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1. Current characteristic features of Russian gas
exports to Europe
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MAJOR ELEMENTS OF RUSSIAN GAS EXPORTS
TO EUROPE:

e Long-term contracts
* On-border sales
 Destination clauses
e Key role of transit

€
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LONG-TERM TAKE AND/OR PAY GAS CONTRACTS (LTC TOP)
AND PROJECT FINANCING RISKS

Financing = f (revenue) = f (volumex price)

(1) LTC TOP = mechanism of supply risks («volume» gks) reduction

(2) LTC TOP + adequate pricing mechanism = mechasm of “price”
risks reduction:

- prior to exchange pricing: escalation formulas

- exchange pricing: futures + hedging

(1) + (2) = mechanism of project financing risks reuction (long-term
capital-intensive Greenfield projects, i.e. in newegions with no/lack-of
production & transportation infrastructure)
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GAS: DIFFERENT PROJECTS — DIFFERENT CONTRACTS

(1) New projects in_matureregions with existinginfrastructure, with
available transportation capacities (usuallyless capital-intensive
projects, relatively small to the existing market) =

(a) short-term contracts (“take and/or pay”) — for the duration of
payback period (?)
(b) spot deals — when payback period is over (?):
- dated
- forward
- futures
Regions: Western, Central & Eastern Europe

(2) New projects in_newregions with no/lack-ofinfrastructure for
both production and transportation (usually more capital-intensive
projects, relatively big to the existing market) =
(a) long-term “take and/or pay” contracts
Regions: Russia, CIS, Asia

IHHITullD é
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DESTINATION CLAUSES: AN INTEGRAL PART OF EXISTING
RUSSIAN EXPORT SCHEMES TO EUROPE

( Pg=P.= P,=P:
AE <AB <AD <AC

\ I:)AVC = I:)A>D< I:)AVB = I:)AVE
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3.4 DESTINATION CLAUSES

GAS PRICE ARRANGEMENTS (SCHEMATIC) FOR
RUSSIAN GAS AT BAUMGARTEN

French Price
.

Effective Price

=

Contract Price

AUSTRIA ITALY FRANCE

F - F; = French transportation adjustment | - | = ltalian transportation adjustment
A¢ - F¢ = French Baumgarten "discount” = |talian Baumgarten "discount”

& 2003 Morten Frisch Consulting wuwwmfconsultingco.nk
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ROLE OF GAS TRANSIT
FOR ITS MAIN EXISTING EXPORTERS TO EUROPE (1999)

Direct Transit through the territory of:
Country- supplies, % of volume of exports
exporter | % of volume one two three four
of exports | country countries countries | countries
EXISTING EXPORTERS
Netherlands 76,2 13,8 10,0 - -

Norway 67,7 7,5 21,4 3,4 _
Algeria 44,9 14,8 9,6 24,3 6,4
Russia 39,5 9,4 11,4 28,1 11,6
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2. EU gas market development trends
(EU gas business community views)

€

www.encharter.org



How would you characterise Europe’s
gas market in 10 years time?

(D Dominated by a few fully integrated energy compan  ies

I 64%

@ Dominated by 2 large companies; 1 upstream, 1 dow  nstream
1 3%

(3 Dominated by gas sellers

M 11%

@ Dominated by a few large international gas buyers

B 15%

® Dominated by national champion gas buyers
¥ 7%

Source Flame 2004 Conference Polling Session 0
Y TY
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When do you believe that European long
term contract gas prices will become
decoupled from oll and determined by
spot/futures prices?

(D Before end - 2005
| 1%

@ Before end - 2010
I 24%

(3 Before end - 2015
I  36%

@ Later than 2015
B 15%

® Never |
0 Y
Source Flame 2004 Conference Polling Sessim_ 24% N i
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By the end of 2008 what will be the volume
of gas sold at hubs as a percentage of

total EU gas sales?

D 5% or less
B 9%

@ 6-10%
D 359

11-20%
I 37%

€)
@ 21-30%
®

B 12%
More than 30%
7%
Source Flame 2004 Conference Polling Sessi na ‘ H 11
g Session ‘
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Why do you think that traded markets
across Europe lack liquidity?

(D Refusal of major companies to participate signifi cantly

I 30%

@ Lack of trading counter-parties

B 16%

(3 Access to pipeline capacity

D 41%

@ Regulatory risk

M 8%
® Limited understanding of trading within your own organisation
W 5%
Source Flame 2004 Conference Polling Session ‘1dm
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3. Future developments of Russia’s gas export
characteristic features
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EU POSITION ON LONG-TERM CONTRACTS

Item 22: “Long-term contracts will continue to bean
Important part of the gas supply of Member States iad
should be maintained as an option for gas supply
undertakings in so far as they do not undermine the
objectives of this Directive and are compatible wit the
Treaty, including competition rules.”

