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EXECUTIVE SUMMARY

Development of international export markets for Central Asia’s abundant o1l and gas
resources 1s critical to the economic development and pohitical independence of the Republic
of Kazakhstan A viable pipeline infrastructure which provides transportation services at
economic rates, yet achieves a sufficient revenue stream to provide for maintenance,
expansion, and capital attraction 1s vital to that export market development

On July 12, 1996, USAID received a letter from the Minstry of O1l and Gas Industry
(MOGI) requesting technical assistance 1n the development of an internationally acceptable
o1l pipeline tartff methodology for the Government of the Republic of Kazakhstan (GOK)
Pursuant to USAID’s agreement to fund the activity under Delivery Order 17 a steering
commuittee comprised of representatives of KazTransOil (the newly formed national
pipeline), KazakhO1l, Ministry of Economy and Trade, Anti-Monopoly Commuittee the
Mistry of Energy and Natural Resources, State Agency for Control of Strategic Resources
Kazakhstan Petroleum Association, and USAID funded consultants, Hagler Bailly, was
formed The steering commuttee was co-chaired by Kaergeldy Kabylden, Vice President of
KazTransO1l and by Michael Biddison, Principle and Regional Manager of Central Asia,
Hagler Bailly The imitial meeting took place on April 21-22, 1997 with a total of six
meetings i 1997

The creation of the steering commuttee was a great success It provided a forum for
coordination, direction, and most importantly education among the various government
agencies and ministries, industry representatives (both local and international), and Hagler
Bailly From the inception of this project until the methodology was approved, the
membership of the steering commuittee and the agencies themselves underwent extensive
change reflecting changes 1n the government New members were able to participate and
share knowledge and the forum provided the opportunity for the consultants and other parties
to educate key communicators 1n the government The main source of continuity and
nstitutional memory throughout the entire process was Hagler Bailly

The outgrowth of the steering commuttee process was a series of products, each building on
the other, which led to the success recently achieved In addition to the key educational
values of the initial meetings, an important early product was a computerized valuation and
tariff model of the KazTransOil system There should be little debate regarding the
importance of developmng and using accurate cost data 1n a tariff methodology In North
America, where the cost-recovery methodology has been 1 existence for as long as there has
been a pipeline industry, the rules and regulations defining allowable costs and their use 1n
calculating tariffs have been developed and refined over decades Tanff related costs 1n
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formerly centrally controlled economues are extremely difficult to assess This applies for
both the valuation of the original investment used in construction and the assessment of
annual O&M costs

Questioning the availability of needed historical data for a definitive assessment of
recommended KazTransO1l tariffs, a computer simulation of pipeline taniffs following North
American regulatory standards was performed After extensive work with KazTransO1l and
others, a descriptive inventory of the current operating system was developed which
identified size, length, age, and related categorical data Then, based upon extensive U S and
Canadian construction data, a replacement cost valuation was established at current
construction rates, which was depreciated consistent with the age of the respective sections
This value was further reduced by the rehabilitation costs necessary to update the system to
the levels of efficiency of a modern well maintained system For demonstration purposes, the
costs used in the model were absent the reduction of rehabilitation costs Operation and
maintenance costs were similarly modeled The model facilitated the creation of a total
operational model of the national pipeline system from 1ts original three independent
operating divisions - presenting one of the first quantifiable overall views of the entire
operating system It provided a single view of an integrated national pipeline operation and 1t
created the opportunity to financially model the costs and possibly the transportation rates
necessary to meet operating cost requirements and provide a return on qualifying assets The
fourth Steering Commuttee meeting on August 20, 1997 was used as a forum to present the
completed model and its preliminary results

In August 1997, Hagler Bailly consultants performed a field audit of the Western Pipeline
operating division This division was one of the three original operating units used to form
the national pipeline It has one of the oldest systems, 1s the system most extensively used,
and produces the largest cash flow for the national pipeline company Though asset valuation
might be questionable, complete operating costs records were available

In early September 1997, the newly appointed president of KazTransO1l, Nourlan Kapparov,
requested that Hagler Bailly provide assistance in preparing a presentation to the GOK on the
new methodology Following the success of the presentation, President Kapparov requested a
demonstration of the methodology within five days in the creation of rates based upon the
best data available Hagler Bailly modified the asset data from the computer model to reflect
the current level of system rehabilitation, supplemented the operational data based upon the
field audits and the sketchy records available at the national headquarters, and made
economic estimates of a potential rate of return applicable to Kazakhstan Hagler Bailly
delivered the report m a timely fashion and it was warmly received The regulatory
methodology was demonstrated and provided frameworks under which the key rate
determination factors could be 1dentified
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The success of the tanff rate demonstration report then led to the preparation of a procedural
guide for the implementation of the international tariff methodology At the October 29 1997
steering committee meeting, a resolution, the actual tariff methodology, and
recommendations from the steering commaittee were presented and discussed Additional
comments were later incorporated and the final recommended methodology was delivered to
the GOK 1n November 1997

As mentioned earlier, significant personnel changes occurred among the participants and the
operators within KazTransO1l As the steering commuittee was approaching 1ts conclusion
key people were replaced 1n the tanff operations of KazTransOi1l with staff who had not
previously participated in the educational aspects of the steering commuttee meetings, had no
previous pipeline experience, no international economic or financial experience and had no
regulatory background They utilized the body of the recommended methodology, but made
significant changes to key factors to formulate an alternative methodology Among these
changes was unjustifiable rates of return based upon rationales that were holdovers from the
previous planned economues, using forecasted data The approach simply did not meet
international regulatory standards In the meantime, other divisions of KazTransO1l were
supporting the steering committee recommendations and even requested cash flow analysis
using the recommended methodology to evaluate the planned construction requirements of
the pipeline

The Anti-Monopoly Commuttee sought evaluative assistance from Hagler Bailly and rejected
the alternative KazTransO1l methodology 1n December 1997 Hagler Bailly prepared detailed
critiques of the recommended methodology and alternatives that were proposed by
KazTransOil over the next several months mto 1998 The period was spent in educating the
key decision makers 1n the Agency for Strategic Planning and Reform, Mimistry of Energy
and Natural Resources, and the Anti-Monopoly Commuttee by conducting crucial negotiation
meetings with KazTransO1l In the process, the new staff at KazTransO1l became better
educated on the methodology and additional newly hired KazTransOil staff brought a better
understanding of economics and finance The final modifications to the recommended
methodology was a true joint consensus, reflective of both the international requirements for
the methodology and tailored to Kazakhstan requirements

On May 22, 1998, 1n a nationally televised public hearing, possibly one of the first in the
former Soviet Union countries, testimony was heard from Michael Biddison, KazakhOnl,
KazTransO1l, and the Anti-Monopoly Commuttee All positively supported the proposed
methodology Hagler Bailly had provided documentation which formed a procedural guide
for holding a public hearing, which was extensively followed The public hearing was
chaired by Yerzhan Utembayev, Chairman of the Agency for Strategic Planning and Reform
The importance of the recommended methodology and 1ts crucial impact on o1l operations in
Kazakhstan called for personal briefings of President Nursultan Nazarbayev on the day
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proceeding the public hearing by Mr Utembayev The minutes of the public hearing were
jointly signed by those that attended

On June 5, 1998 the Anti-Monopoly Commuttee executive board met and formally approved
the recommended methodology for the preparation of o1l pipeline tanff rates On July 1, 1998
rates were established based upon this methodology In adopting a cost based rate of return
methodology, the export surcharge was elimiated improving the economic viability of
exported o1l Additionally, interest has been aroused to establish similar tanff methodology
approaches for other natural monopoly industries, such as gas pipelines and distribution
utilities

The adoption of the recommended methodology encompasses a number of key elements,
mcluding

. the steering commuttee approach of the open discussion and debate of the
development of tariff methodology and tariffs among interested parties was accepted,

. a return on assets should be the basis for generating revenue and retained earnings for
mvestors as opposed to a markup of expenses which does not mclude dividends to
1nvestors,

. debt and equity financing 1s considered, used and useful assets are regularized, and

fundamental definitions and rate formulas are integral,
. the use of international depreciation calculations are incorporated,

. current rates should be based upon current assets and expenses, rather than
speculative ones,

. rates of return should have a fundamental foundation of reasonable rate levels,

. rates of return should be based upon stable risk plus market risk that currently exists,
. rate design should be based upon international principles, including gradualism,

. regulatory authorities must examine all aspects of a rate increase and balance the

mterests of all parties including the natural monopoly and shippers,

. regulatory proceedings should have public notice, be held in public forums with the
opportunity for all parties to attend, should provide the opportunity to receive
testimony from all parties, and maintain a public record, and
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. decisions of regulatory proceedings should be published

Besides some ancillary benefits, many lessons were learned during this project and next steps
1n cooperation are recommended

Hagler Bailly



CHAPTER 1
INTRODUCTION

Development of mternational export markets for Central Asia’s abundant o1l and gas
resources 1s critical to the economic development and political independence of the Republic
of Kazakhstan A viable pipeline infrastructure which provides transportation services at
economic rates, yet achieves a sufficient revenue stream to provide for mamtenance,
expansion, and capital attraction 1s vital to that export market development

On July 12, 1996 USAID receirved a letter (Appendix A) from the Mimstry of O1l and Gas
Industry (MOGI) requesting technical assistance 1n the development of an internationally
acceptable o1l pipeline tanff methodology for the Government of the Republic of Kazakhstan
(GOK) The current o1l pipeline system 1n Kazakhstan reflects user patterns consistent with
the integrated o1l and gas system of the former Soviet Union However, with the
mdependence of Kazakhstan, its o1l pipeline system needs to be rehabilitated and upgraded
In addition, the presence of foreign producers and shippers in the Kazakhstan pipeline system
requires the establishment of an internationally acceptable tariff methodology The
international petroleum mdustry 1s accustomed to a tariff methodology which provides full
recovery of reasonable operating and capital costs, an equitable rate of return on qualifying
assets, transparency 1n objectively determined tariff rates, and public hearings by an
mdependent regulatory body to resolve all outstanding tariff 1ssues, such as subsidization of
government programs

Si1zable mvestments will be needed 1n the Kazakhstan pipeline system to bring 1t up to
international operating standards and to accommodate expected changes 1n domestic
transport patterns and export capacities It 1s recognized that the GOK 1s competing with
many other o1l and gas producing and transit nations to attract needed capital Those nations
that are capable of achieving the transition to international operating and financial regimes n
their pipeline systems are likely to be successful 1n attracting capital

11  The KazTransOil Pipeline System
The Kazakhstan o1l pipeline system 1s composed of three disconnected north-south oriented

pipelines, reflective of 1ts supportive status to Russia and southern Central Asia during the
former Soviet Union period Now combined as a state corporation, under the designation of

Hagler Bailly




companes At that time, the three companies were known as YuzNefieProvod (Western),
Kenkiyak (Central), and Pavlodar (Eastern) systems

The Western system 1s the oldest of the three pipelines currently 1n operation in Kazakhstan
It 1s also the system that carries most of Kazakhstan’s crude o1l to world markets Placed
onstream 1n the late 1960's and early 1970's, 1t originally connected some of the early
Kazakhstan o1l fields to the seaport of Aktau Today, most o1l produced in the Buzach: and
Mangyshlak Peninsulas 1s transported north to Atyrau The Atyrau Refinery purchases some
o1l from predominantly domestic shappers to refine for domestic markets (capacity of
104,000 barrels per day) Foreign shippers and exporters transport o1l from Atyrau to Samara
and mto the Russian pipeline system to world markets The full length of the Western system,
from 1ts ongin m Kalamkas to the Russian border 1s approximately 1600 kilometers (kms), or
1000 miles The system has not been adequately maintained and lacks capacity from Atyrau
to Samara

The Central system 1s a small diameter relatively short (800 km or 500 miles) pipeline for
limited o1] shipments Buult 1n the early 1980's, the system 1s used to ship condensate and o1l
from the Kenkiyak and Zhanazhol o1l fields to the Orsk Refinery, just north of the Russian
border

Origally designed to transport Siberian o1l to Central Asian markets, including Kazakhstan,
Uzbekistan, and Turkmenistan, the Eastern system 1s now partially idle From border to
border, the line extends over 2100 km (1300 miles), not including a dual spur that connects
the Eastern system with the Kumkol O1l field trunk hine Today, the northern section of the
Eastern system remains 1 operation, connecting to the Pavlodar Refinery some 200 km south
of the Russian border Production from the Kumkol Field 1s shipped east through the trunk
line, then south 1n the system to the Chimkent Refinery The section between Pavlodar and
Karakoin 1s left 1dle, as 1s the southern continuation of the system from the Chimkent
Refinery to Uzbekistan (Appendix B)

12 Previous O1l Pipehne Tanff Methodology

A primary focus for developing an internationally acceptable o1l pipeline tariff methodology
1s to provide the opportunity to attract financial investment With capital provided from
iternational financial institutions, rehabilitation and integration of the pipeline system can be
achieved

The tariff methodology 1n place at the beginning of this project was developed during an era
when central controls, including price controls, were imposed on all sectors of the economy
With prices and costs centrally controlled, all Kazakhstan pre-mdependence cost data was
erther distorted or simply does not exist O1l pipehne tanff rates in Kazakhstan are set by the
Anti-Monopoly Committee (AMC), under 1ts general authority to set tariffs for natural
monopolies They were determined by using the same basic profit margn approach that 1s
applied to most of Kazakhstan’s other natural monopolies This practice was carried over
from the former Soviet Union period The current emphasis on properly pricing tariffs for
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Anti-Monopoly Commuttee (AMC), under 1ts general authonty to set taniffs for natural
monopolies They were determined by using the same basic profit margin approach that 1s
applied to most of Kazakhstan’s other natural monopolies This practice was carried over
from the former Soviet Union period The current emphasis on properly pricing tanffs for
capital intensive natural monopolies however, reveals the weakness of this basic
methodology which relies on local accounting standards and fails to focus on historical costs

The tariffs determined from the previous methodology was based on projected “budgeted
costs” for the coming year, rather than on actual historical cost accounting data For o1l
pipelines, the AMC set the tariff based on a complex formula developed by the Ministry of
Finance and State Commuttee on Statistics and Analysis, which considered costs submitted
by KazTransO1l

In Western economaies, profit margins 1n non-regulatory settings are “mark ups” on costs and
constitute a standard approach to pricing Used 1n the context of Kazakhstan’s o1l pipeline
tanffs, this approach 1s grossly inadequate for the following reasons

. 1n capital mntensive industries, profit margins do not specifically identify a return on
invested capital 1n service and, as such, there 1s no objective measure by which to
determine the profitability of a given project,

. local accounting practices do not adequately distinguish between earning statement
accounts and balance sheet accounts This includes treating capital expenditures,
profit, and repayment of debt as operating expenses, and

. there does not appear to be any concept of a “necessary and proper” level of
expenditures for other cost items

A principal concern 1s the need to deal with the costs of service, which need proper
definition For example, social costs, that may or may not be legitimate o1l pipeline costs, are
included 1n the rate base These need careful review While, with some exceptions, direct
pipeline Operations and Maintenance (O&M) costs are by and large comparable to those 1n
the West, indirect or administrative costs need close examination, both with regard to their
applicability and to their allocation to specific pipelines

The regulatory structure in Kazakhstan 1s 1n a state of flux, due to the transition to a Western
oriented market system The AMC does not have adequate authority nor technical personnel
to question costs submutted by the pipeline companies A cursory review of financial data
submutted to the AMC reveals obvious mstances where the amounts expended greatly exceed
any amounts that would otherwise be considered “necessary and proper ” For example, levels
of Accounts Recervable for KazTransO1l far exceed acceptable levels and constitute a major
cause of cash flow problems
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At the same time, the current accounting system appears to allow too much discretion, so the
AMC decisions can be justified For example, a $3 30US per ton export surcharge appears to
be mainly for repairs that should be capitalized Treating such export surcharges as an
expense, however, 1s the rule Tariff decisions also appeared to be aimed at providing
adequate cash flow where outside capital 1s not available Yet, the percentage of collections
from many of the domestic o1l pipeline shippers were far from acceptable and improvement
1n this area would have mitigated but not eliminated the need for higher tariffs

The following chart (Previous O1l Pipehine Tanff Methodology) illustrates the previous
approach to rate making As can be denoted, operations costs and material costs are included,
1n what would be defined 1n international methodologies, as the cost of service Depreciation
was also included, but differed from a Western approach, since depreciation was essentially
multiplied by the book value of the assets Other taxes were not inconsistent with the
accumulation of non-income taxes 1n a Western or international methodology Another
element of cost of service was capital improvements By international standards, this 1s
primarily considered as maintenance However, the true defimtion of capital improvements
and capital construction 1s blurred compared to Western practices Using the previous
methodology, capital improvements were established at ten percent of the book value of the
fixed assets As a result, the correlation between the maintenance needs of the pipeline and
the value utilized 1n establishing the rates did not exist, and thus the revenues available for
maintenance also did not correlate Since maintenance funds were low due to the previous
methodology, maintenance was not adequate for the upkeep of the system

This cost of service was then marked-up by a percentage multiphier KazTransOi1l would
negotiate a mark-up rate with the AMC, usually anywhere between 10-50% of the value of
this cost of service The mark-up amount that resulted, i1dentified as “profit,” was then
distributed as 30% mcome taxes, 14% social funds (including employee bonuses), and the
remaiming 56% capital construction Capital construction might include projects Western
methodologies might consider maintenance

The mark-up amount, and the cost of service amount, then were totaled to become the
revenue requirement, which when divided by the throughput produced KazTransO1l’s tariff
rates on a 1000 ton km basis The individual branch distances of each system were multiphied
by the divisional rate to produce the rate for each branch, termed the “passport” rate

Fundamentally, the previous o1l pipeline tariff methodology did not produce adequate
revenues to correlate with mamtenance needs, and 1t did not provide KazTransO1l capital for
profit and new construction projects
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CHAPTER 2
ACCOMPLISHMENTS

21 Adopted O1l Pipeline Tariff Methodology

Rates developed pursuant to the recommended and adopted o1l pipeline tarff methodology
should provide for recovery of all expenses 1dentified during the application period, plus
provide a return on used and useful qualifying assets The rate of return represents the
weighted cost of capital to service debt requirements and provide returns to equity holders

The prmcipal formula for the adopted tariff methodology 1s
Tanff Revenues = Total Costs + Return on Used and Useful Assets

Total costs represent all of the O&M costs (including corporate administrative costs,
personnel labor, and personnel overhead costs), current period depreciation, and taxes

The assets consist of the book value of the used and useful assets less accumulated
depreciation plus working capital The concept of used and useful assets means that a
customer of the o1l pipeline should only pay profits to the natural monopoly based upon the
assets used to provide the customer’s service The use of accumulated depreciation to reduce
the value of the assets means that the customer’s rates also reflect the fact that the assets have
aged and may not be as useful for providing him service, as 1f they were newly constructed
today Cash working capital’s inclusion n the formula, though usually a small percentage of
the total assets compared to the valuation of the physical assets, insures that cash, and goods
and matenals that can be converted to cash within a year, less current habilities that may be
mcurred within a year, are considered as part of the used and useful assets needed to provide
customer service covered by the tariff rate

The determination of the asset valuation was a tough 1ssue During the course of the
mvestigation, Hagler Bailly was able to gain confidence mn the accounting for operational and
maintenance expenses through field audits However, all parties questioned the book
valuation of the physical assets of the pipeline system During the former Soviet Union
period, the central planners in Russia would order a plant producing pipeline to ship 1t to
Kazakhstan for installation There was no free market transaction and the value set for
accounting purposes was an administrative decision, which may or may not be relevant to
what would normally be the actual cost of the pipeline When Kazakhstan gamed
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mdependence, an accounting conversion was made on the books to reflect asset values In
1997, the previously independent systems were merged 1nto KazTransO1l with three
operating divisions Also, during this period, the Law “On Accounting” was adopted
dictating a conversion to international accounting standards Each transition provided an
opportunty for distortion to affect the asset valuation The Western operating division also
owns and operates a water pipeline, which should be separated from the o1l pipeline for rate
making purposes

Hagler Bailly recommended “that a quahified o1l field engineering and accounting firm, with
international experience 1n o1l pipeline property valuations, should contract with KazTransOil
to take stock of the physical pipelines and other used and useful infrastructure assets This
firm should be charged with the development of specific priority-based recommendations to
improve the overall efficiency, reliability, and productivity of the system ”

In December 1997, KazTransO1l 1ssued a tender and subsequently hired an mnternational
accounting firm to do the asset valuation However, for regulatory tariff rate development
purposes, the asset valuation 1s flawed It appears to have been only an accounting desk
review for purposes of establishing an inventory, then development of a replacement cost
analysis Replacement cost would be calculated by determining the prices for equipment
duplicating the existing system, at today’s prices, whether a company constructing such a
system today would build 1t 1n the same manner, same configuration, or using the same
equipment Additionally, the water pipeline was mncluded in the o1l pipeline asset base No
determination was apparently made of the “used and useful” aspects of the system, and yet 1t
1s known that the Eastern system, though relatively of recent construction compared to the
Western system, virtually 1s idle No engineering field assessment was made of the o1l
pipeline system The Western system which earns most of the revenues received by
KazTransOul 1s old - more than half of the system 1s 20 or more years old It suffered from
years of neglect with poor mamtenance and replacement Some portions were even replaced
1n the past with water pipeline when o1l pipeline was not available

To salvage this asset valuation for rate making purposes a determination of “used and
useful” assets must be made, a proper engineering field audit should be done to determine the
physical condition of the assets, with appropriate reduction of the replacement valuation, the
valuation should be depreciated to reflect the age of the components, and the water pipeline
assets need to be segregated from the assets used to determine o1l pipeline transport rates
Even then this asset valuation may be inflationary and produce rate shock among the
customers Therefore, the rate design principle of gradualism may be applied As an example,
if the AMC were to use 60-70% of the current book valuation and 30-40% of the
reproduction valuation, added together to arrive at a qualifying asset valuation for purposes
of setting rates, this would moderate the impact on tariff rates Over time, as new assets
replaced estimated valued assets, the new assets would enter the books at original cost, and
the asset base for regulatory purposes would approach normal standards
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The rate of return determination constituted a unique challenge mn reaching consensus
between KazTransO1l, the AMC, and Hagler Bailly Once the acceptance of a return on assets
as a basis for profit was achieved then difficulties arose 1n the interpretation of an
appropriate rate of return Some of the difficulty was in communicating the need for a
weighted average cost of capital (WACC) but eventually understanding was achieved
WACC 1s represented by the following formula

WACC = Equity Capital x Rate of Return% + Debt Capital x Interest Rate%
Equity Capital + Debt Capital

Thus the rate of return 1s a weighted average of the rates for equity and for debt

The total amount of the debt capital and the debt interest rate are fairly simple to identify
The rate of long-term debt and preferred stock are the actual fixed rates such as the interest
and preferred dividend payments Short term construction bridge financing can be included
Thus 1s averaged through a similar weighting to arrive at a consolidated average debt capital
rate However, for KazTransO1l at the time of the development of the pipeline tariff
methodology and calculating initial tariff rates, there was essentially no debt Therefore, the
impact of the debt capital and debt interest rate 1s extremely negligible As KazTransOil
mcurs significant loan debt or 1ssues large amounts of preferred stock to help finance
rehabilitation and reconstruction of the system, then debt capital increases in significance It
1s not unknown for pipelines in North America to have as high as 70% debt or more Once
understood, this factor was not a significant 1ssue

The real 1ssue that required a significant breakthrough was the development of a rate of return
on the equity 1n KazTransO1l Most of the GOK steering commuittee representatives
understood the tariff methodology concepts However, the tanff department at KazTransO1l
had undergone personnel changes 1n the Fall of 1997 and were unfamiliar with international
concepts They embarked on an effort to propose highly nflationary calculation procedures
1n an alternative o1l pipeline tariff methodology, partially based upon former Soviet Union
approaches and partially based upon a misunderstanding of financial accounting The
resulting proposed rates of return using the KazTransO1l alternative methodology were 1n the
neighborhood of 28% and could not be substantiated even with the application of financial
techmques or risk evaluation The recommended regulatory tariff methodology 1s based upon
the establishment of a reasonable rate of return, which 1s fair to the natural monopoly,
customers, government, and other affected parties Absent regulation, a natural monopoly
would raise prices above and beyond a competitive market price and would generally 1gnore
the needs and desires of customers After an extended period of discussion and debate, with
the infusion to KazTransOil by staff with better academic training, a compromise was
reached with KazTransO1l which adapts a standard mternational approach to the unique
circumstances of Kazakhstan

Hagler Bailly




ACCOMPLISHMENTS » 2-4

Commonly, in North American and some European approaches, four methods of determining
equity rates of return are frequently considered, with variations All generally focus on a
fairness doctrine which looks at comparable earmings and capital attraction These concepts
encompass the 1ssue of opportunity cost - nvestors should get returns on equity for
ivestments 1n natural monopolies equal to returns they would expect for investments of
comparable risk - therefore, the natural monopoly needs a return sufficient to attract such
mnvestors In the real world, mvestors often see regulated natural monopolies as more stable
mvestments, with greater expectations of returns than investments 1n otherwise comparable
non-regulated companies 1n competitive environments, and will accept lower returns on
equity The four methods of determining equity rates of return are Discounted Cash Flow,
Risk Premrum, Comparable Earnings, and Capital Asset Pricing (CAPM)

Discounted Cash Flow assumes that the price paid for a share of stock 1s the present value of
the anticipated future cash flow from stock dividends and price appreciation of the value of
the stock at the investor’s required rate of return The difficulty for Kazakhstan 1s gauging
mvestor expectations and requires speculation as to growth rate With a nascent stock market,
no real history of investment, no comparable investment statistics, and the age of
KazTransO1l as a state company, this approach was not recommended

Risk Premium assumes that equity rates should be higher than long term debt rates by some
factor of sk premium Again the problem 1s measurement of the risk premium At this time,
KazTransO1l’s only sigmficant long term debt agreement 1s a tentattve construction
agreement with Chinese National Petroleum Corporation to build an o1l export pipeline with
a debt rate of 7 5% In reality, the Risk Premium method is not applicable and was not
recommended

Comparable Earnings 1s based upon a sample of comparable risk of regulated domestic
natural monopolies with similar equity return rates Comparable statistics for natural
monopolies of Kazakhstan do not exist, except possibly the rate of return for Intergas, the gas
transmussion company This approach was not recommended

However, the version, which in modified form was recommended on the basis of the equity
rate of return calculation for Kazakhstan, 1s the CAPM This method assumes that the equity
return 1s the sum of a nisk-free rate of return plus a return to compensate investors for market
risk In a conventional CAPM calculation, the market risk compares the historical returns of
the natural monopoly’s stock to the returns of the stock market In practice, this 1s a historical
analysis Agam, Hagler Bailly was faced with no history of equity sales and a negligible
stock market history However, over extensive negotiation with KazTransO1l and the AMC,
identification of the basic 1ssue was determined and accepted by all parties - stable risk plus
market risk Kept 1n this stable manner, the resulting approach might have been more easily
resolved However, earlier a recommendation of unbundling of market nisk into a senes of
factors was followed The difficulty with unbundling 1s that 1t opens the door to further
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unbundling and 1t tends to be inflationary At one point in the discussions the KazTransOil
representatives were proposing that market risk consisted of approximately seven factors
which would generate an equuty rate of return of 28% 1n a market where 12-14% using four
general risk categories, was much more realistic

The equuty rate of return that was adopted 1s a sum of the following elements

. stable risk, defined as current US Treasury 30-year interest rate,

. mndustry risk for KazTransOul, based on the evaluation of o1l pipeline operations 1n
comparison with other sectors in Kazakhstan,

. structural risk for KazTransO1l, such as restructuring and privatization, non-payments
problems, liquidation of certain transportation routes, regulation, and ability to
effectively manage 1ts operations, and

. country risk for Kazakhstan, which includes economic, financial, political, legal,
economic, and other macro-variables, such as devaluation of currency

The resulting equity return methodology 1s certainly not unique to Kazakhstan The
underlying concept of stable risk plus market risk 1s a portable concept that can be transferred
and adapted to meet other developing country needs n the creation of regulatory equity rates
of return 1n the absence of a viable equity market history

The final aspects of the methodology are fairly straight forward and not controversial The
revenue requirement 1s divided by the throughput rate to produce the transportation tariff rate,
after a mmnor adjustment of the revenue increase by a gross-up factor to reflect the tax-on-tax
effect In the case of KazTransOul, this 1s performed separately for the three major operating
divisions Since these are distance based rates, respective “passport” rates are computed for
mdrvidual branches on each operating division

Another 1ssue that needed resolution 1s the creation of service riders Some services, such as
the heating of o1l, are only required by a limited number of customers, therefore all customers
should not bear the costs of these services Recovery of providing significant special services
should be based on a cost causative basis Therefore, 1n the course of developing tariff rates,
specialized costs for clearly identifiable services, such as heating, are separately accumulated
1n the accounting records These costs are not included n the operating expenses used to
compute the basic transportation rate However, service rider tariff rates are charged mn
addition to the basic transportation rate to only the customers that cause the cost This
“service rider” reflects only the incremental cost and does not include a rate of return on
quahifying assets
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The adoption of the recommended o1l pipeline tariff methodology and all of 1ts specific
elements, 1n concert with a public hearing, was a significant event for Kazakhstan and may
constitute the first ime something of this nature has been adopted throughout Russia and the
NIS

22 Milestones

The primary milestones were that a nationally televised public hearing was held approving
the recommended o1l pipeline tariff methodology on May 22, 1998 On June 5, 1998 the
AMC executive board met and formally approved the methodology for the preparation of o1l
pipeline tariff rates On July 1, 1998, tariffs were adopted 1n conformance with the
methodology

Additionally, 1n adopting a cost based rate of return methodology, the export surcharge was
ehiminated, which improved the economic viability of exported o1l to world markets The
GOK has expressed mterest for establishing similar tariff methodologies for other natural
monopoly sectors, such as the gas transmission and distribution companies

The adoption of the recommended methodology encompasses a number of key elements,
including

. the steering commuttee approach of the open discussion and debate of the
development of tariff methodology and tariffs among interested parties was accepted,

. a return on assets should be the basis for generating revenue and retained earnings for
mvestors as opposed to a markup of expenses which does not include dividends to
mvestors,

. debt and equity financing 1s considered, used and useful assets are regularized, and

fundamental definitions and rate formulas are integral,
. the use of international depreciation calculations are incorporated,

. current rates should be based upon current assets and expenses, rather than
speculative ones,

. rates of return should have a fundamental foundation of reasonable rate levels,

. rates of return should be based upon stable risk plus market risk that currently exists,

. rate design should be based upon mnternational principles, ncluding gradualism,
Hagler Bailly

In



ACCOMPLISHMENTS » 2-7

regulatory authorities must examine all aspects of a rate increase and balance the
mterests of all parties including the natural monopoly and shippers,

regulatory proceedings should have public notice, be held 1n public forums with the
opportunuty for all parties to attend, should provide the opportunity to receive

testimony from all parties, and maintain a public record, and

decisions of regulatory proceedings should be published

Hagler Bailly




CHAPTER 3
PROJECT EVOLUTION

31  Steermg Committee Development

A pipeline steering commuittee was formed to recommend an o1l pipeline tariff methodology
to the GOK,, based on international practices and standards The steering commuttee invited
experts from KazTransO1l (formerly KazakhNefteProvod), the former Mimstry of Economy,
the former Ministry of Energy and Natural Resources, KazakhO1l, AMC, Agency for
Strategic Planning and Reform, Agency for Control of Natural Resources, and Mobul,
Chevron, and Oyrx representing the Kazakhstan Petroleum Association (KPA) to participate
The steering commuttee was co-chatred by Michael Biddison and Kaergeldy Kabylden, Vice
President of KazTransO1l All steering commaittee meeting minutes are contained 1n
Appendix C

The first steering committee meeting was held on April 21-22, 1997 in Almaty, Kazakhstan
All subsequent meetings were also held in Almaty The first meeting served to announce that
a national o1l pipeline company had been formed, later named KazTransO1l Statements of
purpose and goals were made by the two co-chairmen, a presentation on nternational o1l and
gas regulations was made, a pipeline system status description was presented, data collection
elements were defined, and assignments were given to steering committee members for data
and mformation

The second meeting occurred on June 5-6, 1997 Presentations were made on an earhier
USAID financed Kazakhstan pipeline mdustry study, the functioning of proper tariffs, the
Canadian Incentive System on tariff 1ssues, US statistical data , and the physical condition
and financial situation of the respective operating divisions of KazTransO1l

The third meeting transpired on July 10-11, 1997 Presentations were made on cost data
development for the creation of tariffs, used and useful assets, a preliminary Hagler Bailly
computer model to justify tariffs, and the Caspian Pipeline Consortium 1ssues and current
status

The fourth meeting developed on August 20, 1997 The field trip to Aktau was announced
and an extensive discussion of the Hagler Bailly computer model followed which identified
additional data element requirements

Hagler Bailly
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The fifth meeting was on September 25, 1997 A large number of KPA members were
present at the meeting The mitial pipeline tariff report, justifying the recommended tanff
methodology and a ballpark tariff rate based on the computer model, was presented n detail
The need for asset valuation was 1dentified, as well as the need to convert the accounting
system Extended discussion ensued by the participants on all of the definitive elements
contamed 1n the mitial report The correlation of collected data and the computer model was
analyzed

The sixth and last meeting of the steering commuttee occurred on October 29, 1997 A draft
resolution, the actual tanff methodology, and general principle recommendations were
discussed at length Issues were raised on the creation of an imndependent o1l and gas
regulatory agency Discussions also included the export surcharge, and for the first time some
KazTransOul staff raised an alternative rate of return 1ssue, as opposed to the recommended
regulatory method The consensus was that the steering commuttee approved the
recommended tariff methodology and submutted 1t to the GOK for adoption

32 Model Construction

A computer model was developed by Hagler Bailly consultant, Dr Helmut Merklemn, which
utilized theoretical data to approximate the costs of operation and formed a foundation for
tariff development and calculations The asset valuation utilized in the system was based
upon a replacement value estimate which Dr Merklein 1nsisted would have to be adjusted to
meet the current state of operation, mamtenance, and physical condition of the system This
was one of the first true integrated pictures of the KazTransO1l system as a single operating
company (Appendix D)

This computer spreadsheet model was designed to calculate reasonable tariffs for expressed
sizes of pipelines for expressed years of service Given the difficulty in obtaining the needed
historical data for a defimtive assessment of recommended KazTransOil tariffs, this approach
was pursued by doing a computer simulation of pipeline tariffs following North American
regulatory standards This process mvolved the calculation of o1l pipeline tanffs for standard
lengths of pipelines of various diameters, as they might arise 1f constructed 1n North America
under competitive conditions

As constructed, the model retains the economic and political structure of Kazakhstan as of
the time the lines were bumlt This assumes, among other things, that the pipelines were built
by the Government, that there was no long-term debt involved m the construction of the
pipehines, and that the pipelines were, and for the moment, continued to be under 100%
equity ownership, presently belonging to KazTransO1l A model version that permits
dafferent debt/equuty structures, as well as different depreciation and tax regimes, had been
developed earlier and basically could be used for policy analyses and other uses The cost
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estimates for the construction of pipelines in the Umted States and in Canada contained m the
model literally rest on hundreds of individual pipeline construction projects

One important variable in the recommended o1l pipeline tariff methodology 1s pipeline
throughput capacity This 1s a more elusive vanable than one might think at first glance
Hagler Bailly selected throughput rates generally somewhat above those listed by
KazTransO1l, but below the theoretical rates suggested from computer simulations Many
more assumptions went mnto the development of the recommended o1l pipeline tariff
methodology, including the regimented use of 30-year straight-lme depreciation

33  Tnal Demonstration of Tariff Rate Methodology

During the last week of August 1997, Hagler Bailly consultants traveled to the headquarters
of the Western operating division of KazTransO1l, in Aktau Thus field audit produced the
first ndication that solid maintenance and operating data was available and provided the
opportunity to develop a comparative analysis of the previous tanff methodology to the
recommended tanff methodology This educational tool along with the data obtained from
the Western system field audit proved absolutely crucial 1n the rate design effort that
followed 1n September

On September 2, Michael Biddison was contacted by President Nourlan Kapparov Mr
Kapparov was given the opportunity to brief members of the Cabinet of Ministers He needed
supportive documentation from Hagler Bailly on a comparative basis of the recommended
tanff methodology, the results of the model, and rationales for modifying the law and tariff
operations A chart of the previous tariff rate methodology compared to the recommended
rate design was drafted, using comparable data As a communication tool this proved highly
effective This briefing led to a meeting with the key officials of KazTransO1l to refine the
recommended tariff methodology Hagler Bailly rapidly developed revised briefing materials,
which were adopted and incorporated nto an afternoon briefing of the Cabinet of Minsters
On September 9, 1997 Hagler Bailly consultants met with President Kapparov and all of the
vice presidents of KazTransO1l He requested that Hagler Bailly prepare tariff rate
recommendations for the three operating divisions and an average tariff rate for the entire
system He offered the full access of his staff and records, but asked that we provide the
requested tariff rates on a timely basis

On September 10, 1997 the Deputy Minister of Economics approved the recommended tariff
methodology Thus began an intensive effort A field audit was performed of the pipeline
headquarters, which was mtegrated into the field audit of the Western pipeline system The
final publication, “Proposed Pipeline Tariff Methodology and Recommended Tanff Rates for
the Government of the Republic of Kazakhstan,” was delivered to KazTransOil on September
17, 1997 (Appendix E)

Hagler Bailly
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KazTransO1l was extremely satisfied with the Hagler Bailly work and requested a procedures
manual be developed Thus led to the presentation of the results of the rate analysis and the
contents of the procedures manual on September 25, at the fifth steering commuttee meeting

34  Steering Committee Recommendation of Tariff Methodology

Early October saw continued efforts 1n the formal drafting of the recommended methodology
mn a step-by-step guide coordinated with KazTransO1l Additional interest was shown by
KazTransO1l in utilizing these procedures 1n strategic planming models and analysis of cash
flows

In mid-October, preparations for the seventh steering commuttee meeting were begun The
procedures manual was modified, reflecting changes proposed by KazTransOil, and a
resolution and additional guiding principles were developed for steering commuattee approval

During this period a faction had formed 1n KazTransO1l, proposing an alternative rate of
return methodology Recent employees of KazTransO1l, with no background in pipeline
business or operations of natural monopolies, and without previous participation 1n the
steering commuttee, began lobbying for a change from a regulatory rate of return design to a
radical departure The alternative methodology would allow for an exceedingly high rate of
return, a hugh valuation of assets, and a component that would have shippers pay for future
construction costs 1 present tarff rates Extensive efforts were spent 1n attempting to abort
the KazTransOil alternative methodology

The seventh and last steering commuittee meeting on the recommended o1l pipeline tariff
methodology was held on October 29, 1997 The resolution, the actual methodology, and the
recommendations were discussed extensively On November 11-12, the co-chairmen of the
steering commuttee approved the final changes to the document and submutted 1t to the GOK

35  Methodology Education and Coordination

At this pont, the focus of techmical assistance shifted to the AMC, the Ministry of Energy,
Industry, and Trade, and the Agency for Strategic Planning and Reform, the key GOK
entities with approval authority of the o1l pipeline tariff methodology

Hagler Bailly
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On November 5, Elena Popandopoula, Head of the Tarff Department of the AMC, briefed
the Hagler Bailly consultants on the current status of legislation and government
reorgamization Discussions examined the creation of an independent o1l and gas regulatory
commussion, posstbly formed from the AMC The AMC had modified 1ts charter to adopt
Hagler Bailly recommendations for the development of an mndependent regulatory
comnussion There appeared to be agreement mn principle to accept the steering commuittee
recommended tariff methodology On December 10, Hagler Bailly provided
recommendations for changes to the AMC o1l pipeline tariff methodology procedural
mstructions (Appendices F and G) Hagler Bailly was formally requested to join a
committee of experts to examine a current gas pipeline tanff fiing December 11, began a
series of meetings and discussions on gas pipeline transmission tariffs Hagler consultants
eventually gave a series of recommendations that were acceptable to the AMC and Intergas

In early and mid-December, 1n response to a KazTransO1l request, Hagler Bailly consultants
prepared special spreadsheets to analyze future cash flow for capital construction, utilizing
the steermng commuttee recommended tariff methodology Five scenarios were developed mn a
sensitivity analysis, examining such factors as used and useful assets, debt versus equity
ratios, and repayment schedules In addition to a short term analysis, a long term analysis
through the year 2030 was prepared The analysis showed that the recommended tariff
methodology would provide the necessary capital to support the capital improvement
program proposed with the proper mixture of debt and equity financing and with a longer
repayment schedule than one year At the same time, the recommended tariff methodology
would produce reasonable rates which could be maintained at relatively stable levels, with
only moderate increases over extended periods of time Thus latter aspect of rate design
insures superior relations with, and acceptance, by shippers of the transportation rates This
exercise mtroduced to KazTransO1l the key concepts of adopting a structured portfolio of
debt and equity financing, the importance of negotiating appropriate terms and conditions 1n
addrtion to tanff rates, and balancing costs with cash flow to maintain stable rates In
performing the analysis, the examination focused on the analysis of a series of data on
forecasted capital improvement projects for the operating system Detailed information was
provided for 1998, and general data was provided for an extended period through the year
2030 The value of the recommended tariff methodology allows for a transparent cost based
approach to examine future capital improvements and provides an effective tool for plannming
the most appropniate mixture of financing, between debt and equity, to achieve the capital
Improvement program

Hagler Bailly continued to hold training sessions for KazTransO1l, discussing all data
elements, logic of analysis, and presentation of results - including the impacts on cash flow
analysis and the respective shippers rates KazTransOil expressed satisfaction with the
results A copy of the analysis and spreadsheets 1s located at Appendix H

Hagler Bailly
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During the mud to late December 1997 period, KazTransO1l built support for and filed a rate
application which mcorporated most of the concepts of the steering commuttee recommended
methodology, but diverged radically with an alternative methodology which incorporated
extensive forecasted financial data and extremely inflationary rates of return - the latter not
supported i mternational regulatory structures This application dominated the educational
efforts of the following quarter (Appendix I) The AMC rejected the application and
requested technical assistance from Hagler Bailly In February 1998, Hagler Bailly
consultants began an exhaustive series of analyses of the December KazTransO1l tariff
methodology and tanff rate application and the series of revisions that followed This was
complimented by an extensive series of educational discussions at all levels of government
on an indrvidual basis, as well as a group basis The nitial request to analyze the
KazTransO1l filing derived from the Agency for Strategic Planning and Reform Initially, the
KazTransO1l application sought a 28% rate of return The completed analysis was provided
to the Agency for Strategic Planning and Reform on February 14 (Appendix J)

On February 25, 1998 Hagler Bailly received a crucial request from the AMC for analysis
support of KazTransO1l filing, using the alternative methodology In addition, Hagler Bailly
recerved a formal request from the Agency for Strategic Planning and Reform to be in Astana
to participate 1n a full forum discussion of the KazTransOil filing A support letter by USAID
Director, Patty Buckles, in support of the recommended methodology was provided to the
Agency and the AMC The Hagler Bailly consultants coordinated support letters from the
KPA (Appendix N) On February 26, Hagler Bailly consultants attended the meeting in
Astana, chaired by the Vice Chairman for the Agency, with attendance by all the key
agencies and ministries Apparently, KazTransO1l had tried to bypass the AMC and proposed
their alternative methodology directly to the Agency, after its rejection by the AMC 1n
December Hagler Bailly presented replete techmical analysis, such that the KazTransOil
proposal was tabled for further study by the Agency The AMC immediately moved to
reinstate 1ts jurisdiction over tariffs The Hagler Bailly analysis compared the alternative and
recommended methodologies, responded to criticisms, and demonstrated the negative impact
that the alternative methodology would have 1n relation to mternational norms and on the
economy of Kazakhstan (Appendix K)

In early March, detailed analysis was again sought by the AMC and the Agency for Strategic
Planming for a revised filing by KazTransO1l The revised filing had moved further 1n the
direction of the Steering Commuittee recommended methodology (See Appendices L and
M)

In late March, Hagler Bailly consultants performed intensive iternational research on the
recommended and alternative tariff methodologies To be successful in the discussions, 1t was
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necessary to test the actual calculations of applicable returns on equity since Kazakhstan
lacked any historical development that would be normally utilized to generate returns on
assets of this nature During this period, questions began to arise concerning a tender 1ssued
by KazTransO1l to Ernst and Young, an international consulting firm, to valuate the assets of
the system Concerns were raised that inflated values of assets would be generated, which
would effectively serve to balloon transportation tanff rates during a period of decline m o1l
prices Consultation was sought by the AMC on asset valuation, and regulatory rate design
principles from Hagler Bailly On April 10, a formal meeting 1n Astana before the AMC and
other mimistries resolved many 1ssues 1n the tariff methodology and narrowed the focus to
equity rate of return - with KazTransO1l being ordered to work with Hagler Bailly 1n the
development of a Kazakhstan specific solution A key issue that was resolved at this meeting
was the acceptance of Hagler Bailly recommended elimination of the export surcharge on o1l
This will equalize the rate treatment of o1l transportation throughout the system Per a request
by the AMC, Hagler Bailly prepared guidance 1n the form of rate design principles to assist
them 1n arriving at rate design decisions (Appendix P)

On Aprnil 13, profound meetings were held with KazTransO1l financial management Newly
hired, business educated, staff had recently joined the KazTransOil operations and were
better able to comprehend the 1ssues mvolved in the development of an equity rate of return
(Appendix O) Eventually, Hagler Bailly and KazTransO1l signed a joint letter on April 24,
recommending the adoption of the steering committee recommended tariff methodology to
the AMC (Appendix S) The difficulties involved the use of a standard regulatory approach,
based upon stable risk coupled with unstable risk, however the historical factors available for
1ts calculation m more developed free market societies were not available in Kazakhstan and
alternatives had to be developed Additional guidance was also provided to KazTransOil in
considering all the relevant key market players in making rate determinations (Appendix Q)
Also, additional gurdance was sought by the AMC 1n terms of reviewing asset valuations
(Appendix R)

36 Public Hearmng

Late Apnl into early May was spent 1n developing background documents for holding a
public hearing - the first of its kind 1n Kazakhstan, and in early May the review of
KazTransO1l’s final taniff rate application was performed - which did not contain actual
proposed rates, but represented the final compromise methodology Hagler Bailly prepared a
template on holding public hearings, which was provided to the Agency for Strategic
Planning and Reform This document provided a blueprint for the conduct of the actual
hearing (Appendix T)

Hagler Bailly
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The formal public hearing on the o1l pipeline tariff methodology was held on Friday, May 22,
1998 1n Astana It was chaired by Chairman Utembayev, Agency for Strategic Planning and
Reform Habar, the national television station filmed segments of the public hearing and
broadcast 1t several times over the weekend Michael Biddison was the featured USAID
spokesperson and made a formal presentation on the benefits of the recommended o1l
pipeline tariff methodology He also responded as an expert witness 1n the proceeding,
answering several questions from the Chairman The minutes to the public hearing are shown
m Appendix U It was the requirement of the Chairman at the public hearing that all parties to
the hearing sign the minutes

37  Adoption and Implementation

On June 5, 1998 the recommended o1l pipeline tariff methodology was formally and
admmmstratively adopted by the GOK (Appendix V) New tariff rates were approved pursuant
to the methodology on July 1, 1998

In the aftermath of the adoption, given the AMC reservations of the asset valuation
performed for KazTransOl, they requested that Hagler Bailly perform a review of the
recommended asset valuation

38  Ancillary Benefits

June 15th marked a sigmificant re-opening of our activities n the development of gas
transmission and distribution tariff rates Because of the success of the o1l pipeline taniff
methodology, aggressive activity was sought in the development of similar efforts for gas
transmission and distribution On that date, the Minustry of Energy, Industry, and Trade
mvited Hagler Bailly, as expert consultants, to attend a gas working group meeting and
develop comprehensive rules and regulations on gas transmission and distribution As part of
the process, Hagler Bailly drafted and proposed an umbrella Law “On the Regulation of O1l
and Gas,” which created an independent 01l and gas regulatory authority

In early July, the AMC became the Commuttee for the Regulation of Natural Monopohes and
Protection of Competition, reporting directly to President Nazarbaev As such, revised
mmplementation instructions and filing documents for all natural monopolies were being

Hagler Bailly
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developed Hagler Bailly spent an extensive amount of time producing far ranging documents
based upon the success of the o1l pipeline tanff methodology

Hagler Bailly has assumed an expanded role 1n the development of public tanff and rider
sheets, describing tariff terms, conditions, and rates for all services, establishing a
shipper/customer complaint process to respond to service 1ssues, recommending a
mechanmism to resolve non-payments of shippers, and providing quick response services to
specific requests from the GOK
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CHAPTER 4
LESSONS LEARNED & NEXT STEPS

41 LESSONS LEARNED

The principal lesson learned was that the value of providing institutional memory and
continuity 1n the face of constantly changing governmental structures and personnel can be
done successfully Additionally, the practice of patient education and constant
communication with government counterparts, which insured translation not only transferred
words, but also concepts behind the words, was extremely important It was also recogmzed
that the steering commuttee concept was the best means 1n getting government and industry
representation and participation 1n jointly resolving difficult 1ssues

USAID should better recognize the competence and professionalism of 1ts consultants n
extremely technmical/political/economic/social arenas and should provide a proper level of
support 1n obtaining strategic objectives and furthering results Unfortunately, there were
mternal fractional divisions within the USAID/CAR Mission that were less than supportive,
creating an atmosphere of conflict noticeable to government counterparts and private
mvestors that participated n the project This type of environment thrived, due to the
backdrop of “teams” assigned to manage consultant activities This was a lesson learned by
Hagler Bailly consultants

42 NEXT STEPS

The primary mission of this project has been achieved The GOK has formally adopted and
implemented an internationally acceptable o1l pipeline tariff methodology

The next steps, 1n relation to the regulation of natural monopoly pipeline companies, are to
continue technical assistance with the AMC 1n the development of appropriate skills and
organizational mechamsms for docketing and record keeping, evaluative tarff reviews,
accounting analysis, asset valuation review, financial analysis, forecasting review, rate of
return analysis, consumer complaint services, pipeline safety, public hearing examination,
legal analysis, and administration For example, the terms, conditions, and tariff rates for all
services should be published as a matter of course, riders for specialized services need to be
developed, and other 1ssues related to msuring that the regulation of natural monopolies are
transparent and lead to cost efficient natural monopoly service should be mstituted

Hagler Bailly
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USAID should also build upon 1ts closely established relationship with KazTransOil to
provide technical assistance n evaluating maintenance and new construction projects of the
pipeline system KazTransOil has limited resources and experience 1n strategic and economic
planning, but needs to begin immed:ately to prepare domestic oil transportation routes for
export to world markets Feasibility studies of alternative pipeline routes and production
volume forecasts need to be conducted before rehabilitation and construction projects should
earnestly begin

Hagler Bailly
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APPENDIX A

To Barry Pnmm

From Talgat Seitkazim

Subject MOGI’s request translation
Attachment

Date 7/29/26 11 59 AM

July 12, 1996
Dear Mr Primm,

From our conversations with Richard Hildall we learned that USAID 1s
planning to provide a technical assistance to CAR that has a
regulatory/management character

To date, Kazak’s pipeline customers pay a tariff that have been calculated
upon an out-dated methodology and approved by the AMC

An analyses carried out be Price Water House displays that under the
conditions of the transition period in Kazakstan, the Northern-American
model of tariff calculation 1s the most suitable for us

The currently existing methodology does not provide conditions of a loan
payback and return-to-capital element of investments, as we did not have
such categories 1n the post-Soviet economy at all

Now, when we are 1n the process of privatization and corporatization of
pipeline transportation facilities (we have such a Government’s decision),
the existing methodology of the tariff calculation does not meet the
market-based methodology used in Europe and in the North America

In view of the above, MOGI requests you to consider a possibility to
allocate funds (under USAID’s technical assistance) to develop and put into
practice (after an appropriate coordination and getting approvals 1n the
AMC and the Mimistry of finance) a market-based methodology of the tariff
formation that would be acceptable for suppliers (pipeline users) of o1l and
gas, 1nternational funding institutions and mvestors In 1ts turn, our
mmstry will provide all the necessary information and cooperation 1n the
performance of such a necessary for the sector work

Deputy Minister A'S Lobaev
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APPENDIX B

Detailed System Background

There are, 1n effect, three disconnected pipeline systems in Kazakhstan, all three oriented 1n a
North/South direction The systems were mherited from the Soviet era and oniginally designed
to meet regional as opposed to national needs Now combined under one corporate roof under
the designation of KazTransO1l Pipeline Company, the three systems had been operated until
m1d-1997 as separate pipeline companies At that time, they were known as the YuzNefteProvod
System, the Kenkiyak System and the Pavlodar System

The Kazakhstan Pipeline System
YuzNefteProvod

The oldest of the three pipeline systems currently in operation in Kazakhstan 1s the
YuzNefteProvod system It 1s also the system that carries most of Kazakhstan’s crude o1l to
market Placed on stream 1n the late 1960’s and early 1970’s, 1t originally connected some of the
early Kazakhstan o1l fields to the seaport of Aktau Today, most of the crude from the fields
located on the Buzachi and Mangyshlak Peninsulas 1s carried North to Atyrau where a
medium-sized refinery (capacity of 104,000 barrels per Day) takes on some crude The
remaining crude 1s pumped North from Atyrau past the Russian border to the Samara refinery
and beyond The full length of the system, from 1ts origin in Kalamkas to the Russian border 1s
approximately 1600 km, or 1000 miles

The principal trunk line of the YuzNefteProvod system first runs South from Kalamkas, past
Aktau and the giant Uzen Field and loops Northward from there past Atyrau to the Russian
border That line has six different sections of varying diameters, from 530 to 1020 mm (21 to 40
mches) The line 1s old and 1n badly deteriorated condition To meet an operational emergency,
one line section, stretching over 220 km North of Atyrau, has been replaced 1n recent years, but
with a makeshift line, onginally designed as a water ine Between the Uzen Field and Aktau,
the line 1s looped with 130 km of a 530/720-mm line (21/28 inches) Various other minor lines
complete the YuzNefteProvod system These connect individual o1l fields with trunk lines or
with rail outlets They range 1n size from 220 to 530 mm (9 to 21 inches)

Not strictly part of the YuzNefteProvod system but located in the Atyrau Region 1s the Caspian
Pipeline Consortium or CPC line That line, owned jointly by LukOi1l, KazakhOil, Chevron and
Mobil O1l, runs West from Atyrau to the Russian border, and from there to Novorossiysk on the
Black Sea Its Kazakhstan portion 1s shown on the preceding map as a dotted line  The CPC line
uses 1 part existing lines, but some interconnecting segments remain to be built, with
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completion scheduled by the year 2000

Many of the crudes produced from the Buzachi and Mangyshlak Peninsulas have a tendency to
sohdify (have a high pour point) or are highly viscous Pour points go as high as 32 degrees
centigrade (90 degrees Fahrenheit) in the case of certain Uzen crudes, and viscosities range up to
280 Centistokes at 20 degrees Centigrade These crudes require heating to make them amenable
to bemg pumped through pipelines, which makes for complex and costly operations

Kenkryak

The Kenkiyak system 1s a relatively short (800 km or 500 miles) and small-diameter spur
(350/530 mm or 13/21 inches) Bult in the early 1980’s, the line 1s used to ship condensate and
crude o1l from the Kenkiyak and Zhanazhol reservours to the Orsk Refinery, just North of the
Russian border With viscosities around 10 Centistokes at 20 degrees Fahrenheit and with pour
points well below freezing, the crude o1l/condensate mixture presents no operational difficulties

Pavilodar

Ongally designed to transport Siberian crudes mnto and through Kazakhstan mto Uzbekistan
and beyond, the Pavlodar line 1s now partly idle From border to border, the line extends over
2100 km (1300 miles), not counting a dual spur that connects the Pavlodar trunk Iine with the
Kumkol Field which 1s located approximately 200 km to the West of Karakoin Today, the
northern section of the Pavlodar line remains 1n operation, leading to the Paviodar Refinery some
200 km South of the Russian border In addition, production from the Kumkol Field 1s shipped
through the Kumkol spur to enter the Pavlodar trunk line at Karakoin, some 1100 km (690 miles)
to the South of the Pavlodar Refinery From there, the o1l flows 1n a southern direction to the
Shimkent Refinery which supplies the Almaty Region with o1l products The section between
Pavlodar and Karakoin 1s 1dle most of the time, as 1s the southern continuation of the line from
the Shimkent Refinery to Uzbekistan

Given 1ts original mission to serve as a supply line conveying Siberian crudes to the Pavlodar
and Shimkent Refineries, and to provide additional crudes to Uzbekistan, the Pavlodar line 1s
tapered from North to South From the Russian border to the Pavlodar refinery (capacity of
160,000 barrels per day), the line has a diameter of 1020 mm (40 inches) From there to the
Shimkent Refinery in the far South of Kazakhstan, the line diameter 1s 820 mm (32 inches), and
from there to the southern border 1t 1s 720 mm or 28 inches

With a viscosity of about 10 Centistokes at 20 degrees Centigrade and a pour point of minus 35
degrees Centigrade (minus 31 degrees Fahrenheit), plus a density of 840 kg/liter (37 degrees
API), this 1s an 1deal crude to pump through pipelines, except for its shightly elevated sulfur
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content of 0 55 percent The Kumkol crude, by contrast, 1s fairly viscous (26 Centistokes) and
has a pour point well above freezing, at 13 degrees Centigrade (55 degrees Fahrenheit) In fact

the second spur of the dual feeder from Kumkol served to pump Siberian crude o1l to Kumkol to
mix 1t with Kumbkol o1l to reduce the viscosity and the pour point of the mixture Today, Kumkol
crude 1s bemng shipped without the addition of Siberian crude o1l, through the simple expedient of
adding drag-reducing agents
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APPENDIX C
Steering Committee Minutes

MINUTES OF INAUGURAL MEETING

Kaergeldy Kabyldin ("K")  Representative of the Mimstry of Energy and Natural Resources
and Designated Daily Contact Person for Pipeline Taniff Study, Assistant to Deputy Mimster A
S Lobaev

Ferdinat Mamonov ("Mo") Chief Pipeline Engineer, Miustry of Energy and Natural
Resources

Michael Biddison ("B") Regional Manager, Hagler Bailly Consulting, Inc
Helmut Merklein ("Me") Pipeline Consultant, Merklein and Associates, Inc
Svetlana Ivanova Technical Assistant, Hagler Bailly Consulting, Inc

Talgat Seitkazian Techmcal Assistant, USAID

Apnl 11, 1997
The meeting began with Michael Biddison submitting to Mr Kabyldin the following documents

A listing of data needs for the pipeline tariff study,
A confidentiality agreement, and
A transmittal letter, addressed to Mr Lobaev

These documents became the topic of discussion after K had read them B opened the discussion
with the following introductory remarks

B There have been many changes since last meeting, notably 1n the O1l and Gas Sector
which remains n transition at this time We hope that you and Mr Lobaev will remain in your
present positions and are looking forward to working with you m developing a pipeline tariff
methodology for Kazakhstan

We hear that a joint-stock pipeline company has been created which will pursue
commercial operations under state ownership, perhaps the equivalent to Kazakho1l We are
prepared to work with you and with appropriate pipeline groups and hope to form a Steering
Commuttee on pipehine tariffs
K We are also looking forward to working with you Prior to starting work, though, we
would like for you to submit a more detailed work program The formation and composition of
the Steering Commuttee comes later We can start next week with a first meeting of the Steering
Commuttee We would need to rent office space for our meeting
B Merklein just arrived  He wall be 1n Almaty until April 25 We are ready to start right
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away The list of data needs for the pipeline tanff study 1s just a starter It could be used as a
working paper at the first Steering Committee meeting We felt that the detailed work program
should be developed by the full Steering Commuttee

K There will be no problems as far as data are concerned Regarding economic and
financial data, we are prepared to provide everything you have asked for However, your request
for physical data seems to be too detailed

Me  The more data we have, the better the resulting taniff methodology and the taniffs
themselves

K Agreed, but why all these details regarding location? Why do you need to know details
regarding pump stations, precise locations of the pipeline, etc ? We have, of course, detailed
maps, but they are for official use only It should suffice for you to know that the pipeline has a
certain diameter and capacity, and that 1t generally runs between points A and B

B OK, you must of course feel comfortable with the data you can release We agree that, as
far as physical location, a more general set of data may suffice
K So we are agreed on this point

At this point Mr Mamonov arrives and 1s briefed regarding the foregoing discussion by K

K To summarize, market and financial data are no problem Regarding the Price
Waterhouse study you requested, it contains commercial information that you should not be
privy to  However, the study does contain a section dealing with model taniff calculations, and
that section will be made available to you In any event, too many data 1s more confusing than
helpful

Now, as to the objectives of the proposed pipeline tanff study, there have indeed been
many changes in the Oil and Gas Sector As mentioned, we now have a National O1l and Gas
Company, engaged m the exploration for and production of o1l and gas, the Kazakhoil Company

On April 2, a similar decree created the Kazakhstan O1l Pipehne Company To deal with
the development of a rational pipeline tariff methodology, we plan to invite 2-3 industry
specialists to participate 1n deliberations of the Steering Commuttee on pipeline tariffs K then
proceeded to list Mimistries and Agencies that should also be represented on the Steering
Commuttee Mentioned, among others, were the Anti-Monopoly Commuttee of the Mimstry of
Economy (1n charge of rate setting), the Ministry of Energy and Natural Resources, the Southern
Pipeline, the Pavlodar Pipeline, and others, all this subject to confirmation later
B We plan to work with the Kazakhstan Petroleum Association ("KPA™) We intend to
inform them about these plans and to ask them to nominate 3 representatives to the Steering
Committee
K That may present us with a problem There exists a built-in conflict between producers
and o1l transporters I would prefer not to have foreign producers on the Steering Group
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B Excluding the foreign producers would not be a good 1dea Among other things, this
would be 1n violation of the principles enunciated by Mr Lobaev, which have caused the US
Ambassador to make certain representations to industry groups I see no danger 1n their being on
the Steermng Committee Remember, we will also be on the group, where we will be representing

you

K Who 1s that KPA?

