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Alliances - Another Way to Access the Market

Report Theses

1. {Slide 2). The world economy is experiencing a difficult period.

- Economic growth rate has significantly decreased. In 1997 GDP

growth rate was 3.25%. In 1998 this indicator went down to 1.8%, the ex-

pected rate for 1999 is 1.9%.

- The prices for energy and other raw materials dropped to a disastrous

level. In December 1998 oil prices in real terms dropped down to the mini-

mum level in the past 50 years.

- The import prices for natural gas within the last one and a half year

have dropped by approximately 40%.

Demand for natural gas is growing at a faster rate as compared with

the demand for the primary energy as a whole. However, the extremely low

price level for hydrocarbons has made producers review their investment

programs. A global process of reducing investments into oil- and gas-related

projects is going on.

The modern economic situation adversely affects both the current con-

ditions of the gas business functioning and the long-term prospects of the

gas market. Low prices limit possible investments into the gas infrastructure,

necessary to meet the growing demand for this commodity.

2. Companies involved in energy business are currently, if one may put

it so, at the stage of surviving. The global crisis and stagnation in the world

energy market are making the largest world corporations review their busi-
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ness plans. Strategies of the companies and primarily those of the world en-

ergy-producing giants are moving towards lower costs. Simultaneously with

contracting costs the process of cutting down the investment budgets is go-

ing on. High-priced projects with increased risks are being postponed until

better times.

(Slide 3). Consequently, Gazprom had to cut back its investment pro-

gram by two thirds, concentrating its finance and material resources on im-

plementation of the most important projects. Such projects include in par-

ticular modernisation of fields being developed, restructuring of the main gas-

transporting systems, expansion of underground gas storage facilities, com-

pletion of Yamal - Western Europe pipeline, construction of the Blue Stream

pipeline.

3. The strategy of survival of oil and gas producers involved in explora-

tion, production and supplies of the hydrocarbons, is based on reducing in-

vestments as well as on implementing of various innovations aimed at cost

reduction. Such innovations are of both technological and marketing nature.

(Slide 4). Marketing innovations particularly include uniting corporate

efforts in the market: ranging from direct consolidation to creation of various

alliances. These efforts result in the strongest, although sometimes painful

effect.

There is a large number of recent examples of such consolidations in

the oil and gas business: BP and Amoco, Exxon and Mobil, Nippon Oil and

Mitsubishi Oil, Total and Petrofina... Consolidation means strengthening.

Consolidation of technological and financial efforts appears to be the best

solution.

4. Difficulties of the current business climate in the world gas market for

Gazprom increase manifold due to Russia's internal painful processes of

transition from authoritatively planned economy to market methods. An over-



3

all problem for our company is the persisting total non-payments for gas sup-

plies to Russian consumers as well as to the CIS countries. None of the

Western companies are familiar with such problems.

Under the above conditions Gazprom is trying to develop new forms

and ways of operation in the market and creatively accept all new ideas and

trends the market offers. This is absolutely true in respect of alliances.

It was not yesterday when we started to create alliances. Rapid growth

of natural gas consumption, expansion and integration of gas transporting

systems, introduction of new legal documents regulating the gas business,

scientific and technological advance that has been influencing all spheres of

gas industry, cardinal change in the world political climate - all the above

have aided transition of the European gas market to a qualitatively new stage

of development which creates new opportunities for further evolution of the

market and increases its efficiency to meet the needs of the final consumers.

(Slide 5). New opportunities of co-operation are opening, alliances that

could hardly be predicted just a few years ago are being created. Joined fi-

nancial powers, technical, technological and marketing know-how of the

partners open new opportunities of operation in the market under the compli-

cated conditions. Optimisation of gas flows employing the resource base and

transport infrastructure of the allied partners will, in the long run, provide for

an opportunity to improve reliability and safety of natural gas supplies on

competitive terms in order to develop the market as a whole meeting the

needs of both producers and consumers.

Gazprom felt the market change in good time and prepared itself for the

new stage. Joint projects of Gazprom and Wintershall in Germany, construc-

tion of the Yamal - Europe gas pipeline, co-operation with Ruhrgas and

Gasunie, strategic alliances with Shell and ENI have become the key ele-

ments of Gazprom's foreign economic strategy of integration into the Euro-

pean gas market. Thanks to this strategy, Gazprom today has become a real
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player of the market game and may influence the market to safeguard its in-

terests.

