displacing private actors in
this territory in favor of state-owned companies and for limiting the role of foreign majors in favor
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of domestic entities. As a result of this reshuffling, the corporate landscape in the East of Russia has
changed beyond recognition over recent years, and the long-term implications of these changes are
still unclear.
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Chapter 5.

PRIVATE COMPANIES: LOSING

The new rules of the game imposed by the state helped to largely displace the “old guard” in the East
of Russia and facilitate the entry of a “new guard” to this strategic region (see table 7).

Table 7.
Key Players in the East of Russia, 2000-2007

2000 2007

Russian companies

Russian companies

YUKOS Rosneft
Slavneft Gazprom
TNK Surgutneftegas
SIDANCO TNK-BP
Rosneft

Foreign companies

Foreign companies

ExxonMobil ExxonMobil
Chevron BP
BP RoyalDutch/Shell
RoyalDutch/Shell SODECO
SODECO Mitsui
Mitsui Mitsubishi
Mitsubishi Sinopec
CNPC
KNOC
ONGC

First and foremost, private companies are gradually being squeezed out by state companies. Second,
foreign majors’ involvement is being limited to the position of junior partners of Russian entities.
Some of them, such as TOTAL, which had planned to develop Vankor in East Siberia, or Chevron,
which was involved in Sakhalin-3, have been completely banished from the region. Others, such as the
shareholders of Sakhalin Energy, have seen their holdings drastically diminish in favor of Gazprom.
However, a new breed of foreign players has entered this region - hydrocarbon producers from Asia
that represent the future markets for Russian oil and gas. And finally, small companies operating in the
region are either used by Gazprom to meet its long-term objectives or are called upon by the state to
help fill ESPO with oil.

It is unclear how these trends will affect the progress of the East of Russia’s development; it is worth
noting, in any case, that Sakhalin-1 and Sakhalin-2, in which foreign majors played the leading roles,
were the only projects in this part of the country that were showing any progress. Also, private companies
are by definition more efficient than state companies, particularly Gazprom and Rosneft, which have
their own corporate agendas — agendas which sometimes conflict with national interests. Gazprom is
mainly interested in preserving its exclusive rights for gas exports, increasing its capitalization through
acquisition of largely non-core assets and reestablishing its control over the entire gas industry of Russia;
it prefers to join gas ventures that are already underway rather than start major investment projects
from scratch, and, sometimes, blocks important initiatives of private companies for its own purposes.
And Rosneft, after all its acquisitions, might be spread too thin and thus unable to undertake major
investment projects in this complex region. Also, both state companies might be called upon by the state
to perform certain political or social functions that might undermine their commercial efficiency.

Vertically-Integrated Oil Companies

SIDANCO

Initially, when oil assets in Russia were distributed among vertically-integrated oil companies during
privatization, SIDANCO (Siberian - Far Eastern Oil Company) was established (May 1994) with the
objective of supplying East Siberia, the Far East and the extreme North of Russia with oil, gas and
petroleum products, which it had to deliver from its upstream base in West Siberia and the Volga-Urals
region. Its downstream assets were mainly situated in the East of Russia, covering almost its entire territory,
and consisted of two refineries (Angarsk and Khabarovsk) and 12 petroleum product distributors'.
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In 1999-2001, SIDANCO was aggressively bankrupted by TNK, which acquired most of its upstream
assets, while its downstream assets in the East of Russia were largely bought by YUKOS and the Alliance
Group in the early 2000s.

YUKOS

Before the start of the YUKOS case, the company was the undisputed king of big oil in the East of
Russia.

In the late 1990s, YUKOS was one of the first vertically-integrated Russian oil companies to become
interested in the East of Russia and to develop a long-term strategy for the region. YUKOS’ main
producing subsidiaries were located in West Siberia, while initially Mikhail Khodorkovsky regarded
East Siberia only as a transit territory for oil deliveries to China. YUKOS’ export volumes to China were
rapidly growing and subsequently Khodorkovsky decided to build the Angarsk-Daquing oil pipeline.

In fact, some experts believe that the destruction of YUKOS was partly determined by its plan to
build a private pipeline to China. This was totally unacceptable to Russian authorities both because the
state monopoly on export pipelines gives the government opportunities to put pressure on domestic
oil companies and also because Khodorkovsky was trying to develop relations with China on his own.

Initially, Khodorkovsky planned to begin exporting oil to China from the Priobsk oil field located in
West Siberia, but the pipeline negotiations with the Chinese probably gave him the idea to establish his
own production base in East Siberia.

Eastern production base

In 2000-2001, YUKOS took its first steps in this direction. In 2000, as regional governments had a
say in license distribution for natural resources, YUKOS put up Boris Zolotarey, vice president of its
YUKOS-RM subsidiary, for the gubernatorial elections in Evenkiya. Zolotarev was elected and supported
YUKOS'’ plans to develop the fields for future export.

Box 7. Yurubcheno-Tokhomsk Zone

The Yurubcheno-Tokhomsk Zone (YTZ), located in the south of Evenkiya, is one of the most promising hydrocarbon
areas of East Siberia. The total geological resources of the zone amount to 2.5-3.5 billion tons of liquid hydrocarbons and
0.5-1.2 tcm of gas.

Five oil and gas fields were discovered in Evenkiya (Yurubchen, Kuyumbinsk, Sobinsk, Omorinsk and Paiginsk)
with commercial oil and gas reserves of 1.1 billion tons of o0il equivalent, and a prospective Tersko-Kamovsk block was
mapped.

In the mid-1990s, licenses for all the explored fields of the YTZ were auctioned off. The East-Siberian Oil and Gas
Company became the owner of the Yurubchen field (703 mln tons of recoverable oil resources) and Slavneft of the
Kuyumbinsk field; Slavneft and the Eastern Oil Company (where YUKOS had a controlling interest) also became co-
owners of the Tersko-Kamovsk block. Gazprom obtained the Omorinsk field.

Oil has already been produced from 75 exploratory wells in the Yurubchen field (some 37,600 tons in 2003) that
yielded an average of about 100 tons/day of flowing oil compared to the national average of around 7 tons/day, mostly
artificially lifted. Yurubchen oil is light and sweet; offsetting this, however, is the complex structure of the deposit with its
extensive gas cap.

Yurubchen’s development is further complicated by the total lack of transportation infrastructure. Oil can be
transported only by winter roads, and, therefore, oil produced there is sold for the needs of the local boiler houses.

In 2001, YUKOS made plans to achieve peak oil production (13 mln tons/yr) from the Yurubchen field within seven
years. Investment requirements for the Yurubchen and Kuyumbinsk fields were estimated at $17 billion. Some $3 billion
was to be spent on creating the infrastructure, primarily construction of a pipeline leading to Karabul and a road.

However, the progress achieved in developing the Yurubcheno-Tokhomsk Zone was disrupted with the beginning
of the YUKOS case. In February 2005, oil production by the East-Siberian Oil and Gas Company was practically halted
because YUKOS’ shares were seized and, as a result, financing was suspended. Construction of the oil pipeline has also
been shelved.

Since the cessation of activities in the field threatened to disrupt the heating season for Evenkiya, in June 2005
authorities there asked the Russian government to resolve this problem. In July 2005, German Gref, the Minister of
Economic Development and Trade, proposed that Rosneft become the operator of the field.

In spring 2007, Rosneft bought the assets of YUKOS in the YTZ, which are of particular importance for the state
company, since it can use oil from there to fill ESPO. It is to be expected that the change of ownership will further delay

production activities within the zone.

By spring 2002, YUKOS had acquired more than 70% of the East Siberian Oil and Gas Company,
which had been established in 1994 on the basis of the state companies Eniseigeophysika and
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Eniseineftegasgeologiya. In February 1996, YUKOS won the tender on prospecting and developing the
Yurubchen block in the Yurubcheno-Tokhomsk oil and gas zone. Khodorkovsky intended to make its
fields the main East Siberian base for petroleum exports to China (see box 7).

Downstream

YUKOS had very strong positions downstream in the East of Russia, having two refineries (Achinsk
and Angarsk, see box 8) and a well-developed retail network in East Siberia?, which it acquired after
SIDANCO was bankrupted by TNK.

Box 8.

The Achinsk refinery was initially included in the Eastern Oil Company structure. YUKOS acquired a controlling
interest in the refinery in July 2000 and later increased it to 100 percent. The Achinsk refinery was built in 1981. It has a
primary distillation capacity of approximately 6.5 mln tons /yr of crude and its refining depth amounts to 65.97 percent.
The refinery specializes in fuel production. Under YUKOS’ management, the refinery has been aggressively trying to
expand its share in the East Siberia market.

The Angarsk Petrochemical Company was initially incorporated in the structure of SIDANCO but consistently ran in
the red. YUKOS acquired a controlling interest in the Angarsk Petrochemical Company in July 2001 and later increased
it to 100 percent.

Angarsk is the largest petrochemical company in the former USSR and includes an oil refinery, a chemical plant and
storage facilities for feedstock and output. Its principal oil refinery was built in 1953 and has a primary distillation capacity

of approximately 19.18 mln tons of crude per year, making it one of the three largest oil refineries in Russia.

Yakutiya

Yakutiya was the third direction of YUKOS’ activities in the East of Russia, where via Sakhaneftegas
it tried to get the license for development of the Talakan field (see box 9).

By spring 2007, YUKOS was completely bankrupt and its assets had been sold off; the lion’s share of
oil assets, including those upstream and downstream holdings located in East Siberia, were acquired
by Rosneft. Consequently, the state company inherited YUKOS’ positions in the East of Russia; yet it
remains to be seen whether Rosneft will be able to utilize them as efficiently as its predecessor did.

TNK-BP

Currently, TNK-BP is the third-biggest oil company in Russia, with 72.4 mln tons of oil produced in
2006 and 8.65 bcm of gas.

Before TNK and BP joined forces, BP was particularly interested in gaining access to China, which it
regarded as its strategic region, using Russia’s hydrocarbon resources located in the East of the country.
BP probably expected that a Russian partner with significant lobbying power, such as TNK, would help
it to pursue this goal. TNK-BP was created in 2003 and is 50:50 owned by BP and the consortium of Alfa-
Group, Access Industries and Renova. The founders contributed to the authorized capital 96 percent
of TNK shares, 98 percent of shares of ONACO and SIDANCO, 50 percent of Slavneft and stakes in
RUSIA Petroleum and Rospan.

Traditionally, TNK-BP has been trying to play an active role in East Siberia oil and gas reserves
development. TNK-BP is involved in two major projects: the Verkhnechonsk field (see box # 15) and
Kovykta (see case study # 2). However, it has now to take into account interests of its new powerful
partner in Verkhnechonskneftegas, i.e. Rosneft, and it was forced to cede Kovykta to Gazprom in
summer 2007.

TNK-BP also works on the Suzunsk, Paiyakhsk and Tagulsk fields with 132 mln tons of oil in C1+C2
categories in Krasnoyarsk Krai (Taimyr). These fields were acquired from Slavneft and form the so-
called Bolshekhetsk project. TNK-BP bought another three licenses in the region, for the Vostochno-
Charsk, Zapadno-Suzunsk and Zapadno-Pendomayakhsk prospecting zones.

The situation at Kovykta confirms the current trend evident in the gas sector of Russia: Gazprom is
trying to establish control over all significant gas projects and accumulate all “independent” gas assets
in its portfolio. However, currently TNK-BP faces other problems in addition to Kovykta. The Ministry
of Natural Resources threatens to revoke its other licenses because it has the highest share of idle wells
(30 percent) among Russian oil companies. In autumn 2006, TNK-BP had to pay about $1.5 billion to
cover tax debts it incurred in 2002-2003. The State Procurator’s Office is investigating another major
asset of TNK-BP, Rospan International, which the company acquired from Itera and YUKOS?®. This
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pressure was being put on the company largely to make it more compliant on the issue of Kovykta, and
possibly to make its Russian shareholders more eager to sell.

TNK-BP’s relations with Gazprom and its ability to reach a compromise with the gas giant
will hinge on the willingness of BP to promote Gazprom’s global ambitions. Valery Nesterov
of Troika Dialogue believes that the current policy of the government is not to take a too
tough position with foreign investors in exchange for opportunities provided for Russian
businessmen to invest abroad*. On the other hand, presumably TNK-BP is now betting on closer
relations with Rosneft (selling Udmurtneft to Rosneft+Sinopec rather than to Gazprom, which
was interested in it). Also, some analysts believe that the company earned the benevolence of
the Kremlin by its participation in the auction for YUKOS’ assets, where its subsidiary ceded
victory to Rosneft®.

Currently, there is a strong possibility that the Russian shareholders of TNK-BP will sell their shares;
however, they can do this no earlier than the end of 2007, according to the agreement that was signed
when the company was founded. Gazprom is definitely interested because such a transaction would
double its volume of oil production and increase its capitalization. However, Rosneft is apparently
also interested in getting half of TNK-BP; so the fate of the company will largely hinge on the rivalry
between Gazprom and Rosneft.

Surgutneftegas

Surgutneftegas is a newcomer to the East of Russia. It is one of the biggest oil companies in Russia,
with a 2006 oil production volume of 65.5 mln tons, and a major producer of natural gas (14.6 bcm in
2006).

For a long time, Surgutneftegas mainly extracted oil in the traditional region of its activities, the
Khanty-Mansi Autonomous District, and did not participate in the asset-grabbing fever of the 1990s. It
managed to achieve stable production growth by efficiently utilizing its existing upstream assets. But
gradually it became clear that the company needed to shift to a combination of internal growth and
external expansion because the development of increasingly mature fields in its traditional area of
operations permitted moderate output increases but only at higher costs. To improve its financial and
production performance, Surgut had to move to new regions.

In 2003, Surgutneftegas obtained a license for the Talakan field (see box 9 on page 26) and joined
the Eastern game.

Having shed its reputation as the Surgut recluse, Surgutneftegas started to expand its resource base
in the Irkutsk Region because fields there are located close to its Talakan field®.

Since Surgutneftegas has very substantial cash reserves and needs to expand its resource base,
presumably it will be one of the most potent bidders in the next licensing rounds.

However, rumors are now circulating that ultimately Rosneft or Gazprom mayacquire Surgutneftegas.
The company that resisted all takeover attempts during the turbulent 1990s and early 2000s, was
unquestionably loyal to the Kremlin and observed all the rules of the game established by the state, is
thus in danger of losing its cherished independence.

Slavneft

Slavneft is a relatively minor player by Russian standards (23.3 mln tons of oil and 0.9 bcm of gas
produced in 2006). It was established in 1994 as the Russian-Belarusian oil company, with upstream
activities mainly concentrated in West Siberia’s Khanty-Mansi Autonomous District. Later in the mid-
1990s, Slavneft acquired licenses in Krasnoyarsk Krai for the Kuyumbinsk field acting on its own, and
for the Tersko-Kamovsk block jointly with the Eastern Oil Company, a subsidiary of YUKOS.

The Kuyumbinsk and Tersko-Kamovsk zones are located some 600 km from Krasnoyarsk and about
550 km from the nearest trunk pipeline; they are characterized by a highly complex geological structure.
Slavneft announced successful exploratory drilling in the Kuyumbinsk field: a well gave an oil gusher
yielding 500 tons /day. Efforts in 2001 produced an increase in reserves by 100 million tons. Currently,
recoverable reserves in the C1 and C2 categories of the Kuyumbinsk and Tersko-Kamovsk zones are
estimated at 210 mln tons of oil and 174 bem of gas.

Slavneft-Krasnoyarskneftegas produced 27,000 tons of oil from its fields in 2006. Slavneft expects to
begin year-round development of the Kuyumbinsk field in 2007 and build a pipeline in 2009-2010. It is
estimated that by 2011 the annual volume of oil production would be some 730,000 tons, and by 2012
it should reach 3 mt.

Slavneft is developing a mid-term Program for the Complex Development of the Krasnoyarsk Krai Fields. The
program envisages geological, exploration, testing and production activities in the Kuyumbinsk and
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Tersko-Kamovsk fields in 2007-2011. The total investments of Slavneft in the development of fields in
the 2007-2011 will exceed $1 billion!®.

Box 9. Talakan field

The Talakan field is located in the southwest of Yakutiya near the Chayandinsk field. Its recoverable reserves are
estimated at 124 mln tons of oil and 47 bem of gas, with geological resources of 300 mln tons.

The Talakan field was discovered in 1987 by Lenaneftegasgeologiya. In 1993, Lenaneftegas, asubsidiary of Sakhaneftegas,
got a license for geological studies of the subsurface. Testing and commercial development began in 1996.

