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‘Japan Should Promote an East Asian Community Focused on Asia"

Interview with Makoto Taniguchi, President, Iwate Prefectural University /
Chairman, Northeast Asian Studies & Exchange Network

The Northeast Asian Studies & Exchange Network
(NEASE-Net) was established on 28" January 2006,
with the aim of promoting academic exchange between
research institutions, groups and researchers that conduct
research in Japan concerning Northeast Asia. We recently
spoke to Makoto Taniguchi, President of Iwate Prefectural
University, who has been appointed the first chairman of
NEASE-Net, concerning his attitude to Northeast Asia
and his vision for NEASE-Net. Mr. Taniguchi was active
on the front lines of the UN and the OECD for many
years, working on development issues. Recently, he has
been actively asserting that an economic subregion and
community should be created in East Asia.'

Why is regional integration in East Asia
necessary?

ERINA: Why did you come to believe that regional
integration in East Asia is necessary?

Taniguchi: When I was at the OECD, I was involved in
a research project entitled "The World in 2020: Towards
a New Global Age", which focused on the long-term
prospects for the global economy. The scenario for the
21" century depicted in this research paper, which was
published at the end of 1997, described a situation in
which a new tripolar structure would develop in the global
economy, focused on the expanding EU, NAFTA, which
was aiming for expansion, and the dynamically developing
Asia. Of these, I thought that Asia, particularly China,
could become the most dynamically developing center
in the world, from the perspective of its economic scale
and growth rate. However, in order for Asia to become
a development center for the global economy that ranks
alongside the EU and NAFTA, it is not sufficient merely
to have an immense population and a large economy; more
orderly, systematic regional integration is necessary.

At first glance, globalization and regional integration
appear to be mutually opposed, but in fact, the EU has
gradually expanded amidst the advance of globalization.
This may also be significant as a move to counter the
unipolar dominance of the US. At the same time, although
the US previously made remarks within the OECD
rejecting regionalism, I think that it has undergone a policy
turnaround since around 1992. The US created NAFTA in
order to counter the expanding EU and it had a strategy of
expanding NAFTA further into Latin America.

Unfortunately, Japan was unable to read this global
trend. Japan has stuck to its doctrine that regionalism is a
bad thing.

In the mid-1990s, I too was not thinking in terms
of the word "community", but I did believe that regional
cooperation would become necessary in Asia as well.
The only regional integration system in Asia is ASEAN
(the Association of South-East Asian Nations). In 1967,
when ASEAN was born with just five members, I was
on secondment to UN ECAFE (what is now ESCAP) in
Bangkok; at that time, I viewed it as having raised the
political identity of the region, rather than as regarding it
as something that would promote economic integration.
However, there was nothing involving Japan, China and the
ROK. East Asian integration was still literally just a dream.

ERINA: How do you envisage the scenario for the
formation of the East Asian community?

Taniguchi: The goal is a community, but the scenario should
start from economic integration. This is not impossible.
At present, Japan, the ROK and China are each trying to
conclude their own FTAs (Free Trade Agreements) and
EPAs (Economic Partnership Agreements) with ASEAN.
These are likely to be concluded around 2010. However,
there are no such agreements in East Asia between Japan,
China and the ROK, which have nine times the economic
magnitude of ASEAN. Unless such an agreement is
concluded, the impact of the three systems with ASEAN
is likely to be small. An intergovernmental agreement
between Japan, China and the ROK, such as an FTA or
EPA, is required. A solution to the problem of intellectual
property rights in China, which has been raised as an issue
by Japan, is also essential.

However, political problems are an obstacle. China
says that it wants to conclude an FTA with Japan, but Japan
believes that, "China has only just joined the WTO so it
is too early". The ROK has also begun negotiations with
Japan, but little progress has been made, despite the fact
that they were due to be wrapped up by the end of 2005.
This is because there is still a sense of mutual distrust
concerning historical issues. On the economic side as well,
there are matters such as the problem of agriculture. Prime
Minister Shinzo Abe visited China and the ROK in October
2006 and used the excellent expression "strategic mutual
benefit" in the joint press release. I think that momentum
is gradually gathering, aimed at regional integration, but I
wonder how things will develop.

! Makoto Taniguchi, An East Asian Community: Japan and the Future of Economic Integration, (In japanese) 2004, Iwanami

Shinsho.



Japan should promote an East Asian community
focused on Asia

ERINA: One can see conflicts of opinions between
countries in negotiations concerning an East Asian
community.

Taniguchi: At the first East Asia Summit, held in Malaysia
in December 2005, a struggle for political supremacy
focused on the establishment of an East Asian community
developed between Japan and China, and the political
discussions just went round and round in circles. China
advocated that the process be conducted via ASEAN+3. On
the other hand, Japan believes that if China and ASEAN
get together, China's impact will become too great, which
would be undesirable as far as Japan is concerned, so it
asserted that Australia, New Zealand and India should
also be admitted, expanding the organization to create
ASEAN+3+3 and thereby diluting China's impact. One of
the factors behind this point of view could well be concern
for the US. There were times when Japan was even thinking
about approaching Russia or the EU. This would ultimately
result in the body becoming just like APEC.

While Japan and China were battling it out, a division
also emerged in ASEAN. Of the 10 countries of ASEAN,
only Singapore and Indonesia agreed to Japan's expansion
proposal, while the other eight aligned themselves with
China's position, advocating that the ASEAN+3 plan be
maintained. Fundamentally, if one were to compare it to
driving a car, ASEAN is the driver and Japan and China
should just sit quietly in the backseat. Japan and China, in
the backseat, have confused the driver. The responsibility
for causing this confusion should be assumed by both Japan
and China, but, to be blunt, the biggest responsibility lies
with Japan, I think.

ERINA: Why do such tensions emerge between Japan
and China?

Taniguchi: The question is whether or not Japan seriously
intends to establish an East Asian community.

The "East Asian community" announced by then
Prime Minister Jun'ichiro Koizumi in January 2002, at an
ASEAN meeting in Singapore, was only a loose grouping
rather than being intended as a community in its true sense.
However, it was taken to mean a proper community within
Japan, as well as by China and the ASEAN nations, so it
began to walk alone, contrary to its original intentions.
At the UN General Assembly in September 2004, Prime
Minister Koizumi stated that, "I have proposed a framework
for an East Asian community, based on ASEAN+3."
However, what Japan really meant was that even if it were
possible to cooperate with ASEAN, it would not be possible
to establish a community with China, which has different
values.

The Tokyo Declaration, which was adopted at the
Japan-ASEAN Commemorative Summit held in Tokyo in
December 2003, asserted that an East Asian community
with Japan and ASEAN at its core should be established,
but China and the ROK were not even invited to participate
in this summit as observers. Thus, the conflict between
Japan and China deepened over negotiations concerning the
East Asian community.
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ERINA: What policy should Japan adopt in the
future, aimed at the establishment of an East Asian
community?
Taniguchi: Firstly, with regard to the framework, Japan
should return to the starting point of ASEAN+3. Countries
outside East Asia, such as Australia, New Zealand and
India, could participate as observers. Looking at the history
of regional integration, the EU began with the six countries
of the EEC (European Economic Community), before
growing to encompass 10, then 15 and then 25 countries.
ASEAN has also grown from five to six and now 10
countries. In addition, NAFTA will gradually expand from
three countries. In the same way, the East Asian community
should probably start with ASEAN+3 and then gradually
promote integration and expansion. It is important to
make it an open framework, but heterogeneous elements
should not be admitted from the outset. Admitting Russia
or the EU would really make it something like a mini-UN.
Rather than fearing the influence of the US, the Japanese
government should place a greater focus on Asia and create
a community centered on Asia's interests.

The 2™ East Asian Summit will take place in the
Philippines in December 2006 and Japan's response will be
the focus of attention.

ERINA: So a basic position of focusing on Asia is
required in Japan's diplomacy?

Taniguchi: While Japan's foreign policy is excessively
conscious of the US, it has no coherent strategy concerning
Asia. The reason why Japan is not doing well in diplomatic
terms, despite the fact that it spends vast sums on providing
ODA to China and other Asian countries, is that it has no
strategy. Top officials at the Ministry of Foreign Affairs
have consistently said, "There are common values between
Japan and the US, but not between Japan and China". I
think that the term "common values" here refers to the
universal values of democracy, market economy and respect
for human rights, but in addition to this it is necessary
to reconsider such common ground as Asian values and
culture, in order to develop a sense of community. There
have been more than 2000 years of exchange between Japan
and China and they have much in common, such as culinary
culture, writing systems based on Chinese characters, and
an Asian-style "culture of harmony". The west basically has
a "culture of the individual" and differs considerably from
the traditional culture and values of Asia. It is necessary to
reconsider these as shared values. Both Japan and the rest
of Asia must respect the universal values, but there is no
need to renounce Asian values and culture. Japan should
not impose western values on Asia.

Japan and China should cooperate in specific
fields, such as environmental issues

ERINA: Where, specifically, should we start in aiming
for the formation of an East Asian community?

Taniguchi: Firstly, we must promote negotiations aimed at
the conclusion of an FTA or EPA involving Japan, China
and the ROK. The next task is making a start on intellectual
property rights negotiations as soon as possible. If the US
initiated discussions with the ROK and China concerning
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the conclusion of an FTA with them, Japan would probably
have to become more proactive as well.

Next, initiatives to tackle environmental problems
are important. Japan suffers considerably from the
impact of Chinese environmental pollution and Japanese
environmental technology could help to improve
environmental problems in China, while at the same time
working in the interests of Japan as well. In terms of the
quantity of CO: emissions, the US is the world's top emitter,
while China is number two, but China is the world's largest
emitter of SOz (sulfur dioxide). Acid rain and yellow dust
containing dioxins travels as far as the Tohoku region of
Japan. I am worried that China's economic growth may
be limited by environmental problems. The resolution of
environmental problems would benefit not only China,
but also Japan, the ROK and Taiwan. I am advocating
the establishment of a Northeast Asia Environmental
Cooperation Organization, in which China and neighboring
countries would participate, as a framework for preventing
environmental pollution in China.

Environmental problems are also linked to energy
issues. Japan's energy conservation technology could also
be of use to China. China has hardly any oil stockpiles, so
there is great potential for Japan to cooperate with China
in the field of energy, such as in the development of a joint
oil stockpile. Japan should also be able to cooperate with
China with regard to the vision for laying an oil pipeline
from Siberia, which has been much discussed of late.

They can also collaborate in the field of agriculture.
Both China and Japan tend to go on buying sprees with
regard to foreign soybeans and their rivalry means that
both of them are losing out. Can they not adopt a joint
agricultural strategy?

Cooperation is also possible in the field of science and
technology, and medicine, and there should be many things
that China can learn from Japan.

Moreover, cooperation in the field of finance is also
conceivable. Cooperation in such specific fields is easier
than suddenly initiating political discussions concerning
perceptions of history or the issue of visits by politicians to
Yasukuni Shrine.

Furthermore, it is necessary to foster a sense of
community in order to create such a community. The
most effective route to achieving this is the interaction of
younger generations. Projects focused on inviting Chinese
high school students to Japan are making progress, but we
also need to send students from Japan to China.

ERINA: Exchange is flourishing at the university level
as well, is it not?

Taniguchi: I am a visiting professor at universities in
various parts of China and I go there five or six times a
year. I teach at Tongji University in Shanghai, Dalian
Jiaotong University, Tianjin Foreign Studies University
and Zhengzhou University, amongst others, and in China
I strongly urge the younger generation to act in a forward-
looking manner. Of course, there is responsibility on the
Japanese side as well, but there is a tendency for young
people in Japan to become anti-Chinese when China
attacks Japan about such issues as the Yasukuni problem
and perceptions of history. I urge them to move forward

focused on the future, rather than obsessing about the past
too much.

The ultimate goal of the East Asian community
is security

ERINA: Next to Japan, China and the ROK in
Northeast Asia we have the DPRK.

Taniguchi: Former Prime Minister Koizumi visited
Pyongyang twice and issued the Pyongyang Declaration
during his first visit in 2002. I believe that this was an
extremely significant achievement and his only piece
of unique diplomacy. However, the kidnapping issue is
unfortunate and he was probably unable to predict the
reaction of the populace to it. It is a pity that he was unable
to deal with the kidnapping issue earlier. After Japan took
the trouble to fund KEDO, it was abolished due to the
DPRK's nuclear development program, but it is necessary
for diplomatic relations between Japan and the DPRK to
be normalized. The six-party talks are an important system
in terms of avoiding the isolation of the DPRK. Isolated
countries are ultimately dangerous because they impede the
stability of regions.

ERINA: There are destabilizing factors in East Asia,
from the security perspective.

Taniguchi: In Europe there are NATO and the OSCE
(Organization for Security and Co-operation in Europe).
Participants in OSCE summits include not only European
leaders, but also the leaders of the US and Canada, while
Japan and the ROK have observer status. In contrast, Asia
does not have a multilateral security system. There is only
a bilateral security system focused on the US, in which
countries such as Japan, Taiwan and the Philippines are
involved. I believe that the ultimate goal of an East Asian
community is security. If we gradually progress from
economic and environmental issues, we will eventually end
up with the creation of a multilateral security system.

Japan must not rely on the US alone with regard
to every problem. Japan-US relations are important, but
improving relationships with the rest of Asia, particularly
China, is also vital. The US is likely to start thinking
about its strategy vis-a-vis China and it is quick to adapt to
changing circumstances. In particular, it changes drastically
when there is a change in administrations.

ERINA: Japan is trying to become a permanent
member of the UN Security Council, but it just cannot
seem to gather any support.

Taniguchi: If Japan is trying to become a permanent
member of the Security Council, it must build good
relationships with neighboring countries and secure the
confidence of Asia. Because Japan is part of the Asia
group in the UN. A conceivable strategy would be to aim
to become the only permanent member without nuclear
weapons. Should Japan perhaps not propose a reduction
in nuclear weapons, as a country without nuclear weapons
and the only country to have come under nuclear attack?
Moreover, I believe that Japan should make use of its
economic might, with the aim of expanding the economic
cooperation that it extends via the UN to poverty-stricken



developing countries, such as countries in Africa.

The aims of NEASE-Net

ERINA: What is the mission of NEASE-Net?

Taniguchi: Hitherto, Japanese regions on the Japan Sea
coast have advocated the concept of the "Japan Sea rim",
but I believe that this concept itself is becoming further
and further removed from the demands of the age. I do not
think that it will be easy to change the name, but I do not
believe that it will be possible for it to survive if the scope
is not expanded and the concept adjusted. I think that, in
the future, Japan, China and the ROK should become the
core and join forces with ASEAN in aiming to create an
effective East Asian community. In order to do this, Japan,
China and the ROK must develop a sense of community.
This applies equally in the field of research.

Northeast Asian researchers are scattered around the
various countries of the region. In addition to Japanese
regions on the Japan Sea coast, there are research groups at
such schools as Ritsumeikan University, Kyoto University
and Tohoku University. We have also created one at
Iwate Prefectural University. NEASE-Net wishes to bring
together disparate high-quality researchers and make policy
proposals about the kind of strategy that Japan should adopt
with regard to Northeast Asia (Japan, China and the ROK).
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In the future, we plan to extend our network to encompass
not only Japanese researchers, but also researchers from
China and the ROK.

ERINA: There are also diverse research topics relating
to Northeast Asia.

Taniguchi: NEASE-Net wishes to establish various
subcommittees, such as those focusing on politics, the
economy, history and culture, and to conduct research and
make policy proposals. Moreover, with regard to other
fields, such as environmental issues, we would like to listen
to the opinions of our members and select new themes. In
addition, we must consider regional diversity. For example,
in Northeastern Japan, concern tends to focus northwards,
towards Northeastern China, the ROK, Mongolia and
Russia. We will respect regional characteristics and it is
conceivable that the various regions within Northeast Asia
will develop linkages.

ERINA: Thank you very much for your time today.

Interview conducted on 7™ November 2006 at Iwate
Prefectural University

Interviewer: Hisako Tsuji, Senior Fellow, ERINA
Translated into English by Eleanor Goldsmith,
Research Assistant, Research Division, ERINA
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International Container Transport on the Trans-Siberian
Railway in 2005 - 2006: The End of Finland Transit and

Expectations Regarding Japanese Use

Hisako Tsuji
Senior Fellow, ERINA

Summary

1) As a result of a substantial increase in transit charges in January 2006, the Finland transit route, which had occupied an
important position in the history of the Trans-Siberian Railway (TSR), has almost completely ceased to exist. Transit
cargo being transported to Finland with Russia as the final destination has shifted to the Deep Sea route.

2) On the other hand, export and import (bilateral) cargo is demonstrating growth of about 20% annually, due to such
factors as cargo from ROK companies, which are actively engaging in direct investment in Russia.

3) There are also great expectations concerning Japanese companies, which are planning to expand into Russia in
formulating a strategy for using the TSR, successful examples of ROK companies could be of reference for Japanese
companies planning to expand into Russia, with regard to such aspects as price negotiations and risk response.

4) There are still quite a few issues to be dealt with in order for the TSR transport route to establish its credibility and
one would encourage Russian Railways and related institutions to implement further initiatives. Problems include
sudden price rises that do not take the market into consideration, customs clearance problems, container supply, and

consideration for small and medium-sized shippers.

Introduction

Since Toyota Motor Corporation announced in the
spring of 2005 that it was planning to build an assembly
plant in St. Petersburg, there has been an ongoing boom
in expansion into Russia by its group companies and
other related companies. Furthermore, after Nissan Motor
announced in 2006 that it also intended to establish a base
in St. Petersburg, hopes have grown that the St. Petersburg
region will become the Detroit of Russia.

Amidst such hopes on both sides, the First Russia-
Japan Investment Forum was held in St. Petersburg in
early September; 300 representatives of Russian companies
and central and local government bodies participated,
along with large-scale delegations consisting of a total of
more than 200 representatives of Japanese companies and
government bodies. This demonstrates the enthusiasm of
both the Russian side, which wishes to attract Japanese
investment, and Japanese companies, which do not wish to
miss the boat.

Immediately afterwards, in mid-September, the
Russian Railways Mission to Japan took place; about
10 members of the delegation, including the company's
Executive Vice-President and executives from companies
involved in rail and marine transport, held seminars in
Tokyo and Osaka, as well as visiting about 30 Japanese
companies individually. The objective of the visit to Japan
by Russian Railways was to publicize the superiority of the
TSR route among Japanese companies that are planning
to expand into Russia. It was also intended to eliminate
the anxiety of Japanese companies that are interested in

investing in Russia, but have questions about the transport
situation.

Using the advantage of shorter transport times than
the Deep Sea route as a weapon, the TSR route has mainly
been used for exports from the ROK and China to Russia,
either directly or via Finland. Since 2000, the quantity of
cargo transported on this route has grown rapidly, but due
to successive price rises imposed by Russian Railways,
delays resulting from a lack of containers, and frequent
problems concerning customs clearance, some people say
that the TSR route is losing its competitiveness.'

What circumstances are behind the price rise that
put a damper on Russia's aggressive marketing efforts?
Moreover, can the TSR route maintain its economic
competitiveness over the Deep Sea route in transport from
Japan to European Russia? Are the on time deliveries that
Japanese companies demand possible? This paper discusses
the potential for use of the TSR route, as well as relevant
problems.

