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Introduction and Research Questions

For many years, the prospects for developing tlirdnarbon resources
on the continental shelf in the Russian part of Bagents Sea have
attracted interest not only in Russia but also @ghbouring Norway.

Exploration activity in the 1980s revealed sevemamising structures,
and Norwegian companies submitted proposals foreldpment of

fields! Norwegian companies also supplied equipment toRhssian

exploration effort. In the 1990s, exploration aityiviell dramatically, but

the development of an oil field, Prirazlomnoye,cdigered in the late
1980s started up. Various schemes were preparetbéetoping the giant
Shtokman gas condensate field, discovered 1988 Namsk Hydro was

involved in several stages of this process. A nd&asp began in 2007
when the license owner Gazprom decided to work witial and

StatoilHydro in the development and operation of first phase of
Shtokman. In addition, Norwegian shipping compartiese become
involved in transportation of crude oil, productsdacondensate from
onshore terminals in the Barents Sea. That actfaity outside the scope
of this report, however.

The purpose of this report is to look ahead andudis the outlook for
offshore petroleum activities in the Russian Baebea with a special
view to the potential for participation by the Nawvan offshore/shipping
cluster. To do this we need to consider some furtdah questions:

What is in fact happening in the Barents Sea now?
What are the official plans for development of tisa?
Are official plans likely to be implemented?

What Russian business actors are most important?
How can requirements for shipping services be met?
What are the present Russian capabilities?

What is the potential of the Russian shipbuildimguistry?

What are the prospects for foreign engagement Ritbsian
shipbuilding?

What is Actually Happening in the Barents Sea?

There have been many declarations about the impataf Russia’s oll
industry going offshore and into the Arctic in peutar? The Ministry of
Natural Resources estimates that one third of Rissshitial gas
resources and 12 per cent of its oil resources lecated on the

1 On the early exploration effort, see Helge Oledggeen et alSoviet Oil and
Security Interests in the Barents Seandon: Pinter / New York: St. Martin's
Press, 1987.

% For a broader discussion of Russian offshore egiies see Arild Moe and
Elana Wilson Rowe, ‘Northern Offshore Oil and Gass®urces: Russian Policy
Challenges and Approaches’, forthcoming.



Arild Moe and Lars Rowe

continental shelf. Moreover, two thirds of thessources are expected to
be in the Barents and Kara Seas. These sharetateaitdo impressive
volumes, but it must be underlined that they arémetes based on
geological studies. The volume oéservesis much smaller, but still
highly significant: in the Barents Sea some 3,700 tons oil equiva-
lent? But these are nqirovenreserves. The figure includes hydrocarbons
in structures where drilling has been done, but tltees not mean that
they are necessarily commercially recoverable. Ththe case with sev-
eral of the 11 discoveries that have officially helesignated as fields.

Map: Russian Offshore Oil and Gas Fields in the Bants Sea

G = gas; O = oil; GC = gas-condensate; OGC = oilgagicondensate

Source: Adapted frorivlineral’nye resursy Rossiyskogo shel'&pecial issue of
Mineral’nye resursy Rossi2006. p.5.

That substantial recoverable reserves exist isekiewy demonstrated by
Shtokman, with some 3,800 bill. cu. meters (BCM) ridtural gas
(reserve categories C1 +C2), and also by someiaddsfin the south-
eastern part part of the Barents Sea, usuallyregfeio as the Pechora
Sea. Expectations of further discoveries are bigj arll founded, but
considerable exploration must be carried out taldisth a more certain

% ‘Uglevodorodnyy potentsial kontinental'nogo shelRossii: Sostoyanie i

problemy osvoeniya’Mineral’nye resursy Rossiyskogo shel'8pecial issue of
Mineral'nye resursy Rossi2006. p.18.
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picture of reserves. So far only some 50 to 60 argpion wells have
been drilled in the course of the years since 18B&it with a very high
discovery rate.

Development Projects
Prirazlomnoye

The largest field identified in the Pechora SeRrsazlomnoye, located
57 km offshore from Varandey, at a depth of 20 mset8ince drilling
started in 1989, four wells have been completee fidid is believed to
contain 83.2 mill. tons of exploitable reserdesyfficient to support an
annual output of 7.5 mt. THRosshelfconsortium received a license for
development of the field in 1993; construction bE tPrirazlomnaya
platform at the Sevmash shipyard in Severodvinsk sehieduled to take
three years, starting in 1995. The platform is gehsteel caisson to be
placed on the shallow ocean floor, more like aificigl island. It will
contain production and storage facilities and miotiee installation from
the severe ice problems in the area.

However, problems soon emerged, and the construptiocess came to
a complete standstill several times. It has bed theat in addition to

direct technical problems, constant changes indésign are a major
reason for delays. It also proved difficult to attr sufficient financial

resources. Several foreign partners have beendroah of the project,
including the Australian oil company BHP, the Ima&ional Finance
Corporation (under the World Bank) and the Germampany Winter-

shall AG. Other companies have been approacheadk® part in the
project — in 2003 notably Norsk Hydro — but theyédaeclined, finding

the project too risky and/or not commercially attize.

In 2002 the license was transferred to a new compiaitially owned
jointly by Gazprom and Rosneft SevmorneftegdzIt was decided to
abandon the original idea of building a completeatfpim in
Severodvinsk. Instead a discarded platform fromNbegh Sea — Hutton
TLP — was purchased and the topside transporteset@rodvinsk for
installation on the caisson. In 2003, Sevmorneftegantracted two
multifunction icebreakers from Havyard Leirvik fBrirazlomnoye. They
were delivered in 2006 when the field had been duleel to start pro-
ducing/ but had to be put to work elsewhere.

* ‘Prirazlomnoye zamorozili do 2010 god&ommersantl April 2008.

® Rosshelf gradually became dominated by Gazpromhéd various organiza-
tions with ambitions in the offshore sector as shalders, notably Sevmash. For
an analysis of this phase see Arild Moe: ‘Oil armsG-uture Role of the Barents
Region’, in Olav S. Stokke and Ola Tunander (ed¥)e Barents Region:
Cooperation in Arctic Europed.ondon: Sage 1994.

® Sevmorneftegaz was established as a joint competyeen Gazprom and
Rosneft in 2002 and took over the licenses for I8htm and Prirazlomnoye. In
2004 Rosneft sold its share, apparently to helgcds debt after the take-over
of Yukos’ main production asset, Yuganskneftegaun$orneftegaz, as a fully
owned subsidiary, then became the offshore devedopurivision of Gazprom.

" www.skipsrevyen.no/batomtaler/batomtaler-6-2006/Bnl
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The used platform proved to be a disaster, anck tisevery little of this

purchase that will eventually be used. The newitlgpsurrently being

built consists solely of imported equipmé&m. new agreement covering
all aspects of finalization of the platform as weedl its installation on the
continental shelf was signed in August 2608azprom has now offi-
cially postponed start-up for oil production atrBriomnoye to 201¢

All in all the experience from Prirazlomnoye hag been encouraging,
but some lessons have been learnt. The develogmasribken longer and
has proven more costly than expected. Plans faguaimost exclusively
Russian equipment had to be abandoned. Therevievieo, widespread
belief that the field will start producing in a fexgars; and with the large
platform in place as a hub, development of otheallenfields in the
vicinity will become more attractive.

The Shtokman development — status and outlook

The Shtokman field was discovered in 1988 by thelaation
organization Arktikmorneftegazrazvedka (see belcand in the period
1990-95 six exploration wells were drilled. Variousternational
cooperation schemes for development of the fielkeHaeen discussed
over the years, but the Russian license holder @azp(through
subsidiary Sevmorneftegaz) only became committeédr &#003 when
liuefied natural gas (LNG) gained prominence ire tbompany’s
strategy, particularly directed towards the US raarlA bidding process
was organized, and most large international congzashowed interest.
In the summer of 2006, a seventh exploration wel drilled by Norsk

Hydro with Deep Sea Delta chartered from Odfjellillibg ** The

intention of establishing an international consorti was, however,
shelved in October 2006, when Gazprom announcedfein@ign part-

ownership was out of the question and that thel fieduld be developed
by Gazprom itself, with the help of foreign techogy providers and
possibly international oil companies in assistiolgs’?

