Caspian Oil At Eurasian Crossroads

 CASPIAN OIL AT EURASIAN CROSSROADS.
PRELIMINARY STUDY OF ECONOMIC PROSPECTS

Moscow, 03.12.98

A. Konoplianik
(with contribution by
A. Lobzhanidze)

Dedicated to the memory
of Prof. Eugene O.Shteingaus



To the Readers:

In spite of a large number of publications on Caspian related topics available in
the world media, the book “Caspian Oil at Eurasian Crossroads: Preliminary Study of
Economic Prospects” by A. Konoplianik with participation of A. Lobzhanidze is a pilot
book of its kind. The authors were among the first ones to move away from doing a
traditional microeconomic analysis of separate projects or describing the events
connected with the development of Caspian oil, which most publications have been _
covering recently. The authors focused on a research of a wide range of macroeconomic
Caspian development issues. The authors intently and reasonably (the reasons are stated
in the book) left aside legal and political aspects of the problem, focusing on economic
aspects of the issue only.

There has been a long-time need for this research. Without having a clear idea of
comparative economic advantages and disadvantages of each scenario of Caspian
development, one can give priority to a scenario that is not based on long-term economic
interests of the countries of the Caspian region. Most importantly, such a scenario would
not have a goal of providing a stable balance of these interests, which could be the only
guarantee of a long and effective Caspian development (based on favorable economic
conditions). Such a scenario would only pursue short-term interests of today’s political
and business elite in various countries, including some countries geographically distant
from the Caspian region.

Russia’s protection of its national interests in the region often meets resistance
from other countries. This is especially true of the discussion on the transportation route
of the main stream of Caspian oil, which has been ongoing for several years. The reason
is that the discussion is based on political aspects only. This research provides the
opportunity to the participants of this discussion (mainly on the Russian side), to have a
more solid base of comparative economic advantages and/or disadvantages of a certain
transportation route. The research provides a wide range of macroeconomic restrictions.
They include volume and changes in supply and demand of liquid fuel on the main
potential markets of Caspian oil; demand for investment required for development of
Caspian oil in stated volumes; and the opportunity to satisfy this demand, based on the
current and forecasted conditions of the capital markets. The authors calculated the
structure of the “cutting price” of Caspian oil in various markets, which can already be
considered an objective answer to many questions raised during Caspian oil discussions.



K yuraTtensim

[leecMOTpA 1a 06UKME MaTepHAIOB M0 KaCMHUACKOH TeMaTHKe, 1yOIMKYEMbIX B
MIIPOBO# 1Ipecce, npeaaaraeMas BHUMaHuUIO yuTaTteiei kuura A.Konorusinuka
(1pu yuactuu A Jlo6xanunze) « Kacnutickas negpmo ia Eepusuiickom
nepekpecmke: npedeapumensibli GHAAU3 IKOHOMUUECKUX NEPCACKMUEY
ABJSETCA [10 CBOEMY «THMOHEPHOM» B 9TOM pALy nybnuxaiiHi. [CnapHbIM
o6pa3oM B CHILY TOTO, HTO €€ aBTOPbI OAHUMH U3 MIEPBLIX C/CIANM HONLITKY
OTOWTH OT TPAAUUMOHHOI0 aHaNH3a MHKPOIKOHOMHUKH OTACJILHLIX IIPOCKTOR
(JIKBO OT OCBEILCHUS TEX HIM HHBIX COOBITHH, CBA3aHHBIX C pa3pabOTKOM
KACHMACKHX MCCTOPOXIEHHH - ueMy OObIMHO ObIBaET NocssiiucHa OoJIbILas
qactTh W3 0iyO/IMKOBAHHBIX 33 NMOCIAEAHEE BpeMs padoT) U COCPEAOTOHUINCD Ha
KOMILIEKCHOM HMCCACAOBAHUM LLIMPOKOIO CHEKTPA MAKPOIKOHOMHUCCRHX
1pobiiem ocsoennsa Kacnus. [1py 3T70M aBTOpbI CO3HATCIILHO i BIIOJIHE
060CHOBAHIIO (IPHYHHDBI H3N0XKEHbI B KHUIE) OCTABUIIM B CTOPOHE 1IPABOBLIE U
HOJIMTUHYCCKUE ACIIEKThl aHAIM3UPYEMOH MpobeEMbL, COCPEAOTOUHBLINCH HA
cyrybo JKOHOMH4€ECKOH CTOPOHE BOMpOCa.

Heobxoa1MMOCTb B NPOBEAEHHH HMEHHO TAKOr0 MCCNEA0BaH s Ha3peJia NaBHoO,
HOCKOJIbKY 0€e3 YeTKoro npeacraBjiCHUA CpaBHHTCJ'!beIX DKOHOMHWHYECKHX
LIPCUMY LLCCTB W/ HEIOCTATKOB TOTO WM HHOTO BAPHAITa OCBOCHHS Kacnus
HQ NEPBbIH MJ1aH B BbIOOPE NPEANOYTHTEBHBIX CLIEHAPHEB TAKOrO PO/Ia MOTyT
BLICTYHWTE HC JIOJITOCPO4HBIE IKOHOMHUUECKHE HHTEPEChI HAPOLOB I'OCY/IAPCT
KACNUICKOTO PErOHa, M — IT1aBHOE — HE CTPEMJIEHHE 00ece HTh yCTOHUUBbIH
OIaHC ITHX MHTEPECOB, YTO € 1IMHCTBEHHO MOXET SIBUTHCS 3aJI0rOM [LOJIFOr0 U
yppekTHBHOTO OcBoeHHa Kacnus (npu GraronprATHOH IKOHOMHUCCKOH
KOHDBIOHKTYPE), @ TEKYLLME, KPATKOCPOYHBIE HHTEPECH! CETOMHS LLIHUX
[IOJIMTHUECKHUX M ACNOBbIX 3JIMT B OTUEJIbHbIX CTPaHAaX, B TOM “IMCIIC U BCCbMA
nasiekux (B reorpaduyeckom niase) ot Kacnuiickoro peruona.

