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EXECUTIVE SUMMARY

Development of mternatIOnal export markets for Central ASIa's abundant 011 and gas
resources IS cntlCal to the economIC development and pohtIcal mdependence of the Repubhc
of Kazakhstan A vIable plpelme mfrastructure whIch proVIdes transportatIon servIces at
economIC rates, yet achIeves a suffiCIent revenue stream to proVIde for mamtenance,
expanSIOn, and capItal attractIOn IS VItal to that export market development

On July 12, 1996, USAID receIved a letter from the Mmlstry ofall and Gas Industry
(MaGI) requestmg technIcal aSSIstance m the development of an InternatIOnally acceptable
011 pIpelIne tanffmethodology for the Government of the Repubhc of Kazakhstan (GOK)
Pursuant to USAID's agreement to fund the actIVIty under Dehvery Order 17 a steenng
commIttee compnsed of representatIves ofKazTransOIl (the newly formed natIOnal
pIpelIne), KazakhOIl, MInIStry of Economy and Trade, AntI-Monopoly CommIttee the
MInIStry ofEnergy and Natural Resources, State Agency for Control of StrategIc Resources
Kazakhstan Petroleum ASSOCIatIOn, and USAID funded consultants, Hagler BaIlly, was
formed The steenng commIttee was co-chaued by Kaergeldy Kabylden, VIce PreSIdent of
KazTransOIl and by MIchael BIddIson, Pnnclple and RegIOnal Manager of Central ASIa,
Hagler BaIlly The InItIal meetIng took place on Apnl 21-22, 1997 WIth a total of SIX
meetIngs In 1997

The creatIOn of the steenng commIttee was a great success It proVIded a forum for
coOrdInatIOn, duectIOn, and most Importantly educatIOn among the varIOUS government
agenCIes and mIll1strleS, Industry representatIves (both local and InternatIOnal), and Hagler
BaIlly From the mceptIOn of tIns project untIl the methodology was approved, the
membershIp of the steermg commIttee and the agenCIes themselves underwent extenSIve
change reflectIng changes In 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 commumcators m the government The mam source of contmUIty and
mstItutIOnal memory throughout the entIre process was Hagler BaIlly

The outgrowth of the steenng commIttee process was a senes of products, each bUIldmg on
the other, WhICh led to the success recently achIeved In addItIOn to the key educatIOnal
values of the mltIal meetmgs, an Important early product was a computenzed valuatIOn and
tarIff model of the KazTransOIl system There should be httle debate regardmg the
Importance ofdevelopIng and USIng accurate cost data m a tarIffmethodology In North
Amenca, where the cost-recovery methodology has been m eXIstence for as long as there has
been a plpehne Industry, the rules and regulatIOns defInIng allowable costs and theIr use In
calculatmg tarIffs have been developed and refined over decades Tanff related costs m

---------------HaglerBailly---------------
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EXECUTIVE SUMMARY ~ ES-2

formerly centrally controlled economIes are extremely dIfficult to assess ThIs applIes for
both the valuatIOn of the ongmal mvestment used m constructIOn and the assessment of
annual O&M costs

QuestIOnmg the avaIlabIlIty of needed hIstoncal data for a defimtive assessment of
recommended KazTransOIl tanffs, a computer SImulatIOn ofpIpelme tarIffs followmg North
Amencan regulatory standards was performed After extenSIve work WIth KazTransOIl and
others, a descnptlve mventory of the current operatmg system was developed WhICh
IdentIfied sIze, length, age, and related categoncal 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 modem well mamtamed system For demonstratIon purposes, the
costs used m the model were absent the reductIon of rehabIlItatIOn costs OperatIOn and
mamtenance costs were sImIlarly modeled The model faCIlItated the creatIOn of a total
operatIOnal model of the natIOnal pIpelIne system from ItS ongmal three mdependent
operatmg dIvISIons - presentmg one of the first quantlfiable overall VIews of the entIre
operatmg system It proVIded a smgle VIew ofan mtegrated natIOnal pipelme operatIOn and It
created the opportumty to finanCially model the costs and pOSSIbly the transportatIOn rates
necessary to meet operatmg cost reqUIrements and proVIde a return on qualIfymg assets The
fourth Steermg CommIttee meetmg on August 20, 1997 was used as a forum to present the
completed model and ItS prelImmary results

In August 1997, Hagler BaIlly consultants performed a field audIt of the Western Pipelme
operatmg dIvISIon ThIS dIvISIOn was one of the three ongmal operatmg umts used to form
the natIOnal pIpelIne It has one of the oldest systems, IS the system most extenSIvely used,
and produces the largest cash flow for the natIOnal pipelme company Though asset valuatIOn
mIght be questIOnable, complete operatmg costs records were avaIlable

In early September 1997, the newly appomted preSIdent ofKazTransOII, Nourlan Kapparov,
requested that Hagler BaIlly proVIde aSSIstance m preparmg a presentatIOn to the GOK on the
new methodology Followmg the success of the presentatIOn, PreSIdent Kapparov requested a
demonstratIOn of the methodology WIthIn five days m 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 estlffiates ofa potential rate of return applIcable to Kazakhstan Hagler BaIlly
delIvered the report m a tlmely fashIon and It was warmly receIved The regulatory
methodology was demonstrated and proVIded frameworks under WhICh the key rate
determmatIOn factors could be IdentIfied

---------------HaglerBallly---------------
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EXECUTIVE SUMMARY" ES-3

The success of the tanff rate demonstratIon report then led to the preparatIOn of a procedural
gUIde for the ImplementatIOn of the mternatIOnal tanffmethodology At the October 29 1997
steenng commIttee meetmg, a resolutIOn, the actual tanffmethodology, and
recommendatIOns from the steenng corruruttee were presented and dIscussed AddItIOnal
comments were later mcorporated and the final recommended methodology was dehvered to
the GOK m November 1997

As mentIOned earher, sIgmficant personnel changes occurred among the partIcIpants and the
operators WIthm KazTransOIl As the steenng commIttee was approachmg Its conclusIOn
key people were replaced m the tanff operatIOns of KazTransOIl With staff who had not
prevIOusly partIcIpated m the educatIOnal aspects of the steenng commIttee meetmgs, had no
preVIOUS plpelme expenence, no mternatIOnal economIc or financial expenence and had no
regulatory background They utIhzed the body of the recommended methodology, but made
sIgmficant 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 economIes, usmg forecasted data The approach sImply dId not meet
mternatIOnal regulatory standards In the meantime, other dIvIsIons of KazTransOIl were
supportmg the steenng commIttee recommendatIOns and even requested cash flow analysIs
usmg the recommended methodology to evaluate the planned constructIon reqUIrements of
the pipehne

The AntI-Monopoly CommIttee sought evaluative assIstance from Hagler BaIlly and rejected
the alternatIve KazTransOIl methodology m December 1997 Hagler BaIlly prepared detailed
cntiques of the recommended methodology and alternatIves that were proposed by
KazTransOIl over the next several months mto 1998 The penod was spent m educatmg the
key declSlon makers m the Agency for StrategIc Plannmg and Reform, Mmistry of Energy
and Natural Resources, and the Anti-Monopoly CommIttee by conductmg cruCial negotIatIOn
meetmgs WIth KazTransOIl In the process, the new staff at KazTransOIl became better
educated on the methodology and addItIOnal newly hIred KazTransOIl staffbrought a better
understandmg of economICS and finance The final modIficatIOns to the recommended
methodology was a true jomt consensus, reflective of both the mternatIOnal reqUIrements for
the methodology and tailored to Kazakhstan reqUIrements

On May 22, 1998, m a natIOnally televIsed pubhc hearmg, possIbly one of the first m the
former SovIet Umon countnes, testImony was heard from MIchael BIddIson, KazakhOI1,
KazTransOIl, and the Anti-Monopoly CommIttee All pOSItiVely supported the proposed
methodology Hagler BaIlly had provIded documentatIOn whIch formed a procedural gUIde
for holdmg a pubhc hearmg, whIch was extenSIvely followed The pubhc heanng was
chaIred by Yerzhan Utembayev, Chairman of the Agency for StrategIC Plannmg and Reform
The Importance of the recommended methodology and ItS crucIal Impact on 011 operatIOns m
Kazakhstan called for personal bnefings ofPresIdent Nursultan Nazarbayev on the day

---------------HaglerBaIlly---------------

7



I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

EXECUTIVE SUMMARY ~ ES-4

proceedIng the pubhc heanng by Mr Utembayev The mInutes of the pubhc heanng were
JOIntly sIgned by those that attended

On June 5, 1998 the AntI-Monopoly CommIttee executIve board met and formally approved
the recommended methodology for the preparatIOn of 011 pIpelIne tanff rates On July 1, 1998
rates were estabhshed based upon thIS methodology In adoptIng a cost based rate of return
methodology, the export surcharge was ehmInated ImproVIng the economIc vIabIhty of
exported 011 AddItIOnally, Interest has been aroused to estabhsh sImIlar tarIff methodology
approaches for other natural monopoly Industnes, such as gas pIpehnes and dIstnbutIOn
utIlItIes

The adoptIOn ofthe recommended methodology encompasses a number of key elements,
IncludIng

• the steenng commIttee approach of the open dIscussIOn and debate of the
development of tanff methodology and tarIffs among mterested partIes was accepted,

• a return on assets should be the basIs for generatIng revenue and retaIned earnIngs for
Investors as opposed to a markup ofexpenses whIch does not Include dIVIdends to
Investors,

• debt and eqUIty finanCIng IS consIdered, used and useful assets are regularIzed, and
fundamental defimtIOns 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 ofreturn should have a fundamental foundatIon of reasonable rate levels,

• rates of return should be based upon stable nsk plus market nsk that currently eXIsts,

• rate desIgn should be based upon InternatIOnal pnncIples, IncludIng graduahsm,

• regulatory authontIes must eXamIne all aspects ofa rate Increase and balance the
Interests ofall partIes IncludIng the natural monopoly and shIppers,

• regulatory proceedIngs should have pubhc notIce, be held In pubhc forums WIth the
OpportunIty for all partIes to attend, should provIde the opportumty to receIve
testImony from all partIes, and maIntam a pubhc record, and

---------------HaglerBaIily---------------
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EXECUTIVE SUMMARY ~ ES-5

• declSlons of regulatory proceedmgs should be publIshed

BeSIdes some ancIllary benefits, many lessons were learned dunng thIS project and next steps
m cooperatIon are recommended

---------------HaglerBalIly---------------
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CHAPTER!

INTRODUCTION

Development ofmternatIOnal export markets for Central ASia's abundant 011 and gas
resources IS cntlcal to the economIC development and pohtIcal mdependence of the Repubhc
of Kazakhstan A VIable plpelme mfrastructure whIch provIdes transportatIOn servIces at
economIc rates, yet achIeves a suffiCIent revenue stream to proVIde for mamtenance,
expanSIOn, and capItal attractIOn IS VItal to that export market development

On July 12, 1996 USAID receIved a letter (AppendIx A) from the Mmlstry of 011 and Gas
Industry (MOGI) requestmg techmcal aSSIstance m the development of an mternatIOnally
acceptable 011 plpehne tanff methodology for the Government of the Repubhc of Kazakhstan
(GOK) The current 011 plpehne system m Kazakhstan reflects user patterns conSIstent WIth
the mtegrated 011 and gas system ofthe former SOVIet Umon However, WIth the
mdependence ofKazakhstan, ItS 011 plpelme system needs to be rehabIlItated and upgraded
In addItIOn, the presence of foreIgn producers and shIppers m the Kazakhstan pipeime system
reqUIres the establIshment of an mternatIOnally acceptable tarIff methodology The
mternatIOnal petroleum mdustry IS accustomed to a tarIff methodology whIch proVIdes full
recovery of reasonable operatmg and capItal costs, an eqUItable rate of return on quahfymg
assets, transparency m objectIvely determmed tarIff rates, and pubhc hearmgs by an
mdependent regulatory body to resolve all outstandmg tarIff Issues, such as SUbSIdIzatIOn of
government programs

SIzable mvestments Will be needed m the Kazakhstan plpelme system to bnng It up to
mternatIOnal operatmg standards and to accommodate expected changes m domestIC
transport patterns and export capaCItIes It IS recogmzed that the GOK IS competmg WIth
many other 011 and gas producmg and tranSIt natIOns to attract needed capItal Those natIOns
that are capable of achlevmg the tranSItIOn to mternatIOnal operatmg and finanCial regImes m
theIr plpehne systems are lIkely to be successful m attractmg capItal

lIThe KazTransOJ.l PipelIne System

The Kazakhstan 011 plpelme system IS composed of three dIsconnected north-south onented
plpehnes, reflectIve of ItS SUpportIve status to RUSSia and southern Central ASia dunng the
former SOVIet Umon penod Now combmed as a state corporatIOn, under the deSIgnatIOn of

---------------HaglerBallly---------------
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companIes At that tIme, the three companIes were known as YuzNefteProvod (Western),
KenkIyak (Central), and Pavlodar (Eastern) systems

The Western system IS the oldest of the three pIpelmes currently m operatIOn m Kazakhstan
It IS also the system that carnes most of Kazakhstan's crude 011 to world markets Placed
onstream m the late 1960's and early 1970's, It ongmally connected some of the early
Kazakhstan 011 fields to the seaport ofAktau Today, most 011 produced m the BuzachI and
Mangyshlak Penmsulas IS transported north to Atyrau The Atyrau Refinery purchases some
od from predommantly domestIc shIppers to refme for domestIc markets (capacIty of
104,000 barrels per day) ForeIgn shIppers and exporters transport 011 from Atyrau to Samara
and mto the RUSSIan pIpelme system to world markets The full length of the Western system,
from ItS ongm m Kalamkas to the RUSSIan border IS approxImately 1600 kIlometers (kms), or
1000 mdes The system has not been adequately mamtamed and lacks capacIty from Atyrau
to Samara

The Central system IS a small dIameter relatIvely short (800 km or 500 mIles) pIpelme for
lImIted 011 shIpments BUIlt m the early 1980's, the system IS used to ShIp condensate and 011
from the KenkIyak and Zhanazhol 011 fields to the Orsk Refinery, Just north of the RUSSIan
border

Ongmally deSIgned to transport SIbenan 011 to Central ASIan markets, mcludmg Kazakhstan,
UzbekIstan, and Turkmemstan, the Eastern system IS now partIally Idle From border to
border, the lIne extends over 2100 km (1300 mdes), not mcludmg a dual spur that connects
the Eastern system WIth the Kumkol Od field trunk lIne Today, the northern sectIOn of the
Eastern system remams m operatIon, connectmg to the Pavlodar Refinery some 200 km south
of the RUSSIan border ProductIOn from the Kumkol FIeld IS shIpped east through the trunk
lIne, then south m the system to the ChImkent Refinery The sectIon between Pavlodar and
Karakom IS left Idle, as IS the southern contmuatlon of the system from the ChImkent
Refinery to UzbekIstan (AppendIx B)

1 2 PrevIous 011 Plpelme Tanff Methodology

A pnmary focus for developmg an mternatIOnally acceptable 011 pIpelIne tarIff methodology
IS to prOVIde the opportumty to attract finanCIal mvestment WIth capItal prOVIded from
mternatIOnal finanCIal mstItutIOns, rehabIlItatIon and mtegratIOn of the pIpelIne system can be
achIeved

The tarIffmethodology m place at the begInnmg ofthIs project was developed dunng an era
when central controls, mcludmg pnce controls, were Imposed on all sectors of the economy
WIth pnces and costs centrally controlled, all Kazakhstan pre-mdependence cost data was
eIther dIstorted or SImply does not eXIst Od pIpelme tanff rates m Kazakhstan are set by the
AntI-Monopoly CommIttee (AMC), under ItS general authonty to set tanffs for natural
monopolIes They were determmed by usmg the same baSIC profit margm approach that IS
applIed to most ofKazakhstan's other natural monopolIes ThIs practIce was carned over
from the former SOVIet Umon penod The current emphaSIS on properly pncmg tarIffs for

---------------HaglerBadly---------------
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INTRODUCTION ~ 1-3

AntI-Monopoly CommIttee (AMC), under Its general authonty to set tanffs for natural
monopolIes They were determlned by usmg the same basIc profit margm approach that IS
applIed to most of Kazakhstan's other natural monopolIes ThIs practIce was carned over
from the former SovIet UnIon penod The current emphasIs on properly pncmg tanffs for
capItal mtenslve natural monopolIes however, reveals the weakness of thIS basIc
methodology which relIes on local accountmg standards and falls to focus on hlstoncal costs