1. The Shock of the January 2006 Price Rise
(1) Notification of a Sudden Price Rise

At the very beginning of 2006, without any warning
whatsoever, Russian Railways announced a significant rise
in container cargo transport charges on the Trans-Siberian
Railway. In the past as well, notifications of sudden price
rises has been the standard tactic of Russian Railways, but
such a steep price rise is completely without precedent. In
particular, transit charges to Finland, which had remained
unchanged in a custom that had continued since Soviet

' With regard to developments up to 2004, see Hisako Tsuji, International Container Transport on the Trans-Siberian
Railway Continued to Increase in 2004, ERINA Report Vol.63, May 2005.
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times, rose to a staggering degree. The cost of transporting
a 40ft container rose by $300 (up 32%) in the westbound
direction and $900 (up 330%) in the eastbound direction;
similarly, transport charges for empty eastbound containers
rose by $840 (up 648%), raising the cost of the round trip
by about $1,200. There were similar increases in the case
of 20ft containers. With regard to the characteristics of the
new charges, firstly, westbound and eastbound charges
have been set at the same level, ignoring market trends, and
secondly, hefty charges have been imposed on the transport
of empty containers (Table 1).

Table 1 Comparison of Container Transport Charges
on the TSR Route Between Ports in Far Eastern
Russia and Finland(Comparison of 2006 Against

2005)
Nakhodka - Buslovskaya - Buslovskaya —,
Buslovskaya Nakhodka Nakhodka
Y (Empty Container)
20ft 40ft 20ft 40ft 20ft 40ft
200500 443 875 179 273 85 130
20061 00O 588 1175 588 1175 486 971
Increasé] [1 [ 145 300 409 902 401 841
Rate of 3273 | 3429 | 228.49 | 33040 | 47167 | 647.73
Increasd] [1 [
Source: Containerisation Inter I, Page 49, February 2006

Moreover, the bilateral charges applied to export and
import cargo rose by a total of 33%, including a 12.8% rise
in the tariff, the introduction of VAT of 18% on import
cargo, and a rise in the convoy charge.

At the International Coordinating Council on Trans-
Siberian Transportation (CCTST) meeting that took place
in Seoul in October, 2005, Russian Railways promised to
freeze prices in fiscal 2006 and although there were some
rumors of a price rise, those in the industry were unable to
conceal their shock and disappointment at this sudden and
steep price rise.

This price rise was also incomprehensible in terms
of its timing. As a result of successive price rises up to the
previous year and seasonal delays resulting from the lack
of flat wagons, the volume of cargo transported declined
compared with the previous year, primarily in the transit
sector. Moreover, since the latter half of 2005, tariffs on
the competing Deep Sea route had taken a downturn and
the comparative expensiveness of the TSR route became
conspicuous. This steep price rise came at a time when the
market was actually expecting a reduction in prices on the
TSR route.

In particular, the severalfold increase in eastbound
tariffs perturbed forwarders in the ROK. Forwarders in
the ROK, which mainly deal with transit cargo to Finland,
have a large number of their own containers, which were
mostly used for transit transport to Finland. In response to
asymmetric cargo movements, i.e. the fact that eastbound
cargo is scarce compared with booming westbound
cargo, which has been supported by intensive import

demand in Russia, a system had become established under
which a discount was provided for returning the empty
containers owned by these companies in the eastbound
direction. However, the cost of returning containers will
mushroom as a result of this recent modification in charges
and forwarders in the ROK will be dealt a major blow.
Furthermore, if Finland transit cargo switches to the Deep
Sea route, forwarders will have to deal with worries about
the management of the containers that they own.

In response to the notification of this price rise, the
forwarder industry in the ROK and Russia embarked upon a
campaign opposing the price rise. A group of carriers in the
ROK announced that if this price rise was accepted, cargo
owners in the ROK would be forced to bear an additional
52.3 billion won ($53.14 million) in transport charges.’
Furthermore, they did everything they could, lobbying the
ROK government and using diplomatic channels to send
letters to the Russian government and Russian Railways,
requesting that this price rise be rescinded, but it does not
look as though the decision will be reversed.

As a result of the rise in transit charges, in the case
of a 40ft container, the Deep Sea route from Busan to
Hamina costs $3,200 compared with $4,200 on the TSR
route, making the TSR (transit) 40% more expensive.3
In response, transit cargo being shipped from the ROK
to Finland that had Russia as its final destination shifted
en masse to the Deep Sea route. The quantity of cargo
involved is believed to be no less than 5,000 TEU/month,
and some believe that it totaled as much as 50,000 TEU.
This can be described as a rational choice on the part of
cargo owners, who have selected the route that is cheaper,
even though it takes longer, but apparently there were some
emotional reactions to the price rise.

In the case of Japanese companies, few use Finland
transit on the TSR route, so the price rise did not have a
great impact on them.

On the other hand, the impact of the rise in bilateral
charges appears to have been minimal. This is because the
alternative routes for transporting cargo into Russia are
limited, so forwarders were forced to accept the price rise.
Ultimately, the rise in the transport charge will be passed
on to the Russian consumer in the form of higher consumer
prices. Moreover, this is also due to the fact that major
cargo owners, such as Hyundai Motor Company, have
concluded long-term contracts with the Russian side, and so
were not subject to the price rise.

(2) The Russian Case

On 16™ March 2006, in collaboration with the CCTST,
Russian Railways held an international conference in
Vladivostok, entitled The Trans-Siberian Railway in the
21" Century.* This conference was also attended by various
executives from Moscow, including Vladimir Yakunin,
the President of Russian Railways, and invited participants
included those involved with ports, representatives of
shipping companies and forwarders from the ROK and

* Containerisation International, February 2006
* Estimate by a carrier in the ROK in April 2006.

* Dal 'niy Vostok News No.644, 20™ March 2006, and Dalnevostochny Kapital, #4 (68), April 2006.



Japan. One of the main objectives of this conference
was to explain the sudden price rise on 1* January. A
representative from Russian Railways explained that, "the
price rise was in order to ensure the profitability of our
transport business and prevent its falling into the red.";
however, representatives of cargo owners, forwarders and
carriers in the ROK, Japan and Europe disputed this with
one accord and apparently stated that as long as the pricing
policy of Russian Railways continues in its present form,
they will be forced to opt for the Deep Sea route. According
to a forwarder from the ROK who attended the conference,
participants got the message that the Russian side had a
firm intention with regard to pricing and they felt that the
era of rail transport in Finland transit had ended.

On 18" - 20" May 2006, the author attended the
1520 Strategic Partnership, an international railway
business forum held in Sochi, and had the opportunity at
the conference to listen directly to the true intentions of
the executives of Russian Railways.” The following is a
summary of the remarks made by Salman Babaev, Vice-
President of Russian Railways, concerning the rise in
transport charges.

"Until now, we have kept the transit charges to Finland
very cheap. For example, although Nakhodka - Moscow
cost $1,200, Nakhodka - Finland transit transport cost $600;
this was a strange pricing structure. This was a hangover
from the Soviet era, when the aim was to obtain foreign
currency. However, we cannot cover our material costs
with these transit charges. Moreover, the final destination of
Finland transit transport at present is Russia, so it cannot be
described as true transit. We really want to encourage true
transit transport to Europe, but cargo destined for Russia
should be treated as import cargo. We have been discussing
this problem for more than ten years, and now, at last, we
have embarked upon efforts to rectify the situation. It makes
sense for us to set charges that reflect transport costs."

What became clear during the exchange of opinions
was the new policy of Russian Railways, aimed at
effectively abolishing the international transit discount
that had been a custom since the Soviet era. During that
period, a policy of allowing foreign cargo to pass through
the Soviet Union cheaply was adopted, in order to obtain
foreign currency, but the Russia of today has abundant
foreign currency and the necessity of obtaining foreign
currency through rail transport has disappeared. Looking at
the usage situation in recent years, we can see that bilateral
import and export cargo has been growing steadily,
reflecting the booming Russian economy, and accounted
for 70% of total cargo in 2005. It is likely that their reading
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of the situation was that even if transit cargo declined,
there would not be a significant fall in the total volume.
Moreover, if the deficit in the transit sector were eliminated,
overall profits should rise.

In addition, another factor behind this issue is believed
to be the fact that there is a relationship between Finland
transit and the illegal customs practice called "gray customs
clearance", which has taken place at the Finland-Russia
border for many years.’ Russia, which is seeking accession
to the WTO, apparently wants to stamp out this "gray
customs clearance".

The magazine published by Russian Railways’
introduced the viewpoint of Russian Transport Minister
Igor Levitin, who said that, "The reality of Finland transit is
that it results in illegal imports. Transport in which cargo is
carried to another country at a lower charge than the import
charge and is then returned to Russia by truck is fake
transit." Furthermore, he stated that, "We are prepared to
apply discount charges in the case of true transit from East
Asia to such regions as the EU."

One hears from many Russian industry insiders, such
as the executives of Russian Railways and the Transport
Minister, about their feeling that "transit" transport is
exceptional. They have in the back of their minds a dream
in which they would be prepared to offer special fees for
true transit. It is precisely for this reason that Finland transit
has been protected until now as the only transit route, even
through they knew the true situation. Previously, in the
1970s and 1980s, large volumes of cargo (mainly export
cargo from Japan) underwent transit transport via the TSR
route, which at that time had cheap tariffs, to Europe and
the Middle East. One senses that when they recall this
period, they have a sense of nostalgia and are proud that
they want to see this dream again.

Furthermore, in his presentation at the 15th annual
meeting of the CCTST, which took place in Vilnius
in October 2006, CCTST General Secretary Gennady
Bessonov identified the revival of Finland transit as a
major goal. He stated that although the TSR route was
indeed expensive, if the problems on the management side
could be resolved, it would be possible to achieve revival
with speed as the route's main weapon; those present were
amazed by this perception, which is utterly divorced from
reality. The concept of "asking the market" is lacking on the
Russian side.

2. Cargo Movements Relating to Containers
Handled at Vostochny Port
Next, through the data for 2005-6, I will indicate what

5 Hisako Tsuji, The International Railway Business Forum: 1520 Strategic Partnership, ERINA Report, Vol.71, September

2006.

® The majority of export cargo from East Asia that has Russia as its final destination (mainly household electrical appliances)
is transported via Finland. The advantage of transit via Finland is that tariff duties are cheaper than if cargo is imported directly
from Russian ports. Most household electrical appliances were dispatched from bonded warehouses in Finland and crossed the
border in Russian trailers, with the information on the invoices being altered fraudulently at the Russian customs checkpoint in
order to secure a discount on the tariff duty. In transporting the cargo to the bonded warehouses in Finland, Japanese
companies used only the Deep Sea route, but companies in the ROK used both the TSR route and the Deep Sea route,

according to their needs.

" The RZD-Partner International, No. 1 (5), March-May 2006
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Figure 1 Changes in International Container Cargo Handled at Vostochny Port (January 2005 - September 2006,

loaded containers only)
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Source: VICS (Vostochny International Container Services)
Note: VICS merged with its competitor VSC (Vostock
from 2005 onwards has been used. Domestic containers are not included.

effects the aforementioned price rise had and what medium-
to long-term trends can be perceived.

Russian Railways does not publish detailed transport
statistics by railway line, so in order to obtain data relating
to the total volume transported by route, one has to rely
on such methods as gleaning figures from information
published in piecemeal fashion, or obtaining data from
related sectors, such as ports and marine transport, or
making estimates based on statistics from neighboring
countries with adjoining land borders.

I have also heard some piecemeal figures concerning
the transport performance of the TSR, but as the details
differ depending on the source, they are vague and ill-
defined.® For example, it has not been clarified whether or
not the figures include empty containers, cargo transported
via seaports other than Vostochny (e.g. Vladivostok), trade
cargo transported across the land borders at Manzhouli
- Zabaikalsk, Suifenhe - Grodekovo, and Sukhbaatar
(Mongolia) - Naushki, and domestic cargo. Furthermore,
it is not possible to detect any annual changes from these
fragmentary figures.

Accordingly, I used internal data provided by the
cargo unloading service company at Vostochny Port,

y Stevedoring Company) in February 2006, so aggregate data for the volume of cargo handled by both

VICS (Vostochny International Container Services), which
handles a great deal of international cargo on the TSR and
keeps clearly defined, consistent data in the long term.
As VICS merged with the neighboring terminal company
VSC (Vostochny Stevedoring Company) in February 2006,
caution is required when comparing data before 2005 and
2006.

(1) The Impact of the Price Rise: Short-Term
Trends

The total filled international containers handled at
Vostochny Port in 2005 was 215,442 TEU, including
63,944 TEU (29.7%) of transit cargo, 127,759 TEU (59.3%)
of import, and 23,739 TEU (11.0%) of export.

If we look at the volume of cargo for each month in
2005 and 2006, it is quite obvious that while import and
export cargo is growing steadily, there was a sharp decline
in transit cargo in 2006 (Figure 1). Comparing the figures
for 2005 and January - September 2006, we can see that
imports were up 19% and exports up 31%, but transit
plummeted to a tenth of its previous level. As a result, the
total volume of cargo demonstrated a 13% decline (Table 2).

The share of total cargo accounted for by transit cargo,

¥ At the aforementioned international conference held in Vladivostok in March 2006, Russian Railways announced that, "In
2005, the TSR transported a total of 72 million tons of trade cargo, including 407,000 containers." On the other hand,
according to an article published in Transportweekly, No. 4(12), 2006, which appeared as an announcement by Russian
Railways, "The volume of cargo using the TSR in 2005 was 72.2 million tons (up 2.6%), including a total of 388,400 TEU of
containers. Of this, 9,800 TEU was transported via Finland transit from Nakhodka to Buslovskaya."



which had been 29.7% in 2005, slipped to 3.7% in 2006
(January - September). If we exclude January 2006, on the
grounds that some contracts from the previous year were
remaining, and narrow our focus to February - September,
we can see that the share accounted for by transit cargo was
just 2.2%. In other words, after the price rise in January
2006, transit cargo evaporated and we can infer that more
or less all of it shifted to the Deep Sea route. At the same
time, import and export cargo does not seem to have been
affected by the price rise. This corresponds with what
forwarders in the ROK have been saying.

The total real volume transported in 2005 was 215,442
TEU, but estimating the total volume of cargo for the whole
of 2006 on the basis of the January - September figures, it
is anticipated that it will be about 187,000 TEU, based on
simple calculations, or 189,000 TEU taking into account
seasonal rises. However, it seems inevitable that there will
be a decline of 12-13% compared with the previous year.

In addition, as will be mentioned later, about 32%
of all the international containers handled at Vostochny
Port are empty, so if these are included, the total quantity
of international containers handled by VICS in 2005 was
316,006 TEU. The share of empty containers continued to
be high in January - September 2006.

Table 2 International Container Cargo Handled at
Vostochny Port 2005 and 2006 (TEU, loaded
containers only)

2005 2006
Jan - Dec|Jan - Sept (A) | Jan - Sept (B) | (B)/(A)
Transit 63,944 47,488 5,038 0.10
Import (westbound) | 127,759 91,854 108,929 1.19
Export (eastbound) 23,739 17,528 23,023 1.31
Total 215,442 156,870 136,990 0.87

Source: VICS
Note: Figures for both 2005 and 2006 show data for VICS + VSC.

(2) Medium-Term Trends: 2000 - 2006

Let us now analyze the volume of cargo on the TSR
route from the medium-term perspective. From 2000,
international cargo using the TSR route increased rapidly.
This is a result that was assisted by many factors, such as
the booming domestic economy in Russia and the state of
international markets.

Firstly, in response to the political and economic
stabilization that occurred when President Putin took power
following the chaos that had beset the Russian economy in
the 1990s, railway operations were also normalized. With
the introduction of new technology, container tracking also
became possible. Consequently, the speed of the TSR route
came to be praised highly by shippers. In the case of Busan
- Finland, transport takes 18-22 days on the TSR route
compared with 35 on the Deep Sea route, so the TSR had
the upper hand in terms of transport times.

Secondly, soaring oil prices have invigorated the
Russian economy and huge import demand for consumer
goods, household electrical appliances and cars has given
rise to new transport demand. In particular, household
electrical appliances made in the ROK and Chinese-made
consumer goods have stormed the Russian market. Finland
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transit was the main channel for household electrical
appliances.

Thirdly, the investment environment in Russia is
gradually being improved and the pace of direct investment
by companies from the ROK has become brisk. Hyundai
Motor Company has begun knock-down production at
Taganrog, on the Black Sea coast, while KIA Motors has
begun production at Izhevsk. In the household electrical
appliance sector, LG Electronics has built a plant at Ruza
in Western Moscow. In the case of such direct investment
in Russia, it is necessary to supply bulk shipments of
production components and raw materials on a regular
basis, and the railways play an important role in this.

Fourthly, exports to Russia from China have increased.
In addition to Chinese-made consumer goods such as
clothing and general merchandise, exports of household
electrical appliances made at plants belonging to companies
from the ROK that have expanded into China are growing.

Fifthly, between 2003 and 2005, charges soared on the
competing Deep Sea route.

In response to this following wind, the volume of
cargo handled on the TSR route continued to increase and
the volume transported in 2004 was 2.8 times the figure
for 2000. However, clouds began to appear on the horizon
in 2005 and the real volume of cargo declined by 2.7%
compared with the previous year. If empty containers are
included, the figures show a rise of 1.3%. This indicates
the separate problem of an increase in the share of empty
containers (Figure 2).

With regard to the reasons for the decline in 2005,
firstly, the lack of infrastructure for handling the increased
volume of cargo was revealed. In particular, the lack of
availability of flat wagons and containers resulted in delays
at Vostochny Port, causing its reputation for speed to be
tarnished and driving customers away. Secondly, tariffs
on the Deep Sea route began to fall from the latter half
of 2005. In addition, Russian Railways began to be at a
disadvantage in terms of price competition, with price rises
being implemented under the guise of convoy charges. As
stated earlier, the decline in the volume of cargo continued
in 2006.

(3) Trends by Country of Origin and Destination

The ROK is the largest country of origin/destination
for cargo at the eastern end of the TSR route, followed by
China and Japan. The shares of the ROK, China and Japan
in 2005 were 65%, 31% and 4% respectively. It is expected
that these shares will remain more or less unchanged in
2006 (Figure 3).

Cargo originating in or destined for the ROK rose 1.8%
on the previous year in 2005, with 33% accounted for by
Finland transit cargo (almost all of which was household
electrical appliances), but this figure has undergone a sharp
decline in 2006. Such household electrical appliances
have shifted to the Deep Sea route and are transported to
Finland and stored in bonded warehouses near the border
at Hamina, Kouvola and Kotka, before being shipped to
their final destinations in Russia, as before. At present,
in the field of export and import cargo, which accounts
for the majority of cargo to/from the ROK, the volume
of components destined for ROK companies that have
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Figure 2 Changes in International Container Cargo Handled at Vostochny Port (1993 - 2005)
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Figure 3 Cargo by Origin/Destination (loaded
containers only)
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expanded into Russia or Central Asia is increasing. In
addition, resin (the raw ingredient of plastic) is exported to
Russia from the ROK. There is little eastbound cargo to the
ROK, but timber, paper and pulp produced in Finland and
cotton produced in Uzbekistan is transported to the ROK.

Among the cargo transported to Vostochny Port as
ROK cargo is some that has been shipped from Japan or
China and transshipped at Busan, so it is believed that the
volume of cargo that is purely from the ROK is actually
slightly less than this figure would suggest.

The volume of cargo originating in or destined for
China has increased in earnest, due to the establishment of a
regular shipping route between Shanghai and Vostochny in
2000, and it has continued to demonstrate rapid growth, but

the volume declined by 10.3% in 2005. The main decline
was in westbound exports from China.

One of the main export items among Chinese cargo is
household electrical appliances that are produced in China
by companies from the ROK that have expanded there, and
which are then exported to Russia. Manufacturers in the
ROK used to export these to Finland via the TSR or the
Deep Sea route, in the same way as household electrical
appliances manufactured in the ROK, but since the January
2006 rise in rail charges, this seems to have uniformly
switched to the Deep Sea route. Another category is
Chinese consumer goods, such as clothing, footwear,
bags and miscellaneous goods. These exports are sent to
Vostochny Port either directly from Chinese ports, or via
Busan transit, and are then placed on the TSR route from
Vostochny as bilateral cargo and exported to various parts
of Russia. In addition, there are cases in which cargo is
exported to Russia from Manzhouli and Suifenhe and
transported on the TSR route.’