But also this position was soon abandoned, an@@Y 2 new collabora-
tive model was launched. For the first phase ofettgyment, a special-
purpose company, Shtokman Development AG, was lesttal together
with Total and StatoilHydro. The foreign companiedd 25 and 24 per
cent respectively, whereas the majority, 51 pet,gests with Gazprom.
This company will develop and operate about onel tbi the field, with
peak production of some 23 BCM per year. It willrothe infrastructure
for 25 years after production start-up, after whaberything will be
handed over to Gazprom. Shtokman Development AGido own the

8 ‘Gazprom inspektiruet stroitelstvo platformy’. Bserelease from Sevmash, 25
April 2008.

° Press release from Sevmash, 4 August 2008.

9 Gazprom v tsifrakh 2003-20pBazprom, 2008.

" Teknisk Ukeblad3 July, 2006.

2 For an analysis of this decision see Arild Moejtd&man-beslutningen:
Forklaringer og implikasjoner' ('The Shtokman Demis Explanations and
Implications’),Nordisk @stforumVol. 20, No 4, 2006, pp. 389-403.
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license, however, nor sell the gas. The exact aotual conditions are
currently under negotiation. One issue is whether drrangement will
make it possible for the foreign oil companies tmk a portion of the
reserves in the field, even if they do not own & péthe license. The
technical solutions have also not been decided.n\hseries of FEED
(front-end engineering and design) studies weregm@esd in March
2008™ some observers were surprised that this happesfeteba total
technical concept for the development had beeredgipon.

Nominally Sevmorneftegaz still holds the licenseSttokman, but it has
no direct role in the development of the first phasnd many people
from its organization appear to have been traresfleto Shtokman
Development AG. Its main activity is now connectetth its other
license, Prirazlomnoye. However, also in this aasather way of organ-
izing activities, once the field starts producirggunder discussion: either
a separate company, or transfer to Gazprom’s aipamy Gazprom
Neft’.** This means that Sevmorneftegaz could disappeagelier or be
merged with Gazflot (see below).

The full development of Shtokman is currently eagisd in three stages,
each producing up to 23.7 bcm per year, to commeiciour-year
intervals. Gazprom has already started planningsdm®nd phase itself.
According to this plan, peak production of 71.1 bper year will be
reached after 25 years. Altogether the field iseddied to produce for 50
years. There are, however, expectations that itheilpossible to have a
fourth development phase, bringing peak produdijpio 95 berrt?

In the first phase half of the output will be traogted by a new pipeline
and be used for local needs in the northwest aswi fdl up the planned
North Stream pipeline under the Baltic Sea to Geymdhe other half
will be liquefied in an LNG plant to be constructad Teriberka on the
Kola peninsula. The annual output of LNG will b& ill. and it is des-
tined for ‘countries in the Atlantic basin’. Forethotal field development
one third of output is currently considered foruifgction. This would

amOlfglt to 30 mill. tons of LNG per year, at peakduction from the

field.

3 Technip and the Russian company Petroteknip: Besiga liquefied natural
gas plant; J.P. Kenny and Giprospetsgaz: Desigm foipeline system between
the deposit and the shoreline; Doris Engineering twe Rubin design bureau:
Design for the offshore production facility — platin and sub-sea installations
4 The latter solution seemed to have been moressr decided in early 2006.
‘Interview with the president of Sibneft’, Gazprgmess centre 15.02.2006. But
the idea was at least temporarily shelved after agament changes in the
autumn of 2006. More recently Gazprom Neft' hascamted that it is interested
in licenses on the continental shelf, despite ti@oanced government intention
of granting offshore oil licences to Rosneft, amdyogas licenses to Gazprom.
‘Na shelf za dobycheyRBK daily 18 June 2008.
15 ‘Shtokman ostaetsya rossiyskim proekto@3zprom 3, 2008. Interview with
1(6uri Komarov, General director of Shtokman DevelgmAG

Ibid.
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The partners for the first stage will decide inel&009 whether to go
ahead with investments. Thus, a final decision lotol8nan has not been
taken, but the partner companies are putting ceraide effort and

prestige into realizing the project. The board bfodBman Development
is headed by Gazprom’s president, and the presidehtTotal and

StatoilHydro are members.

The official goal is to start deliveries of pipedsgin 2013 and LNG in
2014, but sceptical voices can be heard about ¢hkksm of that time
frame, referring to time required for the constimet of fixed
installations, but also to the time needed forlidgl!’ In any case it is
obvious that action will have to be taken swiftgnce the investment
decision is made.

Current Exploration Activity in the Barents Sea

A half-hearted and limited licensing round was ieatrout in 1999, but
attracted little interest. The exploration orgatima Arktikmornefte-
gazrazvedkd AMNGR), which has carried out most of the exptuma
drilling in the Barents Sea, was the only bidded aeceived three
licenses in the Pechora S&aln 2002 it formed a new company,
Arktikshelfnefteggzogether with private investors (the Sintez gioup
explore and develop these licenses. In 2006 AMNGH forced to
transfer its share in Arktikshelfneftegaz to thes§lan state, represented
by the federal property agenty,thus losing its most important
(potential) production assets. On the other han#ltishelfneftegaz has
been continuing its programme on the most promibingk, Medynsko-
Varendey? In the period 2002-05 three wells were drilled @&sdmill.
tons of recoverable oil discovered. Preparatioesuaderway for use of a
jack-up platform from 2009, and start-up of testoduction is
optimistically scheduled for 2010-%4.

7 Some leaders of exploration enterprises argueal mieting of the Mining
Council of the Northwestern Federal District inyd@008 that start-up is likely
to be delayed until 2017-2021. ‘Gazprom’ nedoselétga Shtokmana’,
Nezavisimaya Gazetd@ July 2008.

18 Kolokolomorskoe, Pomorskoe and Medynsko-Varandegskbout the first
licensing round see Arild Moe and Anne-Kristin Jargen, ‘Offshore Mineral
Development in the Russian Barents S@ast Soviet Geography and Econom-
ics, Vol. 41, No. 2, 2000. Arktikshel'fneftegaz relimghed the license on
Kolokolomorskoe in 2007, however. “Boris KutychkifiPoka gosudarstvo
prinimaet lish’ tochechnye resheniya po optimidataboty na shel'fe’ Neft' i
Kapital, 5, 2008, p.30.

19 AMNGR is a ‘federal unitary enterprise’, which mmsathat it is fully owned
by the state — but not a joint stock company. Adtay to the organization, it has
not received any funding over the state budgetesir893. The controversy with
the authorities has been over the organizationnaausagement of state property,
licences and its fleet (see below). See Pressseléam the Federal Property
Agency, 30 March 2006.

20 http://sintez.ru/gruppa/arcticshelfgas.aspx

%1 Boris Kutychkin: ‘Poka gosudarstvo prinimaet ligbthechnye resheniya po
optimizatsii raboty na shel'felNeft’ i Kapital, 5, 2008, pp 29-32. Kutychkin is
general director of Arktikshelfneftegaz.
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Gazprom holds an exploration and production license fore th
Dolginskoye oil field, also in the Pechora Sea,uésb in 20052
Preparations for exploration drilling started irD80and a drilling rig has
been lease® The field is expected to hold some 236 mill. tasfs
recoverable oif?

Severneftegaa small private company created for Arctic ofighactivi-
ties, has three geological exploration licenses$ @it the Kola coast,
where seismic investigations have been carried®out.

Two licenses for geological exploration were issuedthe private
companySintezneftegain August 2004, the Pakhtusovskiy and Admiral-
iteyskiy blocks west of Novaya Zemlya in the northepart of the
Barents Sea. The licenses were granted without ettigm, which is
permitted by the law. Since then the company hasrtedly invested
some USD 17 mill. for development of the blocksgvéhseismic studies
have been carried otft.

The company has, however, been in conflict withriedsa (the federal
subsoil resources management agency) since 2006 tlhedwo licenses
were revoked, but the decision was overturned ey dburt. In 2007
Sintez, the owner company, apparently in an etfogirotect itself, tried
to sell a majority of the shares in Sintezneftediagt to Rosneft then to
Gazprom, without succe$s. In May 2008 the licenses were again
revoked by Rosnedra, and transferred to the ‘umloiiged’ fund of
blocks. With reference to the new investment legish adopted earlier
this year, Rosnedra also announced that the ontypanies that could
take over the licenses would be Gazprom or Rosheathermore, that in
any case the private company would have had tefeathe blocks to the
state if a discovery were matfe.

