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Financing the Russian O1l and Gas Sector

The Effects of International Law Instruments

A, A, Konopryark”

The development of any economy tkes its momentam from the implementation
of investment projects which ensure reproduction on a progressively increasing seale,
add new values, ereate new jobs and spawn new producer and consumer demand, The
financial sustainability of such projeces, ic. their ability vo attract the required cash
resoutces on acceptable/competitive terms and to make for such rerurns on these inputs
as macch the risks involved, i a key factor not only for the efficient implementaton of
the undertakings concerned but also for their very possibility. This is especially rue of
mvestment projects in the fuel and energy secror, considering the latter’s unavoidably
high capital/output matio, long lead tmes and a greater diversity of nisks compared with
other sectors.

The purpose of this article is o show how mukilateral international law
instruments, in particular the Energy Charter Treaty (EcT) and various relared
armangements, can lower project-financing risks and the costs of raising exvernal capital.
The analysis below basically consists of five sections.

section 1 looks at the evolution of mechanisms employed in the world to finance
ol and gas projects as such projecs themselves ger more challenging—wich the
detenioration of natwral conditioms on deposits under development—ind as the energy
market structures become more complex—with the ficld of players prowing and their
imer-relationships becoming ever more intricate. The evolution of the markee
machinery in question reflects scarches for such efficient tools as can counter emergent
new risks that spell higher financing and other coss.

The second Section describes the principal stages covered on the way o project
financing in the oil and pas industries in Russia. It is only now—more than ten years
after the country proclaimed i sovercigney—that possibilities have appeared not only
for all manner ot hybrid project-hmancing schemes but also for pure-bloaded ones in
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the oil and gas sector, with the organization of funding for the Sakhalin=2 project having
set the first example of the latter type of arrangements in Russia,

Secrion 11l i a brief overview of Ruussia's rating history, which mirrors che progress
of changes in an overall assessment of investment-project risks in the country, With
account tiken of the fundamental regularities of praject financing—the credit rating of
a project cannot ordinarily be higher than the comparable scores of the companies
invalved in is implementation, which, for their part, cannot be higher than the credit
rating of the country in which these companies are pursuing the project concerncd—
such rankings substantially mark the limits of the appeal held by a specific country for
investors, as well as the rock bottom below which the costs of raising external capital for
investment needs and the costs of project financing cannot be expected to fall.

The fourth seetion reviews the underlying ratdonale of energy market development
and the parallel build-up of safety nets available for investors which should ward off the
surfacing new risks of investment-project financing,.

Finally, Section v is devoted to the Encrgy Charter process and the ways in which
the EcT and related mechanisms help reduce the risks of project financing and the costs
of raising external capital in order to implement investment projects in the fuel and
CHErgY Sector.

L THE EVOLUTION OF FINANCING ARRANGEMENTS FOR OIL AND GAS ProyeCTS

The evolution of the machinery of financing investment projects in the warld's oil
and gas industries replicates the development pattern of oil and gas markets.! Each major
phase in market growth, as a rule, is characterized by its own prevalent combination of
arrangements used to bankroll oil and gas projects.

Before the 1970s, most oil and gas projects in developing nations were financed out
of internarional petroleum companies’ internal cash flows, Such financing armngements
corresponded to these companies’ then-dominant role in the international o1l business.
They carried out investment projects in developing countries through their regional
subsidiaries. Funding came either from internal eash fow (profit refinancing) or through
carporate financing schemes whereby commercial banks based in the companics’ home
countries provided them with investment resources against guarantecs from such
recipients, which in tumn used intra-corperate mechanisms to pass the monies on to their
subsidiarics in order to back the corresponding projects in developing nations,

Mew ficld finds at the time usually occurred in areas blessed with felicitous natural
conditions, with resulting low explocation and development costs. The host countrics,

1 The authos has E:;pnl:lndn] Iis viewrs on principal negbiities in the developsment of oil and g weirkets m
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Haomse af the Mabonal Ecopemic Forecasting Institute 0 the Roussian Academy of Seiences, Mesoow, 30005 andd m
aserics of artiches on the subject published in il af Russia, a Fossizn-bnguage jourmnal, over the peiod 1999-2002
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as a rmole, were developing nagons who were Members of the Organization of
Petrolenm Exportong Countries (OPEC), which accommodated the largest oil and gas
reserves being exploited outside the United States and which accounted for most of the
increases i the hydrocarbon stocks explored and proved. Even on virgin fields,
apeaing-up costs were relatively minor. The array of concession agreements then
concluded beoween internanonal pemrolewm companies and host countries provided the
former with long-tenm guarancees of crude supplies and, consequently, warranted only
minimal delivery, or "“volume™, risks. The pricing policy based on the then-dominant
transfer prices (e, prices at which international peeroleum companics’ producing
ws provided their crude output ro the parents in their home countries and which
constmred not marker prices bur so-called reference prices mtended solely to assess the

branc

mx bases of such companies’ regional divisions in the host countmes) assured the
businesses concermed of low price rsks. International petroleum companies, theretore,
were in a positdon to be able o underiake ambidous new projects single-handedly,
without having to form consortiums in order to spread out risks or owing to the possible
want of resources o finance capital investments,

Mosr such ventures enjoved a low debt-to-equity mtio and, for this reason, usually
necded no foreign borrowing to fund field cxploration and development projecs,
Should any external capitl be required, they easily obmined the desired hnancial
resources against low interest and for a long term, thanks to their high credit ratings that
were due, as a rule, o their consistently positive balance sheets. Since 1t 15 not such
companies themselves bur, as already nored above, their producing branches or ather
divisions thar operated in most oil-rich developing countries, those operations were able
to oboin the required monies mare cheaply against the cover of guarantees from the
parents which had no reason to fear that such borrowers would exceed their internal
borrowing litnits or conumercial banks' applicable lending limits and which could move
cash to the desired region via intra-corporate channels. This made debt financing even
bess expensive,

Following the upswing in oil prices during the 1970s, che governments of various
countries started going into the petroleum business themselves one after another: in
importer pations, in order to ally fears over the reliability of fuel supplics; and in
developing hest countries, in order 1o gain tghter control over uses of their sovercign
patucal cesources and to boost national revenue from the latter’s explottation dirough
both direct and indirect equity participation in related businesses. Some of the host
counttics natonalized ¢
assets that served as the basis for the establishment of national, Statc-owned petroleum
ventures in the majority of Orec countries. Funding for the surviving regonal
subsidiarics of international oil businesses continued in the same way as belore. In
contrast, national oil producers were financed cither through the refinancing of profus
dedved from their projects—most of which had already been assured of positve

1 local assets of mternational petroleum compantes, It 15 such
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discounted cash flows by regional branches of ransnational corporations before the
nationalization moves—or out of appropriations from the host nadons’ government
budgets. Joint ventures berween foreign companies in those developing countries where
they continued in existence or made a new appearance and such nations’ domestic
businesses were launched in a number of cases to take care of new projects.

