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Energy Charter Secretariat's position or the pasitdf any of 51 Energy Charter member states.

T he commission for delimiting authority among braexlbf power, led by the Russian
president's deputy chief of staff, Dmitry Kozakshmoposed a revolution in Russia's subsoil
use system.

In particular, the commission proposes rejectiey'two-keys' principle fixed by Article 72
of the Russian Constitution and putting undergro@sturces in exclusive federal ownership
(except widespread minerals which the commissiop@sed putting under Russian regions'
control).

This proposed change in the fundamental prindgads to equally revolutionary proposals
such as separating geological exploration from naingroduction, replacing licences with
contracts (in part of geological exploration andgmecting) and concessions (in part of
production) and transferring produced minerals state ownership.

Several days later, after the public opinion vested, the most odious of the Kozak
commission's proposals was dropped: the commisgidanger proposes expropriating - or
nationalising - produced energy resources. Buttakr innovative proposals related to
replacing licences with concessions have remaiascthlly unchanged.

The Kozak commission's proposed amendments Byarfuline with the latest thinking in
the Russian authorities' modern domestic policy, #metefore, there is a chance that the
amendments to relevant Russian legislation wiliriagle.

For the oil and gas industry, this will meanestdt the toughening of fiscal pressure on
‘producing organisations' (as they are referrad explanatory notes to proposed
amendments).

In world practices, the point of a concessionti@ut is that the host state hands over to the
concessionaire the rightto use mineral resourcaskerms concerning geological
exploration and prospecting. The state gets a 8kese of rent as a previously agreed share
of revenues from the sale of products, while tls gees to the concessionaire: gross profits
used to offset its costs and net profits, whoselldepends on the concessionaire's abilities
and skills éee By way of compensatign



By way of compensation

The distribution of revenues between the conceas®mand the host
government depends on the level of risks involvethvestment
activities in a particular country in particulastaric conditions. The
higher the risk, the bigger is the compensatioahigher share of
rent the investor gets. In today s world, compaeakevels of
compensation are determined by the market via nmesimg for
defining the cost of borrowing (ratings agencied e like), rather
than by the host country s officials.

According to the world s three leading ratings aies) Russia has
recently returned to the BB- long-term credit rgtinwas given
when it was first awarded a rating in October 1. this is a
speculative grade, three grades below the lowgssiment rating,
meaning that investment in Russia is highly risky.

More than a century

Concessions are the oldest of existing form&lations between the host country and the
investor. The first concession in the oil industrgs granted in Persia in 1901 (the d'Arcy
concession). The discovery of an oil field under ¢bncession (which covered more than half
of modern Iran's territory) led to the emergenc&d09 of the Anglo-Persian Oil Company,
later renamed as British Petroleum (BP).

In the first half of the 20th century, the corsieraire's payments to the host country
included only royalty, i.e. payment for the rigbtuse natural resources.

In 1948, in addition to royalty, Venezuela intoodd the profits tax to be paid by the
concessionaire, which led to the emergence of nesbidoncessions.

The mechanism has intensively developed singecesly in part of payments to be made
by the concessionaire.

Substantially later, in the 1960s, there ememeduction sharing agreements, and years
after that risk service contracts came into being.

At each stage of development, the terms of camesgreements reflected the balance of
interests and power of host governments and inkesi@articular historic conditions.
Initially, the balance was reached with smalletewfsymbolic payments by the
concessionaire to the host country.

But as demand for energy resources was growiagsehcompetition emerged (both in
commodity and capital markets) and rivalry amonggstors for access to natural resources
toughened, the share of rent received by host dearniended to grow. This is also the case
today.

As a rule, a modern concession agreement isaifpnea period comparable with the



duration of field development and only covers tkeasf the subsoil block under
development. In most cases, a concession fixesusenmechanisms (down to termination of a
contract) for the host government's control ofdhservance of contractual terms fixed for the
development of subsoil blocks for which concesssogranted, return of unused blocks etc.