5. Alliances with Gazprom's participation may be subdivided into two

groups. The first one is comprised of strategic alliances that were entered

into in 1997 -1998 with the Royal-Dutch/Shell and EN I. These are based on

the principle of improvement of reliability and safety of natural gas supplies

and strengthen marketing capabilities of each of the parties. The main stress

in these strategic alliances is made on co-operation in the sphere of produc-

tion, although marketing issues also get a considerable share of attention.

The other group consists of alliances that are not formally defined as

such and, as a rule, are entered into by means of co-operation agreements.

The above format is characteristic of partner relations between Gazprom and

Wintershall, Ruhrgas, Gasunie. These alliances are primarily aimed at objec-

tives of marketing nature.

6. (Slide 6). The strategic alliance of two largest gas producers, Gaz-

prom and Royal-Dutch/Shell provides for co-operation in the spheres of ex-

ploration, production and marketing of natural gas and crude oil in the course

of implementation of certain projects. The agreement will allow intensifying

development of hydrocarbon resources owned by Gazprom and will provide

access to the expertise and skills in operating the sphere of energy in com-

pliance with the world standards.

The following milestone projects should be highlighted among those

forming the alliance foundation:

• development of oil and gas fields in the Western Siberia;

• joint work in power production in the Central and East Europe;

• feasibility studies of projects concerning gas exchanges in order to

cut Gazprom's and Shell's gas transportation costs;
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• search for co-operation options in power generation on the basis of

natural gas in Europe and the Russian Federation;

• study of Asian gas markets developing opportunities.

A sharp worsening of the oil and gas market conditions has significantly

influenced the rate of implementation of joint projects but has not changed

the approaches of both companies to advisability of co-operation.

7. (Slide 7). Agreement on strategic alliance between Gazprom and the

Italian company ENI provides for a long-term co-operation in the spheres of

exploration, production and transportation of crude oil, natural gas and gas

condensate as well as in power sector.

The first joint projects should be exploration and consequent develop"-

ment of a number of promising oil and gas fields in Astrakhan region and

participation of the Italian company in construction of a gas pipeline from

Russia to Turkey via the bottom of the Black Sea (Blue Stream project).

In addition to the above projects the parties are planning co-operation

in the sphere of improving operation efficiency of gas-transporting systems

and construction of power stations working on gas.

Creation of strategic alliances with ENI and Royal-Dutch/Shell is a step

taken by Gazprom with a long-term perspective in view. Realising the main

trends of the world energy development, Gazprom believes that the global

objectives in the sphere of providing energy resources to the world arising on

the eve of the new Millennium demand that the powers of leading companies

be united. Long-term partnership considerably extends Gazprom's capabili-

ties and opens new prospects in transportation and marketing of natural gas.

The co-operation will be advantageous to Gazprom, ENI and Shell. All

three companies will be able to improve their activities in such spheres as

improvement of production processes, augmenting resources and expansion

of markets.
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8. However, the co-operation agreement with Wintershall entered into

in 1990, had become a turning point in the history of Gazprom. This agree-

ment was the first real step on the way of integrating Gazprom into the Euro-

pean gas market. Joint ventures Wingaz and WIEH were incorporated with

respective Gazprom's shares of 35% and 50%.

(Slide 8). Wingas today owns a gas pipeline system in Germany ap-

proximately 1,400 kilometres long and an underground gas storage facility in

Reden with the operating capacity of 2.8 billion m3 (the capacity is to be in-

creased up to 4.2 billion m3). The company sells gas to municipal enterprises,

household gas supply companies and large industrial consumers in Ger-

many. Wingas has about 30 customers and its gas supply volume on long-

term contract basis amounts to over 8 billion m3 per year. Wingas's share-of

the German gas market as of today amounts to approximately 12%.

Gazprom invests significant funds into gas transportation via Wingas in

order to integrate the joint venture's pipeline system into the expanding

European gas transporting system. In December 1998 the WEDAL pipeline

was put into operation; it connected the MEDAL - STEGAL system with the

Belgian pipeline network and further with the Interconnector pipeline. The

WEDAL gas pipeline will allow importing British gas under contracts entered

into by Wingaz with British Gas and Conoco, having thus diversified the joint

venture's gas supply sources. A 330-kilometer YAGAL gas pipeline is being

constructed to connect the new export pipeline going via Poland, with the

STEGAL pipeline. YAGAL pipeline is to be put into operation simultaneously

with commissioning of the first string of Yamal - Europe gas pipeline transit-

ing via Poland.