B A non-profit orgamzation representing the foreign petroleum compantes and chartered
under the laws of Kazakhstan

K There will be ongoing disputes with them on board

B There won't be, I will personally vouch for that

Mo  These petroleum people have too much influence We need neutral participants on the
Steering Commuttee, and we asked you to participate in its work on that basis Besides, we
already have a working methodology Still, we are prepared to give you all the data you need ,
but of course, all final decisions will be ours
B We will take our orders from the Government, and in particular from Mr Lobaev, no
question on that Still, we are firm 1n our belief that three foreign producers should be
represented on the Steering Commuttee If you include industry representation you will find
industry generally to be supportive of the emerging methodology These people must be part of
the process
Mo  Why Western methodologies? Most o1l shipments will be local We have been dealing
with this on a daily basis for the last three years
B Let us not kid ourselves You need the good will and the confidence of the o1l and gas
mvestors, and to achieve 1t, you must design and implement a methodology that will be accepted
n the international petroleum industry I am adamant on this pomt Most of the major o1l
companies have a greater budget than most Governments, and you are competing with many
other countries 1n attracting their investment You cannot afford to ignore their experience and
their sensitivities
K With reference to the work program, the work should begin by doing a survey of
mternational practices of working pipeline methodologies To save time, parallel work may be
begun on the Southern Pipeline to determine the data needs for that line  This would include the
defimtion of costs that should be admitted into the rate base and an appropriate accounting
system

While work 1s 1n progress on determining an appropriate tariff methodology, other phases
of the pipeline study could be discussed This would include software design to calculate tariffs,
to forecast future loads, etc This should be done n coordination with industry representatives
From this will emerge a proposal for a specific methodology suitable for Kazakhstan, for
submussion to the Government
B Agreed
K With this 1n mind, please submit an expanded work program that should include more
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detail and specific deadlines

B How about accounting standards?

K You should suggest an accounting methodology as well, but the accounting standards
must comply with the accounting system currently n existence under Kazakhstan laws You
may be better off by starting with personnel requirements

B Agreed We have funding available to train personnel

K That 1s OK with us, but the training must be practical and acceptable to us No
theoretical courses

The rest of the meeting served the practical purpose of setting short-term deadlines for immediate
tasks These include

Submuission of an expanded work plan, in English and 1n Russian, by COB Wednesday, April 16
Date of first Steering Committee Meeting on Monday, April 21

Follow-up steps

There was mention of an in-house study, recently completed, dealing with a proposed pipeline
tariff methodology The author of the study 1s a Mr Voromin Try to get a copy

Get copy of tanff methodology section of Price Waterhouse study

Get copy of April 2 Decree creating Kazakhstan O1l Pipeline Company

MINUTES

OF FOLLOW-UP TO INAUGURAL MEETING

Kaergeldy Kabyldin Representative of the Minstry of Energy and Natural Resources and
Designated Daily Contact Person for Pipeline Tanff Study, Assistant to Deputy Mimister A S
Lobaev

Michael Biddison Regional Manager, Hagler Bailly Consulting, Inc
Helmut Merklemn Pipeline Consultant, Merklein and Associates, Inc
Svetlana Ivanova Technical Assistant, Hagler Bailly Consulting, Inc

April 16, 1997

The meeting began with Michael Biddison submitting to Mr Kabyldin a proposed agenda for the
founding meeting of the Pipeline Tariff Steering Commuttee (the "Steering Commuttee") and a
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document entitled Objectives and Long-Term Work Plan, Pipeline Tanff Steering Commuittee
This document had been prepared in response to Kabyldin's request The work plan contained
three sections, prepared for discussion at the Steering Committee First a Statement of Intent
outlming the need for the planned overhaul of the Kazakhstan pipeline tariff methodology and
the principal characteristics of the methodology to be developed Second, a rough outline of
proposed Commuttee operating procedures And third, some of the Commuttee's expected
subtasks and an overall time frame that envisioned a tentative closing date for the development
of the tariff methodology by December 31, 1997

Following a question by Kabyldin and clarification by Biddison regarding the Confidentiality
Agreement, which otherwise he and Lobaev found acceptable, the discussion turned to the
forthcommg April 21/22 founding meeting of the Steering Commuttee Kabyldin said he would
send out a notice to mvite representatives of the Ministries of Finance and Economy and to the
Chuef Experts of the Southern Pipeline and the Pavlodar Pipeline Kabyldin apologized for not
being able to attend the meeting himself, since he had to be 1n Moscow to finalize the CPC
Pipeline Agreement He said he would be represented by Ms Zakirova, but he indicated that Mr
Lobaev would be present to chair the meeting

Commenting on the proposed agenda which included a short presentation by Biddison on
pipeline regulations 1n the United States and by Merklein on tariff methodologies in selected
countries, Kabyldin indicated his agreement but noted that a second day should be added to give
the Kazakhstan Officials an opportunity to present the current status of their tariff methodology
That was agreed to by Biddison The rest of the brief meeting was devoted to logistical details of
the forthcoming meeting Of note 1s the name of the representative of the Southern Pipeline,
Aktau, which was called in while we were at the meeting Ms Anna Vmogradova, Senior
Specialist on Pipeline Tanffs Biddison committed to write a draft letter of invitation to the
Kazakhstan Petroleum Association inviting three KPA representatives to become members of the
Steering Commuttee The letter was to be written for Mr Lobaev's signature, for delivery by
Thursday

MINUTES OF FORMAL STEERING COMMITTEE MEETINGS
MINUTES OF FIRST MEETING

PIPELINE TARIFF STEERING COMMITTEE

APRIL 21722, 1997

Day One, April 21
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First official meeting of Pipeline Tanff Steering Commuttee The meeting was opened by Mr
Lobaev who had been appointed First Vice President of the newly created Kazakh O1l Pipeline
Company The meeting opened with a brief introduction of the Steering Commuittee members

Lobaev Address

Mr Lobaev opened the meeting by announcing that a National O1l Pipeline Company,
KazakNefteProvod, had been established, with Mr Kaynulla Z KASENOV as President and
himself as First Vice President (probably what we would call Executive Vice President)

Mr Lobaev said that he would be responsible for tariffs, contracting, expansion, modernization,
transportation and technical operations He also mentioned that the responsibility for running
KazakNefteProvod no longer rests with the Ministry of Energy and Natural Resources

According to Mr Lobaev, the National O1l Pipeline Company will be a closed-type joint-stock
company As a matter of corporate philosophy, the Company will look to the o1l suppliers as the
principal shareholders, and they will have a first-call transportation right, at a profit Mr Lobaev
said that he intends to introduce a new and unified methodology 1n tarff setting, with the
following characteristics

this will be a cost-recovery system with reasonable tariffs for both the transporter and the
pipeline user,

there will be a new accounting procedure,

there will be transparency,

the pipeline activities will be public,

there will be Western-style tariffs,

every supplier will know the costs,

the pipeline system will be fully integrated, no South or East Companies, just one pipeline
system,

actual tariffs will be set by the Anti-Monopoly Commuttee

As to accounting, Mr Lobaev remunded his audience that all Kazakh enterprises are currently
requested to introduce a newly approved accounting system He stressed that he intended to
mtroduce that system from the start He spoke of the need for tariff zones and for transparency
and public exposure Secret tarff calculations, as in the past, will not be tolerated

Mr Lobaev stressed that the North-American tanff model 1s the most acceptable one to suit
Kazakhstan's current situation He pointed out that the Kazakh tariff model, based on the
Russian system, as they had used 1t till now, was not all that different from the American one 1n
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terms of results achieved If one explicitly accounted for interest costs depreciation, and
allowable profits, the historical Kazakh rate of return of 35% would be close to the Western
standard of 15%

Mike Biddison Address
Legislative-Regulatory Hierarchy
The US has two separate pipeline regulatory systems Federal and State

Federal System for shipments across State lines, "Interstate Shipments”

State Systems for o1l and gas produced and consumed within a State, "Intrastate Shipments”
Interstate shipments are regulated by an independent regulatory body, the Federal Energy
Regulatory Commussion, located 1n Washington, DC

Intrastate shipments are regulated by individual State Regulatory Commuissions of the 50 US
States

Many States have sigmificant volumes of intrastate shipments, such as Texas, Louisiana, New
Mexaco, Califormia, and others

We will focus our attention on the US federal system

Whether Federal or State, regulations are not created in a vacuum The power to 1ssue
regulations 1s dertved from laws which, 1n turn, are a reflection of the country's policies A
typical legal/regulatory hierarchy, in the US or elsewhere, should look as follows

01l and Gas Policies

O1l and Gas Laws and Legislation

01l and Gas Rules and Regulation

01l and Gas Contracts and Agreements

01l and Gas Policies, 1n the United States, reflect the will of the current and past Presidents and
of the US Congress and, through them, the will of the people The policies are broad general
guidelines, the capstone for setting overall government objectives such as mnfrastructure
development and the attraction of mvestment 1n the o1l and gas sector These policies are
established at the highest level of government

O1l and Gas Laws and Legslation prescribe the framework of government authority 1n the sector
Laws (bills at that time) are formulated by the US Congress They become operative upon the
signature of the President They give a concrete form to the country's o1l and gas policies, and
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they enable regulatory agencies to develop and adopt rules and regulations 1n compliance with
the objectives and limitations of power enshrined 1n the laws

O1l and Gas Rules and Regulations are adopted and enforced by the Federal Energy Regulatory
Agency ("FERC") With regard to interstate pipeline regulation, these rules cover the mechanics
for the management of operations and the setting of tariffs for major pipelines The rules and
regulations are very specific, but they retain a sigmficant measure of flexibility that the FERC
can use to adjust to changing circumstances by modifying their regulations The design and
mmplementation of such modifications do not require the difficult and time-consuming process of
mmtroducing new legislation as long as the newly 1ssued rules and regulations fall within the
framework of existing o1l and gas laws

O1l and Gas Contracts and Agreements are negotiated and signed by private parties in the o1l and
gas sector and are based on accepted industry practices and standards

In our discussions with various governments, especially in NIS Countries, we find that there 1s
considerable apprehension regarding the independent status of regulatory agencies To many
officials 1n this region, the term "independent” denotes unlimited power The truth 1s that the
regulatory agencies in the United States, including FERC, are subject to at least three levels of
power limitations legal, budgetary, and judicial

Legal FERC must operate within the constraints imposed upon 1t by the President and the US
Congress, 1n the form of the laws that define the limits of its power

Budgetary The Agency does not set its own budget It must operate within the annual budget set
as part of the overall budgetary process of the government That feature constrains the growth of
the agency and keeps 1t at the size considered appropriate for the task defined under the law

Judicial If private parties feel that a FERC ruling oversteps the Agency's legislated authority,
they have the right to challenge 1t in court Thus 1s a routine occurrence in the United States
where the courts have on various occasions ruled against the FERC

Regulatory Environment

Independence, 1n terms of the regulatory agencies in the United States, means that the top
decision makers are appointed by the Head of Government and confirmed by a legislative body
(1n the case of the FERC, by the President and the Senate) These regulatory officials have terms
of office (FERC 5 years) during which time they cannot be removed, except for criminal
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violations, and then only through an impeachment process that has gone through the judicial
system

Regulatory officials cannot be removed from office merely because a ruling, duly 1ssued 1n
compliance with their enabling laws, displeases the President For example, 1f the President
wanted to maintain tariffs at current levels, he could not dismiss FERC officials who voted for an
increase in the tanff, so long as that increase 1s transparent and n accordance with the law In
fact, 1n accordance with elaborate ex parte laws the President or his representatives are not even
allowed to discuss tariff levels with FERC officials

There followed a discussion of FERC's responsibilities and 1ts composition
Responsibilities

Adoption and enforcement of rules and regulations regarding safety and tanffs of interstate
pipelines

Conservation of natural resources

Collection and maintenance of financial and physical records of pipeline companies
Issuance of pipeline construction and operating licenses and permaits

Collection of hicensimng and permitting fees

Publication of requests from pipeline companies regarding changes 1n pipeline tariffs
Holding of public hearings, with input from outside interested parties including consumer
representatives, and rate determinations 1n such public hearings

FERC Composition

Five members serving five years on staggered terms

Three members of dominant party, two members of minority party (US has two-party system)
One Member 1s designated Chairman and so confirmed by the Senate

Strict conflict-of-1nterest provisions ensure that the members will not

use their public office for private gains,

give preferential treatment to any person or company,

impede government efficiency or economy,

make decisions outside public channels,

act 1n such a way as to adversely affect the confidence of the public in the integrity of the
government

In addition to his regulatory role which he shares equally with the other Commussioners, the
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Chairman 1s responsible for the executive and administrative procedures and operation of the
FERC, including

the selection and appointment of FERC staff,

the supervision of personnel employed by or assigned to FERC, with the exception of a hhmited
number of personal staff assigned directly to each Commussioner,

the procurement of supplies and consultants in accordance with the law

Actual Tanffs

Cost-recovery tariffs mean tariffs that will provide the mvestor of the pipeline the recovery of all
mvested capital, reimbursement for all operating and maintenance expenses, and a reasonable
rate of return on his investment In the United States, where tanff regulation has undergone
considerable development 1n the recent past, 1t also means that the user of the pipeline needs to
pay only for those services he actually uses This 1s assured through a process called
"unbundling"

As a general rule, US pipelines no longer purchase o1l or gas at the line mlet to sell 1t at the
outlet Through a process called free access, pipelines simply make space available to any user
(on a firm or stand-by basis), and their rates only reflect the charges incurred, plus profits, of
transporting the commodity on behalf of the user

To account for 1ts costs, a pipeline needs to know which costs are properly chargeable to the
tariff, and under what accounting rules Much of the work of this Commuttee will deal with these
two 1ssues As a general principle, only those costs directly related to the service provided under
the pipeline's operating license are allowable as a cost This places a limit, for example, to the
activities of a domestic pipeline wishing to explore foreign markets or ventures It also restrains
what the Commussion might consider unneeded advertising which, typically, will be subject to a
ceilling As to accounting rules, things such as work 1n progress, depreciation, the establishment
of mandated financial reserves, and others are 1ssues this Commuttee will need to address, not to
mention the accounting for unbundled activities such as gathering, storage, and direct deliveries
to major customers, to name a few

Why Introduce a Market Oriented Regulatory Tanff System 1n Kazakhstan?

The current pipeline system 1 Kazakhstan reflects user patterns that were relevant under the
mtegrated energy system of the former Soviet Union With Kazakhstan now operating as an
mdependent energy unit, its pipeline system needs to be rebalanced and upgraded In addition,
the presence of foreign producers who will be users of the Kazakhstan pipeline system mandates
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the establishment of an operating and tariff methodology that will inspire confidence This wall
be true for domestic 01l and gas transport as well as exports

The international petroleum dustry has settled and become comfortable with a system that has
the following characteristics

The tariffs are cost-recovery tariffs, providing for full recovery of reasonable operating and
capital costs and for an equitable rate of return on investment

Tariffs are transparent and objective Suggested taniffs are developed by pipeline companies and
submutted for approval at public hearings to an independent regulatory body, using a published
accounting system that meets international standards The methodology 1n arriving at tariffs will
be such that different parties to the system will come up with very similar rates 1f they do the
calculations separately

The system will be non-political cross-industry subsidies, cross-line subsidies, or social
subsidies are not permitted to enter the rate base To the extent that some subsidies (especially
social subsidies) are politically or otherwise unavoidable, they will have to be admimstered
through a separate and explicit subsidy program, rather than through hidden or overt increases 1n
pipeline rates

Substantial mvestments will be needed 1n the Kazakhstan pipeline system to bring 1t up to
international standards and to expand 1t to accommodate expected changes 1n transport patterns
in domestic markets and substantial increases 1n export capacities The Government of
Kazakhstan will be competing with many other o1l and gas producing and o1l and gas transit
nations to attract the needed capital Those nations that are capable of achieving the transition to
international operating and financial regimes will succeed 1n attracting the required capital

Helmut Merklein Address
General Remarks

There 1s general recogmtion throughout the world that a pipeline 1s a natural monopoly with
power to 1mpose prices and provide profits that exceed competitive levels

There are two ways to deal with this problem

Regulate prices (or tariffs) and the size of a monopolistic enterprise, and/or
Devise market mechanisms that increase the competitive environment
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In the US, both mechanmisms are being used This was the topic presented by Mike Biddison
For the rest of the world, two major events are unfolding at the present time

First the extraordinary US effort, which 1s well on 1ts way toward completion, to use the
regulatory process as a means of mjecting greater competitiveness 1n otherwise monopolistic
markets has not gone unnoticed The benefit to the various players in the markets including the
consumer, are real and by now historically verifiable For example, during the heyday of US
price controls on natural gas n the late 1970's and early 1980's, there existed a narrow sliver of
uncontrolled gas (Section 205 gas, 1f memory serves correctly) that was selling at $10 per MCF
at the wellhead (roughly $350 per thousand cubic meters), while prices of other types of
regulated gas were so depressed, that otherwise perfectly sound gas wells had to be shut down
and, 1n some cases, permanently abandoned, with 1rreparable losses of natural gas resources to
the US economy Today, natural gas 1s selling at prices, adjusted for inflation, that are well
below those of the energy crisis following the US embargo of 1974 The World Bank and other
generally dismterested and well-meaning 1nstitutions are now openly advocating the use of
similar market-oriented mstitutions including, for example, the establishment of independent
regulatory agencies empowered to set tariffs in accordance with carefully defined concepts and to
mtroduce competition wherever possible

Many, but not all, Western nations have begun to see the advantage of greater competition and
are 1n the process of introducing competition 1n their otherwise monopolistic markets We will
be looking at some of these n a little while

Second, the area with the largest gas reserves by far, the former Soviet Unton, was using a
pricing methodology that left pipelines with 1nsufficient cash flows to provide proper
maintenance and that led to a deterioration of their transmission system The system used
centrally directed capital allocations at artificially depressed prices rather than the automatic
feedback system that 1s implied 1 market economies which makes capital available in
accordance with positive pricing signals Insufficient cash flow remains a problem to this day,
for reasons this Commuttee will need to explore 1f 1t hopes to come up with workable
alternatives

Antimonopoly Policies in Two Selected Countries

As mentioned, the advent of regulation designed to enhance competition rather than to constrain
monopolies 1s a relatively recent phenomenon 1n national energy markets The current status of
energy monopoly regulation of this type 1n two nations with significant natural gas pipeline
sectors 1s briefly described 1n the text that follows
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Germany

In Germany, all gas transportation 1s in private hands There 1s no state gas company and there 1s
no private company with a dominant role over the entire market such as British Gas 1n the Umited
Kingdom In what used to be West Germany, about 27% of domestic consumption was met
from German gas production The rest was imported, with 80% of the imports carried out by
three companies, among them Ruhrgas which 1s by far the largest importer and transporter of
natural gas in Germany

Regulation of the 15 long-distance transporters in Germany 1s light Any company may engage
1n gas transportation, provided 1t applies for a license Given Germany's overriding concern with
supply security at reasonable prices, the licensing system 1s intended to protect the public as a
whole, rather than the interest of particular firms Once established, a company will be exposed
to very little regulatory direction regarding prices Germany does allow third-party access to
trunklines, but not as liberally as, for example, the United States

The United Kingdom

No country has made more sweeping changes in the recent past regarding 1ts natural gas market
structure than the United Kingdom Its gas market was privatized in 1986 Of the many changes
mtroduced 1n the gas market of the Umted Kingdom 1s the advent of o1l companies as sellers of
the gas they produce from the North Sea and which they transport on a carrier basis through the
pipeline network of British Gas ("BG") The first contract under this scenario was signed n
February of 1990, providing gas through pipelines owned by BG to a Scottish manufacturing
plant The supplier of the gas 1s Quadrant Gas, a Shell-Esso joint venture Quadrant pays a
distance-related taniff to have the gas transported

Under a revision of the Gas Act of 1986, BG 1s required to publish the prices to be charged and
other conditions of supply for gas delivered to major customers under separate supply
agreements On carnage gas, the company must publish general guidelines for companies
wishing to have gas carried through the BG pipeline network, giving examples of the carriage
charge the company would expect to be paid This feature 1s intended to promote price
transparency which, of course, has a bearing on the entry of new parties into the market It was
felt by the regulatory authority that a competitor must be able to work out the prospects for
sustamed profits before he decides to take the risk of entering the market Without this
information, network access 1s deemed to be pointless

Other Considerations

Greater competition means reducing charges to recover costs only for services delivered
(unbundling) It means operating any pipeline only to the extent that the revenues it generates
justify the operation It means no cross-subsidization

The new system also needs a new accounting system that permits the development of transparent
financial records, including balance sheets, income statements, and flow-of-funds statements
One of the more daunting tasks faced by the Steering Commuttee 1s the valuation of the current
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pipeline assets There are at least three valuation methods, none applicable by 1itself to the
Kazakhstan pipeline system These are

Discounted Present Value of Future Income Under this criterion, and assuming that business
continues as now, the pipeline system would have a negative value since the future income
stream would be negative under Western standards, taking into consideration depreciation and
interest charges as well as badly needed increases 1n operation and maintenance expenses
Historical Costs Net of Depreciation  Under this criterion, the value of the pipeline system
would likely be too low, since the original capital charges under the old Soviet system probably
did not consider capital costs and other expenses Besides, this criterion would require the
converston of the original currency, Rubles, into Tenge which, during the past transition period
and hyperinflation 1n Russia, would probably be subject to substantial inaccuracy

Replacement Costs This criterion would yield an unacceptably high value, sice the system 1s
functional and can be brought to needed capacity at substantially less than grass roots
construction costs

On the 1ssue of subsidies, that 1s entirely a Kazakhstan domestic 1ssue, where foreign participants
or advisors have no position Yet, i accordance with Western standards, subsidies must not be
charged to the rate base which must reflect true transportation costs Subsidies, 1f they are
needed for political or humamtarian reasons, should be administered by a separate program,
probably by a different Government Agency such as a Ministry of Finance or Mimistry of
Economy If subsidies are charged to the tariff rate base, thereby inflating tariffs beyond cost
recovery, foreign mvestors will view this as a disincentive to invest

General Discussion

Following the remarks by Mr Lobaev, Biddison and Merklemn, a general discussion ensued that
brought out various concerns and 1ssues held by the Kazakhstan members of the Steering
Committee One of the dominant themes was the existence and justification of subsidies It 1s
clear from these discussions that the Western and current Kazakhstan definition of subsidies are
at variance Another topic, peripheral to the pipeline tariff 1ssue 1tself but of importance to the
Kazakhstan Commuttee members, was the problem of finding time and, 1f possible, compensation
for the additional load imposed on them with this pipeline tariff work There was general
agreement regarding the need for a new accounting system that, among other things, would
permit a proper definition and use of depreciation The enforcement of collections for payments
due for o1l or gas transmission also seemed a topic of considerable weight

The meeting adjourned for the day at 6 00 PM and the entire group proceeded to a Chinese
restaurant for a convivial dinner with many toasts to, among other things, the success of the
Steering Commuttee and the newly created KazakhNefteProvod

Tue Apr 22 - Continuation of Steering Commuittee Meeting

Two new Steering Commuttee members showed up on the second day They were Ms Klara
Rakmatova of the Information and Analytical Center which 1s attached and gives advice to the
Office of the President, and Bob Williams, Manager of Regulatory Affairs at TengisChevrOil
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and former manager of a pipeline and terminal facility in Alaska
The first half of the meeting was dedicated to presentations by Kazakhstan Committee members
Presentation by Kazakhstan Commaittee Members
There are three independent pipeline systems within Kazakhstan This 1s why the o1l 1n
Kazakhstan has transportation limits as the lines are not mterconnected For this reason 1t 1s
necessary to have o1l swaps with Russia All the pipelines are state property and not currently
subject to privatization
1) The Western Kazakhstan Pipeline System (operated by YuzNefteProvod) 1s the oldest system
and runs from Uzen to Atyrau to Samara This line 1s approximately 1,200 km long and has a
capacity of 10 5 Million Tonnes per Annum (MMTA) The portion of the Iine from Tengiz to
Grozhny will be transferred to CPC  The Uzen o1l entering the system has a pour point of 3
degrees Celsius and thus the hne needs heating This line was commussioned n the mid-1970's
Typically, the life of a pipeline 1s estimated to be 25-30 years This pipeline has many problems

- 1t1s old,

- 1t has no telecommunications system

- aportion of the line 1s currently under water

- the Caspian Sea level 1s continuing to rise
When determiming the level of tariffs, one must consider the state of the lines, required
mvestments, depreciation, and social support needed for employees
2) The second line under discussion 1s the Zhanazol-Kenkiyak-Orsk line (Aktyubinsk Region)
There are two lines 1n this system (350mm and 500mm), with a length of 400 km and a capacity
of 6 5 MMTA This line was originally built to supply crude from the Aktyubinsk Region to the
Orsk refinery Currently, the line carries 2 5 MMTA of crude This pipeline will never be fully
operational because of the limitations of the Orsk refinery The Orsk refinery has old processing
equipment and not only lacks the technology to process the Aktyubinsk area crude but also has
difficulty i transporting product from the refinery
In addition to the 2 5 MMTA which are being pumped to Orsk from the Aktyubinsk region,
another 360 MTA are shipped from Zhanazol directly to Middle Bestamak (180 km) From
Middle Bestamak, crude 1s sent by rail to Chumkent
3) The third line 1s the Eastern Pipeline from Omsk to Pavlodar to Chimkent to Chardzhou
(through Uzbekistan to Turkmenistan) Also included i this system are two spur lines to the
Kumkol Field Due to the high viscosity of the Kumkol crude, 1t was necessary for one line to
supply Western Stberian crude as a diluent (30-50%) to Kumkol for mixing The blend would be
returned to the mam line The capacity of the line from Kumkol 1s 20 MMTA The design
capacity of the entire system was based on supplying crude to the Pavlodar refinery, the
Chimkent refinery and on to Uzbekistan and Turkmenistan to the Chardzhou refinery Today,
Uzbekistan and Turkmenistan no longer require Russian crude, thus the throughput 1n the line
system has been reduced by 1/3 of its previous volume 1ncluding the total shutdown of the line
beyond Chimkent Up until 1992, Kazakhstan recerved 12 MMTA of Western Siberian crude
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Now, Kazakhstan 1s only receiving 3 MMTA of crude from Western Sibera all of which 1s
refined at Pavlodar For this reason, the 1000 km pipeline between Paviodar and Karakoin,
where the Kumkol spur line meets the Eastern Pipeline, 1s 1dle  As a result of the loss of Western
Siberian crude south of Pavlodar, the pipeline company 1s now using friction-reducing agents to
facilitate the pumping of Kumkol crude The loss of Western Siberian crude and the resulting
need to use friction-reducing agents has caused operations costs to mcrease
The 1000 mm line from Omsk to Pavlodar has a capacity of 40 MMTA and 1s only pumping 3
MMTA to Paviodar The 1000 km line from Pavlodar to Karakoin has a capacity of 23 MMTA
and 1s currently 1idle The hne from Kumkol to Karakoin to Chimkent has a capacity of 23
MMTA and 1s currently only pumping 2 5 MMTA The original plan was to ship 13 MMTA to
Pavlodar and 10 MMTA to Chimkent Today, the company 1s only shipping 3 MMTA to each
Of the 3 MMTA refined at Chumkent, 360 MTA 1s from Aktyubinsk
Earlier this year, the Pavlodar Refinery was shut down for 3 months, and the pipeline lost 900
MTA of transported volumes
Today, because of the low throughput through some lines and non-operation of others, we must
focus on the safety and environmental 1ssues associated with these lines
There are also two new global pipeline projects 1n Kazakhstan, CPC and the proposed line
connecting Kumkol to Western Kazakhstan In an economic assessment conducted by Price
Waterhouse, 1t was concluded that 1t 1s too early to construct the proposed line between Western
Kazakhstan and Kumkol since more o1l 1s needed to justify the project and gas privatization
should come first
When determining a tartff methodology, we should also take into account current developments
on the CPC line
Non-payment of tariffs 1s a major problem Aktyubmsk 1s the largest non-payer and owes about
2,000,000 Tenge Others are paying with commodities rather than currency Food may be
dehivered to employees rather than currency As a result of all the bartering, it became necessary
to create a new supply group to distribute commodities to remote areas
Steering Commuittee Guidance
After the lunch break, Mike Biddison asked for guidance from the Steering Commuttee as regards
1ssues of immediate importance to the Group and the work that needs to be done Bob Wilhams
responded with the suggestion that the Commuttee needed a vision of what the tariff
methodology looked ike To develop such a vision, 1t was suggested that all relevant issues be
listed and discussed, including social costs, maintenance costs, accounting systems, etc  This
was done with the aid of a series of clip charts that are reproduced 1n the following
ISSUES TO BE CONSIDERED BY THE STEERING COMMITTEE
Data Collection including
Physical Characteristics of the Pipeline (KazakhNefteProvod)

1 Volumes (Kazakhoil, Munaigas, and KazakhNefteProvod,)

Historical 1991
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Present 1997
Forecast 2005

2 Tanffs (Methodology and Values, Kazakhoil and KazakhNefteProvod)

Historical

Present

Forecast

3 Historical Costs

Caprtal Costs

Operating Costs

4 System or Plan of Accounts (Future)
Ability of the Pipeline to Recover Costs

Environmental

Safety

Communications

Rehabilitation
Gravity Banks in Pipelines

High Quality/Low Quality O1l
Regulatory Issues

Payment Enforcement (Penalties)

Other Agencies with Jurisdiction of Pipeline (Local, State)
Accounting/Auditing

Historical

Going-Forward Basis
Tanff Elements

Operations and Maintenance (Including Quality Issues)

Admimistration and General Expenditures

Financing

Subsidies

Return on Investment

Capital

Depreciation

Taxes

Norms and Standards
List of International Taniff Elements (Foreign Companies)

DELIVERABLES
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Data Gathering

1 Actual Costs and Tariffs m
a) Kazakhstan
b) Three Other Countries
2 Tanff Methodology
a) Kazakhstan
b) Three Other Countries
3 Comparison of Tariffs on Tonne/Km Basis

Overall Responsibilities and Deadlmes

Hagler Bailly will be the data collection point The International O1l Companies will provide
data and methodology Report and data due by June 2

Meeting was adjourned at 4 30 PM Next Meeting Thursday, June 5 same place

MINUTES OF SECOND MEETING
PIPELINE TARIFF STEERING COMMITTEE
JUNE 5/6, 1997

THURSDAY JUNE 5
Mike Biddison Welcoming Remarks

Chairman Lobaev was out of town and, therefore, unable to attend the meeting He was
represented by Mr Kabyldin, Vice President of KazNefteProvod (Kazakhoil Pipeline Company)
In Lobaev's absence, Vice Chairman Mike Biddison gave the welcoming remarks Mr Biddison
presented Mr Lobaev's apologies for the latter's absence, and he mmvited Mr Kabyldin to join in
the opening remarks

Mr Kabyldin's Remarks

This being Kabyldm's first attendance at the Steering Commuttee Meeting (he was in Moscow
during the Commuttee's first meeting to negotiate the CSC Agreement), he introduced himself
and proceeded to point out that the development of an internationally acceptable taniff
methodology was of great importance to Kazakhstan He reminded his audience that the o1l and
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gas pipeline compantes 1n Kazakhstan had been developing and admimstering their own tanff
methodologies since 1991, and that the companies depended on these tanffs as their only source
of ncome These methodologies, he suggested, have by now become obsolete and needed
reviewing and changing Some of the important characteristics regarding the new tanffs were an
objective methodology that would mcorporate the principle of cost recovery and a fair rate of
return

Mr Kabyldin expressed his satisfaction 1n having industry representatives on the Steering
Commuttee These, for the most part prospective shippers, would complement the representation
of Kazakhoil Pipeline which as of a few weeks ago was the exclusive owner of all o1l pipeline
assets mn Kazakhstan Mr Kabyldin reiterated that taniff-setting procedures would be transparent
and known to the public He expressed his desire to work with the foreign producers

Biddison Housekeeping Matters

Because many of the participants at this meeting were new, Mr Biddison mvited those present to
spend a minute or two in mntroducing themselves This was especially important for the Kazakh
delegates who needed to get acquainted with several new foreign o1l company representatives
Mr Lobaev, upon Hagler Bailly's request, had agreed that additional foreign company
representatives could be present at the Steering Commuttee meetings, but with observer status,
with active participation restricted to three official KPA representatives as originally agreed on

Presentation by Mr Bob Batt

Dr Batt had earlier written a USAID-financed analysis of the Kazakhstan pipeline industry,
working as a subcontractor of Booze, Allen, Hamilton He began by pointing out that, in his
view, the existing Kazakh pipeline tariff structure was inadequate because 1t was still burdened
with some of the old soviet-style methodology For example, the tarff system, among other
things, provided for the establishment of a "profit margin" on Operating and Maintenance
(O&M) costs To the extent that Western pricing methodologies deal with margins (or
mark-ups), these are added to the cost of goods sold The old soviet system did not include a
return on mvested capital, which 1n the case of the extremely capital-intensive pipeline industry,
would be viewed as a major deficiency in the West As a general rule, Dr Batt said, mark-ups
have their place in Western economies, but they are generally limited to small retail businesses
They are wholly madequate 1n a complex and capital-intensive industry such as the pipeline
mdustry

Dr Batt pointed out that, 1n theory, one could use the mark-up procedure to establish a rate of
return on 1nvested capital, but such a procedure would be difficult and somewhat arbitrary In
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any event, Dr Batt stressed that the rate of return to the investor must be viewed as an important
component of any market-oriented tariff methodology

As a second problem, Dr Batt pointed out that the accounting system 1n Kazakhstan did not
reflect the true costs of pipeline operations He acknowledged that a new accounting system was
being introduced for all of Kazakhstan This new accounting system, according to Dr Batt was
a big improvement over the past, but there are still problem areas for pipeline accounting even
under the new system Major improvements over the old system include an accrual mechanism
and a better and more clearly delineated balance sheet and profit and loss statement, the concept
of capital accounts, and others On the weak side, gmdelines for the new accounting system are
vague, a rule-making process remains to be defined, the existing accounting board, while 1t has
the power to do so, nevertheless has not gotten into a rule-making mode Another weakness of
the system 1s that certain rules are still set by outsiders For example, some of the old normative
rules are still 1n existence, and these rules lack flexibility, there 1s no definition of what constitute
"necessary and proper” pipeline expenditures All of these problems are compounded by the fact
that, for the most part, the pipelines operate below capacity

Dr Batt proceeded to point out that the new tariff methodology must have the flexibility to
handle mnovative systems and technologies His principal concern was the need to deal with the
costs of service, which need proper definition For example, social costs that may or may not be
legitimate pipeline costs were included 1n the rate base These needed careful review While,
with some exceptions, direct pipeline O&M costs are by and large comparable to those 1n the
West, indirect or administrative costs need close examination both as regards their applicability
and their allocation to specific pipelines

The overall return, according to Dr Batt, 1s the return to both shareholders and debt holders In
Kazakhstan, there 1s no true market mdicator of either of these terms, but some estimate 1s
possible, since the Government of Kazakhstan has recently i1ssued (short-term) debt in world
markets and the market has set a rate on that debt This will go a long way m establishing a
country-risk premium Individual investors may add additional premiums to reflect their specific
risk perceptions Such an approach may not be totally objective but 1t 1s a beginming

Dr Batt reiterated remarks made at the preceding meeting by Helmut Merklein, regarding the
difficulty of establishing the value of the existing pipeline system He pointed out that such a
valuation 1s all but impossible unless and until the system has been stabilized, including the
development and implementation of a sound tariff methodology One 1tem 1n particular that
needs attention 1n all this 1s the type and level of taxation in Kazakhstan Once the tax structure
1s clearly defined, the calculation of a fair and reasonable pipeline tariff should be no problem
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Overall, according to Dr Batt, there are three components that need attention 1n the development
of a sound cost-based tariff

Establish allowable pipeline costs, in cooperation with regulatory authorties

Determine the value of the pipeline assets currently in service As mentioned, this will be
difficult 1n the short run, but can eventually be done without a problem Meanwhile, a
transitional valuation will be needed, until stabilization occurs

Establish a market-based rate of return Until such a rate has been set 1n the market, an
approximate rate of return can be developed

As regards the allocation of costs, all users of the pipeline should share these 1n relation to the
services they actually recerve In short, there should be no discrimination of customers
However, there can be different tariffs under different conditions, such as spot versus long-term
tariffs Any differential 1n such tariffs must by transparent and justifiable For example,
long-term tariffs benefit the pipelme by providing long-term stability of operations

In addition, all operating units must operate on their own respective economic merits, 1 € , there
must be no cross-subsidization Dr Batt listed two examples of cross-subsidization of Kazakh
pipelines First, the Eastern line 1s underutilized and may not be in a position to generate
sufficient revenue to exist, and second, the water line 1n the Western Sector probably does not
generate the revenue 1t needs to stand on 1ts own

Overall, Dr Batt seemed optimistic 1n believing that a mutually acceptable pipeline rate would
eventually emerge from the Steering Commuttee's deliberations There are just too many parties
with comncident mnterests 1n having a viable pipeline system 1n place They all want

Reasonable tariffs consistent with services delivered

The uniform application of tariffs to all users

A stable and predictable taniff level

A rational and transparent methodology with defined recourse for tanff disputes

In the end there 1s, according to Dr Batt, a market-defined envelope within which the final tariff
must fall The tariff must be high enough to provide a reasonable return to the investor, and 1t
must be low enough to not depress the net-back value at the well head below a nsk-compensated
return to the o1l producer

Dr Batt then addressed the time frame of the proposed tariff structure He pointed out that the

Hagler Bailly

4



APPENDIX C » C-22

development of a tanff methodology 1s a long-term proposition It would be self-destructive to
try to solve long-term problems of this nature with short-term expedients such as changes 1n the
rate of taxation or the institution of untested social subsidies One thing to keep 1n mind,
according to Dr Batt, was the possibility that, one day, part or all of the pipeline may be
privatized, as may be the shippers, and the pipeline may be owned by more than one private
entity

Other 1ssues deal with the restructuring of the pipeline system Much of this has been done such
as, for example, the recent creation of the Kazakhoil Pipeline Company that now holds all of
Kazakhstan's o1l pipeline assets within one company However, different segments of the system
have different operating characteristics and costs and may need to have their respective tariffs
developed separately Finally, addressing the collection process, Dr Batt said that, no matter
how well developed the tariff methodology, the system will not work unless the collection
process 1s complete Part of the problem, according to Dr Batt, was that under Government
policy, State Enterprises selling to State Enterprises could not enforce payment Until that
problem 1s solved, any tanff methodology, no matter how well thought out, 1s useless

After Dr Batt's remarks, there followed a lively debate, led by Mr Kabyldin who asked what the
rate of return should be on invested capital Batt responded by saying that raising long-term debt
would be difficult at this time For equity financing, he expected investors to hold out for
something on the order of 20% Certainly, according to Dr Batt, things have changed for the
better for the Republic of Kazakhstan, since Kazakhstan has now raised short-term debt in world
capital markets

One of the Kazakh participants asked about cross-subsidization, especially with regard to assets
used below capacity or not currently 1n use, but where there 1s a reasonable expectation that they
will be used 1n the foreseeable future Dr Batt responded by saying that ordinanly you would
remove that asset from your asset base, but that, depending on circumstances, you could
mothball the asset and charge out 1ts maintenance cost In any event, use at less than capacity
would reduce the value, and the asset base, of the asset 1n question

At that stage, Mr Bob Williams with Teng1zChevrOil offered an example from his pipeline
experience m North America Mr Williams managed a company that, at the time, had 2 lines,
one very small Iine with a throughput of about 70 tonnes per day On that line, as shipping
became expensive, the shipper used rail and trucking mstead A second and larger line was
subject to substantial throughput declines as time went by, and they were down to some 20% of
design There were no roads or railroads nearby, so there was no alternative The end result was
that the shippers purchased the line for their own private use
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Questioned for additional details about the Aktau water Iine and the degree of non-collection Dr
Batt responded as follows

With regard to the Aktau water line, there was no segregation of water line data and o1l line data
For example, the maintenance crews for both the water line and o1l line were the same, paid for
through o1l hine tariffs Without adequate and separate accounting, 1t 1s impossible to pin down
the exact amount of the subsidy Also, the revenue recerved from the water operations was very
low What's more, the water system 1s in poor shape and needs substantial capital injections and
maintenance work

With regard to collections, Dr Batt stated that his original report may be overstating the missing
collections, since 1t 1gnores barter, 1 e , the payment for shipments through withholding of some
of the crude being shipped As mentioned, part of the collection problem was the Government's
policy under which State Enterprises did not have to pay each other One solution may be the
pre-payment or, in the case of systematic abuse, the right for the pipeline to refuse shipment

Presentation by Mr Mike Biddison

Following Dr Batt's review of the Kazakh o1l pipeline tariff system, Mr Biddison dealt
primarily with the way tariffs are developed in the United States Mr Biddison began by
reminding the audience that Mr Lobaev had mentioned that the Kazakhoil Pipeline Company 1s
scheduled for ultimate privatization, with shares to be sold to private investors and shippers
Thus led to a discussion of the various types of risks involved n acquiring and operating a
pipeline Mr Biddison pointed out that there are four key factors that must be taken in
consideration when designing pipeline tariffs These key factors are

Fmancial Integrity The cash flow generated from tariff revenues must be sufficient to ensure
that pipeline operators are able to meet their financial obligations throughout the economic life of
the pipeline

Project Economics The returns to equity holders and lenders must be sufficient to compensate
them for all risks of the project

Third-Party Acceptance The level of tariffs and other commercial arrangements must be
acceptable to third parties, including shippers, producers, and Government Authorities

Flexibility The tariff-setting procedures must be sufficiently flexible to respond to changes 1n
the business environment over the economic life of the pipeline
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Mr Biddison reminded the audience that tariffs cannot be applied until after a pipeline 1s 1n
operation and has become what 1s commonly referred to as a "used and useful asset” This
means that very substantial mvestments have to be made and negative cash flows have to be
incurred for long periods of time  These must be financed by nfustons of equity funds and
credits All of these transactions will need to be public and transparent The eventual tariff
methodology, according to Mr Biddison, may be either a conventional cost-recovery
mechanism, or 1t may be market based As mentioned, cost-recovery means that all costs that are
"fair and reasonable” (including administrative, operational and maintenance expenses), plus fair
returns to mvestors and lenders, must be recovered through the tariff mechamism, and these cost
must be allocated fairly among the pipeline users Market based tariff methodologies, 1n
contrast, are set 1n relation to a user's alternative cost of the service he recerves However,
cost-based versus market-based are not simple alternatives Market-based factors do play a
significant role 1n cost-based systems since the shippers cannot n the long run pay more than
their service 1s worth Simularly, cost factors are relevant in market based systems

Mr Biddison then turned to the topic of nisk apportionment The two prevalent risks are price or
tariff risks and throughput nisks Tariff risks reflect the uncertainty whether tanffs can be high
enough to recover all costs over a very long period of time, while at the same time being at a
level that the market will bear Throughput risks reflect the uncertainty that the pipeline's
capacity volume may not be available over the economic life of the line

In the United States, according to Mr Biddison, several methods are used to deal with risks,
including take or pay arrangements and differential rate designs incorporating demand and
commodity charges Demand charges, under such an arrangement, are basically monthly
set-asides of capacity and payable whether that capacity 1s used or not, while commodity charges
are per-unit charges for o1l actually moved through the line In addition, there are service quality
differentials such as firm and mterruptible service For firm service, the shapper pays a higher
monthly demand charge as a component of the overall tanff

Other nisks, according to Mr Biddison, include inflation risks and political risks such as changes
in legislation that impact the tariffs after they have been put in place These political risks might
include the ex-post imposition of subsidies, externalities or taxes, and they might well loom big
n the eyes of the investors

Turning to the cost-of-service formula, Mr Biddison pointed out that, in accordance with North
American practice and with accepted international standards, the cost of service consists of "fair
and reasonable” pipeline operating expenses plus a rate of return on the rate base That rate base
1s the net present value of the total "used and useful "plant and equipment, including an
allowance for funds used during construction
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In the United States, the Federal Energy Regulatory Commuission or FERC 1s the regulatory
authority responsible for, among other things, pipeline operations for lmnes that cross State lines
(interstate pipelines) Applications for tariff requests are made with FERC These applications
list estimated costs (for new lines) or historical costs (for rate changes on existing lines)
mcluding operating and mamtenance costs, return on rate base, and taxes The rate filings which
are used to back up requests for rate changes generally contain mne months of historical costs
and three months of projected costs If non-controversial, the filings may be settled by FERC
staff, subject to approval by the FERC Commusstoners, or they may be subject to a full-fledged
hearing before the Commuission In either case, interested third parties may file protests A full
hearing 1s likely to include a preliminary review or audit of the applicant's books The full
hearing route may take up to mine months from the original rate submission to a final FERC
decision That decision can be appealed through the courts

In summary, Mr Biddison submitted four recommendations

The introduction of a tariff based on cost of service, but competitive with alternative modes of
transportation

The use of a levelized uniform rate indexed only to inflation, 1 € , constant 1n real terms

The development of sufficient flexibility in the tariff system so adjustments can be made at a
later point 1n time for nflation, for efficiency improvements, and for other unforeseen events

The taniff should not be burdened with social costs and other externalities, except for those that
are absolutely essential to keep the pipeline operations going
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Presentation by Mr Helmut Merklein The Canadian Incentive System

Followmg Mr Biddison's review of the US regulatory system regarding o1l pipeline tariffs, Mr
Merklein addressed the system currently in use in Canada He briefly mentioned that the
Canadian system 1s similar to the US system 1n many respects The regulatory authority m
Canada 1s the National Energy Board (NEB) It has many features in common with the US
FERC, including

Independence from political influence

Up to 9 Board Members who have seven-year terms of office

Board Members cannot be removed from office except in case of malfeasance
Board Members may be re-appomnted one time

With respect to pipeline tariffs, the NEB has moved faster than the United States towards
market-based tariffs, including a greater emphasis on negotiated settlements and incentive
systems According to the NEB, cost-of-service systems leave little incentive to the pipelines to
seek higher revenues through improved capacity utilization or improved operating efficiencies,
simply because mncreased revenues or cost savings achieved through such means are passed on to
the pipeline user, without any benefit to the pipeline In contrast, cost savings achieved 1n an
mcentive system are shared between the pipeline and shippers, providing incentives for all
parties to actively strive for and support improvements

Mr Merklein made the pont that the overall purpose of regulating monopolies 1s the prevention
of the abuse of monopoly power In a brief deviation from the specific topic of pipeline tariffs,
and responding to concerns voiced on earlier occasions, Mr Merklein elaborated on the theme of
monopolistic versus competitive market structures He reminded the audience that the 1ssue of
being competitive 1s not so much one of competing with another pipeline or mode of
transportation In a broader, macroeconomic, sense, the 1ssue 1s to develop 1n Kazakhstan a
generally competitive market structure where all resources compete for all uses In such a
structure, the creative genius of competing individuals and compames will develop new markets
offering better products at affordable prices, for the benefit of all It will also create new and
better paying jobs, release unprecedented purchasing power throughout the economy, and
generate a healthier Kazakh economy overall Regulatory activities, 1f implemented correctly,
will avoid the musallocation of national resources, will prevent the distortion of business
decisions and will reduce the regulatory burden on the regulated industry The incentive system
1s especially well suited for a noticeable reduction in regulatory burdens since 1t involves the
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one-time establishment of a base tariff which 1s then adjusted automatically for a number of
years through the approprate use of indexation for mflation

The onginal taniff destined for use 1n an centive system generally mcorporates many of the
cost-recovery features, mcluding the use of umform accounting procedures, a rate base reflecting
the depreciated book value of the pipeline facilities and other factors mentioned by other
speakers Mr Merklem took a brief excursion at this pomnt to make sure that the concept and
purpose of depreciation 1s well understood by the audience, that purpose being the perpetuation
of a company's and a nation's capital assets The onginal tanff of an incentive system also
mncludes an estimate of future volume throughputs, a statutory definition of allowable costs, the
establishment of a target rate of return, and the development of conventional revenue
requrements The one difference 1s that these numbers are arrived at through negotiations
between nterested parties (the pipeline and shippers) before the rate application 1s filed with the
regulatory authorities Given the negotiated nature of this approach, the final settlement
regarding tarnffs 1s likely to approach market levels and 1s certain to recover incurred costs

Once the tariff has been agreed upon, a surtable index 1s selected (the Consumer Price Index 1n
Canada, the Producer Price Index minus 1 0% 1n the US), to escalate the tanff year after year,
without further hearings in the matter In Canada, these escalations normally are scheduled for a
period of five years, without additional NEB mput As mentioned, the incentive system needs a
mechanism under which the pipeline and the shippers share increases i revenues or cost
reductions Under the NEB rules, three such mechamisms exist These are

Capacity Sharing,
Transportation Revenue Vanance, and
Cost Performance Benefit Sharing

Capacity Sharing 1s intended to give an incentive to all pipeline parties to maximize the capacity
utilization of the pipeline  Under negotiated standards of one typical pipeline, the Inter
Provincial Pipeline Company (IPL), the line's capacity 1s defined to be 89 percent of the
pipeline's design capacity If the pipeline achieves a throughput volume higher than this
standard, the additional revenue 1s shared between the pipeline and the shippers as follows The
pipeline retains 75% of the mcreased revenue, while 25% 1s passed on the shippers through an
appropriate reduction 1n next year's tanff, subject to a power allowance to account for the
mcreased use of pumping power needed for the higher throughput volume This procedure
mnvolves quarterly throughput calculations that are used as a basis for discussions between the
various pipeline parties

The Transportation Revenue Variance deals with various problems regarding differences
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between forecast and actual throughput volumes If the shippers supply less than the forecast
throughput volumes, there will be a reduction in revenues which triggers an automatic
compensatory increase 1n tariffs Changes m throughput mix can also trigger a variance from
forecast revenues For example, the IPL contract mentioned earlier contains a negotiated
differential rate based on deviations from standard crude o1l density and viscosity IPL's density
scale 1s reproduced below as an 1llustration

For a heavy crude (905-927 kg/cub meter), there 1s a 20 00% premium on the tartff

For a medium crude (875-905 kg/cub meter), there 1s an 8 00% premium on the tanff

For a standard density crude, called light petroleum (800-875 kg/cub meter), the tanff 1s at par
For gasoline and condensates (600-800 kg/cub meter), there 1s an 8 00% discount on the tanff
For NGL (up to 600 kg/cub meter, but subject to a mimmum vapor pressure constraint of 1100
kilopascals at 37 8 degrees centigrade), there 1s a 10 00% discount on the taniff

A smmlar differential scale exists for viscosity differentials (but none exasts for sulfur content)
Clearly, the negotiated tariff assumed some reasonable density and viscosity mix If the actual
mix deviates from the forecast mix, an automatic adjustment of the revenue requirement will take
place, with a rate adjustment the following year

The Transportation Revenue Variance also contains an automatic tariff adjustment for those
cases where the average length of haul 1s at variance from the forecast average length These
adjustments are straight pass-through adjustments, subject only to a power allowance

