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1.Introduction

In the last years the Russia’s attitude towards promising directions of oil and petro-
leum products exports has become more clearly specified. One of the purposes of the energy
strategy adopted by the government is a redirection of export flows of Russian oil from the
Baltic countries (i.e., the former Baltic republics of the USSR), as well as from Finland and
Ukraine to the Russian ports. According to officially accepted data, the Russian companies
exporting oil and petroleum products through Baltic ports outside Russia incur annual losses
of about 1.5 bln. USD." Respectively, the Russian budget loses significant revenues going on
payment for transit and port handling services of the Baltic states.

The question of export independence of a fuel and energy complex of Russia arose

with the disintegration of the USSR. Availability of own infrastructure for exporting energy
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resources is not only a matter of financial interest for various economic agents, but also that
of national economic security. The country with a huge energy sector and an access to the
seas should be independent in its export activities.

The following three directions have been perceived in Russia as the most promising
for its export of crude oil and petroleum products in the near future®:

1. "West-European™ — implies the use of already existing transit routes via Baltic
countries and simultaneous construction of a number of new ports in the Leningrad province
(Primorsk, Vysotsk, Ust-Luga, the Bukhta Batareynaya), as well as modernisation of transport
infrastructure on the Black Sea with overall handling capacity of 50-100 mt annually;

2. “Northern” — suggests a scheme of constructing of a trunk-oil pipeline from West-
ern Siberia to the port of Murmansk, which will allow to transport some 60 - 120 mt of Rus-
sian oil annually by ocean tankers by dead-weight capacity up to 300 000 tonnes;

3. "Far Eastern' - envisaging building of an oil pipeline from Eastern Siberia to
China to deliver 30 mt of oil annually, and, possibly, another pipeline via Russian port of
Nakhodka towards Japan.

Providing all the projects are implemented, the Russian oil companies will acquire
significant additional capacity for export of 150 - 250 mt per year. This figure by far exceeds
the predicted growth of Russia's oil production and export expansion in 2004-2020.

The present paper aims at the investigation of current state-of-affairs and prospects of
developing transport infrastructure for oil exports in the Russian part of the Baltic Sea, exam-
ining the advantages (and disadvantages) of the new routes of export through Baltic, as well
as estimation of the prospects for enhancing oil export towards West European market. For
this purpose a number of interviews was made with companies involved in construction of an
alternative export facilities in the Northwest Russia, as well as with some representatives of

local administration.

2.Location of Russian Oil Reserves

Russian oil reserves — different approaches to assessment: Oil industry is tradi-
tionally regarded in Russia as being one of the key sectors of the economy. Oil cluster is cur-
rently an important source of tax revenues (about 25 %), as well as currency revenues (more
than a third). About 8 % of the country's GDP is connected with an oil industry.

Russia's oil reserves are the 7th largest in the world. However, estimates of proven re-
serves vary wildly, from 48.6 billion barrels to three times higher appraisals. The exact data
on Russian oil reserves has become confidential after a resolution was signed by the Prime
Minister Michael Kasyanov last April. Nor official body of the Russian government can pro-

vide today any exact appraisal of oil reserves.



According to the most conservative estimates made by Western experts (for instance,
BP's or the U.S. Oil and Gas Journal's), Russia's proven oil reserves total about 46.5 — 50.0
billion barrels® (6.37 — 6.85 billion tonnes). The Russian officials hold the figure of some 50 -
67 billion barrels”, noting that exploited oil reserves in Russia account for around 5 % of the
world stock. The estimate made by Lukoil in 2001 reveals the stock of proven oil reserves in
Russia equalled to 76 billion barrels.” Eugene Khartukov, Russia's leading independent en-
ergy analyst, puts proven reserves at 110 billion barrels, and lan Woollen, an analyst from
Wood Mackenzie, at 120 billion barrels. M. Khodorkovsky, CEO of Yukos, Russia's fastest
growing oil firm, insisted on even higher figure putting Russia's proven oil reserves at 150
billion barrels (20.54 billion tonnes). He said, that if someone simply summarises proven oil
reserves of Russia's 10 largest oil firms, audited by international auditors, he would get a
much higher figure than the official data suggest.® Only the Russia's five largest oil compa-
nies control together more than 70 billion barrels of proven crude oil reserves. He explained
the discrepancy in figures by the fact that during last eight years no re-estimation of oil re-
serves was made; while a number of new deposits were discovered in the country.

Russia's oil cluster includes more than 130 thousand of wells. Today, around 2000 oil
and gas deposits have been explored, of which around 900 are not currently in use. Russia's
proven oil reserves (A and B categories, according to international audit criteria) would last
for approximately 20-50 years, while the world's average is around 30 years. Russia's exploit-
ing oils reserves would last for 20-25 years. About a half of total reserves are located in the
regions, which are difficult to access.

Russian oil reserves — regional aspect: Russia currently has three major groups of
regions, which correspond to the initial, intermediate, and final stages of development of the
raw material base. At the initial stage of development are deposits in Eastern Siberia, in the
Far East (excluding Sakhalin Island), and on the shelves of Russia's seas. The intermediate
stage of development is typical for deposits in Western Siberia and partly the European North
(the Timan-Pechora region). At the final stage of development are "old" extraction regions of
Volga-Urals and the North Caucasus.’

Estimations of Russian oil reserves by region also vary significantly. In particular,
comparison of “Rosbusinessconsulting” data with those of Yukos is depicted in Table 1.*

Table 1. The location of Russia's oil reserves by region

Data of Rosbusiness- | Data of Yukos

consulting (internal study)
West Siberia 52% 70.3%
East Siberia and Far East 18% 3.4%

Russian Shelf 19% 1.25%




Volga-Urals 7% 13.5%
North of the European part of Russia 3% 11.5%
The Northern Caucasus 1% Less than 1%

Source: www.rbc.ru; Yukos internal study

Table 1 indicates that Yukos study of exploration potential of the Russian regions en-
hances the share of Western Siberia, Volga-Urals region and Timan-Pechora basin, and di-
minishes the quota of Eastern Siberia and Far East, as well as the Russian shelf.

The main oil-producing area is still in Western Siberia, oil reserves are being ex-
ploited here since the 1970s. This region supplies two-thirds of Russian oil. The most promis-
ing in terms of their potential for growth in oil production are East Siberia and Far East re-
gions, and the Timan-Pechora province.

Oil reserves of the Northwest Russia: The Northwest Russia is one of the largest oil
areas in the country. In terms of oil production volume, it is the third after Western Siberia
and Volga region. Oil is extracted in three regions of the Northwest Russia: the Republic of
Komi, the Nenetsk autonomous district (an administrative unit of the Arkhangelsk province),
and the Kaliningrad province. Deposits of Timan-Pechora oil and gas province (geographi-
cally located in the Republic of Komi and the Nenetsk autonomous district) are of the most
significance.” The discovered oil resources of these regions amount to 1.3 billion tonnes in
the continental part plus 62 mt on the Arctic shelf.'’

Table 2. Oil reserves of the Northwest Russia (mt)

Reserves
Total in Russia 15,300
Total in Northwest Russia 1,395.6
Including:
The Republic of Komi 506.6
The Nenetsk autonomous district 865
The Kaliningrad province 24

Source: Filippov et al. (2002)

Timan-Pechora province is a relatively new territory for oil production. The northern
part of the field has begun to be exploited intensively only recently. The province contains
already discovered, but underdeveloped fields. Only about 10 % of the initial endowment has
already been extracted. It is to become the second largest oil region after Western Siberia in
terms of production. Some relevant information is presented in Table 3.

Table 3. The Timan-Pechora oil production (mt)
Oil production 2001 2005 2010 2015 2020
Total 13 45 64 60 48



http://www.rbc.ru/

New fields 0 34 55 48 34

Falling old fields 13 11 9 7 6

Source: Yukos internal study.

In the early 1990s, oil production volumes in the Northwest Russia contracted by al-
most three-fold, due to overall industrial crisis. Since 1996 the production have begun to grow
slowly. Currently some 14.7 mt of oil have been exploited annually in the Northwest region.
By 2010 the above mentioned regions are expected to provide 55-57 mt per year (more that
10 % of the total volume of oil production in Russia). '' Table 4 illustrates the trend clearly.
Table 4. Oil production in the Northwest Russia (mt)

1990 1996 1998 2000 2002
30.6 11.1 12.1 13.8 14.7
Source: Minenergo (2003), Filippov et al. (2002)

The significance of the Northwest region results from its geographical proximity to
the Western markets that allows it to export oil and oil products at lower transportation costs
comparing to those from other oil regions of Russia. All the companies of the Northwest Rus-
sia produce 4 % of oil, about 15 % of oil products, and 100 % of shale oil in the total national
industrial output. The extraction of raw resources there dominates over processing of them.
The production of oil and oil products exceeds domestic consumption in the region. The
Northwest Russia accounts for 7 % of national oil exports and its share is expected to grow in
the future as a result of intensive development of the Timan-Pechora oil and gas province. Oil
is exported mostly from the southern and central deposits of the field, located in the Republic
of Komi (66 % of the total oil exports). Most of the oil exports go to European market.

Oil products represent the largest share in the total export volume of energy products
in the Northwest Russia. Oil refining companies of the region export more than 11 mt of oil

products, and KINEF is responsible for 99 % of the regional oil products' export.'>

3. Oil refining and transport infrastructure in the Northwest Russia

Oil refining: Two subsidiaries of the largest Russian oil companies — KINEF (Sur-
gutneftegas) and Lukoil-Ukhtaneftepererabotka (Lukoil-UNP) represent the oil-refining sec-
tor in the Northwest Russia.

Lukoil-UNP" (the Republic of Komi), built in 1933, is one of the oldest oil-refineries
in Russia. Its refining capacity amounts to 6.3 mt per year. Crude oil is supplied to the plant
either through oil pipeline or by railway from the oil deposits of the Timan-Pechora oil field.
The oil products from the refinery plant are transported by railway. The share of the company

in total volume of Russian primary oil processing is 2.1 % (the share in the Northwest is



around 18 %). Oil products of the company are sold primarily in the northern regions (the Re-
public of Komi, the Murmansk and Arkhangelsk provinces). Only fuel oil is exported.

The KINEF oil processing plant' (the Leningrad province), built in 1966, is the larg-
est oil processing plant in Northwest region and one of the modern enterprises in Russia. Its
refining capacity is equal to 17.3 mt a year. Raw materials are supplied by Surgutneftegas
from deposits in Western Siberia through a trunk-oil pipeline. After refinery modernisation
the capacity of KINEF should increase by 2.5 mt in 2003, and further by 5 mt in the next few
years, provided that the volume of oil delivery by Transneft pipeline to KINEF refinery will
also increase up to 24 mt a year.

The plant provides more than 80 % of oil refining in the Northwest Russia. The share
of KINEF in the total volume of primary oil processing in Russia reaches up to 10 %. The
refinery works almost at full strength - not less than 85 % of the Kirishi plant's capacities
were utilised in the 1990s. Presently, 60-70 % of the company's products go for export mostly
via St Petersburg or Tallinn. Relatively limited domestic market explains the current export
orientation of the company. The primary domestic consumers of the company's products are
located in the Northwest Russia - the Leningrad, Novgorod, Pskov, Murmansk provinces, and
the Republic of Karelia.