In 2000, the Talakan license was auctioned off. Sakhaneftegas won by offering $501 million, and YUKOS guaranteed
that Sakhaneftegas would meet its commitments. The second biggest proposal ($61 million) was made by Surgutneftegas,
which had long been interested in Yakutiya.

It was later discovered that the winner did not plan to pay the whole proposed sum for the license. It was supposed
that Sakhaneftegas would make payments only to the federal budget, while the share of Yakutiya ($300 million) would
be accounted for as the debt of the company to the republic’s budget. The parliament of Yakutiya blocked this option
and demanded that Sakhaneftegas fully meet its obligations. The company refused, and the results of the auction were
annulled in early 2002°.

Meanwhile, YUKOS did not intend to give up its plans to develop Talakan. In 2001, it acquired the controlling interest
in Sakhaneftegas and planned to win the next contest, scheduled for December 2002. However, the auction was cancelled
and a one-year temporary license was granted to Surgutneftegas, one of the most conscientious subsurface users with the
essential technical expertise and financial potential.

Having acquired a temporary license, Surgutneftegas appealed to the Arbitration Court of Yakutiya, saying the
company had the right to a permanent license based on the results of the 2001 contest. The court resolved the case in
favor of Surgutneftegas. In addition, Surgutneftegas got five-year geological and exploration licenses for areas adjacent
to Talakan’.

In summer 2004, Surgut purchased the YUKOS assets located on the Talakan field, including the controlling interest
in Lenaneftegas.

The state could have received much larger revenues if Talakan had been auctioned off again, and it was argued that
granting the license to Surgut was not a commercially valid decision. Presumably this was done for political reasons - to
strengthen the influence of companies loyal to the state in the East of Russia.

The distance separating the field from the market and the absence of a transportation infrastructure did not permit
the commercial development of the field to begin for a long time: all crude is currently burned in local boiler houses.
Surgutneftegas extracted 242,800 tons in 2006 and targets 3 mIn tons by 2008, with 10 mln tons /yr projected by 2010.

Surgutneftegas is actively working on the field and confirmed its reputation as a conscientious subsurface user by being
the only company in the region to fulfill licensing conditions in 2005 It has already spent $800 million in Yakutiya and
intends to invest $1 billion in 2007-08.

The decision to move the East Siberia-Pacific Ocean pipeline to the north of Lake Baikal benefited both Yakutiya and
Surgutneftegas, since now the pipeline will actually pass close to the Talakan field, and Surgut won’t have to build the 550-

km pipeline to connect the field to ESPO that it initially envisaged.

Currently, Slavneft’s position is rather peculiar since, in late 2002, the owners of Sibneft and TNK
bought 74.9 percent of Slavneft for $1.86 billion at a privatization auction; their structures now control
about 99 percent of the company.

From the very beginning, Sibneft and TNK announced that they would divide the company between
them on a 50-50 basis, but it turned out to be difficult to share the licenses and downstream assets the
company owns. Ultimately, Sibneft and TNK-BP decided to divide the company’s oil earmarked for
export, while leaving Slavneft a separate legal entity. Therefore, TNK-BP and Sibneft can consolidate
50 percent of Slavneft’s oil each in their financial statements.

Though Slavneft is a modest player, Gazprom is interested in it if it can acquire the company
completely, and not just the half that is owned by Gazprom neft - if it manages, in other words, to get
another 50 percent by acquiring the half of Slavneft owned by TNK-BP.

Sibneft, currently Gazprom neft

Currently, the presence of Gazprom neft, the former Sibneft, in the East of Russia is relatively
significant.

First, it owns a license for the Lopukhovo-Vostochno Shmidtovsky block of Sakhalin-5, which it
bought from TNK-BP. In July 2002, TNK-Sakhalin, a TNK subsidiary, was granted a five-year geological
exploration license for a number of structures that were included in the Vostochno-Shmidtovsky block
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as well as areas located within the Sakhalin-4 boundaries (currently known as the Lopukhovo-Vostochno-
Shmidtovsky block). Its recoverable resources are estimated at 325 million toe. In 2005, presumably
within the framework of'its asset portfolio optimization, TNK-BP sold the license to Sibneft. Potentially,
this block could have been of interest to BP. However, BP did not object because, allegedly, it was told
that it had no chance to get the production license for the block to replace the geological license that
will expire in 2007. Meanwhile Gazprom, as a state company and now the owner of Sibneft, would have
no problems with getting a production license.

Also, Sibneft established a subsidiary, Sibneft-Chukotka, in 2001. Sibneft-Chukotka holds licenses
valid until 2007 to develop three Chukotka oiland gas on-shore fields''. In March 2002, Sibneft-Chukotka
obtained a five-year geological exploration license for the Beringovsky, Zentralny and Tumansky blocks
of the Anadyr-1 project in the Bering Sea.

Gazprom neft has already shown that under its new ownership it has significant administrative clout.
Inlate 2006, Oleg Mitvol, deputy head of Rosprirodnadzor, initiated the process of revoking the licenses
of Sibneft-Chukotka for violations of licensing agreement terms. However, Gazprom neft managed to
protect its subsidiary and, taking into account “difficult geological conditions of operations in this
territory,” the licensing terms were modified'2.

Gazprom neft also holds five licenses for blocks in Krasnoyarsk Krai and Yakutiya and owns half of
Slavneft.

Gazprom, which plans to develop its oil business and intends to produce 60 mln tons of oil by 2011 and
80 mln tons of oil by 2020, bought 72.7 percent of Sibneft for $13.1 billion in October 2005 (by that time,
it already had a 3-percent stake in the company). Soon after that, however, the new subsidiary reported
the first decline in oil production in years. There are estimates that its oil production will be almost halved
by 2010, decreasing to 17.3 mln tons. In the past, Sibneft was famous for record rates of oil production
growth with modest capital and operating expenses. But now it appears that its previous owners did not
pay enough attention to geological and exploration efforts and development of new fields. Gazprom neft
plans to halt the production decline through acquisitions of licenses and other companies. Therefore, it
will do its best to wrest the most interesting assets of Slavneft from its co-owner, TNK-BP, since Gazprom
neft as a subsidiary of Gazprom will have greater administrative and political weight than TNK-BP.

Small and Regional Companies

As the recent trends show, Gazprom and Rosneft try to establish control over major oil and gas
companies and strategic projects in the east of the country, while involving small companies in the
solution of their operational tasks. Only such enterprises as Norilskgazprom retain their relative
independence because they service the oil and gas needs of certain regions and do not fit into the
export plans of the two state companies.

Bratskecogas was created by the Bratsk administration to develop the Bratsk gas condensate field
located some 27 kilometers from Bratsk. Development of the field began in 1994 within the framework
of the federal program Ecology of Bratsk. The city of Bratsk, where coal constitutes 99 percent of the fuel
for local power stations, is characterized by extremely adverse environmental conditions, and a partial
replacement of coal with gas was envisaged in order to improve the situation. The field can produce at
its peak some 430 mcm of gas and 50,000 tons of condensate per year.

InSeptember 2001, Iterabought 78.9 percent of Bratskecogas’ shares from the Bratsk administration.
The positions of Itera, which used to be the second biggest gas producer and trader in Russia and
the CIS after Gazprom, seriously worsened following the change in Gazprom’s leadership in 2001".
Itera’s current role illustrates the situation with independent gas producers in Russia as Gazprom is
trying to displace the “independents” and establish absolute control over the domestic gas market.
Itera is searching for compromise solutions because it understands that it will be unable to survive as
an independent gas producer while opposing Gazprom.

In September 2006, Itera signed a cooperation memorandum with Gazprom concerning the
development of the Bratsk field. It is expected that by 2009 some 400 mcm of gas will be produced
from the field, including 100 mcm used for the gasification of the region, and the rest channeled for
processing. Itera will deal with the construction of the field and will begin its trial and commercial
development by late 2007, selling extracted gas to Gazprom. The monopoly will build the pipeline and
low-pressure networks. This memorandum envisages the development of the Bratsk field within the
framework of the general scheme of the Irkutsk Region gasification proposed by Gazprom.

This memorandum is a logical development of relations between Itera and Gazprom: in June
2006, the two signed a cooperation agreement for 2006-2010 to collaborate on a broad range of
issues, including the reconstruction and upgrading of the Unified System of Gas Supplies (USGS),
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establishment of joint gas-chemical enterprises, gas sales to Gazprom, and deliveries of raw materials
to the gas processing plants of Gazprom and others.

The Irkutsk Oil Company has two subsidiaries, Ustkutneftegas and Danilovo Oil Company.

Ustkutneftegas was established in 1996 by the administration of the Ust-Kut district of the Irkutsk
Region to provide fuel for boiler houses. It was in a very poor state till 2000 because of non-payments
by consumers, and in 2000 the district authorities invited the owners of Bodaibo Energy Company as
investors. The owners created the Irkutsk Oil Company, getting full control over Ustkutneftegas.

In 2006, the Irkutsk Oil Company produced more than 166,000 tons of oil and condensate.

The Irkutsk Oil Company plans to commission a Yarakta-Markov-Ust-Kut oil pipeline in 2007.
Management expects that by 2010 the company will be able to provide 1 mln tons of oil for the East
Siberia-Pacific Ocean pipeline'.

The Irkutsk Oil Company, with C1+C2 gas reserves of 78.7 bcm and D1 resources of 62 bcm, could
become the basis company for Gazprom and the regional administration plans to use small gas fields in
the north of the Irkutsk Region for the gasification of the region. In November 2006, Gazprom deputy
chairman Alexander Ananenkov signed an agreement with the company on gas deliveries. It is the
second agreement signed by Gazprom with an independent gas producer in the Irkutsk region.

Urals Energy was established in 2001 and incorporated in Cyprus in 2003. Since then it has acquired
five Russian oil companies operating in different regions of Russia, including the Irkutsk Region and
Sakhalin, which produced in total some 360,000 tons of crude in 2005.

Roughly 60 percent of Urals Energy’s shares are held by five individuals, including Leonid Diachenko,
the former son-in-law of Boris Yeltsin, who owns 7.8 percent. In 2005, Urals Energy had a successful
IPO on the London Stock Exchange and sold 35 percent of its shares for $131 million.

In 2005, Urals Energy acquired the Dulisma Oil Company, license holder for the Dulisminsk oil,
gas and condensate field located northwest of Lake Baikal. Together with the Verkhnechonsk field
operated by Verkhnechonskneftegas and the Talakan field operated by Surgutneftegas, Dulisma could
potentially figure among the key suppliers of crude oil to ESPO.

The Dulisminsk field has approximately 24 mln tons of oil and condensate and 68.4 bcm of gas
(categories ABC1-C2). The field is in the early stages of development and produced 25,000 tons of oil
in 2006. Urals Energy plans to increase production to approximately 590 thousand tons by the end of
2008, and 1.4 mlIn tons by the end of 2011. This second phase of the development program will include
construction of a permanent pipeline to either the river port and railway terminal at Ust-Kut or to a
planned pump station on the ESPO pipeline’.

InJune 2007, Alexander Ananenkov and Leonid Diachenko signed a memorandum on cooperation in the
gasification of the Irkutsk Region. Under this agreement, Urals Energy will commission the Dulisminsk field
within 2008-2009 and will sell all gas produced there to Gazprom. The parties also envisage joint participation
in the financing of trunk pipeline construction in the region, provided the pipelines will be owned by Gazprom.
This was the third such agreement that the gas monopoly has signed with small players in the region.

Box 10. Sakhalin-6

Sakhalin-6 is based on the Pogranichny block. The aggregate geological resources of Sakhalin-6 are estimated at 970
mln toe, and those of the Pogranichny block at 240 mln toe. The most promising Pogranichny structures are Kerosinnaya
and Rymninskaya, with recoverable resources estimated at 20 mln tons of oil. Of the formations not included in the
Pogranichny block, the most promising structure is Central Pogranichnaya, with recoverable resources of 60 mln tons of

oil and 192 bcm of gas.

Urals Energy also became active on Sakhalin by acquiring full control of Alfa’s 97.16 percent
ownership interest in Petrosakh in November 2004. Petrosakh was founded in 1991 as a Russian-US
joint venture to develop the Okruzhnoye field on the eastern coast of Sakhalin Island. In 1993, a 50
percent interest in Petrosakh was acquired by Nimir Petroleum Petrosakh Limited. Nimir accelerated
the development of the field and constructed a 204,000-ton refinery, oil processing facilities, and a
marine export terminal. By 1999, Nimir had invested approximately $150 million in the development
of the Okruzhnoye field, and production peaked at a rate of 244,000 tons.

In 2000, Nimir Petroleum Group sold its ownership interest in Petrosakh to an affiliate of the Alfa
Group. In 2001, Petrosakh was licensed for a geological study of the Pogranichny Block, the basis for
the Sakhalin-6 project (see box 10), and began exploration of the block in 2002.
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Sakhaneftegas is a major regional player in Yakutiya; it was established as the national oil company
by decree of the president of the Sakha Republic in January 1992.
Since 2002, some 51 percent of Sakhaneftegas has been owned by YUKOS, and 36.6 percent by the
government of Yakutiya.
Sakhaneftegas’ key subsidiaries are as follows:
+ Yakutgazprom — created in 1994 following the corporatization of the republic’s gas-producing
enterprise. In 1997, it was included in the structure of Sakhaneftegas, which owns 92.5 percent
of its shares. Yakutgazprom deals with gas production and processing and supplies to consumers
on the basis of the Srednevilyuisk gas condensate field. Yakutgazprom also holds licenses for the
Srednebotuobinsk, Mastakhsk and Severo-Neblinsk fields.
- Vitimsk refinery — refining of oil from the Talakan field.
+ Lenaneftegas — drilling of development wells, construction of fields, hydrocarbon production
and sales. It is the only supplier of crude oil and fuel for the state needs of Sakha. Under contract
with Surgutneftegas, it produces and transports oil from the Talakan field.
« Yakutgeophysika — the monopoly supplier of geological and geophysical services in Sakha.

ALROSA is the biggest diamond producer in Russia, which accounts for almost 100 percent of the
diamonds mined in the country and some 20 percent of the world’s output. It is the pillar of Sakha’s
economy. Its key shareholders are:

1 The Federal State Property Agency - 37%

2 The Sakha Ministry of State Property Management — 32%
3 Employees — 23%

4 Administrations of Sakha’s regions — 8%.

Currently, the federal government is implementing “federalization” plans to increase its stake in
ALROSA to a controlling interest'®. This aim is a logical development of its current policy of establishing
total control over the strategic, particularly resource, sectors of the economy.

Originally, ALROSA had only two subsidiaries that dealt with hydrocarbon production.

ALROSA-Gas~ established in 1998 in order to integrate the diamond mining industry and oil and gas
complex of Yakutiya. Its priority objective at that time was to organize construction of the Mirny-Aikhal-
Udachny trunk pipeline. Currently, ALROSA-Gas (together with Yakutgazprom) extracts gas from the
Srednevilyuisk, Mastakhsk and Srednebotuobinsk fields. By December 2006, ALROSA had increased
its stake in ALROSA-Gas to 100 percent.

ZAO Irelyakhneft - license-holder for the Irelyakh field, whose average annual production volume is
55,000 to 60,000 tons. ALROSA consumes roughly 90 percent of produced oil.

In 2005, ALROSA made the strategic decision to focus more on coal, oil and gas production.
Consequently, in December 2005, ALROSA acquired 50.3 percent of Sakhaneftegas and 75 percent
of Yakutgeophysika'”. This decision is supported at the federal government level, as the state wants to
speed up the commissioning of eastern oil and gas resources by relying on major companies under its
control. Thus Finance Minister Alexei Kudrin, who is head of the supervisory board of ALROSA, said
in summer 2006 that the company should diversify its activities and participate in the development of
ore, coal, oil and gas deposits.

After all its acquisitions, ALROSA may emerge as the biggest gas-producing enterprise of Yakutiya,
with natural gas reserves of some 250 bcm. It could become a dominant company of the republic not
only in terms of diamonds, but hydrocarbons as well, creating a petroleum industry largely for its own
needs and the needs of the republic.

Itis unclear whether such diversification away from the core competence of ALROSA would create or
destroyshareholder value. It could also generate additional uncertainties for the company: by becoming
alocal gas monopolist, it would turn into a competitor of Gazprom, which is now accumulating all major
gas assets in its portfolio and is particularly interested in the Chayandinsk field located in Yakutiya,
which will sooner or later be auctioned off.