The tanffs determmed from the prevIOUS methodology was based on projected "budgeted
costs" for the commg year, rather than on actual hIstoncal cost accountmg data For 011
plpelmes, the AMC set the tarIff based on a complex formula developed by the MInIStry of
Fmance and State CommIttee on StatIstics and AnalysIs, whIch consIdered costs submItted
by KazTransOIl

In Western economIes, profit margms m non-regulatory settmgs are "mark ups" on costs and
constItute a standard approach to pncmg Used m the context of Kazakhstan's 011 plpelme
tanffs, thIS approach IS grossly madequate for the followmg reasons

• m capItal mtenslve mdustnes, profit margms do not specIfically IdentIfy a return on
mvested capItal m servIce and, as such, there IS no ObjectIve measure by whIch to
determme the profitabIlIty of a gIven project,

• local accountmg practIces do not adequately dlstmgUIsh between earnIng statement
accounts and balance sheet accounts This mcludes treatmg capItal expendItures,
profit, and repayment of debt as operatmg expenses, and

• there does not appear to be any concept of a "necessary and proper" level of
expendItures for other cost Items

A pnnclpal concern IS the need to deal wIth the costs of servIce, which need proper
definItIOn For example, SOCIal costs, that mayor may not be legItImate 011 pIpelIne costs, are
mcluded m the rate base These need careful reVIew WhIle, With some exceptIOns, dIrect
plpelme Operations and Mamtenance (O&M) costs are by and large comparable to those m
the West, mdIrect or admInIstratIve costs need close exammatIOn, both WIth regard to theIr
applIcabIlIty and to theIr allocatIOn to speCIfic plpelmes

The regulatory structure m Kazakhstan IS m a state of flux, due to the tranSItIOn to a Western
onented market system The AMC does not have adequate authonty nor technIcal personnel
to questIOn costs submItted by the plpelme companIes A cursory reVIew of finanCIal data
submItted 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 ReceIvable for KazTransOIl far exceed acceptable levels and constitute a major
cause of cash flow problems

---------------HaglerBaIlly---------------
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INTRODUCTION .. 1-4

At the same tIme, the current accountIng system appears to allow too much dIscretIOn, so the
AMC declSlons 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, IS the rule TanffdeCISIons also appeared to be aimed at proVIdIng
adequate cash flow where outsIde capItal IS not aVailable Yet, the percentage of collectIOns
from many of the domestIC 011 pipeime shIppers were far from acceptable and Improvement
In thIs area would have mItIgated but not elImInated the need for hIgher tarIffs

The followmg chart (PrevIous OIl PIpelIne TarIff Methodology) Illustrates the preVIOUS
approach to rate makIng As can be denoted, operatIOns costs and matenal costs are mcluded,
In what would be defined In 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 In a Western or mternatIOnal methodology Another
element of cost of servIce was capItal Improvements By InternatIOnal standards, thIS IS
pnmarIly consIdered as maIntenance However, the true defimtion of capItal Improvements
and capItal constructIon IS 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 m establIshmg the rates dId not eXIst, and thus the revenues aVailable for
maIntenance also dId not correlate SInce mamtenance 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 multIplIer KazTransOIl would
negotIate a mark-up rate WIth the AMC, usually anywhere between 10-50% ofthe value of
thIS cost of servIce The mark-up amount that resulted, IdentIfied as "profit," was then
dIstnbuted as 30% Income taxes, 14% SOCIal funds (IncludIng employee bonuses), and the
remainIng 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 KazTransOIl' s tarIff
rates on a 1000 ton km baSIS The IndIVIdual branch dIstances of each system were multIplIed
by the dlVlSlonal rate to produce the rate for each branch, termed the "passport" rate

Fundamentally, the preVIOUS 011 pIpelIne tanffmethodology dId not produce adequate
revenues to correlate WIth maIntenance needs, and It dId not proVIde KazTransOIl capItal for
profit and new constructIOn projects

---------------HaglerBailly ---------------
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INTRODUCTION ~ 1-5