(Slide 9). Therefore, as a result of joint activities with Wintershall, Gaz-

prom has obtained qualitatively new opportunities of gas sales, primarily in

the German market:

- Gazprom has become a co-owner of a gas pipeline and underground

storage facilities in a West European consumer country;
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- having become a co-owner of Wingaz and WIEH, Gazprom has pro-

vided itself a status in the German market equal to that of other large oil and

gas corporations (Shell, Mobil, British Petroleum) with a long history in the

market due to their sharing in Ruhrgas, BEB and other companies;

- currency inflows have increased due to direct involvement of Gaz-

prom in gas sales in the internal market of Germany;

- researching the German market from inside, Gazprom has an oppor-

tunity to creatively use the accumulated experience in establishing market

gas sales mechanisms in Russia;

- energetic activities in the German gas market help Gazprom to

strengthen its position in Europe as a reliable supplier.

10. (Slide 10). In 1998 Gazprom considerably expanded the area of co-

operation with Ruhrgas, a traditional and the largest buyer of Russian natural

gas. Ruhrgas is importing gas from Russia under a number of long-term

contracts for supplies to the German market as well as to Switzerland. The

duration of these contracts (one of them excluded) extends until the year

2020, and the contract effective until 2008 has provisions for extension until

2020 too.

In May 1998 an agreement with Ruhrgas was entered into force con-

cerning the basic terms of co-operation in transporting natural gas via the ter-

ritory of Germany. This agreement encompassing a 25-year period will not

only optimise gas flows coming in via Yamal - Europe gas pipeline system

but also will bring an opportunity to deliver gas to the Western border of

Germany making use of Ruhrgas's transporting infrastructure on a mutually

beneficial basis. The above agreement will firstly facilitate access of our

company to markets situated to the west of Germany and secondly, will allow

the company to manage without additional investments which would have

been necessary without an agreement with Ruhrgas.
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Ruhrgas's strategic shareholding in Gazprom became a fundamentally

new element of the co-operation. Within the framework of the agreement for

the purchase of a 2.5% interest an agreement about further expansion of co-

operation was reached.

10. (Slide 11). I would ascribe the partner relationships between Gaz-

prom and Gasunie to the same group of alliances. Gazprom has the world

largest natural gas resources, which unfortunately is very distanced from the

European markets and due to the above does not possess appropriate flexi-

bility. Gasunie, in its turn, in addition to considerable natural gas resources

also has a well-developed gas related infrastructure and is capable of ensur-

ing high flexibility of supplies. The opportunity of obtaining such a synergetic

effect has led to conclusion in 1996 of an agreement between Gazprom and

Gasunie on main lines of co-operation.

Within the framework of this agreement Gasunie may provide to Gaz-

prom variability of the load factor, quality adaptation of Russian natural gas,

strategic and seasonal gas storage, transporting, technological and engi-

neering support. The agreement also stipulates rendering back-up services

to Gazprom in supplies of Russian gas.

Due to the vast distances over which gas has to be transported from

Russia to the final consumer in Europe, a guarantee of reliability and safety

of supplies is the corner stone of competitiveness. Therefore, co-operation

with Gasunie in this sphere will undoubtedly help Gazprom strengthen its po-

sitions as a competitor of the European market.

The agreement with Gasunie deserves specific attention since it dem-

onstrates a further development of the principle of Gazprom presence in

Europe. The Netherlands is the oldest exporter of natural gas; for decades

the Dutch company has supplied gas to many European countries on terms

which meet the buyers' needs to the maximum extent. The Dutch gas service

is rightfully considered the best in Europe. However, the Government of the
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Netherlands and Gasunie itself do not foresee any expansion of exports in

their plans. Moreover, the country is carrying out a policy of preservation of

their own fields and cutting back gas recovery in order to preserve strategic

reserves. The already existing state-of-the-art infrastructure is capable of

serving the consumer needs for a long time in the future. All the above to-

gether with the unique gas reserves in Russia will be a basis of co-operation

between Gazprom and Gasunie.