In Yakutiya, then, the gas monopoly’s ambitions may conflict with the interests of the Sakha Republic
and ALROSA.

Norilsk Nickel, the world’s largest producer of nickel and rare metals and the pillar of Taimyr’s
economy, controls the oil and gas industry of the peninsula. Norilsk Nickel consumes more than 95
percent of the gas produced on the peninsula, while the rest is provided to the population and local
power stations.

Norilskgazprom, created in 1968, was oriented toward supplying gas to Norilsk Nickel and therefore
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managed to remain independent from Gazprom during the corporatization of the 1990s. It is one
of the few gas companies in Russia that conducts a full cycle of activities, from well drilling to gas
distribution, as well as condensate production and processing. The enterprise ensures the autonomy of
Taimyr’s gas supplies. In early 2004, Norilsk Nickel increased its stake from 10 percent to 29.4 percent
in Norilskgazprom.

Currently, the key shareholders of Norilskgazprom are as follows:

+ Norilsk Nickel (29.4%)

- Federal State Property Agency (38%)

- International Trading Company Limited (19.45%)

+ Minority shareholders (13%)

In 2001, Norilsk Nickel bought from Norilskgazprom the Taimyrgas enterprise, which had been
established in 1998 to develop the Pelyatkinsk field (with gas reserves of 150 bcm). Norilsk Nickel is
also co-owner of Taimyr Oil Company.

Presumably, the future of the gas industry in Taimyr will continue to be mainly connected with
activities of Norilsk Nickel; it is the single biggest employer in the region and a company whose energy
needs will remain significant as it exercises its strong lobbying potential to protect its industrial empire.
Also, up to now Gazprom has expressed no interest in the gas reserves of the peninsula, which do not
fit into its export plans.

Thus, over the past 7 years private companies that used to have a secure niche in the east of Russia
ceded their positions to Gazprom and Rosneft almost on all fronts, and it appears that they will continue
to retreat in the nearest future. Presumably, Russia’s leadership believes that such a strategic national
goal as the development of East Siberia and the Far East can be accomplished only through reliance
on the state-owned companies. However, as the latest developments show, the Russian state companies
have their own corporate interests that do not always coincide with the national objectives.
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Kamchatkanefteproduct; Khabarovsknefteproduct; Magadannefteproduct; Primornefteproduct; Sakhalinnefteproduct;
Sovetskoye (Chitanefteproduct).
2 Angarsknefteproduct, Bratsknefteproduct, Buryatnefteproduct, Irkutsknefteproduct, and Khakasnefteproduct.
3 Vedomosti, 16.04.07.
4 Vedomosti, 13.06.07.
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Chapter 6.

STATE COMPANIES: WINNING

Until recently, state companies were relatively poorly represented in the East of Russia, where
domestic private companies dominated the petroleum landscape. Gazprom had almost no presence in
the region, while Rosneft, though having assets and participating in important projects, was too weak
to be considered a serious player.

Gazprom

At present, Gazprom’s holdings in East Siberia and the Far East are still not overly significant: its
subsidiary, Krasnoyarskgazprom, owns three licenses in Krasnoyarsk Krai, and Gazprom has two licenses
for geological studies in the eastern and western Kovykta zones. However, the monopoly is gradually
building its eastern empire. Having acquired Sibneft (see chapter 5), it got its assets on Sakhalin and
in Chukotka; it bought the Tetersk block in Evenkiya in summer 2006. Most important, it joined the
Sakhalin-2 project as majority shareholder (see case study # 3) and finally got Kovykta (see case study
#2).

Gazprom’s real role in the region, as the sole gas producer and the exclusive exporter of gas, is
extremely significant — and the monopoly is currently growing much stronger.

Programs of gas industry development

During the 1990s, Gazprom was not interested in the East of Russia. This indifference was quite
understandable because at that time Gazprom’s top priorities lay elsewhere - stabilizing gas production,
ensuring uninterrupted gas exports to Europe, coping with non-payment problems, resisting attempts
to break up the company, and so on. However, interest in the East of Russia emerged in the new
millennium, and Gazprom is actively lobbying its own vision of regional development. The first draft
of this vision was prepared in mid-2001 within Gazprom as an internal memo.

In December 2001, Gazprom’s management and Board of Directors adopted the “Program for
Developing East Siberian and the Far Eastern Gas Resources and Ensuring a Single Export Channel to Access Asia-
Pacific Region (APR) Markets.” In July 2002, the Russian government appointed Gazprom coordinator
for implementing the state’s eastern gas policy.

In 2002, the government instructed Gazprom and the Ministry of Energy to develop a “Program of
Creating in East Siberia and the Far East a Single System of Gas Production, Transportation and Supplies with Due
Account for Possible Gas Exports to China and other Asia-Pacific Countries.” Gazprom made minor amendments
to its internal memo and the ministry approved the first version of this document.

In March 2003, the draft was submitted to the government and accepted as a basis for future work to
be developed further with the involvement of all interested perties.

In addition to this concept jointly developed by Gazprom and the Ministry of Energy, two other
studies were made on the same subject by:

1 the Center Mineral of the Russian Ministry of Natural Resources and RUSIA Petroleum;
2 the Institute of Strategic Studies of the Fuel and Energy Complex.

All three concepts used the data of the State Balance of Russia’s minerals for 2001-2002, i.e. the
summary balance of gas reserves contained in the fields discovered in the region in the amount of 7.2
tcm and forecast resources of 40 tcm. At that time, 3.9 tcm of reserves were licensed to enterprises, and
3.3 tcm were in the undistributed fund®.

However, the estimates of gas demand in East Siberia produced by these studies differed greatly.

Gazprom initially estimated demand at 8 bcm/yr by 2010 and 13 bcm by 2020, whereas Mineral
put it at 2.5 bcm by 2010 and 5.5 becm by 2020. This wide range of estimates showed that there were
no reliable criteria to assess possible levels of gas production and consumption in East Siberia and the
Far East. All forecasts were consciously or unconsciously modified to fit the existing concepts of the
region’s development.

The essence of Gazprom’s strategy was to form a new gas-producing center in the region and to
expand the USGS to East Siberia and the Far East. Two principle tasks were formulated:

1 priority of meeting domestic demand;
2 implementation of an export policy on the basis of a single export channel.

The first task was to be fulfilled by beginning development of Kovykta, the best prepared field, in
2007 and supplying gas to the Irkutsk Region and the south of Krasnoyarsk Krai. Deliveries of gas
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to the USGS from Kovykta were to begin in 2009. Since East Siberia would be an important source
for compensating for the declining production in the Nadym-Pur-Taz region, Gazprom proposed to
include Kovykta in the list of fields that have strategic significance for Russia. The Chayandinsk field
(see box 11), to be commissioned in 2009, was regarded as a basic field for gasifying southern regions
of Sakha and the Amur Region and ensuring gas exports to northeast Asia.

Box 11. Chayandinsk field

Chayandinsk is Sakha’s biggest field and is still held in the undistributed fund. It is located in the southwest of Sakha,
some 400 km to the northeast of Kovykta. Recoverable reserves of gas are estimated at 1.24 trillion cm, oil at 50 mln tons.
It can produce up to 20 bcm of gas and 1.9 mln tons of oil per year. Together with Srednebotuobinsk, Tas-Yuryakhsk and
Verkhnevilyuchansk, it forms a compact group of fields located not far from the Talakan field. This region of Yakutiya
is relatively well developed: oil, gas and diamonds are produced; there is a major hydropower station, a gas pipeline to
Mirny, major river ports and airports and a car road between Lensk and Udachny. Investments in field development are
estimated at $4.06 billion.

In contrast to Gazprom, Mineral and RUSIA Petroleum believed optimum development of the fuel and
energy complex in East Siberia and the Far East required maintaining the priority of local coal. Gas was to be
mainly exported, and a small portion was to be used for gasifying solvent consumers. Therefore, estimates
of the real gas demand in East Siberia by Mineral and RUSIA Petroleum were three times lower than those
of Gazprom. According to them, Kovykta should have been commissioned first and its gas exported. Then
the Chayandinsk field should have been put on line and its gas should also have been exported in the same
corridor with Kovykta’s gas. Later, by 2015, broad-scale gas production could have begun in Evenkiya.

The Institute of Strategic Studies also believed that the oil and gas resources of East Siberia and the
Far East should be exported, and Kovykta should be the basis for exports.

Gazprom’s program was forgotten for a while, resurfacing only in 2004, when it became clear that
the document required radical rewriting rather than minor amendments.

To this end, in August 2004, an interdepartmental working group was created that included
representatives of the Ministry of Foreign Affairs, Ministry of Economic Development, Ministry of
Natural Resources, Gazprom, RUSIA Petroleum, and others. It was decided to extend the program to
2030 to make it correspond to the General Scheme of Gas Industry Development drafted by Gazprom?.

Four centers of gas production formed the basis of the program: Irkutsk, Yakutsk, Krasnoyarsk and
Sakhalin. The key objective of the program was to expand gasification of the eastern regions of Russia.

Gazprom considered three main schemes of gas transportation:

1 West: The Irkutsk, Krasnoyarsk and Yakutsk centers are to be united in a single transportation
system that operates in two directions — to the West, to connect with the USGS, and to China and Korea.
The Chayandinsk field is to become the basis for gas exports. Kovykta gas is to be pumped in both
directions, but mainly to the USGS, and Yurubcheno-Tokhomsk and Sobinsko-Paiginsk gas — only to
the USGS. The system is to be launched in 2007. Sakhalin gas is to be exported only as LNG; the rest is
to be delivered to Russian consumers in the Sakhalin region, Khabarovsk and Primorsk Krais.

2 Center: This option envisages three separate systems of gas pipelines, with the possibility of
uniting them in the future. Gas from the Irkutsk and Krasnoyarsk regions is to be delivered to the
USGS. In contrast to the “West” scenario, this system would not be connected to the second system,
which would pump Chayandinsk gas to the APR. Thus, Kovykta should not be involved in exports,
supplying only the USGS. Yakutsk gas would stop in China without going to Korea, with Sakhalin gas
delivered by pipeline to Korea. Other promising areas of Krasnoyarsk Krai, with the exception of the
two basic fields, are not to be developed.

3 East: The Krasnoyarsk and Irkutsk centers are to be connected to the USGS and supply
domestic consumers of the region. The Yakutsk center is to work in the autonomous regime and to
provide consumers of neighboring territories. Only Sakhalin gas is to be exported, both as LNG and
through pipelines, to Korea and China. Thus, two isolated systems are to be created: one is to deliver
East Siberian gas to the USGS, another to ensure gas exports to Asia-Pacific countries®.

Gazprom chose the “East” option as the cheapest, with minimum export risks; however this approach does
not meet the objective of creating a single system of gas production and transportation in the region. This
scenario envisages conservation of the Chayandinsk field through 2030. Evidently, Gazprom is not eager to
develop the field and create infrastructure; the monopoly finds it easier to buy gas from Central Asia.

This decision caused serious concern on the part of Sakha’s leadership, which had hoped that
Gazprom’s program would speed up the development of the republic. Therefore, in November 2005
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the State Assembly of Yakutiya (Il Tumen) sent an appeal to Putin and Fradkov stating that “against
the background of intensifying global competition and the emergence of the principally new energy
technologies, the attempt to freeze for 25 years the development of the most promising oil and gas fields
in Yakutiya may have serious social and economic implications and also will not contribute either to the
territorial multiplicative effect from complex development of oil and gas fields or to the geopolitical
interests of Russia.” In this respect, Il Tumen asked the RF leadership to note particularly “that it is
inadmissible for corporate interests and motivations to prevail over the strategic interests of Russia and
to facilitate complex development of oil and gas fields in the northeast of Russia, including the unique
Chayandinsk oil, gas and condensate field.”

In October 2005, the program was presented to the Russian Gas Society, a lobbying organization
of gas companies in Russia. The Ministry of Energy and Industry and Gazprom focused on the risks
inherent in implementing the program and claimed that the difficulty and uncertainty of the long-
term development of the region did not permit choosing any of the three options®.

According to Gazprom, the risks are increased by uncertainty with respect to the Chinese market.
The monopoly believes that the share of natural gas in the energy pie of China is constantly growing,
from the current 3 percent to 7 percent in 2010, and that gas consumption in China could reach 96
bem in 2010 and 172 bem in 2020, increasing much faster than domestic production; therefore gas
import is of vital importance to China.

Interestingly, the Russian Academy of Sciences also forecast gas demand growth in the key Asia
Pacific countries, but gave higher figures for China’s gas consumption than did Gazprom.

Gazprom emphasized that China would need the main volumes of eastern Russian pipeline gas
only after 2015, and South Korea no earlier than in 2020° One of the latest versions of the program
proclaimed that the “significant reserves and prospective resources of natural gas of East Siberia and
the Far East permit establishment of new centers of gas production in the region that would meet both
the needs of the domestic market and export opportunities for Russian gas [...] however, the scale
and complexity of the envisaged transformations and the objective high uncertainty of the long-term
development parameters do not permit compilation in advance of the list of all production projects
that could be implemented in the long-term perspective. Therefore, it is proposed to implement the
program in stages.”’

Itwas expected thatin the first stage of the program implementation, 2006-2010, the parameters of the current
production projects will be clarified, and the new list of production projects for the future will be formulated.

Gazprom’s document listed measures that should be implemented in the first stage in order to
mitigate risks and form conditions for future implementation of the program. They include the signing
of corporate contracts for deliveries of Russian gas, creation of tools to stimulate the use of helium and
ethane, plans for gasification of the regions, formation of gas-pricing mechanisms in the regions of East
Siberia and the Far East and others. Thirteen of 19 measures were to have been implemented by the
end of 2006, which was totally unrealistic.

Thisversion of the program contradicted the strategic goal of ensuringa comprehensive development
of East Siberia and the Far East:

1 During the first stage, only the current projects will be implemented, i.e. two Sakhalin projects,
and Kovykta will be developed on a limited scale.

2 The program is actually a modified version of the “East” option of Gazprom’s program and
envisages deliveries only of Sakhalin gas to the Asia-Pacific countries, while gas from East Siberia
and Sakha will be used solely for domestic needs.

3 The draft program envisages delaying up to 2030 the commissioning of Yakutiya fields that will
hinder social and economic development of the republic.

4 Delaysinthe establishment of enterprises for the deep processing of hydrocarbons and chemical
plants and the limitation of gasification projects in effect mean freezing the development of the
eastern regions.

5 The development of Kovykta will be efficient for investors onlyif gas is exported. It is not feasible
to develop the Chayandinsk field without the synergetic effect of connecting it to Kovykta.

6 Delay in the development of the resource potential of the East of Russia results in lost
opportunities to develop the industrial infrastructure and aggravates a complex of serious social
and economic problems. It ultimately results in the outflow of population from the region.

The development of the Eastern Gas Program, which commenced in 2002, was completed only
in 2007. Initially, the Ministry of Industry and Energy, the Ministry of Economic Development and
Trade and the Ministry of Natural Resources were unable to finalize the program and in spring 2007
submitted it to the government “with disagreements of the ministries.”
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Even the latest version of the program contained 15 different scenarios of how to develop gas, oil
and condensate fields in the east of the country through 2030°.

The key disputesstill concern the fate of the Kovyktaand Chayandinsk fields. The Ministry of Industry
and Energy and Gazprom believe that the East-50 plan, which holds that the east of the country will
not need a single system of gas supplies until 2030, is the optimum scenario. The northern fields of the
Irkutsk Region and the associated gas of the Krasnoyarsk Krai fields would meet the domestic demand
of the region, while Sakhalin-1 and Sakhalin-2 work for export. Kovykta will be commissioned only in
2017 - although the Ministry of Economic Development believes it could be launched earlier. Under
the East-50 scenario, total investments in the development of gas resources of the east to 2030 would
be at the level of $60.1 bln (in 2006 prices). However, it might be assumed that the fate of Kovykta will
depend not only on the government, but also on the agreement that Gazprom could reach with the
shareholders of TNK-BP (see case study # 2).

In June 2007, after a development period of almost 5 years, Mikhail Fradkov finally approved
the Eastern program of Gazprom. The concern tried to use the discussion of this state strategy
to secure a drastic increase of its own resource base. Alexander Ananenkov for the first time
officially declared that the company intended to acquire the Chayandinsk field and blocks of
Sakhalin-3 uncontested, for which changes in legislation will be required. Gazprom explains
its proposal to bypass competitive bidding in this situation as the approach that best serves
state interests. Under an agreement with Seoul, Gazprom is scheduled to deliver 10 bcm/
yr to South Korea beginning in 2012-2013 via a Khabarovsk-Vladivostok pipeline which the
concern will complete by 2011; but according to Ananenkov, “there is no resource base for this
pipeline”®.