Thus an early demonstration of the applicatiorhefriew legislation was
provided (more about the legislation below). Singfiegaz pursued this

%2 This license was granted without competition, dase a government resolu-
tion from the same year that makes it possiblerémtglicenses directly to com-
panies that have discovered a field based on gealogork financed by the
company itself. And indeed Gazprom had carried watk on this structure
based on a license for geological exploration fro®95. ‘Prinyato reshenie o
predostavlenii OAO  “Gazprom” prava pol'zovaniya Diolskim
mestorozhdeniem v Pechorskom more (arkticheskiyfsh@ress release from
the Ministy of Natural Resources 16 December 20@8wv.mnr.gov.ru/

23 ‘Gazprom prepares for drilling in Pechora SeBarents Observer? June
2008.

24 Russian oil and gas market report, April 2007. Tgde & Investment.

%5 Kol'skiy 1, 2 and 3. http://severneftegas.ru/aitiss/survey/ Severneftegaz
(‘Northern Petroleum’) must not be confused withotlwer company with the
same name, a Lukoil subsidiary working onshore ian®&ls Autonomous
District.

26 http://angis.ru/gruppa/sintezneftgas.aspx

27 “Gazpromu” predlozhili priobresti litsenzii na sif Barentseva morya’,
Kommersantl0 August 2007.

28 “Sintez” ostavili bez shel’fa’RBK Daily, 5 June 2008.
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decision in court, however, and it was overturnedily 2008° The
final outcome of this legal struggle is uncertdint as the licence expires
in 2009, the chances that Sintezneftegaz will be tbcontinue work are
slim.

Plans for further exploration

Plans for a new exploration programme organized series of licensing
rounds were announced in 1999, but the actualdiogrprocess has been
postponed several times. However, as late as 2@0Blinister of Natural
Resources declared that six licensing rounds, cisingr 20 blocks,
would be carried out in the Barents Sea by Z8Tthese plans were part
of a broader ‘State strategy for the studying aesgletbpment of the
petroleum potential of the continental shelf of fRessian Federation’,
worked out by the Ministry in 2004. Since then theminence of
offshore development has, if anything, increasegpeeches made by
officials, but there has been no concrete annouaneraf a licensing
round — surely indicating a discrepancy betweerorfeeand action. The
guestion now is whether this situation is likelycttange. To discuss this
we must understand which factors have hamperedajewent so far.

Earlier it was often maintained that resistancenfrthe military slowed
down offshore activities in the North. Russia’s Miny of Defence is a
central factor in the region, given its locatiordahe presence of large
military units. The conventional wisdom has beeit tthe military
represents a brake on developments offshore —ialipasoncerning the
involvement of foreign actors. Two main explanasidmve been pro-
vided: an instinctive psychological reaction toeign presence; and
secondly, a concern over possibly worsened operatimditions. More
specifically, it can be argued that production fpleths would constitute
permanent obstacles limiting the operations ofteflia submarines,
which require considerable horizontal and vertgghce, adding to the
natural limitations caused by natural depth anctaeditions®

There are in fact few indications that the milithave been a major brake
on offshore petroleum developments in the last f@ars®* But the
military have been consulted in the developmenthef licensing pro-
gramme and they are also one of the bodies manditaonsult in the
licensing process itself. The military definitelgue a say. For example,
it is commonly assumed that it was due to militabjections that the
landing point for Shtokman gas was moved from Gargs preferred
alternative Vidyaevo to Teriberka.

29 'Sintezneftegaz vernulsya na shel'Kpmmersant23 July 2008

%9Yu. P. Trutnev, 'O povyshenii effektivnosti osvigm uglevodorodnykh
resursov kontinental’nogo shel'fa Rossiyskoy Fetdita Mineral'nye resursy
Rossiyskogo shel'f&pecial issue dflineral’nye resursy Rossi2006. p.8.

31 For a thorough discussion of this issue see Bergesal. 1987.

%2 See also Kristian Atland: 'Russisk oljeindustri Ngrdflten — interessekon-
flikt eller strategisk partnerskapghternasjonal politikk 2, 2004, pp.199-216.
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Military objections now seem to be based on moreative arguments,
rather than instinctive negative attitudes. Andhibuld be noted that the
exploration areas most in focus are in the PecBewm— where strategic
submarines do not operate, due to the shallow sdtlEnce, the Russian
Navy has not seen serious problems. Also imporigarthe changing
relationship between the military and civilian sest Whereas the
military were traditionally insulated from the regal economy, and did
not have to pay attention to regional needs, ®isoi longer the case. A
more prosperous regional economy could lift soméhefsocial burden
caused by build-down of bases. There has also laeeinteresting
development in the relationship between regionahaities and the
military, especially in Murmansk Oblast. The gowarnthere, Yuri
Yevdokimov, has cultivated ties with the militargdapresented himself
as a staunch defender of the Northern Fleet irbtltget battles taking
place in Moscow. At the same time the regional éeadre eager to see
development in the energy sector. Even though rsaepticism probably
remains, it seems reasonable to expect that thigarpilhave become
more amenable to ‘civilian’ arguments for offshatevelopment. The
Northern Fleet also stands to receive immediaten@oic benefits for
itself from offshore activities, as it can providéal harbour facilities and
acreage, at a price. It also controls a fleet afsets, especially large
tugboats, which can be rented out for civilian use.

Another explanation for the slow implementationté licensing pro-
gramme has been the unclear division of respoitgbkilamong federal
authorities. This problem has also to large exte@n solved, with the
Ministry of Natural Resources now playing the lemdrole in develop-
ment of resources.

For several years, weaknesses in Russian legisl&iiodevelopment of
offshore minerals have been cited as a major reasdhe slow progress.
The petroleum industry simply has not had enougberitives to
undertake costly and risky investment in offshaxpleration. Some of
the concerns have now been addressed, or are iprdlcess of rectifi-
cation.

The time period for exploration licenses was exgehtb 7—10 years
in late 2007;

a two-year exemption on customs duties and taxedlaating
installations as well as sub-sea equipment foraegtibn work, used
temporarily in Russia for a period up to 5 montkas put in force in
February 2008?

issuance of combined exploration and productioenkes is said to
be possible (even if the law has not been amenegdand

introduction of tax breaks for offshore developnseig expected
soon.

% The tax provisions introduced in 2003 had oridindleen conceived as an
incentive to order Russian rigs and equipment. ‘tya vas’,Neft’ i Kapital, 4,
2008, p. 22.
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Altogether the general framework for offshore exatmn is becoming
more favourable, but these developments have besslmdowed by the
new legislation on foreign investment in strategiectors that was
adopted in April 2008. All the resources on the $ars continental shelf
have now been declared to be of ‘federal signiteanThe continental
shelf will be reserved for state companies — inciica Rosneft and
Gazprom. This does not preclude joint projects atteign companies,
as long as the license remains with the Russiaty.pBut the whole
governance of the offshore sector must now be gureest. Through this
legislation, the authorities have ceded the initgato the two companies.
An assessment of the outlook for further petroledewelopment in the
Russian Barents Sea must therefore, more than lmfere, take into
consideration the strategies and interests of Gazand Rosneft.

The interests and strategies of Gazprom and Roanefa central theme
of a report being produced at Carnegie Moscow Ceatel will not be
further pursued here. But in a report produced Mt &d NUPI, the
determination of these two companies is questidhBgcent information
about Rosneft’s offshore ambitions seems to supihist scepticisni>
And if anything, the new investment legislation mamoved these two
companies’ need to push forward offshore projeas féend off
competitors.

Requirement for Rigs and Ships

According to the Russian Minister of Industry, trry out the prognosti-
cated volume of work on the continental shelf ug@BO0 (including the
Northern, Far East and Caspian shelves), thereéed for 55 platforms
and floating installations, 85 specialized transpessels, and 140 supply
vessels® Implicitly the minister has linked these requirertseto a goal
of 110 mill. tons of oil and 160 bcm of natural g1:31520303,7 however,
more expansive statements can also be heard frang.the Minister of
Natural Resources. A further substantiation of mloenber of rigs and
vessels numbers has not been presented but theleartyy a perceived
need for a substantial number of floating offshdgs and specialized
ships in the years ahead — for the announced extmaoreffort as well as
the development of Shtokman. For the first phaseSbfokman 16
production wells and 4 reserve wells are envisagglmorneftegaz
earlier announced a need for altogether 156 wellgll three phases of
the project. Even if that number seems too higlrueial question is:
what capabilities exist in Russia today?

3 Arild Moe and Elana Wilson Rowe, 'Northern OffshoOil and Gas
Resources: Russian Policy Challenges and Approa¢bgkcoming.

% Both Rosneft and Gazprom were requested by theisivjn of Natural
Resources in late May 2008 to come up with plariimva month, for geologi-
cal exploration on specific blocks until 2015. Re&nonly provided a list of
blocks for which they wanted licenses. The list wharacterized as ‘modest’ by
the paper Kommersant. Gazprom had not answeredetheest at all by early
July. ‘Rosneft’ idet ko dnu’Kommersant,4 July 2008.