The desire to provide a cushion against the adverse consequences of nsing oil prices
for the balances of trade and payment of importing councries imtally bailed down to
nothing more than attempts at replacing imports (primarily those from OpPec Members)
by crude oil domestically produced in importer nations and/or that supplied by non-
OPEC exporters. With this aim in mind, importing countrics and poteatial new oil-
producer States stepped up oil and gas exploration, among other things, thanks to new
players joining the petroleum business as 2 resule of their being tempted by the then-
high crude oil prices. This is why, during the 1970s and the first half of the 19805, the
governments of producer countries, international financial organizations, commercial
banks and many other market players were willing to pour substantial investments into
oil projects and companies, with privately owned ventures eager to do so in the hope
of high returns on their inpuis amid soaring petroleum prices and Scate-owned
institutions keen to join in in a desire to ensure energy securiry (then understood as the
energy security of nations) and reduce dependence on imports.

The new oil and gas projecs started pering addidonal cash injections from
government budgets and out of official loans. A fair share of govemment appropriations
came as funding for mtional/Stare-controlled oil companies, putting on cver stronger
muscle in developing nations thanks o direct government equity investments in companies
pursuing State-supported projects andfor as debe financing and other forms of credit
backing relying on the posibilities of government financial insnutions for such projects.

Ower the sccond half of the 19805 and the carly 19905, however, almost all of the
above financing sources dried up. The main rewson for this was the collapse of
perroleum prices in 1986 and the resulting sluggish business environment which
perceptibly undercut the financial standing of all oil companies. The worsening of
natural conditions then available for the development of new pools, as increasingly more
difficult=of-access deposits had to be opened up and exploration parties went ever
further into the wilderness and had to make ever greater efforts to smike a field (none
of which represented any huge financial problem for oil producers while crude prices
were running high and left the costs of productien, though likewise msing, far behind),
dramatically detracted from che appeal of investiments in oil projects as prices fell off.
Public attention to environmental problems at the time also gained in intensity, this also
resulting in tighter nature conservation requirements and further related expenses.

The palpable deterioration of natural conditions in evidence for exploiting deposis
and the relocation of some production operations vo ficlds located in extreme conditions
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andd requinng enormous capital inputs for oif and gas recovery purposes led o individual
bussinesses beganning to shy away from the high overall risks of epening up such pools.
There arose the need for consortiums, which had nor been previously experienced in
the sector, either during the 1970 or before. International oil companics were
compelled to review their standard funding criteria and impose more stringent criteria
for investment projects meriting equity participation. As prices became uncertzin and
prone to vacillate much more unpredictably, investors started to prefer projects where
risks could be spread out among participants and recoupment periods were shorter
comparcd with what they had been used to. They beecame more selective in choosing
the targes of their financial inputs. For these and other reasons, including policcally
motivated cliims by host countries for larger participatory shares in local businesses and
their purchases of equipment and other products and services, transnational corporations
began enlisting 2 wider range of parners, including local ventures, in investment
undermkings in the perrolenm secror, This reseleed i a marked inerease in the number
and diversity of players in business on the oil and gas marker at the dme and in more
inericately srructured and complicated financing schemes owing both to more rigorous
country restniciions and 1o dhe  involvement of participants  having 2 lower
creditworchiness.

Beginning in the carly 199k, most countnes, including both il exporters and ol
importers, started to limit their participation in and govermment budget allocanons for
the ol and mas sector, ]:ln:!:::rr'mg mstead to encourage private investors to shell owr
money for projeets in the field. For one thing, the marker development had reached 3
stage where the build-up of domestc oil supplics for importing States had ceased o be
a matonal poonty. In the marker-economy zone, the world marker iself could,
through its own, now sophisucated maclinery, meet with any rise in demand for liguid
fuel, ae acceprable prices and with sulficient guarantees of delivery o any part of the
plobe, This was, at least in pare, a reflection of the fact that energy security in tha
period—when the oil business bad become inereasingly interwoven internationally and
a focus of globalization—was associated no longer with independence but with che
energy interdependence of States. For another thing, there came into view an obvious
trend of constraints on direct government involvement in those economic sectors
where private business is efficient by itself, and a number of countries were swept by a
wave of oil company denationalizations and privatizations. As a result, organizing
fimancing for oil and gns projeces tumed ineo a sl cougher proposition, presupposing
the involvement of sundry government and private investment and  finaneial
InsEiuions.

These days, petroleum companics make wse of the full arry of available financial
instrumcnts o fund oil and gas investment projects. The larger of such businesses prefer
to fund oil projects, especially medium-scale ones, oot of their own resources, a5 well
as, if necessary, by recourse to corporate borrowings. Such borrowings are sometimes
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even cheaper for major transnationals with their exceptionally high credit ratings than
debt project financing, particularly in ransitional economies keynoted by heightened
risks and fair o mediocre country credit ratings. However, a great many smaller
petroleum companies which have only aken off and gained a toothold on the market
over the past few years do not enjoy the advantage of the international pace-setters’ high
capitalization, budget surpluses, lines of credit our of their own resources and, as a result,
high credic ratings. In such cases, the appeal of a project may prove higher than the
rating of its specific participant, thus assuring the lawer of cheaper project borrowing
compared with corporate borrowing,

It is over this period that petroleum companics have started resorting to project
financing proper, whercbhy rerurns on funds invested in a project are secured, as a rule,
by future proceeds from its implementation rather than by the host country's sovercign
uarantee or a corporate guarantee from a participating business.? However, even big
petroleumn companies prefer project borrowing when undertaking highly ambitious
MIEEa=Projects or upon encountering country restrictions—{or example, where the nsk
of potential losses in a country turns out exceedingly high or goes over the linut
applicable to that country or when their partners are such businesses as are pot in a
position ta be able to draw the necessary funds on corporate financing terms. The ratio
between private sharcholding financing and privare debt fimancing in oil and gas
production projecs stands at berween 200 w 40 percent and G0 o BO percent,
respectively. The sources of private sharcholding financing are constituted by inputs
from other project sponsors, international money markets, investnent foundations,
certain international Anancial insticudons under the World Bank {the International
Finance Caorporatien and/or regional development banks such as the EBrD in Europe
and its opposite numbers in Asia, Africa, ete.)? and the nadonal development banks of
host nabons.

[mermatonal commercial banks providing loans against future project revenics act
as private debt financing sources. Such sources include supplier credits, specialized
encrgy foundations, the Intemational Finance Corporation (in its capacity as a lending
institustion) and local banks in those councries where the particular projects are pursued,
as well as development banks at each level of the mple-tier World Bank system.?
Companies participating in a project can also enter money markets by Aoating funded
debis and using other denvatives.

