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I. Executive summary                          
This paper analyzes the difficulties that International Oil Companies (IOCs) face in the Russian upstream 

by focusing on the experience of developing oil and gas resources in the framework of Production 

Sharing Agreements (PSAs). Thus, it is just as much a paper about the Russian policy towards 

international business as it is about the experience of major foreign companies in the Russian energy 

industry. First, the paper tracks the evolution of the general business climate starting from the Soviet 

period, in which there was virtually no genuine business climate to talk of, until the start of the 

Medvedev presidency. The economic developments under his administration are given limited space 

towards the end of the paper in the context of this year’s surge in energy deals.  In an effort to establish a 

baseline for the discussion on the PSAs – to which the core part of the paper is dedicated - the analysis 

tracks the main differences in economic activity since the collapse of USSR, a period in which there are 

essentially two very distinct business environments: one associated with the Boris Yeltsin administration, 

the other – with that of Vladimir Putin. Next, the paper looks at the major issues confronting any foreign 

investor in this country: positive and negative aspects alike pertaining to legal framework, corruption, 

perceptions of Russian companies abroad, macroeconomic situation.  

    Chapter III shifts the focus of the discussion entirely to the energy sector. It outlines the early foreign 

involvement in the Russian oil industry, places the discussion in the general context of the oil and gas 

development in Russia, emphasizes the role Western capital and technology had even during the Cold 

War, and sketches the profile of the two main state owned companies today: Gazprom and Rosneft.      

   Chapter IV details some key theoretical aspects related to business structures and petroleum fiscal 

regimes for hydrocarbon development, what are they, how they differ and why do they matter for the 

foreign investor. Against this bigger picture, the analysis then proceeds to the specifics of the PSA 

legislation in Russia and current energy taxes.   

   Chapter V presents the comparative analysis of three Russian PSAs: Sakhalin II, Sakhalin I, and Kharyaga. 

The fourth existent PSA (Kurmangazy) is not considered since it lacks the participation of an IOC. The 

analysis per is preceded by a brief discussion on the principles of energy project formation, the steps 

involved, and the main differences between developing an oil versus a gas project. The comparison is 

carried out along three key lines: strategic partnering, cost control and project management. The history 

of JV structuring, milestones in the development of these projects, the main differences and common 

elements are highlighted and put into a comparative matrix. Despite the differences in location (Sakhalin 

Island vs. Timan Pechora), nature of the project (oil vs. gas; onshore vs. offshore), scale of the 

investment, some of the challenges were the same (dealing with the bureaucracy, getting the approvals, 

threats of revocation, harassment of tax and environmental agencies, etc). Each operator dealt the best it 

could with the issues that arose. However, these three cases are symbolic for the challenges and the 

opportunities that await an IOC in Russia. As an American CEO said: “Russia is not an easy country in 

which to operate. It has a large bureaucracy with its own set of rules and regulations. (…) We find that if 

you are perceived as a “well intentioned” company in terms of how you treat your people, comply with 

local and state regulations and meet your social obligations that you can be successful. The key is really 

(…) operating as a Russian company in the Russian system”  .1 The analysis tests this insight and tries to 

cast some light on the future IOC involvement in the Russian upstream based on the PSA experience.   

                                                                 
1 Interview with PetroNeft CEO and former Marathon Oil  executive (until 2003), Dennis Francis, conducted by the team of 

Russiaenergy.com: http://www.russiaenergy.com/index.php#state=InterviewDetail&id=815,   
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II. General post-soviet economic environment 

 

The Soviet period 

During the Soviet period, all economic activity was strictly controlled: both soviet international trade and 

investments abroad were part of the state policy and the result of a central planning apparatus, while 

foreign companies’ activity in the Soviet Union were conducted under the traditional limitations 

associated with doing business in a closed economy. Since the Soviet Union was a planned economy and 

it was the period of the Cold War, the few foreign companies doing business in Russia were closely 

monitored. The ruble was not convertible. In the last years of the Soviet Union, there was however a 

certain opening of the economy in the context of Mikhail Gorbachev’s policies of glasnosti and 

perestroika. The soviet citizens were allowed to engage in limited entrepreneurial activity. In 1988, the 

law on Cooperatives was passed, allowing the managers of the state enterprises to set up private trading 

companies and unregulated private banks.2 Oil and gas money prolonged the life of the regime. In the 

words of Yegor Gaidar3, without Samotlar (the biggest Russian oil field accounting for 40% of the Russian 

oil production), perestroika would have come earlier.  

  Sheila Puffer in a 1998 article on doing business in Russia uses 1990 as a cutoff date to compare the 

strategies and profiles of the companies that entered Russia before and after that year. Among the early 

entrants were such companies as AT&T, American Express, Caterpillar, Chase Manhattan Bank, DHL 

(1984), IBM, General Motors Overseas Corp, Otis Elevator, the Chicago based accounting company Arthur 

Andersen (1970s). These pioneer companies were motivated by the desire to access a big market. 

Compared to the later entrants, they also had a long term vision for doing business in Russia, as opposed 

to the short term approach followed by those who entered this market after 1990. Puffer’s survey of 49 

American firms finds that these ‘early entrants’ exhibited a firm commitment to market entry and 

embraced the political risks of Russia. These were companies that were powerful and confident enough 

to enter without any partners, also maybe because at the time of their entry, there were no significant 

Russian entities they could partner with. These firms have invested for the long term in the local people 

and assets. They adopted a strategic approach to market entry and accepted the political risk associated 

with doing business in Russia by embracing the “roller coaster type” business and political environment.   

  The ‘late entrants’ were motivated by more opportunistic reasons and by a short-term vision. They 
wanted to take advantage of the cheap material and similarly cheap but highly skilled labor. Their 
predominant form of entry was the JV. The value of personal connections weighted heavily in the 
decision to enter the market. They also placed value on the market opportunity, but pursued a ‘low cost’ 
strategy in addition to that of differentiation. Essentially, they were driven to Russia by the prospects to 
make a “quick buck”.  
 
 The 1990s: the new “Time of Troubles” (Смутные Времена) 
The Yeltsin administration was a period marked by imminent threat of a full government and market 

failure. The main challenge of the ruling elite was how to avoid the breakdown of the country and a 

complete descent into chaos. According to Andrew Goodman, in the political field, the target was to 

                                                                 
2 Anders  Aslund, “Russia’s Capitalist Revolution. Why market reform succeeded and democracy failed”, Peterson Insti tute for 
International Economics, Washington D.C., October 2007, pg. 3.   
3 Quoted by Andrey Konoplyanik during a presentation to the Center for Energy Marine Transportation and Public Policy, 

Columbia Universi ty, April  22, 2010.   
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break the monopoly of the communist party, while in the economic realm the most pressing issue was 

how to insulate the economy from the communist influence.4    

The country was defined by a weak institutional capacity, therefore a limited ability to enforce the rule of 

law and assure protection of ownership rights. According to a 2003 World Bank paper5, when investors 

consider going into a developing country, they are mostly interested in the country business 

environment and the potential for growth of the sector in which they are considering to invest. They are 

looking for opportunities that will generate  an adequate cash flow. This in turn is largely determined by: 

 tariff policy and collection discipline 

 rule of law (government track record regarding law enforcement and contractual commitments) 

 responsiveness to investor needs (government administrative efficiency) 

 minimal government interference 

Russia in the mid 1990s had a very dire macroeconomic situation. The underground economy was 

estimated to be 50% of GDP (Popov, 2006), the country experienced hyperinflation (in the order of 

2,600% in 1992), significant capital flight, widespread tax evasion, with double accounting - an everyday 

practice and a high incidence of business motivated murders. Meanwhile, the Russian nouveau riche 

were buying up property in London and on the French Riviera and shocking the world with their 

extravagant lifestyles. 

The state, defined as the holder of the legitimate authority to exercise monopoly on violence, tax 

collection, and money supply was failing.6 It was incapable of providing the basic “public goods”: law, 

security, social services, etc, and some of these functions were de facto privatized (Popov, 2006). An 

extremely high crime rate indicated the near collapse of the state authority. The police was powerless 

with many officers of the law or members of the former security forces going to work for private security 

companies. In the economy, the weakening of the state left place for an unprecedented inflation of 

organized criminal structures. There were official (legal security companies) and unofficial groups that 

offered protection (“krysha”) to businesses from rival criminal groups/gangs. Business was highly 

criminalized and many owners of SME preferred to just pay up and expense these payments as part of 

the cost of doing business. Not everyone was equally exposed to these type of solicitations: some sectors 

were more vulnerable than others like, for instance, businesses with a high visibility or high merchandise 

turnover and relative low level of complexity (like, the retail) or those that spent on advertising. As Vadim 

Radaev explains in a study about the role of violence in Russian business relations, the best method to 

avoid an “unpleasant acquaintance” was to keep a low profile.7 This could mean ‘not blowing your cover’ 

through advertising or even refraining from opening bank accounts. The criminal world had a long reach 

and, according to Andrew Goodman, would know instantly whom to pay a visit the second day after a 

trip to the bank. The “routinization of violence” (Radaev, 2000) was extremely alarming particularly when 

elements of the criminal world infiltrated the government. In the words of a former Moscow prosecutor 

                                                                 
4
 Andrew Goodman, Russian Foreign Policy, class discussions , April 2010, Columbia Universi ty.  

5
 Ranji t Lamech and Kazim Saeed, “What International investors look for when investing in developing countries”, World Bank 

Discussion Paper No. 6, World Bank, Washington, D.C., May 2003. 
6 Popov, Vladimir “Foreign Direct Investment in Russia: Why Doesn’t It Come? Should there be More of It? ” Canadian Foreign 
Policy. 2006. Vol. 13 Issue 2. pp 51-65 
7 Radaev, Vadim "The Role of Violence in Russian Business Relations" Russian Social Science Review, vol 41, no. 5 Sept-Oct 2000 

pp. 43-44. 
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quoted in a 2000 article by Aaron Lukas and Gary Dempsey: ”The main way the mafia penetrates into the 

economy is via the bureaucrats. They are our main enemy. The mafiosi are only the second enemy."  8  

    In the early 1990s the country had a poor financial infrastructure (underdeveloped capital markets and 

an unregulated banking sector). It is the period of the huge Ponzi Schemes and the birth of the Russian 

oligarchs. In the 1990s, the country could not tap the international capital markets due to its below 

investment grade sovereign rating, which made the cost of borrowing (either debt or equity) extremely 

high. Thus, a domestic form of raising capital for the state was engineered. The “Loans for Shares” 

program was devised as a means by which the bankrupt Russian state could borrow money from the 

Russian banks (foreign investors were not allowed to participate). Some political economists call it “the 

biggest and most controversial transfer of wealth ever seen in history” (Goldman, 2008). Conceived by 

Vladimir Potanin, at the time deputy Prime Minister in the Chernomyrdin government, the program 

consisted in the government issue of GKO bonds (Государственное Краткосрочное Обязательство, 

i.e. Government Short-Term Bonds). Basically, the government borrowed from the banks, and pledged as 

collateral sate owned oil and gas assets. Since it was no longer able to repay the debt (tax collection was 

extremely poor), the fields became the property of the ‘oligarchs’. Essentially, anyone who owned a bank 

was in a favorable position: Khodorkovsky (Menatep Bank), Mikhail Fridman (Alfa Bank), Potanin himself 

(via his OneksimBank).  

  However, the most significant event of the decade was Russia’s 1998 default on its sovereign debt. 

While it was certainly precipitated by the 1997 Asian currency crisis that began with the Thai baht crisis, 

there were also domestic causes. The factor that contributed the most was the government policy in the 

run up to the crisis to defend the currency peg to the dollar (5-6 rubles/USD). The Central Bank of Russia 

(CBR) determination to not let the ruble devalue cost Russia USD 6 billion. The perception of the 

government’s increased risk of default raised the interest rate on the GKOs to more than 50%. The 

situation was complicated by the fact that the government relied on GKOs not only to service its short 

term debt, but also to finance its cash flow needs. Mainly due to a lack of adequate regulation, the 

banking sector, and largely the oligarch and red director controlled private sector did little to help the 

state, and in some cases (banks) their actions worsened the situation.9 

    

PUTIN’s corporatist state 

The 1998 ruble devaluation made imports expensive, which were substituted with Russian products. In 

fact, the crisis boosted the Russian import substitute production and kick started the economic recovery. 

Economist Anders Aslund writes that “The financial crash of August 1998 functioned as a catharsis that 

eliminated barter and the excessive budget deficit, cleansing Russia’s market economy”.10 The year 1998 

coincided also with a record low global oil price. Later, after the oil market picked up, from the ashes of 

the 1990s, a different Russia emerged. Higher commodity prices strengthened the economy and, by the 

mid 2000s Russia’s strict fiscal discipline enabled the country to repay its foreign debt. Not only that, but 

from a recipient of foreign aid Russia became herself a donor. In 2003 Russia’s sovereign rating is 

upgraded to investment grade for the first time and it becomes an attractive location for Foreign Direct 

                                                                 
8 Aaron Lukas and Gary Dempsey, “Mafia Capitalism or Red Legacy in Russia?”, March 4, 2000 
http://www.cato.org/pub_display.php?pub_id=4769 
9 John T. Connor, Lawrence P. Mil ford, “Out of the Red. Investment and Capitalism in Russia”, John Wiley & Sons , Inc,  Hoboken, 
New Jersey, 2008, pg. 10-12.  
10 Anders  Aslund, Op. ci t., pg. 6 
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According to Rosstat11, in the first quarter of 2009, Russian investment abroad increased 170% to $19.7 

bn compared to the same period last year, while FDI in Russia fell 43% to $3 bn and overall foreign 

investment fell 30% to $ 12 bn - which is reflective of the financial difficulties inflicted by the 2008 

financial crisis on the OECD countries and the contraction of the Western economies that followed. A 

complete picture for the 2009 year will be available this upcoming July, when the World Investment 

Report 2010 will be released.  

  A reflection of the improved business climate in comparison to the wild 1990s is the fact that, now some 

Russian companies issue American Depository Receipts (ADRs), shares and bonds directly on the foreign 

markets, and raise syndicated loans. Russian businessmen are now more sophisticated and experienced 

with how capital markets operate. 

    

Negative developments 

However, not all is quiet and good news on the east front. With Vladimir Putin’s ascent to power, the 

privatizations of the 1990s were rolled back, the legitimacy of the process and some of the outcomes 

came under question. In line with the idea of creating “national champions”, Putin initiated a 

consolidation process in all the industries. Energy as the most visible sector offers two prime examples: 

Gazprom and Rosneft. However, the process is not limited to the hydrocarbon sector, and is manifest in 

                                                                 
11 Quoted in “Foreign Direct Investment in Russia plummets 43% to $3.2 bln in Q1 Rosstat”, Interfax – Russia & CIS Business & 

Investment, accessed via  Emerging Markets  Information Service, June 10, 2009.  
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banking, auto industry, shipbuilding, aircraft. In the latter case, the government merged various design 

bureaus into one company – United Aircraft Corporation, which is expected to be able to compete with 

Boeing or Airbus in the future.12 

  Of main concern for the business community remain the methods chosen by the state in order to 

achieve its end during this period. The most alarming signals were represented by:  

 

 The Yukos affair - labeled by some as a case of “fiscal expropriation”, i.e. selective application of back 

taxes to targeted companies. The case was considered a turning point and received a wide international 

coverage. The fate of Yukos and its treatment by the legal system in Russia was deemed arbitrary, 

particularly in a situation where everyone practiced tax evasion or, as Boris Berezovsky has put it: 

“everyone in business in Russia must necessarily have violated the law at one time or another” (Goldman, 

2008, pg. 176).  

 

 Exploiting loopholes in the legal system (environment related in the case of big oil). An example would 

be the use of RosPrirodNadzor as a means of putting pressure on the foreign companies involved in the 

development of the Sakhalin II project to agree to the revision of the initial terms of the Production and 

Sharing Agreement, in particular – to force the JV members to accept Gazprom as a partner.  

 

Positive  developments 

Strange as it may sound, in the aftermath of the Yukos affair, the business environment in Russia has 

improved. Tax compliance has come a long way, and many believe that this is the combined outcome of 

two factors:  the 2003 tax reform and the Khodorkovsky case (Connor and Milford, 2008). 

    As far as the tax reform is concerned, it abated the most common form of tax evasion - the transfer 

pricing, which typically would take the following form: the Russian enterprise would sell its production at 

cost to a subsidiary registered in a tax heaven, which would re-sell the goods/merchandise on a high 

value market and keep all the proceeds and pay nothing to the Russian state. The new fiscal regime 

introduced a 24% corporate tax rate and a flat personal tax rate of 13%. 13 Almost overnight, tax 

collection improved.  

The Khodorkovsky case may have had an additional effect: companies started paying taxes, and some 

even dividends, and began inviting the ‘Big 4’ accounting companies (PricewaterhouseCoopers, KPMG, 

Deloitte, Ernst & Young) to conduct audits. According to some foreign investors, like Troika Dialog CEO, 

Chris L. Osborne , by 2010 almost all Russian companies have adopted the International Financial 

Reporting Standards (IFRS). These efforts show an understanding on the part of the new Russian 

leadership, of the importance to adopt at least partially some of the internationally acknowledged 

business practices.   

  The Boeing presence in Russia is cited as one of the positive experiences of an American company in 

Russia, while Shell in Sakhalin II, TNK-BP in Kovytka, and General Motors squeeze out of its Togliatti JV 

with Avtovaz are quoted as the most notorious negative experiences.    

                                                                 
12 OECD, “Russian Federation. Strengthening the Policy Framework for Investment”, 2008, pg. 30-37. Also, see Iwona Wiśniewska, 

“The invisible hand... of the Kremlin. Capitalism 'á la russe'”, Center for Eastern Studies , Warsaw, February 2007, pg. 39-71: 

http://www.osw.waw.pl/si tes/default/files/PUNKT_WIDZENIA_14.pdf  
13 John T. Connor, Lawrence P. Milford, Op. Ci t., pg. 50-52.  
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III. Doing business in Russia: a snapshot of the main issues 

 
 

Legal framework is defined by frequent changes in business law. Russia is regarded as a “high political 

risk” country, due to its corrupt bureaucracy, weak rule of law (laws are constantly re-written and there is 

a perception among foreign investors that personal relationships can overwrite the contractual 

provisions).  

 

Macroeconomic situation, in particular the fiscal policy (issues like repatriation of profits, taxation of 

capital gains), government debt burden, monetary policy, external debt burden all these things are 

interrelated and weigh heavily in the investor’s final decision – and are ultimately captured by the 

country’s sovereign credit rating. An investment grade rating allows the country to borrow money 

cheaper, while a “below investment grade” also known as a ”speculative grade” or “junk” rating means 

that the cost of capital (debt or equity)  - the yield that investors require - is very high in order to 

compensate for the high risk of the country. The cutoff on the S&P scale is the BBB- rating, while on the 

Moody’s scale it is Baa3, meaning that this is the lowest rating considered ‘investment grade’. In 

assessing the attractiveness and security of investing into a country, the rating agencies look at specific 

variables that they find to be relevant like percentage of economic growth, inflation, unemployment, 

convertibility, exchange rate volatility and then, a whole set of financial ratios like current account deficit 

as % of GDP, debt over GDP, reserves to GDP, tax revenue to total debt, etc. Russia’s fortune changed in 

2003 when the country received its first investment grade rating. This allowed both, the government and 

the companies, to access the liquidity of the international capital markets.  

 

Politics 

The overall economic situation in Russia is heavily politicized. Among the things that are important for 

doing business in Russia today is how “connected” you are. Although, having personal connections with 

people in the government is not enough and, even if you know the president or the Prime Minister, any 

bureaucrat along the decision chain can delay the paperwork. Foreign businessmen managing operations 

in Russia say that you need a certain “fine touch” ( fingerspritzengefuhl) in order to deal with all the 

involved stakeholders14, but in particular cultivate as good a relation as possible with the authorities, 

both federal and regional.   

 

Corruption 

According to Berlin-based NGO Transparency International, bribe-taking in Russia is worth about $300 

billion a year. The NGO ranks Russia 146th out of 180 nations in its Corruption Perception Index. Western 

companies face significant impediments, especially American companies that have to comply with the 

provision of the Foreign Corrupt Practices Act (FCPA) in such countries where bribery is a part of the 

business culture on a daily basis.    