OrcrauBanme Poccueii cBOMX HALMOHAJIBHBIX HHTEPECOB B YTOM PETHONC HacTo
HATWIKUBACTCS 1A NIPOTUBOACHCTBME APYTHUX CTPaIL. Ocoberiio Muoro xKonum
OLIIO CIOMAHO B BElYLLEHCA Y2KE HECKONBKO JIET AUCKYCCHHU 110 BONPOCY O
BbIG0pE MAPLLPYTa TPAHCTIOPTHPOBKH OCHOBHOTO MOTOKA KACHWACKOH tiepTu. U
B 3HAMHTCILIION CTCHEHW UHMEHHO TI0TOMY, HTO YaLe BCCIO YT JHCKYCCHst
BeJleTCS B Cyry60 NOJIMTHYECKOH MIOCKOCTH. BbinoHeHHoe asTopamu
HCC/IEA0BAHUE 1103BOJIAET yHACTHUKAM TaKOH AMCKYCCHH (Npexae BCero,
pa3yMEeTCsi, ¢ POCCHICKOI CTOPOHbI), OMEPETHCS Ha OOMee MPOHbIH



(yHIAMEHT BBISBICHHBIX CPABHHTENbHBIX 3KOHOMUYECKUX NPEUMYILECTB W/ WU
HELOCTATKOB TOTO MM MHOTO MApLIPYTa B KOHTEKCTE LUMPOKOro HaGopa
OrpaHUYEHUH Ha MAKPOIKOHOMHYECKOM YPOBHE, TAKMX KAK MACIITaGb! U
/AMHAMUKA CNpOCa U MPENJIOKEHHUS KUIKOTO TOMIMBA HA OCHOBHBIX
NOTCHUMANBHBIX PbIHKAX CObITA KACMUICKOH HedTH, cnpoc Ha MHBECTHULIMHU,
HEOOXOAMMBIE IS OCBOGHUS KACIMICKOH HEQTH B 3asBIECHHBIX 0ObEMAX, U
BO3MOXHOCTH yIOBJIETBOPEHUS 3TOT'0 CHPOCa, HCXOAA U3 CEroNHALIHEro U
MPOTHO3UPYEMOr0 COCTOSHHUA MHPOBOTO PEIHKA KalyTala U T.N. ABTOpSI
paccuuTali CTPYKTYPhI «I€HBI OTCEYEHMsD KaCIHUICKON HehTH Ha pa3IMUHbIX
PBIHKAX, YTO yXe CaMo 10 cebe NaeT OObEKTHBHEIE OTBETHI HA MHOTHE BOMPOCHI
B BEIYINEHCs BOKPYT Hedru Kacnus nuckyccun.

VIMeHHO MO3TOMy HacTosIIee HCCIIeJOBAHME, HAYATOE €ro aBTOpaMU-KaK
MHUUMATHUBHOE, OBIIO Cpa3y ke, Ha PaHHUX ero >Tarnax BOCTpebOBaHO
MUHHCTEPCTBOM TOIUIMBA U 9HEPreTUKH PD U BIOCIEACTBUM BHINOIHANOCE
y>e no 3akazy Muntonsuepro P® B TecHoM KOHTaKTe C 3aHHTEPECOBAHHBIMHU
POCCHACKHMHU KOMIMAHHAMH U OPraHU3alMAMH C TeM, YTOOb! MOACOTOBUTS
LIMPOKOMACLITAOHYI0 CHCTEMY JKOHOMUYECKHUX aPTYMEHTOB POCCHICKO
CTOpOHBI U1 TMeperoBopos o Kacnurw. B 3ToM cMmbicie 3akinoyequs u
BBIBOZEL, MOy 4€HHBIE aBTOPAMH, HE TOJIBKO OTPAXKAIOT, HO, CKOpee,
(GOpPMHDPYIOT OCHOBY S3KOHOMUYECKOH MO3ULUH MuHucTepcTBa B OTHOLLEHU Y
MEPCIIEKTUB OCBOCHMS KaCIMICKOH HedTH. Pesynerarte! uccnenosanus
ABJIAOTCS NPEABAPUTENBHBIMH, OCKOALKY MuHTOM3Hepro P® rnanupyer
[POMIO/DKHUTE (PaCUIHPUTE U YIIyOUTs) paboTy 1o 3Toi upe3Bsuaiiio
aKTyalnbHOM JUIS POCCUACKOMN HETAHOMN OTPACIH TEME — BEIb OT ycnexa
(TemmnioB) ocBoenus Kacnust 6ynyT B 3HAUHTENBHON CTENEHU 3aBHCETSH
NEPCNEKTHBLI Pa3BUTHS HOBLIX HEQTAHBIX MIPOEKTOB B caMoif Pocculi, 0cobeHHO
Ha cesepe EBporeiickoii qactu u Ha JlanbHem BocToke cTpaHs.

Hacrosueit paboroit Munrtonssepro P® [IpUIIalIaeT 3aMHTEPECOBAIIHbIE
CTOPOHBI K apTyMEHTUPOBAHHOMY THAIOry B OTHOIIECHHWH MEPCIIEKTHR OCBOSHUS
Kacnusi, nuanory — 6asupyroiiemMmycs He Ha H3MEHYHUBEIX, CUIOMUHYTHBIX
MONIUTHHECKUX NIPEANIOYTEHHAX, 4 HA CEPhE3HBIX SJKOHOMHYECKHMX PacyeTax U
000CHOBaHMSIX.
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1. A Word of Introduction

The idea of this work was begotten by one of its authors several months ago, when it became
evident that the numerous discussions on various subjects immediately and indirectly related to
Caspian oil and gas are dominated first and foremost by a set of political (politized, if you will)
arguments but typically lack integrated comparative economic evaluations stripped of political
parlance.

There are two different approaches to evaluating the problem of developing the Caspian wealth of
natural resources, both equally reasonable and well justified. The firs approach, which happens to
be the dominating one nowadays, especially outside Russia (we will be referring to it as “political’
for the purposes of this paper) is based on the supremacy of political preferences of parties (both
states and corporations) partaking in the Caspian development, and only after this, i.e. aftera
purposeful selection of political preferences, takes into account economic assesment of Caspian
development scenarios and hydrocarbon transportation routes defined a priori by political choices.