I Spocial mpects -:I"pﬂT-rt financimg sre covered in dedl m A. Konoplyenik and 5. Lebedey, Prajecr Fimaraing
im e O auned Cae Frduniny: Fleeldwide Pracoive s lnidal BExperion dn Raer (i Rowskan), Ol G and Law, 2000,
Mo, 1, pp. 25—k, axd Mo 2, pp. 2342,
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Amempts were made in Ruossin dunng the 1%90s o set up 2 matonal bank for
development under dhe World Bank's wing, They resufred in 1993 in the establishment
of a Russian Bank for Reconstruction and Development (Rurp), with this author
appointed in 1996 to serve as s Execunive Ddrector with responsibilicies for the
insnfution's investment business. This happened immediately following the enactment
and implementation of the Law “On Production-5hanng Agreements”, the group of
drafiers of which was likewise led by this avthor, We drew up legislation on production-
sharng agreements {(Psas) as the legal basts for project innncing. The concepe | prepared
for Rusiiy's investment business emphasized its development as a bank 1o provide project
hnancing for oif and gas projects pursued on a Psa basis, The idea attracted the European
Bank for |Leconsmuctnon and Development (EpiD) bue failed o find support either
from the RBrD’s Russian shareholders, which had grined a hold over the bank, or from
the Russian povernment, which had filed w rein even the blocking parcel of stock
(25 percent # 1 share) and only had a 25 percent equity (and even that ultimately
unpatd) and which, for that reason, bad no way of controlling the bank's key decisions.
With the national Anancial meltdown following soon after that, the RBrp project
finally folded up.®

Il PRINCIPAL LANDMARKS ENROUTE TO PROJECT FINANCING IN THE ILUSSIAN OIL
AaMD GAS SECTOR

The evolution of arrangements used to fund o1l and gas projects in Russia on the
way to project hnancing refiected changes in the panerns of ownership, control and
governance 1n the country's fuel and power sectors during the 19%90s.

The very beginning of the decade saw a gradual—bur firly rapid and fnal—
renunciation of government budget financing for the oil mdustry as it was omed over
piccemeal to private interests capable of putting reseling pemolewm companics on a
piy=vour-own=way basis, Those companics were provided virtoally free-of-charge with
those ail asets—subsail sites—which they had previously exploited with government
funds, The State, 03 will be shown below, was prepared at the initl stage of prvatization
mn the opil sector to support such companies with government goarantees for their
bomowings. The rocky path from plan-based government fnancing—effectively
amounting to open-ended donations—{er the oil industry to corporate self-Anancing on
the basis of the corresponding Russian petroleum companics” own resources and loan
facilities drawn on a repayable basis for fixed termms for expanded reproduction purposes,
made sull more difficulc by the numerows obstacles which such companies had to
negotiate before becoming full-blooded and cefficient playess on the market, was among
the reasons why outpur in the sector ever the 1990s plummeted in o cave-in which was

alss brought about by such equally weighty fctors as declining solvent demand.

* S A, Kopophenik, Rugides Developmenr Buwk; Where o Gor the Mouey for fovestmonts? {in [Russian,
Investmenis in Ronsia, Mo 5, 19599 pp, 35,
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Project financing in Fussia commenced with che launch of joine ventures {JVs).
The absolute majority of such busineses were established on dhe basis of cost-benchit
analyses performed for specific projects aiming o open up new and, as a rule, small
deposits or to ncrease oil recovery from belds already under development
Investments—usually coming from Western participants—were to be repad wich net
after-tax profits from the projects. Therefore, economically, those JV projects lifting ot
in 1991 or earlier were designed with account taken of the taxation system then in place
in Roussia,

That system, including the constitution of taxes, their rates and tax administracion
procedures, underwent sweeping changes on 1 January 1992, with the imposition of a
customs export duty representing the most radical innovation. From the pomt of view
of the Stace, it was a fair step intended to take away a portion of the hefty carnings made
by oil exporters on the differental berween the prices on the domestic and external
markews (so-called price rent). The new measure, however, also hit “innocents” such as
those companies which had planned to pursue their oil projects on the basis of project
financing, because the economic principles govemning JV cconomics, which the
partners had relied upon when launching the joint enterposes, were now entircly
different. For those going concerns in the oil induscry which had already absorbed most
of the investments nceded to develop new fields and had entered the project
implementation phases dominaced by operating rather than capital costs, the duty came
as a heavy, yet not lethal, blow. In contrast, for those newly-undertaken projects whose
(Western) investors had relied on the then-existing taxation conditions remaining intact
for at least a time exceeding recoupment periods, the new levy proved fatal, making the
projects” costs actually prohibitive and those undertakings then loss-makens. However,
many of the [Vs had by then already completed substantial pertions of the invesrments
called for and chus came face to face with the dilemma of wrinng them off as losses and
withdrawing from both those projects and Roussia in general or of orying to seek justice
and relief by appealing ro the genenally accepred principle of contractual-term
invialability.

Polar Lights and KomiArcucOil* were the first jVs to apply to the Russan
government for a solution to the contradictory situation where the government of the
host country has the natural sovereign right to establish any taxation system of its choice
and to aleer it at iis own discretion and the impossibility for paroes to investment
agreements to obsecve their martenal terms and condinons owing to the latter’s unilteral
Feview h}' the gavVErnment as the other party. The JV's were concerned, in other words,
about the conflict berween the possibility for the Russian government to make one-
sided decisions without being held lible for the damage such decisions cause to
investors in the public-law system of coordinates and the possibility for it, under

¢ A, Konoplvandk amd M. Sclimov, Pk Lights Lok Brghter far Cowsvo, Rissian Peorobeum Investor, July
1992, pp. 40—42; Jdom, How Galf Camads amd British Cas Roveived Tanf Exompitions, Russian Petreleum Investor,
Juby 1992, pp. 4547, and 71.
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uvestment agreements, to only make decisions by mural consent with the other parties
or be otherwise held financially hiable for the detmiment infliceed on investors by its
unilateral acts. v is precisely as breaches of the ponciple of investment-agreement
stability that foreign investors treated che Government's acts as they pondered the
resulting implications for their JVs established with then Swarc-owned oil producers
before 1992 under cival law.

Russian legislation ar the dme included pracrically no grandfather clavses thar
would scal agreed implementing conditions for the entire terms of the corresponding
projects. Therefore, ensuring the enduring consistency of Russian laws in respect of
newly contemplated projects was among the crucial factors prompting the later drafong
wark on Psa legislation which, among other things, extended the validity of grandfather
clanses o the foll duracion of @ project.” The maximum that the effective period of a
prandfather clause outside Psa legislation can reach today—and then only in individual
projects with foreign cquity participation—is seven years, a term apparently designed to
ensure that the foreign parocipans will enjoy a remrn on imvestment of up to
15 percent.®

MNothing of the kind was in evidence at the st of 1992 when this avthor was
serving 25 the Russian Depury Minister of Fuel and Energy responsible for external
coconomie relations and direct foreign investoments and when we draficd a Rossian
government Executive Order intended to conserve the agreed conditions for JV
investors for the corresponding payback periods. It was an attempt to balance, on the
one hand, the interess of the State, which had prompted the imposition of the custems
export duty 3o as to transfer a portion of the price rent to the federal budget, and, on
the other hand, the interests of the investors which had come o the Russian cconomy
on the basis of project financing-armngements in order to share i ol and gas projects.
To sum iz up, oil and gas JVs amounted to the first {and not quite suecessful) expenience
of applying project-financing principles in the Russian ol industry.