The Cost Performance Benefit Sharing feature deals with mncreased earnings resulting from
mmproved operating efficiencies of the pipeline Under straight cost-recovery, these cost savings
are passed on to the shippers, via tariff reductions Hence there 1s no incentive for the pipeline to
become more efficient Under the NEB rules for the IPL pipeline, on the other hand, the savings
1n costs are shared between the pipeline and the shippers 1n a two-tier sharing arrangement as
follows

Under the negotiated tanff agreement, IPL has a threshold earnings level of $51 5 million for the
pertod 1995 to 1999 The pipeline will retain all of that amount up to the agreed-upon level
Under the cost performance benefit plan, savings and concomitant mcreases m earnings up to

$6 5 million per year are shared 60% by the pipeline and 40% by the shippers For earnings
increases beyond the negotiated 6 5 million, the sharing between the pipeline and the shippers
will be fifty-fifty Again, the shipper's share 1s passed on through an appropnate reduction in
taniffs 1n subsequent years

Other features of the negotiated incentive tariff system mclude a small allowance for normal
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losses of o1l during shipping operations The negotiated standard 1n the IPL system 1s 1/20th of
1 0% (or 0 05%) of the crude volume being shipped This crude accrues to the pipeline as
compensation for reasonable losses under prudent pipeline operations In theory, the pipeline
can sell the o1l to third parties, but in practice the buyer 1s almost invariably the origmal shipper,
so that the actual transaction becomes a mere financial adjustment

Non-routine adjustments provide flexibility for compensatory payments for unexpected and
unexpectable events that are beyond the control of the pipeline operating with reasonable care
An earthquake rupturing the line, for example, would trigger such a non-routine adjustment n
revenue requirements and tariffs To keep all parties from having to examine the applicability
and amount of endless numbers of non-routine events and to keep the pipeline from making
frivolous claims, a materiality threshold 1s agreed upon, below which no such claim can be made

Following Mr Merklem's presentation, a brief discussion ensued Questions from Commuttee
Members generally dealt with the structural and procedural set-up of the NEB and with 1ts level
of authority For example, the question was asked whether the NEB has the right to step in and
change the tariff even 1f the pipeline and the shippers have arrived at a negotiated tariff? The
answer yes, otherwise there could be collusion to the effect that the pipeline might share part of
1ts monopolistic rent with the shippers Another example was whether the pipeline and shippers
could go to the NEB for a review and settlement 1n the event they are unable to arrive at a
negotiated tariff The answer was yes

In that context, Mr Merklein elaborated on the critical 1ssue of the valuation of the existing
Kazakh pipeline facility He re-iterated that a discounted cash flow valuation made on this day
would yield a negative present value and he cautioned his audience that they should not enter the
valuation proceedings with a fixed value in mind Given the neglected status of the pipelines and
the failure to make full collection for services rendered, the pipehine facility may well turn out to
be lower than book value Citing an example from the US power sector, he explamed how the
market devalues assets that fail to perform according to expectations, by reducing the value of
the company's shares if they are traded on a stock exchange, or through bankruptcy proceedings
1f they are not Such an automatic market revaluation system does not exist in Kazakhstan, but
Mr Merklein felt that the audience should be aware of this mechanism and keep 1t in mind when
dealing with the valuation 1ssue of the Kazakh pipeline system

Presentation by Mr Helmut Merklein Statistical Information
The Steering Commuttee had requested certain statistical information regarding pipelines n

North America Mr Merklein's second presentation was given 1n response to that request The
data were presented 1n part as Tables and in part as graphs They included
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Average Pipeline Construction Costs for 1995-1996 pipeline construction in the United States
and Canada, for lines longer than 5 miles The unit chosen was US dollars per kilometer, listed
and plotted by line diameter The information was essentially based on published O1l and Gas
Journal Data which, 1n turn, had been originally collected by the US Government As always,
there were some apparent anomalies in the data such as, for example, the fact that 48"-diameter
pipelines were less costly that 42" pipelines during the reference period This and other
anomalies spawned a discussion regarding the reasons for such deviations (building in or near
urban areas, rniver crossings, difficult mountainous terrain, etc ) The discussion served to remind
the audience that statistical data such as these cannot be regarded as reliable indicators of
expected construction costs in Kazakhstan or, for that matter, in the North American area of
origm Reference was made to the FERC practice of estimating pipeline construction costs as
part of original tariff proceedings After completion of the project, FERC compares the
construction costs actually incurred with the pre-construction estimate The difference between
estimates and final costs are often substantial

Pipeline Construction Cost Composition for five large US Pipeline 1n 1995 These data, too,
were based on US Government data, as published by the O1l and Gas Journal

Pipeline Operating and Maintenance Costs, as of December 1996, for two US pipeline
companies (Texaco and Shell) The data showed that, for these two representative pipeline
companies, Operating Expenses run around 30% of overall pipeline expenses, compared to 20%
for Maintenance Expenses, and 50% for General Expenses Clearly, that 1s 1n part a matter of
FERC accounting conventions

Selected North American Pipeline Tariffs, in terms of US dollars per metric ton ("tonne") per
100 kilometers These tariffs came from a discussion paper published by the Joint Commussion
on Economic and Technological Cooperation, the so-called Gore/Chernomyrdin paper The
tariffs shown, all cost-based tariffs, varied from US$0 31 to $0 77 per tonne per 100 km The
tar1ff variations reflect to some considerable extent the differences 1n construction costs
discussed earlier

FRIDAY, JUNE 6
This day was set aside for presentations from the Kazakh side Ms Vinogradova discussed
current operations of therr YuzNefteProvod pipeline system, and Ms Yakovleva talked about the

Pavlodar pipeline

Presentation by Ms Vinogradova
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The YuzNefteProvod system was established in 1992 The system had all of its assets
transferred to 1t over the last five years Prior to 1992, the YuzNefteProvod pipeline system was
part of the USSR Transneft system, whose financing and asset creation had all been effected
through central planning operations At that time, there was a provision for the systematic
mamtenance of the line

YuzNefteProvod began to analyze cost-based tanff methodologies using 1991 as 1ts base year
That was the last year when operations were considered to be stable The actual taniff analysis
was performed by a Moscow Research Institute (VNHOENG), which developed and introduced
a new tariff methodology 1n 1992, based on transportation services only, 1 € , not dealing with
equity o1l That methodology remains 1n force to this day

In 1993, payments for transportation services were suspended and payment arrears mounted
rapidly This eventually affected the pipeline's entire cost and expenditure pattern Prior to
1994, funds expended for capital repairs constituted approximately 20% of total pipeline costs
(this 1s roughly equivalent to US Maintenance Expenditures) However, due to losses mn
revenues assoctated with the non-payment policy as promulgated by the Government, the
Pipeline Company himited its capital repair expenditures to those repairs that were absolutely
essential for the continued operation of the pipeline Routine maintenance and other preventive
expenditures such as pipeline quality checks were 1gnored As a result, YuzNefteProvod 1s now
three years 1n arrears as regards pipeline maintenance and faces a backlog of maintenance work
that can no longer be postponed

In the 1991 base year, depreciation expenditures constituted 25% of the total pipeline costs
(compared to about 8 3% in the United States) These depreciation expenditures were the
pipeline's principal source of funds for replacing worn-out assets By 1994, the reduction of
pipeline assets due to inflation had brought the depreciation level down to 2% of total pipeline
costs

YuzNefteProvod conducted a re-evaluation procedure over the last few years, but this has not
restored the balance sheet value of the total pipeline plant to 1ts real level In 1996, the company
valued 1ts total pipeline plant at US$119 mullion This compares to a value assessment of
US$231 mallion, net of depreciation, conducted by Ernst and Young, for just a portion of total
plant, a 454 km pipeline section from Tengiz-Atyrau to the Russian border

Starting in 1997, YuzNefteProvod's collection performance showed some improvement since the
company began to use barter arrangements 1n lieu of cash payments These barter deals involve
the use of parts of 01l or o1l product shipments that are seized and sold in the market, 1n lieu of
current cash payments Revenues so generated are used to reduce accrued payment arrears This
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barter procedure has generated considerable amounts of cash that permitted the pipeline to spend
220 million Tenges for capital repairs and other purposes 1n the first quarter of 1997 Still,
YuzNefteProvod has operated at a loss during the first quarter of 1997, due to sharp cost
increases This in the face of tariffs that were established 1n 1994 which have not changed since,
1n spite of dramatic changes 1n the economic environment Under the Government's
non-payment policy, tariffs were actually charged but collections were 1nadequate to cover
expenditures These nominal tariffs created phantom profits with consequent tax obligations that
were not n line with the real profit situation YuzNefteProvod 1s fully aware of the need to
review and reconsider the existing tarff methodology and to increase tariffs

Presentation by Ms Yakovleva

The Prurtyshsk-Shymkent and Zhanazhol-Orsk pipeline system consists of two lines that are
operated by the Pipeline Association of Kazakhstan and Central Asia (the Pavlodar Pipeline
Association) The Prurtyshsk-Shymkent section 1s operated at 24% of design capacity For
example, 1n 1991 a total of 17 million tonnes were shipped through the line, compared with an
estimated 2 5 million tonnes 1n 1997 The Aktyubinsk Line 1s operating at a steady rate of 2 5
mullion tonnes per year

Throughput volumes of the Prurtyshsk-Shymkent pipeline have been decreasing over the last
years, as has the cost of maintaining the line At present, the volume of 01l pumped to the
Pavlodar refinery 1s 3 0 million tonnes per year, based on pipeline company records, but the
precise volume 1s not known The reductions in annual o1l volumes shipped by the producer
resulted 1 a reduction 1n mamtenance costs (due to reduced wages and numbers of employees)
Still, the current taniff collection covers only those expenses that are absolutely essential to keep
the line 1 operation The cost of pipeline quality checks, tank battery checks, and the
replacement of automation or telemechanical equipment 1s not included 1n the company's tariff
In addition, drag reducing agents that are used 1n the pipeline's operations are not an allowable
expense, sice their inclusion would create high tariffs that would not be approved by the
Anti-Monopoly Commuttee All 1n all, substantial payment arrears have hampered the pipeline's
ability to mamtain the system, even though the recent introduction of crude-o1l barter payments
has helped Current expenditures, as mentioned, are imited to those that are absolutely
mndispensable For example, capital repairs have been running at about 50% of what 1s really
needed

Crude o1l shipments through the Kumkol-Chimkent section are running at about 2 6 million
tonnes a year Only about 700 kilometers of that line are in operation The tanff
Kumkol-Chimkent 1s 350 Tenge per tonne The addition of friction-reducing agents costs 2
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Tenge per tonne and 1s paid for by the o1l producer
General Discussion and Establishment of Next Steps

Co-Chairman Biddison raised the question regarding the steps the Steering Commuttee would
like to see taken by the next meeting, scheduled for July 10 and 11 Mr Kabyldin responded by
saymg that the Kazakh counterparts would like to have the consulting team review their list of
allowable expenditures In addition, they would like to see suggestions developed regarding a
tariff methodology they can live with Mr Kabyldin repeated his comments from the previous
meeting regarding his preference for a North American tanff model, perhaps in combination with
their current system He mentioned that, just to keep their pipeline system in operation, they will
need to myect some $370 million between now and the year 2000 Kabyldin said he would need
advice 1 finding a source for this money and he mentioned that a 20% return on equity seemed
acceptable He also mentioned the need for an additional $1 0 billion for new pipehine
construction, including pipelines to new fields now under development or to be developed later

Asked by Dr Batt regarding a cross-reference of their accounts under the old and new accounting
codes, Mr Kabyldin said these are published 1n their Bulletin of an Accountant But he also
proposed that the Kazakh experts prepare a list of allowable costs that would be compatible with
their new accounting code This document was to be provided, in translation, by July 23, at
which time Mr Maruszewski could meet in Almaty with various experts from different parts of
the country This group would be prepared to spend a week 1n going over these data Mr
Kabyldin also mentioned that all of these experts report to Mr Kinasov with Kazakhoil Pipeline
Company

Mr Kabyldm also asked the advisors to comment on and make recommendations regarding the
methodology currently used in Kazakhstan of calculating pipeline profits That methodology,
according to Mr Kabyldin, is based on the following formula

T=C+P + Tax, where

T = Total Operating Expense,
C = Operating Cost,

P = Profit, and

Tax = Taxes

Operating costs m the preceding formula, according to Mr Kabyldin, will be 1n accordance with
the new accounting and regulatory system Profits, under this methodology, are defined as
follows
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Profit = % of Operating Cost + % of Equuty Capital + % of Debt Capital in Pipeline

Mr Merklein agreed to comment on the preceding cost and profit formulations, and offered to
provide 1in addition alternative formulations

DELIVERABLES

Kazakhoil Pipeline Company

June 23 Set of Allowable Costs for Discussion and Review by Hagler Bailly

Hagler Bailly

July 10 Wrtten Proposal Regarding

Hagler Bailly Analysis of KazTransOil's Proposed Operating Cost Data
Hagler Bailly Analysis of their Proposed Profit Formula and any Suggestion We May Have

NEXT MEETING

July 10 and 11, 1997, at 10 00 AM, same place
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MINUTES OF THIRD MEETING
PIPELINE TARIFF STEERING COMMITTEE
JULY 10/11, 1997

DAY ONE, JULY 10
Chairman Lobaev Opening Remarks

Chairman Lobaev informed the Steering Commuittee Members that a new President has been
appointed for KazakhNefteProvod His name 1s Mr Kapparov, an economist who came from the
private sector The new President's policy will be to maximize cash flow and profits Mr
Lobaev stated that the new President, being a young man, 1s not burdened by the old
command-performance management style Mr Kapparov has assured Mr Lobaev that he 1s
giving the highest prionty to the development of a rational o1l pipeline taniff methodology, thus
assuring this USAID project the continued attention at the highest level of management and the
Government Mr Lobaev reiterated his previous commitment to continue current discussions 1n
an open and uninhibited manner

Mike Biddison

Mr Biddison opened the discussion by delineating our deliverables for the next Steering
Commuittee Meeting scheduled for August 20 These deliverables will mnclude a recommendation
regarding a workable pipeline tariff methodology, a set of tentative o1l pipeline tariffs, and a
working computer model specific to Kazakhstan and which incorporates the best features of
current North American practices Looking beyond the immediate time horizon, Mr Biddison
assured the Steering Commuttee Members that Hagler Bailly Services, Inc , will give continued
support to Mr Lobaev n getting these recommendations implemented by January 1, 1998
However, Mr Biddison stressed the fact that more data are needed for us to come to closure on
our tariff work, and he urged the Commaittee Members to do what they can to provide the
required data in a timely fashion He pointed out that Mr Merklem will be 1n Almaty for the
following week to visit pipeline officials and to work with them 1n getting the required data

Mr Biddison pointed out that the data that will eventually be needed include things such as the
current physical condition of the hine, design capacities and physical characteristics, as well as
financial data He emphasized that an attempt will be made to incorporate 1n our proposed tariff
methodology an incentive system and other features that may be important to the pipeline and to
shippers This would include quality banks, a discussion of subsidies and cross-subsidies,
accounting and auditing procedures, a regulatory framework, and an assessment of current
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collection problems Mr Biddison stressed the need for flexibility so that changes can be
incorporated 1n the system after better data become available that may expose design

weaknesses He proposed that, at the next meeting, Hagler Bailly would explain and the Steering
Commuttee would jomtly refine the proposed tariffs as best they can, while adhering to the
principle, enunciated by Mr Lobaev, of working 1n a transparent environment

Following Mr Biddison's remarks, Chairman Lobaev stressed the need for KazakhNefteProvod
to take 1nto consideration existing standards and norms including future expenditures 1n excess of
past costs to assure proper maintenance of the lines and to deal with the 1ssue of non-payments
KazakhNefteProvod has failed to collect from shippers a total of 2 5 billion Tenge ($33 mallion)
This compares to a KazakhNefteProvod debt of 1 2 billion Tenge ($16 million) Mr Lobaev
reiterated the need to ignore past shortfalls of maintenance expenditures and to focus instead on
current and future mamtenance requirements However, he also stressed that, as a matter of
principle, KazakhNefteProvod 1s prepared to fully adhere to Western standards 1f hus proposed
approach 1s found to be out of hne since KazakhNefteProvod 1s commutted to getting away from
the socialist approach In so doing, the company 1s prepared to accept incentive systems and
other Western pipeline features

Following the Chairman's remarks, Co-Chairman Biddison mtroduced Dr Bhamy Shenoy and
there followed a general round of introductions, after which Mr Maruszewski took the floor to
discuss his work n fitting KazakhNefteProvod's cost data into a Western style cost-of-service
format His prepared text 1s given as follows

EVALUATION OF KAZAKHNEFTEPROVOD'S TARIFF METHODOLOGY
AND KAZAKHNEFTEPROVOD COST DATA USED IN CALCULATING
NORTH AMERICAN COST OF SERVICE

KazakhNefteProvod's tariff methodology has been 1n use since 1992 and all tariff rate increases
are approved by the Anti-Monopoly Committee During his discusstons with
KazakhNefteProvod staff Mr Maruszewski found that per-book cost data are not used in
calculating their tariffs Instead they use a combination of planned expenses and statistical trends
which they have developed over the years What numbers they use depends upon their objective
With fuel and power increases and a problem collecting their taniffs, they are continuously filing
rate increases 1n hopes that the higher rates would generate enough revenue to cover the
necessary operating costs Shippers who can pay are charged the higher rate In their tanff
calculations they may show expenses for a major mamntenance project, but that doesn’t mean the
repairs were done This 1s a good example of where planned expenses are used The person who
calculates the tarff may occasionally use per-book costs for comparisons Mr Maruszewski
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reviewed the tariff calculations for the Paviodar, Aktau and Kenkiyak-Orsk pipelines The
Paviodar and Kenkiyak-Orsk pipelines were presented as single integrated pipeline systems and
the taniff calculations include the estimated cost of operating a section of pipeline that 1s 1dle
between Karakoin and Pavlodar

What the Aktau pipeline calls planned accumulation (income) and the Pavlodar pipeline calls
profit 1s simply a markup and 1s calculated by multiplying the total expenses by 0 35 From this
amount local and income taxes are paid, and there 1s an amount dedicated to new construction,
mamntenance of facilities for social purposes, encouragement payments under the 1997
Agreement and a road fund Many of these items should be included above as operating
expenses and not part of profit

During his review, Mr Maruszewski was not able to trace the amounts shown 1n their exhibuts to
specific accounts He was led to believe that he would recerve good numbers to review and
determine whether the accounts were conducive to use in the North American tanff
methodology What he did receive were numbers created to serve the purpose of increasing
tanffs Mr Maruszewsk: pomted out that he could not conduct a proper evaluation, unless he
recerved the per-book amounts with their appropriate account numbers

Mr Maruszewk1's conclusion at thus 1s stage 1s that KazakhNefteProvod's tariff methodology has
served 1ts purpose However, with privatization likely to come soon, the time has come to make
achange Privatization requires transparency, reliable cost data, and cost-based rates that are
rational and equutable, 1 e, that there be no discrimination between shippers What he has been
shown does not fulfill any of these requirements

To start the required change, laws must be passed establishing an independent regulatory
commussion with the authority to develop the necessary rules and regulations under which the
pipelines would operate and be regulated These rules must establish

A system of accounts that 1s compatible with the North American tanff methodology

A tariff methodology

Filing requirements for (1) rate increases and (2) tariff rules and regulation changes

A systematic procedure for filing protests and complaints A shipper must have the legal nght to
protest any part of the tariff or to file a complaint against a pipeline

Clanty as to what will be included 1n the tariff It should among other 1tems include the rates per
100 t-km and rules affecting the rates or the services provided In other words, the shipper
should be able to look at a tariff and know what his total costs will be for his shipment and what
the penalty 1s for delinquency or non-payment

A requirement for each pipeline to file annually a certified financial report
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During his sessions with KazakhNefteProvod staff Mr Maruszewski demonstrated how to
calculate the North American cost of service The Pipeline Company staff was favorably
mmpressed with the simplicity of the methodology Their comments were that, until and unless
drastic changes are made, their present-day accounting 1s not conducive to the Western
methodology

In his demonstration, Mr Maruszewski used cost numbers from the Aktau pipeline tanff
calculation He suggested that the costs were not correctly 1dentified or classified He was not
given the account numbers from which these costs were obtained This exercise was done to
illustrate a methodology and was not meant to be a recalculation of Aktau’s tanff Mr
Maruszewsk: submitted that his presentation does not represent any one of the three pipelines
that he reviewed

Followmg Mr Maruszewski's remarks, the discussion turned to current tariff practices One of
the Kazakh Steering Committee Members took 1ssue with a remark, as she understood 1t, which
claimed that "shippers who are capable of paying are subject to higher tariffs" The Kazakh
Official stated that this 1s not correct as all shippers are subject to 1dentical tariffs

At that stage Mr Kerth Simpson, Mobil O1l Kazakhstan, Inc , took the floor to explain that, as he
understood matters, KazakhNefteProvod undertakes from time to time to file for higher tariffs to
cover shortcomings due to non-payment by some shippers Mr Lobaev responded by saying that
the rate increases requested by KazakhNefteProvod merely reflect inflation which, in the not so
distant past, ran as high as 100 percent per year

The general discussion then turned to the 1ssue of idle pipes Dr Shenoy suggested that a
pipeline operator should not get paid for a newly built pipeline that 1s not being used Mr
Lobaev responded that, to KazakhNefteProvod, this 1s a political 1ssue, since the company did
not build the lines but inherited them from the former Soviet Umon Hence, the company suffers
from poor decisions by a former Government Dr Shenoy mnterjected that these are not the
shippers’ problems Still, Mr Lobaev assured the Steering Committee Members that, 1n spite of
all problems faced by KazakhNefteProvod, there will be a single taniff, and that tanff will apply
to the entire system Mr Lobaev suggested that KazakhNefteProvod will not sell off segments
or parts of the pipeline system Rather, the plan 1s to sell shares of the entire system, which 1s
currently subject to a depreciation rate of 15% over 33 years The company expects to charge
each shipper a small surcharge which will be used to keep the entire system 1n operating
condition

Dr Shenoy at this point mtroduced a hypothetical situation, involving three sections of pipeline
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Section A which operates at 50% of capacity, Section B located between A and C, which 1s
completely 1dle, and Section C which 1s used at full capacity Dr Shenoy stated that, under the
proposed tariff methodology, the shipper of Section A will be subject to a higher tariff than the
shipper at Section C, and that the pipeline owner rather than the shippers will have to bear the
entire cost of maintaining the unused Section B To this Mr Lobaev responded that he envisions
a untform tanff for the entire hypothetical system, suggesting that dissatisfied shippers are
always free to use other alternatives, mcluding shipment by rail To this, Mr Maruszewski
mterjected that, under North American standards, this would be an unjust and unreasonable tarff
One of the KPA Members, Mr Conrad with Oryx Energy Company, supported Mr
Maruszewskt's position by raising the following three specific objections to Mr Lobaev's
handling of the hypothetical situation

There should not be one tariff for the entire Kazakh system
No payment should be collected from active assets to maintam 1dle assets
The shipper does not really have a realistic alternative to shipping by pipeline

Mr Conrad felt that the disregard of the three preceding objections in setting pipeline tariffs
would n effect establish KazakhNefteProvod as a monopolistic pipeline operator

Dr Shenoy summed up the differences that had emerged during this discussion by stating that
these kinds of differences will always surface between shippers and pipeline owners Given the
generally monopolistic power held by the pipelines, this 1s the reason why, in the Western world,
a balancing and mediating authority 1s generally established In North America, this authority
takes the form of an mndependent regulatory commission, empowered by law to render decisions
regarding the establishment of just and reasonable tariffs

OIL PIPELINE TARIFFS - A COMPUTER MODELING APPROACH

After a brief lunch break, Mr Merklein took the floor and introduced a few preliminary runs of
the tariff model he was 1n the process of developing

Based on a concept he had developed mn connection with earlier work on Russian pipelines and
on Russian exploration and production activities, and realizing that the original cost data would
not be reliable, Mr Merklemn built a model that essentially served as a standard for pipelines in
Kazakhstan Using data from North America, he estimated what the cost would be to build and
operate o1l pipelines of different diameters and throughput capacities 1in a competitive
environment Choosing a hypothetical 42-inch standard line 1000 kilometers 1 length, he
estimated likely land and nght-of-way costs and line construction costs from data originally
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assembled for the United States and Canada by the US Federal Energy Regulatory Commuission
(FERC) Adding reasonable estimates of pump station construction costs, interim financing
costs and line fill, the total asset base at the beginming of the line's operating cycle was US$1 17
billion

In a first Table this asset base was put through a variable depreciation cycle for the base case as
follows Land and right-of-way were considered non-depreciable The line 1tself, not counting
the pump stations, was made subject to a 30-year straight-line depreciation regime The pump
stations were assumed to run on a 10-year life cycle Accordingly, they were treated under a
10-year straight-line depreciation regime, and were replaced two times during the 30-year line
cycle, the first time n the 11th year of operation and the second time 1n the 21st year This
arrangement lead to an annual depreciation charge for the entire system of $44 43 mllion

A second Table was constructed to reflect annual costs of service including a first cut of an
overall 35% of corporate taxes for KazakhNefteProvod Assuming a targeted Real Internal Rate
of Return of 15 0%, the revenue requirements under those cost and rate-of-return conditions were
calculated and, for a standard throughput volume of 80 percent of design capacity, a pipeline
tariff was calculated for the entire ife cycle of the line These calculations assumed that 60% of
the asset structure was equity financed, and the rest secured through long-term debt

The required income before taxes consisted of annual depreciation charges, estimated Operating
and Maintenance costs (O&M costs), and debt on the non-equity portion of the assets These
debts were assumed to be paid over 20 years, at 12 0% Given the assumed parameters, these
costs were fixed over the life cycle of the line, leaving taxes and return on equity to balance the
target rate of return against the resulting tariff Given the assumed 15 0% internal rate of return
and the first-cut tax rate of 35%, the first-year tariff came out at $5 27 per 1000 tonne-kilometers
As expected, that tanff would decline over the life cycle of the pipeline, because the nterest on
non-equuty funding was coming down and deleted entirely from the cost structure after the 20th
year of operation, and because the asset base 1tself was declining with time Thus, over the
30-year hife cycle, the tanff declined to $1 81 per 1000 tonne-kilometers 1n their last year of
operation This tariff decline was 1llustrated with a computer-generated graph

Having thus established the base case, several excursions from the norm were undertaken and the
effect on the taniff were calculated These excursions included

A sensitivity case for low throughput volumes With all other parameters remaining exactly as n
the base case, the effect of low throughput volumes on tariffs was calculated over the life cycle
of the standard ine Compared to the base case throughput of 80% of design capacity, the line
was assumed to operate at 50% of standard operating levels (or 40% of design capacity) Asit

Hagler Bailly



APPENDIX C » C-41

turned out the penalty of not operating the hine at capacity 1s severe The resulting taniff nearly
doubled to $10 37 per 1000 tonne-kilometers 1n the first year, up from the base tanff of $5 27 per
1000 tonne-kilometers This near-doubling of the tariff was characteristic for the entire ife cycle
of the pipeline

A second sensitivity case was used to investigate the impact on tanffs of high production costs
With all other parameters remaining the same as those of the base case, the effect of high O&M
costs on tariffs was calculated over the life cycle of the standard line Compared to the base case
costs of $30 0 million per year, the line was assumed to operate at double the cost, or $60 0
million per year This excursion resulted in an increase 1n tariffs, but not nearly as severe as the
earlier low-throughput case Doubling O&M costs brought on an 11% increase 1n tanffs, to

$5 87 per 1000 tonne-kilometers 1n the first year, up from the base tanff of $5 27 per 1000
tonne-kilometers While the high O&M costs produced higher-than base costs over the entire
life cycle of the line, the percentage deviation from the tariff base also increased with time, from
the aforementioned 11% 1n the first year of operation to 33% in the last year

A third sensitivity case was used to investigate the impact on tariffs of a different depreciation
regime Kazakhstan allows a 25% percent declining balance depreciation on pipeline assets
With all other parameters remaining the same as those of the base case, the 25% declining
balance depreciation regime was used to calculate 1its effect on tariffs over the life cycle of the
standard line Given the extraordinarily high depreciation charges 1n the first few years of such a
rapidly declining depreciation regime, and the fixed nature of all component costs other than
taxes, the resulting non-compensated tariff came out to be $7 34 per 1000 tonne-kilometers 1n the
first year It declined rapidly thereafter, to as low as $0 69 per 1000 tonne-kilometers at the end
of the 30-year cycle That case was not shown 1n graphic form since the early high tariff and
subsequent low tariffs are not generally allowed under North American practice Instead, a
so-called levehized tanff for a 25% decliming balance depreciation rate was developed which
produced a first-year tariff of $4 69 per 1000 tonne-kilometers and which declined 1n the 30th
year to $1 73 per 1000 tonne-kilometers The problem with that approach 1s that the lagh
depreciation charges during the first few years leave no room for taxes and force a 5-year tax
holiday which does not appear to be attractive to the Government of Kazakhstan

Following Mr Merklein's presentation, Mr Lobaev raised several pomnts Noting the 19 2%
required income on equity before taxes, he asked how this squared with the stated target internal
rate of return of 15% The answer was that out of that 19 2% on return on equity, the
Government will take 1ts assumed 35% tax

Another question dealt with the mechamsm of debt payment The interest payments on the debt
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covering 40% of the asset base was charged to O&M costs, but the return of principal did not
show anywhere on the Table The answer was that the return of principal on borrowed funds
comes out of depreciation which 1s part of the explicit O&M cost and thus a partial component of
the tariff

Further discussion and comments from foreign Members of the Steering Commuttee brought out
that the overall tax case 1s more complicated than a straight 35% on return on equity and, in any
event, 1f totaled, that 1t 1s closer to 40% Mr Merklein promised to take a more detailed look at
the tax situation and to adjust the model accordingly As a general observation, Mr Merklein
pomnted out that high taxes will raise tariffs and, therefore reduce the net-back value of crude o1l
in the ground This could kill marginal fields and destroy part of Kazakhstan's resource base as
potential investors will see their return on exploration and production activities reduced With
their opportunity costs thus raised, investors are likely to respond by taking their investment
dollars elsewhere 1n the world

After Mr Merklemn's presentation, Mr Lobaev took the floor Using the example of the
Kalunkas to Samara pipeline which he drew on a flip chart, Mr Lobaev discussed the options of
establishing different kinds of tariffs on the basis of the following scenarios

Separate tariffs for each individual section reflecting that section's asset base, cost of service, and
throughput

Two combinations of sections or branches, a northern and a southern branch, with an average
taniff for each branch

One taniff for the whole Kalunkas to Samara pipeline system, with average tariff for that system
O&M costs applied to individual sections, with investments shared proportionally by the entire
system

With regard to point four above, Mr Conrad with Oryx Energy Company asked whether Mr
Lobaev envisioned the sharing of capital just on the line under discussion or throughout the
Kazakhstan pipeline system Mr Lobaev rephed that it would apply to all of Kazakhstan if it can
be made to work out satisfactorily

Mr Lobaev then turned to the 1ssue of pipeline valuation He mentioned that their own early
estimate had been that the entire Kazakhstan pipeline system was worth 16 billion Tenge ($213
mulhion), for a total length of 10,000 kilometers He pointed out that a subsequent Ernst and
Young evaluation had put a value of $231 mullion on just the 462 kilometers of pipeline which
had been transferred to the Caspian Pipeline Consortium (CPC) That methodology was based
on replacement cost minus accumulated depreciation minus rehabilitation expenses Using these
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valuation criteria, Mr Lobaev stated that the value of the entire KazakhNefteProvod pipeline
system was worth US$1 5 billion, after applying US$1 0 billion for rehabilitation  To finance
that kind of rehabilitation, Mr Lobaev felt that the current tariff of $5 50 per 1000
tonne-kilometers might have to be approximately doubled to $10 00 per 1000 tonne-kilometers
He felt that the required funds might come either through a ten-year loan or through the mjection
of equity capital by shippers

In summing up, Mr Lobaev reiterated that additional funds will be required in view of the fact
that maintenance has been neglected in the past, and that KazakhNefteProvod anticipates
collecting these funds through tariffs

DAY TWO, JULY 11

This meeting was chaired by the Cochairman, Mike Biddison It was held primarily for the
purpose of communicating to the Kazakh Members of the Steering Commuttee that Hagler Bailly
needs a substantial amount of additional information to successfully and meaningfully come to
closure on the proposed taniffs Mr Maruszewski and Mr Merklein each distributed and
discussed a set of additional data that they would need 1 their respective work In particular,
Mr Maruszewski requested that the assets be described so that what in Western thinking would
be classified as unrelated costs would be clearly identifiable There was general agreement
among the Kazakh Steering Commuttee Members that delivery of the required data should
present no difficulty The only exception would be financial and cost data by section, since the
pipeline 1s currently gomg through a restructuring phase and the accounting and cost data have
not yet been segregated to reflect the new structure

Toward the end of the session, Mr Keith Simpson with Mobil O1l Kazakhstan, Inc , rose to
provide additional information regarding the valuation of the CPC purchase He stated that CPC
had purchased the line for $231 million, but that this amount does not and should not represent
the market value of the pipeline Thus transaction took place prior to the restructuring of the
earlier CPC, in which the Governments of Kazakhstan, Russia, and Oman were the only partners
On restructuring, o1l company members did not audit or agree that this was an appropriate price
They only agreed to abide by the previous agreement Assets were transferred to CPC, but there
was no monetary transaction The amount involved 1s considered the Kazakhstan portion of
consolidated CPC debt That $231 million was for the acquisition of a working line In the
event rehabilitation funds are needed to bring the line to working conditions, the required funds
will be deducted from the $231 million Once CPC has a positive cash flow, 1t will begin to pay
1ts debt to Kazakhstan Mr Simpson concluded with the statement that "no sense of market
value 1s implied by the $231 million value"
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Mr Biddison closed the meeting by agreeing to a request by Mr Conrad with Oryx Energy
Company, and with no objection from the floor, to move the meeting date to
Wednesday/Thursday August 20 and 21, with the possibility to extend the meeting into Friday 1f
needed Mr Biddison then reiterated the deliverables for the next Steering Committee Meeting
as shown below

DELIVERABLES
A draft tariff methodology for review and discussion at the meeting

An 1mtial analysis and evaluation of four tariff alternatives for the Kalunkas to Samara pipeline
system as well as actual tariffs as proposed by Mr Lobaev, to wit,

Separate tariffs for each individual section reflecting that section's asset base, cost of service, and
throughput

Two combinations of sections, a northern and southern branch, with an average tarff for each
branch

One tanff for the whole Kalunkas to Samara pipeline system, with an average tanff for that
system

O&M costs charged to individual section, with investments shared proportionally by the entire
system

DATE AND TIME OF NEXT MEETING

Wednesday/Thursday, August 20 and 21, with the possibility to extend the meeting into Friday 1f
needed
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MINUTES OF FOURTH MEETING
PIPELINE TARIFF STEERING COMMITTEE
AUGUST 20, 1997

Mr Biddison’s Address

The meeting opened with a brief introduction of new Steering Committee members Following
this introduction, Mr Biddison went on to remind the participants that this fourth meeting of the
Pipeline Tariff Steering Commuttee will focus on the proposed tariff methodology, to be
presented by Mr Merklein He rerterated that Hagler Bailly Consulting, Inc , will have the taniff
methodology ready for final presentation by October 1, as per schedule He suggested that a
question and answer period following Merklem's presentation should go a long way 1n resolving
lingering questions Mr Biddison also alerted the Committee Members that some of the Hagler
Bailly tariff team members are scheduled to take a trip to Aktau during the week of August 25, to
gather information on cost accounting That information will be indispensable for the
development and implementation of a long-term tariff methodology beyond the simulation
method now under development by Merklein

Merklein’s Presentation

Mr Merklein reminded the Commuttee Members that the original task of the Steering Commuittee
was and continues to be to show how pipeline tariffs are regulated in North Amernica, and how
this regulatory approach could be adapted for use in Kazakhstan He pointed out that the Hagler
Bailly team was pursuing that objective on two parallel courses One approach was to use
historical Kazakhstan cost data as carried on their accounting system and to adjust these data to
fit the new Kazakhstan accounting system It was hoped that the evolving accounting concept
could be taken one step further 1n adapting the data to a Kazakhstan accounting system that
would meet Kazakhstan's future regulatory requirements Such a system would have to be in line
with international standards of transparency and accountancy, so that the people of Kazakhstan
and as well as interested foreign investors could understand the tariff rules This would permit
them to deal with confidence with the Regulatory Agency that 1s expected to be created 1n the
foreseeable future

Merklein pomted out that 1t would be difficult to obtain the needed historical data on time for a
definitive assessment of recommended KazkhNefteProvod tariffs As a result, a second approach
was being pursued simultaneously, by doing a computer simulation of pipeline tariffs following
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North American regulatory regimes This process imnvolves the calculation of o1l pipeline tanffs
for standard length pipelines of various diameters, as they might arise if constructed in North
America As expected, Merklein's model shows that the unit transmmssion cost per ton of o1l
dechnes as the pipeline diameter rises Other than using North American cost and regulatory
data, Merklein's model retains the economic and political structure of Kazakhstan as of the time
the lines were built This assumes, among other things, that the pipelines were built by the
Government, that there was no long-term debt involved in building the lines, and that the lines
were under 100% equity ownership, presently belonging to KazakhNefteProvod

Merklein's cost estimates for the construction of pipelines 1n the United States and in Canada
literally rest on hundreds of individual pipeline construction projects His source of information
1s the O1l and Gas Journal, for last year's cost data as well as for cost data going back 1n time over
a per1od of ten years, but these data came originally from the US Regulatory Agency responsible
for pipelines, the Federal Energy Regulatory Commuission (FERC) To remove part of the
short-distance bias inherent 1n the data, Merklein only considered pipeline projects of five miles
or more in length (8 kilometers or more), but even with that adjustment, a substantial short-term
bias remained In addition, to remove any data bias that might be introduced by outhers, he
removed the two highest and the two lowest data points for each line diameter Since the
remaining hines still contained many projects some 10 to 20 kilometers 1n length, the remaiming
short-term bias was removed by reducing the resulting average construction costs by 15% The
final pipeline construction costs so developed were close to the high end of a range of
Kazakhstan cost estimates

Much of the information presented by Mr Merklein was 1n the form of tables and graphs The
base case mvolved a 42-inch line (nominally 1020 mm) Construction costs as used n the model
are current replacement costs, a standard use of cost data in an environment characterized by
great uncertainty This approach simulates original construction costs subject to inflation which
1s implicitly contained in FERC's taniff system The model also assumes a straight-line
depreciation regime over the expected 30-year life cycle of the lines, as well as an Internal Rate
of Return (IRR) of 15%

The case for each diameter line was presented with the aid of two large tables, a detailed
year-by-year depreciation table and a tariff table which, among other things, listed the target IRR
of 15% A graph was used to summarize the final tariff for each model scenarto Merklein went
over both tables column by column, and he displayed the resulting graphs by overhead projector
As expected 1 a cost recovery system where the asset base declines over the years through
depreciation, the tariffs were subject to decline with ime However, Merklemn pointed out that
the tanff decline shown may be exaggerated, mostly because substantial portions of past
maintenance costs, especially on older lines, had to have been capitalized and added to the asset
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base The model does not make allowance for this fact, and indeed one of the tasks of the team
scheduled to go to Aktau was to find out what 1f any major line replacements may have taken
place 1n the past

Merklein also pointed out that he had not been able to discover whether and where the lines,
especially those located n the Western Aktau/Atirau Region, were sequential and where there
may have been looped sections or one-way spurs off the main trunk lines As a result, Merklen
suggested that his proposed tariffs needed further discussion and revisions, mcluding an
estimation of viscosity and heating surcharges Based essentially on tariff data developed for
individual line sections, suggested tariffs were calculated by a process of cumulation for three
types of systems 1ndividual lines, company-wide systems, and an overall Kazakhstan tariff
However, Merklein pointed out that a Kazakhstan-wide taniff was not what he would
recommend, because such a tariff 1s mnconsistent with the concept of cost recoveries A
Kazakhstan-wide uniform tariff entails social and pipe-to-pipe cross subsidies which on their
own merit, might be justifiable but which do not fit 1n a cost-recovery type of tariff structure

Mr Merklem expressed his appreciation for the assistance he had received from representatives
of KazakhNefteProvod and from foreign o1l companies that had provided badly needed pipeline
data He expressed his conviction that the data he developed 1n the process are realistic
reflections of pipeline cost data and tariffs as found 1n North America

Mr Merklem noted that he still needed assistance to get information 1n 2 areas

What major capital investments have been made 1n the past in Kazakhstan, especially on the
older lines, and

What rehabilitation investment would be required for each section of the existing lines to bring
them to sound operating condition

Turning to the 1ssue of pipeline sections not currently 1n operation, or sections with very low
throughput volumes relative to their design capacities, these are the cause of considerable
distortion For example, 1f the actual throughput volume of a given line section were 50% of
design, 1t would cost roughly twice as much to ship a ton of o1l through the system Under North
American regulatory rules, 1t would not be fair, nor would 1t be acceptable, to make the shipper
assume the excess costs due to under-capacity utilization of the lines

One by-product of the suggested tariff calculations was an estimate of the current book value of
the Kazakhstan pipeline system which came out at $1 8 billion That number 1s, however,
subject to discounting for unused lines and for lines running at less than capacity
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In closing, Merklemn requested assistance from the representatives of the Aktau and Pavlodar
pipeline systems to spend a day in going over and correcting the pipeline configurations currently
used n the model

Qs& A's

Keith Simpson, Mobil Oil Kazakhstan, Inc I see a need to review and, if necessary, to correct
some data on various pipeline sections regarding diameters, locations, purpose, etc  Merklein
agreed to meet with Mobul representatives to review these data

Rassima Zakirova, KazakhNefteProvod My first comment 1s that the sections are not sequential
n all parts Where they are not sequential, appropriate corrections should be made My second
comment 1s that by establishing the base tariffs and by interpolating the diameter and
recalculating the base tariffs again we will not recover costs because at present there are no
sections which operate at maximum design capacity Our pipelines do not generally operate at
throughput capacities of 80 percent of design I think the figures produced by your model should
be treated as a first approach to actual tariffs, and then we will make corrections depending on
the load of the pipeline

Helmut Merklein As regards pipeline configurations, I will be happy to meet with you to review
my current configuration which, as I pointed out, needs correction As regards throughput
volumes, 80% of the average US throughput range 1s at the top of your design range There may
be room for improvement along the lines you suggest, since we did not know the tensile strength
and other Russian-made pipeline characteristics

Rassima Zakirova The tensile strength 1s defined when the pipeline 1s designed, whereas the
throughput rate 1s a function of crude o1l volumes available for shipment Remember that Russia
reduced 1ts shipments of 01l to be pumped and there are many other reasons

Helmut Merklemn It 1s my understanding that Kazakhstan and other NIS Countries are
unintended victims 1 this process of Russian volume reductions In the US, the capital value of
the pipeline would be reduced 1f such a case arose

R Zakirova As far as I know, 1n the US they calculate their actual operating and maintenance
costs without reference to design capacities They then calculate revenue requirements based on
design capacities These are then divided by actual throughput volumes to obtain allowable
tariffs In such a system, if the throughput 1s 10% of design, I will have no users The users will
think 1t more profitable to send their o1l by railroad
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H Merklemn In reality 1t will be difficult to find an alternative to pipelines 1n Kazakhstan
According to the US FERC, 1t would not be allowed to mtroduce upward adjustments of tariffs
simply to compensate for low throughput volumes As you will remember the objective of this
study 1s to estimate what your pipelines tariffs would be if they were subject to the North
American system of tariff regulation

R Zakirova If our throughput volumes are 50% or 60% of the design load, we will have to
include the excess costs 1n our tariffs In Aktau there are two parallel ines The mitial intent
was to ship one quality o1l by one of the parallel lines and the o1l of different quality by the other
parallel line As 1t turns out, the o1l production rate in the Region declined below the combined
line capacities We are currently pumping all of our o1l through one spur which 1s 400 km 1n
length, and the current tariff1s $3 The size of this one spur 1s sufficient for our operations For
1000 km, the tariff would be $6 50 to $8 00 The volume adjustment 1n this tariff was considered
to be justifiable and 1t was approved by the Anti-Monopoly Commiuttee It 1s natural that a tanff
of $11 50 may frighten away the user The parallel system does not imply big expenses as
compared with the sequential lines I agree that we should specify all the details The sum of
tanffs by sections, when they are added, will change the tanffs

Helmut Merklein suggested that a meeting be held the next day to compare current Kazakhstan
tanffs with the draft tariffs of huis model (Note The meeting was held, and some changes have
resulted from 1t)

R Zakirova I gave you data on the actual and design throughput capacity Therefore 80% 1s not
a standard situation There may not be any standard now We can calculate tariffs based on the
current situation and on the costs and compare them with the standard and get a compromise
“golden” average for the period of formation

Helmut Merklein The world standard for day-by-day pipeline operations 1s approximately 90%
of design capacity For Kazakhstan we lowered 1t to 80% I would suggest that your pipeline
system be adjusted to improve your cost standards rather than the other way around, whereby
cost data are would be adjusted to fit the pipeline configuration The model we have developed
1s a real model reflective of hundreds of pipelines currently in operation throughout the Umted
States and Canada

Jerry Durbin, Mobil O11 Co  With regard to these taniff numbers, for each section, segment, or
affihate, the numbers will have multiple origins and destinations You should know them,
because just the figure of $18 does not mean anything 1f we do not know origins and
destinations You should do more than showing configuration and specify each origin and
destination O1l may be pumped and delivered to the same point, there might be cross
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movements from Aktau to Atyrau, etc

Rassima Zakirova I gave you our tariffs by sections and we will provide you with the specific
data on ongins For example 1f Oryx Energy Company loads o1l in Kalamkas, how much wall 1t
cost them to ship 1t to Samara or to Atyrau?

Jerry Durbin I agree, we need not only origins and destinations but the route and how much
mvestment will be required to expand shipping capacity

Helmut Merklein We are at an mterim pont n our rate discussions Of course, we will design
and eventually present a tariff table that takes into consideration actual shipping origins and
destinations

Keith Simpson [ agree that the tables should be adjusted to correct for paralle] lines, and we will
ask ourselves 1f adding 1s relevant or not We should consider those cases where costs are lower
because the lines are of substantial length (500-plus kilometers)

At this stage, Mike Biddison suggested that 1t was time for lunch He asked the participants to
refocus the discussion after lunch by dealing with the 5 alternatives defined by Mr Lobaev at the
previous meeting These included tanffs for each section, for individual pipeline systems, for
affiliates, for Kazakhstan as a whole, etc

After the lunch break, the discussion again turned to some of the 1ssues raised during the
Merklein presentation

Ms T Solomma How do you calculate depreciation? We have the system in which profits are
mcreased by the depreciation value Is your system different from ours?

Helmut Merklem It 1s similar Depreciation 1s meant to recover all construction costs incurred
over the life cycle of the pipeline  However, for tax purposes, depreciation 1s a cost and,
therefore, not subject to taxation For example, if your cash flow including depreciation 1s $100,
and depreciation 1s $20, taxable profits under our system would be $80

Ms Solomma There should be an increase in the cash flow, so depreciation 1s treated as a cost
In general, there are several approaches to depreciation One approach 1s to allocate construction
costs equally over the life of the facility, another approach 1s to consider depreciation like in the
tax system calculating depreciation as a function of the remaining capital base, but accelerate 1t
within the first periods, as envisioned within our tax system
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Mr Merklein I have reviewed your depreciation and tax code and believe, unless corrected by
your experts, that straight line depreciation 1s permitted for pipelines

Ms Solomina Straight-line depreciation may be used within the book accounting system, but if
1t differs from our tax accounting system, 1t should be treated 1n a different way

Mr Merklemn turned to the participants in general and asked whether, 1n their experience,
straight-line depreciation has been used 1n Kazakhstan pipeline accounting

Ms Solomina Since January 1, depreciation can be calculated as in the taxation system

There followed a discussion regarding a new decree that envisions a 50% turn-over to the
Government of profits of natural monopolies The question was asked how this would affect
KazakhNefteProvod

Mr Merklein From what I have heard so far, since KazakhNefteProvod 1s the exclusive owner
of the pipeline system at present, there may be no effect, other than a reduction of cash flows and
profits to the company If foreign companies are mvited to acquire part of the pipeline
company's assets, the new decree will strongly affect the situation

Ms Solomma What 1s the starting pomnt when calculating the model?

Mr Merklein The driving mechamism throughout the model was a target rate of return (IRR) of
15%, on the assumption that KazakhNefteProvod would want to attract foreign investors

Ms Solommna What 1s the IRR in North America on the average?

Mr Merklein For natural gas pipelines the regulatory rate of return on mmvestment runs around
11to 12% For o1l pipelines 1t 1s somewhat less, on the order of 8 to 9%, but I would have to
verify the latter numbers

Ms Solomma Do you think a 15% IRR for Kazakhstan 1s OK, 1n the sense that 1t will
encourage foreign investors to come?

Mr Merklein That depends on the investor Why should a sophisticated private investor wish
to mvest in building a pipeline in Kazakhstan at 8% if he can buy virtually risk-free US
Government bonds or Bank Certificates of Deposits in the Umted States currently yielding 7 to
8%? There are basically three ways to raise pipeline funds in Kazakhstan
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Through a public tender by sending an invitation to every potentially interested investor,
generally through an advertisement 1n a widely published financial paper,

Through the World Bank or other multilateral or bilateral donors, generally at lower than market
mterest rates, and

By mviting o1l shippers to buy shares 1n the pipeline system they will need to bring their o1l to
market

Ms Solomina What 1s the period to recover costs for construction and development?
According to the cash flow approach, 1t 1s 30 years

Mr Merklemn If funds can be raised on a loan basis, 15 to 20 years are more realistic terms
Ms Solomma In how many years can 1t be repaid?

Mr Merklemn As I said, 20 years would be a credible term, provided that the tanffs are
genumely based on cost recovery and administered by a independent agency with international
credibility

Jerry Durbin  If crude o1l 1s to be delivered to the market, there would be no average The tanff
would depend on the specific project at hand The volumes can dictate the time for repayment

Mr Merklem suggested that a meeting be arranged with Ms Solomina to discuss the new decree
regarding a 50% deduction from monopoly profits (Note In a subsequent phone call, the
meeting was set for Tuesday, August 26 )

Galina Yakovleva Tomorrow we will meet and review all the details I suggest that in the
future Hagler Bailly provide advance copies of all tables and numbers like those we received
today, prior to the next Steering Commuttee Meeting, so that we might make corrections and
introduce amendments and adjustments If September 25 1s the first day of the next Steering
Commuttee Meeting, then the materials should be sent to all members no later than September
22

Bob Williams What about debt? It 1s missing i the model We should know the effect of
current debts on the tanff calculation

Galina Yakovleva You can learn about debts when you get to Aktau As a rule, our accounts
recervable are m excess of our accounts payable The debt 1s not paid due to a pervasive
non-payment situation, but eventually 1t will be paid We say that the debt 1s a reality, but 1t has
nothing to do with taniffs On July 1, Anna Vinogradova from the South Affilate of
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KazakhNefteProvod applied to the Anti-Monopoly Commuttee to raise tariffs because they could
not recover costs Last year a cash method was used When we consider major repairs there 1s
deformation since these repairs are funded from profits

Rassima Zakirova We worked with Mr Maruszewsk: who was assisting us in distnibuting costs
to different accounting items such as operational, adminstrative and other costs

Mike Biddison As I said 1n the beginning, we will focus on both the model and the accounting
side Our accounting efforts are the reason why we are sending our people to Aktau We have
specifically brought Mr Claude Eggleton to provide gmidance 1n this area Mr Kabyldin advised
us to go there as well We know that Mr Merklein’s figures are early estimates and as such are
not error-free  Hence our attempt to collect actual historical data in Aktau But the purpose of
today's meeting was to mtroduce the methodology and to hear your response

Galina Yakovleva Then I misunderstood I thought Hagler Bailly's figures were based on our
actual figures

Mr Merklein The cost numbers are simulated, and physical characteristics are actual

ISSUES TO BE CONSIDERED

Meet with Ms G Yakovleva, R Zakirovaand T Solomina on Thursday, August 21 to discuss
pipelines configurations and other details

Send materials for the Fifth Steering Commaittee Meeting no later than September 22 for the
Commuttee Members so they can famihiarize themselves with the materials and prepare their
comments and suggestions

The next Steering Commuttee Meeting to be conducted on Thursday, September 25, where the
final draft of the taniff methodology with actual tariff numbers will be presented
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MINUTES OF FIFTH MEETING
PIPELINE TARIFF STEERING COMMITTEE

SEPTEMBER 25, 1997

Mr K Kabyldin, Chairman
Mr M Biddison, Cochairman

Mr Biddison opened the meeting with a brief mntroduction of the attendants As had been the
pattern throughout, the work of the Steering Commuttee had attracted increasing interest and
respect, so much so that there were more people present and more organizations represented on
each succeeding meeting including this Fifth Meeting of the O1l Pipeline Tanff Steering
Committee

Following the introduction of attendants, Mr Biddison informed the participants that the
deadline for the development of an acceptable pipeline tariff methodology and suggested tariffs
had been shortened unexpectedly by the Government In an attempt to be responsive to the
Government's new time schedule, the Hagler Bailly consulting team had essentially completed 1ts
methodology work and had put 1t in writing under significant time pressure, with polishing and
augmentation of final text to follow As regards the o1l pipeline tariff suggestions, they were just
that, suggestions which were likely to be reviewed and changed by the Kazakhstan authorities
With that, he gave the word to Chairman Kabyldin

Mr Kabyldin took note of the many o1l producers that were represented at the Fifth Meeting of
the Pipeline Tariff Steering Commuittee Their numbers, he suggested, were a solid indication of
the importance they attached to the work of this Commuttee Mr Kabyldin pointed out that the
principal objective of the Steering Commuittee had been the development of an acceptable
pipeline tariff methodology that should be transparent and fair to all participants, yet in line with
Kazakhstan laws and regulations, especially with its new market-oriented accounting procedures
He emphasized that their current tanff methodology had not been questioned since 1ts inception,
even though 1t was clear to all that 1t was completely inadequate 1n meeting the new demands
placed on 1t as a result of the industry's intimate contacts with the Western World

As to the Hagler Bailly report, Mr Kabyldin reinforced Mr Biddison's view that the
recommended tariffs will be taken under advisement by KazTransO1l, formerly
KazakhNefieProvod, and undoubtedly by other Governmental Authorities, including the
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Anti-Monopoly Commuttee, where they will be debated and quite possibly revised

Mr Kabyldin also pointed out that the pipeline work 1s far from finished He said that one
mussing element 1s a thorough valuation of the pipeline assets In addition, the conversion to
Kazakhstan's new accounting system and, within that system, the classification of expenses to fit
the suggested tariff methodology still remain to be done and he expressed the hope that the
accounting work will be ready for implementation by the beginning of 1998

Mr Kabyldin finished his remarks by expressing his appreciation to the Hagler Bailly
consultants and to the foreign producers for their cooperation 1n this gargantuan task and he gave
firm assurances that the recommended tariff methodology will be accepted 1n designing future o1l
pipeline tanffs

Mr Biddison responded by assuring Mr Kabyldin that the Hagler Bailly team views 1ts report as
a working draft, and that the team 1s looking forward to recerving additional comments of
KazTransOil's professional staff for review and incorporation He pointed out that a first version
of the report had been submitted to KazTransO1l a week ago and that some of their
recommendations and comments, as well as stmilar comments by the Kazakhstan Petroleum
Association (KPA), had already been mcorporated The reason for taking the unusual step 1n
submitting a redlined working paper was to facilitate the work of all participants in assessing the
changes that had been suggested 1n the past week and that had been incorporated 1n the revised
draft document

Mr Biddison proceeded to explain the reason for the unexpected acceleration of the work of the
Hagler Bailly working team since the preceding meeting of the Pipeline Tanff Steering
Comnmuttee Following the Fourth Meeting of the Steering Commuttee on August 20, the new
President of KazTransO1l, Mr Kapparov, was requested to give a presentation on pipeline tariffs
to the Government of Kazakhstan on Friday, September 5 Thus presentation was part of an
overall review of natural monopoly tanffs currently under development 1n the Republic of
Kazakhstan At that meeting, all natural monopolies were advised to submut their newly
proposed tariffs by September 15

Mr Kapparov responded to his Government's request by calling USAID the following Monday
and requesting that the Hagler Bailly tariff work be pursued on an accelerated basis An early
draft report was well received by Mr Kapparov This brought on a period of unusually hectic
work 1n close cooperation with representatives of KazTransO1l and, to some extent, with the
KPA As aresult, the report was moved forward at breakneck speed Meetings were also held
with the Anti-Monopoly Committee and other Government Organizations to discuss the draft
report under development and the proposed tariff methodology 1t contained Finally, the Hagler
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Bailly team was asked to develop a hands-on instruction booklet for use by Government Officials
likely to be involved 1n pipelne tariff work, notably KazTransO1l and the Anti-Monopoly
Committee Mr Biddison pointed out that a first draft of this instruction manual 1s nearing
completion With this, the meeting was turned over to Dr Bhamy Shenoy who gave a
comparison of the existing and proposed tariff methodologies and an analysis of the Hagler
Bailly recommended tariff rates

Dr Shenoy began his presentation by pomting out that the costs used in the Hagler Bailly
analysis are mn effect KazTransO1l projected costs as used in their application for higher rates
submtted to the Anti-Monopoly Committee (AMC) Under the tanff methodology currently 1n
effect, there are four cost categories These are (1) Depreciation, (2) Capital Improvement, (3)
Operations and Matenals, and (4) Other Taxes However, the item labeled "Capital
Improvements" 1s what under the proposed methodology would be called "Maintenance
Expenditures” These four cost categories add up to "Total Expenses" and are subject to a "Profit
Margin" (actually a mark-up) to be negotiated with the AMC The sum of Total Expenses and
Profits, divided by the anticipated throughput, yields the tariff as calculated under the current
system

Dr Shenoy proceeded to explain that, under the newly proposed tariff structure, the Total Cost of
Service mcludes the following factors Operating Expenditures, Mamntenance Expenditures,
Local and General Administrative Expenses and Overhead, Return on Assets, and Income Tax
As under the existing system, the Pipeline Taniff 1s equal to the Total Cost of Service divided by
Total Throughput Using overhead projections, Dr Shenoy then went on to show 1n some detail
where the current and the proposed cost of service elements differed

Focusing his attention on the Western and most important pipeline system 1n Kazakhstan,
YuzNefieProvod, Dr Shenoy pointed out that the total throughput capacity of the system 1s 61 8
billion tonne-kilometers per year, compared to an actual throughput rate of 13 2 billion
tonne-kilometers The actual rate 1s based on the pipeline performance over the first six months
of 1997, extrapolated for the rest of the year, and 1t corresponds to a capacity utilization of 21 3
% Applying that utilization rate to the computer calculated book value of the YuzNefteProvod
system yields a discounted book value of $166 million

The YuzNefteProvod system consists of a large number of individual pipeline sections that are
anywhere between 28 years and 1 year old and that, accordingly, have a remaining depreciation
life of 2 to 29 years Choosing 20 years as an acceptable remaining depreciation cycle for the
system as a whole, and opting for straight line depreciation, the rate of return on asset then 1s that
book value divided by twenty, for the remaining 20 years of the overall life cycle of the system
Dr Shenoy pointed out that, under existing tax law, a 25% declining balance depreciation regime
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1s the allowable ceiling, but he recommended that, for tanff rate determinations, a 20-year
straight line depreciation rate be used for all existing YuzNefteProvod assets As regards future
mvestments 1n pipeline construction, Dr Shenoy recommended that a 30-year SLD regime be
applied, and that miscellaneous auxiliary equpment be depreciated at whatever rates apply under
current law

The book value of the remaming YuzNefteProvod asset base 1s a factor not only 1n determining
the rate of depreciation, which 1s a cost-of-service element, but also m calculating the return on
asset Using a 15% internal rate of return as the opportunity cost of foreign investors, that 1s the
factor used on the rematning asset base as the return on assets, which 1s another cost-of-service
element Dr Shenoy pointed out that working capital, defined as line fill plus accounts
recervable minus accounts payable should be considered as part of the asset rate base In the case
at hand, line fill belongs to the shippers, as ascertained from KazTransO1l Based on a quick
analysis of the remaining elements of working capital which were found to be relatively
msignificant, accounts recervable and payable were not included in the asset rate base However,
Dr Shenoy recommended that working capital be included m future applications Be this as 1t
may, the Hagler Bailly calculated tariff under this system was $7 32 per 1000 tonne-kilometers,
compared to KazTransOil's request for a tarff rate of $7 97

Looking at the system as a whole, the overall utilization rate 1s 12 3 %, for a discounted book
value for all of Kazakhstan's pipeline facilities of $228 8 million This compares to an earher
KazTransO1l book value of $150 mullion The Hagler Bailly team certainly does not recommend
the application of one tariff for the entire country, since this would mnvolve cross-subsidization
from fully utihzed to 1dle lines, with shippers especially on the YuzNefteProvod system
contributing financially to the maintenance of the partially 1dle Pavlodar system Still, in
response to a specific request, an equivalent country-wide tariff was calculated at $7 93 per 1000
tonne-kilometers

Other discussion points in Dr Shenoy's presentation dealt with an analysis of the impact of
deviations from the base case on tariffs For example, a sensitivity analysis of throughput rates
on tariffs revealed that, under the proposed system, the tariff in the YuzNefteProvod system
would come down from $7 32 per 1000 tonne-kilometers at the current utihzation rate of 21 3%
to $6 67, 1f that rate rose to 40% A similar analysis of the impact of different rates of return
showed that, for the country as a whole, the pipeline tariff, calculated to be $7 93 per 1000
tonne-kilometers at 15%, would be reduced to $7 32 at 12% and to $6 73 at 9%

Because the proposed tariff under the new system includes substantial funds needed for
improvement of the pipeline system, as requested by KazTransQul, the proposal contains a
sigmficant rate increase To mutigate the rate shock, Dr Shenoy suggested the introduction of a
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two-year transition period during which the rate would be allowed to rise gradually as follows
(tariffs in $ per 1000 tonne-kilometers)

Pipeline System FY 1998 FY 1999

YuzNefteProvod $6 40 $7 32
Pavlodar $8 80 $9 68
Aktyubinsk $10 40 $1137

Dr Shenoy completed his formal presentation by pointing out that these are overall tanffs that do
not consider specific cost items such as those associated with pumping high-viscosity crudes or
crudes with high pour points, nor do they consider separate terminalling or tankage charges
These types of unbundled tanffs can and should be mtroduced after appropnate adjustments and
tracking have been made possible through the introduction of KazTransOil's new accounting
system

Mr Biddison then took the floor to remind the audience that the tanffs are, at best, preliminary
suggestions to KazTransO1l which reserves the right to make appropriate adjustments However,
he felt that the suggested tariff methodology 1s firm and nearly complete, except for an
mstruction manual that will be prepared in response to a specific request by KazTransOil

Mr Shanbaev, Agency for Strategic Resources and Control One very important consideration
for us 1s the need to hold tariffs down to an absolute mimmum How will you justify the
suggested increases in tariffs?