Some companies have announced plans for establishing new refineries, due to the de-
velopment of the pipeline system and the growth of oil transit through the region. Surgut-
neftegas and Rosneft intend to build a refinery in Primorsk, which will be completely oriented
towards export. The capacity of this refinery will amount to 7-10 mt (at the first stage) per
year. Lukoil also has a plan to build a new refinery with an annual refining capacity around 3
mt in the vicinity of Murmansk.

Oil-trunk pipelines: The Timan-Pechora basin is usually divided into southern and
northern parts. Oilfields in the southern part are located nearby the existing and constructing
oil-trunk pipelines. The northern part faces the Barents Sea. Today, two main projects in oil
transportation are being carried out in the Northwest Russia: the Baltic Pipeline system (BPS)
and the Northern Territories. '

In the southern part of the basin there is the only one operating oil-trunk pipeline -
Usa-Ukhta-Yaroslavl (more than 15,000 km in length) built in the 1970s in order to transport
oil to the central regions of the country. Today it is considered as a part of the BPS. The pipe-
line was extended by KomiTEK (Lukoil) from Usa to Kharyaga and now is in a private pos-
session. The company is undertaking its reconstruction to expand the transmission capacity
from 9 up to 13 mt per year. Transneft is also projecting construction of the trunk oil pipeline
from Usa to Kharyaga and also towards oilfields in the Nenets district in order to connect

them with the BPS.



Oil from the northern territories of the Timan-Pechora could be transported via port of
Murmansk where erection of a new oil terminal is envisioned with an annual handling capac-
ity of 80-120 mt. There are at least five major Russian oil companies involved into the project
including Lukoil, Yukos, Sibneft, TNK and Surgutneftegas. The basic idea is to connect oil-
fields in Western Siberia and the Timan-Pechora basin with the port of Murmansk by a new
oil pipeline. The advantages of this new export route relate to lower transportation costs in
comparison with the transportation via the BPS due to shorter distance to the port and a possi-
bility to use ocean tankers with dead-weight up to 300 000 tonnes.'” Murmansk is the only
deep-sea port in the Russia's Northwest, which does not freeze all the year round. Without a
deepwater port oil exports to the USA are not economically rational for the Russian produces
unless oil prices remain very high.

The Baltic Pipeline System (BPS) is a network of Russian main oil pipelines owned
by the oil transporting company Transneft. The project is under direct control of the president
of the RF. * An idea of BPS construction has arisen in the middle of the 1990s; while imple-
mentation of the project began only in 2000.

The BPS project envisions construction of a new oil terminal in Primorsk (150 km
from St-Petersburg) and also two new pipelines - one is from Kharyaga (the Nenets district)
to Usinsk (the Republic of Komi), and another is from Kirishi to Primorsk. Thus additional
833 kms of new tubes will be added to existing 1885 km of oil-trunk pipelines. Total length of
the BPS pipeline system will be 2718 km.

Main export volumes to be piped through the Baltic system are from the Timan-
Pechora, West Siberian, and Volga-Urals oil extracting areas of Russia as well as from Ka-
zakhstan.'® This is a shorter and cheaper oil export route for the Russian produces in compari-
son with transit through ports of Latvia and Lithuania. The BPS will allow handling of more
than a half of oil now exported via ports of the Baltic countries.”® The construction of a new
pipeline is carrying out by Baltnefteprovod, a subsidiary company of Transneft.

The BPS project was supported by the leading Russian and foreign oil produces, such
as Yukos, Slavneft, Rosneft, KomiTEK, Surgutneftegas, British Gas and Total. Lukoil joined
these companies in the end of 1999. All they expressed their willingness to guarantee a deliv-
ery of oil through BPS. Besides this, Ministry of Oil and Gas of Kazakhstan has also affirmed
delivery of 5 mt of oil via the BPS.*!

The project is divided into several stages. The first line of the BPS started its opera-
tion in the end of 2001 with a declared capacity of 12 mt oil delivery a year. This stage in-
cluded extension and modernisation of the existed oil pipeline Yaroslavl - Kirishi, construc-
tion of a new pipe from Kirishi to Primorsk and a new oil terminal in the Finnish Gulf near
Primorsk. The building of an oil terminal in Primorsk and a pipe linking it with Kirishi costs

for Transneft 580 mln. USD?



In 2002 almost 69 mt of oil, including 1 mt of Kazakh oil, were piped through the
BPS. Among this total amount, 20 mt were delivered to Druzhba oil-trunk pipeline (1 mt in
January, 2003), more than 12 mt were piped to the oil terminal in Primorsk. Yukos accounted
for 23 % in total oil delivery via the BPS, the share of TNK compounded 14 %, that of Sib-
neft - 13 %, Lukoil- 11 %, Surgutneftegas - 7 %. The share of the Kazakh oil reached 18 %.*
The construction of the BPS-1 did not increase volume of Russian oil exports, but rather
changed a structure of exported oil transportation.

Presently, the second stage of the project is being carried out. The BPS-2 is to put into
operation in December 2003.?* Initially the company planned to enlarge the transmission ca-
pacity of the BPS from 12 up to 18 mt by the end of 2003. However, at the end of 2002
Transneft management proposed to increase it up to 30 mt, and later up to 42 mt a year in or-
der to meet the demand for oil transportation facilities due to the growth in annual oil produc-
tion. »*

The BPS-2 includes the second line of pipeline Yaroslavl - Kirishi - Primorsk, several
oil compressing stations and 8 tanks (each of 50 000 cubic meters) for oil storage in Primorsk.
The development of the BPS-2 (up to 30 mt) is associated with construction of Kharyaga -Usa
pipeline in Timan-Pechora province and ensuring transportation of oil from separate oil fields
located in the Nenets autonomous district. The cost of the BPS-2 project is estimated at 1.4
bln. USD. Transneft Vice-President Sergei Grigoriev said the company is going to attract a
credit of 1 bln. USD. Another 400 mIn. USD will be provided the company itself.

The European Union generally supports the BPS project. Europe is interested in in-
creasing of oil exports from non-OPEC countries. The benefits for the European countries
also relate to the fact, that a new oil pipeline will provide the Russian producers with the di-
rect way to the European market bypassing the ports in the Baltic States. This means the
lower oil price for European consumers - the cost of delivery will be cheaper, at least with
respect to those fares that were collected by the Baltic States.

It should be emphasised that the BPS gives the companies an alternative export route.
Under the circumstances the exporters are free to choose either the northern route or southern
way through the Black Sea. The third route is through the port of Ventspils, the services of
which will become cheaper because of more intensive competition.

The only weak point of the BPS relates to the fact that it is basically oriented towards
Europe. Purchasing power of the later with respect to Russian oil is becoming relatively lim-
ited. The expected growth of oil consumption in the region in the nearest years is 0. 6 — 0.7 %
per year. Besides, Caspian oil will increasingly compete in the European market.”” This year
new EU rules on diversification of the energy supply sources will come into force. This
means that Russia might even lose its former positions in the European market due to the sub-

stitution of the Russian oil by that from Iran, Near East, and Northern Africa.?® Therefore the
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oil producing companies are lobbying construction of other export pipelines in order to enter
new markets.

Oil product pipeline transportation system (Transnefteproduct®): There is no
oil-production pipeline either from the Timan-Pechora basin or from the Western Siberia con-
necting these regions directly with the export markets in Europe. Currently, Russia has the
only terminal on the Baltic Sea for light oil products to be piped through an oil product pipe-
line for export. That is the St.Petersburg Oil Terminal. An annual capacity of the pipe, which
extends from KINEF oil-refinery (Surgutneftegas, Kirishi) is about 3 mt. A lack of own ex-
port terminals connected with the oil production pipeline system results in annual losses for
the Russian budget of about 200 mln. USD, paid to the Baltic States for transit deliveries.

Oil products towards north-western direction are piped to the port of Ventspils (Lat-
via) through the territory of Belarus, Lithuania and Latvia. Nowadays, almost a half of Rus-
sian light oil exports to the markets of Northwest Europe goes through the port of Ventspils.
Oil product pipeline towards western direction passes the territory of Ukraine. Total export
deliveries of Russian oil products via pipes of Transnefteproduct during last two years
amounted to 16 mt annually.

Today Transnefteproduct company is developing a project that envisions construction
of a new oil-production pipeline called the North (Kstovo (Nizhni Novgorod) - Yaroslavl -
Kirishi - Primorsk). The capacity of the pipeline at the first phase will accommodate 10 mt, at
the second phase - 20 mt of oil products. The Russian government guarantees the construction
of this pipeline. This is due to the fact that the project is included in a federal program En-
ergy-effective economy planned for the period 2002-2005.

The project also includes building of the terminal in the port of Primorsk to handle the
refined oil for export. This terminal is supposed to be erected in close proximity to the BPS
oil terminal. The projected handling capacity of the terminal is 24 mt, including 20 mt deliv-
ered by the pipeline, another 4 mt - by the railway. An affiliated company of Surgutneftegas
— KINEX, will conduct the construction of the terminal.’’

Several oil-refineries could be among the potential suppliers of oil products for the
Kstovo-Kirishi-Primorsk pipeline. Namely they are Omsk Oil-refinery, Bashneftechim (in-
cludes three oil-refineries), Lukoil-Perm'nefteorgsintez, Salavatnefteorgsintez, Nizhne-
kamskneftechim /TAIF/, Nizhegorodnefteorgsintez (NORSI), Slavneft-
Yaroslavnefteorgsintez and Kirishinefteorgsintez /KINEF/. Once construction of the oil-
production pipe Kstovo-Kirishi-Primorsk is completed, the refineries will have an opportunity
to export oil products directly to the European market, which significantly diminish the costs
of transportation. It is calculated that contraction in transportation costs will be at least 30 %.
The transportation of the oil products by the pipeline is currently at least 30 % cheaper, than
by rail.
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Railway. Oil and oil products from the Timan-Pechora basin can also be transported
by railway that stretches from Vorkuta to St. Petersburg (the turnpike railway). There are also
local railway lines in the region linking major oil fields with the main railway and also with

Varandey terminal.

4. Oil terminals on the Russian part of the Baltic Sea

St. Petersburg Oil Terminal.** St.Petersburg Oil Terminal Ltd. (POT Ltd.) founded
in 1995 is located in the south-western part of St.Petersburg Sea Port. St.Petersburg oil termi-
nal is the largest and the most up-to-date fuel handling facility in the Northwest Russia. The
port is open for calling the year round.

The geographic position of the terminal gives it a competitive advantage over other
Russian ports as well as the ports of the Baltic States. The distance from the oil refineries lo-
cated in the Northwest and Central regions of Russia to this terminal is much shorter, than up
to other terminals in the Baltic region including those in the Baltic States providing handling
facilities for oil production exports. During last years a significant share of Russian oil prod-
ucts have been transported to the ports in the Baltic States (except the port of Ventspils) by
railway, which is the most expensive mode of oil transportation. It increases the export price
for Russian oil products considerably. The POT allows the exporters of oil products to reduce
their transportation costs.

The POT handles for export black oil and diesel, which are delivered to the terminal
from the KINEF, Ryazan, Nizhnekamsk, Ufa (basin of Volga and Kama river) oil refineries.
Oil products are delivered to the port by the pipeline only from KINEF oil refinery (Kirishi);
while oil products from other oil refineries are transported either by rail or by river (only dur-
ing summer navigation since May till November). There is no handling capacities in the ter-
minal for transhipping crude oil, however such services will be possibly provided in the fu-
ture.