Several scenarios were carmied out for project Anancing without Western equicy
participatdon. They began with the World Bank's Perrofcum Rehabilitation Projects
{(loan fQcilides). A rotal of two such facilities were prepared and realized. Their internal
orgunization relied on project-financing principles, even though they alo required
sovercign guarntecs, considering that the loans were extended o the Russian
government. The participants i the World Bank’s finst Petroleum Rehabilitaton
Project included three oil-producing  associations, namely, Kogahmneftegaz,
Varyeganneftegaz and Purnefiegaz, which later joined the oil companies Luicoil,
SIDAMKD, and Fosnetft.

Car. |-;.I.'!Ihl\'_I:I|:|-'.1I'|I1, -I'_.'r_lu';'pl_ll;"r J_p_l'.:ujl;m'um |:||.|I'I|'Illl|'II|'I|-|':rIII.IrIII_||! ."_[.lrl.mm'.l ira Mirssias I"..l']-' .'1J_|'.‘|'..'I'J |:II1 ”..I.IL!-:IIII:L
CHl Ecomoiny, Mas, 11-13, 1924, pp. 6-15.
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LM, Clar, Enegp and Lopilation: HNI-3H0Z, 5 legal vearbook os the [Rusin fuel and enengy sector, Mesior
Leonomic Tablishers, Mascow, 2000, pp, 1702,
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The scope of the facility and the machinery of 1ts avadabilicy were not the same as
those of credit lines granted against sovereign guarantees against the federal budget which
later set aside cerrain sums to be allocated free-of-charge (as regular government budger
financing) among recipicnt enterprises. The amount extended under the Petroleum
Rechabilitadon Project was determined on the basis of relevant needs specified “from
below " —through joint work by World Bank and Epin experts and Russian professionals
whao compared the various parameters of feasibility studies for specific projects proposed
by oil- and gas-producing associations in order to determine the volume of required
financing based on the possibilities of its being effectively repaid with due regard for the
lending banks” appropriate regulations. That was precisely why it proved possible 1o
increase the sum of loan proceeds allocated by the World Bank itself as part of the facility
[based on the relevant feasibility studics) from the original US$ 300,000 to USS 600,1XIK),

With the Russisn oil industry substantially privatized, international financial
organizations were not prepared to issue loans to restore idle wells—the purpose for
which the money was being made available under the Petroleum Rehabilitation
Project—on “pure” project-financing terms directly to the corresponding Russian
producers, since the latser could only assure creditors of production guarantees within
the limits of their own legal competence, i.e. on ex-ficld conditions. The oil companies
themselves were not secure against changes to Roussian legislation, which was the reason
why some of them had to forgo the undrawn remainder of proceeds made available
under the rehabilitation loan after another change in tax laws had made it imposible for
these businesses to repay the credits on time. It is only the Russian government, as the
sole voring sharcholder in the Transneft export pipeline company, that can provide the
required guarantees for the shipping of additionally produced crude for export (in order
1o ensure eardy returns on the borrowings). This is why the Word Bank and the Enip
extended the cash resources issued as part of the rehabiliation loan o the Rusian
Federation represented by its Government rather than directly to oil producers (which
was one ol the conditions ro make certain that the money would be paid back amid the
post-privatization business set-up in the Russian oil and gas secror).

Therefore, State guarantees againgt loan proceeds were among the linchpin
elements of the World Bank's petroleum fcilitics. The State thus effectively acted as dhe
borrower in place of petroleum companics. That was among the reasons why the World
Bank's credit resources were among those lease expensive and available for the longest
periods: the State assumes many of the risks invelved in project preparation and
implementation. At the next juncture in the development of the Russian oil sector, as
its privace segment had gained in weight and grown stronger, we proceeded to
fashioping such mechanisuis for its  financing=—with continued govemment
involvement, as petroleum companies were still unable to draw sufficient funds
independently from international money markets, while the domestic money market
was simply non-cxistent—as made government guarantees redundant,
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The loan structure prepared during the negotiation of a famework eredie-facilicy
agreement with the ULS. Eximbank for the Russian oil and gas sector was somewhat
different from that emploved in co-operation with the World Bank. Wherexs the
Petroleum Rehabilitation Project was geared to fulflling a specific producnon task
(recovery of idle wells) for which special market-onented lepal frameworks woere
created a5 halfway armngement between government budget financing and project
financing, the fmmework agreement with Eximbank was from the very beginning
intended to give nise to such a legal scheme or model conditions as met the specibied
range of parameters and which could be used for 2 number of production projects
selected for their consistency with such famework requircments. In other words, the
objective of the agreement with Eximbank was to scr up a kind of “finance conveyer™
to provide funding for the Russian oil industry. Specific projects berween Russian
producers and U.5. firms—-cach requinng its own volume of investmenes depending on
the substantiated fnancial needs of the local company—were as a result undertaken on
the basis of madel-based individual contracts having a minimoem threshold value of
USS 25 million bug, in their sum=total at a given time, subject to the USS 2 billion
pverall ceiling under the framework agreement with Eximbank. The projects were
chuosen according to standard procedures to be implemented along the lines of project
financing needing no government guarantee.

A Russion production association would file o borrowing request with the Ministry
af Fuel and Energy, which would then agree on it with other Ministries and agencies in
terms of a large number of aspects. After that, the approved reguest would be sent o
Eximbank together with the would-be borrower's export licence and long-term guota
to serve as evidence that the State would not obstruct the latter’s commodity and cash
fows within the framework of the crediting projece. On the basis of those documents,
Eximbank would issue guaraneees to a so-called guaranteed creditor. In each project,
however, Eximbank would only guarantee 85 percent of «
creditor was to be found for the retaining 15 percent to ensure that production
associations themselves would parcially assume the rsks as well and thereby have greater
mativation to use the financing mechanism for the particular project as efficiendy as
possible. A long-term supply contract would be executed with oil and gas buyers. Sales
proceeds would go to an cscrow account with a special deposit bank. The borrowing
production aseciation would sign a loan agreement with both the guaranteed credivor

e facilicy. A cash-payment

and the cash-payment creditor.