The second approach (let's call it “economic”) is used rather less frequently. This approach
presupposes first of all an identification of comparative economic advantages and/or
disadvantages of a given scenario of Caspian development, only after which the thus obtained
hierarchy of economic preferences is adjusted proceeding from the existing and forecast political
realities. This approach is of course of necessity used in the economic evaluation of each individual
investment project. In evaluating the prospects for the development of Caspian resources as a
whole, however, this approach, in our opinion, remains unrequired (or may have not yet found
sufficient coverage in mass media).

This work is based on our desire to close the above-mentioned gap. In its preparation the authors
enjoyed a very useful assistance of many Russian and foreign experts, primarily officials of the
Ministry of Fuel and Energy of the Russian Federation as well as of LUKoil and Transneft
corporations. We would like to personally express our gratitude to the following individuals for their
invaluable assistance and support:

V.Ott and V.Garipov of Mintopenergo, V. Alekperov, D. Cheloyants and V. Gnatchenko of Lukail,
and S. Ter-Sarkisiants and A. Volyntsev of Transneft.

The authors would also like to thank the following individuals for their valuable comments made
during the discussions of this work: . Korolev and N. Baikov of the Institute of World Economy and
International Relations of the Russian Academy of Sciences; S. Karaganov, A. Dynkin, D. Riurikov
and A. Fiodorov of the Council of Foreign and Defense Policies.

Preliminary results of the study were reported to the 4% European Conference of the International
Association for Energy Economics in Berlin in September 1998. J. Mitchell of the Royal Institute of
International Affairs in London and P. Tempest of the World Petroleum Council contributed their
valuable comments and opinions, for which we are especially grateful to them.

The authors are also especially grateful to A. Khitrov and S. Zhidovinov for their assistance in
preparing this manuscript as well as to L. Paviova who literally shouldered the burden of bringing
this study to the printing process.
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2. Caspian Development and Its Impact on the Geography of Oil and Gas Flows In the
Eastern Hemisphere (Formulating the Problem)

Itis common knowledge that changing one figure in a mathematical matrix results in a change in
numerical values of all other elements in it. In a similar manner, the emergence of a new oil and
gas producing region on the world map will inevitably raise the issue of its possible impact on the
prevailing geography of supplies of hydrocarbons to the world market, of a redistribution of
entrenched routes and volumes of such supplies as well as of whipping up or wearing away
competition on oil and gas markets.

This issue has been the subject of recent vigorous discussions as regards the Caspian oil and gas
basin and its future role in the world energy supplies. We believe that the problem should be
viewed in a broader economic and geopolitical aspect. The states of the Caspian region will be
emerging on the world oil and gas market at the same time with the implementation of new projects
in the Russian oil and gas industry. Both Russia and the Caspian will be simultaneously impacting
the existing directions of flows and power balance at the oil and gas market of the Eastern
Hemisphere. What will be the thrust generated by of those two vectors? Will the strengthened role
of one of the main players on the world market (Russia) and the emergence of another major actor
(Caspian) exert a substantial impact on the competitive positions of the states of the Middle East,
the biggest exporter of oil and gas?

Up to a very recent time the oil and gas markets of the Eastern Hemisphere were rather well
divided between the major suppliers. The main routes of oil and gas supplies to the markets of
major consumers of liquid fuels were quite entrenched and stable (see Fig.1) il from the Middle
East dominates on both Westerm European and Far Eastern markets where it is shipped by
tankers. Russian oil may compete with it in Western Europe only, while the routes of delivery of
Russian oil to different segments of the Westem European market are quite different:

e Southern Europe gets West Siberian oil via Mediterranean ports in tankers arriving from
Novorossiisk, Tuapse and Odessa where it gets through pipelines from West Siberia, including
transit across the territory of Ukraine as is the case of Odessa:

 The Central Europe gets the selfsame West Siberian oil via the Druzhba pipeline that transits
through the Ukrainian territory;

e The North Westem Europe gets oil in tankers via the ports of Baltic States (Ventspils and
others) where pipeline terminals are located.

The Russian gas gets to Westem Europe through pipelines from West Siberia through the territory
of Ukraine. Its major immediate competitors on the West European market are natural gas supplies
from Norway and Algeria also supplied there through pipelines, as well as, indirectly, LNG from
Nigeria. There are no regular supplies of Russian oil and gas to the Far Eastern markets. Natural
gas from the Middle East (Qatar and Oman) is shipped to the rapidly growing markets of South
East Asia (SEA) as LNG.

In the long term, the fastest demand growth will continue in the SEA countries. That region is the
main market for expanded exports of oil and gas. The Middle East countries will continue
increasing their exports of hydrocarbons into the region. They will, however, face a growing
competition from the new oil and gas/LNG exporters (Russia and the Caspian).

Moscow, 03.12.98 7
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In the next few years the geography of supplies of Russian oil and gas to the world market will

undergo a substantial transformation as a result of diversification of sources and routes of their
transport (see Fig.2). There will appear new producing regions within Russia itself while at the

same time Russian oil and gas companies will be penetrating the oil and gas production in the

Near and Far Abroad (primarily in the Caspian and then on down South to some of the Middle
Eastemn states, first of all to Irag).

In addition to West Siberia, the traditional mainstay oil and gas producing region of Russia, the
country’s map will show newer oil and gas producing areas, including those that are export-
orientated from the very start: in the Russian Far East (Sakhalin), in East Siberia (Kovyktinskoye
field in the Irkutsk Region) and in the North of the European part of the country (Timan-Pechora).

As a result, Russian oil and gas will emerge at the Far Eastern markets. The Sakhalin shelf
development projects envisage supplies of oil and LNG to the markets of Japan, Korea, and
Taiwan. These are the two Sakhalin projects at the stage of development as of today:

o Sakhalin 1 — Rosneft-Sakhalinmorneftegaz of Russia, Exxon of the US and Sodeco of Japan
are developing Chaivo, Odoptu and Arkutun-Dagi fields;

o Sakhalin 2 — Sakhalin Energy Investment Company set up by a consortium of Marathon of the
US, Mitsui and Mitsubishi of Japan and Royal Dutch/Shell of United Kingdom and the
Netherlands is developing Piltun-Astokhskoye and Lunskoye fields.

A tender for the development of Sakhalin 3 block has been held with winners being Exxon, Texaco
and Mobil of the US, while a total of at least eight blocks have been slated for tenders on the shelf
of Sakhalin.