PREVIOUS OIL PIPELINE
TARIFF METHODOLOGY

OPERATION DEPRECIATION OTHER
AND MATERIAL

~~~~------ - ----

~ COST OF SERVICE

COST OF SERVICE X MARK:UPPERCENTAGE

~ MARK-UP AMOUNT

30% INCOME TAXES
145 SOCIAL FUNDS

(INCLUDING EMPLOYEE BONUSES)
56% CAPITAL CONSTRUCTION

-----'------------- -

___________ ~ REVENUE REQUIREMENT

REVENUE REQUIREMENT~
___T~H:=R~O~U~G~H:=P:..-U~T , _

TRANSPORTATION RATE

---------------- Hagler BaIlly ----------------
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CHAPTER 2
ACCOMPLISHMENTS

21 Adopted 011 Plpehne TarIff Methodology

Rates developed pursuant to the recommended and adopted 011 pipelme tanff methodology
should provIde for recovery of all expenses IdentIfied durmg the applIcatIOn perIod, plus
provIde a return on used and useful qualIfymg assets The rate ofreturn represents the
weIghted cost ofcapItal to servIce debt reqUIrements and provIde returns to eqUIty holders

The pnncipal formula for the adopted tanff methodology IS

Tanff Revenues = Total Costs + Return on Used and Useful Assets

Total costs represent all of the O&M costs (mcludmg corporate admmistratIVe 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 workmg capItal The concept of used and useful assets means that a
customer of the 011 pipeime 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 provIdmg hIm servIce, as If they were newly constructed
today Cash workmg capItal's mclusIOn m the formula, though usually a small percentage of
the total assets compared to the valuatIon of the phySIcal assets, msures that cash, and goods
and materIals that can be converted to cash WIthIn a year, less current lIabIlItIes 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 tanff rate

The determmatIOn of the asset valuatIon was a tough Issue Durmg the course of the
mvestIgatIOn, Hagler Bailly was able to gam confidence m the accountmg for operatIOnal and
maintenance expenses through field audIts However, all partIes questIOned the book
valuatIOn of the phYSICal assets of the pIpelIne system Dunng the former SOVIet Umon
perIod, the central planners m RUSSIa would order a plant producmg pipeime to ShIp It to
Kazakhstan for mstallatlon There was no free market transactIOn and the value set for
accountmg purposes was an admillistratIVe deCISIOn, whIch mayor may not be relevant to
what would normally be the actual cost of the pipelme When Kazakhstan gamed
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ACCOMPLISHMENTS ~ 2-2

mdependence, an accountmg converSIOn was made on the books to reflect asset values In
1997, the prevIOusly mdependent systems were merged mto KazTransOIl wIth three
operatmg dIvIsIOns Also, dunng thIS penod, the Law "On Accountmg" was adopted
dlctatmg a converSIOn to mternatIOnal accountmg standards Each transItIon provIded an
opportumty for dIstortIOn to affect the asset valuatIOn The Western operatmg dIvIsIon also
owns and operates a water plpelme, WhICh should be separated from the 011 plpehne for rate
makmg purposes

Hagler BaIlly recommended "that a quahfied 011 field engmeenng and accountmg firm, wIth
mternatIOnal expenence m 011 plpehne property valuatIOns, should contract wIth KazTransOIl
to take stock of the physIcal plpelmes and other used and useful mfrastructure assets ThIS
firm should be charged With the development of specIfic pnonty-based recommendatIOns to
Improve the overall efficIency, rehablhty, and produCtIVIty of the system"

In December 1997, KazTransOIlIssued a tender and subsequently illred an mternatIOnal
accountmg firm to do the asset valuatIOn However, for regulatory tarIff rate development
purposes, the asset valuatIon IS flawed It appears to have been only an accountmg desk
reVIew for purposes of estabhshmg an mventory, then development of a replacement cost
analySIS Replacement cost would be calculated by determmmg the pnces for eqUIpment
duphcatmg the eXlstmg system, at today's pnces, whether a company constructmg such a
system today would buIld It m the same manner, same configuratIOn, or usmg the same
eqUIpment AddItIOnally, the water plpelme was mcluded m the 011 plpelme asset base No
determmatIOn was apparently made ofthe "used and useful" aspects of the system, and yet It
IS known that the Eastern system, though relatIvely of recent constructIOn compared to the
Western system, Virtually IS Idle No engmeenng field assessment was made of the 011
plpehne system The Western system WhICh earns most of the revenues receIved by
KazTransOIlIs old - more than halfof the system IS 20 or more years old It suffered from
years of neglect With poor mamtenance and replacement Some portIOns were even replaced
m the past wIth water plpehne when 011 plpelme was not avaIlable

To salvage thIS asset valuatIOn for rate makmg purposes a determmatIOn of "used and
useful" assets must be made, a proper engmeenng field audIt should be done to determme the
phYSICal condItIOn of the assets, With appropnate reductIOn of the replacement valuatIOn, the
valuatIOn should be depreciated to reflect the age of the components, and the water plpelme
assets need to be segregated from the assets used to determme 011 plpelme transport rates
Even then tills asset valuatIon may be mflatIOnary and produce rate shock among the
customers Therefore, the rate desIgn prmclple of gradualIsm may be apphed As an example,
If the AMC were to use 60-70% ofthe current book valuatIOn and 30-40% ofthe
reproductIOn valuatIOn, added together to arrIve at a quahfymg asset valuatIOn for purposes
of settmg rates, thIS would moderate the Impact on tanff rates Over tIme, as new assets
replaced estImated valued assets, the new assets would enter the books at ongmal cost, and
the asset base for regulatory purposes would approach normal standards

---------------HaglerBaIily---------------
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ACCOMPLISHMENTS .. 2-3

The rate of return determmatIOn constItuted a uruque challenge m reachmg consensus
between KazTransOIl, the AMC, and Hagler BaIlly Once the acceptance of a return on assets
as a basIs for profit was achIeved then dIfficultIes arose m the mterpretatIOn of an
appropnate rate ofreturn Some of the dIfficulty was m commumcatmg the need for a
weIghted average cost of capItal (WACC) but eventually understandmg was achIeved
WACC IS represented by the followmg formula

WACC = EqUIty CapItal x Rate ofReturn% + Debt CapItal x Interest Rate%
EqUIty CapItal + Debt CapItal

Thus the rate of return IS a weIghted average of the rates for eqUIty and for debt

The total amount ofthe debt capItal and the debt mterest rate are faIrly SImple to IdentIfy
The rate of long-term debt and preferred stock are the actual fixed rates such as the mterest
and preferred dIvIdend payments Short term constructIon bndge financmg can be mcluded
ThIs IS averaged through a sImIlar welghtmg to arrIve at a consolIdated average debt capItal
rate However, for KazTransOIl at the tIme of the development of the plpelme tarIff
methodology and calculatmg ImtIal tanff rates, there was essentIally no debt Therefore, the
Impact of the debt capItal and debt mterest rate IS extremely neglIgIble As KazTransOI1
mcurs sIgmficant loan debt or Issues large amounts ofpreferred stock to help finance
rehabIlItatIOn and reconstructIOn of the system, then debt capItal mcreases m sIgmficance It
IS not unknown for pipeimes m North Arnenca to have as hIgh as 70% debt or more Once
understood, thIS factor was not a sIgmficant Issue

The real Issue that reqUIred a sIgmficant breakthrough was the development of a rate of return
on the eqUIty m KazTransOIl Most of the GOK steenng commIttee representatIves
understood the tarIff methodology concepts However, the tanff department at KazTransOI1
had undergone personnel changes m the Fall of 1997 and were unfamIlIar wIth mternatIOnal
concepts They embarked on an effort to propose hIghly mflatIOnary calculatIOn procedures
m an alternatIve 011 plpelme tanffmethodology, partIally based upon former SovIet Dmon
approaches and partIally based upon a mlsunderstandmg of finanCIal accountmg The
resultmg proposed rates of return usmg the KazTransOIl alternatIve methodology were m the
neIghborhood of28% and could not be substantIated even WIth the applIcatIOn of financIal
techmques or nsk evaluatIOn The recommended regulatory tanff methodology IS based upon
the establIshment of a reasonable rate ofreturn, wmch IS fau to the natural monopoly,
customers, government, and other affected partIes Absent regulatIOn, a natural monopoly
would raIse pnces above and beyond a competItIve market pnce and would generally Ignore
the needs and desIres ofcustomers After an extended penod of dISCUSSIon and debate, WIth
the mfusIOn to KazTransOI1 by staffwIth better academIC trammg, a compromIse was
reached WIth KazTransOIl wmch adapts a standard mternatIOnal approach to the unIque
CIrcumstances ofKazakhstan

---------------HaglerBallly---------------
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ACCOMPLISHMENTS ~ 2-4

Commonly, In North Amencan and some European approaches, four methods ofdetermInIng
eqUIty rates ofreturn are frequently consIdered, WIth varIatIOns All generally focus on a
faIrness doctrIne whIch looks at comparable eanungs and capItal attractIOn These concepts
encompass the Issue ofopporturnty cost - Investors should get returns on eqUIty for
Investments In natural monopolIes equal to returns they would expect for mvestments of
comparable nsk - therefore, the natural monopoly needs a return suffiCIent to attract such
mvestors In the real world, Investors often see regulated natural monopolIes as more stable
mvestments, wIth greater expectatIOns of returns than Investments m otherwIse comparable
non-regulated companIes m competItIve envIronments, and WIll accept lower returns on
eqUIty The four methods of determImng eqUIty rates ofreturn are DIscounted Cash Flow,
RIsk PremIUm, Comparable Earnmgs, and CapItal Asset Pncmg (CAPM)

DIscounted Cash Flow assumes that the pnce paId for a share of stock IS the present value of
the antICIpated future cash flow from stock dIVIdends and pnce appreCIatIOn of the value of
the stock at the mvestor's reqUIred rate of return The dIfficulty for Kazakhstan IS gaugmg
mvestor expectatIons and reqUIres speculatIOn as to growth rate WIth a nascent stock market,
no real hIstory ofmvestment, no comparable mvestment statIstICS, and the age of
KazTransOIl 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 ofnsk premIum Agam the problem IS measurement of the nsk premIUm At thIS tIme,
KazTransOIl's only sIgmficant long term debt agreement IS a tentatIve constructIOn
agreement wIth Chmese NatIOnal Petroleum CorporatIOn to buIld an 011 export pIpelIne WIth
a debt rate of7 5% In realIty, the RIsk PremIum method IS not applIcable and was not
recommended

Comparable Earnmgs IS based upon a sample ofcomparable nsk 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
transmISSIon company ThIS approach was not recommended

However, the verSIOn, whIch m modIfied form was recommended on the basIs of the eqUIty
rate ofreturn calculatIOn for Kazakhstan, IS the CAPM ThIS method assumes that the eqUIty
return IS the sum of a nsk-free rate of return plus a return to compensate mvestors for market
nsk In a conventIOnal CAPM calculatIOn, the market nsk compares the hlstoncal returns of
the natural monopoly's stock to the returns of the stock market In practIce, thIS IS a hIstoncal
analySIS AgaIn, Hagler BaIlly was faced WIth no hIStOry of eqUIty sales and a neglIgIble
stock market hIstory However, over extenSIve negotIatIOn wIth KazTransOIl and the AMC,
IdentIficatIOn of the baSIc Issue was determmed and accepted by all partIes - stable nsk plus
market nsk Kept m thIS stable manner, the resultmg approach mIght have been more easIly
resolved However, earlIer a recommendatIon ofunbundlmg of market nsk Into a senes of
factors was followed The dIfficulty WIth unbundlIng IS that It opens the door to further
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ACCOMPLISHMENTS ~ 2-5

unbundlmg and It tends to be mflatIOnary At one pomt m the dIScussIons the KazTransOIl
representatIves were proposmg that market nsk consIsted of approxImately seven factors
whIch would generate an eqUIty rate of return of28% m a market where 12-14% usmg four
general nsk categones, was much more realIstIc

The eqUIty rate of return that was adopted IS a sum of the followmg elements

• stable nsk, defined as current US Treasury 30-year mterest rate,

• mdustry nsk for KazTransOI1, based on the evaluatIOn of 011 pIpelme operatIOns m
companson WIth other sectors m Kazakhstan,

• structural nsk for KazTransOIl, such as restructunng and pnvatIzatIOn, non-payments
problems, lIqUIdatIOn of certam transportatIOn routes, regulatIOn, and abIlIty to
effectIvely manage ItS operatIOns, and

• country nsk for Kazakhstan, whIch mcludes economIc, financIal, polItIcal, legal,
economIC, and other macro-varIables, such as devaluatIon of currency

The resultmg eqUIty return methodology IS certamly not unIque to Kazakhstan The
underlymg concept of stable nsk plus market nsk IS a portable concept that can be transferred
and adapted to meet other developmg country needs m the creatIOn of regulatory eqUIty rates
of return m the absence of a VIable eqUIty market hIStOry

The final aspects ofthe methodology are faIrly straIght forward and not controversIal The
revenue reqUIrement IS dIVIded by the throughput rate to produce the transportatIOn tarIff rate,
after a mmor adjustment ofthe revenue mcrease by a gross-up factor to reflect the tax-on-tax
effect In the case ofKazTransOII, thIS IS performed separately for the three major operatmg
dIVISIOns Smce these are dIstance based rates, respectIve "passport" rates are computed for
mdIvIdual branches on each operatmg dIVISIOn

Another Issue that needed resolutIOn IS the creatIOn of servIce nders Some servIces, such as
the heatmg of 011, are only reqUITed by a lImIted number ofcustomers, therefore all customers
should not bear the costs of these servIces Recovery ofprovIdmg sIgmficant speCIal servIces
should be based on a cost causatIve baSIS Therefore, m the course ofdevelopmg tarIff rates,
speCIalIzed costs for clearly IdentIfiable servIces, such as heatmg, are separately accumulated
m the accountmg records These costs are not mcluded m the operatmg expenses used to
compute the baSIC transportatIon rate However, servIce nder tarIff rates are charged m
addItIon to the baSIC transportatIOn rate to only the customers that cause the cost ThIS
"servIce nder" reflects only the mcremental cost and does not mclude a rate of return on
qualIfymg assets

---------------HaglerBaJily---------------
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ACCOMPLISHMENTS ~ 2-6

The adoptIOn of the recommended 011 plpelme tarIffmethodology and all of Its specIfic
elements, m concert wIth a publIc heanng, was a sIgmficant event for Kazakhstan and may
constItute the first tIme somethmg of thIS nature has been adopted throughout RusSia and the
NIS

2 2 MIlestones

The pnmary mIlestones were that a natIOnally televIsed publIc hearmg was held approvmg
the recommended 011 pIpelIne tanffmethodology on May 22, 1998 On June 5, 1998 the
AMC executive board met and formally approved the methodology for the preparatIOn of 011
plpelme tarIff rates On July 1, 1998, tanffs were adopted m conformance WIth the
methodology

AdilltIOnally, m adoptmg a cost based rate of return methodology, the export surcharge was
elImmated, WhICh Improved the economIC VIabIlIty of exported 011 to world markets The
GOK has expressed mterest for establIshmg SImIlar tanff methodologIes for other natural
monopoly sectors, such as the gas transmISSIon and dlstnbutIOn compames

The adoptIOn of the recommended methodology encompasses a number ofkey elements,
mcludmg

• the steenng commIttee approach of the open dISCUSSIOn and debate of the
development of tarIff methodology and tanffs among mterested partIes was accepted,

• a return on assets should be the baSIS for generatmg revenue and retamed earnmgs for
mvestors as opposed to a markup of expenses whIch does not mclude dIVIdends to
mvestors,

• debt and eqUity financmg IS consIdered, used and useful assets are regularIzed, and
fundamental defimtIOns and rate formulas are mtegral,

• the use ofmternatIOnal deprecIatIOn calculatIOns are mcorporated,

• 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 nsk plus market nsk that currently eXIsts,

• rate deSIgn should be based upon mternatIOnal pnnclples, mcludmg gradualIsm,

---------------HaglerBaJlly---------------
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ACCOMPLISHMENTS ~ 2-7

regulatory authonties must examme all aspects of a rate mcrease and balance the
mterests of all partIes mcludmg the natural monopoly and shIppers,

regulatory proceedmgs should have publIc notIce, be held m publIc forums wIth the
opportumty for all partIes to attend, should provIde the OppOrtunIty to receIve
testImony from all partIes, and mamtam a publIc record, and

decIsIons of regulatory proceedmgs should be publIshed
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CHAPTER 3
PROJECT EVOLUTION

3 1 Steermg CommIttee Development

A pIpelIne steenng connmttee was formed to recommend an oIl pIpelIne tanffmethodology
to the GOK, based on mternatIOnal practIces and standards The steenng commIttee mVIted
experts from KazTransOIl (formerly KazakhNefteProvod), the former Mmistry ofEconomy,
the former Mimstry ofEnergy and Natural Resources, KazakhOIl, AMC, Agency for
StrategIc Planmng and Reform, Agency for Control ofNatural Resources, and MobIl,
Chevron, and Oyrx representmg the Kazakhstan Petroleum ASSOCiatIOn (KPA) to partICIpate
The steenng commIttee was co-charred by MIchael BIddIson and Kaergeldy Kabylden, VIce
PreSIdent of KazTransOIl All steenng commIttee meetmg mmutes are contamed m
AppendIx C

The first steenng commIttee meetmg was held on ApnI21-22, 1997 m Almaty, Kazakhstan
All subsequent meetmgs were also held m Almaty The first meetmg served to announce that
a natIOnal 011 pipeime company had been formed, later named KazTransOIl Statements of
purpose and goals were made by the two co-chaIrmen, a presentatIOn on mternatIOnal 011 and
gas regulatIOns was made, a pIpelIne system status descnptIOn was presented, data collectIOn
elements were defined, and aSSIgnments were gIven to steermg commIttee members for data
and mformatIon

The second meetmg occurred on June 5-6, 1997 PresentatIOns were made on an earlIer
USAID financed Kazakhstan pipeime mdustry study, the functIomng ofproper tarIffs, the
CanadIan IncentIve System on tanff Issues, US statistIcal data, and the phYSIcal condItIOn
and finanCIal SItuatIOn of the respectIve operatmg dIVISIOns ofKazTransOI1