One important featare of the agreement with Eximbank was that it provided for
ted credits: 85 percent of purchases was to be made up of LLE. equipment to be
delivered to the country of destination by American carriers, ete. Those were the terms
of the bank, the primary statutory purpose of which is to facilitare the advancement of
the narional—U.S8 —ecconomy. [t was only on such conditions that it offered what
was—ior the tme—ihirly soft financing and agreed to cover the borrowing country's
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policical nsks, That was why 85 percent of the loan—the moncy extended by the
guaranteed creditor—went to overseas supplicrs of equipment and services and only the
I5 percent made available by the cash-payment ereditor was untied, meaning that the
equipment buyer was to that extent relanively free in choosing suppliers,

Following the break-up of the Sovier Union, most manufacturing operations to
build oil and gas industry equipment ended up outside Russia. While Russian industry
scrambled o fill in the resulting gap and to begin producing s own competitive
analogues, it was necessary to replace the forfeited supplies with impors and, among
others, tied credits. ULS. equipment is wsually more expensive than any other. In
price/quality terms (which is the best vardstick for judgng competitiveness), however,
it is all too often unbeacable, in particular in compansen with that hardware which could
continue to be purchased in former Soviet Union countries as part of co-production
arrangements dating from Sowviet times. The agreement with Eximbank provided
Russian oil and gas enterprises with yet another, alternative opportunity to choose
other, compettive suppliers and more efficient financing options.

“Pure” project financing for newly-launched, large-scale projects At began to be
pracoced in Rusia in the Sakhalin-2 Psa project (development of the Piloun-
Astoklskoye and Lunskoye deposits on the shelf of Sakhalin Island).® It is the machinery
of Psas that makes it possible for investors to lower project-financing risks to a
minimum. This is precisely why a Psa-based undertaking was the first to benehit from
project financing in the Russian oil and gas indusery.

Considering the substantial amount of investments required for the project, an the
one hand, and is challenging nature and long implementation period, on the other, it
was crucial—in order o streamline it economics and imprave its “fAnancibilicy"—for
participants to begin gencrating revenue as soon as possible. Within this aim, the
investors proposed that the project be broken into several development phases, the
ultimate goal of the opening one being to start producing imitial oil as early as July
1999,

Most of the funding (70 per cent) for the ficst phase of the Sakhalin-2 project,
which successfully achieved that end, came from its sponsors—sharcholders in the
project (or special-purpose company} called Sakhalin Encegy Investment Company
(which today include Royal Durch/Shell, Mitsui and Mitsubishi). Ower the entire
project implementation period. however, the hon's share of the money required
(80 percent) is to be made available by the principal creditors—Japan's Eximbank, the
United States’ Overseas Povate Investment Corporation, the EBRD, ete.—as export and
import facilides. The Sakhalin=2 project is based on non-recourse financing, wherchy
the ereditors take moest of the fsks. Since the borrower—Sakhalin Energy Investment
Company, a special-purpose company—does not invest any of s own funds in the

* Far deails, see Konoplyanik and Lebedey, spra, footote 2
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project, it does not incur any del oedere nsks. Grounds for reserting to the non-recourse
financing oprion in this case are constituted mostly by the fact that the primary lenders
mclude imtermational fimancial organimtons, as well as the Japanese and ULS. expore-
imiport banks and insurance agencies preparcd to accept the policical risks of dhe countey
hosting the project.

If one takes a look at the overall financing scheme for Sakhalin=2, one will see thae
the net worth contmbured by Sakhalin Enerpy 5 zero, while subordinated loans
extended by its founders—participants in the consortium orgumzed for the purpose—
aceount for 20 percent of the totl investments planned for the project and non-
subordinated loans provided by the principal credicors make up 80 percent of che
required funding. The larter Bacilities are made available for che purposes of obtaining
the principal loans, a5 proceeds wall inigally go o clear habilides to those lenders
providing non-subordinated loans. The consortum risks its capital investments before
the principal lenders in the event that the revenue generted by the project itself proves
insufficient.

It proved possible o armnge funding for the bt phase of the Sakhalin-2 project
because, amtong other things, the sponsors did not include any Russian participant, a
circumstance that appreciably reduced the credit msks for the hnancial institutions
invalved. That project came in many ways as a trailblazer on the Russian marker. v is
abways harder o finance proncering projects, 15 the needed expericnce and expertise
have sull to be gained and standardized approaches are yet to be hammered out 1o
replace the initial groping in the dark on many ssucs, since guite a few of the recipes
rried and tesced in other counerics simply do not work in Rusda. The want of their own
uncommitted funds and low long-term credit ratings at the ome would not have
realistically made it possible for most Russian companics o adeguatcly share in the
project and provide sharchelder finuncing (as corporate borrowings would have been
too dear for them), Meanwhile, the role of shareholder financing at the openping phase
of the project was fairly large—around 53 percent—meaning that, had Roussian
companies been ivolved in the project at that stage, this could have made atracting
funds for it much moere difficult,

Subscquently, as the capitalizacion of Russian businesses increased and they won
carporate credit ratings thar kept rising as dme went by, the hnancing possibilities open
to them diversified and came to include, most notably, ried and/or untied credits as part
of corporite financing. With continued improvements in the country's cconomic and
bepal environment and gains in Rlessia's natdonal credit rating, some financial instioetions
found it posible to also provide project financing ro consormums with the equity
participation of major Rassian companies, not only for Psa-based undertakings but also
to enterprises launched under the system of licensed subsoil uses, The plan to develop
the Yushno-Shapkinsky field in the north of Evropean Roussia, joindy pursued by
Lukoil and Finlands Fortum, marked the fimt practical attempt at drawing project
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financing for a2 mineral production scheme undertaken under the license syscem for
subsoill uses,

Therefore, improvements in the sovereign credit rating of Russia itself have proved
an important factor for cheaper borrewing on the part of its companies (both as project
financing and as corporate financing). Let us take a look ac the country’s rating history.

1. Russian Riases: THE COUNTRY'S RATING HISTORY

R.ussia’s rating history began in October 1996, when it was awarded its initial long-
teem credit rting (BB-) reflecting the gencral extent of risks confronted by investars in
the country in their crediting of business entities undertaking investment projects.
A eountry’s rating thus indicates the minimum level of risks fced by economic agents,
with associared corporate hazards, carrying out invesament projects, with associated
projece risks. Consequently, a national credit rating mirrors the level beyond which
barrowing costs cannot be expected to sink at the given stage in the country’s economic
development or, in other words, the minimum level of financial expenses for project
implementation.