The main targets for export supplies of oil and gas (in the form of LNG) produced as a result of the
Sakhalin projects are as follows:

o The rapidly growing markets of South East Asia (for ensuring the payback of those projects
being developed on the basis of project financing); and

o The Russian Far East currently experiencing dramatic shortages of hydrocarbon fuels (today
the liquid fuels are shipped to the two Far Eastemn refineries in Khabarovsk and Komsomolsk-
on-the-Amur by railroad from West Siberia with small quantities of natural gas being supplied
through a pipeline from Northern Sakhalin).

Yet another source for the supplies of Russian gas to the SEA markets may be gas from
Kovyktinskoye and other East Siberian fields. The proposed destinations of gas to be transported
by pipeline from there are the North and Northeast China and Korea (a bilateral intergovernmental
commission has already started preparing a feasibility study for this project).

Thus the MNE countries will end up facing another competitor, Russia, supplying both oil and LNG
to their traditional markets. The Caspian will become a second newcomer.

All of the Caspian states are engaged in active exploration and prospecting efforts at their parts of
the shelf involving international oil companies despite the fact that the problem of territorial
delimitation of the shelf is yet to be resolved at interstate level. The pending status of the problem
and the resulting political differences (one of more recent examples being the Turkmen-Azerbaijan-
Russian conflict over Kyapaz or Serdar field also known as Promezhutochnoye) may slow down,
but not halt the robust development of oil and gas resources of the Caspian Sea shelf.

Moscow, 03.12.98 8
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Thus, Azerbaijan alone, being the country known for its most active development of oil and gas
resources of the Caspian shelf, has already signed around a dozen agreements on exploration and
production of oil and gas with consortia of foreign companies (the initial eight projects already
signed are Azeri, Chirag, Gunesli; Karabakh; Shah Deniz: Dan-Uludzu-Asrafi; Lenkoran-Talis-
Deniz; Apseron;Nakhychvan, and Oguz

In addition to international oil companies, Russian oil majors have been very active in penetrating
this area. Only LUKoil and, in part, Rosneft are “entrenched” in the area so far, but the process will
continue intensively (with appropriate adjustments for the world oil and financial as well as Russian
political crisis). Central Fuel Company, Yukos and others will arrive before too long.

There are several reasons for the active expansion of Russian companies into the area, in addition
to the traditional ties of oil complexes of the CIS states and the ethnic roots of the companies’ top
managers. First, their desire to cut down the costs and facilitating their penetration of world
markets. Some time ago LUKoil made public its goal of increasing the share of oil produced by the
company outside Russia to 25 percent of its total production. This goal is necessitated by a steady
increase in the costs of production at “old” fields in West Siberia, on the background of which the
participation in the development of new fields on the Caspian shelf may slow down or even stop
the averaged increase in costs for the company as a whole. On the other hand, by investing into oil
production abroad, LUKoil and other companies avoid the punishing Russian taxation thus
augmenting profitability of the company as a whole.

Shifting oil operations to the periphery of the Russian territory (Sakhalin, Timan-Pechora) or
beyond (Caspian) resolves yet another important problem of raising the effectiveness of those
operations for Russian oil companies: they thus acquire access to possible alternative
transportation routes and thus repudiate the monopolistically expensive services of Transneft in
terms of transporting oil produced by those companies within Russia.

In addition to burdening the consumer with financing its investment projects, the exclusive and
hence overvalued tariffs of this state-owned natural monopoly incorporate, in our view, some
elements of indirect taxation on the users of Transneft’s services that are actually unavoidable if
you want to pump oil from West Siberia to any destination whatsoever. When it is transported, say,
to Novorossiisk, the transportation costs “eat up” 23-24 US dollars per ton, so a decrease in the
need to use Transneft’s services or dropping them altogether through shifting oil production to the
periphery of the Russian territory and/or beyond would decrease the production cost of oil
companies quite significantly.

In the development of Caspian fields, the shorter transportation routes of oil to the world markets
as compared to West Siberian oil (transportation savings) would imply that while keeping their
budget expenditures at the same level, the companies will be able to afford profitable development
of costlier Caspian fields, with oil produced there remaining quite competitive with the selfsame
West Siberian crude. This will happen, however, only in the case that the routes of transportation of
Caspian crude would imply the availability of paths going through more than just Russian territory
and/or controlled by one sole company, i.e. Transneft. Thus the Russian oil companies involved in
the development of Caspian oil are objectively interested in the availability of aiternative
transportation routes thus setting up competitive transportation systems and eventually cutting their
transportation costs.

Hence, the problem of transportation of the Caspian oil is not as much in finding an altemative for
the “Chechen” route (the problem being most in the limelight so far) as in a broader diversification
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of transportation routes, including those outside of the Russian territory. This is in the objective
best interests of Russian oil companies, and those interests will objectively diverge from the
interests of the Russian state.

For this reason, the interests of the Russian oil companies reach even further down South, toward
Iraq and other Middle East oil producers wishing to increase their production capacities. The
penetration of Russian companies into Iraq is effected in two stages:

Stage One - the supplies of Iragi oil to the world markets within the UN “crude for food”
program which already allowed almost a dozen Russian companies to obtain quotas for the sales
of Iraqi oil;

Stage Two — expanded presence of companies already present on the Iragi markets
(expanding their business from oil trade to investments in petroleum production), the best known
example of it being the participation of LUKoil and other Russian companies in the West Kourna
project.

With increased production of oil in the Caspian region and expanded penetration of Russian oil
companies into that region as well as into countries located south of the Caspian, the importance of
the Middle East as a transit region will increase as well, as it is the Southem route (through
pipelines to the terminals in the Persian Gulf) that is actually the shortest way for the deliveries of
oil to the SEA markets, still fastest growing, despite all cataclysms related to the world oil and
financial crises.

Thus, in the future the additional flows of competing oil and gas may start reaching the SEA
markets along two converging routes: from the Russian Far East and from the Caspian region
through the Middle East itself, unless, of course, the Middle East countries try to introduce
prohibitive tariffs on oil transit thus diminishing the competitive pressure of Caspian hydrocarbons
on the traditional export markets of the Middle East crudes.

