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1. Introduction

Diversification of energy export has become one of the most remarkable trends in
Russia’s energy policy. What makes this diversification especially noteworthy is the fact that
it implies not a mere geographical re-orientation of the energy flows - away from the
European and towards the Asian markets - but involves considerable structural changes across
a broad set of Russian energy policy issues.

Russia started considering the possibility for oil and natural gas supplies to Asia since the
early 1990s (Eder et al. 2009; Henderson 2011). More discernibly, the idea of Russia’s energy
export diversification as one of the goals of the national energy policy surfaced in the early
2000s (Shadrina 2010). This target was emphasised more clearly in the Energy Strategy 2030
endorsed in 2009. That year, the second Russia-Ukraine transit crisis happened, energy
demand in Europe declined over a severe economic slump and the EU adopted the Third
Energy Package (TEP), which de jure banned Gazprom’s business model in Europe
(Yafimava 2013).

The new Russia’s Energy Strategy until 2035" is being prepared in the environment of
tightening economic sanctions’ imposed by the EU, US and other nations against Russia over
the latter’s stance in the Ukrainian conflict, deepening economic recession in Russia
(additionally worsened by the sharp fall in oil and other natural resources prices) and
progressing regulatory reforms in Russia’s principal oil and natural gas importer — the EU -
towards harmonised energy market institutionalised in the form of the Energy Union.’
Widening institutional divergence with the EU over energy governance have already resulted
in a noticeable decline in the bilateral energy relations (Shadrina 2014a, Henderson and
Mitrova 2015). Once the EU regulatory reforms are fully implemented, Russian energy
suppliers will face drastically different business environment in which they are predetermined
to play a smaller role. Seen in this light, Russia’s expedited pivoting to Asia appears to be
entirely rational.

As Russia turns to Asia, it is worth examining its Asian energy policy in-the-making and
assess its validity. The report illuminates recent transformations in energy policy of Russia
vis-a-vis Northeast Asia (NEA).

Russia’s prospects for larger energy cooperation with Japan depend on the latter’s
demand for fossil fuels, which is closely linked to the issue of nuclear energy resumption; the
potential for indigenous production through renewable energy development, as well as the
progression in the production of methane hydrate; and the possibilities for other supplies in
the Japanese market, first of all, of North American LNG. The disparities between Russia and
Japan over the long-standing territorial issue and more recently Japan’s stance on the Western

! Dneprermueckas Crpaterns Poccuitckoit ®enepamun Ha iepros 1o 2035 roga. [Tpoext. MunncrepceTBo DHepreTnku Poccuitckoit
Oenepauun. Mocksa. 2014. http://minenergo.gov.ru/upload/iblock/621/621d81f0fb5a11919f912bfafb3248d6.pdf

? CaHKIHOHHEIE CIIMCKH IPOTHB POCCHHACKHX rpaciaH i kommanuii. RiaNovosti <http://ria.ru/politics/20140718/1016514535 html>;
Cankiuu B oTHomenuu Poccun. RiaNovosti. 31 July 2015 <http://ria.ru/trend/eu_russia_sanctions_14032014/>; and Ukraine-related
Designations; Sectoral Sanctions Identifications. U.S. Department of the Treasury. July 30, 2015 <http://www.treasury.gov/resource-
center/sanctions/OF AC-Enforcement/Pages/20150730.aspx>

* “Energy Union Package.” FEuropean Commission. Brussels. 25 February 2015 <http://ec.europa.eu/priorities/energy-
union/docs/energyunion_en.pdf>

* There is no agreed vision on the geographical contour of NEA. In most instances, NEA as a whole encompasses the People’s Republic of
China (China), Japan, the Democratic Republic of Korea (the DPRK), the Republic of Korea (Korea), Mongolia and the Russian Federation
(Russia). In the present study, Russia’s energy relations are analysed with three NEA countries: China, Japan and Korea.
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sanctions against Russia are additional factors, which, to an extent, affect the bilateral
relations in energy sector.

The scope for Russia’s energy cooperation with Korea depends largely on the trends in
the country’s energy demand, which, in turn, is derivative of the government policy priorities
in the segments of renewable and nuclear energy, as well as a result of competition among the
external suppliers of energy resources. Although geopolitical factors continue to restrain the
possibilities for Korea’s pipeline links with Russia, the report argues that the bilateral energy
ties can see more vigour.

The largest uncertainties that Russia faces are vis-a-vis China. China’s weakening energy
demand (a result of decelerating economic growth), certain advances in its ambitious strategy
for indigenous energy production (CBM, shale gas and oil, etc.), progress in the domestic gas
market liberalisation and so forth, define the country’s motivation for energy cooperation with
Russia. By the virtue of their geographical location, Russia and China have much greater
options for developing versatile energy cooperation; the benefit that they have already started
to employ by developing trade in electricity, coal, launching the Eastern Siberia Pacific Ocean
(ESPO) oil pipeline, beginning the construction of the Power of Siberia (PoS) gas pipeline
and so on. Even so, an appropriate question to ask here is: Does this larger scale and diversity
of cooperation indeed signify a strategic partnership? The report aims to demonstrate that it
does, yet arguing that strategic thinking is at times in shortage on Russia’s side.

It has been noted in the opening lines that Russia’s energy diversification is a
multidimensional task. Indeed, as Russia’s ability to supply NEAs with energy resources
depends upon the progress in developing the resource base of Eastern Siberia and the Far East
(ESFE®), domestic regional economic development is an indispensable element of Russia’s
Asian energy policy. Furthermore, development of energy resources requires trade,
investment, technology and other forms of cooperation. Therefore, seeking to answer the
principal question — Can Russia be a better partner to NEAs? — the report also explores
whether the existing intergovernmental and issue- and sector-specific bi- and multilateral
institutions are instrumental in enhancing Russia’s energy cooperation with NEAs.

* Based on <http://www.vokrugsveta.ru/encyclopedia>, the report interprets geographical terms as follows: the Russian Far East is
located east of Siberia and Trans-Baikal, in the valleys of the rivers flowing into the seas and the Pacific Ocean. Administratively, it includes
the following constituencies: Amur Oblast, Chukotka Autonomous Okrug, Jewish Autonomous Oblast, Kamchatka Krai, Khabarovsk Krai,
Magadan Oblast, Primorsky Krai, the Republic of Sakha (Yakutia) and Sakhalin Oblast. Geographically, the Eastern Siberia consists of
eastern, mountainous part of Siberia between the Western Siberia and the Russian Far East. It includes the Yenisei River basin, Trans-Baikal
region, Yakutia, Taimyr Peninsula and the archipelagos of the Arctic Ocean - the Severnaya Zemlya and the Novosibirsk Islands. Eastern
Siberia includes the following constituencies: Eastern Siberia includes such regions as the Republic of Buryat, Irkutsk Oblast’, Krasnoyarsk
Krai, the Republic of Khakasiya, the Republic of Tuva and Zabaikalje (Trans-Baikal) Krai. Western Siberia includes part of Siberia between
the Ural Mountains and the Yenisei River valley, stretches from south to north from the steppes of Kazakhstan and the Altai Mountains to
the Kara Sea and its bays. Western Siberia includes the following constituencies: Tomsk Oblast, Omsk Oblast, Novosibirsk Oblast,
Kemerovo Oblast, Altai Krai, the Republic of Altai, western parts of Krasnoyarsk Krai, part of Sverdlovsk Oblast, part of Chelyabinsk
Oblast, Kurgansk Oblast, Khanty-Mansiisky Autonomous District and Yamalo-Nenetsky Autonomous District. Ural economic region
occupies territory between Russia’s European part and Western Siberia; includes the following administrative units: the Republic of
Bashkortostan, Permj Krai, Orenburg Oblast, Kurgan Oblast, Sverdlovsk Oblast and Chelyabinsk Oblast. To describe a vast region adjacent
to the Northeast Asia, this report uses the term “Eastern Siberia and the Far East”, abbreviated as ESFE.
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2. Russia’s Energy Policy Transformations: Eastern Pivot
2.1. Russia’s Asian Policy: Rationale, Objectives and Instruments

(1)Rationale

To elucidate the rationale behind Russia’s re-orientation of Europe-bound pipelines and
expansion towards Asia, several specific features of Russia’s economy and its export need to
be explained.

Russian economy is notorious for its over-dependency on natural resources. Relatively
insignificant in the early 1990s, the dependency on energy resources has been growing
steadily. To characterise the scale of this problem, the dynamics and structure of budget
revenues and exports are examined.

Measured through the share of revenues in Russia’s budget, oil and gas revenues
exceeded 50 per cent in 2014 (Figure 1). Following more than two-fold drop in the oil prices,
however, these revenues shrunk by RUB 2.1 tn ($ 35 bn) to some 42 per cent in the first half
of 2015.° Traditionally, Russia’s oil sector has been making larger contributions to the budget
revenues than the gas industry. In 2014, the latter accounted for 11.58 per cent of the total oil
and gas revenues remaining nearly unchanged compared with 12.29 per cent in 2013 and
10.86 per cent in 2012.”

Figure 1: Russia’s Budget Revenues, % of GDP

1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014
Total Revenues, % of GDP 14,1 162 155 138 11,5 127 154 17,8 20,3 19,6 20,1 237 233 234 225 189 17,9 20,3 207 19,7 204
Oil & Gas Revenues, % of GDP 03 04 07 14 14 14 14 16 3 3 63 10 11 87 106 77 83 101 104 98 105
Revenues Except Oil & Gas, % of GDP 139 158 149 12,4 10,1 11,3 14 162 17,3 165 138 137 124 147 11,8 11,2 96 102 103 98 9,9

Source: composed based on McnonHenue GenepanbHOro 0r/pKeTa U OFIKETOB OI0KETHON CUCTEMBI

Poccwuiickoii deneparyu 3a 2014 rox (mpensapurenbHbie HTOrKM). MuHHCTEpeTBO hriHaHCcOB Poccuiickoi
Oenepanun. Mocksa, anpens 2015. cc. 23-24
<http://www.minfin.ru/common/upload/library/2015/04/main/kniga%202014%20kolleg.pdf>

¢ Hedrstnuku ot6mmuck or Munduna. 28 centsaops 2015. OilCapital.ru
<http://news.rambler.ru/head/31462837/?utm_source=facebook&utm_medium=sharing>

" In 2015, Rosneft will pay about $23 bn less in taxes compared to 2014 because of the oil price collapse; Gazprom will become the largest
taxpayer.
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Oil and gas constitute large portion of Russia’s exports. Moreover, their share in Russia’s
total merchandise exports increased from just over 40 per cent in the early 1990s to over 70
per cent in 2014 (Figure 2). Traditionally, the share of oil and oil products in Russia’s exports
has been larger than that of natural gas. That is to say, in 2000, oil accounted for 25.47 and oil
products - for 11.00 per cent, while share of gas was 16.77 per cent of the total value of
export. By 2014, oil and oil products exports grew to 30.92 and 23.27 per cent, respectively,
while the share of gas decreased to 12.15 per cent. In 2014, oil and gas export duties
contributed over 64 per cent to the oil and gas sectors revenues, making up over 31 per cent of
the total budget revenues. Yet, the share of oil sector duties was larger: 54 per cent against
27.1 per cent of gas. Using the indicator of natural resources rents as a percentage of GDP,"
Russia’s oil sector has also been more efficient compared with the gas segment. Lately, the
decline in natural gas rents has been especially dramatic.

Figure 2: Russia’s Oil and Gas Rents’ and Fuel Exports, % of GDP
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i e"p°"se§(é’o‘:tfs’)“e'°ha"d'Se 43,145, 780,261, 780, 581,882 454, 454 , 691, 2, 81 , 455,686, 655, 655, 980, 9B, 25

Source: composed based on World Development Indicators
<http://databank.worldbank.org/data/reports.aspx?source=2&series=NY.GDP.TOTL.RT.ZS,NY.GDP.PETR.RT.ZS,NY.GDP.NGAS.RT.ZS,
NY.GDP.COAL.RT.ZS,NY.GDP.MINR.RT.ZS,NY .GDP.FRST.RT.ZS#>

High concentration of Russia’s energy exports on one market additionally complicates
the problem of export dependency, as the fluctuations in the major importer’s demand create
great uncertainties about the suppliers ability to sell already produced volumes. Furthermore,
price volatility affects the value of export revenues undermining financial stability of
exporters and public budget. To illustrate, the European customers purchase a great share of
Russia’s oil exports: 74.6 per cent in 2013 and 68.1 per cent in 2014. While the share of Asia-

# The resource rent of a natural resource is the total revenue that can be generated from the extraction of the natural resource, less the cost
of extracting the resource (including a normal return on investment to the extractive enterprise).