Cargo originating in or destined for Japan continues
at a low level, below the 10,000 TEU a year mark, totaling
7,841 TEU in 2005. Japan's share of the total also fell from
27% in 1999 and 17% in 2000 to 4% in 2005. No major
changes are anticipated in 2006. However, in addition to
this, there is cargo that is sent to Russia via Busan transit
and is therefore defined as cargo from the ROK. Busan
transit is used because there are only two sailings a month
on shipping routes between Japanese ports and Vostochny
Port. Compared with this, vessels depart on an almost daily
basis to Vostochny Port from Busan, which handles a large
quantity of cargo.

The main westbound cargo from Japan is auto parts

° There are reports that in 2005, 34,571 TEU of containers were transported to Russia via Manzhouli - Zabaikalsk and 272
TEU via Suifenhe - Grodekovo, before being dispatched along the TSR. "Transportweekly" Special Edition No. 4(12), 2006.



exported to Russia, while the main eastbound cargo is
timber produced in Scandinavia (for use in log houses).
The reasons why Japanese cargo does not use the TSR
route are that the degree of confidence in it is low due
to past experiences, and that direct investment in Russia
by Japanese companies is lagging behind investment by
companies from other countries. However, if production in
Russia by Japanese companies increases in the future, it is
anticipated that use of the TSR route will grow.

(4) Trends by Direction and the Empty Container
Problem

If we look at the volume of cargo transported in 2005
by direction, we can see that both ROK and Chinese cargo
are export-led, and the share of westbound to eastbound is
skewed 80 : 20 (Figure 4). Various forwarders have striven
to develop eastbound cargo, but all that is transported
is timber, pulp and paper from Finland and cotton from
Uzbekistan, so there is a quantitative deficiency. They
have no alternative but to return empty containers in the
eastbound direction, so the share of empty containers in
the total volume of cargo is 32% (Figure 4). According to
Russian operators, in order to use containers efficiently,
they put domestic cargo in empty containers and transport
them in the eastbound direction to Vostochny.

If we confine our focus to cargo originating in or
destined for Japan, there is little imbalance, with the ratio
of westbound to eastbound standing at 55 : 45. To put it
another way, hardly any Japanese exports use the TSR
route.

In 2006 as well, the ratio of westbound to eastbound
was more or less the same as the previous year.

Figure 4 Cargo by Direction: Westbound Versus
Eastbound
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(5) Transit Versus Bilateral

At present, there are three TSR routes to/from East
Asia: 1) Finland transit; ii) Russia domestic; and iii) Central
Asia. The first, transit to Finland, only involves passing
through Russia, so the cargo is treated as transit cargo.
Previously, there was also transit to Afghanistan, but from
about 2000, the Iran route, which involved marine transport
to Bandar Abbas in Iran followed by overland transport to
Western Afghanistan, started to be used intensively and
was cheaper than the TSR route, so almost all cargo shifted
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to the Iran route.

The Russia domestic route is, as the name suggests,
a route involving rail transport to various parts of Russia.
Block trains began running from Vostochny to Taganrog
on the Black Sea coast in 2005, and from Vostochny to
Moscow in 2006.

The third route, to Central Asia, veers southward
from the Trans-Siberian railway at Novosibirsk, heading
towards Kazakhstan and Uzbekistan. From 2006, block
trains began running from Vostochny to the GM Daewoo
plant in Uzbekistan, carrying automotive components
from the ROK. The route that competes with this one is
the Trans-China Railway (TCR), which runs from Chinese
ports (Lianyungang, Tianjin, Qingdao) to Alashankou
and then crosses the western border into Kazakhstan. The
countries of Central Asia are now independent states, but
because they are CIS states that were formerly part of the
Soviet Union, cargo transported on this route via the TSR
is treated as bilateral (export/import) cargo, just like that on
the Russia domestic route.

The rail charges applied to transit cargo and bilateral
cargo differ, and the charge per unit of distance for
transit cargo was cheap, at about half the level of that for
bilateral cargo, but as stated earlier, the price was raised in
January 2006 and the difference between them has shrunk.
Moreover, the customs inspection standards and the time
required for such inspections at ports in Far Eastern Russia
differ, with transit cargo being given preferential treatment.
Furthermore, containers owned by Russian Railways can
only be used for bilateral cargo, so forwarders and shippers
in the ROK have arranged their own containers for use on
the Finland transit route.

The share of transit cargo compared with bilateral
has changed remarkably in recent years. Whereas bilateral
cargo has been growing year by year, transit cargo peaked
in 2004 and has been declining since then (Figure 5).
Transit cargo accounted for the majority in 2000 and
2001, with shares totaling 57% and 55% respectively, but
the situation was reversed from 2002, falling to 30% in
2005 and plummeting further to 3.7% in 2006 (January -
September), the year in which substantial increases in cargo
charges were implemented. As stated earlier, it would be
no exaggeration to say that cargo on this route has almost
completely vanished.

Figure 5 Transit Versus Bilateral (Loaded Containers
Only)
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Figure 6 Changes in Transit Cargo Destined for or Originating in Japan (TEU)
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3. The History and Background of International
Container Transport on the TSR: From a Long-
Term Perspective

Let us now look at transport on the TSR route from the
long-term perspective. Broadly speaking, there have been
three major periods in the development of TSR container
transport.

(1) The Era of the Land Bridge: The 1970s and
1980s

In 1971, a regular container shipping route was
established between Japan and Nakhodka and transit
transport using the TSR route to link Japan with Europe
and Iran began. In 1975, this started to take off in earnest
when the transshipment port was switched to Vostochny
Port, which had been constructed with Japanese assistance.
The main cargo was Japanese industrial exports, such
as electrical products. As a strategy for securing foreign
currency, the Soviet Union set low transit charges and the
route became popular, with its low price as its weapon.
From 1981 to 1983, due in part to such factors as the
closure of marine routes to Iran as a result of the impact of
the Iran-Iraq war, the volume of cargo in both directions
surpassed 110,000 TEU in total in 1983. Reminiscing about
this period, some shippers say that, "although one could
not be certain about the number of days that it would take
for cargo to arrive, the price was attractive." However, in
the latter half of the 1980s, cargo declined due to greater
competition in the form of the development of alternative
routes (Figure 6).

In Japan, the TSR route is often called the Siberian
Land Bridge, or SLB for short; the origins of this term can
be traced back to transit transport during this period. It

signifies a rail transport route linked to Europe that passes
over the vast Soviet Union like a bridge, and the bilateral
transport to areas within Russia that later developed was
not envisaged. Incidentally, it is known internationally as
the TSR route and industry insiders in Japan view the term
SLB as a colloquial term that is only used in Japan.

(2) The Period of Chaos: The 1990s

In the 1990s, the Soviet Union collapsed and, because
the management and coordination functions of the route
became weakened during Russia's transition to a market
economy, problems such as the loss or theft of cargo were
a frequent occurrence and problems in running regular
services began to arise. On top of all this, charges rose and
the image and reputation for reliability of the route declined
markedly. At the same time, tariffs on the competing Deep
Sea route fell significantly as a result of technological
innovations and the introduction of larger vessels, and by
the mid-1990s, it was cheaper than the TSR. Due to such
factors, TSR transit transport originating in or destined for
Japan almost entirely evaporated. Subsequently, even after
the problems on the Russian side relating to its operation
had been remedied, it proved difficult to restore the image
of the route and Japanese use of the route continues to be
sluggish even today, as mentioned earlier.

The ROK and the Soviet Union established diplomatic
ties in 1990 and routes between the ROK and Vostochny
were opened, with companies from the ROK entering these.
However, use of the route by cargo to/from the ROK also
stagnated in the 1990s.

(3) The Era of Recovery: 2000 Onwards
As stated earlier, starting in 2000, with the emergence



of President Putin, Russia became more politically
and economically stable, and railway operations were
normalized. Moreover, the Russian economy was booming,
supported by soaring oil prices, and large quantities of
consumer goods and household electrical appliances from
the ROK and China began to be imported via the TSR
route. Furthermore, the investment environment within
Russia improved and direct investment by companies from
the ROK gained momentum. In response, bilateral cargo
also increased. In the autumn of 2000, a shipping route
between Shanghai and Vostochny was opened and China
also entered this route.

At the same time, rates on the Deep Sea route soared
between 2003 and 2005. In response to this tailwind, the
volume of cargo originating in or destined for the ROK or
China continued to increase.

(4) The End of Transit: 2006

With the January 2006 rise in transit charges, a new
page was added to the history of the TSR. The TSR route
has lost its function as a transit route, but it is continuing
to develop as an import and export route for Russia and
the CIS. Finland transit has been annihilated as a result of
the abolition of the transit discount, which was effectively
a subsidy, so the "land bridge linking Europe with Asia"
about which the Russians fantasized, is now literally just a
dream. The term "SLB", which was used with regard to this
route in Japan, has also become just a slang term that is far
removed from the reality.

So, is there no potential for the TSR route to
demonstrate its transit functions as a land bridge once
again? There are two possibilities that could be feasible.

The first possibility is "the revival of the subsidy".
As stated earlier, the executives of Russian Railways are
happy to support pure transit transport in cases where
the final destination is in the EU, for example. Under
the current transit charges, the route is not economically
competitive compared with the Deep Sea route in transport
to the countries of Europe, as well, of course, as to Finland.
Companies from the ROK are expanding into such
countries as Poland and Slovakia, which are comparatively
close to Russia, and some of them have considered using
the TSR. There are significant impediments to the TSR
route's becoming competitive, such as additional charges
imposed by the railways of countries other than Russia
and time-related problems concerning transshipment, but,
on the premise that shippers would guarantee a sizeable
quantity of cargo, consideration should be given to the level
of subsidy required of the Russian side in order to realize
transit transport on this route.

The second possibility is "profiting from a mistake by
one's opponent". There is a tendency for Deep Sea tariffs
between East Asia and Europe to fluctuate wildly and one
cannot deny the possibility that Deep Sea tariffs, which
have been falling since the summer of 2005, may soar in
the future. Moreover, there was the experience of the 1980s,
when the TSR route profited from the political turmoil in
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the Middle East.

4. Will There be a Resurgence in Japanese Cargo?

Let us discuss the potential for a resurgence in
Japanese cargo in the era of bilateral transport. As stated
at the outset, there is the question of whether or not it will
be possible to use the TSR route at a time when Japanese
companies are expanding into Russia.

(1) The Competitiveness of the TSR Route

Both the TSR and the Deep Sea routes are conceivable
transport routes to St Petersburg, where Toyota Motor
Corporation and Nissan Motor Company are planning to
establish bases. In the case of the Deep Sea route, cargo
is transported on large-scale container ships to a major
European port, such as Hamburg or Rotterdam, and then
transported to St Petersburg from there on feeder ships.

In terms of transport time, the TSR is faster. In the
case of transport from Japan to St Petersburg, the TSR takes
about 25 days, whereas the Deep Sea route takes about 40.
At present, the fact that there are only two sailings a month
between Japan and Vostochny is a problem, but for the time
being, it would be possible to use the route via Busan.

In terms of port facilities as well, Vostochny, which is
the transshipment port for the TSR, is apparently superior
to St Petersburg Port. St Petersburg Port is dilapidated
and demand is far in excess of its handling capacity, so
it is completely full already. With an eye on burgeoning
demand, Ust-Luga Port, located 125km to the west of St
Petersburg, is currently undergoing development, but this
will take time to complete. Another conceivable alternative
to St Petersburg would be to land the cargo at a port in a
neighboring country, such as Finland, and then transport it
overland.

With regard to the price aspect, the Deep Sea route
is more competitive.' In the case of transport from Japan
to St Petersburg, the official price on the TSR is more
than double that on the Deep Sea route. Accordingly,
almost all of the cargo transported from Japan to cities
in European Russia, such as St Petersburg and Moscow,
uses the Deep Sea route. In transport from Japan, the areas
with regard to which TSR route can maintain economic
competitiveness are limited to the region east of the Urals,
Siberia and Central Asia. In the case of Central Asia, the
TCR is gaining in competitiveness and the competition is
becoming intense. Consequently, the key to whether or not
the manufacturing components of Toyota and Nissan will
be able to use the TSR route to St Petersburg will be the
level of discount that Russia will apply to transport charges.

(2) Issues Concerning the TSR Route

Next, I would like to discuss a number of issues faced
by the TSR route.

Firstly, there are the frequent rises in rail charges.
In recent years, the emphasis on profitability as a result
of privatization, the structure in which deficits in the
passenger sector are covered using income from cargo,

' In the case of transport from Japan to St Petersburg, the calculations of one forwarder suggest that the TSR (full fare for
bilateral cargo) is, at about $6,500/40ft, more than double the price of the Deep Sea route, which is $2,600 - $2,900/40ft.
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and investment demand resulting from facilities that have
become increasingly dilapidated over many years are all
believed to have exerted an upwards pressure on charges.
Moreover, the convoy charge introduced in 2005 is
unpopular with users. Furthermore, many of the price rises
have been sudden, and the lack of prior information has
caused the TSR to lose the trust of the industry.

Secondly, between 2003 and 2005, during the winter,
when the volume of cargo increases, delays at Vostochny
Port became chronic, due to a lack of container wagons.
In some cases, cargo was delayed by several weeks.
Consequently, the route lost its main selling point - speed
- and many shippers shifted their transit cargo to the Deep
Sea route. Such delays are absolutely unacceptable in
knock-down production. Moreover, the lack of containers
can also be pointed out. In particular, in Japan, there is a
chronic lack of Russian Railways containers, so Japanese
cargo often uses the TCR to Central Asia. On the TCR,
Chinese shipping companies provide the containers.

Thirdly, there are frequent problems relating to
customs clearance. As customs clearance regulations are
complex and operations and inspections are excessively
strict, cargo is frequently seized at Vostochny or the Finnish
border.

Fourthly, there is the cold reception given to small
and medium-sized shippers. While preferential measures,
such as discount fares and the provision of flat wagons
& containers, are applied in the case of some large-scale
users, small and medium-sized shippers are being placed
at a disadvantage. At an international conference held in
Vladivostok in March 2006, Russian Railways President
Vladimir Yakunin said, "Russian Railways is prepared
to provide fare discounts for partners who can guarantee
that they will send a large volume of cargo (it would be
preferable to state explicitly the volume of cargo concerned)
via the TSR." "'

(3) Russian Initiatives

The Russian side has established two operating
companies with the aim of realizing the efficient transport
of international multimodal container cargo. Both of
these companies are aiming to provide a smooth supply
of containers and container wagons, in order to deal with
the problems mentioned above, and to operate block trains
as required. In addition, there are hopes that competition
between these two companies will lead to an improvement
in services.

Russian Troika was established with equal investment
by Russian Railways and Far Eastern Shipping Company
(FESCO), and began operating in March 2005. The
company has 505 long container wagons. It transported
21,018 TEU of cargo in its first year of operations.'”

Russian Troika began operating block trains between
Nakhodka and Taganrog in 2005, which Hyundai Motor

Company of the ROK uses to transport parts to its Taganrog
plant. Furthermore, in April 2006, it began operating block
trains between Nakhodka and Moscow.

Trans Container is a subsidiary of Russian Railways
that was established in March 2006 when its container
operations division broke away from the main company.
The company operates 23,000 container wagons and
177,000 containers. In 2005, it transported 275,000 TEU.”
In partnership with forwarders in the ROK, the company
transports automotive components by block train to the
GM Daewoo plant in Uzbekistan. Moreover, in July 2006,
the company ran a trial service, transporting Toyota car
components from Nagoya to St Petersburg.

The question of whether or not Russian Troika and
TransContainer can smoothly implement the positioning of
flat wagons and containers could be said to hold the key to
the development of this route.

(4) A New Business Model: The Example of
Hyundai Motor Company

Taking the example of the use of the TSR route for
exports from the ROK to assembly plants in Russia, I would
now like to introduce the strategy of the Hyundai Motor
Company of the ROK. Since 2003, Hyundai has been
conducting knock-down production of cars at Taganrog, on
the Black Sea coast, and supplies almost all its production
components from the ROK. Both the TSR route and the
Deep Sea route are used to transport parts and the company
responds to risks by creating competition between the
two routes. In order to maintain competition between the
two routes, different shipping companies are used for the
marine transport part. However, the same forwarder is used
and it is possible to change the route as circumstances may
demand."

Cargo is sent on the TSR route Ulsan — Vostochny
— Taganrog by ship and rail (block train) in about 25
days. FESCO handles the marine transport element, while
Russian Troika deals with the rail transport part; FESCO
supplies containers and Russian Troika flat wagons on a
priority basis. With regard to customs clearance, the cargo
undergoes preliminary clearance at Vostochny, with formal
procedures being carried out at Taganrog. As the whole
train clears customs en bloc, the procedures are streamlined,
the number of days required for customs clearance is stable.

The Deep Sea route involves sea transport on the route
Busan - Constanta by large ship — Taganrog after being
transshipped onto a feeder ship, and takes 35-40 days.
Containers are supplied by the shipping company.

If we compare the two routes, with regard to the
number of days required, the TSR takes 10-15 days less
than the Deep Sea route. In terms of transport costs, at
the standard price, the Deep Sea route is cheaper, but as a
special discount is applied to long-term contract on the TSR
route, the TSR route is about the same or slightly cheaper.

" Dal'niy Vostok News No. 644, 20" March 2006.

" According to materials distributed when a delegation from Russian Railways visited Japan in September 2006.

B Ibid.

' In the winter, the TSR route becomes crowded because of increases in the volume of cargo, so Hyundai responds by

increasing the proportion shipped via the Deep Sea route.



However, in applying these discount charges, the TSR
requires guarantees about the minimum volume of cargo to
be loaded at Ulsan.

This project was the first large-scale project to
be undertaken by Russian Troika, so the company has
cooperated with Russian Railways and taken great care
with regard to customs clearance, wagon supply and strict
adherence to operating schedules. It is said that it even
went so far as to change all red signals to green when
running block trains to Taganrog. Hyundai obtains tracking
information on an almost daily basis from Russian Troika,
concerning the position of the cargo being transported.

In the opinion of shippers, there have been no delays
or problems on the TSR route recently. However, based on
past examples, there is a risk of seasonal delays and price
rises, so use in combination with the Deep Sea route is
vital.

The total volume of cargo transported to Taganrog via
the TSR route in 2005 was 11,501 TEU on 86 trains."” This
is expected to increase further in 2006.

(5) Options Available to Japanese Companies

With regard to use of the TSR route, it was Japan
that initially led the way in using it as a transit route, but
companies in the ROK have a longer history of using it
for bilateral transport. The TSR usage strategy and risk-
avoidance measures employed by companies from the ROK
could serve as a valuable reference for Japanese companies.
Let us now consider the ideal shape of the strategy of
Japanese companies.

Firstly, the strength of the TSR is its speed. Japanese
companies want to enjoy the benefits of rapid transport
using block trains. At present, block trains within Russia
only run to Taganrog and Moscow. There are plans to
operate block trains to St Petersburg in the future, if there is
sufficient demand.
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Secondly, a strategy of creating competition between
multiple routes and using both as the situation demands is
essential in order to avoid risk. Companies could use the
TSR for cargo that needs to be transported quickly, while
cargo for which there is no rush could be sent via the Deep
Sea route. There is also the method that involves bringing
up examples of alternative routes in price negotiations.
In addition, as past examples demonstrate, the TSR route
sometimes faces such problems as sudden price rises and
seasonal congestion and delays. In order to avoid these
risks as well, it is vital to secure an alternative route.