Competition will become especially fierce among the suppliers to the Western European markets
(see Fig. 2). The development of Timan-Pechora oil and gas province (and subsequently that of
Shtokmanovskoye gas/condensate field) will result in more hydrocarbons for the Westem
European markets brought both by tankers (the Northern Gate project) and through pipelines (the
Baltic Pipeline Scheme) via new oil terminals on the Baltic’s Russian coast (Batareynaya Bay, et
al.). Gas from Yamal peninsula and, probably, some of the Timan-Pechora and West Siberian oil
into the bargain, will also arrive at the same destination through Central European countries along
the “Byelorussian corridor” as a result of the desire to decrease dependency on transit through
Ukraine.

Oil transshipped through the Black Sea ports of Russia, whatever its origin, will spur competition in
Southern Europe. Building bypass pipelines across Bulgaria and Greece may relieve the problem
of the Bosporus and the Dardanelles, and Caspian oil delivered to the ports of East Mediterranean
through the territory of Turkey would also increase competition in Southem Europe.

Therefore, in the next few years we may expect increased competition for oil and gas from the
Middle East in Southemn Europe and in South East Asia from Russia and the states of the Caspian
Region. The winners in that competition will be those who will succeed in providing stable supplies
with the least production and transportation costs.

The intensified competition on oil and gas markets is preceded by the competition between the
three above-mentioned producing regions (Russia, the Caspian and the Middle East) at the
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international capital markets (the fight for investment in the development of quite capital-intensive
petroleum projects) already in full swing.

The sheer scale of investments is quite impressive, as we will show below, so the fight for these
investments will be quite fierce. The winners in this competition will be countries able to offer the
most favorable, stable and predictable terms to investors for their investment endeavors.

All of the above has actually predetermined the main goals of this paper, i.e. to evaluate the costs
of production and transportation of Caspian oil along different routes to the main destinations of its
consumption as well as to estimate the demand for investment in the development of the Caspian
oil and possibility of meeting that demand. All other goals of this study are of an auxiliary nature.

3. The Available Sources and Approaches to Covering the Economic Problems of the
Caspian Development

The problems of development of hydrocarbon resources of the Caspian Sea have enjoyed much
attention lately. Caspian-related subjects are favorites with both general business and specific oil &
gas-oriented publications, especially those targeted at petroleum investors.

The Westem specialized oil and gas publications (Oil & Gas Journal, World Oil, Petroleum
Economist, International Petroleum Encyclopedia, etc.) have been paying close attention to this
region for reasons quite easy to understand since much earlier times than the Russian press. In
Russia, the Caspian developments have been monitored by such general business publications as
Kommersant Daily or the recently deceased Russki Telegraf. Last April, the Caspian oil became
“the subject of the issue” in a special issue of the Nezavisimaya gazeta [1], and in May it was
extensively covered by the Ekspert magazine. Various aspects of development and transportation
of the Caspian oil are covered practically in every issue of specialized petroleum reviews, such as
Neftegazovaya vertikal, Neft i kapital, and Neft Rossii. The well known in both Western & Russian
petroleum circles in the CIS a Monthly Intelligence Journal Russian Petroleum Investor at first
started a dedicated column titled Caspian Investor, and then went on to publish a separate review
under the same title. A special “branch” review called Neft i gaz Kaspiya (Caspian Qil and Gas) is
being launched by Neftegazovaya vertikal as well.

Absolutely most of the above publications, however, have one curious thing in common — they
mainly track the events and developments in the quest for Caspian hydrocarbons, and their
analysis is normally limited to specific development or transportation projects.

We should also mention the numerous international conferences dealing with various aspects of
Caspian oil development. These conferences are usually sponsored — not always publicly — by the
following entities:

- Individual states of the Caspian Sea basin (more often than not, by Azerbaijan, Kazakhstan
and Turkey) seeking thus to foment the interest of potential investors in the development of
their petroleum resources and/or to offer their territories for transit of Caspian oil;

- Intemational (in most cases, consulting or research) firms seeking to attract more potential
clients;
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- Companies specializing in conference services regarding such conferences as business
projects and trying to profit from the interest in the Caspian problems that exists today in the
world business community.

Such conferences are normally held according to one typical scenario: first top political officials of
the Caspian States give their assessments of economic development prospects of their countries
showing the ways in which an intensive development of Caspian oil resources may boost their
economic growth, wellbeing and economic prosperity of the populations of those states at the
same time providing a high rate of retum of foreign investments in Caspian projects. Then they
discuss individual exploration and/or production projects (progress reports on their preparation
and/or implementation), as well as pros and contras of individual transportation routes. In other
words, at such conferences, representatives of individual companies and numerous experts
discuss as usual “microeconomic” issues of the Caspian hydrocarbon development problems.

Caspian “macroeconomics” (the place of Caspian hydrocarbons within the world energy supplies
and the economic aspects thereof) is normally left outside the framework of the detailed discussion
at such conferences, despite the fact that it is usually stated on their agendas.

The are some fortunate exceptions to this rule, however, best known of them being the now regular
(semiannual) “Caspian” conferences of the well-known US consulting company CERA (Cambridge
Energy Research Associates), the latest of which was held in late May 1998 in Istanbul (Turkey)
[3], and the one before — in late 1997 in Washington, D.C. (USA) [4]. These conferences attempt at
an integrated analysis of the problems of Caspian petroleum resources development, including
their macroeconomic aspects. Individual aspects of the Caspian hydrocarbon resources
development are studied in numerous relevant CERA publications dedicated to these issues [5],
including those generalizing the materials of the above-mentioned and other similar conferences.

In the meanwhile, several detailed analytical reviews of the problems and prospects of Caspian
petroleum development have been published in the West (our list does not claim to be exhaustive
in any way, of course):

- A series of reports by Sheila Heslin, a prominent US “Caspianologist’, a recent US National
Security Council Director for Russia, Ukraine and Eurasia [6, 7 and others];

- Areport by the US Energy Information Administration (EIA) posted on the Internet in October
1997 [8];

An integrated report by an international team of experts of the James A.Baker Il Institute for
Public Policy, Rice University (USA) published in April 1998 and completing a series of 15
“intermediate” publications [9];

- Anumber of studies of the Royal Institute of International Affairs in London led by John V.
Mitchell, current Chairman of the Energy and Environmental Programme Steering Committee
at the RIIA and until recently the Special Adviser to the President of British Petroleum, one of
the best “applied” energy economists worldwide [10, 11];

- A number of studies by the German Institute of Economic Studies [12], and others.