Source
Amended proposal for a

DIRECTIVE OF THE EUROPEAN PARLIAMENT AND OF THE COU NCIL

amending Directives 96/92/EC and 98/30/EC concermarrules for the internal markets

in electricity and natural gas
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EU COMMISSION — ENI — GAZPROM SOLUTION:
SETTLEMENT FOR DESTINATION CLAUSES IN EUROPE?

» Delete territorial sales restrictions from all exising gas supply
contracts. Two delivery points (new contracts) ingad of one
(existing contracts). ENI free to re-sell gas to andestination, incl.
outside ltaly

 ENI committed to offer significant gas volumes to astomers
outside Italy over 5-year period starting 01.10.208. If not sell
sufficient volumes during first half of the period— auction at
Baumgarten

* Refrain from introducing ENI consent clauses in hewcontracts in
Italy

 ENI to promote capacity increase (2008-2011) of itmajority-
controlled TAG pipeline (100% of Russian gas to Ity) and to
promote an improved TPA to use TAG for transit

Source Commission press-release on territorial destmatiauses with Gazprom and ENI,
IP/03/1345, 06.10.2003/ Commission Staff Workingéta'Energy Dialogue with Russia.

Update on progress”, 28.01.2004, SEC (2004)114 gArén é
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5.2 CONCLUSIONS

The removal of destination clauses should be strictly tied to
and be conditional upon the introduction of full and
unrestricted TPA in the EU gas transmission system

Removal of destination clauses without unrestricted
transmission system TPA would give gas importers undue
advantages over gas exporters

£ 2003 Morten FErsch Consulting v mfeonsulninmeouk
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TRANSIT IS NOT THE ONLY OPTION ...

7
=

CP1 Area

3 possibilities of energy supplies from A to B:
No transit (on-boarder sales at C, D):
RUF-EU, Turkmenistan-RUF, Kazakhstan-RUF, Algeria-ltaly, Algeria-Spain
Transit:
 through the pipe owned/leased by shipper: France-&many, Norway-France, Italy-

Austria; planned RUF-CIS/EE é

« through the pipe not owned by shipper
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... BUT IT MIGHT BE THE CHEAPEST ONE —
IF ADEQUATELY LEGALLY PROTECTED

TWO SCENARIOS OF RUSSIAN GAS EXPANSION FURTHER

v

INTO EUROPE

1) Gazprom = owner of pipeline
(construction of new pipeline
capacities, purchase of pipeline
companies shares)

- More expensive

- Decreasing rights of pipeline
owners on decisions for transit/
transportation conditions
according to EC legislation

v

1) Gazprom = shipper(from gas
sales at the border to wholesale
buyers/resellers —> to sales to
final consumers within country)

- Less expensive

- Increasing rights of
transporters on decisions...
according to EC legislation

Dr. A. Konoplianik, ASI Energy Symposium, 15.03.208, London - Figure 16
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N =

8.
9.

ECT TRANSIT PROTOCOL: MAJOR ISSUES ADDRESSED

Obligation to observe Transit Agreements
Prohibition of unauthorized taking of EMP in Transit

Definition of Available Capacity in Energy Transport Facilities used for
Transit

Negotiated TPA to Available Capacity (mandatory PA is excluded)

Facilitation of construction, expansion or operabn of Energy Transport
Facilities used for Transit

Transit Tariffs shall be non-discriminating, objective, reasonable and
transparent, not affected by market distortions, aml cost-based incl.
reasonable ROR

Technical and accounting standards harmonized byse of internationally
accepted standards

Energy metering and measuring strengthened at ietnational borders

Co-ordination in the event of accidental interrugiion, reduction or stoppage
of Transit

10. Protection of International Energy Swap Agreemets
11. Implementation and compliance
12. Dispute settlement

Dr. A. Konoplianik, ASI Energy Symposium, 15.03.208, London - Figure 17 é
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ECT TRANSIT PROTOCOL AND “MINIMUM STANDARD”
PROVISIONS WITHIN AND OUTSIDE EU

Protection mechanisms dominance areas

Level of Civillaw FLlolle [ e
[ s and . discrimination
investments [* ) g level
protection | WHHH
ECT / Transit Protocol i‘....|||||||HHHm |
580
\ :
O ;
00‘@ :
CIS/East.Europe EC
) Monopoly Competition g

Energy market development stages
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RUSSIA (V.KHRISTENKO) ON THREE OUTSTANDING ISSUES

“Ratification of the ECT means only one thing for Russia as of
today - namely, completion of negotiations and readahg final
formulations on the one single protocol ... That is tB Protocol
on Transit ... Consultations on this protocol ... are stl being
conducted. As of today, the Russian Federation stiilas a
number of serious concerns. We have three points, uwam are
guite serious ones for us, and on which we wouldckk to find
satisfactory answers. Once we achieve satisfactorgsults on
this protocol, we will be ready to sign it ... Therebre, we are
proposing to continue the work and seek a mutuallacceptable
outcome - and then, correspondingly, options will ogn up with
regard to the ECT in general.”