Alliances are aimed at obtaining synergy effects, when combining ef-

forts of two or several partners create additional market value for the benefit

of the partners. However, there is no doubt that the process of achieving the

desired effect is time-consuming.

In Gazprom's view the alliance strategy is justified, especially under *

complicated market conditions. The results of Gazprom's activities in the

European gas market strengthen our belief that such approach is correct.

11. (Slide 12). In spite of extremely unfavourable market conditions,

Gazprom's achievements in gas foreign trade last year are hard to overesti-

mate. The Russian gas exports to 19 European states increased by 3.2%

and amounted to 120.5 billion m3. Based on the effective contracts and with

due consideration of the current situation in the market and our advanced

pricing mechanisms stimulating purchase of gas, one may safely say that in

the current year the above indicator will exceed the level of 1996 (123.4 bil-

lion m3) and reach 125 billion m3.

(Slide 13). Among positive results of Gazprom's operations on the for-

eign market, the natural gas exports increase should be mentioned in the first

place. Secondly, despite a considerable and continued fall of petroleum

prices last year (for separate products by more than 40%) we managed not

to allow a sharp reduction of currency inflow generated by gas exports. The

above was particularly due to the fact that Gazprom introduced a new price-

forming economic model stimulating consumer to increase gas offtake.
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As a result of implementing this model and due to flexible approach to

gas sales in summertime, including gas supplies for putting into the under-

ground storage facilities in customer countries, Gazprom managed to con-

siderably increase exports last summer. During 1998 we managed to opti-

mise the gas export flow system by way of intensifying supplies via the sys-

tem in summertime.

(Slide 14). It should be noted that Gazprom managed to increase its

share of the German gas market last year having achieved 35% as com-

pared to 32% in 1997. To a large extent, the above is due to the activities of

alliances created by our company in Germany and which I have referred to in

detail above.

(Slide 15). Carrying out a policy of further development of relations with

our traditional buyers in May 1998 we signed an agreement on prolongation

of contracts with Ruhrgas under which 160 billion m3 of natural gas will be

supplied in 2008 - 2020. The annual volume under the above contracts is

equal to 13 billion m3. Last October a long-term contract for gas supplies to

Czech company Transgas was signed. The total volume of gas supplies un-

der this contract will exceed 90 billion m3 in 1999-2013. Simultaneously, an

agreement was reached with Transgas to extend the contract for transit of

the Russian natural gas via the territory of the Czech Republic until 2020.

This agreement guarantees long-term Russian natural gas supplies to the

West European countries. A contract for gas transporting via the territory of

Bulgaria through 2010 was signed in April 1998 with Bulgargas. Under this

contract the Bulgarian company will ensure putting into operation gas trans-

porting facilities which will allow to transit up to 18.7 billion m3 of gas destined

for Turkey, Greece, Yugoslavia and Macedonia.

(Slide 16). The current estimated share of Gazprom in European natu-

ral gas market amounts to 25%. The signed contracts secure the existing

share for the future. Total sales volume of Russian gas under long-term

agreements on "take or pay" terms has reached 2.6 trillion m3. This figure is
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comparable to all proven reserves of Norway but only amounts to 5.6% of

total discovered reserves of natural gas in Russia or 7.9% of reserves owned

by Gazprom.

Conclusion. Therefore, the practical activities demonstrate that alli-

ances are in fact another way of accessing the natural gas market and are

one of the most effective current methods of operation in this market. Alli-

ances of Gazprom with leading Western oil and gas companies are beneficial

both to the participants, since they are opening new opportunities, and to the

consumers due to the fact that the activities of such alliances will provide for

creation of a service package of the XXI century.

The importance of co-operation with its alliance partners to Gazprom-is

explained by the fact that this co-operation allows to find and implement op-

portunities in costs-cutting favourable both for producers and consumers.

This will in its turn incentive consumption of gas in Europe, which is benefi-

cial for Gazprom since our company is the world largest producer and ex-

porter of gas. Agreements with alliance partners allow optimising transport

flows, i.e. creating conditions for effective distribution of gas. As a result con-

sumer receives considerable advantages in regard of increased reliability and

safety of gas supplies.
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World economy is in trouble

GDP growth rates have reduced (1997 - 3.2%,
1998 -1.8%, 1999 IBRD estimate -1.9%) under
the influence of the South-East Asia crisis.