All those studies more or less concentrate either on the legal aspects of Caspian development or
on an analysis of the development trends of the world energy balance, including the analysis of
reorganization of energy economy within the post-Soviet space, or, alte rnatively, on transportation
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routes for Caspian hydrocarbons. Moreover, all those studies, as a rule, have a strong geopolitical
angle in their approach to the Caspian problems.

For instance, the report by the US EIA notes the following main problems in the region: (1) legal
aspects of property rights and exploration & production rights in the Caspian Sea, (2) regional
instability, (3) routes of development of export pipelines, (4) problems related to export supplies
through the Bosphorus and the Black Sea, and (5) the problem of Iranian sanctions and the role of
Iran [8].

The most fundamental economic study of the energy problems of the Caspian Region is probably
the report by the International Energy Agency (IEA) published in June 1998 [13].

We believe, however, that an integrated economic assessment of the prospects of development of
Caspian hydrocarbons has been conspicuously missing (at least it has not been published and/or
presented at any of the conferences), even in the most fundamental of all studies published so far,
the above mentioned IAE study [13]. Such an assessment should embrace, in an integrated
manner, the following key issues while providing potential development scenarios for each and
every one of them:

- Evaluation of the resource potential of Caspian hydrocarbons;
- Evaluation of production possibilities for the production of oil and gas in the Caspian;

Demand for investments in the process of development of Caspian hydrocarbons and the
possibilities for meeting that demand:

The prospects of demand for Caspian oil and gas at major markets;

- The evaluation of costs of production and transportation of Caspian hydrocarbons as they are
delivered to the major markets;

- Competitive positions of Caspian oil and gas on major markets as compared to other sources
of supply.

There were no studies of this nature in Russia either. To the best of the authors’ knowledge,
neither the Foreign Ministry nor the Ministry of Fuel and Energy (that should be the parties most
interested in such an analysis) have engaged in studies of this kind. Some economic evaluations
have been done by LUKoil and Transneft companies (in the case of LUKoil, such evaluations are
quite possibly of an integrated nature, as concems the evaluation of the Caspian potential for oil
and gas production), but the results of those evaluations have never been made public.

Besides, the authors have some reasons to believe that Russian companies today, facing an uphill
survival struggle as a result of the fiscally orientated and restrictive (even punishing for investment)
tax policy of the state, an absence of legal stability and the incessant power struggles between
different political elites, have to be guided in their development by exclusively tactical tasks, taking
care of their short-term and mid-term prospects of market development while seeking out the
niches for their projects and striving to run ahead of their competitors. In this situation (although
some may regard this as a paradox), the companies find an integrated economic evaluation of the
prospects for the development of Caspian hydrocarbons kind of redundant or too academic.

The most fundamental of the existing Russian studies of Caspian problems is probably the
analytical report by Yu. Fedorov [14], in which the author provides a sufficient coverage of the
economic aspects of Caspian oil development. This report, however, is structured as a compilation
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of presentations at the Caspian Qil and International Security Conference [15], held in Moscow in
March 1996. The author did an enormous work of consolidating various opinions stated in those
presentations, compiled an impressive supplemental material of facts and figures but naturally
failed to provide an integrated (i.e. systematic and unified) economic evaluation of the prospects of
Caspian development along the above-mentioned lines.

In the meantime, an evaluation like that is of course necessary.

First of all, an integrated economic evaluation of the prospects of the development of Caspian
hydrocarbons is needed in order to find out how competitive any future supplies of Russian
hydrocarbons will be, both within Russia and beyond, and, hence, to define the place of the
Caspian as a zone of either possible competition or cooperation among Russian and foreign gas-
and oilmen (primarily those from the Caspian CIS countries).

Second, availing itself of such integrated data, it would be easier for Russia to engage in well-
argumented polemics on comparative advantages of various scenarios of development of the
hydrocarbons of the Caspian region and on choosing appropriate routes of their delivery to major
markets, primarily in the discussions at the interstate level, first of all with the US, its main
opponent in the region. Moreover, it would allow Russia to pursue a consistent and systematic
policy in the region, aimed at defending our national interests, the interests of the Russian
companies based on a balance of interests of the states and the business communities of the
Caspian region, including the balance of the interests of the Russian state and the Russian
business community. (In this regard, the attempt to track down the economic prerequisites of the
evolution of Russia’s state petroleum policy in the region has a certain particular value in itself.)

The authors had every reason to believe that the US policy in the region is based on such
integrated economic evaluations. However, numerous discussions of one of the authors of this
study with top US govemment officials and business executives gave raise to serious doubts in the
correctness of our earlier opinion that such systematic economic evaluations are indeed at the root
of the foreign policies of the US. The reason is very simple (if we can believe in such an
explanation that appears quite plausible to us): neither the US Government nor US companies
have done such integrated calculations (so far). At least, to the best of the authors’ knowledge, no
results of such evaluations have ever been aired either at any intergovernmental negotiations with
the participation of the US or at any business meetings attended by US companies and
government officials.

If this is true, two conclusions would seem self-evident:
(1) If such studies have not been done yet, they seem all the more timely and relevant;

(2) If such studies have been done but have not been made public, then we have every reason to
believe that their conclusions are not quite in line with the arguments forming the basis of the
political course of the US in the region. In that case, independent studies of the nature
described would seem all the more necessary for a well argumented defense of the Russian
interests in the region.

Integrated US studies of the Caspian’s energy problems known to the authors do not contain any
macroeconomic evaluations of various scenarios of the development of oil and gas resources of
the Caspian Sea. This is true both for the above-mentioned works by Sheila Heslin [6] and for the
studies by the James A.Baker Ill Institute for Public Policy of the Rice University [9]. Moreover, the
works by Sheila Heslin are of a clearly pro-American nature (for obvious reasons) culminating in an
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apex of their politization, aimed at complete removal of Russia from the region, in her November,
1997, article in the New York Times [16]. The IPP, Rice University, study is a much more balanced
work. Moreover, some of the conclusions therein (for example, as concerns the concept of
‘multiple pipelines routes”, US policy towards Iran, etc.) in their essence diverge with the oil
policies pursued by the US in the region and directly recommend that some of the key issues of
those policies were reconsidered.