Dr Shenoy The tariff will be cost-of-service based and 1t will be transparent Accordingly,
there will be no padding of expenses Having said this, the producers will have to address the
1ssue how this tariff will affect their operations

Mr Shanbaev How accurate do you believe these numbers are?

Dr Shenoy We have made adjustments to KazTransO1l numbers where appropriate For
example, we imposed a 40-45% ceiling on O&M costs, as a percentage of total revenue In
addition, our team went to Aktau to review the books of YuzNefteProvod to make sure that
extraneous costs, such as those associated with the operation and maintenance of the water
pipeline, are not included Having said that, we agree that there may be places where further
reductions i O&M costs might be possible As regards the 15% return on equity we have
proposed, that number was never used by KazTransOil

Mr Shanbaev We believe that we need a more thorough research for Kazakhstan cost estimates
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Eggleton Points out that the Hagler Bailly team went to great lengths to balance the interests of
the pipeline and the shippers Explains in some detail the steps taken 1n this area

Ms Zakirova, KazTransO1il It has never been the objective to have the consulting team calculate
actual tanffs for us In fact, we were not too happy when the tariff tables were published by
them The mam objective was the development of an acceptable methodology We are looking
forward to working with the Hagler Bailly consultants in developing tariffs that will be
acceptable to the shippers and to us

Mr Simpson, Mobil O11 Speaking for Mobil only, I have certain concerns regarding these
suggested tanffs These tariffs seem to meet the objective of attracting foreign investors, but
they fail to meet the true objectives of the country and the producers The substantial increase in
tariffs shown here may be damaging We view pipelines as strategic assets 1n a macro system
The two areas we need to focus on are (1) the profit level of the utility and (2) the book value of
the pipeline system which 1n this case 1s based on replacement value

Mr Biddison We have discussed all of these 1ssues and have worked hard to find an appropriate
balance This has been an excellent forum for the discussion of these and other potentially
contentious 1ssues We hope that the Steering Commuttee will continue to meet and that, in
addition, informal meetings will take place between producers and KazTransO1l

Dr Shenoy The number we have put on the table are in some way misleading, because they do
not reflect our suggestion of a concurrent rate reduction elsewhere I am referring to the
KazTransO1l-imposed export surcharge of $3 30 per tonne Half of that surcharge goes to the
State, and half 1s retamned by KazTransO1l where 1t 1s used to augment 1ts mamntenance funds

Our proposed tariff already includes all required mamntenance charges so that, under the proposed
system, the retention of at least the KazTransOul half of the export surcharge would amount to
double-dippmg We have proposed that at a very mimimum the KazTransOil half of the
surcharge be eliminated, but we really are convinced that KazTransO1l would be well advised to
do away with the entire surcharge altogether

Paul Davis, USAID What 1s needed 1s a reasonable rate of return on mvestment, as reflected 1n
this report As far as I can see, there are two 1ssues that warrant discussion

The reasonableness of the mnternal rate of return used here, and
The 1nvestor's opportunity costs

As far as I can tell, the consultants have considered these The challenge will be to come up with
the best reasonable cost possible  We will be working with KazTransOil to develop these
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Mr Shanbaev One more point In accordance with the proposed tanff methodology, tariffs wall
come down 1f throughput goes up Does the pipeline have an mterest m reducing tariffs 1f and
when that happens?

Merklem First, the independent regulatory agency we have been advocating throughout these
proceedings would see to 1t that tariffs will go down when throughput nises And second, we still
mtend to eventually introduce an mcentive system similar to the one 1n effect in the United States
and mm Canada Such an mcentive system will make 1t profitable for the pipeline, within a
regulated framework, to increase throughput or to improve operating efficiencies, for the
financial benefit of both the pipeline and the producer/shipper

Williams, TCO To increase throughput, you need producers If tanffs are too high, you will
slow the growth 1n production and in pipeline throughput Hence tariffs, if raised too high, can
be self-defeating

Following Dr Shenoy's presentation and question and answer session, the following five specific
topics were taken up

Asset Valuation, Merklemn

Rate of Return, Shenoy

O&M Expenses, Eggleton

Tanff Computer Model and 1ts Relation to Subsequent Tariff Work, Merklemn
Line Fill and Working Capital, Shenoy

A Regarding asset valuation, Merklein explamned why the internationally accepted method
of discounted replacement value was chosen To begin with, most of the Kazakhstan pipeline
system was built under the Soviet System, with funding denominated 1n rubles and directed from
Moscow The ruble has had its problems of inflation and multiple devaluations, so that a
conversion to modern-day Tenges or dollars 1s nearly impossible Even 1f 1t were, the prices used
at the time were distorted 1n a centrally controlled economic environment Thus construction
costs based on prices set by Government fiat would fail to reflect the pipeline system's original
value

These problems are not new to analysts dealing with former Soviet Union industrial
systems, and they have largely been resolved by esimating what 1t would cost today to bwld a
similar system, 1f 1t were to be built on the basis of competitive world prices obtained by tender
For example, 1f a pipelme with a historic life cycle of 30 years were to cost $500 mllion today,
and 1f 1t was constructed 20 years ago, then, based on a 30-year straight-line depreciation regime,
its value today would be $500(1-20/30) or $167 mullion If fully utilized and 1n good operating
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condition, that would be an acceptable book value for the system at least for tariff-setting
purposes If neither of the two conditions mentioned above apply, appropniate adjustments
would have to be made In the Kazakhstan pipeline case, where the system was valued at
depreciated replacement values line by line and section by section, an adjustment was made for
capacity utihzation, bringing the unadjusted book value of $1 9 billion to $229 million

This book value 1s not to be confused with what the pipeline system might be worth 1in
terms of current market value Given the sigmificant exploration, rehabilitation and production
development work currently under way 1n Kazakhstan, o1l production, and with 1t capacity
utilization, 1s bound to rise with ime Certainly, a potential buyer of the system would estimate
what that increase capacity utilization would be over time, and would adjust his gomng-in
negotiating posttion accordingly

B Regarding the rate of return used 1n this discussion, Dr Shenoy provided some detail on
how the 15% rate of return was derived for Kazakhstan Starting with a risk-free long-term US
Government bond which during the last four decades had yielded about 7 0%, he assessed an
industry risk premium at two percent, a structural risk premium at three percent, and a country
risk premium at three percent, for a total risk premium of eight percent Adding the various nisk
premiums to the risk-free yield of 7 percent yields the 15-percent risk used in the Hagler Bailly
tariff work Dr Shenoy pomted out that the World Bank had used that same risk factor of 15%
on oil and gas operations mn Russia, as mentioned earlier by Merklein

The industry risk premium covers risks uniquely associated with pipeline operations It 1s
a measure of the compensation an investor would have to be given to allocate his capatal to
pipelines rather than risk-free US Government bonds The two-percent premium assessed on
Kazakhstan pipelines 1s about the same as that in the United States The structural nisk covers
things such as the uncertain nature of the current and future corporate structure of KazTransOul,
which has been formed less than half a year ago and whose ultimate structure 1s at the moment
unknown, even though there 1s reason to believe that the company will undergo partial or total
privatization This risk also includes non-payment problems currently encountered by the
pipeline The country risk includes all those risks that are associated with the unresolved legal
and regulatory 1ssues that pose potential nisks to mvestors, including potential future exchange
rate problems and problems currently encountered 1n related industries such as the unsecured
reallocation of petroleum products to the agricultural sector during the spring seeding and fall
harvesting seasons

Dr Shenoy's remarks regarding the rate of return used 1n the tanff analysis triggered an
unexpected reaction from some of the o1l companies present From the outset, the Hagler Bailly
team had suggested that a rate of return of 15% 1s appropriate for use 1n assessing the Kazakhstan
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pipeline taniff Of the 01l compames present at the various Steering Commuittee Meetings and
elsewhere, one, Mobil O1l, had suggested consistently that 15 percent 1s too high and that
something on the order of 9 percent 1s more appropriate One other o1l company, Unocal, had
indicated with equal consistency that 15 percent may be too low and had suggested something on
the order of 20 percent

Mr Simpson with Mobil began the rate-of-return debate by asking whether the World
Bank rate of return was for exploration and production operations The answer, provided by
Merklein, was that this rate was for rehabilitation projects m well established o1l fields, and
therefore provided a zero geological nsk Mr Simpson proceeded to state that the rate of return
1s really a strategic 1ssue That at the government level, rather than at the pipeline company
level, a decision would need to be made as to whether profits through pipeline operations were
more important than the development and production of o1l reserves Regarding the structural
risk factor used by Hagler Bailly consultants, Mr Simpson pointed out that no one knew whether
the company really would be privatized or not and that, therefore, the privatization risk does not
enter the picture Regarding the customers' inability to pay, Mr Simpson pointed out that the
pipeline now had the authority to withhold crude o1l m heu of payment and that, for the two
reasons enunciated above, the structural nisk factor of 3 percent was unacceptable

With regard to the three percent country risk, Mr Simpson felt that the various
international o1l companies had already answered that question by their very presence in
Kazakhstan He mentioned that the Kazakhstan Government had 1ssued bonds 1n mternational
money markets and that their offering was oversubscribed There 1s no shortage of capital
moving freely into the country, according to Mr Simpson, and the absence of a regulatory
commussion made the country more rather than less attractive, so the three percent country risk
simply does not apply

That leaves the two-percent industry risk which, added to the basic 7 percent yield on
risk-free bonds, should give an overall rate of return of 9%

Mr Conrad with Oryx Energy Company then took the floor to state that he and his
company were 1n complete agreement with the statement just made by Mr Simpson He
suggested that the tariff had the non-payment 1ssue backwards 1nstead of raising tariffs to
compensate for non-collectibles, which 1n essence rewards the pipeline company for not
collecting on 1ts accounts receivable and penalizes the paying shipper, this would be handled in
the West by a bad-debt add-on charge to the unreliable shipper

Dr Batt, speaking for Unocal, then took the floor to point out that the pipeline industry 1n
Kazakhstan 1s not the same as in the Umted States He brought up one additional risk, not

Hagler Bailly

9%



APPENDIX C » C-63

mentioned 1n the Hagler Bailly tariff discussion, and that was the risk that Russia might not in
the future accept Kazakh crude o1l for delivery to export markets

Mr Biddison with Hagler Bailly interjected at that point that he could not see any
investor, including o1l producers and pipeline operators, investing 1n Kazakhstan for a mere 9%
rate of return

Mr Conrad with Oryx suggested that a tariff based on actual throughput 1s
methodologically not acceptable He felt that the risk of dechiming or generally below-capacity
throughput rates 1s the pipeline company's risk and should not be born by the shippers

Dr Shenoy remuinded his audience that the rates are based on projected costs and do not
consider increases 1n throughput rates If the throughput rates were to rise, the more hkely
scenario, the tariffs would come down

In response to Mr Sumpson's argument regarding the structural risk that there was no
guarantee that the pipeline would be privatized and that therefore the privatization risk does not
apply, Merklein asked rhetorically what risk should be applied 1f the company remained a
state-owned enterprise

Mr Williams, speaking on behalf of Chevron, suggested that investments n pipelines are
generally not made to make money but to move crude o1l He pointed out that foreign investors
coming to Kazakhstan for the purpose of making a substantial rate of return on 1ts pipeline
system and subsequently repatriating their profits would drive producers out of the country He
suggested that the pipeline would better serve its own nterests and those of the producers by
using debt-money where every dollar secured goes 1nto the pipeline rather than partially to the
Government, via taxation on profits

Ms Zakirova, KazTransOil, pomnted out that foreign investors cannot 1gnore the risks
mentioned m the Hagler Bailly study She said that she agreed with Dr Shenoy's suggestion
regarding the need to eliminate the export surcharge

Mr Eggleton suggested that it would be good for all concerned to have KazTransOil's
reaction to the suggested 15% rate of return on investments in Kazakhstan pipelines, since until
now, the discussion has been dominated by Western compames

Ms Zakirova responded that this was a new concept for KazTransOil and that, for this
reason, they relied on the judgment of Hagler Bailly consultants
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Mr Smmpson, addressing the risk (first mentioned by Dr Batt) that Russia might not in
the future accept Kazakh crude o1l for delivery to export markets, acknowledged that Russia had
control over the export of o1l from Kazakhstan However, he suggested that the argument was
wrelevant Russia currently has an export quota system for Kazakh crude of over 7 million
tonnes per year out of 1ts total production of 21 million tonnes Moreover, Kazakhstan 1s the
number two recipient of mnvestment funds among all former Soviet Blocks States About 60% of
that investment 1s 1n up-stream o1l and gas ventures Grven this stream of investments from all
over the world, Russia will be unable to umlaterally close 1ts outlets to Kazakh o1l If 1t did, the
world at large would put pressure on Russia to re-open and maintain 1ts crude-oil outlets

C O&M costs were the next subject, addressed by Mr Eggleton Building on Dr Shenoy's
earlier presentation, Mr Eggleton added that under the Kazakhstan system expenses normally
associated with operations and maintenance enter the revenue and rate design from a number of
points One such source 1s normally termed a capital improvement fund and 1s used mostly for
maintenance construction work This amount 1s limited to no more than 10 percent of book asset
value In addition, operations and mamntenance has a separate line item as part of operating
expenses

As mentioned by Dr Shenoy, once all operating expenses are accumulated, a percentage
mark-up 1s applied to them, following negotiations with the Anti-Monopoly Commuittee That
mark-up includes allowances for income taxes, true capital improvements, other costs that, under
a Western system, would be considered part of operations and maintenance, capital maintenance
expenditures that exceed the 10% ceiling mentioned earlier, and other expenditures Even part of
the export surcharge that 1s levied on producer revenues can be used for capital maintenance and
improvement

In our tanff effort, we placed an upper boundary on operations and maintenance costs,
consistent with international pipeline experience, for the purpose of calculating tanff rates

D The Computer Model and 1ts Relation to Subsequent Work was the topic addressed by
Mr Merklemn This spreadsheet model was designed to calculate reasonable tariffs for given
sizes of pipelines 1n operation for given years of service Mr Merklemn pointed out that the
Hagler Bailly team had been pursuing that objective on two parallel courses One approach was
to use historical Kazakhstan cost data as carried on the cost accounting records of KazTransOul,
and to adjust these data to fit the new Kazakhstan accounting system It was hoped that the
accounting concept could eventually be taken one step further in adapting the datato a
Kazakhstan accounting system capable of meeting the Country's future regulatory requirements
Grven the difficulty in obtaining the needed historical data 1n time for a defimtive assessment of
recommended KazTransO1l tariffs, a second approach was pursued simultaneously, by doing a
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computer simulation of pipeline tanffs following North American regulatory standards This
process involves the calculation of o1l pipeline tariffs for standard length pipelines of various
diameters, as they might arise 1f constructed in North America under competitive conditions  As
expected, the model shows that the unit transmission cost per ton of 01l declines as the pipeline
diameter rises

As constructed, the model retains the economic and political structure of Kazakhstan as
of the time the hines were built This assumes, among other things, that the pipelines were built
by the Government, that there was no long-term debt involved in building the lines, and that the
lines were and for the moment continue to be under 100% equity ownership, presently belonging
to KazTransO1l A model version that permats different debt/equity structures as well as different
depreciation and tax regimes has been developed earlier and 1s basically ready for policy
analyses and other uses, followmng minor adaptations to assure conformity with the model of this
report

The cost estimates for the construction of pipelines 1n the United States and in Canada
contained 1n this model hiterally rest on hundreds of individual pipeline construction projects To
remove part of the short-distance bias inherent 1n the 1995/6 data, several adjustments were made
to the raw data, as described 1 some detail in the full report to be published later

One important variable i the o1l pipeline tariff model 1s pipeline throughput capacity
Thus 1s a more elusive variable than one might think at first glance Hagler Bailly selected
throughput rates generally somewhat above those listed by KazTransOul, but below the
theoretical rates suggested from computer runs

Many more assumptions went into the development of the Kazakhstan pipeline tariff
model including a regime of 30-year straight-line depreciation

In discussions with Kazakhstan counterparts the modeling team detected a fundamental
discrepancy 1n the defimtion of profits Merklein emphasized that tanff rates must be designed
in such a way as to make sure that the investor, equity or debt, will achieve the rate of return he
has been accorded through his negotiations To the extent that the investor's profits will be
taxed, he must be assured a pre-tax rate of return high enough to pay the taxes due the
Government and to retain a cash flow high enough to meet his agreed-upon after-tax rate of
return In Kazakhstan, by contrast, a mark-up procedure was used, as mentioned earlier by Dr
Shenoy This mark-up was negotiated between the pipeline and the tariff-setting agency, the
Anti-Monopoly Commuttee

The model was used and various runs were made that will be presented 1n the final report
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Given the recent shortening of the deadlines in delivering both a viable methodology and
suggested tarnffs, the book values calculated by the model for the various Kazakhstan pipeline
divisions (YuzNefteProvod, Aktyubinsk, and Pavlodar), and adjusted for capacity utilization
were used as the asset base 1n the final regulatory tariff calculations

E Line fill and working capital, the last of the five specialty topics, was addressed by Dr
Shenoy who reiterated that working capital, defined primarily as line fill plus accounts receivable
minus accounts payable should be considered as part of the asset rate base As mentioned,
according to KazTransOu1l, line fill belongs to the shippers A quick analysis of the remaining
elements of working capital suggested that they were relatively insignificant Accordingly, the
part of working capital represented by accounts recervable minus accounts payable was not
mcluded 1n the asset rate base Dr Shenoy used the occasion to remind KazTransOil staff that
capital should be included 1n future applications

Mr Claude Eggleton gave the final presentation of the day, discussing the Procedures Manual
that 1s being jointly written with the staff of KazTransO1l He opened his presentation by
reviewing the chain of events that led to development of the procedures manual The first Iink in
the development of this effort was Merklein’s computerized model This provided the
foundation for the second effort which was the creation of bench mark rates which were
considered by KazTransO1l and provided the stimulus for them to request our assistance 1n a
joint effort to create a procedures manual That manual should follow the style and format of the
document now being utilized by the Anti-Monopoly Commuttee 1n their rate applications
procedures The staff of Hagler Bailly used a publication that had been previously filed by
Yuznefteprovod (the Southern Pipeline) as a standard format

The focus of the efforts by the consultants 1s to place the tools i the hands of the Staff of
KazTransOul to assist them 1n utilizing the recommended return-on-rate-base tariff design and
still meet therr filing requirements for the Anti-Monopoly Committee The ultimate document
will not be written by the consultants but by the Staff of KazTransOil, with gmdance by Hagler
Bailly consultants, to fit their needs within therr own working and regulatory environment

The basic document follows the form of the Anti-Monopoly Committee with a definitions
section, general section, procedures, etc  Our defimtions section 1s extensive and has been
moved to an Appendix The consultant definitions are provided to illustrate and improve the
understanding of the concepts described 1n the step-by-step procedures in the manual The staff
of KazTransO1l 1s reviewing and adapting this terminology to meet 1ts accounting structure, tax
structure, and other rules and regulations
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In addition to the defimitions appendix, there are three other appendices One appendix will be a
sample transportation tanff sheet which will make transparent the applicability, availability
rates, and terms and conditions A second sample will be a tariff rider sheet, that 1s, an add-on
rate to provide cost recovery to the pipeline company from the shipper that caused the cost The
sample nder will be a heating rate The purpose of a tariff sheet 1s to make clear to potential and
current customers not only the rate itself, but the terms and conditions under which the service
will be provided

Mr Eggleton then presented a series of viewgraphs that showed the fundamental formulas used
1n a rate calculation These are shown as follows

CASH + SUPPLIES & MATERIALS + OIL INVENTORIES + PREPAID DEPOSITS =
WORKING CAPITAL

WORKING CAPITAL - CURRENT LIABILITIES = NET WORKING CAPITAL

(BOOK VALUE OF PHYSICAL ASSETS - ACCUMULATED DEPRECIATION) + NET
WORKING CAPITAL =RATE BASE ASSETS

RATE OF RETURN X RATE BASE ASSETS = RETURN ON ASSETS

OPERATING EXPENSES + MAINTENANCE EXPENSES + ADMINISTRATIVE &
GENERAL EXPENSES = TOTAL OPERATING EXPENSES

DEPRECIATION LINE PIPE + DEPRECIATION PUMPING EQUIPMENT +
DEPRECIATION TRUCKS

+ DEPRECIATION OF ALL OTHER DEPRECIABLE PROPERTY =TOTAL
DEPRECIATION

ROAD TAX + ENVIRONMENTAL TAX + UNEMPLOYMENT TAX + OTHER
APPLICABLE TAXES = TAXES OTHER THAN INCOME TAX

TOTAL OPERATING EXPENSES + DEPRECIATION + TAXES OTHER THAN INCOME
TAXES =
TOTAL EXPENSES OTHER THAN INCOME TAXES

TOTAL CURRENT OPERATING REVENUE - EXPENSES OTHER THAN INCOME
TAXES = TAXABLE INCOME
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TAX RATE APPLICABLE DURING THE TEST YEAR = INCOME TAX RATE
INCOME TAX RATE X CURRENT TAXABLE INCOME = CURRENT INCOME TAXES

RETURN ON ASSETS + EXPENSES OTHER THAN INCOME TAXES + CURRENT
INCOME TAXES = REVENUE REQUIREMENT

REVENUE REQUIREMENT = TRANSPORTATION RATE
THROUGHPUT

Mr Eggleton continued by mndicating that the work 1s currently 1n draft for both the consultants
and the counterparts on the staff of KazTransO1l Following the original request of the President
of KazTransO1l, Mr Nourlan Kapparov, to proceed with this procedural manual, Mr Kabyldin,
Vice President of KazTransOul, provided effective leadership and coordination for both the
consultants and primary authors of the work on the part of the pipeline Mr Eggleton further
noted the excellent support and demonstrated capabilities of Ms R Zakirova, Manager
Investment Department, KazTransOil, who 1s acting as the KazTransO1l primary author of the
adapted materials Mr Eggleton, in addition, commended the efforts of Ms S Mamyrbaeva,
Vice-President of Finance who, though new to the overall methodology effort, has provided
valuable 1nsight into the progress of the manual

Mr Eggleton also acknowledged the efforts of Mr Joseph Fischl to convert the current
accounting system to the new accounting system Mr Eggleton described the tariff and
accounting efforts as mutually reinforcing and designed to provide the staff of KazTransO1l with
the tools to meet their needs of proposing new rates by the end of the year

Mr Biddison then took the floor to remund the audience that little attention had been given to the
all-important 1ssue of providing an appropriate legal and regulatory environment within which
the taniff methodology, now accepted 1n principle by KazTransO1l, could flourish He mentioned
the need for an independent regulatory commussion and pointed out that work along these lines
was being pursued 1n parallel 1n connection with the natural monopoly law now under discussion
within the Government of Kazakhstan

Dr Batt, Unocal, in a wrap-up comment, reinforced Mr Biddison's remarks regarding the
creation of an independent regulatory commisston He expressed his satisfaction that the Hagler
Bailly project was taking steps to implement a program along the lines he had recommended n
his preliminary study of the preceding fall However, he indicated that he was disappointed that
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political considerations have delayed the formation of the independent regulatory agency, that
funding and start-up of assistance 1n the accounting conversion has been delayed until now, and
that apparently no effort has been made to attract funding from multilateral lending agencies for
the rehabilitation and reorgamization of the water system on the Western pipeline operations
The latter, although not directly subsidized, still represents a potential problem to pipeline
operations
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MINUTES OF SIXTH MEETING
PIPELINE TARIFF STEERING COMMITTEE
October 29, 1997

Mr Michael Biddison opened the meeting by explaining its principal purpose He advised the
audience that Hagler Bailly Services, Inc , had developed a Resolution which was to be
submutted to the Government of the Republic of Kazakhstan, together with suggested methods
and recommendations

Mr Biddison then gave the floor to the Chairman of the Steering Commuttee, Mr Kabyldin,
Vice-President of KazTransO1l Mr Kabyldin mentioned that the suggested methods represent
many months of work of the Steering Commuttee members He reminded his audience that the
major objective of the project was to develop a transparent, cost-based methodology 1n
accordance with international standards and practices, that would be acceptable to all interested
parties

Michael Biddison then asked all present participants of the Steering Commuttee to mntroduce
themselves After the introductions Michael Biddison asked all the participants to make
comments, express concerns and to suggest any changes to the Resolution and the two
attachments - the Methods and the Recommendations Mr Biddison explained that the
Resolution 1s a statement of facts covering maimly the different stages of the Steering Commuttee
activities and the major 1ssues 1t faced during 1ts deliberations He reminded the audience that
the tariff methodology 1s to be approved by the beginning of 1998 Prior to being submitted to
the Government of Kazakhstan, the Resolution, the Methods, and the Recommendations had to
be approved by the Steering Commaittee Members

The Steering Commuttee Members started a detailed discussion of all the points of the
Resolution, the Methods and the Recommendations Mr Ed Smith stated that in general 1t 1s an
excellent achievement that Hagler Bailly/USAID has come up with such a set of documents

The Steering Commuttee Members made a number of different suggestions and comments on the
documents submitted To provide more time for deliberation, 1t was decided that all the
participants would send their final comments to Hagler Bailly/USAID 1n writing by COB on
October 31, 1997

Michael Biddison also stated that 1t 1s important to furnish additional detailed instructions on the
use of the methodology The AMC 1s supposed to get these detailed instructions to derrve sound
tariff rates The new detailed instructions should replace the former instructions

Hagler Bailly




APPENDIX C » C-71

Ms Mamyrbaeva from KazTransO1l mentioned that the more detailed methodology should be
applicable not only to the existing o1l pipelines but also to the CPC and CNPC projects

Ms Grigorieva from the AMC stated that the proposed methodology should be applicable also to
gas pipelines and waterlines

Michael Biddison made the point that these carefully crafted documents are designed to give the
proper messages to the Government of Kazakhstan so that it would be clear what needs to be
done to effect the transition to a new system of pipeline tariffs There followed a discussion
regarding the need to specify what particular government bodies are responsible for certain
actions, such as the approval of the new proposed methodology, the elimination of the export
surcharge, etc For example, Mr Dimitrov suggested to name the Mimstry of Energy, Industry
and Trade nstead of the more generic designation of "Government of Kazakhstan" Mr Kinasov
suggested to put the Agency for Development, Strategic Planning and Reforms 1n the place of the
Anti-Monopoly Commuttee It was decided to reflect on these 1ssues and to come up with later
suggestions Mr Steve Levorne mentioned that there 1s concern about using a wrong agency n
any of these documents

Mr John Merrit from Unocal suggested to go through the whole methodology

Then there was a discussion on the o1l and gas regulatory agency that was to be established n the
future Michael Biddison addressed the subject of the regulatory commussion and explained that
the word “independent” does not imply complete independence He gave an example of how 1t
works 1 the USA and mentioned as an example that there are 5 Commuissioners in the USA State
Regulatory Commussion, that the Commuission cannot be coerced by industry or political forces,
that the decisions taken are based on a majority of votes cast 1n public hearings Mr Biddison
mentioned that USAID supports the 1dea of establishing such a regulatory agency in Kazakhstan
that could handle a whole portfolio of o1l and gas 1ssues

Mr Steve Levorne asked 1f all of this has been reflected in the Draft Law on Natural Monopolies

Ms Grnigorieva mentioned that at the moment there are a lot of structural changes within the
Government of Kazakhstan She mentioned that within a period of 10 days 1t will be decided
what status the Anti-Monopoly Committee will have, whether 1t 1s going to be an independent
agency or not

The question was raised if Hagler Bailly's suggestions are to establish one single regulatory
agency that would be handling not only o1l and gas but other natural monopoly sectors as well
Ms Mamyrbaeva expressed her 1dea that 1t should be one single entity Michael Biddison
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explained that our proposal first 1s to set up a regulatory agency for the power sector and then
separately, for the oil and gas sector since these two sectors have vastly different 1ssues to
handle Then a question was raised about the funding mechanism of this agency Mr Kinasov
made a statement that the funding should be from the government budget and Ms Gnigorieva
agreed to that too Michael Biddison explained that the funding of the regulatory agency should
be made from a small tariff component

John Merrit asked what was meant by the upstream activities of the Regulatory Agency He
mentioned that he thought the Regulatory Commission would regulate only pipelines Michael
Biddison explaned that the Regulatory Commuission would regulate not only the pipelines but
that 1t should also handle licensing, permuts, safety and health regulations, conservation 1ssues
tariff 1ssues, etc It was decided to work on the formulation of the provision on the establishment
of the o1l and gas regulatory agency in Kazakhstan

Ms Grigorieva mentioned that the Anti-Monopoly Commuttee also has a number of comments
It was renterated that all the comments should be submitted in writing by COB on Friday,
October 31, 1997 It 1s clear that the new methodology should provide for the recovery of all
costs, but the Anti-Monopoly Commuttee has a special procedure which 1s currently 1n force
How to go about 1t? Would 1t be necessary to change all the existing instructions? If the new
proposed methodology 1s to be introduced by January 1, 1998, all pertinent information would
have to be submutted to the Anti-Monopoly Commattee by December 1, 1998

Thom Dimutrov stated that this 1s exactly the reason why this meeting 1s so important and that 1t
1s suggested to replace all of the existing documents Michael Biddison reiterated that all the
existing 1nstruction will need to be changed

Ms Mamyrbaeva stated that the language of the Recommendations should be changed If we
recommend something to the Government of Kazakhstan, we cannot require 1t to take certain
actions She suggested that the Steering Commuttee can make recommendations to the
Government of Kazakhstan, but that 1t cannot order 1t to do anything, so, instead of saying “The
Government of Kazakhstan should “ 1t 1s better to use such phrases as “it 1s suggested, 1t 1s
recommended, etc ”

The 1ssue of the assets valuation was also raised Michael Biddison mentioned that this 1s the
most critical 1ssue  David Skeels from British Gas made the pont that 1t 1s difficult to state that
there are internationally acceptable standards governing the valuation of assets It was suggested
that the shippers and the pipeline company should hold negotiations regarding the value of the
pipeline company assets Ms Mamyrbaeva stated that 1t would not be correct for the shippers to
be involved 1n the assets valuation Neither the pipeline company, nor the shippers should decide
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what the assets are worth Thus 1s not going to be done by KazTransO1l It 1s going to be an
independent company doing an engineering, technical, and financial auditing that will evaluate
the assets The value so determined will be entered into KazTransO1l's accounting records

Mr Ed Smuth stated that there has been already a precedent of the asset valuation in the CPC
Project This valuation was done by Bechtel, and Ernst & Young Company, and later the value
was certified by the Russian and Kazakhstan parties Ms Mamyrbaeva stated that nobody
should object to this Mr Biddison stated that this 1ssue had been discussed at a number of
meetings where we also discussed the utilization factor of used and useful assets

Further discussion was held on the export surcharge Ms Grigorieva from the Anti-Monopoly
Commuttee and Mr Kinasov from KazTransO1l spoke about the history of the establishment of
this export surcharge It was stated by Mr Kinasov that this surcharge 1s used for special
programs The Anti-Monopoly Commuttee controls the way this export surcharge 1s used In
any event, the export surcharge does not really work, since for those special programs the
pipeline system required $2 30 per tonne of o1l exported However, since 50 % of the surcharge
was taken by the state, only $1,65 was left for the program which 1s not enough Michael
Biddison mentioned that 1t 1s strongly recommended that the export surcharge be dropped from
the suggested methodology The new methodology provides for recovery of all reasonable costs
Steve Levorne added that this 1s the purpose of the new methodology Michael Biddison stated
that under the export surcharge regime the shippers are paying an extra $1 65 to the government
and don’t receive any benefit for that Mr Kabyldin, the Vice-President of KazTransOil
suggested to write down in the recommendation that the export surcharge should be elimnated
after the new tariff methodology 1s approved Michael Biddison suggested to name the exact
document 1n accordance with which the export surcharge was adopted

It was also mentioned that USAID 1s prepared to fund further Steering Commuttee meetings so
that this work would be continued It was reiterated that Hagler Bailly/USAID 1s ready to
consider all of the written comments of the meeting participants submitted by the COB deadline
of Friday, October 31, 1997, and to send the revised version to all the participants

Mr John Merrit mentioned that 1t would be difficult to remove from the rates all the hospitals,
nurseries, bakeries and other entities that are not related to pipeline services Ms Mamyrbaeva
and Mr Kabyldin mentioned that these expenditures are treated separately Michael Biddison
explained that this 1ssue had been discussed at a number of meetings and that Hagler Bailly
experts had visited Aktau Besides, subsidies and cross subsidies will be mmmimized Claude
Eggleton explained that water line and o1l pipeline costs are easily segregated As for company
towns - they are going to be placed under the authorities of other government agencies
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Mr Eggleton then addressed issues relating to the proposed methodology He mentioned that
this methodology 1s the result of the jomnt effort of KazTransO1l and Hagler Bailly Mr
Eggleton discussed each of the formulas used in the methodology He expressed the hope that
the methodology would be finally approved by the Anti-Monopoly Commuttee and other
authonized bodies

Mr Ed Smuth raised the question about the way depreciation 1s going to be charged and what
would happen 1n case of excess- or under-earnings Mr Eggleton mentioned that the main
purpose of the methodology was to retain the methodology as simple and as broad as possible It
should be a generic document to be accepted by the Anti-Monopoly Commuttee and used for
future applications, but i1f the Steering Commuittee Members feel that such small details should be
included, than a recommendation 1n writing should be made

Mr Ed Smuith asked 1f 1t 1s implied that KazTransO1l should adjust 1ts rate of return in the future

Claude Eggleton explained that KazTransO1l would submut its application and the
Anti-Monopoly Commuttee or some other regulatory body would consider it Mr Smith gave an
example and said that if 1 million dollars was 1nvested for several years and the rnisk went down,
the rate of return should not go down Claude Eggleton answered that Hagler Bailly
recommendation was to reconsider the tariffs not more than once a year, but since the inflation
rate 1s high, 1t should probably take place once every quarter of the year Ed Smuith suggested to
fix the rate of return for several years but to adjust costs in accordance with the inflation rate

Then, Ed Smuth raised the 1ssue of the different metric systems used and he spoke about
differences 1n weight, density, cubic meters, barrels and gravity Claude Eggleton responded that
this concern 1s very well understood and this 1ssue would be considered 1n the instructions Ed
Smith mentioned that TCO 1s losing $1 75 per barrel due to the differences 1n the metric system
Ms Mamyrbaeva mentioned that the pipeline system also gets smaller volumes due to the
differences 1n the metric system

Ms Solomina raised the issue of the rate of return calculations She informed the Steering
Committee Members that there were some disputes between KazTransOil and Hagler Bailly
The KazTransO1l proposal 1s to calculate the rate of return using the Internal Rate of Return
According to Ms Solomina, this 1s a more sophisticated techmique, which would allow
KazTransO1l to make some assumptions and to forecast future cash flows, whereas the rate of
return 1s a more simplified techmque This, 1n any event, 1s the point of argument between
KazTransO1l and the Hagler Bailly consultants Ms Solomina mentioned that KazTransOil
would submuit its own written recommendations

Hagler Bailly

110



APPENDIX C » C-75

Michael Biddison responded by stating that the presented documents would be refined and
relevant changes to the documents could still be made Once again 1t was mentioned that the
main purpose of the methodology 1s to ensure the principle of transparency, to elaborate tariff
rates that would be reasonable, to provide for the recovery of the costs of all used and useful
assets, and to provide a fair rate of return to investors It 1s important that KazTransO1l gets
support from all parties on these documents so that they would be approved by the Government
of Kazakhstan Mr Biddison also mentioned that Hagler Bailly was prepared to work closely
with KazTransO1l and that a final version of these documents would be written with all the
1mportant 1ssues resolved

The meeting was adjourned at 16 30

Hagler Bailly




APPENDIX D

BASE CASE PARAMETERS

MODEL EXCURSIONS

MODEL EXCURSIONS
OIL PIPELINE TARIFF MODEL

42-Inch Line

Zero Inflation

Zero Funds Used During Construction (FUDC)
100% Equity Ownership

30-Year Straight-Line Depreciation

Internal Rate of Return of 15 0%

Volume Standard

Operating and Maintenance Costs Standard

FIRST-YEAR TARIFFS, Dollars per 1000 Tonne-Kilometers

Base Case
Excursion |
Excursion i
Excursion Ili
Excursion IV
Excursion V
Excursion Vi
Excursion Vil
Excursion Vil

Excursion iX

$6 32

10% IRR

$4 80

Volume 50% of Standard
$12 64

O&M Cost 50 % of Standard
$5 63

Q&M Cost 150 % of Standard
$7 00

Line Size of 36 Inches

$7 81

Line Size of 30 Inches

$9 67

Line Size of 24 Inches

$12 82

Line Size of 16 Inches
$1926

Line Size of 8 Inches

$40 97
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INTRODUCTION

This draft report serves many purposes Its main objective 1s to provide a cursory
description of the oil pipeline tanff model which is being developed under the auspices
of the United States Agency for International Development The model Is being
submitted to Officials of Kazakhnefteprovod and other Members of the Steering
Committee on Oil Pipeline Tanffs (the "Stieering Committee”) As regards
Kazakhnefteprovod, the model will be delivered with a short introductory course to
Company Officials, so they will have a chance to familiarize themselves with it and to
prepare comments they may have in time for the next Steering Committee Meeting
scheduled for September 25 These company officials will also be asked to try to close
any gaps that may remamn in the delineation of the overall Kazakhnefteprovod oll
pipeline system

The model will also be delivered to Ol Company Officials, so they have time to
understand well in advance the recommendations Hagler Bailly Consulting, Inc, will be
forwarding to Kazakhnefteprovod and other Government Officials

Finally, the draft report reiterates some of the broader recommendations that have been
made from time to time in the course of our tanff work in Kazakhstan, and it delineates
what steps remain to be done after the model has been accepted

THE MODEL

The ongnal task of the Hagler Bailly Consulting Team on oll pipeline tanffs was and
continues to be to show how pipeline tanffs are regulated in North America, and how this
regulatory approach could be adapted for use in Kazakhstan The Team is pursuing that
objective on two paraliel courses One approach is to use historical Kazakhstan cost data as
carried on the cost accounting records of Kazakhnefteprovod , to adjust these data to fit the
new Kazakhstan accounting system and, hopefully, to take the accounting concept one step
further in adapting the data to a Kazakhstan accounting system capable of meeting the
Country's future regulatory requirements In addition to conformance to Kazakhstan law,
such a system will have to be in line with international standards of transparency and
accountancy, so that the people of Kazakhstan and as well as interested foreign investors
can understand the tanff rules and deal with confidence with the Kazakhstan Regulatory
Agency that will be recommended by the Hagler Bailly Team and that i1s expected to be
created in the foreseeable future
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Given the difficulty in obtaining the needed historical data in time for a definitive assessment
of recommended KazkhNefteProvod tanffs, a second approach s being pursued
simultaneously, by doing a computer simulation of pipeline tarffs following North American
regulatory standards This process involves the calculation of oil pipeline tariffs for standard
length pipelines of various diameters, as they might anse If constructed in North America
under competitive conditions As expected, the model shows that the unit transmission cost
per ton of oll declines as the pipeline diameter rises

Other than using North American cost and regulatory data, the model retains the economic
and political structure of Kazakhstan as of the time the lines were bullt This assumes,
among other things, that the pipelines were built by the Government, that there was no long-
term debt involved in building the lines, and that the lines were and for the moment continue
to be under 100% equity ownership, presently belonging to Kazakhnefteprovod A model
version that permits different debt/equity structures as well as different depreciation and tax
regimes has been developed earlier and is basically ready for policy analyses and other
uses, following minor adaptations to assure conformity with the model of this report

The cost estimates for the construction of pipelines in the United States and in Canada
contained in this model literally rest on hundreds of individual pipeline construction projects
The source of this information I1s the Oil and Gas Journal, for 1995/6 cost data, Figure 1, as
well as for cost data covering all pipeline construction projects in the United States and most
in Canada going back in time over a period of ten years All of these data came oniginally
from the US Regulatory Agency responsible for interstate pipelines, the Federal Energy
Regulatory Commussion (FERC)

To remove part of the short-distance bias inherent in the 1995/6 data, the model only
considers pipeline projects five miles or more In length (8 kilometers or more), but even with
that adjustment, a substantial short-term bias remains To remove any data bias that might
be introduced by outliers of the ten-year data sernes, the two highest and the two lowest data
points were removed for each hne diameter Even after that correction, the data base still
contained many projects some 10 to 20 kilometers in length That short-term bias was
removed by derating the resulting average construction costs by 15% The final pipeline
construction costs so developed were close to the high end of a range of Kazakhstan cost
estimates The more important construction cost series used in developing this model are
shown in Figure 2, including the Oil and Gas Journal data mentioned before, a theoretical
model run by a major oll company, and some Kazakhstan data The final selection, shown
by a heavy dark line in Figure 2, closely parallels the Kazakhstan high estimates

One important variable in the oil pipeline tanff model is pipeline throughput capacity This 1s
a more elusive variable than one might think at first glance There are theoretical
engineering models that permit the prediction of throughput capacities as a function of
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various variables, including line diameter, line pressure, oil viscosity, and others Hagler
Bailly did indeed run one of these models (mostly for an assessment of viscosity surcharges
in pipehne tariffs), but models generally produce a range of throughput capacities for a
variety of reasonable assumptions and, in any event, they fail to account for the fact thata
pipeline cannot be expected to run continuously without interruption, year-in and year-out

Hagler Ballly selected throughput rates generally somewhat above those listed by
Kazakhnefteprovod We believe that the Kazakhnefteprovod rates are within reason, but the
Isted rates generally seem to reflect the fact that most Kazakhstan crudes have
characteristics, such as high viscosities and high pour points, that require more horsepower
or bigger line diameters for given throughput rates or, conversely, that for given diameters
and horsepower nputs, have reduced rates A downward correction for high-viscosity or
high-pour point crudes Is very reasonable engineering, but in a cost recovery regulatory
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SLUG FIGURE 1
Construction costs 1995/6
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PIPELINE XL5

Figure 1

pipline construction cost

PIPELINE CONSTRUCTION COSTS

For Distances Greater than 5 Miles (8 km)

1995-1996
Diameter Numbero  Average Length Cost
inches cm Projects Miles Kilometer  US$/Mile USS$/km
12 305 2 146 234 $ 205700 $ 128563
16 406 1 1095 1752 ¢ 358100 § 223813
20 508 5 538 86 1 $ 1131500 $ 707 188
24 610 10 416 666 $ 701700 $ 438563
30 762 2 165 264 $ 1171000 $ 731875
36 914 3 643 1028 § 982000 $ 613750
42 1067 5 261 418 § 1765000 $1103125
48 1219 2 491 786 $ 1263000 $ 783375
Source  Oil and Gas Journal Nov 25 1996 pp 39-58
US PIPELINE CONSTRUCTION COSTS
1200000
1103125

1000000
=
< 800000
ﬁ 707187 5 731875 789375
2 /.
nj: 600000 W 613750
o
[=]
a 400000 438562.5
]
b

200000 - 812.5
1p8562 5
0
30 48 40 64 508 60 96 762 9144 10668 12192

PIPE DIAMETER, CM

Page 1

Pipe
Diameter
Inches cm
12 305
16 406
20 508
24 610
30 762
36 914
42 106 7
48 1219
56 1422

Cost
US$/km

5 128 562 6
$ 22381256
$ 7071875
$ 4385625
$ 7318750
$ 6137500
$ 11031250
$ 7893750

Call 206-635 7070
6 00AM-6 00PM Pacific Time

For Equation use scatter diagram
For Presentation use line graph
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SLUG FIGURE 2
Final Construction Costs
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PIPELINE XL5 CONSTR95-56

Figure 2

COMPARISON OF PIPELINE INVESTMENT COSTS
US DOLLARS PER KM, INCLUDES PUMPS

0&G JOURN
0&G JOURN 1995/96 0&G JOURN OIL KAZAKHSTAN
DIAMETER 1995/96 Mnus 15% 10 YRAV COMPANY

8 3 204332 $ 173682 § 177395 § 125000
12 $ 297,310 §$ 252713 § 259574 & 168750
16 $ 390,287 §$ 331744  § 341753 § 215625

168 3 300 000
20 $ 483,265 § 410775 § 423932 § 275000

209 $ 400 000
24 $ 576242 % 489806 $ 506111 § 321875

284 s 525 000
30 $ 715703 § 608347 § 629379 $ 421875

23 $ 600 000
36 $ 855163 § 726889 § 752648 $ 562500
40 $ 994634 $ 845439 § 718623 $§ 700000

406 $ 750 000
46 $ 1134098 8§ 963984 § 819 386
48 $ 1031250 § 900 000
50 $ 1,320052 § 1122044 § 953 737

COMPARISON OF PIPELINE INVESTMENT COSTS
US DOLLARS PER KILOMETER - INCLUDES PUMPS
$1 400 000
L ]
$1 200 000 -
s |
¢ /
1 $1 000 000 z -
£’ - 5 4
E - / ‘Ly
9 - P
T $800 000 g |
X § = L i
o - |47 + 0&GJOURN 19956
g_l * o = &4 &  1995/06 Minus 15%
o // T 4 " .| & oscuourn 10 vRAY
X $600 000 ] JZ_ s . % OILCOMPANY
< ¢t % L . »  KAZAKHSTAN
o 1 e e Poly (O&G JOURN 10 YRAV
o M - /
] | - / Poly (1995/96 Minus 15%)
0 o e ol it L Poly (OIL COMPANY)
$400 000 _ -
=] /’,.-" T Poly {O8G JOURN 1995/96)
/ el L o® = = = Poly (KAZAKHSTAN)
/ . r /‘/
/ - | o
$200 000 o B
o -
$ ;
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regime, where each crude is allocated its true cost of transport, Western practice generally
assigns throughput values for standard crudes that are more easily pumped A subsequent
downward adjustment in throughput capacities Is then used to calculate a tanff surcharge for
high-viscosity oils, with or without additional charges for required heating

Many more assumptions go into the development of a pipeline tarff model and into specific
excursions from the base case of the model This includes in particular depreciation and
taxes We have assumed 30-year straight-line depreciation in this model, even though new
legislation suggests declining balance depreciation with an upper hmit of 25% From runs of
earher model versions we know that for an industry as capital intensive as pipelines, a 25%
declining balance depreciation provides an enormous up-front cash flow to the investor, and
that I1s supposed to act as an incentive to attract investment funds for pipelines

However, in an environment where the investor is to be assured of a targeted internal rate of
return (we used 15% for Kazakhstan) and where the methodology 1s premised on full cost
recovery, the high depreciation rates in the early years drive early tanffs upto levels that may
impose hardships on the shipper/producers whose net back value at the wellhead will be
substantially reduced

There are ways to mitigate ("levelize") the impact of high declining balance depreciation
rates, but they involve the temporary setting aside of cash flows forsome claimant [f outside
commercial funds are involved in the financing of pipeline projects, it 1s unreasonable to
expect that commercial lenders will step aside to faciitate early recoveries by equity
investors In the contrary, commercial lenders willmake sure that their cash flows, consisting
of interest payments and return of invested capital will be met first, before they authorize the
use of their funds for such projects

Operating and Maintenance Costs ("O&M Costs") must be met, almost by definition, to
maintain a viable pipeline system Reducing O&M efforts to meet other pressing financial
obligations may have been a problem in the past in Kazakhstan, but such a policy I1s self-
defeating and will not be permitted if outside lenders enter the picture

There are, in effect, only two parties that could conceivably forego early payments to faciitate
levelized depreciation regimes the equity holder or the Government Since the equity holder
was singled out as the party that should receive the encouragement of high early-year cash
flows through high declining-balance depreciation rates, it would seem self-defeating to
expect that same investor to step aside, via spaced-out profits for example In any event,
such a delay of investor profits would raise his vulnerability to unexpected unfavorable events
and thus would drive up his risk premium That in turn would dnve up tanffs which, in a cost
recovery regime, would incorporate reasonable risk premiums on the investors' rate of return
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Reasonably, the only party available to forego early returns in the interest of levelizing high
depreciation rates i1s the Government itself, via tax holidays that may last for two to three
years, or reduced tax receipts for longer periods This may be a good deal for the
Government, but more often than not Governments are reluctant to agree to major tax
concession for the purpose of attracting investors Be this as it may, we conclude from this
brief interlude that this model, with non-equity funding re-introduced, could be used to
analyze the effect for all parties of this and other tax policies In the meantime, we are using
a 30-year straight ine depreciation rate mostly because that has been historically the rate
that was used and that brought us to where we are today

In discussions with our Kazakhstan counterparts we have detected a fundamental
discrepancy in their and our definition of profits This 1s not the timeto introduce the notion of
profits as they are understood In the West since we are primanly pursuing here the
introduction and the functioning of the tariff model A detailed discussion of that subject will
be part of our final report, to be sure Suffice it here to point out that tanff rates must be
designed In such a way to make sure that the investor, equity or debt, will achieve the rate of
return he has been accorded through his negotiations To the extent that the investor's
profits will be taxed, he must be assured a pre-taxrate of return high enough to pay the taxes
due the Government and to retain a cash flow high enough to meet his agreed-upon rate of
return This 1s best illustrated in connection with the discussion of our base case, a 42-inch
ine, 1000 kilometers In iength, and subject to the investment, O&M costs, depreciation
regimes rate of return and tax regimes as specified The actual Tables are reproduced In
the Appendix

THE BASE CASE

Much of the information contained in the model 1s In the form of tables and graphs The base
case involves a 42-inch ine (nominally 1020 mm) Construction costs as used in the model
are current replacement costs, a standard use of cost data in an environment characterized
by great uncertainty This approach simulates oniginal construction costs subject to inflation
which 1s imphcitly contained in FERC's tariff system As mentioned, the model also assumes
a straight-line depreciation regime over the expected 30-year life cycle of the lines,as well as
an Internal Rate of Return (IRR) of 15%

An alternative to the use of replacement costs would have been the original construction
costs, augmented by whatever capital maintenance or expansion projects might have taken
place over the years This would have been a difficult task, since the lines were onginally
built under central control performance, with funds paid out of Moscow, and at prices that,
typically, would have been distorted by price controls and artificial allocation systems
Moreover, the pipelines were financed n a different currency, rubles, that have undergone