% Speech by Minister of Industry and Energy Viktohriétenko in the State
Duma, 14 February 2007.

%7 |bid.
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Exploration and development phase
Arktikmorneftegazrazvedka

Major discoveries were made already in the 1980ghey Murmansk-
based exploration fleet belonging to the exploratiorganization
Arktikmorneftegazrazvedka (AMNGR). By 1990 it costedd of two
advanced drilling shipg/alentin ShashimndViktor Muravienko(built in
Finland), two jack-ups and three semi-submersilgs3F But when
financing of exploration activities disappearedtie 1990s, AMNGR
decided to sell the three semi-submersgitelfplatforms and rent out the
rest of its fleet abroad on long-term contractg] get an income this
way. The terms of the most recent contracts (witlo tNorwegian
companies - Beta Drilling (controlled by SinvestydaArba AS) from
2005 and 2006 were severely criticized in an inga#ibn initiated by the
Russian Prime Minister in January 2008. But alsofct that much of
the Russian offshore exploration fleet was unabtélaseemed to have
come as a surprise. Referring to market actorsnéinespapeRBK daily
reporg(gd that this could delay the exploration progme by at least two
years:

One of the jack-ups — Kolskaya — was returnedtim Aaugust 2008, upon
expiry of contract with Noble Corp. According tceteneral director of
AMNGR Oleg Mnatsakanyan, this was a political diecis Currently
there is no work for the platform and it costs apptUSD 500 thousand
per month to maintain it, whereas the company hatwathly income of
USD 2.5 mill. when it was rented od?. Meanwhile the other jack-up,
Murmanskaya, is rented out at approx. USD 1.3 mi#c month, with
contract expiring in 2010, and the drilling shipl&fatin Shashin for 630
thousand, chartered until ZOﬁSCurrently there is a heated discussion
about how to bring the exploration fleet back torMansk. The federal
property agencyRosimuschestvs preparing a court action to get several
Russian ships and platforms, including Valentin sBim and
Murmanskaya, returned before expiry of contfacthe final result of
this process is still uncertain, but terminationcohtracts may result in
heavy damages to be paid by the Russian partyimatély the state.
Developments took a new dramatic turn in June 2@0&n the territorial
branch of the Federal Security Service (FSB) sfacteninal prosecution
of AMNGR for illegally renting out federal property

% Arild Moe and Anne-Kristin Jgrgensen, ‘Offshoreridial Development in the
Russian Barents Sedost Soviet Geography and Economigsl. 41, No. 2,
2000. p. 21Valentin Shashimas recently been renamidep Venture

%9 :Shelfovye makhinatsii’RBK daily 29 April 2008

“9 Ibid.

“ Ibid.

2 Rosimuschestvo also wants the return, before gxicontract, of three ships
(the Tumcha, Aldoma and Pasvik), two small tankarsl three tugboats.
‘Shelfovye makhinatsii’RBK daily 29 April 2008

43 ‘Rossii grozit poterya shelfovogo flota®BK daily, 6 June 2008.



12

Arild Moe and Lars Rowe

Gazflot

Gazprom'’s offshore exploration activity is carriegt by its fully owned
subsidiary Gazflot. This organization has beenagesible for the explor-
ation drilling in the shallow waters of the Pech@aa from the mid-
1990s. The platform used, the jack-up Murmanskbgknged to Arktik-
morneftegazrazvedka, however. Gazflot has also bemnying out
geological and geophysical surveys in the Ob ardBays as well as in
the Kara Sea. In the Ob Bay a series of exploratiells has been drilled,
and in later years this area has dominated Gagflattivities, with
operations managed and supplied from Murmansk.segeral years it
leased a jack-up built at Aker Stord in Norway, Asmae, for use in
shallow waters in the Ob Bay, subsequently purdgasi in 2006.
Gazflot has a fleet of various support ships, dralso has one drilling
ship, Gazprom-1, intended for use in water dep#tsvéen 70 and 300
meters** This ship is unsuited for work in the shallow watef the
Pechora Sea, however. It was in a bareboat charg800-2002 and has
been put up for safg.

Already some thirteen years ago Gazflot orderedck-yp platform for
harsh environments to be built in Severodvinskjalhy in cooperation
between Sevmash and Zvezdochka. This platform,i¢kskaya, was
intended to play a key role for the developmentAwttic offshore
resources. Construction started in 1995The design was changed
underway, and construction ran into technical andncial problems.
Work stopped for longer periods, and completiontiod platform at
Zvezdochka has been delayed several tithéscording to a report from
winter 2008, the platform was 64 per cent finistzd scheduled for
completion in 2009% Observers find this very optimistic. It is now i
built for operations in water depths between 7 Hd@ meters.

It is evident that Gazflot stands without a releviéeet for drilling in the
Pechora Sea. To carry out the drilling programmethan Dolginskoye
field, Gazflot had considered renting the jack-umwldkaya from
AMNGR;* it later decided, however, to search for a righe interna-
tional market, and contracted the jack-up Energgriex from Northern
Offshore Ltd. for a five-month programme in the soenm season of
2008%°

* http://users.gazinter.net/kf-gazflot/fleet.html

5 www.gazprom.ru/child/gazfl00.shtml#s04

6 www.gazprom.ru/child/gazfl00.shtml#s04

" Stroitel'stvo  pervoy morskoy burovoy platformy ‘Wicheskaya® na
‘Zvezdochke’ zamorozhenoDvina Inform 20 January, 2004.
www.dvinainform.ru/news/2004/01/20/3228.shtml?prn

484/ 2009 godu “Zvezdochka” zavershit stroitel'stvéArkticheskoy”,
Pravda.ry 6 February 2008.
www.pravda.ru/print/districts/northwest/severodkit254748-Zvezda-0

49 According to the director-general of AMNGR. ‘Rdsgirozit poterya
shelfovogo flota’ RBK daily, 6 June 2008.

%0 www.northernoffshorelimited.com/company_profilerhtAccording to TDN
Finans the contract is worth 40 mill USD.
www.offshore.no/nyheter/sak.aspx?id=20509
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New construction

Also for Shtokman, Russia hardly has any relevaiiling) rigs at its
disposal. There are special challenges, as ocas@abergs constitute a
serious threat. Already in June 2007 Gazprom arncedia tender for
construction of two semi-submersible rigs intended Shtokman. The
rig design had been specified through a concepstiady made by
Norway’s Moss Maritime and was based onQS-50 rig design. Even
though several Russian and foreign yards showesteist; there was
apparently only one serious biddérand the tender was won by the
Vyborg yard in August 2007. The contract sum wasb8P roubles,
approximately USD 2.1 billion. According to the ¢@ct, the platforms
are to be commissioned in October 2010 and MardH 26spectively?
Foreign input in the construction of the rigs vii# substantial. Samsung
Heavy Industries in South Korea was subcontracyeditiborg to deliver
the topsid€? a Finnish company, Wellquip Oy, has won a tender f
engineering work in connection with the platformnstuction® a
British company won a contract for supplying powaptimization
solutions®® and Rolls-Royce’ subsidiary at Brattvaag, Norwdas
secured a contract for mooring equipni@rt.is mainly the platform hull
that will be produced at Vyborg. The hull and tleekifrom South Korea
will be joined together at the 85hip Repair Yard outside Murmansk,
which belongs to the Zvezdochka yard in Severodvihs

Gazflot has said that a tender process for twotiathai drilling rigs may
be announced in the spring of 2009. Somewhat simgiy, the director
general of Gazflot has remarked that he expectptive will be about
the same as for the first two rigfs.

Contracting of rigs for Shtokman first phase wid done by Shtokman
Development AG, and from the outset Gazflot is onhe of many
potential providers of such services. The contrhetgs are, however,
explicitly intended for Shtokman, and the use o§&an rigs conforms of
course with overarching Russian priorities. Anotbemplicating factor
is that Gazprom already has started preparatianthésecond phase of
Shtokman, which it wants to develop on its own. Howgparations for
phase one and two can be separated in practicetisquite clear,
however. Only time will show if a conflict betweeonmpetitive bidding
for Shtokman phase one and Gazprom’s own ambitidrizuilding an

®1 Sevmash in Severodvinsk, which also has experiboieding Moss CS 50
hulls, announced an interest, but it did not putkaecontract intensively since it
did not have sufficient free capacity in the newfyears.