Thirdly, companies should use their bargaining
power to elicit a good deal in price negotiations and
conclude a long-term contract. As stated earlier, Russian
Railways has a policy of flexibly applying discount fares to
shippers that can guarantee a large volume of cargo. Large
companies such as Hyundai Motor Company can secure
good conditions through negotiations. In general, Russian
companies prefer to deal with larger entities, so it would
be wise for small and medium-sized enterprises to form
consortia and plan to transport a sizeable amount of cargo.
In terms of price, the risk of sudden price rises can be
avoided by concluding long-term contracts.

Fourthly, the enhancement of the shipping service
between Japan and Russia is required. At present, there
are only two sailings a month on the Japan - Nakhodka
shipping route (operated jointly by FESCO and Mitsui
0.S.K. Lines) and, what is more, there are many ports of
call, so it cannot be described as speedy. There is also the
option of using Busan transit, but this takes additional days.

Finally, it is necessary to conduct a number of trials, in
order to restore the poor image of the TSR. I have heard that
the trial run by Toyota in July 2006 with the cooperation
of the Russian side yielded results that met expectations. If
each company were to run such trials, we should gradually
get closer to realizing use of the route.

5 From an interview with Peter Baskakov, Director-General of TransContainer, which was carried in The RZD-Partner

International, No. 1(5) 2006, March-May.
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3 “Neftegazovyi kompleks Vostochnoi Sibiri i Dal'nego Vostoka: sostoianie, tendentsii razvitiia i perspektivy sotrudnichestva so stranami
Aziatsko-Tikhookeanskogo regiona (ATP)” , 26 April 2006, <http://www.minprom.gov.ru/activity/energy/appearace/17>.

* “Na vse chetype storony prostirayutsia segodnia neftegazovye interesyi Rossii: Interv'yu Viktora Khristenko izdaniyu Rossiiskaia gazeta, 22
February 2006.

g Sergei Glazkov, "Eastern Pipeline Will Provide New Options” , Russian Petroleum Investor, June-July 2006, p.21.

b0 perspektivakh razvitiia i ispol'zovaniia system transportirovki uglevodorodnogo syr'ia i produktov ego pererabotki", 9 October 2006,
<http://www.minprom.gov.ru/activity/energy/appearance/22>.

7“Vos’cochnyi tari? : "Transneft' " pereraspredelit neft' mezhdu Evropoi i Aziei” , RusEnergy, 6 September 2006.

8“Duel’: Zheleznodorozhniki nesut poteri v bitve za perevozki nefti” , RusEnergy, 13 July 2006. i, /XA 7' A AT K 2 HH ~O GG % i
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9 “Vostochnyi tariff ...

10 “Pacifi ¢ Pipe Depends on Oil, Putin Warns” , The Moscow Times, 17 June 2006.
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TH R HE LE LAET S HEHCThH 5, “Sekrety na prodazhu: Pravitel'stvo planiruet sformirovat' rynok geologicheskoi formatsii” ,

RusEnergy, 27 October 2006.

12 “Dobycha neft pastet: Nadolgo li ee khavatit Rossii pri takikh tempakh, RusEnergy, 11 May 2004. V. Z/v 2~ (Orlov) w3 7 #AFE RGN -
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13 BP Statistical Review of World Energy (2006) ; [ %% o> [ & & AERHAEpE ] (CAimgnsedi) ,

1 «“Dobycha nefti pastet: Nadolgo li ee khvatit Rossii pri takikh tempakh?” .

B 2N THRMEE TO 40%E % Ll 572, Irina Gaiduk, "Year 2005 Summary", Russian Petroleum Investor, March 2006, p. 8.
16 5 b, B, S B0 LRI OBM AT, FEIC oW T, R Tr o7 oA - RT AMEEOERIZOWT) Al - K
IRA AL B 2—] vol.39, 200543 A5, v 7 ENOHRETERICE L TiL, kb RE L, "Katerogii zapasov i resursov uglevodorodov po ikh

deistvuyushchei rossiiskoi klassifi katsii” , Kommersant', 26 April 2005.

17 “Stroika v pustote: Pravitel'stvo konstatiruet narastayushchii izbytok truboprovodnych moshchnostei” , RusEnergy, 13 October, 2006.
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The Pacific Pipeline at a Crossroads:

Dream Project or Pipe Dream?

Shoichi Itoh
Researcher, Research Division, ERINA

Introduction

When Jun'ichi Koizumi visited Moscow as Prime
Minister in January 2003, he publicly declared that Japan
was greatly interested in the project being planned by
Russia, involving the construction of a crude oil pipeline
from Eastern Siberia to the Pacific coast (hereafter
referred to as the ESPO [East Siberian - Pacific Ocean]
pipeline). Russia and China had already begun negotiations
concerning the idea of first constructing a pipeline from
the oilfields of Eastern Siberia to East Asia, so the contest
between Japan and China to secure Eastern Siberian
resources became the focus of worldwide attention.

With the Russian economy continuing to boom,
fanned by the recent high price of crude oil, Russian
domestic capital is also finally being channeled back
into eastern regions (Eastern Siberia and the Far Eastern
region) in earnest. About five years ago, when the initial
draft of the ESPO pipeline project was first announced,
half of it was just pie-in-the-sky, but with the long-awaited
commencement of construction work at the pipeline's
starting point of Taishet, in Irkutsk Oblast, at the end of
April 2006, it seems that, on the face of it, the project is
now gradually being translated into reality.

However, a mountain of unresolved issues is piling
up, such as the pipeline route from the oilfields of Eastern
Siberia, which has been altered numerous times over
the years, as well as the problem of confirming proven
reserves and the enhancement of laws in order to promote
the introduction of foreign capital; accordingly, the current
situation is such that the outcome of this project cannot be
predicted. When President Putin visited Japan in November
2005, both the Japanese and Russian governments agreed
to speed up discussions aimed at the realization of the
ESPO pipeline project, but the confusion within Russia
surrounding the project failed to be sorted out, with changes
to the route being made even in 2006, and negotiations
between Japan and Russia remain deadlocked.

At the same time, with the price of crude oil continuing
to reach record highs and a sharp increase in the quantity
of crude oil imported by China, which is experiencing
ongoing economic growth, fears concerning energy security
are heightening across the globe. So what really is the true
nature of the "Sino-Japanese scramble" concerning the
ESPO pipeline project, which is being overheated by media
reports not only in Japan, China and Russia, but also around
the world? Even though there is nothing that can be done
about the media's characteristic tendency to distort the facts,
writing about things that they only half understand, it is
necessary for us to zero in on the truth of the ESPO pipeline
project and rethink "energy security”, not only insofar as
it concerns Japan, but also with regard to the region as a
whole.

This paper consists of two parts. The first part will

provide a chronological summary of the major turning
points relating to the ESPO pipeline project until now and
explain the direction being taken by the project, while also
looking at the progress of negotiations between Japan and
Russia. There is a strong tendency for both the domestic
and foreign media to focus a great deal of attention on a
subject, with piecemeal reports frequently giving rise to
misunderstanding, and this project has been no exception in
this regard. Bearing in mind that the project must overcome
a number of high hurdles before realization and that it
will inevitably continue to go through various twists and
turns, In the first part, I would like to highlight the current
status of the ESPO project. Against the background of the
recent high price of crude oil, Russia is demonstrating an
increasingly tough stance, using energy as a diplomatic
weapon, so how optimistic should we be at this stage with
regard to the ESPO pipeline project? Russia, which wants
to push ahead with the development of its eastern regions,
is demonstrating a more proactive approach towards Japan
and China in the energy sector, but has Russia already
made all the necessary preparations for building sincere
cooperative relations with other countries?

In the second part of this article, I will firstly consider
the importance of the ESPO pipeline project, which is
growing in importance as a national strategy for Russia.
Next, rather than looking at the realization of the ESPO
pipeline project from the perspective of the pipeline route
itself, I would like to focus on more fundamental issues,
such as developing oilfields in the eastern regions, with
regard to which there is a considerable lack of transparency,
and the problem of the investment climate that governs it.
In what way will these aspects permit the entry of foreign
capital?

Finally, bearing in mind Japan's New National Energy
Strategy, I would like to ask what potential the ESPO
pipeline project holds for Russo-Japanese energy relations
and, by extension, energy cooperation at the level of
Northeast Asia as a whole.

Part I: A Project in Disarray
1. The Pacific Route Surfaces (as a Counterproposal to
the Daqing Route)

In July 2001, the Russian state-owned pipeline
monopoly Transneft revealed its plan to build a 3,900km-
long pipeline from Angarsk in Irkutsk Oblast to Nakhodka,
on the Pacific coast of Primorsky Krai (preliminary
calculations suggested that the total volume of oil
transported would be 50 million tons, with construction
costs totaling about $5 billion; hereafter referred to as
the "Pacific route"). However, this was a rival to the
plan focused on building a 2,300km-long pipeline from
Angarsk to Daqing in Heilongjiang Province, via the Sino-
Russian border areas of Zabaikalsk in Chita Oblast and
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Manzhouli in the Inner Mongolian Autonomous Region
(preliminary calculations suggested that the total volume
of oil transported would be 20 million tons from 2005
and 30 million tons from 2010, with construction costs
totaling about $2-2.5 billion; hereafter referred to as the
"Daging route"), on which the Chinese and Russian leaders
agreed, appropriately enough, when President Jiang Zemin
visited Moscow that same month in order to sign the Sino-
Russian Treaty for Good Neighborliness, Friendship and
Cooperation. Fundamentally speaking, negotiations had
been conducted since the latter half of the 1990s between
the Russian private sector oil company Yukos and the
China National Petroleum Corporation (CNPC), concerning
the construction of a pipeline to Daqing. On the occasion of
the sixth regular Sino-Russian summit in September 2001,
the two companies concluded an agreement to initiate a
feasibility study concerning this pipeline.

Throughout 2002, Transneft intensified its lobbying
activities with regard to both the Japanese and Russian
governments behind closed doors, aiming to ensure that the
Pacific route was realized, rather than the Daqing route. At
that time, with regard to the Pacific route, the company only
had the goals of securing its cash flow and transporting 50
million tons of oil, but its grounds for claiming that it was
better than the Daqing route because the export destinations
would not be limited to China, so it would eliminate
three major potential problems: 1) China having the
ability to control prices through its monopsony; 2) China
becoming a transit country and exporting Russian crude
oil to a third country at a premium; and 3) threats to its
geopolitical interests. Furthermore, it goes without saying
that the gigantic behind-the-scenes conflict concerning
the respective interests arising from the construction of
a large-scale pipeline was conducted in miniature in the
Transneft vs. Yukos situation. For instance, when Transneft
announced the Pacific route, the Tumen Oil Company
(TNK), with which it had a competitive relationship in
the development of Siberian oilfields, quickly offered its
support.'

2. Prime Minister Koizumi's Visit to Russia and the Start
of the "Sino-Japanese Scramble (?)"

When Prime Minister Koizumi visited Russia, the
two leaders announced the Japan-Russia Action Plan; the
section on energy cooperation states the following.

"The two countries share the awareness that the
realization of projects that are in the interests of both sides
from an economic perspective in the field of developing
energy resources in the Far Eastern and Siberian regions
of the Russian Federation and developing pipelines for
transporting these resources will contribute significantly
to the development of these regions and be conducive to
enhancing the stability of international energy markets and
the energy security of the Asia-Pacific region and the whole

world; moreover, they will develop cooperation in these
fields in the Far Eastern and Siberian regions of the Russian
Federation. (Emphasis author's own)"”

Even today, the two sides have different interpretations
of this action plan, which is not legally binding; in general,
the Russians state that Japan has already made an effective
commitment to invest in the ESPO pipeline project, while
the Japanese take the stance that the condition underlined
above has not been put in place. Such unresolved issues
will be discussed in the second part.

In any case, when Japan expressed its readiness to
participate in the ESPO pipeline project that emerged from
the Russian side, Russia began to weigh up Japan and
China, both in name and reality, concerning access to the
pipeline from Eastern Siberia. At the same time, the media
circus concerning "the scramble between Japan and China"
began to heat up, not only within Russia, but also in Japan
and China.

3. Increasing Ambiguity Concerning the Selection of the
Route

In May 2003, the Russian government designated the
Pacific route the main line and presented a compromise
proposal that took the Daging route as a branch line.’
From this point, the focus of the discussion concerning the
pipeline route switched from a choice between two options
to the question of "Which will take precedence with regard
to the commencement of work?" In August 2003, the
Russian government adopted the document entitled "The
Russian Energy Strategy Towards 2020" (hereafter referred
to as the "2020 Energy Strategy"), but this merely adhered
to the compromise proposal announced in May of that year.
In October of the same year, Mikhail Khordorkovsky, the
CEO of Yukos, was arrested on charges of massive tax
evasion and the company that had once tried to promote the
Dagqing route became a lame duck (it went bankrupt in July
2006); however, the proposal for a route to China survived
and, for a while, Transneft itself considered the timing of
the construction of both the Pacific and Daqing routes.

As can be seen from what follows, repeated twists and
turns have subsequently been seen concerning the specific
route to be taken by the pipeline, but in any case, Russia
has been weighing up the moves by Japan and China and
there have been no changes in its basic approach of playing
both ends against the middle.

4. The Germination of the Northern Lake Baikal Route
Moving out of sequence a little, as of April 2002,
Transneft was thinking about the Pacific route proposal,
in which a pipeline starting at Angarsk, which is already
linked by a pipeline to the oilfields of Western Siberia,
would run north via Kazachinskoye and pass to the north of
Lake Baikal before passing through Tynda and Skovorodino
in Amur Oblast and turning southward at Khabarovsk to

! In September 2003, this company established the joint venture TNK-BP with British Petroleum (BP) on the basis of a 50:50

capital ratio.

2 <http://www.mofa.go.jp/mofaj/area/russia’kodo_0301.html>.

3 Interfax Oil & Gas Report, May 16-22, 2003.
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Figure 1 The Northern and Southern Routes from Angarsk
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reach Nakhodka (this will hereafter be referred to as the
northern route proposal). However, until January 2003,
the company was also considering the potential of a route
that would be diverted south of Lake Baikal from Angarsk,
passing through the Tunkinsky National Park in the Buryat
Republic and Chita Oblast before reaching Skovorodino
(whence it would take the same route as the northern route;
this will hereafter be referred to as the southern route
proposal) (see Figure 1).*

As already mentioned, until the summer of 2003, the
route predetermined by the Russian government was the
one in which the Pacific route would be the main line, with
the Daqing route joining it as a branch line (although the
order of construction was unresolved), but from that year,
the evaluation of the effects of pipeline construction on the
environment began to come under closer scrutiny as one
major factor affecting the decision concerning the route. In
December 2003, the Russian Ministry of Natural Resources
issued a negative assessment of the southern route proposal,
on the grounds that there was potential for it to have a
deleterious environmental impact on Lake Baikal.’

In February 2004, Transneft announced a new
pipeline route (total length about 4,130km) starting from
Taishet, about 130km northwest of the original starting
point of Angarsk, taking a detour north of Lake Baikal and
running more or less in parallel with the BAM Railway to
Skovorodino, about 70km from the Sino-Russian border,
and terminating at Perevoznaya Bay, on the Pacific coast of
Primorsky Krai; this was conceived as an evolution of the

existing northern route (see Figure 2).

5. State Approval for the ESPO Pipeline Project

On 31" December 2004, Prime Minister Mikhail
Fradkov signed Government Decree No.1737-r, approving
the ESPO pipeline project. Inaccurate reports stating that
this decision represented the victory of the Pacific route
over the Daqing route appeared in the media within Japan
and overseas. In the interests of accuracy, it should be
noted that in the 2020 Energy Strategy published in August
2003, a blueprint that took the Pacific pipeline as the main
line was stipulated, but the promotion of the plan on which
Transneft had been working with the aim of its realization
was no more than official approval on the part of the
government. That is to say, as Russia, including Transneft
itself, continued to demonstrate an ambiguous approach to
the construction of the Daqing route running south from
Skovorodino after passing along the northern route, as well
as the timing thereof, talk of winning and losing on the part
of Japan and China was on a totally different plane.

The essence of this government decree was as
follows.’

(1) Based on a positive national environmental survey,
approval is granted to the proposal of the Russian
Ministry of Industry and Energy and Transneft
concerning the formulation of a plan concerning
and actual construction of a crude oil pipeline
system with an annual maximum transport capacity

4 "Irkutskaia oblast'. Transneft' rassmatrivaet vtoroi variant stroitel'stva nefteprovoda Angarsk-Nakhodka", Regnum.ru, 10

January 2003 (online newspaper).

5 "Minprirody otsenit proekt 'Transneft'. 'Severnyi' variant nefteprovoda okazalsia edinstvennym", Nezavisimaia gazeta, 19

December 2003.

¢ <http://npa-gov.garweb.ru:8080/public/default.asp?no=6052270 >.
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Figure 2 The Northern Route from Taishet
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of 80 million tons on the route from Taishet to
Perevoznaya Bay via Skovorodino (in other words
the ESPO pipeline).

Approval is granted to the proposal of the Russian
Ministry of Industry and Energy to grant to Transneft
outsourcing authority concerning the formulation of
the ESPO pipeline plan and its construction.
Working in partnership with the Russian Ministry
of Industry and Energy and the Russian Ministry
of Economic Development and Trade, the Russian
Ministry of Natural Resources is to conduct
geological surveys and formulate usage programs
concerning hydrocarbon deposits in Eastern Siberia
and the Far Eastern region.

The Russian Ministry of Industry and Energy,
the Russian Ministry of Economic Development
and Trade, and the Russian Ministry of Natural
Resources are to work in partnership with Transneft
in determining the various phases of the ESPO
pipeline by 30" April 2005, based on the items in (3).
In collaboration with the Russian Ministry of
Defense, the Russian Ministry of Transport is to
formulate regulations concerning entry to and exit
from the port in Perevoznaya Bay, with the aim of
ensuring the security of navigation in the special port
region and through channels in this bay.

With the participation of Russian Railways, the
Russian Ministry of Transport is to formulate a series
of measures for ensuring the smooth transportation
of all materials necessary for the construction of
the ESPO pipeline and to take all measures deemed
necessary in order to transport crude oil by rail,
taking into account the construction phases of the
ESPO pipeline.

The cooperation of the state institutions of the
Buryat Republic, Irkutsk Oblast, Chita Oblast, Amur

Toqpmn &orn

s -k i - Vs i
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Oblast, the Jewish Autonomous Oblast, Khabarovsk
Krai and Primorsky Krai is to be requested, with
a view to resolving various problems concerning
the construction of facilities relating to the ESPO
pipeline.

(8) When Transneft adjusts the crude oil transport
charges for the oil pipeline, the Russian Federal
Customs Service is to take into account the necessity
of procuring the necessary money for rebuilding
the pipeline for transporting crude oil from Western
Siberia to Taishet and funds for the design and
construction of the ESPO pipeline system, based on
the laws of the Russian Federation.

(9) Working in partnership with the Russian Ministry
of Economic Development and Trade and the
Russian Ministry of Finance, the Russian Ministry
of Industry and Energy is to formulate proposals
relating to various measures for improving economic
effectiveness in the construction of the ESPO
pipeline, and to submit these by 30" April 2005.

(10) The Russian Ministry of Industry and Energy is to
carry out coordination, monitoring and guidance
aimed at the realization of the ESPO pipeline
project and related projects, and to submit a report
to the Russian government every six months.

