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Slide One: Title

I am sure that you all anticipated a lecture focused on oil, so you may be surprised to see me begin with electricity.  I will cover oil, but it isn’t appropriate to talk about Russian-Kazakhstan relations in energy without differentiating across sectors, because electricity issues differ significantly.

Slide Two: RAO-UES Electricity Grid
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RAO-UES synchronized the grid for the first time (this had not been achieved in the Soviet era).  They also have reorganized, and purchased much of the former grid.  RAO-UES is led by Anatolii Chubais.  For a Russian company, it is highly transparent.  It has a Standard & Poor rating of ruA+ or B+ overall, which means it is considered among the best investments in Russia.  The Russian state owns 52.68% of the company’s shares.

Slide Three: RAO-UES Investment in the region

	 
	Arm
	Azer
	Geo
	Kaz
	Kyr
	Taj
	Tkm
	Uzb

	Main Type of Generation
	Nucl
	Ther
	Hydr
	Ther
	Hydr
	Hydr
	Ther
	Ther

	Synchronized
	X
	X
	X
	X
	X
	X
	X**
	X

	Transmission
	X
	X
	X
	X
	X
	X
	---
	X

	Generation
	X
	---
	X
	X
	X
	X
	---
	---

	Debt for equity
	X
	---
	X
	X
	X*
	X
	---
	---


RAO-UES owns generation or transmission in eight countries.  This graphic represents the types of investment RAO-UES has made – most of the purchases have had a debt for equity component, and they have been evenly distributed across generation and transmission.  In the Caucasus, the focus has been on owning and improving transmission, so that RAO-UES can reach out to new markets, especially Turkey.  In Central Asia, the focus has been on generation, since Central Asia has huge untapped hydroelectric potential.

In Kazakhstan, it obtained Ekisbastuz-II in a debt-for-equity deal.  Two issues are important to keep in mind.  One is that allowing RAO-UES to purchase the grid can be mutually advantageous.  Linking to a larger grid makes power more reliable and higher quality, and avoids the problem of seasonal surplus that plagues the region in the spring, when snowmelt is high in the hydropower generating states.  In addition, trying to rebuild Kazakhstan’s grid so that it could operate autonomously from Russia and the rest of the region was impractical and expensive.   The second key issue is that Kazakhstan made a very strategic choice.  They sold some power generation to RAO-UES to retire their debt.  They have avoided giving Russia a stake in transmission, even though RAO-UES wants to participate in upgrading transmission.  They did this because Kazakhstan will be a transit state – electricity from Kyrgyzstan and Tajikistan will have to transit their territory.  As a country that has suffered transit problems with Russia (connected to oil), Kazakhstan has been eager to retain national autonomy as it becomes an electricity transit state for Russia.

Slide Four: New Projects Underway

	 
	Kaz
	Kyr
	Taj
	Tkm
	Uzb

	Top Priority Project
	North-South Line

500 kV
	Kambarata  HPPs

I  (1900) & 

II (220)
	Sangtuda HPPs

I (670) & 

II (220)
	Two new TPPs
	Talimarjan TPP

I  (800)

	Sponsor
	EBRD/

World Bank
	RAO-UES negotiating
	RAO-UES (I) and 

Iran (II)
	Govt of Turkmenistan

(GE contract)
	Govt of Uzbekistan

	Next Up
	More transmission projects
	Laws on privatization of generation
	Rogun 

I (1200) & 

II (2800)
	Renovation of 5 TPPs

(GE contract)
	Talimarjan TPP 

II (2400)


RAO-UES’ key objective for Kazakhstan is improvement of the North-South high voltage transmission lines.  As I mentioned, Kazakhstan is undertaking that improvement with EBRD and World Bank money, and is leery of allowing RAO-UES a role in transmission.  However, the transmission issue is key to Russia and to Kyrgyzstan and Tajikistan, both of whom are reliant on improved transmission to make the Russian market for electricity available to them.

Slide Five: Hydropower Facilities in Tajikistan and Kyrgyzstan

Kyrgyzstan:

Kambarata I – 1,900 MW (MOU w/RAO-UES for completion)

Kambarata II – 360 MW (MOU w/ RAO-UES for completion)

Tajikistan: 

Rogun II – 2,800 MW (Contract w/RusAl for completion)

Rogun I – 1,200 MW (Contract w/RusAl for completion)

Sangtuda I – 670 MW (Contract w/RAO-UES for completion by 2009)

Sangtuda II – 220 MW (Contract w/Iran for completion by 2010)

There is large-scale expansion of hydroelectricity facilities in the region, and these projects involve some interesting players.  All of these projects were begun in the late Soviet period but never completed.  In Tajikistan, the Sangtuda II complex is funded by Iran, which will own the facility for 10 years, after which ownership will revert to Tajikistan.  The more ambitious Sangtuda I complex is a RAO-UES project with a debt-for-equity component.  The Sangtuda I facility was sold for much more than RAO-UES originally anticipated, due to Iran entering into the bidding.  Rogun I and Rogun II are even more ambitious projects, which will not export electricity, but rather generate power for expansion of RusAl’s aluminum production in Tajikistan.  Both Kambarata and both Sangtuda plants would rely on Kazakhstan to be an efficient and reliable transit state, as the market for this electricity remains Russia (at least until connections are established between Iran and the Sangtuda II plant).

Slide Six: Regional Electricity Export Potential 
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The World Bank and the regional players all anticipate that Central Asia will be a net exporter of electricity to the region.  Pakistan, Afghanistan, Iran, and China are all potential markets as well as Russia.  RAO-UES hopes to expand into those markets, but a few states – especially Turkmenistan and Uzbekistan – hope to service those markets without RAO-UES participation.  Kazakhstan has not pursued the potential lines into China aggressively.  It is generally believed that the Urumchi area of China does not have much effective demand (ie, ability to pay for what they’d like to have) for electricity exports.