? Natural resource rent is the total revenue, which can be generated from the extraction of the natural resource, less the cost of extracting
the resource (including a normal return on investment to the extractive enterprise).
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Pacific contracts increases in line with the ESFE’s greenfields and infrastructure
development, in 2014 they still accounted for 30.4 per cent of Russia’s oil exports (23.7 per
cent in 2013). The recent trend in oil exports is clear: two principal export destinations —
Europe and Asia - are being re-balanced. In 2014, oil exports to the European markets
declined by 18.7 Mt (by 12.1 per cent) compared to 2013, while deliveries to Asia Pacific
grew by 11.5 Mt (23.4 per cent). Most recently, the ratio of capacity utilisation of Europe-
oriented oil pipelines was about 70 per cent for the links via Belarus, and zero for the
pipelines crossing Ukraine. On the other hand, China-oriented ESPO pipeline was exploited at
nearly 80 per cent of its capacity in 2013, and almost 100 per cent in 2014.'" In the gas
segment, however, Russia has no room for manoeuvre, because all Russia’s gas export
pipelines are Europe-bound and only a small quantity of LNG is currently supplied to the
Asian markets from Sakhalin. A result of great miscalculations of the EU’s gas demand,
Gazprom has developed an excess capacity of some 173 bem.'' The consequences of a recent
decline in Europe-bound exports are dramatic for Russia. Natural gas plays a special role in
domestic economy. In order to support vulnerable low-income households and improve the
competitiveness of domestic manufacturers, the Russian government regulates gas prices
keeping them below the international level. It is the external markets that help Gazprom — the
dominant producer and pipeline export monopolist — partially compensate for the production
costs and overcome some of the limitations of rather uneconomic nature of the industry.
Hence, Russia’s pipeline gas export has been traditionally oriented to commercially attractive
western markets.

The history of (Soviet) Russian pipeline gas exports to the European markets dates back
to the late 1960s, when the first deliveries reached Austria in 1968 (Motomura 2005;
Hogselius 2013). By the 2010s, however, various changes, such as the advancement of
regulatory reforms in the EU, which prioritise liberalization of energy markets, harmonization
of national energy governance systems, adherence to the ideas of import diversification and
sustainability, as well as an absolute decline in the EU’s energy demand due to its weaker
economy, resulted in a smaller room for Russia’s energy supplies. Commercial and later on
political tensions with major transit partner - Ukraine — have been adversely affecting
Russia’s relations with the European consumers. Since 2014, economic sanctions against
Russian energy companies imposed direct constraints on commercial, technological and
financial cooperation with the West threatening, thereby, the prospects for oil and gas projects
development (Table 1).

' Map at official web-site of Ministry of Energy <http://minenergo.gov.ru/activity/oilgas/>
'" Gazprom’s export pipelines capacity for Europe is 257 bem, including 142 bem via Ukraine and 38 bem via Belarus, but the actual
exports in 2014 were over 110 bem less than the total capacity.
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Table 1: Sanctions-Triggered Changes in Russia’s Energy Policy

Type

Measures > Effect

Counter-measures

Trade restrictions
(export controls)

Products under the EU’s deep-water oil exploration restrictions
(Gazpromneftj — Shell, Bazhen; Lukoil — Total, Bazhen, etc.);12 us’
Arctic, deep water and difficult-to-recover resources (ExxonMobil—
RN, Bazhen tight oil, South Kara Sea, etc.)'> => increasing technical
and technological limitations

Substitution by domestic supplies'* and
imports from non-(sanctions)senders

Financial transactions
restrictions

Gazprombank, VTB Bank, VEB, Eximbank of Russia, Far East and
Baikal Region Development Fund OJSC, Federal Center for Project
Finance, etc. => lack of financial resources to fund exploration and
production activity

National Wealth Fund (NWF) funding,"
re-orientation towards financing from
non-senders

Technology transfer
restrictions

Gazprom, Gazpromneft, Lukoil, Rosneft, Surgutneftegas =>
increasing technological insufficiency, especially in the segment of
offshore “green fields” and non-traditional reserves

Substitution by domestic supplies and
imports from non-senders'®

Sanctioned energy
projects

Yuzhno-Kirinskoye field (Sakhalin-3, Gazprom)"’

Project put on hold

Industry sector
sanction list

Line pipe, oil well drill pipe, mobile drilling derricks, etc.

Substitution by domestic supplies'®,"” and
imports from non-senders

Bans on transactions
with sanctioned entities

Gazprom, Gazprom Neft, Rosneft, Transneft, Surgutneftegaz,
Lukoil, Novatek, SISC Vankorneft, PJSC Verkhnechonskneftegaz,
0OJSC Angarsk Petrochemical Company, etc. => limitations for
wide-range cooperation with IOCs

Diversification towards non-senders

Travel restrictions for
companies’ CEOs

Igor Sechin (Rosneft), Arkady, Boris and Roman Rotenbergs
(Stroygazmontazh, etc.), Gennady Timchenko (Gunvor), etc. =>
limitations on companies’ transactions

Re-orientation towards non-senders

Source: author.

Under such circumstances, seeking to secure large and potentially growing markets,
Russia has drastically accelerated its efforts for export diversification. Especially rapid
developments have taken place in gas sector. Russia initiated the re-routing of its traditional
pipeline links with Europe and the expansion towards the new markets in Asia. The former
involves the construction of four lines of the Turkish Stream (TS), or, and what lately
appeared as more likely to happen, only one line to serve Turkey’s demand exclusively’; and
the Nord Stream-2 (NS-2) to bring Russia’s gas directly to Germany.*' The latter implies

12 J3sinko,

Tumodeit

(2015) Total cpemama CTaBKy Ha OTMEHY

<http://top.rbc.ru/business/08/07/2015/559bbd519a79471ea340d205>
" Tkaués, MBan, Cyxapesckas, Anena, CotnukoBa Acs (2014) CIIIA NpHOTKpBUIM OCTYN K «TpymHoii» Hedrtd B Cubupu. PBK. 26
HOs10pst <http://top.rbc.ru/business/26/11/2014/5474d364cbb20f0b7a090952>
' Mimnoprosamenenue o6oiinercs B 1,5 TpnH py6neit. Mzsecmus. 2 anpens 2015 <http://izvestia.ru/news/584888>
" Jlanetnna, Auna (2015) TIpaBHTENECTBO HA TPETH YPEKET PACXOMIBI HA HHBECTHIIHOHHEIE TIPOEKTHL. Slon. 7u. 2 MIOHS
<https://slon.ru/posts/52239>
' Poccmiickas "He(TAHKA" He MOXET JKUTh Ha 3anagHoM obeceuennn. Hayuonansnan Accoyuanus negpmezazo60zo cepguca. 12 mons
2015 <http://nangs.org/news/industry/rossijskaya-neftyanka-ne-mozhet-zhit-na-zapadnom-obespechenii-1055>

17
MopparonieHko,

Omsra, bapcykos, IOpmit (2015) bBem  Shell na

<http://www.kommersant.ru/doc/278563 1>
' 06 yTBepKICHUH IUTaHa MEPOTIPUATHIA IO MMIOPTO3aMEILIEHHIO B OTPACITH HE()TEra30BOr0 MAITHHOCTPOEHHUs Poccuiickoii deepaiuy.
Munucrepctso IIpombinuiennoctu 1 Toprosiu Poccuiickoit @eneparun. Ipukas Ne 645. 16 mapra 2015
<http://minpromtorg.gov.ru/common/upload/files/docs/645.pdf>
' Camoganosa, Onbra (2015) CaHKIMH TOMOTYT BEpHYTh B POCCHIO TPOM3BOJCTBO He)TerasoBoro oG6opynosanus. Bsenad, 11 Mapra
<http://www.vz.ru/economy/2015/3/11/733772.htm1>
%0 As at the time of writing, the prospects of all energy projects between Russia and Turkey are endangered by Turkey’s strike on Russia’s
warplane (24 November 2015), which operated in Syria fulfilling Russia’s anti-IS campaign. In retaliation, Russia prepares a wide range of
economic sanctions against Turkey.
*! Germany and Turkey are the largest and the second large Russian gas importers.
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building the Power of Siberia (PoS) and PoS-2, with the probability being high for the second
project to be postponed until China sees clearer its western provinces’ gas needs. To this,
numerous projects for the development of LNG need to be added (Table 2). Combined, these
efforts in both — the west and east - dimensions are believed to be instrumental in
materialization of Russia’s goal of diversification. Yet, sanctions have caused some

corrections to the original plans.

Table 2: Russia’s Gas Sector under the Triple Challenge® (as of November 2015)

Company Targeted Commenced High Probability of | Scrapped* or Developments under Sanctions
Markets Implementation Post-2020
Gazprom East Power of Siberia | Power of Siberia- | Vladivostok construction of the Power of Siberia started in September 2014
gas pipeline 2 (Altai) LNG plant,5 | CNPC started its part of the Power of Siberia in Heihe in June
Mt (>15Mt) | 2015
3 train Sakhalin the Power of Siberia’s commissioning postponed by 2 years
2LNG5 Mt 4t train (from 2019 to 2021)
Sakhalin 2 the Power of Siberia costs $55-70 bn possibility to partially
LNG finance with $25bn of CNPC's advanced payment
negotiations on Altai (Power of Siberia-2) continue, agreement
expected within Q12016
Gazprom and Shell signed agreement on Sakhalin-2 31 train on
18 June 2015; Shell is likely to participate in development of US-
sanctioned Yuzhno-Kirinskoe gas field Sakhalin-3 project,
which is to start in 2019; 3 train — 2021
Gazprom retains monopoly in pipeline sector
Gazprom's main strategy - expansion of exports to China
West Turkish Stream, 1 | South . Gazprom started and stopped some construction works along the
line (15.75 bem), | Stream former South Stream route (having spent some $ 16-17 bn)
2018 Nord Stream- | Gazprom initiated Turkish Stream; invited Botas to join
2 2d |ine funding of $17.2 bn (€15.5bn) for the Trkish Stream remained
Nord Stream-2, 1 . unclear;
line (27.5 bcm), &”k'Sh prospects of Turkish Stream worsened due to Russia-Turkey
ream 2nd ; . : At ,
2019 line increased tensions over Syria and uncertainty in Turkey's
domestic politics
Baltiisky Turkish Nord Stream-2: Gazprom and Royal Dutch Shell (together with
LNG 8Mt ﬁ;[fsam 34" | Germany’s E.ON and Austria's OMV) to fund 30% of $11.2bn
(€9.9bn), the rest - through bank loans
Shtokman Baltiisky: FID postponed until 2016
LNG(15Mt)
Rosneft East (ongoing Dalnevostoc | Rosneft offered 10% equity in Vankor to CNPC and sold 15% to
development of hny LNG ONGC
oil deposits to Sakhalin-1,5 | Rosneft agreed with BP on 20% equity (approx. $700m) in Taas-
increase exports Mt (>15Mt) | Yuryakh Neftegazodobycha, (JV) to further develop Sredne-
via China- Botuobinskoye oil field2s
oriented ESPO) Rosneft negotiates with Mubadala Petroleum LLC (UAE) to
develop Srednebotuobinskoe and Verkhnechonskoe fields?
Rosneft sought access for its 8 bem/y gas from Sakhalin-1 to GP
infrastructure, but failed
affected by sanctions, Rosneft is less likely (compared to the
prior to the sanctions) to succeed in its LNG strategy

> This implies a combination of three groups of factors with negative impact on Russian energy sector, such as western economic
sanctions, slump in energy prices and weakened demand for energy resources in traditional and potential markets.

 Announced during the 19" Sakhalin Oil and Gas Conference, 28 September — 1 October 2015.

b Kupsss, [etp u Jlroamuna [Togo6enoBa «OT Halero ra3a HUKTO He oTKa3biBaetcs». PBK. 25 okrsops 2015
<http://www.rbcdaily.ru/industry/562949997850750>

> Announced during the Saint Petersburg International Economic Forum, 16-18 June 2015

*6 Announced during the Eastern Economic Forum, Vladivostok, 3-5 September 2015.

9

e-mail: info@eppen.org www.eppen.org




Eppel\f

Enerji Piyasalar ve Politikalari Enstitiisti Enerji Piyasalarl ve Politikalar:1 Enstitiist
Institute for Energy Markets and Policies

oil may remain Rosneft's major business in the short-term

China is Rosneft's major and growing oil importer

West and Pechora Rosneft proposed to the Ministry of Energy a plan for

East LNG 2.6 Mt restructuring the gas sector, which envisages partial liberalisation
(= 5.2Mt) of gas export from 2016; price and export liberalisation with some
with Alltech elements of government regulation by 2019-2022; full

Group liberalisation, including pipeline export, by 2022-2025
Novatek West and Yamal, LNG Arctic LNG 1, Novatek concludes 20-yr 3Mt/y contract with Gazprom Marketing
East plant 16.5 Mt Arctic LNG 2, & Trading Singapore on 23 January 2015, 23-yr 1 Mt/y contract
Arctic LNG 3, with France’s Engie (f. GDF Suez) on 2 June 2015 and 20-yr 0.9
each 5.5 Mt, total Mtly with Shell on 4 June 2015 (previously: Gas Natural (2.5Mt),
16.5 Mt CNPC (3Mt), Total (4Mt), Novatek Gas & Power (2.86Mt)

Novatek (51.1%) sold 9.9% to China'’s Silk Road Fund (others:
CNPC 20%, Total 20%) on 3 September 2015

probability of JBIC's financing

3 new Arctic LNG export projects approved 13.10.2014
although affected by sanctions Novatek, is likely to proceed with
LNG business

Source: author.