%2 'yyborg Shipyard constructs drilling rigs for «Gamm>»’, Maritime Market
22, 2007. www.maritimemarket.ru/eng/vyborg_shipyairml

%3 port News 9 January 2008. http://en.portnews.ru/news/8323/

%422 May 2008. www.gazprom.ru/child/dkrez_gazflotnsh

° ConverteamRigzone 7 May 2008.
www.rigzone.com/news/article.asp?a_id=61632

°5 20 June 2008. www.rolls-royce.com/media/showPR}p_ID=40667

" \www.rosprom.gov.ru/news.php?id=5289

%8« Gazprom” vesnoy ob’yavit konkurs na stroitels'sburovykh platform dlya
Shtokmana’RIA-Novosti4 July 2008.
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exploration fleet will arise. Some observers artheg such a situation
will not materialize since they doubt that Gazffotigs will be delivered
soon enough.

It is safe to conclude that there is a sizablerdEancy between the
announced need for offshore platforms and currerssiRn capabilities.
The imbalance can be overcome by renting foreigrnipasent or letting
foreign companies carry out exploration, or a masstonstruction
programme can be started. But there is also thsilplity of delaying
developments.

Supply services and logistics

When it comes to various supply services and lmgish the develop-
ment phase, the situation is not so clear. Ga#ietf has some support
ships and Arktikmorneftegazrazvedka has a fleéx6o¥essels, including
three tugboats and anchor handling vessels of #feetiaz clas®’ but
their relevance remains to be seen. The domindappisiy company in
Murmansk is the Murmansk Shipping Company (MMSGjhwa sizable
fleet of small tankers and dry cargo ships, incglgdice-class general
purpose transport shif$The company has declared that it can solve all
guestions concerning transportation of goods arldading them. The
latter issue is hardly trivial, since the LNG plavill be constructed in an
area with very weak infrastructute Some observers argue that MMSC
probably not will be allowed to expand into offsaactivities beyond its
current potential, because of its status as atgrit@mpany.

There exists in Russia, however, a very limited bemof specialized
ships for the offshore industry, simply becausedh®s been no need
until now. Gazprom has announced plans for a tendéne autumn of
2008 for construction of 14 supply ships of varisizes®?

It seems unlikely that Russian companies will ble &b meet the more
specialized needs related to sub-sea constructidosever, they may
well be able to cover much of the more generalsjpart needs during the
construction phase, assuming that they are conyeetit

Production phase

When Shtokman starts producing, there will be atinaimg need for
shipping services. Transportation of personneltouhe platform(s) will
have to be by boat due to the long distance, apglgwuand repair work
will remain an ongoing concern. As in the constarctphase, it seems
reasonable to expect that Russian companies wébketo provide much
of these services.

%9 Rossii grozit poterya shelfovogo flot&BK daily 6 June 2008.

%9 \wwww.msco.ru/cgi-bin/common.cgi?lang=eng&skin=meffr=cont1

®1 ‘Desant v Teriberku’Rossiyskaya Gazeta0 February 2008.

62 “Gazprom” vesnoy ob’ yavit konkurs na stroitels’s burovykh platform dlya
Shtokmana’RIA-Novosti4 July 2008
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The larger issue during the production phase is th@aransport of LNG
will be organized. This activity falls outside thiemit of Shtokman
Development AG and is solely up to Gazprom to decf@dazprom has
launched plans for a large-scale construction mogne for 20 LNG
tankers to run parallel with development of Shtokimahree phases.
Possibly Gazprom will establish its own shippingngany; or it may
form a joint company with Sovcomflot, the largetstawned Russian
shipping company, which is one the world’s biggeshers of tankers.
The two companies have signed a cooperation agreend its extent is
unclear®® If Gazprom would let in other Russian companiks, firivately

owned Primorsk Shipping Company, based in the Ret,Bvould be a
candidate based on the experience it has gained bperations at
Sakhalin. At present it seems unlikely that Gazpreitt contract a

foreign company to carry out the transport of LNgkit some sort of
operational cooperation or even partnership woeéhsa possibility.

Offshore Industry Needs and Political Priorities

Undoubtedly there is a need for increased capaditidoth the explora-
tion and development phase and in the later pramugihase. As out-
lined above, current Russian shipping and offsteagacity is clearly
inadequate for an expansive offshore developmewgramme. In

addition to the lack of hardware, a serious probigmmsufficient supply

of qualified manpower to operate ships and indiala. This is partly

due to problems in the training of personnel, lis & high demand for
qualified personnel in the world’s maritime indis$t Russian sailors
enjoy a good reputation and a large number of thawe found attractive
jobs abroad?

At the same time as offshore has gained in proncmen forward-
looking statements by Russian leaders, the needus® Russian
companies and Russian technology and equipmertiarffsanother has
become an increasingly important line of policy.idtevident that an
important political goal for Russia is to establighown fleet, preferably
at Russian yards. The government has set out t@miaeé and develop
the country’s shipbuilding industry. As a resultfshore ambitions have
become intertwined with a large-scale industrigigpamme. But what is
the status of the Russian shipbuilding industry dedelopments in that
sector? For the present report, the central quesiwhether the Russian
shipbuilding industry will be able to meet the dbafjes posed by
development projects on the Arctic shelf.

%3 ‘Sovcomflot reaches a co-operation agreement \@#zflot'. Press release
from Sovcomflot, 21 March 2008. ‘The parties willokk closely to develop
logistical solutions for the transportation of a@ihd gas in the Arctic region.
Sovcomflot will also assist Gazflot in procuringasfore drilling and production
equipment and tonnage for the future developmettioproject.’

% See e.g."Yesli Rossiya ne podgovit kadry, to n@oesii severnogo shel'fa
budut rabotat’ aziatyRegnum12 December 2006.
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The Russian Shipbuilding Industry

Russia’s shipyards are concentrated in the Norttene$-ederal District.
More than 70 per cent of Russian shipbuilding tgdase at shipyards in
Severodvinsk, Murmansk, Vyborg and St. Petersbiiige industry
employs a total of 177,600 people. According to $fars authorities, the
country’s shipbuilding industry is in a deep crisihis is, among other
things, reflected in the fact that Russian shipowm@@nually place orders
for about USD 1 bill. abroad. Only some six pertcehthe civilian
orders are placed at Russian yards, whereas therdi#s maintain that
Russian yards could technically cover 30 per céthi@orders®

The same authorities also provide good reasonRdissian shipowners’
choice: labour intensity at Russian yards is 3 tires higher than in
other countries, and Russian yards take from 2.5otitnes longer to
build similar ship$?

Structural weaknesses in the industry have beeognézed: ‘Russian
civilian shipbuilding is of a non-specialized natur..and is carried out
with outdated means of productidii.1t is also admitted that Russian
yards do not have the scale and are not equippddanale civilian
customers. Moreover, the situation is deterioratargl the competitive-
ness of the national shipbuilding industry is fallieach year. So far no
complete specialized ship for the offshore industag been built at a
Russian yard. The eastern yards in Amur are sdidve come closest.

More specific weak points have been identifiedbiligy to meet time-
tables, low cost-efficiency, lack of pertinent estfge and also lack of
foreign investment. Furthermore, the Russian Iégahework and bank-
ing system, which does not allow for equally extemsredits as non-
Russian yards may obtain in their home countriescansidered an
important negative factor.

The New Shipbuilding Strategy

In 2007 the Russian Ministry for Industry and Ene(ilinpromenergo)
launched a strategy for the further developmenhefshipbuilding indus-
try.?® This was done with reference to ‘the general idgiohl principles
set down by the President of the Russian Fedetatiorthe strategy

® Federal’naya tselevaya programma ‘Razvitie graztskay morskoy tekhniki
na 2009-2016 godyFederal target programme ‘Development of civilimarine
engineering for the period 2009-2016") Confirmed Ggvernment resolution
No. 103, 21 February, 2008.

% |bid.

®7 Strategiya razvitya sudostroitel'noy promyshlennnatperiod 2020 goda i na
dalneyshuyo perspektivistrategy for the development of the shipbuilding
dustry till 2020 and further perspectives), Minpeamargo, 6 September, 2007,
p. 2.

® See Strategiya razvitiya sudostroitel'noy promyshlerthasa period 2020
goda i na dalneyshuyo perspektiS$trategy for the development of the
shipbuiding industry untill 2020 and further persipees), Minpromenergo, 06
September, 2007.
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document two areas stand out: Russia’s militaryabdities, and the
development of petroleum resources on the Arctitinental shelf.