The program envisages gas production by 2010 at 27 bem /yr, by 2015 - 85 bem /yr, by 2020 — 150
bcm /yr and by 2030 - 162 becm /yr. Gazprom expects that the program will be approved by the
government by the end of 2007'. Yet this result of a five-year effort still leaves much to be desired;
even the Ministry of Industry and Energy has reason to criticize it. Ironically enough, a ministry
spokesman has said that “the program does not contain anything destructive or anything that does
not allow for an alternative solution,” and admitted that the versions of the program were selected
“under conditions of equal economic inefficiency”'!. Given this “economic inefficiency,” it would
probably be too optimistic to expect that such a document will help achieve a real breakthrough in
gas industry development in the East of Russia.

Relations with China

Currently, relations between Gazprom and China are expanding. In March 2006, during the official
visit of Vladimir Putin to China, leaders of Gazprom and CNPC signed a Protocol on Deliveries of Natural
Gas from Russia to China. First deliveries of Russian gas are expected to begin in 2011, and in the future
China will import up to 80 bcm of gas from Russia.

The 2006 agreement is an important step forward in implementing Russia’s plans to diversify its
gas export markets, which until recently had focused only on Europe, and it is in line with the general
Russian policy of establishing closer contacts with northeast Asia. However, it is unclear whether
Gazprom will be able to provide enough gas to meet its long-term export commitments to Europe,
satisfy the growing domestic demand and ensure deliveries of gas to new customers in China.

Gazprom plans to pump gas to China from two directions, west and east.

1 Western direction (Altai project, see box # 11).

2 Eastern direction. This project is undeveloped, and only its most general parameters have been
made public. Gas is to be delivered to Harbin by a branch from the Sakhalin-Komsomolsk-na-Amure-
Khabarovsk-Vladivostok pipeline, where the third section is not built yet.

Gazprom on Sakhalin

Recently, Gazprom has been trying to establish a foothold on Sakhalin, and it is not clear
yet what implications its involvement will have for the economy and the oil and gas industry
of the island. In September 2006, Gazprom signed an agreement with the Sakhalin governor
on cooperation in exploration and development of fields, construction of gas pipelines and
gas processing plants, development of infrastructure, etc. As the gas monopoly wants to enter
the gas markets of the APR as quickly as possible, it is particularly interested in joining gas
projects that are already underway, such as Sakhalin-1 (see case study # 5) and Sakhalin-2 (see
case study # 3), as well as getting promising blocks that will be auctioned off soon, such as plots
of Sakhalin-3.
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Box 11. The Altai gas pipeline

In September 2006, Alexei Miller, CEO of Gazprom, and Alexander Berdnikov, head of the Altai Republic, signed a
cooperation agreement on expanding the USGS to the eastern regions of Russia.

The Altai pipeline is designed to pump 30 bcm /yr. Its advantage is the relatively short distance to the consumer
(shorter than to Europe) and the fact that no transit countries are involved.

To deliver gas from West Siberia in the first stage, plans call for building the new 2,800-km pipeline in the existing Urengoi-
Surgut-Chelyabinsk transportation corridor and then through the Tomsk region and Altai Krai to enter China. The diameter of
the pipeline will be 1,420 mm. The Altai pipeline will connect the fields of West Siberia with the Sinytzyan-Uigursk Autonomous
District in the west of China. There, it will connect to the Chinese West-East pipeline, which will deliver gas to Shanghai.'”

The Altai project is based on the resources of the Nadym-Pur-Taz region, which may be insufficient for filling this
pipeline since Gazprom’s biggest fields are at the stage of declining production. So there is a good chance that East
Siberian gas will be needed to fill the pipeline.

According to Tomsktransgas, the subsidiary of Gazprom that will be in charge of the pipeline construction, investments
in the section up to the border with China are estimated at $13.6 billion. This figure may be assumed to be too high, since
experts believe that this money would be sufficient to build an 8,000- km pipeline to Shanghai'®. The gas monopoly may be
deliberately inflating the project cost with an eye toward negotiations over the price of gas deliveries to China.

This plan also brings complaints from environmental NGOs, since the pipeline is to pass through a national reserve

area in Altai.

Gazprom thereby took an important step towards implementing the concept of a single gas export
channel in the East of Russia and restricting the activities of foreign majors. From a mere virtual player
with high authority but no actual assets, it turned into a real force in the region.

Rosneft

After its acquisition of Yuganskneftegas in 2004, Rosneft was transformed overnight from a relatively
minor player with 21 mlIn tons of oil production into the second largest oil company in Russia with
85.6 mln tons of oil and 13.5 bcm of gas produced in 2006. After purchasing the lion’s share of the
remaining oil assets of YUKOS in spring 2007, Rosneft became the undisputed leader of the domestic
oil industry; it now aspires to equality with ExxonMobil and BP by 2010. In line with the general policy
of becoming an energy superpower, Russia’s leadership probably wants to have a national oil company
that would be a match for the global supermajors, and Rosneft is being increasingly positioned as such
an entity, with the state supporting its asset-grabbing ambitions'.

Rosneft considers East Siberia and the Far East of Russia as the zone of its strategic interests. The
company fits well into the new eastern hydrocarbon export strategy of Russia and is very heavily involved
in developing this new vector — and may to a certain extent even determine it.

Rosneft has historically had a strong presence in the Russian Far East: when the oil assets of Russia were divided
in the early 1990s, it received Sakhalinmorneftegas (SMNG), which is involved in the Sakhalin-1, Sakhalin-3, -4
and -5 projects. It is also noteworthy that Sergei Bogdanchikov, the current president of Rosneft, was originally
general director of Sakhalinmorneftegas. In psychological terms, this region is particularly important to him.

Sakhalin

In addition to the Sakhalin-1 project (see case study # 5), Rosneft has increased its presence on the
island by establishing control over key Sakhalin projects of the “second wave,” e.g. of the Veninsky
Block in the Sakhalin-3 project (see box 12).

Box 12. Sakhalin-3, Veninsky Block

In 2003, Rosneft got a five-year license for geological studies of the Veninsky block within the Sakhalin-3 project, with
forecast oil resources of 169.35 mln tons and 258.07 bcm of gas.

In 2004, Rosneft signed an agreement with the Sakhalin Oil Company, which joined the project with a 25.1 percent stake;
in 2005, it signed an agreement with China’s Sinopec to conduct geological exploration and prospecting of the region.
Sinopec with 25.5% committed to taking on part of Rosneft’s obligations within the exploration period and also agreed to
provide a certain amount of financing within the development period. The parties registered Veninneft as project operator.

Oil produced from the Veninsky block will be transported to the onshore treatment facilities and then pumped through

Rosneft’s pipeline to the De Kastri terminal. Crude will be delivered from the terminal to China, Japan and Korea.

Rosneft has unambiguously demonstrated its attitude towards the involvement of foreign majors in the
strategic oil and gas projects. As the situation with the Kirinsky block of Sakhalin-3 shows (see box 13),
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the stronger Rosneft no longer wanted to play second fiddle to foreign partners, and the state was not
satisfied with the role that companies under its control had in the most significant petroleum projects.

Box 13. Sakhalin-3, Kirinsky block

In 1993, Mobil and Texaco won the tender to conduct oil and gas prospecting, exploration and development at the
Kirinsky block under PSA terms. The block is the biggest and most promising structure of the Sakhalin-3 project, with 700
bem of gas and 70 mln tons of gas condensate. Its development will require up to $13 billion of investment.

In May 1996, both Mobil and Texaco encountered demands from the Sakhalin administration and Sakhalinmorneftegas
to bring a Russian partner into the project. The new demands violated the terms of the tender, under which Western
companies had the right to implement the project independently. However, the U.S. companies' resistance made the
project vulnerable to intrigues by local authorities.

As a result, in November 1997 Mobil and Texaco agreed to concede one-third of their stake in the project to Rosneft
and SMNG. The shares in the Sakhalin-3 /Kirinsky block were distributed as follows:

1 ExxonMobil - 33.33%;

2 ChevronTexaco - 33.33%;

3 Rosneft - 16.66%;

4 SMNG - 16.66%.

However, in January 2004, the government denied ExxonMobil and Chevron the right to work within Sakhalin-3 under
PSA terms and under ordinary licensing terms as well. It used a formal pretext that investors did not have documented

rights for the relevant plot of the shelf'®.

Having been instrumental in banishing ExxonMobil and Chevron from Sakhalin-3, Rosneft remains
true to its policy of allocating the role of junior partners to foreign majors. It invited BP with a 49
percent stake to participate in the Sakhalin-4 and Sakhalin-b offshore projects (see box 14).

Both companies will conduct exploration on the Zapadno-Shmidtovsky block of Sakhalin-4 jointly
with the Kaigansko-Vasyukansky and Vostochno-Shmidtovsky plots of Sakhalin-5.

If exploration efforts are successful, Rosneft plans to develop these three plots as a single project with common
infrastructure. Produced oil will be pumped through Rosneft’s pipeline to the De Kastri export terminal,

Rosneft intends to produce gas, provided its development and transportation turns out to be
economically feasible — meaning if Gazprom gives it access to its export gas pipelines. BP agreed to
take on part of the financing of all three projects.

Box 14. Sakhalin-4.

Zapadno-Shmidtouvsky block

Summary oil and gas reserves amount to 181.2 mln tons, and to 281.14 bcm, respectively.

In 2003 Rosneft obtained a five-year license for a geological survey of the block. Rosneft founded the operating company
Zapad-Shmidt Neftegas, to which it transferred the geological license in 2005. Under an alliance between Rosneft and BP,
Zapadno-Shmidtovsky was included in the territory of common interest.

As of March 31, 2006, total funding provided by BP amounted to $7.7 million. Total exploration costs of the exploration
phase of the project could reach $162 million.

Sakhalin-5

Kaigansko-Vasyukansky block

In spring 2000, the Ministry of Natural Resources divided the entire territory of Sakhalin-5 into four areas (Kaigansky,
Vasyukansky, Vostochno-Shmidtovsky and Elizavetinsky). In 2001, BP announced it was ready to start exploration in two
blocks (Kaigansky, Vasyukansky) of Sakhalin-5 on commercial risk terms together with Rosneft.

In June 2002, Rosneft was granted a license for geological exploration of the Kaigansky and Vasyukansky blocks (now
known as the Kaigansko-Vasyukansky block).

The Kaigansko-Vasyukansky block contains some 1,172.44 million tons of forecast recoverable oil reserves. In 2003,
the operating company Elvari Neftegas, a JV of Rosneft and BP, was established.

The drilling program began in 2004 on the Pela Lache prospect. The first prospecting well, Pela Lache 1, with a depth
of 3,572 m, was drilled. The drilling was a success, encountering significant amounts of oil and gas.

The drilling program continued in 2005 with a second successful exploratory well on the Udachnaya structure.

As of March 2006, total investments provided by BP amounted to $129 million.

Vostochno-Shmidtousky block

Recoverable reserves amount to 411 mln tons of oil and 255 bcm of gas. In 2003, Rosneft received a five-year geological

license for the zone; in 2004, it registered the operating company Vostok-Shmidt Neftegas.
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East Siberia
In addition to Sakhalin, Rosneft has carved a niche for itself in East Siberia. It acquired the Vankor field
(see case study # 4) and bought 25.9 percent of Verkhnechonskneftegas from Interros in 2005 (see box 15).

Box 15. Verkhnechonsk Field

The Verkhnechonsk oil, gas and condensate field was discovered in the Katanga district in the North of the Irkutsk
Region in 1978.

The Verkhnechonsk field is one of the largest fields in East Siberia, with C1+C2 reserves of 201.6 mIn tons of light and
sweet o0il, 3.4 mln tons of gas condensate and 95.5 bcm of natural gas. Despite its size, the field was largely disregarded by
subsurface users. Then in 1993, RUSIA Petroleum was granted a license for the field, but the company focused mainly
on Kovykta.

Technologically, the Kovykta and Verkhnechonsk fields are not connected, and for this reason RUSIA Petroleum
established a 100-percent-owned subsidiary in 2002, Verkhnechonskneftegas, and transferred the license to it.

Because no activities were conducted at the field, the Ministry of Natural Resources announced in 2003 that it might
revoke Verkhnechonskneftegas’ license. In December 2003, RUSIA Petroleum sold shares of Verkhnechonskneftegas to
its shareholders for $1.2 million. Following the deal, the major shareholders of Verkhnechonskneftegas were BP, TNK,
Interros, and the administration of the Irkutsk Region.

To develop the field, significant investments are needed, but only TNK-BP was interested in oil production and ready
to make such investments. In 2005, the Board of Directors of TNK-BP decided to invest $270 million in testing and
commercial development of the field that would last three years.

Verkhnechonskneftegas produced only 2,500 tons of oil in 2006 because of the absence of transportation infrastructure.
The maximum oil production during the testing and commercial development of the field would be 1 mIn tons.

It is expected that by 2012 the field will reach the stage of full-scale development, which could last till 2027. Peak oil
production is expected in 2013 and will amount to some 7.5 mln tons. Total expenditures in field development are roughly
estimated at $3.8 billion to $4 billion.

Currently, shareholders of Verkhnechonskneftegas are:

1 OAO TNK-BP Management (62.71%)

2 Rosneft (25.94%)

3 East-Siberian Gas Company (11.29%)

On one hand, the involvement of now-mighty Rosneft could help with the project implementation. On the other
hand, there are some points of conflict between TNK-BP and Rosneft concerning their activities in the Irkutsk Region.
These were manifested during the auction for 11.29 percent of Verkhnechonskneftegas owned by the administration
of the Irkutsk Region held in June 2006. Rosneft and TNK-BP competed for this stake, and TNK-BP was declared the
winner. This decision was contested and a second auction was planned. However, it appears that both companies decided
to postpone their rivalry with respect to these shares, since it is more important for them now to speed up development
of the field to ensure oil deliveries to ESPO, which will now pass close to the Talakan field (which nearly borders on
Verkhnechonsk)'.

Verkhnechonskneftegas also benefited from the political decision to reroute ESPO, because it will not have to build
the 600-km pipeline to Ust-Kut — now Verkhnechonsk field will be connected to Talakan, and only the 120-km pipeline
will have to be built.

Rosneft also continues actively building up its asset portfolio in the region, buying licenses for
promising blocks largely heedless of price and winning in tough competition with other players, including
Gazprom.

Downstream

Rosneft’sdownstream positions in the East of Russia are also strong: initially, it owned the Komsomolsk
refinery and two petroleum product distributors:

1 Nakhodkanefteproduct, which it got in the 1990s; and

2 RN-Vostoknefteproduct, foundedinlate 2001. The new companyis responsible for construction
of filling stations and complexes in the Far East.

Rosneft also has three export terminals in the Far East:

1 Vostochny Oil Loading Terminal, in which a stake was acquired in spring 2003;

2 De Kastri, with a capacity of 1.5 mln tons /yr through which it exports Sakhalin oil; and

3 Nakhodka, where Nakhodkanefteproduct transships petroleum products with a throughput
capacity of 6 mln tons /yr. In autumn 2006, Rosneft bought 97.5 percent of the Nakhodka Oil Loading
Sea Trading Port from the Alliance Group.
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Rosneft is aggressively strengthening its downstream presence in the Far East.

First, itis stepping up its activities at the Komsomolsk refinery (see box 16). Up until the August 1998
crisis, Rosneft could not take full advantage of this asset. First, except for Sakhalin, all the consumers
in its traditional markets (Khabarovsk and Primorsk Krais, the Amur and Magadan Regions and
Kamchatka) were insolvent, and the refinery was constrained by contracts with the authorities of the
Far Eastern regions and the volumes it had to supply within the framework of the so-called “northern
deliveries.” Second, SIDANCO had a clear competitive advantage in this region because it controlled
all petroleum product suppliers and owned two refineries, Angarsk and Khabarovsk. Up until mid-
1998, the price situation was such that it was more profitable for Rosneft to export crude than to
compete for domestic markets of petroleum products. So for a long time the refinery operated at its
minimum possible capacity.