Following the 1998 financial collapsc, it was only on 26 July 2002 that Russia
cegained the initial BB- rating awarded to it in 1996, In other words, it only overcame
the consequences of the 1998 crisis by the middle of 2002, And it was only in December

2 that the councry finally topped the kick-off sovercign long-term credin
benchmark, meaning that—{rom the sandpoine of financing for long-term investment
projects—its general cconomic climate became more felicitous than in 1996

Where does Russia find itself in the overall system of credit rating coordinates? IF
we take the credit rating matrix, Russia has climbed to the upper rankings—albeit, as
yet only their speculative categories.™ To be able to vie for investments on a par with
its competiion on world capial markets, Russia has o offer much lower project
implementation costs than it can presently manage. Consequently, the combined risks
of pursuing investment projeces, which deermines the natomal credic standing
compured by independent rating agencivs, must be lower.

It & imporant for Russia not only to ensure an inflow of investments in the
development/modernization of its fuel and power sector but also to penerrate those new

% The mes recent upgrading of Russia’s erem ercall e by M " ruing agency by pwo step o
the frse fhough the lowes ver] investment-grade level Daal oo 8 Ocio ﬁ'ﬁ??l:m |::|.||E|Ft-rl-lql-:ﬂl'lht uuplmﬁ in
the coumtry the final and lovg-expeeted breskehrough in the evalustion of the Rowan invesawent climare
lsy thse inteenational business community a1 well a8 reving imemedise expectation in die country thae the fmancal
oot of projoos lmmnciag might adically decrease i the very nearest fusure. A more cantious asseswment, bowever,
iz more apprapraie, b mﬂrr::_uﬂl. Firly, for many conservative instiotiona) nhnml:, tle mw
debe moves 1o investment cotepary oy slter iwo BN SpEncies £ the coomiTy in question myvestmnt u
leved, Sundard & Poar’s. another United Sestes-based n:hTawmm nlr-:wl',":rpmnt that it is mot yet neady
v g Plussiy an invesoment-grace muing kevel. Secondly, Moody's bas boen abways nwore optimiaic in evaluating
Fustian riks than Stndard & Peoe's. For inance, when in 1999-2000 Stmdard and Pooes Jofi Russia with 2
technical default mting 51, Moody's gove ica B- mthng, wisch & e seeps higher,
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markets opening for it This means that the country should brace itself for strupsles o
secure investments in new projects and low related borrowing costs and, hence, for
continied rises in its credit meng. Section v of this article will show how the Eor—
through the instrumentalicy of international lvw—sets the stage for low financial charges
and a higher national credie rtng, thus enabling Lussia to progress from speculative

rating categorics to the investment-rating big leagues.

IV, BHECGULARITIES M ERNERGY MARKET EVOLUTION AND SAEEGUAILDS FOML
INYESTONRS

The world economy features an integral international oil market, but the markets
of gas, elecmricicy and other energy resources still retain their substantally regional
nature.!! The integral Buro-Asian (Evrasian) gas marker s only acrually taking shape
today, to be followed by the electnicty macket. It is vieal for Russia wo diversify its export
Hows (as its current ones are unduly inked to Western Europe alone) and start supplying
energy resources lso 1o the fastest prowing market—~Asia—and the largest intermational
markee—MNorth Amenca.

Foussia is today competing on the Western European marker with MNorth Sea oil
and gas Aelds——which are the closest o consumerns—and African and Middic Eastern
supphers—who enjoy the lowest prodoction costs, thanks to fvorable namiral
conditions, and the most competidve ransporation costs, owing o the possibiliey of
delivering crude in large-tonnage tankess. The already soff rivalry on the petroleum
miarket is going to become even more severe following the commencement of Caspian
oi] supplies to Europe,

When the Energy Minisrers of Evropean Union countries met in Thessaloniki,
Greeee in February 2003, Tuerkey and Greece signed an agreement to build 2 350-
kilometer gas pipeline w link the cwo countries. Once complered, the pipeline will
provide yet another, southeastern, route for gas supplies to Europe—an altemative o
northeastern tneranes from Rouossia and Ceneral Asian counrries of the Commonwealth
of Independent Stares, including vwo pipchines already in place via Ukrmaine and Belarvs
Iveries (o
the European marketr will also prow from Morway, .'“L||:r,4:ri:| and Migerna, jntluding both
neework gas supplies (among other factors, due to the inevimable construction of a gis
pipeline from Migeria northwards ro Europe through Algerias teertory and via the
latter's gas piping system) and liquefied gas supplies, and those from Brtain and The
Netherlands will likewise continue. The apening of the southeastern route for imported
gas 1o reach Europe, therefore, i poing 1o make the already fairly harsh compeniion
among 1= suppliers anly more rigorouws.

and another ane, yet on the drawing boards, across the Balric Sea bed. Gas de

A, Konoplyanik, From Mavopaly o Camperition: AMafor Treads in O ard Gar Marker Dievelspmeent [in Mossian,
CHil and Clapial, Moo 5, March 20602, pp. 16-010
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Amid that competition, Russia's position an the European markee i far from the
most advantageous. Russian fields find themselves, as a rule, in much mare difficult
natural conditions compared with competitors and at 3 longer distance from the market.
Therefore, the problem of slashing the financial disks invalved in organizing funding for
oil and gas production and ransportation projects is for Russia more urgent than for
such countries as are located closer to consumption centers.

Russia is not represented on the booming Asian market these days. Supplies there
go from the Middle Ease, Australia and the United States (Alaska). Mew projeces under
way or being bunched in Russia’s eastern regions (inchuding Eastern Siberia and
Sukhalin), however, do target the Asian market. The Caspian fields—a new production
area on the world oil and gas map—will be developed with a view to supplying bath
markets, namely: the Western European one, to be reached by several routes passing
both through and in circumvention of Russia (with the "multiple pipelines” concept
being an objective need, the satisfaction of which will minimize risks for bath suppliers
and consumers); and the Asian and Far Eastern one.

Therefore, the emerging Eurasian energy market will encompass not only Europe
and Asia proper but abo Australasia and Nerthern Africa (including the Guinean Gulf
area), Many of the countries in that emergent consolidated energy space are cither
Members or Observers in the Energy Charter proces.

To put it in a nutshell, Puussia is facing today and will continue confronting
tamorrow stiffening competition on both long-standing and newly arising energy and
eapital markess. In order to retain and enhance its presence there, it will have find
ways of augmenting the country’s competitive advantages, i.e. o seck, in the first
instance, to cut back both technical and financial costs. [t is these tasks that the ECT and
its toobs are designed eo fulfil.