The thIrd meeting transpIred on July 10-11, 1997 PresentatIons were made on cost data
development for the creatIon oftanffs, used and useful assets, a prelImmary Hagler BaIlly
computer model to JUStIfy tanffs, and the CaspIan Pipeime ConsortIum Issues and current
status

The fourth meetmg developed on August 20, 1997 The field tnp to Aktau was announced
and an extenSIve dISCUSSIOn of the Hagler BaIlly computer model followed which IdentIfied
addItIOnal data element reqUirements

---------------HaglerBadly---------------
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PROJECT EVOLUTION ~ 3-2

The fifth meetmg was on September 25, 1997 A large number ofKPA members were
present at the meetmg The ImtIal pipeime tanff report, JustIfymg the recommended tanff
methodology and a ballpark tanff rate based on the computer model, was presented m detaIl
The need for asset valuatIOn was IdentIfied, as well as the need to convert the accountmg
system Extended dIScussIon ensued by the partIcIpants on all of the defimtive elements
contamed m the ImtIaI report The correlatIOn of collected data and the computer model was
analyzed

The sIxth and last meetmg of the steenng COmmlttee occurred on October 29, 1997 A draft
resolutIOn, the actual tanffmethodology, and general pnnciple recommendatIOns were
dIscussed at length Issues were raised on the creatIOn of an mdependent 011 and gas
regulatory agency DIscussIOns also mcluded the export surcharge, and for the first tIme some
KazTransOIl staffralsed an alternatIve rate ofreturn Issue, as opposed to the recommended
regulatory method The consensus was that the steenng commIttee approved the
recommended tanffmethodology and submItted It to the GOK for adoptIon

3 2 Model ConstructIOn

A computer model was developed by Hagler Bailly consultant, Dr Helmut Merklem, whIch
utIhzed theoretIcal data to approXImate the costs ofoperatIOn and formed a foundatIOn for
tanff development and calculatIOns The asset valuatIOn utIhzed m the system was based
upon a replacement value estImate wmch Dr Merklem mSIsted would have to be adjusted to
meet the current state ofoperatIOn, mamtenance, and phySIcal condItIon of the system ThIS
was one of the first true mtegrated pIctures of the KazTransOl1 system as a smgle operatmg
company (AppendIX D)

ThIS computer spreadsheet model was deSIgned to calculate reasonable tanffs for expressed
SIzes ofpipehnes for expressed years of servIce GIven the dIfficulty m obtalmng the needed
mstoncal data for a defimtive assessment ofrecommended KazTransOl1 tanffs, thIS approach
was pursued by domg a computer slffiulatIOn ofpipeime tanffs followmg North Amencan
regulatory standards ThIs process mvolved the calculatIOn of011 pipelme tanffs for standard
lengths ofpipeimes of vanous dIameters, as they mIght anse If constructed m North Amenca
under competItIve condItIons

As constructed, the model retams the economIC and pohtIcal structure ofKazakhstan as of
the tIme the hnes were bmlt Tms assumes, among other thIngs, that the pipeimes were bmlt
by the Government, that there was no long-term debt mvolved m the constructIOn of the
pipehnes, and that the pipeimes were, and for the moment, contmued to be under 100%
eqmty ownershIp, presently belongmg to KazTransOIl A model verSIOn that permIts
dIfferent debt/eqmty structures, as well as dIfferent depreCiatIon and tax reglffies, had been
developed earher and baSIcally could be used for pohcy analyses and other uses The cost
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PROJECT EVOLUTION • 3-3

estImates for the constructIon ofpIpehnes m the Umted States and m Canada contamed m the
model hterally rest on hundreds of mdIvIdual pIpelme constructIOn projects

One Important vanable m the recommended 011 pIpelme tanff methodology IS pIpelme
throughput capaCIty TIns IS a more elUSIve vanable than one mIght thmk at first glance
Hagler Badly selected throughput rates generally somewhat above those hsted by
KazTransOIl, but below the theoretIcal rates suggested from computer SImulatIOns Many
more assumptIOns went mto the development of the recommended od pIpehne tanff
methodology, mcludmg the reglIDented use of30-year straIght-lme depreCIatIOn

3 3 Trial Demonstration of Tariff Rate Methodology

Dunng the last week of August 1997, Hagler Badly consultants traveled to the headquarters
of the Western operatmg dIVISIOn ofKazTransOd, m Aktau TIns field audIt produced the
first mdIcatIOn that sohd mamtenance and operatmg data was avadable and proVIded the
opportunlty to develop a comparatIve analySIS of the preVIOUS tanff methodology to the
recommended tanff methodology TIns educatIOnal tool along WIth the data obtamed from
the Western system field audIt proved absolutely cruCIal m the rate deSIgn effort that
followed m September

On September 2, MIchael BIddIson was contacted by PreSIdent Nourlan Kapparov Mr
Kapparov was gIven the OPPOrtunIty to bnef members of the Cabmet ofMmIsters He needed
supportIve documentatIon from Hagler Badly on a comparatIve baSIS of the recommended
tanffmethodology, the results of the model, and ratIOnales for modIfymg the law and tanff
operatIOns A chart of the preVIOUS tanff rate methodology compared to the recommended
rate deSIgn was drafted, usmg comparable data As a commumcatIOn tool thIS proved htgWy
effectIve ThIS bnefing led to a meetmg WIth the key offiCIals ofKazTransOd to refine the
recommended tanffmethodology Hagler Badly rapIdly developed revIsed bnefing matenals,
whtch were adopted and mcorporated mto an afternoon bnefing ofthe Cabmet ofMmIsters
On September 9, 1997 Hagler Badly consultants met WIth PreSIdent Kapparov and all of the
VIce preSIdents ofKazTransOI1 He requested that Hagler Badly prepare tanff rate
recommendatIOns for the three operatmg dIVISIons and an average tanff rate for the entIre
system He offered the full access ofhIS staff and records, but asked that we prOVIde the
requested tarIff rates on a tImely baSIS
On September 10, 1997 the Deputy MmIster ofEconomICS approved the recommended tanff
methodology Thus began an mtensIve effort A field audIt was performed of the pIpehne
headquarters, whIch was mtegrated mto the field audIt of the Western pIpelme system The
final pubhcatIon, "Proposed PIpelme Tanff Methodology and Recommended Tanff Rates for
the Government of the Repubhc ofKazakhstan," was dehvered to KazTransOd on September
17, 1997 (AppendIx E)

---------------HaglerBatlly---------------
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PROJECT EVOLUTION .. 3-4

KazTransOll was extremely satIsfied WIth the Hagler BaIlly work and requested a procedures
manual be developed ThIs led to the presentatIOn of the results of the rate analysIs and the
contents of the procedures manual on September 25, at the fifth steenng commIttee meetmg

34 Steermg Committee Recommendation ofTariff Methodology

Early October saw contmued efforts m the formal draftmg of the recommended methodology
m a step-by-step gUIde coordmated WIth KazTransOll AddItIOnal mterest was shown by
KazTransOIl m utilIzmg these procedures m strategIc planmng models and analysIs of cash
flows

In mId-October, preparatIOns for the seventh steenng commIttee meetmg were begun The
procedures manual was modIfied, reflectmg changes proposed by KazTransOll, and a
resolutIOn and addItIonal gUIdmg pnnciples were developed for steenng commIttee approval

Dunng thIS penod a factIon had formed m KazTransOI1, proposmg an alternatIve rate of
return methodology Recent employees ofKazTransOIl, WIth no background m pIpelIne
busmess or operatIOns of natural monopolIes, and wIthout preVIous partIcIpatIOn m the
steenng commIttee, began lobbymg for a change from a regulatory rate of return deSIgn to a
radIcal departure The alternatIve methodology would allow for an exceedmgly hIgh rate of
return, a hIgh valuatIon ofassets, and a component that would have shIppers pay for future
constructIOn costs m present tanff rates ExtenSIve efforts were spent m attemptmg to abort
the KazTransOIl alternatIve methodology

The seventh and last steenng COmmIttee meetmg on the recommended 011 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
steenng commIttee approved the final changes to the document and submItted It to the GOK

3 5 Methodology Education and CoordmatIon

At thIs pomt, the focus oftechmcal aSSIstance shIfted to the AMC, the Mimstry ofEnergy,
Industry, and Trade, and the Agency for StrategIC Planmng and Reform, the key GOK
entItIes WIth approval authonty of the 011 pIpelIne tanffmethodology

---------------HaglerBatlIy---------------
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PROJECT EVOLUTION ~ 3-5

On November 5, Elena Popandopoula, Head of the TanffDepartment ofthe AMC, bnefed
the Hagler BaIlly consultants on the current status of legIslatIOn and government
reorganIzation DIsCUSSIOns examIned the creatIOn of an Independent 011 and gas regulatory
commISSIon, posSIbly formed from the AMC The AMC had modIfied ItS charter to adopt
Hagler BaIlly recommendatIOns for the development of an Independent regulatory
commISSIon There appeared to be agreement In pnnciple to accept the steenng commIttee
recommended tanff methodology On December 10, Hagler BaIlly provIded
recommendations for changes to the AMC 011 pIpelIne tanffmethodology procedural
InstructIOns (AppendIces F and G) Hagler BaIlly was formally requested to Jom a
commIttee ofexperts to examIne a current gas pIpelIne tanff filIng December 11, began a
senes of meetIngs and dIScussIons on gas pipeime transmISSIon tanffs Hagler consultants
eventually gave a senes of recommendations that were acceptable to the AMC and Intergas

In early and mId-December, In response to a KazTransOIl request, Hagler BaIlly consultants
prepared specIal spreadsheets to analyze future cash flow for capItal constructIOn, utilIzmg
the steerIng commIttee recommended tanff methodology FIve scenanos were developed m a
senSItIvIty analYSIS, examImng 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 maIntamed at relatIvely stable levels, With
only moderate Increases over extended penods of time ThIS latter aspect of rate desIgn
Insures supenor relatIOns With, and acceptance, by shIppers of the transportatIOn rates ThIS
exerCIse Introduced to KazTransOIl the key concepts ofadoptmg a structured portfolIo of
debt and eqUIty fInancIng, the Importance of negotiatIng appropnate terms and condItIOns In
addItion to tanff rates, and balanCIng costs With cash flow to maIntaIn stable rates In
performIng the analYSIS, the exammatIOn focused on the analySIS ofa senes of data on
forecasted capItal Improvement projects for the operatIng system DetaIled mformatIOn was
proVIded for 1998, and general data was proVIded for an extended penod through the year
2030 The value ofthe recommended tanffmethodology allows for a transparent cost based
approach to examIne future capItal Improvements and proVIdes an effectIve tool for planmng
the most appropnate mIxture offinancmg, between debt and eqUIty, to achIeve the capItal
Improvement program

Hagler BaIlly contmued to hold trammg seSSIOns for KazTransOIl, discussmg all data
elements, lOgIC ofanalySIS, and presentatIOn ofresults - Includmg the Impacts on cash flow
analySIS and the respective shippers rates KazTransOIl expressed satisfactIOn With the
results A copy of the analySIS and spreadsheets IS located at AppendIx H

---------------HaglerBaIlly---------------
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PROJECT EVOLUTION .. 3-6

Dunng the mId to late December 1997 penod, KazTransOIl bUIlt support for and filed a rate
applIcatIOn whIch Incorporated most of the concepts of the steenng commIttee 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 In InternatIOnal regulatory structures ThIs applIcatIon domInated the educatIOnal
efforts of the follOWIng quarter (AppendIx I) The AMC rejected the applIcatIon and
requested techrucal aSSIstance from Hagler BaIlly In February 1998, Hagler Bailly
consultants began an exhaustIve senes ofanalyses of the December KazTransOIl tanff
methodology and tanff rate applIcatIon and the senes of reVISIons that followed ThIs was
complImented by an extenSIve senes of educatIOnal dIscussIOns at all levels of government
on an IndIVIdual baSIS, as well as a group baSIS The InItIal request to analyze the
KazTransOIl filmg denved from the Agency for StrategIC Planmng and Reform ImtIally, the
KazTransOIl applIcatIon sought a 28% rate of return The completed analysIs was provIded
to the Agency for StrategIC Planmng and Reform on February 14 (AppendIx 1)

On February 25, 1998 Hagler Bailly receIved a crucIal request from the AMC for analysIs
support ofKazTransOIl filmg, USIng the alternatIve methodology In addItIOn, Hagler BaIlly
receIved a formal request from the Agency for StrategIC Planmng and Reform to be In Astana
to partIcIpate In 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 coordmated 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 mimstnes Apparently, KazTransOIl had tned to bypass the AMC and proposed
theIr alternatIve methodology dIrectly to the Agency, after ItS rejectIon by the AMC In
December Hagler BaIlly presented replete techrucal analYSIS, such that the KazTransOIl
proposal was tabled for further study by the Agency The AMC ImmedIately moved to
remstate ItS jUnSdictIOn over tanffs The Hagler Bailly analySIS compared the alternatIve and
recommended methodologIes, responded to cntIcisms, and demonstrated the negatIve Impact
that the alternatIve methodology would have In relatIOn to InternatIonal norms and on the
economy ofKazakhstan (AppendIx K)

In early March, detaIled analySIS was agaIn sought by the AMC and the Agency for StrategIC
Planmng for a reVIsed fIlmg by KazTransOIl The reVIsed filIng had moved further In the
dIrectIOn of the Steenng CommIttee recommended methodology (See AppendIces L and
M)

In late March, Hagler BaIlly consultants performed IntenSIve mternational research on the
recommended and alternatIve tanffmethodoiogies To be successful m the dISCUSSIOns, It was

---------------HaglerBadly---------------
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PROJECT EVOLUTION ~ 3-7

necessary to test the actual calculatIOns of applIcable returns on eqUIty smce Kazakhstan
lacked any lustoncal development that would be normally utIlIzed to generate returns on
assets of tlus nature Dunng tlus penod, questIOns began to anse concernmg a tender Issued
by KazTransOIl to Ernst and Young, an mternatIOnal consultmg firm, to valuate the assets of
the system Concerns were raised that mflated values of assets would be generated, whIch
would effectIvely serve to balloon transportatIon tanff rates dunng a penod of declIne m 011
pnces ConsultatIOn was sought by the AMC on asset valuatIOn, and regulatory rate desIgn
pnncipies from Hagler BaIlly On Apnl 10, a formal meetmg m Astana before the AMC and
other mimstnes resolved many Issues m the tanff methodology and narrowed the focus to
eqUIty rate ofreturn - WIth KazTransOIl bemg ordered to work WIth Hagler Bailly In the
development of a Kazakhstan speCIfic solutIOn A key Issue that was resolved at thIS meetmg
was the acceptance ofHagler Bailly recommended elImmatIOn of the export surcharge on 011
Tlus WIll equalIze the rate treatment of 011 transportatIOn throughout the system Per a request
by the AMC, Hagler BaIlly prepared gUIdance m the form of rate desIgn pnncipies to assIst
them m arrIvmg at rate desIgn decIsIons (AppendIX P)

On Apnl13, profound meetmgs were held wIth KazTransOI1 finanCial management Newly
lured, busmess educated, staffhad recently Jomed the KazTransOIl operatIons and were
better able to comprehend the Issues Involved In the development of an eqUIty rate of return
(AppendIx 0) Eventually, Hagler Bailly and KazTransOI1 SIgned a Jomt letter on Apn124,
recommendmg the adoptIOn of the steenng commIttee recommended tarIff methodology to
the AMC (AppendIx S) The difficultIes mvolved the use of a standard regulatory approach,
based upon stable nsk coupled WIth unstable nsk, however the histoncal factors avaIlable for
ItS calculatIOn In more developed free market socIetIes were not avaIlable m Kazakhstan and
alternatIves had to be developed AddItIonal guIdance was also proVIded to KazTransOIl In

considenng all the relevant key market players In makmg rate determmatIOns (AppendIx Q)
Also, addItIonal guIdance was sought by the AMC m terms ofrevIewmg asset valuanons
(AppendIx R)

3 6 Public Hearmg

Late Apnl mto early May was spent In developmg background documents for holdmg a
publIc heanng - the first of ItS kmd m Kazakhstan, and m early May the reVIew of
KazTransOIl's final tanffrate applIcatIOn was performed - wluch dId not contain actual
proposed rates, but represented the final compromIse methodology Hagler BaIlly prepared a
template on holdmg publIc heanngs, wluch was proVIded to the Agency for StrategIC
Planmng and Reform ThIS document proVIded a bluepnnt for the conduct of the actual
heanng (Appendix T)

---------------HaglerBalIly---------------
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PROJECT EVOLUTION ~ 3-8

The formal pubhc heanng on the 011 plpehne tanffmethodology was held on Fnday, May 22,
1998 In Astana It was chaIred by ChaIrman Utembayev, Agency for StrategIc Planmng and
Reform Habar, the natIonal teleVISIon statIOn filmed segments of the publIc heanng and
broadcast It several tImes over the weekend MIchael BIddIson was the featured USAID
spokesperson and made a formal presentatIon on the benefits of the recommended 011
pIpelIne tanff methodology He also responded as an expert WItness In the proceedIng,
answerIng several questIOns from the ChaIrman The mInutes to the publIc heanng are shown
In AppendIx U It was the reqUIrement of the ChaIrman at the publIc heanng that all partIes to
the heanng SIgn the mInutes

3 7 AdoptIOn and Implementatton

On June 5, 1998 the recommended 011 pIpelIne tarIff methodology was formally and
admlmstratIvely adopted by the GOK (AppendIx V) New tanffrates 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 KazTransOIl, they requested that Hagler BaIlly perform a reVIew ofthe
recommended asset valuatIOn

3 8 AnCIllary Benefits

June 15th marked a sIgmficant re-opemng of our actIVItIes In the development ofgas
transmISSIon and dlstnbutlon tanff rates Because of the success of the oIl plpehne tanff
methodology, aggressIve actIVIty was sought In the development of SImIlar efforts for gas
transmISSIon and dlstnbutlon On that date, the Mlmstry ofEnergy, Industry, and Trade
InVIted Hagler BaIlly, as expert consultants, to attend a gas workmg group meetIng and
develop comprehensIve rules and regulatIons on gas transmIssIon and dlstnbutton As part of
the process, Hagler BaIlly drafted and proposed an umbrella Law "On the RegulatIOn of all