After changes in Rosneft’s leadership in 1998, when Sergei Bogdanchikov was appointed its
president, the situation in the refinery radically improved. The new management began to pay special
attention to its Far Eastern assets in connection with the development of its Sakhalin ventures. The
company changed the transportation scheme of oil deliveries to it by obtaining the right for SMNG
to provide the “budget” deliveries of fuel to the island of Sakhalin, thus undermining the positions of
Sakhalinnefteproduct, which belonged to SIDANCO. Rosneft increased the load of the Komsomolsk
refinery by using oil produced by Purneftegas and, by cutting prices, captured the Sakhalin market.

Box 16. Komsomolsk refinery

The Komsomolsk refinery was built in 1942. It has a primary distillation capacity of approximately 6.4 mln tons/
yr of crude and a refining depth of 60.1 percent. The refinery, which is oriented toward Sakhalin and West Siberian oil,
is connected to Sakhalin oil fields by the Okha-Komsomolsk-na-Amure trunk pipeline. However, the bulk of crude is
supplied to the Komsomolsk refinery from West Siberian oil fields by rail. The key West Siberian suppliers of the refinery
are Yuganskneftegas, Purneftegas and Selkupneftegas (subsidiaries of Rosneft).

In 1999, Rosneft began upgrading the refinery to improve the quality and enhance the yield of light products,
particularly aviation kerosene and diesel fuel, which are in great demand in the Far East and Pacific Rim countries.
Following the upgrading, production volume will amount to 7 mln tons /yr of petroleum products; the total investment in
the upgrading will come to roughly $700 million.

The refinery exports up to 80 percent of its products to Japan, South Korea and Vietnam.

Strengthening its downstream business even further, Rosneft acquired all the YUKOS refineries in
spring 2007, including the Angarsk and Achinsk refineries in East Siberia, and its gas filling stations,
including those located in East Siberia.

Apparently the state company, already number one in Russia in refining and marketing volumes
after the YUKOS acquisitions, has further ambitions. First, Rosneft intends to build a refinery at the
final point of ESPO —in line with Vladimir Putin’s declared intentions of shifting from exports of crude
oil to products with higher added value. The throughput capacity of the refinery will be 20 mln tons/
yr. The depth of the refining will amount to 93 percent. The refinery is expected to produce gasoline
and diesel fuel corresponding to Euro-4 and Euro-5 standards, with 95 percent of output exported and
5 percent used for the needs of the Primorsk Krai. There are plans to commission the refinery by 2012.
Refinery construction is expected to cost some $5.8 billion to $6 billion'”.

Box 17. Khabarovsk refinery

The Khabarovsk refinery is one of the oldest oil refineries in Russia (constructed in 1935), with capacity of 4.7 mIn
tons/yr and a refining depth of 61.4 percent. In the course of privatization, it was allocated to SIDANCO, but later its
controlling interest (57.22 percent) was bought by the Alliance Group.

All feedstock is supplied to the Khabarovsk refinery from West Siberia. The bulk of refined products is supplied to the
domestic market, mainly to the Primorsk, Khabarovsk, Magadan, Kamchatka and Amur regions.

The Alliance Group, the owner of Khabarovsk refinery, was established in 1998 as a holding company uniting more
than 30 enterprises in its structure. The Alliance Oil Company, created in 2001 as a specialized division of the group,
operates in the fuel and energy sector. The Alliance Oil Company has a well-developed system of petroleum product retail
trade, with more than 450 gas-illing stations.

The Alliance Oil Company has controlling interests in Amurnefteproduct, BAMnefteproduct, Primornefteproduct and
Khabarovsknefteproduct. It engages in wholesale trade in petroleum products through the following regional companies:

Far Eastern Alliance, Alliance-Khabarovsk and Alliancetransoil'®.




WORKING PAPERS N24 e 2007

The downstream positions of Rosneft might grow even stronger. Rosneft has declared its interest in
the Khabarovsk refinery (see box 17), which it would like to buy not on a stand-alone basis but together
with Alliance’s network of gas-filling stations. The Alliance Group does not intend to sell these assets,
but Rosneft has already shown in many cases that it is ready to use its administrative clout to acquire
companies it is interested in.

Special Role of Rosneft

Rosneft has always been more than just an oil producer in the Far East. As a state company, it was
commissioned by the government to help resolve the energy crisis in the region.

Gasification

In 2001, Rosneft was charged with the gasification of Kamchatka by a special ordinance of
the government and had to build a gas pipeline to Petropavlovsk-Kamchatsky. This gas pipeline
could have eliminated the need to deliver fuel oil to the peninsula. Rosneft was supposed to
receive 51 percent of the shares in the pipeline and finance its construction; it would also get a
controlling interest in Kamchatgazprom, established by the local administration to develop the
gas fields and supply gas to local consumers. It was envisaged that four fields on the west coast
of the peninsula with total gas reserves of 19.3 bcm would be the basis for the gasification of
Kamchatka.

In spring 2003, Rosneft analysts submitted a paper to the Russian government in which they
questioned the profitability of supplying gas to Petropavlovsk-Kamchatsky. Rosneft believed that its
participation in the gasification project would undermine its financial stability and attractiveness to
investors. The company bargained with the Ministry of Economic Development and Trade, trying to
get reimbursement of its expenses either through direct compensation or through letting Rosneft into
another, more profitable venture.

Box 18. West Kamchatka shelf

The West Kamchatka oil and gas region is 105,000 sq km, including some 80,000 sq km on the shelf. Total forecast
recoverable resources are estimated at 1.03 bln tons of oiland 1.6 tcm of gas. Rosneft believes that this project is comparable
in size to Sakhalin-1 and Sakhalin-2. The shelf of West Kamchatka is in the early stages of exploration; no wells have been
drilled there, most of the territory has not been covered by modern seismic exploration and, where it has been conducted,

the density is very low (less than 0.1 km/sq km).

Apparently, the five-year geological license for the West Kamchatka shelf (see box 18) that Rosneft
was granted in 2003 (and for which it had competed with YUKOS) was such a consolation prize.

Rosneft was also closely involved in the Program for Gasification of the Sakhalin, Khabarouvsk and Primorsk
Krais that was approved by Russian government ordinance in 1999. The program aimed to provide Far
East consumers with natural gas, using the Russian share in the Sakhalin PSA shelf projects. Gas was to
be delivered to consumers through the existing 130-km pipeline from Okha to Komsomolsk-na-Amure,
and a new Sakhalin-Khabarovsk-Vladivostok pipeline was to be built.

To implement the program, the administrations of the Far Eastern regions and Rosneft established
the Daltransgas JV in 2000. The Khabarovsk Krai’s administration became the project leader. With the
transition to gas, the local power generation sector could have saved a lot on fuel, thus alleviating social
tension in the region and reducing the burden on the budget. In 2002, a 20-percent stake in Daltransgas
was transferred to the state, and implementation of the first stage of the program began - construction
of the Komsomolsk-na-Amure-Khabarovsk pipeline, some 500-km long with throughput capacity of
4.5 bcm /yr. However, Rosneft and Sakhalinmorneftegas quickly lost their optimism concerning the
gasification of the Far East because the onshore fields of SMNG are in the declining stage of production,
which raises the issue of finding long-term sources of gas. In commercial terms, Daltransgas looked
unappealing to Rosneft, and its share in the project dropped from 64 percent to 25 percent.

By January 2005, some 250 km of the pipeline had been laid. In February 2005, however, Rosneft
decided to quit the project and sellits share to Gazprom, supposedly within the framework of optimizing its
activities but more likely because of the shortage of funds as a result of the Yuganskneftegas acquisition.

Later in 2005, Rosneft reversed its decision to sell its share in Daltransgas to Gazprom'. This may
well have happened because Rosneft planned to expand its gas business and increase gas production
from the current 13.0 bem to 70.0 bem by 2015. In this case, it will face the problem of all independent
gas producers: limited access to gas trunk pipelines. So it may have seemed better for the company to
complete construction of its own pipeline than to be dependent on Gazprom.
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Actually, Rosneft is a national oil company, i.e. the company that performs some of the state functions
and in return obtains certain benefits from the state. However, its activities in the East of Russia show
that out of the combination of rights and duties of the national oil company it definitely prefers the
first element.

New geopolitical role

Recently, particularly after the appointment of Igor Sechin as its BoD chairman in summer 2004 and
the acquisition of practically all oil assets of YUKOS, Rosneft has evolved into a major company with
formidable administrative clout and political ambitions.

Rosneft now plays an important role in Russia’s relations with Japan, China, South Korea and
India through the projects it is undertaking in the Far East of the country. During the Russian-
Japanese summit held in November 2005, for example, Sergei Bogdanchikov discussed with JNOC
the establishment of a JV for the development of the fields in East Siberia — not only to resolve
Rosneft’s financial problems but also because the company needed a partner closely connected with
the potential market®.

During Vladimir Putin’s latest visit to Beijing, an agreement was signed between Rosneft and CNPC
on establishinga JV and on cooperation in both Russia and China. In mid-2006, as aresult, Vostok Energy
JV was established between Rosneft (51 percent) and CNPC (49 percent) to deal with hydrocarbon
production and exploration in Russia. It appears that CNPC made a good business decision in choosing
its partner in Russia. Already in August 2007, Vostok Energy defeated Surgutneftegas and BASEL in an
auction for two small fields in the Irkutsk Region (Verkhneichersk plot with 50 mln tons of oil and
90 bcm of gas in D1 category, and Zapadno Chonsk with 30 mlIn tons of oil and 15 bcm of gas in D1
category) that are located close to ESPO?.. The interest of the Chinese in East Siberia is self evident,
since oil from there will be pumped to China.

Another Russian-Chinese JV will be established in China to deal with refining and marketing; a 10-
mln ton refinery may be built in China along with a network of 300 to 400 filling stations within the
framework of the latter JV.

It appears that Rosneft has a special relationship with China, given the fact that the Chinese banks
provided $6 billion for the Yuganskneftegas acquisition, to be repaid by future oil deliveries to China,
and that Rosneft has committed to deliver 48.8 mln tons of oil to China by 2010.

Also, its joint purchase with Sinopec of Udmurtneft, a TNK-BP subsidiary, sets a new trend in
relations between Russian and foreign companies in the oil sector: “Your money for our assets
under our control.” Sinopec paid $3.5 billion for Udmurtneft and then transferred 51 percent of
Udmurtneft’s shares to Rosneft?. Apparently, the Chinese were permitted to obtain access to the
Russian oil market, and the question is whether Rosneft is the tail that wags the dog in Russian-
Chinese relations.

Chinese companies aspired to player status in the Russian oil industry for many years, but their
achievements were practically nil before the Yugansk deal®, which seems to have changed their
fortunes.

It now seems that Rosneft inherited not only YUKOS’ chief assets, but also its strategic vision on the
need to develop petroleum cooperation with China. The Chinese companies allied themselves with
a partner that is number one in the oil sector in Russia and now have a good chance to bid together
with Rosneft in future auctions in East Siberia and the Far East. The Chinese further strengthened ties
with Rosneft, ensuring an entry ticket to Russia’s oil sector by becoming shareholders of the company.
During Rosneft’s IPO, CNPC bought shares valued at some $500 million*.

The Chinese successes may be attributed not only to the fact that Russia-China cooperation has
been long-standing and large-scale. It is also possible that the strong socialist legacy of both Russia
and China has made it easier for the Chinese to understand the specifics of doing business in Russia
and to demonstrate the necessary flexibility in establishing relations with Russian companies and the
government — particularly since the Chinese do not seem overly concerned about the infringements on
democratic principles now taking place in Russia. Despite the very complex relations between Russia
and China and the generally cautious attitude of the Russians to their southern neighbors, it is worth
noting that a shift in Russian public opinion with respect to the Chinese has recently been taking place.
The latest public opinion polls by Levada-Center show that respondents in 2006 included China in the
list of Russia’s top five friends - placing it in the third position — while just a year ago China was in the
second group of “five friends”®.

Also, it appears Chinese companies’ successes in Russia can be attributed to the fact that not only
do they try to access the Russian upstream, but in return they provide access for Rosneft to their
downstream segment.
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South Korea is another country with which Rosneft successfully does business. Since the West
Kamchatka project is risky and expensive, Rosneft sought a foreign partner, signing a memorandum
of understanding with the Korea National Oil Corporation (KNOC) in September 2004. In December
2005, KNOC acquired a 40-percent stake in the managing company (West Kamchatka Holding BV),
with Rosneft retaining 60 percent.

The Korean party will incur expenses connected with the geological exploration of both fields as
well as a significant portion of these expenses at the stage of project implementation. As of late March
2006, KNOC had provided some $7.9 million of financing.

India, through ONGQC, is another important partner of Rosneft. Their cooperation started in 2001 on
Sakhalin-1 (see case study # 5). Later, this collaboration expanded and developed. In early 2007, Rosneft
and ONGC signed a memorandum of understanding, and experts believe that the Indians could get
access to offshore fields, in return committing to pay for their development and providing access for
Rosneft to Indian downstream; this appears to be a winning strategy for foreign companies wishing to do
petroleum business in Russia — and India is now regarded as Russia’s “number five friend.”

Thus, both Gazprom and Rosneft managed to radically strengthen their positions in the East of
Russia by limiting the involvement of foreign majors and displacing private domestic companies. Their
overwhelming success is explained not only by the fact that their eastbound expansion fits into the
general strategy of the state. It also corresponds to the aspirations of the majority of Russians, since up to
70% of the population believes that key assets should belong to the state. Therefore, it is safe to predict
that the further “etatisation” of the Russian oil and gas sector will continue in the future; however, it is
unclear whether the economy of the country and the population will benefit from this trend.

Relations between Gazprom and Rosneft

Consortium

An important initiative aimed at strengthening the positions of Rosneft and Gazprom in East Siberia
was taken when their respective CEOs sent a letter to President Putin in 2003 with a proposal to unite
several East Siberian and Yakutiya fields into a joint complex with a single production and social
infrastructure. The companies also wanted to develop oil and gas resources simultaneously, to provide
for the needs of the region and ensure deliveries to APR countries.

Later, Surgutneftegas joined them, adding its substantial financial might to a tripartite consortium
and turning it into a really formidable force in this part of the country.

In November 2003, the three CEOs decided to coordinate their bidding in auctions to acquire
licenses for the development of East Siberian fields and to pursue development of the region under
state, rather than private, control. On December 24, 2003, the three companies signed an agreement
to establish a consortium for activities in East Siberia and Yakutiya.

Byspring 2004, however, the first rift had appeared in the tripartite consortium. When Surgutneftegas
won Talakan, the company refused to share it with the partners.

TNK-BP started negotiations to join the consortium in May 2004, indicating readiness to contribute
its share in the Verkhnechonsk field to the consortium as an “entry ticket.”

Apparently, the state intended to use the consortium to establish its dominance in this promising
petroleum frontier and to counterbalance the influence of private companies in the region. However,
the consortium never really executed its strategy because its members actually became rivals for the
best assets in the region.

The three founders of the consortium will likely be key contenders for regional assets and will
separately bid in auctions for the biggest fields in East Siberia and the Far East, where the tenders will
be governed by “administrative resource,” and foreign participation will be limited in accordance with
new amendments to the Law on the Subsurface. This approach to strategic fields has been lobbied
for by Gazprom and Rosneft, which see only technical and financial partners in foreign majors.
Conceivably, strategic fields may not be auctioned off but rather transferred under management of the
state operator.

In a way, the consortium turned out to be an unviable approach because its members had totally
different, even conflicting interests. This conflict was particularly visible in the case of Gazprom and
Rosneft.

Rivalry between Gazprom and Rosneft

In the past, Rosneft was too small and weak to think about competing with almighty Gazprom.
Recently, however, it has emerged as a rival of Gazprom on different fronts — and it is winning in many
instances. Rosneft got Yugansk, for example, although Gazprom was interested in it. Rosneft avoided
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integration into the gas giant; it bought Udmurtneft through Sinopec even though Gazprom was also
a contender (and its representatives complained of “a political decision”)?®. Finally, Rosneft purchased
the bulk of YUKOS in tough competition with the gas monopoly.

The rivalry between Rosneft and Gazprom is largely determined by profound contradictions between
different factions in the presidential administration, more specifically between Dmitry Medvedev, BoD
chairman of Gazprom (and a “civilian”) and Igor Sechin, BoD chairman of Rosneft and leader of the
“siloviki” group.

At present the competition between Gazprom and Rosneft is particularly fierce in East Siberia and
the Far East. Despite being coordinator of all gas activities in the East of Russia, Gazprom had few
valuable assets there. By contrast, the eastern positions of Rosneft are traditionally strong, and it has
declared this region an area of its strategic interest.