The POT actually holds a monopolistic position in the Russian part of the Baltic Sea
in transhipping oil products. The terminal mostly co-operates with large and permanent cli-
ents including Surgutneftegas, Lukoil, Yukos and Bashneft. Major countries/ports of destina-
tion of oil products exported from POT are Germany, Great Britain, the Netherlands (Amster-
dam, Rotterdam and Antwerp).*

The POT's tariff for transhipment is 4 USD/t. The size of the tariff does not depend
upon dead-weight capacity of the vessel, but it can either increased or diminished depending
on the size of the consignment, the term of the contract, and so on.>

Since 1996 the POT conducts phase-to-phase building and expansion of existing fa-
cilities according to the corresponding program for 1996-2005. The following facilities have

been brought into services in the terminal: two berths - for sea-going tankers (dead-weight up
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to 40 000 tonnes) with velocity of loading till 1500 tonnes/hours, two other - for river tankers,
1 fuelling dock, 5 railway trestles for 54 tank cars and oil products storage reservoirs of 214
thousand m®, ** The terminal is connected by a pipe (capacity of 350 m*/hour) with the KI-
NEF oil refinery. Since 1996 the handling turnover of the terminal increased more than 6-fold
and reached 6.7 mt in 2002, including 3.9 mt of black oil and 2.8 mt of diesel fuel, which is
piped from KINEF oil refinery.*®

In 2003 the POT plans to tranship 7.2 mt of oil products.’” During the first quarter of
2003, some 1.1mt of oil products were handled by the port, including 0.6 mt of light and 0.5
mt of the dark oil products. Despite of strong frosts and freezing of the water in the Finnish
Gulf, the volume of dark oil products transhipped through the port in comparison to a similar
period of the previous year has not contracted. However, due to the decrease in handling of
light oil products total turnover of the terminal slightly diminished (93 % in comparison with
the previous year).”® Table 5 depicts development of the POT freight turnover.

Table 5. Freight turnover, 1995-2002 (light and dark oil products, mt)

1995 | 1996 | 1997 | 1998 | 1999 | 2000 | 2001 | 2002 | 2003*
Total turnover 1.1 1.9 2.5 33 3.5 4.0 5.0 6.7 7.2
Light oil products - 0.6 1.0 1.5 1.5 1.6 2.1 2.8 -
Dark oil products - 1.3 1.5 1.7 2.0 2.4 2.9 3.9 -
*forecast
Source: POT.

Currently handling capacity of the Petersburg oil terminal accounts for 7.5 mt. The
port is going to expand the existing capacities to begin export crude oil and gasoline. The
POT is going to construct railway trestles to receive crude oil in 2004. As expected, this will
allow expanding total amount of cargo from 6.7 mt in 2002 up to 9 mt by 2004. The POT
plans to export annually about 1 mt of oil, which will be delivered to the port by rail.** In ad-
dition, the company also intends to start shipment of the crude oil from river tankers into the
sea ones as it does with the black oil. In 2002 the volume of shipments of black oil from river
vessels in the POT doubled in comparison with the 2001, and reached 1 mt.*

Further expansion of the terminal facilities scheduled up to 2005 will enlarge its han-
dling capacity up to 15 mt/year from current 7.5 mt. If new storage reservoirs for oil and oil
products are built, overall storage capacity of the terminal will reach 350 000 m® in 2005. The
overall costs of projected expansion of the POT equals to 140 mIn. USD. 40 mln. USD out of
this sum were invested in 2002.*' The company used both its own capital and loans for these
purposes. The final goal of the POT is to attract the whole volume of oil products being cur-
rently transited via Tallinn.** The growth trend is likely to be maintained although it causes
anxiety since relevant road and rail infrastructure is apparently behind the port development

tempo.
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The natural obstacle for the development of the POT is an insufficient depth of the
channel leading to the terminal. Dredging work carrying out by the administration of the St.
Petersburg Sea Port, will allow to accept tankers with dead-weight capacity up to 80 000 ton-
nes instead of present 30 000 - 35 000 tonnes. However the date of completion of the work is
still unclear, as dredging is not yet agreed upon with the Ministry of Defence, which pos-
sesses a part of the channel.

It is worth emphasising that recently for the first time in modern Russian history an
agreement was signed between Administration of St.Petersburg Seaport and Ministry of
Railway (St.Petersburg office). It stipulates mutual liability for breaching the plan on load-
ing/unloading of cars, on the part of the port, and the plan on supplying/collecting of cars, on
the part of the railway.*

The POT also intends building of an oil terminal of 5.5 mt/year handling capacity in
Ust-Luga.* The advantage of Ust-Luga is that it almost does not freeze. It is easier to enter
the port, than the port of St.Petersburg because of the deeper waters. The place for the new
terminal is chosen correctly also from geographical point of view, as all automobile and rail-
ways lines bypass large settlements. Under the circumstances Ust-Luga will allow to transfer
ecologically dangerous consignments outside the city of St.Petersburg. The construction of
an oil terminal in Ust-Luga is still in an initial stage. An absence of port infrastructure hinders
development of the project. Interests of many groups with different attitudes towards the pro-
ject have been involved.

Primorsk: Being the deepest port in the Russian part of Baltic Sea the port is optimal
from the point of view of usage of super-tankers. It is accessible for calling of vessels with a
maximum draught up to 15 meters.

Transneft is carrying out construction of an oil port in Primorsk. The port is for 99%
the property of Baltnefteprovod (a subsidiary company of Transneft) and for 1% - of
Verchnevolzhsknefteprovod.

The port started its operation at the end of 2001 - the first shipment of oil was made
on December 27, 2001. Within the year 2002, 135 tankers with cargo capacity from 40 000 up
to 140 000 tonnes were called into the port, and 12 400 thousand tonnes of crude oil was
shipped during the year. In the first quarter of 2003, 49 tankers called into the port shipping
about 3.7 mt of crude oil.* They were Finnish, Greek, and Norwegian tankers as well as ves-
sels under the flags of Panama and Liberia. The Finns usually deliver oil to Finland, while
others - to various harbours of Europe.*’” Freight charges in the port of Primorsk are 4 -5
USD/t higher than in Butinge or Ventspils due to use of icebreakers during winter period.
Among major clients of the terminal are Yukos , Sibneft, TNK and Lukoil.

After completion of the BPS-2 handling capacity of the port of Primorsk will increase
up to 18 mt, and further up to 42 mt with a construction of the BPS-3. The general develop-
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ment plan of the port anticipates that by the year 2010 it will accumulate about 10% of the
total petroleum exports of the Baltic Sea basin. If the existing plans become true Primorsk is
going to be even larger port than that of Novorossiisk, which transhipped 38.7 mt of crude oil
in 2002.

Simultaneously with the development of the oil port, Surgutneftegas and Rosneft are
constructing an oil refinery in Primorsk with an annual capacity of 10 mt at the first phase.*
A feasibility study of the project is being prepared at the moment, and an allotment of the
ground for construction is being carried out. Oil products from the new refinery will go for
exports through terminal of Transnefteproduct, which is also designed to be constructed in the
port. The governor of the Leningrad region Valeriy Serdiukov in his recent interview to Ve-
domosti newspaper has declared, that it is planned to expand the capacity of oil products ter-
minal in Primorsk up to 100 mt/year in the foreseeable future.*’

Vysotsk: Presently the port of Vysotsk specialises merely on coal shipping with ca-
pacity reaching 6-7 mt/year. From geographical point of view, the port of Vysotsk, unlike
Vyborg and St.Petersburg, is not constrained by the development of port infrastructure. How-
ever, it is necessary to mark, that the navigating situation in Vyborg and Vysotsk is much
more complicated than in St.Petersburg, as there are many skerries, islands and rocky forma-
tions near to fairways.

Lukoil has a plan to build a terminal in the port of Vysotsk. The company is going to
export via it up to 10.75 mt of oil products annually. At the first phase the terminal will be
oriented to exporting only the black oil and gasoline (4.5-4.7 mt/year). The start of operation
for the first stage of the terminal is scheduled for the end of 2003. At the second stage (in
2004) the terminal handling capacity will reach 10.75 mt/year.”® The overall costs of the ter-
minal construction after recent re-estimation will make up more than 300 mln. USD.”" Full
capacity operations of the terminal could be bounded due to congestion of the October rail-
way, which currently is ready to accept deliveries only for first-phase of the terminal. How-
ever, there exists a possibility of extension of oil-production pipe from Primorsk (so-called
North project of Transnefteproduct) further up to Vysotsk. Lukoil plans to deliver oil products
from Ukhta, Nizhniy Novgorod and Perm oil refineries.’> The company plans to ship in Vy-
sotsk tankers with dead-weight capacity up to 80 000 tonnes.™

The building of the terminal is linked with the company's plan to redirect its export of
oil products from Latvian port of Ventspils to the Russian ports.>* The company management
assumes that export of petroleum through own terminal in Vysotsk will save 30% of the
transportation costs in comparison with the route via ports of the Baltic countries.” The presi-
dent of Lukoil declared that by 2004 the company will completely stop transit operations
through the Baltic States. From the port of Vysotsk Lukoil is going to deliver oil products to

the USA. This is the reason why it looks for American investors to participate in the project.
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The company already had negotiated the issue with U.S. Fluor Corporation and Overseas Pri-
vate Investment Corporation.

Lukoil has obtained a license for building of the terminal in the port of Vysotsk in
2002. The existing port infrastructure is at the moment oriented towards products of petro-
chemistry shipping, so the company is going to reconstruct the terminal to store and tranship
oil products.

In December, 2002 the work on building up of the terminal were suspended on the
demand of the Department of State Inspection, Ministry of a Natural Resources of RF in the
Northwest Federal District. The department has accused the company in absence of documen-
tation, first of all — ecological expertise, allowing construction of the oil terminal complex.
The company began work using the documents, which allowed construction of an absolutely
other complex for shipping methanol and ammonia planned earlier in the same place by the
Baltchimexport (company purchased by Lukoil from Severstaltrans last May).’® Particular
anxiety of the ecologists was caused by the fact that the oil terminal will be built in a close
proximity to the protected forest reserves of Vyborg and Berezovye islands.

In January, 2003 the officials of the nature protection bodies, as well as initiators of
the project, recognised that possible impact of the object on the environment is admissible.>’
In April, 2003 Lukoil representative declared that the company had received from the Minis-
try of a Natural Resources an approval of the project oil production terminal construction.’®
However, the Ministry of Natural Resources has not acknowledged yet the fact of endorsing
of Lukoil's project in Vysotsk. Nevertheless, company management hopes, that all questions
will be settled in May - June, 2003. Moreover, the company is still planning to start tentative
deliveries of oil products from Vysotsk by the end of 2003.%° In order to provide necessary
preconditions for efficient implementation of the project Lukoil signed an agreement with
Ministry of Railways stipulating guarantied supply of the rail transport to deliver oil products
to oil products terminal in Vysotsk. For that purpose construction of a relevant railway port
infrastructure and the depot in Vysotsk is also required. Under the circumstances total invest-
ments into the project will be as much as twice higher than the company initially antici-
pated.®

The Bukhta Batareinaya oil terminal: The plan of Surgutneftegas to build its own
terminal in the Bukhta Batareinaya has already existed for several years. Surgutneftegas pro-
jects construction of an oil terminal for light oil products with a handling capacity of 7.5
mt/year. The foundation of the terminal was pledged in 1997, but nothing was constructed
since then. For a long time the authorities did not support the project. In spite of that, the
company did not quit. At the moment it looks like the project gets the second start. It is going
to be included into the BPS project.®' In April 2003 Vladimir Bogdanov (general director of

Surgutneftegas) and Valery Serdiukov (Governor of the Leningrad province) signed the pro-
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tocol according to which the company will re-launch the project of oil terminal construction
and in addition to that will expand the capacity of KINEF oil refinery from current 18 mt up
to 24 mt/year.