(2)Objectives

Following the beginning of the market reforms in Russia, planning at the macro level was
effectively abandoned. Whereas the planning techniques appropriate for the socialist economy
were no longer suitable, a void of comprehensive approaches to strategic programming and
long-term forecasting became obvious. Given the importance of the fuel-energy complex
(FEC) for the Russian economy, there was no shortage of the documents envisioning the
prospects of the sector’s development. >’ The problem, however, was that they have regularly
failed to hold a reality check and, therefore, were abandoned well before their planning
horizons neared. It was not until 2014 that the importance of strategic planning has been
accentuated and the objectives for and the logic behind the process of long-term planning
have been clarified by a specific law.”® Now, the long-term concepts for Russia’s FEC
development are incorporated within a multi-tiered system of strategic plans at the level of
sectoral planning. The development of FEC, in turn, takes place upon the long-term
(visionary) energy forecast™, the energy strategy, the general schemes and programs of
modernization and development of industry systems, the regional energy programs, the long-
term projections for regional energy markets and energy companies’ strategies.

Russia’s principal document for energy sector development is Energy Strategy. As at the
time of writing, Energy Strategy till 2035 (ES 2035) is being finalised. A range of the long-
term (till 2035) programmes for the development of gas, oil, coal and power sectors,

*7 Concept of State Energy Policy in New Economic Situation (Government Resolution Ne 26, 10 September 1992); Principal Provisions of
Energy Strategy of the Russian Federation till 2010 (Government Resolution Ne 1006, 13 October 1995); Principal Provisions of Energy
Strategy of the Russian Federation till 2020 (Government Approval Ne 39, 23 November 2000); Energy Strategy of the Russian Federation
till 2020 (Government Ordinance Ne 1234-r, 28 August 2003); Energy Strategy of the Russian Federation till 2030 (Government Ordinance
Nel715-r, 13 November 2009).

¥ «O crpatermueckoM IUIaHMpoBaHMM B Poccuiickoii ®eneparmm». DemepanbHbiii  3akoH. 172-®3. 28 wmioms 2014 <
http://base.garant.ru/70684666/>

* TIporHo3 pasBUTHA SHEpreTHKH Mupa 1 Poccuu 0 2040 rona. MHcTHTyT DHepreTryecknx Mccnenopanuii Poceniickoi AkaneMun
Hayx. Mocksa. 2014.

* Kowowos, FOpuit (2015) ITymu nogviuenus 060cHosanHocmu 00120cpourbix npoerosos pazeumus TOK. Hosocubupek: Hayxa.
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respectively, are being revised for better coordination with the ES 2035.%" Gazprom’s Eastern
Gas Programme (EGP?) is also being reviewed accordingly.

The scope of Russia’s energy policy objectives is broad, but three areas have been
remaining at the focus; these are economic growth and development, regional development
and exports development (Table 3).

Table 3: Evolution of Objectives of Russia’s Energy Policy

Objectives Energy Strategy 2020 Energy Strategy 2030 Energy Strategy 2035 Draft
Economic growth maximised efficiency in energy 2020 + sustainable economic 2030 + development of domestic
and development resource exploitation and in the use of | growth; creation of an innovative | energy infrastructure (overcoming
the fuel-energy industry’s potential and efficient energy sector imbalance in favour of export
for the purpose of economic growth meeting the needs of a growing infrastructure);
and improvement of quality of living economy and allowing Russia to Improvement of the availability and
standards strengthen its economic status quality of energy products and services;
internationally supremacy of principles of

sustainable development in energy
governance at corporate and national

levels
Regional creation of a single energy 2020 + coordination between 2030 + development of a system of
development space through the development of federal energy programmes and indicators for monitoring and analysis
inter-regional markets and regional programmes for socio- of regional energy security’* of ESFE;
infrastructure, optimisation of economic development; prioritised development of energy
regional energy demand-supply implementation of large-scale infrastructure in ESFE with more
structure; innovative export-oriented accentuated focus on domestic/regional
development of new large gas energy projects in ESFE needs
producing centres in ESFE;
development of (domestically
oriented) gas infrastructure in ESFE
Energy export improvement of competitive adaptation to high volatility of 2030 + adaptation to increasing
expansion position in global energy markets; global energy markets through competition in new trends in global
efficient utilisation of FEC export improved competitiveness; energy markets;
potential; geographic and product strengthening position in LNG global
utilisation of Asia Pacific markets | diversification; market;
potential (share in export by 2020: development of common stable energy relationships and
30% (from 3% in 2003), gas — 15%) Eurasian energy market; development of dialogues with
increasing role of Asia Pacific | traditional partners;
markets (about 30% of energy adaptation to structural and
exports in 2030) institutional changes in European
markets;

rapid entry to Asia-Pacific markets
(by 2035, 42% of Russia’s oil, 43% of
gas, 39% of total energy exports);

enhanced energy dialogue with
Asian partners

Source: adapted from Shadrina 2014a.

*! For more detail:
<http://www.ngv.ru/news/novye skhemy razvitiya gazovoy i neftyanoy otrasley budut podgotovleny ne ranee kontsa goda novak/?sp
hrase id=1378753>

* IIporpamma cosnanus B Boctounoit Cuéupu u Ha JlansaeM BocToke eIMHOl CHCTEMBI TOOBIYH, TPAHCTIOPTHPOBKH ra3a 1
ra30CHa0XEeHUsI C yIETOM BO3MOXKHOTO JKCIIOPTa Ta3a Ha prIHKY Kuras u 1pyrux crpaH AsuaTcko-THXooKeaHCKOTo perroHa. Ministry of
Energy of the Russian Federation. Order N 340. 3 September 2007.

% The complete version of the Draft of Energy Strategy 2035 was not available at the time of writing (November 2015). The comparison is
based upon: Dueprernueckas crparerus Poccun Ha mepuon 1o 2035 roga. [Ipoext. MununcreperBo Duepreruxu Poccuiickoit denepanym.
Mocksa, 2014. <http://minenergo.gov.ru/upload/iblock/621/621d81f0fb5a11919912bfatb3248d6.pdf> and Dueprernueckas crparerus
Poccun 1o 2035 roga. Ananuriyeckuii nentp npu IIpaButensctBe Poccuiickoii ®denepaunu. Mocksa. Centsiops 2015
<http://www.minenergo.gov.ru/upload/iblock/5b5/energeticheskaya-strategiya-2035 22.pdf>

3 JloxTpuHa sHepreTHyeckoii Gezomackoctr Poccni (KO HmenTyanbHbB e yTBepx geHus) [ Doktrina energeticheskoi
bezopasnosti Rossii (kontseptualjnye utverzhdeniya)] <www.labenin.z4.ru/Docs/en_bezop_project.doc>
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As the Table presents, three consecutive documents — ES 2020 (adopted in 2003), ES 2030
(2009) and Draft 2035 — demonstrate Russia’s adherence to the agenda of socio-economic
advancement of the ESFE (the region responsible for the production of energy resources for
the Asian markets); the ESFE’s energy sector development; and expansion of Russia’s Asian
energy exports.

(3) Instruments

From the start of his third presidential term in 2012, Vladimir Putin has been

underscoring the significance of the ESFE for Russia’s geo-political and economic security.
President Putin defined the development of Siberia and the Far East as “national priority for
the entire 21* century”.” Concurrently, the official accounts emphasised the task of the ESFE
development, and a system of institutions capable of fulfilling the regional development
objectives has been gradually constructed (Figure 3) (Horiuchi 2014, Shadrina 2014a,b).

Figure 3: Institutions for Russia’s Energy Policy in Eastern Siberia and the Far East

President of RF = Presidential Energy Commission (2005)

Government of RF
-> Ministry of Energy

-> Ministry for Development of the Far East (2012)
-> Governmental Energy Commission (2012)
-> Governmental Commission for the Far East Development (2013)

Regional Development Energy Sector Russia-NEAs Bilateral Frameworks Multilateral
The Federal Target Development Broader Cooperation Energy Dialogues Fiama0Tks
Programme for Economic and . Shanghai Cooperation
Social Developmem of the Far Energy Strategy 2035 Russia - Japan Action Plan (2003) RduESIa - Japan g_neirgy Organisation, SCO (199)
East and Trans-Baikal Region (2015) and Environment Dialogue

for the Period to 2018 (2013)

Region to 2025 (2013)

Russia - Korea Joint Plan for
Economic Cooperation (2005)
Eastern Gas Program

Cross-Border Trade Payments and

transport development Setflements (2007)

programmes

Special Economic Zones, FL
No. 116, 22.07.2005

Program for Cooperation between the
Regions in ESFE and China’s

Region-specific
Northeast Regions 2009-2018 (2009)

Energy Policy

in Niigata (2007-)

Russia - China Energy

Commission for Energy
Cooperation (2013-)

Russia - Korea Natural
Resources Cooperation
Committee; Russia-Korea

Territories for Advanced S "
Russia-China Investment Fund (2012)

Socio-Economic tax holidays, exemptions, R 0029:::‘;"::835

Development, FL No. 473, subsidies, etc. for energy Ministry for FE Development — Chinese Indpusn'y (2006)

26122014

resource development State Development Bank (2013)

Gas Exporting Countries
Forum, GECF (2001)

Programme for Social and (2007) Agreement betwsen the Russian Disloaus (20081
= Economic Development of the Feder}ation’s Central Bank and the Rchssna—'Chma‘ China:'s IOne Belt, One Road
Far East and Trans-Baikal oil, gas, coal, pipeline People’s Bank of China on Interbank Intergovemmental Initiative, OBOR (2013)

New Development Bank of

BRICS, NDB (2015)

Asian Infrastructure
Investment Bank, AlIB (2015)

Fund for Development of the
Far East (2011)

Far Eastern Federal District
Presidential Envoy

Governments of 9 administrative entities: Amur Oblast, Chukotka Autonomous Okrug, Jewish Autonomous Oblast’,
Kamchatka Krai, Khabarovsk Krai, Magadan Oblast’, Primorsky Krai, Sakha Republic, Sakhalin Oblast)

Interregional Association for Economic Cooperation “The Far East and Trans-Baikal Region”, 1990

Source: author.

% Presidential Address to the Federal Assemble. 13 December 2013 <http://www.rg.ru/2013/12/12/poslanie.html> (in Russian) and
<http://eng.kremlin.ru/news/6402> (in English)
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Institutions for Russia’s energy cooperation with NEAs, as Figure 3 demonstrates, can
be divided into three tiers at the domestic level: national, regional and sectoral, as well as into
two types - bilateral and multilateral - internationally. With the NEAs, Russia has bilateral
frameworks for a broader economic cooperation and loosely shaped frameworks for energy
cooperation; only with China does Russia have energy dialogue, as well a special committee
within the Intergovernmental Commission. Lately, there have been a range of Russia-China
initiatives to spur regional and cross-border cooperation between the ESFE and China’s
northeast. For instance, the 2009 Programme envisages 250 joint undertakings covering wide
range of sectors. In 2012, China and Russia contributed $1bn each (from their sovereign
wealth funds) to the joint Investment Fund and intended to raise additional $2bn for the
investment projects in the CIS (70 per cent of total investment) and China (30 per cent). The
2013 agreement between the Ministry for the Far East Development and the Chinese State
Development Bank pledged $5bn funding to the joint projects. Moreover, dramatically
evolved multilateral frameworks (SCO, OBOR, AIIB, NDB, etc.) allow Russia and China to
expand the avenues for multifaceted cooperation even further.

In line with the objectives presented above, the instruments for Russia’s Asian energy
policy can be described as designed to boost the overall economic development of the ESFE
(federal target programmes, special economic zones (SEZs), territories for advanced
development (TADs) and so on) and enhance oil and gas production in the ESFE (tax and
other incentives) (Table 4).

Table 4: Key Instruments of Russia’s Asian Energy Policy

Principal Focus

Strategic Programming

Investment and Production Promotion

Regional Socio-
Economic
Development

* system of federal and regional institutions
(Ministry for Development of the Far East, etc.)
* federal target programme and regional
programme for socio-economic development of
Far East and Trans-Baikal regions (Figure 3)

* Fund for Development of the Far East (2011)

* 9 territories for advanced development: Kamchatka,
Mikhailovsky (Primorsky krai); Industrial Park Kangalassy
(Yakutia), Beringovsky (Chukotsky Autonomous District); etc.;
7 more to be created in 2016-2017

* special economic zones: Free Port Vladivostok

Energy Sector
Development

* national energy strategy - Energy Strategy
2035

* long-term (to 2035) programmes for gas and
gas processing industry, oil and oil processing,
coal and power sectors

* companies’ programmes, e.g., Gazprom’s
EGP

* tax manoeuvre - in order to stimulate oil and gas output,
gradual increase of severance tax with simultaneous decrease of
export duties

* export duties exemptions; * profit tax exemptions; * property
tax exemption; * severance tax exemption for oil and gas
greenfields in the ESFE to feed the ESPO oil and Power of
Siberia gas pipelines

* preferential access to infrastructure (power grid and transport)
for companies implementing the Power of Siberia

Source: author.