Slide Seven: Rise of the Petrostate

I’d like to move the discussion now into a direction that you probably were expecting all along… a discussion of oil.   If oil or gas makes up over 40% of a nation’s revenues, we consider that state to be a petrostate.  The Caspian Sea is surrounded by petrostates.  

Slide Eight: Caspian Sea and its Division

It may seem odd that one of the central disputes in the region is whether the Caspian is a Sea or a Lake, but in fact this is a legal issue that will determine much about the development of the region.  In the Soviet era, agreements about the Caspian between Iran and the Soviet Union treated the Caspian as a lake.  The agreements were to manage the lake in a condominium agreement, with Iran having rights to 20% of what was taken from the lake, and the USSR, 80%.  Neither state could take actions in the sea without the other state’s approval.  Now, however, the question is more one of offshore oil than of caviar, and several states are pressing for the Caspian to be treated as a Sea.  If the Caspian is a sea, then the Law of the Sea provides clear guidelines for how the sea would be divided.  Extending the coastlines into the sea would give Kazakhstan 28%, Azerbaijan 21%, Russia 19%, Turkmenistan 18%, and Iran 14%.  Of those percentages, Kazakhstan’s area is the most oil-rich, while Iran’s has shown the least promise.  The three northern states, Azerbaijan, Russia and Kazakhstan, have agreed to treat the Caspian as a sea, and have begun investment and development accordingly.  Turkmenistan and especially Iran have maintained that a condominium agreement would be superior.  For Kazakhstan, the key questions of the Caspian include the prospect of its militarization (something of great concern to Iran), and the problem of transport.  Although the US has encouraged Kazakhstan to make use of the Baku-Tbilisi-Ceyhan pipeline, Kazakhstan is likely to do so only via barge until the seabed ownership issue is resolved.

As for Russia, we can assume that the primacy of the state in the energy sector is non-negotiable.  Putin’s dissertation focused on this issue, and it is clear that his goal is to maximize the role that oil and gas play in for Russian foreign policy.  This has a profound effect on the other petrostates’ transit preferences…

Slide Nine: Pipeline Routes

In the Soviet era, all pipelines led to Russia.  This was not too much of an issue for Kazakhstan, as Kazakhstan’s real oil riches were only discovered after the collapse of the USSR.  A century ago, 50% of all the oil exported in the world came from Baku.  But after Russia nearly lost Baku in WW I and after the Soviet Union nearly lost it in WWII, Soviet security doctrine pushed the exploration and development of oil out of the Caspian and into Siberia.  Although the difficulty of extraction was higher, the state was more confident that it could secure the oil fields there.  Hence, Kazakhstan became home to some of the greatest new oil discoveries of the late 20th century.  The question remained how to get the oil out.  Kazakhstan is exporting in all directions.  To the south, they use “swaps” with Iran, whereby they barge oil to northern Iran for use in the north, and Iran exports its own oil at the southern end, but this oil counts as Kazakh for embargo purposes.  The Kazakhs are currently using such swaps for 80,000 barrels of oil a day.  To the East, they are now completing the Kazakhstan-China pipeline, which will carry 200,000 barrels of oil a day at the outset.  To the West, they plan to make some use of the Baku-Tbilisi-Ceyhan pipeline, although it is not yet clear how much they will send that way, and they continue to export to Russia via Transneft (about 340,000 bbl/day) and through the CPC, a private pipeline that runs across Russian territory.

Slide Ten: Closeup of Pipeline Routes in Kazakhstan
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For Kazakhstan, the new pipeline to China is a great cause for celebration, but it will remain only a fraction of Kazakhstan’s oil exports (and it will meet less than 5% of China’s demand for imports.)  Connecting to BTC is appealing, but more for exporting via barge than for laying a pipeline at this time.  CPC remains Kazakhstan’s most important outlet, accounting for about 600,000 bbl/day at this time.  The government has made clear that it wishes to export in as many directions as possible – moving increasingly away from the Russian Transneft system it was compelled to use in the early years.

Slide Eleven: Oil: Is it the Prize of Nations?

Oil has been described as “The Prize,” but is it a prize for nations seeking development?  The World Economic Forum ranks Kazakhstan as the most competitive post-Soviet state, ahead of Russia or Azerbaijan, and Kazakhstan’s nominal GDP grew by 33% in 2004.  Its Oil Fund exceeded $5 billion in June of this year, and Kazakhstan is now seeking to purchase some foreign assets with a portion of that fund.  Kazakhstan is also host to many minority guest workers.  It is estimated by the Migration Agency that at least 500,000 guest workers from Uzbekistan find work in Kazakhstan.

The reality, however, is that Kazakhstan is very vulnerable to problems of Dutch Disease, hyperinflation and corruption.  If Kazakhstan can succeed with oil-led development, it will be an exception: most other countries have found that petrolization of the economy makes key market and governance reforms more rather than less difficult.  

Conclusion

Kazakhstan’s energy relationship with Russia is unequal, but Kazakhstan is not without levers, and has managed the relationship well.  In electricity, Kazakhstan has retained control of transit, so that Russia can only link to southern markets (and southern sources of hydropower) by working with Kazakhstan.  In oil, Kazakhstan has maximized diversity in its export routes.  The key energy threat to Kazakhstan appears to be its own success – can it develop successfully as a petro-state?  This is a question which Russia also faces.

� The views expressed in this presentation are those of the author and do not reflect the official policy or position of the National Defense University, the US Department of Defense or the US government.