Within 2003 Surgutneftegas should also begin building of Bukhta Batareynaya oil
terminal to export light oil products, and an oil products pipeline to link Kirishi with the ter-
minal in Batareynaya. Vladimir Bogdanov promised to complete both projects no later than
2004. In other words construction of both the pipeline and the terminal will take around two
years. The cost of expansion of KINEF oil refinery is estimated at 700 mIn. USD, while con-
struction of the terminal will cost about 4 bln. USD. Building of oil products pipeline and the
terminal in Bukhta Battareynaya is closely connected with the implementation of the KINEF's
hydro-cracking complex project.

From ecological perspective location of the Bukhta Batareynaya oil terminal has both
advantages and disadvantages. On the one hand, it is close to optimal from the point of view
of safety of water collection system of the Bol'shaya Neva. On the other hand, the oil terminal
will be built near to the Leningrad Nuclear Power Station, which exposes additional danger to
the environment. >

The cumulative capacities of all projected ports in St.Petersburg and the Leningrad
province are presented in Table 6.

Table 6. Existing and projected port facilities of the Leningrad province (mt)

Port Existing capacity Projected capacity
Crude oil Oil products Crude oil Oil products

St.Petersburg - 7.5 1 15

Oil Terminal

Ust-Luga - - 5.5 -

Primorsk 12.1 - 42 24

Vysotsk - - - 10.75 mt

Batareynaya - - - 7,5 mt
(max. -15

mt)
Total capacity 12.1 7.5 48.5 57.25 (64.75)

The nearest competitors of the Russian ports on Baltic are the ports in the neighbour-
ing countries, first of all, in Latvia, Lithuania, and Estonia. At present the shipment of fluid
hydrocarbons has been carried out in the following six ports of the Baltic States: Ventspils,
Riga and Liepaja in Latvia, Butinge and Klaipeda in Lithuania, and Tallinn in Estonia.

The oil is delivered to Lithuania by Birzhaji oil pipeline linked with the tube of

Transneft. Throughput capacity of the pipe is 14 mt/year. Russian oil is exported via terminals
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in Butinge and Klaipeda. In 2001 about 10 mt of Russia's hydrocarbons went through Lithua-
nia.

A tube with trunking networks of Transneft also goes to Latvia. Russian crude oil and
oil products have been exported via ports of Riga, Liepaja and Ventspils. The later is the main
oil terminal of all three Baltic States. Ventspils is equipped with a big number of reservoirs
capable to contain more than one million of cubic meters of liquid fuel. The depth of naviga-
tion channels reaches up to 15 meters. Thus the port has a capability to receive the largest
tankers calling into the Baltic Sea with dead-weight of 100-120 000 tonnes. Out of total
amount of almost 33 mt of crude oil and oil products shipped through Latvia in 2001, more
than 28 mt passed through the port of Ventspils.

The specialisation of Estonia, in contrast to its southern neighbours in the region, is
predominantly an export of oil products. Estonia is not connected to the Transneft pipeline
network. Crude oil and oil products are delivered to Tallinn by railway. Nevertheless the vol-
ume of oil cargo transited via Estonia was growing during last several years. 20.9 mt of oil
cargo were transhipped via Tallinn in 2001 and 24 mt in 2002. That means that the demand

for transit services via Estonia is still high.

5. Major Russian actors

The larger share of the Russian oil reserves is under control of major Russian oil
companies. For example, only Lukoil and Yukos (the reserves of both companies were proved
by international audit) controls about 2.0 and 1.7 billion tonnes of oil correspondingly. Lu-

koil's total oil reserves, including all the categories, amounted to 4 bln tonnes in 2001 (29.2
billion barrels). Available information with respect to the main Russian economic agents in

the industry is depicted in Table 7.

Table 7. Proven oil reserves of the Russian oil companies (according to an interna-
tional auditing criteria, mt)

Company Proven reserves | Location of reserves by region

Lukoil 2040 Western Siberia - more than 60%, European
Russia — 30%

Yukos 1718 Khanty-Mansiisk (Western Siberia) and Even-

kiisk autonomous districts, Tomsk, T'umen,
Samara, Saratov provinces, the Urals region,

Astrakhan province

TNK 1010 Khanty-Mansiisk autonomous district (Western
Siberia) — 73%, Yamal-Nentsk autonomous dis-

trict — 15%, Orenburg province - 10%
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Surgutneftegas 969,3 Khanty-Mansiisk and Yamal-Nentsk autono-
mous districts

Sibneft 644 Western Siberia

Rosneft* 1300%** Yamal-Nentsk autonomous district, Krasnodar-

skiy krai, Sakhalin

Slavneft* 286** -
* The companies' estimations. Rosneft (2002), Slavneft (2000)
** ABC1+C2°

Source: www.rbc.ru. The company data

Three biggest Russian oil companies produce together nearly 50% of the national
crude oil output. In 2002 Lukoil was the Russia's biggest oil producing company with a mar-
ket share of more than 20%, Yukos ranked the second with 17.6%, and TNK the third with
about 10%. Relevant general information is depicted in Table 8.

Table 8. Oil production in 2002 by the Russian oil companies (% %)

Total oil production 100
Lukoil 20.9
Yukos 17.6
Surgutneftegas 13.0
TNK 10.3
Tatneft 7.0
Sibneft 4.3
Sidanko 4.7
Others 22.2

Own calculations
Two major Russian oil companies — Lukoil and Yukos are among 30 biggest energy
companies of the world. The companies' ranking will be rearranged in 2003 as a result of the
merger of Yukos with Sibneft and emergence of BP-TNK company in the beginning of 2003.
Table 9 provides some information on the development of crude oil production by major
players.
Table 9. Oil production by the Russian oil companies (mt)

Company | 1994 | 1995 | 1996 | 1997 | 1998 | 1999 | 2000 | 2001 | 2002 | 2003*
Lukoil 569 | 535 |509 |534 |537 |534 |77.8 [783 |79.0 |75.0
Yukos 373 |36.1 |353 [356 |341 |342 |49.6 |58.1 |69.5 |82.0
Surgut- 343 | 333 |333 [339 |352 |355 |[406 |44.0 |49.2 |-

2 «“A” category- exploited reserves: “B” — proven reserves; “C1” — possible; “C2” — potential reserves.
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neftegas

TNK 247 | 22.6 | 213 | 209 | 19.7 | 19.6 | 28.6 | 40.7 | 39.0 -
Sibneft 227 | 204 | 186 | 182 | 173 | 163 | 17.2 | 20.7 | 26.3 -
Rosneft 12.6 | 12,5 | 12.7 | 13.0 | 12.6 | 12.5 | 13.7 | 149 | 16.1 17.2
Slavneft 135 | 13.2 | 129 | 123 | 11.8 | 119 | 122 | 149 | 18.0 -

* forecast

Data for 2002 - Ernst& Y oung, for 2003 - company data.

Each of the Russian largest oil companies uses its own refineries. In terms of share of
total refinement, Lukoil is the first in the country, followed by Yukos. The structure of re-
finement by Russian majors is demonstrated in Table 10. While assessing the data one should
take under consideration that Lukoil figure does not include abroad refining of the company.

Table 10. Initial refinement of oil by Russian oil companies at their own refineries

in 2002
Company mt Share in total refinement, %
Lukoil 34 18.5
Yukos 33 17.9
Surgutneftegas 15 8.2
TNK 16 8.7
Sibneft 14 7.6
Rosneft 8 4.4
Slavneft 12 6.5
Bashneft 19,5 10.6
Sidanco 5 2.7

Source: Emst&Young (Based on data from the Ministry of Energy of the Russian
Federation) (2003), own calculations

Four companies, namely Lukoil, Yukos, TNK and Sibneft, are the leading Russian
exporters. The EU countries (mainly UK, France, Italy, Germany and Spain) are the major
export destination, covering some 80 % of Russia's oil exports.®> Approximately 40% of Rus-
sian crude oil is exported through the Druzhba pipeline and another 40% is exported via the
major ports. Information on specific companies’ involvement in the process is provided in

Table 11.

Table 11. Oil exports by Russian oil companies to countries outside the former So-
viet Union and CIS (mt)

2000 2001 2002
Lukoil 29.7 32.8 345
Yukos 243 28.1 36.8
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Surgutneftegas 17.6 19.4 17.0
TNK 11.9 17.1 15.0
Tatneft - - 8.0
Sibneft 5.6 7.3 11.0
Rosneft - - 6.0
Slavneft - - 6.0

Source: Ernst&Young (Based on data from the Ministry of Energy of the Russian
Federation), own calculations

Lukoil®: The company plays a key role in the energy sector of Russia occupying
more than 20% of crude oil national production. However, a newly merged company Yukos-
Sibneft challenges its leadership in Russia’s oil industry. Aspiring to hold its position as a
leader in Russia's oil extraction, Lukoil plans to increase an annual oil output to a minimum
110 billion tonnes by the end of decade. An increase in oil extracting is expected in new prov-
inces in Timan-Pechora (up to 10% annually) and in the Northern Caspian. The basic enter-
prise of Lukoil in the Timan-Pechora province - Arkhangelskgeoldobycha will augment pro-
duction up to 12-15 mt. The company's oil reserves will increase from present 2.2 up to 2.5
billion. tonnes by 2010.%° But Lukoil hardly could catch up with YukosSibneft, oil extraction
of the latter will reach 100-120 billion tonnes in 2004-2005.

The basic oil extraction regions of Lukoil®® are Western Siberia, the European part of
Russia including, first of all, the Timan-Pechora province in the Russian Northwest. Western
Siberia accounts for 71% of total amount of the company's annual oil production in Russia.
Operations in Western Siberia are basically carried out through Lukoil-Western Siberia com-
pany, which, in turn, consists of four oil extracting enterprises - Lukoil-Langepasneftegas,
Lukoil-Uraineftegas, Lukoil-Kogalymneftegas and Lukoil-Pokachevneftegas.

Oil extracted by Lukoil-Western Siberia, is transported through Transneft pipeline
system. At the same time Lukoil-Uraineftegas transports high-quality light oil by a pipeline to
the port of Tuapse on the Black Sea. It allows avoiding different brands of oil mixing, which
inevitably happens if using the Transneft pipeline system.

A share of the European part of Russia in Lukoil's oil domestic extraction is 18.4 %.
Production in this area is conducted by five affiliated companies, namely Lukoil-Permneft,
Lukoil-Perm, Lukoil-Nizhnevolzhskneft in the Volga-Urals region, Lukoil-Astrakhanmorneft
in the Kaspian basin and Lukoil-Kaliningradmorneft in the Baltic basin.

Almost all crude oil extracted by the company in the European part of Russia is trans-
ported through Transneft oil-trunk pipeline system. At the same tine, Lukoil also uses own
network of pipelines for transporting light crude oil extracting by Lukoil-Perm directly to

Perm Oil Refinery. Oil extracted by Kaliningrad affiliated company of Lukoil is transported
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by marine and railway transport without using Transneft pipeline system. Lukoil has its own
terminal in Kaliningrad port with capacity to tranship up to 5 mt of oil products annually.