As energy markes become increasingly subject to internationalization and
globalization, related investment risks escalate, in particular because energy marterial and
product flows begin to ross the territordes of ever more countries, the laws of cach of
which have their specific peculiarities. The role of ail and gas transic from producer
countries to the markets of comsumer nations grows. Along with cxtensions in the
comumercially justified average length of delivery routes for encrgy resources over tme
(as the benefits of scientific and technological progress take effect), the number of
national borders crossed by export supplies rises {as a result, for example, of
disintegration processes taking place on post-Saviet territories in the early 19905, when
the 1J.5.5.R. broke up into fificen sovereign mations). The enlarged transportation
distances of trans-country energy material and product supplies and the increased
number of national borders crossed in the process makes the shipping operations
concerned riskier, thus adding to the hazards faced in related export-onented projects
to develop hydrocarbon fields and/or to generate clectricity. This inexorably makes
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such projects more expensive to finance owing to higher borrowing expenditure—the
casts of borrowed resources which usvally aceount for between 70 and B0 percent of
total capital investments in a project. Consequently, there arises an objective need for
adequate mechanisms for lowering associaced risks and for safeguards for investors. Legal
instruments are the most efficient in prce/quality or cose-effectiveness terms for the
purposes of bringing down such risks and increasing investor security.

Market intemationalization and globalization are being accompanicd by an
expansion in the range of protcctive/encovraging arrangements for investors. Host
countrics and investors increasingly engaging in trans-border operations have the choice
of an ever broader range of international law tooli—including both bilateral and
multlateral—for minimizing investment risks, in addition to those insoraments available
ander national lepalisation.

Within the frmework of domestie law, 2 host country {and this is especially ue
af transitional economies characterized by volatle cconomic and legal conditions)
ordinartly has cwo fundamental possibilities in order 1w protecr/stimulace investors,
namely:

— o establish enclaves of stability in a generally unsteady economy and legal
environment; and/or

—  to raise the country’s overall investment appeal.

Russia is an ecconomy in transition. Any transitional econonyy is, by definition,
unstable, as it s in the process of system transformation. The Government and legislators
{guided, among other things, by good intentions} have been making and updating
legislation all the time, thereby lending unsteadiness to the country’s legal environment.
MNew laws are isued and existing statutes are amended to fill that void in the legislacve
regulation of the cconomy which existed before 1991, but the legal acts and related
changes are all oo often—and for different reasons—mutually contradictory. 1t will ke
years ta symchronize and unify them. This is why Roussia will yet for a long time 1o come
rernain 2 highly unstable country. The task, therefore, is to set up enclaves of stability 1in
the unsteady economy, at least for large-scale and capital-intensive investment projects
in the fie] and energy sector, as a way of increasing the country’s attractiveness as an
Investment option.'=

As applicable o Roussia, the fist of the fondamental possibilities mentioned abave
consists, for example, in the approval of such legislation on Psas, concessions, free

e

12 Theinfes olisvesonemns inte prejects undertaken in che hel and enengy secior will, dereagl naslaplicabve
effeces, pencrabe ey and qualiy coonemic prowndy euside the laner'’s bounds—in processg indurizs aml i
the sphere of consumption. Therefore, mvestients in the fel and energy sector do nod spell either the Rusian
ceomsay's ineressed dependence on commadicies nar its conversion into 3 “henana republic”. Instead, they make
For eeonnmic hesdway owside the energy sector, a8 the coononne span-offi from financial inputs i the laner al)
o ofien make a2 grester mmpact than correspending direce (for example, tax) cffece: s A, Konoplyanik, domies
Hifiare Capdizs: How 1o Snlwe the Financial Prallang Gf[;luj:ll.lu Ol and Medbamizal Engincering Conpatsiicd Fariliperiing in
Jrire Firetness? (i Boussian, Ol aned Gas Vertscal, Mo, 10, 2000, pp. 140=143,



e THE GEMEWA IROST CQUARTERLY

cconomic 2ones, etc. 1s will provide investors in individral types of projects with legislanive
safery nets against those risks connected with the volatility of laws (which can be done, in
particular, by extending the validity of grandfacher clauses to apply to the entire period of
project implementation). The other of the possibilities lics in making corresponding
amendments to existing laws on tases (the Tax Code), investments and subsoil uses with
the aim of bettering the investment climate in the counery as a whole, i.e. for investors in
avery type of project. Understandably, both aspects of law-making should be seen not as
mutually exclusive but as murually complementing arcas of work to be pursued in parallel
Inn the FArst of these arcas, legislators can expect quicker positive practical results of their
efforts in limited prictity zones of investment activity, which will spread throughout the
economy through comsequential and muliplicaive effecis. In the other arca, the
favourable impact will/can be achieved later, but on a broader economic froat.

Internatonal law mechansms provide significant leverage for expediting positive
shifis in national legislation. Initially, as progress is made from local to regional markets
and fareign cconomic relations are not as diversified, the most vigorous effores are to be
made to fishion dhe system of bilateral international law safeguards to protect investors,
including bilateral investment treaties (covenants on the encouragement and protection
of investments), agreements on the avoidance of double taxation, ecte, As the
internationalization of the corresponding market economy registers further advances,
efforts to contrive multilateral international law tools ro make investors feel more secure
become more and more important, The tools concerned compnse agreements laying
down the same “rules of the game”™ within 3 group of countries brought together by
existing and/or future common fows of goods and/or investments. Therefore, the
wider the geography of international co-operation, the higher the level of cconomic
interdependence among countrics, and the more closely and profoundly the markets of
adjoining nations are intcgrated, the greaer is the role assumed by mulnlateral
international liw instruments for protecting/encouraging commercial (commodity
markets) and investment (capital markets) activity.

The World Trade Organization, successor to the General Agreement on Tarifls and
Trade (GATT), is the best known among the diverse multilateral international law
mechanisms available today for the regulation of commercial and/or invesbment
activity. The Wro includes 144 Member natons, with 32 countries acting in Observer
capacity. The GATT/WTO rules provide for most-favourcd=pation (M) treatment to
be accorded by Members to their peers in cheir trade in goods and services. President
Viadimir Putin in 2002 prochimed Raussia's accession 1o the WTo as one of three
nacional legislative priorities—along with the refonming of natural monopaolics and land
reform®® (although it appears now that, for a number of reasons, RLussia’s admission to
the WTO in 2003 is not going to materialize and is being delayed at least until 2005).

13 Sea A Konoplyanik, Racky Park 0 the ECT: Emegy Marker Erodunion, Eneery Charter Trcary, and Lepiranive
Priariies for Presidear |ladionr Putin (in Russan), Oil of Resda, Mo, 11, 2002, pp. d8=31,
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However, there exists a muldlateral inscrument for internadonal law regulation
which is applicable not only to fows of goods but also to the movement of capital and
which, thercfore, has an even greater operatng coverage than the Wro., That
imsrument 15 the Encrgy Charmer Treary and i related documens.™ The Eor
encompasses both trade {including transit) and invesoments, although in the narmower
circle of industries formings it subject-matter (which is limdved to just the energy scetor,
albeit in a2 broad interpretation) and in fewer countrics (51 Seates plus the European
Communities as a regional econemic integration organization). The ECt provides for
the contractng nations’ investors to be granted national treatment or MEN reatment,
whichever is more favourable. Notwithstanding cthe high dependence of Roussia's
eronomic development on the condition of 1ts fuel and energy industres, the ECT 15
mwch less known in both Russia and elsewhere in the world chan the Garr/WTo,
despite their having much in common. The trade section of the Ect, for example,
makes the GATT/WTO disciphines directly applicable to GATT/WTO Members while
also making Garm/ W10 non-Members subject to the same rules by reference.
Investment matters in the GATT/WTO are regulated by the Agreement on Trade-
Relared [nvestment Measures in the same manner as under the ECT.