To strengthen its positions, particularly in the East, Rosneft is joining forces with TNK-BP and BP,
and this combination is beneficial for all companies, allowing them to act together in acquiring new
licenses. TNK-BP and BP are getting a partner with formidable political clout, while Rosneft needs
cash-rich allies.

The two companies competed for subsurface blocksin the Irkutsk Region that were recently auctioned
off. For example, Rosneft acquired the East-Sugdinsk block, having exceeded the starting price 25-fold
and outbidding Gazprom; it also won in the competition with the gas giant for the Mogdinsk block,
exceeding the starting price 11.6-fold?".

The new trend in their relationship was set last year: on November 28, 2006, Rosneft and Gazprom
signed an agreement on strategic partnership through 2015. They intended to develop fields jointly -
produce, transport and process hydrocarbons, generate power, manufacture equipment, and so on.
Their cooperation will likely be limited, however, by Gazprom providing access to its gas transportation
system for Rosneft. Since Gazprom is insisting on maintaining its monopoly on gas exports, it might
gradually cede the domestic gas market to independent gas producers (including Rosneft) who will
be called upon to compensate for the declining gas production of the gas monopoly and cover the
potential domestic shortage of gas.

Some analysts maintain that this temporary truce is a political decision. Vladimir Putin needs to
mitigate the economic rivalry (at least) of the groups surrounding him on the eve of the 2008 elections;
it is very unlikely that an across-the-board peace between the opponents can be forged within the
foreseeable future. Apparently, the president himself insisted on this compromise between the
competing political groups®.

In the future, the rivalry between the adversaries will most likely intensify, as they will have some very
tempting assets to fight over.

There will be further disputes about exports of gas from Sakhalin-1 (see case study # 5) and about
the Kirinsky block of Sakhalin-3. Rosneft could conceivably compete with Gazprom for Bashkir oil
refineries, because they are better than those of YUKOS. The fate of Tomskneft, a former subsidiary
of YUKOS that Rosneft acquired, is still unclear: now the state company is selling one half of its stake,
presumably to Gazprom. Rumors circulate in the market about the potential sale of the 50 percent stake
in TNK-BP by its Russian shareholders — another sphere of dispute for the rivals. Lastly, Surgutneftegas
might lose its independence and be devoured by either Rosneft or Gazprom.

As Vladimir Milov remarked, the danger of the current situation is that the Kremlin does not control
competition between its structures, i.e. Gazprom and Rosneft*, and this adds to the current instability
in Russia’s oil and gas sector.

All the symptoms of escalating tension in the upper echelons of power in Russia are present
today, and Alexei Makarkin from the Center of Political Technologies is sure that the situation will
only become more acute with the approaching elections of 2008*. From an optimistic point of view,
however, it is better to have two dominating companies in the domestic oil and gas sector than only one;
the two together ensure a system of checks and balances, whereas a single company would encounter
no barriers in its expansion drive.
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CONCLUSIONS: THE UNREALISTIC FUTURE

Despite the clear necessity of ensuring the rapid and broad-scale development of the East of Russia,
particularly its hydrocarbon riches, it seems that the challenges and difficulties inherent in this
objective are too formidable to expect that a radical breakthrough will be achieved in the near future.
The problems connected with making the East of Russia a successor to West Siberia are numerous and,
in combination, appear insurmountable.

The lack of a long-term, clear-cut strategic vision from the Russian leadership with respect to
developing the oil and gas potential of the East of Russia hinders the development of the region. It is
evident that this is an issue of paramount importance and that it needs to be resolved without repeating
the gross mistakes that were made when the oil and gas production complex was created in West Siberia.
But no consensus has been reached so far on the practical ways to develop the East of Russia. Moreover,
the Russian government now has no coercive or command-and-control mechanisms at its disposal to
implement this project; until now it has been unable to apply appropriate market mechanisms, such as
alogical licensing policy, adequate system of tax benefits, and others. It appears the government is now
more interested in meeting simpler and shorter-term goals by using windfall profits from high world
oil prices than in entangling itself in an extremely long-term and complex project with an uncertain
pay-off. The major projects to be implemented in the East of Russia within the framework of the state-
private partnership are largely determined by the lobbying potential of the participants, and their
commercial and social efficiency is rather doubtful.

Objective difficulties connected with the adverse climatic and geological conditions of the region
make the project of creating a new petroleum province in the East of Russia particularly challenging.

The region is plagued by a host of social and economic problems, including low rates of economic
growth, irrational location of production facilities, obsolescence of equipment, low living standards
of the population, huge disparities in incomes among regions, unemployment, “colonial” type of
development of the territory, and others.

Demographic problems are particularly serious in this part of Russia, including shortages of labor
(especially of qualified personnel), a constant outflow of population and inflow of illegal immigrants
from neighboring countries.

Lack of transportation infrastructure is a crucial obstacle to the industrial development of the
region. The absence of export pipelines long hindered the broad-scale development of the area’s oil
and gas resources; even now, when the ESPO oil pipeline is being built and the Altai gas pipeline is
being planned, their construction provokes serious economic and political controversies.

Enormous expenditures are required to explore and develop the oil and gas resources of the region,
which are magnified many-fold when expenses for the creation of a modern industrial and social
infrastructure are factored in.

Lack of clarity with respect to the hydrocarbon resources potential of the region complicates plans to
develop it and creates uncertainty in the process of implementing major projects, particularly pipeline
construction, and in relations with prospective buyers of exported oil and gas.

Uncertainty with respect to ownership rights, exacerbated by the current redistribution of assets
in the Russian oil sector, is particularly evident in the East of Russia; it does not contribute to the
successful implementation of long-term and complex projects.

Gazprom’s policy of safeguarding its exclusive right to export gas and its desire to join all major
gas projects already under way often come into conflict with national interests and, in particular,
economic interests of certain federation subjects in the East of Russia, hindering the economic and
social development of some territories there.

Relations are currently worsening with international majors, which have been delegated the role of
junior partners of Russian companies. Yet foreign funds, technology and expertise are essential for the
development of this complex region. Until now, and under the leadership of foreign majors, Sakhalin-
1 and Sakhalin-2 were the only projects in the region that achieved impressive results; it is unclear how
the progress of Sakhalin-2 will be affected by the change in its shareholders.

Private companies, which were particularly well represented in the East of Russia and which have
demonstrated their efficiency, are now gradually being replaced by state companies, which may also
jeopardize the implementation of projects. Rivalry between Rosneft and Gazprom in the region may
hinder development of the East of Russia. Gazprom and Rosneft have evolved into the main driving
forces in this part of the country. However, Gazprom seems more interested in joining gas projects
that are already under way, to increase its capitalization quickly and enter new foreign markets, than in
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starting major long-term projects from scratch. Rosneft appears to be stretched too thin after its recent
acquisitions to be able to make substantial investments in the region.

Russia’s complicated relations with China and Japan, two countries that could play a crucial role
in developing the region, also could be a serious obstacle. Russia is currently focusing strongly on
energy cooperation with China, but the real capacity of the Chinese energy market, the main market
for Russian hydrocarbons in the region, is uncertain, and pricing issues are still unresolved among the
countries.

Russia will face intense competition with other suppliers in the markets of the Asia-Pacific region,
such as the countries of Central Asia.

Itappears unlikely that there will be a major breakthrough in developing a new hydrocarbon province
in the East of Russia in the immediate future. It is more probable that sporadic progress will be achieved
in easier-to-access areas and easier-to-implement projects where national objectives coincide with the
corporate interests of Gazprom and Rosneft.
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Case Study # 1. ESPO

On December 31, 2004, Prime Minister Mikhail Fradkov signed an ordinance on the design and
construction of the East Siberia — Pacific Ocean (ESPO) pipeline - Taishet-Skovorodino-Perevoznaya
Bay, near Nakhodka - to be implemented in 2005-2020.

Initially, ESPO envisaged construction of the linear part of the 1,020-mm pipeline with a total length
of some 4,188 km and a throughput capacity of 80 mIn tons/yr of oil for the Taishet-Skovorodino
section and 50 mIn tons /yr for the Skovorodino-Pacific Ocean section.

The resource base of the first stage of the oil pipeline was to be provided by the fields of West Siberia, as
well as several East Siberian fields that are better prepared and are close to the route of the future pipeline.

However, this plan faced unexpected obstacles — East Siberia became the testing ground for the
efficiency of the “ecological weapon”.

The initial proposal for ESPO construction anticipated laying the oil pipeline 800 m from Lake Baikal.
This option brought numerous complaints from environmentalists, including Baikal Environmental
Wave, the World Wildlife Fund, Greenpeace and Friends of the Earth.

The environmentalists criticized ESPO on the grounds that the pipeline would pass through
permafrost areas, and regions with complicated geographic, geological and hydrological conditions.
It was to cross the biggest rivers of the Baikal basin. The route was to pass through specially protected
natural territories. Some scientists and lobbyists (those connected with fishing companies, for example)
were against Transneft’s idea of basing the final point of oil transportation in Perevoznaya. There it
threatened two specially protected areas — the habitat of the Far Eastern leopard and the fishing venues
in the Primorsk region (in the event of accidental oil spillage in Perevoznaya Bay).

The State Environmental Expert Assessment Commission twice rejected a project whereby the
pipeline passed 800 m from the shore of Baikal in a highly seismic zone (up to 10° on the Richter scale).
However, Transneft managed to push through its version of the route, claiming that all necessary safety
measures would be taken (super reliable pipes from 27-mm steel instead of the usual 9-mm steel, valves
placed every 5 km, “pipe in pipe” technology when crossing rivers, etc.).

Transneft explained that moving the pipeline to the north was too difficult and expensive since
it would have to pass through mountainous areas without inhabitants and infrastructure. Semyon
Vainstock, president of Transneft, claimed protest demonstrations against the pipeline, in which
thousands of people participated, were intrigues of either foreign “puppeteers” afraid of Russia’s
stronger business influence or of domestic business structures that wished to protect their corporate
interests. He also mockingly promised to hold public hearings with all leopards living in the regions
through which the pipeline would pass'.

Finally, in April 2006, Vladimir Putin ordered the pipeline moved some 400 km to the north of Lake
Baikal.

It was a dramatic PR gesture that immediately raised Putin’s popularity even higher as the “savior of
Baikal,” though people conveniently forgot that it was a state-owned and state-controlled company that
had developed the plan that endangered the lake in the first place. This decision also showed that the
president monitors the vox populi that had come out so strongly against the Baikal route not only in
Siberia, but also throughout the whole of Russia.

Following the rerouting, the pipeline’s end point will be in Kozmino Bay and it will be laid near
the oil fields of Yakutiya and the Irkutsk Region, whose reserves are to be used for filling the pipeline.
This decision created grounds for some experts to claim that the protests of environmentalists were
organized by certain business groups. Indeed, Surgutneftegas, Verkhnechonskneftegas (actually
Rosneft and TNK-BP, as its key shareholders) and Urals Energy definitely benefited from the rerouting
of the pipeline. In any case, it is becoming increasingly clear that environmental issues in Russia will
be more actively used in the future either to undermine certain business projects or to put pressure on
certain companies.

Sadly enough, though the environmental threat to Baikal arising from construction of the pipeline
in a highly seismic zone was eliminated, the lake is still in danger from transportation of crude oil by
railway along the banks of the lake.

The East Siberia - Pacific Ocean pipeline will be implemented in two stages:

1. By the end of 2008, Transneft will build the Taishet (Irkutsk Region) — Skovorodino (Amur Region)
oil pipeline with total capacity of 30 mln tons /yr and an oil-loading terminal in Kozmino Bay to accept
crude from Skovorodino arriving by rail.

2. Afterwards, Transneft plans to build an oil pipeline from Skovorodino to the terminal on the Pacific
coast. This pipeline will have a total capacity of 50 mln tons /yr, bringing the throughput capacity of the
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oil pipeline system to Skovorodino to 80 mln tons /yr, of which 30 mIn tons /yr is planned for transport
to China®. The deadlines for the second stage are not determined yet — according to the Vice-President
of Transneft, Sergei Grigoriev, “everything will depend on the pace of geological and exploration works
and development of the fields undertaken by the oilmen. We’ll build the second stage by the time
they’ll be able to guarantee necessary volumes of oil™.

Implementation of the entire project includes construction of approximately 50 oil-pumping
stations, an oil-transshipment complex with a tank farm and a sea terminal on the Pacific coast, five oil-
metering stations and numerous infrastructure facilities.

Speaking about ESPO, Andrei Dementiev, Deputy Minister of Industry and Energy, nostalgically
compared it to BAM*. Indeed, these two projects are comparable in terms of their scale. However,
BAM turned out to be the stillborn child of socialism. It is to be hoped that fate will be kinder to
the pipeline child of state capitalism; still its implementation is fraught with many uncertainties and
creates numerous risks.

Risk factors for ESPO implementation:

Resource base

West Siberia will provide the pipeline with 30 mln tons/yr in the foreseeable future. Although West
Siberia has the potential to supply the pipeline via expected incremental production, the ESPO pipeline
will have to compete for this oil with other export routes and domestic refining.

Some 7 to 10 mln tons of East Siberian oil will be supplied to ESPO during its first year of operation
(2009). Afterwards, volumes of East Siberian oil should grow and reach 20 mln tons in 2010 and 40 to
45 mlIn tons by 2015. However, the reserves of East Siberia are still relatively small.

Rosneft, Gazprom neft and LUKOIL that already deliver oil to China by rail guarantee oil deliveries
via ESPO from West Siberia. Rosneft, which is in charge of ensuring supplies of oil to the new pipeline,
promised that it will be able to fill it to a level of 30% by 2009 and 50% by 2014°. The state company is
already the leader in supplies, and its positions will probably grow even stronger due to its acquisition
of YUKOS’ eastern assets and its special relationship with China.

Upgrading the existing pipelines

Transneft is refurbishing the existing trunk pipelines from West Siberia (see box A).

Box A. Trunk oil pipelines from West Siberia
Omsk-Anzhero-Sudzhensk — Angarsk/Irkulsk oil pipeline
This pipeline was commissioned in 1964; its length is 2,334 km, pipe diameter is 720 mm and design throughput
capacity is 12 mln tons /yr.
Anzhero-Sudzhensk — Krasnoyarsk — Angarsk/Irkutsk oil pipeline
This pipeline was commissioned in 1975; its length is 1,441 km, pipe diameter is 1,020 mm and design throughput
capacity is 32 mln tons /yr.
Thus the total design capacity of both pipelines of the Anzhero-Sudzhensk-Angarsk /Irkutsk route is approximately 44
mln tons/yr. From Anzhero-Sudzhensk, 13 pumping stations (PS) have been installed, including Meget, Transneft’s oil-

loading terminal near Angarsk for the transshipment of crude to railroad.

By the time ESPO is commissioned, the pipeline upgrades and capacity expansion should help
increase the overall transport capacity of the oil pipeline system to the west of Taishet to approximately
55 mln tons/yr. This kind of capacity exceeds the eastbound piping volume target expected to be
achieved by the time ESPO’s first phase is launched (if the crude supply to Russian refineries is factored
in). Presumably, Transneft intends to create excess capacity in case there is a delay in commissioning
the East Siberian fields and West Siberia is called on to fill the gap.

Competition with Russian Railways

Another uncertainty is connected with ESPO’s competition with the Russian Railways (RZD), which
have always played an important role in transporting crude and petroleum products in the East of
Russia and which plan to increase the total shipping capacity on the China-bound route to 30 mln
tons/yr of oil.

The prospects of competition between Russian Railways and Transneft will largely depend on the
relative lobbying powers of the organizations. Experts believe the railway lobby is quite strong in Russia.
Besides, there is a strong desire at the governmental level to revitalize the Baikal-Amur Railway, which
can be used to transport certain amounts of oil.
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Pipeline tariffs

The question of pipeline tariffs is also still open. Initially, it was anticipated that the tariff for pumping
oil through ESPO would be $38.80 /ton for the Taishet — Skovorodino section. For West Siberian oil
Transneft proposed establishing $49.80 per ton.

The tariff proposed by Transneft makes transportation costs to deliver oil from East Siberia to the
Pacific Ocean more than double that of transportation along the currently operated pipeline routes.
To a certain extent, higher transportation costs will be offset by the premium the exporters can get
when delivering the higher-quality East Siberian oil to the APR markets as compared to Europe, which
mainly receives the Urals export blend.