Timan-Pechora is the third largest region in Russia in terms of oil reserves. Now Lu-
koil is carrying out oil extraction in the province through a group of companies of Lukoil-
Komi and Arkhangelskgeoldobycha. Share of these two companies in Lukoil's total oil re-
serves in Russia is 21.2 %. The oilfields of Lukoil-Komi group are basically located in the
southern part of the Timano-Pechora region, while majority of oil fields possessed by Ark-
hangelskgeoldobycha are in the northern part of the province and also in the Arkhangelsk
province.

To provide secure transportation from Timan-Pechora a temporary bulk-oil terminal
was built by Lukoil in 2000 for tentative loading of oil in the Varandey bay in the Barents
Sea. As the usage of this temporary terminal appeared to be very successful, the company is
going to build a permanent terminal in the same place and has already submitted an applica-
tion for approval of this project to the Yamal-Nenetsk autonomous district. According to
company's estimations, the handling capacity of the future terminal will be 15.0 mt annually.
Presently crude oil is delivered to the temporary terminal by railway, and then from the termi-
nal by icebreaking tankers through the Barents Sea to the port of Rotterdam. Since the termi-
nal is situated on the Arctic Ocean coast, the company acquired nine tankers of an ice-
reinforced class capable to transport produced oil to the European ports. Construction of the
tenth tanker of the same class should have been completed in the last quarter of 2002.

Together with the American company Conoco, Lukoil designs construction of a pipe-
line with primary carrying capacity of 7.5 mt annually for bridging the company's oilfields in
Western Siberia with the terminal in Varandey. The construction of the permanent terminal in
Varandey Bay is a key element of the company's strategy of exploring new routes for oil
transportation to the European markets.

Lukoil possesses four large oil refineries in Russia. They are located in Perm, Volgo-
grad, Ukhta, and Nizhni Novgorod. The cumulative refining capacity of the plants constitutes
approximately 43.0 mt per year.

Crude oil is delivered to the Ukhta oil refinery both by pipeline and railway. After
processing oil products are transported to the customers by railway. Oil refinery in Nizhni
Novgorod is connected by an oil product pipeline with the state trunk-pipeline system of
Transnefteproduct, that provides a competitive advantage in comparison with transportation
by rail.

Lukoil also uses its own network of pipelines for transporting of light crude oil ex-
tracted by Lukoil-Perm directly to Perm Oil refinery. In 2002 the company has completed
construction of an oil pipeline Perm-Al'met'evsk-the West (337 km), which should reduce for
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1.5 — 1.8 mt per year currently existing dependency of the Perm oil refinery on railway trans-
portation.

Lukoil also has plans to build new oil refineries - either in Murmansk or in the Kras-
nodar krai.®’

Yukos: Before merging with Sibneft early this year, Yukos ranked the second largest
Russia's oil producer after Lukoil. Yukos occupies a leading place among the Russian oil
companies in terms of oil reserves. The most important oil fields of Yukos are in Western Si-
beria (Khanty-Mansiisk district, Tomsk, T'umen). There are also Yukos's oil fields in Volga-
Urals regions (Samara, Saratov, and Astrakhan). In the Volga area, Yukos has three oil refin-
eries: 1) Kuibeshevskiy oil refinery, 2) Novokuibeshevskiy oil refinery, and 3) Syzranskiy oil
refinery. Recently Yukos has exhibited an interest in oil reserves of Eastern Siberia there it
acquired a number of licenses for oil extraction.

Oil from Western Siberia and Volga-Urals region is transported westward by the
trunk pipeline of Transneft both towards ports on the Baltic Sea (Primorsk, Butinge and pre-
viously, Ventspils) and via territory of Belarus to the oil refinery in Poland (which belongs to
the company). Oil products are delivered by rail up to oil terminals of St.Petersburg and the
port of Muuga (Estonia). Chinese (currently by rail, in the future by an oil pipeline), Ameri-
can (transportation of oil through port of Murmansk) and south-western directions of oil ex-
ports (the usage of existing infrastructure, and bridging of the two pipelines, namely Druzhba
and Adria) are the most promising for Yukos.

In 2002 Yukos has begun approbation of a new schema of oil transportation for ex-
port through a port of Murmansk. In October 2002 the first tanker by dead-weight 122 000
tonnes left Murmansk for Rotterdam with an export oil. The scheme of loading the tanker was
used in Kola Peninsula for the first time. Crude oil of Yukos was brought initially by rail to
the port of Vitino on the White Sea, then it was transported by tankers with dead-weight of 50
00 — 60 000 tonnes to the port of Murmansk, and finally, was reloaded into a larger tanker.

In November - December 2002, Yukos exported from the Murmansk seaport up to
300 000 tonnes of oil per month. During the whole year 770 000 tonnes of oil was exported
under this scheme. In 2003 the company is going to export through Murmansk to Europe and
Northern America about 4 mt of crude oil.

Surgutneftegas: The basic region of the company oil extracting is in Western Siberia
(Khanty-Mansiisk district). The territory near the town of Surgut became one of the first cen-
tres of oil and gas extraction in Western Siberia in the mid-1960s. Today, according to an in-
dependent estimation held by international standards, oil and gas reserves controlled by the
company constitute about 2.5 billions of tonnes of petroleum equivalent. An increase in oil

reserves results from exploration works and purchasing of new promising fields. The share of
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Surgutneftegas company in Russia's oil extraction has increased from 11% up to 13% for last
several years.

Oil extracted in Western Siberia is transported through an oil-trunk pipeline of Trans-
neft up to KINEF oil refinery in Kirishi (the Leningrad province). The existing facilities of
this refinery do not allow refining of all bulk of oil extracted by the company. Under the cir-
cumstances the company, on the one hand, undertakes expansion of KINEF capacity and, on
the other hand, also plans building of a new oil refinery in Primorsk together with the Rosneft.
In the last years Surgutneftegas also used spare capacities of Komsomol’skiy oil refinery in
the Russian Far East belonging to Rosneft for refining its crude oil.

Rosneft: The company participates in the implementation of the large investment
projects aimed at magnification of hydrocarbons production practically in all basic oil and gas
Russian regions, including Western Siberia, Sakhalin, the Timan-Pechora province, the south
part of Russia, and also in a number of foreign countries, including that of the CIS. Realisa-
tion of these projects will allow the company up to four-folds increase in oil extraction by
2015 (in 2002 Rosneft has extracted 16 mt of oil).

The company carries out oil extraction in the four regions of Russia, that is Western
Siberia, Northern Caucasus, Sakhalin and the Timan-Pechora province. Oil extraction in
Western Siberia (first of all the Yamal-Nenets autonomous district) is performed through
Rosneft-Purneftegas, which is the largest company of Rosneft. Several other largecompanies
of Rosneft operating in Northern Caucasus are Krasnodarneftegas (the Krasnodar krai), Stav-
ropolneftegas (the Stavropolsky krai), Dagneft (the Rupublic of Dagestan), and Grozneft (the
Chechen Republic). In Sakhalin oil and gas extraction is carried out by Sakhalinmorneftegas.

In the Timan-Pechora region Rosneft is represented through a number of companies.
Thus, it holds significant shares in Arkhangelskgeoldobycha (25.5 %), in a joint venture Pol-
yarnoe Siyanie (20 %), participates on an equal footing with Gasprom in the development of
new oil and gas fields (Shtockmanovskoye and Prirazlomnoe) in the Barents Sea. The North-
ern oil company, in which Rosneft keeps majority ownership, has licenses for the develop-
ment of 15 oil fields in Timan-Pechora as well as is extracting oil in the Republic of Komi
and the Nenets autonomous district. Since 2001 the Northern oil company directly hands the
extracted oil over to the trunk-pipeline system of Transneft. The total length of own pipeline
system of the Northern oil exceeds 300 km.

Anticipating expansion of oil production and processing, Rosneft pays significant at-
tention to various projects in the transport infrastructure, including pipeline transportation, the
construction and modernisation of port facilities, building and purchasing of commercial fleet.
In Northern Caucasus, Rosneft has the own terminal on the Black Sea (Tuapse) through
which it exports crude oil and oil products. At present, the company is going to invest 100

mln. USD into reconstruction of this terminal. In Far East Rosneft owns the largest oil termi-



24

nal (6 mt per year) in the region - Nakhodka, which is connected with the Transsiberian rail-
road. Rosneft gives a special attention to the development of transportation routes from oil
fields in the Barents Sea (Prirazlomnoye, Stockmanovskoye oil and gas fields) and from
Western Siberia (Kharampurskoe oil and gas field).

The Rosneft company operates three oil refineries in Russia, namely Rosneft-
Tuapsinskiy oil refinery (Tuapse), Komsomol’skiy oil refinery (Komsomol’sk-na-Amure) and
Nefteproduct oil refinery (Moscow). In 2002 the volume of primary oil refining in all refiner-
ies of Rosneft reached 8.3 mt. It is expected that this volume will increase this year up to 8.6
mt.

Sibneft: The key extraction region of Sibneft is Western Siberia (areas near the town
of Noyabr'sk). Oil is exported primarily through Novorossisk and Tuapse seaports on the
Black Sea, and also by a pipeline Druzhba towards Germany and Poland. In 2002 the port of
Primorsk has also acquired a large significance in the company oil export.

More than 2/3 of exported oil is usually shipped through marine terminals. Through
the port of Tuapse, Sibneft conducts shipment of Siberian Light. Its quality is higher than that
of Urals brand oil. That results in selling with the average premium of 5% to the Urals price.
The small bulks of export deliveries are carried out by railway to China, and also via Estonia.

Sibneft owns the Omsky oil refinery (Omsk). About 20-25% of oil products proc-
essed in the refinery is going for exports. The company does not export black oil from Omsk
oil refinery due to economic inefficiency of such deliveries. At the same time since 2002 Sib-
neft carries out export of oil products (basically black oil) from the Moscow oil refinery, in
which the company holds 37 % of the voting shares. The economic rationality of export is
predetermined by proximity of the Moscow oil refinery to the basic export terminals.

The company exports oil products to the countries of Western Europe and China. The
large part of exports is delivered for through oil-products pipelines. They stretch to both east-
ern and western directions from the Omsk oil refinery. That allows selling of the commodities
at competitive prices on rather remote markets. As in case with crude oil pipeline transporta-
tion, the oil products pipeline also allows to transport commodities at considerably lower
prices than railroad rates. Nevertheless, Sibneft actively uses railway transportation for deliv-
ering high-quality fuels and products of petrochemistry in order to prevent mixture of oil
products in a tube.

Transneft: The mission of the company is to provide Russian oil producing firms
with new export opportunities by both increasing carrying capacity of existing oil pipelines
and by building new ones. Transneft is involved in implementation of the BPS project, which
is considered by the company as highly significant for securing Russian oil exports.

Transneft charges from the cargo consignors’ payment for the services related to

pumping, transfer, and loading of oil in accordance with the tariffs established by the state



25

body responsible for natural monopolies regulation - the Russian Federation Energy Commis-
sion (FEC). The calculated size of tariff should cover the economically rational expenses,
formation of planned net profit necessary for the production programme implementation, and
payment of taxes in accordance with the Russian legislation. The basic factors influencing the
size of tariffs are inflation, prices for products and services used by the company, expenses
for the maintenance of the system in an adequate technical state, and for implementation of
the investment projects aimed at launching of new transportation routes.

