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The 2008 Renegotiation of Kazakhstan’s Kashagan PSA
Field and the Events that Led to It

By Nathan Reich*

Introduction

After obtaining independence in 1991, Kazakhstan rapidly sought to develop its potential as a sup-
plier of oil to world markets: it created a friendly investment environment, initiated progressive domestic
reforms, and joined a range of western economic, political, and military organizations. Kazakhstan thus
demonstrated a desire to become a member of the international community, a strategic partner of the
EU and U.S., and a destination for western international oil companies (IOCs). Yet in 1998, as world
oil prices recovered from their lowest point in over a generation, the Kazakh government changed from
a cooperative to a confrontational regime. This shift is perhaps nowhere more evident than in its oil
and gas sector. Between 1998 and 2008, the Kazakh government fined IOCs upward of $4US billion,'
unilaterally revised signed project sharing agreements (PSAs). changed numerous national laws despite
international protest, and forced the consortium of energy companies developing its giant Kashagan field
to renegotiate the terms of their contract.

Observers have variously interpreted the significance of these events. Some see in this shift from
cooperation to confrontation a government that plans to nationalize its oil and gas sector; others see no
grand design but merely a duplicitous pursuit of wealth; still others see a legitimate use of authority to
correct for previous contractual and legal mistakes. Observers have often based their conclusions on
analyses of historically isolated events. One paper has sought to be historically thorough. But the cred-
ibility of that investigation is in doubt since its authors use potentially unreliable statements by Kazakh
officials to make their case. And its usefulness is limited since the report’s chief conclusion is opaque.?

This paper argues that the Kazakh government’s behavior toward IOCs should be seen as a case of
constrained resource nationalization. This concept highlights the role that capacity asymmetries play in
bringing together IOCs and emerging resource-rich countries: IOCs have what emerging resource-rich
countries need, namely, the overall capacity to bring technologically and environmentally challenging
fields on line.* The absence of this capacity constrains the host government from nationalizing its re-
sources. This concept also highlights the tenuous nature of the contractual agreement in politically risky
states: if an emerging resource-rich country acquires the capacity to explore, develop, and produce its
own resources, then, in the absence of powerful countervailing forces, it will likely nationalize them.

This paper begins with a brief history of the world’s current energy system. It then offers a theory of
state behavior. This theory is used to model the behavior of resource-rich emerging states. Model-based
predictions are used to test whether the theory explains Kazakhstan’s behavior. Conclusions are then
offered.

The World’s Energy System, 1948-2008

...the energy system is again on an unsustainable path, threatening the political, economic,
and social stability necessary for continued world progress.
Henry Kissinger, speech at IEA Ministerial, 14 October 2009

The world’s energy system is dynamic. Some periods in the history of the world’s energy system are
profoundly unstable; others offer such energy peace that empires themselves can rise. The rise of the
United States as the world’s largest oil producer in the first half of the 20™ century marks an era of energy
peace. The second half of the 20" century, by contrast, marks an era of energy peril. In the 1950s, the
United States became a net importer of oil. In the 1960s, most of the world’s known oil reserves shifted
hands from IOCs to autocratic states at political loggerheads with the west. The precariousness of this

arrangement culminated in the 1973 Arab oil embargo; a second oil crisis in
1979; and the Carter Doctrine of 1980. After oil prices collapsed in the early
1980s, leading OPEC members to adjust their policies to market realities, the
U.S. entered a second era of energy peace, one in which global oil production
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expansive of empires, this rule seems to allow of no violation
since all powers, whether focused inward on increasing domestic strength or outward on foreign acqui-
sition or influence, whether by consent or force, seek to control their environment, and thus not merely
to survive but to prosper. This general rule of state behavior may be tailored to resource-rich emerging
states.