                                                                 
14 Rawi Abdelal, Harvard Business School case “Journey to Sakhalin: Royal Dutch/Shell in Russia”, pg. 11-12. 
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Foreign corrupt Practices Act (FCPA) was passed by the US Congress in 1977 and prohibits 
US companies, their employees, and agents acting on the company’s behalf to offer/pay 
bribes to foreign government officials in order to gain or retain business. The prohibition 
is not limited to the US jurisdiction, but applies to all transactions conducted abroad by 
US companies. The oil industry provides some recent examples of the effects of this Acts. 
For instance, in 2003, two former executives of Mobil Oil were indicted for facilitating a 
$78 mn bribe paid to the government of Kazakhstan in order to gain control of the giant 
Tengiz oil field. However, payments associated with routine commercial transactions (for 
issuance of customs documents/permits, inspection of goods, provision of police services) 
are not outlawed.  
Another document by which companies from OECD countries have to abide is the Anti-
Bribery Convention of the Organization for Economic Cooperation and Development . 
Developed by Canada, it has been ratified by 33 countries and stipulates jail time for 
those found guilty of paying bribes. 
                                                            Source:  Ricky W. Griffin and Michael W. Pustay, “International Business”,   

                                                                               Chapter 5, 6
th

 edition, pg. 138-139.   

 
The Anti-Bribery and corruption Non for Profit, TRACE, has studied the bribing phenomenon in leading 

emerging economies and found that countries have different corruption profiles. For instance, in China 

corruption looks like an "inverted pyramid" (with most bribery occuring at the top), in India - corruption 

has the shape of a regular pyramid (is massive at lower levels, but diminishes at the higher levels), while 

in Russia corruption is like a ‘a solid block” (Alexandra Wrage) – with bribery at every level:  low, mid and 

top- level management alike engage in this practice.15 A good example for the type of hurdles faced by 

foreign companies in such a business climate is offered by the recent experience of world known 

furniture retailer Ikea. The Swedish company announced that it would freeze its expansion plans in 

Russia citing the “unpredictability of administrative processes". Ikea wanted to uphold the principles of 

transparency, therefore preferred to rent power generators instead of giving bribe to the local utility 

companies, only to find out later that it was overpaying for the service . In an attempt to avoid paying an 

extra $200 mn over the next years, the company went to court, but ended up paying EUR 5 million in 

damages to the generator rental company for breach of contract.16  

Bribe drives the transaction costs up. Russia is not the only one to be blamed. A bribe involves always 

two sides. Until 1999, in such developed countries like Germany, bribery was tax deductible as ‘business 

expense’. After the German Tax code was amended, the case of bribery at Siemens became the most 

notorious example of the recent years, with the company also investigated by the US Securities and 

Exchange Commission under the FCPA. The investigations revealed that Siemens had an annual ‘bribery 

budget’ of about $40-$50 million in order to secure its business interests across the globe. Within the 

company, bribes were referred to as “NA”, which stood for “nützliche Aufwendungen” (“useful 

money”).17 Not surprisingly, Russia toped the list of the bribes Siemens offered between 2000 and 2007 

with $55 mn for an ‘unknown’ contract for hospital equipment. (See Appendix I, at the end of the paper).  

 

                                                                 
15

 Michael Stott, “Russia corruption "may force Western firms to quit"”, 16 March 2010 
http://www.ibtimes .com/articles/20100316/russia-corruption-may-force-western-fi rms -quit.htm  
16 Andrew Kramer, “Ikea Tries to Build Public Case Against Russian Corruption”, September 11, 2009.   
http://www.nytimes .com/2009/09/12/business/global/12ikea.html  
17 SIRI SCHUBERT and T. CHRISTIAN MILLER, “At Siemens, Bribery Was Just a Line Item”, New York Times , December 20, 2008. 

http://www.nytimes .com/2008/12/21/business/worldbusiness/21siemens .html?pagewanted=1   
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Lack of respect for the Anglo-Saxon principle of sanctity of contracts 

 

In theory, the country abides by the principle of “Pacta sunt servanta”. In practice, the principle is often 

undermined by political interference in the judiciary, generally weak implementation of laws, or 

economic mercantilism. Despite having two lawyer presidents, Russia is criticized for not doing enough to 

strengthen the ‘rule of law’. Abroad, Russia’s reputation as a reliable energy supplier was questioned in 

recent years, as Western European countries were indirectly affected by Russian-Ukrainian gas supply 

negotiations (2006, 2009 crisis). It is true that, even during the Cold War USSR continued to honor its 

supply contracts to the West, but this ‘reliability’ was also dependence on the main sou rce of its hard 

currency earnings, not necessarily a valued principle in international trade. There is a difference in the 

way Russia conducts business with ex-Warsaw bloc countries and Western European countries. The Baltic 

countries experienced it first hand on several occasions. Energy supplies were cut off repeatedly as an 

argument for maintaining Russian military presence in Estonia and Lithuania in the 1990s. It was also the 

response to Lithuania’s decision in 2006 to privatize the Mazeikiu Nafta refinery in favor of a Polish 

company (PKN Orlen) instead of a Russian one. More recently, in April 2009, a blast reduced the volume 

of gas Turkmenistan supplies to Russia, at a time when the Turkmen side increased the price for gas and 

Russia was facing a depressed demand in Europe (see chart on page 16 for an idea of how this affected 

Turkmen production in 2009). The same thing has happened on numerous occasions to Ukraine, Georgia, 

Moldova and, in most of these cases, a “technical problem” was invoked. However, the timing of the 

technical failures is odd, since it always seems to coincide with some other political/economic tensions. 

According to Marshall Goldman, cutoff in energy supplies was experienced by Yugoslavia under Tito, 

Israel (1956), Finland (1958), and China (1959).  

  At home too, there is plenty of evidence that the government exercises considerable pressure on 

private companies to the benefit of state owned companies. This is not to say that the government 

directly engages in revisions of contracts, but it uses all means available to it to make it impossible for 

foreign companies to continue business as usual unless they give in to government demands. On one 

hand, you have statements like those of Gazprom’s deputy CEO Alexander Medvedev who says that, “For 

us contracts are like a Holy Bible”, but on the other hand – empirical evidence points to the contrary. A 

case in point is the Production and Sharing Agreement (PSA) signed for the Sakhalin II project, which is a 

classic example of post-commitment counter party opportunism. After the Final Investment Decision 

(FID) was taken in 2004, the government arm-twisted Shell and the other equity participants to diminish 

their stakes in order to make room for Gazprom in 2007. This case will be discussed in more detail later. 

In Marshall Goldman’s opinion, it is “the denials that such things ever happened” at the highest level, 

despite wide evidence that in Russia contractual commitments are the subject of political intervention, 

that is of most concern. It is this understanding of contractual law, the mixture of politics and business 

specific to the Russian domestic climate, plus the still pervading criminal elements or former intelligence 

cadre in the Russian business community - what seeds deep mistrust of the Russian commercial 

intentions. Thus, in 2006 Russian companies made 12 attempts to buy shares in European companies 

(Centrica, PGNIG, Alitalia, Arcelor, and others) all of which were rejected. This is reflective of a deep 

concern within the Western business community whenever dealing with a Russian company with the 

main confusion being: with whom you are actually dealing - a market driven commercial entity or the 

Russian state? Germany in particular voiced its concern with state sovereign investments in European 
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economy, with the German politician Roland Koch being quoted as saying: “We did not go through the 

efforts of privatizing industries like Deutsche Telekom or Deutsche Post only so that the Russians can 

nationalize them”.18 On the other hand, 2006 was the year when Gazprom managed to take advantage of 

the ongoing EU liberalization in electricity and natural gas markets and significantly strengthened its 

position in Europe. Since detailing the Russian investments abroad is beyond the scope of this paper, the 

question of gas supply and distribution contracts or Gazprom acquisitions made in that year, will not be 

discussed here. Instead, two excellent studies on this topic are recommend for more details: the first, 

written by Agata Łoskot-Strachota is entitled “The Russian gas for Europe” (October, 2006) and the 

second, written by Ewa Paszyc, entitled “Gazprom in Europe: faster expansion in 2006” (February 2007), 

both published by the Center for Eastern Studies in Warsaw, Poland. Both studies offer an exhaustive 

account of the impressive moves that Gazprom made on the European market in 2006.  The next section 

will remain focused on the field of energy and will discuss some specific problems that foreign  investors 

faced while doing business in what president Putin has describes as “the holy of holies” of Russian 

economy (“svyataya svyatykh rossiyskoy ekonomiki”19) – the oil and gas industry.   

 

IV. Russian energy sector and the foreign experience with it 
 

a. Early foreign experience with Russian energy  

b. Historical perspective on Russian oil and gas production 

c.  Role of foreign capital and technology in Soviet times and during the first post-soviet decade      

d. Rosneft and Gazprom 

e. Russia as a hydrocarbon bonanza   

 

a)  Early foreign experience with Russian energy  

The beginnings of the petroleum industry in Russia are closely linked to foreign investment in this sector. 

Russian petroleum production started in 1860, but it was the involvement of the Nobel and Rothschild 

families into the Russian oil business in Baku, Azerbaidjan, that turned it into a booming enterprise. 

Powered by the capital investments and business acumen of the two families, the Russian oil production 

caught up and for a brief period (1898-1901) even exceeded American output. Aided by the first mover 

advantage, the Nobel Brothers Petroleum Producing Company soon became the dominant player in the 

Russian oil business. Ludwig Nobel built the first oil pipeline in Russia as well as the first oil tanker in the 

world (Zoroaster). The influence and power of the Rothschilds opened the European market to Russian 

oil as well as financed the infrastructure to bring it there (the Baku-Batumi railroad, the first ever export 

outlet for Russian crude). Their enterprise soon established itself as the second largest Russian oil 

group.20 Unfortunately, the development of the Russian oil industry was undercut by the revolutionary 

turbulences that crippled Czarist Russia, for which the North Caucasus oil region was both a hotbed and a 

target. Revolutionary activity badly damaged the oil infrastructure and production suffered a dramatic 

decline. Thus, on the eve of the first World War (in 1911) the Rothschilds sold their Russian oil business 

                                                                 
18 Quoted by Marshal Goldman in “Petrostate. Putin, Power, and the New Russia”, pg. 205. 
19 Vladimir Putin, Press Conference following Russia-EU Summit, Sochi , May 25, 2006  
http://eng.kremlin.ru/speeches/2006/05/25/2352_type82914type82915_106078.shtml   
20 Daniel Yergin, “The Prize. The Epic Quest for Oil, Money and Power”, Free Press , 1991, pg. 58- 63, 129-133, 182.  
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to Royal Dutch Shell. The Nobels, on the other hand, held on to their oil assets until 1917 when the 

Bolshevik Revolution forced them to flee the country. Then, they wanted out. In an effort to salvage 

whatever they could from their Russian oil empire, they offered to sell everything -  first to Royal Dutch 

Shell and then - to Standard Oil New Jersey (what was to become over the years ExxonMobil). At the 

time, the predominant assumption outside Russia with respect to what was going on in the country was 

that the Bolsheviks will loose. So, negotiations went ahead despite “the strong possibility that the Nobels 

were trying to sell properties they might no longer own” (Yergin, 1991, pg. 238). The Baku fields were 

recaptured by Bolsheviks and nationalized. However, the deal between the Nobels and Standard Oil NJ 

went through mainly due to the strong conviction that the White Army and the Counterrevolution will be 

successful. After a while, when it became clear that communists were there to stay, the American 

company regretted this investment. More so even, since in the meantime, the Bolsheviks, having 

understood the power of oil as an export commodity, have started to invite foreign companies back to 

Russia on concession terms (part of Lenin’s New Economic Policy (NEP)). As soon as the oil infrastructure 

was rebuilt, the foreign companies were kicked out once again. Despite the efforts of Exxon and Shell 

(the two companies whose assets were expropriated during the 1917 Revolution) to boycott the entry of 

“Soviet” oil on the international market, other companies found the cheap “communist” oil hard to resist 

to.21 The early foreign experience with the Russian energy sector showed the inherent dangers of 

ownership in this country. Shell and Exxon gambled on the outcome of the Russian Revolution and lost. 

According to Robert Tolf22, the value of Exxon’s oil assets expropriated in Baku represented one tenth of 

the entire claim USA had against the Bolsheviks for American property seized during the Revolution.    

Paradoxically, the same companies (Exxon and Shell) were at the forefront of foreign investment in 

energy once the Soviet Union disappeared. They are the main foreign companies in charge today of the 

oil and gas development on Sakhalin Island. The focus on this early period in the development of the 

Russian hydrocarbon industry was deliberate, in order to stress the important role Western capital, 

know-how and technology played at the dawn of Russian energy. Even more so, since the Soviet 

economists and ideologists tried to re-write this history and downplay or erase altogether the foreign 

contribution to the field.       

 

b)  Historical perspective on Russian oil and gas production 

Different producing regions defined separate stages in the development of the Russian petroleum 

industry. During Tsarist Russia, the center was the Caspian (Baku). In the early days of USSR, it was the 

Northern Caucasus region (Groznyi, Maikop). After the Second World War, the main hydrocarbon 

producing region moved to Volga-Ural (with its super-giant oilfield Romashkino, Arlan, and Tuymazinskoe 

fields). In the 1970s, West Siberia became the new oil and gas production center. Home to the world’s 

biggest discovered natural gas reserves and second largest discovered oil reserves, it became “the heart 

of the Russian oil and gas industries” boasting prime oil fields like Samotlar, Fedorovskoye, 

Mamontovskoye and “supergiant” natural gas fields like Medvezhe, Urengoy, Yamburg, Zapolyarnoye . 

The Siberian period in the Russian oil and gas development coincided with the first oil supply shocks 

                                                                 
21 Op. ci t, pg. 237-243. 
22 Robert W. Tolf as  referenced by Marshall Goldman, in “Petrostate. Putin, Power, and the New Russia” (pg. 25) ci ting as source 
the book entitled “The Russian Rockefellers: The Saga of the Nobel Family and the Russian Oil Industry”  published in 1976, by 

Hoover Insti tute Press, Stanford University.  
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which opened new markets for Russian oil and gas, in particular – Europe.23 This core region made USSR a 

truly global producer, with output peaking in 1986 when the country produced 12.5 mbpd. After the 

break up of the Soviet Union, production dived and even halved (reaching a 6 mbpd low). West Siberia 

still remains an important petroleum region today, although its oil production is rapidly declining. 

Contrary to the oil situation, there are significant amounts of natural gas still in place with the huge 

reserves of the Yamal Peninsula (Bovanenko, Kharasavey gas fields) largely untapped. Nowadays, the 

main petroleum regions aside from West Siberia, are  Timan-Pechora, the Caspian, East Siberia and the 

Far East.  With respect to oil, the Russian Energy Stratgey up to 2030 identifies East Siberia as the main 

source of production growth over the next 20 years with the share of oil extracted there expected to rise 

from 3% of total (2008) to 20% (in 2030). 24 The strategic significance of East Siberia is discussed later in 

this paper.  

 

c) Role of foreign capital and technology in Soviet times and during the first post-soviet decade      

At the height of the Cold War, foreign capital continued to have an important role in the development of 

the Russian energy complex. Natural gas from Urengoi would have never reached the Western European 

markets were it not for the Western banks that funded the construction of the pipeline in what later 

became known as the famous “Gas for Pipelines” deal. The East–West pipeline, the world’s longest gas 

pipeline project at the time, was a very controversial deal that generated significant tension in the Euro-

Atlantic alliance. The United States under the Reagan administration embargoed key equipment 

components and went out on a limb (diplomatically speaking) to prevent the deal from happening, but 

despite the strong American opposition to the project the deal went through and the pipeline was built.25 

    In post-communist Russia, it was again Western technology that prolonged the lifetime of mature 

Western Siberian oilfields. In early 2000, it was application of new technology to fields whose production 

was exhausted with Soviet means, that accounted for most of the crude output increase in this period 

(see “Crude production: Russia vs. other countries (1999-2009)” chart on page 16). The USSR Petroleum 

Ministry operated in the same mindset, defined by central planning and “quantity over quality” principle , 

that governed the rest of the Soviet economy. In pursuit of ever more output, Soviet engineers abused 

water reinjection that resulted in great damage to many of the hydrocarbon reservoirs. Not only in the 

USSR, but in third world countries that used Soviet assistance to develop their petroleum industry  as well 

(like, for instance, Iraq). According to Leonardo Maugeri, the average final rate of recovery for oil in the 

world today is 35% meaning that “only 35 barrels out of 100 may be brought to the surface” (Maugeri, 

2006, pg. 209) The ultimate rate of recovery depends on many factors, not least the technology that is 

used. Thus, the recoverabilty rate will vary greatly across regions from as low as 5% to as high as 80%. 

Lower values (< 20%) can be found in Russia and some Middle Eastern countries while higher values 

(>50%) in USA or the North Sea.26 According to more recent Russian sources, the current rate in Russia is 

actually closer to 30%, but still significantly lower if compared to North America. This percentage 

                                                                 
23 Eugenia Gusilov, “The Russian pipeline system”, CEMTPP case s tudy, 2009.  
24

 James Henderson, “The Strategic Implications of Russia’s Eastern Oil Resources”, Oxford Insti tute for Energy Studies , January 

2011, pg. 8-9. 
25 For a detailed analysis of the Gas -for-Pipeline deal , see Thane Gustafson, “Soviet Negotiating Strategy. The East-West Gas 
Pipeline Deal 1980-1984”, Rand Corporation, 1985, available at: http://www.rand.org/pubs/reports/2007/R3220.pdf  
26 Leonardo Maugeri , “The Age of Oil. The Mythology, History, and Future of the World’s Most Controversial Resource” , Praeger, 

Westport Connecticut, 2006, pg. 209-211.   
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difference in the final rate of recovery can be explained by the hitherto rather limmited application of 

Enhanced Oil Recovery (EOR) techniques27 in Russia, but this started to change in recent years. 

  

d) Rosneft and Gazprom 

This paragraph will outline the two main Russian companies, whose role and operations in East Siberia 

and the Far East are key for the discussion about the PSAs on the Sakhalin Island. Rosneft and Gazprom 

are not the only companies in Russia, however they enjoy a special status given the government support 

for the two NOCs in becoming ‘national champions’, Russian supermajors, that are expected to rival with 

the likes of Exxon and BP. Any foreign company that considers doing business in the Russian upstream is 

bound to have, at a certain point, its interests collide with those of at least one of the two. Even for 

projects that require Western input, partnering with either Rosneft or Gazprom is almost inevitable. 

Given the manifestation of state capitalism in Russia, the possibility of an IOC to develop a project on its 

own is nil. In those cases where IOCs already had licenses granted to them, they were forced to step 

down and sell below market value to the NOCs. It is the case for Kovytka and Sakhalin II projects – where 

IOCs had basically to hand them over to Gazprom. This is in line with the prevailing mentality in the 

political and economic Russian establishment and namely, that Russia is done playing second fiddle to 

Western companies in its own country. All the new laws and energy policies are about making this crystal 

clear. 

 

Rosneft is the state owned company which has become the No.1 oil company in Russia in the past years. 

Rosneft comes from Rosneftegaz which in turn inherited most of the Soviet Oil Ministry assets. In early 

1990s, after Lukoil, Yukos and Surgutneftegaz were spun off, Rosneft still accounted for 60% of oil output 

(Goldman, 2008), but this changed dramatically towards the end of the 1990s when Rosneft became 

quite marginal in both - the Russian oil output and corporate landscape. However, the next decade 

brought a significant change of fortune for this company. Starting with 2001, Rosneft became Russia’s 

official representative in PSA projects.28 Currently, the company acts as a “petroleum ambassador of 

Russia in Kazakhstan and Algiers” (Poussenkova, 2007), is in charge of restoring the oil industry in 

Chechnya, and plays a key role in Eastern Siberia and the Far East – two regions which it declared its 

areas of strategic interest. According to Poussenkova29, during the 1990s, Rosneft “was treated like an 

unwanted child of the government, which it apparently did not know what to do with”. It lost many of its 

assets, but managed to avoid privatization and was reduced to a peripheral role in Russian oil. The fate of 

the company started to change in 1998 with the arrival at its helm of Sergei Bogdanchikov, who managed 

to find strong allies in the presidential administration. One such powerful figure was Igor Sechin, largely 

credited for opening the Asian market to the Russian Eastern Siberian crude (ESPO) and preparing the 

political environment that made that possible – the diplomatic ouverture with China, including the 

                                                                 
27 EOR techniques  refer generally to thi rd generation recovery, a fter primary and secondary recovery have been exhausted. It 
implies the use of bacteria , chemical compounds , steam, in situ combustion, and gases that are foreign to the reservoir (CO2,  N) 
in order to change the internal  dynamics of the reservoir, i ts s tructure and make production more efficient. There is also a fourth 
generation technique now in use which involves the injection of polymers. 
28 Company websi te.  
29 For an in-depth analysis of Rosneft’s  rise to the current s tatus , see Nina  Poussenkova, “Lord of the Rigs: Rosneft as a Mirror of 
Russia’s evolution”, The James A. Baker III Insti tute for Public Policy, Project on ‘The Changing role of NOCs in international 

energy markets ’, Rice University, March 2007.  
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arrangement for financing the pipeline construction.30 He is now generally considered the second most 

influential person in the energy sector, after PM Putin. Sechin’s connection to Rosneft was reinforced in 

2004 when he was appointed chairman of the company Board of Directors. The same year, Rosneft 

acquired Yukos’s most lucrative asset - Yuganskneftegaz - a major breakthrough for Rosneft in all 

respects. In the words of Poussenkova, this acquisition essentially transformed Rosneft overnight - “from 

a very modest player by Russian standards (2004) into the third biggest Russian oil company (2006) ”. 