For these reasons, it would appear that today US policies and strategic decisions on the directions
of development of the Caspian’s oil and gas complex are dictated by political rather than economic
considerations in determining the options for individual solutions of Caspian oil and gas problems.

It looks like today the US policies in the region are mainly aimed at strictly political goals — to
squeeze Russia out of the region at any cost and to get the Caspian oil and gas out of the sphere
of Russia’s influence [16].

Yet another obvious goal of the US foreign policy in the region is to resolve the “Iranian” problem
[15] — while any actions of US or other companies within Iranian projects fall under the anti-lranian
sanctions of the US (US Administration orders signed in 1995 that forbid any business relations
between US companies and Iran as well as the 1996 Act on Sanctions against Libya and Iran
envisaging sanctions against non-US companies involved in major investments in the petroleum
sector of Iran), the US will be interested in any solutions of the Caspian’s problems in which the
interests of US companies would be infringed upon the least. This implies that in resolving the
delimitation problems the US side will be most interested in scenarios where the Russian and the
Iranian zones of the Caspian are reduced to the absolute minimum.

For this reason, proceeding from the pragmatic US interests within the current “intra-American”
political restrictions, the US must feel really close to Azerbaijan’s position on the national sectors
reducing to a bare minimum the area of the sectors and the resource base of both Russia and Iran
on the Caspian (see Table 3), and must find totally unacceptable the basic Russian-Iranian position
on the 10-mile (20-, 30-, or 40-mile) zone of national jurisdiction the rest being the intemational
zone of the Caspian, which would significantly expand the area of the national sectors and the
resource base of the two above-mentioned countries on the Caspian thus curtailing the zone of
operations for US and pro-US companies.

At the same time, at least at the interstate level, there are numerous referrals to the need for
cooperation of the states of the region in developing the Caspian hydrocarbon resources and for
Russia-US cooperation on this issue. This subject has been raised more than once in the formal
bilateral discussions (e.g. at the sessions of the bilateral Russian-US commission on economic and
technological cooperation — the former Gore-Chemomyrdin commission) and multilateral fora (for
instance, at the G-8 Energy Ministerial Meeting in Moscow, April 1t, 1998) as well as at informal
meetings of Russian and US representatives, like conferences organized jointly by the Council on
Foreign and Defense Policy of Russia and the Aspen Institute of the US(the latter is the well known
abode for retired but still quite influential US politicians). In order to develop any cooperation,
however, one needs to have a clear understanding of the economic reasons as a basis for such a
cooperation, i.e. in this case, we need an integrated micro- and macroeconomic evaluation of the
prospects of the development of oil and gas resources of the Caspian region.

This work is our attempt to partially close this gap as applied to Caspian oil. Due to a lack of
systematic baseline data, the results of any calculations presented here are of but a preliminary
nature and will be adjusted by the authors in the future.
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4. Caspian Hydrocarbon Reserves and Resources: Why the Differing Assessments?

Strategic importance of any oil and gas region lies in the volume of reserves of its energy
resources (which determines the output and duration of the proposed supplies as well as the
economics of production — costs at wellhead, etc., i.e. the f.o.b. price) and its location (which
determines the economics of transportation, i.e., ultimately, the c.i.f. price).

From this standpoint, the strategic importance of the Caspian region is more in its location — it is
situated, on the one hand, between the current and future major markets for crude oil and
petroleum products (Europe and Asia) and, on the other hand, between the main current suppliers
of liquid fuels (Middle East, North Africa and Russia) to the markets of the Eastern Hemisphere,
rather than in the volume of its hydrocarbon reserves.

For the purposes of this study, we were interested not so much in the estimates of the resource
potential of the Caspian region (i.e. the amount of oil and gas that may be involved in production in
some foreseeable future, especially considering the fact that such estimates have already been
made in a number of studies, e.g. in [9]), but rather in the assessed economic potential of the
explored fields which provides the basis for a calculation, albeit an approximated one, of the cost
values of production and delivery of the Caspian oil using the actual existing investment projects,
starting with those already signed. For this reason, we limited our study to the category of “proved
recoverable reserves”. :

According to the estimates from various Westemn sources, the proved recoverable reserves in the
region (the estimates of resources in accordance with this classification system, commonly used in
the West, are not yet widely used in Russia but most experts believe that the “proved recoverable
reserves” category may be considered equivalent to reserves within categories A+B or A+B+C1
under the Russian classification of resources) are at a level of 2-4 billion tons (see Tables 1 and 2).
On the world scale, this is quite modest, as the states of the Middle East hold 90 -100 billion tons,
i.e. 25-50 times as much as the Caspian states. Thus the resource base of the Caspian ready for
industrial development today is comparable with the proven reserves of the North Sea.

It is quite evident that the Caspian region holding proved reserves of 1.3-2.6 percent of the world
level (not taking into account probable reserves that may amount to 15-30 billion tons) may never
in principle become “the second Gulf”. Nevertheless, its role in the energy supply of Westemn
Europe may for a brief time become quite substantial - a decline in North Sea production is
expected early in the next century, and as those fields are being depleted, the European demand
for oil diversified by sources of supply, including that from the Caspian, that will replace the oil of
North Sea, will be growing.

Of course, the geological structure of the Caspian region, especially offshore, is much less studied
than that of the “old” oil producing areas (this is true for all other “new” petroleum regions where
development is just beginning). In accordance with the Arps diagram that is a classic for oil
economists, at the initial stages of development of new petroleum producing areas the spread in
the estimates of reserves of identified fields is at its maximum, narrowing down as prospecting and
exploration goes through various consecutive stages. The size of reserves in a field is continuously
adjusted but in fact becomes final and accurate only when production is ceased (the economic
potential of the field is depleted). Thus we may expect that as further prospecting and exploration
goes on and as oil production in the Caspian starts, the estimates will be further adjusted, both for
individual fields and for the region as a whole.
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Will that adjustment be an upward or a downward one? In our opinion, the estimates will go down,
for the following two reasons:

First, the oil and gas potential of the Caspian region has been rather well studied since the Soviet
times despite the fact that production here outside Baku was quite limited in the post-WWII years.
As a result of implementation of an integrated program of geological and prospecting work, rich
hydrocarbon resources (at least 10-12 billion tons) were found under the Caspian seabed before
1992. New expert geological evaluation of potential oil and gas resources showed that the
estimates may increase to about 20 billion tons. Over 250 local structures have been identified
offshore, out of which 47 were prepared for drilling, 27 were subject of deep exploratory drilling, 20
oil- and gas fields were discovered. It was the well-studied geology of the Caspian subsoil (and the
absence of technologies to develop deep water fields in the country at that time) that allowed in the
past to make an evaluation of comparative economics of the development of the region as less
preferable to that of West Siberia which ultimately became the main fuel base of the planned
development of the economy of the USSR in the 60ies, 70ies and the 80ies. As early as by the
beginning of 1990s, however, as the Siberian fields were becoming more and more depleted, the
prospects of growing production (primarily offshore production) in the USSR were mainly tied to the
Caspian, based on the well-studied nature of the region’s subsoil [17].

Therefore, all current forecasts of hydrocarbon reserves in the region are based on studies carried
out by Soviet geologists, and the results of those studies are quite reliable, so we can hardly
expect that they will be radically adjusted upward, which would otherwise be typical for initial
stages of Arps diagram (although, naturally, we cannot exclude a natural adjustment of the
estimate of the resource base of the region with time).

Second, today’s evaluations of proved oil reserves in the Caspian region should be considered
exaggerated. On the one hand, this plays into the hands of the Caspian states themselves, as they
need to attract attention of potential foreign investors. The easiest way to do this is to announce
huge proved reserves whose production is profitable in the current situation. Hence the
announcements on “new Kuwait’, “new Gulf’, etc.

On the other hand, an exaggeration of announced size of the Caspian’s reserves is to the
advantage of the Western countries: in this way the governments of Caspian states are led to
believe that they can exist autonomously, pursuing an independent economic policy. Thus the
consolidated US estimates of hydrocarbon reserves of four Caspian states — Azerbaijan, Iran,
Kazakhstan and Turkmenistan (the aggregate of proven and probable reserves) amount to 51.2 -
57.1 billion tons of coal equivalent, Table 2) are 3.6-4.2 times as high as the current Russian
estimates of oil and gas resources there (15.9 billion tons of coal equivalent in D1 category, Table
3). Moreover, even the consolidated US estimates for Caspian oil resources only (35.2-27.9 billion
tons of coal equivalent, Table 2) actually double the appropriate Russian estimates of oil and gas
(18.1 billion tons of coal equivalent in the maximum option, Table 3). This, accordingly, contributes
to the weakening of the historical Russian influence in this area and prepares the ground for
broader penetration of Westem states and companies into the region.

Therefore, in the near future, as political considerations start shifting to the background and a
serious economic analysis of Caspian projects begins, we should expect a downward adjustment
in the evaluation of the region’s hydrocarbon reserves, especially at the stage of organization of
project financing for the development of Caspian fields. Financial institutes are the most
conservative business entities trying to minimize the risks of default on loans granted to the
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borrower, so banking expertise evaluation is normally the strictest one that will most likely decrease
the amount of proved recoverable reserves lying at the basis of business plans (field development
projects) submitted in order to obtain financing.

The data in Table 2 (US estimates) and Table 3 (Russian estimates) show that most of the proved
and probable reserves of the region are concentrated within two countries, Azerbaijan and
Kazakhstan. As we already mentioned, the consolidated forecast evaluations of hydrocarbons
obtained from American sources are significantly higher than the evaluations made by the Russian
experts, whereas, in our opinion, the Russian and American estimates of the “forecast” (possible)
category should have been much closer to each other for quite objective reasons: the categories of
geological resources are as free as possible of the impact of “technological” limitations (those that
take into account the technological possibility of extracting these reserves) or “economc” limitations
(that take into account the possibility of their cost-effective production and marketing), the
methodology of which differ in the Russian and American evaluations.

The differences are even more pronounced for individual countries, and what meets the eye first, is
the most significant surplus in US evaluations of the Caspian’s resources over the Russian ones
for those states that have promoted and are still promoting a sectoral division of the Caspian (by
2.0-2.3 times for Azerbaijan, by 2.7-3.0 times for Kazakhstan, and by 6.3-7.1 times for
Turkmenistan, even if we compare the absolute maximum Russian evaluations of the resource
potential of individual Caspian States out of all options presented in Table 3).

For the states that have opposed and/or are continuing to oppose the Caspian’s division into
national sectors (Iran), the US evaluations of their subsoil's hydrocarbon resources are quite close
to the maximum Russian evaluations.

At the same time, Russia’s own resource potential in the Caspian region is estimated by US
experts “at a bare minimum”, putting it mildly: there are no estimates for natural gas at all, while
Russian oil potential in the Caspian is forecasted at 750 million tons. We should note, however,
that even proved recoverable reserves of oil for the fields of the Russian sector that were put up for
tender in late 1997, with the winner being LUKoil Company, are in a significant excess of 600
million tons. US evaluations of the proven reserves of oil in the Russian sector are just 30 million
tons (Table 2), which is 20 times less than the proved reserves of just the first Russian tender block
in the Caspian.

This set of coincidences may tum out to be a mere accident, but we believe that those
“coincidences” are much more likely an element in the above-mentioned deliberate policy aimed at
fostering a certainty of the governments of three Caspian states championing a sectoral division of
the Caspian to the effect that the resource base of each and every one of them is quite sufficient
for attracting generous foreign — primarily from US companies ~ investments. (We shall leave it to
the politologists, i.e. outside the scope of this work, any discussions on “divide and rule™related
subjects as applied to the Caspian oil, but really, one cannot help but see these parallels when
comparing US and Russian evaluations of hydrocarbon resources of individual Caspian states.

At the same time, this presentation of data in US evaluation quite evidently needs to pointto a
conclusion that the Russian policy in the Caspian is supposedly based on a dramatic Russian
“deprivation” in terms of hydrocarbon resources in this region. The alleged deprivation is so serious
(according to US data, Russia accounts for less than 3 percent of possible resources of oil in the
Caspian — see Table 2), that it would inevitably, following that logic, make the Russian policy
unabashedly aggressive in the struggle to redefine the national boundaries on the Caspian Sea
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