Emerging states lack an efficient manufacturing base, a large, skilled, and specialized labor force, and
effectively functioning government. Underemployment, dramatic wealth and opportunity inequity, inef-
fective taxation, an amalgam of overlapping, often contradictory laws, and the concentration of power
in a few hands tend to be some of their more prominent features.” They also lack the domestic capacity
to effectively explore, develop, and produce their natural resource endowment. They must, therefore,
look abroad for assistance.

Our tailored rule implies that foreign entities cause an emerging power to select behaviors based on
how those entities value its resources. This causal relationship may be modeled. The independent vari-
DV able (IV) is the value set by foreign entities upon
the emerging state’s oil endowment; the depen-
dent variable (DV) is the behavior of the emerging
state. The intervening variable (IntV) specifies the
transmission mechanism whereby foreign percep-
tions cause the state’s behavior.

But the model does more than merely describe
the causal efficacy of foreign valuation. It suggests
that resource nationalization is the natural strate-
< gic objective for a resource-rich emerging state,

since all states seek to maximize their power. As
the intervening variable indicates, the emerging state must first partner with a foreign entity before it can
pursue a strategy of resource nationalization. To clarify, a “high” value on the IV causes a “yes” value
on the IntV, which causes a “high” value on the DV. “Moderate” and “low” IV values follow an identical
horizontal path across the diagram (i.e., moderate — uncertain — moderate; low — no — low).
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Predicting the Historical Record: What We Should Find if the Theory is True

If our model explains Kazakhstan’s behavior, we should find in the historical record evidence that:

» Kazakhstan created a friendly investment environment in order to attract foreign companies to
explore, develop, and produce its oil.

* As oil prices rose, the Kazakh government used various means to increase its share of oil profits.

» Kazakhstan’s leadership views its oil as a geostrategic resource.

» Nazarbayev confided in advisers his plans to nationalize the country’s oil and gas sector.

Chronology

The following chronology centers on the exploration and development of the Kashagan structure
from the early 1970s to 2009 while bringing in relevant surrounding events. “Green” highlights oil price
developments; “yellow” consortium history and contractual activities; “red” Kazakh government ac-
tions to increase oil revenues; and “blue” demarcates decades.
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Date Event

1970-1979

carly 1970s Soviets discover Kashagan but do not drill because of environmental concerns, high cost, and geologic complexity.
1980-1989

1990-1999

17 Dec 1991 Kazakhstan signs Energy Charter.!

25 Dec 1991 Kazakhstan obtains formal independence from Russia.

1992 Kazakhstan joins North Atlantic Cooperation Council.?

15 Dec 1992 Kazakhstan helps found Commonwealth of Independent States.*

30 Jan 1992 Kazakhstan joins Organization for Security and Cooperation.

March 1993 Kazakh government founds KazakhCaspiShelf (KCS), a state-owned company designed to oversee O&G development in Kazakhstan’s

Caspian Sea territory.* Kazakh government invites Eni (Italy), BG Group (UK), BP (UK), Statoil (Norway), Mobil (USA), Shell (UK), Total
(France), and KCS to undertake seismic surveys and environmental studies of the north Caspian Sea.

4 Sep 1999

13 Dec 1993 Kazakhstan joins International Atomic Energy Agency.’

14 Feb 1994 Kazakhstan signs Charter on Democratic Partnership.®

1994 Kazakhstan changes legal system to attract foreign investment.”

1994 10Cs initiate 3 year seismic survey of north Caspian. Parker Drilling initiates 5 year research project into drilling for oil in same while
meeting “strict environmental regulations”; research team includes Kazakh, Russian, and other scientists.

1995 Kazakhstan joins NATO’s Partnership for Peace.®

1996 Kazakhstan signs Comprehensive Test Ban Treaty; applies for admission to WTO (to date not admitted).”

1996 World Oil estimates Kazakhstan’s reserves at 10-20 million barrels.

Nov 1997 After seismic exploration, IOCs and Kazakh government form joint operating company, Offshore Kazakhstan International Operating
Company (OKIOC), and sign the North Caspian Sea PSA to explore and produce hydrocarbons on Kashagan prospect. OKIOC includes:
Eni (Italy, 14.28%), BG Group (UK, 14.28%), Mobil (USA, 14.28%), Shell (UK, 14.28%), Total (France, 14.28%), BP (UK 9.52%),
Statoil (Norway, 4.76%), and Kazakh Government (14.28%).'° Budget for Kashagan exploration and development over 40 year life of PSA
projected at $57US billion.