From that point on, Rosneft was unstoppable. Under Bogdanchikov’s leadership and Sechin’s political 

favor (with the entire federal “administrative resource” of what this means), Rosneft consolidated its 

position in the oil sector. On the Sakhalin Island, it is Rosneft that held, until recently, most of the licenses 

for the ‘second wave’ projects – Sakhalin III, IV and V. In Eastern Siberia, Rosneft secured a strong 

resource base, including the Vankor and Verchnechonsk fields. Starting with September 6, 2010, the 

company has a new President - Eduard Khudainatov, but it remains politically affiliated with the “siloviki” 

group. This may be subject to change, given that a recent company statement announced that Igor 

Sechin will be stepping down.31   

 

Gazprom is the other “national champion”, the company that represents Russia in the natural gas 

industry. For the purpose of this paper, I will refrain from revisiting the company post-soviet history, but 

will mention only that it too had strong protection at government level . First, it was Viktor 

Chernomyrdyn, former Minister of Gas during USSR and Russian premier between 1992-1998. It was 

mainly due to him that the gas industry was kept together and not privatized. Under the Putin 

presidency, Rem Vyahirev was replaced with Alexei Miller (a close friend of Vladimir Putin) as CEO of 

Gazprom. Before ascending to his current position, Russian president Dmitri Medvedev acted as 

Chairman of the Gazprom BoD. The reason why Gazprom is mentioned in this section is to recall the 

domestic rivalry between Gazprom and Rosneft, and their unequal resource base positions in the Russian 

East until 2007. Gazprom was put in charge of the Eastern Gas Program, but had a weaker regional 

presence here than Rosneft (Poussenkova, 2007, 66-71). Hence, Gazprom’s intense efforts to better 

position itself in the region. Any analysis of its entry in the Sakhalin II and Kovytka projects, at the 

expense of foreign companies, has to consider the domestic competition between Russian companies 

and their different political patrons.    

 

e) Russia as a hydrocarbon bonanza   

So why does Russia remain attractive for foreign energy companies despite the track record of negative 

experience described at the beginning of the chapter? Why come here at all if the risk to be kicked out is 

so high? It is said that a picture is worth a million words, so let the visual representation of numbers 

speak. Below are two graphs. The first one shows the Russian crude oil output for the past ten years 

(1999-2009) as compared to some other significant countries. It shows that, despite all the economic 

hardships experienced by Russia in 1990s, it remains a big oil producer, second only to Saudi Arabia.  

 

                                                                 
30 Eugenia Gusilov, The Eastern Siberian - Pacific Ocean pipeline extension to China: risks, opportunities, and motives”, May 2009, 

School of International and Public Affai rs , Columbia University.  
31 Reuters, “Deputy PM Sechin steps down as Rosneft chairman”, April 11, 2011  
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With natural gas the argument is even more compelling. The second and third graph below capture 

Russia’s standing in world gas production and its share of proved global reserves respectively. Russia is 

home to the biggest natural gas reserves on the globe (see the “Countries with biggest proven natgas 

reserves” chart on the right) and the biggest natural gas producer (although this title was taken over by 

US in 2009 on account of increased shale gas production). Notice how far below are Iran and Qatar (the 

other two gas rich countries) in comparison to the actual levels of Russian and American production. A 

particular case is that of US which holds only 3.7% of proven global reserves, but was the biggest 

producer in 2009. By comparison, Russia’s potential future production in natural gas is overwhelming.  
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V. Direct Foreign Investments in energy (FDI-E) 

 
 PSA legislation in Russia  

 Petroleum fiscal system   

 Energy taxes in Russia 

 

Theoretical aspects  

Russia remains a resource economy. Most of the foreign participation in Russia’s economy is located in 

the upstream sector, which remains the most attractive area for the FDI.  Generally, an oil & gas project 

can be developed under one of the three types of business structures. Which one is chosen will have a 

huge impact on the revenue allocation and profit sharing scheme: 

 concessionary regimes (concessions, licenses or exploration permits) 

 contractual regimes (PSAs or Service Agreements)  

 tax regimes (royalties, income taxes/PSCs, and resource rent taxes) 

The first are defined by the least government/National Oil Company (NOC) implication (the most “hands-

off” approach for the state). Under concessions, International Oil Companies (IOCs) are granted 

ownership of the oil produced, but rewards must be shared with the host country. Contractual regimes 

can take the form either of a PSA or of a Service Agreement. In the case of a PSA, the IOC takes upon 

itself the expenses and is rewarded in oil (payment in kind - PIK): the oil that covers the costs of project 

development is known as cost oil, what is in excess is referred to as profit oil. Under the Service 

Contracts, the companies receive a service fee. The two systems have different accounting implications, 

therefore different consequences for company valuation. The tax regimes will be discussed later in the 

paper. Tax regimes take the form of different fiscal stipulations (discussed in the next section). 

   During the Soviet Union, the only legislation that permitted foreign investment in the petroleum 

industry existed during the perestroika window (between 1987 and 1992) and was the Joint Venture 

Law. It allowed foreign companies to own a stake in a limited liability Joint Venture Company, which was 

to be set up with a domestic company that held a license for developing an oil/gas field. According to 

James W. Skelton, the “JVCs were subject to the infamous current tax regime (CTR), there were no 

exemptions from any of the tax laws, and those that were granted on an ad hoc basis were short term in 

nature and subject to change without notice”.32  

  In 1992 a Law on energy was passed that stipulated the use of licensing, taxation and royalties system. 

The Law on Subsoil Resources (Subsoil Law, “ЗАКОН О НЕДРАХ”33) was approved on February 21, 1992. 

Since it was developed by the bureaucrats from the Ministry of Natural Resources, it codified the Soviet 

version of the licensing regime. The initial law had 35 articles, of which Article 12 is of particular interest 

because it specifies the possibility to use different contractual forms in order to develop the mineral 

resources, in effect allowing all forms of investment regimes: tax royalty, concessions, PSAs: 

“Лицензия на пользование недрами закрепляет перечисленные условия и форму договорных 

отношений недропользования, в том числе контракта на предоставление услуг (с риском и 

без риска), а также может дополняться иными условиями, не противоречащими 

                                                                 
32 James W. Skelton, “Status of Russian petroleum legislation”, Houston Journal  of International  Law, Spring 2008.   
33 The full text of the law can be found at: http://www.topzakon.ru/razd/zakon_o_nedrah/ (in Russian) or 

http://www.geol .i rk.ru/nedra/zakon/z-nedra.htm (in Russian) 
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настоящему Закону. (…) Лицензия на пользование недрами на условиях соглашений о разделе 

продукции должна содержать соответствующие данные и условия, предусмотренные 

указанным соглашением“. (Article 12, Subsoil Law, 1992)  

Subsequently, the oil tax system was reformed in 1999-2002 and, today, it is the tax and royalty system 

that predominates in Russia.  

 

PSA legislation in Russia  

The Production and Sharing Agreement (PSA) is a framework developed by the UN for Indonesia (the 

country where the first ever PSA was implemented in 1966) as a means of establishing the sovereign right 

over the use of subsoil resources. The PSA is an agreement with the host country that creates a different 

fiscal regime that applies for the duration of the project. It constitutes the “core” part of the whole 

project formation process, especially if a project is developed through limited recourse finance. The 

agreement details the key technical, commercial and economic terms related to the right to do business 

in that country. These agreements usually address the issues of siting, licensing, environmental 

permitting, labor, operation of production, liquefaction (in the case of an LNG project) and marine 

facilities, infrastructure (offered to the project and offered by the project). Many of the aspects that are 

addressed are related to the country’s macroeconomic structure (its local financial system, monetary and 

fiscal policy) which affect the project performance in many ways: taxation of materials imported for the 

project facilities, repatriation of earnings, currency convertibility, access to hard currency, taxation of 

interest, policy on withholding dividends and interest. Commitment to fiscal and regulatory stability is 

often embedded in these agreements as well as exact provisions for designated jurisdictions in case of 

arbitration. It is somewhat ironic that, the PSAs which were initially developed to protect the sovereign 

rights of the resource rich country from the exploitation of the IOCs, ended up protecting the interests of 

the IOCs and are now considered the most advantageous business structure for the oil and gas majors.    

  The initial legal framework for PSAs in Russia was established by special presidential decree No. 2285 of 

December 24, 1993. The next year the first Russian PSA is signed for the Sakhalin II project. One year 

later, two other PSAs are signed: Sakhalin I and Kharyaga. The same year, the Duma passed the Federal 

Law N 225 – FZ on PSA (December 30, 1995). Much later, one more PSA was signed for the Kurmangazy 

offshore field in the Caspian Sea. To date, these remain the only PSAs in effect in Russia.  

 

Project Sakhalin II Sakhalin I Kharyaga Kurmangazy 

Operator Shell ExxonMobil Total Joint operatorship 
Consortium 
composition 

Gazprom  (50%+  
                1 share) 
Shell (27.5%) 
Mitsui (12.5%) 
Mitsubishi (10%) 

Exxon (30%) 
Rosneft  (20%) 
ONGC Videsh (20%) 
SODECO  (consortium 
of Japanese investors 
(30%) 

Total (40%) 
Statoil (30%) 
Zarubezhneft (20%) 
Nenets Oil Co. (10%) 

Rosneft ( 50%)    
KazMunai Gaz (50%)  

Date of 
signing  

1994 1995 1995 2002 

Duration 30 years 40 years 29 years n/a 

Location Offshore Offshore Onshore Offshore 
Status Producing Producing Producing Not producing 
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The Law on PSAs passed in 1995 grandfathered the PSAs signed in the early 1990s. The duration of the 

“Grandfathering clause” was set at 7 years, considered rather low by international standards as it is less 

than the duration of the payback period (on average, about 15 years). This means that the PSA legislation 

passed in ’95-’96 does not apply retroactively to the three PSAs that were already signed. The amended 

and more detailed PSA legislation that emerged beginning with 1999 imposed restrictions that de facto 

marginalized the PSA as a form of meaningful foreign participation in the upstream sector. The other 

investment contracts that involve foreign companies followed the form of JVs established under licenses 

or permits and subject also to the country oil and gas tax regime. According to Dr. Andrei Konoplyanik, 

professor at the “I.M.Gubkin” Russian State Oil and Gas University and consultant to the Board of the 

Gazprombank, the Law  on concessions (the concession regime,) does not apply to the mineral industries.     

   At the time of the early 1990s, the PSAs seemed like a good solution for attracting the large-scale 

investments, since the government did not have the money to develop Russian oil and gas resources by 

itself and the first decrees establishing the vertically integrated companies were just issued. According to 

Konoplyanik, at the time the head of the drafters of the PSA regimes in Russia, PSAs were thought to 

provide a good basis for project financing and were good agents for introducing the principles of 

contractual law. The Sakhalin II project was used as a case study to push the PSA legislation through the 

Duma. The main arguments in favor of the PSA law were that, it would introduce profit-based taxation, 

would create competition between the license and the PSA regimes, and would  provide two streams of 

revenues: direct and indirect.34  

 

Direct: royalty, Corporate Income Tax (CIT), Profit tax/resource rent tax. According to Nissen, the three 

levels of resource taxation on which these are levied are: revenue, taxable profit, and net profit. Thus: 

 Royalty comes out of the revenue (P x Q). It is a resource tax (in essence a use fee) and can be paid either 

in kind (as % of production) or in money (as % of revenue or as a fixed amount) 

 CIT also known as the Production Sharing Contract take is imposed on the pre-tax income (taxable ∏) 

 resource rent tax/∏ tax is imposed on the net ∏. Deducted directly from the rent35, it is a tax on rent.  

Indirect. In the case of Russia, it referred to orders placed to local manufacturers and use of Russian 

labor. This was the so called multiplier effect of the PSA. It required the project to use a certain level of 

“local content”. In the case of Sakhalin II, this requirement was 72% and this level was then taken as a 

benchmark and made into law requiring all agreements to satisfy a 70% ‘Russian content’ requirement.36 

This level is considered however to be very high by international standards and is in contradiction to the 

Agreement on Trade Related Investment Measures (which prohibits local content requirement) of the 

WTO, which Russia seeks to join.  

   Russia analysts and energy industry economists have observed that the preference and government 

support for either PSAs or licenses regime varies depending on the price of oil. When Russia in the early 

1990s had a poor rating and could not raise money on the international capital markets, it favored the 

PSAs. Once the prices picked up in early 2000, the PSAs were marginalized in favor of the licensing regime 

                                                                 
34 Andrei  Konoplyanik, presentation on “PSA in Russia's oil & gas: Past intentions, current status & future prospects”,  Center for 
Energy, Marine Transportation and Public Policy, Thursday, April 22, 2010 
35 The Petroleum Rent designates the excess  profi t, the pure surplus realized from commercializing the resource, i .e. what is  left 
after all the costs  have been deducted, including the ones for taxes and the rate of return on invested capital .   
36 Author’s discussion with Dr. Andrei  Konoplyanik, April 22, 2010.  
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which in a high oil price environment allowed the state to capture more of the rent. However, in a low oil 

price environment, the “inefficiencies of the tax and licenses regime are not sustainable” (Konoplyanik, 

2010). In the 1990s, the strongest opposition to the PSA regime came from Russia’s new oilmen 

Khodorkhovsky and Abramovich. In the 2000s, the main opposition came from within the government, in 

particular from the Ministry of Economic Development and the Finance Ministry, with German Gref 

strongly in favor of licenses and tax rates.37 President Putin has denounced the PSA as a “colonial treaty” 

(Goldman, 2008, pg. 133), but interesting enough Russia pursues herself and develops natural resources 

in other countries (Turkmenistan) under PSA terms. The initial PSA Law contained no restrictions for 

foreign participation in the upstream, but there was however an “unspoken” 50% cap on foreign 

ownership in a JV (Skelton, 2008). In 1999 and 2003 the PSA law was amended, the changes making the 

PSAs practically impossible in Russia. For instance, eligibility of a field for development under a PSA 

framework is a second option: only if a project is not auctioned under a concession system it becomes 

eligible for a PSA development.38 The decline in popularity of the PSA is a story better told in numbers: at 

the very beginning, there was an open-ended list of 250+ projects, later it became a list of 3 granted PSAs 

plus 28 possible and is now a list of just 3. In 2005, the Ministry of Natural Resources initiated discussions 

on new rules of licensing that would introduce further restrictions on foreign participation. These 

proposals finally materialized in the “Law on Strategic sectors”, passed on May 5, 2008. The provisions of 

the law apply to oil and gas exploration and production (E&P), to nuclear energy and energy 

transportation. It makes foreign participation in strategic sectors which is seen as ‘foreign control’ subject 

to prior government approval. In particular, ‘foreign control’ is defined as 50% private foreign ownerships 

and 25% state ownership. In oil and gas, the threshold for what is considered ‘foreign control’ is even 

lower: 10% for private foreign investors and 5% for state-owned foreign companies.39  

 

Petroleum fiscal system  

This section further details some theoretical aspects of mineral resource taxation, discusses differences 

between the fiscal system that applies to energy in Russia vs. other countries, and the specifics of the 

Russian energy taxation (with a focus on oil taxes). In addition, it insists on the difference between 

revenue based vs. profit based taxation, also why and how this is important for foreign investors and the 

host government. Given that PSAs will be discussed in great detail later (and they by definition include 

negotiated legal and fiscal exceptions), it makes sense to first talk about the rules currently governing 

hydrocarbon development.   

   In such a resource dependent economy as Russia’s, taxation of the oil and gas sector becomes 

paramount for the functioning of the state and the general well being of the population. The high price 

climate for hydrocarbons starting with 2001, has enabled Russia to set up an Oil Stabilization Fund (OSF) 

in 2004 (split later into two: the Reserve Fund and the National Wealth Fund)) that proved to be critical in 

the management of the 2008 financial crisis. The petroleum money set aside where used to recapitalize 

banks and finance the 2009 fiscal stimulus among other things. In this respect, Russia falls in the 

footsteps of other resource rich countries, which decided to set aside the windfall profits realized into a 

sovereign wealth fund. Many SWFs are due to oil & gas endowment, but there are some that have a non-

                                                                 
37 Andrei  Konoplyanik, idem. (presentation on “PSA in Russia's oil & gas: Past intentions, current status & future prospects”) 
38 OECD, “Russian Federation. Strengthening the Policy Framework for Investment”, pg.42. 
39 OECD report, Op. Ci t., pg. 43.  
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commodity origin. SWFs can take two forms: either a stabilization fund or a “future generations” fund 

(for instance, a pension fund). Thus, SWFs are an efficient way to counter both – the resource curse and 

plan effectively for the well being of the next generations. On one hand, setting money aside prevents 

the so called “Dutch disease”40 from taking over the economy. On the other hand, if managed prudently, 

it can provide the basis for further economic development and help the country  transition towards a 

more advanced economic structure –one that will be less dependent on natural resource endowment.  

   Recent events in global economy stressed the importance of having a balanced oil fiscal regime that can 

acts as a systemic safety net and cushion future economic shocks, but also continue to provide attractive 

returns for potential foreign investors. Thus, the design of a country’s petroleum fiscal regime is always a 

matter of finding the perfect equilibrium between the desire of an energy rich country to capture a “fair 

share” of the rent and that to remain a competitive investment destination for foreign capital. Basically, a 

state has a broad range of instruments at its disposal to devise its fiscal regime – instruments that fall in 

two large categories:  

1. Fiscal  (direct and indirect taxes) 

2. Non fiscal (fixed fees, bonuses, production sharing, state equity) 

From a strictly historical perspective, royalties were the most common form of mineral taxation in the 

early days of the petroleum industry. The dominant investment framework for oil development outside 

the United States was the concession system (extremely unfavorable for the host countries by today’s 

standards). The 1950s saw the emergence of “hybrid fiscal regimes combining royalties with ordinary 

taxes” (Baunsgaard, 2001) while the 1970s and 1980s were marked by increased experiments with equity 

participation, production sharing and service contracts.41 Although all these frameworks are still used 

today, it is an undeniable fact that the balance of power is tilted in favor of the governments, not the 

investors.  

 

Since significant space in this paper is dedicated to specific fiscal instruments that apply in the Russian 

energy sector, I would like to briefly touch upon the role of non-fiscal tools:  

 

 Fixed fees and bonuses: these refer to the signature, discovery and production bonuses that 

companies undertaking E&P may be required to pay to the host government at various stages of 

project development (prior to project start, on discovery of resources, at various levels of 

productions) . Auction rounds for granting E&P rights are a common practice in many countries.   

 They exist to secure an early revenue stream for the host state, since it would usually have to 

wait until the investors recover their initial capital plus the required RoR until it can fully benefit 

from the rewards (initial capital investments are heavily frontloaded, and since investors have 

priority in sharing the gains, the government take will be mainly back-loaded, thus these bonuses 

are designed to sugarcoat the waiting time).  

                                                                 
40 A phenomenon fi rst observed in the Netherlands , after the discovery of huge gas reserves in the 1960s , describes a situation 
where, due to massive oil& gas exports , the national currency appreciates relative to the dollar, pushing up the prices of lo cally 
manufactured goods , which ul timately renders  them uncompeti tive in the international  market and results in the destruction of 
the non-resource related sectors of the national economy.  
41 Service contracts were very popular in Latin America in the 1970s  and 1980s , but have regained in populari ty recently in such  
places as the Middle East, in countries that are very sensitive to the question of foreign involvement in the petroleum industry. 
The most recent example is  Iraq, where all  the contracts  awarded during the two bidding rounds (July and December 2009) were 

service contracts.   
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 Production sharing: will not insist a lot on this here, but will resume to saying that it is a long 

term agreement between a country (or NOC) and foreign investors. While the hydrocarbon 

molecules continue to belong to the state, IOCs are recompensed with a share of the production 

and are allowed to book them in their financial statements. There is a variety of production 

sharing arrangements around the world. Each of them are individual agreements and represent 

special frameworks for project development. They include special legal and fiscal provisions that 

apply only to those particular projects.  