and Gas," whIch created an Independent 011 and gas regulatory authonty

In early July, the AMC became the CommIttee for the RegulatIOn ofNatural MonopolIes and
ProtectIOn ofCompetItIon, reportIng dtrectly to PreSIdent Nazarbaev As such, reVIsed
ImplementatIOn InstructIons and fihng documents for all natural monopohes were beIng

---------------HaglerBadly---------------



I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

PROJECT EVOLUTION ~ 3-9

developed Hagler BaIlly spent an extensIve amount of tIme producmg far rangmg documents
based upon the success of the 011 pipelme tanff methodology

Hagler BaIlly has assumed an expanded role m the development of pubhc tanff and nder
sheets, descnbmg tanffterms, condItIOns, and rates for all servIces, estabhshmg a
srupper/customer complamt process to respond to servIce Issues, recommendmg a
mechamsm to resolve non-payments of sruppers, and provIdmg qUlck response servIces to
specIfic requests from the GOK

---------------HaglerBaIlly---------------
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CHAPTER 4
LESSONS LEARNED & NEXT STEPS

4 1 LESSONS LEARNED

The pnnclpallesson learned was that the value ofprovldmg mstltutIOnal memory and
contmUIty m the face ofconstantly changmg governmental structures and personnel can be
done successfully AddItIonally, the practIce of patIent educatIOn and constant
commumcatIon WIth government counterparts, whIch msured translatIOn not only transferred
words, but also concepts behmd the words, was extremely Important It was also recogmzed
that the steenng commIttee concept was the best means m gettmg government and mdustry
representatIOn and partIcIpatIOn m Jomtly resolvmg dIfficult Issues

USAID should better recogmze the competence and professIOnahsm of Its consultants m
extremely techmcal/pohtIcal/economlc/socml arenas and should provIde a proper level of
support m obtammg strategIC objectIves and furthenng results Unfortunately, there were
mternal fractIOnal dIVISIOns wlthm the USAID/CAR MISSIOn that were less than SupportIve,
creatmg an atmosphere of conflIct notIceable to government counterparts and pnvate
mvestors that partICIpated m the project ThIS type of enVIronment thnved, due to the
backdrop of "teams" assIgned to manage consultant actIVItIes ThIS was a lesson learned by
Hagler BaIlly consultants

4 2 NEXT STEPS

The pnmary mISSIon of thIS project has been achIeved The OOK has formally adopted and
Implemented an mternatIOnally acceptable 011 plpelme tarIff methodology

The next steps, m relatIOn to the regulatIOn of natural monopoly plpelme compames, are to
contmue technIcal aSSIstance WIth the AMC m the development of appropnate SkIlls and
organIzatIOnal mechanIsms for docketmg and record keepmg, evaluatIve tanff reVIews,
accountmg analySIS, asset valuatIon reVIew, finanCIal analySIS, forecastmg reVIew, rate of
return analYSIS, consumer complamt servIces, pIpelIne safety, publIc hearmg exammatIOn,
legal analySIS, and admlmstratIOn For example, the terms, condItIons, and tarIff rates for all
servIces should be pubhshed as a matter ofcourse, nders for speclahzed servIces need to be
developed, and other Issues related to msunng that the regulatIOn ofnatural monopolIes are
transparent and lead to cost effiCIent natural monopoly servIce should be mstItuted
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LESSONS LEARNED & NEXT STEPS ~ 4-2

USAID should also buIld upon Its closely establIshed relatIOnshIp wIth KazTransOIl to
prOVIde techmcal assIstance m evaluatmg mamtenance and new constructIOn projects of the
plpelme system KazTransOII has lImIted resources and expenence m strategIc and economIC
plannmg, but needs to begm nnmedIately to prepare domestIc 011 transportatIOn routes for
export to world markets FeasIbIlIty studIes ofalternatIve plpelme routes and productIOn
volume forecasts need to be conducted before rehabIlItatIOn and constructIOn projects should
earnestly begm

---------------HaglerBaJlly---------------



Dear Mr Pnmm,

July 12, 1996

APPENDIX A

--------------- HaglerBa1l1y ---------------

AS LobaevDeputy Mimster

An analyses carned out be Pnce Water House dIsplays that under the
condItIons of the tranSItIon penod m Kazakstan, the Northern-Amencan
model of tanff calculatIon IS the most sUItable for us

In VIew ofthe above, MOGI requests you to conSIder a pOSSIbIlIty to
allocate funds (under USAID's technIcal aSSIstance) to develop and put mto
practIce (after an appropnate coordmatIon and gettmg approvals m the
AMC and the Mlmstry of finance) a market-based methodology of the tarIff
formatIOn that would be acceptable for supplIers (plpelme users) of 011 and
gas, mternatIOnal fundmg mstItutIOns and mvestors In ItS tum, our
mlmstry Will provIde all the necessary mformatIOn and cooperatIOn m the
performance of such a necessary for the sector work

From our conversatIOns With RIchard HI1dall we learned that USAID IS
planmng to provIde a technIcal aSSIstance to CAR that has a
regulatory/management character

The currently eXIstmg methodology does not prOVIde condItIonS of a loan
payback and return-to-capltal element ofmvestments, as we dId not have
such categones m the post-SovIet economy at all

To date, Kazak's pIpelIne customers pay a tanffthat have been calculated
upon an out-dated methodology and approved by the AMC

Now, when we are m the process ofpnvatIzatIOn and corporatIZatIOn of
plpelme transportatIOn faCIlItIes (we have such a Government's deCISIOn),
the eXlstmg methodology of the tanff calculatIOn does not meet the
market-based methodology used m Europe and m the North Amenca

To Barry Pnmm
From Talgat SeItkazim
Subject MOGI's request translatIOn
Attachment
Date 7/29/26 11 59 AM
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APPENDIXB

DetaIled System Background

There are, m effect, three dIsconnected plpehne systems m Kazakhstan, all three onented m a
North/South dIrectIOn The systems were mhented from the SovIet era and ongmally desIgned
to meet regIOnal as opposed to natIOnal needs Now combmed under one corporate roof under
the desIgnatIOn of KazTransOIl Plpehne Company, the three systems had been operated untIl
mld-1997 as separate plpelme compames At that tIme, they were known as the YuzNefteProvod
System, the Kenl(lyak System and the Pavlodar System

The Kazakhstan Pipeline System

YuzNefteProvod

The oldest of the three plpelme systems currently m operatIOn m Kazakhstan IS the
YuzNefteProvod system It IS also the system that carnes most of Kazakhstan's crude 011 to
market Placed on stream m the late 1960's and early 1970's, It ongmally connected some ofthe
early Kazakhstan 011 fields to the seaport of Aktau Today, most of the crude from the fields
located on the Buzachl and Mangyshlak Pemnsu1as IS earned North to Atyrau where a
medIUm-sIzed refinery (capacIty of 104,000 barrels per Day) takes on some crude The
remalmng crude IS pumped North from Atyrau past the RUSSIan border to the Samara refinery
and beyond The full length of the system, from ItS ongm m Kalamkas to the RUSSIan border IS
approxImately 1600 km, or 1000 mIles

The pnnclpal trunk hne 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 lme has SIX dIfferent sectIOns ofvarymg dIameters, from 530 to 1020 mm (21 to 40
mches) The lme IS old and m badly detenorated condItIOn To meet an operatIOnal emergency,
one lme sectIOn, stretchmg over 220 km North of Atyrau, has been replaced m recent years, but
WIth a makeshIft hne, ongmally deSIgned as a water hne Between the Uzen FIeld and Aktau,
the lme IS looped WIth 130 km ofa 530/720-mm hne (21/28 mches) VarIOUS other mmor hnes
complete the YuzNefteProvod system These connect mdlvldual 011 fields WIth trunk hnes or
WIth raIl outlets They range m SIze from 220 to 530 mm (9 to 21 mches)
Not stnctly part of the YuzNefteProvod system but located m the Atyrau RegIOn IS the CaspIan
Plpehne ConsortIum or CPC lme That hne, owned Jomtly by LukOIl, KazakhOIl, Chevron and
MobIl 011, runs West from Atyrau to the RUSSIan border, and from there to NovOroSSlysk on the
Black Sea Its Kazakhstan portIOn IS shown on the precedmg map as a dotted hne The CPC hne
uses m part eXlstmg hnes, but some mterconnectmg segments remam to be bUIlt, WIth
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AppendIx B ~ B-2

completIOn scheduled by the year 2000

Many of the crudes produced from the Buzachl and Mangyshlak Pemnsulas have a tendency to
sohdlfy (have a hIgh pour pomt) or are highly VISCOUS Pour pomts go as hIgh as 32 degrees
centIgrade (90 degrees FahrenheIt) m the case of certam Uzen crudes, and VIscosItIes range Up to
280 Centlstokes at 20 degrees CentIgrade These crudes reqUire heatmg to make them amenable
to bemg pumped through plpehnes, whIch makes for complex and costly operatIOns
Kenklyak

The Kenklyak system IS a relatIvely short (800 km or 500 mIles) and small-dIameter spur
(350/530 mm or 13/21 mches) BUilt m the early 1980's, the Ime IS used to ShIp condensate and
crude 011 from the KenkIyak and Zhanazhol reservOIrS to the Orsk Refinery,]ust North ofthe
RUSSIan border WIth VIscosItIes around 10 Centlstokes at 20 degrees FahrenheIt and With pour
pomts well below freezmg, the crude Oil/condensate mIxture presents no operatIOnal dIfficultIes

Pavlodar

Ongmally deSIgned to transport Sibenan crudes mto and through Kazakhstan mto UzbekIstan
and beyond, the Pavlodar Ime IS now partly Idle From border to border, the Ime extends over
2100 km (1300 mIles), not countmg a dual spur that connects the Pavlodar trunk Ime WIth the
Kumkol FIeld WhICh IS located approxImately 200 km to the West ofKarakom Today, the
northern sectIon of the Pavlodar Ime remams m operatIOn, leadmg to the Pavlodar Refinery some
200 km South of the RUSSIan border In addItIon, productIOn from the Kumkol FIeld IS shIpped
through the Kumkol spur to enter the Pavlodar trunk Ime at Karakom, some 1100 km (690 mIles)
to the South of the Pavlodar Refinery From there, the 011 flows m a southern dIrectIOn to the
Shlmkent Refinery WhICh supphes the Almaty RegIOn WIth 011 products The sectIOn between
Pavlodar and Karakom IS Idle most of the tIme, as IS the southern contmuatIOn of the Ime from
the Shlmkent Refinery to Uzbekistan

GIven ItS ongmal mISSIOn to serve as a supply hne conveymg Sibenan crudes to the Pavlodar
and Shlmkent Refinenes, and to provIde addItIonal crudes to UzbekIstan, the Pavlodar Ime IS
tapered from North to South From the RUSSIan border to the Pavlodar refinery (capacIty of
160,000 barrels per day), the Ime has a dIameter of 1020 mm (40 mches) From there to the
Shlmkent Refinery m the far South ofKazakhstan, the Ime dIameter IS 820 mm (32 mches), and
from there to the southern border It IS 720 mm or 28 mches

WIth a VISCOSIty ofabout 10 Centlstokes at 20 degrees CentIgrade and a pour pomt of mmus 35
degrees CentIgrade (mmus 31 degrees FahrenheIt), plus a denSIty of 840 kg/hter (37 degrees
API), thIS IS an Ideal crude to pump through plpelmes, except for ItS shghtly elevated sulfur
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AppendIX B " B-3

content of 0 55 percent The Kumkol crude, by contrast, IS fairly VISCOUS (26 Centistokes) and
has a pour pomt well above freezmg, at 13 degrees CentIgrade (55 degrees FahrenheIt) In fact

the second spur of the dual feeder from Kumkol served to pump Sibenan crude oIl to Kumkol to
mIX It WIth Kumkol 011 to reduce the VISCOSIty and the pour pomt of the mIxture Today, Kumkol
crude IS bemg shIpped wIthout the addItIOn of Sibenan crude OIl, through the sImple expedIent of
addmg drag-reducmg agents
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APPENDIXC

Steenng CommIttee Mmutes

MINUTES OF INAUGURAL MEETING
Kaergeldy Kabyldm ("K") RepresentatIve of the Mmistry of Energy and Natural Resources
and DesIgnated Daily Contact Person for PIpelIne TanffStudy, AssIstant to Deputy Mmister A
S Lobaev
Ferdmat Mamonov ("Mo") Chief PIpelIne Engmeer, Mmistry of Energy and Natural
Resources

MIchael BIddIson ("B") RegIOnal Manager, Hagler Bailly Consultmg, Inc
Helmut Merklem ("Me") Pipelme Consultant, Merklem and Associates, Inc
Svetlana Ivanova Techrucal AssIstant, Hagler Bailly Consultmg, Inc
Talgat SeItkazian Techrucal AssIstant, USAID

Apnlll, 1997

The meetmg began With MIchael BIddIson submlttmg to Mr Kabyldm the followmg documents

A IIstmg ofdata needs for the pipeime 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 followmg mtroductory remarks

B There have been many changes smce last meetmg, notably m the 011 and Gas Sector
which remains m tranSItIon at thIS tIme We hope that you and Mr Lobaev Will remam m your
present pOSItIons and are lookmg forward to workmg With you m developmg a pipeime tarIff
methodology for Kazakhstan

We hear that a Jomt-stock plpelme company has been created whIch Will pursue
commercial operatIOns under state ownership, perhaps the eqUIvalent to KazakhOlI We are
prepared to work With you and WIth appropnate pIpelIne groups and hope to form a Steermg
CommIttee on plpelme tanffs
K We are also lookmg forward to workmg With you Pnor to startmg work, though, we
would lIke for you to submIt a more detaIled work program The formatIOn and composItIon of
the Steenng CommIttee comes later We can start next week With a first meetmg ofthe Steenng
CommIttee We would need to rent office space for our meetmg
B MerklemJust amved He Will be m Almaty untIl Apnl25 We are ready to start nght
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ApPENDIX C .. C-2

away The lIst of data needs for the pIpelme tanff study IS Just a starter It could be used as a
workmg paper at the first Steenng Cormmttee meetmg We felt that the detaIled work program
should be developed by the full Steenng CommIttee
K There WIll be no problems as far as data are concerned Regardmg economIC and
financIal data, we are prepared to proVIde everythmg you have asked for However, your request
for phySIcal data seems to be too detaIled
Me The more data we have, the better the resultmg tanff methodology and the tarIffs
themselves
K Agreed, but why all these detaIls regardmg locatIOn? Why do you need to know detaIls
regardmg 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 pIpelme has a
certam dIameter and capacIty, and that It generally runs between pomts A and B
B OK, you must ofcourse 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 pomt

At thIs pomt Mr Mamonov arnves and IS bnefed regardmg the foregomg dIscussIOn by K

K To summanze, market and fmanclal data are no problem Regardmg the Pnce
Waterhouse study you requested, It contams commercIal mformatIOn that you should not be
pnvy to However, the study does contam a sectIOn dealmg WIth model tarIff calculatIOns, and
that sectIOn WIll be made avaIlable to you In any event, too many data IS more confusmg than
helpful

Now, as to the ObjectIves of the proposed pIpelIne tanff study, there have mdeed been
many changes m the 011 and Gas Sector As mentIoned, we now have a NatIOnal 011 and Gas
Company, engaged m the exploratIOn for and productIOn of 011 and gas, the Kazakh011 Company

On Apn12, a SImIlar decree created the Kazakhstan 011 PIpelIne Company To deal wIth
the development ofa ratIonal pIpelme tanff methodology, we plan to mVIte 2-3 mdustry
speCIalIsts to partICIpate m delIberatIOns of the Steenng CommIttee on pIpelme tarIffs K then
proceeded to lIst MIllistnes and AgenCIes that should also be represented on the Steenng
CommIttee MentIOned, among others, were the AntI-Monopoly CommIttee of the MIlliStry of
Economy (m charge ofrate settmg), the MIlliStry ofEnergy and Natural Resources, the Southern
PIpelme, the Pavlodar PIpelIne, and others, all thIS subject to confirmatIOn later
B We plan to work WIth the Kazakhstan Petroleum ASSOCIatIOn ("KPA") We mtend to
mform them about these plans and to ask them to nommate 3 representatIves to the Steenng
CommIttee
K That may present us WIth a problem There eXIsts a bUIlt-m conflIct between producers
and 011 transporters I would prefer not to have foreIgn producers on the Steenng Group
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ApPENDIX C ~ C-3

B Excludmg the foreIgn producers would not be a good Idea Among other thmgs, thIS
would be m vlOlatlOn of the pnnclples enuncIated by Mr Lobaev, whIch have caused the US
Ambassador to make certam representatlOns to mdustry groups I see no danger m theIr bemg on
the Steenng CommIttee Remember, we w111 also be on the group, where we w111 be representmg
you
K Who IS that KPA?
B A non-profit organizatlOn representmg the foreIgn petroleum companIes and chartered
under the laws ofKazakhstan
K There Will be ongomg dIsputes With them on board
B There won't be, I Will personally vouch for that
Mo These petroleum people have too much mfluence We need neutral partICIpants on the
Steenng CommIttee, and we asked you to partICIpate m 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 ofcourse, all final deCISIons Will be ours
B We w111 take our orders from the Government, and m partIcular from Mr Lobaev, no
questlOn on that StIll, we are firm m our behef that three foreIgn producers should be
represented on the Steenng CommIttee If you mclude mdustry representatlOn you wIll find
mdustry generally to be SupportIve of the emergmg methodology These people must be part of
the process
Mo Why Western methodologIes? Most 011 shIpments Will be local We have been dealmg
WIth tills on a dally baSIS for the last three years
B Let us not kid ourselves You need the good w111 and the confidence of the 011 and gas
mvestors, and to achIeve It, you must deSIgn and Implement a methodology that wIll be accepted
m the mternatlOnal petroleum mdustry I am adamant on thIS pomt Most of the major 011
compames have a greater budget than most Governments, and you are competmg With many
other countnes m attractmg theIr mvestment You cannot afford to Ignore theIr expenence and
theIr senSItIVIties
K WIth reference to the work program, the work should begm by domg a survey of
mternatlOnal practIces ofworking plpehne methodologIes To save time, parallel work may be
begun on the Southern Plpehne to determme the data needs for that hne Tills would mclude the
defimtlOn of costs that should be admItted mto the rate base and an appropnate accountmg
system

WillIe work IS m progress on determlillng an appropnate tarIffmethodology, other phases
of the plpelme study could be dIscussed ThIS would mclude software deSIgn to calculate tarIffs,
to forecast future loads, etc Tills should be done m coordmatlOn With mdustry representatives
From thIS Will emerge a proposal for a speCIfic methodology SUItable for Kazakhstan, for
submisslOn to the Government
B Agreed
K WIth trns m mmd, please submIt an expanded work program that should mclude more
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--------------- HaglerBatlly ---------------

MINUTES