The strategy has two main elements: developmeat sthte investment
programme for civilian shipbuilding and reorganiaatof the industry.
In addition, the need for improvement in the lefyjaework is pointed
out.

Investment programme

The one leg of the shipbuilding strategy, the fatéarget programme
‘Development of civilian marine engineering for theriod 2009—2016’

is to be implemented from 2009. The total cost led programme is
estimated to be 136.4 bill roubles (approx USD l&lb). About 66 per

cent is intended to be covered directly over tlagesbudget, the remain-
der by funds built up by the enterprises in theeitself, credits and
Russian and foreign investors.

Research and development projects constitute 75quey capital invest-
ment some 20 per cefit.

A very long and detailed list of research and dewelent projects has
been drawn up® Offshore-related projects form an important partg

their implementation is estimated to cost some dil5oubles (approx.
USD 900 mill) over the period 2009-2016. Withinstlsector much
emphasis is put on platform technologies (4.8 billubles), sub-sea
installations (6.7 bill.), transport technologigacluding pipelines (3
bill.), safety measures (4.5 bill.), and environtaémeasures (2.4 bill.).

In parallel, a series of ‘conceptual’ projects &eing launched. Their
purpose is to present proposals for technical swisitand designs and
documentation for construction. They include comgab projects for
platforms and sub-sea installations (4.3 bill.) @aodceptual projects for
support and transport ships for the continentalf g4€7 bill.), including
development of LNG carriers (0.8 bill. roubles).

All'in all, the programme represents a very amhgigolicy of modern-
izing Russia’s shipbuilding industry. The goalhattthe industry by 2016
is to be competitive and able to cover much of Rissshipbuilding

needs, and even conquer a ‘significant share’ @fitbrid market.

Questions can be raised, however, about the sizbeoprogramme as
well as its approach. Even if the sums are big,nspread out over the
years and between the various sub-programmes, ¢batribution will
not necessarily be strongly felt. But the main @ncis with the
approach. It is an attempt to force through modation and innovation

% Federal'naya tselevaya programma ‘Razvitie graztskay morskoy tekhniki
na 2009-2016 gody(Federal target programme ‘Development of civiliarine
engineering for the period 2009-2016") Confirmed Ggvernment resolution
No. 103, 21 February, 2008.

0 Attachment no. 5 ‘Measures’ to the federal tapgegramme.



18

Arild Moe and Lars Rowe

by decree, which is reminiscent of the centrallgnpled economy. It is a
top—down approach, where little is said about itiges for innovation

from below. In defence of the programme, one cguearthat, given the
problem description in official documents, the atian in the sector is so
serious that only a concentrated infusion of chgtad concrete tasks
from above can bring it back on its feet. But ifstls true, the goals
sound overly ambitious.

Also, the programme, as well as the strategy, dréa¢ Russian ship-
building sector as one whole. There are clearlydiffgrences between
yards, with some strong elements and some pantigwleeak points. The
prospects for realization of the programme canreoiséen in isolation
from the organization of the industry.

Reorganization
OSK

The other main element of the shipbuilding strateyg comprehensive
reform of state management of the naval industhis Teform entails
establishing state holding company, the UnifiedpBhilding Corporation

(Obedinennaya sudostroitelnaya korporatsiya — PSKrhis will be the

umbrella organization over three regional state-eavholding companies
and one non-regional one, with special areas ofpedemce within naval
production.

The Northern shipyards will be daughter companieteu the subdivision
Northern Centre for Shipbuilding and Ship Repai&evernyi tsentr
sudostroeniya i sudoremontalocated in Severodvinsk. This regional
holding will include Sevmashpredpriyatie and Zvedua in Severod-
vinsk and several smaller (primarily military) yardnd associated pro-
duction companies.

The Western Centre for Shipbuilding in St. Petergbwill include
Admiraliteyskie verfi (‘Admirality yards’), as welbhs several smaller
yards and companies as 100%-owned subsidiariesyéinalso manage
the 20.96% state share in Sevem verf (‘Northern yard’). The third
holding will manage shipbuilding in the Far EasheTfourth group of
companies will be directly subordinate to OSK in Bétersburg. They
include the design bureau Rubin (100%) and statareshin the
construction bureau Aysberg (24.5%).

The aim of the reform is to establish an integraedcture that gives the
state full control over key decisions, but it is@klear that an important
goal is to secure cooperation between yards.

An important part of the reorganization involvesneerting the yards
which have until now been organized as federalamyienterprises into

" The corporation was established by presidentiatede 21 March 2007 and
officially registered with a charter capital of obilion roubles on 14 November
2007.



Petroleum Activity in the Russian Barents Sea 19

joint stock companies. A case in point is SevmashSeverodvinsk.
Apparently this process is taking longer than etgubcand Viadimir
Putin did not hold back his irritation in May 2008:

So far the governing apparatus of the corporatiot i&s under-
lying daughter companies — the Western, NorthethFar Eastern
centres for ship building and ship repairs — iscahpletely estab-
lished. | would like to hear the reasons behinchsauslow imple-
mentation of the delegated tasks. | remind yout, #laorganiza-
tional questions in connection with the creatiorthaf Corporation
must7f2ind a solution before 1 April 2009. That's atlwe agreed
upon:

At any rate, Sevmash changed status and becamet stlack company
on 1 June 2008, but it is evident that the reommin process is not
going smoothly. OSK has already gone through manage changes
because of this. It can be interpreted as a sigheopriority given to this
reform that vice-premier Igor Sechin was appoin@thirman of the
Board in May 2008.

It is still too early to tell exactly how the reamjzation will be carried
out. But the reform is very much in line with thigosg centralization

trend seen in Russia in recent years and a békfdentral administra-
tive agencies will be the most likely providers afnew and efficient
structure in the shipbuilding complex through aetimtervention. The
potential for future development is perceived asstantial. Moreover,
the shipbuilding industry in Russia is clearly nefgad as a sector of
national significance, both militarily and withirhe civilian sector,

justifying strong state involvement. This pointfisther augmented by
the large military presence in Russian shipbuildimgitary orders cur-

rently make up 77 per cent of the order books asRn yards according
to OSK”? Very few yards have an exclusively civilian prefil

Private shipyards

It must be noted though, that not all Russian yardsintegrated in OSK.
Three of the most important yards — Vyborg, Sewsnaerf and
Baltiyskij zavod in St. Petersburg — are still ptiely held. It is
speculated whether the owners of these enterpngebe asked to sell
their assets wholly or partly to the st&td@he apparently most successful
yards are in private hands and the government naay o include them
in the state corporation to help develop the wiseletor’®

Baltiyskij zavod, along with a majority of shares $evernaya verf and
the design bureau Aysberg, is held by the privat@stment company
United Industrial Corporation (OPK). OPK plans tenge Severnaya
verf and Baltiyskiy zavod at the former’s site amithin six years expand

2 \www.government.ru/content/governmentactivity/maiws/archive/2008/05/
13/7379267.htm

3 Morskoy Biznis Severo-Zapaddo.8, September 2007.
www.mbsz.ru/08/27.php

" ‘|gorya Sechina spustili s nebes na voddmmersant14 May 2008.

S ‘Presledovateli Yukosa ukhodyat v bol'shoe plaegriKommersant17 June
2008.



20

Arild Moe and Lars Rowe

the capacity to be able to build ships up to 30060s dw® The South
Korean companies Daewoo Shipbuilding and Marine if&eging

(DSME) have allegedly agreed to cooperate in thabéshment of the
new yard’’ Others doubt this.

The Vyborg shipbuilding company, owned by Kveernemf 1997 to
2000, is now controlled by Bank Rossiya, whichagldo have close ties
to Gazprom. But the yard itself also has an oldti@hship with the gas
industry. In the 1980s it built th&helf series of semi-submersible
platforms for Gazprom’s predecessor, the Gas Ministore recently, in
2002, it built a CS-50 platform hull for Moss Mamie’®, and in 2007
work started on another CS-50 platform for SeaDmagdfshore’®
Clearly Vyborg had a strong position in Gazprongader for the new
semi-submersibles. It is speculated that the yarid'se relationship with
Gazprom will protect it from inclusion in OSK.

But notwithstanding OSK, the structure of the shifibng industry is

fluid, with prospects for new alliances and alswrsites. There have for
example been reports about talks between Aker Yar$ Russian
investors about establishing a new yard, eith&fyinorg or Primorsk®

Important actors in the further development of Rarssnobile offshore
platforms and rigs as well as specialized shipsatse the construction
and design companies located in St. Petersburgdimg Rubin — Central
Design Bureau for Marine Engineering; the Krylov ifdluilding
Institute, currently general constructor for thgsrunder construction at
Vyborg; Giprospetsgaz, fully owned by Gazprom aedegal contractor
for the whole Shtokman development; the CentralsBontion Bureau
Aysberg, designing icebreakers. They interact i yards in various
constellations.