Regional and sectoral (energy) development are complex tasks, which demand
multidimensional policy. For example, due to the natural loss and domestic inter-regional
migration, the ESFE has been experiencing significant decrease in population since the early
1990s. This aggravated a problem of a lack of skilled labour, which became especially
palpable at the commencement of large-scale energy projects. Lately, the issue has been
addressed by the energy companies themselves via establishing the training programs and
vocational colleges in Sakhalin and Yakutia. The task of improving another important
production factor — capital — has been pursued through a range of national and regional
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economic forums, such as the Saint-Petersburg International Economic Forum and Eastern
Economic Forum in Vladivostok, as well as via the sponsored by energy companies business-
oriented conventions, like the Sakhalin Oil and Gas Conference. To consolidate efforts in
these two areas, two new agencies - for Investment and Export Promotion and Human Capital
Development - were created under the auspices of the Ministry for the Development of the
Far East in 2015.%° Financing, especially under the circumstances of western sanctions, is a
huge hurdle for regional and sectoral development. The government’s allocations through the
channels of federal target programmes for the ESFE economic development, as well as the
National Welfare Fund resources (about $80 bn) are disproportionally small compared to the
scale of developmental tasks. It was for this very reason that the Fund for Development of the
Far East had been inactive for over four years. In 2015, after doubling its capital to RUB
15.5bn ($0.2bn), the Fund could form a portfolio of projects in the approved TADs. By 2025,
the Fund aims to increase its capital to RUB 78bn’’ and seeks to expand the scale of co-
financing through the collaboration with private investors.

Speaking of energy sector fiscal reforms, under the tax manoeuvre,* the government
planned to gradually increase the severance tax while simultaneously decreasing oil export
duties (from 42 per cent to 36 per cent to the base rate).”” Because a decrease of the rate of
export duty by one per cent results in RUB 37 bn ($0.6 bn) losses for the Russian budget, it is
not surprising that under the new realities of declining export revenues, the expanding budget
deficit and the likelihood of massive bankruptcies of energy companies in case the tax
manoeuvre proceeds as scheduled,” the government revised the scale and the timing of tax
reform.*' For the year 2016, the government decided to re-balance the tax burden between the
oil and gas sectors expecting Gazprom to pay some RUB 114.69 bn ($1.6 bn) more in the
form of severance tax.** Overall, the government deliberates a more tenable design for tax
policy. Most recently, there has been a discussion for a devaluation profit (as opposed to
previously exploited concept of a windfall profit) to be taxed. Indeed, despite the collapse of
oil prices by over 50 per cent in the dollar terms the rouble-denominated price of oil dropped
by some 12 per cent (as the Russian rouble has lost more than half of its value) and the rouble
net revenue in production increased by 8 per cent.” Lukoil, for instance, credits the

36 .
Jis pasButus JlanpHero Bocroka co3ganu Ba HOBBIX BeIOMCTBA. Jlanvresocmounwiii Kanuman. 30 Centsabps 2015

<http://dvkapital.ru/timezone/dfo_30.09.2015 7436_dlja-razvitija-dalnego-vostoka-sozdali-dva-novykh-vedomstva.htmI>

37 ®HB «I0-1aILHEBOCTOYHOMY». Bedomocmu. Ne 3891, 10.08.2015.

* For more detail: Ypasmsromuii upexrop kommanun Vygon Consulting I'.Beiron: "B I0/1apoBOM BHPaKEHHH IPHOBLTS He(TIHIKOB
CYLIECTBEHHO CHHM3WIIACH, a JI0JroBasi Harpyska Bo3pocia". 30 cenrsops 2015 <http://www.interfax-russia.ru/exclusives.asp?id=657136>;
Hetpe6a, Iletp (2015) Anton CunyanoB — PBK: «/leméBasti HedyTh — ropbkoe JIeKapcTBO, HO OHO Jieuut». 1 okTs10psi. PHK
<http://daily.rbc.ru/interview/economics/01/10/2015/560d6229a7947ddebd9b53c>

% OcHoOBHbIE HaIpaBJIeHUs HAJIOroBoil monutuku Poccuiickoit ®enepanun Ha 2016 rox u Ha muaHoBbld nepuox 2017 u 2018 romos.
MuHHCTEpCTBO dunancos Poccuiickoit Deneparyy. Mocksa. 2015. cc. 20-22
<http://www.minfin.ru/common/upload/library/2015/07/main/ONNP_2016-2018.pdf>

“ ®aneesa, Amuna (2015) PocT HanoroBoil Harpy3km Ha HE()TSAHHMKOB HPHBEJET K GaHKPOTCTBaM Hedrecepsmcos. Bemomoctu. 28
cenTs0ps <http://www.vedomosti.ru/business/articles/2015/09/25/6103 14-rost-nalogovoi-nagruzki-na-neftyanikov>

*! MeziBenieB npuHsI pelnenne He koppextuposars HJIIIY, GyayT paccMOTpEHbI Apyrie BapHaHThI — TiMakosa. 28 centabps 2015.
OilCapital.ru <http://www.oilcapital.ru/industry/274850.htmI>

# Kabwmun BHOocuT B Tocaymy mompaBku o moBbimeHnmd HJIIA Ha ras s "Tasmpoma" Ha 36,7%. 10 oktsaGps 2015
<http://tass.ru/ekonomika/2335482>

“ Based on Russia’s Central Bank data, Urals average price was about $100/b in October 2013 against about $50/b in October 2015;
exchange rate was RUB 32 per one dollar in October 2013 against RUB 62 per one dollar in October 2015.
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devaluation factor for the improved economics of production. Its marginal operational
costs declined from $5-7/b to $2.8/b and the company assesses its break-even point at $24/b.**

On the other hand, to enable the Asian vector, the Russian government has extended
generous fiscal incentives* to Rosneft and other oil companies and more recently to
Gazprom.46 Starting from January 1, 2015, there is, for instance, a zero severance tax rate for
natural gas from the fields in Yakutia and Irkutsk Region for 15-year term since the start of
commercial production with further severance tax growth from 0.1 to a full rate during ten
years. There is also zero corporate property tax rate for gas trunklines and constructions being
their essential process part, gas production facilities, helium production and storage facilities
located in Yakutia, the Irkutsk and Amur Regions until 1 January 2035. The total value of tax
exemptions associated with the implementation of the PoS pipeline is estimated at $1 bn
(Shadrina 2015a).

Energy sector can be credited with certain contribution to the regional economic
development. The case of the production sharing agreements (PSA) is particularly illustrative.
Cumulatively, Sakhalin-1, Sakhalin-2 and Khariayga PSAs invested $26.8bn, $34.4 bn and
$3.8bn, respectively. Throughout the whole history of their operation, the PSAs generated
budget revenues of $32.8 bn as of 2015, of which $20.6 bn was transferred to the federal
budget and $12.8 to the regional budgets (Sakhalin Oblast and Khanty-Mansiisky
Autonomous Okrug); of this, $8.4 bn was transferred in 2014 alone. The Sakhalin-1 (Chaivo,
Odoptu and Arkutun Dagi fields) generated $12.5 bn, the Sakhalin-2 (Piltun Astokhskoe and
Lunskoe fields) - $17.2 and the Khariyaga (Khariaga field) - $ 3.1 bn.*’ In 2014, the Sakhalin-
2 transferred $2.2 bn to the budget of Sakhalin Oblast, contributing over 50 per cent to the
region’s revenues. Contribution of the Sakhalin-1 is assessed at $1.3 bn. Fulfilling the
requirement of local component, the projects outsourced contracts of $22.6 bn (including $4.2
bn, or 86 per cent of total value, in 2014 alone) to Russian companies. On average, the
domestic component in PSAs’ expenditures is reported at 69.5 per cent for Sakhalin-1 and 61
per cent for Sakhalin-2 (95.1 per cent for Khariyaga in 2014). The share of Russian work
force in Sakhalin-1 is assessed at 82 per cent, Sakhalin-2 - 87 per cent and Khariyaga — 80 per
cent.*® Additionally, in the fulfilment of respective provisions of the PSA, Sakhalin Energy
provided 1.5 bcm of natural gas for the local needs.

2.2. Russia’s Plans for Production and Export of Oil and Gas in Eastern Siberia Far
East

As only 6 per cent of the continental shelf and 7.3 per cent of the onshore area were
covered by geological exploration, the data on oil and gas reserves in the ESFE are inexact.
According to the Russian Minister of Energy Alexander Novak, the ESFE possesses 16.2 per

* Crapunckas, Tammna; Cepos, Muxamn (2015) « MBI He IpUBIEKaeM KHTAfCKIe KPETHTHI — 3TO CaMBIe IOPOTHE KPETHTE! B MUDE).
HWnrepssio ¢ Barutom AneknepoBsiM. Bedomocmu. Ne 3911. 07.09.2015. http://www.vedomosti.ru/business/characters/2015/09/07/607751-
kitaiskie-krediti-samie-dorogie-v-mire#/galleries/140737488839623/normal/1

* For more detail see: Global Oil and gas Tax Guide 2015. EY. pp. 512-527.

* On the Amendments to the Law of the Russian Federation on Subsoil Resources and Individual Legislative Acts of the Russian
Federation. Federal Law No. 364-FZ. November 30, 2011.

¥ Jloxomst Poccun ot CPII Ha konern 2014 roxa cocrasuu $32,8 mupa. IIpoghune. 15.10.2015
<http://www.profile.ru/economics/item/100352-dokhody-rossii-ot-srp-na-konets-2014-goda-sostavili-32-8-mlrd>

*® Menpnnkos, Asexceil. Meurst cGbBarorcs. Ipoguas. 27 oxtsbps 2015 <http://m.profile.ru/economics/item/100669-mechty-
sbyvayutsya>
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cent of Russia’s total gas and 13 per cent of its total oil reserves.” Gazprom assesses the
ESFE’s gas resources at 52.4 tn cm on-shore (30 per cent of Russia’s total on-shore resources)
and 14.9 tn cm off-shore (over 20 per cent of the total off-shore reserves).”® Rosneft estimates
the total gas reserves in the continental part of the ESFE at 8.7 tcm and the resources at 33.2
tcm, which, according to Rosneft’s CEO Igor Sechin, allow for 300 bem of gas exports to the
Asia-Pacific region annually.”’

(1) Energy Strategy

The Energy Strategy 2035 (ES 2035) draws two scenarios - conservative and target — for
oil and gas output in Russia (Tables 5 and 6).

Unless the domestic and foreign demand favours a larger output, oil production is
projected to be maintained at the current level of 525 Mt through 2035 (Table 5). However, a
re-balancing of production capacity between the traditional oil producing regions and the
ESFE is anticipated, so that the latter will increase its output by about 60 Mt or two-fold.’* In
2030-2035, oil export is projected at 274 Mt (increase by about 40 Mt compared with 2014).
Export to the Asian markets is estimated to double reaching 110 Mt or nearly 43 per cent of
Russia’s total oil exports from 30.4 per cent in 2014.” Rosneft’s CEO Igor Sechin assesses
the company’s potential to ship over 80 Mt annually to China alone by 2038.>* To make this
possible, Transneft expands the ESPO-1 (to Skovorodino) and the ESPO-2 (to Kozmino)
ahead of schedule: the two phases will reach their projected capacity of 80 Mt/y and 50 Mt/y,
respectively, by 2020 instead of originally planned 2030.

Table 5: Key Parameters of the Energy Strategy 2035 on Oil

Indicator 2014 2020 2025 2035
conservative | target | conservative | target | conservative | target
Total Production, Mt, including 525 516 525 505 525 476 525
North-West 28 35 35 31 31 28 34
Trans-Volga 115 108 108 97 97 79 79
South and Crimea 10 18 18 17 17 15 15
North Caucasus 2 2 2 1 1 1 1
Ural 299 246 249 238 248 238 269
Western Siberia 12 13 13 13 13 9 9
Eastern Siberia 35 82 67 70 79 74 79
Far East 23 33 33 39 39 33 39
Export, Mt 223 239 252 257 266 242 276

Source: DHepreruueckas crpaterus Poccum o 2035 ronma. Ananutuueckuil nentp npu llpaBurensctBe Poccuiickoit
Oeneparun.  MockBa. Centsops  2015.  <http://www.minenergo.gov.ru/upload/iblock/5b5/energeticheskaya-strategiya-
2035_22.pdf>

s Boponuosa, Hage:xxaa (2015) Hedrerasossiit ['on: Beenenue B 2014 roxy npotus Poccuu 3anaqHbIX CAaHKIUH TOJIBKO YCKOPHIIO €€
pasBopot Ha Bocrok. Janvnesocmounwiti Kanuman. 30 Centsiopst 2015
<http://dvkapital.ru/specialfeatures/dfo_30.09.2015 7425 neftegazovyj-god-vvedenie-v-2014-godu-protiv-rossii-zapadnykh-sanktsij-tolko-
uskorilo-ee-razvorot-na-vostok.html?printr>

*0 Gazprom’s web-site <http://www.gazprom.ru/about/production/projects/east-program/>

*! Ceunn, Urops (2015) Oil as a Commodity: Demand, Availability and Factors Affecting Conditions and Prospects of the Market. Jlokman
Ipencenarens Ipasnenns OAO «HK «Pocued1s» Ha Kondepenmuu «FT Commodities - The Retreat», Cunramyp, 7 cenrsops 2015
<http://www.rosneft.ru/attach/0/55/85/presentation _07092015.pdf>

2 Hensl ua mepTs MoOryT pyxuyth n0 20 mommapoB. Hesasucumas Iaszema. 14.09.2015 http://www.ng.ru/economics/2015-09-
14/1 aravia.html

3 DuepreTuueckas crpaterus Poccum 10 2035 roma. AmanuTHueckmii uentp npu IIpaButenbcte Poccuiickoii ®enepanun. MockBa.
Cents16ps 2015. http://www.minenergo.gov.ru/upload/iblock/5bS/energeticheskaya-strategiya-2035_22.pdf

** Boponmosa, 2015.

* Kimwmenxko, Oner (2015) B TIpumopse mopt Kossmuao opa6oTarcs 1o 6enamapka. Jarsnesocmounsiii Kanuman. 22 Anperns
<http://dvkapital.ru/companies/dfo 22.04.2015 6973 v-primorje-port-kozmino-dorabotalsja-do-benchmarka.htm1>
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In the gas segment, the ES 2035 envisages an increase of output by 29-39 per cent to 821-
885 bem. Domestic consumption is projected to grow by 17-24 per cent to reach 542-571
bem, while exports is anticipated to rise by 35-52 per cent.