However, the additional 400 km involved in rerouting the pipeline and increased project costs (see
below) will result in higher tariffs, though Transneft hasn’t yet assessed how much higher they will be.
According to German Greff, Minister of Economic Development and Trade, to make exports through
ESPO profitable, the highest pumping tariff should not exceed $ 50 /ton, and then the pay-back period
for the first stage of the pipeline will be ten years®. In this respect Valery Nesterov from Troika Dialogue
justly commented that it seemed fairly strange that first the pipeline construction was launched and
only then the issue of payback emerged’.

Financing

Initially, the project cost was $11.5 billion (including $6.65 billion for the first stage). Given the
extended pipeline route, however, the project’s total cost rose dramatically; just the first stage will cost
some $11 billion and will become the most expensive pipeline project in Russia after the underwater
section of the North-European gas pipeline. According to Semyon Vainstock, head of Transneft, it is
difficult now to forecast the cost of the second stage because of the rapidly growing prices for pipes®.

Experts were amazed by such a drastic increase in costs for the first stage. If the decision on ESPO
construction were made today, the decision-makers would have second thoughts, comments Valery
Nesterov®. Still, on the other hand, the decision on ESPO construction was made taking into account
political considerations, which would probably have prevailed over commercial feasibility in any case.

Financing for the first stage of ESPO is provided by the government’s Sberbank loan facility. In
addition, Transneft is negotiating a five-year loan for about $2 billion with a syndicate of Western
banks.

A branch of the pipeline to China from Skovorodino will be built using a $400 million grant to be
provided by CNPC.

Social issues

Though the ESPO project was presented as a means of resolving many social problems of the
East of Russia, its social value appears to be questionable. When the initial plan of the pipeline was
discussed, Transneft stated that it would create about 16,000 new jobs along the route'’. However, it
was to bring very few employment benefits to such underdeveloped pass-through regions as Buryatiya.
Since appropriately qualified personnel could not be found there, workers were to be hired from other
regions.

Moreover, in summer 2007 Transneft got another idea — to hire about 1500 Chinese workers for
the project, since the contractor, Krasnodarstroitransgas, does not have enough qualified Russians.
Therefore, ESPO will probably resolve employment problems in China rather than in Russia, which
seems rather bizarre given the high rates of unemployment in the East of the country and the traditional
Russian fears of the “Chinese threat”. Still, an official from the Ministry of Economic Development and
Trade tries to dispel those fears saying that “there’ll be no problems if the Chinese work on the basis of
the ‘flight-in crews’ method. However, if they stay after the contract is over, there’ll be problems: the
Chinese do not assimilate easily, and there are some 120 million Chinese living along the border versus
only 5 million Russians”"".

Also, ESPO will accentuate the already marked differences between the regions: in a way, the rich
get richer while the poor get poorer - the decision to reroute the pipeline hugely benefited Yakutiya,
which is already well off, compared to other eastern regions.

Case Study # 2: Kovykta

The Kovykta gas condensate field is located in the Irkutsk Region, 450 km northeast of Irkutsk. In
early 2002, the Resource Commission of the Ministry of Natural Resources booked the C1+C2 category
gas reserves of Kovykta at 2.13 trillion cubic meters (tcm) (which provides for annual gas production
of some 40 bcm) and gas condensate reserves at 108 mIn tons. Kovykta’s gas contains 0.28 percent of
helium (37-42 percent of Russia’s helium reserves in A+B+C1 categories)'?, a valuable raw material for
the chemical industry.
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Geologists believe that Kovykta might not be simply a field, but a huge gas condensate reservoir
(roughly 200 km in diameter). Recoverable resources of Greater Kovykta are estimated at some 10
tem.

Kovykta was discovered in 1987 but at that time its reserves were assessed at 190 bcm, so it was
regarded as a regional project mainly targeting local gasification. To implement it, RUSIA Petroleum
was established in 1992 by the administration of the Irkutsk Region, Angarsk Petrochemical Company,
Irkutskenergo, and others.

Only in 1998, after Interros and BP got interested in the project — BP became shareholder of
SIDANCO in 1997, and SIDANCO owned the controlling interest of RUSIA - did focused geological
efforts begin, and the real potential of Kovykta became clear in the late 1990s.

Initially, the Kovykta project had significant foreign involvement - negotiations with China and
South Korea began in December 1997.

Despite an active start, the development of Kovykta was delayed because of the complicated
relationship structure of its shareholding (see table A), which involved seriously conflicting interests.

Table A.
Major Shareholders of RUSIA Petroleum as of March 2001, %

Shareholder Representing interests of...
Burovik East Siberia Holdings Ltd. BP 30.84%
Vitra Holdings Co Ltd. Kantupan 13.02%
Rosbank (nominee holder) Shares seized 12.88%
Property fund of the Irkutsk Region Regional administration 12.83%
Heartway Ltd. TNK 9.06%
Naftrad Ltd. RINCO or YUKOS 8.46%
SIDANCO Interros 5.62%
KM Technologies (Overseas) Ltd. Interros 4.79%

Source: Oil and Capital, # 4, 2001, p.36.

One of the problems was the uncertainty created in 1999 by bankruptcy procedures initiated against
SIDANCO by Tyumen Oil Company. This provoked a serious conflict between TNK and BP. In summer
2000, TNK began to increase its stake in RUSIA Petroleum and significantly strengthened its position
by summer 2001.

Another problem was created by Gazprom, which was not interested in the success of the project and
which unexpectedly offered to deliver natural gas to China from Yamal rather than from East Siberia.
China considered this proposal too challenging because of the length of the pipeline that would have
to be built.

Finally, serious disagreements emerged regarding gas prices, and tough negotiations on this matter
with China continued for many years.

At the end of 2000, the State Duma passed a law under which Kovykta was included in the list of
projects to be implemented under PSA terms, and the Federation Council approved it in January 2001.
However, this decision remained a project only on paper.

After the creation of the TNK-BP alliance in 2003, the resulting company became the undoubted
leader in RUSIA Petroleum. Until recently, shareholders of RUSIA Petroleum were:

1 TNK-BP (62.89%)

2 Interros (25.82%)

3 Irkutsk Region administration (10.78%)
4 Minority shareholders (0.51%)

Since the shareholders of RUSIA often changed, the company’s views about gas utilization also
evolved. When BP became a shareholder, China and Korea were earmarked as key potential markets
for Kovykta’s gas, while gasification of the region was considered a secondary task.

In November 2003, RUSIA Petroleum, CNPC/PetroChina, and Kogas signed another trilateral
agreement to deliver an international feasibility study.

According to the document, natural gas reserves in C1 and C2 categories amounted to 2 tcm, while
recoverable reserves were estimated at 1 tcm. It was supposed that 4 bcm /yr would be provided to meet
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domestic needs. Some 30 becm per year were to be delivered to the export markets — China (20 bem /yr)
and Korea (10 bcm /yr).

Gas was to be supplied to the export markets through a 4,500-km pipeline, with a capacity of 30
bcm /yr, going from the field to Irkutsk, on to northeastern China and then to markets in Korea and
Bohai Bay in North China.

The gas price at the border could be some $100 per 1,000 cubic meters. The total capital expenditure
for the project for both upstream and the pipeline were estimated at $15 billion to $20 billion'. It
was expected that the project would be approved by the governments of the three countries in March
2004.

These expectations were torpedoed by Gazprom. Gazprom’s top priority is to preserve the concept
of a single gas export channel and it insists that gas should be exported not from any single field,
but from the USGS. Consequently, the monopoly leveraged its administrative resource to hinder the
development of Kovykta.

In 2000, when the true potential of Kovykta became obvious, Gazprom began developing a program
to create a single system of gas production, supplies and sales in East Siberia and the Far East. The same
year, Gazprom was appointed coordinator of all gas activities in East Siberia and the Far East. This news
created misunderstandings between RUSIA Petroleum and its partners from China and Korea, and
their negotiations were disrupted for a year, to be renewed only in 2002.

As coordinator of the state Eastern program, Gazprom started working on the feasibility study for the
unified system of gas supplies of the region. It criticized the intention of RUSIA Petroleum to provide
only 4 bcm of gas from Kovykta to consumers in the Irkutsk Region and to export 30 bcm to China
and Korea. A study conducted by Gazprom’s institutes showed that gas exports to China could face
serious difficulties, first and foremost with price risks. Gazprom also claimed that a PSA for Kovykta ran
counter to state interests, and that gas should be channeled to the USGS to meet the needs of domestic
industry and consumers.

Gazprom could have influenced the development of Kovykta in a legitimate way only by becoming
a shareholder of RUSIA Petroleum. Yet in 2004, Gazprom refused to purchase stakes in RUSIA
Petroleum offered by Interros and the Irkutsk Region administration because it did not want to pay
market prices.

According to the licensing agreement, the commercial development of the field was to commence
in late 2006, while gas export from Kovykta was to begin in 2008. Without the construction of an export
pipeline (which Gazprom was torpedoing), it would be impossible for gas production to reach the
planned level of 34 bcm /yr. That means RUSIA Petroleum would violate the licensing agreement.
Hence, since 2003, the Ministry of Natural Resources has been regularly threatening to revoke RUSIA’s
license, using the argument that the subsurface user had no real obstacles to gasifying the region.

In view of this, RUSIA Petroleum decided to focus strongly on the regional component of the project
and thus improve its position in negotiations with Gazprom. In December 2003, RUSIA Petroleum
submitted its version of the project for gasifying the Irkutsk Region and in March 2004 established the
East Siberian Gas Company (ESGC). Its founders were TNK-BP (50 percent) and the administration of
the Irkutsk Region (50 percent).

The ESGC plan envisaged the construction of a 670-km gas pipeline (Kovykta-Sayansk-Angarsk-
Irkutsk), a gas separation and helium plant in Sayansk and supplies of gas initially to consumers located
within a 10-km radius of the pipeline'.

TNK-BP intended to sell the bulk of gas in Sayansk, where the Russian shareholders of the company
now control Sayanskhimplast. It was also planned to build a plant producing di-methyl ether and a gas
distribution network. After 2007, it was decided to gasify settlements that are within 100 km of the gas
pipeline.

Followingthe RUSIA Petroleum - Irkutsk Region administration agreement, Gazpromsigned another
five-year framework agreement with the administration on gasification of the region. Gazprom’s plan
to gasify the region is based on the use of small fields located in the north of the Irkutsk Region, while
Kovykta gas is to be delivered to the USGS through pipelines to be built by Gazprom. However, gas from
the northern fields that are geographically dispersed and located in territory with no infrastructure will
be prohibitively expensive.

The position of the Irkutsk administration concerning gasification is also very important for the fate of
Kovykta. The former governor of the Irkutsk Region, Boris Govorin, focused on Kovykta when envisaging
plans for regional gasification. Nonetheless, the new governor, Alexander Tishanin, signed an agreement
with Gazprom on gasifying the region on the basis of small fields. TNK-BP believes that it would be optimal
to combine its own gasification project and Gazprom’s project, the two supplementing each other.
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Since it was becoming increasingly clear that it would be impossible to achieve anything without
the involvement of Gazprom, in March 2006 TNK-BP proposed to Gazprom the creation of the East
Siberian Consortium; the gas monopoly would have 50 percent + 1 share, and the rest would be owned
by TNK-BP. TNK-BP was prepared to contribute its share in RUSIA Petroleum and the ESGC. RUSIA
would develop the field, Gazprom would transport and export gas, and another company would deal
with domestic sales of gas. Yet another division of the holding company would process gas'®. This
proposal represents a search for a compromise between RUSIA Petroleum and Gazprom, because this
option can increase the share of gas used for domestic needs.

Still, Gazprom claimed the Kovykta project is not its top priority and the project proposed by RUSIA
Petroleum does not take into account certain important aspects, such as the full-scale extraction and
use of helium; according to Gazprom, this is a vital strategic resource, and until the problem of its
utilization is fully resolved, it makes no sense to develop Kovykta.

It appeared that two different positions concerning Kovykta were being debated among Gazprom
senior management. Some executives believed that Gazprom should buy the controlling interest of
RUSIA Petroleum from TNK-BP, the latter remaining a shareholder and major investor in the project.
Other top managers thought Gazprom can develop Kovykta without TNK-BP. It seems that Gazprom
was playing a waiting game to get better terms. Moreover, recent events — Gazprom’s decision to develop
the Bovanenkovo field on the Yamal Peninsula — show that a quick development of Kovykta does not
meet the interests of Gazprom since this project will put an additional burden on the company’s funds
that should be focused on Yamal.

The fate of Kovykta was finally decided in 2007. In September 2006, the procurator’s office of
the Irkutsk Region had demanded that the Federal Agency on Subsurface Use suspend the license
for Kovykta development. The Irkutsk authorities claimed that RUSIA Petroleum had violated
environmental legislation in 1999-2001 and that it should have produced 9 bcm of gas by late 2006,
but did not. Yet the region does not need that much gas; the license was issued in 1992, and since then
the region’s gas demand has decreased to 2.5 bcm. It may approach only 4 bcm by 2010, according to
estimates by TNK-BP. (Gazprom held that demand could amount to 6-7 bcm)*®.

The Ministry of Natural Resources checked the fulfillment of licensing conditions by TNK-BP
in January 2007, mainly focusing on the regional gasification aspect. The violation of the licensing
agreement is now documented, and it constitutes sufficient grounds for revoking the license; however,
the document does not include demands to revoke the license - since its probable purpose is to “soften
up” TNK-BP in its negotiations with Gazprom. In February, the commission of Rosnedra gave RUSIA
three months to correct the violations.

Robert Dudley, president of TNK-BP, confirmed that Gazprom would join the Kovykta project by
mid-2007. TNK-BP wanted to retain a substantial share of the project, some 33 percent; but Gazprom,
in accordance with its usual practice, wanted to obtain the maximum possible stake.

In June 2007, Gazprom confirmed for the first time that it was interested in Kovykta: this was admitted
by Dmitry Medvedey, its BoD chairman, during the St. Petersburg Economic Forum'’.

As a result of all the moves and counter-moves, in the summer of 2007 TNK-BP managed to avoid
the revocation of the license for Kovykta by reaching an agreement with Gazprom on selling its share in
the project to the monopoly. The amount of the deal has not yet been determined: Gazprom estimates
it at $600-800 million, while TNK-BP hopes to get $700-900 million. According to Vladimir Metnev of
Troika Dialogue, the $600-900 million figure would represent a market price since it corresponds to
8-11 cents per barrel of oil equivalent of reserves, which is a typical amount for fields at the early stage
of development.

The new owner of RUSIA Petroleum will have a much better chance of reaching an agreement on
all debatable issues with the relevant officials, and a representative of the Ministry of Natural Resources
has said that the Ministry is ready to consider Gazprom’s proposals on changes in the licensing terms.
Gazprom is beginning to prepare a new plan of field development that will correspond to the Eastern
Gas Program; the government should approve this plan by the end of 2007. Commercial gas production
in Kovykta will begin in 2017, according to estimates, and the blue fuel will be delivered to Russian
consumers and the USGS to cover the potential shortage of gas in Russia (though a certain proportion
of it may go to China).

In principle, TNK-BP has an option to repurchase 25% + 1 share in RUSIA. TNK-BP may use this
option in the course of one year; however, by that time the price of a stake in RUSIA will definitely go
up'®. Besides, the opportunity for TNK-BP to return to the project will depend on another condition.
Gazprom, TNK-BP and BP reached an agreement to create one or several joint ventures in which the
concern will get 50%, and the remaining half will be divided between the other two partners. Assets
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worth at least $3 billion will be transferred to the JV. TNK-BP will be able to exercise its option only
after the partners determine the list of assets for the JV. Rospan, which is owned by TNK-BP, might be
such an asset, as might the former gas assets of YUKOS. Foreign assets that Gazprom has long dreamed
of acquiring might also be included. This would permit Gazprom to strengthen its positions abroad,
including in the British market that the concern has been coveting.

Will Gazprom succeed in developing the field? Vladimir Milov doubts it because this success will
hinge primarily on the results of negotiations with China, the leading potential market for Kovykta
gas. To date these negotiations have seen no progress because of the difference in opinion on prices".
Speaking at the St. Petersburg Economic Forum in the summer of 2007, Gazprom’s representative
admitted that price negotiations with the Chinese were deadlocked. But the concern, as is its custom,
represents this failure as a result of external factors, namely an agreement on Sakhalin-1 gas deliveries
between ExxonMobil and CNPC.