Hagler Bailly
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spiraling inflation and uncertain exchange rates, so that a tracing of costs in Kazakhstan
Tenge or U S dollars would have been all but mpossible

The case for vanous standard diameter lines is presented in this report with the aid of two
large tables, a detailed year-by-year depreciation table and a tanff table which, among other
things, lists the target IRR of 15% A graph 1s used to summarize the final tanff for each
model scenario A description of each table, column by column, i1s given later in this report

As expected In a full-cost recovery system where the asset base declines over the years
through depreciation, the tariffs are also subject to decline with time  However, this tarniff
decline may be exaggerated, in part because tariffs tend to rise with inflation and because,
under some US regulatory rules, FERC Opinion 154-B to be exact, the asset base itself may
be permitted to be adjusted for inflation Neither case Is shown here, but the possibilities are
mentioned for completeness

The depreciation table for the base case is simple enough, given the absence ofoutside debt
funding Shown for the 30-year assumed life cycle of a pipeline are, first, the construction
costs which, over a construction period of two years, add up to $880 million for the assumed
length of 1000 kilometers for the 42-inch base-case line There is no outside funding, or to
put it more succinctly, there was none under the originalregime, so that the loan provision for
interm financing during construction remain unused in the pre-1988 NIS environment
Adding the line fill to construction costs establishes the actual rate base, $934, for this 42-
inch pipe

Of that amount, the value of the land that was acquired and the right of way, along with the
line fill, are not depreciable and, therefore, deducted from the total asset base to obtaina
depreciable asset base of $836 millon That amount, spread evenly over 30 years, the
expected life of the pipeline, results in an annual depreciation charge of $27 87 million

In the West, depreciation 1s a mechanism designed to recover the onginal investment for the
equity owner of the system Using an economist's broader perspective, depreciation ona
macroeconomic level can be said to serve the purpose of perpetuating the capital structure in
a nation Be this as it may, the beginning-of-year asset values and the annual depreciation
charges are picked up in the second table that deals with the various cost items ofa
regulated tanff regime

Among these costs, operating and maintenance costs are those that are required to run and
maintain the pipeline system There appear to be fundamental differences between Western
and Kazakhstan thinking in the definition and application of these costs, and part of the
Hagler Bailly task will be to sort out these differences and to try to assist in the development
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of a system in Kazakhstan that resembles Western practices and thus inspires investor
confidence

Since interim funding during construction has been ruled out, this version of the model
carries interest and principal payments at zero The required income on equity before taxes
Is sized so that, after payment of taxes, the target rate of return to the investor will be
maintained This 1s done on a discounted future cash flow basis In this model, rather the
approach an investor would take, but in actual regulatory practice the required income 1s
calculated on a year-by-year basis In those cases where indexing of thetariff is allowed, the
required income Is calculated at recurring intervals, such as every five years

The cost of service in any given year, then, consists of all those cash flows that are required
to produce the desired rate of return These cost include annual depreciation charges, O&M
costs, the investor's rate of return and, if present, any interest charges due banks or long-
term debt providers, plus all taxes due the various branches of Government That cost of
service for the base case amounts to $153 million in the first year Divided by the throughput
rate for this pipe, the cost of service yields the tanff needed for continued operation

Also shown, In the last column, are the negative cash flows of the first two years which must
be offset by positive flows in such a way as to achieve the desired rate of return ona
discounted basis

THE KAZAKHNEFTEPROVOD SYSTEM

Shown In the table entitled "Oll Pipeline Tanffs and Line Valuation" 1s a schematic
representation of what the tanffs iook like when calculated with the spreadsheet model In
the end, the numbers shown in this table are simulated numbers, and they must not be taken
at face value We believe that they are a good first approximation of what one might expect
tanffs to be In Kazakhstan if they were developed under a Western cost-recovery regime, but
nothing replaces the need for Kazakhnefteprovod to collect its own historical cost data ina
way that lends itself to use in a regulatory regime These data, collected with precision and
in accordance with rules and regulations that are yet to be established, are the only reliable
and precise source for the establishment of pipeline tanffs

Most of the lines, and probably all the major lines of Kazakhnefteprovod (with the possible
exception of the Aktyubinsk system) are covered in this table, which has been arranged by
ptpeline distnict  In the Aktau/Atyrau District, for example, the most important line starts in
Kalamkas and stretches 1638 kilometers to the Russian border at Samara We will explain
the table by going over this particular line
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The first few columns in the Tanff Table provide historical information of significance to the
model The diameter of the line 1s the primary determinant of throughput capacity, its length
1s a direct tarff variable which 1s expressed for the most part in terms of monetary units per
tonne-kilometer The years In service designate where on the depreciation curve the line
falls and how much of its book value remains undepreciated, for inclusion in the tanff base

The first column of the base tanff comes directly from the model which provides a taniff fora
unit length of pipeline, 1000 km The mechanics of running that mode! will be explained later

Clearly, if a section of line 1s one fifth the length of the model's unit length, as In the
Karazhanbas to Aktau section, the actual tanff to be paid for one tonne of oil moving through
that section 1s one fifth of the base tanff Thus, in the cited case, the base tanff of $6 80 per
1000 tonne-kilometers i1s reduced to an actual tanff of $1 37 per tonne

In our final presentation we will stop the tanff schedule here, and we will deal with viscosity
and heating surcharges as add-ons Time does not permit to formally include the viscosity
charges now (at six o'clock in the morning after an all-night work session and hours before
the work Is due for delivery), but for the reader's information, we will suggest a surcharge of
20% for high-viscosity crude that has a viscosity range of 100-250 centistokes while in the
pipe For medium-viscosity crude, 20-100 centistokes, our suggested surcharge will be 8%

These values are based on the terms of an actual tanff, the Interprovincial Pipeline, Inc taniff,
that was approved by the National Energy Board in Canada in December of 1996 However,
an independent check based on actual model runs, using a commercial program (Dwight's
QUICK PIPE AND QUICK WALL), confirmed the reasonableness of the viscosity provision
In running the Dwight's model it was assumed that the ol in the pipe from Kalambas to
Samara runs at an average temperature of 40 degrees Celsius, which reduces the very high
Kalambas and Karazhanbas viscosities (170 and 280 centistokes, respectively, at 20
degrees Celsius) to the 8% range

The heating surcharge has not yet been established, pending arnval of relevant cost data
from Aktau These data exist and have in part been delivered, but finalization 1s a few days
away We do not expect heating charges to be a major burden per tonne shipped through
the system, even though in terms of the district's total operating cost, they appear to run at
around 14%

This may be a good time to repeat our earlier caveat that these are model results and are,
therefore, to be taken with caution Still, the results are close to current charges For
average property crudes, 1e, crudes that will not be subject to viscosity and heating
surcharges, the model-suggested cost of running one barrel of crude ol through 1000 miles
of pipeline would be 33 cents higher than at present That information comes from the last
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few columns of the Oil Pipeline Tanff Table, where model tanff results are compared with
actual tariffs

Part of the fall-out of the model are the book values of the system, again based on
depreciated replacement values These are not market values, and they must not be taken
as such The column labeled "Value Pipe" lists the depreciated book value of each section of
pipe For the entire line, its sum of $614 million i1s low for the simple reason that the system
is old, around 20 years for most sections, and therefore about two thirds depreciated The
fallacy of using book value as synonymous with Market value comes clear when one looks at
the book value of the Pavlador system, which is about 50% higher than that of the Kalamkas-
Samara line even though large sections of the line are idle

Still, the summation of all book values captured in the model, runs around $1 8 bilion This
number may change as small sections of ines and perhaps a major Aktyubinsk section not
captured here are added No value has been assigned as yet to the capital utilization factor
which might result in reduced values to reflect idle or grossly underutilized lines

RUNNING THE MODEL

A diskette 1s being provided with this text that contains the model itself, wntten on Microsoft
Office Excel, Version 5 0a In its default mode, the model will calculate 30-year straight-ine
depreciation schedules for ines of the following diameters 8, 16, 24, 30, 36, 42 inches That
table will automatically be generated in the worksheet entitied "DEPRECIATION"

The worksheet "COSTOFSERV" calculates the tanffs and book values of these diameter
hnes in conjunction with the depreciation table One command, then, generates the two
tables that are reproduced in the Appendix for various line diameters Interpolation,
currently using a stand-alone subroutine, will find values for line sizes that fall between the
standard US sizes, as all Kazakhstan line diameters will A graph depicting the newly
calculated tariff 1s automatically generated beginning on line 88 of the Tanff Table

The command to run the model, and various sub-options such as different profit rates, or
different interest rates on the expanded mode! that allow for debt funding, different types of
depreciation, again not allowed here, different prices of crude oil, etc, are listed in the
worksheet entitted "VARIABLES" To generate tables for different size lines, the table
entitled "CRITICAL PIPELINE PARAMETERS USED IN TARIFF MODEL" i1s the principal
driver To generate a depreciation schedule and tanff table for, say, a 24-inch line, simply
copy the 24-inch column from the rnight side of the table and paste it onto the column labeled
"OPERATOR" which is located on the left The model will do the rest, except that there 1sa
tendency to drift slowly away from the target rate of return, say, from the desired rate of
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150% to 151% or 149% For accuracy and consistency, the 15 0% target can be
reintroduced by engaging the "SOLVER" In the tools menu of the spreadsheet
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Introduction

On July 12, 1996 the United States Agency for International Development (USAID)
received a letter from the Ministry of O1l and Gas Industry (MOGI) requesting technical
assistance 1n the development of an internationally acceptable o1l pipeline tariff methodology for
the Government of the Republic of Kazakhstan The letter further requested that USAID assist in
“putting 1nto practice” a proposed tariff methodology that would be acceptable to customers
mnternational funding institutions, and investors USAID agreed to fund the requested assistance
and immediately undertook a background assessment of the current situation through meetings
and the development of an initial report entitled “Proposed Pipeline Tariff Model and
Methodology for the Republic of Kazakhstan”

After several discussions with representatives of the former MOGI and the newly created
National O1l Pipeline Company “KazakhNefteProvod” (the direct counterpart), 1t was decided
that an O1l Pipeline Tariff Methodology Steering Commuttee would be formed to conduct
periodic meetings and develop a recommended tariff methodology and proposed tariff rates by
October 1, 1997 Representatives of KazakhNefteProvod, KazakhOil, the Ministry of Economy
and the Trade, Anti-Monopoly Department, the Ministry of Energy and Natural Resources the
State Agency for Control of Strategic Resources, the Kazakhstan Petroleum Association, and
USAID consultants were 1nvited to participate on the Steering Committee The USAID
consultants were requested to co-chair the meetings, prepare presentations on relevant subjects,
develop meeting agendas, focus on meeting assignments and deliverables, and ultimately
recommend the o1l pipeline tariff methodology and proposed tariff rates to the Steering
Commuttee

The mitial meeting of the Steering Commuttee took place on April 21, 1997, where 1t was
agreed that the recommended o1l pipeline tariff methodology and corresponding tariff rates
should be developed according to internationally acceptable standards and practices, based on
cost-of-service principles, and that they should allow for a competitive rate of return in order to
attract imnvestors In addition, the methodology was to be objective and balanced towards the
nterests of customers, financial institutions, and investors Furthermore, the recommended
methodology was to be transparent in the determination of tariff rates, thus cost-justified At this
meeting and the three subsequent sessions that followed, topics of discussion mncluded
alternative tariff methodologies for consideration, the need for an independent regulatory
commuission to determine tariffs and oversee operations of the o1l and gas sector, transition to a
new accounting system, concerns over subsidies and cross-subsidies, determination of a
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competitive rate of return, that would attract foreign investment and financial institutions
assigning a proper valuation of pipeline assets for rate-making purposes defining data and
information needs to properly analyze the system, current operating conditions and plans for
rehabilitation and construction, and several other important 1ssues

The USAID consultants concentrated on meetings with counterparts and representatives
of the Steering Commuttee, gathering information and data, developing a working computer
model to simulate cost and pricing scenarios, researching Kazakhstan legal and regulatory 1ssues
and conducting a field review of accounting and operational books of YuzNefteProvod m Aktau
Kazakhstan There was very close cooperation with representatives of KazakhNefteProvod the
Ministry of Economy and Trade, the Anti-Monopoly Department, and the Kazakhstan Petroleum
Association 1n discussions and negotiations of all of the important concerns

It should be noted that due to an unanticipated request from the Government of
Kazakhstan, the deadline for submuttal of this recommendation for an o1l pipeline tariff
methodology and proposed tanff rates was accelerated to September 15, 1997 To meet the new
deadline, non-substantive shortcuts had to be taken, mostly abbreviating this report which,
nevertheless, contains all substantive findings developed 1n the context of this work
Accordingly, this report contains all of the Steering Commuittee input and the entire body of the
substantive work done by the USAID consultants, according to the data and information made
available

Guiding Principles

Fundamental to the development of any o1l pipeline tariff methodology and determination
of subsequent rates 1s the utilization of certain basic concepts At the heart of these principles 1s
the introduction of the concept of a return on investment The concept 1s fundamental to the
construction of an internationally acceptable natural monopoly tariff This concept of a return on
mvestment 1s the prime motivational foundation by which a natural monopoly will attract
mvestors An mvestor, by making his capital available to the company, will obtain a share of the
profits earned by that company and a share in the ownership of that company

The Kazakhstan methodology of tanff rate development currently 1n force does not
directly encompass the concept of providing income to the mvestor The closest concept 1s a
factor termed under the Kazakhstan methodology as “profit” This term “profit”, however, does
not have the same conceptual meaning as the international understanding of the word In the
Kazakhstan application this 1s a price mark-up of operating expenses from which income taxes,
social costs (including support for line camp community expenses, salary supplements to
employees, etc ), and major capital expenditures can be drawn Even here there 1s no set
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schedule of costs The allocation of funds 1s a function of negotiation between the natural
monopoly and the Anti-Monopoly Department of the Muustry of Economy and Trade

Under current Kazakhstan pipeline tariff procedures the value of the rate base affects the
tariff only indirectly and on a limited basis The term rate base 1s used here 1n the conventional
sense 1t represents the investor-supplied plant facilities and other investments required 1n
supplying utility service to shippers In the case of KazakhNefteProvod, this term would reflect
the value of the pipelines, pumps, and other major physical facilities used in the transportation of
o1l In developing operating expenses under current procedures, ten percent of the value of the
rate base 1s set for capital facility maintenance and included in the operating expenses Further a
complex series of depreciation schedules 1s used and applied to the elements of the rate base to
produce depreciation rates for inclusion 1n operating expenses Thus the value of the rate base 1s
only used to create operating expenses agamnst which a mark-up (or “profit”) 1s applied

The implementation of an mternationally acceptable pipeline tariff methodology 1s no
absolute guarantee of return of income to investors Under Western procedures, a natural
monopoly generally submuits 1ts recommendations for rate changes to an independent regulatory
commussion for approval The regulatory commuission reviews the recommendations of the
company and grants or rejects the request, or it approves a reduced level of increase In the
West, a natural monopoly can appeal an unfavorable decision to the same regulatory commaission
with supplemental evidence to support 1ts original application If the natural monopoly; once
again fails to be successful 1n obtaining the increase 1t seeks, it can appeal that decision to an
independent civil court system The courts can support or deny the regulator’s decision The
courts may only provide guidance to the independent regulatory commission within the
boundaries established by laws, decrees, and regulations

Once the tariff rate has been approved, the natural monopoly has the opportunity to earn
that rate of return to recover operating expenses through prudent business practices Under
internationally acceptable tariff methodologies, these approved tariffs remain in effect until the
natural monopoly submaits a new application for a taniff rate adjustment

Management and operating efficiencies dictate year-to-year the natural monopoly’s
revenues A company with poor operations may earn a lower rate of return on 1ts approved tariff,
and an efficiently operated company may earn a larger return Income taxes paid under Western
regulatory tanff procedures are a function of the net income after expenses Depreciation as part
of expenses provides the recovery of invested capital Net income 1s the source of cash flow that
provides a return of income to mnvestors, and it 1s one of several sources of funds that may be
tapped for capital improvements
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Control of a pipeline system and 1ts tariffs are exerted by the Government through an
mdependent regulatory commussion That commussion acts as a surrogate for competitive market
forces to insure that the pipeline does not take unfair monopolistic advantage of 1ts customers

An internationally acceptable pipeline tariff methodology provides investor confidence
because the mvestor’s income 1s based on the extent of his ownership of the pipeline’s assets
coupled with a proven and tested regulatory regime The Kazakhstan pipeline tarff
methodology, which bases profit on operating expenses and does not convey the concept of
compensatory return on mcome to investors, does not establish the confidence that 1s needed to
attract investors nor to inspire shippers to make infrastructure investments 1 production In fact,
a system that uses mark-ups on operating expenses as “profits” will be viewed by the
mnternational imvestment community as counterproductive in the sense that 1t provides a premium
for mnefficiency the greater the operating expenses, the higher the allowable profits, which 1s just
the opposite of the Western regulatory approach that puts pressure on the pipeline to reduce
operating expenses Confidence 1n the fairness and stability of the regulatory system will be a
major factor in getting 1investors to choose a pipeline over the myriad mvestment opportunities
throughout the world Equally importantly, farrness and stability promote confidence among
producers regarding long-term prospects for shipping o1l at reasonabletariffs and they act as
major mcentives 1n the development and production of marginal natural resources that would
otherwise remain untapped

Rationale Behind the Proposed Methodology

In proposing the new methodology to compute pipeline tariff rates, the USAID
consultants; utihized the following assumptions and considerations

Rate of Return

The USAID consultants recommend an internal rate of return of 15 percent on the value
of used and useful assets Thus rate of return, which has also been used by the World Bank on
similar o1l and gas projects 1n Russia, 1s of sufficient interest to attract investors which the
current Kazakhstan methodology fails to do Following international convention, these assets are
defined as replacement costs, after depreciation, based on a 30-year straight-line depreciation
(SLD) regime which, historically, has been in use in Kazakhstan and in the former Soviet Unmion
By contrast, the current Kazakhstan pipeline tariff methodology includes only some of the costs
of investment As mentioned under the current Kazakhstan methodology, “profit” is calculated
as a mark-up over a mix of capital and operating expenses that represent only a fraction of the
value of total capital construction costs
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The function of the return on rate base normally 1s to provide a natural monopoly with the
capital to retire past projects to secure funds for future capital investment through retained
earnings, and to provide dividends as income to investors The amount of the drvidend each year
1s established by the management of the natural monopoly under the guidance of the company’s
board of directors

The rate of return for investors 1 mternational o1l pipelines should consider the following
elements

» Basic rate of return on capital employed (the price of money),

¢ Additional return required to reflect industry risk,

» Additional return required to reflect risks regarding the corporate and financial structure of
the company withmn the industry, and

» Additional return requured to reflect country risk (political, economic, legal, regulatory, etc )

To estimate the basic rate of return, the yield on capital employed with minimum risk has
been used (30-year U S treasury bonds) During the last four decades the yield on these types of
bonds has averaged seven percent, except during relatively short periods of high inflation

Since o1l pipeline mvestments are usually not as risky as mvestments in exploration and
development, an acceptable industry premium required 1s two percent In contrast, the industry
premium for certain exploration and development investments may be higher than ten percent
Rank wildcats 1n relatively unexplored areas of low prospectivity can have exploratory risks of
several hundred percent

Depending upon the characteristics of the industry and the specific corporate and
financial structure of the company, an additional premium may be required KazakhNefteProvod
1s a newly formed Government-owned joint stock company that 1s to be restructured and
privatized 1n the near future However, at this time the development of the corporate and
financial structure has not been determined Obviously, there 1s risk and uncertamty 1 any new
Government start-up company which may undergo significant change n preparation for
privatization In addition, 1f many of the customers are unable or unwilling to pay for services in
a timely manner or pay by barter as opposed to Kazakhstan Tenge (KZT), as 1s the case for
KazakhNefteProvod, then the risk premium to mvestors could be very mgh For example, 1t 1s
widely known that a large percentage of customers of the Kazakhstan power sector 1s either
unable or unwilling to pay for services, with the result that the structural rnisk factor n that
mdustry may be as high as six to eight percent With KazakhNefteProvod however, even though
many customers do not pay i currency, a mechanism 1s 1n place to make payment in-kind by
offering an appropriate portion of the oil being shipped through the system This barter
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mechanism leads to higher costs incurred by KazakhNefteProvod since they must sell the o1l in
order to receive revenue Based upon uncertainties due to the structural changes of the company
and problems encountered n the collection of payments, it 1S not unreasonable to assign a
structural risk factor of three percent

Grven the relative uncertainty 1n the development of the economy and concerns over
1ssues needing resolution in the Government structure of Kazakhstan (among other o1l and gas
sector concerns, a lack of an independent regulatory commission to determine tanff rates and
oversee industry activities), a country risk premium of three percent 1s certainly justifiable In
contrast the country risk premium 1s zero percent for the United Kingdom the United States and
Canada and up to five percent for some developing African nations and politically sensitive
countries such as Afghanistan

The USAID consultants have therefore concluded that a recommended rate of return of
15 percent for KazakhNefteProvod 1s quite appropriate In contrast, regulated rates of return for
o1l pipeline companies in low risk countries (such as the U S ) are generally eleven percent, and
mvestments for o1l pipelines 1n very ligh nisk countries, are considered to be at least 20 percent

Rates Of Return for O1l Pipehne Investments

High Risk Low Rusk Very High Risk

(Kazakhstan) (U S) (Afghamstan)
Basic return on capital 70 70 70
Industry risk 20 20 20
Structural nisk 30 20 60
Country risk 30 00 50
Total Return 15 0% 11 0% 20 0%

Valuation of Rate Base

The most contentious 1ssue 1 any determination of tariff rates using internationally
acceptable methodologies 1s the proper valuation of the rate base to be considered for
establishing a return on investment and the application of depreciation The USAID consultants
recommend that a qualified o1l field engineering and accounting firm, with international
experience 1n o1l pipeline property valuations, should contract with KazakhNefteProvod to take
stock of the physical pipelines and other used and useful infrastructure assets This firm should
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also be charged with the development of specific priority-based recommendations to improve the
overall efficiency, rehiability, and productivity of the system Still, having taken into
consideration the physical inventory and condition of the pipeline assets all valuations remain a
matter of judgment Two such experienced teams are likely to come up with different and quite
possibly radically different values

Absent the data from a formal physical audit, inspection and survey, the USAID
consultants made an estimate of the value of the property 1n the following manner A computer
model was developed which utilized current average construction costs to build a similar system
m North America, based upon the pipeline diameter and length and other infrastructure
considerations Those costs were projected back to the period when the individual pipeline
segments were constructed Then, based upon the respective age of the individual segments the
value was depreciated to a current valuation This methodology would assume that maintenance
levels and replacement of structures were performed at normal levels throughout the life of the
property Moreover, the methodology 1gnores economic and technical changes that have
mcurred 1n the normal course of events To make allowance for these changes, for the poor level
of system maintenance and, in particular, for the under utilization of current pipeline capacity,
the USAID consultants proceeded to develop a discount mechanism to be applied against the
pipeline values so derived The Kazakhstan pipeline system operates at very low throughput
capacities compared to similar o1l pipelines in North America Capacity levels in North America
generally are at or near 90 percent of absolute design capacity For operational and rate-making
purposes, and making allowance for the difficulty in emulating international operating
efficiencies 1n the short term, an operating efficiency of 80 percent was considered a reasonable
standard for Kazakhstan operational efficiencies By dividing the actual throughput of the line
by the 80 percent operational throughput, the USAID consultants developed a discounting factor
to reduce the depreciated value of the rate base

The reason that a pipeline could be operating at a reduced throughput 1s that shippers
have ceased utihizing the pipeline A very conservative estimate of the property book value was
caused by inflation and a lack of a timely re-evaluation Moreover, the mmtial value of the
pipeline assets was significantly below international levels due to the low cost of local materials,
equipment, and labor, compared with mternational prices

This book value 1s likely to be lower than what a formal physical valuation might
produce, especially 1f the evaluation incorporates the statistical probability of future increases n
throughput rates which seem evitable, given the level of current exploratory efforts throughout
the country Still, the USAID--determuned book value 1s above that currently carried by
KazakhNefteProvod The current book value provided by KazakhNefteProvod 1s questioned
even 1nternally, since 1t was determined 1n 1992 after Kazakhstan’s independence There 1s httle
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doubt that the current book values of KazakhNefteProvod were established from artificial values
developed under the former socialist system Since then, the valuation of assets have not been
adjusted to reflect inflation and currency changes A re-evaluation of pipeline assets was
conducted several times by the introduction and use of an inflation coefficient for a givem
period

The USAID consultants have adopted their conservative estimate 1n the absence of other
credible valuations of the property as an interim base for the establishment of tariffs Whether a
formal physical valuation will be performed or not, it 1s recommended that a probabilistic
evaluation be conducted along the lines indicated above Based on these considerations the
USAID consultants have determined the book value of the entire KazakhNefteProvod o1l
transmussion pipeline system (consisting of 5422 kilometers) to be 228 8§ million United States
dollars (USD)

Calculation Procedures

With the establishment of the rate base valuation, an internationally acceptable tariff
methodology can be used to calculate taniff rates The fundamental equation 1s return on rate
base plus expenses equals the revenue requurement This amount divided by the throughput
establishes the tanff rate

Return on Rate Base + Expenses = Cost of Service = Revenue Requirement

Revenue Requirement = Tariff Rate in USD Per 1000 Tonne-Kilometers
Volume of Throughput

In the simplest terms, the above formula produces a shipping or transmission tariff rate
In this mnstance, the throughput 1s calculated in 1000 tonne-kilometers, which reflects the weight
of crude o1l moved per distance Thus, the same quantity of o1l transported twice as far will be
charged a total shpping cost that 1s twice as much

Rate Structures

At the request of KazakhNefteProvod, the USAID consultants developed three rates for
the respective primary operating divisions of the company These divisions are the
YuzNefteProvod (or Southern or Aktau/Atyrau) system, Aktyubinsk (or Central) system, and
Pavlodar (or Eastern) system An overall weighted average tariff rate was also determined for
the total KazakhNefteProvod system Ultimately, the USAID consultants would prefer to fine-
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tune each individual system to establish individual rates for each major trunk hne 1n the three
mentioned systems Time constraints have not allowed the creation of such rates

Further, the USAID consultants recommend the development of a menu of services to be
offered and billed by KazakhNefteProvod beyond rate base services This mtroduces the concept
of unbundling 1n which specific services would be provided to a customer under a cost-causation
basis, 1n consideration of providing customer choices n services utilized Under this
mternationally accepted concept, customers pay for their real cost of o1l transportation which
generally varies due to the quality of the o1l In the same vein, customers do not pay for services
that are not required Ultimately, the USAID consultants recommend the establishment of rate
base tariffs and a series of “add-on-riders” A base rate transportation tariff would not include
the costs associated with heating, storing, or shipping high viscosity oil, or any other special
services required by the customer (receipt and delivery terminaling, tankage charges, etc )

These services should be charged through riders that are added to the base rate The customers
who need these services should pay for these services m addition to basic transportation services

It 1s the opimon of the USAID consultants that the Government of Kazakhstan should
consider, as a next step, an incentive-based tariff methodology for certain customers that may
desire an alternative to the proposed cost-of-service methodology The incentive-based
methodology would ensure the same standards that have been mtroduced (transparency,
objectivity, balance, no subsidies, etc )} However, this alternative methodology could be offered
to customers that desire special services or
may have significant impact on KazakhNefteProvod operations As an example, incentive tariff
rates could be offered and negotiated with customers that guarantee payments or prepay n
advance, provide large volume shipments, agree to long-term shipping contracts, reserve
capacity on a firm or interuptible basis, offer low-interest loans for asset maintenance and
rehabilitation, purchase shares in KazakhNefteProvod, and a number of other considerations

Depreciation

Usually 1n the case of a pipeline mvestment, a 30-year SLD rate 1s used for determining
tariff rates, as opposed to a shorter pertod that might be used for ncome tax computation This 1s
done to mitigate rapid declines n tariff rates over the life of the depreciating asset In the case of
KazakhNefteProvod, both the original and the current value of the used and useful assets are not
known Therefore, 1t 1s not possible to apply the 30-year SLD rate in the manner that should be
applied Since many of the KazakhNefteProvod assets are old (up to 21-years), a strong
argument can be made that a very short life span should exist for depreciation purposes (possibly
only 10-years) Asa compromise between these two extreme positions (SLD rates for 30-years
or 10-years), the USAID consultants have opted to use a 20-year SLD This 20-year depreciation
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rate 1s meant to apply only to currently existing assets New assets are to be subject to
conventional 30-year rates

Operations and Maintenance Expenses

If all the costs associated with operations and maintenance submitted by
KazakhNefteProvod were accepted by the USAID consultants, they would total 92 1 million
USD However these costs were not fully accepted, since the percentage of total operations and
maintenance costs to total revenues as considerably higher than the generally accepted
mternational industry standards The USAID consultants decided to limit the costs included for
rate design to those attributed to the KazakhNefteProvod Operations and Maternals account It 1s
known that there are at least two other accounts (Capital Improvements and Mark-Up or Profit)
that have components of operations and maintenance costs within them

Taxes

In calculating taxes for this methodology, the USAID consultants used the actual taxes
paid for local and miscellaneous purposes as indicated 1n the accounting records for
KazakhNefteProvod Using the current methodology, a ratio of 35 percent 1s termed as “profit”,
which the USAID consultants cite as “mark-up” and this was taken from the total operating
expenses An mcome tax rate of 30 percent was applied to the 35 percent mark-up To restate
this another way, income taxes were calculated to be (under this example) 10 5 percent of
operating expenses The 35 percent mark-up varied with authorizations For example, up to 50
percent and as low as eight percent could be considered Currently, 1t appears that income taxes
are now applied to the remainder of funds received after all expenses are paid This 1s not
altogether dissimilar from the international application of income tax to net income after
subtracting expenses, other taxes, and depreciation from current revenues Therefore, the USAID
consultants have applied a 30 percent income tax rate to the net income in the proposed rate
methodology

Presentation of Results

Based upon the preceding theoretical and analytical input, the USAID consultants;
present their results in the form of the attached eight accompanying tables All proposed tariff
rates are expressed i both KZT and USD at a rate of 75 KZT=1 USD It should be noted that
the proposed tariff rates that are recommended 1n accordance with internationally acceptable
methodologies do not include any export surcharges or the application of the Kazakhstan value
added tax (VAT), which 1s currently at 20 percent Also, when provided opportunities to conduct
research of KazakhNefteProvod accounting records, the USAID consultants disallowed costs that
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were not directly related to the o1l pipeline business On a preliminary basis there was little
evidence of subsidies and cross subsidies of outside activities that were being supported by o1l
pipeline tariffs

Table 1 presents the results of a step-by-step calculation of the taniff rates pursuant to the
USAID consultant’s understanding of the current KazakhNefteProvod calculation procedure
The table mdicates throughput 1n million tonne-kilometers by operating division, and the
respective cost items that constitute the revenue requirement under this system

The costs represented are actual costs for the first six months of 1997 and estimated costs
for the remainder of the year The estimated costs are a repetition of the values for the first half
of the year These data were all that were readily available 1n the short iume frame provided for a
quick mspection by the USAID consultants With sufficient time, the USAID consultants would
have preferred to use an actual test year consisting of July 1996 through June 1997 Another
alternative, also not available due to time constraints, would have been to examine several
forecast periods, focusing on increased maintenance costs and other likely changes From those
alternatives, a more precise cost basis could have been developed by selecting the most likely
scenarto and combiming actual data The USAID consultants used the best information available
to them at the time All cost data provided by KazakhNefteProvod for purposes of this report are
projected costs

Table 1 results are summarized as
Tariff Rates Based Upon Current Kazakhstan Methodology

KZT Per 1000 Tonne-Kilometers USD Per 1000 Tonne-Kilometers

YuzNefteProvod 598 797
Paviodar 722 963
Aktyubinsk 617 823

The lowest tarff rate derived by using adjusted cost data under the current Kazakhstan
methodology 1s 7 97 USD per 1000 tonne-kilometers for YuzNefteProvod, which 1s a 45 percent
mcrease over current rates

In the derivation of the design and proposed tariff rates, the USAID consultants have not
included the export surcharge nor have they increased the proposed tariff rates to include the
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Kazakhstan VAT With regard to the "export surcharge” the consultants have determined that 1t
1s m fact levied by KazakhNefteProvod It currently amounts to 3 30 USD per ton Fifty percent
of this surcharge (1 65 USD) 1s transferred to the Government of Kazakhstan as an export tax
The remander of this surcharge 1s retamed by KazakhNefteProvod to be used as additional
maintenance and rehabilitation funds Since the recommended tanff rate design methodology
provides for full operation and maintenance funding and additionally the return on rate base 1s
intended to provide funds for capital improvement, the USAID consultants recommend that the
entire export surcharge be ehminated

Table 2 represents a similar calculation, using the recommended internationally
acceptable methodology In making this calculation, not all of the actual costs provided by
KazakhNefteProvod were used The combination of costs in the markup mclude elements which
normally are 1n operations and maintenance However, when ncluded with other operations and
maintenance 1tems, the total costs proved excessive according to normal pipeline operational cost
relationships The results of Table 2 are summarized as

Comparative Tariff Rates

International Kazakhstan
USD Per 1000 Tonne-Kilometers USD Per 1000 Tonne-Kilometers

YuzNefteProvod 732 797
Pavlodar 968 963
Aktyubinsk 11 37 823
Entire System 793 825

Table 2 mndicates that the tariff rate recommended by the USAID consultants for the
whole system 1s 7 93 USD per 1000 tonne-kilometers, which 1s four percent below the level
currently being requested by KazakhNefteProvod

Table 3 1s an economuc analysis which demonstrates the net effect on the cash flow to
KazakhNefteProvod According to this table, the revenue requirement of 133 4 million USD
under the recommended methodology 1s approximately equal to the revenues requirement under
the current Kazakhstan methodology However, the two methodologies differ considerably 1n
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arrving at their respective revenue requirements  Since the rate base 1s different for both
approaches, the amount of total depreciation 1s also different

Table 4 examines the rate impacts of the proposed international tanff rate design the
current Kazakhstan tariff rate design, and a modification of the proposed international tanff rate
design The latter, referred to as the Proposed Alternative Case 1n the Table, eliminates the upper
cost barrier of 48 percent of total revenues that the USAID consultants used on operations and
maintenance expenses The KazakhNefteProvod accounting system accumulates costs which
would ordmarily be considered as operations and maintenance expenses, if properly classified 1n
three areas (1) operations and maternals, (2) capital improvements, and (3) as part of the mark-
up of the total operating expenses, including income taxes If these costs had been accepted by
the consultants for rate design purposes, the resulting operations and maintenance expenses
would have totaled 57 percent of the total revenue requirement Until the revised Kazakhstan
accounting system has been implemented and all such costs have been classified, the consultants
recommend constraint for rate design purposes to the amount of operations and maintenance
costs accepted by mndustry standards

Table 4 also demonstrates the results for KazakhNefteProvod as a whole, and proceeds m
the first column through the consultant recommended rate methodology with Iimitations on total
operations and maintenance costs at a level of 48 percent of the total revenue This provides a
design tanff rate of 7 93 USD per 1000 tonne-kilometers with a cash flow of 46 3 mullion USD
Column 2 proceeds through a current Kazakhstan rate design formula, using the total amount of
expenses as submitted by KazakhNefteProvod, and produces a transportation rate of 8 25 USD
per 1000 tonne-kilometers and a cash flow of 29 8 million USD Column 3, which 1s cited as the
Proposed Alternative Case, follows the proposed methodology, but includes all potential
operations and maintenance expenses as provided by KazakhNefteProvod As mentioned earlier,
the result of this calculation 1s a rate of 9 62 USD per 1000 tonne-kilometers and a cash flow
which remains unchanged from the consultant proposed rates

St1ll, the cash flow amount of 46 3 million USD to KazakhNefteProvod under the
recommended methodology 1s 55 percent higher than what would be available under the current
Kazakhstan methodology, and a proportion of this amount would provide urgently needed funds
to invest 1n mamtenance and rehabilitation It should be pointed out that only a portion of the
total cash flow 1s available, since the Government of Kazakhstan adopted on August 1, 1997
Resolution No 1207 “On Improving Effectiveness of State Property Management”, which
effectively grants the State not less than 50 percent of KazakhNefteProvod’s net profit With this
Resolution 1n place, 1t 1s obvious that this level of increase in cash flow 1s still not enough to
meet the current requirements of KazakhNefteProvod, due to years of negligence and
underfunding of the system
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Graph 1 demonstrates the results of increasing the utilization rate of the YuzNefteProvod
system from 21 3 percent to 40 0 percent The required tariff rates in Table 5 using a target rate
of return of 15 percent, decline from 7 32 USD per 1000 tonne-kilometers to 6 67 USD per 1000
tonne-kilometers as a result of the stipulated increase m through-put rates At the same time the
cash flow available to KazakhNefteProvod increases from 33 4 million USD to 63 2 million
USD Thus results from the fact that fixed costs are now spread over a larger throughput This 1s
a win-win situation for both customers and investors of the pipeline

Graph 1 Tanff Rates/ Utilization Factor for YuzNefteProvod
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Both Graph 2 and Table 6 demonstrate the results of using a different rate of return on
tariff rates As expected, the tariff rates are lower for mine percent and twelve percent, as
compared to a 15 percent rate of return The tariff rates are 6 73 USD and 7 32 USD per 1000
tonne-kilometers for the nine percent and twelve percent rate of return cases, respectively These
rates are 20 percent and eight percent below the recommended tariff rate of 7 93 USD per 1000
tonne-kilometers Higher taniff rates will improve the cash flow of KazakhNefteProvod
However, higher tanff rates affect the profitability of shippers (1 € , customers) Increases in
transportation tanff rates can directly translate into shorter production lives of o1l fields and
result 1n lower total overall revenues to Kazakhstan It 1s certain that Kazakhstan will get more
revenues from mcreased o1l production rather than from unrealistically high tanff rates on
pipeline operations
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Graph 2 Tanff Rates / Rate of Return for the System
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Table 7 clearly demonstrates why the recommended internationally acceptable
methodology should be considered over the current Kazakhstan o1l pipeline tariff methodology
Since the Kazakhstan methodology does not clearly demonstrate a percentage rate of the return
to mvestors, the tariff rates based on this methodology result in a negative discounted rate of
return The Kazakhstan methodology generates a cash flow of 9 4 million USD per year versus
20 million USD by the recommended international methodology Both however, have the same
level of operations and maimntenance and capital improvement costs of 18 9 million USD The
mark-up amount of 8 2 million USD provided under the Kazakhstan methodology 1s too low to
ensure the required level of cash flow needed for a positive rate of return

The USAID consultants recogmize that the recommended tanff methodology may
generate rates that are sigmficantly above those currently charged by KazakhNefteProvod on an
operational systems basis To reduce the potential for “rate shock™ to customers, 1t 1s
recommended that design tariff rates be gradually introduced The results of this
recommendation are shown 1n Table 8 As an example, a general YuzNefteProvod system taniff
rate of 6 40 USD per 1000 tonne-kilometers 1s recommended for fiscal year (FY) 1998, with a
follow-up increase to the design tarff rate of 7 32 USD per 1000 tonne-kilometers in FY1999
In a similar fashion, the recommended tariff rates for the Pavlodar system are 8 80 USD per 1000
tonne-kilometers for FY1998, and 9 68 USD per 1000 tonne-kilometers for FY1999 The tanff
rates for the Aktyubinsk system are 10 40 USD per 1000 tonne-kilometers for FY1998 and 11 37

Hagler Bailly
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USD per 1000 tonne-kilometers for FY1999 From an overall perspective for
KazakhNefteProvod, the impact of providing for the graduation of tariff rates 1n this manner 1s to
produce a net cash flow for FY1998 of 35 6 million USD and for FY1999 of 46 3 million USD
The overall average rates for KazakhNefteProvod will be 7 00 USD per 1000 tonne-kilometers
for FY1998, and 7 93 USD per 1000 tonne-kilometers for FY1999

Conclusions/Recommendations

1 The tariff methodology recommended by the USAID consultants 1s an internationally
acceptable cost-of-service rate-of-return based methodology, which meets the basic
requirements of transparency, objectivity, and balance 1n fixing tariff rates of a
monopoly

2 The proposed tariff rate levels, though higher than current tariff rates, may not suffice
to provide the necessary cash flow for urgently needed mamtenance and capital projects,
due to the low throughput utilization of the system This shows that increases 1n tariffs
are not the solution to raising the required cash flow However, the introduction of an
internationally accepted and proven taniff methodology will instill confidence n the
internationl financial community to facilitate additional non-equity funding

3 In determming these proposed tanff rates, the USAID consultants have assumed that
KazakhNefteProvod will mcorporate needed efficiencies and cost-cutting activities in all
areas and direct as much effort as possible into maintenance and rehabilitation of used
and useful assets

4 Balanced against the needs of the system are the cost impacts and the concept of “rate
shock” on customers The USAID consultants recommend that the proposed rates be
graduated over time Using the rate design principle of “gradualism”, the USAID
consultants recommend the following rates for FY1998

Recommended Tariff Rates for FY1998
(USD per 1000 tonne-kilometers)

YuzNefteProvod 6 40
Pavlodar 8 80
Aktyubinsk 10 40
Entire System 700
Hagler Bailly
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5 Using the proposed methodology with the current data and information that was made
available, the USAID consultants recommend the following taniff rates for FY1999

Recommended Rates for FY1999
(USD per 1000 tonne-kilometers)

YuzNefteProvod 732
Pavlodar 968
Aktyubinsk 11 37
Entire System 793

6 The USAID consultants recommend that a qualified o1l field engineering and
accounting firm experienced in the valuation of existing o1l field infrastructure perform a
physical inspection of the system, assign a value to used and useful assets, establish the
useful life of the assets, and provide recommendations to improve the overall efficiency
and productivity of the system USAID also recommends that full conversion of
KazakhNefteProvod to International Accounting Standards be undertaken as soon as
possible to ensure that 1ts financial reports accurately reflect 1ts costs of operation
USAID currently has available technical experts that can assist KazakhNefteProvod with
such conversion and provide 1t with training 1n international accounting practices

7 The USAID consultants recommend that KazakhNefteProvod conduct informal
meetings with their customers and obtain direct input on the proposed increase for taniff
rate levels The customers may be willing to support higher-investments, 1f
KazakhNefteProvod can guarantee the elimination of bottlenecks, an improvement 1n
operating efficiency, and increased reliability mn a relatively short time frame This
cooperation would enable the customer to get more o1l shipments to market, resulting
increased cash flow and income

8 The USAID consultants recommend that the proposed tariff rate methodology be
refined to develop a complete menu of tarffs on a cost-causation basis,that
KazakhNefteProvod serve as a model for the transition to Kazakhstan’s revised
accounting standards, and that KazakhNefteProvod build a foundation to offer alternative
incentive tariff rates to customers,

9 USAID consultants are recommending that the current KazakhNefteProvod levied
export surcharge be eliminated once the new tanffs are in place The proposed

Hagler Bailly

&



APPENDIX E REPORT OF THE STEERING COMMITTEE *» E-21

methodology allows for the recovery of all costs, approved fees and taxes and provides a
fair rate of return

10 The USAID consultants strongly recommend that an independent regulatory
commuisston be created to ensure that the o1l pipehne tariff methodology 1s-properly
structured and that tanff rate decisions are made 1n a transparent forum without undue
political or industry influence The mndependent regulatory commussion should have
regulatory authority over o1l and gas sector operations

11 The USAID consultants believe the pipelines of Kazakhstan are a strategic asset

An evaluation should be conducted by the Republic to determine how the pipeline
system should be used to maximize the value of strategic resources and assets Funds
from the dividends, taxes, and royalties collected through the production of mineral
resources must be balanced against the funds collected from pipeline taxes and dividends

Hagler Bailly
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TABLE 1

PROPOSED TARIFF ACCORDING TO OLD SYSTEM

Aktau-Atyrau Pavlodar Aktyubinsk
Throughput
mm km tonnes 13,193 00 2656 976
MM tenge MM $ MM tenge MM $ MM tenge MM $
Depreciation 3486 46 2804 37 60 2 08
Capital Improvements 9417 126 340 4 45 889 12
Total O&M 3,5010 46 7 1,001 4 134 264 6 35
Taxes 4259 57 172 8 23 48 3 06
Total Expenses 5217 1 69 6 1,795 0 239 462 1 62
Markup 2,056 3 27 4 1233 16 1400 19
Income Tax 616 9 82 - - - -
Total Revenue 7,890 4 1052 1,918 3 256 602 1 80
Tanff (1,000 km t) t 598 $7 97 t722 $9 63 t617 $8 23
9/28/98 Exchange rate used for calculations 1s 75 tenge/$

|
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TABLE 2

PROPOSED TARIFF ACCORDING TO NEW SYSTEM

Aktau-Atyrau Pavlodar Aktyubinsk
Design Capacity according to
the model
MM km tonnes 61,8370 68,925 00 6,360 0
Actual Throughput
MM km tonnes 13,193 0 2,656 00 976 00
% Utihzation 213 39 153
Value of the Pipeline based on
the model ($ MM) 779 980 162
Derated Value ($ MM) 166 2 378 248

MM $ MM $ MM $

Depreciation (6%) 83 19 14
O&M 487 134 35
Taxes 57 23 06
Income Tax 108 24 17
Return on Equity (15%) 251 57 39
Cost of Service 96 6 257 11
Tanff Rates
$/ 1,000 km t 7 32 968 11 37
Tenge / 1,000 km t 549 726 853
Cash Flow $ MM 334 76 53

NOTE Calculations of tanffs given in the table should be considered an example

9/28/98 Exchange rate used in calculations 1s 75 tenge/$



TABLE 3
ECONOMIC ANALYSIS
Total depreciated investment of the whole
system (3 divisions) based on the model $ 1,921 MM

Total design capacity according to the model 137122 MM km t

Actual Throughput 16,825 MM km t
% Utihzation 123%
Derated Value $228 8 MM
NEW SYSTEM OLD SYSTEM

$ MM $MM
Depreciation 116 92
O&M 636 636
Taxes 86 86
Capital Improvement NA 183
Income Taxes 149 117
Return on Equity (after tax 15%) 347 NA
Mark Up NA 274
Cost of Service 1334 1388
TARIFF RATES
$/ 1000 km t 793 825
Tenge / 1,000 km t 595 619
Cash Flow 46 3 298
9/28/98 Exchange rate used in calculations 1s 75 tenge/$
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TABLE 3
ECONOMIC ANALYSIS
Total depreciated investment of the whole
system (3 divisions) based on the model $1921 MM

Total design capacity according to the model 137 122 MM km t

Actual Throughput 16 825 MM km t
% Utihization 12 3%
Derated Value $228 8 MM
NEW SYSTEM OLD SYSTEM

$ MM $MM
Depreciation 116 92
O&M 636 636
Taxes 86 86
Capital Improvement NA 183
Income Taxes 149 117
Return on Equity (after tax 15%) 347 NA
Mark Up NA 274
Cost of Service 1334 1388
TARIFF RATES
$/ 1000 km t 793 825
Tenge /1,000 km t 595 619
Cash Flow 46 3 298
9/28/98 Exchange rate used in calculations is 75 tenge/$



TABLE 4
ECONOMIC ANALYSIS
Total depreciated investment of the whole
system (3 divisions) based on the model $ 1,921 MM
Total design capacity according to the
model 137,122 MM km t

Actual Throughput 16,825 MM km t

% Utilhization 12 3%
Derated Value $228 8 MM
NEW SYSTEM
NEW SYSTEM OLD SYSTEM CASE 1

$ MM $MM $MM
Depreciation 116 g2 116
o&m’ 636 636 92 1
Taxes 86 86 86
Capital Improvement (Maintenance) NA 183 NA
Income Taxes 149 117 149
Return on Equity (after tax 15%) 347 NA 347
Mark Up? NA 274 NA
Cost of Service 1334 1388 1619
TARIFF RATES
$/ 1000 km t 793 8 25 962
Tenge / 1,000 km t 595 619 722
Cash Flow 46 3 298 46 3

" O&M - In the new system maintenance is included and i the old system it 1s not included

2 Mark Up - includes capital construction, new equipment R&D, social development fund and bonus fund

9/28/98 Exchange rate used in calculations is 75 tenge/$
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TABLE 5

PROPOSED TARIFF ACCORDING TO NEW SYSTEM

A Sensitivity Case Aktau-Atyrau Utilization Goes Up

Design Capacity MM km tonnes 61,837
Actual Throughput MM km tonnes 24,735
% Utilization 40%
Value of the Pipeline based on the model ($ MM) 779
Derated Value ($ MM) 312
MM $

Depreciation (5%) 156
O&M 753
Taxes 70
Income Tax 201
Return on Equity (15%) 47 0
Cost of Service 1650
Tanff Rates

$/ 1,000 km t 6 67

Exchange rate used in calculations 1s 75 tenge/$
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TABLE 6

PROPOSED TARIFF ACCORDING TO THE NEW SYSTEM

A Sensitivity Case to Reflect the Use of Different Rates of Return

RATES OF RETURN

9% 12% 15%
Depreciation 116 116 116
O&M 636 636 636
Other Taxes 86 86 86
Income Tax 89 118 14 9
Return on Equity 206 275 347
Cost of Service 113 3 123 1 1334
Tanff Rate $/1,000 km t 673 7 32 7 93




TABLE 7

WHY SHOULD WE USE THE NEW SYSTEM

Total Investment $ 100 MM
Throughput 7,000 MM km t

OLD SYSTEM NEW SYSTEM

Depreciation 33 33

O&M 89 189
Capital investment 100 00
Other Taxes 10 10
Income Tax 00 72
Mark Up 35% 82 00
Return on Equity 0o 16 8
TOTAL 314 47 2
Cash Flow 94 20

DCF Rate of Return negative 15%
Tariff $/1,000 km t 449 674

N
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TABLE 8

RECOMMENDED TARIFF RATES AND CASH FLOW

1998 1999
Tanff Cash Flow Tarff Cash Fiow
$/ton 1000 km $ MM $/ton 1000 km $ MM
Aktay-Atyrau 6 40 24 90 7 32 3340
Paviodar 8 80 6 00 068 7 60
Aktyubinsk 10 40 470 11 37 530
Entire System 700 3560 793 46 30
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APPENDIX F

RESOLUTION

WHEREAS, the Umited States Agency for International Development (USAID) received a
request from the former Ministry of O1l and Gas Industry of the Government of the Republic of
Kazakhstan to provide technical assistance mn the development and implementation of an internationally
acceptable o1l pipelne tariff methodology,

WHEREAS, USAID agreed to provide such assistance and designated Hagler Bailly (USAID
consultants) to cooperate with KazTransOil (formerly KazakhNefteProvod) as consultant for the project,

WHEREAS, KazTransO1l 1s an independent state-owned company and operator of the
Government of the Republic of Kazakhstan o1l pipeline transportation system, serving as a common
carrier and allowing open access for all shippers of oil,

WHEREAS, KazTransOil and USAID agreed to form an O1l Pipeline Tanff Methodology
Steering Committee (Steering Committee) to provide gurdance and direction 1n the development of an
acceptable o1l pipeline tariff methodology,

WHEREAS, KazTransOil chairs the Steering Committee, whose designated members mcluded
the former Mmuistry of Economy and Trade, through its Anti-Monopoly Department, the former Ministry
of Energy and Natural Resources, the former State Agency for Control of Strategic Resources, KazakhOul,
the Kazakhstan Petroleum Association (including representatives from British Gas, Chevron, Mobil O1l,
Oryx Energy, Unocal, and others), and USAID,

WHEREAS, the initial meeting of the Steering Commuittee was convened on 21 April 1997, for
the purpose of defining the Gmiding Principles to be used in the development of the tanff methodology,

WHEREAS, these Gumiding Principles include (1) a cost of service rate of return tariff
methodology that 1s acceptable to customers, international funding mnstitutions, owners, and mnvestors (11)
only fair and reasonable administrative, operations, and maintenance costs allowed 1n the rate base, (111) a
transparent tariff development process, (1v) objective tanff rates representing a balance of interests, (v)
only used and useful assets allowed in the rate base, (v1) establishment of a foundation for alternative tariff
methodologies would be established, and (vir) implementation of the new accounting system that comphes
with mternational standards by KazTransOul,

WHEREAS, the USAID consultants, pursuant to the ongoing advice and guidance of the Steering
Commuttee collected data and information, conducted research, and negotiated key issues to develop a
recommended o1l pipeline tariff methodology based upon the Guiding Principles,

WHEREAS, at the fifth Steering Committee meeting on 25 September 1997, the final draft
recommendation of the o1l pipeline tariff methodology was presented mn a report and accepted 1n principle
by KazTransO1l and the Steering Committee members,

WHEREAS, the undersigned agree that the attached “Methods For Calculating Tariffs For
Pumping O1l Through The Pipelines” (Attachment 1) meets the Guiding Principles as established by the

17
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Steering Commuttee, and that the proper implementation of this recommended o1l pipeline taniff
methodology will contribute to rehable and effective o1l transportation, for the mutual benefit of o1l
producers and shippers and the Republic of Kazakhstan o1l pipeline transportation sector,

WHEREAS, adoption of the recommended o1l pipeline tariff methodology, which meets world-class
practices and standards, would be considered by the international investment community as another
progressive step in the transition towards a sound market economy for the Republic of Kazakhstan, now
therefore

BE IT RESOLVED THAT, the undersigned recommend that the “Methods For Calculating Taniffs For
Pumping Ol Through The Pipelines” be adopted by the Government of the Republic of Kazakhstan and
fully implemented by the beginning of Fiscal Year 1998, and

BE IT FURTHER RESOLVED THAT, the undersigned endorse the adoption of the Steering
Committee “Recommendations For The Oil Pipeline Tariff Methodology” (Attachment 2) by the
Government of the Republic of Kazakhstan, which will serve to enhance the effectiveness of the
methodology

Executed this ___ day of November 1997
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ATTACHMENT 1

METHODS
FOR CALCULATING TARIFFS
FOR PUMPING OIL THROUGH THE PIPELINES

PRODUCTION UNIT KAZTRANSOIL
AND ITS OPERATING DIVISIONS
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1 GENERAL PROVISIONS

11 The transportation tanff calculations proposed under this methodology provide
for the recovery of all operating costs and a return on rate base

12 In order to produce fair and reasonable tanff rates for shippers, pipeline

transportation tariffs shall be calculated as a sum of a base transportation rate and various riders for
additional services The base transportation rate 1s charged for standard / basic services provided to all
shippers Riders are charged for additional services related to storage, loading, heating of highly viscous
o1l, treatment of o1l with friction agents to reduce pour point temperature, usage of additives to reduce
hydraulic losses and to mcrease pipelie throughput, usage of corrosion hibitors to mmimize corrosive
environment 1n a pipeline, compounding (blending) of o1l to obtain certain crude characteristics required
by users (salt content, pour pomt, density, etc ), and other similar technological processes

Each shipper shall pay only forthe services provided by the pipeline transportation natural monopoly and
used by the shipper

13 Rate of return shall be calculated as a certamn percentage of the value of the
used and useful assets

14 All costs shall be directly assigned, or allocated, into three major expense
categories

(1) operating expenses,
(2) mamtenance expenses,
(3) and general and administrative expenses (see Appendix 2)

Costs shall be assigned mto expense categories which will be accumulated for the basic crude ol
transportation rate by section, and each of the individual riders

Jomt and shared costs, such as wages of headquarters staff shall be allocated to each operating division,
then attributed to individual line segments

15 All property shall be recorded and separately specified i the accounts of a
pipeline natural monopoly and shall be written out of the accounts when the property 1s retired and/or
replaced (See Appendix 3)

16 Transportation throughput and the volumes which require heating, ship

and railroad loading, storage, etc , will be specified 1n total for the whole of the pipeline natural monopoly
, separately for all of 1ts divisions, and withmn each of its divisions, and shall be recorded 1n tonnes and/or
tonne-kilometers depending on the type of services provided
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17 Depreciation shall be recorded, pursuant to Kazakhstan laws decrees, and
regulations and approved depreciation schedules, i accounts consistent with the property accounts
established to record property assets

2 THE PROCEDURE FOR TARIFF RATE REVISIONS

The pipeline transportation natural monopoly shall apply for tariff rates on 1 December every year
However, to reflect significant changes in cost, the pipeline transportation natural monopoly may apply as
needed and justified The rate of return shall not change more than once on an annual basis Upon rate
approval the natural monopoly shall operate under those rates until such time as the economic conditions
require the pipeline company to seek additional increases The pipeline company seeking an increase
should submit the following documents to the authorized rate-setting authority