 

 State equity: while the reasons for a government to be an active shareholder of the JV that 

develops a project may be many, it is not always an easy thing to do, especially for a developing 

country. Cash calls can present significant difficulties, particularly for the government of a 

country with inadequate sovereign rating and struggling liquidity (see Nigeria). However, there 

are several forms of state equity participation which suit different situations: paid-up equity, 

carried interest, tax swapped for equity.42  

 

 The mixture of these various tax and non-tax tools can result in two types of fiscal regimes:  

- Revenue based taxation 

- Profit based taxation  

 

The difference between the two is given essentially by what is actually being taxed (the revenue or the 

profit). A second major difference is the risk-reward distribution profiles between the state and the 

investor, associated with the two cases. For instance, under a revenue based tax system, the investor 

takes on a greater risk than the host government. That means that the government receives tax proceeds 

regardless of whether the project is profitable or not. The revenue based taxation disregards the long 

payback periods inherent to the development of oil and gas resources and the huge upfront costs 

involved. In this case the companies/consortium developing the project carry all the risk, and later either 

incur all the losses or enjoy all the rewards. In cases where the economics of the project proves to be 

more profitable than initially expected, the government exercises pressure on developers to renegotiate 

the terms with the aim to secure a “bigger piece of the pie” (rent). In a tax and royalty regime it can do so 

by changing the tax legislation, while in the case of a PSA – by seeking to renegotiate the terms of the 

agreement (many of which protect the project with the help of either specific percentages that apply to 

that project only or via Fiscal stability clauses).  

   On the contrary, a profit based taxation system makes use of a “progressive regime”, one in which the 

government take goes up when the project profitability goes up. Such a si tuation can be prompted by 

higher oil prices or better than expected geological data (more output) that extends the life of the field 

and shortens the payback period. Profit based tax systems can make use of progressive profit tax or a 

stepped resource rent tax schedule (Baunsgaard, 2001, pg. 7-8). The problem however with a progressive 

tax regime is that, it can backfire in the case of projects that are less profitable, situation in which the 

government may never have the chance to apply a higher tax regime as the project does not reach 

profitability (the stage when the project has recouped the heavy capital outlay associated with the E&P 

                                                                 
42 Thomas Baunsgaard, “A Primer on Mineral Taxation”, International Monetary Fund Working Paper WP/01/139, pg. 14. 
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costs and the opportunity cost of capital, and generates pure profit – also known as the mineral resource 

rent). This is one of the reasons why governments prefer to combine fiscal and non-fiscal instruments 

when they devise their petroleum fiscal regimes. It helps them hedge the uncertainties specific to oil and 

gas development and secure revenue streams commensurate with their appetite for risk. 

 

Main differences between Revenue and Profit based taxation (summarized) 

 

                                                                                                                  Source: based on Goldsworthy and Zakharova , 2010 

 

Most industrialized nations have developed a profit based tax system (Australia, Norway, UK). In a similar 

manner, it has been observed that in most OECD nations, the petroleum sector is subject to a tax and 

royalty system. In contrast, PSAs have been widespread in Southeast Asia, Middle East, Africa, and FSU 

countries beginning with the 1990s. Historically, PSAs have appeared against the background of the 

increased resource nationalism of the 1960s, soon after the formation of OPEC. So, the preference for a 

tax & royalty regime or a PSA has a lot to do with how economically advanced is the country in question, 

the access it has to capital, the know-how it has or not, the particular features of its oil and gas fields 

(location, production costs, hydrocarbon quality, etc), track record of energy resource development or 

lack thereof.  

   In addition, when discussing the differences between the two opposite legal and fiscal systems (‘tax & 

royalty vs. PSA’ – on the one hand; and ‘revenue based vs. profit based taxation’ – on the other) one 

should take into account the fundamental difference that exists between the Anglo-Saxon countries and 

the rest of the world regarding the ownership of the mineral resource. In the English speaking countries 

(USA, UK, Australia) the sense of ownership over the resource is closely intertwined with the strong 

tradition of property rights. There, in the early days of the energy industry, oil discovered under a license 

agreement traditionally belonged to the license holder who paid taxes and royalties on it. Later on, 

during the 1910-1960s, the principle of sovereignty over mineral resources took hold in international law 

and was enshrined in the “UN Resolution No. 1803 (XVII) (1962) “Permanent Sovereignty over Natural 

Resources”.43 Since then, most of the countries have regarded the resources located below the ground as 

belonging to the state. With the emergence of this principle, even the common law countries have 

developed forms of legislation (lease or license agreements) that granted the state a bigger say in energy 

resources management and regulation while at the same time protecting the property rights. Thus, in the 

                                                                 
43

 Energy Charter Secretariat, “Taxation along the Oil and Gas Supply Chain. International Pricing mechanisms for oil 
and gas”, 2008, pg. 15  

 Revenue Based taxation Profit based taxation 

Government  Less risk 

Stable, but low revenue 

No loss, no excess rewards 

 

Progressive regime (government take 

varies with oil P): 

- higher risk  

- volatile revenue stream  

Foreign companies Most of the risk (higher RoR) 

Most of loss/gain 

Longer/ uncertain payback period 

 

-  Less risky (risk shared with government 

translates in a lower risk-adjusted RoR) 

-  Loss/gain shared 

-  Shorter payback period   
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Anglo-Saxon countries, a license grants a proprietary right as opposed to PSAs which “keep the ownership 

of resources and the management capacity of projects in the hand of the state”.44 

   I would like to end this subchapter with a quote from Thomas Baunsgaard, who wrote in 2001 that  

“there is no intrinsic reason to prefer a tax/royalty regime to a production sharing regime or vice versa. 

The choice between the two will reflect administrative preferences or a particular structure that may be 

most suitable for local conditions”. Since the effects of a fiscal regime can be replicated with the tools 

specific to a PSA, this forces the conclusion that the preference for one or the other is a function of a 

country’s particular stage of development and its specific needs at a given moment in time.  

 

Energy taxes in Russia 

Russia has a predominantly tax and royalty regime (although it is not an OECD member country). The 

taxation system that applies to the petroleum sector uses production as the basis of taxation, meaning 

that, currently, energy is taxed on a revenue base, not on a cost +/- profit base. In the early 1990s, 

taxation was part of a broader ‘center vs. periphery’ tension, with the regional authorities developing 

their parallel taxation systems, situation that resulted in an inflated number of taxes on hydrocarbons (at 

different levels: federal, regional, local). According to Professor Andrei Konoplyanik, at their peak, there 

were approximately 47 different taxes on oil and gas.45 

  The 2002 tax reform introduced the Mineral Resource Production Tax (MRPT) and the Export Duty. 

According to Goldsworthy and Zakharova (2010), these two taxes accounted for 80% of the government 

revenue from upstream oil activity in 2008. Basically, when the price of Urals crude exceeds 25$/bbl, the 

government retains 90 cents of every dollar above this level.    

 

Main taxes for oil 

1) MRPT or Mineral Extraction Tax (MET) - is a flat tax rate, the value of which depends on the Price of 

oil. It is an ad valorem tax, i.e. a fixed value pay for each volume of production (metric tones).  This tax is 

paid irrespective of the destination market for this crude (domestic or export). The equivalent of the 

Russian formula46 into $ and barrels approximated by IMF specialists in 2010 was: 

                                                               Box 1:   Mineral Extraction Tax formula 

 

0.22 * barrels of production * (Urals $/bbl - $15*)  

                                                       

                                                               Production in excess of 15$/bbl = tax base  

   

                            22%  = implicit tax rate 

                                                     

                                       * 15$ =  c.i.f. cost (cost, insurance, freight) priced at international market                                                                                                                 

                                                                                                                                                             Source: IMF, 2010 

                                                                 
44 Energy Charter Secretariat, “Taxation along the Oil and Gas Supply Chain”, 2008,  pg. 8, 14.  
45 Andrei Konoplyanik, presentation on “Alternative Investment Regimes for Direct Foreign and Domestic Investments in Russian 
Subsoil”, the Eurasia Energy Governance Progra mme, Center for Energy, Marine Transportation and Public Policy (CEMTPP), 

Columbia Universi ty, New York, NY, 19 & 22 April 2010 http://www.konoplyanik.ru/speeches/204.pdf (pg. 9) 
46 The Russian formula uses : metric tons for quanti ty, the price quoted in $/bbl and a RUB/USD exchange rate – all are 

periodically adjusted.    
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Until 2007, there was no differentiation based on the quality of crude, location of fields (in Western or 

Eastern Siberia) or onshore/deep offshore/shale offshore) or the maturity of the fields. One feature of 

future Russian oil industry will be the increased production costs. Whether we are talking about 

brownfields in West Siberia and Volga-Urals or greenfields in East Siberia and the Arctic, the costs of 

production in the future are projected to be higher. For very different reasons (maturity in the first case; 

undeveloped infrastructure, more challenging location - in the second), the result will be the same: oil 

extraction will be more expensive (Goldsworthy and Zakharova, 2010, pg. 5). With this in mind, the 

government made the following amends to the fiscal framework in order to incentivize investment: 

 

 Introduced a MRPT tax holiday for the fields located in Eastern Siberia, a measure that was later 

extended to other frontier regions as well: 

 

 Eastern Siberia : zero rate for the first 10 years or until production reaches 25 million tons 

 Arctic continental shelf:  zero rate 10 years/first 35 million tons 

 Azov and Caspian Seas:                    7 years/first 10 million tons 

 Nenents and Yamal:                          7 years/ first 15 million tons 

                                                                                                                        Source: IMF, 2010 

 Introduced an “oil fields depletion coefficient”  for brownfields (fields that are above 80% 

depleted) which entitles them to a progressive decrease of the tax burden under different oil 

price scenarios(15$/bbl, 14-20$/bbl, above 25$/bbl). See excerpt below47.  

 
                         Source: IMF, 2010 

2) Export Duty (ED) 

The values of the ED are calculated based on a sliding scale which varies with the Urals price and are 

revised on a monthly basis: 

     35% if  →   P:  15-20 $/bbl range   

     45% if  →   P:  20-25$/bbl range 

     65% if  →  P:  > 65$/bbl 

                                                                 
47

 Abbreviations: MET = Mineral Extraction Tax; ED = Export Duty; CIT = Corporate Income Tax.  
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Both the MRPT and the Export Tax are volume-based and allow the government to capture almost 90% of 

the revenue from exporting crude at prices above $25/bbl . The main effect of the fiscal reform in the oil 

sector was the centralization of the fiscal collection process and the reduction in the number of taxes on 

energy, which were combined to allow for a higher revenue allocation in favor of the federal 

government.   

    For specific details about other type of taxes that apply to the petroleum sector in Russia (CIT, VAT, 

etc), we recommend pg. 10-11 of the IMF study authored by Goldsworthy and Zakharova entitled 

“Evaluation of the Oil Fiscal Regime in Russia and Proposals for Reform”, Working Paper WP/10/33, 

February 2010.   
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VI.  Case studies:  analysis of the Russian PSAs 
 

The development of any resource base (under any of the legal and fiscal frameworks discussed 

previously) in any country, but especially if foreign investment is involved, is implicitly a discussion about 

energy project development and finance. Therefore, this chapter begins with some basic principles of 

project formation: key elements, sequences, Project Venture structuring, strategic partnering and project 

financing. Then, it looks in more detail at the history and specifics of the Russian PSAs, their JV structure 

and other relevant details, compare them among themselves, but also against other international cases. 

The intention is to look at the reference points in their development, the reasons behind the setbacks, 

single out the main differences and try to identify common elements.  

 

a. Principles of project formation 

An analysis of the specific energy projects in Russia has to be preceded by a brief outline of what does 

“project formation” entail, what are the steps before the Final Investment Decision (FID) is taken, what is 

the sequence of these stages, what are the interdependencies, why success of initial project venture 

structuring is critical to the overall performance of a project and can either set it on the right track from 

the very beginning or create many difficulties when the project is already underway.    

     Project formation is the first and most important step of any energy project development and is meant 

to create a “fundable” project.  This first step makes possible the next ones:  construction and operation. 

It is a multi-stakeholder process that requires a lot of due diligence at every stage. Its main purpose is to 

put in place a credible structure that can oversee the entire energy value chain (from resource to end 

user), market the resource before project commitment and secure funding. Nothing is real  until the FID is 

made. The main characteristic of energy chains is asset specificity: bringing oil or natural gas from a low 

value market to a high value market requires dedicated facilities and transportation (pipelines or ships). 

In the case of natural gas, shipping is a complex and capital intensive transportation modality that 

requires specific assets: a liquefaction plant, LNG carriers, regasification terminals.  

There are significant differences between developing an oil and a natural gas project: 

  First of all, it is the question of marketing. Oil is a fungible commodity, with a global price set relative to 

the benchmarks and quoted on exchanges. There is a global oil market, oil can be easily moved around 

the world in oil tankers. Natural gas on the other hand, lacks the advantage of a global market and the 

same midstream flexibility. Markets for natural gas are regional, with four different pricing patterns: 

North America, UK, Continental Europe and Asia. The first two gas markets are defined by gas-to-gas 

competition. In Continental Europe, gas prices are linked to refined products, while in Asia the price of 

gas is linked to crude oil (the so called Japanese Crude Cocktail (JCC)).48  

   A second fundamental difference between a natural gas project and an oil project is transportation. 

Despite the growing share of LNG (which brings the advantage of trading optionality), the gas midstream  

remains dominated by pipelines. If a project decides to go with LNG for the midstream segment, the 

economics of the project will look very different, since for an LNG project this part is a separate project in 

itself due to the complexity of the 3 stage process (liquefaction- LNG transportation- regasification).   

                                                                 
48 James T. Jensen, “LNG – its role in the internationalization of world gas markets”, presentation to International Energy Systems 

and Business Structures  Class, October 7, 2009, Columbia Universi ty, PPT slides 11-15 especially. 
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  Thirdly, there is a difference in the length of the payback period. Since an LNG project requires more 

capital (due to its dedicated midstream), all else being equal (absent any special provisions that can 

accelerate the payback), a natural gas project will have a longer payback period than an oil project. 

  Fourth, because LNG implies more commercial and technical sophistication, an LNG project formation 

can take longer than an oil project. However, forming an LNG and an oil supply project are the same in 

the requirement to bring all the participants together, to design the business and commercial structures, 

to allocate the responsibilities, to devise a clear risk sharing as well as revenue and profit allocation 

mechanism.  

   Of the three PSAs with foreign participation in Russia, only one is an LNG project (Sakhalin II). Due to 

the particular problems that this project encountered, the next section will focus on describing the steps 

involved in forming an LNG project:   

 

Box 2:  LNG project formation steps 
 

Everything begins with a resource position. You need to have a natural gas fields of about 5-10Tcf. It is 

either owned by a resource rich country, or by a Multi National Company.  

There are six key elements:   

    1) Formation of JV/JVs for chain facilities 

    2) Implementation agreements with the host country 

    3) Resource and cost definition 

    4) Engineering-Procurement-Construction (EPC) contract  

    5) Sales 

    6) Finance  

  

I . Formation of the Joint Venture. The purpose of a JV is to align the interests of all the parties and 

define the roles of the participants at the technical and managerial level. This is the stage when the 

business and commercial structures are decided. The JV can be integrated (requires common ownership 

along the chain) like in the case of Qatar RasGas or Australian North West Shelf projects. In this case, the 

midstream will be either controlled by the fully integrated JV, either by the seller (upstream integration) 

or by the buyer (downstream integration). Or, the business structure can take the form of separate 

venture for upstream and downstream (separate ownership and funding). This is the case for the LNG 

projects in Malaysia, Nigeria, Brunei, Abu Dhabi, Oman. The midstream (liquefaction) is a stand alone 

project, which in a liberalized market will behave like a tolling facility venture (LNG merchant). This 

situation applies in Trinidad 4 and Egyptian LNG project.  

  Once the structure, ownership, allocation of roles and individual share of funding is solved, the next task 

of the JV will be to gain access to the resource via a PSC or license. The stake of the NOC is agreed upon, 

as well as specific fiscal terms and amount of the royalty.   

 

II.  Implementation agreement (IA) with host: constitutes the “core” part of the whole process because 

it lays the foundation for project “finance-ability”. It creates the conditions necessary to secure the 

equity commitment (FID). These agreements detail the key technical, commercial and economic terms 

related to the right to do business in that country. These agreements address the issues o f siting, 

licensing, environmental permitting, labor, operation of production, liquefaction, and marine facilities, 
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infrastructure (offered to the project and offered by the project). Many of the aspects that are addressed 

are related to the country’s macroeconomic structure (its local financial system, monetary policy, fiscal 

policy) which affect the project performance in many ways: taxation of materials imported for the project 

facilities, repatriation of earnings, currency convertibility, access to hard currency, taxation of interest, 

policy on withholding dividends and interest.  Commitment to fiscal and regulatory stability is often 

embedded in these agreements as well as exact provisions for designated jurisdictions in case of 

arbitration.    

 

III. Resource & cost definition: this stage takes between 3 and 10 years, comes usually with a price tag of 
$100 - $400 Million and features parallel processes that address: 

⇢ Resource delineation: the acreage is explored with 3D seismic technology and appraisal wells are 
drilled (up to 30) in order to quantifying the resource in the ground. The field has to convince it is able to 
maintain output for the next 25 years.  

⇢  Front End Engineering and Design (FEED): costs about $40+ million for an LNG project. This part is now 
fully competitive and it deals with design and engineering for construction of upstream, downstream and 
marine facilities. This part encompasses preparation of the bid documents for the next step: award of the 
EPC contract. The competing companies have to submit their dossier that has to include engineering & 
design of project facilities, plans and costs associated with construction of the labor camp as well as 
provisions for use of labor force, procurement and financing procedure, project manage ment, and 
bonus/penalty provisions.   

⇢  Preliminary marketing  
 

IV. Engineering Procurement Construction (EPC) contract: The EPC bid process usually concludes with 

award of the deal to a single contractor at a lump sum price (“turnkey contract”). This approach is 

preferred because it “provides a single-point responsibility for execution” (Kahn-Perra). The contractor 

will have to deliver an operational facility on-spec, on a fixed schedule, at a fixed price. Non-performance 

is penalized via liquidated damages (LDs). Usually, a turnkey deal will cost 15-20% more than a traditional 

construction project, as it is thought to be superior in risk mitigation. Once awarded the contract, the 

company will manage the procurement, tied financing and the operation of the  construction camp and 

construction process itself (which last about 42 months). 

 

V.  Sales: This stage is about securing and locking in the demand via off-take agreements. Negotiation of 

long term Sales and Purchase Agreements (SPAs) is the penultimate step before funding is committed. 

Most likely, the demand market is located far from the supply market, therefore shipping arrangements 

are also discussed. Specifically, buyer and sellers have to agree upon who will be responsible for 

midstream. The buyer has to commit for 8 - 15 Mt/y of LNG purchases, so he will bear the quantity risk 

(lifting obligations) and the seller - the price risk.  

   

VI.  Finance: this is the most important part of the whole process. Everything that is done before is to get 

to this point. The Final Investment Decision (FID) makes the project real. The equity sponsors make the 

financial commitment and 3rd party financing is secured (financial close with the lenders or final decision 

re. capital markets securities).   

                                                              Sources: David Nissen, “International Energy Project Finance” class, 2010 

                                                                              Michael D. Tusiani & Gordon Shearer,“LNG. A non technical guide”, 2007                                                                                    
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Once the FID decision is taken, construction can begin. According to Nissen, this usually lasts about 4 

years. Once the facilities are in place, the project is brought online and all that is left to be done is to 

maintain output and collect revenue for the next 25 years. Financial closure seals the end of the business 

part, and everything after that is operation & maintenance.49 

    Though there is an established order, the project sponsors are many times working on the commercial, 

technical and financial aspects of the pre-FID stage simultaneously. By the time the lenders are 

approached, everything else has to be already in place: off-take negotiations, FEED, EPC contractors, 

SPAs, etc. Thus, commercial, technical, and financing negotiations are interdependent and sometimes 

parallel processes. However, delay in one stage can inflate the financial costs, that can spill over in the 

next stages of the project, can create problems with the sovereign (who sees its share of revenue and 

profit delayed further into the future) or can cause partners to withdraw/sell their share to other 

companies, etc. and stall indefinitely or even cancel the entire enterprise. The initial project venture 

structuring is the key to success. First, it is the question of who you partner with. The better the track 

record of the operator, the better thought through are the risk mitigation mechanisms, the clearer are 

the roles assigned between the project participants and the subsequent reward distribution, the higher 

the chances of success.  Other indicators of success: the track record of the country regarding contractual 

compliance, maintenance of macroeconomic stability (the Sovereign country ratings are helpful in this 

sense), reliable customers, solid economics, strong reserve base and all the other things that can impact 

the performance of the project.  Market risk is mitigated via long term contracts. Delays in construction 

are mitigated through LDs and if these fail - via full completion guarantees from the sponsors who are the 

ones to absorb the cost overruns. This is done by means of performance bonds or letters of credit. The 

EPC turnkey deal is another tool to hedge against market risk. Third parties mitigate country risk with the 

help of insurance. Banks limit their country risk via covered loans while the capital market does it by 

charging “country risk premiums” on top of the market RoR. However, little can be done in case of the 

host country post commitment counterparty opportunism if the initial agreements do not provide legal 

protection against that and the means to penalize such behavior. Thus, the most important thing is to get 

the JV design right from the very beginning and to have safeguard clauses embedded in all the main 

agreements with the host government under the umbrella of which the project is being developed. 