As for tax payments, a modern concessionairellyquays three types of regular payments -
royalty, the profits tax and rentals (regular pagitsdor the use of a leased area) - and diverse
unsystematic payments (bonuses), whose number enggelat enough.

Concession agreements are often referred toexsck contracts (licences) or tax-plus-
royalty contracts today. While they look simildrgte is a substantial difference: a licence
contract is made and applied in the administrdavweframework, while a concession is
regulated by the civil law (see the chart).

The world's preferences

An analysis of oil legislation of 116 nationsndaicted by Barrows
Company in 1995, showed that PSAs have been applie?i
countries and concessions/licences in 62 countries.

In developing countries, PSAs have been used an aft
concessions. In Europe and America, licence subseiksystems
prevail.

According to Petroconsultants (1996), out of 49ntaes producing
2.5 m tonnes and more oil a year, PSAs are apmligd countries
and tax plus royalty in 24 countries.

Out of the world's 24 biggest oil-producing nati¢gpsoducing 30m
tonnes a year and more), PSAs have been usedcoutiries and
licences in ten countries, while dual subsoil ustesns have been
legislatively fixed in two countries: licences arigk service
contracts in Venezuela and licences and PSAs isiudnder
concessions/licences, the host country maximisagvenues in
cash, i.e. in taxes levied in national currency.

Under PSAs, it can get its share in kind (in aijnimising
currency-related risks. This is important, if athosuntry's currency
is not convertible. This explains why PSAs are nmopular in
developing nations and states with economies msitian, while
concessions and licences (tax plus royalty cordydiztve been use
in stable economies with well-established econaanit legal
systems.
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Concessions in Russia

Russia, according to Petro-consultants, is tig on
major oil-producing nation where the licence-based
subsoil use system and PSAs coexist (but it ighweot
only country where more than one subsoil use regsme
applied -see The world's preferences

Concessions are not new in Russia: they werallyoa
applied in Soviet Russia in the 1920s, during the s
called NEP(New Economic Policy) period.

"The practical goal of our new economic policyswa
getting concessions," Vladimir Lenin wrote.

The concessions policy, according to Lenin, isthe
form of exploiting natural resources, but rathevagy to
attract foreign capital for mutual benefit for the
development of all productive forces in the country

"What is a concession? The state's agreementvadpitalist, who undertakes to arrange or
perfect production (for example ... production oék oil, ore etc), while paying to the state a
share of produced products and getting the restadgs,” he wrote.

Given that, using the modern terms, Soviet Rissgi@estment rating was catastrophically
low after the civil war, the Soviet leader was netmllet the concessionaire pay to the host
government a mere 2-3 per cent of products, gethiagest as profits.

Between 1922-1927, Soviet Russia received 2,@hteassion offers, and 163 were realised

under concession agreements.

) s System of  law Two years after the NEP policy
i Adminictrative il was prqclalr_ned, more than 3,300
enterprises in European Russia
worked in the concessions
framework.

Livence Concession Concessions were an important
element in the development of
Russia's heavy industry,
including in implementing the
State Plan for Electrification of
Russia. Plans called for getting
Licence with tax hreaks PS4 one-third of investment for
electrification purposes from
foreign capital through
concessions and long-term loans.

For clear reasons, problems
related to concession practices were not topicahguhe Communist construction period in
Russia (the Soviet Union). The concessions ideaireed unclaimed until Russia rejected
Communist ideology in favour of market-based ecooalavelopment.

Slightly more than ten years ago, as a recepiipited deputy fuel and energy minister in
the Yegor Gaidar-led cabinet, | addressed the Rngsarliament on the government's behalf
during debates on the draft.

Law on Underground Resources. | tried to convipadiament members of the need to add
another article to the law, which would allow cossien agreements, production sharing
agreements and other forms of contractual relatipssn subsoil use.