21 Records, reflecting historical actual data of the natural monopoly's experience

for the previous period (12 months) (in the case of a new service forecasted data for an appropriate period
should be provided),

22 Calculations for justification of the new tariff rates

23 The actual data should include

231 The throughput data for each category of tariffs for the specified period, compiled in accordance
with the provisions of this document

232 A hst of the total cost of service, by lime section, for the test period consisting of
(1) Operation and maintenance costs

(a) operation expenses

(b) maintenance expenses

(c) admmustrative and general expenses

(2) Depreciation

(3) Taxes Other Than Income Taxes

(4) Amount of return on assets with supporting documentation for the rate of return

(5) Income Taxes

2 3 3 These costs must be separated into the respective transportation rate categories and tanff rder
categories as follows

(1) Total operation and maintenance costs that relate to the special riders shall be separated and subtracted
from the other operations, maintenance, and general expenses This should be performed for the heating
tanff and loading tariff, and any other special tariffs sought by the pipeline such as a viscosity tariff
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(a) For example, to produce a rate for a heating tariff, add the fuel used for heating, the wages of the
employees who operate the furnace, an allocation of maintenance employee wages, and an allocation of
social msurance and other personnel related overhead costs related to the employees time 1dentified for
this rder

(b) This amount should not be included m the costs included for the development of the main (or trunk)
pipeline transportation rate

(2) The remainder of the total operating costs, the depreciation associated with the physical assets of each
pipeline system and an allocation of common physical assets to each pipeline type, the taxes associated
with the individual pipeline system, and the amount of return and income taxes associated with the three
primary systems should be compiled on an individual basis Withm types of systems (for example, trunk
lines) this data should be compiled on a sectional basis

2 3 4 The natural monopoly shall provide a statement of assets which shall be taken into consideration
for the transportation rate calculation and shall consist of the following

(1) beginning balance of property values minus accumulated depreciation

(2) working capital, including cash, materials and supplies, prepayments, and o1l inventory owned by the
natural monopoly,

(3) and accumulated capital such as accumulated deferred income, customer advances 1 aid of
construction, and customer deposits

2 3 5 The natural monopoly shall provide a statement of all revenues for a specific period 1n accordance
with the revenue accounting categories and shall also provide specific information for those categories
that require an increase A natural monopoly's total revenues shall be used to meet its revenue
requirement and these revenues would include nterest earned from financial mstitutions, and any other
directly related sources of capital, such as the o1l export surcharge fee

2 4 The application and calculations for the a base transportation rate shall include

241 The application shall compute the return on rate base by multiplymng the rate of return times the
rate base assets

Cash + Supphes and Materials + Pipehine Owned O1l Inventory + Prepaid Deposits = Working
Capatal

Working Capital - Current Liabihties = Net Working Capital
(Book Value of Assets - Accumulated Depreciation) + Net Working Capital = Rate Base Assets
Rate of Return x Rate Base Assets = Return on Assets

242 The application shall compute the total operating expenses by adding the costs of operations,
maintenance, and general and administrative expenses together

tof
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Total Operating Expenses = Operations Expenses + Maintenance Expenses + Admimstrative and
General Expenses

243 The application shall compute the total depreciation by adding together all the separate
depreciation amounts for the individual pipes, pumps, etc - depreciated in accordance with current

approved depreciation schedules

Depreciation = Depreciation Line Pipe + Depreciation Pumping Equipment + Depreciation Trucks
+ Depreciation of All Other Depreciable Property

244 The apphcation shall list the total of all taxes other than income taxes

Taxes Other Than Income = Road Tax + Environmental Tax + Unemployment Tax + Other
Apphicable Taxes

245 The application shall compute the total expenses other than mncome taxes by adding the total
operation and maintenance expenses, the depreciation, and taxes other than income

Total Expense Other Than Income = Total Operating Expenses + Depreciation + Taxes Other Than
Income

246 The application shall compute the taxable income and mcome tax
Taxable Income = Total Current Operating Revenues - Expenses Other Than Income Taxes

Income Tax Rate = Tax Rate Applicable During Current Year
Current Income Taxes = Income Tax Rate x Current Taxable Income

247 The application shall compute for comparison purposes the current rate of return by taking the
total current operating revenues, subtracting total operating expenses other than mmcome taxes, and
subtracting current imncome taxes to equal current net operating income Current net operating imcome
divided by the rate base equals the current rate of return

Total Current Operating Revenues - Total Operating Expenses Other Than Income - Current
Income Taxes = Current Net Operating Income

Current Net Operating Income = Current Rate of Return
Rate Base

248 The application shall compute the total revenue requirement or total cost of service
Revenue Requirement = Return on Assets + Expenses Other Than Income Taxes + Income Taxes

249 The application shall compute the amount of the revenue increase by subtracting the current
revenues from the revenue requirement
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Revenue Increase = Revenue Requirement - Current Revenues

2410 The apphcation shall calculate the new transportation rates by dividing the revenue requirement
for each service by the respective throughputs

Revenue Requirement = Transportation Rate
Throughput
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Appendix 1
Terms and Definitions

Amortization - the gradual extinguishment of an amount n an account by distributing such amount over a
fixed period, over the life of the asset or liability to which it applies, or over the period during which 1t 1s
anticipated the benefit will be realized

Book Cost - the amount at which assets are recorded 1n the accounts, without deduction of related
provisions for accrued depreciation, amortization, or for other purposes

Cost-based Tariff - the formal document which establishes terms, conditions and rates for the delivery of
service m which the rate 1s constructed as closely as possible based on the real cost of providing the
service plus a return on rate base

Depreciation - the loss n service value not restored by current mamntenance and mcurred 1n connection
with the consumption or prospective retirement of property in the course of service from causes against
which the natural monopoly 1s not protected by msurance, and the effect of which can be forecast with a
reasonable approach to accuracy

Gathering line - a system for the gathering and collection of o1l, o1l products and other commodities from
o1l field, refinery, or other sources and delivery to the storage tanks or intake side of the manifold of the
trunk line

Heating rider - the cost of heating 1n tonne-kilometers or 1000 tonne-kilometers o1l to improve its flow
characteristics

Loading rider - the cost of loading of one tonne of o1l nto tank cars or a tanker at the given loading point
Net Working Capital - working capital less current habilities

Pipeline tariff - a formal document which estabhshed the terms, conditions, and rates under which a
pipeline transportation natural monopoly provides services to its customers The rate 1s usually expressed
as cost per tonne, per tonne-kilometer, or per 1000 tonne-kilometer

Product hine tanff - a separate tariff for the transshipping of refined products as opposed to crude o1l

Rate Base - the current value of the plant and equipment owned by a natural monopoly plus the net
working capital

Rate Of Return - a percentage multiplied times the value of the rate base, which represents the opportunity
to earn income to provide dividends to investors and to retam earnings for the natural monopoly - the
retained earnings may be used to retire past capital investments and provide for future capital

mvestments

/P
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Rider - an additional charge added to the base transportation rate to cover the costs of special expenses
mcurred by the natural monopoly as a result of the shippers special requirements

\Return On Equity - represents the value computed as net income after expenses divided by the total equity
of the natural monopoly

Return On Investment - represents the situation when an mvestor provides capital to a natural monopoly
or other enterprise and receives a percentage of that capital in return as a share of net income

Salvage Value - the amount recerved or estimated to be received from property retired less any expenses
mncurred n connection with the sale or preparing the property for sale, or, if retained , the value at which
the recovered material 1s chargeable to the material and supplies account or other appropriate account
Service Life - the period between the date that property 1s placed n service and the date of its retirement
Service Value - the book cost less the actual or estimated net salvage value of property

Storage Ruder - the cost of storing of one tonne of o1l in storage tanks for specified period of time
Straight-Line Method - applied to depreciation and amortization accounting, means the plan under which
the service value of property 1s charged to expense, and credited to the related accrued depreciation or

amortization account, through equal monthly charges during the service life of the property

Tariff Revenue - the revenues received from customers of a natural monopoly's services as a result of
charging the approved tanff rates

Viscosity Rider - the cost of transporting o1l of high or medium viscosity through a natural monopoly
pipeline system, which results from additional costs

Working Capital - the cash, supplies and materials, pipeline owned o1l mmventory and any pre-paid deposits
which represent the readily convertible sources of funds that a natural monopoly may need to meet
immediate needs

VI
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Appendix 2
Detail of Accounts

Subaccounts should be established for each category of costs listed 1n this appendix as a subordinate 1item
m accordance with the newly established accounting system of Kazakhstan

Property Accounts

Right of way, e g, a section of right away

Line pipe - pipe used for transmission of petroleum should be recorded 1n separate accounts from pipe
dedicated to gathering systems, refined products, etc

Line pipe fittings - as associated with the line pipe recorded n item 1 above

Pipeline construction cost pertaining to a unit of line pipe

Buildings, for example, a complete building, an entire roof, a complete fire escape, a complete heating
system, an elevator complete with operating mechanism

Boilers

Pumping Equipment, for example, a complete engine with or without foundation, a complete pump with
or without foundation, or a power-transmission system

Machine tools and machinery, for example a machine tool, a foundation special to a machine, a motor,
generator, steam engine, pump, ventilating fan, or other similar equipment, a coal-handling system, an
ash-handling system, a furnace, and a boiler

Other station property which was charged to the pipeline property account

Onl tanks, for example a complete o1l tank with or without grade and fire walls, a fire wall, a tank grade
Delivery facilities, for example, a motor, generator, engine, pump, or similar equipment, a delivery-pipe
system, a complete wharf, a section of wharf, a pile cluster or dolphin, a complete loading or unloading
rack, or a complete railroad siding

Communications systems, for example, a complete switchboard

Telegraph and telephone outside plant, for example, a continuous section of one kilometer of aerial wire,
a section of 350 meters of aerial cable, a section of 150 meters of submarine cable, a section of 150 meters

of conduit, a continuous section of 35 poles, or a case of equipment, such as loading coil or
autotransformer
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Radio and wireless equipment, for example, a transmitting set, a recerving set or an antenna, complete or
without supports

Office Furniture and Equipment, for example, each complete item of furniture or equipment the book cost
of which was charged to the pipeline property account, such as - desk, charir, table, davenport, typewriter

computing machine, rug, carpet, or other floor covering for one room

Vehicles and other work equipment, for example,, a passenger automobule or truck with or without a
body, a tractor, a pole derrick, power winch, earthboring machine, or trailer

Other property, for example, each complete 1item of property the book cost of which was charged to the
pipeline property account which has not been listed elsewhere

Total Operating Expenses

Operations expenses include

salaries and wages, including pay for holidays, vacations, sick leave, and similar payroll disbursement for
employees directly engaged 1n transportation operations, supplies and expenses, outside services,
operating fuel and power, and o1l losses and shortages

Maintenance includes

salaries and wages, supplies and expenses, outside services, and maintenance materials

General includes

salaries and wages of executives, general office personnel and others not classified to operations and
maintenance, supplies and expenses, outside services, rentals, depreciation and amortization, pensions and

benefits, insurance, casualty and other losses, and pipeline taxes of all kinds, except mcome taxes, relating
to pipeline property, operations, privileges, and licenses
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Appendix 3
SAMPLE TARIFF SHEET

The following 1s a sample tariff sheet and 1s provided 1n an advisory capacity only

Origimnal Sheet No
KazTransOil
Almaty, Kazakhstan

CRUDE OIL OR TRUNK TRANSMISSION TARIFF
Availability

This service 1s available, on an equal basis, from KazTransO1l to all Shippers, provided that
KazTransO1l has sufficient capacity to receive from or on behalf of Shipper, and deliver to or for the
Shipper, and who

desires transportation services,

v executed a transmission agreement, and

A% complies with the provisions of this rate schedule and all other applicable provisions of the
complete tariff

Apphicability

Service under this tariff 1s available to transmit crude o1l over the pipelines trunk lines to
connection with other pipelines, and to onshore terminaling, storage, and offshore terminaling The crude
o1l may be received from the shipper’s gathering system, storage system, another pipeline, rail or dock
facilities

Rate

The following rates are applicable to the line sections as specified
Section 1 - From xxx to xxx - $xx xx per 1000 tonne-kilometer
Section 2 - From xxx to xxx - $xx xx per 1000 tonne-kilometer

Retamage Adjustment

A percentage, i the amount of x%, of all throughput shall be retained by KazTransOil to cover
measurement error and line losses

Special Conditions

a All charges made pursuant to this taniff are subject to the application of the value added tax, which
shall be applied to the total amount of this invoice and added to the invoice

Invoices rendered under this tariff are net and will be increased by 10%, 1f net nvoice 1s not paid within
30 days from the date of the bill
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Service rendered under this taniff 1s subject to Rules and Regulations 1n effect at the time of the service
provision

Issued by xxxxxxx Effective xxxxxx
Issued on  xxxxxxx

6 ‘
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SAMPLE RIDER SHEET

In the development of transportation tariffs, i1t 1s common to develop riders to specify special
terms and rates which should be added to the basic transportation rate to tailor the provision of service to
meet the needs of the customer The following 1s a sample tariff rider and 1s provided for 1llustration
purposes only

Original Sheet No
KazTransOil
Almaty, Kazakhstan

HEATING TARIFF RIDER
Availability

This service 1s available, on an equal basis, from KazTransO1l to all Shippers, who

desire transportation services,

VI have the capability of delivering o1l into the pipeline operating system,

VII have executed a transmission agreement with the pipeline, and

VIII  comply with the provisions of this rate schedule and all other applicable provisions of the
complete tariff

Applicability

Crude o1l delivered to the pipeline which requires heating due to pour point or due to viscosity will be
charged a rate 1n addition to the base transportation rate to recovery the costs of heating the o1l  Oil which
does not require heating, or o1l transported on operating lines without heating ability, will not be charged
the heating nder

Rate

The rate 1s as follows
$ x xx per Thousand Tonne-Kilometers

Special Conditions

All charges made pursuant to this tariff rider are subject to the application of the value added tax, which
shall be applied to the total amount of this mvoice and added to the invoice

Invoices rendered under this rider are net and will be increase by 10%, if net mvoice is not paid within 30
days from the date of the invoice

Service rendered under this rider 1s subject to Rules and Regulations in effect at the time of the service
provision

Issued by xxxxxxx Effective xxxxxx
Issued on  xxxxxxx
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Appendix 4
Rate of Return

Establishing a rate of return for rate-making purposes 1s a regulatory concept designed to produce an
amount of funds to pay the natural monopoly’s investors for the use of their money A fair and reasonable
rate of return will enable the natural monopoly to meet debt and equity obligations and be able to
contmnue to attract capital The rate of return should not be so low as to impair the natural monopoly’s
ability to attract capaital, nor should it be so high as to be unreasonable compared to earnings of similar
investments mvolving comparable risk

In a regulatory system of rate design, great dependence 1s made on using historical and real costs Rates of
return should rely as much as possible on simple methods that require as few unreliable estimates as
possible This does not mean that the natural monopoly 1s inhibited 1n any way from using various
financial planning calculations such as simple payback, or internal rate of return, or others, for budgeting
or capital asset planning

In developing a rate of return for rate-making purposes the following elements should be considered

the basic rate of return for capital employed, the additional return required to reflect industry risk, the
additional return required to reflect the corporate and financial structure risk of the company within the
mdustry, and, the additional return required to reflect country risk (political, economuc, legal, regulatory,
etc)

In order to nsure stability of tariff rates, all rates are recommended to be benchmarked in US dollars
Rates are to be paid in Kazakhstan Tenge 1n accordance with the exchange rate on the day of financial
transaction

The basic rate of return 1s established using the interest rate paid on the most stable capital investment
available In this particular case, international markets support the use of 30-year US treasury bonds as a
foundation for the establishment of rates of return This 1s referred to as the “risk free” or free of default
factor An mvestor mn these securities would expect that at the end of the investment period the original
mvestment plus nterest will be recerved

The additional return required to reflect industry risk 1s a measure of the uncertainties of the industry in
comparison to other industries That 1s, will a natural monopoly operating an o1l pipeline transportation
system be less likely to be able to repay an investment than another more stable business In the 01l and
gas sector, mvestments 1n pipelines are usually not as risky as imvestments 1n o1l and gas exploration

Structural risk depends upon the characteristics of the industry and the specific corporate and financial
structure of the natural monopoly To the extent that indices are compiled or available, these indices can
be examined to determine the default rates on businesses of this nature In addition to these indices, an
mdividual examination of the corporate and financial structure and the natural monopoly’s ability to
obtain revenues to meet 1ts expenses must be performed

Country risk mcludes variables that affect the ability of the natural monopoly to repay investment due to
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potential problems arising from political, economic, legal, and regulatory changes These changes can
affect the ownership of the assets, the operations of the natural monopoly, and its cash flows and returns
on mnvestment During an unstable political period within a country, mvestors may not be confident of the
government's legal and regulatory framework within which the natural monopoly operates Political rish
increases when political governance is m turmoil, democratic institutions are immature and mexperienced
and corruption exists Economic uncertainty can be generated by conflicting or unclear monetary policy
fiscal policy, balance of payments and exchange rate policy, economic protectionism, economic
development policies, and changing taxation structures

An independent o1l and gas regulatory agency would consider the sum of these four factors to determine
an appropriate rate of return 1 the preparation of rates for a natural monopoly
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ATTACHMENT 2
RECOMMENDATIONS FOR THE OIL PIPELINE TARIFF METHODOLOGY
It 1s recommended that

1) The Government of the Republic of Kazakhstan adopts the “Methods For Calculating Tanffs For
Pumping O1l Through The Pipelines” (Methods) and elaborates detailed “Instructions For Using The Oil
Pipeline Tanff Methodology” (Instructions) The existing current mnstructions would need to be replaced
and brought mto comphance with the recommended o1l pipeline tariff methodology

2) The Government of the Republic of Kazakhstan creates an independent O1l and Gas Regulatory
Agency (not subject to undue political and industry influence) that includes within 1ts portfolio of
responsibilities the objective regulation of tariffs consistent with the Resolution Guiding Principles

3) “The Tanff Surcharge For O1l Export”, which was adopted on 23 December 1996 by joint
Decrees No 7/122 of the Ministry of O1l and Gas Industry and No 1-2942 of the State Commuittee on
Antimonopoly and Pricing Policy of the Government of the Republic of Kazakhstan, 1s eliminated after
implementation of the recommended pipeline tariff methodology

4) the Government of the Republic of Kazakhstan eliminates KazTransO1l from the Attachment to
Resolution No 1207 “On Improving Effectiveness of State Property Management”, which was adopted on
1 August 1997, so that KazTransO1l 1s not required to make payments of no less that 50 percent of net
profit to the Government budget

5) KazTransO1l undertakes a full conversion to the new accounting system adopted by the
Government of the Republic of Kazakhstan, which incorporates international accounting standards

6) KazTransO1l conducts meetings with their shippers to

resolve sensitive tariff and pricing issues

IX enhance mvestment opportunities
X create loans for infrastructure development
XI ensure payment schedules are maintained

XII  prioritize needed rehabilitation and expansion efforts
7) The O1l Pipeline Tariff Methodology Steering Commuittee continues to meet regularly to

refine the recommended methodology and develop the detailed “Instructions For Using The Oil Pipeline
Tariff Methodology”

XIII  design transparent tariff sheets and riders

XIV  unbundle special pipeline services according to costs

XV assist in the promotion and implementation of the recommended methodology

XVI  troduce alternative tariff methodologies for certain circumstances
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Oryx Kazakhstan
Energy Company

ORYX Office No 6
Interhotel Dostyk
Kurmangazy Street 36
Almaty, 480021
Republic of Kazakhstan
Telephone (3272)636868
Telefax (3272) 63-68-68

Mr Nourlan D Kapparov
President, KazTransO1l
84 A Gogol Street
Almaty, Kazakstan

December 1, 1997

Re Tariff Rates

Dear Mr Kapparov,

It has come to my attention that there may be some consideration being given to utihizing a tariff
methodology that funds planned future capital construction projects out of current o1l pipeline
tariffs and incorporates some form of mternal rate of return While this form of tariff
methodology may have a sense of comfort to you and your colleagues as 1t more closely
resembles the old Sowviet style of establishing pipeline tariffs, I urge you to take a close look at
the work done by Hagler Bailly in conjunctions with the mput from the tariff committee Whale I
don’t agree with all the specifics utilized n their recommended taniff methodology and taniff
calculations, the fundamentals are well founded 1n internationally recogmzed regulatory
principles to tanff methodologies and tanff calculations As such, the recommendations of
Hagler Bailly can serve as a very good start on a transition toward full implementation of such
principles

I have worked with the Federal Energy Regulatory Commussion (FERC) for four years and with
Oryx Energy Company and 1ts predecessor company for 17 years (The FERC 1s the USA’s
mdependent regulatory body responsible for the oversight of o1l and gas pipeline taniffs) In these
20 years of experience I have not run across o1l, or natural gas, tariff rates based on funding
PROJECTED capital projects and including a concept of nternal rates of return, except for o1l
pipelines n the Former Soviet Union

V&
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Internationally recogmzed methodologies recoup the cost of capital projects AFTER the
construction 1s completed based on the principle of the asset being used or useful If the capital
project 1s funded entirely from debt, the cost of the debt (principal and nterest) 1s fully recovered
by 1ts inclusion as a cost 1n the tanff calculation If the project 1s entirely funded from equity, a
return component, based on risk calculations for the industry, with appropriate add-ons for other
risk factors, 1s included 1n the tariff calculations If the projected 1s funded from both debt and
equity the tariff calculation 1s adjusted accordingly The company 1s free to earn a higher internal
return 1f it can manage to operate with lower costs and/or higher throughput than those used n
the tanff calculations

Oryx has been producing o1l in Kazakhstan since 1995 With our development work at Arman
and our anticipated success 1n our exploratory efforts on our Mertvy: Kultuk acreage, we hope to
be producing a substantially larger amount of o1l in Kazakhstan 1n the future Also, we continue
to evaluate other opportunities for oil production in Kazakhstan For these reasons we are very
mterested m o1l transportation in Kazakhstan Our main concerns include having a long term
stable environment wherein we can feel secure 1n being able to transport our o1l and that the tarff
rates will remamn reasonably stable If we can not transport our o1l or, the cost of doing so raises
substantially, we risk not recovering our investment in producing the o1l If this happens its likely
we will invest some place else where we can recover our investment and earn a reasonable

return

Oryx 1s pleased to see the formation of the tariff commaittee and the willingness of KazTransOil
(KTO) to utilize an internationally recognized tariff methodology Doing so begins to provide the
stable environment mentioned above because 1t provides the basis for western banks to provide
funds for pipeline rehabilitation and such tariff methodologies do not generally encounter
substantial variations 1n tariff rates over a period of several years

I applaud the efforts KTO 1s making to provide dependable transportation facilities and good
service This 1s evidence, 1n part by enlisting Hagler Bailly to advise KTO regarding tariff
methodologies, the formation of the tariff commuttee to bring impacted parties n on the process
as well as the hard work of many of its employees I sincerely believe this 1s the right direction
and I encourage you to continue on this path 1n lieu of adopting some hybrid of the Soviet style
of determining tariffs

I wish you and KTO much success
Best regards,

Willlam A Conrad
Manager, International Marketing
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TENGIZCHEVROIL

Hyatt Regency Rahat Palace Hotel
Business center, 5th floor

29/6 Satpaev Street

Almaty 480070 Kazakhstan

Tel (7-3272) 50 78 61

(7-3272) 50 78 62/63/64
(7-3272)581-1430/31 (mnt-1)

Fax (7-3272) 50 78 60
(7-3272)581-1437 (int-1)

United States Agency for International Development
Consultant Hagler Bailly

Att O1l Pipeline Tanff Methodology Steering Commuttee

It was our pleasure to serve on the Steering Commuttee as representatives of Chevron, Mobil and
Tengizchevroill We believe the work of the commuttee 1s an excellent foundation for the future
bulding of the pipeline regulatory structure in Kazakhstan The cooperation of Government,
Kazakhstan and International experts on this commuttee highlighted a useful process for reaching
understanding on such important 1ssues

We have reviewed the Resolution and Recommendations that conclude the 1mitial work of the
Steering Commuttee We can state for Chevron, Mobil and Tengizchevroil that, we agree with the
methodology offered to the Republic The methodology provides a means to 1dentify and
calculate the factors that result in a tariff for pipeline transportation This methodology 1s
consistent with those used 1n other countries We further support the eight (8) recommendations
attached to the Methodology It 1s very important that an independent pipeline transportation
agency be created to assure an open and impartial review of tariff accounting and to resolve any
disputes between the pipeline companies and the shippers

Furthermore, we would like to state that we believe there should be a Republic Government
Strategic policy related to o1l pipeline transportation The Republic 1s an owner of strategic
resources that have great present and future value to the people of Kazakhstan We believe one of
the ways to preserve and enhance that value 1t to use the pipeline system as a utility to move o1l
m the most efficient and low cost method This will allow valuable capital resources to remain
with the national and international o1l field companies for continued rapid development of o1l
production for the benefit of the mnvestors and the Republic

Chevron, Mobil and Tengizchevroil are prepared to assist in any future work of the commuttee or
work to help the Republic develop the o1l transportation systems that will serve our mutual
mnterests

\$+
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Sincerely,

Robert Williams
Chevron & Tengizchevroil

Sincerely

Keith Simpson
Mobil 01l Kazakhstan
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EXXON VENTURES (CIS) INC
8, Melnichnaya Str, 480100 3rd floor, Almaty, Kazakhstan
Tel 73272 608-255/256 Fax 7-3272 608-257

December 1, 1997

Mr Nurlan D Kapparov
President of “KazTransO1l”
84A, Gogol Street

Almaty, Kazakhstan

Dear Mr Kapparov,

This1s to confirm Exxon’s support for the pipeline tariff methodology developed by the
O1l Pipeline tariff Methodology Steermg Commuttee chaired by KazTransO1l and whose
members include the former Miistry of Economy and Trade, though 1t’s Anti-Monopoly
Department, the former Mistry of Energy and Natural Resources, the former State Agency for
Control of Strategic Resources, KazakhOil Petroleum Association, and USAID

The methodology proposed in the Steering Commuttees document “Methods for
Calculating Tanffs for Pumping O1l Through the Pipelines” 1s generally consistent with

mternationally acceptable o1l pipelines tariff principles which provide for cost based tariffs that
are mutually fair to shippers and pipeline operators We encourage 1ts adaptation m that form

Best regards

Barry Sauve
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Unocal International Energy Ventures Ltd
kabanbai batvr 7A

480100 Almaty kazakhstan

Telephone 61-36-65 61 82 29 61 71 79
Facsimile 581 1556

UNOCAL

Robert B Tallyn December 1, 1997

Vice President and

Resident Manager Mr Nourlan D Kapparov
President
KazTransO1l
84A Gogol Street
Almaty, Kazakhstan

Re Pipeline Tariffs

Dear Mr Kapparov

Unocal would like to indicate our full support the work and recommendations of the USAID,
KazTransOnl, Kazakh Petroleum Association Pipeline Tariff Commuittee as outlined in their final
report and more specifically in the Resolution prepared by this group

We believe that 1t 1s 1n the best interest of everyone mvolved, the Government of Kazakhstan,
KazTransO1l and the o1l producers and shippers to have fair, transparent and world standard
method of calculating pipeline tariffs We believe that this 1s what this group has recommended
be adopted here in Kazakhstan

It 1s our experience from our operations around the world that regulated o1l tariff rates are not
normally based upon any form of internal rate of return for establishing taniff rates Forecasted
capital construction 1s normally not included mn current rates until construction is completed and
the asset 1s used and useful by the natural monopoly

Unocal sincerely hopes that your Government will allow you to adopt the recommended
methodology as outlined by the Pipeline Tariff Commattee If there 1s anything Unocal can do to
assist KazTransO1l 1n the future please let me know

Sincerely

Bob Tallyn
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CASH FLOW ANALYSIS FOR CAPITAL IMPROVEMENTS ON THE KAZTRANSOIL
SYSTEM

Summary
Results

The analysis shows that the proposed methodology would provide the necessary capital to
support the capital improvement program proposed with the proper mixture of debt and equity
financing, and with a longer repayment schedule than one year At the same time the
methodology will produce reasonable rates which can be maintained at a stable level or have
moderate mcreases which should satisfy customers

Analysis Background

In performing the attached analysis, the examination focused on the analysis of a series of data
on forecasted capital improvement projects for the operating system Detailed information was
provided for 1998, and general data was provided for an extended period through the year 2030
The analysis used the methodology proposed by the pipeline steering commuttee to examine the
potential cash flow produced to meet the forecasted capital improvement programs

The value of the methodology allows for a transparent cost based approach to examiming future
capital improvements and provides an effective tool for planning the most appropriate mixture of
financing among debt and equity to achieve the capital improvement program An additional
benefit of the methodology 1s that it provides the capital planner with the ability to design rates
which provide for levelized rates or to gradually increase rates This aspect of rate design insures
superior relations with and acceptance by the shippers of the transportation rates

The analysis included a base case presentation pursuant to conditions provided by KazTransO1l,
then a series of cases with conservative modifications up to and including through the year 2030

The analysis demonstrates that the methodology will produce the required cash flow and with
appropriate adjustment of the terms of the debt

Five sample cases are demonstrated

1 The Base Case Analysis, titled Data Provided by KazTransO1l, takes the detailed information
for 1998, mcluding the operating divisions such as YuzNefteProvod, and copies the
mathematical relationships for the years 1999 and 2000 Fundamentally, detailed mvestment
data was provided for 1998, and consolidated data was provided through the year 2030 The
capital budget was assigned for the year 1998 was assigned to equity funding and to debt
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funding The capital improvement projects would not be completed and operattonal until the
second year and thus could not included 1n the qualifying asset base as useful until the second
year The conditions established by KazTransO1l was that the principal of the loan or debt must
be paid back n one year The mterest rate on debt was established at 18% The asset values
were provided by KazTransO1l for the company m total and each of the three major operating
divisions  The throughput levels were provided by KazTransO1l for the years 1997 - 2000
Water pipeline projects, the Chinese pipeline project, and the work with the condensate pipeline
extension for AGIP were not included 1n the analysis

2 The Revised Operating Division Case, titled Assumes No Allocation Of Project Financing To
Pavlodar and Aktyubinsk Except Overall, changes the assumptions for 1999 and 2000 for the
operating divisions for KazTransO1l and Pavlodar to presume that the majority of divisional
capital improvements will be made on YuzNefteProvod All other conditions remain the same as
case one

3 The 70% Debt/30% Equity Case, titled 70% Debt and 30% Equity Financing of Capital
Improvements, changes the debt and equity relationship from the two previous cases, which were
approximately 42% debt and 58% equity, to 70% debt and 30% equity All other conditions
remain the same as case two

4 The 70%/30% With 5 Year Loan Payout Case, changes the payback period from one year to
five years The debt related capital improvement projects are included 1n the assets when the
property becomes useful All other conditions remain the same as case three

5 The 33 Year Case has the same title as the preceding case but uses all the general data
available on an average basis through the year 2030 All other conditions remain the same as
case 4

Calculation Assumptions

In first addressing the question, which has been raised 1n the past, the impact of the export
surcharge would be to reduce the total revenue requirement and thus lower the transportation
rate For this analysis, the revenue from the surcharge was not considered

The assets are reduced each year by the accumulated depreciation by subtracting last year's
depreciation, They are ncreased by adding 1n the capital improvements whether from debt or
equity that become useful during the year

The return 1s the revenue the company earns by multiplying the return percentage times the
qualifying assets This revenue 1s used by the pipeline to pay for past capital improvements, to
be saved for future capital improvements, and to be used to provided dividends to investors For
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this example, 1t was assumed that return for years 1998 and beyond were equal to the actual
revenues recerved that year for purposes of calculating taxes

The 1nitial percentage used for the rate of return 1s the equity rate of return identified 1n the
steering committee report 1n September Now since the company proposes to adopt debt
financing then the return on qualifying assets 1s computed as the weighted cost of capital as
discussed 1n the footnote of the tables Debt percentages higher than equity percentages will
cause an increased return rate

Cash flow represents the sum of depreciation and return, and represents the cash available to the
company above operating expenses to meet 1ts investment needs Annual cash flow represents
the cash generated during that year minus loan principal payments and minus equity payments
made during the year Cumulative cash flow 1s the sum of the previous years net cumulative
case flow plus this year's case flow

Other analysis conditions are discussed 1n the footnotes to the tables

INSERT SPREADSHEETS
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CASH FLOW ANALYSIS FOR CAPITAL IMPROVEMENTS ON THE KAZTRANSOIL
SYSTEM

Summary
Results

The analysis shows that the proposed methodology would provide the necessary capital to
support the capital improvement program proposed with the proper mixture of debt and equity
financing, and with a longer repayment schedule than one year At the same time the
methodology will produce reasonable rates which can be maintained at a stable level or have
moderate mcreases which should satisfy customers

Analysis Background

In performing the attached analysis, the examination focused on the analysis of a series of data
on forecasted capital improvement projects for the operating system Detailed information was
provided for 1998, and general data was provided for an extended period through the year 2030
The analysis used the methodology proposed by the pipeline steering commuttee to examine the
potential cash flow produced to meet the forecasted capital improvement programs

The value of the methodology allows for a transparent cost based approach to examining future
capital improvements and provides an effective tool for planning the most appropriate mixture of
financing among debt and equity to achieve the capital improvement program An additional
benefit of the methodology 1s that it provides the capital planner with the ability to design rates
which provide for levelized rates or to gradually increase rates This aspect of rate design insures
superior relations with and acceptance by the shippers of the transportation rates

The analysis included a base case presentation pursuant to conditions provided by KazTransO1l,
then a series of cases with conservative modifications up to and including through the year 2030

The analysis demonstrates that the methodology will produce the required cash flow and with
appropriate adjustment of the terms of the debt

Five sample cases are demonstrated

1 The Base Case Analysis, titled Data Provided by KazTransOul, takes the detailed information
for 1998, including the operating divisions such as YuzNefteProvod, and copies the

Hagler Bailly
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mathematical relationships for the years 1999 and 2000 Fundamentally detailed investment
data was provided for 1998, and consolidated data was provided through the year 2030 The
capital budget was assigned for the year 1998 was assigned to equity funding and to debt
funding The capital improvement projects would not be completed and operational until the
second year and thus could not included 1n the qualifying asset base as useful until the second
year The conditions established by KazTransO1l was that the principal of the loan or debt must
be paid back in one year The interest rate on debt was established at 18% The asset values
were provided by KazTransOil for the company 1n total and each of the three major operating
divisions The throughput levels were provided by KazTransOil for the years 1997 - 2000
Water pipeline projects, the Chinese pipeline project, and the work with the condensate pipeline
extension for AGIP were not included in the analysis

2 The Revised Operating Division Case, titled Assumes No Allocation Of Project Financing To
Pavlodar and Aktyubinsk Except Overall, changes the assumptions for 1999 and 2000 for the
operating divisions for KazTransO1l and Pavlodar to presume that the majornty of divisional
capital improvements will be made on YuzNefteProvod All other conditions remain the same as
case one

3 The 70% Debt/30% Equity Case, titled 70% Debt and 30% Equity Financing of Capatal
Improvements, changes the debt and equuty relationship from the two previous cases, which were
approximately 42% debt and 58% equuty, to 70% debt and 30% equity All other conditions
remain the same as case two

4 The 70%/30% With 5 Year Loan Payout Case, changes the payback period from one year to
five years The debt related capital improvement projects are included n the assets when the
property becomes useful All other conditions remain the same as case three

5 The 33 Year Case has the same title as the preceding case but uses all the general data

available on an average basis through the year 2030 All other conditions remain the same as
case 4

Calculation Assumptions
In first addressing the question, which has been raised 1 the past, the impact of the export
surcharge would be to reduce the total revenue requirement and thus lower the transportation

rate For this analysis, the revenue from the surcharge was not considered

The assets are reduced each year by the accumulated depreciation by subtracting last year's

Hagler Bailly
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depreciation, They are increased by adding 1n the capital improvements whether from debt or
equrty that become useful during the year

The return 1s the revenue the company earns by multiplying the return percentage times the
qualifying assets This revenue 1s used by the pipeline to pay for past capital improvements, to
be saved for future capital improvements, and to be used to provided dividends to investors For

this example, 1t was assumed that return for years 1998 and beyond were equal to the actual
revenues received that year for purposes of calculating taxes

The mitial percentage used for the rate of return 1s the equity rate of return identified m the
steering committee report in September Now since the company proposes to adopt debt
financing then the return on qualifying assets 1s computed as the weighted cost of capital as
discussed 1n the footnote of the tables Debt percentages higher than equity percentages will
cause an increased return rate

Cash flow represents the sum of depreciation and return, and represents the cash available to the
company above operating expenses to meet its investment needs Annual cash flow represents
the cash generated during that year minus loan principal payments and minus equity payments
made during the year Cumulative cash flow 1s the sum of the previous years net cumulative
case flow plus this year's case flow

Other analysis conditions are discussed n the footnotes to the tables

INSERT SPREADSHEETS

Hagler Bailly
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Approved Approved
Agency of the Republic of Kazakhstan Minsster of Finance
for Strategic Planing and Reforms, of the Republic Kazakhstan
Minsster of the Republic of Kazakhstan ~ = ———m—meeeeee A Pavlov

E Utembaev @~ = cemmemeeeee 1997

1997

Provisions

on Standard Tariff Calculation for Pumping of O1l, O1l Products and Water
via Trunk Lmes of the Republic of Kazakhstan
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1 Scope and Application

1 1 This Provisions contain the system of mamn principles, criteria and methods for
calculation of tariffs for pipeline transportation/pumping ( loading, preparation
and storage) of o1l, o1l products and water

1 2 The purpose of the Provisions 1s to provide conditions for economucally efficient
operations of pipeline companies, timely and proper repair and rehabilitation
works to maintain the safe operation of trunk pipelines

1 3 Provisions are designed for the use by

* pipeline companies, joint stock companies and other legal entities, irrespectively
of type of ownership, which are deemed Kazakhstan natural monopoly busimess

entities, prices for their products and services subject to state regulation,

» state, regional and local governmental bodies and other entities, which supervise
the activities of pipeline compantes,

e shippers,

* developers of nvestment projects related to construction and modermzation of
pipelines

1 4 The provisions are based on internationally accepted approaches to calculating
tariffs and prices for the products of natural monopolies The basic approach 1s
the establishment of fixed rate of return on qualified assets of the company and
(or) debt capital

1 5 The provisions stipulate application of the software, which implement calculation
principles and methods

2 Basic Terminology and Definitions
2 1 Pumpmg tanff (basic tanff rate) means cost of pumping of 1 ton by a fixed route

2 2 Specific pumping tariff rate means cost of pumpmg of 1t km

2 3 Tanff entity means pipeline company or 1ts units, the specific pumping tariff
calculated within their boundaries

2 4 Surcharge means additional charge accrued to basic pumping tanff rate to cover
costs of additional services provided by the company

2 5 Loading surcharge means cost of loading of 1 ton of 01l at a certain loading pomnt
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2 6 Reloading surcharge means cost of reloading of 1 ton at a certain reloading point

2 7 Surcharge for o1l heating means cost of 1 t km o1l heating to ensure
transportafion

2 8 Viscosity surcharge means pumping cost of 1 t km of o1l of high and medium
viscosity requiring additional power expenses

2 9 Storage surcharge means storage cost of 1 ton of o1l 1n a tank during a certain
period of time

3 General Provisions

The following basic provisions consistent with laws of the Republic of
Kazakhstan and applicable international standards e in the basis of tariff
calculations for transportation services

3 1 Transportation tariffs shall ensure required recovery of costs of pumping
operations (reloading, loading, preparation, storage) under standard conditions of
pumpimng' and formation of standard return, sufficient for rehabilitation and
modermzation of production assets mvolved

3 2 Calculations of transportation tariffs are based on tanff revenue determined
according to the following formula

Tariff Revenue = Total Costs +Standard Return (return on assets) +Taxes

3 3 Total costs shall include all operation and maintenance costs, depreciation,
diagnosing expenses, costs of capital repair, insurance, administrative and general
costs, as well as payment of all taxes and customs fees and duties, envisaged by
tax and customs regulations of the Republic of Kazakhstan

3 4 Standard return included into taniff shall ensure regular operation of pipeline
system, and accomplishment of rehabilitation, techmcal improvement and
modernization of basic production assets, as well as opportunity for repayment of
loans attracted for that purpose

! Note Standard conditions of pumping mean continuous ntake, transportation and delivery with-
out warrants and quahty momtormg during mixture pumping, 1 compliance with shipper’s guidelines
regarding the change of the route i case of imited shipment ( when such hmitations occur due to
other reasons than the pipelme company fault, shippers shall compensate for the losses of transporta-
tion companies)
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3 5 Standard return within the tariff shall be hmited by the established rate of return
(real internal rate of return - RIRR) on qualified assets of pipeline company 1n
accordance with the officially published nflation rate for the calculation period

3 6 IRR shall be established during the first year of the mtroduction of the
methodology based on the calculations, accounting for the plan of mandatory
reparr and rehabilitation works, reconstruction and techmcal improvement of
pipeline system, as well as attraction, 1f necessary, of debt capital for this purpose
There should be serious grounds for reviston of rate of return, such as
hyperinflation, significant changes 1n tax laws, assets evaluation, volume of o1l
pumped, abandonment of certain pipeline routes

3 7 Tanff revenue from operating pipelines shall not include new pipelines
construction costs During the process of new pipeline project design, return
required for the cost-recovery shall be included into the tariff revenue

3 8 Transportation tariffs shall be calculated as a tariff rate for transportation
and variety of surcharges, corresponding to specific costs related to additional
services provided to shippers (reloading, loading, preparation, heating, storage,
etc )

4 Basic Tanff Elements
4 1 Costs

4 1 1 During the formation of tariffs for pipeline services, consideration shall be given
to the costs determined 1n accordance with Accounting Standards approved by the
National Accounting Commussion of the Republic of Kazakhstan, current tax laws
and regulations, and Special Procedure for formation of prices for products
(works, services) produced and distributed by natural monopoly business entities

4 1 2 Costs plan of the tariff entity shall be based on the analysis of the previous
period of business activity, and the work plan for the next penod, taking mnto
account projected inflation rate for basic raw materals, power, increase of the
minimum wages

4 1 3 For the purpose of tariff calculation, all costs shall be divided into basic costs,
which are the base for the calculation of the basic transportation tariff rate, and
additional costs related to additional services provided to shippers (reloading,
loading, preparation, storage, heating, etc )

4 1 4 Centralized admimistrative and general business costs of the whole company,
mcluding those of communication, bank services, loan mterests, advisory services,
etc shall be distributed among tariff entities of the company to be mcluded into
tariff in proportion to the throughput

4 1 5 Depreciation of current and acquired capital assets 1s based on their value and
approved depreciation standards, 1n accordance with the current tax legislation of
the Republic of Kazakhstan
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42 Return
421 In tariff calculation the amount of return 1s determied on the basis of regular
needs of enterprise for rehabilitation, technical improvement and reconstruction
The amount of return 1s limited by the fixed rate of return for the qualifying assets
of the pipeline company

422 Assets of the pipeline company mclude equity present value and net working
assets

4 2 3 Present value of assets 1s determined as residual cost of capital assets, considering
depreciation, write-off and introduction of new capital assets

4 2 4 Net working assets are determined as follows

Cash + Matenals + Oil and O1l products,
owned by the company, + Advance payments - Current Payables

4 2 5 Standard return, mcluded 1nto tanffs, 1s determined by the RIRR 1n amount of
15% of the cost of qualifying assets of the pipeline company, and of debt capital

during the calculation period

42 6 Current rate of return can be estimated using cash flow tables during the given
period, or n a simphfied way, using the following formula®

Current rate of return (%)=Current net return/Present value of assets,
where,

Current rate of return = Total amount of current revenue - Amount of
total expenses, Income tax not included - Current mmcome tax

taking 1nto account the official published inflation rate for the given period

2 Examples of tariff calculation with use of cash flow tables to achieve fixed IRR for equity and
debt capital are given m Appendices 1,2 Calculations are performed in compliance with “Temporary
Provisions on Standards for Estimation of Economic and Financial Efficiency of Investment Projects,
proposed for mnclusion mnto the State Investment Program” approved by the Resolution of the Ministry
of Economy and Trade of the Republic of Kazakhstan on June 27, 1997, No 113a to implement the
Resolution of the Government of the Republic of Kazakhstan No 528, dated April 10, 1997, and in
accordance with the key prmciples of the Methodology of taniff calculation, developed by USAID

14l
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5 Tanff Calculation

51 Calculation of basic taniff rates for pumping within the boundaries of a tanff entity
via 1-section 1s made according to the following formula

T,=(TB/A) 6 A,,
where,

TB - total planned tariff revenue for the given tanff entity,
A - total planned throughput for the given tanff entity,
A, - length of the taniff section 1, km

52 Calculation of Surcharges on Basic Tariff Rates

621 Surcharges for additional services, provided by a pipeline company, shall be
calculated individually for each type of service, taking mto consideration relevant
expenses

6 2 2 Surcharge for loading (unloading, reloading, storage, technological treatment) of
o1l shall be calculated and approved for each loading station (unloading station,
storage facility and reloading station) in Tenge per 1 ton of o1l according to the
following formula *

HH=TBH/O,
where,
TBH, - planned tanff revenue for 1-loading station (unloading, reloading, storage,
treatment),
O - loaded (unloaded, reloaded, stored, treated) volume
6 23 Planned tanff revenue for loading (unloading, reloading, storage, technological

treatment) for 1- loading station (unloading station, storage facility and reloading
station) 1s calculated according to the following formula

TBH, = CI, & (OA/C),
where,
CH, - expenses per 1-loading station (unloading, reloading, storage, treatment),

TB - planned company revenue,
C - total company expenses, taxes not included
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6 2 4 Surcharge for loading (unloading, reloading, storage, technological treatment)
for an individual shapper 1s calculated with consideration of the loading station and
volume loaded according to the following formula

HH = HH, x O,
where,

HH - amount of surcharge for loading (unloading, reloading, storage, technological
treatment) for an individual shipper,

HH, - amount of surcharge for loading (unloading, reloading, storage, technological
treatment) of 1 ton of o1l per i-loading station (unloading, reloading station, storage
facility, treatment station)

O - loaded (unloaded, reloaded, stored, treated) volume of o1l

6 2 5 Surcharge for o1l heating shall be calculated 1n Tenge per km and approved for
every tariff entity within its boundaries The calculation i1s made according to the
following formula

A

i1, = OAI/A,
where,

(:)Al - planned tariff revenue for o1l heating per 1-tariff entity,
A - total throughput of oil, which requires heating, for i-tariff entity, or total
throughput of 01l with medum and high viscosity

6 2 6 Planned tanff revenue for o1l heating (viscosity) 1s determined for 1-tariff entity
according to the formula
OAl1,=Cl, 5 OA/C,
where,
CL- planned expenses for o1l heating per 1-taniff entity,

OA - planned company revenue,
C - total company expenses, taxes not mcluded

6 2 7 Surcharge for o1l heating (viscosity) for individual shippers per i-tariff entity 1s
calculated with consideration of the amount of shipment and length of the route
according to the following formula

2o

Mm=11.616A4A,

where,

1
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r

II - surcharge for o1l heating for shippers,
I1, - surcharge for heating of 1 ton of o1l per 1 km for 1-tariff entity,
I - volume of shipments,

A - length of the route, km

7 Procedure for Tariff Revision and Approval

Tariff rates shall be revised not oftener than once a quarter Tariffs shall be revised
when deviation of amounts of actual throughput or expenses from the planned values
exceeds 10 %

A company, intending to revise 1ts tariffs, shall submit the documents to the
authorized regulatory body, which contamn actual data on 1its activities during the
previous period (3-12 months) and calculations, justifying new tariff rates

Submutted documents, justifying new tariffs, shall include

71 Actual and projected data on total throughput and services, provided by the
company, and its major branches, for the previous calculation period and for
projected one

7 2 Actual and projected amount of tariff revenue from basic operations of the
company and its major branches, during the previous calculation period and for
projected one

7 3 Actual and projected amount of tariff revenue, mcluding cost, return and taxes
for the whole company and 1ts branches during the previous calculation period and
for projected one

7 4 Information on the company assets to be considered when calculating tariffs
should include the following

1) historic cost of assets minus accrued depreciation

2) working capital, including cash, materials, advance payments
and o011, owned by the company

3) accrued deferred expenses

75 Total depreciation amount of basic tariff entities, calculated by totaling of
individual depreciation rates for imndividual pipelines, pumps etc , depreciated mn
accordance with the current depreciation schedules

o
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7 6 Plans of capital repair, technical improvement, modernization and reconstruction
for the entire company and 1ts branches during the planned period and
mplementation of those during the previous calculation period

7 7 Fmancial Statement
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Attachment #1

Case of cash flow table design for calculation of basic specific tanff rates for
pumping of o1l, o1l products and water via pipelines

Items

Throughput, min T * km
Specific taniff, tg/t * km

Taniff revenue min tg

Tariff revenue with VAT, min tg
Total costs, mln tg

mcluding

6 Equity mvestment, min tg

7 Debt assets, min tg

8 O&M Costs, min tg

mcluding

raw materials

power

fuel

wages fund

capital repair

current repair

other expenses (1ncluding overheads)
9 Depreciation, total, min tg
mcluding

depreciation of current assets

of acquiring

10 Loan residue

11 Loan payments

12 VAT, 16 7% of gross mcome
13 Road Fund, 0 5% of (gross income -VAT)
14 Property tax, 1%

15 transport tax

16 Land tax

17 Social, medical msurance, pension fund 30% of 7?
18 Employment fund, 2% of ??

19 Other taxes and fees

20 Customs fees

21 Rate of price escalation, %

22 Rate of inflation, %

23 Taxable income, min tg

24 Income tax, 30%

25 Dividends

[V, T NI S I S I
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26 Tax on dividends,1%

27 Return

28 Cash flow

29 Accumulated cash flow

30 Real 1nternal rate of return (RIRR), %
31 NPV 10%,15%,20%, min tg

32 Total revenue from the project

33 State’s share of return

34 Company’s share of return

where Iime 2) = 3) (1)

Iime (3) = (5) +(27) +(26) +(24)

lime 27) = (23) - (24) - (26)

lime 23) = (3) - (5)

line (32) = (33) + (34)

Ime (33) = (12) + (13) + (14) + (15) +(16) + (17) + (19) +(20) + (24) + (26)
line (34) = (28)

line (28) = (27) + (9)

lme (29) = (28) = 29)*"

For substantiation of new rates the following documents shall be submutted to the
regulatory body

1 The mam table of cash flows, reflecting tariff calculations aimed to achieve 15%
IRR

2 Additional tables of cash flows, reflecting IRR after reinvestment of part of return
(or debt capital) in implementation of the plan of mandatory rehabilitation works,
technical improvement and reconstruction of production assets **

* More detailed explanations to calculations terms and definitions 1s given 1n attachmnet 2

**Special condititons of operation of pipelines and tanks require the letter to be replaced or reconstructed withm
30-year period of pumping station equipment and communication means - 20-year period Therefore average
annual volume of rehabilitationestimated m current prices shall approximate 30% of current pipelines and tanks,
and 5% of current pumping station equipment and communiction means

At
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EXECUTIVE SUMMARY

COMPARATIVE ANALYSIS STEERING COMMITTEE RECOMMENDED OIL PIPELINE
TARIFF METHODOLOGY VERSUS KAZTRANSOIL DRAFTED RESOLUTION ON
STANDARDS OF TARIFF CALCULATIONS FOR PUMPING OIL, OIL PRODUCTS, AND
WATER

A steering committee - with representation from KazTransO1l, various government mimstries
including representatives of the AntiMonopoly Commuttee, KazakhO1l, the Kazakhstan
Petroleum Association, and USAID - were commissioned pursuant to a request of the
Government of the Republic of Kazakhstan to provide technical assistance in the development
and implementation of an internationally acceptable pipeline tariff methodology The Steering
Commuttee finalized a resolution and a recommended tariff methodology m November 1997, and
submitted this to the appropriate government agencies Subsequently, KazTransO1l filed a
different Resolution on Standards with accompanying rate information

The attached provides a detailed article by article review of the KazTransOil filing and 1ts
differences from that proposed by the Kazakhstan Government steering commaittee

Fundamentally, the KazTransO1l Resolution provides for approximately a 200% increase 1n
transportation rates, exclusive of additional surcharges that are added for loading and heating o1l

Additionally, the KazTransO1l documents 1gnore all the revenues currently available to the
pipeline to meet 1ts revenue requirement  Once a revenue requirement 1s developed, current
revenues, the value of bartered o1l income, and the o1l export surcharge are used to reduce the
total revenue requirement, and the resulting difference defines the amount of increase that should
be granted the pipeline

The differences between the recommended methodology and the KazTransO1l methodology,
inciuded 1n 1ts Resolution, are extensive The principle differences are in the manner of the
calculation of the return on qualifying assets, the use of extensive forecasted and estimated data,
and the construction of the loading and heating surcharges

KazTransO1l proposes a rate of return that they 1dentify as a "Real Internal Rate of Return”,
which they set at 15% Thus 1s not equivalent to the recommended methodology's rate of return
on qualifying assets of 15% To produce the equivalent rate impact, the rate of return through
the recommended methodology would have to be above 30% This gross inflation of rate results
from the misapplication of temporary provisions 1ssued by the Ministry of Economy 1n June

Hagler Bailly
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1997 on standards for estimation for investment projects It is entirely inappropnate to apply
investment calculation procedures to regulated public utilities for establishing returns on
qualifying pipeline assets Such investment procedures incorporate extensive subjective
estimates of future economic conditions They are not sanctioned internationally for the use of
establishing rates of return for public utilities and setting rates

The KazTransO1l application incorporates the future costs of proposed construction in current
rates Internationally accepted rate design structures provide that, for setting rates, the assets
should be used and useful Customers deserve fair rates based upon the actual costs of
equipment used 1n providing them service

Lastly, surcharges to shippers should be imited to the actual incremental costs caused by the
provision of the specialized service The expenses of the additional services should be charged
those who use them - such as the loading of 011 Shippers who do not use these services should
not be charged those costs The expenses used to calculate the surcharges should not be included
n the basic transportation rate The surcharges should not be the source of additional return on
assets for the pipeline 1n duplication of the return provided through the basic transportation
charge The KazTransOil methodology violates all of these recommended principles

Fundamentally, the KazTransO1l proposed resolution and methodology produces vastly inflated
rates which would cripple o1l production in Kazakhstan by pricing the delivered product beyond
marketable prices in world markets It 1s not an acceptable international methodology and
significantly differs from the recommendations of the Steering Committee commissioned by the
Government of Kazakhstan

Hagler Bailly
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COMPARATIVE ANALYSIS STEERING COMMITTEE RECOMMENDED OIL PIPELINE
TARIFF METHODOLOGY VERSUS KAZTRANSOIL DRAFTED RESOLUTION ON
STANDARDS OF TARIFF CALCULATIONS FOR PUMPING OIL, OIL PRODUCTS AND
WATER

1 The KazTransO1l (KTO) filing covered pumping of o1, o1l products and water via trunk lines
in the Republic of Kazakhstan The Steering Commuttee recommendation was that the tarff
methodology should separate o1l and refined o1l transportation, and that water transportation
should be treated as a separate matter In the KTO filing, water 1s included nto the defimitions
and discussions, but not separately analyzed to produce transportation rates Water
transportation 1s primarily a function of YuzNefteProvod and not prevalent across the system If
o1l transportation rates are appled to the transportation of water, this will cause huge mcreases
water rates to potable water users such as those 1n the cities, and to well drillers who use the
water 1n o1l production This will cause significant social and o1l production cost increases Oil
transportation rates are not appropriate for water transportation The cost basis for developing
water rates are different

2 The first section of the KTO application 1s termed Scope and Application and covers Articles
11throughl5

a These Articles provided that the rates produced through this procedures will also be
used for water transportation As mentioned previously, this will cause severe economic
hardship on consumers of water as well as users of water for o1l production Though most of the
principles of o1l tariff methodology are applicable to water pipeline operation, there are key
differences that normally necessitate a separate methodology and rate design

b KTO included language n this section, Article 1 3, to indicate that the provisions are
for the use of designers of investment projects related to construction and modermzation The
normal regulatory system of tariffs 1s intended to provide a return, on qualifying assets, which
will be utilized by the management of the company for a variety of uses, for example, retention
for future capital construction However, a proper tariff methodology 1s intended to provide only
for recovery of operating expense, and a return on qualifying assets that are currently being used
Future capital construction expenses should not be included 1n current rates as driving factor
Thus 1s the accepted international practice for regulated public utilities  Future investments and
capital improvements are a separate function of management and capital budgeting - not part of
the rate development process The capital budget planner develops financing plans using the
current stream of revenues, and revenues deriving from debt, to plan future construction and
modernization This msures that rates to current users are fair and reasonable