OF FOLLOW-UP TO INAUGURAL MEETING

RegIOnal Manager, Hagler BaIlly Consultmg, Inc
PIpelIne Consultant, Merklem and AssocIates, Inc
TechnIcal ASSIstant, Hagler BaIlly Consultmg, Inc

There was mentIOn ofan m-house study, recently completed, dealIng WIth a proposed plpelme
tarIff methodology The author of the study IS a Mr VcronIn Try to get a copy
Get copy oftanffmethodology sectIon ofPnce Waterhouse study
Get copy ofApnl 2 Decree creatmg Kazakhstan all Plpelme Company

detaIl and specIfic deadlmes
B How about accountmg standards?
K You should suggest an accountmg methodology as well, but the accountmg standards
must comply With the accountmg system currently m eXIstence under Kazakhstan laws You
may be better off by startmg With personnel requIrements
B Agreed We have fundIng avaIlable to tram personnel
K That IS OK With us, but the trammg must be practIcal and acceptable to us No
theoretIcal courses

SubmISSIon of an expanded work plan, m EnglIsh and m RUSSIan, by COB Wednesday, Apnl 16
Date offirst Steenng CommIttee Meetmg on Monday, Apnl21

Follow-up steps

The rest of the meetmg served the practIcal purpose of settmg short-term deadlmes for ImmedIate
tasks These mclude

Kaergeldy Kabyldm RepresentatIve of the Mmistry ofEnergy and Natural Resources and
DeSIgnated DaIly Contact Person for PIpelIne Tanff Study, ASSIstant to Deputy MInIster A S
Lobaev

MIchael BIddIson
Helmut Merklem
SvetlanaIvanova

Apnl 16, 1997

The meetmg began WIth MIchael BIddIson submIttmg to Mr Kabyldm a proposed agenda for the
foundmg meetmg ofthe Pipeime TanffSteenng CommIttee (the "Steenng CommIttee") and a
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APPENDIX C to- C-5

document entItled ObjectIves and Long-Tenn Work Plan, PIpehne TanffSteenng CommIttee
Tlns document had been prepared m response to Kabyldm's request The work plan contamed
three sectIOns, prepared for dISCUSSIon at the Steenng CommIttee FIrst a Statement ofIntent
outhmng the need for the planned overhaul of the Kazakhstan pIpehne tanff methodology and
the pnncIpal charactenstIcs of the methodology to be developed Second, a rough outlme of
proposed CommIttee operatmg procedures And tlnrd, some of the CommIttee's expected
subtasks and an overall tIme frame that enVISIoned a tentatIve closmg date for the development
of the tanffmethodology by December 31, 1997

Followmg a questIOn by Kabyldm and clanficatIOn by BIddIson regardmg the ConfidentIahty
Agreement, WhICh otherwIse he and Lobaev found acceptable, the dIscussIOn turned to the
forthcommg Apn121/22 foundmg meetmg ofthe Steenng CommIttee Kabyldm SaId he would
send out a notIce to mVIte representatIves of the MImstnes ofFmance and Economy and to the
ClnefExperts of the Southern PIpelme and the Pavlodar PIpelme Kabyldm apologIzed for not
bemg able to attend the meetmg lnmself, smce he had to be m Moscow to finahze the CPC
PIpelme Agreement He smd he would be represented by Ms ZakIrova, but he mdIcated that Mr
Lobaev would be present to chaIr the meetmg

Commentmg on the proposed agenda wmch mcluded a short presentatIOn by BIddIson on
pIpehne regulatIOns m the Umted States and by Merklem on tanff methodologIes m selected
countnes, Kabyldm mdIcated 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 tanffmethodology
That was agreed to by BIddIson The rest of the bnefmeetmg was devoted to logIstIcal detmls of
the forthcommg meetmg Of note IS the name of the representatIve of the Southern PIpelme,
Aktau, whIch was called m wmle we were at the meetmg Ms Anna Vmogradova, Semor
SpecIahst on PIpehne Tanffs BIddIson commItted to wnte a draft letter ofmVItatIOn to the
Kazakhstan Petroleum ASSOCIatIOn mVItmg three KPA representatIves to become members of the
Steenng CommIttee The letter was to be wntten for Mr Lobaev's SIgnature, for dehvery by
Thursday

MINUTES OF FORMAL STEERING COMMITTEE MEETINGS

MINUTES OF FIRST MEETING
PIPELINE TARIFF STEERING COMMITTEE
APRIL 21/22, 1997

Day One, Apnl 21
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APPENDIX C ~ C-6

FIrst official meetmg of PIpelIne TanffSteenng CommIttee The meetmg was opened by Mr
Lobaev who had been appomted FIrst VIce PresIdent of the newly created Kazakh 011 PIpelIne
Company The meetmg opened With a bnef mtroductIOn of the Steenng CommIttee members

Lobaev Address

Mr Lobaev opened the meetmg by announcmg that a NatIOnal 011 Pipeime Company,
KazakNefteProvod, had been establIshed, With Mr Kaynulla Z KASENOV as PresIdent and
lnmself as FIrst VIce PresIdent (probably what we would call ExecutIve VIce PreSIdent)

Mr Lobaev Said that he would be responsIble for tanffs, contractmg, expanSIOn, modernIzatIOn,
transportatIOn and techmcal operatIOns He also mentIOned that the responsIbIlIty for runmng
KazakNefteProvod no longer rests With the Mimstry of Energy and Natural Resources

Accordmg to Mr Lobaev, the NatIOnal all PIpelIne Company WIll be a closed-type Jomt-stock
company As a matter ofcorporate phIlosophy, the Company wIll look to the 011 supplIers as the
pnncipal shareholders, and they Will have a first-call transportatIOn nght, at a profit Mr Lobaev
saId that he mtends to mtroduce a new and umfied methodology m tanff settmg, WIth the
followmg charactenstlcs

thIS wIll be a cost-recovery system With reasonable tanffs for both the transporter and the
plpelme user,
there WIll be a new accountmg procedure,
there WIll be transparency,
the plpelme actiVItIes WIll be publIc,
there WIll be Western-style tanffs,
every supplIer WIll know the costs,
the pipeime system WIll be fully mtegrated, no South or East CompanIes, Just one pipeime
system,
actual tarIffs WIll be set by the Anti-Monopoly CommIttee

As to accountmg, Mr Lobaev remmded hIS audIence that all Kazakh enterpnses are currently
requested to mtroduce a newly approved accounting system He stressed that he mtended to
mtroduce that system from the start He spoke of the need for tanffzones and for transparency
and publIc exposure Secret tanff calculatIOns, as m the past, WIll not be tolerated

Mr Lobaev stressed that the North-Amencan tanffmodelis the most acceptable one to SUIt
Kazakhstan's current SItuatIOn He pomted out that the Kazakh tanff model, based on the
RUSSIan system, as they had used It till now, was not all that dIfferent from the Amencan one m
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APPENDIX C ~ C-7

terms of results achIeved If one exphcltly accounted for mterest costs deprecIatIOn, and
allowable profits, the hlstoncal Kazakh rate ofretum of35% 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 hnes, "Interstate ShIpments"
State Systems for 011 and gas produced and consumed WithIn a State, "Intrastate ShIpments"
Interstate shIpments are regulated by an mdependent regulatory body, the Federal Energy
Regulatory COmmISSIOn, located m Washmgton, DC
Intrastate shIpments are regulated by mdlvldual State Regulatory CommIssIons of the 50 US
States
Many States have sIgmficant volumes of mtrastate shIpments, such as Texas, LOUISIana, New
MexIco, CalIforma, and others
We Will focus our attentIon on the US federal system

Whether Federal or State, regulatIons are not created m a vacuum The power to Issue
regulatIOns IS denved from laws WhICh, m tum, are a reflectIOn of the country's polIcIes A
typIcal legal/regulatory hIerarchy, m the US or elsewhere, should look as follows

OIl and Gas PolIcIes
011 and Gas Laws and LegIslatIOn
011 and Gas Rules and Regulation
011 and Gas Contracts and Agreements

OIl and Gas PolIcIes, m the Umted 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
gUIdelmes, the capstone for settmg overall government objectives such as mfrastructure
development and the attractIOn of mvestment m the 011 and gas sector These polIcIes are
establIshed at the hIghest level of government

011 and Gas Laws and LegIslation prescnbe the framework of government authonty m 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 011 and gas polIcIes, and
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ApPENDIX C ~ C-8

they enable regulatory agencIes to develop and adopt rules and regulatIOns m complIance wIth
the ObjectIves and lImItatIOns of power enshrIned m the laws

all and Gas Rules and RegulatIons are adopted and enforced by the Federal Energy Regulatory
Agency ("FERC") WIth regard to mterstate pIpelIne regulatIOn, these rules cover the mechanIcs
for the management of operatIOns and the settmg of tanffs for major pIpelInes The rules and
regulatIOns are very specIfic, but they retam a sIgmficant measure of fleXIbIlIty that the FERC
can use to adjust to changmg cIrcumstances by modIfymg theIr regulatIOns The deSIgn and
ImplementatIOn of such modIficatIOns do not reqUIre the dIfficult and tIme-consummg process of
mtroducmg new legIslatIon as long as the newly Issued rules and regulatIOns fall wIthm the
framework ofeXIstmg 011 and gas laws

all and Gas Contracts and Agreements are negotIated and sIgned by pnvate partIes m the 011 and
gas sector and are based on accepted mdustry practIces and standards

In our dIscuSSIOns WIth vanous governments, espeCIally m NIS Countnes, we find that there IS
consIderable apprehensIOn regardmg the mdependent status of regulatory agencIes To many
OffiCIals m thIS regIOn, the term "mdependent" denotes unlImIted power The truth IS that the
regulatory agencIes m the Umted States, mcludmg FERC, are subject to at least three levels of
power lImItatIons legal, budgetary, and JudICIal

Legal FERC must operate wIthm the constramts Imposed upon It by the PresIdent and the US
Congress, m the form ofthe laws that define the lImIts of ItS power

Budgetary The Agency does not set ItS own budget It must operate wIthm the annual budget set
as part of the overall budgetary process of the government That feature constrams the growth of
the agency and keeps It at the SIze consIdered appropnate for the task defined under the law

JUdICIal Ifpnvate partIes feel that a FERC rulmg oversteps the Agency's legIslated authorIty,
they have the nght to challenge It m court ThIs IS a routme occurrence m the Umted States
where the courts have on vanous occaSIOns ruled agamst the FERC

Regulatory EnVIronment

Independence, m terms of the regulatory agencIes m the Umted States, means that the top
deCISIon makers are appomted by the Head of Government and confirmed by a legIslatIVe body
(m the case ofthe FERC, by the PresIdent and the Senate) These regulatory offiCIals have terms
of office (FERC 5 years) dunng whIch tIme they cannot be removed, except for cnmmal
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APPENDIX C ~ C-9

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 ruhng, duly Issued m
comphance WIth theIr enabhng laws, dIspleases the PresIdent For example, If the PresIdent
wanted to mamtam tanffs at current levels, he could not dIsmIss FERC offiCials who voted for an
mcrease m the tanff, so long as that mcrease IS transparent and m accordance wIth the law In
fact, m 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 ofFERC's responsIbIlIties and ItS compOSItIOn

ResponsIbIlIties

AdoptIOn and enforcement of rules and regulatIOns regardmg safety and tanffs of mterstate
plpelmes
Conservation ofnatural resources
CollectIon and mamtenance of finanCIal and phySIcal records of plpelme companIes
Issuance ofplpelme constructIOn and operating hcenses and permIts
CollectIOn of hcensmg and permlttmg fees
PubhcatIOn of requests from plpelme compames regardmg changes m plpehne tarIffs
Holdmg of pubhc hearmgs, WIth mput from outSIde mterested partIes mcludmg consumer
representatives, and rate determmatIOns m such pubhc heanngs

FERC CompOSItIOn

FIve members servmg five years on staggered terms
Three members of dommant party, two members ofmmonty party (US has two-party system)
One Member IS deSIgnated Chairman and so confirmed by the Senate
Stnct confllct-of-mterest provlSlons ensure that the members Will not

use theIr pubhc office for pnvate gams,
gIve preferential treatment to any person or company,
Impede government effiCIency or economy,
make deCISIons outSIde pubhc channels,
act m such a way as to adversely affect the confidence of the pubhc m the mtegnty of the
government

In addItIOn to hIS regulatory role whIch he shares equally With the other CommISSIoners, the
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ChaIrman IS responsIble for the executIve and admmlstratlve procedures and operatIOn of the
FERC, mcludmg

the selectIOn and appomtment ofFERC staff,
the supervISIOn of personnel employed by or aSSIgned to FERC, wIth the exceptIOn of a hmlted
number of personal staff aSSIgned dIrectly to each CommIsSIoner,
the procurement of supphes and consultants m accordance With the law

Actual Tanffs

Cost-recovery tarIffs mean tarIffs that Will provIde the mvestor of the plpehne the recovery of all
mvested capItal, reImbursement for all operatmg and mamtenance expenses, and a reasonable
rate of return on hIS mvestment In the Umted States, where tanff regulatIOn has undergone
conSIderable development m the recent past, It also means that the user of the plpelme needs to
pay only for those servIces he actually uses ThIS IS assured through a process called
"unbundhng"

As a general rule, US plpelmes no longer purchase od or gas at the hne Inlet to sell It at the
outlet Through a process called free access, plpelmes sImply make space aVailable to any user
(on a firm or stand-by basIS), and theIr rates only reflect the charges mcurred, plus profits, of
transportmg the commodIty on behalf of the user

To account for ItS costs, a plpehne needs to know whIch costs are properly chargeable to the
tanff, and under what accountmg rules Much of the work of thIS CommIttee wdl deal WIth these
two Issues As a general pnnclple, only those costs dIrectly related to the servIce prOVIded under
the plpehne's operatmg hcense are allowable as a cost ThIS places a hmlt, for example, to the
actIVItIes ofa domestIC plpehne WIshmg to explore foreIgn markets or ventures It also restrains
what the COmmISSIOn mIght conSIder unneeded advertlsmg WhICh, typIcally, Will be subject to a
cedmg As to accountmg rules, thmgs such as work m progress, depreCIatIOn, the estabhshment
of mandated finanCIal reserves, and others are Issues thIS CommIttee Will need to address, not to
mentIOn the accountmg for unbundled actIVItIes such as gathenng, storage, and dIrect dehvenes
to major customers, to name a few

Why Introduce a Market Onented Regulatory Tanff System m Kazakhstan?

The current plpehne system m Kazakhstan reflects user patterns that were relevant under the
mtegrated energy system of the former SOVIet Umon WIth Kazakhstan now operatmg as an
mdependent energy unIt, ItS plpehne system needs to be rebalanced and upgraded In addItIOn,
the presence offorelgn producers who wdl be users of the Kazakhstan plpehne system mandates
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the estabhshment of an operatmg and tanff methodology that wIll mspire confidence ThIs wIll
be true for domestIc 011 and gas transport as well as exports

The mternatIOnal petroleum mdustry has settled and become comfortable wIth a system that has
the followmg characterIstIcs

The tarIffs are cost-recovery tanffs, provIdmg for full recovery ofreasonable operatmg and
capItal costs and for an eqUitable rate ofreturn on mvestment

TarIffs are transparent and objectIve Suggested tanffs are developed by pipehne companIes and
submItted for approval at publIc heanngs to an mdependent regulatory body, usmg a pubhshed
accountmg system that meets mternatIOnal standards The methodology m arrIvmg at tarIffs WIll
be such that dIfferent partIes to the system wIll come up WIth very SImIlar rates If they do the
calculatIOns separately

The system wIll be non-polItIcal cross-mdustry SubSIdIes, cross-hne 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 admmistered
through a separate and explIcIt subSIdy program, rather than through hIdden or overt mcreases m
pipelme rates

SubstantIal mvestments WIll be needed m the Kazakhstan pipelme system to brIng It up to
mternatIOnal standards and to expand It to accommodate expected changes m transport patterns
m domestIc markets and substantIal mcreases m export capaCItIes The Government of
Kazakhstan Will be competmg WIth many other 011 and gas producmg and 011 and gas tranSIt
natIOns to attract the needed capItal Those natIOns that are capable of achIevmg the tranSItIon to
mternatIOnal operatmg and finanCIal regImes Will succeed m attractmg the reqUired capItal

Helmut Merklem Address

General Remarks

There IS general recogmtIon throughout the world that a pipelme IS a natural monopoly WIth
power to Impose prIces and proVIde profits that exceed competItIve levels

There are two ways to deal WIth thIS problem

Regulate prIces (or tanffs) and the SIze of a monopohstIc enterprIse, and/or
DeVIse market mechanIsms that mcrease the competItIve enVIronment
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In the US, both mechamsms are bemg used ThIS was the tOpIC presented by MIke BIddIson
For the rest of the world, two major events are unfoldmg at the present time

FIrst the extraordmary US effort, WhICh IS well on ItS way toward completIOn, to use the
regulatory process as a means of mJectmg greater competitIveness m otherwIse monopolIstIc
markets has not gone unnotIced The benefit to the varIOUS players m the markets mcludmg the
consumer, are real and by now histoncally venfiable For example, dunng the heyday of US
pnce controls on natural gas m the late 1970's and early 1980's, there eXIsted a narrow slIver of
uncontrolled gas (SectIOn 205 gas, Ifmemory serves correctly) that was sellmg at $10 per MCF
at the wellhead (rougWy $350 per thousand CUbIC meters), whIle pnces ofother types of
regulated gas were so depressed, that otherwise perfectly sound gas wells had to be shut down
and, m some cases, permanently abandoned, WIth Irreparable losses of natural gas resources to
the US economy Today, natural gas IS sellmg at pnces, adjusted for mflatIOn, that are well
below those of the energy cnSIS followmg the US embargo of 1974 The World Bank and other
generally dIsmterested and well-mearung mstItutIOns are now openly advocatmg the use of
sImIlar market-onented mstitutIOns mcludmg, for example, the establIshment of mdependent
regulatory agenCIes empowered to set tariffs m 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 m the process of mtroducmg competitIOn m theIr otherwise monopolIstic markets We wIll
be lookmg at some ofthese m a lIttle whIle

Second, the area WIth the largest gas reserves by far, the former SOVIet Umon, was usmg a
pncmg methodology that left pipelmes WIth msufficient cash flows to prOVIde proper
mamtenance and that led to a detenoratIOn of theIr transmIssIon system The system used