  The financial structure accounts for revenue distribution and allocation of profit among the 

stakeholders. If simplified, it is a discussion of input vs. output: where does the money that go into the 

project come from vs. where does the money that the project generates go to. There are two levels of 

analysis: 

I. Country level refers to the Natural Resource Laws of the country and the general tax regime plus any 

exemptions from the fiscal terms or special provisions granted to the project itself (entry commitments 

(signature/bonus fees, lower custom duties, export/import tariffs, tax holidays). Some of these aspects 

will be subject to negotiation as part of the agreements with the host government in the initial stage of 

project formation, others will be fixed from the very beginning subject to the legislation already in place. 

The main issue at this level is resource taxation which was covered in the previous chapter. The thing to 

retain is that the financial structure of the project has to balance the elements at stake for different 

parties: to give the state its required share without compromising the economic viability of  the project 

for the IOCs – who are ultimately in this for the rent play.  

                                                                 
49 Professor David Nissen, International Energy Project Finance, class discussions , Spring 2010, Columbia  Universi ty.  
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Sources of funding for liquefation projects   
(1996-2009)

Source: Petroleum Economist, March 2010

II. Company level refers to how the project will be funded, on what terms (cost of debt, cost of equity, 

debt service period) and how the after tax profits will be split among the members of the consortia. The 

Pecking order tells that companies prefer to finance their growth with internal resources first and, when 

this is no longer available, they resort to external capital. Then, it comes as no surprise that energy 

projects are financed in the following preference order: internal sources (sponsor’s equity), syndicated 

loans (project finance), bonds, commercial paper, derivatives, multilateral agencies, non-traditional 

financing (structured finance, NOC ‘carried interest’ or IOC that arranges finance for NOC in exchange for 

equity). Since it seems a fact of the energy industry that big oil and gas projects require external capital 

(debt and equity), the key issues that arise 

are: what should be the Debt/Equity structure, 

what are the required rates of return (RoR) for 

the providers of capital, or whether the 

project will be able to meet these RoRs after 

accounting for debt amortization payments, 

interest payments, capex and opex. The 

financial structure of the project must tell a 

compelling growth story if the project is to be 

financed with bank loans. However, debt 

finance is not common in the upstream 

segment. In contrast, the midstream has been a major user of debt, especially for natural gas projects. 

Usually, you will have separate ventures for production and for liquefaction. Very often, utilities are 

active participants in the liquefaction venture and arrange the financing for LNG plants, LNG carriers, and 

regasification terminals. The trend in LNG finance over the last 13 years has been to finance  projects 

mostly with equity, ECAs, uncovered bank loans, sponsor loans, bonds, multilaterals (in that order, see 

graph above). To date, the largest liquefaction project with limited recourse financing is the Papua New 

Guinea LNG which raised $14 bn of debt against the total project costs of $19 bn (December 2009).50    

   Capital is raised via a variety of instruments. Capital providers (lenders) can be local or international, 

but generally they fall in either of the two categories: debt or equity providers.  

 Equity providers are the project sponsors or private equity companies.  

 Debt providers can be one of the following  (classification is borrowed from F. Khan and Robert Parra):   

1) Agencies:  (Multilateral like the World Bank’s IFC or Bilateral like the US OPIC. 

2) Commercial lenders: private banks, insurance companies, credit corporations. 

3) Export Credit Agencies (ECAs): US Eximbank or the UK Export Credit Guarantee Department (ECGD) 

4) Capital market instruments: usually require for the project to have an investment grade rating, i.e. at 

least BBB- (on the S&P scale) or Baa3 (on Moody’s scale). Largest bond markets are in US, Japan, 

Germany, UK. There is a great variety of bonds, public and private. In the US capital market, the lon g 

term bonds issued by foreign entities are known as Yankee bonds, in Japan they are called either Samurai 

bonds (public ones) or Shibosai bonds (private ones). The project bond market went through a temporary 

freeze in the aftermath of the financial crisis, but confidence has been restored by global government 

action and lending activity resumed.   

4)  Mezzanine investors (debt convertible into equity).  

                                                                 
50

 Robin Baker, Frederic Rich, John Anselmi , “The future of LNG finance”, Petroleum Economist, March 2010 
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b) Three PSAs with foreign participation: Sakhalin II, Sakhalin I and Kharyaga 

 

These PSAs represent some of the largest FDI in Russia. All three PSAs were signed in the 1990s, were 

subject to intense environmental inspections, two of them were threatened with huge back tax bills or 

environmental fines (Total and Sakhalin II), and one of them had to significantly change the JV structure 

after the FID was made (Sakhalin II). However, they exhibit also significant differences in the 

government’s approach towards them. The focus will be on finding things that are common to all three 

as well as the elements that set them apart. This exercise is conducted with the awareness that any such 

effort may suffer from shortcomings that stem from the fact that, Production and Sharing Agreements  

are not made public. Some contractual provisions do make their way into the public eye through 

company statements, press articles, interviews or other journalistic material. These , together with some 

very good studies written on the topic in recent years, are the sources that provide the main material for 

this analysis.  

 

 

 

Sakhalin II PSA 

 

It was the first PSA signed in Russia, on June 22, 1994. The first direct foreign investment of this 

magnitude in the Russian upstream after the collapse of USSR. It is also a historic project for Russia, as it 

represents the first LNG project ever built in the country and, to date, the only functioning one.  

   A few words about the Sakhalin Island and the hydrocarbon resources located there. The Sakhalin 

Island, together with the Kuril Islands, were the object of Russian-Japanese dispute for nearly two 

centuries. It changed hands several times, but at the end of the Second World War all Japanese residents 

were repatriated from Sakhalin. A backward region, which served as a tsarist and later on Soviet prison 

colony, it is located in extremely harsh weather conditions. Moreover, during the Cold War the island was 

heavily militarized:  

 

“Sakhalin was one of the most secret parts of the postwar Soviet Union. Together with the chain of air 

and naval bases and undersea listening posts along the chain of the Kuril Islands, Sakhalin was the site 

of numerous air and naval bases protecting the Sea of Okhotsk, a safe haven for the ballistic missile 

submarines that made up the core of the Soviet nuclear deterrent”.51 (Richard Tanter)   

 

Onshore, oil has been extracted since the 1920s, while natural gas – since 1942. Consequentially, E&P 

focused on the onshore area during the 1950s and 1960s. In 1975, an agreement was signed between the 

Soviet Foreign Trade Ministry and Japanese Sodeco (Oil and Gas Development Company) for offshore 

exploration.52 On the base of that agreement, significant oil and gas fields discoveries were made during 

1977 and 1992, that were grouped as follows:    

                                                        

                                                                 
51 Richard Tanter, “Sakhalin gas: dream or nightmare?” Part 1, Nautilus Insti tute for Securi ty and Sustainabili ty:   
http://www.globalcollab.org/about/staff/richard-tanter/richard-papers/sakhalin-gas -dream-or-nightmare-part-1  
52

 Energy Charter Secretariat, “Fostering LNG Trade: role of the Energy Charter Secretariat”, 2008, pg. 121.  
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Sakhalin Island offshore fields 

 

Project name  Primary field  or  Block names 

Sakhalin I Odoptu-More(Northern and Southern), Chaivo,  Arkutun-Dagi  

Sakhalin II Piltun-Astokhskoye, Lunskoye  

Sakhalin III Kirinsky, East Odoptu, Ayashsky, Veninsky   

Sakhalin IV Pogranichny, West Schmidtovsky, Okruzhnoye field 

Sakhalin V Kaigansko-Vasyukansk, East Schmidtovsky  

Sakhalin VI Pogranichny  

                                                                                                                            Source: Petroleum Economist map, 2009 

 

As one can see, Sakhalin II is comprised of two fields - Piltun-Astokhskoye (PA) oil field (with associated 

gas) and Lunskoye gas field (with associated condensate). According to initial estimates, recoverable 

reserves were situated at 24 Tcf of natural gas and 4 Billion barrels of liquids.  

Accordingly, the Sakhalin II project was planned in two stages: 

 Oil stage – development of the PA offshore oil field in order to generate capital for the second stage   

 LNG stage - much more complicated, included the construction of underwater pipelines that connect the 

fields with the mainland, the oil and gas pipeline that run from the Northern to the Southern tip of the 

island, the liquefaction facilities at Aniva Bay. The liquefaction plant envisioned two trains with a 

combined export capacity of 13 Bcm/year. In the words of Andy Calitz, the SEIC commercial director in 

2003, transportation was “the biggest single stumbling block for FDI in the Russian energy sector”.53   

 

Joint Venture formation 

Little before USSR disintegrated, international companies were invited to conduct a feasibility study for 

the two fields comprising the Sakhalin II block. The study was done by Marathon, McDermott and Mitsui, 

later joined by Shell and Mistubishi in 1992. The next year, this study was approved by the government 

and the JV Sakhalin Energy Investment Corporation (SEIC) was set up in 1994. Thus, the initial 

stakeholders were the Russian party (Russian Federation and the Sakhalin Oblast) plus five foreign oil 

companies comprising the JV:  

- Marathon54 (30%) 

- McDermott (20%)  

- Mitsui (20%) 

- Shell (20%) 

- Mitsubishi (10%) 

 In 1997, McDermott sold its share to the remaining partners. Three years later, Marathon withdrew. In 

2000, Shell becomes the project operator. Six years down the row, the government started to apply 

                                                                 
53 Rawi Abdelal, Harvard Business School case “Journey to Sakhalin: Royal Dutch/Shell in Russia” (A), pg. 3, 2006 
54 Ini tially, Marathon was the project operator.  
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tremendous pressure on the consortium to accept Gazprom as a partner. As a result, Shell, Mitsui, and 

Mitsubishi were forced to diminish their stakes: Shell from 55% to 27.5%, Mitsui from 25 % to 12.5%, and 

Mitsubishi – from 20% to 10%. Gazprom paid USD 7.45 bn for its ownership stake (a price many 

considered below the market).                                                              

Changes in Joint Venture structure 

Date Investor 
Percentage 

Ownership

June 1994 Marathon (operator) 30%

McDermott 20%

Mitsui 20%

Shell 20%

Mitsubishi 10%

April 1997 Marathon 37.5%

Shell 25%

Mitsui 25%

Mitsubishi 12.5%

December 6, 2000 Shell 62.5%

Mitsui 25%

Mitsubishi 12.5%

December 15, 2000 Shell (operator) 55%

Mitsui 25%

Mitsubishi 20%

December 2006 Gazprom 50% + 1

Shell 27.5%

Mitsui 12.5%

Mitsubishi 10%

Source: Company documents.  
                                                                                                      Source: Harvard Business School  case s tudy, 2006 

 

Strategic Partnering 

At precisely this point of the analysis, I would like to take a step back and talk about the meaning of 

strategic partnering in energy projects: why is it done, how do you choose your partners, how do you 

protect an agreement from attempts to renegotiate the initial terms.  

   Partnering is done by means of establishing a separate legal entity dedicated to the project 

development (called Special Purpose Vehicle (SPV) or project vehicle). Usually, when there are two 

partners it is called a JV and if there are more than two, it is called a consortia (essentially, also a JV, but 

with multiple partners). The JV can operate under a PSA, concession, or Service Contract. The purpose of 

creating this complex structure is to reduce taxes paid (by avoiding double taxation and taking advantage 

of the Debt Tax Shield), to diversify the exposure to political risk, to share the burden of funding, and to 

contribute to the diversification of the participating companies’ portfolio of assets. As a rule, there is a 

dominant partner/lead sponsor who is often also the project operator.  

  So, the purpose of partnering is to mitigate risks, share the funding, or align the incentives (buyers are 

made part of the JV and oftentimes fund the equity share of the National Oil Company (NOC)). For 

instance, involvement of the NOC minimizes the political risk and can be a guarantee of good relations 

with the host government (most often, the participation of the NOC is not even a matter of choice). What 

happened on this account with the Sakhalin II project? Until 2006 the project did not include any Russian 

company. Given that it was the first project of this kind in Russia, the foreign investors did not have a 

company they could partner with. The argument is valid because, let’s recall that, at the time this PSA 
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was signed, the Russian oil industry was just at the beginning of its privatization process. Decrees that 

created the first private energy companies were just being signed. The companies that were spun off the 

former Soviet Oil Ministry (Lukoil, Rosneft, Yukos) did not have absolutely any experience in the field of 

LNG, nor did they have the financial capability to be an equity partner (except probably the state 

companies on a ‘carried interest‘ basis). Consolidation in the oil industry occurred at a much later date.  

In addition, the gas industry (from where Gazprom has emerged) took a completely different path. The 

former Soviet Gas Ministry was transformed, but not privatized, so the control of the state was 

preserved. At the time, the state was cash strapped, therefore could not afford to participate in such a 

big scale project, even if it wanted to.  

  Partnering can be technology or market driven. Involving partners with specific expertise can bring 

down the development costs (a recent example perhaps could be StatoilHydro’s participation in the JV 

that will develop the Shtokman gas field. The involvement of the Norwegian partner is mainly technology 

driven: Gazprom does not possess the offshore deepwater drilling technology and expertise to develop 

the field on its own.) The same argument goes with the Sakhalin II project and the lack of experience 

among Russian companies in developing offshore oil as well as LNG projects was already mentioned. 

However, there is the following argument on the Russian side: if the soviet industry was capable of 

building the nuclear bomb and send the first man into space, then it should be capable of developing an 

LNG project. Compared to these achievements, how hard can it be? Moreover, if Russian companies are 

never part of an LNG project, how will they acquire the know-how? This argument is countered by those 

who believe that achievements (no matter how great) in one science field are not an automatic 

guarantee of success in another field. Building rocket ships is one thing, whereas offshore drilling or 

building an LNG project is a completely different thing. Apples cannot be compared to pairs. It is a fact of 

the oil and gas industry that, over the decades, IOCs have accumulated more experience and have 

developed more advanced technology. It is their competitive advantage in this business. Strange enough, 

it is also the result of the resource nationalism that manifested in the 1970s that restricted their access to 

the ‘easy’ Middle Eastern oil and forced the IOCs to expand E&P activity to what was then considered to 

be frontier regions. This is how IOCs ventured into deep water exploration, this is why oil and gas 

production in the North Sea, Alaska and Gulf of Mexico took off, this is how they acquired their technical 

superiority – a product of having to face ever challenging problems and coming up with solutions to 

them. The Soviet energy industry never faced this type of situation – they had gigantic onshore oil and 

gas fields which they developed with technology, which in time became obsolete by Western standards. 

The Iron Curtain limited communication between experts, with both camps being weary of industrial 

espionage, and the soviet oil industry suffered the consequences.  

   SEIC CEO Steven McVeigh, commenting on the Russian content requirement for Sakhalin II on one 

occasion, said the following: “We did not take on an obligation to build a Russian industry that does not 

yet exist”.55 Since the Russian content requirement target had to be reached over the life time of the 

project, this author’s guess is that it was meant to be achieved with a heavy local involvement in the fi rst 

stage of the project (over 5,000 contracts signed with Russian companies, according to McVeigh) and in 

the later stage of the LNG project, when the costs are mainly O&M (operation and maintenance) related.  

                                                                 
55 THOMAS MARLER , “Exxon, Shell lining up competing gas export schemes off Sakhalin Island”, accessed on April  22, 2011: 
http://www.pennenergy.com/index/petroleum/display/137129/articles/offshore/volume -62/issue-2/news/exxon-shell-lining-

up-competing-gas-export-schemes-off-sakhalin-island.html   
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 The 2006 drama surrounding Sakhalin II and Gazprom’s late arrival into the project cannot be taken out 

of the context of worldwide resurgent resource nationalism starting with 2003, compounded by the 

domestic restructuring of the Russian energy sector, the move to create “national champions” in oil and 

gas, as well as the cost escalation specific to the Sakhalin II project (issue discussed later). All these have 

created the premises for the Russian government to ‘arm twist’ the consortium into agreeing to 

renegotiate the terms of the PSA.   

   The key driver of strategic partnering is the desire to avoid precisely this type of post commitment 

counter-party opportunism. This issue arises especially in the relation between IOCs and NOCs. Most of 

the time, NOCs partner with IOCs when they lack the experience, specialized knowledge, cutting edge 

technology or financial strength to develop the resources on its own. Unfortunately, history has proved 

that “as soon as the NOCs acquire the know-how, the shift that occurs in the balance of power is 

irreversible and, more often than not, results in the host country engaging in this type of opportunistic 

behavior” (Nissen, 2010).The Sakhalin II case is not a singular example: in 2007 Exxon and ConocoPhillips 

oil projects were expropriated in Venezuela; in 2008, Conoco’s stake in the North Caspian Sea PSA was 

downsized to make room for the state owned company in Kazakhstan; IOC’s equity stakes were 

renegotiated in almost all the contracts awarded in Lybia.56 The temptation to renegotiate the terms of 

the agreements is especially high when oil prices go up. This is what makes so difficult for IOCs to work in 

resource rich countries that do not come from the same Western legal tradition. What can the IOCs do to 

shield themselves from the possibility of being kicked out once the technology & knowledge transfer is 

completed ?  There are a number of tools used to counter and prevent this phenomenon: 

 Vertical integration. This is the ‘Exxon approach’, which prefers to develop a project from wellhead to 

burnertip/pump on its own, the downside is that it is perhaps the only one in the industry that can 

afford that. 

 Long-term contracts: Under long term SPA, buyers take the volume risk and sellers take the price 

escalation risk. Known as the ‘take-or-pay’, this clause assures security of supply through bilateral 

commitment (by locking in the seller and the buyer), but limits the trading optionality. This has 

changed since the commoditization of the natural gas markets and the liberalization process especially 

in the Atlantic basin. Now, “self contracting” (that allows JV participants to market a portion of the 

volumes outside long term SPAs) increased the share of uncommitted gas that is traded. Under the 

Sakhalin II PSA, Shell has self contracted 1 MMt/y which it delivers to Energy Costa Azul terminal. 

 Alignment of interests through a direct project ownership stake. If there is a federal and local level, a 

mechanism to address the question of the fair distribution of the project benefits between the local 

community, the central and regional authority should be devised. Bringing any of these parties into 

the project from the very beginning is a good way to mitigate the risk of counter-party post 

commitment opportunism.  

 Legal instruments: contractual clauses that impose heavy penalties for renegotiation/breach of initial 

terms that would act as deterrents by imposing high transaction costs on revision of initial terms. 

Generally, the parties to a project dedicated SPV fall into three main categories: host government, 

private sponsors, and lenders. Strategic partnering boils down to choosing the right participants for 

mitigation of the diverse mix of risks associated with development of a project: 

                                                                 
56

 In the Lybian case, the NOC persuaded maj or IOCs like ENI, OMV, Repsol, Total, PetroCanada to half their share of 
oil  production agreed under PSA (initially in the range of 30-40%) to less than 20% 
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BOX 3: Legal instrument to deter post commitment counter party opportunism:  

 Completion risks (non performance, delays, cost overruns, technical failures, force 

majeure, shortage of skilled labor) are usually taken by the EPC contractor(s). 

 Credit risk (potential problems with debt servicing)  

 Marketing and operating risk arise on the transportation segment and are addressed via 

such instruments as long term contracts or throughput agreements (for pipelines). 

 Financial risk (volatility of FX rates, interest rates, commodity prices, inflation, changes in 

trade policies)  

 Political risk has to do with the local political and economic events: changes in the legal 

framework, especially those re. taxation, customs, environment regulations or ownership; 

risk of confiscation, expropriation, nationalization; red tape issues re. permitting and 

licensing; hurdles re. profit repatriation or interest payments; civil unrest, war, strikes; 

devaluation of local currency. Most of the issues related with political risks are addressed 

in the Implementation agreements with the host country.  

 Environmental and social risks (pertaining to wild life protection or resettlement cost for 

communities, are usually addressed in initial studies commissioned by the JV) 

 Legal risk is addressed via clauses that detail dispute settlement (arbitration provisions 

Source: Fouzul Khan, Robert Parra , “Financing Large Projects: Using Project Finance Techniques and Practices ” 

 

Who were exactly the two American companies that have left the consortium and why did they leave?  

 

McDermott:  is an energy service company (EPC company), that usually acts as a subcontractor, not a 

lead role for a project of this scale. It did not have either the experience or the financial capability to take 

on such a project. The company exited the JV in 1997 by selling its stake in the consortium for $ 122 

million57. The caliber of an energy company does matter, especially if we are talking about project 

development of such an innovative and pioneer nature as was Sakhalin II. All companies are not the same 

in this industry. Morgan Downey in his book, “Oil 101” (p.70), offers the following classification of the 

International Oil Companies (IOCs): ‘The Majors’, second tier IOCs, and independents.  