Hagler Bailly
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3 Section 2, Terminology and Defimtions which covers Articles 2 1 through 2 9, 1 the KTO
application 1s a limited hist of defimtions Since KTO changed the procedure for calculation of
return on qualifying assets to a method described as Real Internal Rate of Return (RIRR) (which
utilizes forecasted nflation rates) and since this calculation procedure 1n not acceptable
internationally for regulated public utilities, this section should have provided a detailed
definition of what was intended by the use of RIRR, and defined how 1t was calculated

4 Section 3, General Provisions, covers Articles 3 1 through 3 8, 1n the KTO application

a Article 3 1, in the KTO application, included the provision that tanff rates would
include the formation of a standard return sufficient for rehabilitation and modernization of
production assets involved This violates the recommended methodology principle that return
should be based upon useful assets and current operating expenses Forecasted rehabilitation and
modernization should not be included 1n current rates because the customers pay for the use of
assets that do not exist or may not ever exist These inflated rates may 1n turn cause the
customers to reduce shipments because they may not be able to market their o1l at competitive
prices in the world markets The reduced transportation that results may mean that the pipeline
company will not be able to meet its current operating costs

b KTO Article 3 2 contains a basic formula for calculating revenue from tariffs and, as
such, 1s not 1n disagreement with the recommended methodology

¢ KTO Article 3 3 contains a description of total costs as listed in the formula in Article
32 Aslong as these are current expenses, these provisions are not i conflict with the
recommended methodology However, as filed, the KTO Article 1s 1n disagreement with Article
32 Inthe formulan 3 2, "taxes" are separate from "total costs" In 3 3, taxes are included mn
total costs

d KTO Article 3 4 1s not in conflict with the recommended methodology as long as this
1s not mterpreted to mean that forecasted interest rates and inflation, nor forecasted construction
costs are included 1n the standard return The current rate of return on assets should not driven by
future capital construction needs

e KTO Article 3 5 1s the primary area of disagreement with the Steering Commuttee
recommended methodology Instead of proposing a standard return on qualifying assets as
utilized by international regulated public utilities, the KTO application proposed what they
termed a "real mternal rate of return - RIRR" The RIRR seems to result from an attempt to
develop an 1nternal rate of return, which 1s commonly used 1n capital budgeting to analyze the
potential economic viability of individual capital improvement projects This RIRR was not
calculated consistent with the calculation of an IRR, and no known regulated public utility 1s
authorized to compute a return on qualifying assets in this manner

f KTO Article 3 6 continues the discussion of the RIRR, indicating that 1t will be
derived based upon future repair, rehabilitation, and reconstruction of the pipeline system It
also provides for increases 1n rates, based upon factors such as hyperinflation, changes 1n tax

Hagler Bailly
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laws, volume of 01l pumped, liquidation of certain pipeline routes, and assets valuation It 1s not
clear in the KTO filing whether these factors could mnduce a lower rate of return  but 1t 1s imphied
that the rate will increase, because of these factors If the volume of oil pumped decreases as the
result of the vastly increased transportation rates, the implication 1s that the rate of return would
be increased to raise the rates, which mn turn would cause a reduction 1n the volume of o1l
pumped, and continue this process in a death spiral to the point that revenues fall to levels
wherein the pipeline cannot be operated The Steering Commuittee recommended rate of return 1s
designed to be based as much as possible on current costs and known facts The recommended
return on quahifying assets should be sufficient to provide a reasonable equity return that would
attract investors, provide capital for improvements, and lastly would not be so high as to unduly
burden the customers with unreasonable rates

g KTO Article 3 7 indicates that during construction, the construction costs would not
be included 1n operating costs for the computation of rates Under the KTO proposal, KTO
would have already collected these construction costs through rates when the project was 1n the
planning stage There 1s no guarantee that the previously collected construction costs correlate to
the actual construction costs mcurred, or how this disagreement n costs would be resolved Since
the new pipelines are already fully paid by the shippers, under the KTO proposal, the value of
these assets should not be included mn quahifying assets for the development of rates Under the
Steering Commuttee recommended methodology, construction costs of new pipeline systems,
once they become operational are included 1n the value of qualifying assets against which a
return 1s assessed Under the recommended procedure, shippers pay for assets that actually
support the services that they recerve

h KTO Article 3 8 indicates that tanffs are established on the basis of a basic
transportation rate and surcharges are added 1n the form of rniders for specialized services that are
1n addition to the basic transportation service, such as loading, heating, and storage This
principle 1s not 1n disagreement with the principles of the recommended methodology It 1s
fundamental under the Steering Commuttee recommended methodology that the costs associated
with any riders or surcharges should not be included n the calculation of the basic transportation
charge Only the incremental costs, caused by the service covered by the surcharge, should be
included 1n the surcharge or rnider, and only those customers pay for the specialized services who
require the service

5 Section 4, 1n the KTO proposal 1s titled "Basic tariff constituent elements” It consists of two
major subsections - 4 1 Costs and 4 2 Return Article 4 1 1s broken mto subordinate Articles
411-415
a Article 4 1 Costs
(1) KTO Article 4 1 1 indicates that tartffs will be constructed in accordance
with the approved Accounting Standards and the laws of Kazakhstan The recommended
methodology would not disagree

Hagler Bailly
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(2) KTO Article 4 1 2 indicates that cost plans shall be based on an analysis of
the preceding period and the work plan for the next period with forecasted increases The
recommended methodology indicated that 12 months of historical data would be required or in
the case of a new service forecasted data might be accepted The difficulty of accepting
forecasted data 1s to introduce large degrees of unreliability into the analysis With regular
filings, 12 months of actual data would reasonably respond to changing economic conditions

(3) KTO Article 4 1 3 indicates that basic costs and special rider costs would be
separately accounted Thus 1s not in disagreement with the recommended methodology

(4) KTO Article 4 1 4 indicates that centralized admmnistration costs will be
distributed among the operating division costs based upon the throughputs of the respective
divisions The recommended methodology indicated that the distribution should take place, but
did not specify the allocator Common allocators are throughput or total divisional
administrative expenses This KTO proposal s not 1n contravention to the recommended
methodology

(5) KTO Article 4 1 5 indicates that depreciation shall be 1n accordance with
Kazakhstan approved legislative standards This does not contradict the recommended
methodology The common mdustry standard for transmission pipe and major related equipment
1s straight line depreciation

b Article 4 2 Return

(1) KTO Article 4 2 1 indicates that the amount of the return 1s based upon the
needs of the enterprise for rehabilitation, etc , and that the return rate 1s applied agamnst the
mnvolved assets of the pipeline company This 1s not 1n agreement with the recommended
procedure, as long as the intent of this Article 1s to include forecasted capital construction 1in
developing the rate of return

(2) KTO Article 4 2 2 indicates the assets include the current value of the equuty
and net working assets - this agrees with the recommended methodology

(3) KTO Article 4 2 3 indicates that the current value 1s the depreciated
production assets plus any new production assets - this agrees with the recommended
methodology as long as 1t 1s understood that the new production assets must be used and useful,
that 1s, actually operating as part of the pipeline system during the period over which the rates are
computed

(4) KTO Article 4 2 4 presents the net working capital formula 1n the same form
as the recommended methodology

(5) KTO Article 4 2 5 represents the greatest departure from the recommended
methodology by seeking a RIRR 1n the amount of 15% Thus 1s not the same as the regulatory
rate of return computed at 15% The regulatory rate of return equivalent to the KTO proposal 1s
20% - 40%, depending upon the calculation procedure Comparing the KTO tariff rates to
prelimmary tanff rate calculations - based upon the recommended methodology - a regulatory
rate of return of 32% would have been required to achieve the same level of transportation tariff
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rates The KTO proposed tariff rate was a 200% mcrease over current rate levels Apparently
the KTO use of the RIRR 1s based upon the Standards for Investment Projects 1ssued by the
Minstry of Economy 1n June of 1997 Investment projects are a function of capital budgeting 1n
a regulated public utility and are m no way a direct component of the calculation of a regulated
public utilities rate of return on qualifying assets This section 1s not 1n keeping with the Steering
Commuttee recommended tanff methodology

(6) KTO Article 4 2 6 includes the formula 1dentified 1n the recommended
methodology, but indicates the use of inflation rates n the formula, which disagrees with the
Steering Committee recommended methodology

6 Section 5 of the KTO proposal 1s titled "Calculation of tariff" It consists of Articles 5 1 and
5 2, with Article 5 2 divided into Subordmnate Articles 52 1-527
a KTO Article 5 1 provides the formula for the calculation of the tanff rate per section
of pipeline  The KTO proposal uses planned revenue and planned throughput to make the
calculation The recommended methodology depended upon actual throughput and an allocation
of the actual revenue requirement
b KTO Article 5 2 provides Subordinate Articles for the calculation of surcharges to the

basic tanff rates

(1) KTO Subordinate Article 5 2 1, as stated, 1s in keeping with the philosophy
embodied 1n the recommended methodology, however 1ts application 1n the following
subordinate Articles 1s not in keeping with the recommended methodology

(2) KTO Article 5 2 2 1s not 1 keeping with the philosophy of the recommended
methodology The KTO proposal would set a loading rate based upon a planned revenue divided
by loading volumes The recommended methodology would require that the separate
mcremental expenses necessary to perform the loading be compiled and that total expense
amount be divided by the tons of loaded material to arrive at a loading rate Surcharges should
not be a source of profit - only recovery of incremental expenses from those customers that cause
the expense The expenses used to calculate this surcharge should not be included 1n the
expenses used to calculate the basic transportation rate 1n Article 5 1

(3) KTO Article 5 2 3 calculates the planned revenue for the loading tanff by
dividing the expenses for loading by the pipelines total expenses, and multiplying this times the
pipelines total planned company revenues This means that there will be double recovery of
some cost factors This violates the cost causation philosophy of the recommended methodology
and over recovers the pipeline's revenue requuirement A footnote to this section indicates that the
calculation of the surcharges can be corrected with consideration of the maximum allowed tariff
revenue This 1s not indicated elsewhere and there may not be any actual mechamism to adjust
surcharges, but this would indicate that customers being billed under the surcharge are
overpaying for the service and subsidizing the basic transportation revenue There 1s no
discussion of a refund mechanism to return excessive collections to customers This violates the

Hagler Bailly
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recommended methodology

(4) KTO Article 5 2 4 simply demonstrates the calculation of an indrvidual
shippers surcharge based upon the preceding two subordinate Articles The total concept, as
proposed, violates the principles established m the recommended methodology

(5) KTO Article 52 5 ndicates that a surcharge for heating o1l will be calculated
and approved for every tanff entity within 1ts boundaries Articles 525,52 6, and 5 2 7 follow
the same pattern and suffer from the same flaws as did Articles 522,523 and 524 They also
violate the principles established in the recommended methodology Additionally, 1t 1s not clear
from the KTO proposal whether all shippers will be charged the heating surcharge or only those
needing the service Both lead to over recovery of income requirements in violation of cost
causation The former will lead to vastly excessive over recovery of mncome requirements,
especially from those shipping light crude oils

7 Section 6 1s titled the Procedure for tanff revision and approval It includes Articles 6 1
through 6 7 It provides that rates will be filed quarterly, and filed more often when the actual
throughput or expenses deviate from the planned values by 10% The individual Articles list the
documents to be provided to support the tariff revisions The documents include the actual and
planned data The recommended methodology provides for annual applications, though more
often than annual were allowed, 1f the economic situation of the pipeline necessitates - though no
more often than quarterly would be expected Additionally, the recommended methodology
provides that the return on qualifying assets should not change any more often than annually
Shippers need some assurance of contimnuity 1n transportation rates They must plan for dehvery
to world markets and need stability in transportation rates in order to make the economic
decisions necessary to decide to produce and ship their crude 011  Additionally, approving
governmental authorities such as the Antimonopoly Commuttee and the Agency for Strategic
Planning should not be overburdened with excessive and unnecessary filings of rate increase
requests They should not have successive filings made before adequate time for review 1s
completed Basing rate applications on subjective forecasts will lead to numerous filings - 1f the
pipeline adheres to 1ts proposed 10% guideline

Hagler Bailly
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MINUTES OF PIPELINE TARIFF MEETING
INSTITUTE FOR STRATEGIC STUDIES
AKMOLA, FEBRUARY 26, 1998

Chairman Mr Alexander I Andryuschenko, Vice Chairman, Agency for Strategic Planning
and Reforms

Present Mr Rakhim Nurgazimov, Head of Transport Dept , Agency for Strategic Planning
and Reforms

Ms Gaziza Baramysova, Head of Taniff Department, Ministry of Energy

Ms Elena Popandopoulo, Head of Price Regulation Dept , Anti-Monopoly Commuittee, Agency
for Strategic Planning and Reforms

Ms Tatyana Solomina, Head of Tariff Dept , KazTransO1l

Mr Amir Sykhanberdin, Head of Analysis and Monitoring Dept of Economy, Agency for
Strategic Planning and Reforms

Mr Ivan Kuzmenkov, Head of Investment/Industry Dept , Ministry of Finance

Ms Aigerim Zulkasheva, Head of Complex Evaluation of Investment Projects Dept , Agency for
Strategic Planning and Reforms

Mr Kairat Mukhamediev, Deputy Head of State Policy of National Development Dept , Agency
for Strategic Planning and Reforms

Ms Svetlana Ivanova, Hagler Bailly

Mr Claude Eggleton, Hagler Bailly

Mr Helmut Merklein, Hagler Bailly

The meeting was opened at 4 00 PM by Mr Andryuschenko who stated that his office had
received a proposal from KazTransO1l describing a new tariff methodology the pipeline intended
to use and a proposed pipeline taniff He had also received a tariff methodology proposal from
USAID that had been transmitted to his Agency by the US Embassy These two proposals had
many features 1n common, but they also differed significantly in some important aspects The
reason for the meeting was to have the proponents of the respective methodologies present their
proposals for general review and discussion, so that a final deciston could be taken 1n light of the
arguments that had been put forth by all parties

Mr Andryuschenko noted that the Anti-Monopoly Commuttee was not yet present but suggested
that the discussion be conducted anyhow and he mnvited KazTransO1l to begin the discussion by
stating 1ts case (Ms Popandopulo with the Anti-Monopoly Committee arrived about forty
minutes later)

Ms Solomina then took the floor She noted that KazTransO1l had been working with Hagler
Bailly and the Steering Commuttee until September/October of 1997, and that there had been no
basic disagreements at that time She pointed out that in September she had received a floppy
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disk with a tariff model from Mr Merklein and that KazTransOil had basically agreed with the
model which used the internal rate of return as the driving mechanism

In October, Hagler Bailly started to use a different and significantly simplified version of the
model, which based 1ts tariff calculations on revenue requirements Ms Solomina stated that
KazTransO1l had reservations about the revenue requirement model and that these had been
conveyed to Hagler Bailly, which chose not to take them into consideration One reason
KazTransO1l decided to proceed with a model of 1ts own was that the Company needed to have
economic evaluators built into the model that would enable 1t to monitor the economic efficiency
of its operations

Ms Solomuina emphasized that the KazTransOi1l methodology 1s based on justified costs and
justified profits She said that there was no basic disagreement on costs, but there 1s a significant
discrepancy as regards allowable profits She said that the Hagler Bailly formula defines profit
as a percentage of the asset base, which she believes 1s at odds with current legislation As an
example, Ms Solomima said that a Resolution dated August 1, 1997, requires that 50 % of the
Pipeline Company's profits must be allocated to the State Budget Since International standards
require a corporate profit rate of 11 to 12%, this requirement imposes the need to charge a rate of
return of 22 to 24%, 1 e , double the mternational standard Following further assertions of things
that are not right with the Hagler Bailly model, the Chairman reminded Ms Solomina that she
should focus her remarks on the KazTransOi1l methodology, as the Hagler Bailly representatives
were present and would undoubtedly present their own methodology 1n due time

Ms Solomina proceeded by saying that profits, in the Hagler Bailly methodology, are monies
that the Pipeline Company can keep at 1ts discretion She stated, apparently confusing profits
and cash flows, that KazTransO1l 1s not free to use depreciation at its discretion Article 48 of
Kazakhstan's tax legislation, for example, states that all capital improvements are to be done
from profits This principle 1s at the heart of the KazTransO1l methodology, while the Hagler
Bailly formulation 1s incompatible with the Pipeline Company's investment program

Turning to some of the problems KazTransO1l was facing on the Western Line, Ms Solomina
pointed out that the line was 60% depreciated The principal problem faced on that line was
nonpayment by users of the line and the fact that depreciation allowances had to be used for
things other than rehabilitation As regards the valuation used 1n their calculations, Ms
Solomina said that they used the temporary resolution of the Mister of Economy She pointed
out that an international accounting firm (Ernst & Young) had been selected to do a definitive
valuation of the pipeline assets and that their estimate would be used 1n a revised tanff

Ms Solomina stated that their internal rate of return 1s 13% of asset value With reference to
their financial tables (which all participants at the meeting had received, except the Hagler Bailly
representatives) she said that their re-investment rates are shown on page 2 There was talk of a
5% depreciation rate and a rate of return of 4% that the Hagler Bailly representatives (and
possibly the other participants as well) failed to understand In any event, Ms Solomina stated
that KazTransO1l's re-mvestment policy attempted to retain the Company's asset value at a

Hagler Bailly
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constant level

Beyond the regulatory aspects of KazTransO1l's proposed methodology, Ms Solomina claimed
that their methodology provides a mechamism by which to monitor the Company's financial
performance over time Moreover, she clammed that their methodology would enable the
Company to attract debt capital to cover additional investment requirements Interest on debt
capital so acquired, at whatever level, would be carried as additional cost, according to their
proposed methodology She fimished her presentation by suggesting that the Internal Rate of
Return 1s a perfectly usable regulatory criterion for the Anti-Monopoly Commuttee

Following Ms Solomina's remarks, the discussion was opened for general questions Some of
the questions that were raised are shown n the following

Q-1  What about throughput rates?

A We forecast a stable increase of 1 8 percent

Q-2 Do you propose to use the same methodology for water lines?

A We see no difference 1n principle

Q-3  (Ms Popandopulo) Why does the Steering Commuttee not continue 1ts work”

A The Commuttee still needs to work out differences 1n the proposals, using smaller

working groups

Mr Andryuschenko then reminded the participants that the purpose of this meeting was to decide
on methodology, rather than on a tariff rate, and he proceeded to invite the Hagler Bailly
representatives to state their case

Claude Eggleton responded by thanking the Chairman for this opportunity to respond He
reminded the audience that the Steering Committee was created at the request of the Government
of Kazakhstan, that 1t had broad representation by industry and government officials, and that 1t
was chaired by KazTransO1l The Steering Commuttee's focus according to Mr Eggleton, was
on a Western Regulatory Methodology He reminded the audience that a pipeline was a natural
monopoly with nearly unhimited market power to charge injurious rates and that, for that reason,
Pipeline Companies needed to be regulated In regulating such natural monopolies, the basic
philosophy 1s to allow the recovery of basic cost and the achievement of reasonable profits

As regards the recovery of expenses, Mr Eggleton confirmed that Ms Solomina was correct in
saying that there are no basic disagreements between the two methodologies under review
There are, however, three pomnts where disagreements do exist These are

The value of the assets of the company The original Merklein model did indeed arrive at a
number which we had to adjust That was done following our trip to Aktau where we reviewed
the accounting information of the Western Pipeline Company and found that they had an
up-to-date and reliable set of data that was certainly preferable to the theoretical number
developed under the Merklein model We determined that 1t was reasonable to use
KazTransOnl's current book value until the Ernst and Young information becomes available

The Hagler Bailly Rate of Return formulation The basic formula we used 1n essence states that
the tanff 1s equal to the company's expenses and profits divided by the throughput rate He then

Hagler Bailly
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went on to explain the concept of a weighted rate of return on capital m those cases where the
company's assets are financed through both equity and debt funding As regards the 15% rate of
return on equity suggested by the Hagler Bailly team, as originally proposed by Dr Shenoy, that
suggestion has been thoroughly vindicated by the market, given Kazkahstan's recent bond sale at
14 8%

Cash flow Mr Eggleton reminded his audience that KazTransOul's cash flow consists primarily
of 1ts profits and depreciation As regards the Government's decision to withdraw 50% of the
company's profits, that leaves the remaining 50% plus depreciation for rehabilitation and new
mvestments

Mr Eggleton also briefly addressed the concept of unbundling, pomnting out that they envisioned
the use of surcharges for viscosity and pour-pomt problems associated with certain crude oils
The surcharges computed under the Steering Commuttee proposal reduced total expenses and
charged on a cost-causative basis The KazTransO1l proposal just increases rates by surcharges
without compensating offsets from the basic tariff rate He finished his presentation by
suggesting that the IRR approach 1s a valuable financial tool 1n 1ts own right, but that there 1s no
known Regulatory Authority that use 1t for tariff regulations

Mr Merklein then took the floor He began by inserting that the 14 8% bond rate of the
Kazakhstan Government mentioned by Mr Eggleton was an auction rate, set by the market, 1 ¢,
by objective forces at work throughout the world, rather than by Government fiat As a result,
this rate was a solid indicator of the various risks associated with investments 1n Kazakhstan and
a perfect confirmation that the Hagler Bailly suggested rate of return was on target

Comuing to the so-called IRR versus the regulatory rate of return models, he reminded the
audience that Hagler Bailly was under great pressure to produce a methodology on short notice
Accordingly, a deliberate decision was made to pursue the tariff problem on a dual course
Develop reasonable data from the World's most reliable data base, the United States and Canada,
while at the same time reviewing KazTransOil cost data for accuracy and completeness The
1dea had been all along to use the actual data, provided these were found to be rehable and
usable, rather than the theoretical information developed by a simulation model It was not until
September of 1997 that members of the Hagler Bailly team had a good chance to review the
financial data base 1n Aktau The data 1t contamed were found to exceed expectations and the
decision was then taken to proceed with the actual financial information rather than the
theoretical data from the Merklemn model

Responding to some areas of confusion he felt were reflected in the presentation of the
KazTransOi1l methodology, Mr Merklein turned to a discussion of some fundamental 1ssues
regarding depreciation and profits He pointed out that, in Western thinking, depreciation served
the purpose of maintaining the capital assets of a company and, by extrapolation, of a nation To
meet that fundamental function, depreciation must not be perverted by using 1t for different
purposes as had been done 1n the case of Kazakhstan's pipeline system

Profits, on the other hand, are by rights incomes that accrue to the owners of the Company That

Hagler Bailly
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means shareholder 1n a privately owned corporation, and 1t means the Government of Kazakhstan
1n the case of KazTransO1l The Board of Directors in a Western Environment meets from time
to time to decide how to dispose of 1ts profits This generally means that the Directors exercise
their options to withdraw all of the profits for distribution to shareholders, to retain all of the
profits 1n the corporation for general use or for specific projects, or they opt to withdraw some of
the profits and to retain the rest When the Government of Kazakhstan decided to allocate 50%
of the pipeline company profits to 1ts general budgets, that 1s the equivalent of a Corporate Board
of Directors deciding to distribute half the profits to shareholders and to retain the other half
within the Corporation There 1s nothing wrong 1n principle with such a decision, except that 1t
'hould be kept in mind that the retained 50% of KazTransO1l's profits 1s new capital, which
should not be used for operational or other non-capital purposes Such mvestments will raise the
asset base of a pipeline and will tend to offset wholly or 1n part, the shrinkage of the asset base
through depreciation

In essence, then, the Government of Kazakhstan 1s committed through the allocation of 50% of
KazTransOnl's profits to re-investments i the Company to provide growth and future financial
viability to the system However, that money may or may not be sufficient to finance the
required rehabilitation needs which may still have to be financed through debt funding

Coming back to the perception of two alternative models presumably offered by Hagler Bailly,
Mr Merklein reiterated that among the 50-odd Regulatory Authorities in the Unmited States and
Canada regulating some 200 gas and 150 o1l pipelines, none use the Internal Rate of Return as
their regulatory tool The Merklein model would have been an acceptable proxy for a first
approach to determining reasonable tariffs in Kazakhstan, to be replaced m any event in a year or
so, after a reliable accounting system had been implemented within KazTransO1l However, the
discovery of reasonable accounting records within KazTransO1l enabled the Hagler Bailly team
to proceed directly to the basic regulatory methodology used throughout the Western world, and
that 1s the methodology to use in Kazakhstan 1f the Government's directive to introduce Western
tariff methodologies 1s to be taken seriously

Followmng Mr Merklein's remarks, there followed a brief discussion during which Mr Eggleton,
re-enforced by Mr Merklein, pointed to the precarious position Kazakh wellhead prices were 1n
and the shim margin in which they operated A substantial increase in pipeline tariffs would
make Kazakh crude that much more vulnerable in world markets and might force a reduction to
dangerous levels of Kazakh wellhead prices

Chairman Andryuschenko, in summarizing, asserted that the Hagler Bailly methodology would
only allow the recovery of operating costs and would deprive KazTransO1l of future investments,
to the effect that in due time there would no longer be a KazTransO1l Company This view
seemed to reflect a basic misunderstanding of the Hagler Bailly proposal His characterization as
"blackmail" of Hagler Bailly's reference to the slum operating margins currently 1n existence did
not appear to reflect a balanced assessment of what had been smd Mr Eggleton pointed out that
m December, for the KTO investment department, he developed a 30-year cash flow using the

Hagler Bailly
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recommended tanff methodology debt and equity financing, the actual planned capital
improvements, and demonstrated sufficient cash flow to meet capital requirements and even
produced excess capital Be this as 1t may, Chairman Andryuschenko concluded the meeting by
stating that this had been a frnutful discussion and that, from what had been said, a decision on
the final tariff methodology to be used was not at hand He suggested that the Steering
Commuttee, mn 1ts present or 1n altered form, be brought back to life for a thorough vetting of the
problems at hand and, hopefully for a merger of the two proposals that would preserve the best
features of both

Hagler Bailly
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1 Scope and Application

1 1 This Provisions contain the system of mamn principles, criteria and methods for
calculation of tariffs for pipeline transportation/pumping ( loading, preparation
and storage) of oil, o1l products and water

1 2 The purpose of the Provisions 1s to provide conditions for economucally efficient
operations of pipeline companies, timely and proper repair and rehabilitation
works to maintain the safe operation of trunk pipelines

1 3 Provisions are designed for the use by

* pipeline companies, joint stock compames and other legal entities, 1rrespectively
of type of ownership, which are deemed Kazakhstan natural monopoly business

entities, prices for thewr products and services subject to state regulation,

« state, regional and local governmental bodies and other entities, which supervise
the activities of pipeline companies,

» shippers,

¢ developers of mvestment projects related to construction and modernization of
pipelines

1 4 The provisions are based on mternationally accepted approaches to calculating
tariffs and prices for the products of natural monopolies The basic approach 1s
the establishment of fixed rate of return on qualified assets of the company and
(or) debt capital

1 5 The provisions stipulate application of the software, which implement
calculation principles and methods

2 Basic Terminology and Definitions

2 1 Pumping tariff (basic tariff rate) means cost of pumping of 1 ton by a fixed
route

2 2 Specific pumping tariff rate means price (cost) of pumping of 1 t * km

2 3 Tariff entity means pipeline company or its units, the specific pumping tariff
calculated within their boundaries

2 4 Tanff nder (Surcharge) means additional charge accrued to basic pumping tariff
rate to cover costs of additional services provided by the company
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2 5 Loading surcharge means cost of loading of 1 ton of o1l at a certamn loading
point

2 6 Reloading surcharge means cost of reloading of 1 ton at a certain reloading
pomt

2 7 Surcharge for o1l heating means cost of 1 t * km o1l heating to ensure
transportation

2 8 Viscosity surcharge means pumping cost of 1 t * km of o1l of high and medium
viscosity requiring additional power expenses

2 9 Storage surcharge means storage cost of 1 ton of o1l 1n a tank during a certamn
period of time

3 General Provisions

The following basic provisions consistent with laws of the Republic of
Kazakhstan and applicable international standards lie 1n the basis of tariff
calculations for transportation services

3 1 Transportation tariffs shall ensure required recovery of costs of pumping
operations (reloading, loading, preparation, storage) under standard conditions
of pumping’ and formation of standard return, sufficient for rehabilitation and
modernization of production assets mvolved

3 2 Calculations of transportation tariffs are based on tariff revenue (cost of service)
determined according to the following formula

Tariff Revenue (Cost of service) = Standard (Regulated) Return +
Payments to the Dividend Fund + Income Tax + Total Costs (excluding
mcome tax)

3 3 Total costs shall mclude all operation and maintenance costs, depreciation,
diagnosing expenses, costs of production assets repair, not leading to the
mcrease of the value of assets (capitalization), msurance, admimstrative and
general costs, as well as payment of all taxes and customs fees and duties,

Note Standard conditions of pumping mean continuous mtake, transportation and delivery with-
out warrants and quality monitoring during mixture pumping, in compliance with shipper’s guidelines
regarding the change of the route 1n case of limited shipment ( when such limitations occur due to
other reasons than the pipeline company fauit, shippers shall compensate for the losses of transporta-
tion companies)

b
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envisaged by tax and customs regulations of the Republic of Kazakhstan,
excluding income tax

3 4 Standard return mncluded 1nto tariff shall ensure proper regular operation of
pipeline system, and accomplishment of rehabilitation, technical improvement
and modermization of basic production assets, as well as opportunity for
repayment of loans attracted for that purpose

3 5 Standard return within the tariff shall be limited by the established rate of
return ( internal rate of return - IRR) on qualified assets of pipeline company

3 6 IRR shall be established during the first year of the mtroduction of the
methodology based on the calculations, accounting for the plan of mandatory
reparr and rehabilitation works, reconstruction and technical improvement of
pipeline system, as well as attraction, if necessary, of debt capital for this
purpose There should be serious grounds for revision of rate of return, such as
hyperinflation, sigmificant changes 1n tax laws, assets evaluation, volume of oil
pumped, abandonment of certain pipeline routes

3 7 Tanff revenue from operating pipelines shall not mclude new pipelines
construction costs During the process of new pipeline project design, return
required for the cost-recovery shall be mcluded mto the tariff revenue

3 8 Transportation tariffs shall be calculated as a taniff rate for
transportation and variety of surcharges, corresponding to specific costs
related to additional services provided to shippers (reloading, loading,
preparation, heating, storage, etc )

4 Basic Tariff Elements
4 1 Costs

4 1 1 Durimng the formation of tariffs for pipeline services, consideration shall be
given to the costs determined 1n accordance with Accounting Standards approved
by the National Accounting Commussion of the Republic of Kazakhstan, current
tax laws and regulations, and Special Procedure for formation of prices for
products (works, services) produced and distributed by natural monopoly
business entities

4 1 2 Costs plan of the tariff entity shall be based on the analysis of the previous
period of business activity, and the work plan for the next period, taking mto
account projected inflation rate for basic raw materials, power, increase of the
mimmum wages

% 2.@
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4 1 3 For the purpose of tariff calculation, all costs shall be divided nto basic costs,
which are the base for the calculation of the basic transportation tanff rate, and
additional costs related to additional services provided to shippers (reloading,
loading, preparation, storage, heating, etc )

4 1 4 Centralized admimstrative and general business costs of the whole company,
mcluding those of communication, bank services, loan interests, advisory
services, etc shall be distributed among tariff entities of the company to be
mcluded mnto tariff 1 proportion to the throughput

4 1 5 As one of the other cost components, depreciation of the used capital assets 1s
determimed 1n accordance with the current Standards of Accounting of the
Republic of Kazakhstan

4 2. Return

4 2 1 In tariff calculation the amount of return is determined on the basis of regular
needs of enterprise for rehabilitation, technical improvement and reconstruction
The amount of return 1s limited by the fixed rate of return for the qualifying
assets of the pipeline company

4 2 2 Used and useful assets of the pipeline company include the real value of the
basic production assets, determined on the basis of the independent International
Auditing Company assets revaluation and net working capital, required for the
pipeline transportation services

4 2 3 Net working capital are determined as follows

Cash + Materials + Oil and Ol products,
owned by the company, + Advance payments - Current Payables

4 2 5 Standard return, included mto tariffs, 1s determuned by the IRR 1n amount of
15 % of the cost of qualifymg assets of the pipeline company during the
calculation period

4 2 6 Current rate of return can be estimated usmng cash flow tables durmng the
given period, or m a simplified way, using the following formula?

Examples of marniff calculation with use of cash flow tables to achieve fixed IRR for equity and
debt capatal are given m Appendices 1,2 Calculations are performed in compliance with “Temporary
Provisions on Standards for Estimation of Economic and Fmancial Efficiency of Investment Projects,
proposed for mclusion mto the State Investment Program” approved by the Resolution of the Minstry
of Economy and Trade of the Republic of Kazakhstan on June 27 1997, No 113a to implement the
Resolution of the Government of the Republic of Kazakhstan No 528 dated April 10, 1997, and n
accordance with the key principles of the Methodology of tariff calculation, developed by USAID

e
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Current rate of return (%)= Current net return/Current value of assets,

where,

Current net return = Total amount of current revenue - Amount of total
expenses, including mcome tax and payments to the dividend fund -

5 Tanriff Calculation

51 Calculation of basic tariff rates for pumpmg within the boundaries of a tanff
entity via 1-section 1s made according to the followimng formula

T=(TA/A) 6 A,
where,

TA - total tariff revenue from pumping o1l through the given tariff entity,
A - total (cumulative) planned throughput for the given tanff entity,
A, - length of the tariff section 1, km

5 2 Calculation of (Riders) Surcharges on Basic Tariff Rates

521 Surcharges for additional services, provided by a pipeline company, shall be
calculated mdividually for each type of service, taking mto consideration relevant
expenses

522 Surcharge for loading (unloading, reloading, storage, technological
treatment) of o1l shall be calculated and approved for each loading station (unloading
station, storage facility and reloading station) in Tenge per 1 ton of o1l according to
the following formula #

HH,=TAH/O,

Note calculation of surcharges for loading, unloading, reloading, storage, treatment and
heating can be adjusted by the maximum admissible tariff revenue on the fixed rate of return
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where,

TAH,- tariff revenue for 1-loading station (unloading, reloading, storage, treatment)
O - loaded (unloaded, reloaded, stored, treated) volume

523 Tariff revenue for loading (unloading, reloading, storage, technological
treatment) for 1- loading station (unloading station, storage facility and reloading
station) 1s calculated according to the following formula

TAH,= Ci, 6 (OA/Q),
where,

CI - expenses per 1-loading station (unloading, reloading, storage, treatment),
TA - company revenue,
C - company expenses, taxes not mcluded

5 2 4 Surcharge for loading (unloading, reloading, storage, technological treatment)
for an individual shipper 1s calculated with consideration of the location of loading
station and volume loaded according to the following formula

HH = HH, x O,
where,

HH - amount of surcharge for loading (unloading, reloading, storage, technological
treatment) for an individual shipper,

HH,- amount of surcharge for loading (unloading, reloading, storage, technological
treatment) of 1 ton of o1l per i-loading station (unloading, reloading station, storage
facility, treatment station)

O - loaded (unloaded, reloaded, stored, treated) volume of o1l

5 25 Surcharge for o1l heating shall be calculated mn Tenge per one ton per km and
approved for every taniff entity within its boundaries The calculation 1s made
according to the following formula

i1, = OAI/A,
where,

QAI, - tariff revenue for o1l heating per 1-tariff entity,

A - total (throughput) throughput of o1l, which requires heating, for 1-tariff entity,
or total throughput of o1l with medmum and high viscosity
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526 Tanff revenue for o1l heating (viscosity) 1s determuned for i-tariff entity
according to the formula

OAL=CI, 6 OA/C,

where,

CI, - expenses for o1l heating per 1-tariff entity,
OA - company revenue,
C - total company expenses, taxes not mncluded

52 7 Surcharge for o1l heating (viscosity) for mdividual shippers per 1-tariff entity
1s calculated with consideration of the amount of shipment and length of the route
according to the following formula

»o

H=10616A,
where,

i1 - surcharge for o1l heating for shippers,

fI,— surcharge for heating of 1 ton of o1l per 1 km for i-tariff entity,
i - volume of shipments 1n tons,

A - length of the route, km

6. Procedure for Tariff Revision and Approval

Calculation and regulation of the tariffs for the pipeline services, rendered by a
utility-a natural monopoly shall be performed by a regulatory entity, authorozed by
the Government of the Republic of Kazakhstan

Tariff rates shall be revised not oftener than once a quarter Tariffs shall be revised
when deviation of amounts of actual throughput or expenses from the planned values
exceeds 10 %

A company, mtending to revise its tariffs, shall submit the documents to the
authorized regulatory body, which contamn actual data on 1its activities during the

previous period (3-12 months) and calculations, justifying new taniff rates

Submitted documents, justifying new tariffs, shall include
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6 1 Actual and projected data on total throughput and services, provided by the
company, and 1ts major branches, for the previous calculation period and for
projected one,

6 2 Actual and projected amount of tariff revenue from basic operations of the
company and 1ts major branches, during the previous calculation period and for
projected one,

6 3 Actual and projected amount of tariff revenue, including cost, return and taxes
for the whole company and its branches during the previous calculation period and
for projected one,

(1) 6 4 Information on the company assets to be considered when calculating
tariffs should include the following historic cost of assets minus accrued
depreciation

(2) working capital, including cash, materials, advance payments and oil,
owned by the company minus company habilities

6 5 Depreciation, charged mn accordance with the specific type of assets
66 Plans of capital repair, techmcal mprovement, modernmization and
reconstruction for the entire company and 1its branches during the planned period

and mmplementation of those during the previous calculation period

6 7 Financial Statement
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Attachment #1

Case of cash flow table design for calculation of basic specific tariff rates for
pumping of o1l, o1l products and water via pipelines

Items

Revenues
Throughput, min T km
Specific tanff, tenge/t * km
Tariff revenue min tenge
Tariff revenue with VAT, mln tenge

EESEL VS I o

Costs
5 Capital investments (Total)
which include
Used and useful production assets
Equity financing (remvestments) without a %
Debt capital

6 Total costs, mln tenge

mcluding

6 1 Operating and Maintenance expenses, including
raw materials

power

fuel

wages fund

repar

other expenses (including general and admimistrative)

6 2 Depreciation
6 3 residual value of assets
6 4 Loan payments
6 5 Total tax and customs fees and duties, mncluding
VAT,
Road Fund
Property tax
Transport tax
Land tax
Social, medical msurance, pension fund
Employment fund,
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6 6 Other taxes and fees

6 7 Customs fees

7 Taxable mcome, min tg

8 Income tax

9 Net mcome

10 Dividends - 50 % from the net mncome
11 Return

12 Cash flow (cumulative)

13 Internal rate of return (IRR), %

14 NPV 5%,10%,15%,20%, min tg

15 Total revenue from the project (feasibility of the project)
16 State’s share of return

17 Company’s share of return

where lmme (2) = (3) (1)

line (4) = (6) +(8) +(10) +(11)

Ime ) =G +®G2)+®G4 +65+6GO6)+ (6T
Iine (10) = (9 / (2)

Iime (9) = (7) - (8)

lime 7 = 4) - (6)

lime 11 = (9) - (10) + (6 2) - (5)

Ine 15 = (16) + (17)

line (16) = (6 5) + (8) + (10) in money terms and m % to line 15

Ime 17 = (11) 1n money terms and i % to line 15

For substantiation of new rates the following documents shall be submutted to the regulatory
body

18 The main table of cash flows, reflecting tariff calculations aimed to achieve 15% IRR

19 Additional tables of cash flows, reflecting IRR after remnvestment of part of return (or
debt capital) in implementation of the plan of mandatory rehabilitation works,
technical improvement and reconstruction of production assets ~

*Special condititons of operation of pipelines and tanks require the letter to be replaced or reconstructed within
30-year period, of pumping station equipment and commurcation means - 20-year period Therefore average
annual volume of rehabilitation estimated 1n current prices shall approximate 30% of current pipelines and
tanks and 5% of current pumping station equipment and communiction means

—3
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APPENDIX M

Hagler Review of Revised Methodology
EXECUTIVE SUMMARY

COMPARATIVE ANALYSIS STEERING COMMITTEE RECOMMENDED OIL PIPELINE
TARIFF METHODOLOGY VERSUS KAZTRANSOIL DRAFTED RESOLUTION ON
STANDARDS OF TARIFF CALCULATIONS FOR PUMPING OIL, OIL PRODUCTS, AND
WATER

A steering commuttee - with representation from KazTransO1l, various government ministries
mncluding representatives of the AntiMonopoly Committee, KazakhOxl, the Kazakhstan
Petroleum Association, and USAID - were commuissioned pursuant to a request of the
Government of the Republic of Kazakhstan to provide technical assistance 1n the development
and implementation of an internationally acceptable pipeline tariff methodology The Steering
Commuttee finalized a consensus resolution and a recommended tariff methodology in November
1997, and submutted this to the appropriate government agencies Subsequently, KazTransOil
filed a different Resolution on Standards with accompanying rate information, which they
revised and resubmitted in February, 1998

The attached analysis provides a detailed article by article review of the KazTransOil filing and
its differences from that proposed by the Kazakhstan Government steering committee The
following summary details key points of the analysis

(1) The KazTransO1l Resolution provides for over a 200% increase in transportation
rates, exclusive of additional surcharges that are added for loading and heating of 011 In
the sample sheets attached to the KTO application , the rate identified 1s 1 05 Tenge per
tonne kilometer ($13 89 per 1000 tonne kilometer) compared to the current rate of 0 345
Tenge per tonne kilometer ($4 56 per 1000 tonne kilometer @ 75 6 Tenge per USD)

(2) The KazTransO1l documents 1gnore all the revenues currently available to the pipeline
to meet 1ts revenue requuirement Under the Steering Commuittee recommendation, once a
revenue requirement 1s developed, current revenues, the value of bartered o1l income, and
the o1l export surcharge should be used to reduce the total revenue requirement, and the
resulting difference should define the amount of increase that should be granted the
pipeline

(3) The impact of the KazTransOil proposed "Internal Rate of Return" of 15%, would
be to more than double the recommended methodology's regulatory 15% rate of return
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on qualifying assets to a level above 30% The announced intent of the KazTransO1l
"Internal Rate of Return" 1s to incorporate the future costs of proposed construction in
current rates Internationally accepted rate design structures provide that, for setting
rates, the assets should be serviceable assets actually in use Customers deserve fair rates
based upon the actual costs of equipment used mn providing them service The Steering
Commuttee recommended procedure provides the opportunity to finance capital
construction through debt and equity without ruinously raising rates based upon
hypothetical 15 year estimated costs

(4) The KazTransO1l proposal for surcharges on shippers do not match actual
incremental costs caused by the provision of the specialized service The expenses of the
additional services - such as the loading of o1l - should be charged only to those who use
them The expenses used to calculate the surcharges should not be included m the basic
transportation rate

(5) KazTransOil, 1n addition to the return on qualifying assets, also now includes the
payment of dividends to the only stockholder (the Government of Kazakhstan) as a
component of the transportation rate International methodology prescribes that
dividends to shareholders are paid from the return on qualifying assets Since the
dividend payment to the government 1s 50% of profit, then in accordance with the
KazTransO1l proposal, effectively the level of return 1s multiplied by 1 5

(6) The KazTransO1l methodology proposes to use, as qualifying assets, the re-
evaluation asset-value study (study 1s currently underway, though not expected to be
completed by April 1, 1998) estimates without apparent consideration of acceptance of
those results by appropriate Kazakhstan government accounting and regulatory agencies
The sample calculations use an asset value for the system based upon a computer model
developed last Summer by USAID consultants, however the values were not adjusted
downward based upon the refurbishment costs of the system The Steering Commuttee
recommended methodology indicates that the qualifying asset value for computation of
return should be that value currently listed on the approved accounting records of the
company that 1s used and useful for providing transportation service Using any asset
value other than that listed mn the official accounting records produces unrealistic and
unsubstantiated results

(7) The KazTransO1l proposal included two attachments, with sample calculations, for
the major operating division of the company These examples are seriously flawed In
addition to calculation errors and unsupported data, the two data sheets are supposed to
llustrate differing IRR calculations, but the transportation rates do not vary from one

Hagler Bailly

S
X2



APPENDIX M » M-3

example to the other The transport rates do not appear to be supported by the data
Without appropriate 1llustrations of this methodology, there 1s simply no basis for
accepting this radical departure from mnternational standards

Fundamentally, the KazTransO1l proposed resolution and methodology produces vastly inflated
rates which would cripple o1l production 1n Kazakhstan by pricing the delivered product beyond
marketable prices in world markets The KazTransO1l methodology 1s not an acceptable
mternational methodology and significantly differs from the recommendations of the Steering
Commuittee commuissioned by the Government of Kazakhstan

COMPARATIVE ANALYSIS STEERING COMMITTEE RECOMMENDED OIL PIPELINE
TARIFF METHODOLOGY VERSUS KAZTRANSOIL DRAFTED RESOLUTION ON
STANDARDS OF TARIFF CALCULATIONS FOR PUMPING OIL, OIL PRODUCTS, AND
WATER

1 The KazTransO1l (KTO) filing covered pumping of o1l, o1l products and water via trunk lines
in the Republic of Kazakhstan The Steering Commuttee recommendation was that the taniff
methodology should separate o1l and refined o1l transportation, and that water transportation
should be treated as a separate matter In the KTO filing, water 1s mncluded into the defimitions
and discussions, but not separately analyzed to produce transportation rates Water
transportation 1s primarily a function of YuzNefteProvod and not prevalent across the system If
o1l transportation rates are applied to the transportation of water, this will cause huge mncreases 1n
water rates to potable water users such as those i the cities, and to well drillers who use the
water 1n o1l production This will cause significant social and o1l production cost increases Oil
transportation rates are not appropriate for water transportation The cost basis for developing
water rates are different

2 The first section of the KTO application 1s termed Scope and Application and covers Articles
11 through 15

a These Articles provided that the rates produced through this procedure will also be
used for water transportation As mentioned previously, this will cause severe economic
hardship on consumers of water as well as users of water for o1l production Though most of the
principles of o1l tariff methodology are applicable to water pipeline operation, there are key
differences that normally necessitate a separate methodology and rate design

b KTO included language 1n this section, Article 1 3, to indicate that the provisions are
for the use of designers of investment projects related to construction and modermzation The
normal regulatory system of tariffs is intended to provide a return, on qualifying assets, which
will be utilized by the management of the company for a variety of uses, for example, retention
for future caprtal construction However, a proper tariff methodology 1s intended to provide only
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for recovery of operating expense, and a return on qualifying assets that are currently being used
Future capital construction expenses should not be mncluded m current rates as a dniving factor
Thus 1s the accepted international practice for regulated public utiliies  Future investments and
capital improvements are a separate function of management and capital budgeting - not part of
the rate development process The capital budget planner develops financing plans using the
current stream of revenues, and revenues dertving from debt, to plan future construction and
modermzation This insures that rates to current users are fair and reasonable

3 Section 2, Terminology and Defimitions, which covers Articles 2 1 through 2 9, 1n the KTO
application 1s a imited list of defimtions Since KTO changed the procedure for calculation of
return on quahifying assets to a method described as Internal Rate of Return (IRR) (which
utilizes forecasted inflation rates) and since this calculation procedure 1s not acceptable
internationally for regulated public utilities, this section should have provided a detailed
definition of what was intended by the use of IRR, and defined how 1t was calculated

4 Section 3, General Provisions, covers Articles 3 1 through 3 8, in the KTO application

a Article 3 1, in the KTO application, included the provision that tanff rates would
include the formation of a standard return sufficient for rehabilitation and modernmization of
production assets involved This violates the recommended methodology principle that return
should be based upon useful assets and current operating expenses Forecasted rehabilitation and
modermzation should not be included 1n current rates because the customers pay for the use of
assets that do not exist or may not ever exist These mflated rates may 1n turn cause the
customers to reduce shipments because they may not be able to market their o1l at competitive
prices 1n the world markets The reduced transportation that results may mean that the pipeline
company will not be able to meet 1ts current operating costs

b KTO Article 3 2, as revised 1n February 1998, contains a formula for calculating
revenue, now termed cost of service, from tariffs which 1s 1n disagreement with the
recommended methodology The revised methodology has mserted the description of
"regulated" to the term "standard return”" and appropriately corrected conflicting language from
the previous version concerning income taxes However, the revised version dramatically
increases the profit or return to be included 1n the tanff rates The formula now includes
"payments to the Dividend Fund" as an additional element Since the payment to the Dividend
Fund 1s established at 50% of the return, then effectively any return rate established for the
pipeline 1s automatically increased by 50% when rates are calculated Thus, in the KTO
terminology, an IRR of 15% would actually be 22 5%, while the equuvalent, to thus IRR, normal
regulatory rate of return, in terms of net rate level, would increase from 20% - 40% to 30% -
60% (Note The Steering Committee discussions only considered a 15% regulatory rate of
return ) The Steering Committee recommended methodology indicates that dividends to
shareholders should be paid from the return on qualifying assets As the only shareholder, the

Hagler Bailly



APPENDIX M » M-5

Government of Kazakhstan should be paid its dividends from the return on assets

¢ KTO Article 3 3, as revised 1n February, 1998, contains a description of total costs as
listed 1n the formula in Article 32 As long as these are current expenses these provisions are
not 1n conflict with the recommended methodology

d KTO Article 3 4 1s not in conflict with the recommended methodology as long as this
1s not interpreted to mean that forecasted interest rates and mnflation, nor forecasted construction
costs are mcluded 1n the standard return The current rate of return on assets should not be driven
by future capital construction needs

e KTO Article 3 5, as amended 1n February, 1998, 1s the primary area of disagreement
with the Steering Commuttee recommended methodology Instead of proposing a standard return
on qualifying assets as utilized by mternational regulated public utilities, the KTO application
proposed what they termed an " internal rate of return - IRR" The IRR seems to result from an
attempt to develop an mnternal rate of return as commonly used 1n capital budgeting to analyze
the potential economic viability of 1ndividual capital improvement projects This IRR was not
calculated consistent with the calculation of an IRR as commonly used in financial analysis, and
no known regulated public utility 1s authorized to compute a return on qualifying assets in this
manner

f KTO Article 3 6 continues the discussion of the IRR, indicating that 1t will be derived
based upon future reparir, rehabilitation, and reconstruction of the pipeline system It also
provides for increases 1n rates, based upon factors such as hyperinflation, changes 1n tax laws
volume of o1l pumped, liquidation of certain pipeline routes, and assets valuation KTO indicates
that their proposed IRR will also attract debt capital Since there 1s no mechanmism described 1n
the KTO application to incorporate debt interest into a weighted cost of capital calculation, 1t 1s
not clear how the proposed IRR will attract debt capital It 1s not clear in the KTO filing whether
these factors could induce a lower rate of return, but 1t 1s imphed that the rate will increase,
because of these factors If the volume of o1l pumped decreases as the result of the vastly
increased transportation rates, the implication 1s that the rate of return would be 1ncreased to raise
the rates, which 1n turn would cause a reduction 1n the volume of o1l pumped, and continue this
process 1n a death spiral to the point that revenues fall to levels wherein the pipeline cannot be
operated The Steering Committee recommended rate of return 1s designed to be based as much
as possible on current costs and known facts The recommended return on qualifying assets
should be sufficient to provide a reasonable equity return that would attract investors, provide
capital for improvements, and lastly would not be so high as to unduly burden the customers with
unreasonable rates

g KTO Article 3 7 indicates that during construction, the construction costs would not
be included 1n operating costs for the computation of rates Under the KTO proposal, KTO
would have already collected these construction costs through rates when the project was 1n the
planming stage There 1s no guarantee that the previously collected construction costs correlate to
the actual construction costs incurred, or how this disagreement 1n costs would be resolved Since
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the new pipelines are already fully paid by the shippers, under the KTO proposal, the value of
these assets should not be included in qualifying assets for the development of rates Under the
Steering Committee recommended methodology, construction costs of new pipeline systems
once they become operational are included 1n the value of qualifying assets against which a
return 1s assessed Under the recommended procedure, shippers pay for assets that actually
support the services that they receive

h KTO Article 3 8 indicates that tariffs are established on the basis of a basic
transportation rate and surcharges are added 1n the form of rniders for specialized services that are
1n addition to the basic transportation service, such as loading, heating, and storage The
principle of surcharges does not disagree with the recommended methodology, however the
KTO application of this principle does disagree It 1s fundamental under the Steering Commuttee
recommended methodology that the costs associated with any riders or surcharges should not be
included 1n the calculation of the basic transportation charge Only the incremental costs, caused
by the service covered by the surcharge, should be included 1n the surcharge or rider, and only
those customers pay for the specialized services who require the service

5 Section 4, in the KTO proposal 1s titled "Basic tariff constituent elements” It consists of two
major subsections - 4 1 Costs and 4 2 Return Article 4 1 1s broken into subordinate Articles
411-415
a Article 4 1 Costs

(1) KTO Article 4 1 1 indicates that tariffs will be constructed 1n accordance
with the approved Accounting Standards and the laws of Kazakhstan The recommended
methodology would not disagree

(2) KTO Article 4 1 2 indicates that cost plans shall be based on an analysis of
the preceding period and the work plan for the next period with forecasted increases The
recommended methodology indicated that 12 months of historical data would be required or in
the case of a new service forecasted data might be accepted The difficulty of accepting
forecasted data 1s to mtroduce large degrees of unreliability mnto the analysis With regular
filings, 12 months of actual data would reasonably respond to changing economic conditions

(3) KTO Article 4 1 3 indicates that basic costs and special rider costs would be
separately accounted Thus 1s not n disagreement with the recommended methodology

(4) KTO Article 4 1 4 indicates that centralized administration costs will be
distributed among the operating division costs based upon the throughputs of the respective
divisions The recommended methodology mdicated that the distribution should take place, but
did not specify the allocator Common allocators are throughput or total divisional
administrative expenses This KTO proposal 1s not in contravention to the recommended
methodology

(5) KTO Article 4 1 5, as amended 1n February, 1998, indicates that depreciation
of used capatal assets shall be n accordance with the current Standards of Accounting of the
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Republic of Kazakhstan This does not contradict the recommended methodology The
common mdustry standard for transmission pipe and major related equipment 1s straight line
depreciation
b Article 4 2 Return

(1) KTO Article 4 2 1 indicates that the amount of the return 1s based upon the
needs of the enterprise for rehabilitation, etc , and that the return rate 1s apphed against the
mvolved assets of the pipeline company This 1s not m agreement with the recommended
procedure, as long as the intent of this Article 1s to include forecasted capital construction n
developing the rate of return

(2) KTO Article 4 2 2, as revised in February, 1998, mndicates the used and
useful assets include the real value of the basic production assets, determined on the basis of the
independent international auditing company assets revaluation and net working capital The
Steering Commuttee recommended methodology indicates that the KTO's accounting book value
of assets less accumulated depreciation plus net working capital should be the qualifying assets
used for rate purposes It 1s doubtful that the asset reevaluation can be completed prior to April
1, 1998, with accompanying field inspections Additionally, before the reassessment value can
be placed on KTO's accounting books, the appropriate agencies for approval of accounting
adjustments would need to endorse the change The AntiMonopoly Commuttee as the tanff
approving agency should also consider, if the reassessment 1s dramatically higher than the
current book value, gradually allowing, possibly over more than one year, inclusion of the re-
appraisal value into the qualifying assets for purposes of rate creation in order to reduce rate
shock to the transportation customers

(3) KTO Article 4 2 3, 1n the revised February, 1998, version was deleted and not
replaced

(4) KTO Article 4 2 4, as revised 1 February, 1998, presents the net working
capital formula 1n the same form as the recommended methodology

(5) KTO Article 4 2 5, as revised m February, 1998, represents the greatest
departure from the recommended methodology by seeking an IRR in the amount of 15% This 1s
not the same as the regulatory rate of return computed at 15% The regulatory rate of return
equivalent to the KTO proposal 1s 20% - 40%, depending upon the calculation procedure The
KTO proposed tanff rate was a 200% increase over current rate levels Apparently the KTO use
of the IRR 1s based upon the Standards for Investment Projects 1ssued by the Mimstry of
Economy 1n June of 1997 Investment projects are a function of capital budgeting 1n a regulated
public utility and are 1n no way a direct component of the calculation of a regulated public
utilities rate of return on qualifying assets This section 1s not 1n keeping with the Steering
Commuttee recommended tariff methodology