centrally dIrected capItal allocatIOns at artifiCIally depressed pnces rather than the automatIc
feedback system that IS Imphed m market economIes whIch makes capItal avaIlable m
accordance With pOSItive pncmg SIgnals InsuffiCIent cash flow remams a problem to thIS day,
for reasons thIs CommIttee WIll need to explore If It hopes to come up With workable
alternatives

AntImonopoly PolICIes m Two Selected CountrIes

As mentIOned, the advent of regulatIOn deSIgned to enhance competitIOn rather than to constram
monopolIes IS a relatIvely recent phenomenon m natIOnal energy markets The current status of
energy monopoly regulatIOn ofthIs type m two natIOns With sIgmficant natural gas pipehne
sectors IS bnefly descnbed m the text that follows
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Germany
In Germany, all gas transportatIon IS m pnvate hands There IS no state gas company and there IS
no pnvate company WIth a dommant role over the entIre market such as Bntish Gas m the Umted
Kmgdom 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 carned out by
three companIes, among them Ruhrgas whIch IS by far the largest Importer and transporter of
natural gas m Germany
RegulatIon of the 15 long-dIstance transporters m Germany IS lIght Any company may engage
m gas transportatIon, provIded It applIes for a lIcense GIven Germany's ovemdmg concern WIth
supply secunty at reasonable pnces, the IIcensmg system IS mtended to protect the publIc as a
whole, rather than the mterest of partIcular firms Once establIshed, a company WIll be exposed
to very lIttle regulatory dIrectIon regardmg pnces Germany does allow thIrd-party access to
trunklmes, but not as lIberally as, for example, the Umted States
The Umted Kmgdom
No country has made more sweepmg changes m the recent past regardmg ItS natural gas market
structure than the Umted Kmgdom Its gas market was pnvatIzed m 1986 Ofthe many changes
mtroduced m the gas market of the Umted Kmgdom IS the advent of 011 companIes as sellers of
the gas they produce from the North Sea and whtch they transport on a carner basIs through the
pipeime network ofBntIsh Gas ("BG") The first contract under thIS scenarIO was sIgned m
February of 1990, provIdmg gas through pipeimes owned by BG to a ScottIsh manufacturmg
plant The supplIer of the gas IS Quadrant Gas, a Shell-Esso Jomt venture Quadrant pays a
dIstance-related tanff to have the gas transported
Under a reVISIOn of the Gas Act of 1986, BG IS reqUIred to publIsh the pnces 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
WIshmg to have gas carned through the BG pIpelIne network, gIvmg examples ofthe carnage
charge the company would expect to be paId ThIS feature IS mtended to promote pnce
transparency whIch, ofcourse, has a beanng on the entry of new partIes mto the market It was
felt by the regulatory authonty that a competItor must be able to work out the prospects for
sustamed profits before he deCIdes to take the nsk ofentenng the market WIthout thts
mformatIOn, network access IS deemed to be pomtless
Other ConsIderatIons
Greater competItIon means reducmg charges to recover costs only for servIces delIvered
(unbundlIng) It means operatmg any pipeime only to the extent that the revenues It generates
JUStIfy the operatIon It means no cross-subsIdIzatIOn

The new system also needs a new accountmg system that permIts the development of transparent
financIal records, mcludmg balance sheets, mcome statements, and flow-of-funds statements
One of the more dauntmg tasks faced by the Steenng CommIttee IS the valuatIon of the current
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pIpelme assets There are at least three valuatIOn methods, none apphcable by Itself to the
Kazakhstan pipelme system These are
DIscounted Present Value ofFuture Income Under thIS cntenon, and assummg that busmess
contmues as now, the pipelme system would have a negatIve value smce the future mcome
stream would be negatIve under Western standards, takmg mto conSIderatIOn depreCiatIOn and
mterest charges as well as badly needed mcreases m operatIOn and mamtenance expenses
Histoncal Costs Net ofDeprecIatIOn Under thIs cntenon, the value of the pipelme system
would hkely be too low, smce the ongmal capItal charges under the old SovIet system probably
dId not conSIder capItal costs and other expenses BesIdes, thIS cntenon would reqUIre the
converSIOn of the ongmal currency, Rubles, mto Tenge WhICh, dunng the past transItIOn penod
and hypennflatIOn m RussIa, would probably be subject to substantIal maccuracy
Replacement Costs ThIs cntenon would yIeld an unacceptably hIgh value, smce the system IS
functIOnal and can be brought to needed capaCIty at substantially less than grass roots
constructIOn costs
On the Issue of SubsIdIes, that IS entIrely a Kazakhstan domestIC Issue, where foreIgn partIcIpants
or advIsors have no posItion Yet, m accordance wIth Western standards, SubsIdIes must not be
charged to the rate base whIch must reflect true transportatIOn costs SubSIdieS, Ifthey are
needed for pohtical or humamtanan reasons, should be admimstered by a separate program,
probably by a dIfferent Government Agency such as a Mimstry ofFmance or Mimstry of
Economy If SubsIdIes are charged to the tanff rate base, thereby mflatmg tanffs beyond cost
recovery, foreIgn mvestors Will VIew thIs as a dismcentIve to mvest
General DIScussIon
Followmg the remarks by Mr Lobaev, BIddIson and Merklem, a general dIScussIon ensued that
brought out vanous concerns and Issues held by the Kazakhstan members of the Steenng
CommIttee One of the dommant themes was the eXIstence and JuStificatIOn of SubsIdIes It IS
clear from these dIScussIons that the Western and current Kazakhstan defimtIOn of SubsIdIes are
at varIance Another tOpIC, penpheral to the pipelme tarIff Issue Itself but of Importance to the
Kazakhstan CommIttee members, was the problem offindmg time and, If possIble, compensatIOn
for the addItIOnal load Imposed on them With thIs pIpelIne tanffwork There was general
agreement regardmg the need for a new accountmg system that, among other thIngs, would
permIt a proper defimtIOn and use ofdepreCIatIOn The enforcement ofcollectIons for payments
due for 011 or gas transmISSIon also seemed a tOpIC ofconSIderable weIght
The meetmg adjourned for the day at 6 00 PM and the entIre group proceeded to a Chmese
restaurant for a convIVIal dmner With many toasts to, among other thIngs, the success of the
Steenng CommIttee and the newly created KazakhNefteProvod
Tue Apr 22 - Contmuation of Steermg CommIttee Meetmg
Two new Steenng CommIttee members showed up on the second day They were Ms Klara
Rakmatova of the InformatIOn and AnalytIcal Center whIch IS attached and gIves adVIce to the
Office of the PreSIdent, and Bob WIllIams, Manager ofRegulatory Affairs at TengisChevrOI1
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and former manager ofa pIpelIne and termmal facIlIty m Alaska
The first half of the meetmg was dedIcated to presentatIOns by Kazakhstan CommIttee members
PresentatIOn by Kazakhstan CommIttee Members
There are three mdependent pIpelIne systems WIthm Kazakhstan ThIs IS why the 011 m
Kazakhstan has transportatIOn lImIts as the Imes are not mterconnected For thIS reason It IS
necessary to have 011 swaps WIth RUSSIa All the plpelmes are state property and not currently
subject to pnvatlzatIOn
1) The Western Kazakhstan Plpelme System (operated by YuzNefteProvod) IS the oldest system
and runs from Uzen to Atyrau to Samara ThIs Ime IS approxImately 1,200 km long and has a
capacIty of 10 5 MIllIon Tonnes per Annum (MMTA) The portIOn ofthe Ime from Tenglz to
Grozhny wIll be transferred to CPC The Uzen 011 entenng the system has a pour pomt of 3
degrees CelsIUs and thus the Ime needs heatmg ThIS Ime was commIsSIOned m the mId-1970's
TypIcally, the lIfe of a plpelme IS estImated to be 25-30 years ThIs pIpelIne has many problems

- It IS old,
- It has no telecommumcatIOns system
- a portIOn of the Ime IS currently under water
- the CaspIan Sea level IS contmumg to nse

When determlmng the level of tanffs, one must consIder the state of the lInes, reqUIred
mvestments, depreCIatIOn, and socIal support needed for employees
2) The second Ime under dIscussIOn IS the Zhanazol-KenkIyak-Orsk Ime (Aktyubmsk RegIOn)
There are two lInes m thIS system (350mm and 500mm), WIth a length of 400 km and a capacIty
of 6 5 MMTA ThIs Ime was ongmally bUIlt to supply crude from the Aktyubmsk RegIon to the
Orsk refinery Currently, the lme carrIes 25 MMTA of crude ThIs plpelme WIll never be fully
operatIonal because of the hmltatIOns of the Orsk refinery The Orsk refinery has old processmg
eqUIpment and not only lacks the technology to process the Aktyubmsk area crude but also has
dIfficulty m transportmg product from the refinery
In addItIOn to the 2 5 MMTA WhICh are bemg pumped to Orsk from the Aktyubmsk regIOn,
another 360 MTA are shIpped from Zhanazol dIrectly to MIddle Bestamak (180 km) From
MIddle Bestamak, crude IS sent by raIl to ChImkent
3) The thIrd Ime IS the Eastern Plpelme from Omsk to Pavlodar to ChImkent to Chardzhou
(through UzbekIstan to Turkmemstan) Also mcluded m thIS system are two spur Imes to the
Kumkol FIeld Due to the hIgh VISCOSIty of the Kumkol crude, It was necessary for one Ime to
supply Western SIbenan crude as a dIluent (30-50%) to Kumkol for mlxmg The blend would be
returned to the maIn Ime The capaCIty of the Ime from KumkolIS 20 MMTA The deSIgn
capaCIty of the entIre system was based on supplymg crude to the Pavlodar refinery, the
ChImkent refmery and on to UzbekIstan and Turkmemstan to the Chardzhou refinery Today,
UzbekIstan and Turkmemstan no longer reqUIre RUSSIan crude, thus the throughput m the lIne
system has been reduced by 1/3 of ItS preVIous volume mcludmg the total shutdown of the hne
beyond Chlmkent Up untIl 1992, Kazakhstan receIved 12 MMTA of Western SIbenan crude
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Now, Kazakhstan IS only receIvmg 3 MMTA of crude from Western Sibena all of whIch IS
refined at Pavlodar For thIS reason, the 1000 km pipelme between Pavlodar and Karakom,
where the Kumkol spur lme meets the Eastern PIpelIne, IS Idle As a result of the loss ofWestern
Sibenan crude south ofPavlodar, the pipelme company IS now usmg frIctIOn-reducmg agents to
facIlItate the pumpmg of Kumkol crude The loss ofWestern Sibenan crude and the resultmg
need to use frIctIOn-reducmg agents has caused operatIOns costs to mcrease
The 1000 mm lme from Omsk to Pavlodar has a capacIty of40 MMTA and IS only pumpmg 3
MMTA to Pavlodar The 1000 km lme from Pavlodar to Karakom has a capacIty of23 MMTA
and IS currently Idle The hne from Kumkol to Karakom to ChImkent has a capacIty of23
MMTA and IS currently only pumpmg 2 5 MMTA The ongmal plan was to smp 13 MMTA to
Pavlodar and 10 MMTA to ChImkent Today, the company IS only shIppmg 3 MMTA to each
Ofthe 3 MMTA refined at ChImkent, 360 MTA IS from Aktyubmsk
Earher thIs year, the Pavlodar Refinery was shut down for 3 months, and the plpelme lost 900
MTA oftransported volumes
Today, because of the low throughput through some hnes and non-operatIOn ofothers, we must
focus on the safety and envlfonmentaiissues associated WIth these lInes
There are also two new global pIpelIne projects m Kazakhstan, CPC and the proposed lme
connectmg Kumkol to Western Kazakhstan In an economIC assessment conducted by Pnce
Waterhouse, It was concluded that It IS too early to construct the proposed lIne between Western
Kazakhstan and Kumkol smce more OllIS needed to JUStIfy the project and gas pnvatizatIOn
should come first
When determmmg a tanffmethodology, we should also take mto account current developments
on the CPC hne
Non-payment of tanffs IS a major problem Aktyubmsk IS the largest non-payer and owes about
2,000,000 Tenge Others are paymg WIth commodItIes rather than currency Food may be
delIvered to employees rather than currency As a result of all the bartenng, It became necessary
to create a new supply group to dIstnbute commodItIes to remote areas
Steenng CommIttee GUIdance
After the lunch break, MIke BIddIson asked for gUIdance from the Steenng CommIttee as regards
Issues of Immediate Importance to the Group and the work that needs to be done Bob WIllIams
responded With the suggestIOn that the CommIttee needed a VISIon ofwhat the tarIff
methodology looked lIke To develop such a VISIon, It was suggested that all relevant Issues be
lIsted and dIscussed, mcludmg SOCIal costs, mamtenance costs, accountmg systems, etc ThIS
was done With the aid ofa senes of clIp charts that are reproduced m the follOWing
ISSUES TO BE CONSIDERED BY THE STEERING COMMITTEE
Data CollectIOn mcludmg
PhySIcal Charactenstics of the Pipeime (KazakhNefteProvod)

1 Volumes (KazakhOll, MunaIgas, and KazakhNefteProvod,)
Histoncal1991
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Present 1997
Forecast 2005
2 Tanffs (Methodology and Values, KazakhOlI and KazakhNefteProvod)
Histoncal
Present
Forecast
3 Histoncal Costs
CapItal Costs
OperatIng Costs
4 System or Plan of Accounts (Future)

AbIlIty of the PIpelIne to Recover Costs
Envlfonmental
Safety
CommumcatIons
RehabIlItatIon

GravIty Banks In PIpelInes
HIgh QualIty/Low QualIty OIl

Regulatory Issues
Payment Enforcement (PenaltIes)
Other AgenCIes wIth Junsdiction of PIpelIne (Local, State)

AccountIng/AudItIng
Histoncal
GOIng-Forward BaSIS

Tanff Elements
OperatIOns and MaIntenance (IncludIng QualIty Issues)
AdmIillstration and General ExpendItures
FInancIng
SubsIdIes
Return on Investment
CapItal
DeprecIatIOn
Taxes
Norms and Standards

LISt ofIntematIOnal TanffElements (ForeIgn Compames)

DELIVERABLES
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Data Gathenng

1 Actual Costs and Tanffs m
a) Kazakhstan
b) Three Other Countnes

2 TanffMethodology
a) Kazakhstan
b) Three Other Countnes

3 Companson of Tanffs on Tonne/Km BasIs

Overall ResponsIbIlItIes and Deadlmes

Hagler BaIlly WIll be the data collectIOn pomt The InternatIOnal 011 CompanIes WIll prOVIde
data and methodology Report and data due by June 2

Meetmg was adjourned at 430 PM Next Meetmg Thursday, June 5 same place

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

THURSDAY JUNE 5

MIke BIddIson Welcommg Remarks

ChaIrman Lobaev was out of town and, therefore, unable to attend the meetmg He was
represented by Mr Kabyldm, VIce PreSIdent ofKazNefteProvod (KazakhOll Pipeime Company)
In Lobaev's absence, VIce ChaIrman MIke BIddIson gave the welcommg remarks Mr BIddIson
presented Mr Lobaev's apologIes for the latter's absence, and he mVIted Mr Kabyldm to Jom m
the openmg remarks

Mr Kabyldm's Remarks

ThIS bemg Kabyldm's first attendance at the Steermg CommIttee Meetmg (he was m Moscow
durmg the CommIttee's first meetmg to negotIate the CSC Agreement), he mtroduced hImself
and proceeded to pomt out that the development of an mternattonally acceptable tanff
methodology was of great Importance to Kazakhstan He remmded hIS audIence that the oIl and
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gas pIpelIne companIes m Kazakhstan had been developmg and admlillstenng theIr own tarIff
methodologIes smce 1991, and that the companIes depended on these tanffs as theIr only source
of mcome These methodologIes, he suggested, have by now become obsolete and needed
revlewmg and changmg Some ofthe Important charactenstIcs regardmg the new tanffs were an
objective methodology that would mcorporate the pnnclple of cost recovery and a fair rate of
return

Mr Kabyldm expressed rus satisfactIOn m havmg mdustry representatIves on the Steenng
CommIttee These, for the most part prospective shIppers, would complement the representatIOn
ofKazakhOlI Plpelme wruch as ofa few weeks ago was the exclUSIve owner of all 011 plpelme
assets m Kazakhstan Mr Kabyldm reIterated that tanff-settmg procedures would be transparent
and known to the publIc He expressed hIS deSIre to work With the foreIgn producers

BIddIson Housekeepmg Matters

Because many of the partICIpants at thIS meetmg were new, Mr BIddIson mVIted those present to
spend a mmute or two m mtroducmg themselves ThIS was especIally Important for the Kazakh
delegates who needed to get acquamted With several new foreIgn 011 company representatIves
Mr Lobaev, upon Hagler Bailly's request, had agreed that addItIOnal foreIgn company
representatives could be present at the Steenng CommIttee meetmgs, but With observer status,
With active partICIpatIOn restrIcted to three offiCial KPA representatIves as ongmally agreed on

PresentatIOn by Mr Bob Batt

Dr Batt had earlIer wntten a USAID-financed analySIS of the Kazakhstan plpelme mdustry,
workmg as a subcontractor of Booze, Allen, HamIlton He began by pomtmg out that, m hIS
VIew, the eXlstmg Kazakh plpelme tanff structure was madequate because It was stIll burdened
With some of the old sovIet-style methodology For example, the tanffsystem, among other
thmgs, prOVIded for the establIshment ofa "profit margm" on Operatmg and Mamtenance
(O&M) costs To the extent that Western pncmg methodologIes deal WIth margms (or
mark-ups), these are added to the cost of goods sold The old SOVIet system dId not mclude a
return on mvested capItal, WhICh m the case of the extremely capltal-mtenslve plpelme mdustry,
would be VIewed as a major defiCIency m the West As a general rule, Dr Batt Said, mark-ups
have theIr place m Western economIes, but they are generally lImIted to small retaIl busmesses
They are wholly madequate m a complex and capltal-mtenslve mdustry such as the plpelme
mdustry

Dr Batt pomted out that, m theory, one could use the mark-up procedure to establIsh a rate of
return on mvested 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 mvestor must be vIewed as an Important
component of any market-onented tanff methodology

As a second problem, Dr Batt pomted out that the accountmg system m Kazakhstan dId not
reflect the true costs of pIpelIne operatIOns He acknowledged that a new accountmg system was
bemg mtroduced for all ofKazakhstan ThIs new accountmg system, accordmg to Dr Batt was
a bIg Improvement over the past, but there are stIll problem areas for pIpelIne accountmg even
under the new system Major Improvements over the old system mclude 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, gUIdelmes for the new accountmg system are
vague, a rule-makmg process remams to be defined, the eXIstmg accountmg board, whIle It has
the power to do so, nevertheless has not gotten mto a rule-makmg mode Another weakness of
the system IS that certam rules are stIll set by outsIders For example, some of the old normatIve
rules are stIll m eXIstence, and these rules lack fleXIbIlIty, there IS no defimtIOn ofwhat constItute
"necessary and proper" pipeime expendItures All of these problems are compounded by the fact
that, for the most part, the plpelmes operate below capacIty