I. The Majors are the big privately owned integrated companies like ExxonMobil, Chevron, 
ConocoPhillips, BP, Shell, Total, ENI. Generally, these companies are referred to as the “heirs of 
the ‘Seven Sisters’”. The first three of the majors are the “post-monopoly children” of Standard 
Oil. Sometimes referred to as the “Super Majors”, they resulted following the massive 
consolidation that swept corporate America in the 1990s (the so called “Fifth Wave of Mergers”).  

II. Second tier IOCs: These are integrated companies that have a smaller global reach than the 
majors and include such companies as Hess, Marathon, Repsol YPF. 

III. The independents: are niche companies, mainly specialized in E&P. Usually, these companies 
account for 80% of wildcat drilling. Therefore they have a ‘high risk, high return’ profile. 
Companies that are representative for this group are Apache, Anadarko, Devon, Talisman.  
 

Service companies are a whole different category, which includes big names like Schlumberger, 

Honeywell, Halliburton etc.  In this light, it becomes obvious that, the presence of McDermott as leader 

and operator in such a high stake – big scale project was not a suitable role.  

                                                                 
57

 New York Times, “SAKHALIN ENERGY STAKE BRINGS MCDERMOTT $122 MILLION”, May 13, 1997.  
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Marathon – the company that took over the leadership and operatorship of the Sakhalin II project after 

McDermott withdrew - was still a second tier IOC, according to Downey’s classification.  However, it had 

all the necessary experience for an LNG project since it pioneered the first LNG liquefaction and export 

operation from North America to Japan back in 1969 – a project that “represents the world's longest 

running LNG export business to Asia” according to the company website.58 It ensured the continuity of 

the American stewardship of the project, but only until 2000. Changes at the company management level 

(Marathon CEO, Vic Beghini, who reportedly felt “personally committed”  59 to this project, retired in 

1999) and created a window of opportunity for Shell, which sought the “operatorship of the project” 

(Rein Tamboezer).60 According to the same source, this company objective had the code name of “Project 

Roberta” and came to reality in 2000:  

 

“Shell Sakhalin Holdings B.V. ('Shell') and Marathon Sakhalin Limited ('Marathon') have signed a 
non-binding letter of intent in relation to the transfer of Marathon's 37.5 per cent interest in 
Sakhalin Energy Investment Company Ltd. ('Sakhalin Energy') to Shell, which currently holds 25 per 
cent of Sakhalin Energy.  
     In exchange, Marathon will acquire all of Shell UK Ltd.'s interests (28 per cent) in the BP Amoco-
operated Foinaven field and associated infra- structure, located in the Atlantic Margin west of the 
Shetland Islands in the UK, and a 3.5 per cent overriding royalty on 100 per cent of the production 
from eight blocks in the Gulf of Mexico, including the Ursa field. In addition, there will be a 
reimbursement of expenditures made by Marathon for the Sakhalin project for the year 2000.” 

 (Company Press Release “Marathon Trades Sakhalin Interests With Shell for U.S. and U.K. Production,   
June 1, 2000)  

So what went wrong with the Sakhalin II project ? Why did it encounter so many difficulties?  Just like the 
2001 California electricity crisis, this project has been described as ‘the perfect storm”. 

First, there’s the problems with the JV structure: the lack of a Russian company in the initial consortia, as 

well the difficulty with getting the strategic partnership design right from the very beginning, which 

resulted in five subsequent reshufflings of the JV membership, reallocation of tasks, and change in 

leadership, corporate culture and management style. This fact reflects a faulty PSA design and a strategic 

partnering failure from day one.  

  

Second, there is the risk of any pioneer enterprise. At the time there was “no stable system in place for 

taxation and fiscal policy”(former Marathon Oil executive, Dennis Francis) and we have discussed in the 

previous chapter how this first PSA predated the actual PSA legislation in Russia, as well as the later 

developments and consolidation of the energy legislative and fiscal framework.  In 2003, the FID was 

made before the long awaited “legal stabilization” took place, that is, the JV took the decision to move 

forward to equity commitment based only on a letter of guarantee from PM Kasyanov. This left the PSA 

somewhat vulnerable to attacks from all those in Russia who considered that the PSA terms were far too 

                                                                 
58

 http://www.marathon.com/Global_Operations/Integrated_Gas/Liquefied_Natural_Gas/  
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 Rawi Abdelal, Harvard Business School case “Journey to Sakhalin: Royal Dutch/Shell in Russia”, pg. 6.  
60

 Rawi Abdelal , Op. Cit. pg. 6. 
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generous. Although many provisions of the agreement were covered by confidentially clauses, some 

features of the contract were public knowledge (Abdelal, 2006). Here are but a few of them:  

  Preferential treatment for qualifying Russian companies (see Appendix II on local content 

requirement) 

  100% cost recovery  

  Transfer of the ownership over the project assets to Russian government after full investment 

recovery 

  Exemptions for VAT and a range of other taxes  

Abdelal describes how in practice, however, it did not prove so easy to take advantage of all the 

favorable PSA conditions in a state with weak institutional capacity (described in the first chapter). VAT 

exemptions proved difficult to implement in the absence of a mechanism for VAT payment refunds. Lack 

of a functioning civil service infrastructure further complicated operations, while bureaucracy and 

corruption of customs officials thwarted the actual implementation of the customs free regime for 

certain imported materials. The early 1990s were chaotic times, market institutions and the policy 

framework were just being set up in Russia. The SEIC was engaged in developing a project while building 

at the same time the regional infrastructure that in other countries is already in place. Let’s recall the 

backwardness of Sakhalin Island and the fact that for centuries this was a region neglected by the Russian 

state. Furthermore, there was also the sensible question of developing a project in a pristine ecosystem, 

which was also home to such endangered species like the Gray Whale (who migrated North during 

summertime) or the local Salmon that sued the island rivers and stream for yearly spawning.61 The 

requirement to use qualified local contractors lead to absurd situations like the one involving Starstroi – 

the Russian pipeline contractor. Without the intention to insist on the environmental issue here, it will 

suffice to say that it was the PSA requirement to use local companies that have generated some of the 

very environmental problems of which SEIC was later accused of and fined for. The planned Soviet 

economy was widely known for its disregard to environment and there are many places in the former 

USSR countries that still bear the stigma of the accelerated and environmentally irresponsible 

industrialization that took place during the Soviet times. So, the Russian companies cannot be held 

accountable for something in which they had no tradition to begin with. However, Rosprirodnadzor (RPN) 

– Russian environmental watchdog - was right in criticizing the company for the pipeline construction 

work it has done and the consequences – soil damage, water pollution, disruptions to the fish natural 

habitat caused by the numerous river crossings, etc.62 The controversy here lies in the timing and the way 

this environmental protection agency was activated, as well as the ulterior motives for the huge 

environmental fines. Not to excuse the IOCs involved, but upholding the highest environmental safety 

standards in a landscape with limited hitherto economic activity, while having to comply with the Russian 

Content (“RC”) requirement made the SEIC particular vulnerable to “contractors, as well as to 

contractors’ choice of subcontractors” (SEIC Head Contracts and Procurement, Nick Binks).  

                                                                 
61 “An analysis of the Sakhalin II LNG project”, PPT, Student project for ‘Internatioanl  Energy Project Finance’ class,  School  of 
International and Public Affairs , Columbia  University, May 10, 2010. Team membership: Eugenia Gusilov (team leader), Martin 
Bachvarov, Gbenga Olowoyee, Lara Pedrini .  
62 There were many reports  and newspaper articles on the environmental violations  in the Sakhalin Island. I  will ci te only one o f 
them for the extensive documentation o f the environmental irregulari ties : SwedWatch, “The Price of Oil: Nordic Participation in 
environmental violations in Oil and Gas development on Sakhalin in Russia” , Report No.11, March 2006, 

http://www.swedwatch.org/si tes/www.swedwatch.org/files/Sakhalin_report.pdf   
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Thirdly, there was the problem of huge cost escalations. From an initial estimation of $10 billion, the 

project ended up having a price tag of $22 billion. The initial estimations were placed at $10 bn, but they 

suffered a 20% cost increase in 2004 (+USD 2 bn), while in 2005 the announced cost overrun was a 

staggering 100% (+USD 10 bn) driving up the total final costs of Sakhalin II to  $22 bn. What were the 

reasons for such a radical change in the economics of the project ? To what extent was this the fault of 

the project operator, were these indeed justifiable expenses or can this be explained by exogenous 

factors ?  

   The Sakhalin II project exceeded the initial budget for both stages of project development, although the 

mass media devoted more attention to the problems of the second stage.  

Stage I: the first offshore oil project in Russia was completed in 1999 and experienced significant cost 

overruns (more than double the initial estimations): $600-$780 million vs. the final cost of $1.6-$2 bn.63  

Stage II: The decision to make the second stage an LNG project instead of a natural gas pipeline came 

with high technical challenges. Aside from the liquefaction plant, infrastructure had to be built that 

would carry the natural gas extracted offshore in the North, onshore, and from there to the South. This 

process had to deal with the rich hydrology as well as the earthquake activity of the island (the pipes 

cross 1,100 rivers and 7 active seismic faults).64 The difficult island terrain has to be taken into account as 

well.  

   While it is a common thing to include a certain margin of error in the projection of the initial budget, 

this margin usually falls within a 5 to 20% range. Especially for long term upstream projects, this is 

inevitable. The long lifespan of big projects makes it necessary to incorporate the uncertainty related to 

changing circumstances  - oil prices can go up or down, the cost of labor or certain materials can vary (a 

sudden increase in the number of projects can lead to a shortage of skilled labour or a spike in the prices 

of the materials) etc. Indeed, rising global LNG costs could partially account for this unprecedented 

situation. According to Jensen, higher worldwide LNG costs have affected other projects as well, like for 

instance, the Snøhvit project in Norway which suffered a 33% cost increase. These two so called 

"problem trains” had costs “in the range of $1,000 to $1,222/tonne of liquefaction capacity” compared to 

an average of $250-300/tone for projects constructed in 200065 or even if compared to the average 

liquefaction costs in 2007-2008 (in the $500 to $600/ton range). Below is a chart showing the change in 

LNG construction costs during the time of interest to us: 

 
        Source : Jensen Associates, in "Fostering LNG Trade : Developments in LNG Trade and Pricing", Energy Charter Secretariat, 2009. 

                                                                 
63 Ian Rutledge, “The Sakhalin II PSA – a Production ‘Non-Sharing’ Agreement. Analysis of Revenue Distribution”, SERIS, November 2004.  
64 Rawi Abdelal, Harvard Business School case study,2006, pg. 7. 
65 James T. Jensen, “Global LNG Trade to 2020 marked by uncertainty”, Oil and Gas Journal, February 25, 2008, pg. 3  
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However, this is nearly not enough in order to explain this unprecedented situation. Delay is, of course, 

another reason for cost escalation: delay in construction (due to environemntal and bureacratic issues) as 

well as delay in pre-contracting the volumes. Re-routing the under water pipelines in order to protect 

the natural habitat of the Western Gray Whales had time and cost related consequences which further 

pushed the expenses beyond the original planned budget (by adding another USD 300 million): 

 
Re-routing the underwater pipelines is not to be taken as some whim of the Russian environmental 

protection authorities. The Western Gray Whale was classified as “critically endangered” by both – the 

US and Russian governments in 2000, with the term “critically endangered” describing a population that 

is “geographically and genetically isolated and includes less than 50 reproductive individuals”. In contrast 

to the eastern gray whale, which was removed from the list of endangered species in 1994, the WGW 

population was not able to recover at the same rate.66 Their migratory patterns were reportedly 

unknown compared to their Eastern specie. So, in the long run, re-routing was the right thing to do.  

   In addition to the unforeseen environmental costs, SEIC also had high social costs. To be clear, Sakhalin 

was neglected for centuries by federal authorities, so the first foreign investors were required to pick up 

the costs that normally would fall in the realm of the state – building hospitals, schools, railways, bridges, 

etc. To give a sense of the scale of social involvement of SEIC, here is but a selection of the various 

company policies and commitments:  

- Policy re. discovery and disposal of World War II (WWII) unexploded ordinance 

- Policy re. discovery and recovery of WWII dead  

- Development plan for Sakhalin indigenous minorities 

- Resettlement action plan 

- Cultural heritage plan  

- Support for Uilta reindeer herders   

- Social performance policy 

While this CSR effort is admirable, the author of this paper believes it is not the job of an energy company 

to do all of that. Where do you draw the line on CSR policy there, where the state fails to deliver its part?   

                                                                 
66John McKay, “Sakhalin II reaches crossroads”, LNG Journal, March 2006, pg. 3-4. 
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Earlier in this paper was discussed the condition to have the entire LNG capacity contracted well in 

advance. The first deliveries of LNG from Sakhalin II were supposed to start in mid 2005, but due to 

delays in schedule, the first shipments began in March 2009. The following table shows that Sale and 

Purchase Agreements (SPAs) were finalized with some clients (Chubu Electric Power and Osaka Gas) only 

in 2006 and 2007, pushing forward the start of LNG deliveries. 

 

Sakhalin II:  LNG sales contracts 

Buyer Amount 

(MMt/y)

Period Term Contract Length 

(years)

Signed

Tokyo Gas 1.10 2007*-2031 FOB 24 2003

Tokyo Electric 

EP (Tepco)

1.50 2007*-2029 FOB 22 2003

Kyushu EP 0.50 2009-2030 ExShip 22 2003

Toho Gas 0.50 2009-2027 ExShip 24 2004

Shell (Mexico) 1 2008-2027 ExShip 20 2004

Gazprom 1 2009-2028 TBD 19 n/a

Korea Gas 

(Kogas)

1.50 2008-2028 FOB 20 2005

Hiroshima Gas 0.21 2008-2028 FOB 20 2005

Tohoku EP 0.42 2010-2030 FOB 20 2005

Chubu EP 0.50 2011-2026 ExShip 15 2006

Osaka Gas 0.20 - 20 2007
 

                                                                                                           Source: Bloomberg, April 2010 

Another reason might have also been poor project management. There are differences in how this 

project was managed as opposed to the one operated by ExxonMobil. Based on the literature consulted, 

it apperas that SEIC did not to draw any lessons from the cost overruns they experienced during the first 

stage, nor did they revise or readjust the estimations for the LNG stage in light of this first experience. To 

what extent this could be connected to a corporate culture difference between Shell and ExxonMobil is 

discussed in the Sakhalin I PSA section. The fact remains however that things turned around significantly 

for Sakhalin II, when a new project manager was appointed, in 2007, in the person of David Greer – one 

of the best project managers that Shell had, but this was already after Gazprom has entered the JV.    

   According to energy economist Ian Rutledge, this PSA was structured in a way that was excessively 

favorable towards the IOCs and put the host government at visible disadvantage. This was also the 

opinion of a 2005 Russian Audit Chamber report which ruled this PSA to be “extremely disadvantageous” 

for the Russian side. According to Rutledge, the Sakhalin II PSA has many provisions that differ from the 

terms of a standard PSA. Strictly from a fiscal perspective, the main differences resume to these:   

Note: RoR = Rate of Return or the project IRR, represents the return that the investors  expect to receive on their investment. 

                                                                            Sakhalin II ‘Standard’ PSA 

Royalty 6% 10-20% 

Government take 

under PSC 

Delayed until project achieves 

cost recovery (100%) and the 

sponsors earn a 17.5% real RoR 

Capped cost recovery, specific 

definition of what constitutes 

‘recoverable costs’ 

Profit tax 32% 35%  (tax rate in Russia at the time) 
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It was the absence of the definition of what costs will be considered recoverable that lead to the 

unprecedented escalation. There was no incentive for cost control embedded in the fabric of the PSA. 

With no cost cap and no definition for ‘recoverable costs’, everything could be expensed, while the date 

when the governement gets to share the profit production was pushed further into the future. No 

wonder, the Russian government reacted the way it did. This is not to be understood as a justification for 

revising the contractual terms and the specific methods by which the Russian authorities accomplished 

this, but merely to note that the claims of the host country were not so hollow as they were at times 

presented by the Western media. Despite this, a contract remains a written agreement assumed by all 

signatory parties, no matter how unjust it may seem in retrospect. Russia’s track record in energy 

dealings with foreign companies in the late 1990s could have served as a warning sign though. BP’s 

uneasy  relationship with TNK continues until today, although the details of this relationship remain 

outside the scope of this chapter.      

    A forth factor that influenced the fate of this PSA was Russia’s own domestic development – 

recentralization of power in favor of federal authorities, the stronger role for the state in the energy 

industry, as well as a change in the international standing of the country assisted by higher oil prices. 

However, only in the case of this PSA did we witness such an aggressive approach and decisive action on 

the part of the Russian government.  

   According to Timothy Fenton Krysiek, the Russian government intrusive behavior in the case of Sakhalin 

II is the outcome of several factors: “Shell’s weak competitive position, the legal structure of the PSA 

itself, the prospect of technology transfer and the Kremlin geopolitical calculations”  (pg. 28). Although 

this project was described by the SEIC CEO Stephen McVeigh as having the “best PSA terms that you will 

ever get in Russia”, it ran into significant trouble. While it would be difficult to single out one culprit for 

the way things turned out, it is most likely an issue of compounded responsibility – one the part of the JV, 

host country, global and historical circumstances alike.   

 

Sakhalin I PSA 

 

The Sakhalin I project develops three fields located in the northern part of the Island: Chayvo, Odoptu 

More and Arkutun-Dagi. Initial estimations placed the combined reserves67 at 2.3 billion bbl and 485 

billion cubic meters (bcm) of natural gas.68 As of December 31, 2009, DeGolyer & MacNaughton, placed 

the proved oil reserves of Sakhalin-1 at 189 mn barrels and gas reserves at 106.7 bcm.69 Although 

Sakhalin I and II are both considered integrated oil and gas projects, it can be said that Sakhalin I is mostly 

an oil project since the quantity of liquids exceeds that of gas. From a historical perspective, this is 

somewhat ironic. In the 1970s, exploration in the Sakhalin I area was carried out with the purpose to find 

oil. Instead, it lead to the discovery of two natural gas fields (Odoptu - in 1977 and Chayvo – in 1979). 

That is why during the 1980s there were plans for an LNG project at DeKastri. However, in the second 

half of the decade, the low global oil price environment combined with a low demand for LNG killed the 

project (Bradshaw, 2010). After the PSA was signed, appraisal work that followed showed that these 

                                                                 
67 ‘Combined reserves ’ refers  here not only to the reserves  of the 3 fields, but also to all categories  of reserves  (the 3Ps : proven, 
probable, possible).   
68 Paul Hueper, “Sakhalin projects on the move”, Petroleum Economist.  London:Dec 2001.  Vol . 68, Issue 12, p. 12.  
69 http://www.rosneft.com/Upstream/ProductionAndDevelopment/russia_far_east/sakhalin-1/  
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fields did contain more oil than gas. Hence, the decision to start development focusing first on oil. Now 

Sakhalin I project includes also the Arkutun Dagi field which was discovered by Sakhalinmorneftgas 

(SMNG) in 1989.  

    The Sakhalin I project is planned in three stages: 

 Phase  I: Chayvo field  –   oil  production began in 2005; associated gas goes to Russian market  

                                        -   non associated gas will be developed separately, at a later date 

 Phase II:  Odoptu field  (oil + gas) – oil and gas production began in September 2010  

 Phase III: Arkutun Dagi  field   - production start scheduled for 2014 

 

From 1996 until 2001, the JV undertook exploration work. Drilling began in 2003, while commercial 

production from phase I (Chayvo) in 2005. Oil and gas produced under Sakhalin I is transported via 

pipelines to the Russian port De Kastri. From there, oil goes to the international market while natural gas 

to the domestic market.70 The gas that is produced has several uses: part of it is pumped back in order to 

maintain the pressure in the reservoir, part of it is supplied to the local gas markets (mainly Khabarovsk 

region), part of it is flared and part will be directed to international markets once the export capacity will 

be in place.  

 

Strategic partnering 

The project developed under this PSA addressed much better the issue of national involvement. From the 

very beginning, the project had not one, but two state owned Russian partners: Rosneft Sakhalin and 

Sakhalinmorneftegaz-Shelf (SMNG) with a combined stake of 40%. This offered the government a closer 

look into the day-to-day activities as well as a heavier say within the project itself. Having Rosneft as a 

partner in the JV was an additional benefit since this provided the consortium with a direct 

communication channel with the government, given the company’s later protector in the administration 

in the person of Igor Sechin.  