The tariffs used by Transneft should guarantee observance of the principles of equal
and non-discriminatory access to the pipeline system proportionally to oil output volumes.
That was envisaged by Resolution of the Russian Federation Government "On regulation of
an access to the oil trunk pipeline system for oil export outside the customs territory of the
Russian Federation" No 209 of February 28, 1995.

The approval of oil transportation tariffs via the Transneft trunk pipeline system was
recently reconsidered at the meeting of the board of the Russian Federation Federal Energy
Commission (FEC) held in April 2003. The FEC introduced for Transneft's services a new
system of multiple tariffs. When supplying oil to refineries of the Russian Federation and to
refineries of Customs Union Agreement member-states the tariff rate is 5.6 RUR per 100 ton-
nes/km. When supplying oil outside the customs territory of the Russian Federation and Cus-
toms Union Agreement the rate is 0.18 USD per 100 tonnes/km. FEC resolution came into
force in May 2003.

Tariffs of Transneft are lower than those in other former Soviet Republics. In particu-
lar in comparison with Ukraine they are 1.6 times lower in Odessa destination and 2.7 times
lower in a western border destination. In Belarus - by 2 times lower in a western border desti-
nation and 2.4 times lower in a Latvian port Ventspils destination, in Latvia - 2.6 times lower,
in Lithuania - 3.7 times lower.®®

Transnefteproduct: At present 16 of the 26 Russia's oil refineries are connected to
the oil products pipeline network of Transnefteproduct. The transportation via pipeline is the
cheapest in comparison with other modes of transport. According to the company's data, the
tariffs for transportation of oil products through a system of Transnefteproduct are 30% lower
than railway rates.

As Transnefteproduct is a 100% state-owned company, a Federal Energy Commission
also determines the tariffs for oil products transportation. Since January 2003 the maximum
rate of the first tariff (for services in piping of oil products) remains without variation and
will not exceed 0.7 % of a railroad rate. The maximum rate of the second tariff (for central-
ised traffic control and implementation of the orders) in direction to Ventspils is defined by
the FEC as 25 USD per tonne. In all other directions the maximum tariff has remained with-

out a variation. A new tariff "For centralised traffic control and implementation of orders for
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domestic consumers of Russia” is also introduced. Its maximum rate is 17.02 RUR per metric
tonne.

Ministry of Railways - St. Petersburg office: The Ministry of Railways recently
made certain steps towards improvement of the Russian ports competitiveness for the Russian
exporting companies. Thus, in 2001 a railroad tariff for domestic and exporting cargoes fol-
lowing through the Russian ports was unified.”” The effect of this measure was the rise of rail
transportation of oil and oil products (up to 12.7 % in 2002)" and the growth of freight turn-
over in the Russian ports including the port of St.Petersburg.

However, both the progress in the St.Petersburg seaport and expansion of the Lenin-
grad province ports is impeded by an underdeveloped spur-track infrastructure leading to the
harbours. The companies often complain that this is a serious obstacle. For example, the con-
signments for terminals of the St. Petersburg port (fish, coal, fertilises, metals and oil termi-
nals) go through a railway station Avtovo, which carrying capacity is very limited. In addition
to that there is only the one railway line, through which cargo towards all above mentioned
five terminals are passing. At the same time, construction of new spur-tracks in Avtovo is

rather problematic, as the railway in this section passes through built up areas of the city.”

6. Strategic interests of major actors

The Russian State: The policy of the Russian government on redirection of export
flows of the Russian oil conducted under the slogan "the Russian consignments - to Russian
ports”, has brought its results. In 2001 the Russian oil producing companies exported 205 mt
of oil and oil products, of which 64 mt were exported through the ports of Baltic countries
(31.2 %). In 2002, the volume of Russian oil exported via the ports of the Baltic States dimin-
ished to 57.2 mt of oil and oil products (a decrease of 6.9 mt, or 9.8 %), despite of an overall
upsurge of Russia's oil exports last year (approximately up to 216 mt).” As a result the share
of the Baltic States ports contracted down to 26,5%. Nevertheless, Russian oil transit through
the Baltics still remains significant.

One should note that contraction in transit of Russian oil was recorded only in the
port of Ventspils. According to many experts, it was caused, on the one hand, by putting into
operation of a new Russian oil terminal in Primorsk at the end of 2001, on the other hand, by
administrative restrictions on transhipping of crude oil through Ventspils. Ventspils Nafta
company transhipped only 13.8 mt of crude oil and oil products in 2002 in contrast to 22.3 mt
a year earlier. Thus, the turnover of Russian oil contracted by 38.2 %." The remaining ports
of the Baltic States have demonstrated positive dynamics of crude oil and oil products tran-
shipping.

Table 12. Crude oil and oil products turnover via ports of the Baltic States,
2001-2002 2. (m1)
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Port 2001 2002 Change
Tallinn 21.0 243 +15.7%
Ventspils 28.7 13.8 -382%
Riga 3.7 54 +45.9%
Liepaja 0.5 0.8 + 60%

Butinge 5.1 6.2 +21.6%
Klaipeda 5.1 6.7 +31.3%

Source: Oil transit through ports of Baltic States. 20.01.2003 // www.seanews.ru

Among all projects aiming at development of Russian oil export infrastructure the
Russian government (represented by Ministry of Energy and Transneft) gives priority to con-
struction of the BPS-2.” The second important export direction, from the point of view of the
Russian government, seems to be the Chinese one - the project that envisions building of an
oil pipeline from Angarsk. The project on the construction of a new oil pipeline from Western
Siberia towards port of Murmansk proposed by the five leading Russian oil producing com-
panies (Lukoil, Yukos, TNK, Sibneft and Surgutneftegas), is temporarily postponed.” At the
same time, the government does not exclude the possibility of building of the pipeline up to
Murmansk. Authorities suggested an alternative scheme of construction of 2200 km oil pipe-
line from Eastern Siberia towards Murmansk, (Vankorskoye oil field - Urengoi - Nadym -
Salekhard - Inta - Ukhta - Belomorsk - Murmansk).”’

The turning down of the project advocated by the petroleum companies could be ex-
plained by reluctance of the Russian government to allow operation of private oil pipelines.
Under the Russian legislation the pipelines belong to the state only. This means that the con-
struction of pipes ultimately depends upon their expected efficiency for the state. It also
means, that Transneft company still remains the ordering economic agent and investor of all
projects of this kind. But presently Transneft (i.e. the Russian state) is not able to finance si-
multaneous implementation of two large-scale projects, that is the Baltic Pipeline System and
the Murmansk project.

Some analysts argue that reluctance to legalise a creation of private pipeline infra-
structure results from the fact that the authorities would like to regulate the transportation
rates through pipelines on their own. In addition, the government is worried about possible
excessive exports of oil through private pipelines, which in turn might result in shortage of oil
on the domestic market and the corresponding price rise. At the same time, the authorities
welcome and even invite private investments into pipeline business. The Prime Minister
Kasyanov explains that these investments will be taken into account while fixing a tariff for

oil transportation through a pipeline for respective company.
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Regional authorities: A support of local (the city of St.Petersburg and the Leningrad
province’®) administration is significant for establishing of new Baltic routes of Russian oil
and oil products exports. This is particularly important for realisation of the BPS project pro-
moted by the federal authorities. As for provincial administration, it is strongly interested in
the further development of the transport infrastructure. Fiscal considerations largely explain
this positive attitude. Indeed, land tax on the BPS infrastructure will be divided between local
and federal budget. Under the circumstances an agreement between regional administration
and management of Surgutneftegas signed in April 2003 on speeding-up of implementation of
the projects scheduled by the company”’ appeared to be logical enough.

Within a bit broader context similar type of approach is provided by memorandum on
"Joint actions on coordination of elaboration and realisation of state transport policies in the
North-western Federal region". It was signed in St.Petersburg by the authorised representa-
tive of the Russian president in the North-Western Federal District and Minister of Transport
in April 2003. One of the purposes of this document is to promote and coordinate creation of
a single transport infrastructure in the region.*® A special attention is given to construction of
facilities for oil and oil products transhipment. At the same time, city administration (pre-
sumably interested in enhancing of competitive advantages of St.Petersburg oil terminal) has
not presented clearly its position with respect to the issue.

The Russian oil companies: In general, the companies under review have substantial
interests both directly and indirectly related to the implementation of the BPS project. For
companies recently making loses because of relative overproduction resulting from insuffi-
cient export infrastructure, any opportunity to expand exports is considered as a promising
one. Under the circumstances the BPS provides new possibilities to deliver oil and oil prod-
ucts primarily to the markets of Northern and Western Europe.

Simultaneously, the companies looking for the diversification of an export routes ar-
gue that development of the BPS has got its own drawbacks. First of all, the transport infra-
structure in St. Petersburg and the Leningrad province is mostly oriented towards Europe,
with market growth potential almost reaching its limits. That is twice as significant since cur-
rently Russia is too dependent upon the European market, with almost 80% of the Russian oil
exported to the region.®' On this direction one may use tankers with a loading capacity up to
140 000 tonnes only. That creates additional obstacles and disadvantages. For example, oil
exports to the USA transhipped by this type of tankers is economically irrational for Russian
producers. One should also take under the consideration limited capacities of the Danish
Straits with regard to increasing cargo traffic in the Baltic Sea.

In view of these factors, the oil producing companies stand for building of other ex-
port pipelines which can provide an outlet to the new markets. For large Russian oil compa-

nies both Murmansk and Chinese directions are higher than European ones on their priority
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list. At the moment, the Murmansk project providing an access to the US market probably
looks the most attractive. Under the circumstances the prospects of further expansion of the
BPS facilities are not too bright.

Currently, there is a clear disagreement between Russian authorities and oil compa-
nies on the issue of control over designed pipelines, through which Russian oil will be ex-
ported. The conflict of interests emerged in November 2002. At that time, four large petro-
leum companies (Sibneft, Lukoil, TNK and Yukos, later supported by Surgutneftegas) an-
nounced their plans to construct an oil pipeline and a port in Murmansk (total costs 4.5 bin.
USD). These facilities should make it possible to ensure up to 10% of the United States oil
imports. The companies were driven by the statement made by the US president Bush on the
intention of the country to switch from Middle East oil towards Russian one.** The Russian
oil majors argued that the Murmansk project would not lose its importance even in case the
USA changed her position. By all means, Russia currently suffers from severe deficit of ca-
pacities for exporting oil.

Taking under consideration the distance, average fares and port charges in foreign
harbours the companies calculated that new northern route would be both much shorter (only
9332 km), than all existing routes from Europe, say nothing about the route from the Persian
Gulf (20595 km), and cheaper. Possibility to use the tankers with dead-weight capacity of
more than 100 000 tonnes will make transportation from Murmansk to the USA really effi-
cient in economic terms.*

The companies are considering two alternative routes for the pipeline: 1) Western Si-
beria - Ukhta - Murmansk (3600 km, preliminary cost of the project is estimated at 4.5 bln.
USD) and 2) Western Siberia - Usa - Murmansk crossing the White Sea (2500 km, 3.4 bin.
USD).* The first route looks preferable from the point of view of utilising capacities of the
future pipe, as it will pass not only via northern, but also via southern part of the Timan-
Pechora province. The advantage of the second alternative is that it is completely autonomous
from the existing pipeline system of Transneft. The tube would not only mean the shortest
connection between oil reserves in Western Siberia and the port of Murmansk, but also would
provide the better quality of oil (typical for the majority of the oil fields both in Western Sibe-
ria, Timan-Pechora, and the Arctic shelf), than the Urals blend. All that would result in sig-
nificant growth in effectiveness of the companies’ export operations.