Aug 1998 Kazakh government sells stake in OKIOC to consortium. Government will receive 80% of profits from sale of oil. Inpex (Japan) and

ConocoPhillips (USA) enter consortium, purchasing Kazakhstan’s 14.28% share for $500 million.

OKIOC spuds Kashagan East Well at depth of 5000 meters; estimates as high as 4 billion barrels of oil (BBO). American officials worry that
the discovery will accelerate competition between US and Russia for control over future pipelines from Central Asia.

2000-2009

16 Oct 2000 Oil analysts suggest that Caspian reserves may be large enough to provide alternative to Persian Gulf supplies.

June 2002 Kast declared cc

July 2002

Feb 2001 Agip Caspian Sea B.V., a subsidiary of Eni, is selected by OKIOC consortium to act as sole operator of Kashagan. OKIOC is renamed Agip
Kazakhstan North Caspian Operating Company (Agip KCO). Kashagan expected to produce commercially by 2005.

2001 BP (9.52%) and Statoil (4.76%) sell shares in project; consortium partners, using preemption rights, purchase BP and Statoil shares. New
distribution: BG (16.67%), Eni-Agip (16.67%), ExxonMobil (16.67%), Shell (16.67%), Total (16.67%), Conoco-Phillips (8.33%), and Inpex
(8.33%).

15 June 2001 Kazakhstan and China found Shanghai Cooperation Organization.

2001 Kazakh government creates Kazakhstan National Fund'*

Dec 2001 Kazakhstan signs Energy Partnership Declaration with the United States.'®

cial; BG sells share (16.67%).

After 2-year appraisal program, Kashagan’s reserves are placed at 7-9 BBO; 9-13 BBO with secondary recovery.

7 Oct 2002

Kazakhstan joins Armenia, Belarus, Kyrgyzstan, Russia, and Tajikistan in founding the Collective Security Treaty Organization.

Oct 2002

Agip KCO selects Karabatan as location to build plant to process gas from Kashagan.'”

25 Nov 2002 Agip KCO plans sulfur recovery projects at Kashagan: 3 trains, each handling 1,900 tons per day. Project completion expected in 2006.

March 2003

Kashagan first oil now expected in 2006 or 2007. BG seeks to sell share (16.67%) to China National Offshore Oil Company (CNOOC) and
Sinopec, for $1.23US billion. Agip KCO partners exercise right of first refusal, denying CNOOC and Sinopec membership in Kashagan
consortium.
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1 March 2004

2005

Kashagan first oil postponed until 2008. Capital investment costs for full field development over 15 year horizon estimated to range
from $29US to $30US billion; development plan “addresses...severe climatic conditions, sensitive environment, high reservoir pressure,
hydrogen sulfide content, relative remoteness, and lack of established infrastructure,” including construction of onshore Kashagan-gas
processing facilities and offshore facilities for raw gas reinjection.”

Between 1998 and 2005 the “imputed value” of the Kashagan field rose from US$3.5 billion to US$7.4 billion. >

14 March 2005

Kazakhstan agrees to purchase half (8.33%) of BG’s share in Agip KCO. Consortium members will share the remaining half (8.33%).

3 July 2005 Kashagan’s resource in place estimated to be 39.6 BBO.

March 2006

Eni increases production cost of Kashagan to US$33-$35 billion “because of weakened dollar and higher equipment costs.”®

11 Oct 2006

Agip KCO receives three certifications by independent audit in recognition of its business, environmental, occupational and employee safety
management systems.?’”