Initially, the JV that was formed - ExxonMobil Neftegas Ltd. (ENL) – included:  

- ExxonMobil ( 30%)  

- Sodeco     (30%)  

- Rosneft Sakhalin  (17%) 

- Sakhalinmorneftegaz-Shelf  (23%) 

However, in early 2001 the JV structure changed. The two Russian companies sold half of their combined 

stake to Indian Oil and Natural Gas Corporation (ONGC Videsh Ltd.) in order to raise the capital for their 

equity contribution. This was the only time when the consortia membership has changed. Apart from this 

exception, the consortia structure remained constant, and looks the same ten years later:  

       -     ExxonMobil ( 30%)  

       -     Sodeco     (30%)  

       -     Rosneft  (20%) which participates via its two subsidiaries:  

                               1)  RN-Astra   (8.5%)  

                               2) Sakhalinmorneftegaz-Shelf (11.5%) 

    -      ONGC  (20%) 

                                                                 
70 Sakhalin Analysis Brief, EIA, 2008: http://www.eia.doe.gov/cabs/Sakhalin/pdf.pdf  
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The strong JV structure reflects better partnering and strategic vision for doing business than in the case 

of Sakhalin II. In the words of ENL President Jim Taylor, the Russian partner in the consortium is regarded 

as “an adviser in building relationship with Russian companies, regulatory bodies and local authorities. 

(…) For example, Rosneft shared with everybody extended reach drilling technology on Sakhalin shelf” . 71 

This technology proved very important in cost saving. The Yasteb on-shore drilling rig that was 

constructed for Chayvo is a unique technical achievement as it allows drilling of extended reach wells 

(ERD) from land based locations and eliminates the need for offshore pipelines and facilities. According to 

Taylor, “Use of this technology reduced the high capital and operating costs of large offshore structures 

and at the same time minimized the environmental impact on sensitive near-shore areas”.  

   The ownership structure in place at Sakhalin I seems more fair and balanced towards the interests of 

the host government, thus it offers no additional reason for an aggressive state interference."We're 

having no issues at this time whatsoever (…)  I think they [the Russian government] are happy with our 

performance" was Exxon Mobil CEO, Rex Tillerson, saying to an industry publication in 2007.72   

   Exxon’s approach to assessing the environmental, technical and social impact was also different. The 

consortia has included 49 leading Russian experts in the Expert review Board. They tapped into the 

knowledge of the Russian scientific community, fact which helped them better manage the response to 

criticism, since they involved the Russians as stakeholders from the early stages of the project.  

     According to lawyer Jonathan Russin, both Sakhalin PSAs “provide that the operators (ENL and SEIC) 

will grant “Russian Enterprises” a “priority right” or “preference” over non-Russian enterprises in 

awarding contracts”.73 The Sakhalin I PSA is not known to contain any specific percentage requirement, 

like the first PSA. In practice however, Exxon Neftegas Ltd. abides by the same 70% target as SEIC. Once 

again, the Russian content refers to priority for Russian companies as contactors/subcontractors, 

employment of Russian citizens (measured in man hours) and use of Russian materials and equipment 

(goods of “Russian origin”) that has to reach 70% of the total expenses over the lifetime of the project. In 

a 2009 interview with ‘Oil of Russia’, Jim Taylor, President of Exxon Neftegas Limited, acknowledged that 

the value of contracts awarded to Russian contractors already exceeded $5 billion while the presence of 

Russian specialists was bound to “increase to 90 percent within 10 years”. 

 

Efficient cost control 

According to US EIA, the initial capital expenditure (capex) approved for the entire project was USD 12.8 

billion (2003), of which USD 6.5 billion only for stage I (Chayvo). Capital expenditure for stage one was 

recovered in three years after the project was put in commercial operation (2005), meaning that it now 

brings more revenue to local and federal authorities as in 2011 Chayvo has entered its third year of profit 

production.    

  The Final Investment Decision was taken on a sound basis, after the official approval of the Russian 

government was granted in 2004, not on the basis of a letter of intent as was the case for Sakhalin II. 

Although this did not entirely shield the project from having points of friction over other issues, it helped 

                                                                 
71 Interview with Jim Taylor, President of Exxon Neftegas  Limited,  “INVESTMENT REPAID IN FULL”, Oil of Russia magazine, 2009: 
http://www.oil ru.com/or/38/766/   
72

 “Russia: No problems at Sakhalin-1, says ExxonMobil”, Petroleum Economist, March 2007.  
73

 Jonathan Russin, Managing Partner the Russin & Vecchi LLP Russian Practice Group, “Frequent Legal Issues for Contractors on 

Sakhalin Oil and Gas Projects ” http://www.russinvecchi .com/pub/chapter_III .html , accessed on April  20, 2011.   
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the project operator avoid “embarrassing cost overruns” and discouraged excessive future raids on the 

project on environmental and technical grounds.  

  Compared to Sakhalin II, everything was completed on schedule. Social and environmental costs were 

minimized since Exxon-Neftegas Ltd. invested over USD 700 million on environmental safeguards, 

equipment and studies, including “various archaeological, ornithological, meteorological, seismic, top 

soils, fisheries, stream crossing, waste management, bioremediation and oil spill response studies”.74 

Costs were lower also because the logistic effort to build the export route was smaller than for Sakhalin I I 

(Sakhalin I pipelines are shorter and cross only 90 streams and 3 fault lines on the island compared to 

1,100 and 7 fault lines for Sakhalin II).  

  Red tape was an obstacle in the development of Sakhalin I just as much as it was for Sakhalin II. The 

process of granting permits and various clearances was very time consuming and has affected both 

projects. Exxon and Shell were in unchartered territory and were both “seeking approvals, permits, and 

licenses for actions that had no precedent; thus, the admin istrative burden of developing Sakhalin’s 

offshore was immense and added considerable time and cost”. 75 However, the operator of Sakhalin I 

seems to have been more efficient on the front of obtaining key environmental and technical approvals. 

This impressive amount of work, comprising some 40,000 pages organized in 120 volumes, was finalized 

in a record 15 month period (Bradshaw, 2010).    

  The two Sakhalin PSAs required the operators of the two projects to explore the possibilities for 

common use of infrastructure, but it turned out that the potential for synergies was limited. Despite the 

fact that both PSAs were signed within one year distance from each other, their project timeframes and 

direction of export routes did not overlap. Firstly, exploratory work for Sakhalin II was more advanced 

than for Sakhalin I. Oil was already flowing there when Sakhalin I was still conducting appraisal work. To 

be more exact, SEIC completed stage I (Piltun-Astokhskoye) in 1999 while ENL inaugurated stage I 

(Chayvo) only in 2005. Secondly, the direction of export infrastructure also diverged. Sakhalin II 

transports gas from North to South of the island, and from there exports it as LNG. Sakhalin I oil and 

associated gas is transported from East to West of the Island and from there, across the Tatar Strait to 

the Russian mainland. Once on the continent, oil goes to DeKastri terminal for export and gas to the 

domestic market (see Appendix III at the end for Sakhalin I export infrastructure).    

    The exact terms of the PSA signed for Sakhalin I are not known to the author of this study. But it is 

generally believed that, the terms of the two PSAs are different and the second one (Sakhalin I) contains 

better clauses for the host country (Bradshaw, 2010, pg. 338). With respect to the benefits that accrue to 

the state under this PSA, a January 2011 company press release stated:  

“Over the life of the project, Sakhalin-1 is expected to contribute over US$70 billion to Russia's 

economy in taxes, royalty payments and the state's share of oil production. The project 

currently has awarded more than US$7.7 billion in contracts to Russian companies. Since 

project startup, more than US$ 4 billion in royalties, the state’s share of oil and gas and taxes, 

has been provided to the Russian Federation including approximately US$1.4 billion provided to 

the Sakhalin Oblast.”76 

                                                                 
74 William Stillings , Project Manager Ecoshelf Sakhalin: “Sakhalin & the Russian Far East - 2010 Project Development & OSR 
Readiness”, Presentation to Petroleum Association of Japan, Oil  Spill Response symposium, March 2010.  
75 Michael Bradshaw, “A New Energy Age in Pacific Russia: Lessons from the Sakhalin Oil and Gas Projects”, Eurasian Geography 
and Economics , Issue 51, No. 3, 2010, pp. 330–359 
76 http://www.sakhalin1.com/Sakhalin/Russia-English/Upstream/Files/OP_11_ENG.pdf  
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ExxonMobil operatorship of the Sakhalin-1 PSA did not run into major problems. There have been no 

unusual cost overruns and no significant schedule delays. However, the Sakhalin I project did not manage 

to avoid several disputes. The disagreement pertained mainly to the following three issues: 

 

I. the three new fields that Exxon discovered adjacent to the current project acreage , and which the 

company claimed it had the right to develop. The government made it clear that this however will 

not happen and included the new fields in the Sakhalin III project, which will be developed by 

Rosneft. Even more, the 2003 PSA law specifically states that Exxon is not allowed to develop these 

fields, not even under a new license. (Krysiek, 2007, pg. 13-14).   

  

II. the dissatisfaction of the Russian government with how the JV developed the gas reserves.  

Specifically, the government insisted that Exxon develop a new marketing strategy, so that less 

associated gas production is flared. Gas flaring is not an issue confined to Sakhalin I, but a problem 

plaguing the entire hydrocarbon industry in Russia. It occurs particular in the cases of associated gas 

production for which there is no distribution infrastructure in place yet or when the access to 

pipelines is restricted. In 2008, the US National Oceanic and Atmospheric Administration placed 

Russia on the first place in the world in terms of flared gas volumes (1.4 Tcf). See chart below 

                                    
                                                                                                        Source: Russia EIA CAB 2010. 

Russian officials including PM Putin emphasized on numerous occasions the need to reduce gas flarin g. 

The government stepped up efforts to reduce the percentage of gas that is being flared during oil 

production, including by listing this as an objective in its “Energy Strategy of Russia for the period up to 

2030”: “removing the main infrastructure, technological and other barriers preventing the rational use of 

associated petroleum gas and minimizing the volume of its flaring” (pg. 35). According to US EIA, the 

authorities are targeting a 95% use of the associated gas by 2012.  

In 2004, the Sakhalin I consortium signed an agreement with the federal government under which the 

neighboring Khabarovsk region will be supplied with natural gas from this project (Krysiek, 2007). 

Meanwhile the government approved the Eastern Gas Program – a plan for the gasification of Eastern 

Siberian and the Far East regions ((Khabarovsk Krai, Primorsky Krai, Jewish Autonomous Region and 

Sakhalin Oblast). In line with this program, gas from Sakhalin I already supplies customers in Khabarovskiy 

Krai and Komsomolsk-on-Amur. (See Sakhalin Khabarovsk Vladivostok map below. The full orange line 

stands for the segment which is already in operation). Construction on the SKV gas pipeline began in 

summer of 2009 and has entered the final stage in February 2011.  The pipeline enjoys priority status and 
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is planned to become operational by the time of the 2012 APEC Summit in Vladivostok.77 In the long 

term, gas for this pipeline will come from Sakhalin III project for which Gazprom already holds the 

licenses (the license for Kirinskoye gas and condensate field was granted in 2008, while licenses for 

Kirinsky, Ayashky and Vostochno-Odoptinsky Blocks were granted in 2009; both by Government 

Directive. No tender was conducted).   

   

                                           Sakhalin-Khabarovsk-Vladivostok (SKV) gas pipeline 

 
                                                                                                           Source: Gazprom  

 

III. Another point of contention concerned the direction of Sakhalin I gas exports. Exxon and Rosneft 

favored exports to the growing Chinese market, while the Indian and Japanese shareholders 

wanted to market the natural gas as LNG via the Sakhalin II facilities.78 This divergence in export 

route preference is somewhat understandable if you account for the fact that Japan is the biggest 

LNG buyer in the world, not only in Asia. In the case of Sakhalin I, the LNG option was ruled out due 

to the higher costs associated with it as well as the priority assigned by the state to domestic 

consumption over exports. On the issue of gas exports from the Far East, there are also the 

interests of Gazprom and the priorities of the federal government to be taken into account. 

Gazprom was looking for a way to enter the Sakhalin I project for a long time, but failed mainly due 

to Rosneft’s opposition (Poussenkova, 2007). The biggest gas company in Russia was rather small in 

the Far East gas plays until recently. The monopoly started to strengthen its position only in 2006 

when it was included in Sakhalin II. The next years marked considerable gains: it was put in charge 

of the Eastern Gasification Program and took over Kovytka from TNK-BP (2007); was granted the 

license for Kirinskoye gas field (2008), etc. Gazprom‘s advance in the East was facilitated by the 

federal government who assigned a priority role for development of gas infrastructure in the 

region. That is precisely why gas from Sakhalin I presently supplies the domestic market and is not 

directed for export - a downstream solution favored by the developing companies. Exports had to 

take a back seat, temporarily at least. The situation is complicated by the fact that the PSA signed in 

1996 grants Exxon the right to build an export pipeline, whereas a 2006 law passed by the Russian 
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Duma grants Gazprom the exclusive right over natural gas exports. In this context, Gazprom has 

expressed on numerous occasion its interest to buy the Sakhalin I excess gas production.  

  Until now, it seems that regasification of the Far East was more important than constructing a gas 

export pipeline from Sakhalin to China. But this also is changing. Development of domestic gas 

infrastructure in the Far East can concur with the objective of exporting natural gas to China. These 

two objectives need not be mutually exclusive. For instance, construction of the SKV pipeline 

contributes to bring Russian gas closer to the Chinese market. Gazprom estimates79 show that less 

than13 Bcm/y will be required to supply Khabarovsk, Primorsk and Sakhalin oblast. The pipeline 

currently under construction is built with a view to expand it into the future up to 30 Bcm/y. This 

leaves the possibility of increasing its capacity, should gas supplies to China materialize in a 

contract. The volume for exports to China via this route can come from the next generation 

Sakhalin projects.  

   There is currently a working group between Gazprom and CNPC for gauging the potential for a 

Russian gas supply contract to China. The terms of such a contract (including price) are still under 

discussion, but the plan is to sign a 30 year export contract by mid-2011. The stipulated volumes 

are reportedly in the range of 30 Bcm/y.80 It is premature to speculate with respect to where this 

gas will come from, since there are several gas pipeline projects to China on the table at the 

moment (Altai pipeline project, as well as gas pipeline that will run parallel to ESPO).  

 

Project management  

While acknowledging the excellence of both foreign operators on the Sakhalin Island and their 

cooperation on programs of common interest (like, the 2010 satellite tagging initiative for Western Gray 

Whales) there are some aspects that can be helpful in understanding why the  experience of foreign 

investors has been so different for the two PSAs. Over the years, ExxonMobil has established itself mostly 

as a corporation of engineers, while Royal Dutch Shell is regarded as having a more liberal corporate 

culture. Perhaps, the personality of the founders (John D. Rockefeller on one hand, and Marcus Samuel 

and Henri Deterding – on the other) have in time created two different business cultures. ExxonMobil is 

widely known in the industry for its extremely conservative approach, especially after the ‘Exxon Valdez’ 

spill in 1989. The American company, the biggest in the world by market capitalization, has learned from 

its past mistakes and adopted an overly cautious approach to Sakhalin I. On the other hand, Royal Dutch 

Shell’s difficult track record in Nigeria around the same time as Sakhalin II indicates that the company has 

a tendency to underestimate the costs of doing business in difficult environments.81  

   Until now, ExxonMobil nurtured the relation with the Russian government with more skill, moved faster 

on getting the technical and environmental documentation front, and chose the more cost effective 

engineering solution (in drilling as well as midstream – pipeline over LNG). The operator of the Sakhalin I 

project implemented higher than required safety standards (20 times higher than those set by 

International Labor Organization (ILO)82, managed to integrate the Russian partners and capitalize 
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politically on their presence in the project. However, the company did not hesitate to adopt a tougher 

stance in its dealings with Russian authorities as showed by the last year standoff. When the Russian 

authorities refused to approve the new $3.5 billion spending budget, Exxon suspended work on the next 

two stages – Odoptu and Arkutun Dagi.83 Under the PSA arrangement, at the beginning of each year, the 

annual spending plans are submitted for approval to the government. These expenses, once approved, 

are deducted from the annual revenue and represent the ‘cost oil’. The higher the expenses, the bigger 

the volume of ‘cost oil’ that goes to the companies, and the later the  revenues flow to the government.  

   This recent standoff shows that even such a company as Exxon is not completely insulated from this 

type of pressure, especially if the NOC (Gazprom) wants something from it (to buy the excess gas of 

Sakhalin I) and the government builds a pipeline for which it will very soon need gas (Sakhalin Khabarovsk 

Vladivostok).    

   Overall, the self imposed cost discipline, the better thought approach to the environment, the leader 

position of Exxon in the global energy industry have to date discouraged aggressive targeting of this 

project by government authorities in the way Sakhalin II was. But this may not be enough to completely 

de-risk a project from government interference. The way this will play out will be more evident with the 

approach of the Vladivostok 2012 summit and the answer to the question of who will export Sakhalin I 

gas to China.  

 

Kharyaga PSA  

The field is located in the North Western part of Russia, in the Timan-Pechora basin, and contains oil and 

wet gas. Discovered in 1970, oil production started in 1986 in the Southern section – which is now 

operated by Lukoil. The PSA for development of the northern section of the field was signed in 1996 and 

came into effect in 1999. Total Chairman Thierry Desmaret negotiated the PSA in 1990s. TOTAL is the 

project operator. The entire production from this field is shipped abroad, mainly to Germany and the 

Baltic states. Project development was designed in three stages: 

 Phase 1: (1999) production starts with output of 10,000 bpd 

 Phase 2: (2000) production increased to 20,000 bpd  

 Phase 3: (2009) production increased to 30,000 bpd.  Gas processing facilities are being installed to  

                             reduce flaring of associated gas.84    

 

Strategic partnering 

Initially the JV had the following structure:  

-Total (50% + 1 share) 

-NorskHydro (40%) 

-Nenets Oil Company (NOC) (10%) 

The French company through its local subsidiary - Total E&P Russie - was designated the project operator. 

The Norwegian company Norsk Hydro merged in 2006 with Statoil, which now controls the Norwegian 

stake in the project. This PSA is different from the previous two because in addition to including a Russian 

company from day one (NOC with 10%), the text of the PSA stipulated that Total and Statoil will have to 
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sell 10% each to a Russian company that is to join the project at a later date. In 2001 an appendix to the 

PSA was signed which designated LUKoil as the Russian company that will receive 20% equity stake in the 

project at a later stage (Krysiek, 2007). In the end, the state-owned company that joined the project was 

Zarubezhneft. In November 2009, a press release issued by TOTAL85 announced that the JV structure 

effective from January 1, 2010 was: Total (40%), Statoil (30%), Zarubezhneft (20%), NOC (10%). It is worth 

mentioning that this relatively unknown company that entered the JV (Zarubezhneft), was revealed by 

recent inspections of Iraqi Oil Ministry records to have been among the “illegal beneficiaries of the United 

Nation’s oil for food program”.86 Note the word ‘illegal’.    

Frictions with the government on the Kharyaga project arose on several issues: 

 gas flaring   (according to the government, 60% of associated gas production was flared) 

 bellow quota oil output 

 export capacity constraints87   

 approval of annual budgets  

Reportedly, the PSA stipulated a quota of 65,000 bpd, which Total fell short of achieving. In 2008, the 

daily crude output was 20,000 bpd. The quality of the crude matters on international markets, since 

higher quality crude trades at a premium. The crude produced at Kharyaga is of high quality, but this 

advantage is lost when it is mixed in the Transneft system with lower quality grades that make up the 

Urals blend (See Appendix IV for an overview of the Russian crude grades traded on international 

markets). This translates in an inability to realize the full value of the oil. The incentive to produce more 

lacks if the operator sells the crude for less than its real worth. This is directly linked to export capacity. 

The oil revenues may look different, should there be another outlet for crude produced at Kharyaga, 

separate from the Transneft system.88 The problem is that, in Russia, the law forbids private ownership of 

gas and oil pipelines. State company 

Transneft is the sole owner and operator of 

the oil pipeline system, while Gazprom 

owns the gas network. The only exceptions 

to this rule are the Caspian Pipeline 

Consortium and the Shell pipeline within 

the Sakhalin II project. There were attempts 

in 2002 to build additional private pipelines. 