As a result, the first version of the Law on Urgteund Resources of February 21, 1992 was
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supplemented with part 2 of Article 12, readingt tlaalicence granting subsoil use rights shall
fix the form of contractual subsoil use relatiopshiincluding concessions, production
sharing agreements, service contracts (on risks@md otherwise)." The provision remained
in the amended version of the law adopted on J6n&3o2.

In pursuance of Article 12 of the Law on Undergrd Resources, in 1993 and 1994 the
State Duma prepared draft laws on concession agmr@gerand on production sharing
agreements (I had the honour of leading workingigsdfor both bills).

In November 1994, they were submitted to theeStatma for the first reading. The Duma
voted for the PSA law, but it rejected the law omaessions.

This was partially due to antagonis-m betweerettexutive and legislative power branches
in Russia during that period (the thing is that wenrsion of the PSA law, prepared under the
aegis of the State Duma's Committee for Economiicy2avas proposed as an alternative to a
draft PSA law prepared by the Russian presideffttep Perhaps, the other reason was the
parliamentarians' negative attitude to the veryomodf ‘concession’, which Soviet propaganda
used to firmly link with the 'accursed legacy ofaroal past'. Even Communists in the State
Duma did not know or were reluctant to recall ViadliLenin's concessions of the NEP
period.

Anyway, the term concession was dropped fromchgtl2 in the version of the Law on
Underground Resources of March 3,1995 and was eatiomed in later versions.

As for the draft law on concession agreemenesStlate Duma has moved it from schedule
to scheduleof lawmaking activities for the sevearggunning. Sluggish work on it continues,
but until recently it had few chances to ever begleted.

Amendments to the Law on Underground Resourgepoged by the Kozak commission,
will obviously speed up work on the concessions But the subject matter is important,
rather than the headline of the law, not the versnt'concession’, but the economic meaning
lawmakers give it.

Like master, like man

World history of concessions has one peculiatufea The state's approach to granting
concessions has always been the quintessencesodstg of the upper crust.

The Persian shah granted the concession to déigybecause the latter agreed to pay
much money, while having absolutely no guarantleashe would find oil or go bust during
exploration.

For Vladimir Lenin, industrial development, oldjgely impossible without foreign
investment, was a matter of life and death fonitngng Soviet state.

In today's Russia, the situation is different, dmly in details.

In my opinion, the adoption of concession-relaeaetendments proposed by the Kozak
commission could let the state achieve four thidgectly or indirectly seen behind the dry
letter of the legislative initiatives.

First, it would allow launchinga new stage ofistdbution of property.

Second, the federal authorities would continuengfthening their positions at the expense of
regions.

Third, it would allow increasing budget revenaesnining companies' expense.

Fourth, new conditions would be created for mgldabsoil use more efficient.

I would particularly note that the Kozak commisss proposed amendments organically fit
in the global logic of evolution of economic poésiin states in transition with a multi-
sectoral economic structure and a high share afstngs with a natural rent. But they are also
in line with the latest trends in Russia's curmmnestic policy.

In the 1990s, as a result of Russian privatisagjpecifics, the main assets of Russia's most
attractive industries went cheap to a limited grotimdividuals, now described as 'oligarchs'.



Those assets were used as payment to big (by Rugaiadards) business for its loyalty to
new authorities, for the outcome of the 1996 edeietc.

Naturally, many people in the country have beiepldased with that, including new players
having come to power relatively recently, havingneotoo late to take part in the large-scale
privatisation or in later rounds of property redisttion.

Having settled ownership issues, introduced &ffecorporate management and made
capital investment, mining industries have now ettea growth stage. That is, time has come
to reap the dividends on all kinds of investment.

Meanwhile, the state has grown strong enougle taldte to decide which of the 'oligarchs’
deserves what treatment. There is a temptatioestorre 'historic justice' - or rather under the
pretext of restoring historic justice, to take para new redistribution of property.