16 Oct 2006

Eni will present revised development schedule and budget to Agip KCO by end of 2006. Eni’s CEO Paolo Scaroni explains that delayed
production of Kast is due to impl ion of additional “environment and health protection measures.”

29 Aug 2007 Agip KCO submits new budget and timeline for Kashagan to Kazakh government, elevating costs from $57US billion to $136US billion
and postponing commercial production from 2008 to latter half of 2010.%

1 Jan 2008

New contract for the development of the Kashagan doubles KazMunayGaz’s share from 8.33% to 16.66% and reduces other partner shares.
Agip KCO will pay Kazakhstan between $2.5US and $4.5US billion for project delays. New contract changes Eni from sole operator to
partial operator, sharing responsibility with ExxonMobil, Royal Dutch Shell, and Total.

1 April 2008

Kazakh government agrees to pay Agip’s IOCs $1.78US billion for its 16.66% share, a price judged to be well below market value.*

8 June 2008

2 Feb 2009

Kazakh government and Agip KCO postpone first oil until 2013; Agip KCO commits to pay floating royalties linked to the price of oil.
Expiration date for Agip KCO PSA is 2041.

The North Caspian Operating Co. BV (NCOC) replaces Agip KCO as the operator of the Kashagan field. Members include KazMunayGaz
(16.18%), Eni (16.18%), Total (16.18%), ExxonMobil (16.18%), Royal Dutch Shell (16.18%), ConocoPhillips (8.4%), and Inpex (7.55%).
Under contractual terms effective as of January 22™, 2009, NCOC will “manage planning, coordination, reservoir modeling, conceptual
studies, appraisal plans, early development plans, and government interfaces.”

Analysis of Predictions

...Kazakhstan...seeks to secure investment while retaining control of [its oil and gas] sector,

but there is no agreement on how this can be accomplished.*°
Mark Kaiser and Allan Pulsipher

Earlier I listed four predictions. These predictions specify observations we should make if our model
explains the Kazakh government’s behavior. Below each prediction is examined.

Prediction 1. The above chronology shows that Kazakhstan aggressively sought to develop an in-
vestment friendly environment immediately after obtaining its independence from Russia (1991), when
average world oil prices were relatively low ($20bbl, 1993) and Kazakhstan’s oil reserves were believed
to be relatively trivial (10-20 million barrels, 1996). Between 1991 and 1996, Kazakhstan passed several
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laws to encourage foreign investment. These allowed foreign firms to participate in nearly every sector of
its economy, providing them with duty free imports, total tax relief or substantial tax breaks, guarantees
against future changes to Kazakh law, and customs exemptions.*' Over the same time period, Kazakh-
stan entered an array of western cooperative military, economic/energy security, and trade organizations,
including the Energy Charter Treaty, NATO’s North Atlantic Cooperation Council and Partnership for
Peace, the OSCE, the Charter on Democratic Partnership, and the IAEA. I0Cs responded by entering
Kazakhstan to explore, develop, and produce its resources. For nearly eight years they were not fined.
Evidence strongly confirms prediction 1.

Prediction 2. The year 2000 defines an inflection point in Kazakh-1OC relations. In the year 2000,
world oil prices began to recover from a low of $US10/bbl and estimates of Kashagan’s resource in place
jumped from 4 BBO to 8-50 BBO, leading observers to suggest that Kazakh oil may offer an alterna-
tive to Persian Gulf supplies. Kazakh authorities responded to the rise in price and international interest
by taking lawful and (arguably) unlawful actions to increase the country’s revenues from its oil and gas
sector. Between 2000 and 2008, world oil prices rose (from $US30 barrel to $US145 barrel) along with
Kashagan reserve estimates (from 4 BBO to 13 BBO using enhanced recovery). Over this same period,
the Kazakh government charged IOCs with a variety of crimes (tax, duty, and environmental), leading
to prolonged negotiations and court battles. It also fined IOCs in excess of $US4 billion; gave itself the
legal right to unilaterally revise/annul previously signed PSAs; used strong-arm tactics to force IOC
compliance (e.g., impoundment, work suspension on fabricated environmental charges); increased tax
rates on [OC activities; and forced a renegotiation of the terms of the original Kashagan PSA. Evidence
strongly confirms prediction 2.