6. The ESPO Pipeline Project is Split into Two Phases
On 26" April 2006, immediately after returning
home from Japan, where he had attended a meeting
of the Japan-Russia Intergovernmental Committee on
Trade and Economic Affairs, Minister for Industry and
Energy Viktor Khristenko signed Directive No.91 on
the Decision Concerning the Construction Phases of the
Pipeline Between Eastern Siberia and the Pacific (hereafter
referred to as Directive No0.91). Based on section (4) of
the aforementioned Government Decree No.1737-r, this
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Figure 3 The Two-Phase Plan for the ESPO Pipeline

(Compiled by the Russian Ministry of Industry and Energy)

directive divided the construction plan for the ESPO
pipeline into two phases and set time-specific targets for the
first phase (see Figure 3).
The essence of this directive was as follows.”
(1) The First Phase
A crude oil pipeline with a maximum annual
transport capacity of 30 million tons is to be built
along the route Taishet - Ust-Kut - Kazachinskoye -
Tynda - Skovorodino. Crude oil produced in the
oilfields of Western Siberia is to be earmarked for
the section to be developed in the first phase; in
order to do this, the oil transport capacity to Taishet
is to be reinforced. Transneft is to cover its own
fund procurement for constructing the first phase of
pipeline construction and to complete this during the
second half of 2008.
(2) The Oil Terminal Construction Plan
In planning the construction of the oil terminal
in Perevoznaya Bay, it is anticipated that it will
initially have a maximum annual handling capacity
of 30 million tons. The aim is to ensure that the first
shipments from the oil terminal to be constructed
in Perevoznaya Bay begin at the same time as the
pipeline to Skovorodino is completed.
(3) The Second Phase
The second phase involves the construction of an
oil pipeline with an annual transport capacity of 50
million tons, from Skovorodino to Perevoznaya Bay;
this would be linked to the pipeline to Skovorodino
completed in the first phase of the project, thereby
completing a pipeline system with a total annual

Proposed route of the East Siberia — Pacific pipeline -
RUSSIA

RKOREA

transport capacity of 80 million tons. The promotion
of the second phase should be conducted in step
with the development of oilfields in Eastern Siberia
and the Far Eastern region, with the approval of the
Russian Ministry of Natural Resources. In order to
realize this phase, it will be necessary to consider the
potential for using project financing mechanisms.

Incidentally, with regard to the first phase, it has been
reported that crude oil will be transported by rail from
Skovorodino to the oil terminal on the Pacific coast until
the second phase is completed, but the prospects for this are
uncertain at present.

At first glance, both Government Decree No.1737-r
and Directive No.91 based on this made it seem that Russia
had its foot on the accelerator with regard to the realization
of the ESPO pipeline project. However, in fact, nothing
can be seen concerning the branch line route to China;
furthermore, it was merely a snap decision in which one
cannot even find any information about the timing of the
start of the second phase, which is the ultimate objective of
the ESPO pipeline project, focusing on bringing oil to the
Pacific coast.

7. President Putin's Impatience and the Establishment of
the Work Schedule for the First Phase
One of the characteristics of President Putin is that he
demands compliance with the deadlines for the realization
of projects. In particular, with regard to the ESPO pipeline
project, the president not only positioned the decision on
the pipeline route as one of the national priorities in his

" For the original text, see <http://www.minprom.gov.ru/activity/auto/docs/law_mpe/1/print>.
Please note that the heading numbers used here do not necessarily correspond to those used in the original text.
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annual presidential message to the Russian parliament in
June 2004, but he also spearheaded actions at each juncture.
In addition, it is said that immediately before Government
Decree No.1737-r (December 2004) and Directive No.91
(April 2005) were announced, he urged the relevant
ministries in charge to hurry up and implement the project.

However, despite Government Decree No.1737-r
and Directive No0.91, delays continued to occur in the
formulation of a specific work schedule aimed at the
commencement of pipeline construction, due to various
conflicts of interest, between such actors as the relevant
ministries, including the Ministry of Natural Resources
and the Ministry of Industry and Energy, oil companies,
particularly Transneft and Rosneft, and local areas where
the pipeline is due to be constructed. Both the route
proposed by Transneft, starting from Taishet and running
north of Lake Baikal to Tynda, more or less running parallel
to the BAM Railway (the aforementioned first phase), and
the proposal in which Perevoznaya Bay is the terminus of
the pipeline have encountered particularly fierce resistance
from the Ministry of Natural Resources, environmental
NGOs and local parliaments, because of concerns about
environmental devastation (further details will be provided
below).

On the other hand, for President Putin, who was
planning to visit Japan for the first time in five years
between 20™ - 22™ November 2005, it was necessary to
speed up the realization of the ESPO pipeline project.® As
the president has repeatedly declared, building the ESPO
pipeline and extending it to the Pacific coast at some stage
is part of Russia's predetermined national course, and
the country is eager to secure the cooperation of Japan in
the development of oilfields in Eastern Siberia (if not in
the construction of the pipeline per se) and thereby the
future realization of the second phase of the project. In
October, just before his visit a month later, President Putin
reprimanded those involved with the ESPO pipeline project,
concerning the fact that its realization had been delayed
without any satisfactory reasons for this, and he ordered
Prime Minister Fradkov to speed up the compilation
work being conducted by relevant organizations with
the aim of realizing the plan.” In particular, the Ministry
of Natural Resources strongly objected to Transneft's
attempts to promote a plan that placed greater importance
on reducing construction costs than on the conservation

of the environment of Lake Baikal, and which designated
Perevoznaya Bay as the terminus of the pipeline, requiring
the pipeline to pass through nature reserves on both land
and sea. However, Minister for Natural Resources Yuri
Trutnev gave into pressure from those championing the
plan, who had been buoyed by the order from President
Putin, and on 10™ November he caved in the night before
the Ministry of Industry and Energy submitted the draft
work schedule for the first phase of the ESPO pipeline
project.”

In 2004, Transneft submitted to the State Environment
Survey Committee (GEE), which is the first barrier to be
cleared with regard to environmental problems, a plan to
construct the pipeline 80-100km away from the shores of
Lake Baikal and had had this plan approved. However, in
the spring of 2005, this was switched for a plan in which
the pipeline came within 800m of Lake Baikal at its
nearest point, and it was this plan that was submitted to the
government. Nevertheless, partly due to the support of the
Ministry of Industry and Energy following the acceleration
of the implementation of the plan, it was bulldozed through.
In late November, the Federal Nature Use Surveillance
Service (Rosprirodonadzor), which is affiliated with the
Ministry of Natural Resources, informed the Federal
Environmental, Engineering and Nuclear Supervision
Agency (Rostekhnadzor) that it would approve Transneft's
draft plan. "'

The main content and deadlines of the draft work
schedule for the first phase of the ESPO pipeline project
(hereafter referred to as the first phase work schedule) are
as follows.

(1) The completion of feasibility studies and granting

of approval by relevant ministries

O Federal Appraisal Committee (Glavgosekspertiza)
under the jurisdiction of the Ministry of Regional
Development: by 30" December 2005.

0 Federal Environmental, Engineering and Nuclear
Supervision Agency: by 28" December 2005.

O Federal Ministry of Health and Social Welfare,
Federal Ministry of Agriculture, Federal Service
for Hydrometeorology and Environmental
Monitoring, Federal Ministry of Culture and Mass
Communication, Federal Ministry of Natural
Resources, various related bodies under the
jurisdiction of the Federal Ministry of Emergency

8 After visiting Japan (in early June of that year), at a cabinet meeting, Foreign Minister Sergei Lavrov reported that the
Japanese response to the VSTO pipeline concept was vague. In response, President Putin instructed the cabinet that it was
necessary to intensify work in order to secure concrete interest on the part of Japan.

<http://www kremlin.ru/text/appears/2005/06/89163.shtml>.

% "<Transneft'> forsirovala Baikal: Yurii Trutnev razreshil protianut' nefteprovod riadom s ozerom", Kommersant', 11
November 2006; "Vtoroe preduprezhdenie: Putin opiat' velel uskorit' stroitel'stvo Vostochnogo truboprovoda",Vedomosti, 24
October 2005.

10 Minister for Natural Resources Yuri Trutnev continued to object to the proposal that took Perevoznaya Bay as the terminus,
but, as though turning his back on this decision, he declared that he would approve the proposal to have the pipeline pass close
to the northern shore of Lake Baikal, because of Transneft's plan to introduce up-to-date technology. "Perevoznaia ostaetsia
bukhtoi pretknoveniia", Zolotoi rog (Vladivostok), 17 November 2005.

" Dal'nii Vostok [in Japanese], No.630, 5 December 2005.

12 For the original text, see <http://www.minprom.gov.ru/activity/energy/docs/project/0>. Please note that the heading numbers
used here do not necessarily correspond to those used in the original text.



Situations: by 10" - 11" November 2005.

(2) Settling the construction plan (Transneft)

O Pipeline construction: by 10" March 2006.

0 Oil pumping stations: by 1* March 2006.

0 Perevoznaya Bay Terminal: by 1" May 2006.

(3) Change in the registration of the forest land within
the construction area to non-forest land (all within
2006)

[ Areas where the pipeline and oil pumping stations
are due to be built: Irkutsk Oblast by 1 March,
Buryat Republic, Chita Oblast and Amur Oblast
by 10" April.

[ Area where the Perevoznaya Bay terminal is due
to be built: by 1" May.

(4) Procedures for obtaining licenses to use water
resources (rivers, lakes, seas): by 9™ June 2006.

(5) Bidding and contracts for procuring construction
materials (Transneft)

0 Pipeline construction: by 20" July 2006.

0 Oil pumping stations: by 10" September 2006.

[ Perevoznaya Bay terminal: by 30" August 2006.

(6) Bidding and contracts for construction and
installation (Transneft)

0 Pipeline construction: by 12" August 2006.

0 Oil pumping stations: by 14" September 2006.

0 Perevoznaya Bay terminal: by 30" September
2006.

(7) Licenses from relevant ministries and agencies
and local administrations concerning construction
and installation

0 Areas where the pipeline and oil pumping stations
are due to be built: by 3 - 6" October 2006.

[0 Area where the Perevoznaya Bay terminal is due
to be built: by 10" May 2006.

(8) Implementation of construction and installation
work (Transneft)

0 Areas where the pipeline is due to be built (from
west to east, in the order Irkutsk Oblast, Buryat
Republic, Chita Oblast and Amur Oblast):

0 Construction commences: 1* July - 1* October
2006.

[ Construction completed: 30" May - 30" August
2008.

0 Oil pumping stations (3 in Irkutsk Oblast, 1
each in Buryat Republic, Chita Oblast and Amur

Oblast):

0 Construction commences: 1** August - 20"
October 2006.

0 Construction completed: 10" June - 10"
September 2008.

0 Perevoznaya Bay terminal:
[ Construction commences: 1* July 2007.
0 Construction completed: 8" November 2008.
(9) Operation and adjustment of the first phase
pipeline: 1" April - 10" November 2008.
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8. President Putin's Visit to Japan (November 2005)

Both sides had a shared prior awareness that it would
be extremely difficult to reach a compromise concerning
the Northern Territories issue and that it was likely that no
solution would present itself during the president's visit.
In fact, the Russian side adamantly refused to confirm the
Tokyo Declaration (1993), which advocated the conclusion
of a peace treaty after the resolution of the territorial dispute
over the four northern islands, and has demonstrated a more
rigid attitude in its policy vis-a-vis Japan with regard to this
issue, both at home and abroad.

On the other hand, a prime example of a matter
with regard to which both Japan and Russia were trying
to elicit further concessions from the other is the ESPO
pipeline. The Japanese side again requested that the route
to the Pacific coast be given precedence over the route to
China. In response, President Putin went no further than
to state once again that the government had already taken
the decision to extend the pipeline to the Pacific coast in
due course, failing to answer the question about which
route would be given precedence in the commencement
of construction work. In other words, on the subject of the
ESPO pipeline project, both Japan and Russia just followed
a parallel course in line with their previous pronouncements
and no substantive agreement was reached.

One of the 12 agreements that were the outcome of
President Putin's visit to Japan was the Detailed Agreement
Concerning Cooperation in Individual Energy Fields signed
by Minister of Foreign Affairs Taro Aso, Minister of
Economy, Trade and Industry Toshihiro Nikai and Minister
of Industry and Energy Viktor Khristenko." This document
did not make a single reference to substantive problems in
the realization of the ESPO pipeline project or solutions to
these and lacked any meaning beyond such flowery rhetoric
as the following:

"...Russia declared that a substantial amount of oil and
oil products would be exported from Perevoznaya Bay after
the construction of the first phase of the 'ESPO pipeline
system' has been completed. Russia will endeavor to ensure
that the transition to the second phase of the project takes
place as soon as possible. Japan welcomes this approach.

Both parties will discuss the conditions for the
achievement and implementation of mutually beneficial
agreements by companies and institutions in the two
countries, concerning feasible cooperation related to the
realization of the construction of the second phase of the
'ESPO pipeline system'. As a result of these discussions,
both parties will aim to reach a mutual understanding as
early in 2006 as possible. This will speed up the realization
of the construction of the second phase of the 'ESPO
pipeline system'. (Emphasis author's own)"

It ultimately proved impossible to achieve the goal
underlined above and even at the Japan-Russia summit held
during the G8 summit in St Petersburg in July 2006, there
was no sign whatsoever of a breakthrough in the stalemate
between the two countries concerning the ESPO pipeline
project.

13 <http://www.mofa.go.jp/mofaj/kaidan/yojin/arc_05/j_russia_shomei.html#3>.
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However, before lapsing into such facile interpretations
as a mutual lack of understanding between Japan and
Russia, from the next section onwards I would like to verify
the fact that Russia itself is still a long way from completing
the preparations for seeking external cooperation in
realizing the ESPO pipeline project. The project is heating
up within Russia, but there is a strong tendency for
government decisions, directives and other draft plans that
have been announced to be consigned to oblivion amidst
numerous directionless revisions. With regard to the first
phase work schedule mentioned in the previous section,
despite the fact that it was announced in a way that was
very close to official approval, less than six months later it
had undergone changes in the pipeline route and existed in
name only.

9. Conflict Over Rights Under the Pretext of "the
Environment"

At the beginning of January 2006, President Putin
visited the Sakha Republic and, with regard to the ESPO
project, asserted that, "As promised, in April we will secure
all the necessary agreements at the governmental level and
will move into the implementation phase this summer.""
However, in November last year, although the Ministry
of Natural Resources had previously made substantial
concessions, attempts to coordinate the relevant authorities
concerning measures to deal with environmental problems
and economic benefits became tangled up. The tug-of-
war between such actors as the various federal entities
located along the pipeline route, the Federal Environmental,
Engineering and Nuclear Supervision Agency, and
Transneft escalated and, in the summer of 2006, another
major change in the pipeline route was forced upon the
ESPO pipeline project. Some parts may deviate from the
chronological order employed in this article, but I would
now like to summarize the issues behind the delay in the
pipeline project due to "its impact on the environment".

Problems concerning the site of the oil terminal

With Government Decree No.1737-r, Perevoznaya
Bay became the official candidate site for the oil terminal
on the Pacific coast where the second phase pipeline will
eventually terminate (until this is completed, oil will be
transported by train from Skovorodino, the easternmost
point of the first phase pipeline). However, the assembly of
Khasan District and local and foreign environmental NGOs

such as Russian Greenpeace have raised objections to this
proposal, on the grounds of the danger of environmental
destruction in the strict nature reserve through which the
pipeline route runs and the marine reserve through which
oil tankers would pass. Furthermore, in addition to the
voices appealing for the protection of rare wild animals and
biological and plant resources, the competition between
differing interests concerning the attraction of the oil
terminal, involving such actors as the state-owned oil
company Rosneft and various local areas within Primorsky
Krai, is closely intertwined with this, with environmental
problems being used as an excuse."’ Nakhodka, which up
until 2003 was cited as the terminus of the pipeline, has now
emerged once more as a candidate site.'® In Primorsky Krai,
after Directive N0.91 was issued (in April 2005), the local
administration and some sections of the territorial assembly
began asserting the positive effects on the local economy,
such as an expansion in new employment, and, on the
grounds that the possibility existed that these vast benefits
would be washed away into neighboring Khabarovsk
Krai, it was going along with Transneft's attempts to force
through the Perevoznaya Bay proposal.’” However, in the
summer of that year, Primorsky Governor Sergei Darkin
changed his previous stance and began to make remarks to
the effect that he would not necessarily support Transneft's
decision to insist upon Perevoznaya Bay.'®

Although the Ministry of Natural Resources continued
to object strongly to the Perevoznaya Bay proposal,' this
proposal was incorporated in line with Transneft's demands
at the stage at which the draft of the first phase work
schedule was published, as we have already seen.

In November 2005, Minister for Natural Resources
Yuri Trutnev asserted that it was more rational, safer,
cheaper and more effective to build the oil terminal in
the vicinity of Nakhodka Port, rather than at Perevoznaya
Bay.”

Soon afterwards, Transneft CEO Semyon Vainshtok
revealed that, in light of the fact that construction of the
oil terminal could start a year later than construction of the
pipeline, because the Ministry of Defense had reservations
about the Perevoznaya Bay proposal, the company would
adopt a more flexible response to the proposal concerning
the alternative site.”" In January 2006, Presidential Envoy to
the Far Eastern Federal District Kamil Iskhakov (appointed
in January 2005) inspected the route envisaged in the
Perevoznaya Bay proposal for the first time and expressed

4 "Den' pered Rozhdestvom", Viadivostok, 11 January, 2006.

15 "Vse delo v sborakh", Zolotoi rog (Vladivostok), 15 March, 2005; "Perevoznuyu zhal', Nakhodka - net?: Biznes-elita
Primor'ia vedet ozhestochennuyu bor'bu za krainyuyu tochku nefteprovoda", Ezhednevnye novosti, 16 March 2005.
16 "Tikhii okean nachinaetsia v Nakhodke", Vremia novostei, 15 March, 2005.

17 Dal'nii Vostok [in Japanese], No.601, 9 May 2005.

18 "Gubernator ozadachilcia ekologiei zaliva", Ezhednevnye novosti, 13 July 2005. For more concerning the maneuvering
between the governor and Transneft, see "Gadaniia na neftianoi gushche: Kraevaia administratsiia vytorgovyvaet u 'Transnefti'

ochistnye sooruzheniia", Zolotoi rog, 2 August 2005.

19 "Yurii Trutnev: Baikal v obidu ne dadim", Rossiiskaia gazeta, 17 November, 2005.
2 "Grafik stroitel'stva truboprovoda 'Vostochnaia Sibir' - Tikhii okean' soglasovan". Regnum ru., 14 November 2006 (online

newspaper).

2! "Konechnyi punkt nefteprovoda iz bukhty Perevoznaia mozhet byt' perenesen", Zolotoi rog (Vladivostok), 12 January 2006.



his opposition to this proposal. He subsequently voiced
his support for those advocating the postponement of the
selection of an alternative proposal until the problems
relating to the route to the north of Lake Baikal had been
resolved.”

In late January, the Federal Environmental, Engineering
and Nuclear Supervision Agency commissioned a
committee of experts to conduct a state environmental
review of the ESPO pipeline plan submitted by Transneft.
As a result, a negative conclusion was reached concerning
both the proposal that took Perevoznaya Bay as the
terminus of the pipeline and the proposal for the route close
to the shores of Lake Baikal. Konstantin Pulikovsky, Head
of the Federal Environmental, Engineering and Nuclear
Supervision Agency, refused to accept the rejection of the
latter plan, but signed a conclusion blocking the former.”

Subsequently, just as the Ministry of Natural
Resources and the Minsitry of Economic Development
and Trade had submitted a proposal just before the first
phase work schedule was published the previous autumn,**
Transneft began to talk about Kozmino Bay, located near
Nakhodka, 50km away from Perevoznaya Bay, as the
leading candidate site and, as of the summer of 2006, this
proposal is awaiting government approval.”