This has led to debates on redistribution of maheent and/or return of its sources into state
ownership. While only Communists voiced such prafsos the past, they have now lost
their former political clout, and such initiativase generated by the president's staff - they
have retained their influence.

Acleartrend isalsoseen inthefed-eral authoritiations with regions.

In the early 1990s, weak Russian federal auibemeeded support in regions. This was the
time when President Boris Yeltsin made his legeyndaclaration: "Take as much sovereignty
as you can."

Legislation passed in 1992 called for the shaohgayments for the right to produce
hydrocarbons as 40:30:30 among the federal buttgetegional budget and the local budget.

Later, federal authorities clearly tended to @ase the tax burden on businesses and to
redistribute tax revenues in their own favour.

Under the current budget, 80 per cent of thersewe tax on the extraction of mineral
resources, introduced this year, will go to theefadl budget, with just 20 per cent going to
regional budgets (for a region with a complex gtrte the proportion is 74.5:5.5:20 for the
federal, regional and local budgets). So, unlikthenearly 1990s, the bulk of tax revenues
from hydrocarbons production goes to the federdbbtl

Changes in the sharing of tax revenues reflectthrent thinking in Russia's current
domestic policy in the economic sphere. In thetjoali sphere, they are manifest in the
emergence of federal districts, reform of the Fatien Council and the like.

The Kozak commission's concession-related innowatmay be regarded as a continuation,
as a practical implementation of that new domegsticy.

The commission proposes federal ownership foenaindeposits (except widespread
minerals) and striking out of the Law on UndergrbiResources provisions concerningjoint
authority of the Federation and regions in the sillose sphere - "for lack or impossibility of
creatinga clear mechanism for realising that autthbHardly any comment is required...

But Russia's practice shows the efficiency oédating to regions the right to define subsoil
use rights at smaller and depleted fields, whialegate tax revenues, create jobs and do other
good things for regions, compensating - throughetigansion of the tax base - special
regional tax preferences required for extendingpiigod of cost-effective development of
those fields.

Suffice it to recall the growth in oil productiam Tatarstan in the second half of the 1990s,
which was attained exclusively due to a soft taime established by the Tatarstan
government for Tatnetft. It yielded effects in albaomic sectors (especially with account of
the multiplicative effects of investment), which fay surpassed 'missed’ (due to soft taxes)
tax revenues at the regional level.

But federal authorities now obviously have diéet priorities. They are so different that it is
impossible to create a clear mechanism for delmgitiuthority in their framework.

The Kozak commission's initiatives launch yettaeo stage of re-routing financial flows



generated by mineral producers to the federal eamtd shifting control of them from regions
to federal authorities.

This will inevitably weaken regions in economiwatherefore, political terms.

To have a full picture, it is worth analysing obas in the tax burden on 'producing
organisations'’, which may take place if concess@ated amendments are adopted.

The introduction of concession agreements wiliolsly increase the tax burden on
investors in oil and gas projects as another payffernconcession’ will be introduced (under
the latest variant proposed by the commissionijlith® equal to the tax on extraction of
mineral resources at a current rate), while prefitsbe reduced to a 'normal’ level (payment
for risk, which is a base for entrepreneurial acas, will be rejected).

As for the growth of the tax burden on oil comigardue to the introduction of the severance
tax on extraction of mineral resources, | wrotewliearlier (se@&ew oil tax laws still lack
balance. Oil & Capital, No 1,2002

A mechanism for insuring against expropriation

The initial version of the Kozak commission's prsais called for
expropriation of mineral producers revenues withmmrhpensation.
Had those proposed amendments become law, Russarebs
would have found itself unprotected against theestarbitrary
action.