Prediction 3. Kazakh authorities view international competition over their energy resources as an
opportunity to magnify the country’s power, prestige, and prosperity. Known as “Kazakhstan 2030,”
Nazarbayev has implemented an ambitious plan to make Kazakhstan one of the fifty most competitive
countries in the world. His plan substantially depends on oil revenues.*? The rising value foreign entities
(the U.S., the EU, Russia, India, China and Iran) have placed on Kazakhstan’s oil resources and their
competition for regional influence and access to resources, has enabled Kazakh authorities to act with
little regard for the concerns of western investors and IOCs. As Kazakhstan’s former energy minister
Vladimir Shkolnik put it: “You do not like it — leave. There is already a whole line of those desiring
Kazakhstan’s oil fields.” Evidence strongly confirms prediction 3.

Prediction 4. We have no access to recordings of conversations held privately between Nazarbayev
and his ministers, but public statements and actions do suggest that Kazakh authorities hope either to
nationalize the country’s resources or to drive off the IOCs now involved in their development. In 2005,
Nazarbayev declared that Kazakhstan would in future take over the exploration, development, and pro-
duction of its energy resources. Having obtained the requisite training from oil and gas companies, it
was merely a matter of acquiring the financial wherewithal to do so. Two years later, the Kazakh gov-
ernment threatened to increase its share in OKIOC from less than 10% to 40% and to take over as joint
operator. They relinquished this demand, but not without doubling their share in the Kashagan project
and strengthening the operations role of the state oil company. With the recovery of world oil prices and
the discovery of Kazakhstan’s giant oil reserves, the Kazakh government has consistently been hostile
toward IOCs, suggesting that it would rather conduct its oil and gas operations without them. As Shkol-
nik’s comment suggests (see prediction 3), the Kazakh government feels that competition for access to
its resources has given it leverage. Taken together, these statements and actions suggest that the Kazakh
government does not feel beholden to the IOCs, but they do not decisively confirm or disconfirm predic-
tion 4. The statements referenced here were made publicly, not privately, and may have been calculated
to produce an effect rather than to communicate a purpose.

A Case of “Constrained Resource Nationalization”

If the Kazakh government plans to nationalize its resources, why haven’t they done so already? As the
above chronology and discussion demonstrate, nationalization has not been avoided because of a colle-
gial relationship between Kazakh authorities and the IOCs. Considering the improved overall capacity of
the Kazakh government to explore and develop its own resources and its ambitious domestic economic
and foreign policy objectives, the most plausible explanation is that it depends on the IOCs. As Tanya
Costello of Eurasia Group has observed, “Although the...government...[has] pushed for an increased
role in the oil sector...the state is unlikely to want to take on the financial and technical challenge of
Kashagan.”* But partnering with IOCs has enhanced Kazakhstan’s ability to undertake fundamental
oil and gas activities. If it obtains the financial wherewithal to shoulder the costs of E&P, an essential
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constraint on its behavior will be removed. Freed of this constraint, chances are it will nationalize its
oil and gas resources. The Kashagan should, therefore, be viewed as a case of constrained resource
nationalization.

As Kazakhstan’s oil and gas sector matures, evidence will confirm or disconfirm whether our model
of resource-rich emerging states explains the Kazakh government’s behavior. Given its record, it is like-
ly that Kazakhstan will use rising world oil prices to force changes to existing PSAs; that these changes
will increase the rate of technology transfer and government margins; and that the Kazakh government
will ultimately pursue a policy of resource nationalization, thus maximizing its oil and gas revenues
while minimizing outside interference in its affairs.
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