The Lake Baikal problem

Over the three years until January 2006, the ESPO
pipeline plan prepared by Transneft came before the
State Environmental Review Committee four times.”
The main reason for this was environmental conservation
issues relating to Lake Baikal, which is a UNESCO
World Heritage Site. To simplify the bone of contention,
the closer to Lake Baikal that the pipeline passed when
running east from the starting point of Taishet (the initial
starting point was Angarsk), the easier it would be to
use existing infrastructure, such as roads and railways,
when transporting the materials and manpower needed
for the construction of the pipeline. However, there was a
commensurate increase in the potential for this beautiful
lake to be polluted (via the rivers that flow into it), in the
event of an accident affecting the pipeline, such as an oil
spill. Conversely, if the pipeline was diverted as far away
from Lake Baikal as possible, not only would the pipeline
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become longer, but also the percentage of it passing through
areas in which infrastructure has yet to be developed
would increase, causing the cost of construction and time
required for it to rise. In other words, if Transneft tries to
realize the ESPO pipeline project on the basis of reducing
economic costs and keeping the amount of investment
required as low as possible, it will accordingly come into
conflict with the groups advocating that the emphasis be
placed on environmental conservation (Greenpeace Russia,
WWF (World Wildlife Fund) Russia, the UNESCO World
Heritage Committee, etc.)

In 2003, when Transneft submitted the ESPO pipeline
plan (letter of intent to invest) to the Ministry of Natural
Resources, it was turned down because the pipeline was
only 20km away from the shores of Lake Baikal at its
nearest points.27 In the revised draft submitted in 2004, the
distance was 80-100km away and a positive response was
received from the State Environment Survey Committee.
However, by the spring of 2005, Transneft was taking a
tougher line, in order to get the government to approve its
proposal in which the pipeline route was brought further
south, coming even closer to the shores of Lake Baikal
(within 2km) than it was in the initial proposal. **

As stated above, Transneft's "forcible proposal" was
left behind when the compilation and publication of the
draft work schedule for the first phase was rushed through
at the instruction of President Putin. When the state
environmental survey was conducted in January 2006, an
overwhelming majority of the committee members - 43 out
of 52 - reached a negative conclusion concerning the draft
in which the pipeline would come as close as 800m from
the shores of Lake Baikal.”” The reasons given included
its lack of acceptability under federal laws concerning
the environment, the incomplete nature of the documents
submitted by Transneft, and the fact that the pipeline would
pass through an earthquake-prone zone north of Lake
Baikal.

Unlike the situation with regard to Perevoznaya, Head
of the Federal Environmental, Engineering and Nuclear
Supervision Agency Konstantin Pulikovsky immediately
refused to sign the negative conclusion and provide it with
a legal basis; on the contrary, he increased the number
of members of the committee by 25 and ordered them to

22 "V okruge perevom: Polpred pezidenta v Dal'nevostochnom federal'nom okruge Kamil' Iskhakov ne verit v sluchainosti i ne
slushet otgovorki", Rossiiskaia gazeta, 8 February 2006 (online edition).

2 "Chistka Baikala otkladyvaetsia: chistka ekspertov nachalas

m

, Rossiiskaia gazeta, 4 February 2006 (online edition).

Konstantin Pulikovsky served as Presidential Envoy to the Far Eastern Federal District until November 2005.
24 "Ministr Trutnev i Gref predlagaet protianut' vostochnyi truboprovod do Nakhodki", Regnum.ru, 19 September 2005 (online

newspaper).

% "<Transneft™ i ekologi nashili tochku soprikosnoveniia: vsto budet zavershen v meste, ukazannom fondom dikoi prirody",

Kommersant', 29 July 2006.
2 Dal'nii Vostok [in Japanese], No.638, 6 February 2006.
27 Ibid.

2 "Stroitel'stvo nefteprovoda 'Vostochnaia Sibir' - Tikhii-Okean' pod voprosom", Regnum.ru., 16 May 2005 (online
newspaper); "Grinpis Rossii: Rukovodstvo 'Transneft' dolzhno ponesti zasluzhennoe nakazanie", Regnum ru., 15 June 2005
(online newspaper).

2 "Trubu otodvinuli ot Baikala", Rossiiskaia gazeta, 27 January 2006 (online edition); "Komissiyu po Baikalu vyveli na chisty
list", Rossiiskaia gazeta, 31 January 2006 (online edition).
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reconsider the plan for another month.™ As a result, at the
end of February, an overwhelming majority of committee
members this time reached a positive conclusion on the
Transneft proposal and Pulikovsky signed this in early
March.” The series of approval processes during this period
was flagrantly "politically guided", while masquerading
as being for the sake of "the environment".”> Semyon
Vainshtok, CEO of Transneft, which has a strong tendency
to disregard environmental problems and has thus become
the target of criticism, both at home and abroad, himself
had no hesitation in declaring that the criticisms from
various quarters concerning the problem of protecting Lake
Baikal were based on "political and economic, rather than
environmental" motives.”

Responses at the level of the various federal entities
through which the pipeline was due to pass were not
uniform. In the Buryat Republic, which is adjacent to the
eastern shore of Lake Baikal, President Leonid Potapov,
who hoped that the pipeline would have a positive impact
on the local economy, actively supported the proposal and
chastised his own parliament, which was apprehensive
about the pollution of Lake Baikal. *

In Chita Oblast, both the administration and the
regional assembly welcomed the Transneft proposal as
something that would revitalize the local economy, while in
Amur Oblast, where Skovorodino, the terminus of the first
phase of the pipeline from Taishet, is located, there was no
significant opposition campaign at the level of either the
administration or the assembly. In Khabarovsk Krai, where
environmental NGOs are very active, Governor Victor
Ishaev appealed to the federal government to designate a
Khabarovsk port - De Kastri or Vanino - as the terminus for
future oil shipments to the Pacific coast, rather than a port
in Primorsky Krai.”

10. The Extension of the Pipeline Route

The draft first phase work schedule published in
November 2005 by the Ministry of Industry and Energy
was approved by the Federal Appraisal Committee on 6"
April.” On the 26" of that month, in the city of Tomsk (the
capital of Tomsk Oblast) in Western Siberia, President
Putin assembled the leaders of administrations in the
Siberian Federal District and the ministers from federal
ministries and agencies related to the economy, and
presided over a conference concerning the socioeconomic
development of Siberia. A shock was in store for Vainshtok,

who was participating in the conference, concerning the
environmental problems relating to the ESPO pipeline
project.

The sounding of a warning by President Putin that
national economic development projects must not be
obstructed by environmental problems is still fresh in
our minds.”” We have already seen above that he had
emphasized the acceleration of the ESPO pipeline project
on a number of occasions. In fact, with Transneft's "policy
of environmental neglect" still enduring in Directive No.91
(April 2005) and the draft work schedule for the first phase
(November 2005), the company was undoubtedly bearing
in mind the "support" of President Putin.

However, at this conference, in the middle of a live
television broadcast, President Putin himself rebuked
Transneft for its inadequate awareness of environmental
problems and urged Vainshtok to change the pipeline
route.” There is no way of knowing what the real biggest
reason for this was: whether President Putin had listened
to public opinion at home and abroad, or whether it
was a political show that arose from his awareness that,
immediately after this conference, he was to hold a summit
with the German Chancellor Angela Merkel, who has a
tough attitude to environmental problems, or whether it
was based on a judgment that it was possible to expand the
scale of the ESPO pipeline project by altering the route,
given that a considerable amount of leeway had emerged
in the country's foreign exchange reserves thanks to the
recent high price of crude oil. In any case, President Putin
explained to Vainshtok the necessity of giving adequate
consideration to the danger that natural disasters, such
as earthquakes or landslides, could pose, referring to the
need to amend the plan to bring the pipeline within such
close range (800m) of the shores of Lake Baikal. However,
President Putin did not permit the postponement of the
planned deadline for completion of the first phase (the latter
half of 2008).

On 28" April, work began on the section of pipeline
from Taishet, the starting point of the first phase, to Ust-
Kut (just over 600km). However, this means that this was a
snap decision taken before the route east of Ust-Kut, which
approaches the southern side of Lake Baikal, had been
approved.

By the summer of 2006, Transneft had drawn up a
new proposal for the pipeline route that ran from Ust-Kut
to Skovorodino via the Sakha Republic, passing about

3 "Chistka Baikala otkladyvaetsia, chistka ekspertov nachalas

31 "Sibir' prirastet nefteprovodom", Rossiiskaia gazeta, 14 March 2006 (online edition).
32 "Nefteprovod vedet naprolom: Khotia gosekspertiza prokhodit s ser'eznymi narusheniiami, edva li marshrut truby budet

izmenen", Zolotoi rog (Vladivostok), 7 March 2006.

3 "Vokrug Baikala- Semen Vainshtok president OAO 'Transneft": Stroitel'stvo nefteprovoda 'Vostochnaia Sibir' i Tikhii
okean' vygodno i bezopasno dlia Baikala", Rossiiskaia gazeta, 10 February 2006 (online edition).

3 Dal'nii Vostok [in Japanese], No.649, 24 April 2006.

3 "Porty zhelayut sest' na trubu: prodolzhaetsia bor'ba za konechnuyu nefteprovoda Vostochnaia Sibir' - Tikhii okean", Vremia

novostei, 5 March 2005.

% "Glavrospertiza utverdila TEO stroitel'stva ocheredi VSTO", Neftegazovaia vertikal', 10 April 2006.
37 "Putin: stroitel'stvo truboprovoda Sibir'-Datsin - krupneishii proekt", RIA Novosti, 20 July 2005.
3 For further details, see "Baikalspasaigrup: Vladimir Putin ukazal novyi marshrut vostochnogo truboprovoda", Kommersant',

27 April 2006.
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400km from the shores of Lake Baikal (this will hereafter
be referred to as the new extended pipeline route proposal).
At present, Transneft is at the stage of conducting public
hearings in the various regions, with the aim of completing
the state approval procedures by the end of this year.”
Under the new extended pipeline route proposal, after
running from Taishet to Ust-Kut and Kirensk in Irkutsk
Oblast, the pipeline will enter the Sakha Republic and pass
through Lensk, Olyokminsk, Aldan and Neryungri, before
reaching Tynda and Skovorodino in Amur Oblast (see
Figure 4).* The section from Ust-Kut to Tynda is called the

. 41
"extended section".

The section (just under 140km long) from Skovorodino,
the easternmost point of the first phase pipeline, to Tynda,
which lies to the north of it, is the same as that planned in
the original first phase work schedule, and work began on
this in September. In other words, construction on the first
phase pipeline has begun from both the western (Taishet)
and eastern (Skovorodino) ends, with the extended section
between them.

Under the new extended pipeline route proposal, the
pipeline is longer to the extent that it forms a big arc to the
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north, but on the other hand it will pass close to mineral
deposits that are expected to be developed in the future,
such as the Verkhnechon (Irkutsk Oblast) and Tarakan
(Sakha Republic) oilfields. The Russian side has already
recognized that the realization of the second phase of the
ESPO project and the timing thereof will depend on the
progress of the development of oilfields in Eastern Siberia.*
In the future, if formal approval is granted to this proposal,
will the Russian government, which is aiming to create
the synergistic effects of accelerating the development of
oilfields in Eastern Siberia and securing and increasing the
quantity of oil to be transported via the ESPO pipeline, be
able to achieve its goals?

There have been numerous changes and u-turns with
regard to the ESPO pipeline project, and it has not been
possible to coordinate Russian domestic interests with
Russia's own plan; given this fact alone, we can say that, at
present, it is still too early to begin concrete joint projects
with other countries. Based solely on the undeveloped state
of the ESPO pipeline and the ambiguities described above,
it is necessary for Japan and China to reflect deeply on the
confusion that Russia has caused in recent years in trying to

¥ "Dorogaia energiia 'Transneft", Vedomosti, 21 August 2006.

40 "Nachat protsess obshshestvennogo obsuzhdeniia izmenennogo proekta nefteprovoda VSTO", Regnum.ru., 24 May 2006;
"VSTO povernuli ne tuda: teper' vozmushcheny zhiteli Lenska", Vostochno-sibirskaia pravda, 15 July 2006.

4 "Vdol' Leny k Talakanu", Truboprovodnyi transport neft, n0.08.2006. <http://www.transneft.ru/magazin/tema2006_8_1.shtm>.
4 "Vce-taki Kitai: Rossiia poka ne budet stroit' nefteprovod do Tikhogo okeana", Vedomosti, 28 April 2005.



ERINA REPORT Vol. 73 2007 JANUARY

Graph 1: Russian Crude Oil Production Forecast to 2020 (Million tons)
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play Tokyo and Beijing off against each other.

Part II: Project Feasibility
1. The Eastern Regions in Russia's National Strategy
Never before in the history of Russia (including the
Soviet period and the era of Imperial Russia) has Moscow
been as serious about the development of Russia's eastern
regions as it is today. Even after the Trans-Siberian
Railway was built at the beginning of the 20™ century,
Siberia and the Far Eastern region continued to be "half-
forsaken" regions for Russia® However, at present, energy
development in this region has come to be positioned at
the heart of state policy, as something that holds a major
key to the fate of the nation. The reasons for this are
the geopolitical importance of the eastern regions and
their abundant natural resources, such as oil and natural
gas?* With regard to its geopolitical importance, Russia's
awareness that it faces China geographically across a land
border that stretches for more than 4,000km is certainly not
new in historical terms. Of course, this has varied to some
degree or another according to the times, and even if we go

back to pre-Putin-era Russia and further back to the Soviet

era, we can see that Moscow has feared the potential for
losing its geopolitical interests to China. However, there
was the paradox that even so, it made no effort to lead the
eastern regions out of their economic backwardness.

On the other hand, with regard to the issue that
takes precedence over the question of whether or not it
can achieve its geopolitical ideas, Russia today has to get
cracking on the development of the natural resources that
lie - notionally, at least - in abundance under the eastern
regions. Russia has not as yet been able to break away from
its economic system, which is excessively dependent on
resources. The production and import of oil and natural gas
and other related business activities account for the majority
of annual government revenue.

Hitherto, more than 70% of crude oil and natural gas
production in Russia has taken place in Western Siberia.
Graph 1 shows the region-by-region predictions of crude
oil production given in the Russian Energy Strategy to 2020
(hereafter referred to as the 2020 Energy Strategy), which
was published by the Russian government in August 2003.

According to this, similarly to natural gas, the volume

43 Concerning the argument that the Siberia region has become a kind of shackle on the economic development of Russia, see Fiona Hill &

Clifford Gaddy, The Siberian Curse: How Communist Planners Left Russia Out in the Cold (Washington D.C.: Brookings Institution Press,

2003

“ Regarding the background to the increase in the eastern region's geopolitical importance under the Putin administration and various

domestic developments during Putin's fi rst term, see my article,"Sino-Russian Relations in the Putin Era: Focusing on Bilateral Relations

Concerning Eastern Russia", published in Russian Diplomacy Today I (Hokkaido University Slavic Research Center, 21st Century COE

Program Research Report Series No.2, 2004, pp.62-105)[in Japanese]. It is well known that Putin himself has urged the reconstruction of

Russia's national strategy with a focus on energy resources since his time as Deputy Mayor of St Petersburg. With regard to the hypothesis

that the President is gradually realizing his vision, see Harley Balzer, "The Putin Thesis and Russian Energy Policy", Post-Soviet Affairs,

vol.25., no.3, 2005, pp.210-225.



of crude oil production in Western Siberia will peak around
2010 and it is envisaged that the subsequent decrease
in output from that region will gradually be covered by
production from Eastern Siberia and the Far Eastern
region. The figures published forecast that, even under the
optimistic scenario, after the volume of crude oil production
in Western Siberia increases slightly from 325 million tons
in 2005 to 344 million tons in 2010, output will decline to
315 million tons by 2020.

Basically, from 2010 to 2020, while the share of
Western Siberia in the volume of Russia's crude oil
production will fall from 71% to 61%, the share accounted
for by Eastern Siberia and the Far Eastern region is forecast
to rise from 7.8% to 20%.

2. Russia Looks Towards the Asia-Pacific Markets

The 2020 Energy Strategy states that the share
accounted for by the Asia-Pacific region in Russia's
crude oil export destinations will increase from 3% at the
beginning of the 21" century to 30% in 2020. Russia is
formulating a plan for providing eastern countries with
a maximum of 100 million tons of crude oil to 2020.%
In an interview carried in the governmental newspaper
Rossiyskaya gazeta in February 2006, Minister of Industry
and Energy Viktor Khristenko focused on the fact that
European energy demand will peak in the future, while
Asia-Pacific energy markets are achieving the highest
growth rates in the world, and reaffirmed Russia's
willingness to be proactive in entering the latter markets,
while making use of its unique geographical conditions.*

On the other hand, there is another reason behind
Russia's decision to focus on the Asia-Pacific region as
a destination for its exports of crude oil. According to
statistics from the Ministry of Economic Development and
Trade, about 96% of crude oil produced in Russia in 2006
was sent to European markets,”” but because "Urals crude
oil" is cheaper than "North Sea blent crude oil" and buyers
can beat down the price, Russia is losing about $6-7 billion
annually. According to a remark made by Mr. Khristenko
during a meeting of the Government Committee on the
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Fuel and Energy Sector, if the ESPO pipeline project is
realized, 11.6-26% of the total volume transported by
pipeline will be sent to the east.”® Transneft Vice-President
Sergey Grigoriev has revealed the company's plan to
introduce uniform charges for the transport of crude oil to
markets in Europe and Asia, but after the construction of
the first phase of the ESPO pipeline, there are those
who are of the opinion that oil companies can offset the
cost of discounts in European markets by earning the so-
called "Asian Premium".*”’ In addition, it has been reported
that, in aiming for the realization of the ESPO pipeline
project, the Russian government and Transneft are currently
considering covering the aspects of the pipeline that are
lacking in commercial terms by making transport costs
cheaper through political decisions, thereby increasing the
willingness of oil companies to invest in Eastern Siberia.”

3. When Will the ESPO Pipeline be Filled With Oil?

In July 2006, when the first G8 summit hosted by
Russia was held in St Petersburg, Mr. Khristenko remarked
at a press conference that the skepticism that had existed
hitherto about whether enough crude oil to fill the ESPO
pipeline could be secured before the first phase got up
and running had been swept away. Furthermore, he even
hinted at the possibility that the construction of the second
phase would begin by 2015 and the full 80-million-ton
volume would be supplied earlier than had been planned.”
At the same time, when he held talks with Prime Minister
Koizumi, with regard to the question of whether or not
the pipeline would reach the Pacific coast, President Putin
stated that the outlook was unclear and that it would depend
on whether or not sufficient crude oil could be secured.”
Was President Putin merely trying to throw Japan off
balance? Or was he just speaking the truth?

4. The Problem of the Quantity of Reserves of Crude Oil
In April 2002, the Russian government took the
decision to make the quantity of the country's oil and
natural gas reserves a state secret.” Today, many experts
recognize that the reserves of hydrocarbon resources in

4 "Neftegazovyi kompleks Vostochnoi Sibiri i Dal'nego Vostoka: sostoianie, tendentsii razvitiia i perspektivy sotrudnichestva
so stranami Aziatsko-Tikhookeanskogo regiona (ATP)", 26 April 2006, <http://www.minprom.gov.ru/activity/energy/
appearace/17>.

46 "Na vse chetype storony prostirayutsia segodnia neftegazovye interesy Rossii: Interv'yu Viktora Khristenko izdaniyu",
Rossiyskaia gazeta, 22 February 2006.