But well-tested norms protecting investors agdinstthreat of
expropriation (nationalisation) without compensati@ave been
developed in the international contractual prastice

In particular, in 1938 the US Secretary of Stata,déll Hull,
proposed a formula for prompt, adequate and etfecto mpensatio
for expropriated property. It has since been agghemany bilatera
investment contracts and in multilateral investrnagreements, in
particular, the Energy

Charter Treaty, whose member states are 51 Eurstsites,
including Russia. True, Russia has signed the Y¥reat has not
ratified it so far (due to opposition by Gazpronddhe parliament
members it backs).

Had Russia ratified the Energy Charter Treaty, Rnssnd foreign
businesses working in Russia would get internatitaggal
protection, because under Article 13 of H&T, expropriation is
only possible on the Hull formula terms, that isandsuch
expropriation is:

(a) for a purpose which is in the public interest;

(b) not discriminatory;

(c) carried out under due process of law; and

(d) accompanied by the payment of prompt, adecaradesffective
compensation.”
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There is a positive aspect

The Kozak commission easily gave up the ideaatibnalising produced minerals, which
gives grounds to suggest that the idea is notgddhe state's economic strategy. They just
tested the public opinion and dropped it.

Now that the proposed amendments have beendlthey just represent an attempt to offer
yet another variant of reform in subsoil use licegswhose need is obvious.



That the situation in this sphere leaves mudbetdesired is clear from the fact that a
moratorium is still in effect on the issue of naeehces. The Ministry of Natural Resources
froze the process last year, and only poorly infearaptimists today hope to sign PSAs for
projects whose list was approved by authoritiegisdwyears ago.

Regular audits by various agencies of the obsersaf licence contract-s by subsoil users
add gravity to the issue. Virtually all auditors/edound breaches, but no licence has been
withdrawn on those grounds so far.

The combination of those factors allows drawimg ¢onclusion that state policy concerning
subsoil use in Russia has come to an ideologicadldek, and Russian authorities have to do
something out of the ordinary to move out of thadleck. For example, shifting to
concessions.

That this shift has been proposed may mean libatuthorities have realised the
impossibility of radically improving the existingcénce system in subsoil use and are willing
to start building a new subsoil use system froratstr.

As for a shift proper, it has numerous reefs @muats, and the interest-s of certain subsoil
users will be inevitably impaired.

But this is the main (perhaps, the only one)tp@selement in the commission's proposals,
because it allows shifting all subsoil use to diaw terms.

The licence system existing in Russia is basegutatic law, in which the state is always
superior to the investor. This could be a deci&ator in resolving disputes between them,
especially in courts within national jurisdicticand provides additional investment risks.

Only detailed legislative regulation of all menlsans and procedures can reduce the
investor the risks of work under a system reguléedublic law. This transparency usually
characterises stable economies which could deaidpperfect their legal systems over a
long period. As examples, it is possible to cite thited States, Britain and Norway, where
oil and gas companies work on the basis of perased (licence) procedures.

True, even in those countries investors arensaired against the state's attempts to get an
extra share of rent after they have made capwaisiment and, therefore, have no room for
manoeuvring during talks with the state. For ins&arn the mid-1980s (after the bulk of
investment was made in oil production in the N@#a and their projects started yielding
profits to companies) Britain introduced an addiéibtax on oil revenues.

Unlike Britain, Russia is at a much earlier staf®rmation of its economic legislative
environment. Any court case concerning controlttbative assets may confirm this.

Higher risks in the licence system frameworkarenalienable element of activities. From
this point of view, the Kozak commission's concasskelated proposals that would shift
subsoil use to contractual relationships, to ragudby civil law can be regarded as a
measure reducing investment risks involved in rat@sources development in Russia.

But it is a pity that overall changes in subssié regulation, proposed by the commission,
lead in the opposite direction. Rather than thgghéi risks - higher profits' principle clear to
all investors, they propose a new one: 'differesitsr- normal (equal for everyone?) profits'.
Having no parallel in world practices, this appitoémoks absolutely unacceptable for private
investors.