According to the aforementioned estimates, the construction of the pipeline should be
paid back within 8 years. The pipeline tariff during a payback period for a long route is sup-
posed to be established at 24.1 USD per tonne, for the short one — at 19.7 USD." These tar-
iffs are quite competitive in comparison with the fares used for existing pipe routes of oil de-

livery from Western Siberia towards major sea export terminals.
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The Murmansk project also presents an alternative to the plans of the Norwegians.
Both the officials and business community of the country are actively discussing the plans to
build an oil transhipment complex in Kirkines. The Norwegian government already granted it
the “free port” status. According to the plan, Kirkines would act as a transit point for Russian
oil from Western Siberia and, in the long term, from the Arctic shelf. This oil initially handled
in the port of Arkhangelsk should be further transhipped via Kirkiness to the Western
Europe.86

Despite of a negative attitude of the authorities (the Prime Minister Kasyanov discuss-
ing the Murmansk project have stated that all new oil pipelines should belong to the state) the
companies are not giving up their plans. They continue to advocate legalisation of private
pipelines construction, arguing that Transneft is not able to build new oil pipelines quick
enough to keep pace with the growth of oil production.

The companies are not willing to accept the scheme proposed by the Prime Minister,
as they do not want to invest into the pipeline, which will remain under the state control. In
their opinion, Transneft should attract finance for building of pipelines by itself. Oil producers
intend to lobby the law on trunk pipeline transportation approved early in 2000 during first
reading by the State Duma. In particular, they advocate a clause allowing construction of pri-
vate pipelines, while leaving for the state a right to regulate the transportation tariffs in regard
to private pipelines and to exercise control over an access to the tube for other entities. This
decision was adopted in February 2003 as a result of “round table” organised by the Industrial
Committee of the Council of Federation.

Yukos suggests stipulating in the law the basic principle of private oil pipelines con-
struction. According to it, interested company publicly announces an intention to build a pipe-
line, then organises a consortium of investors and after a completion of the project grants an
access to the tube in proportion to the amount of capital invested by other partners. The presi-
dent of Yukos in his interview to Reuters said that if the Russian state does not authorise con-
struction of private infrastructure in oil transportation, the oil producers will probably dimin-
ish crude oil production.

Another point of disagreement between oil companies and the Russian state relates to
administrative restrictions on oil trunk pipeline transportation to the port of Ventspils. The
companies suffer substantial losses due to pipe blockade imposed by Transneft. In spring
2003 it introduced certain limits on a volume of oil supplied by the producers for transporta-
tion. That has resulted in an overstocking of domestic market with oil and caused fall in
prices. During two months domestic oil prices dropped from 14 down to 5-6 USD/barrel.

The companies were forced to switch to railway deliveries towards Ventspils, that
considerably increased the cost of oil. According to the representative of TNK, the costs for

pipeline transportation from Surgut to Rotterdam through the port of Ventspils are 23.5 USD
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per tonne, while the costs of railway transportation along the same route - are 2.5 - 3 times
higher.

In spite of the fact that current level of world prices provides some space for above-
mentioned transportation mode several Russian companies (including, Lukoil, Rosneft, Sur-
gutneftegas, TNK, and Yukos) have undertaken an attempt to change the situation. They
submitted a collective letter to the government expressing their interest in exporting oil
through the Latvian port of Ventspils. However, the letter was left without an answer. In opin-
ion of the manager of one of these companies, Transneft actually has a possibility to transport
through Ventspils additionally up to 600 000 tonnes of oil per month. However, as he as-
sumes, the company just does not want to do that. It is driven by the idea to put pressure on
the terminal's administration in order to force it to sold shares to Transneft or to someone who
actually stands behind the company.®’ According to some speculations these are the interests
of Yukos and Sibneft related companies that ultimately predetermine attitude of Transneft.

Lukoil: It looks like that the company holds the most balanced approach towards
above-mentioned controversial issues among all five majors. It tends to reach certain com-
promise with Transneft. During 1999-2001, Lukoil explored possible routes of oil transporta-
tion from the Timan-Pechora province to Europe. In all cases final destination point was Rot-
terdam. There were two basic alternatives - sea transportation from Varandey via Murmansk,
and transportation through the BPS pipeline infrastructure up to the terminal in Primorsk. The
results of comparison are depicted in Table 13.

Tablel3. Basic indicators of alternative export routes

Indicator Varandey -Rotterdam Varandey-Kharyaga-Ukhta-
Yaroslavl-Kirishi-Primorsk-
Rotterdam

The length of the new 276 480

oil trunk pipelines, km

Overall  transportation 28.18 38.82

costs, USD/tonne

Source: Storozhev Y. Export markets of the Timan-Pechora www.ngv.ru

Some analysts argue that Lukoil (among all Russian majors) has the strongest interest
in Murmansk project. This is due to the fact that unlike other oil majors, whit oil reserves
concentrated mainly in Western Siberia, Lukoil has a huge oil extracting base in the Timan-
Pechora region that is close to the port of Murmansk. ® In fact, Lukoil acquired 22% of the
shares of the Murmansk commercial port.* However, if Murmansk is connected with the oil
fields in Western Siberia, other oil giants will probably get additional incentives to promote

the project under the review.
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Lukoil's interests in the Russian Northwest are not confined to the construction of the
terminal in Vysotsk and the implementation of the Murmansk project. The company is plan-
ning to enlarge the number of gasoline stations in St Petersburg and the Leningrad province
from current 33 up to 110, and up to 190 in the whole Northwest by 2005, thus increasing its
share on the retail market by almost three-fold, in the wholesale market — by two-fold. The
company is also going to build own oil storage facilities in Gatchina (the Leningrad prov-
ince). According to the declaration of the Lukoil president, the company's investments into
the economy of the Northwest will reach 12 bln. RUR by 2005.

Transneft. Currently existing Russian pipeline system fails to handle growing vol-
umes of oil production. Actual deficit of export pipeline capacities partly results from under-
estimation of the Russia’s oil extracting potential at the end of the 1990s. At that time, the
level of oil production was expected at 300 mt and Transneft stopped development of pipeline
infrastructure taking the forecast under consideration. Instead in 2002 Russia produced 378.6
mt of oil and gas condensate. This year the oil extracting will exceed 410 mt.

At present, additional financial resources are required to handle the bottlenecks in
Samara and Perm as well as some other areas. Without the renovation, it will be impossible to
supply additional volumes of crude oil to the second unit of the BPS (30 mt a year) and to the
pipeline Druzba - Adria (10 mt a year). Under the circumstances Transneft decided to raise
the tariffs for its services. The exact size of that increase is not yet declared. At the same time
the oil companies acquainted with the proposals of transport monopoly do not object them™.

There are two reasons for the mutual understanding. Firstly, according to Korshunov,
the chief of oil control department of the FEC, additional overcharge of 3.5 bln. RUR will not
demand any significant tariff growth. Secondly, as argues Dashevskiy, the analyst of Aton
Investment Company, the transportation problems of the oil companies encourage they to
look for a compromise with Transneft in 2003. During the first quarter of 2003, volume of oil
production was 10% higher, than for the same period of 2002. As a result, the pipeline system
proved to be overstocked. The temporary limitations for Surgutneftegas and YUKOS reached
10 - 12% of the average daily production. At the same time the oil price in the world market
was more than 30 dollars per barrel®'.

The strategic interests of Transneft in the Baltic Sea region are focused on two main
issues.

First of all, the BPS is currently clear priority for the company among other invest-
ment projects. Transneft spent 580 mln. USD on the construction of oil terminal in Primorsk
and pipeline to it. Growth of Russian oil production exceeded any expectations. In 2002,
Veinshtock, the president of Transneft, has told about the plans to make Primorsk the largest
oil port by increasing the BPS capacities up to 42 mt. Resolution of the governmental approv-

ing this project of 1.4 bln. USD was signed in March 2003,
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Secondly, purchasing of Ventspils Nafta is also on the agenda. Ventspils Nafta is ca-
pable to transfer 16 mt of oil and 12 mt of oil products annually. 47.87 % of the shares belong
to the Latvijas Naftas Tranzits integrating forwarding agents and transhipment and transporta-
tion of oil and petroleum company. The government possesses 42.68 % of the shares, includ-
ing 5 % reserved for the Latvian investor. These 5% had to be sold up to the end of 2002°,
However it did not happen.

Traditionally, Russian crude oil exports through Ventspils equalled up to 15 mt annu-
ally.” However in 2002 Transneft began its consistent reduction from 3.7 mt in the first quar-
ter up to 1 mt in fourth one. At present the oil pipeline to Ventspils is empty””. Grigoriev,
vice-president of Transneft said that the company could meet only the needs of the terminals
in Primorsk (belongs to Transneft) and the Lithuanian Butinge (controlled by Yukos)®. Un-
der the circumstances many analysts argue that government’s refusal to deliver oil to
Ventspils is a political step. By doing this, Transneft" wants to force the Latvian authorities to
sell its shares in Ventspils Nafta.

According to Solomatin, vice-president of Latvijas Naftas Tranzits (LNT), Ventspils
Nafta sent an offer to Transneft early in March 20030n participation in the capital of the com-
pany. The shareholders of Ventspils Nafta suggested to separate oil terminal from the com-
pany and to sell shares of this new company to Transneft. At the same time the monopoly will
be obliged not only to purchase the shares, but also to provide guaranties, that the oil will go
via Ventspils. The auditors from Delloitte and Touche have estimated Ventspils Nafta assets
(excluding the shipping company)®’ at 200 mln. USD. If Transneft refuses to transport oil via
Ventspils, the terminal will have nor other alternative but to change its profile completely to
oil products or railway deliveries of oil. Theoretically Transneft can block the railway because
it possesses all the bottom loading facilities of oil in tanks.

Transneft has put its proposals on the table. The company offers to invest about 140
min. USD into modernisation of Ventspils port, and the construction of a new 25-km segment
of a pipe in exchange for state’s shares of VN. The Latvian officials, in their turn, have de-

clared intention to sell this lot by the end of the year™.

7. Comparative advantages and disadvantages of Russian Baltic harbours
Attractiveness of any specific port for the customers depends upon a number of factors.
The most important of them are: handling capacity, cost of handling, type of vessels it is able
to accept, business culture, etc. The legal and administrative aspects, in particular customs
procedure, are also very important. With respect to the Russian Baltic ports the balance of
competitive advantages and disadvantages appears to be the following.
1. The main Russian advantage is low costs of on-land cargo delivery from producing

region to harbours. Shorter land routes decrease total transportation costs. Since August 2001,
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the Russian Baltic ports got another advantage in a comparison with their foreign competitors.
It resulted from the unification of railroad tariffs for domestic and export cargoes going via
Russian ports. But even under the circumstances volume of oil export through non-Russian
Baltic ports is almost twice as high as through Russian ones.

The effectiveness of the petroleum export from major Russian oil processing factories
through the Baltic and Black Sea ports was recently estimated. The oil processing factories
located in Yaroslavl, Kirishi, Moscow, Ryazan, Norsi, Perm, Ufa, Ukhta, Samara, Volgograd
and Omsk were taken into consideration. The investigation has shown, that under current rail
tariff level for petroleum products the most effective rail route from all oil processing facto-
ries is via the port of St. Petersburg, while an effectiveness of rail transportation towards the
ports of Ventspils, Klaipeda, and Tallinn is as much as 2-4 times lower. For some rail routes,
an effectiveness drops below zero (see Table 14).