47 Sergei Glazkov, "Eastern Pipeline Will Provide New Options", Russian Petroleum Investor, June-July 2006, p.21.

4 "Q perspektivakh razvitiia i ispol'zovaniia system transportirovki uglevodorodnogo syr'ia i produktov ego pererabotki", 9
October 2006,

<http://www.minprom.gov.ru/activity/energy/appearance/22>.

4 "Vostochnyi tariff: "Transneft" pereraspredelit neft' mezhdu Evropoi i Aziei", RusEnergy, 6 September 2006.

% "Duel": Zheleznodorozhniki nesut poteri v bitve za perevozki nefti", RusEnergy, 13 July 2006. With regard to the proposal
to offer discounts on transport charges as a political decision, in order to promote eastward crude oil transport by pipeline,
there is a severe conflict between Transneft and Russian Railways, which wants to secure an appropriate share for export by
rail transport, including on export routes to China.

1 "Vostochnyi tariff...

32 "Pacific Pipe Depends on Oil, Putin Warns", The Moscow Times, 17 June 2006.

33 So far has been reported to date, the Ministry of Natural Resources has a policy of recalculating and announcing reserves
by 2009, on the basis of new criteria defining reserves, which were introduced in 2005 in order to bring them closer to
international standards. "Sekrety na prodazhu: Pravitel'stvo planiruet sformirovat' rynok geologicheskoi informatsii",
RusEnergy, 27 October 2006.
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Eastern Russia, the development of which had previously
been lagging behind, hold immense potential, but when
it comes to proven reserves or recoverable reserves,
assessments vary.

Russia's crude oil reserves as of the beginning of 2002,
as announced the same year by the State Commission on
Mineral Resources Reserves, totaled 18.2 billion tons in
categories A+B+C1 (Russian standard confirmed reserves),
with Eastern Siberia and the Far Eastern region holding 400
million tons and 500 million tons respectively (Table 1).**
Incidentally, with regard to Russia's crude oil reserves, BP
statistics (2006) put them at 74.4 billion barrels (10.2 billion
tons, as of the end of 2005), while the Japan Petroleum
Development Association estimate them at 127.338 billion
barrels (as of the end of 2002).”

Table 1: Russian Crude Oil Reserves by Region and
Category as of the Beginning of 2002 (1 billion tons)

A+B+C1 C2
Western Siberia 12.2 6.4
Eastern Siberia 0.4 0.6
Northern Region 1.5 0.7
Urals & Volga Region 3.7 0.4
Far Eastern Region 0.5 0.3
Total 18.3 8.4

Source: State Reserves Committee
(Published in "Dobycha nefti pastet: Nadolgo li ee khvatit Rossii pri takikh
tempakh?", RusEnergy, 11 May 2004)

Calculations by the Ministry of Natural Resources
suggest that it is necessary to secure at least 10 billion
tons in reserves, in order to achieve the crude oil
production envisaged in the 2020 Energy Strategy.
However, in Russia of late, there has been a declining trend
in the ratio of secured new reserves to growth in production
(reserve replacement rate) and, as of 2005, more than half
of crude oil produced by Russian oil companies is gobbling
up previously-discovered reserves and the increase in
reserves through new geological surveys is not covering
this.”® The volume of crude oil production in Russia in
2005 was 470 million tons, but the increase in reserves was

285 million tons; in other words, the replacement rate was
just 60%.”” Valery Garipov, who held the post of Deputy
Minister of Fuel and Energy between 1996 and 2001,
has disclosed that the Russian state is losing its ability to
undertake the rational control of crude oil, and that, on the
basis of development to date, it cannot secure sufficient
reserves and resources to achieve the planned annual
production volume of 490-520 million tons set forth in the
2020 Energy Strategy.”

5. Prospects for Crude Oil Production in Eastern Russia

The 2020 Energy Strategy forecasts that Russian crude
oil production in the near future will reach 445-490 million
tons by 2010 and 450-505 million tons by 2015. The
Ministry of Economic Development and Trade's estimate
is higher than the figures in this strategy, forecasting that
oil production will reach 490-515 million tons by 2010,
but with regard to the situation thereafter, it predicts that
production will reach a maximum of 540 million tons.”

As stated earlier, the construction of the ESPO
pipeline is being promoted by the Russian government on
the grounds that increasing production volumes in Eastern
Siberia and the Far Eastern region is essential to ensuring
the maintenance and future growth of crude oil production.
Conversely, if Russia does not succeed in securing
continued increases in the production of crude oil in these
eastern regions and a comparable quantity of reserves, not
only will it not be possible to ensure the profitability of the
ESPO pipeline, but also Russia, which wants to expand
its influence in the Asia-Pacific region using energy as a
"weapon", will be unable to translate its national strategy
into reality.

Amidst hopes that the basic increase in crude oil
production will be achieved through development in the
eastern regions, the Ministry of Economic Development
and Trade forecasts that the volume of production in these
regions will rise more than threefold from 23 million tons
in 2006 to 74 million tons by 2015.°° At the same time,
according to the Eastern Siberia and Sakha Republic
Geological Survey Program (hereafter referred to as the
Eastern Siberia Survey Program) adopted by the Ministry

> "Dobycha neft pastet: Nadolgo Ii ee khavatit Rossii pri takikh tempakh, RusEnergy, 11 May 2004. According to the
Chairman of the Federation Council's Committee on Natural Resources and Environment Protection, Viktor Orlov, if a
coefficient of 0.66 is applied to the Russian evaluation of reserves of A+B+Cl1, they are more or less equivalent to the proven
reserves of Western countries.

55 BP Statistical Review of World Energy (2006); Crude Oil Reserves of Major Countries and Their Annual Production (Japan
Petroleum Development Association) [in Japanese].

% "Dobycha nefti pastet: Nadolgo li ee khvatit Rossii pri takikh tempakh?".

57 Nevertheless, this was higher than the figures in the 40% range that had been recorded until the previous year. Irina Gaiduk,
"Year 2005 Summary", Russian Petroleum Investor, March 2006, p.8.

8 [Ibid. Unlike the quantity of reserves, the quantity of resources indicates the stage prior to commercialization. For further
details, see Akira Sato, "Concerning the Definition of Russian Oil and Natural Gas Reserves", Oil and Natural Gas Review,
vol.39, March 2005 [in Japanese]. For more on Russian domestic definitions of reserves, please also refer to "Katerogii
zapasov i resursov uglevodorodov po ikh deistvuyushchei rossiiskoi klassifikatsii", Kommersant', 26 April 2005.

% "Stroika v pustote: Pravitel'stvo konstatiruet narastayushchii izbytok truboprovodnych moshchnostei", RusEnergy, 13
October 2006.

 Ibid.
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Table 2: Crude Oil (Including Condensate) Production Forecasts in Eastern Siberia and Far Eastern Russia towards 2030

(unit: 1 million tons)

‘ 2004 2005 2010 2015 2020 2025 2030

Sakha Republic
Srednebotuobin 0.01 0.02 0.81 2.13 2.17 2.17 1.75
Talakan 0.20 0.30 1.60 5.21 5.21 5.11 4.51
Chaiandin 0.00 0.00 0.10 0.95 2.12 2.12 2.12
Verkhnevilyuchan 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Srednevilyui 0.18 0.09 0.25 0.28 0.28 0.27 0.25
Other deposits expected to be discovered 0.03 0.03 0.60 0.80 1.00 3.50 14.97
Subtotal 0.4 0.4 34 94 10.8 13.2 23.6

Irkutsk Oblast
Kovykta 0.00 0.01 0.54 0.94 1.09 1.09 1.09
Verkhnechon 0.00 0.00 0.81 6.94 9.34 9.34 8.84
Dulismin 0.01 0.02 0.05 0.3 0.31 0.31 0.29
Iaraktin 0.05 0.06 0.30 0.55 0.60 0.60 0.50
Other deposits expected to be discovered 0.02 0.02 0.02 0.40 2.10 5.50 19.28
Subtotal 0.1 0.1 1.9 9.1 13.4 16.8 30

Krasnoyarsk Krai (including Evenki Autonomous Okrug)
Yurubcheno-Tokhom 0.04 0.06 4.07 14.38 21.42 21.43 21.43
Kuyumbin 0.02 0.04 3.00 8.05 11.05 11.06 11.06
Sobin 0.01 0.01 0.04 0.39 0.82 0.62 0.5
Other deposits expected to be discovered 0.00 0.00 0.10 0.70 2.50 6.90 23.41
Subtotal 0.1 0.1 7.2 23.5 35.8 40 56.4
Eastern Siberia & Sakha Republic

‘ 0.6 0.6 12.5 42.0 60.0 70.0 110.0

Sakhalin Oblast
Sakhalin I (Lunsk, Pil'tun-Astokh) 1.6 1.7 8.5 8.5 8.5 8.1 7.3
Sakhalin II (Chaivo, Odoptu, Arktun-Dagi) 0 0.1 12.5 12.5 12.5 12.5 12.1
Other deposits expected to be discovered 2.1 2.2 2.0 4.0 9.0 12.0 15.6
Subtotal 3.7 4.0 23.0 25.0 30.0 32.6 35.0

Eastern Siberia & the Far Eastern Region

Total 4.3 4.6 35.5 67.0 90.0 102.6 145.0

(Institute of Oil and Gas Geology (IGNG) of the Siberian Branch of the Russian Academy of Sciences, Novosibirsk)
Source: A. Korzhubaeyv, "Perspektivy dobychi nefti i gaza v Vostochnoi Sibiri i na Dal'nem Vostoke Rossii", Problemy Dal'nego Vostoka, No.6, 2005, p.51.

of Natural Resources in 2005, the quantity of crude oil
produced in Eastern Siberia is estimated to reach 30 million
tons in 2012-2013, rising to 80 million tons after 2020
(around 2025). '

According to estimates by the Novosibirsk-based
Institute of Oil and Gas Geology (IGNG) of the Siberian
Branch of the Russian Academy of Sciences, crude oil
production in the eastern regions is forecast to rise to 35.5
million tons in 2010, 67 million tons in 2015, 90 million
tons in 2020 and 145 million tons in 2030 (Table 2).In June
2006, Rosneft President Sergei Bogdanchikov asserted that,
according to his company's estimates, with the reserves
in Eastern Siberia alone, it will be possible to provide the

quantity of oil to be transported that is necessary for not
only the first phase of the ESPO pipeline project, but also
the whole of the project, including the second phase; with
regard to the first phase, he expressed confidence that the
company would be able to supply 70% of the volume of
oil to be transported from the Vankor and Verkhnechon
oilfields.”” In November 2006, at a Japan-Russia symposium
held in Tokyo, Deputy Director of Rosneft's Strategic and
Overseas Projects Department Valerii Rusakov revealed
that the company planned to supply 60% of crude oil when
the ESPO pipeline came online, with half of this being
dispatched from the Vankor oilfield.”

Due to the emergence of the new extended pipeline
route proposal, the pipeline will pass closer to promising

1 "Trudnaia neft' Vostochnoi Sibiri: Pereiti ne nee polnost'yu VSTO cmozhet posle 2025 goda", RusEnergy, 8 September
2006. The 2020 Energy Strategy expresses the expectation that production in Eastern Siberia and the Sakha Republic alone
will reach 50-80 million tons by 2020, under the moderate and optimistic scenarios, respectively.

2 "Sergei Bogdanchikov, "Tema priobreteniia 'yuganskneftegaza' zakryta", Kommersant', 14 June 2006.

 "Rosneft' zapolnit Vostochnyi nefteprovod na 60%",

< http://www.vstoneft.ru/news.phpnumber=195>. Mr. Bogdanchikov declared that the volume of production from the Vankor

oilfield group would reach 43 million tons by 2015.
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oilfields than it would have under previous plans and the
distance that will have to be covered by feeder lines linking
the pipeline constructed by Transneft with individual
oilfields will be reduced, so the burden of construction
costs on each company will be cut. However, as stated
above, there are major variations in the prospects for future
oil production as envisaged by each ministry and research
institute, so it is necessary to acknowledge once more that
this suggests that there are considerable question marks
over the development of natural resources in the eastern
regions.

According to reports in the Russian national daily
Kommersant' published in November 2005, when the
Ministry of Industry and Energy published the draft work
schedule for the first phase of the ESPO pipeline project (in
other words, at the stage before the new extended pipeline
route proposal, which was published in the summer of the
following year), under the plan in which production will
finally begin by the time the first phase goes online in 2008,
Rosneft will only produce about 3 million tons annually
from the Vankor oilfield, about 1 million tons a year will
be produced from the Verkhnechon oilfield, which is being
developed by Rosneft in partnership with TNK-BP, and
Surgutneftegaz will produce about 4-6 million tons annually
from the Talakan oilfield. Transneft Vice-President Sergey
Grigoriev has stated that the quantity of oil transported
from Eastern Siberian oilfields when the ESPO pipeline
goes online will be 6 million tons, so there will be no option
available other than to depend on oil transported from
Western Siberia to make up the shortfall.**

According to geology experts from the Ministry of
Natural Resources, the sources of supply to the ESPO
pipeline that are being considered include the Talakan
oilfield, the Verkhnechon oilfield, the Yurubcheno-Tokhom
oilfield zone, the Srednebotuobin oilfield, and the oil
deposit of the Chaiandin gas field; the transport of oil from
the Vankor oilfield via Western Siberia is also envisaged.
In addition, the maximum oil transport capacities in the
period 2012-2015 are anticipated to be 6 million tons from
Talakan, 10 million tons from Verkhnechon, and a total of
15 million tons from Yurubcheno and Tokhom combined.®

In September 2006, Sergei Fedorov, Director of the
Department for Government Policy and Regulation on
the Use of Energy Resources at the Ministry of Natural
Resources, asserted that realizing crude oil production
of 30 million tons annually in Eastern Siberia before the

first phase of the ESPO pipeline goes online in 2008 will
be absolutely impossible.” According to him, while the
reserves secured in Eastern Siberia by the beginning of
2006 totaled just 5.8 million tons, which was no more than
6.4% of the 90.7 million tons planned in the Eastern Siberia
Survey Program, in light of all the conditions, the only hope
is for oil to be transported from Western Siberia in the long
term, in the second phase of the ESPO pipeline vision, with
consideration being given to appropriate transport charges
from a political perspective.”’ There are also forecasts that
it will be necessary to supply at least 30 million tons to the
ESPO pipeline from Western Siberia until 2030. **

6. Oilfield Development and the Investment Climate
(1) Estimates of Development Costs and the Investment
Situation
In February 2005, Deputy Minister of Natural
Resources Anatoly Temkin reported at a State Duma
hearing that, if relying on existing reserves in Eastern
Siberia and the Far Eastern region, it would be possible to
continue producing 30 million tons annually up to 2030,
but that if this figure went up to 50 million tons annually,
it would be necessary to upgrade the portion positioned as

"resources" to the status of "reserves" and begin developing

them by as soon as 2010-2012.”

Speaking to Parliament in April 2006, Deputy Minister
of Industry and Energy Andrei Dementiev stated that
40-50% of the crude oil lying beneath Russia was located in
the eastern regions, but he did not mention any figures as a
breakdown (proven, estimated, projected), so there are still
question marks over this.”” Due to the high development
costs, including infrastructure that has not yet been put in
place, the eastern regions have not been included in full-
scale exploration and exploratory drilling, but today, at
last, they are being placed at the heard of Russia's national
energy strategy. According to IGNG estimates, whereas
the average cost required to increase reserves by a ton is
$2.5 in Western Siberia, it is $4-5.6 in Eastern Siberia.”" It
is predicted that the cost of developing oil and natural gas
in Eastern Siberia and the Sakha Republic will be $67-87
billion by 2030.”

According to a 2004 assessment by the Ministry of
Natural Resources, the geological surveys required to
transport 30 million tons a year via the ESPO pipeline
would cost $8 billion, rising to $19 billion in the case of 50
million tons and about $40 billion in the case of 80 million

% 1M Transneft'Jforsirovala Baikal", Kommersant', 11 November 2005.
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tons. However, for instance, in the two years to 2004, the
government and oil companies only spent a few hundred
million dollars.” The fact that Russian oil companies only
spend about one-third of the amount spent by foreign
companies on exploration and exploratory drilling was
acknowledged as a problem by experts at the Baikal
Economic Forum held in Irkutsk in September 2006. If we
look at the amount invested per ton of oil extracted, as of
2002, the figure was $16.6 in Russia, whereas it was $48 in
other countries. In the 2020 Energy Strategy, the amount
of annual investment required in Russia's oil and gas sector
is estimated at $22-25 billion, but actual investment is
no more than $10 billion and some experts fear that, if
the current situation continues, there is a possibility that
Russia's oil reserves will fall to 65% of the 1991 level by
2020.

(2) The Introduction of Tax Holidays

In April 2006, the Ministry of Economic Development
and Trade submitted to the government a bill that amended
the tax code and prescribed tax holidays and waivers of
mineral resource extraction tax for new development
projects on green-field sites, in order to expedite the
development of oilfields in Eastern Siberia. The bill
was passed in July after readings by the Duma and the
Federation Council of Russia, and was signed by President
Putin. This revised law focuses on Eastern Siberian
oilfields, particularly those located in Irkutsk Oblast,
Krasnoyarsk Krai and the Sakha Republic (the latter is
actually located in the Far Eastern Federal District) that are
expected to supply oil to the ESPO pipeline and for which
licenses were issued before this law entered into force. The
preferential measures last for up to 10 years if production
licenses have been issued, and up to 15 years if both
exploration and production licenses have been issued; they
will lapse once cumulative production reaches 25 million
tons.” Initially, it also targeted Timan-Pechora and offshore
areas, but in the end only Eastern Siberia was selected.”
According to Minister of Economic Development and
Trade German Gref, the government expects the volume of
crude oil produced annually in Eastern Siberia to increase
from 1 million tons at present to 45 million tons by 2015.”
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(3) The Introduction of the Concept of Strategic Deposits

The Putin administration has positioned energy
resources such as crude oil and,natural gas, as well as other
sub-soil resources, as strategic materials that determine
the fate of the nation, and is gradually eliminating the
influence of foreign companies, which began to strengthen
in the 1990s. In May 2005, President Putin instructed the
government to formulate a bill limiting foreign investment
in companies linked with national security, and the Ministry
of Natural Resources has been making preparations for
this.” In October of the same year, the Ministry of Natural
Resources formulated a bill as an amendment to the Law
on Use of Sub-Soil Resources (enacted in 1992), defining
oilfields with at least 150 million tons of reserves, gas fields
with at least 1 trillion m’ of reserves, copper deposits of
at least 10 million tons and gold deposits of at least 700
tons as "strategic deposits", and stipulating the condition
that the share of stock held by foreigners should be less
than 50% (in other words, it was mandatory for Russians
to hold 50% +1 share). However, on the grounds that the
definition of "strategic deposits" did not adequately protect
national interests, the bill was rejected at the request of the
Presidential Administration, immediately before its first
reading at the State Duma. "

In May 2006, when President Putin held a meeting
with Minister of Natural Resources Yuri Trutnev, he
instructed the minister to reconsider the "strategic deposits"
criteria.*® In June of the same year, the minister revealed
a new bill, in which the deposit reserves targeted by
restrictions on entry by foreign investors (as stated above)
were set at 70 million tons or more in the case of oilfields,
at least 50 billion m’ in the case of natural gas fields, at
least 500,000 tons in the case of copper deposits and at
least 50 tons in the case of gold deposits. According to Mr.
Trutnev, based on this new definition, while around 30
oilfields and 40 natural gas fields across Russia will fall into
the "strategic deposit" category, an appropriate framework
with a focus on the entry of foreign capital into Eastern
Siberian "strategic deposits" that will be supplied to the
ESPO pipeline is still being developed, in cooperation with
the Federal Agency for Subsoil Use."