The role of foreign interests

The Ministry’s strategy makes little referencehie heed for international
collaborative programmes, which could allow for Biasa insight into the
technological capacities of other countries. THe of foreign companies
in the development of Russian offshore industrgnentioned only once
in the strategy, and then without much specification the field of
civilian shipbuilding one expects a broad cooperatiwith foreign
companies (Shell, BP and others) in order to deveteans for utili-
zation of the shelf resources in the North anchamRussian Far East.’ It
is recognized that in some instances topsidescaiitie from abroad, with
only hulls built in Russia. An of course in valms the hull represents
a much smaller share.

" "Intervyu: Aleksandr Gnusarev, predsedatel’ sowtaktorov Ob”edinennoy
promyshlennoy korporatsiilYedomostil3 June, 2007.

" *Superverf' v Pitere poyavitsya k 2013 godavestiya 16 May, 2008; Aker
Yards to hold talks about shipyard building in ti@rth-west of Russia, http://b-
ru.com/economics/business/aker-yards-building-simpyn-russia/

8'vyborgu privychno’,Neft’ i Kapital, 4, 2008,p. 23.

9 www.seadragonoffshore.com/PDF/SeaDragon_020707.pdf

80 Rossiya sozdast shel'fovy flotizvestiya 12 May, 2008.
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However, the strategy as a whole is strongly getoedrds promoting a
Russian naval industry able to meet the demand®mtdnal customers,
and to a certain degree be able to compete efébgtion the world

market, on its own. In light of the backwardness Riissian naval
industry today, this palpable lack of referencenternational collabora-
tion needed for future development points up wimet may term a strong
rhetorical discourse of national self-preservatioRussia today. Foreign
(Western) interests are perceived mainly as idecébgand economic
competition — not as potential partners.

But even if the potential and role of foreign ists is not highlighted in
policy documents, and even if the use of Russiadsyeemains a strong
overall concern, there is still considerable scfypdoreign involvement
in various ways, as experience has shown.

The mammoth industrial complex of the Russian nawdlstry is not
easily turned around, and will still be held bagkdystemic problems in
the foreseeable future. This is a reality thatlbeen acknowledged at the
central level in Russia. In May 2008, Prime Ministadimir Putin was
clear in his statement during a visit to the Adiitiegskie yard in St.
Petersburg: “. foreign ships are built faster, are of a higherliggaand
importantly — are still cheapef?”

In policy statements coming from the new Russiagsigient Dmitriy
Medvedev it is possible to discern a critique of 8trong tendency of
central control and transfer of industrial assetsstate companies, so
dominant in Putin's second term. ‘.. any additiosiengthening of the
role of the state, increasing its presence in tmemy is not foreseen.
On the contrary, we will take action to reduce phesence of the state in
the economy® It is uncertain, though, if a real policy changeunder-
way. And even if that should be the case, it witbhably first affect or
rather prevent new centralization and state tale-avitiatives. Rolling
back or radically changing the recently approvedtsgy for the ship-
building industry would be far more complicated.aThs unlikely to
come about until weaknesses in the strategy aremomty recognized,
and several years may be needed to come to thik poi

The Military/Civilian Nexus: The Yards in Severodvinsk

The shipyards in Severodvinsk and on the Kola Pemhénwere estab-
lished to serve the Soviet Navy’s Northern Fleehild/yards on the Kola
Peninsula were primarily intended to serve andirepaval vessels, the
largest Severodvinsk shipyard, Severnoye Mashioibstnoye
Predpriyatiye (Sevmash), focused on productiorubfrsarines as well as
surface ships and other military hardware. Theroylaed, Zvyozdochka,
was set up for large-scale repairs and rebuildiBggmash remains about

81 \www.government.ru/content/governmentactivity/maiws/archive/2008/05/
13/7379267.htm

82 ‘Russia vows to curb state's role in econontiyternational Herald Tribune,
25 June 2008.
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three times larger than the Zvyozdochka yar@he two key yards at
Severodvinsk have had a higher technological lthesh the Kola Penin-
sula yards, although all the yards were equallyeddpnt on the military
complex for orders.

The 1990s witnessed a steep decline in the ecorgitnation at Russia’s
naval shipyards. The activities of the NortherneEle in the economic
difficulties of the immediate post-Soviet periodwere curtailed, along
with the need for service and repairs. At the sime, repairs carried out
by the yards and work commissioned was often doneredit, with the

yards experiencing difficulty in getting the Fleetpay.

The question of diversification of the naval shigato serve broader
purposes was discussed prior to the dissolutiorthef Soviet Union.
However, the deteriorating social and economic asibm of these
Northern naval ‘company towns’ and yards becaméquéarly acute in
the post-Soviet period. Throughout this long arrduifous discussion of
conversion/diversification, the emphasis has belesegd on dual pur-
poses, maintaining yards that could meet both amjliand commercial
demands. The conversion process can be describ&@repiring in a
haphazard fashion, with many preconditions andaieds (large staffs,
unigue technology, unclarified relationship to #tate and issues of pro-
tecting state secrets, etc.). Regardless, Sevrmasizayozdochka have
certainly taken steps in the direction of comméizaéion and are con-
sequently of interest to understanding the rolé iaaal shipyards may
play in the emerging Russian offshore industry.

The two most prominent offshore-related projectshat Severodvinsk
yards (the Arkticheskaya platform at Zvezdochkal te Prirazlomnaya
platform at Sevmash) have been discussed earlgtheét of them can be
regarded as successful.

Another negative development was the aborted ociniviih Norwegian
shipowner Dan Odfjell for a series of 12 chemiealkiers, after Sevmash
declared that it could not honour the agreed gaomulae® The original
price was USD 500 million. Construction was alstaged, due to work
on the aircraft carrier Admiral Gorshkov for Indiee below§?

There are, however, other stories. The Norwegianpamy Moss Mos-
vold Platform& ordered two platforms from Sevmash based on Moss
CS-50 design. The first platform was delivered ept@mber 2007. The
deck will be produced and the two sections joinedtaly (Saipem). A
second is under production, and there is an ogtohuild a series of

8 For more detail on yards in the 1990s, see ArildeMand Anne-Kristin
Jargensen, ‘Offshore Mineral Development in the dius Barents SeaPRost

Soviet Geography and Economiv®l. 41, No. 2, 2000.

8 See e.g. ‘Norwegian company cancels contract Ritbsian shipyardinter-

national Herald Tribune26 February 2008.

8 ‘Norvezhtsy otvernulis’ ot ‘Sevmash&ommersant26 February 2008.

8 A joint venture between Moss Maritime and Mosv8hipping.
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platforms. Sevmash sees these platforms as pravthb yard will take
part in the further development of the continestad|f®’

Over the past few years, Russian defence orderddiorestic use have
increased, which has had an impact on the navebyarSeverodvinsk in
particular. In May 2007, after a meeting betweaghirianking officers of
Russia’s navy and shipbuilding leaders, the naagedtthat it planned to
order a new aircraft carrier, and emphasized thedirte have three or
four new aircraft carriers eventually. A new nuclsabmarine, the Yury
Dolgorukiy, which is a key strategic missile carrgg the Borei model,
was launched in April 2007 after 12 years of camgion plagued by
stops and funding problems. The launching of thisnsarine has also
been troubled by failures in the Bulava missilehwvhich it, as well as
all submarines in this series, were meant to beedrriioday there are
two nuclear submarines under construction in Selensk — Alexander
Nevskiy, due to be ready in 2009 after four yedrganstruction, and
Vladimir Monomakh, which was put under constructinr2006%® These
submarines have been the topic of hot defateith questions raised as
to the realism of the planned production schedul@ustry sources say
that delays in the completion of the vessels istduelack of funding — a
claim denied by the relevant ministry officials.

In 2007, weapons exports from Russia grew by USHIlbn, or 5%.
This is continuation of a trend of steady growthcsi 1998, with Putin
stressing state support for weapons export progeasvarious reorgani-
zations to streamline and restructure the countmgspons production
entities ® In 2006, Russian state corporation Rosoboroneksjmpred an
agreement with the Chinese Ministry of Defence tfee production of
eight submarines, five of which are to be consedcit Admiraliteyskie
verfi and and two at Sevmash (one addition is meanbe built at
Krasnoye Sormovo, Nizhniy Novgorod, on the Volga).