Table 14. Effectiveness of petroleum products railway exports from the Russian oil
processing factories to the ports in the Baltic and Black seas, USD per tone

Yaro- | Kiri- Mos- | Rya- Norsi Perm | Ufa | Ukhta | Sama- | Volgo | Oms
slavl shi cow zan ra -grad | k
Boiler
oil
Vents- | 11 15 12 9 12 -9 -10 | -20 -6 -14 -37
pils
Tallinn | 17 19 13 10 2 -4 -8 -14 -5 12 -32
Klai- 9 11 14 11 10 -11 -11 | -23 -7 -10 -37
peda
St.Pe- | 41 38 37 38 43 42 38 |33 40 32 22
tersb.
Novo- | 23 9 21 27 28 26 31 13 33 36 11
rossisk
Odessa | 0 -14 6 5 2 -18 -13 | -31 4 3 -42
Diesel
fuel
Vents- | 63 52 68 46 56 15 15 19 27 31 0
pils
Tallinn | 68 55 68 45 47 19 16 |24 20 32 4
Klai- 60 47 69 48 54 12 14 16 25 35 -1
peda
St.Pe- | 93 75 92 75 88 64 61 70 71 76 55
tersb.
Novo- | 83 53 85 72 81 55 62 | 56 73 88 52
rossisk
Odessa | 59 30 70 49 54 13 19 15 42 59 3

Source: Petroleum Argus

One should also take under consideration the fact that non-Russian Baltic ports are
fully aware of above-mentioned advantage of Russian harbours. So they try to adjust their

performance accordingly, in particular reducing the tariffs. Some time ago Latvians had rela-
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tively high rates for terminal services — 6 USD per tonne. But in 2002 this tariff has gone
down to 4 USD per tonne. The port of Riga has introduced uniformed 20% tariff and has can-
celled icebreaking and all remaining gatherings. In 2004 the payments for the EU-ship enter-
ing will be diminished twice, because of the traffics between EU countries are considering as
internal.

2. Non-Russian Baltic ports have clear natural advantages: they are deeper; do not
freeze in winter (excluding the Finnish ports). Therefore, it is not necessary to pay for ice-
breaking services. Under severe weather conditions of last winter additional losses for Rus-
sian harbours resulted from failures to implement export schedules.

3. The quality of service in the Baltic ports is better than in the Russian ports. Slow
modernisation of the infrastructure and monitoring of cargo carriage in the region are typical
for them. Many businessmen complain about extremely low level of information supply of the
market of cargo carriage. The cost and quality of the services in basic terminals of the North-
west region of Russia can hardly be compared with cargo terminals in Helsinki and Kotka.
According to Shidlovsky, the president of Transsphera company: "It’s a paradox that while
Russian operations are much cheaper, and taxes in Russia are lower than in Finland (provid-
ing that not all taxes are usually paid), still the overall costs of these services in Russia are
frequently much higher, than in Finland, while the quality is worse”. As a result even Russian
businessmen often prefer Finnish terminals because of better logistics.

4. Foreign competitors have also certain advantages against the Russian ports in le-
gal and administrative spheres. For instance, the time of VAT refunding as well as that of cus-
toms procedures while shipping through non-Russian Baltic ports is shorter than in Russia.
Professor Usanov considers that one of major problems is to include the Russian customs in
transport process. He argues: "As soon as customs will responsible not only for collecting du-
ties, but also for the opportunity costs of businessmen, the consignments would transport
through Russia more actively".

5. Finally, a business climate in the Baltic countries is much better than in Russia. Un-
fortunately, Russia is renown for its high-level bureaucratisation and corruption. The eco-
nomic climate is largely unfavourable even for the Russian shipping companies. They reim-
burse to the state and ports about 83% of the incomes as taxes and gatherings. According to
the UN data, an average European level of the above-mentioned costs is 15%, and in offshore
zones - approximately 5-7%. The Russian budget loses significant income, as the larger part
of the St.Petersburg transport companies are registered in offshore zones (affiliated companies

of joint-stock company Seaport St.Petersburg, etc.).

8. Conclusion: future prospects of the Russian ports in the Baltic Sea
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Future prospects of the Russian Baltic ports depend upon two basic factors, namely
state policy and economic interests of various private economic agents involved.

As for the national policy "Russian cargo for Russian ports”, it has led to an increase
of Russian ports turnover of goods in general, oil and oil products in particular. The share of
oil and oil products in the total turnover of Russian Baltic ports was 37.3% in 2002. Both ab-
solute (oil transportation volumes) and relative (oil and petroleum share in the whole turn-
over) indexes have increased. Construction of new terminals and modernisation of existing
harbours are being under the implementation. The tendency of cutting down of Russian oil
transit via Baltic and Finnish harbours might continue in the future.

Assuming all relevant Russian projects are completed, the total turnover of Russian
Baltic ports might increase up to 190 mt in 10 years. It includes the capacities of St. Peters-
burg Port (up to 60 mt), Primorsk (up to 50 mt after the BPS-3 full-scale performance), Ust-
Luga Oil Terminal (up to 50 mt), Lukoil petroleum terminal in Vysotsk (10.75 mt), Vysotsk
Sea Port (up to 7 mt), The Bukhta Batareynaya (8 — 10 mt), two Lukoil oil terminals in the
Kaliningrad province.

As soon as the main designed port facilities are being put into operation further reori-
entation of the Russian cargo towards national harbours could be expected. Possible contrac-
tion of oil transit might be caused by several reasons. In the Finnish case it relates to high tar-
iffs on oil and petroleum transit via Finland. The Finnish Railways levies ecological taxes and
sets tough requirements to the technical conditions of the rolling stock. The harbour duties in
the Finnish ports are estimated as the highest in the Baltic region. The tariffs on the terminal
processing in Finland also exceed foreign ones. Under the circumstances even the Finnish
companies will very likely transfer their operations to the Estonian harbours.

As for the Baltic States, any significant cutting down of oil transit is so far observed
only in the port of Ventspils. It results from Transneft’s ban de facto imposed on oil transit via
this harbour. One could consider it to be a temporary measure. Thus, as soon as property
rights conflict is settled, oil transit via the port of Ventspils will largely regain its previous
magnitude.

At the same time, cutting down of Russian oil exports via the Baltic ports to the zero
level should not be expected. The expansion of the Russian oil companies (Yukos purchasing
of Mazeikiu Nafta control share and controlling interest in the port of Butinge provide good
example of the development) will continue. As a result Yukos is going to deliver through its
terminal in Lithuania 16 mt of oil in 2003. The non-Russian Baltic port facilities constitute at
least relatively efficiently operating transport infrastructure, which can provide Russian oil
exporters with additional outlet to Europe and, hence, with additional incentives for respective
FDI. Under the circumstances acquisition of certain oil transit infrastructure assets in the Bal-

tic States might represent better investment alternative in a comparison with construction of
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own terminals in Russia. Forthcoming EU enlargement would probably increase an attrac-
tiveness of this type of transactions. As a result current competition between Russian and non-
Russian Baltic ports might gradually and ultimately evolve into the competition between sev-
eral Russian oil producing companies holding stocks (and stakes as well!) in various compo-

nents of relevant transport infrastructure in the Baltic Sea region.

The main findings of the present paper may be summarized in two following tables.

Summary table A.

Main conclusions

1. | Introduction There are three main direction of oil and petroleum products ex-
port: West-European with transportation either via the Baltic or

the Black Seas, Northern, Far Eastern (China and Japan)

2. | Location of Russian | The Northwest Russia is one of the largest oil areas in the coun-
Oil Reserves try. In terms of oil production volume, it is the third after West-

ern Siberia and the Volga region.

3. | Oil refining and Two subsidiaries of the largest Russian oil companies — KINEF

transport infrastruc- | (Surgutneftegas) and Lukoil-Ukhtaneftepererabotka (Lukoil) rep-

ture in Northwest resent the oil-refining sector in the Northwest Russia. Surgut-
Russia neftegas and Rosneft are going to build a new refinery in Pri-
morsk.

There are four possibilities to deliver crude oil and petroleum
products to sea port system:

1. Oil pipelines belonging to private oil companies

2. Oil trunk pipelines belonging to the state company
Transneft (for example, the BPS)

3. Oil product pipeline transportation system (Transnefte-
product)
4, Railway (for example, Vorkuta — St. Petersburg turnpike
railway)

4. | Oil terminals on the | The main oil terminals on the Russian part of the Baltic Sea are:
Russian part of the 1. Acting: St.Petersburg Oil Terminal (now specializing on pe-
Baltic Sea troleum, in the future — on crude oil also), Primorsk (now special-
izing on crude oil, in the perspective — on petroleum also),

2. Under construction: Vysotsk, Bukhta Batareynaya (both spe-

cializing on petroleum), Ust-Luga (crude oil)
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5. | Strategic interests of

major actors

The Russian government: “the Russian consignments — to Rus-
sian ports”.

Local administrations: support Baltic routes of Russian oil and
petroleum exports.

Oil companies: increasing oil exports by different routes.
Transneft: developing the BPS and attracting new oil flows.
Transnefteproduct: developing petroleum pipelines and attracting

new petroleum flows

6. | Comparatives advan-
tages and disadvan-
tages of the Russian

Baltic harbours

Advantages:

1. Low costs of on-land cargo delivery from producing region
to harbours.

Disadvantages:

1. Poor quality of service (including logistics) in Russian ports.
2. Natural disadvantages of the Russian ports (shallow depth,
freezing in winter).

3. Legal and administrative barriers in the Russian ports.

4. Relatively unfavourable business climate in Russia.

7. | Futures prospects of

Russian Baltic Ports

It depends on two main factors:

1. National policy “Russian cargo for Russian ports”.

2. Some Russian oil companies are (or are going to be) holders
of various components transport infrastructure in Baltic Sea re-

gion.

Specific interests of major Russian actors as well as their involvement with respect to

infrastructure projects development are depicted in Summary Table B.

Summary Table B
Oil terminals :%
o £
o o) 5
5 | S 8
s 5 E < z«s )
% 2 | = s g | A S
= S ) £ PR
Major Actors § £ 5 ﬁ:s :j; % g
> lae |& |@a |5 |6 8
Lukoil A C D — | C+D | Export potential
Ukos (including Sibneft) - C D — | C+D | Klaipeda, Butinge, Polish

ports; Muuga (petroleum)

Surgutneftegas

- C+F | D Al | C+D | Muuga (petroleum)
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Rosneft — C+F | n/a C+D n/a

TNK - C n/a C+D n/a

JSC Sea Port of St-| - - A C+D -

Petersburg

Stevedoring company St.- | - - B C+D -

Petersburg Oil Terminal

Transneft — A - n/a | Purchasing Ventspils Nafta
Transnefteproduct E E E n/a | Petroleum piping to Ventspils
Ministry of Railways E - E E | Petroleum delivery to Muuga
The Leningrad province | E E E E E

authorities

A — owner of the transport infrastructure object, interested in its development.

A1l — owner of the transport infrastructure object, interest in the project development is not
clearly stated.

B — lessee of the transport infrastructure object, interested in its development.

C — one of the oil export rout

D — one of the petroleum export rout

E — stakeholder interested in object development

F — Joint Project: Surgutneftegas — Rosneft oil refinery and petroleum terminal

- — no interest revealed
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