Thercfore, there is an inextricable connecrion berween the ECT and the GatT/WTo
from the point of view of the prnciples preached by each ol these multilitersd
international rade agreements. Moreover, the ECT effectively offors/ constitutes 1 ready-
to-use [epal basis for reforming Russian natural monopolies in the field along the lines
supporied (assuming continuity in its policies) by the Roussian government.

V. THE ECT A5 AN INSTRUMENT FOR LOWERING PROJECT-FINARCING [RLISKS AND
THE CosTs OF Foarsims EXTERRMAL CAPITAL

Let us recall, even if'in brief, the Encrgy Charter history, Everything began in 1990
on the EUFs initindve. The Berlin Waill come down, fifteen sovercign nations sprang up
where the Sovier Union had stood and there surfaced new nsks connected with the
dismantling of that system of relations, which had existed during Soviet times both
within the UL5.5.. and between the lattee and other countries. It was esential to make
up for the contacts lost, especially in conditions where Europe was increasingly
dependent on ouside energy supplies. Therefore, it was imperative to minimize those
risks on 2 mumally advantageous footing by finding that adhesive which would make
the interests of East and West into a blend, That binder could be found in Europe’s
interest in Roussian (and other former Sovice Union) energy cesources and the interest
of the ltters producers in Western invesuments for relevant extracton and
manulacturing operations.

M Wampus ssues related o the ECT are analyeed in thor mier-relationshaps e Tlisma Wikle (English-
language cdiroe) and A, Kanophanik (Russian-lnguage edinoe), Eveyy Charter Treaty: An Eaat-Wesr Gatoweay i
Jinrestrenty auif Trade, Mezhdunarednive Ornaosheniya Publishers, Moscow, 2002,
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Things initially progressed very quickly. On 25 June 1990, Ruud Lubbers, then the
Dutch Prme Minister, unveiled his inidative for a European cnergy communicy.
17 December 1991 saw the signing of the corresponding political declaraton—the
European Energy Charter. Three years later, on 17 December 1994, signatures were
affixed to the legally binding ECT and the Protocol on Energy Efficiency and Related
Environmental Aspects. But then the process slowed down. In June 1996, Russia
initiated routines for ECT ratification but has not completed them to this day. The
artitude of its authorites to formal EcT endorsement is well described by the following
formula supported de facto by the Stace Duma legislacure: “Ratifying is a must, bur not
today.”

Nevertheless, in April 1998, the Ect came fully into force to become part and
parcel of international law. As at 1 Movember 2003, it had been signed by 52 parties
(51 countries plus the EU) and ratified by 47 of the signatones (46 countries plus the
EL), the five exceptions being Russia, Belarus, leeland, Australia and Norway. By
virtue of Article 45 of the ECT, Russia {just as Belarus) applies the ECT provisionally.
The package of Encrgy Charter documents consists of the polidcal declaration and
several independent and legally binding international agreements, some of which
remain the subject of ongoing negotiations.

The Rumsian State Dismia has made the return o the issue of ratifying the ECT
conditional on the outcome of talks on the Transit Protacol,”® which aims to forge
generally recognized legal principles for flows of energy materials and products in
transit—those crossing at least two national borders—and to furnish such transic
conditions a3 are satisfactory to different countries. The ECT Protocol on Transic was
conceived as a begally binding document “in order o complement, supplement, extend
or amplify” those provisions of Amicle 7 of the EcT (“Transit™) and relaved Arocles
regarding the interpretation of which the Contracting States developed disagreements
or could sec differently in the future. Considering the expanding geography of fucl and
energy supplies and the continuing formation of an integral Eurasian energy market, it
is chear that the adoption of common rules for the regulation of Aows of energy materials
and products in transit through the territories of countries in that shaping energy space
should considerably reduce the nisks of investment projects related to the production
and trams-border ransportation of energy resources.

How does the EcT work from the standpoint of supporting project-financing
arrangements for business undertakings in Russia? The practical purpose of the Treaty
i to lower project-fnancing risks through the system of internanonal law instruments.
The logic of steps towards this end is simple: the ECT, as part of international legislation,
diminishes risks and, henee, financial expenditure, i.e. the costs of raising external capital
and obeaining debt financing.

¥ The Promcal, in scoordanor with Andcle 1{13) of the ECT, is one of the agreements exeouted “in order 1o
complernen, supplement, exend or amplify the provisions of this Treaty™.
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The price of a product sold can be divided into the following thiree components:
costs, taxes and prohts. The costs, for their part, fall inte technical costs and financial
costs, Ar different stages in the development of the world's markers, they can either rise
or fall. Today, at least in Roussia, natural conditions on new ficlds being opened up tend
to deeeriorate, and the rechnical costs of bringing them on stream tend 1o grow, while
financial costs, far from declining, are abso apt to go up, owing to the nsks Aowing from
the transitional namre of the Foossian economy.

In conteast, where intemational law instrements offer protection, risks wane and
financial/bormowing costs slide, while the country's competitiveness/investment appeal
on the world capital market increases. After some ame (1.c. an unavoidable ome Jag),
Foussia will witness a gain in net investments Aowing into the country which will consist
of twe components, namely: an incresse in the mfux of cash proper, including both
domestic investments {a result of their cross-flows froan sector 1o sector) and/or direet
foreign fimancial mpurs; and 2 decrease in che capiral deain, This will eventually Jead o
an upturn in iInvestments, in pacticular Axed capital expenditire. Capital investments are
known to cmbody those sciennfic and technical advances (inmovatons), which result in
CIO&T C1is.

The result is the additive effece of reducing financial and technical cost, which
fucls the growth oftaxable profits (subject to the reasonable organization of the taxation
system) from investment projects, their higher internal rates of return and greater
competitiveness of Boussia or another ECT Member counery and the lanter’s larger role
on capital markets. The increased competitiveness on capital markets, for it pare, Ieads
te lower costs and more competidve output, as well as to the commercial viabilicy of
praducers on an ever greater share of commeodity markess. It can be said, therefore, that
the ECT, in the final analysis, creates multiplicatve legal effects in terms of lowering nsks
and bettering economic results such as cost cuts and income and profit gains, This means
that future returns on a project, which should pay back the investments called for,
become more predictable and [arger,

This is precisely why the ECT is among the more efficient tools for the expanded
use of project financing in the Russian energy sector, This factor is among the practieal
reasons why Fuessia should be interested in the Treary being ratified by its Parliament as
soon as possible.