Energy and other raw materials prices have
sharply dropped.

Crude oil prices in December 1998 dropped
to 50-year inflation-adjusted lows.

However the gas demand is growing faster
than the primary energy demand
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Gazprom has concentrated its financial
resources on the realisation of the main
investment projects:

• ' • - . : =': m modernisation of the existing fields

• reconstruction of the main gas transporting
systems and increase of gas storages capacity

• completion of the Yamal - Europe gas pipeline

construction of the Blue Stream gas pipeline
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Consolidation means strengthening

• Merger of companies

• Alliances

- strategic
- others

Consolidation of technological and
financial efforts is the best decision
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Cooperation of Gazprom/Shell, Gazprom/ENI,
GazpromA/Vintershall, Gazprom/Ruhrgas, Gazprom/Gasunie
is Success at the Market in the Interest of Consumers

j T

Getting additional economical effect due to use of technical,
technological and marketing know-how by both parties in joint
projects

Increase of financial opportunities by utilizing common money
resources by realisation of joint projects

Increase of market value of the companies due to access to
additional natural gas resources and development of sales
markets

Disbursement reduction due to optimising of gas flows by using
both parties resources and own gas transportation infrastructure



Strategic Alliance with Shell
The alliance draws together the acknowledged skills of both sides...

• ,
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Gazprom

The world's largest gas
reserves

Huge undeveloped liquids
reserves

World's largest gas producer

Gas development experience

Gas transportation expertise

Tested partnership skills

Influence in Russia, CIS and
Europe

Shell

World s largest quoted oil
company

International gas skills

LNG strength

Deeper condensate expertise

Offshore Expertise

Asian position

Financial strength



Strategic Alliance with ENI
On February 11,1998 Gazprom signed a new strategic alliance
with ENI. The agreement defines the following areas of mutual
interest and outlines a number of immediate projects:

••••'„<
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Joint E&P projects for crude oil, natural gas and gas condensate
in agreed countries, including the transportation and marketing
of the hydrocarbons produced

Equal participation in a joint venture involving exploration and
production at several promising fields in the Astrakhan region
(Russia)

Co-operation in upgrading and optimising gas transportation
systems

Development of power and co-generation projects

Potential direct investment in Gazprom equity by ENI
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Gazprom in the German Internal Gas Market
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Wingas:

30 customers;

> 8 bcm p.a.
contracted

long-term sales;

1400 km of pipelines;

2.8 bcm storage capacity.
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Joint activity with Wintershall gets to Gazprom
advanced possibilities of gas sales
• Gazprom has become co-owner of gas pipeline network and

underground storage in European country-consumer

• Once a co-owner of Wingas and WIEH Gazprom has become an
equal player at German market like other key companies (Shell,
Mobil, BP)

• Gas sales revenue has been raised due to direct Gazprom
participation in German market

• Gazprom has possibilities to use its own German experience to
establish progressive market mechanism in Russian gas market

Intensive activity at German gas market builds up Gazprom s status
as reliable supplier in Europe
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Gazprom - Ruhrgas

This alliance will allow Gazprom:

to optimise gas flows

to ease access to the markets situated to
the west of Germany

to do without additional investment
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Gazprom - Gasunie

This alliance gives to Gazprom the opportunity:

• to change load factor

the quality of Russian gas

to ensure strategic and seasonal storage of gas

to ensure transportation, technological and engineering
support

to ensure back-up services in gas deliveries



Russian Natural Gas Exports to Europe
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Gazprom has reached positive results in 1998
despite weak European gas market situation

;f • Natural gas exports have been risen

V4l#;, • Advanced gas export prices models promoting
stfg&ht- Buyers to increase gas offtake were developed

and implemented

As a result certain progress was reached in exports
gas flow optimisation due to smoothing of seasonal
gas offtake swings
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In 1998 Gazprom continued developing relations
with traditional partners

• Natural gas sales

- Contracts with Ruhrgas were renewed

Total volume of deliveries in 2008-2020 will be equal to 160 BCM

- Contract was concluded with Transgaz

In 1999-2013 above 90 BCM will be delivered to Czech Republic

• Natural gas transit

- Contract with Transgaz for transit through Czech Republic

till 2020 was renewed

- Contract with Bulgargaz for transit through Bulgaria till 2010

was signed
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