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“l cannot forecast to you the action of Russia. It is a
riddle, wrapped in a mystery, inside an enigma; but

perhaps there is a key.”
Winston Churchill, 1939

2006 is a formative year for Russian energy, this
report is your key to the enigma

Introduction

¢ Russia ended 2005 with its seventh straight year of growth, averaging 6.4%
annually since the financial crisis of 1998. This year, 2006 is a landmark
year

e This report surveys six vital industries and markets in Russia; Oil, Gas,
Coal, Electricity, Nuclear and District Heating

¢ Russia has formidable energy assets; it owns the largest reserves of
natural gas in the world, it is the second largest exporter of oil and the
sixth largest producer of coal. It also has an enormous but decrepit district
heating network and he fourth largest electricity system

e The energy markets have taken erratic steps from centrally planned
monoliths to market-orientated industries

e On 1% September 2006 the wholesale electricity market was opened to
competition

Key Findings

The Oil and Coal markets have been restructured and the Electricity market
is now being unbundled and opened , with completion by 2008

e The most powerful market, Gas is almost entirely state controlled

¢ Increasingly it is being used as a political weapon for foreign policy

¢ The huge District Heating industry is facing crisis, with a 35% loss of
custom, as large industrial users establish dedicated CHP plants

e The status of market liberalisation in each sector is reviewed

e The Russian energy sector is in dire need of modernisation and investment

Reasons to buy
e The deterioration due to lack of investment over many years is opening
the doors to opportunities for investors in Russian energy
e With a multitude of acquisition targets for energy investors
¢ And large markets for new equipment and technology to repair and
modernise the infrastructure

Price of report - £550

*For US Dollar and Euro prices please refer to www.absenergyresearch.com

*To purchase this report please complete the order form or for more information please contact:
info@absenergyresearch.com or call +44(0) 20 8432 6378
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Figure 8: Production and consumption of natural gas in Russia, 1985 to 2005.
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Russia's gas sector is dominated by the joint-stock company Gazprom, the largest gas company
in the world. Chief among the major sources of pressure for change regarding Gazprom is the
need to stimulate investment in gas production in order to sustain output over the long term.
Proposals for reform include the urgent need to increase transparency in the sector and transfer
many of the regulatory functions now performed by Gazprom to state bodies. Also, there is a
longer-term need for much more fundamental restructuring, involving a considerable degree of
unbundling of Gazprom. In particular, it would be desirable to remove control of the sector’s
transport infrastructure from the company and to revise the arrangements governing gas exports
to non-CIS states, which are currently monopolised by Gazprom. At the same time, recent
increases in domestic gas tariffs must continue until internal gas prices rise above full, long-term
cost-recovery levels.

In June 2003, Gazprom signed its first joint venture for the production of natural gas in Russia
with Germany’s Wintershall. The partners have been developing the Achimovsk formation of
Russia’s Urengoi field since 2004, with full production in 2008 to yield 8.4 tcm of gas. The
consortium, known as Achimgaz, plans to sell 75% of their natural gas production on the
domestic market, leaving 25% for export.

Structure of the gas industry

Gazprom is 38% owned by the government of the Russian Federation. It is also Russia’s largest
earner of hard currency, and the company’s tax payments account for around 25% of federal tax
revenues. Though constituted as a joint-stock company, Gazprom operates in many ways as an
arm of the state, combining commercial and regulatory functions and maintaining tight control
over the sector’s infrastructure and information flows within it. Gazprom’s control over information
is particularly important, as it renders opaque much of what happens in the sector.

Gazprom is undergoing the process of organisational and financial unbundling into production,
transportation, distribution and supply, and non-core activities. Whereas the immediate objectives
of this are greater financial transparency and efficiency, in the long run the unbundling process
will enable a relatively quick introduction of deeper market reform.

31 www.absenergyresearch.com



E
CABS ke,

Figure 19: The Structure of the Russian Electricity Industry after 2008-09
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Liberalisation of the wholesale market

Liberalisation of the wholesale market took place with the introduction of new rules on September
1, 2006. The new rules change the whole system of relations between buyers and sellers of
electric power and capacity.

Wholesale sellers of electric power include generation companies and importers of electric power.
The category of buyers includes:

Consumers buying electric power in order to meet their own production needs.
Sales companies (including suppliers of last resort), acting in their own right and buying
electric power in order to resell it to end-users.

o Exporters (export operators) of electric power: organisations, which are buying electric
power on the domestic wholesale market in order to export it to foreign energy systems.

The regulated sector and the free trade sector of the wholesale market will be replaced by the
system of regulated contracts to be concluded between buyers and sellers of electric power.
These contracts are referred to as “regulated”, because electricity prices under these contracts
are regulated by the Federal Tariff Service (FTS).
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