Sevmash in particular has played a role in thigeiasing export of
Russian-made weaponry. An imort project has beerrabquipping and
updating of the Admiral Gorshkov aircraft carrier findia, a deal in
which the carrier was provided for free under tladition that it be

rebuilt at Sevmash and armed with Russian®felisterestingly, this pro-
ject has encountered multiple delays, and it agpéaat the cost of
rebuilding it was underestimated. Delivery date hasn changed from
late 2008 to 2012/13 and the costs have risen 8D 1.5 billion at

contract-signing in 2004 to 2.5 billion in early® India has rejected
the new price, and negotiations are continuing. dffedr has contributed

87 platforma otpravlena zakazchiku’, Press releagmfSevmash, 29 September
2007.

8 Kommersant20 April 2007. Navy to Have Alexander Nevsky ir020

8 See, for exampleKkommersant04 July 2006. Coming at You from Under-
water.

% Kommersant12 February 2008. Military-Technical Rearrangement

91 ‘Russia Builds Chinese NavyKommersant22 December 2005.

92 Kommersant21 August 2007. Admiral Gorshkov Aircraft Carridiakes No
Haste.
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to souring the relationship between Russia andaffidbuch difficulties
in meeting planned timelines and cost estimates emeprojects for
which Sevmash was specifically designed have raisederns about the
commercial viability of the yardf.

Also the planned construction of a series of flogtatomic power plants
has run into problems. The construction of the fitant was delayed and
the price increased. In August 2008 Rosenergoateno, ordered the
plants, annulled the contract and transferred tHerdo Baltiyskiy zavod

in St. Petersburl. Substantial compensation payments will be sought
from Sevmash.

New focus on Severodvinsk?

In parallel with the increased emphasis on thekshiging industry and

the role it has to play in the Russian economynegised in winter/spring
2008, special attention was given to Sevmash. Inl &008, a plan to

provide greater governmental support to the Sevnpaht was an-
nounced by the Russian Federal Industry AgencypiRos, after the

problems of the yard were discussed at a goverrahergeting where the
Sevmash director, Nikolai Kalistratov, pointed dhbée lack of federal

investment over the past twenty ye#irdde highlighted this lack of
investment as especially problematic now that #wel ys being assigned
new potential projects — by which he was probaldfemring to the

development and construction of offshore technafdgyhe plan is

meant to address problems of efficiency, perforregammd moderniza-
tion, increasing the yard’'s ability to fulfil bothivilian and military

orders. The new governmental plans were followed wsit of a Gaz-

prom delegation to Sevmash and Zvyodochka, inctudiminspection of
the platforms Prirazlomnaya and Arkticheskaya. @&azpprojects are
considered ‘priority projects’, but the northerrrdsrecognize that they
are in competition with Vyborg, creating a ‘morengaicated situa-

tion.”® Sevmash, like several other Russian yards, alsophablems

finding enough qualified personnel. To attract vesekto the Prirazlom-
naya platform, salaries have been raised to tagdet the yard®

Gazprom’s no. 2 Aleksandr Ananenkov, during histvieted some of
the drawbacks in efforts to use Russian shipyandséilding offshore
infrastructure. He pointed out that while the aais$or Prirazlomnoye
could be built at Sevmash, the entire upper coastmu of the platform
would have to be done by foreign companies and Igipp A further
issue was the lack of experience in building drilrigs; he indicated that
Gazprom wanted to work with Russian constructiomganies, but at the

9 K hindi-Rusi-Bay-Bay!” Kommersant Vlas28 July 2008.

% Kommersant]2 February 2008. Military-Technical Rearrangement.

% ‘Golovnaya PATES uplyla s “SevmashaKpmmersant11 August 2008.

%A salvation plan for SevmastBarentsObserver8 April 2008.

97:Sevmashy — Gospoderzhka’ Press release from Sgtvr2 April 2008.

% ‘Gazprom nam v pomosch8evernaya Nedely&9 April, 2008.

% At an average of 30,000 roubles per month — apprately USD 1,200. Press
release from Sevmash, 27 June 2008.



Petroleum Activity in the Russian Barents Sea

same time had a timeline for infrastructure neéads will increase over
the next three to five years.

The long history of conversion of the yards in Sedeinsk is far from

over and serious problems in civilian as well altany production there
have been exposed. But there is no reason to belieat Russian
authorities will give up the yards. Their continuggkration is important
both for military needs and the role they play e tregion. Even if
military production remains the main activity, ctmstion for offshore

activities is seen as a promising branch. The gicluof the yards in the
new state holding OSK is, if anything likely to deto attempts to make
the civilian production more efficient. This couldr example mean a
relaxation of the strict security arrangements, thg need for foreign
visitors to seek special permit to visit Severodkirseveral weeks in

advancé® a procedure clearly at odds with a dynamic busines

development.

Even if the centre of Russian offshore constructiow clearly is found
in St. Petersburg and Vyborg, the northern yards play a role. And
Russian authorities are ready to support them.igimreompanies who
find use for their competence and production cdpatiay also earn
some credit points in the corridors of power in Stais

Summing up:
Discouraging Rhetoric, Inviting Prospects?

Presently most attention in the Barents Sea isngiwghe Shtokman
project. Experience from development of this fieMhere there are
still many uncertainties, will have large consequeenfor the further
development program and relations with foreign canigs. The
Prirazlomnoye oil field may come on stream in 2@h@d be the first
producing field in the Russian Barents Sea.

The exploration activity going on is fairly limite@ut over the last
few years there has been a struggle over licensgcantrol over
exploration capacity. The trend towards more statatrol was
completed with new legislation in practice givingn affshore
monopoly to Gazprom and Rosneft.

The official plan is to increase the exploratiotinaty. In the short
term the Russian exploration drilling capacity ey limited, how-
ever. The lack of rigs overshadows another problemanpower.
This creates openings for foreign companies.

In the medium term the goal of rapid developmerthefArctic con-
tinental shelf has become intertwined with a compnsive govern-
ment effort to modernise the domestic shipbuildimiustry to make
it able to cover most of the needs offshore. Wendbthink these
goals are fully reconcilable. Russia will eithewvdao accept more

100 Foreign representatives who regularly visit thedgacan get permits for

several visits, though.
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foreign involvement, or scale down its offshore &iobs. We
believe a combination of the two alternativeskslly.

We already see that despite declarations of thd teese Russian
contractors, when specific decisions have to beemeaimpanies like
Gazprom are ready to use foreign equipment andcesnto keep
timelines.

This means that there will still be room for foneigffshore and
shipping companies, but that the total amount divig on the
continental shelf will not be as great as statedbfiiicial plans.
Orders for foreign services are likely to be plaggdshort notice
(only after it is clear that domestic alternatiaes unavailable). With
a tight international rig market Gazprom and otRassian operators
may face very high costs.

The situation in the Russian shipbuilding industywidely recog-
nized as being very serious. The government’s &ffiar revamp the
sector through investment and reorganization haatufes remini-
scent of Soviet times. There is a risk that theegoment’s pro-
gramme, while helping the weaker enterprises, may back the
best yards.

The fate of the privately-held yards remains uraertbut there are
developments involving foreign investment and cros®sership that
point in a more dynamic direction. The further depenent of gov-
ernment policies in the sector will depend not amydevelopments
in the sector itself, but on the evolution of pylior state involve-
ment in the economy in general.

The heavy military component at many yards compdigathe
modernisation program. When capacity is constramgitary orders
tend to be given priority, causing delays for garnl projects. A strict
security regime restricts the access of foreigtngas and specialists
at some yards.

There is a lot of positioning going on within thepbuilding indus-
try and between yards and potential contractingiggrintentional
agreements, plans for expansion. Not all plandiket/ to be real-
ised.

Over the years there have been many examples efagiion be-
tween the Norwegian and Russian offshore and sigppluster,
including drilling services, construction of shipsd rigs, ship-
broking, management of yards in Russia, and planewfeRussian
orders in Norway. Experience gained from earliersitess
relationships will undoubtedly be valuable in tleags ahead.

Official Russian pronouncements are still charaoter by the self-
assured profile developed under president Putit.jigi below the
surface, even in public documents, a more sobasasgent of the
situation can be found. Foreign businesses ablentterstand the
realities while also recognizing Russian sensiéigithave the best
chances to succeed.

Nevertheless, most investments related to the Rugsdtroleum and
shipbuilding sectors must still be characterizedigh risk.
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