One such proposal (for a pipeline from 

Western Siberia to Murmansk) was 

advanced by Yukos, Lukoil, Sibneft 

(currently Gazprom Neft), TNK (currently 

TNK-BP) and Rosneft. This turned to be a                                                          Source: НЕФТЬ И КАПИТАЛ №6/2006     

highly politically disputed topic. At the time, PM Mikhail Kasianov said that, although legally allowed, a 
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private pipeline would be out of place in Russia. The next PM, Mikhail Fradkov, made it clear that a 

private pipeline will not happen.89 Given the energy industry centralization that followed, the prospects 

of any new privately owned pipelines in today’s Russia are slim. The initial West Siberia to Murmansk 

project was supposed to have a throughput capacity of 50 Mt/y, of which Kharyaga-Indiga would be the 

first sector. Eventually, the whole project resumed only to this portion.90 The good news is that, at the 

moment, the Kharyaga-Indiga pipeline is a Transneft project. The bad news is that Transneft decided in 

2007 to postpone this project and focus on ESPO. This oil outlet (Kharyaga-Indiga) would have been built 

for the American market, but the economic guarantees of crude suppliers are no longer met in order to 

make this project economic, according to Transneft. Huge resources are required to build the 

infrastructure (airport, roads, hotels, etc) necessary to support an oil export terminal at Indi ga – currently 

a village inhabited by roughly 1,000 people.91  Building an oil export pipeline in Asia (a growing market) 

looked more promising than yet another pipeline to Europe (mature market with stable demand, as is the 

US). When it will be built, the pipeline will provide another outlet for oil  from the Timan-Pechora basin 

and will allow Total to increase production to the targeted 70,000 bpd.  

 

Costs  

In his 2007 study on the Russian PSAs, Krysiek indicates that capital expenditures over the lifetime of the 

Kharyaga PSA were estimated at USD 16.7 billion. This investment forecast also experienced a certain 

degree of cost overruns, but they do not seem to have spiraled out of control as in the case of Sakhalin II. 

The reluctance to invest more might have played a role, since Total was accused of holding off 

development due to the export infrastructure problems discussed above. As for the share that went to 

the Russian side, Krysiek says that until the end of 2006, “the Russian Federation had received a total of 

$169.1 million in revenue from Kharyaga, including $107 million in profit oil, $41 million in profit tax and 

$21.1 million in royalty payments”. The Kharyaga project reached cost recovery for the early two stages 

in 2006, but not without some tensions experienced in the early period of 2000s with the Russian tax 

authorities. According to Krysiek, the government refused to approve the project cost reports for 2001-

2002, claiming they were non recoverable and all should go to the state as profit. Total filed suit in a 

Stockholm based international arbitration court, but the two parties were able to reach an out-of-court 

settlement. Although, the Russian officials applied pressure on this project as well, the outcome was very 

different than in the case of Sakhalin II. Krysiek explains this through the cumulative effect of several 

factors: Russia’s at the time undecided policy regarding resource development in the Arctic, the regional 

rivalry between Rosneft and Lukoil, as well as the politically charged relations between the federal and 

regional authorities.92 In this third PSA too, the foreign companies had to contribute to the social 

development of the region. The total amount of the social expenses are not known to this author, but 

they do not seem to be excessive – given the media silence on the topic. One can read though in TOTAL’s 

press releases that it built schools and hospitals, as well as has contributed to the restoration of the 

world famous Mariinsky Theatre (Kirov Opera and Ballet) in St. Petersburg.  
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Main differences for the three PSAs (summarized) 
 

 Sakhalin II Sakhalin I  Kharyaga 

Project type Oil + LNG Oil Oil 

Project start up Significant delay 
(for stage II - LNG) 

On time On schedule  

Financing  30%  - debt 
  70%  - equity 

all equity N/A 

Cost escalation +110%  +10% Yes, but % unknown 
Financial discipline Weak Strong Moderate 

Operatorship Shell Exxon Total 
Management style Anglo-Dutch American French 

Weather conditions Harsh sub-Arctic (offshore) sub-Arctic (onshore) 
Environment costs                      Sakhalin II   >  Sakhalin  I 

 
n/a 

Social costs    

Tax harassment       
Change in JV structure  five times Once Once 

Threat of PSA cancelation       
Legal action No No Yes, but out of court 

settlement (2005) 

Overall gov. approach Highly aggressive   Firm, but less hostile         Less hostile 
                                                         Source : author’s conclusions  based on survey of public data and exis ting li terature  

 

The comparative analysis of the three PSAs focused on several selected issues: strategic partnering, cost 

control, and project management. All three - the first generation Sakhalin projects (I and II) plus Kharyaga - 

pioneered foreign investment in post communist Russia.  All three provided the framework for developing oil 

& gas resources located in extreme environments in the Arctic: onshore in a permafrost and swampy area (in 

the case of Kharyaga) and offshore in the case of the two Sakhalin projects. All three experienced cost  

overruns, but Sakhalin II was the outlier. All three projects were the subject of intense inspections from 

RosPrirodnadzor and RosTechnadzor, which resulted in various size fines. Only in the case of Kharyaga, 

the dispute was brought to court, but eventually the disagreements were settled bilaterally and the law 

suit was withdrawn. At a certain point the Russian authorities threatened to cancel all PSAs, but this did 

not happen. Of all three, the project that came under fire the most was Sakhalin II. Its status as the 

country’s first PSA, not the best choice of JV design (lack of a Russian partner), outrageous cost overruns 

combined with its key innovative character (the LNG component) and strategic significance for the national 

champion in natural gas - all these gave the host  country additional reasons for revisionist  behavior. The  

Sakhalin I PSA which marked the first ExxonMobil project in Russia was less troublesome. The operator 

seems to have devoted excessive care to every step and employed tight cost control. However, not even 

the technical and commercial excellence of the project operator could shield the project from excessive 

inspections or tensions over budget approvals and downstream decisions (gas marketing). The Kharyaga 

PSA provided the government with more leverage over JV structure via the special contractual provision 

for inserting another Russian company in the future. Legally, it seems that the PSA framework evolved to 

contain more favorable clauses for Russia as the government negotiating experience improved from the 

first PSA it signed (Sakhalin II) to the third. The Kharyaga project significantly differs from the other two in 

the sense that it develops an onshore field in the proximity of existing Transneft infrastructure (South).  
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VII. Other examples (non PSA related) of foreign involvement in the Russian upstream  
 

In the future, foreign investment in the Russian upstream is most likely to take the form of ‘asset swaps’ 

or ‘strategic alliances’ (JV with Russian companies with Russians as majority shareholder). On many 

occasions Russian officials have called for “strategic reciprocity” in energy investments. Recently a new 

wave of ‘strategic alliances’ between foreign energy companies and Russian counterparts has come to 

light. Next is a brief discussion of some examples of non PSA covered foreign investments in Russia as 

well as some newly formed ‘strategic alliances’  between IOCs and their Russian counterparts.  

 

 Wintershall- Gazprom 

 Shell- Gazprom alliance 

 Rosnfet- BP   

 Exxon- Rosneft  

 Total – Novatek  

 

Wintershall’s involvement in development of the Yuzhno Russkoye gas field (2007) takes place in the 

larger framework of German-Russian partnership. The energy partnership in turn is based on a 1990s 

‘Vertrag über die gaswirtschaftliche Zusammenarbeit (agreement on gas-industry partnership) and a 

strong bilateral economic relation. Germany is Russia’s biggest EU trade partner and the biggest EU 

importer of Russian oil and gas. Wintershall is the first German company to produce natural gas directly 

in Western Siberia. The German stake in the Yuzhno Russkoye gas production is part of an asset swap. 

Wintershall received 25% minus one share of Severneftegazprom (SNGP), which holds the license to 

operate the Yuzhno Russkoye field. In exchange, Gazprom increased its stake in WINGAS (a JV with 

Wintershall) from 35% to 50% less one share. This project is described on the Gazprom website as “an 

example of efficient Russian-German partnership”. For an insightful analysis of the broader political and 

economical context that surrounds this successful cooperation between German and Russian companies 

in energy, see Keith C. Smith, 2008, pg.12-14.    

 

The New Shell- Gazprom alliance (2010) 

Both Shell and BP pursued partnerships with Gazprom in the 1990s and thought that their interests 

would be well served if they partner with the biggest Russian gas company.  Shell first entered into an 

alliance with Gazprom in 1997 when there were plans for the two to jointly develop Zapoliarnoe. There 

were talks of an asset swap: Gazpom would get 25%+ one share in Sakhalin II, while Shell would get 50% 

of Zapolyarnoe. Agreements were signed. The result? Gazprom got 50% of Sakhalin II and Shell got 

nothing. Moreover, the Gazprom website is silent about any talks ever conducted with Shell for joint 

development of Zapoliarnoye. Nonetheless, in November 2010, Shell and Gazprom announced a new 

“strategic alliance”. Its purpose is twofold: help Gazprom go global and help Shell seize new opportunities 

in Russia. In the words of industry analyst Peter Hitchens, the cooperation is expected to “help Shell 

expand in Russia and Gazprom outside of Russia”.93 If the past experience is to be of any indication of the 

future, there are no reasons to be optimistic yet.  
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The prospects of a Rosneft - BP alliance (2011) 

In January 2011 BP and Rosneft announced to the world a USD 16 bn shares swap that will create a JV 

which will engage in the exploration of Arctic resources. However, at the time of the writing, the deal 

failed to materialize and the deadline was extended until May 16.94 The opposition comes from the 

Russian shareholders of TNK-BP (a 50-50 JV between BP and a group of Russian businessmen). The four 

billionaires behind Alfa Access Renova (AAR) - Mikhail Fridman, Viktor Vekselberg, Len Blavatnik, and 

German Khan - oppose the deal invoking their right of “first refusal” for all BP business in Russia. 

Negotiations are held at the moment to find a solution, even one that might include buying the Russian’s 

stake for USD 35 bn.95 The deal comes against the background of a very difficult last year for BP caused by 

the Gulf of Mexico spill – the biggest in the oil industry history.  

   The difficulties BP now faces with its ‘Rosneft deal’ seem just another hurdle in the trouble ridden 

experience that the IOC had in Russia. In 2007, TNK-BP sold its 62.9% stake in the Kovytka gas field at 

what has been described by the press as a “knockdown price” (USD 700 to USD 900 million).96 This came 

after a bitter struggle to retain this asset which included the usual threat of license revocation, refusal s to 

issue visas for foreigners, etc. Moreover, this was accompanied by the signing of a ‘strategic’ agreement 

between BP and Gazprom immediately after.  

   Historically, TNK-BP itself is a JV created in 2003 between BP and its former Russian opponent – TNK- 

with whom it fought a fierce legal battle over Sidanco in the late 1990s.97 In retrospect, the attempt to 

build bridges with former enemies does not always seem to work. It looks more like a dialogue between 

“frienemies”.   

  Two foreign companies (Shell and BP) with massive investments in Russia involuntarily withdraw from 

two most lucrative projects (Sakhalin II and Kovytka). In both cases this is followed by the signing of a 

‘strategic’ MoU in which the counterparts pledge to swap assets across the globe and undertake joint 

development. In both case, the Russian company was Gazprom. Given the circumstances, the value of 

these ‘strategic’ cooperation agreements is at best questionable. It seems that BP has learned the lesson, 

hence its attempt to try to forge a business relation with the other company representing the state 

(Rosneft). This author’s opinion is that, given the general BP experience in Russia up till now, there is little 

room for optimism.  

 

2011 Exxon- Rosneft deal  

Another energy deal was signed on the sidelines of the World Economic Forum held in Davos 

(Switzerland) in January 2011, but it received less publicity. The agreement between Exxon and Rosneft 

focuses on joint offshore exploration in the Russian sector of the Black Sea.98 Exxon has a partnership 

tradition with Rosneft (Sakhalin I) and will participate as a minority shareholder (Rosneft is reported to 
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have a 66% stake in the new JV). Besides, the current ExxonMobil CEO Rex Tillerson has worked on the 

Sakhalin I project in the 1990s. The Black Sea is not a frontier oil and gas region, thus the risks are 

deemed to be lower. The early information leads to a preliminary conclusion that the new Exxon-Rosneft 

deal has high chances to turn successful.  

 

2011 Total – Novatek deal  

The last in the series of these new agreements with IOCs is the deal consumed in March 2011 between 

Total and Russia’s biggest independent gas producer – Novatek. Under the terms, the French company 

will pay USD 4 billion for 12% of Novatek.99 This deal includes also the acquisition of a 20% share of 

Novatek’s LNG project in Yamal-Nenets.100 Total already has a good position in the Russian North East. It 

operates the only PSA project in the region (Kharyaga). In addition, it also has a 25% stake in the offshore 

Shtokman field which it develops together with Gazprom and Statoil. Thus it becomes apparent that 

Total has chosen the North East region of Russia as a focus of its operations. Total -Novatek is the third 

deal for 2011 so far, after the BP-Rosneft and Exxon-Rosneft ones fact which signals a new window of 

opportunity opening up for Western capital and technology.  

 

                                                                        What does this mean? 

Indeed, certain positive changes have taken place under Dmitri Medvedev’s presidency with respect to 

economic policy. Against a decrease in FDI in the last two years, the state seems to have reneged on the 

excessive economic protectionist measures taken in the years before the crisis. For instance, the number 

of the majority state owned strategic enterprises has been reduced from 208 to 41. The number of the 

wholly state-owned companies has been cut from 230 to 159. 101 There is a move to reopen the economy 

to foreign investment and improve the business climate. Under the former president, Dmitri Medvedev 

was known to be affiliated with the “St. Petersburg” group – people with a more liberal view. Thus, 

modernization has become a key word for the current president who supports the creation of a Russian 

equivalent of Silicon Valley, has a softer approach to the economy and has recently urged the Ministers 

to remove themselves from the Board of Directors of state companies. The government even launched a 

privatization program through which it hopes to sell stakes in “problem enterprises” in the next 3 to 5 

years.102 So, foreign investors are invited back to Russia, including in the energy sector. No PSAs of 

course. This study has looked at the projects governed to date by PSAs and tried to present some 

recently agreed projects that will be developed under the tax and royalty regime with Western 

participation. Russian oil companies need the Western capital and know how if they are to enter a new 

era in hydrocarbon production, one in which oilmen will have to venture offshore and develop new 

frontier fields. Whether the current friendly face of the investment framework is a short term fix or part 

of a longer vision remains to be seen over the next years and has a lot to do with politics. The three deals 

that were signed in the first half of 2011 show that, for the IOCs, Russia still represents a risk worth 

taking. A piece of something is more than a piece of nothing. Total is seeking exposure to frontier 

exploration, Shell is chasing long term growth opportunities while Exxon sticks to its conservative 

investment policy during the business cycle. Russia has opportunities to offer to all of them.   
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VIII. CONCLUSION 
 

Russia continues to be an unpredictable place - in politics and in business alike. Investors are drawn to 

Russia by its rich resource endowment, vast market and, in the last couple of years, increased consumer 

spending. The reform undertaken by Yegor Gaidar in the early 1990s set Russia on the path towards a 

market economy. The country has changed a lot since the wild capitalism of the 1990s. The free-for-all 

that characterized that period is over. The brutality that defined business relations in the first decade was 

replaced by more sophisticated methods of intimidation (like, for instance, tax police inspections). The 

presidency of Vladimir Putin coincided with a global oil market in contango. This was paralleled by a 

process of re-centralization of power and reassertion of the sovereign rights in the economy manifest in a 

consolidation trend that meant to establish state-owned corporations as national front-runners and 

competitive peers of the major enterprises of the OECD world. The prospect of higher budget revenues 

(due to the hydrocarbon exports) motivated the government to initiate the modification of the fiscal and 

legislative framework and triggered substantial change in the ‘rules of the game’, some with positive 

outcomes (tax reform, adoption of international accounting rules), some with less (the laws on strategic 

industries, marginalization of PSAs). This new economic reality came at the expense of higher restrictions 

on foreign participation in the most lucrative sectors of the economy. Nowhere in the economy were the 

difficulties brought about by the domestic developments for foreigners so manifest as in the field of 

energy. As the government tried to secure a strong market position for the ‘national champions’, the 

interaction between foreign investors and the Russian government worsened. The government resorted 

to fiscal harassment, threats of revocation of licenses in order to advance its interests and diminish the 

foreign participation in the strategic sector of energy. This policy backfired in 2009 and 2010 and Russia is 

now trying to lure back the foreign energy companies. This underscores that the main risk the foreign 

investors are facing in Russia remains political. But since the energy resources are distributed unevenly 

across the globe, the IOCs have little choice left but pursue the E&P possibilities even if they are located 

in such ‘high risk – high reward’ countries like Russia. Despite the improvements in the business 

environment seen in the last decade, much more can and should be done. For instance, a step forward 

would be if Russia joined The Extractive Industries Transparency Initiative (EITI). Launched in 2002, it 

promotes good governance, transparency and targets a responsible development of resource economies. 

As long as Russia remains a rent-seeking rather than a profit seeking state, one of the main challenges 

will be that to diversify the economy away from mineral resources and make Russian products 

competitive in the high value market. The current political elite seems to understand that. According to 

Albert Bressand, “The Russian perspective in relations with major IOCs is less one of developing resources 

than one of ending the country’s status of commodity provider through the acquisition of a fully-fledged 

gamut of strategic skills and assets, from marketing skills to exotic production technology”.103 The 

internationalization strategy of the Russian NOCs have forced them to adopt some of the international 

business practices, but many other obstacles remain – most of them rooted in the domestic political  

philosophy regarding a proper state-private ownership balance and the country culture of doing 

business.     

                                                                 
103

 Albert Bressand, “Foreign Direct Investment in the Oil and Gas Sector. Recent Trends and Strategic Drivers”, in Yearbook on 

Foreign on International Investment Law and Policies, Karl  Sauvant editor, Oxford Universi ty Press, May 2009,    
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Appendix I:  Value of bribes offered by Siemens 
 
 

 
 
                                                                                                                                  Source: New York Times, S.E.C. 

 
Appendix II: Russian Content requirement for Sakhalin II PSA  

 

  
                                                                                    Source: Sakhalin Energy company documents  
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Appendix III: Sakhalin I project map (Northern Part of Sakhalin Island) 

 
 

 
                                                                                                                                                         Source: www.lngplants.com  
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Appendix IV: Main Russian crude export grades  
 
 

Russia has 5 main crude oil grades: Urals Blend, Siberian Light, Sakhalin II/“Vityaz”, Sokol, ESPO 

                                                                                                       

The Urals Blend is the standard Russian export crude grade and the second most traded crude in the 

world (in volume terms) after the Arabian Light. The Urals is a mixture of many types of crude from 

Russian and former FSU fields – from heavy Urals crude to light Western Siberian crude. Because all these 

crude types are mixed when transported in the Transneft pipes, the quality can vary between 0.8 and 

1.8% Sulfur content (heavy) and 31:-32: API (medium light). The quality of the Urals being exported via 

the Druzhba pipeline has been observed to be better. The Urals price is linked to Brent. Aside from the 

Drzuhba pipeline, the main points of export are the ports: Primorsk (Baltics), Novorossiisk, and Odessa (at 

the Black Sea). Urals futures are traded on the Russian Trading System (RTS)) as well as on the New York 

Mercantile Exchange (Nymex) under the designation of REBCO (Russian Export Blend Crude Oil).  

    

Siberian Light is a better quality crude since it is sweet (0.46% S content) and medium light (35.6:API).  

This crude grade is transported through a separate Transneft pipeline  and exported from the Black Sea 

port of Tuapse. It is mainly sold on the spot market in the Mediteranean, usually at a premium to Brent.  

Its trading price is on average by 5% higher than that of the Urals. According to Energy Intelligence, the 

main buyers of this crude grade are: ExxonMobil, Mediterranean refineries, OMV, Israel, Iran, and the 

Skopje refinery in Macedonia.   

 

Sakhalin II (also known as “Vityaz”)  takes its name from the name of the offshore production complex –

Vityaz. This crude is also of better quality than the Urals. According to 2006 data, it had the following 

characteristics: sweet (0.35% Sulfur) and light (37:API). However, in the last 2 years, the quality has 

improved even more reaching 33-34: API and 0.24% S. It is waxy and contains condensate. This crude 

comes from the first stage (oil production) of Sakhalin II. Its price is linked to Brent. The crude services 

the Asian market (South Korea, Japan, China). The export point is the floating platform Moliqpaq, from 

where it is transported onshore in the Northern part of Sakhalin Island and forward to the South.  

 

Sokol   is the name of the crude extracted  from Sakhalin I. It is light (38.7: API) and sweet (0.21% S). The 

export point is the DeKastri terminal. 

 

ESPO  (Eastearn Siberia Pacific Ocean) is the newest Russian export crude and takes its name from the 

pipeline that transports it. It is a medium light (34.7: API) and sweet crude (0.54% S). The main export 

point is the Kozmino port (near Vladivostok). Since the second stage of the pipeline (Skovorodino-

Kozmino) is not compelted yet, on this segment the crude is transported via rail.     

The price is set with reference to Dubai. This crude entered the international markets in Decemebr 2009 

and services mainly the Asian market. ESPO is exempt from the Russian Export Duty. A zero tax applies to 

the Eastern Siberian crude with the following qualities: sweet crude (S content between 0.1% and 1%) 

and medium to light crude (between 30: and 70: API).   

    Sources: Platts, Energy intelligence, ExxonMobil website 
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