(6) KTO Article 4 2 6, as amended 1in February, 1998, has made a number of
changes to the formula identified 1n the recommended methodology , The February revision
subtracted the payments to the dividend fund from current revenues to arrive at the current net
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return As 1ndicated 1n the discussion of article 3 2 above, dividends paid to shareholders should
be paid from KTO's return on assets This amended article disagrees with the Steering
Commuttee recommended methodology

6 Section 5 of the KTO proposal 1s titled "Calculation of tariff” It consists of Articles 5 1 and
5 2, with Article 5 2 divided 1into Subordinate Articles521-527
a KTO Article 5 1, as amended in February, 1998, provides the formula for the
calculation of the taniff rate per section of pipeline The KTO proposal uses planned cumulative
throughput to make the calculation As illustrated on the example attached to the application, the
KTO approach would use the estimated throughput for a 15 year pertod The recommended
methodology depended upon actual throughput and an allocation of the actual revenue
requirement The original KTO proposal used planned tanff revenues for calculation The word
"planned" has been struck from the description of tanff revenue
b KTO Article 5 2 provides Subordinate Articles for the calculation of surcharges to the

basic tarff rates

(1) KTO Subordinate Article 5 2 1, as stated, 1s 1n keeping with the philosophy
embodied in the recommended methodology, however 1ts application 1n the following
subordinate Articles 1s not i keeping with the recommended methodology

(2) KTO Article 5 2 2, as amended 1n February, 1998, 1s not in keeping with the
philosophy of the recommended methodology The KTO proposal would set a loading rate
based upon a tariff revenue divided by loading volumes The recommended methodology would
require that the separate mcremental expenses necessary to perform the loading be compiled and
that total expense amount be divided by the tons of loaded material to arrive at a loading rate
Surcharges should not be a source of profit - only recovery of incremental expenses from those
customers that cause the expense The expenses used to calculate this surcharge should not be
mcluded 1n the expenses used to calculate the basic transportation rate m Article 5 1

(3) KTO Article 5 2 3, as amended 1in February, 1998, calculates the revenue for
the loading taniff by dividing the expenses for loading by the pipelines total expenses (not
mcluding taxes), and multiplying this times the pipelines total company revenues This means
that there will be double recovery of some cost factors This violates the cost causation
philosophy of the recommended methodology and over recovers the pipeline's revenue
requirement A footnote to this section indicates that the calculation of the surcharges can be
corrected with consideration of the maximum allowed tariff revenue This 1s not mdicated
elsewhere and there may not be any actual mechanism to adjust surcharges, but this would
indicate that customers being billed under the surcharge are overpaying for the service and
subsidizing the basic transportation revenue There 1s no discussion of a refund mechanism to
return excessive collections to customers This violates the recommended methodology

(4) KTO Article 5 2 4, as amended 1n February, 1998, simply demonstrates the
calculation of an individual shippers surcharge based upon the preceding two subordinate
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Articles The total concept, as proposed, violates the principles established in the recommended
methodology

(5) KTO Article 5 2 5, as amended n February, 1998, indicates that a surcharge
for heating the transported o1l will be calculated per one ton per kilometer, and approved for
every tariff entity within 1ts boundaries Articles 52 5,52 6, and 5 2 7 follow the same pattern
and suffer from the same flaws as did Articles 522,52 3,and 52 4 They also violate the
principles established 1n the recommended methodology Additionally, 1t 1s not clear from the
KTO proposal whether all shippers will be charged the heating surcharge or only those needing
the service Both lead to over recovery of income requirements 1n violation of cost causation
The former wall lead to vastly excessive over recovery of income requirements, especially from
those shipping light crude oils

7 Section 6 1s titled the Procedure for tariff revision and approval It includes Articles 6 1
through 6 7 It provides that rates will be filed quarterly, and filed more often when the actual
throughput or expenses deviate from the planned values by 10% The February, 1998, revision,
indicates that the calculation and regulation of the taniffs shall be performed by an authorized
Kazakhstan regulatory entity It now appears that KTO will not file a proposed tariff rate, but
depend upon the regulatory authority to specify for the natural monopoly utility the appropnate
rate Ths places the burden of justifying the transportation and surcharge rates is on the
regulatory agency as opposed to KTO The mdividual Articles list the documents to be provided
to support the tariff revisions The February revision to the proposal modifies the definition of
depreciation, but no discermble difference 1s noted The documents include the actual and
planned data The recommended methodology provides for annual applications, though more
often than annual were allowed, 1f the economic situation of the pipeline necessitates - though no
more often than quarterly would be expected Additionally, the recommended methodology
provides that the return on qualifying assets should not change any more often than annually
Shippers need some assurance of continuity in transportation rates They must plan for delivery
to world markets and need stability in transportation rates 1n order to make the economic
decisions necessary to decide to produce and ship their crude o1l Additionally, approving
governmental authorities such as the Antimonopoly Committee and the Agency for Strategic
Planning should not be overburdened with excessive and unnecessary filings of rate increase
requests They should not have successive filings made before adequate time for review 1s
completed Basing rate applications on subjective forecasts will lead to numerous filings - if the
pipeline adheres to its proposed 10% guideline

8 Numerous and extensive changes were made to the sample calculation attached to the
KazTransO1l proposal, between that proposed at the end of 1997 and 1n early 1998 The two
KTO attachments with sample calculations for the western operating division of the company
were to illustrate different impacts using a 4 26% IRR and 13 15% IRR, though the proposed
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methodology specifies a 15% IRR  These examples are seriously flawed A number of cells in
the worksheets have calculation errors, and there are a number of obvious gross errors For
example the net present value table, listed on the worksheets, increases the NPV with increasing
discount rates, when they should decrease The explanatory notes to the worksheet simply do not
correlate with the actual worksheet The qualifying asset value used for calculation are the
unadjusted computer model results, mentioned earlier in this discussion The operating expenses
do not correlate with known values Most importantly the transportation tariff rate does not seem
to be derived from the values histed on the work sheet It 1s set at 1 05 Tenge per ton kilometer

It never changes 1n value throughout the 15 years shown on the worksheet Attachment 1
indicates an IRR of 13 15% and Attachment 2 indicates an IRR of 4 26%, yet both worksheets
indicate the exact same transportation rate The rate should have changed with the change 1n IRR
if the written KTO methodology 1s followed As an 1llustration of the methodology, the
attachments are totally without value Without appropriate 1llustrations of this methodology
there 1s simply no basis for accepting this radical departure from international standards
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February 20, 1997

Munster and Chairman Yerzhan Utembayev

Presidential Agency for Strategic Planning and Reform of the Republic of Kazakhstan
92 Abai Street

473000 Akmola

Subject Oul Pipeline Tariff Methodology
Dear Mimister Utembayev

In November, 1997, a steering commuttee, commissioned by the Government of Kazakhstan to provide technical
assistance m the development and mmplementation of an internationally acceptable o1l pipeline tariff methodology
finahized and submitted a resolution and a recommended tariff methodology to the appropnate Kazakhstan agencies
Subsequently, KazTransOul filed a significantly different Resolution on Standards with accompanyng rate nformation

The mmpact on rates by the KazTransOil fihng, according to the shippers, 1s a 200% mcrease Because of concerns
raised by a number of parties, the AntiMonopoly Commaittee only approved a 6 1% ncrease, though KazTransOil
continues to lobby for significant mncreases

USAID urges you to formally adopt the steering committee recommended o1l pipelne tariff methodology, which we
strongly believe 1s n the best mterests of Kazakhstan, KazTransO1l, and the shippers

The goal of a tariff and rate design methodology s to generate adequate revenues to permit the o1l pipehines to recover
operating costs and earn a reasonable return on mvestment, while providing a reasonable net back value to producers
and the national and regional governments Fair and predictable tariff and rate design methodologies consider the
mterests of all stakeholders and help forge economic progress

Transparent predictable transportation tariff systems, tariff stability, guaranteed pipeline access, and reasonable rates
motivate potential investorsto commit large scale capital to energy projects Economically viable projectsrequire tanffs
that support internationally competitive levels of efficiency and profitabiity With economic efficiency, revenues
should increase to the transportation utility As uneconomic tariff rates rise, such as those proposed by KazTransOzl,
the net back cost to producers rises to point that the final delivered market price for the o1l in world markets is not
competitive  Production activittes and mvestment will then be curtailed, reducing transportation revenues for
KazTransO1l, and royalties and fees for Kazakhstan

Once agam I would like to strongly urge you to adopt the methodology as outlined by the steering committee If you
would like an mn-depth briefing, I would be pleased to provide members of my staff, and the USAID consultants who
assisted the steering committee, to meet with you and respond to your questions

Sincerely
Patricia Buckles

USAID Regional Durector for
Central Asia
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Exammation of KTO Proposed Principles of Determining the Rate of Return
Factor one - 30 year US T-bills

It 1s fair to consider this a nsk free investment foundation, however 1f the inflation nsk of
Kazakhstan 1s also to be considered then other considerations are necessary The nherent factors
mn the US T bill rate are a real rate of return plus a long term inflationary risk  As of April 1998
the U S T bull rate for 30 year term bonds 1s 5 9% Since the current inflationary rate i the US
1s between 4% and 5% Given expected past and future stability, the investor probably percerves
that over the long term life of the investment that the current inflation rate 1s a fair proxy for the
inflationary risk, therefore the real rate of return 1s 0 9 to 1 9% return Inherent 1n the US
mvestor inflationary risk is a portion of country risk and a portion of world mflationary risk
Therefore the approprate starting point for calculation 1s the real rate of return expectation which
should be adjusted by relevant country factors Thus this factor should be established at 0 9 to

1 9% maximum

Factor two - industrial risk of US pipeline mvestment

Simply not relevant There are a large number of pipelines with sigmificantly different operating
characteristics One cannot utilize this as an additive factor for a pipeline n Kazakhstan If one
adopts a US pipeline nisk structure one logically has to also adopt the resulting calculation for
equity risk that US pipelines recerve 1n total which go as low as 7%

Factor three - country risk

This 1s a relevant factor There are political risks, inflationary risks, currency risk, and other
economic risks that are inherent 1n operating 1 any particular country Three percent 1s a very
conservative number

Factor four - structural risk

There 1s only one operating pipeline i Kazakhstan so the structural risk and the mdustrial risk
are combined Fundamentally then this defaults to a fundamental measure of the uncertainties of
the pipeline 1in comparison to other industries in Kazakhstan Given that the principal pipeline
shippers are primarily wholesale customers who have a higher probability to pay than retail
customers, the structural/industrial risk for the pipeline 1s much lower than for a distribution
utility A factor of 2% to, at the outside, 3% should be considered The discussion that KTO
proposed basing 1t on forecasted impacts of the construction of export pipelines should actually
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in reverse of the interpretation made by KTO Increasing export routes will increase throughput
n net total  Increasing throughput increases revenues and reduces mvestor risk

Factor five and s1x - industrial risk and environmental risk

The supporting description discussion normal management risks - not mvestor risks - that are
mherent 1n the operations of a pipeline business and whose costs are already considered 1n the
tariff rate methodology The company has the opportunity to meet 1ts financial needs by
recelving a return on equuty, cash flow from depreciation included 1n rates, and has the abilitv to
mcur debt to address 1ts operating needs

Factor seven - Tenge devaluation

Since the currency 1s regularly adjusted the value 1s essentially an inflationary adjustment
reflecting the percerved difference 1n the inflation rate of Tenge as opposed to other currency
Inflation 1s already considered in the development of country factor Further from a matching
principle, 1f 30 term US T-bulls are a basis for calculation then any mflationary adjustment
should be considered on a long term basis As evidence from the financial records in this
country, the long term inflationary rates for Kazakhstan are an exponentially decliming factor
Therefore, the current inflation rate expectation should not be used but a rate extrapolated to the
future which demonstrates the soundness of financial policies followed to date

The overall all rate of return as evidence by a re-examnation of factors following the KTO
discussions would indicate that a rate of return 1n the range of 3 2% to 7 9% 1s a more realistic
range of return  The natural gas pipeline operator for Kazakhstan made a rate application n
December 1997 This company has been privatized and may reflect an investor's expectation for
a reasonable rate of return for investment 1n Kazakhstan The requested rate of return was
between 8% and 9% Since gas pipelines and o1l pipelines share many common operating
characteristics then a rate of return for KTO of 8% 1s not unreasonable

Hagler Bailly




APPENDIX P

RATE DESIGN PRINCIPLES

A regulatory authority 1in deciding the final rate, that 1t approves for use by a regulated pipeline,
utilizes standard methodologies to develop a prehminary rate The regulatory authority then
examines the rate level and evaluates the policy requirements that 1t has as the regulatory
approval agency The authority has at least three interests that 1t attempts to balance 1n
approving the final rate It must consider whether the rate 1s 1n the best interest of pipeline, in the
best interests of the customer, and 1n the best interest of the country Regulated public prpeline
rates are not set in the same manner as an unregulated business As a natural monopoly 1ts rates
must be set 1n the best interests of a number of factors not just based upon maximizing the
revenues to the pipeline

It arriving at the final decision, 1t utihizes a series of rate principles The following are common
ones that are considered, but the list 1s not limited to only those discussed

The first principle 1s achieving the revenue requirement The regulatory authority should
consider whether the rate will realistically achieve the revenue requirement, for example 1s the
rate high enough that normal throughputs will produce sufficient revenues to cover the pipeline's
operating costs and provide a return Is the rate too high, even though produced by standard
calculations - will the rate cause throughput to decline and not allow the pipeline to achieve 1ts
revenue requirement

A second principle 1s gradualism and continuity In trying to achieve the revenue requirement
will the rate increase cause "rate shock"” That 1s, will the increase be so large as to cause the
shipper to reconsider 1ts use of the pipeline transportation system The customer, even though
pipeline transportation may be ordinarily the most cost efficient, may select other means to
deliver his product to market For example, the shipper may have the option of using railroad
transportation or water transportation This may be driven by the market contracts that the
shipper already has in place which will not allow him to achieve a delivered product price in a
world market - 1f the increased transportation rate 1s fully implemented at one time The shipper
may choose to shut in his production until such time as the shipper can adjust 1ts contracts, since
these contracts may be for delivered product several months later However, 1f the rate increase
1s only allowed 1n small mcrements - still achieving the total increase, but spread over a long
pertod of time - 1t provides the time for the shipper to adjust his operations and accommodate the
mcrease

Other principles that are considered are

Hagler Bailly

24



APPENDIX P » P-2

fairness - rate structures, except 1n special, justified cases supported by clearly articulated
reasons, should require no class of customers to pay more than the costs of serving that class,

soc1o-economic - what will be the consequences of the rate change on the society and the
economy,

efficiency - do these rate levels reflect efficient use of the pipelines facilities and resources or do
the rate levels result from misuse or mismanagement, and generally are these rates cost-based
and reflect the cost to the society of the consumption of resources that produce the pipeline
service,

value of service - 1s the service valuable to the customer and 1s there a demand for the service,

competitive service - are there competitive services that shuppers will seek at increased price
levels,

political impact - what are the political impacts of the new rates,

ability of customers to pay - even 1f the economic equations develop a rate level, 1f the customers
do not have the ability to pay the rate, then the revenue requirement may not be achievable,

safety and environment - will the rates allow the pipeline to operate in a safe and
environmentally prudent manner,

maximization of mvestment - has the pipeline maximized its potential for investment 1in a manner
which will increase 1ts revenues without causing increases 1n rates and has 1t sought outside
mvestment that facilitates achieving its revenue requirement without causing increases in rates,

simplicity - are the rate designs simple, easy for shippers to understand and to make appropriate
decisions about use, and easy for the pipeline to administer,

and, lastly, stability - do the rates produce stability in the flow of revenues or will the
consequence of these rates produce mstability

Every rate decision may not address every one of these principles, and the regulatory authority
may also adopt other principles on which to base decisions based upon public policy However,
the regulatory authority should try to consider as many factors and principles, as possible, prior
to rendering a decision on the final rates granted a pipeline
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CONSIDERATIONS FOR THE GOVERNMENT OF THE REPUBLIC OF
KAZAKHSTAN AND KAZTRANSOIL COMPANY FOR
DETERMINING TRANSPORTATION TARIFFS

The Key Market Players

I Kazakhstan Government

II Oil Producers - shippers

I Kazakhstan Pipeline System - KazTransOil system 1s the only pipeline company 1n
Kazakhstan - a natural monopoly

1 Itis important to pursue the balance of the interests of all parties

e The Government of Kazakhstan has to evaluate all the pros and cons of the new tanff
approach

The Government of Kazakhstan 1s

1) the owner of the pipeline system,

2) the owner of KazakhOil, and,

3) the recipient of all taxes, royalties, bonuses and other fees

¢+ The GOK should evaluate all of the sources of its revenues and try to find the optimum
balance If the GOK acts exclusively in the interests of a pipelinecompany, which 1s a tool for
shipping o1l produced, 1t will lead to a disbalance of interests and © a decrease of the netback
values to the producers, including KazakhO1l, decrease 1n throughput - which will result in the
decrease of the KazTransO1l revenue and decrease of the budget revenues 1n terms of taxes,
royalties, bonuses and other payments If it acts exclusively in the imterests of the oil
producers, 1t will not ensure an efficient transportation mechamsm and reliability of o1l
shipments

» The new tanff approach should not create a disincentive for the oil producing companies to
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mvest 1n Kazakhstan o1l production or to their decision to divest On the contrary, 1t should
stimulate the attraction of the foreign investment nto all sectors of the Kazakhstan industry

2 The tariffs should be competitive

Irrespective of all the factors that should be considered in the process of determination of the
level of the rate of return

e Tanffs should be competitive 1n comparison with the other transportation means,

» Tariffs should be competitive enough so that the o1l produced in Kazakhstan can be sold at tte
world markets at the competitive prices

3 In accordance with the recommendations of the Steermmg Commuttee, tariffs should provide
for the recovery of all the justified costs and provide for a fair rate of returnfor the pipeline
company At the same time, since KazTransOil 1s the only pipeline company 1n Kazakhstan
at the moment, it should be treated and regulated as a natural monopoly and 1t should offer
transportation services at least cost

« There 1s a big demand 1n the services of KaztransOil from the side of the shippers, so,
there 1s almost no competition risk for the company

4 Macroeconomic factors should be considered m the process of the new rates
apphcation Gradualism 1s one of the basic principles used by a regulatory authority

In order not to cause a price shock on the side of the shippers, consumers of o1l products,
refineries, etc , a gradual approach should be utilized 1n respect to the use of

» the new evaluation numbers for the production assets,
¢ the rate of return with all the risks consideration

The whole system can not be changed overmght

S Forecasted data should only be used mn the tariffs of a natural monopoly on a mited
basis

Taniffs of a natural monopoly can not encompass all potential the forecasted projections in the
rate of return
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The mdicators for the forecasted probable projects can not be considered and all added
cumulatively 1n today’s rate of return and ultimately m the taniffs, especially taking into
consideration that some of these projects are not even scheduled to start in the next 3-4 years
(e g Chinese line)

Forecasted emergencies should not be a part of the return In case of an emergency debt capital
should be used to cover the reconstruction After a new piece of a pipe becomes used and
useful, its value shall be added to the value of all production assets, thus, the return on the
assets and the depreciation charges shall be increased respectively

Tariffs must be set on the actual data as much as possible

The sources of the company capital are the return, depreciation charges and debt capital It’s
up to the financial budgeting department to make a decision with respect to preventing
accidents or emergencies by using debt or equity capital It 1s m the interests of the pipeline
company and its owners to do everything on 1ts own so that 1t would provide the shippers with
a good reliable service as a result of which there would be a larger throughput, which would
lead to a lower tariff rate, a larger revenue and a larger return eventually

Other considerations include -

1) utihization of debt capital - repairs or reconstruction - higher throughput - higher revenue
2) 1t 1s 1mportant to do a sensitivity analysis m order to see the impact of the tariff changes
3) 1t 1s important to consider 1f KazTransO1l could be operated under management of a firm
which would prove that 1t can operate at lower costs and at a lower tariff (e g Unocal

proposal)

4) 1t would be important to consider the use of the other means of transportation
by the o1l producing compames e g the use of railroads, barges and tankers

5) 1t would be important to see the tariff revenue of KazTransOil for the last year and to
compare 1t with the projected revenue, so that there would be an 1dea of an increase mn
revenues and resources for all the needed works

6) with the increase assets valuation and adjusted depreciation, even 1f a rate of return on the
qualifying assets 1s moderate, 1t would already cover necessary works

Hagler Bailly



APPENDIX Q » Q-4

7) Tractebel’s rational with regard to the rate of return and consideration of all the risk factors
resulted 1n a rate of return 1n the amount of approximately 8 %
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ASSET VALUATION FOR REGULATED UTILITIES

Asset valuation of regulated natural monopoly property for the purposes of establishing public
utility rates 1s performed differently generally than normal commercial valuations of property
At the heart of the valuation process 1s the consideration that the assets being valued form the
foundation of the establishment of public rates These rates must be mn the best interests of all
parties concerned - the natural monopoly, the customers of the natural monopoly, and the
countries overall economy

Even 1f the regulatory authority accepts the asset valuation 1t may not allow consideration of the
entire rate base for purposes of establishing rates A fundamental consideration 1s whether the
assets are used and useful What this means 1s that customers paying natural monopoly rates
should not pay a return on assets for property which has no function in providing service to the
broad base of customers

Valuation describes the process of placing a Tenge price on the natural monopoly's property and
facilities Three basic techniques for measuring the value of a company's mvestment are
common The common techniques are the original cost method, the reproduction cost method,
and the prudent investment method No technique 1s perfect and using one 1n a particular case
does not exclude the possibility of using one of the others in another case or using a combination
of more than one technique The overall foundation for the regulatory organization decision to
accept a technique 1s the foundation that the rates must be 1 the best interests of all parties

Reproduction Cost

The reproduction cost method disregards past prices and considers only the cost of reproducing
the property at the present time Reproduction means that the cost 1s set based on building a
duplicate of the system at current prices for materials, equipment and labor One question that
must be asked 1s whether reproduction should be computed with exact replacement of the current
equipment Or, should reproduction be based upon a reproduction cost using a model based
upon the most modern technology and design concepts  The argument 1n support maintamns that
the regulated public monopoly, like an unregulated commercial business, live i the present and
not 1n the past The opposing argument 1s that no sensible commercial business owner would
reproduce property which was out of date or inefficient by modern standards Competition n
normal commercial business operations forces an unregulated business to meet the efficiency
standards of 1ts rivals or fail The regulatory authority must provide the force that 1s lacking for a
natural monopoly without competition Natural monopoly customers should not be required to
pay profits on out-of-date utility property values based on reproduction costs The regulatory
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authority 1f 1t accepts reproduction cost must adjust the values before using these asset valuations
for producing rates

In periods of inflation of construction costs, reproduction costs produce rates that will generally
always be higher than original costs In periods in which construction costs are stable or falling,
then reproduction valuations may produce rates which would be below that produced by ornginal
cost valuations The question that has also to be considered 1s whether the reproduction
valuation must be performed each time rates are under consideration since reproduction costs are
a function of the current market and market prices change regularly

When reproduction valuations are performed they normally compute the reproduction costs of
the system as 1t exists today Then straight line depreciation 1s performed on the valuation to
approximate its age Then the expenses for rehabilitation of the system should be subtracted
Reducing the valuation by depreciation assumes that maintenance and improvement of the
system has been performed at amounts consistent with the depreciation levels If maintenance
and improvement have not been performed then the reproduction valuation must be reduced to
reflect the current status of the system Additionally, the regulatory authority needs to eliminate
from the valuation any property that 1s not used and useful Reproduction assumes that the
system will be operated at the design capacity If portions of the system are not used to actually
serve the regulated customers or so vastly reduced from design capacity then those portions
should be removed from the valuation or reduced 1n valuation to reflect their current status of
operation In the case of the latter, one approach would be to reduce the valuation based upon
the utilization of the system However, this 1s only a proxy and should not ordinarily be used on
a regular rate setting basis

If the reproduction valuation would significantly differ from the original cost or the book
valuation of the property, and would thus produce rates radically different from current rates, the
regulatory authority may only allow part of the qualifying assets to be used for rate setting
purposes - gradually over time allowing more of the qualifying assets to be used for establishing
future rates One compromise approach 1s to use 60% to 70% of the current book valuation and
40% to 30% of the reproduction valuation, added together, to arrive at a qualifying asset
valuation for purposes of setting rates Then over time greater percentages of the reproduction
value would be considered
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April 24, 1998

Ms Elena Popandopulo

Chuef, Pricing Department

AntiMonopoly Committee

Agency for Strategic Planning and Reform
Government of Kazakhstan

Subject The Issue of Determuining the Rate of Return m the O1l Pipeline Tariff Methodology
Dear Ms Popandopulo

In accordance with the direction that you provided April 10, 1998, to Ms Saule Mamyrbaeva and Mihe Biddison at the
workmg group meeting on pipeline tanff methodology i Akmola, designated representatives of KazTransO1l and
USAID consultants met on April 13 and April 15, 1998, to discuss the methodology for identifying the rate of return
on assets

The staff of KazTransO1l and the USAID representatives agreed to recommend to you the following methodology
guidance for your consideration

(1) The proper derivation of the pipeline rate of return on qualifying assets 1s the weighted cost of capital (debt capital
and equity capital)

(2) The return on equity portion, of the weighted cost of capital calculation, should consist of the sum of the following
elements

(a) the current US Treasury 30 Year mterest rate,

(b)) mdustry nisk for a pipeline company m Kazakhstan

(¢ ) the structural risk for a pipeline m Kazakhstan which 1s based upon the uncertamnties of a corporate financial
structure of this sector of mdustry

(d) and, country nsk for Kazakhstan which mncludes variables that affect the ability of the pipeline to repay investment
due to potential problems arising from political, economic, legal, and admimstrative problems

m case 1t 1s impossibleto approve pont 4, an additional mdicator will be used - a tenge devaluation coefficient for the
current year

(3) The approved methodology will not list any percentage factors assigned to the factors listed n (2) above Upon
application for a rate increase, KazTransO1l will provide written supporting testimony recommending factors This
tesimony will be made available to customers and other interested parties At a public hearing before the
AntiMonopoly Commuttee, KazTransO1l, customers, and other mnterested parties, such as the Mmistry of Energy,
Industry, and Trade, shall present testimony m support of their respective proposals for setting this rate The
AntiMonopoly Comnittee shall render a decision based upon the evidence before it and shall establish the appropriate
rate of return based upon the weighted cost of capital including the elements listed 1n (2) above
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(4) To improvethe stability of the revenues, the rates should be published n US dollars The payments should be made
i tenge n accordance with the Kazakhstan National Bank exchange rate on the day of payment The payments shall
be made m tenge m accordance with the National Bank exchange rate on the day of payment

The following parties agree to this jomt representation of agreement

J Michael Biddison S Mamyrbaeva
Regional Manager Vice-president
Hagler Bailly KazTransO1l
USAID Energy Consultant
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PUBLIC HEARINGS

Purpose

Regulated natural monopolies must operate for the public good of all parties One of the key
features of msuring this public good 1s that all proceedings concerned with the creation of policy
and with the establishment of rates are formalized 1n open public forums 1n which all involved
and mterested parties have the opportunity to examine the evidence and present their views

Procedural
The basic steps are

Schedule a public hearing

Publish notice

Detail 1ssues

Convene hearing

Chair meeting by decisionmaker

Register witnesses

Give each party adequate opportumty to provide evidence
Provide opportunuty for rebuttal

Record all evidence

10 Provide date that opimion will be rendered

11 Indicate procedure for appeal

12 Issue formal decision of the results of the hearing with a list of actions taken and an effective
date of the change

O 0N AW N -

In terms of scheduling a public hearing, the key regulatory authority needs to ascertain the
affected service territory of the natural monopoly's operations If the customer base 1s limited
and has the opportunity to convene at a central location, then only a single hearing may be
required In the case of a distribution natural monopoly territory, then hearings should be
scheduled 1n each of 1ts major operational territories

Public notice needs to be performed to insure that as many affected parties as possible are aware
of the proposed changes and have sufficient advanced notice to examine the 1ssues and prepare
response Generally at least two weeks notice 1s considered mmmmmum Longer periods may be
necessary 1f the 1ssues are very complex If the number of customers are limited, for example,
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two hundred or less, then having the natural monopoly send a notice to each customer by letter,
FAX or other individual means 1s appropriate In the case of a larger regulated natural monopoly
with hundreds or more individual customers, then printing at least two announcements, spaced at
intervals, in newspapers of large general distribution 1n the areas serviced Additionally, notice
should be sent to those public agencies which might have an mterest 1n the proceeding, for
example, the Minstry of Energy, Industry and Trade, or local Anti-Monopoly Commuttees The
notice should list the time, location, subject matter of the hearing It should also list the name
and telephone number of a person responsible at the regulatory authority, in this case the
AntiMonopoly Commuttee, for providing information on the hearing This individual will
maintain a mailing hist of all parties expressing interest in the hearing which may be used later to
provide copies of any decisions 1ssued This individual will mamtain a list of parties and number
of individuals expected to attend the hearing

The notice, and any subsequent information provided as the result of inquury, should detail the
1SSues 1n as concise a summary as possible For example, 1f the application 1s for a rate increase,
then the current rate and the proposed increased rate should be listed, as well as any major
changes 1n the services being provided If the hearing 1s for the purpose of adopting
methodology or other policy changes, the key pomts should be summarized If direct inquiries
are made of the regulatory authority, the authority should be able to provide the option to make
available the complete rate application, methodology, or policy change

The hearing when convened should be held in a space sufficient to allow attendance by as many
people who can be reasonable expected to attend, based upon those pre-registered and based
upon expectations by the regulatory authority The chair person or persons should have a
promunent posttion at the front of the room to be able to be seen and heard and to be able to hear
and see the participants as much as can be reasonably expected A person should be designated
as arecorder The recorder should make notes on all statements made by any witnesses at the
hearing and any statements made by the chair persons or panel This person should keep copies
of any written testimony provided by the witnesses or other parties to the hearing The recorder
person will keep these notes and copies as part of an official record which the chair or chair panel
can review after the hearing and from which copies can be made 1n response to inquiries by the
parties attending the hearing or other interested parties who could not attend the hearing The
recording person will also register all witnesses that propose to speak at the hearing Records of
hearings should be kept for at least two years to act as a reference for future decisions by the
regulatory authority and for future examination by outside parties

Some one or more than one person who 1s a key decision maker or makers for the regulatory
authority should act as chair person (s) for the hearing The chair should call the meeting to
order at the appropriate time, announce the purpose for the hearing, and state the rules under
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which they will conduct the hearing Then a summary of the matters to be considered at the
hearing should be made In the case of a rate increase by the regulated natural monopoly then
the natural monopoly should have a witness explain in detail the mncrease and any changes in
services In the case of a policy change, such as the establishment of a new tariff methodology,
then a representative of the regulatory authority or such other person as the authority designates
would present the details Which ever the situation, the chair or chair persons may ask questions
of the witness for the record When satisfied, the chair can ask 1f any one attending the hearing
has questions of the witness The chair then calls upon each questioner 1n turn and allows the
questions and answers to be heard for the official record Questions should be specifically
directed to the witnesses statements and answers Questioners from the attendance should not
present evidence at that time Following the mitial witness, the chair then asks the recorder the
names of other parties who wish to give evidence The same procedure 1s followed as for the
mitial witness This activity follows throughout the recorders list of witnesses At the
completion of the list, the chair can ask the attendees 1f there are any additional witnesses who
wish to speak If any, then they are given the opportunity as above

It should be emphasized that this 1s an administrative hearing and not a legal hearing, so the chair
does not have to strictly adhere to the strict procedures of a formal legal hearing The chair
should maintain order 1n the meeting and follow common rules for managing a large meeting
Thas 1s an official function whose record will be made public and should be representative of the
dignity and importance that the proceeding represents

The chair of the meeting should conclude the meeting by summarizing the meeting, indicate
when the decision on the evidence would be published, and procedure that will be followed 1f
anyone desires to appeal the decision A contact person should be 1dentified with phone number
and/or address from whom a copy of the decision can be obtamned

The official decision should indicate a list of the actions taken and the effective date of the
implementation of the changes If higher authority must approve the decision, then the
recommendations should be 1dentified and the date the decision was forwarded with an
expectation of the date a final opimon would be 1ssued The recorder will use the list of
attendees at the hearing to send copies of the decision, plus such other parties as the chair deems
appropriate The decision will also direct the regulated natural monopoly to notify 1ts customers
of the change, i the same manner as previously described

Any appeals made should be based upon the matters discussed at the hearing, and any appeal
hearing should be follow similar procedures as discussed above

Hagler Bailly

38



APPENDIX U

MINUTES

of the Meeting (Public Hearing) for the discussion of the pipelne tariff methodology
Astana May 22, 1998
Present

E A Utembaev - Charrman of the Agency for Strategic Planming and Reforms of the Republic
of Kazakhstan

Michael Biddison - Regional Manager for Central Asia, Hagler Bailly/USAID

Setlana Ivanova - Assistant Regional Manager for Central Asia, Hagler Bailly/USAID

Claude Eggleton - Semor Advisor for O1l and Gas, Hagler Bailly/USAID

Dobie Langenkamp -Sentor Advisor for O1l and Gas, Hagler Bailly/USAID

Nurlan D Kapparov - President, KazakhO1l

K R Zhumin - Department Head, New Projects Department, KazakhO1l

Saule Mamyrbaeva - Vice- President, KazTransOi1l company

Oleg Kinasov - Vice- President, KazTransO1l company

Tatiana Solomina - Chief manager for tariff regulation, KazTransO1l company

Serikzhan Utegen - Department Head, KazTransO1l company

Kusamov - KazakhCaspishelf representative office, Director

K Keldzhanov - Department Head, O1il and Gas Department, Ministry of Energy, Industry and
Trade

Gaziza Baramysova - Division Head, Pricing Division, Mimstry of Energy, Industry and Trade
Nikolar V Radostovets - Chairman, Commuttee for the Antimonopoly and Pricing Policy
Elena N Popandopulo - Department Head, Tariff Regulation Department, Committee for the
Antimonopoly and Pricing Policy

Svetlana P Grigorieva - Deputy Department Head, Department for the Regulation of the Natural
Monopolies, of the Commuttee for the Pricing and Antimonopoly Policy

S B Tanirbergen - Director of the Department for Strategic Planning

Birzhan B Kaneshev - Department Head, Department for the Strategy of Infrastructure
Development

Secretaries
V V Shevkunova
A K Bultaeva

E Utembaev Agenda - Oil Pipeline Tariff Methodology - first, the floor will be given to Mr
Michael Biddison, Regional Manager, Hagler Bailly, then, KazTransO1l company representatives
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will show a video clip - the state of a pipeline on the Mangyshlak peninsula This will be followed
by an exchange of opimons The Meeting will be concluded by the

Commuttee for the Pricing and Antimonopoly Policy, and the Agency for Strategic Planming and
Reforms

Michael Biddison It 1s important to get the methodology in place and to approw 1t at this Public
Hearing The methodology has been developed by the Steering Commuttee with the participation
of the USAID consultants The commuittee included the representatives of the Government,
Mimnstries, and representatives of the o1l producing compames Begmning i 1997, monthly
meetings were held to discuss the developed methodology At the end of 1997, the methodology
was submutted for an approval The basic principles of the methodology are 1t 1s based on the
mternational standards, 1t objectively balances all the needs of different parties, including shippers,
1t 1s transparent (the opportunity to discuss tariffs), it allows KazTransOil to recover 1ts costs for
their services and to get a return 1n order to attract investors

The new o1l pipeline tariff methodology 1s based upon the principle of the objective recovery of
total justified costs, mcluding all taxes The calculation of the return 1s based upon the qualifying
assets

The proposed methodology 1s based on the principle of the economic justification of the costs and
the return

To be more specific, with regard to the methodology, variable tariff components are subject to
negotiations Market indicators should be taken into consideration Tariffs should not consider
future construction of the pipelines

Utembaev There 1s a belief, that your consulting firm represents only the interests of the
American o1l producing compames, and intentionally aims to keep the tariff rates down It seeks
to maximize the return of the o1l producing companies, and to cause the pipelines condition to
deteriorate so that the pipeline could be transferred under a concession contract to American
companies Would you comment on this?

Biddison 1 have been working in Kazakhstan for more than two years, and I have close contacts
with the Government As for our intentions, we would like to see KazTransO1l a strong self-
sustainable company Interests of the local o1l producers should not also be harmed We believe,
that the new methodology has obvious advantages in comparison with the previous one
KazTransO1l shall receive a return, which will be conducive for the growth of the company’s
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capital

Our mamn goal 1s to ensure the balance of interests of all parties involved, to make a
decision, which will be agreed upon by all parties The activities, that I am pursuing here, ar not
a new area for me I have worked m regulatory bodies of the USA, I was involved 1n the
regulation of the o1l and gas companies and regulation of the natural monopolies 1 would like to
assure you, that working mn Kazakhstan, we do not have any political agenda, our activities are
aimed at serving Kazakhstan 1n the best manner to ensure economic growth

Utembaev Would you be able to roughly compare current tariff rates for the o1l transportation
in the USA, Europe, Russia, Kazakhstan and other countries, and to evaluate to what extent the
tariff rates in Kazakhstan are lower than average tanff rates worldwide

Biddison Unfortunately, I don’t have the data with me I will try to submit you the data for
transportation of crude o1l as soon as 1t 1s available

We believe that the tariffs need to be raised, because presently KazTransOil can not cover
its costs This 1s one of the requirements, demonstrated 1n this methodology

Utembaev What 1s your opmion, do the tariff rates require a one-time increase or the rates should
be increased gradually?

Biddison Tariffs should be raised gradually, but still, all the KazTransO1l’s operating and
maintenance costs should be covered This will allow the company to maintain the system m the
working order Operating and maimtenance costs should be discussed at hearings similar to the
present one

As for the principle of gradualism for raising tariffs, 1t should be appled to the two major
factors the value of assets and the rate of return

Utembaev- You mentioned that financial auditing 1s not sufficient, that it 1s necessary to have a
technical (engineering) audit

Biddison This specific work needs to be done for consideration of the assets re-evaluation, which
1s done differently for rate-making purposes than for commercial purposes

As for the techmical inspection, 1t should be done 1n any event 1n order to prioritize those
works that need to be done for rehabilitation and maintenance works

Utembaev Are you familiarized with the draft law “On the Natural Monopolies”, which 1s being
discussed at the Parliament?

Hagler Bailly



ApPPENDIX U » U4

Biddison I have not read the latest version, but as a former commussioner of a regulatory body
of the USA I would like to mention, that, at this moment in Kazakhstan, a mechamsm for
regulatmg power and o1l and gas sector does not exist Such an agency should be a legal body and
it should be mdependent

Watching a video chip The video was showing the bay at the Mangyshlak penmnsula Formerly
1t was a hollow When the Caspian sea started to raise, that section of the pipeline found itself
under the water Water undermined the soil and the pipeline started to move As the result, several
twists of the pipeline occurred, which caused a specific emergency situation By now KazTransOil
has resolved this problem Water will be pumped through the pipeline again This situation
occurred due to the fact, that during the last twelve years there haven’t been any repairs done to
maintain this section This happened to the pipeline that pumps fresh water In case the current
situation with the collections 1s be retamned and the pipeline company revenues are kept at the same
level, and m case 1t happens to an o1l pipeline, that may lead to the economic and environmental
consequences

Mamyrbaeva The existing legislation on the 1ssues of regulating natural monopohies does not fit
the actual economuc situation When setting the taniff rates, certain costs are not bemg considered
(VAT and mflation) There must be a defimition of a so-called “excessively lmgh return of a
natural monopoly”
All of the existing factors have created a necessity to develop a new scientifically justified pipelire
tariff methodology The methodology should consider the feasibility studies for the pipelmmes The
assets re-evaluation should be done This will lead to an increase of depreciation charges, but they
will be realistic for maintaining the system at 1its current level

The company pursues the principle of setting a transparent tariff policy The company
efforts will be aimed at cost reduction, which are a part of the tariff This will be activated through
the bidding process and tenders

Utembaev: What 1s your opmon of excluding the non-used assets, in this case I mean the Eastemn
branch

Mamyrbaeva Currently the tariff are calculated per each of the divisions (branches) separately
Pavlodar-Karakom section will not be considered 1n calculating the rate of return

Utembaev When should the tariff be raised, and by how much?

Mamyrbaeva We believe, that the tariffs should be raised as of July 1, and as of October 1

Hagler Bailly
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Utembaev Are you sure that the taniff would remain competitive 1 this case?
Mamyrbaeva Yes, I am sure

Utembaev Have you evaluated (assessed) a potential cost of o1l shipments by barges through the
Caspian sea?

Utegen In our company, this work has just been started In accordance with different evaluations,
TransCaspian transportationof o1l to Baku and to Makhachkala 1s roughly USD 4 to 8 per metrc
tonne

Utembaev A ceiling should be set and then the prices could be decreased within the framework
of the competition

Mamyrbaeva Rates and tariffs should be flexible, taking into consideration the risk criteria
There are no reasons to set up a fixed rate of return

Utembaev  What 1s the attitude of the compames to the main principles of the proposed
methodology?

Solomma The presented version of the methodology 1s the result of the jomt efforts of
KazTransOi1l and Hagler Bailly consultants The mamn principles, specified by Michael Biddison,
are followed mn the proposed methodology and are commonly accepted in the international
practice The basic principles are the recovery of the costs, that are objectively required, for
operating and obtaining of a justified rate of return o the mvested captal For pipeline companies
1t means the used assets For a natural monopoly a justified rate of return allows the enterprise to
get a justified return, and a regulatory body sets an economically justified criterion to regulate
activities of a natural monopoly

Zhumm It goes without saying, 1t 1s important for the o1l producers that the pipeline system 1s
techmcally reliable and thus, nonetheless the fact, that the mtroduction of the new methodology
will lead to an increase of the tariffs, we consider it necessary to approve the new methodology

Radostovets I believe, that the new o1l pipeline tariff methodology should be approved

At the same time, 1its mmplementation would require a gradual approach, and strict
monitoring

In accordance with the calculations of the Antimonopoly commuttee, m case of
mmplementing the new methodology (taking into considerationthe new value of assets) and 1n case

Hagler Bailly
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an export surcharge 1s elimnated, prices for the local customers may go up by more than two
times It 1s important to take measures to mitigate the mmpact on the users when implementing
such an increase

The mamn reason of the tariff increase 1s to rehabilitate and repair the pipeline and to
maintain it in the working order Oil producing compantes are also interested m this

As for the results of the assets re-evaluatton, the analysis of the re-evaluation is necessary,
and will be conducted It should be considered, that this work has been accomplished by one of
the most reputable nternational consulting firms

There will be no automatic increase of prices to the level of inflation The prices shall
depend upon the changes of costs, the rate of returnand the volumes of shipments The volume
increase - 1s the most important factor of tariff decrease

The Law “On Natural Monopolies” has been adopted by the Parhhament It envisages
openness (publicity), transparency of tariffs, availability of tender purchases These are
compulsory requirements for all the natural monopolies

Kaneshev Deriving from the strategic plans of developmentand 3-year state plans, approved by
the government Resolution, concrete measures have been determined with regard to KazTransO1l
and KazakhOi1l compames Considering the forthcoming growth of production volumes, the
perspective increase of the volumes of o1l shipments, specific activities have been planned

The proposed methodology 1s umiversal and complies with the strategy of the companies
development

DECISION

To approve the methodology as a whole The approval should be performed 1 accordance with
the current legislation

E Utembaev

Biddison

Kapparov

Kinasov

Hagler Bailly
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Kusamov

Keldzhanov

Radostovets

Kaneshev

Secretariat

V Shevkunova

I A Bultaeva

Hagler Bailly
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O1l Pipeline Tariff Methodology, approved at the Public Hearing, signed by the Commuttee for
the Antimonopoly and Pricing Policy, and sent to the Minustry of Justice for the final
approval/ June, 1998

1 Scope and Application

1 1 This Methodology contains the system of main principles, criteria and methods for
calculation of tariffs for o1l pipeline transportation/ pumping (loading, technological
preparation and storage)

1 2 The purpose of the Methodology 1s to provide conditions for economically efficient
operations of o1l pipeline companies, including timely and proper repair and rehabilitation
works to maintain the safe operation of trunk pipelines

1 3 The methodology 1s designed for the regulation of the tariff rates for the transportation
services pumping (loading, technological treatment and storage) of o1l by a transportation
company -

- for the economic entities - natural monopolies of the Republic of Kazakhstan, regardless of
their type of ownership

1 4 The basic principles of the methodology of calculation of prices and the tariff rates are as
follows
- recovery of the objectively required costs

— rate of return on the used and useful assets of an enterprise

Oil Pipeline Tanff Methodology approved at the Public Hearing signed by the Commuttee for the Antimonopoly and Pricing Policy and
sent to the Mmistry of Justice for the final approval/ June 1998
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2 Basic Terminology and Defimtions
2 1 Pumping tariff (basic tariff rate) means cost of pumping of 1 tonne of o1l by a fixed route
2 2 Spectfic pumping tariff rate means price (cost) of pumping of 1000 tonne kilometers

2 3 A tariff entity means a pipeline company or its divisions, the specific pumping tanff
calculated within their boundaries

2 4 A taniff nder means an additional charge accrued to the basic pumping tariff rate to cover
costs of additional services provided by the company

2 5 A specific taniff for loading/unloading of o1l (a loading rider) means cost of loading of 1
tonne of o1l at a certamn loading pont

2 6 A specific tariff for heating (a heating rider) means cost of heating of 1 tonne of 01l per
1000 km to ensure 1ts transportation

2 7 A specific tanff for storage (a storage rider) means a storage cost of 1  tonne of o1l n a
tank durmg a month

3 General Provisions
The following basic provisions consistent with laws of the Republic of Kazakhstan and

applicable nternational standards lie 1n the basis of tariff calculations for transportation
services

Onl Pipehine Tanff Methodology approved at the Public Hearing signed by the Commuttee for the Antimonopoly and Pricing Policy and
sent to the Mmustry of Justice for the final approval/ June 1998
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3 1 Transportation tariffs shall ensure the objectively required recovery of costs of pumping
operations (loading, technological treatment, storage) under standard conditions of pumping’

and a competitive rate of return on the used assets of the pipeline company
3 2 Calculations of transportation tariffs are based on the tariff revenue (cost of service) determined according to
the following formula

Tariff Revenue = Total Costs + Return on Used and Useful Assets ?
(Total Cost of service)

3 3 Total costs shall include all operation costs, depreciation, diagnosing expenses, costs of
production assets repair, msurance, payments of the debt capital interest, admimstrative and
general costs, other necessary costs, as well as payment of all taxes and customs fees and
duties, envisaged by tax and customs regulations of the Republic of Kazakhstan

3 4 The profit, included nto a tariff, shall ensure proper operation of a pipeline company,
mcluding accomplishment of rehabilitation technical improvement and modernization of basic
production assets

3 5 Taniff revenue from operating pipelines shall not include new pipelines construction costs

3 6 Transportation tariffs shall be calculated as a basic tariff rate for transportation services
and variety of riders, related to the specific costs related to additional services provided to
shippers (loading, unloading, technological preparation, heating, storage, etc )

3 7 Shippers should pay only for the services they receive

! Note Standard conditions of pumping mean continuous intake transportation and delivery without warrants
and quality monitoring during mixture pumping 1n compliance with shipper s guidelines regarding the change
of the route mn case of limited shupment ( when such limitations occur due to other reasons than the pipeline
company fault shippers shall compensate for the losses of transportation companies)

2 Note without consideration of the assets, used for the provision of additional services

Ol Pipeline Tanff Methodology approved at the Public Hearing signed by the Commuttee for the Antimonopoly and Pricing Policy and
sent to the Mmstry of Justice for the final approval/ June 1998
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4 Basic Tariff Elements

4 1 Costs

411 During the formation of tariffs for pipeline services, consideration shall be given to
the costs determined 1n accordance with Accounting Standards and other normative legal and
regulatory acts on price regulation of natural monopolies, approved and registered 1n an
orderly manner

4 1 2 Calculation of costs for each taniff division shall be based on the analys:s of the previous period of busmess
activity, and planned throughputs for the calculation period

4 13 For the purpose of tariff calculation, all costs shall be divided nto basic costs, which are the base for the
calculation of the basic transportation tariff rate and additional costs related to additional services provided to
shippers (loading, unloading, technological preparation, storage, heating, etc ) The costs of additional service
shall not be included to the costs used for calculation of basic transportation tariff rate

414 Centralized admmstrative and general busmess costs of the whole company,
including labor costs, communication, payments for consulting and bank services, loan
mterests, etc , shall be allocated among divisions of the company to be included nto tariff n
proportion to their throughput

415 Depreciation charges for the used production assets, included nto the costs, shall
be determined 1 accordance with the current Standards of Accounting of the Republic of
Kazakhstan

4 2 Return

4 2 1 The amount of return within the tariff shall be limited to the fixed rate of return on the
qualifying (used and useful) assets of the pipeline company and shall be determined according
to the following formula

Return = Used and Useful Assets x Rate of Return

Ot Pipeline Tanff Methodology approved at the Public Hearmg signed by the Commuttee for the Antimonopoly and Pricing Pohcy and
sent to the Mimistry of Justice for the final approval/ June 1998
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4 2 2 The rate of return shall be established by an authorized regulatory entity i the process of consideration of
tanff application according to the criteria stipulated n  Attachment # 1

4 2 3 Used and useful assets of the pipeline company include total rehabilitated value of the
basic production assets minus accumulated depreciation plus net working capital, required for

the pipeline transportation services
To calculate the return on the specific types of services (additional services), only those assets shall be
considered, that are used for the provision of these specific services

4 2 4 Net working capital 1s determined as follows

Net Cash Goods Current
working = +  and - Liabilities’
capital Materials

4 2 SActual rate of return shall be determined according to the following formula
Actual Net Incom

Actual Rate of Return (%) =
Depreciated Value of Assets
where
Actual Net Income = Total Actual Taniff Revenue - Total Actual
Costs,
Depreciated Value = Imtial Value of - Accumulated + Net Working
of Assets Assets Depreciation Capatal

* Specification of items for calculating the net working caprtal 1s given m Appendix 3

Onl Pipeline Tanff Methodology approved at the Public Hearing signed by the Commutiee for the Antimonopoly and Pricing Policy and
sent to the Mimstry of Justice for the final approval/ June 1998
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5. Tanff Calculation
5 1 Calculation of the basic tariff rates for pumping o1l

5 1 1 Specific taniff for o1l pumping shall be calculated for each tariff entity (pipeline company
division) separately per 1000 tonne kilometers 1n Tenge according to the following formula

where
TA

TA
YT, = o 1000,
A
- total tariff revenue from pumping oil through the given taniff entity, i min
Tenge,

- total cumulative throughput for the given tariff entity, 1n min
tonne/kilometers

5 1 2 Calculation of the basic tariff rates for pumping o1l through an i-section of the given
tariff entity shall be done m Tenge per 1 tonne of o1l mn accordance with the following formula

where
YT

)]

YTixD
Th = ,
1000

- specific tariff for pumping o1l through the given taniff entity, in Tenge
per 1000 tonne kilometers

- length of an 1- tariff section, 1n kilometers

Oul Pipehine Tanff Methodology approved at the Public Hearing  signed by the Commuttee for the Animonopoly and Pricing Pohicy and
sent to the Mimstry of Justice for the final approval/ June 1998
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5 2 Calculation of Riders to the Basic Tariff Rates

5 2 1 Calculation of riders for additional services, provided by a pipeline company, shall be
calculated individually for each type of service based on tariff revenue, determined according
to the followmng formula

Tanff Revenue from Total Costs of Return on Assets Used for
Additional Service = Additional + the Provision of Additional
Service Service

5 2 2 Specific tariff for loading (unloading, storage, technological treatment) of o1l shall be
calculated and approved for each loading station (unloading station, storage and treatment

facility) m Tenge per 1 tonne of o1l according to the following formula

TAH

[N ke koo S
YTH, = ’
0]
where
TAH, - tariff revenue for an 1-loading station (unloading, storage, treatment),
1 thousand Tenge,
o - total volume of loading (unloading, storage, treatment) m thousand

tonnes

5 2 3 Calculation of a rider for loading (unloading, storage, technological treatment) of o1l for
individual shippers 1s calculated with consideration of the location of a loading station and
volume loaded according to the following formula

Ol Pipehine Tanff Methodology approved at the Public Hearing signed by the Commuttee for the Antimonopoly and Pricing Policy and
sent to the Mmmstry of Justice for the final approval/ June 1998
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HH = YTH x o,
where
YTH, - a specific taniff for loading service (unloading, storage, technological
treatment) of 1 tonne of o1l per an 1-loading station (unloading station, storage
facility, treatment station)
O - loaded (unloaded, stored, treated) volume of oil, 1 tonnes

5 2 4 A specific tariff for o1l heating shall be calculated in Tenge per 1000 tonne kilometers
and approved for every tariff division within 1ts boundaries The calculation 1s made according
to the following formula

OAIL
YTI, = x 1000,
A
where
OAI - tar1ff revenue for o1l heating per an 1-tariff entity, in min Tenge,
A - total accumulated throughput of o1l heated for an 1- tariff entity, n

min tonne/kilometer

5 2 5 Calculation of a rider for o1l heating for individual shippers per an i-tariff entity shall be
calculated with consideration of the amount of shipment and length of the route according to
the followmg formula

O1l Pipehine Tanff Methodology approved at the Public Hearing signed by the Commuttee for the Antimonopoly and Pricing Policy and
sent to the Mistry of Justice for the final approval/ June 1998
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) YTIL, .
II = o 106 A,
1000
where
YTI, - a specific tariff for o1l heating of 1000 tonne kilometer for an 1- tariff
entity, 1n Tenge,
i - volume of o1l heated, mn tonnes,
A - length of a route, n kilometers

01l Pipeline Tanff Methodology approved at the Public Hearing signed by the Commuttee for the Antimonopoly and Pricing Policy and
sent to the Minustry of Jusuce for the final approval/ June 1998
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Appendix 1

Methods of Calculating the Rate of Return

1 The pipeline rate of return on qualifying assets shall be calculated as the weighted cost
of capital 1n accordance with the following formula

Equty Capital™ x A% + Debt x B%
Capital™
WACC =
Equty Capital + Debt Capital
where
A - a rate of return on the Equity capital of the company,
B - an nterest rate for Debt capital

2 The return on equity portion should consist of the sum of the followg elements

2 1 The current US Treasury 30 Year interest rate,

™ The amount of the equity capital shall be determined by the amount 1n the company accounting records, m
the Section - “Equity capital”

“* In case the pipeline company 15 using several loans, the calculations shall be made simlarly for all the
loans with the respective mterest rates

11
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2 2 Industry risk for a pipeline company 1n Kazakhstan, which shall be based on the
evaluation of uncertainty of the repayment of mvestments 1n comparison with the other
more stable industry sectors m Kazakhstan

2 3 The structural risk for a pipeline 1n Kazakhstan, which 1s based upon the uncertainties
of a corporate financial structure of this sector of industry, related to the possible
restructuring of the pipeline company, non-payments problems, liquidation of certain
transportation routes, ability of the pipeline company to effectively manage 1its operations

2 4 Country risk for Kazakhstan which includes variables that affect the ability of the
pipeline to repay investment and to ensure the return on these mvestments due to potential
problems arising from political, economuc, legal, and admimstrative problems

2 5 A Tenge devaluation coefficient for the current year

21>
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1 Cash
11
12
13
14
15
16

Appendix 2

Specification of the net working capital components

Short term financial mvestments
Money transmittal (due)

Cash at the special bank accounts
Cash 1 the Letters of Credit
Cash at a hard currency account

Cash 1n the company’s cashier’s office

2 Goods and other material supphes

21
22
23

Materials
Uncompleted production
Goods

3 Current Liabihties

31
32
33
34

Short term loans
Taxes due
Accrued costs

Trade lhiabilities (other creditor’s debts)

13
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Commuttee of the Republic of Kazakhstan
for Regulation of Natural Monopolies and
Protection of Competition

473000, Astana
Abaui street, 92
Telephone 33 42 50, Fax 33 45 60

To Mr Michael Biddison
Regional Manager

for Central Asia and Kazakhstan
Hagler Bailly Consulting, Inc

No 14-02/732
July 8, 1998

Dear Mr Biddison!

We mform you that the new o1l pipeline tariff methodology, developed with the active
participation of Hagler Bailly consultants, has been implemented by the present time

In this connection we would like to ask you to assist the Commuttee by means of providing
a tramming program at one of the large U S o1l pipeline companies 1n order to learn about the
practical implementation of the above mentioned methodology

We would like you to assist us within the framework of technical assistance, provided by

the U S Agency for International Development

Thank you for your assistance

N Radostovets
Chairman
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