Table 6: Key Parameters of the Energy Strategy 2035 on Gas

Indicator 2014 2020 2025 2035
conservative | target | conservative | target | conservative | target

Total Gas Production, becm, including 639 650 723 743 853 821 885
European basins 47 53 52 50 55 47 52
Western Siberia 546 544 606 592 679 650 683
Eastern Siberia and Far East 41 47 57 89 106 111 135
Other 6 6 9 12 13 13 14
Export, bcm 209 184 244 240 324 282 317
LNG export, % to total export 7 8 19 17 23 23 24
Share of Asia Pacific in Gas Exports, % 7 8 19 32 38 42 44

Source: Onepreruueckas crpaterus Poccum o 2035 ronma. Ananutuueckuil nentp npu llpaBurensctBe Poccuiickoit
Oeneparuun.  Mocka. Centsops  2015.  <http://www.minenergo.gov.ru/upload/iblock/5b5/energeticheskaya-strategiya-
2035_22.pdf>

In 2035, export to Europe is anticipated at 175 bem, which is comparable with the level

of 2013.%° On the other hand, the CIS countries’ imports are projected to decline to 20-30
bem. Exports to Asia, on the contrary, is expected to grow significantly: to 128 bem via the
pipelines and 74 bem (54 Mt) in liquefied form. Combined, the share of Asian markets is
expected to exceed 40 per cent of Russia’s total gas exports. However, by 2035 the ESFE is
still projected to produce only about 14 per cent of gas while the Western Siberia’s share is
estimated to be at nearly 80 per cent. This means that Asian markets are likely to be supplied
by the West Siberian gas.”’

In either of the ES 2035 scenarios, gas is expected to gain larger share in Russia’s energy
exports (Figure 4).

% Crapunckas, [amuna; Cepo, Muxan; Iecunnckuii MBan (2015) Tasy HysxHa mubepanusanus. Bexomoctu. Ne 3905, 28 asrycra 2015.
http://www.vedomosti.ru/business/articles/2015/08/28/606622-minenergo-dorabotalo-energostrategiyu-do-2035-g

% BueprocTpaTervsi: nobblua rasa k 2035 roay gocTurHeT 821-885 mnpg ky6oB. 17 ceHTsibps 2015 <QilCapital.ru.
http://m.oilcapital.ru/industry/274312.html>
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Figure 4: Russia’s Energy Export, Mt of fuel equivalent’®
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Source: DHepreruueckas crpaterus Poccum o 2035 roma. Ananutuueckuil nentp npu llpaBurensctBe Poccuiickoit
Oeneparun.  MockBa. Centssops  2015.  <http://www.minenergo.gov.ru/upload/iblock/5b5/energeticheskaya-strategiya-
2035_22.pdf>

It needs to be noted, however, that the weakened energy prices and insufficient financial
resources of the government and energy businesses are projected to result in some 20 per cent
decline in investments by the former and some 10 per cent cuts by the latter in 2015. The cuts
hamper the implementation of the approved geological exploration programmes, which
almost unavoidably will affect Russia’s output of energy resources in the mid-term.

(2) Eastern Gas Programme

As oil production in the ESFE has started earlier and advanced further compared to the
development of gas, it seems necessary to examine more closely the progression in the gas
sector. Originally, the plan to develop the ESFE’s gas resources was prepared by Gazprom in
its ambitious EGP in 2007 (Map 1).

1 tonne of Russian fuel equivalent equals to 0.7 tonne of oil equivalent (toe). See conversion chart: http://www.convert-
me.com/en/convert/energy/rusfeu.html
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Map 1: Gazprom’s Eastern Gas Programme

RUSSIAN FEDERATION Sea
Urengoy of
Zapoliarnoye YakutskO Okhotsk
ot
luzhno- Tura

Russkoye (o)
/ P_Ahlqi SAKHA-YAKUTIA
Ser%v i ‘ Chayandinskoye
KRASNOYARSK bl Sakhalin-Viadivestok
Nizhnevartovsk ‘. Power of Siberia Pipeline -
Sobinskoye ° Pipeline
urubchend®s, &
homskoye." Suy

Chelyabinsk

S ,\vA'stah—a‘ 7 0!&9[ .Kovyktlnskoye /

Gas Fields . Gas Producing ( RIUTSK \

Gas Pipolines. 0" 14 ochia |

Existing " - OAb 5

Under Construction s w = m _\'rk“ts"o OUlan-Ude T A

Possible scssesscsss |, I S, J/

Planned — Y\ ( k_/"-\‘_“‘/ ) e

Oil Pipelines Semey L_\ : I /.-’ P oin\ T, e el

Existing — ; . -

Planned sesavone UlaanbaatarO /' C H I
LNG Ligquefaction Plant -

Extn)  dhammy ~Aagpeie  y o wao L1 A [

Planned Pl / : | ShenyangO

Source: Henderson and Mitrova, 2015: 23.

The EGP envisages gas output at over 160 bem annually by 2030 (from 8 bem in 2006)>
from four centres: Krasnoyarsk, Irkutsk, Yakutia and Sakhalin. Upon their development, these
centres are projected to be connected to the Unified Gas Supply System (UGSS). Initially
designed as domestically-oriented, the Sakhalin—Khabarovsk—Vladivostok and the Yakutia—
Khabarovsk—Vladivostok gas pipelines were later decided to become the parts of the transport
network enabling future pipeline gas exports to China. While the Sakhalin centre is already at
a rather advanced stage, the largest two — Irkutsk and Krasnoyarsk — are yet to see their
development (Table 7). The Western sanctions and a weaker market position in Europe
tightened Gazprom’s financial restraints. The company has serious challenges in financing
EGP, for which it planned RUB 57.6 bn ($0.9 bn) of investment in 2015 and RUB 279.5 bn
($4.2 bn) in 2016. Yet, Gazprom was forced to reduce its 2015 investment program for the
PoS pipeline from RUB 30.98 bn ($ 0.5 bn) to RUB $19.28 bn ($ 0.3 bn).*°

Table 7: Four Gas Production Centres in Eastern Siberia and the Far East

Gas Production Centre — Reserves, C1 + C2, tcm Peak Production, Mt
Main Gas Field
amas He Gas Condensate Gas Condensate
Sakhalin 0.799 116.4 21.5 5.05
Yakutia — Chayandinskoe 1.4 22.1 25 0.4
Irkutsk — Kovyktinskoe 2.5 85.7 353 1.9
Krasnoyarsk — Sobinskoe 0.154 8.3 n/a n/a

Source: Gazprom holds Investor Day in Asia for first time ever. 5 February 2015.
http://www.gazprom.com/press/news/2015/february/article217413/

* The Eastern Gas Programme (EGP) is undergoing revision; the targets are as defined in the earlier version published at
<http://bestpravo.ru/rossijskoje/rx-normy/r9n.htm>

60 «l"a3pom» pe3ko CHU3UII pacxoel Ha «Cuny Cubupny. I'azeraRu. 20 HOSIOpsT 2015
<http://m.gazeta.ru/business/news/2015/11/20/n_7914095.shtmI>
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The exploitation of gas resources in the ESFE is underpinned by the notion of
sustainability, which implies that natural gas and associated resources need to be developed
efficiently.®’ Insignificant local demand for gas, and even more so large reserves of helium in
the Irkutsk centre (with the Kovyktinskoe being the largest field), Yakutia centre
(Chayandinskoe filed) and Krasnoyarsk centre (Sobinskoe filed) have caused long delay in
the development of gas deposits.®* Complex development of gas resources, including helium,
requires constructing a processing facility. Construction of such, of annual capacity of about
60 mcm of helium, started in October 2015 to become operational by 2025. To fulfil its
contractual obligations for the China-directed PoS, Gazprom is investing RUB 18 bn ($0.3
bn) in 2015 and RUB 12.1 ($0.2 bn) in 2016-2018 in the development of the Chayandinskoe
field. By 2030, Gazprom also plans to develop the Verkhnevilyuchanskoe,
Srednebotuobinskoe, Srednetyungskoe and Sobolokh-Nedzhelinskoe fields in Yakutia. The
beginning of the development of the Kovyktinskoe field is planned for 2020.

Massive development of new oil and gas deposits in the ESFE may allow Russia to
diversify its energy exports. Russia’s Minister of Energy Alexander Novak foresees the share
of Asian consumers in Russia’s overall energy exports (energy resources and power) to reach
39 per cent by 2030.%

2.3. Russia’s Energy Trade with Northeast Asian Countries
(1) Russia’s Oil Export

Over the past decade, oil exports to NEA have increased dramatically (Figure 5). Since the
early 2000s, Yukos has been expanding exports to China by railway, then Rosneft continued
the deliveries gradually augmenting the volumes via railway until the completion of the
Dagqing Spur of the ESPO pipeline in 2010. Henceforth, Rosnfet’s exports have been growing
steadily, parallel to the outputs from the greenfields in the ESFE. In 2015, Russia became the
second largest oil supplier to China (following Saudi Arabia and surpassing Angola).®*
Rosneft strives eagerly to expand exports to the Chinese market further, seeking to augment
its supplies to 37 Mt by 2018% and 50 Mt/y by 2020.°° Exports to Japan and Korea have been
also on the rise, first owing to the shipment from Sakhalin and since late 2009 with addition
of oil shipped from the port of Kozmino. In 2014, 37 per cent of oil from Kozmino went to
Japan, 25 per cent — to China and 17 per cent — to Korea. From Prigorodnoe, Sakhalin Energy
shipped nearly 40 per cent of oil to China.®”’

8! Cyxomonos, SIkos (2014) Peanusaius BOCTOYHO ra30BOH MPOrPaMMBI M IEPCTIEKTHBBI OCBOGHHS Ta30BBIX PECYPCOB BocTouHOiT
Cubupu. Uzeecmus Upxkymckoii 2ocyoapcmeennoii skonomuyeckoi akademuu. Ne 6 (98). cc. 63-71.

62 KOHIemIis pasBUTHs TelHeBoil mpoMbiunieHHocTy Poceun. TIpoext. Mocksa. 2014,

% <http://minenergo.gov.ru/activity/gas/>

# Saudi Oil Supply Outpaces Rivals in Grab for Record China Demand. Bloomberg. 22 May 2015
<http://www.bloomberg.com/news/articles/2015-05-22/saudi-oil-supply-outpaces-rivals-in-grab-for-record-china-demand>; ~ Russia  Pips
Saudi Arabia in Race to Grab China Oil Market Share. Bloomberg. 23 June 2015 < http://www.bloomberg.com/news/articles/2015-06-
23/russia-pips-saudi-arabia-in-race-to-grab-china-oil-market-share>

%  Russia Seen Extending Oil-Sales Lead With Second China  Pipeline.  Bloomberg. 1 July 2015
<http://www.bloomberg.com/news/articles/2015-07-01/russia-seen-extending-oil-sales-lead-with-second-china-pipeline>

8 Kpusuc ua ucxoxne. Ixcnepm. Ne 40, 2015. cc. 28-35.

<l Boponuosa, Hagexxaa (2015) Hedrerasossiit ['on: Beenenue B 2014 roxy npotus Poccuu 3anaqHbIX CAaHKIUH TOJIBKO YCKOPHIIO €€
pasBopot Ha Bocrok. Janvnesocmounwiti Kanuman. 30 Centsiopst 2015
<http://dvkapital.ru/specialfeatures/dfo_30.09.2015 7425 neftegazovyj-god-vvedenie-v-2014-godu-protiv-rossii-zapadnykh-sanktsij-tolko-
uskorilo-ee-razvorot-na-vostok.html?printr>
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Figure 5: Russia's Oil Export to Northeast Asia, Mt
(Total and Total NEA — left-hand axis)
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Source: author, based on data from <http://comtrade.un.org/db>; <http://www.trademap.org/Bilateral TS.aspx>

Russia’s dependency on NEAs importers, especially on China, has been growing
progressively (Figure 6). Cumulatively, the NEA-3 account for over 22 per cent of Russia’s
total oil exports. NEA-3’s reliance on Russia’s oil supplies has also increased.

21

e-mail: info@eppen.org www.eppen.org




Eppel\f

Enerji Piyasalar ve Politikalari Enstitiisti Enerji Piyasalarl ve Politikalar:1 Enstitiist
Institute for Energy Markets and Policies

Figure 6: Russia's Oil Exports to Northeast Asia, %
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China depends on Russian oil to a higher degree: nearly 11 per cent of imported oil has
Russian origin. Taking into account the continuous growth of China’s oil imports (17 per cent
in 2010, about 7 per cent —in 2011 and 2012, almost 4 per cent in 2013 and nearly 10 per cent
in 2014) and the overall size of China’s oil imports (the world’s largest, as of 2015), China is
increasingly attractive market for Russia. Rosneft has been active in expanding oil trade with
the Chinese companies (Table 8). Should these plans materialise, China stands to turn into
Russia’s biggest oil importer. In the past, the largest deals were supported by China’s upfront
payments, which allowed Rosneft to finance the development of new oil deposits in the
ESFE. However, recently some Russian companies have been seeing this scheme as rather
disadvantageous both financially and commercially (over the reason of adding more
negotiating power to China).