(Press-conference given by Russian Deputy Prime Minister Viktor Khristenko
at the Russian EU Mission in Brussels, 23 June 2003) é
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4. RUF-EU energy agenda — how and where to
proceed
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EU - RUF WTO ENERGY AGENDA
(EU COMMISSION’S SIX DEMANDS ON RUSSIA)

* Raise internal prices for natural gas

 End Gazprom’s monopoly on gas exports

 Lift restrictions on gas transit (“free transit”)

» Allow foreign investors to build pipelines in Russa

* Introduce equal prices for transit of gas for domesc
users and for exports

e Cancel gas export tariffs

Source: www.russiajournal.com, 02.03.04

€
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RUSSIA (V.KHRISTENKO) ON ECT - WTO

The issue of transiting Russia's gas across the Eapean Union should
be dealt with in the framework of the Energy Charte, not WTO.

V.Khristenko labelled "unexpected" the fact that the issue of gas
transit across Europe has surfaced in the frameworlof negotiations on
Russia's accession to the WTO. "From our point of \aw, this is
Impossible as a matter of principle: to leave asid#he Charter which has
been established especially to deal with such issy@nd take the topic to
negotiations on the WTO. Our position is simple - WD in no way
resolves the transit problems. This theme is not ceved by WTO
norms and rules"

"It is not possible to discuss a topic everywhereral in all places. For
starters, clarity should be reached where to discgsand return to a
single venue - either one or the other negotiatingable®. Vice-premier
stated that, in all likelihood, the theme of gas @nsit in WTO
negotiations will be dropped, after all, and the dicussions will return to
the Transit Protocol of the Energy Charter.

From RI A-Novosti, Moscow, 1 December 2003 é
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EU ON TRANSIT PROTOCOL

“The Council recalls the importance of the role ofthe
Energy Charter Treaty Iin supporting long-term
cooperation between the EU and its neighbors and
partners by promoting investment in energy facilites, free
trade in energy, and the uninterrupted transit of eergy;
underlines that the Russian Federation should be fther
encouraged to ratify the Energy Charter Treaty andseek
agreement to the Transit Protocol...”

From Conclusions adopted by the Meeting of the European Union
Council on Transport, Telecommunications and Energy,
Brussels, 15 December 2003

€
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RUSSIAN POSITION ON ENERGY TRANSIT NEGOTIATIONS

« ECT TP three outstanding issues still not solved beeen RUF
and EU

« RUF-EU 3 outstanding transit issues = part of multateral
ECT transit agenda,or 3 outstanding issues in multilateral
ECT transit negotiations = part of bilateral RUF-EU agenda?

 To decouple WTO-ECT agenda (transit issues = undeétnergy
Charter)

— Multilateral negotiations (ECT TP) vs. unilateral demands
(WTQO accession)

— Same topics — different negotiating teams

— Same topics — different negotiating approaches

€
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DEFINITION OF AVAILABLE CAPACITY

Capacity
Total physical operating capacity

Available capacity Operating margin

Infrastructure owners own transportation needs
(for hydrocarbons only)

—

/
Fulfillment of any other binding obligations pursuant to @ Key p0|_nt of
laws and regulations to ensure the supply of energy a discussion
Contracting Party (i.e. public service obligations) atTWG

©
©

Fulfillment of obligations under any
valid and legally binding agreements

Time é
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REIO CLAUSE: GEOGRAPHICAL ASPECTS

\

™
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REIO CLAUSE: LEGAL ASPECTS

European Union

= Transit under (a) Before REIO:

Transit Protocol

Source

AN

Either transportation in accordance
with domestic legislation and with
the ECT and/or the Transit
Protocol

Destination

Transportation
under EU
legislation +
WTO + ECT

European Union Transportation under EU
— legislation + WTO + ECT

Source

(b) After REIO: — N
Either transportation
in accordance with

Destination domestic legislation

and with the ECT
and/or the Transit
Protocol

Dr. A. Konoplianik, ASI Energy Symposium, 15.03.208, London - Figure 26
www.encharter.org



RIGHT OF FIRST REFUSAL (RFR): SCOPE AND MECHANISMS O F APPLICATION

SSR-Germany (France, Italy, Turkey, ...) N
@,RF-Germany N § RF-Germany X :
I r(France, Italy, Turkey, ...) : (France, ltaly, Turke;g, cer) I
I@' ! SUPPLY | SUPPLY | !
> O ; i ; l
o I : : I
o
|_
?Z ! LTC1 ! LTC 2 : |
O I I I '
bE O E | |
I I I '
I | TRANSIT TRANSIT | :
E | [ I |
52 ' '
zey o TL T T4 Ti T2 T2 T2 N2 T2
xr =zl I I I
y 8: I | |
| I I
, RFR - RFR  RFR I RFR RFR RFR RFR' RFR
1991 2003  RFR not 2020
LTC 1, LTC 2 — Long-term (supply) contracts :
T 1, T 2 — Transit contracts: RF-Ukraine appllcable
(Belarus, Slovakia, Czech, ...) 2(!08 é
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