While some are of the opinion that the introduction
of the definition of "strategic deposits" will work to the

3 "Povtorenie proidennogo: Novaia trassa VSTO byla pazpabotana v 2004g., no otvergnuta "Transneft'yu

June 2006.
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pomogut bystro napolnit' vostochnyi nefteprovod", RusEnergy, 15 June 2006.
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2006.
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2005.
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advantage of large state-owned companies such as Rosneft
and Gazprom when aiming to introduce foreign capital,”
the Federal Security Service (FSB), which most fears
the loss of Russia's national security and interests has
apparently put forward the opinion that the conditions
for foreign investors, regarding which companies can
participate in "strategic deposits", should be made even
stricter.”

7. Problems When Considering Future Japan-Russia

Energy Relations

(1) The Bilateral Relationship is Out of Alignment

The first part of this article discussed the vicissitudes
surrounding the selection of the ESPO pipeline route,
while the second part has focused on the various problems
concerning the securing of crude oil reserves and production
volumes in order to supply oil to the ESPO pipeline. What
has emerged so far can be broadly classified as follows:

a) Russia, which is experiencing an ongoing economic
boom supported by the high price of crude oil, is
putting its back into developing energy in the eastern
regions at an accelerated pace.

b) While the Russian leadership is recognizing anew
the geopolitical importance of the eastern regions, it
is trying to reinforce its presence in the Asia-Pacific
region by accelerating energy development in the
eastern regions.

c) While Russia is gaining a stronger awareness that
energy resources are strategic commodities, it is trying
to eliminate foreign influence on their development, as
far as possible.

d) Given that conflicts of interests between various
stakeholders are intensifying, the scale and frameworks
are continuing to become more ambiguous with regard
to the potential for joint development with foreign
companies.

If we coolly analyze the foregoing situation within
Russia, apart from the Sakhalin projects, which began in
the 1990s, it has to be said that the scope for cooperation
with Russia by other countries in energy development in
the eastern regions has been extremely limited until now.
It goes without saying that Russia, which - as of November
2006 - boasts more than $270 billion of foreign currency
reserves (the third-highest level in the world), against the
background of the stabilization of high oil and natural gas
prices in world markets, basically no longer has any need of
financial "backing" from foreign countries.

With regard to recent relations between Japan and
Russia, those on the Japanese side who are involved with
Russia are pointing out with one accord that Moscow's
interest in Japan, which has always been hesitant about
large-scale investment in Russia's energy sector (apart from
in Sakhalin), is waning. Simultaneously, however, if one
considers the situation from this perspective, it could be the

case that Russia, which accounts for less than 1% of Japan's
foreign trade, is of minimal importance for Japan. In light
of the series of rows over Sakhalin II since the summer of
2006, it should come as no surprise if an increasing number
of voices within Japan advocate caution with regard to
energy investment in Russia.

Despite the fact that Russian and Japanese interest
in each other is fading at present, should we not perhaps
reconsider the significance that the ESPO pipeline project
could have for energy markets in Northeast Asia and, by
extension, the rest of the world?

While Russia is the world's second-largest oil-
producing nation (and the largest natural gas producer),
Japan's energy self-sufficiency rate is extremely low at 4%
(rising only to 16% even if nuclear power is included), so
it is dependent on imports for almost all of its crude oil
supplies. If we focus solely on this point, even an amateur
observer can see that Japan and Russia have a highly
complementary relationship with regard to energy demand
and supply.

However, in fact, with regard to energy cooperation
between Japan and Russia, the Japan-Russia Action Plan
(January 2003) and the Detailed Agreement Concerning
Cooperation in Individual Energy Fields (November 2005)
have not developed in the direction originally hoped. In
relation to this, Russian criticism of Japan (including
media reports in general) is focused exclusively on the
stereotypical issue that, "Japan, which should be desperate
for oil, will not undertake energy cooperation with Russia
for political reasons, as it is obsessed with the Northern
Territories issue". Are such assertions really on the mark?
The biggest reason why Japanese financial cooperation in
the ESPO pipeline project has not progressed smoothly is
that Russia has been laggardly in upgrading the domestic
investment environment, as has repeatedly emerged
throughout this article. Today, the country that has a
strong tendency to link business and economic problems to
political issues is actually Russia rather than Japan.

Unrealistic expectations with regard to partners can
easily result in undue disappointment when they fail to
be translated into reality. True international cooperation
involves discussing all matters head-on, with regard to
what can and cannot be done, and ensuring a commensurate
apportionment of responsibilities. It is necessary for us to
contemplate the physical limitations that cannot be avoided
if we venture to promote energy cooperation, and continue
to strive to find positive answers about the scope for future
cooperation.

(2) The Delusion That "'Middle East Risk' = Japan
Desperately Wants Russian Oil"
Unlike Europe, Japan has fulfilled its energy demand
without effectively being dependent on energy supplies
from Russia. Even assuming that Russia does not become

82 "Lychshe nyneshnego, khuzhe proshlogo: Posledniaia versiia zakona o nedrakh - v pol'zu "Gazproma" i "Rosnefti",

Vedomosti, 6 July 2006.

8 "Strategicheskii spor: FSB, FAC i administratsia dumayut, kak ogranichit' inostrantsev".



a supplier of energy to Japan in the future, it is virtually
impossible to imagine that this would become a factor that
threatened Japan's energy security.

Certainly, fears about the country's continued excessive
reliance on the Middle East as a source of crude oil supplies
are persistent even within Japan, and the dispersal and
diversification of actual sources of energy supply is a major
proposition in Japan's energy policy. On the Russian side as
well, alleviating Middle East (geopolitical) risk is the cliché
trotted out when calling for investment in its energy sector.
However, amidst a situation in which Russia has recently
been asserting the "validity" of its resource nationalism,
while positioning energy resources as a national strategic
"weapon", and has been trying to reinforce its geopolitical
position within Northeast Asia, it is not necessarily the
case that reducing Japan's Middle Eastern dependence and
increasing its dependence on Russia by the same amount
would lead directly to the various geopolitical risks relating
to Japan's energy security being overcome.

Furthermore, there are good reasons why Japan is
maintaining a high level of dependence on the Middle East
as a source of crude oil supplies (about 90% at present) and
why, although its dependence on the Middle East actually
decreased in the aftermath of the second oil crisis, it has
risen once more since the mid-1980s. If businesspeople
decide that it will not be profitable, they will not invest
in new projects. Naturally, business involving the Middle
East is continuing in spite of the chronic geopolitical risks
inherent in that region precisely because it is deemed
possible to make a profit. Japan has sufficient world-class
oil refining facilities and the fact is that, although oil from
the Middle East is of poor quality, as long as it can be
purchased cheaply, it is often profitable in business terms,
even when the cost of shipping it by sea in tankers over
long distances is taken into account. Ironically, because
crude oil from Eastern Siberia and Sakhalin is generally of
high quality because of its low sulfur content, one cannot
necessarily say that it is competitive in terms of price,
when considering its entry into the Japanese market, so it is
something of an unknown quantity.

(3) The Problem of Eliminating the "Asian Premium"

One of the main reasons why Japan became interested
in Russian crude oil was the potential for eliminating the
so-called "Asian Premium" on crude oil produced in the
Middle East. In general, Asian countries are said to pay a
premium of about $1 per barrel on crude oil purchased from
the Middle East, over and above the price paid by European
countries. Japan would like competition between supply
sources and markets to be realized with the construction of
the ESPO pipeline. However, as seen in section II-2 of this
article, Russian oil companies are currently aiming to make
a profit in the form of the "Asian Premium" by exporting to
the east rather than the west. If the "Asian Premium" is not
eliminated, the appeal of Russian crude oil will diminish
accordingly.

(4) Japanese Demand is About to Peak

Japan has learned lessons from the two oil crises
and has developed world-class energy conservation
technologies. Today, the country continues to make further
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efforts to develop measures to tackle global warming.
In addition, the rate of population growth has already
begun to decline. According to forecasts by the Ministry
of Economy, Trade and Industry, Japan's primary energy
demand will peak in 2014 - 2026. In other words, this will
more or less coincide with the period when Russia will
increasingly be trying to accelerate energy development in
its eastern regions. Furthermore, even if Japan experiences
only a gradual decline in oil demand, it is not going to
increase again. The question of the share of Russian crude
oil and oil products accounted for by the Japanese market in
the future will depend on the previously mentioned issues
of price and quality.

8. The Issue of the "China Factor"

In analyzing the course of the ESPO pipeline project
and the issue of energy security in Northeast Asia, energy
relations between China and Russia are a major factor.
It has been pointed out that, compared with the political
aspects, the economic aspects of Sino-Russian relations
are weak, but today, Moscow and Beijing are rapidly
developing more profound economic relationships, centered
on the reinforcement of cooperative relationships in the field
of energy. A highly complementary relationship exists in
theory between Russia, which wants to increase the amount
of oil and natural gas that it supplies to the Asia-Pacific
region, and China, where there is surging energy demand.
However, Russia has major geopolitical concerns about its
relationship with China, and the energy partnership between
the two countries is certainly not progressing smoothly. I
will not discuss this problem in detail in this article, due to
space constraints, but I would like to refer readers to my
article entitled Sino-Russian Strategic Partnership: The
Dilemma of Cooperation and Mutual Distrust (due to be
published shortly).

Part III: The ESPO Pipeline Project and the "New
National Energy Strategy": The Implications for
Northeast Asian Energy Cooperation

In May 2006, the Japanese government published its
"New National Energy Strategy" (hereafter referred to as
the "NNES"). Making an active contribution to overcoming
Asian and global energy problems was set forth as a
strategic objective in this document. In Northeast Asia,
Russia and China - i.e. a major energy producer and a major
energy consumer - exist side-by-side and the stability of
world energy markets in the near future will be significantly
affected by the type of energy cooperation framework that
can be built in this region. How should Japan approach the
Russian ESPO pipeline project in order to make an active
contribution to overcoming international energy problems?

One of the things that surprised domestic and
overseas energy experts about the NNES was that the
comprehensive strategy on securing resources set forth the
target of increasing the oil volume ratio in exploration and
development by Japanese companies from the current 15%
or so to around 40% by 2030. To the best of this author's
knowledge, there were no concrete grounds for this figure.
As this numerical target was set on the basis of a judgment
taken at a time when "international competition to secure
resources is intensifying", it cannot be denied that it is
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giving rise to unnecessary misunderstanding and paranoia
vis-a-vis Japan on the part of other countries, irrespective
of the practicality of this target. On the other hand, if Japan
does not secure another 25% in rights to independent oil
exploration and development over the next 20 years or so,
might not its energy security be weakened? With Japan's
energy demand about to peak before long, how much
risk is the government willing to take as a single country,
with regard to the upstream sectors of which countries
and regions? And is it prepared to invest the vast sums of
money involved?*

In the NNES, the ESPO pipeline is talked about
as a noteworthy project that is one of the options for
diversifying the supply sources of Japan's oil imports.
However, it would be preferable for us to reconsider the
nature of further international cooperation after giving
sufficient consideration not only to the potential of the
ESPO project, but also to the uncertainties discussed in
this paper. In other words, this author does not believe that
the increase in the share of oil developed independently
by Japan and the possibility of participating in the ESPO
pipeline project should be considered in connection with
each other in a shortsighted way. It is not only that this is
difficult for Japan to achieve, but, on the contrary, focusing
on negotiations on a bilateral basis, rather than multilateral
negotiations within Northeast Asia, will end up supporting
Russia's conventional strategy of trying to play Japan off
against China.”

However, this author believes that the ESPO pipeline
project could become a big stepping stone towards
multilateral cooperation, rather than being a source of
conflict in Northeast Asia. Promoting energy development
in Eastern Russia and creating new flows of stable, long-
term supplies of crude oil to world markets corresponds
to the lofty ideal of "making an active contribution to
overcoming Asian and global energy problems" that
was cited in the NNES. In order to do this, it would be
preferable to share the burden of investment risk among a
number of countries by internationalizing all the associated
problems through the implementation of this project.

As can be gathered from the analysis in this article,
it is impossible to avoid countless uncertainties and the
concomitant large-scale investment risks in realizing the
ESPO pipeline project. Regardless of how much financial
leeway has recently emerged in Russian oil companies due

to the influx of abundant oil money, is it really possible
for Russian companies alone to conduct investment that
covers all risks?® If this is indeed possible, Russia as a
major power would bear all the costs of developing green-
field sites by itself, which would be the best option, and
there would be nothing for other countries to worry about.
However, energy development in the eastern regions is a
fight against the clock for Russia. It does not even have
another 30-50 years left to implement preparations in order
to cover the decrease in production in Western Siberia and
secure a certain level of production and reserves, while also
ensuring stable exports. Certainly, in Russia today, where
resource nationalism is growing, there are interests that
actually suffer from heightened sensitivity concerning the
entry of foreign countries into energy development in the
eastern regions. As explained here, some may scoff at the
idea of trying to "internationalize" the problem of realizing
the ESPO pipeline project, seeing it as none of their
business. In such situations, we should reply as follows:

"Even if the realization of the ESPO pipeline project
falls behind or suffers certain setbacks, it will not ultimately
have an adverse effect on Japan's national interests and
we will have no problems. Japan's energy security has
already been established by other means. However, Japan
could take on an appropriate share of its responsibility
as a country that has world-class energy technology and
a certain degree of financial wherewithal, if there was
regional consensus that this, by creating stable energy
flows, would be in the interests of Northeast Asia as a
whole and, by extension, global energy markets.

After former Prime Minister Jun'ichiro Koizumi
visited Russia, the central features of Japan's energy
diplomacy with Russia were 1) encouraging Russia to
build a pipeline to the Pacific coast and 2) getting Russia
to commit to giving priority to starting construction work
on the Pacific route if it decided to build a pipeline from
Eastern Siberia to China as well. So far, the second has not
been achieved, so there have been press reports that suggest
that Japan's recent energy diplomacy with Russia has been
a failure. However, in my view, Japan's posture to date has
been a great, if unintentional, success. To be more specific,
Russia used to rebuke Japan for maintaining a cautious
attitude, saying that "Tokyo is hesitant about making a
financial commitment", and it has recently begun to assert
that "We are no longer interested in Japan". However, first

8 Naturally, on the international stage, there is often a strong element of "word games" involved and it cannot be denied
that there are aspects with regard to which a certain degree of "bluff" is required. However, with regard to this issue, when
considering why 40% is necessary by 2030 in order to determine the overall national interest, including economic profitability,
those involved should be held accountable, including with regard to its practicality. If it was no more than "bluft", then what
were they trying to achieve as a result, in the name of the national interest? This author believes that some kind of reason is

necessary.

8 If Russia uses energy resources as a weapon and adopts a position of trying to increase its geopolitical presence in Northeast
Asia while fanning the flames of competition between Japan and China, it will not be feasible. For further details, see my
paper "Can Russia Become a "Regional Power" in Northeast Asia?: Implications from Contemporary Energy Relations with
China and Japan", Center for East Asian Studies, Monterey Institute of International Studies

<http://gsti.miis.edu/CEAS-PUB/2006_Itoh.pdf>.

8 Transneft President Semyon Vainshtok has declared that the company has already met its financial target for pipeline
construction, but the cost of constructing the pipeline itself is only one part of the ESPO pipeline project as a whole, which

also includes oilfield development.



of all, the reason why Russia wants to lay a pipeline to the
Pacific has nothing to do with Japanese wishes; rather, it is
Russia that has opted for a national policy focused on the
objective of securing energy markets in the Asia-Pacific
region. Secondly, Russia did not (could not) commit to
making the commencement of work on this route a priority,
but that meant that Japan did not need to unilaterally invest
risk money while the Russian investment climate (the issue
of reserves and the selection of investment schemes, etc.)
was uncertain.

At this point in time, it is not possible to predict when
the second phase of the ESPO pipeline will commence
and be completed. Let us assume that things go according
to Russia's initial wishes and it succeeds in transporting
80 million tons of oil to the Pacific coast each year. Most
experts predict that the majority (possibly even in excess
of 60%) of the oil that reaches the Pacific coast (this may
include not only crude oil, but also oil products) will, in any
case, be shipped to China by sea. Let us then say that all of
the 30 million tons per year that is the oil transport target
for the first phase is shipped to China. If this is the case,
then there is a strong possibility that by the time the second
phase is completed, rough calculations suggest that as much
as approximately 70% of the oil will be being exported to
China. In light of this, one can see that there are grounds
for calling on China to take on an appropriate degree of
investment risk as well, although this assumes that Russia
does not fall back on resource nationalism and does not
intensify its stance of completely excluding foreign capital.

Will those who came up with the aforementioned
figure of 40% for independently developed oil nevertheless
continue to emphasize the settlement of the ESPO pipeline
issue by means of bilateral negotiations between Japan and
Russia, to the degree that Japan alone decides to stick its
neck out with regard to the "excessive" investment risk?
When President Putin held a meeting with former Prime
Minister Koizumi in July 2006, he announced a policy
of conducting the construction of the ESPO pipeline on
a commercial basis, without the provision of guarantees
by the government.” Ironically, this is what Japan should
have taken the initiative in stating itself, and all it has to
do is hope that Russia continues with its stated policy. In
June 2006, when Russia hosted the G8 summit for the first
time, the opacity of Russia's data concerning such matters
as energy reserves was pointed out by other members and it
made a public commitment to remedying this situation. The
problem of energy security was a theme that Russia had
selected itself, as the host country. Let us hope that it will
fulfill its official promise in the near future.

The question of how many new oilfields will be
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discovered in Eastern Russia and when the stable supply of
oil to international markets will be achieved could have a
major impact - both tangible and intangible - on the global
energy demand and supply structure in the near future.
Japan and China are not the only countries with a growing
interest in energy development in Eastern Russia. Countries
including the ROK and India are also biding their time. If
Russia really wants to rush ahead with the development of
this region and it has the courage and confidence to behave
like a "responsible energy power", it should hold the line
against the "resource nationalism" to which small and
medium-sized countries such as Nigeria and Venezuela are
driven to resort; moreover, it should put forward a proposal
for a fair and impartial investment framework, without
fearing the entry of foreign capital, and be proactive in
calling for the establishment of a multilateral cooperation
scheme that would promote energy development in the
eastern regions. For Russia itself, diversifying the countries
that invest in these regions of high geopolitical importance
should be a good plan, strategically speaking, in the sense
that no specific country will have excessive influence.
However, if, in doing so, Russia resorts to the traditional
"divide and rule" mentality of power politics, it will end
up delaying the progress of the ESPO pipeline project
as a whole. In aiming to realize this project as soon as
possible, Russia, in view of the possibility of forming a new
international consortium with multinational participation,
should understand and welcome cooperation among
consumer countries as something that will ultimately secure
its own national interests in the future.

In November 2006, the International Energy Agency
(IEA) published its "World Energy Outlook 2006", which
contained the forecast that world energy demand would
increase by 53% by 2030, against the background of sharp
increases in demand in China and India.” The "Asia/World
Energy Outlook 2006", published in September of the
same year by the Institute of Energy Economics, Japan,
estimated that China and India would account for about a
quarter of worldwide primary energy consumption by 2030,
as well as accounting for about 40% of the global increase
in energy consumption (and about 40% of the increase in
oil consumption).”” As Russia strives to realize the ESPO
pipeline project, Japan could well achieve the Asian energy
cooperation strategy set forth in the NNES, depending on
the manner of its involvement. A good opportunity is on
its way for Japan to publicize the fact that it has the ability
to put into practice an approach to "resource diplomacy"
that will inspire gratitude in other countries, rather than
wariness.

87 "Pacific Pipe Depends on Oil...

88 <http://www.iea.org/Textbase/press/pressdetail.asp?PRESS_REL_ID=187>.
8 <http://eneken.ieej.or.jp/data/pdf/06092 1kito_ymorita.html> [in Japanese].
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