Table 8: Rosneft’s Oil Agreements with Chinese Companies

Partner Company Amount of Oil, Year of Duration, Estimated Value,

Mty Commencement yIs $bn

CNPC (via ESPO) 15 2011 20 100

CNPC (for Tianjin refinery) 9 2020

CNPC (via Kazakhstan) 7 2014

CNPC (via ESPO-2) 15 2018 25 270

Sinopec (via ESPO) 10 2014 10 80

Total 56 450

Source: author.
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Russia’s share in Japan’s oil imports has been increasing steadily: from just over 3 per cent
in 2009 to 8 per cent in 2014. Russia, which has been partially substituting for the sanction-
prone Iranian deliveries, became Japan’s fourth-largest oil supplier in 2014 (following Saudi
Arabia, UAE and Qatar). Japan favours Russia’s ESFE oil over the Middle Eastern blends for
its higher quality (light oil), shorter delivery time, lower transportation costs and security of
the sea lanes. That is why, despite the fact that the incremental effect of the Fukushima factor
on Japan’s oil imports has largely been exhausted, Japan’s diversification of oil imports may
lead to Russian supplies growing further. South Korea has also substantially increased its
purchases of Russian oil. Similarly to Japan, considerations of geographical proximity,
security and quality of oil play a role.

Russia’s exports of oil products to the NEAs, on the contrary, are insignificant and
continue to decline (Figures 7 and 8).

Figure 7: Russia's Export of Oil Products, 2005-2014, Mt (right-hand axis — total)
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The combined share of three NEA countries does not exceed 4 per cent in Russia’s total oil
products exports. Generally, there have been a decline in these countries’ overall oil products
imports
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Figure 8: Share of Northeast Asian Countries in Russia's Oil Products Export, 2005-2014, %
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(2) Russia’s Gas Export

As Figure 9 reflects, the European markets dominate in Russia’s natural gas exports. While
European importers receive Russian gas via the pipelines, Asian buyers purchase exclusively
LNG, which is produced at Russia’s only LNG plant in Sakhalin.

Figure 9: Composition of Russia's Gas Export, bcm and %
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The NEA region is a home to the world’s largest, second largest and third largest LNG
importers - Japan, Korea and China, respectively. Since the Sakhalin LNG plant
commencement in 2009, the NEA countries have been the principal buyers (Figures 10 and
11), with Japan absorbing the largest share, of Russia’s LNG. Likewise, Russia turned into
Japan’s fourth-largest (following Australia, Qatar and Malaysia) LNG supplier. After the
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Fukushima disaster, when Japanese utilities were forced to shut down nuclear reactors and
reactivate (or even build new) LNG, fuel oil and coal-fired facilities, Russia was among the
quickest to respond to Japan’s soaring demand for LNG, shipping additional (yet limited)
LNG cargo. The long-term contracts with Japan and Korea have contributed to the fact that
operating at its 111 per cent capacity the Sakhalin-2 LNG plant is named the world’s most
efficient project.®®

Figure 10: Russia’s LNG Exports to Northeast Asia, bcm
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Source: author, based on BP Statistics.

Figure 11: Shares in LNG Exports and Imports, Russia’s and Northeast Asian Countries’, %
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% Tpoussoxcreo CIIT Poccuu 06bsBIeH0 caMmbiM dddekTrBHBIM. 24 Hions 2015 (http://icontrade.ru/information/news/?id=1083, retrieved
July 25, 2015)
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China, which became net-importer of gas in 2006, initially experienced very high growth
rates of import. Recently, the growth, yet higher than in Japan and Korea (Figure 12), has
been hovering around 10 per cent (Figure 13). Currently, Russia has no readily available LNG
for China and only modest volumes are being discussed as possible deals in Russia’s new
LNG projects.

Figure 12: Northeast Asian Countries’ LNG Imports, bcm and %
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Figure 13: China's Natural Gas Production, Consumption and Import, 2006-2014, bem and %
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China’s imports of pipeline gas from Central Asia (from December 2009) and Myanmar
(from July 2013) have been rising steadily. In 2014, Turkmenistan exported 25.5 bcm,
Uzbekistan — 2.4 becm and Kazakhstan — 0.4 bcm, while Myanmar supplied 3 becm, making up
over 53 per cent of China’s total (LNG and pipeline) imports. Significant additional supplies
from Central Asia (Turkmenistan, most of all) has been already agreed upon and may result in
the volumes of about 120 bem/y in the long-run (Shadrina 2015a).

Russia’s future export to China is linked with the agreement concluded between Gazprom
and CNPC on 21 May 2014, which finalised a decade-long negotiations. The construction of
the 38 bcm/y Power of Siberia gas pipeline (at an estimated cost of $55 bn), which is to fulfil
the $400 bn 30-year gas supply contract,’” began in September 2014. Affected by numerous
factors, the start of the project seems likely to be delayed from its originally planned
commencement year of 2018. Yet, the Russian government appears to be committed to fulfil
the project through the coordination of efforts of all parties — Gazprom, OAO Rosseti, OAO
Rossiiskie Zheleznye Dorogi, local governments and so on - concerned.”

It is worth noting (with careful optimism for such a probability) that idea of gas pipeline
link with Russia is also discussed in Japan and Korea. However, the interests of domestic
industrial lobby thwart the pipeline prospects in the former and the security considerations
complicate such a format in the latter.

Overall, in NEA, Russia has been advancing energy relations with China and Japan, while
cooperation with Korea was of a more modest scale. The Korean Energy Economics Institute

% Russia, China Ink Historic Gas Supply Deal. RIA Novosti. 21 May 2014 <http://en.ria.ru/russia/20140521/190004220/Russia-China-
Ink-Historic-Gas-Supply-Deal. Htm1>

"0 Vka3 Tpesunenta Poccuiickoii ®enepamun o 10.08.2015 Ne 414 <O mepax 1o peanusaruyu CornaiieHus Mexky [IpaBHTeIbCTBOM
Poccuniickoit ®enepanuu u [IpaBurensctBom Kuraiickoit HaponHoii Pecy6iiku o corpyaHHYecTBe B chepe MOCTaBOK MPUPOAHOTO ra3a U3
Poccuiickoii ®enepanuu B Kuraiickyio Hapommyio Pecrmy6mmky mo <<BocrouHoMy Mapmpyty> <http://kremlin.ru/acts/bank/39993>;

Pacnopsxenue IIpaButenscTBa Poccuiickoit Denepanuu oT 31.08.2015 Ne 1686-p
<http://publication.pravo.gov.ru/Document/View/0001201509010055?index=0&rangeSize=1>
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explains such a result by a certain mismatch of interests: every time when Korea has been
seriously interested in Russia’s Yakutia (1992) and Kovykta (2003) gas or offshore oil project
in Western Kamchatka, Russia preferred other partners to the Korean companies.

3. Prospects for Russia’s Greater Role in Northeast Asian Energy Markets
3.1. Institutions for Russia-Northeast Asian Countries Energy Cooperation

Judging by the extent of formal institutions development, energy cooperation between
Russia and China is in the most advanced stage (Figure 3). Indeed, China is the only NEA
country with which Russia has established Energy Dialogue (since 2008) and coordinates
energy cooperation through a special Intergovernmental Commission for Energy Cooperation,
whereas Russian-Japanese and Russian-Korean energy cooperation are being advanced via
the frameworks of the Intergovernmental Commissions for Trade and Economic Cooperation
and for Trade and Scientific Cooperation, respectively.”'

Overall, considering the avenues for multilateral cooperation, it is hard to find institutions
uniting Russia with all three NEA economies. China, Russia and Korea are not parties to the
launched in 2015 Trans-Pacific Partnership (TPP), while Japan is. However, Russia and China
have broader grounds for the interactions under the auspices of the Shanghai Cooperation
Organization (SCO), BRICS forums and China-led initiatives, such as the One Belt, One
Road (OBOR). The two, for instance, signed the declaration on cooperation within the
Eurasian Economic Union (EAEU) and the OBOR in May 2015 emphasising their intention
to work jointly in bilateral and multilateral frameworks, above all the SCO.”* Russia, China
and other members of the SCO and BRICS have declared that energy cooperation becomes
one of the areas for their coordinated policies and cooperation.” In Asia, Russia favours the
APEC’s initiative for Regional Comprehensive Economic Partnership (RCEP) linking it with
the possibilities for the ESFE socio-economic development. Similarly, China-led Asian
Infrastructure Investment Bank (AIIB) and the Silk Road Fund are considered as possible
financing channels. These diverse developments allowed Dmitry Trenin to observe that in
place of “Greater Europe” from Lisbon to Vladivostok, “Greater Asia” or more precisely
“Greater Eurasia” from Minsk to Shanghai, is being gradually shaped.’

Energy cooperation necessitates a broad range of linkages in investment, trade and so on,
and therefore is indeed strategic by its nature. Hence, it is hard to imagine that Russia’s
energy relations with Japan could remain unimpaired by the two countries divisions over the
territorial dispute. Yet, in Japan’s Global Energy Strategy toward 2030 endorsed in 2004,
Russia was indicated as a supplier, which could potentially help Japan diversify its energy
imports (and it is already taking place, as the previous sections showed). At the same time,
from Japan’s perspective, Russia’s investment climate and incomplete market reforms have
always been unconducive to a greater energy cooperation. More recently, Russia’s official
dialogue with Japan has been adversely affected by the Ukraine crisis. Japan has joined the

' For more detail see <http://www.ved.gov.ru/at mpk/> and <http://www.ved.gov.ru/exportcountries/kr/>, respectively.

™ P® u Kurait 1oroBopuiuck o "coctsikopke" mpoektoB EADC u "IleskoBbiii myTs". 8 mas 2015 <http://tass.ru/ekonomika/1956881>

7 Jlupepst crpan BPUKC [OroBOPHIIHCH O PACIIMPEHHH COTPYIHHYECTBA B OGIACTH SHEPreTHKH 1 sHeprosddexrusrocty. [Lidery stran
BRIKS dogovorilisj o rashirenii sotrudnichestva v oblasti energetiki I energoeffektivnosti] MunucrepctBo Suepreruxu. 9 mroms 2015.
(http://minenergo.gov.ru/press/min_news/2935.html, retrieved July 10, 2015)

™ Trenin, Dmitri (2015) From Greater Europe to Greater Asia? The Sino-Russian Entente. Carnegie Moscow Center
<http://carnegieendowment.org/files/CP_Trenin To_Asia WEB_2015Eng.pdf>
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sanctions and downplayed diplomatic exchange with Russia.”” The planned for 2014 (and re-
scheduled for 2015) Russian President’s and other officials’ visits to Japan were cancelled.
While in the aftermath of the Ukraine crisis Russia’s relations with Korea have suffered less
damage than those with Japan, being the stanch allies of the US, Korea and especially Japan
are careful to consider any expansion of energy cooperation in the circumstances of economic
sanctions (Paik 2015: 37; Henderson 2015: 51).

3.2. Russian Oil and Gas Actors and Interests

By their ownership, Russian oil and gas producers are either state-owned (SOC) or private.
The former have traditionally had vast privileges in obtaining and operating large deposits
(called strategically important reserves) and enjoyed significant backing from the Russian
government and President Vladimir Putin himself in commercial, legal and other matters
domestically, as well as abroad. Gazprom and Rosneft are Russia’s biggest players of the first
kind, while Novatek and Lukoil are the best illustrations of the second. Importantly, Russian
oil and gas sector is evolving gradually to embrace small-sized independent producers. Their
contribution to output is yet minor: some 2.5 per cent in oil segment and 7.3 per cent in gas,
as of 2014. Irkutskaya Oil Company (INK), which together with JOGMEC’s subsidiary
Japanese South Sakha Oil Company (JASSOC®) established INK-Zapad for oil and gas
development in Irkutsk Oblast is an example of successful small independent producer.

Taking into account such a structure of the sector and the fact that the gas segment
undergoes the most remarkable developments, as well as keeping focus on the ESFE, this
section centres on Rosneft, Gazprom and Novatek; more precisely, on their business strategies
and competition among them as regards the Asian markets.