Case Study # 3: Sakhalin-2

Sakhalin-2 is based on the oil, gas and condensate fields of Piltun-Astokhsk (discovered in 1986) and
Lunsk (discovered in 1984), with total reserves of 155 mln tons of oil and condensate and 490 bcm of gas.

In 1991, Marathon, McDermott and Mitsui won the tender to develop these fields, and in 1992
Mitsubishi and Shell joined them, forming the so-called MMMMSh consortium. To implement Sakhalin-
2, Sakhalin Energy Investment Company Ltd. was created in 1994.

On June 22, 1994, the first PSA in Russian history was signed. In 2000, Shell bought Marathon’s
stake in Sakhalin Energy and became the key shareholder and project operator. It was the only Sakhalin
project without Russian involvement.

Until recently, the shareholders of Sakhalin Energy were:

1. Shell Sakhalin Holdings B.V. (55%)
2. Mitsui Sakhalin Holdings B.V. (25%)
3. Mitsubishi Diamond Gas Sakhalin (20%)

The first stage of the project included development of only the Piltun-Astokhsk oil field, which had
been producing oil since 1999 from the Vityaz complex during the ice-free period. Oil is delivered
from the Molikpak sea platform to a floating oil storage facility, from which it is loaded into tankers.

In May 2003, the second stage of the project began, focusing on development of the Lunsk gas
condensate field. The main components of the second stage are:

1. setting up the second platform on the Piltun-Astokhsk field in addition to Molikpak;

2. beginning year-round production of oil and the connection of Molikpak to the pipeline system
to be created during the second stage;

3. setting up a platform on the Lunsk field designed for the production of 17 bem /yr;

4. construction of an onshore technological complex to receive and prepare gas and condensate
produced from the Lunsk field;

5. construction of two 800-km parallel pipelines for transportation of oil (8 mln tons/yr) and gas
(13.4 bcm /yr) going north to south, to ice-free Aniva bay;

6. construction of an export terminal for year-round loading of oil;

7. construction of an LNG plant.

Sakhalin-2 produced 1.6 mIn tons of oil in 2006. Currently, oil from Sakhalin-2 is delivered to Japan,
South Korea, China, Taiwan, the Philippines, Thailand, and the United States.

The plant being built on the shore of Aniva Bay within the framework of the project is the world’s
biggest LNG plant, with throughput capacity of 9.6 mln tons /yr®.

The key task of the LNG project - to find gas buyers —is now almost completed. Long-term agreements
on buying Sakhalin gas have been signed with seven Japanese?! companies and one Korean company, as
well as with Shell Eastern Trading Ltd. In contrast to other agreements, the latter envisages deliveries
of 1.7 mIn tons of Russian LNG for 20 years, which will be shipped to the US west coast rather than to
Asia.

Asthe project developed, the protests of environmental groups became stronger. Under pressure from
ecologists worried about the safety of a rare population of gray whales, the consortium had to change the
route of the sea pipeline (making it 20 km longer) and delay its construction. Sakhalin Energy also had
to halt construction of the LNG plant since the Sakhalin district court deemed the state environmental
expert assessment’s positive conclusion on the construction of the pier in Aniva Bay invalid.

But the project’s real troubles started after the announcement by Shell of a possible increase in
expenses and changes in the project implementation schedule. The revised budget through 2014 was
determined as some $20 billion and was officially presented to the Russian party in September 2005,
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while the commencement of LNG deliveries was to be postponed from 2007 to 2008. These news items
displeased both Vladmir Putin and Alexei Miller. The latter said that it jeopardized the asset swap
between Gazprom and Shell*.

In September 2006, the Ministry of Natural Resources revoked its positive conclusion on the
environmental expert assessment of the second stage of Sakhalin-2. The deputy head of Rospriroda,
Oleg Mitvol, first estimated environmental damage at $50 billion, then reduced the figure to $10
billion®. The General Procurator’s Office also began its investigation, and criminal cases were initiated.
The new environmental assessment could have taken up to one year, while Sakhalin Energy had already
signed contracts on LNG deliveries beginning in 2008, the disruption of which would have resulted in
enormous losses. The project also faced problems with financing, since EBRD, which had promised
to provide credit to Sakhalin Energy, could not proceed without the environmental approval from the
Russian authorities.

Initially, to resolve the conflict, Mitsui and Mitsubishi were ready to sell 3 percent and 2 percent of
their shares in the project, respectively, to Gazprom; in this case, Gazprom’s share would have been
bigger than that of Shell.

However, a decision envisaging even more drastic change in the Sakhalin-2 shareholding was made
later.

In December 2006, Gazprom, Shell, Mitsui and Mitsubishi signed a protocol concerning Sakhalin-
2 whereby Gazprom joined Sakhalin Energy as the majority shareholder. Gazprom acquired 50
percent plus one share in Sakhalin Energy for $7.45 billion. In order to arrange this deal, each existing
shareholder of Sakhalin Energy reduced its share by 50 percent with proportionate distribution of
the payment. Experts assessed the controlling interest in Sakhalin-2 at $8 billion to $10 billion; thus,
Gazprom used environmental arguments to get a discount on this price.

The current structure of Sakhalin-2 shareholders is as follows:

1. Gazprom - 50% + 1 share
2. Shell - 27.5%

3. Mitsui - 12.5%

4. Mitsubishi- 10%

Sakhalin Energy will continue to perform its functions as project operator. Gazprom will play the
leading role in the project as majority shareholder, while Shell will act as operative manager of Sakhalin
Energy and will remain technical advisor.

Vladimir Putin congratulated all project participants on a successful deal and promised that all their
major problems would now be over®. Indeed, it is to be expected that now all environmental claims
will be scrapped and gas exports will also face no obstacles. Another noteworthy point: initially the
Russian authorities considered the increase in the project budget absolutely unacceptable. After the
deal was signed, however, it became clear that some compromise on the budget would be reached.
Also, Gazprom'’s partners will probably get a chance to cooperate with Gazprom on other projects.

Gazprom has thus achieved two important strategic objectives by joining the Sakhalin-2 project: it
got access to LNG technologies, with which it is unfamiliar and which it can use in other projects; and
it insured its involvement in long-term contracts for LNG deliveries that will permit its employees to
acquire practical LNG trading skills.

Besides, thisaction of the state got the full approval of Russia’s population. For along time, Sakhalin-2
was the only major oil and gas project without Russian involvement, and, therefore, the Russians were
largely glad that foreign participation in it was constrained. The public opinion polls show a serious “oil
and gas patriotism” on the part of the Russians: thus, only 2.38% of the respondents believe that foreign
involvement in strategic oil projects is possible without any restraints (versus 1.88% in gas projects),
while 68.44% think that it is totally unacceptable in the oil industry (versus 68.69% in gas industry)®.

Case Study # 4. Vankor

The Vankor field is located in the Turukhansk district of Krasnoyarsk Krai. It was discovered in
1988 by the state geological enterprise Eniseineftegasgeologiya. As of the late 1990s, its reserves were
estimated at 105.1 million tons of light and sweet oil in the C2 category and 20.2 million tons in the C1
category; gas reserves were booked at 76.8 bem.

In 1993, ]V Eniseineft (establishedin October 1992) won the license for the development of the Vankor
field. Founders of the JV were the state enterprises Eniseineftegasgeologiya and Eniseigeophysika, the
administration of the Turukhansk district and the Anglo-Siberian Oil Company (ASOC), which was
founded by, among others, two sheiks from the United Arab Emirates.

The project implementation was extremely important for the region because unemployment in
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the Turukhansk district was very high, and there were no oil production and refining capacities or
transportation infrastructure. Partly to resolve these problems, a PSA for Vankor was signed by Vladimir
Putin in 2000.

The initial structure of Eniseineft’s shareholders did not last long: soon, a series of reallocations
began, with YUKOS as a key driver. At first, the East-Siberian Oil and Gas Company obtained stakes
in Eniseineftegasgeologiya and Eniseigeophysika. Subsequently, YUKOS acquired 20 percent of
Eniseineft. Top executives of Eniseineft then sold 21 percent of Eniseineftegasgeologiya shares and
14 percent of Eniseigeophysika shares to Soyuzneftegas, a firm owned by the former Fuel and Energy
Minister Yury Shafranik.

When Shafranik disclosed that he owned 35 percent of Eniseineft shares (April 2003), YUKOS
immediately began to dispute the actions of Eniseineft’s director general in the Arbitration Court of
Krasnoyarsk Krai.

It was then that two new players appeared on the scene, both wishing to obtain the controlling
interest in Eniseineft: Total and Rosneft. In early 2002, Total had negotiated with the administration of
Krasnoyarsk Krai, Eniseineft and ASOC to participate in development of the field. A year later, Total
reached an agreement to buy 52 percent of the 59 percent stake in Eniseineft owned by ASOC. In
February 2003, Total said it was ready to invest $2.5 billion to $3 billion in the development of Vankor
over two years. But its plans were torpedoed by Rosneft.

Rosneft, having obtained 13 percent of Eniseineft, indicated that it had a more ambitious goal of
attaining a 60 percent stake. Rosneft proposed to ASOC shareholders to buy their shares. The ASOC
founders, however, were not inclined to sell to Rosneft. But Shafranik backed Rosneft’s efforts, and in
2003 Rosneft bought ASOC for $80 million and became owner of a 59 percent stake in Eniseineft. It
established Vankorneft, a 100% subsidiary, to which it transferred the Vankor license.

Rosneft also won subsequent lawsuits against YUKOS, accusing it of stealing a 19 percent stake in
Eniseineftegasgeologiya. The court decided in the state company’s favor on December 15, 2003%.

Having gotten rid of its rivals, Rosneft started drilling at the Vankor field in March 2004. In
March 2005 Rosneft announced that the results of geological and exploration efforts in 2004-2005
permitted almost doubling the recoverable reserves of Vankor, bringing them to 250 miln tons.
Rosneft plans to produce some 420 mIn tons of oil over 30 years from the Vankor field. Its commercial
development is expected to begin in 2008. According to Rosneft’s experts, peak oil production will
amount to 19 mln tons/yr, and gas production to 5.1 bcm /yr. According to preliminary estimates,
total project investments will amount to $6.5 billion. The project envisages construction of a mini-
refinery to supply fuel and lubricants to the enterprises in the area, as well as those in Igarka and
the Turukhansk region?’.

Symbolically, Rosneft’s view concerning the potential foreign involvement in the development of
Vankor underwent a serious evolution as its estimates of the field’s reserves increased and its positions
in the oil sector of Russia strengthened. In autumn 2003, Sergei Bogdanchikov, its CEO, was saying
that they would need a partner for Vankor. At that time, it was rumored that it could be either Total or
the Indian ONGC. A year later, he stated that the company would not think about engaging a partner
until it gets a full picture of reserves. By Summer 2006, when the potential of Vankor was assessed,
Bogdanchikov gave an unambiguous answer to the question about inviting a foreign partner to Vankor:
“We’ll never make such a gift to anybody. It is one of the most promising assets in the world, and we’ll
develop Vankor only by ourselves”®.

Presumably, Rosneft fought so hard for Vankor not simply to expand its reserve base. By buying
ASOC it did not permit Vankor (and probably its neighbors, the Suzunsk, Lodochnoye and Tagulsk
fields) to pass to the hands of a foreign major. If this had happened, a new channel of oil export not
controlled by Transneft (read - the state) could have emerged.

Vankor, in contrast to other oil and gas projects of East Siberia, is not irreversibly linked to the Pacific
Rim markets. Liquid hydrocarbons from Krasnoyarsk Krai could be shipped along the Northern Sea
Route, which would avoid Transneft’s bottlenecks and diversify markets for Vankor crude: it could be
delivered to Europe, America, and Asia. Also, it makes sense not to mix high quality Vankor oil with the
Urals export blend in Transneft’s system.

Rosneft could not decide for a long time where to transport oil from Vankor. Several years ago
Bogdanchikov wanted to build his own $ 1.5 billion 800-km pipeline through Dudinka to Port Dixon
on the Arctic Ocean, and from there to deliver oil to Belokamenka tanker in the Kola Straits. The
second option for Rosneft was to build a 550-km pipeline to Purpe in the Yamal-Nenetsk District to
pump crude into the Transneft system. Initially, the “northern option” looked much better than the
“southern” by all parameters®.
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However, Bogdanchikov suddenly noticed many disadvantages of the northern option: seven
sites where anthrax is buried were discovered along the route, meaning the pipeline would have to
be extended by several dozen kilometers. Also, cowfishes live on the island close to Dixon. Beyond
this, Rosneft’s CEO indicated that Port Dixon is covered with ice in winter, and icebreakers would be
needed to implement the project.

It looks like Rosneft had to choose the southern option by taking into account political rather than
commercial considerations — after the government decided to build ESPO, for which Bogdanchikov
lobbied, and which without Vankor it will be impossible to fill. In early August 2005, he pleaded with
the president “to ask the government and regional authorities to pay more attention to this pipeline,
otherwise many billion dollars of ours would be frozen.”*

This unprecedented mega-project would mean pumping Vankor oil to the Pacific Ocean for a
distance of more than 5000 kilometers. Since Vankor is located too far away from the ESPO route, it
will not be connected to the export pipeline directly, but oil will be pumped to it through the existing
pipelines of Transneft that connect West Siberia with the east of the country. A pipeline from Vankor
will be built to the Purpe settlement.

In some senses, the patronage of the federal authorities has turned out to be a mixed blessing for the
company, since it sometimes requires Rosneft to sacrifice profitability for political objectives.

Case Study # 5: Sakhalin-1

The Sakhalin-1 project is based on the fields of Chaivo, Odoptu and Arkutun-Dagi, with total
recoverable reserves of 307 mln tons of oil and condensate and 485 bcm of gas.

Sakhalin-1 was the second project to be signed on PSA terms after Sakhalin-2. The presence among
the shareholders of Rosneft, a state-owned enterprise, gave the company additional weight and lobbying
power.

Initially, there were only four shareholders: Exxon, Rosneft, Sakhalinmorneftegas and SODECO.
In February 2001, the Indian Oil and Natural Gas Corporation Videsh Ltd. (OVL) joined the
project under an agreement signed with Rosneft. OVL got its 20 percent from shares of Rosneft
and Sakhalinmorneftegas. The Indian company paid Rosneft more than $300 million and agreed to
undertake expenses on project investments up to the beginning of commercial production. This deal
was also tied in with the sales of Russian weapons to India.

The current shareholders of Sakhalin-1 are as follows:

1. Exxon Neftegas Ltd. (30%) - operator of the project
2. Rosneft-Astra (8.5%)

3. Sakhalinmorneftegas-Shelf (11.5%)

4. SODECO (30%)

5. ONGC Videsh (20%)

The Sakhalin-1 project will consist of four stages:

First stage: development of the Chaivo reserves from the on-shore site (Yastreb installation) and Orlan
platform. In summer 2003, the first development well was drilled; in October 2005, Exxon Neftegas
began production from Chaivo with crude deliveries to the Komsomolsk refinery.

Fullscale oil production will begin in 2007. Oil production at the first stage willamount to 12.5 mlIn tons /
yr. Produced oil will be sold to domestic consumers and exported. For oil exports, a 221-km oil pipeline
will be built to port De Kastri in Khabarovsk Krai, where an oilloading terminal will also be constructed.

Gas production also began in 2005. Natural gas in the amount of 1.7 mcm per day is now supplied
to Khabarovskenergo and Khabarovskkraigas. It is expected that in the first stage the produced gas
will be partly sold on the local market and partly injected back into reservoirs. Gas will be delivered
to the Sakhalin, Khabarovsk and Primorsk regions via the North Sakhalin-Komsomolsk-na-Amure-
Khabarovsk-Vladivostok gas pipeline.

Second stage: commissioning of the southern platform on Chaivo and gas exports by pipeline to Japan.
Plans call for exports to begin in 2008, when gas pipeline is laid on the bottom of the Okhotsk Sea to
Hokkaido Island. Nonetheless, there are doubts that this pipeline will be built because of Gazprom’s
position concerning gas exports in general.

During the third and fourth stages, participants will maintain a production plateau and will produce
oil from Arkutun-Dagi (platform to be commissioned after 2014) and develop gas reserves of Arkutun-
Dagi and Odoptu (after 2032)*..

It is expected that implementation of Sakhalin-1 will bring in more than $40 billion to the Russian
government; contracts worth some $3.6 billion (roughly two-thirds of the total value of the contracts)
will be placed with Russian enterprises.
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