Rosneft, Russia’s largest oil producer (36.2 per cent, as of 2014) has, as discussed earlier,
an ambitious strategy for oil export expansion to the Asian markets, and above all, China.
This strategy envisions the cooperation beyond just trade in oil. Traditionally, Chinese
investors, in contrast to western ones, were very reluctantly permitted to hold equities in
Russian energy companies under the pretext of national security considerations.”” The recent
divide with the western economies has, however, changed this attitude. Indeed, an increase of
the Chinese companies’ presence in Russia’s upstream sector is remarkable. That is to say, in
2005, Rosneft sold 25.1 per cent to Sinopec in the Veninskii block of the Sakhalin-3 project.
In August 2006, Sinopec purchased 96.86 per cent of shares from TNK-BP in its subsidiary
Udmurtneft (6.4 Mt/y in 2011 through Promleasing). Also in 2006, Rosneft and CNPC signed
an agreement on Vostok Energy (Rosneft has 51 per cent, CNPC — 49 per cent). In 2007,
Vostok Energy obtained two small deposits in Irkutsk oblast. CNPC acquired 0.6 per cent of
Rosneft for $500 mn during IPO. In October 2013, Rosneft and CNPC agreed on the
Srednebotuobinskoe field (Rosneft holds 51 per cent). In September 2014, Rosneft’s offered
10 per cent stake in the Vankorskoe field to CNPC for some $1 bn. In June 2015, Rosneft sold
20 per cent in Taas-Yuryakh Oil and Gas Project to BP (includes Srednebotuobinskoe field)
and negotiated 29 per cent sale with the UK-Chinese private company Skyland Petroleum

7 CIIIA packputukoamu SmonmIO 32 Meperosops! ¢ Poccueii 1o MupHOMY oroBopy. B32120. 8 oktsbps 2015
<http://vz.ru/mews/2015/10/8/771361.htmI>

" Ttochu Corp. and Inpex Corp. hold 49 per cent share (INK - 51 per cent).

" Lukin, Alexander (2015) Russia, China and the Emerging Greater FEurasia. The Asian Forum. 18 August <
http://www.theasanforum.org/russia-china-and-the-emerging-greater-eurasia/#15>
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Group to develop Sredneboyuobinskoe. Also, needing the funding for its eastern greenfields,
Rosneft sold 15 per cent share to India’s ONGC for $1.27bn in the Vankorneft in September
2015.

In China, Rosneft seeks a role in downstream. In 2007, Rosneft (49 per cent) and CNPC
(51 per cent) established Chinese-Russian Eastern Petrochemical Company, which is
constructing a 12Mt/y (two trains) refinery in Russia’s Nakhodka and 16 Mt/y refinery in
China’s Tianjin to complete in 2016 and 2019, respectively.

Another part of Rosneft’s expansionary Asian strategy is the development of gas exports.
Because Rosneft’s plans stretch beyond LNG segment, Gazprom’s status as the owner of the
pipeline system and the monopolist exporter of pipeline gas is being challenged.” In the
government,”” there is serious deliberation about Gazprom’s organisational transformation,
involving the feasibility of unbundling of production and transport operations, and overall the
liberalisation of Russian gas sector.*’

Gazprom has been criticised for its business short-sightedness and a lack of commercial
prudence.®’ Indeed, from late 2014 Gazprom’s diversification plans were developing so
swiftly and changing as quickly afterwards that the company’s business model was coined a
“strategy of improvisation”.*> Certainly, Gazprom values the EU as a traditional and large
consumer and it especially does so as it realises that there will be no quick agreement with
China on the PoS-2.*’ In Europe, Gazprom faces a set of uneasy issues: the anti-trust lawsuits
initiated by the EU Commission over the allegedly inflated prices for Bulgaria, Poland and the
Baltic countries, impediments to free flow of gas among the EU member states and linkage of
the contract terms with the requirements of the development of pipeline infrastructure. As
these may result in penalties ranging from $1 to 3.8 bn,** Gazprom demonstrates its readiness
to negotiate and mediate over the disputed matters instead of entering into arbitrations. The
company has already been amending its price strategy in Europe in a variety of ways
(Henderson and Mitrova 2015). In 2013, Gazprom implemented a new price discount model
with retroactive payments. Since 2009, Gazprom revised contract terms with 30 consumers 65
times, granting price discounts, easing the take-or-pay clause and introducing spot component
into pricing formulae. Gazprom has already granted about 25 per cent discount (equivalent to
$90/1,000 cm) compared to the pre-crisis oil-linked prices to the European customers. In

"8 Cepos, Muxaun u ITanuenxoBa Maprapura (2015) «PocHedTs» X0ueT pasneauts «'a3mpoM» 1 NONHOCTHIO JHIIHTh €r0 SKCIIOPTHOI
MoHononuu. Bedomocmu. 23.07.2015 (http://www.vedomosti.ru/business/articles/2015/07/23/601845-rosneft-hochet-razdelit-gazprom-i-
polnostyu-lishit-ego-eksportnoi-monopolii, retrieved July 25, 2015)

™ MUH3HEPro BBICTYIIHIIO 32 COXpaHEHHe MOHONOMUH «[a3mpoMay Ha akcnopt. 28.07.2015. Humepdaxc/Bedomocmu
(http://www.vedomosti.ru/business/news/2015/07/28/602483-minenergo-vistupilo-za-sohranenie-monopolii-gazproma-na-eksport, accessed
July 29, 2015).

% Tmasa @®AC AprempeB 3asBWI O  Hem30exHOCTH  pasjenchums  "Tasmpoma".  [Ipaiim. 30  okrsbps 2015
<http://1prime.ru/energy/20151030/821541072.htm1>

81 CepoB, Muxamn «I'a3npom» MOCTpajial OT MaHHH J00bI4M. Bedomocmu. Ne 3883.29.07.2015
<http://www.vedomosti.ru/business/articles/2015/07/29/602559-gazprom-potratil-24-trln-rub-na-nevostrebovannie-proekti>

% Tatiana Mitrova on Gazprom’s improvisation. Natural Gas Europe. 21 September 2015.

% Lossan, Alexei (2015a) Why Gazprom became so flexible. Russia beyond the Headlines. 6 IJuly
<http://asia.rbth.com/business/2015/07/06/why_gazprom became so flexible 47497.html>; Lossan, Alexei (2015b) Is Gazprom cutting the

Turkish Stream in half? Russia beyond the Headlines. 17 July
<http://asia.rbth.com/business/2015/07/17/is_gazprom_cutting_the turkish stream in_ half 47821.htm>; Cepos, Muxaun (2015)
“3akinodyeHne BTOPOTO ra3oBoro KOHTpaKTa c Kuraem OTKJIaJbIBaeTCA . Beoomocmu. 22.07.2015

<http://www.vedomosti.ru/business/articles/2015/07/22/60162 1-zaklyuchenie-vtorogo-gazovogo-kontrakta-s-kitaem-otkladivaetsya>
%Gazprom: Seeking a Rapprochement with the EU? 24 September 2015 <http://www.naturalgaseurope.com/gazprom-seeking-a-

rapprochement-with-the-eu-25548?utm_source=Natural+Gas+Europe+Newsletter&utm campaign=5040cba39c-

RSS EMAIL CAMPAIGN&utm medium=email&utm term=0 c95¢702d4c-5040cba39c-307791445>
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September 2015, Gazprom tested a new form of gas trade — auctions, which is fully compliant
with the EU vision of gas market. The company offered 3.24 bcm and sold 1 becm. Also, most
recently, Gazprom's position on pricing for Ukraine and post-2019 transit via Ukraine has
become more flexible and constructive.

And yet, Gazprom has ambitious plans for Asia. The company targets at annual deliveries
to China of 100 bcm/y or more via, as has been announced at the 2015 Sakhalin Oil and Gas
Conference, three routes: PoS, PoS-2 and a newly announced pipeline shipping the Sakhalin
gas.® Gazprom operates by the assessments of total China’s demand for imported gas at 131
bem in 2025, while Henderson and Mitrova (2015: 14-17) argue that China has already
contracted some 150 bem for 2025 besides Russian supplies. Similarly, the available
estimates assess China’s gas oversupply at 30-100 bcm by 2025-2030.

Furthermore, Gazprom intends to advance LNG exports to the Asian markets. While the
Vladivostok LNG plant’s prospects seem to be rather bleak due to its unattractive economics,
the 3" train of Sakhalin-2 has solid chances to succeed. Even in the circumstances of high
competition, Sakhalin LNG has good margin in the transport component of price (Gazprom’s
some $0.5-1/MBtu against majority of other suppliers’ standard of $2-2.5/MBtu).

Pipeline segment will develop to enable the PoS agreements with China, but the delays
are likely. Gazprom’s financing constraints are certainly the factor, as is China’s own
uncertainty about its actual gas demand. In such circumstances, Russia’s delays in PoS
implementation appear to be to China’s benefit.

Out of the three companies mentioned in this section, Novatek presents an interesting
case. Despite all the adverse environment of sanctions and weak energy prices, it steadily
progresses with its LNG plant project and combines cooperation with a wide range of
European and Asian partners. Novatek has engaged into close cooperation with the Chinese
companies. In June 2013, Novatek sold 20 per cent to CNPC in Yamal LNG project. In
September 2015, Novatek sold 9.9 per cent in Yuzhno Tambeiskoe (Yamal LNG) to China’s
Silk Road Fund (SRF), thereby bringing its own share to 51 per cent (Total holds 20 per cent
and CNPC - 20 per cent).*® China’s SRF is expected to join the project with $10-20 bn. Also,
the funding of $3 bn and $1 bn is possible via Russia’s Sberbank and Gazprombank,
respectively. Novatek has also secured RUB 150 bn ($2.20 bn) from Russia's National
Welfare Fund."’

Despite Russia has started the construction of its own shipyard Zvezda in Primorsky krai,
it is certain that Russian oil and gas producers need external expertise in building oil tankers
and LNG carriers in the short-term. Korean shipbuilders seem to be in an especially beneficial
position. For instance, Yamal LNG’s 15 vessels® are to be built at the Daewoo Shipbuilding
& Marine Engineering (DSME) shipyard in Korea. Novatek also cooperates with Japanese
engineering companies and considers the possibilities of Japanese financing for its Yamal and
Gydan LNG projects.*” Overall, Japanese energy companies seem to be willing to explore the

% Mazneva, Elena (2015) Gazprom Says China Supply Talks Looking Beyond Short-Term Demand. Bloomberg. 29 September
<http://www.bloomberg.com/news/articles/2015-09-29/gazprom-says-china-supply-talks-looking-beyond-short-term-demand>

% Golubkova Katya, and Denis Pinchuk (2015) Financing for Russia's Yamal LNG plant stalls — sources. 19 October
<http://www.cnbc.com/2015/10/19/>

% Russia's Sberbank says to decide on Yamal LNG financing terms by month-end. September 8, 2015.
http://www.reuters.com/article/2015/09/08/russia-yamal-Ing-china-idUSL5N11E38620150908

% One was awarded to Sovcomflot, three to Mitsui O.S.K. Lines (MOL), six to Teekay and five to Dynagas.

% Anmexceit Texciep pacckasan O  IEPCIEKTHBAX — POCCHICKO-SIIOHCKOrO —COTpyZHMYeCTBa B oHeprermke. 22.09.2015
<http://minenergo.gov.ru/press/min_news/3391.html>
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prospects of cooperation with Russian power sector companies, renewable energy and new
sources of energy.”

What appears to be probable is a gradual development of various types of cooperative
schemes, such as joint construction and exploitation of export pipeline infrastructure, co-
exporting, swapping and so on, with other pipeline gas suppliers from the Caspian Sea
region’' and Central Asia. This may make some corrections to the Russian majors’ currently
pursued visions of “independent” export diversification. Apparently, in the environment of
worsening commercial context for Russia’s energy supplies to the European markets, major
Russian energy producers attempt to re-balance their business portfolios through larger
businesses with Asian consumers.

3.3. Northeast Asian Countries’ Energy Policy Transformations: Impact on Demand
for Russia’s Supplies

Russia’s prospects in the NEA oil and gas markets are defined by the dynamics of the
NEAs’ domestic demand and the global supply trends.

Despite the fact that the NEA-3 have rather different energy profiles, there are two
common trends in the countries’ energy policies transformation. These are: a resumption of
nuclear energy agenda and a more involved attitude towards renewable energy (in part, forced
by the climate change agenda, but, increasingly, by an attempt to reinvigorate economic
growth, such is the case of Japan’s Abenomics). It appears that the NEAs are prepared to
advance their policies along both dimensions.

In Japan, the principal factor stipulating demand for the imported energy is the future of
nuclear power. In July 2015, the Japanese government announced its vision of nuclear energy
role setting a target at 22 per cent of the country’s energy mix by 2030, which is smaller than
30 per cent projected before the 2011 Fukushima disaster.”> As of October 2015, 21 out of
Japan’s 43 operable reactors are undergoing Nuclear Regulation Authority (NRA) safety
reviews. After Sendai-1 restarted in August 2015 and Sendai-2 (both belong to Kyushu EPC)
restarted in October 2015, two more reactors Takahama-3 and Takahama-4 (Kansai EPC) are
undergoing the preparations with not so perfectly strong prospects for their actual restarts.”
Another likely to re-operate is Shikoku EPC’s Ikata-3 reactor, which has been approved by
the Ikata town assembly and Ehime prefectural assembly, but did not undergo the NRA’s final
pre-service inspection. While the restarts are fewer and slower than have earlier anticipated
(seven reactors are likely to restart, nine reactors may never operate again and the prospects of
the remainder look uncertain),”* they define directly the need for the imported energy
resources. As LNG share in power generation is projected to fall from over 40 per cent as of

% Kynsues, Banenrtun (2015) DHepromoct Poccust — SINoHMs IIaHUPYETCs MOCTPOUTH K 2020 rojy. 4 cenTabps 2015
<http://peretok.ru/strategy/energomost-rossiya-yaponiya-planiruetsya-postroit-k-2020-godu.html>

%' Cosnaéres azepbaiimkaHo-poccuiickuii razoBbiii anbsHe [Sozdayotsya azerbaidzhano-rossiiskii gazovyi aljyans]. Caspian Barrel. 12
July 2015 <http://caspianbarrel.org/?p=32366>

2 Strategic Energy Plan. METL April 2014
<http://www.enecho.meti.go.jp/en/category/others/basic_plan/pdf/4th_strategic_energy plan.pdf>; Long-term Energy Supply-demand
Outlook. METI. 17 July 2015 <http://www.meti.go.jp/press/2015/07/20150716004/20150716004_2.pdf>

% There is a court injunction against the restarts.

% Nuclear Power in Japan. World Nuclear Association <HTTP://WWW.WORLD-NUCLEAR.ORG/INFO/COUNTRY-
PROFILES/COUNTRIES-G-N/JAPAN/>: HAMADA, KENTARO; SHELDRICK, AARON (2015) Japan nuclear power outlook bleak
despite first reactor restart. Reuters. September 1, 2015. http://www.reuters.com/article/2015/09/08/russia-yamal-Ing-china-
idUSL5N11E38620150908
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2014 to around 27 per cent by 2030, the share of natural gas in primary energy consumption is
to decline from 25 per cent in 2014 to 18 per cent by 2030 and the overall LNG import is
anticipated to fall from about 90 Mt in 2014 to 62 Mt in 2030.”

Korea, which currently has 24 reactors in operation and ten either under construction or
planned, seems to be preparing to have a larger share of nuclear energy.’® In 2015, Korean
Ministry of Trade, Industry and Energy (MOTIE) published its 7th Basic Power Supply Plan
for the period up to 2029, which includes the construction of two additional nuclear power
reactors to keep pace with the country’s total electricity demand increasing by some 2.2 per
cent annually over the next 15 years. With Unit-1 of the Kori plant scheduled to close in 2017,
the country would have 35 units in operation by 2029. In the aftermath of Fukushima and
following a chain of disclosed irregularities in the domestic nuclear sector, the initial 2030
target of 41 per cent for nuclear energy was downsized to 28.2 per cent in 2029,”” which is yet
an increase from 22.4 per cent in the year 2014.

China, which suspended its plans for the new nuclear reactors in the aftermath of the
Fukushima accident, now projects to increase the share of nuclear to 16 per cent by 2030. The
severe aerial pollution urges the government to implement cleaner energy policies; and
nuclear is one of the best options. Currently, China has 28 operating reactors (generating 2.4
per cent of electricity) and further 23 units are at different stages of planning and
construction.”® China’s other specific factors defining demand for imported energy resources
are: the decelerating dynamics of economic growth on the whole and in China’s northern
regions,” the scope of liberalisation of domestic gas market, the (smaller than projected, but
yet) success in indigenous energy resources production, such as coal-bed methane, coal-to-gas
and shale gas (Shadrina 2014c), the ambitions in climate change policy and so on. It can be
observed that owning to the scope of China’s energy demand, fluctuation along any of these
dimensions may result in rather significant deviations from a certain scenario. It is now
commonly recognised that China’s domestic, as well as international energy agencies have
largely overstated the assessments on China’s demand for the imported energy resources
(Shadrina 2014c, Paik 2015, Mitrova and Henderson 2015) and contrary to the forecasted
shortages, China is likely to enjoy an oversupply in the short-run.

Overall, Japan’s Institute of Energy Economics (IEEJ) foresees a continuous growth of
primary gas demand in the greater Asia (Graph 14).'”” However, the demand in large and
mature markets, such as the Japanese and Korean, will remain nearly unchanged, while
China’s demand will grow at a more modest rate. Yet, the accuracy of the IEEJ’s forecast
may be contested, as, for instance, a result of economic slowdown and milder than typical
weather, the NEA-3 demonstrate lower than expected demand for LNG import in 2015
(insertion in Graph 14).

% Proceedings of the LNG Producer — Consumer Conference, Tokyo, 16 September 2015 <http://www.Ing-conference.org/english/>

% Nuclear Power in South Korea. World Nuclear Association <http://www.world-nuclear.org/info/Country-Profiles/Countries-O-S/South-
Korea/>

?7 South Korean energy plan sees two more reactors. World Nuclear News. 22 July 2015 < http://www.world-nuclear-news.org/NP-South-
Korean-energy-plan-sees-two-more-reactors-2207154.htm1>

% Nuclear Power in China. World Nuclear Association <http://www.world-nuclear.org/info/Country-Profiles/Countries-A-F/China--
Nuclear-Power/>

% Chen, Michael (2014) The Development of Chinese Gas Pricing: Drivers, Challenges and Implications for Demand. The Oxford Institute
for Energy Sturdies. OIES Paper: NG 89. p. 18.

1% Asia/ World Energy Outlook. TEEJ. October 2015.
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Graph 14: Primary Gas Demand in Asia, Mtoe
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Source: author, based on IEEJ and Cedigaz data.

In greater Asia, Russia’s prospects for larger energy exports can be linked to the fact that
currently 38 per cent of Asia’s LNG import is being covered by the Asia-Pacific suppliers,
which include among others Indonesia and Malaysia with their growing domestic energy
demand and, consequently, declining export potential. Furthermore, as much as 40 per cent of
Asia’s LNG imports are of the Middle-Eastern origin, which after factoring in significantly
escalated security risk, seem to be by far less competitive.

The growing competition of supplies'”' from North America (a number of LNG deals
were concluded and the first cargo from Cheniere Energy's Sabine Pass LNG plant is
expected to arrive to Asia in December 2015 — January 2016) and Australia (the first cargoes
from the Gladstone LNG project, the second of three coal-seam gas-to-LNG projects) makes
Russia’s aspirations to seize a niche in the NEA gas markets more difficult to realise.

In oil export, traditional suppliers to Asia-Pacific, such as Saudi Arabia, have engaged in
a tough price competition, offering generous discounts to the Asian buyers and bringing oil
price in Asia to a record low level. Should the US lift the oil export ban, the Asian markets
will have even more (and presumably) cheaper supplies. The persistent weakness in oil prices,
which with a six to nine months lag affects the price of long-term LNG contracts and deflates

""" Wood Mackenzie sees room for LNG oversupply in Asia to 2025. September 4, 2015. http://www.naturalgaseurope.com/wood-
mackenzie-sees-room-for-Ing-oversupply-in-asia-to-2025-
25288?utm_source=Natural+Gas+Europet+Newsletter&utm campaign=540a54ae87-
RSS EMAIL CAMPAIGN&utm medium=email&utm term=0 c95c¢702d4c-540a54ae87-307791445
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the spot price (Graph 15),'* tremendously narrows the window of opportunities for the

Russian producers, which although have absolute advantage in the transport component of
LNG price, are less competitive in the production costs segment. Affected by the sanctions, as
has been explained above, Russian producers additionally face financial restraints and a lack
of access to cost-efficient and technology-effective solutions, which are necessary for the
development of the new projects in ESFE.

Graph 15: Gas Prices, $/ MBtu (as of October 2015)
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Source: author, based on BP data.

Thus, the analysis of prospects for Russia’s gas exports in the environment of economic
sanctions and low energy prices, as well as the terse assessment of the trends in energy
supply-demand in NEA and the respective countries’ energy policies, lead to a proposition
that the overall situation does not particularly favour Russia’s expansion strategy. Out of a
range of gas export projects, only a handful of them seem to be likely to be implemented in
the short- to mid-term (Table 8).

Table 8: Prospects for Russian Companies’ Gas Export Projects

Company 1\12;1%::5 Coi?riirﬁon by 2020 by 2025 by 2030 by 2035
Power of .
. S.iber-i 3838 3" train Sakhalin-2 z:;’:;‘; (iiz)blizljl ’ Vladivostok LNG plant, 5
Asia pipeline - 38 LNG 5 Mt 215 Mt
bem 4™ train Sakhalin-2 LNG
Gazpr()m (201992021)
Turkish Stream 1% | Baltiisky LNG 8Mt | Nord Stream-2, 2™ line South Stream*
Europe line** 15.75 bcm Turkish Stream 2™ | 27.5 bem )
Nord Stream-2, 1 line Turkish Stream 3"-4" Shtokman LNG
line 27.5 bcm lines**, each 15.75 bcm 15Mt**
Rosneft Asia Sakhalin-1

12 Asmatckwmii peiok CIIT TepsieT CBOIO MpHBJIEKaTENbHOCTH? MOCKOBCKHIl HedTerasoBbiii ieHTp komnanun EY. 18 aprycra 2015
<http://api.eyapp.ru/focus/24>
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Daljnevostochny
LNG 5 215 Mt
Europe Pechora LNG 2.6 > 5.2
and Asia Mt

Arctic LNG 1, 2, 3,
each 5.5 Mt, total
16.5 Mt

Europe Yamal, LNG

Novatek and Asia plant 16.5 Mt

Note: 1 Mt=1.38 bcm
* - the project has been scrapped;
** - the prospects are indefinite
Source: author.

With already announced the delay (till 2021) and yet the time required to reach the PoS’
projected capacity, China still stands to become the first recipient of Russia’s new pipeline
gas supplies from the ESFE. Other most probable additional supplies can be expected from
the expansion of the Sakhalin-2 LNG project. Under the current circumstances, the feasibility
of the rest of the aforementioned gas export projects appears to be rather uncertain.

4. Conclusions and Policy Implications

The shift towards Asia in Russia’s energy policy takes clearer contour, but this does not
signify Russia’s ultimate resolve to move away from Europe. What Russia is aspiring to
achieve is a more balanced model of energy exports. China’s role is likely to increase
remarkably, as the country stands to receive more than a third of Russia’s energy exports by
late 2020s. The growing volume of Russia-China deals and the diverse nature of the bilateral
and multilateral institutions the two are engaged in for their cooperation, suggest that the
nations have achieved a notable progress towards strategic partnership. It appears, however,
that in the segment of pipeline gas export Russia risks to construct China’s monopsony. What
Russia can do in order to mitigate such a risk is to more eagerly pursue an inclusive regional
economic development of the ESFE. A greater regional oil and gas demand will create a
sound alternative to export, thereby helping improve Russia’s negotiation position vis-a-vis
China.

Yet, the materialisation of the diversification strategy requires certain institutional
changes in Russia’s domestic energy policy. The disparity is growing between Gazprom’s
declining role in production and its unchanging monopolist status in the transport segment
(via the ownership of the pipeline system) and export. Such a situation hampers the
development of domestic gas market and impedes the implementation of economically
feasible projects by the independent producers. Should Russian gas sector undergo genuine
liberalisation, a variety of Russian gas producers would be able to develop their businesses
both domestically and in the export markets. The latter is especially timely in connection with
the rapid evolution of the global gas business.

The energy markets are influenced by a great number of factors, which can largely be
divided into two groups — cyclical and structural. While the former cease their negative
impact as soon as economic recovery allows the markets to set into a newly found
equilibrium, the latter (linked to the advancements in energy efficiency, revolutionary new
types of energy, environmental regulations and so on) change the market so that a new
equilibrium reflects no traditional logic. The problem with Russia strategising its energy is
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that it tends to omit the structural shifts overemphasising the importance of cyclical
fluctuations.

Russia’s energy producers have eventually realised the significance of regulatory
frameworks transformations in the EU, but they yet seem to be not as attentive to the ongoing
diverse institutional shifts in the Asian gas markets. There are, for instance, profound reforms
towards the liberalisation of the domestic gas markets (in Japan and China, in particular).
There are buyers’ moves to strengthen their negotiating positions. Such is a recent case of two
large Japanese buyers - TEPCO and Chubu Electric Power Co., which in April 2015
established JERA, a joint venture to coordinate the two utilities’ overseas resource
development projects and fuel procurements among other things. There are remarkable shifts
to establish the international partnerships among the LNG buyers. Such are the cases of
agreed in 2013 partnerships between Japan’s Chubu Electric and Korea’s KOGAS (which is
the world’s largest single buyer), and Chubu and India’s GAIL, which envision coordination
of LNG purchases, ship swaps and other forms of cooperation. There are continued actions to
materialise the idea of LNG futures market in Asia. In September 2014, Japan OTC Exchange
(JOE) was established by TOCOM (40 per cent share) and Singapore-based broker Ginga
Petroleum (60 per cent). Uniting 23 traders, the JOE registered its first non-deliverable
forward contract in July 2015. Another project of hosting LNG trading hub is being rivalled
by Tokyo and Singapore (as well as by some other Asia-Pacific contenders). Japan has
certainly succeeded in launching a forum for business dialogue among many sides involved in
the LNG value chain; the LNG Producer — Consumer Conference became such a venue.
Dependent on the external supplies, the Asian buyers voice their interest in pursuing a
strategy of portfolio diversification (combination of long-, mid- and short-term contracts, as
well as spot trade) and assure that while the share of the long-term contracts will decrease,
they will not be abandoned altogether. The Asian consumers see their greater inclusion in the
overseas LNG value-chain, which appears to be beneficial to all sides, as at the time of low
prices, producers need some guarantees that their investment will pay back. More flexible
contract terms, such as index pricing (not only for spot trade) is another area where the
consumers see a room for cooperation with the producers. These diverse shifts need to be

competently assessed and promptly acted upon if Russia indeed has its energy strategy for
Asia.
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