Dr Batt proceeded to pomt out that the new tanff methodology must have the fleXIbIlIty to
handle mnovatlve systems and technologIes HIS pnncipal concern was the need to deal WIth the
costs of servIce, which need proper defmItIOn For example, socIal costs that mayor may not be
legItImate plpelme costs were mcluded m the rate base These needed careful reVIew WhIle,
With some exceptIOns, dIrect pipeime O&M costs are by and large comparable to those m the
West, mdirect or admmistrative costs need close exammatIOn both as regards theIr applIcabIlIty
and theIr allocatIon to specIfic plpelmes

The overall return, accordmg to Dr Batt, IS the return to both shareholders and debt holders In
Kazakhstan, there IS no true market mdicator of eIther of these terms, but some estImate IS
possIble, smce the Government of Kazakhstan has recently Issued (short-term) debt m world
markets and the market has set a rate on that debt ThIS Will go a long way m establIshing a
country-nsk premIUm IndIVIdual mvestors may add addItIOnal premIUms to reflect theIr speCIfic
nsk perceptIOns Such an approach may not be totally objectIve but It IS a begmmng

Dr Batt reIterated remarks made at the precedmg meetmg by Helmut Merklem, regardmg the
dIfficulty ofestablIshmg the value of the eXIstmg pIpelIne system He pomted out that such a
valuatIon IS all but ImpOSSIble unless and untIl the system has been stabIlIzed, mcludmg the
development and ImplementatIon of a sound tanff methodology One Item m partIcular that
needs attentIOn m all this IS the type and level of taxatIOn m Kazakhstan Once the tax structure
IS clearly defined, the calculatIOn of a fair and reasonable pIpelIne tanff should be no problem
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Overall, accordmg to Dr Batt, there are three components that need attentIOn m the development
of a sound cost-based tanff

EstablIsh allowable pIpelIne costs, m cooperatIOn WIth regulatory authonties

Determme the value of the pIpelIne assets currently m servIce As mentIOned, thIS wIll be
dIfficult m 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 m the market, an
apprOXImate rate ofreturn can be developed

As regards the allocatIOn of costs, all users of the pipelme should share these m relatIOn to the
servIces they actually receIve In short, there should be no dIscnmmatIOn of customers
However, there can be dIfferent tanffs under dIfferent condItIOns, such as spot versus long-term
tarIffs Any dIfferentIal m such tanffs must by transparent and JustIfiable For example,
long-term tanffs benefit the pipeime by provIdmg long-term stabIlIty of operatIOns

In addItIOn, all operatmg unItS must operate on theIr own respectIve economIC ments, 1 e , there
must be no cross-subsIdIzatIOn Dr Batt lIsted two examples of cross-subsIdIzation of Kazakh
pIpelInes FIrst, the Eastern lIne IS underutIlIzed and may not be m a pOSItion to generate
suffiCIent revenue to eXIst, and second, the water lIne m the Western Sector probably does not
generate the revenue It needs to stand on ItS own

Overall, Dr Batt seemed OptImIStiC m belIevmg that a mutually acceptable pIpelIne rate would
eventually emerge from the Steermg CommIttee's delIberatIOns There are Just too many partIes
With comcident mterests m havmg a Viable pIpelIne system m place They all want

Reasonable tanffs conSIstent WIth servIces delIvered
The umform applIcation of tanffs to all users
A stable and predIctable tanff level
A ratIOnal and transparent methodology With defined recourse for tanff dIsputes

In the end there IS, accordmg to Dr Batt, a market-defined envelope Within WhICh the final tanff
must fall The tanff must be hIgh enough to prOVIde a reasonable return to the mvestor, and It
must be low enough to not depress the net-back value at the well head below a nsk-compensated
return to the 011 producer

Dr Batt then addressed the time frame ofthe proposed tanff structure He pomted out that the
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development of a tanff methodology IS 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 m the
rate of taxatIOn or the mstitutIOn ofuntested SOCIal SubSIdIes One thmg to keep m mmd,
accordmg to Dr Batt, was the possIbIlIty that, one day, part or all of the pIpelIne may be
pnvatlzed, as may be the shippers, and the pipelme may be owned by more than one pnvate
entIty

Other Issues deal WIth the restructurmg ofthe plpelme system Much of thIS has been done such
as, for example, the recent creatIOn ofthe KazakhOlI Plpelme Company that now holds all of
Kazakhstan's 011 plpelme assets Within one company However, different segments of the system
have dIfferent operatmg charactenstIcs and costs and may need to have theIr respectIve tarIffs
developed separately Fmally, addressmg the collectIOn process, Dr Batt Said that, no matter
how well developed the tanff methodology, the system Will not work unless the collectIOn
process IS complete Part of the problem, accordmg to Dr Batt, was that under Government
polIcy, State Enterpnses sellmg to State Enterpnses could not enforce payment UntIl that
problem IS solved, any tanffmethodology, no matter how well thought out, IS useless

After Dr Batt's remarks, there followed a lIvely debate, led by Mr Kabyldm who asked what the
rate of return should be on mvested capItal Batt responded by saymg that raIsmg long-term debt
would be dIfficult at this tIme For eqUity financmg, he expected mvestors to hold out for
somethIng on the order of20% Certamly, accordmg to Dr Batt, thmgs have changed for the
better for the RepublIc of Kazakhstan, smce Kazakhstan has now raIsed short-term debt m world
capItal markets

One of the Kazakh partICIpants asked about cross-subsIdIzatIOn, especIally WIth regard to assets
used below capacIty or not currently m use, but where there IS a reasonable expectatIOn that they
Will be used m the foreseeable future Dr Batt responded by saymg that ordmanly you would
remove that asset from your asset base, but that, dependmg on cIrcumstances, you could
mothball the asset and charge out ItS mamtenance cost In any event, use at less than capaCIty
would reduce the value, and the asset base, of the asset m questIOn

At that stage, Mr Bob WIllIams With TenglzChevrOIl offered an example from hIS pIpelIne
expenence m North Amenca Mr WIllIams managed a company that, at the tIme, had 2 lInes,
one very small lIne With a throughput ofabout 70 tonnes per day On that Ime, as shlppmg
became expenSIve, the shIpper used raIl and truckmg 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 pnvate use
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QuestlOned for addItlOnal detaIls about the Aktau water hne and the degree of non-collectIon Dr
Batt responded as follows

WIth regard to the Aktau water hne, there was no segregatlOn of water hne data and 011 hne data
For example, the mamtenance crews for both the water hne and 011 hne were the same, paId for
through 011 lIne tanffs WIthout adequate and separate accountmg, It IS ImpossIble to pm down
the exact amount of the subSIdy Also, the revenue receIved from the water operatIons was very
low What's more, the water system IS m poor shape and needs substantIal capItal mJectIons and
mamtenance work

WIth regard to collectlOns, Dr Batt stated that hIs ongmal report may be overstatmg the mIssmg
collectlOns, smce It Ignores barter, 1 e , the payment for shIpments through WIthholdmg of some
of the crude bemg shIpped As mentlOned, part of the collectlOn problem was the Government's
polIcy under whIch State Enterpnses dId not have to pay each other One solutlOn may be the
pre-payment or, In the case of systematIc abuse, the nght for the pIpelIne to refuse shIpment

PresentatIon by Mr MIke BIddIson

FollOWIng Dr Batt's reVIew ofthe Kazakh 011 pIpelme tarIff system, Mr BIddIson dealt
pnmarIly WIth the way tarIffs are developed m the Umted States Mr BIddIson began by
remmdmg the audIence that Mr Lobaev had mentlOned that the Kazakh01l PIpelIne Company IS
scheduled for ultImate pnvatIzatIon, WIth shares to be sold to pnvate mvestors and shIppers
ThIS led to a dISCUSSlOn of the vanous types ofnsks mvolved m acqumng and operatmg a
pIpelme Mr BIddIson pomted out that there are four key factors that must be taken m
consIderatlOn when desIgmng pIpelIne tanffs These key factors are

Fmanclal Integnty The cash flow generated from tanff revenues must be suffiCIent to ensure
that pIpelIne operators are able to meet theIr finanCIal oblIgatlOns throughout the economIC lIfe of
the pIpelme

Project EconomIcs The returns to eqUIty holders and lenders must be suffiCIent to compensate
them for all nsks of the project

ThIrd-Party Acceptance The level of tarIffs and other commercIal arrangements must be
acceptable to thIrd partIes, Indudmg shIppers, producers, and Government Authontles

FleXIbIlIty The tanff-settIng procedures must be suffiCIently fleXIble to respond to changes m
the bUSIness enVIronment over the economIC lIfe of the pIpelIne
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Mr BIddIson remmded the audIence that tanffs cannot be applIed untIl after a plpelme IS m
operatIOn and has become what IS commonly referred to as a "used and useful asset" ThIS
means that very substantlal mvestments have to be made and negatlve cash flows have to be
mcurred for long penods of tlme These must be financed by mfusIOns of eqUIty funds and
credIts All of these transactIOns wIll need to be publIc and transparent The eventual tanff
methodology, accordmg to Mr BIddIson, may be eIther a conventIOnal cost-recovery
mechamsm, or It may be market based As mentIOned, cost-recovery means that all costs that are
"faIr and reasonable" (mcludmg admlmstratlve, operatIOnal and mamtenance expenses), plus faIr
returns to mvestors and lenders, must be recovered through the tanff mechamsm, and these cost
must be allocated faIrly among the pIpelIne users Market based tanff methodologIes, III

contrast, are set III relatIOn to a user's alternatIve cost of the servIce he receIves However,
cost-based versus market-based are not sImple alternatIves Market-based factors do playa
sIgmficant role m cost-based systems smce the shIppers cannot m the long run pay more than
theIr servIce IS worth SImIlarly, cost factors are relevant m market based systems

Mr BIddIson then turned to the tOPIC of nsk apportIOnment The two prevalent nsks are pnce or
tanff nsks and throughput nsks TarIff nsks reflect the uncertamty whether tanffs can be hIgh
enough to recover all costs over a very long penod of tIme, whIle at the same tlme bemg at a
level that the market WIll bear Throughput nsks reflect the uncertamty that the pipelme's
capacIty volume may not be aVaIlable over the economIC lIfe of the lme

In the Umted States, accordmg to Mr BIddIson, several methods are used to deal WIth nsks,
mcludmg take or pay arrangements and dIfferentIal rate deSIgns Incorporatmg demand and
commodIty charges Demand charges, under such an arrangement, are baSIcally monthly
set-asIdes of capacIty and payable whether that capacIty IS used or not, whIle commodIty charges
are per-unIt charges for OIl actually moved through the lIne In addItIon, there are servIce quahty
dlfferentlals such as firm and mterruptible servIce For firm servIce, the shIpper pays a hIgher
monthly demand charge as a component of the overall tanff

Other nsks, accordmg to Mr BIddIson, mclude Inflatlon nsks and polItIcal nsks such as changes
m legIslatIon that Impact the tanffs after they have been put m place These polItIcal nsks mIght
mclude the ex-post ImposItIon of SubSIdIes, externalItles or taxes, and they mIght well loom bIg
In the eyes of the mvestors

Turnmg to the cost-of-service formula, Mr BIddIson pomted out that, In accordance WIth North
Amencan practlce and With accepted InternatIOnal standards, the cost of servIce conSIsts of "faIr
and reasonable" pIpelIne operatmg expenses plus a rate of return on the rate base That rate base
IS the net present value of the total "used and useful "plant and eqUIpment, mcludmg an
allowance for funds used dunng constructIOn
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In the Umted States, the Federal Energy Regulatory ComnllSSIOn or FERC IS the regulatory
authonty responsIble for, among other thmgs, plpelme operatIons for lInes that cross State lInes
(mterstate plpelmes) ApplIcatIOns for tanffrequests are made With FERC These applIcatIOns
lIst estImated costs (for new lInes) or hlstoncal costs (for rate changes on eXlstmg lInes)
mcludmg operatmg and mamtenance costs, return on rate base, and taxes The rate filmgs whIch
are used to back up requests for rate changes generally contam mne months of hIStoncal costs
and three months ofproJected costs Ifnon-controversml, the filmgs may be settled by FERC
staff, subject to approval by the FERC COmmISSIOners, or they may be subject to a full-fledged
heanng before the CommISSIOn In eIther case, mterested thIrd partIes may file protests A full
hearmg IS lIkely to mclude a prelImmary reVIew or audIt of the applIcant's books The full
hearmg route may take up to mne months from the ongmal rate submIssIon to a final FERC
decIsIon That decIsIOn can be appealed through the courts

In summary, Mr BIddIson submItted four recommendatIOns

The mtroductlon of a tanffbased on cost of servIce, but competItIve WIth alternatIve modes of
transportatIOn

The use of a levelIzed umform rate mdexed only to mflatIOn, 1 e , constant m real terms

The development of sufficIent fleXIbIlIty m the tanff system so adjustments can be made at a
later pomt m tIme for mflatIOn, for efficIency Improvements, and for other unforeseen events

The tanff should not be burdened With socIal costs and other externalItIes, except for those that
are absolutely essentIal to keep the plpelme operatIOns gomg
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PresentatIOn by Mr Helmut Merklem The CanadIan IncentIve System

Followmg Mr BIddIson's reVIew of the US regulatory system regardmg 011 pipelme tanffs, Mr
Merklem addressed the system currently muse m Canada He bnefly mentIOned that the
CanadIan system IS sImIlar to the US system m many respects The regulatory authonty m
Canada IS the NatIOnal Energy Board (NEB) It has many features m common With the US
FERC, mcludmg

Independence from polItIcal mfluence

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

Board Members cannot be removed from office except m case of malfeasance

Board Members may be re-appomted one tIme

WIth respect to pIpelIne tanffs, the NEB has moved faster than the Umted States towards
market-based tanffs, mcludmg a greater emphasIs on negotIated settlements and mcentIve
systems Accordmg to the NEB, cost-of-service systems leave lIttle mcentive to the pipeimes to
seek hIgher revenues through Improved capacIty utIlIzatIOn or Improved operatmg efficIencIes,
sImply because mcreased revenues or cost savmgs achIeved through such means are passed on to
the pIpelIne user, Without any benefit to the pIpelIne In contrast, cost savmgs achIeved m an
mcentive system are shared between the pipeime and shIppers, provIdmg mcentives for all
partIes to actIvely stnve for and support Improvements

Mr Merklem made the pomt that the overall purpose ofregulatmg monopolIes IS the preventIOn
of the abuse of monopoly power In a bnef deViatIon from the specIfic tOPIC of pipelme tarIffs,
and respondmg to concerns vOIced on earlIer occaSIOns, Mr Merklem elaborated on the theme of
monopolIstIc versus competItIve market structures He remmded the audIence that the Issue of
bemg competItIve IS not so much one of competmg WIth another pIpelIne or mode of
transportatIon In a broader, macroeconomIC, sense, the Issue IS to develop m Kazakhstan a
generally competItIve market structure where all resources compete for all uses In such a
structure, the creatIve gemus of competmg mdividuais and companIes Will develop new markets
offenng better products at affordable pnces, for the benefit of all It Will also create new and
better paymgjobs, release unprecedented purchasmg power throughout the economy, and
generate a healthIer Kazakh economy overall Regulatory actIvItIes, If Implemented correctly,
wIll aVOId the rmsallocatIOn of natIOnal resources, Will prevent the dIstortIon of busmess
deCISIons and Will reduce the regulatory burden on the regulated mdustry The mcentive system
IS espeCially well sUIted for a notIceable reductIon m regulatory burdens smce It mvolves the
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one-tIme establIshment ofa base tanff wluch IS then adjusted automatIcally for a number of
years through the appropnate use of mdexatIon for InflatIon

The ongmal tanff destmed for use m an mcentIve system generally mcorporates many of the
cost-recovery features, mcludmg the use of umform accountmg procedures, a rate base reflectmg
the deprecIated book value of the pIpelme facIlItIes and other factors mentIOned by other
speakers Mr Merklem took a bnef excurSIOn at thIS pomt to make sure that the concept and
purpose ofdepreCIatIOn IS well understood by the audIence, that purpose bemg the perpetuatIOn
of a company's and a natIon's capItal assets The ongmal tanff of an mcentIve system also
mcludes an estImate of future volume throughputs, a statutory defimtIOn of allowable costs, the
establIshment ofa target rate ofreturn, and the development of conventIOnal revenue
reqUIrements The one dIfference IS that these numbers are arnved at through negotIatIOns
between mterested partIes (the pIpelIne and shIppers) before the rate applIcatIOn IS filed WIth the
regulatory authontIes GIven the negotIated nature of tlus approach, the final settlement
regardmg tanffs IS lIkely to approach market levels and IS certam to recover mcurred costs

Once the tanffhas been agreed upon, a SUItable mdex IS selected (the Consumer Pnce Index m
Canada, the Producer Pnce Index mmus 1 0% m the US), to escalate the tanffyear after year,
WIthout further heanngs m the matter In Canada, these escalatIOns normally are scheduled for a
penod of five years, WIthOut addItIOnal NEB mput As mentIOned, the mcentIve system needs a
mechanIsm under whIch the pIpelme and the shIppers share mcreases m revenues or cost
reductIons Under the NEB rules, three such mechanIsms eXIst These are

CapaCIty Shanng,
TransportatIOn Revenue Vanance, and
Cost Performance Benefit Shanng

CapaCIty Shanng IS mtended to gIve an mcentIve to all pIpelIne partIes to maxImIze the capaCIty
utIlIzatIon of the pIpelme Under negotIated standards of one typIcal pIpelme, the Inter
ProvmcIal PIpelIne Company (IPL), the lme's capaCIty IS defined to be 89 percent of the
pIpelIne's deSIgn capaCIty If the pIpelme achIeves a throughput volume hIgher than thIS
standard, the addItIOnal revenue IS shared between the pIpelIne and the sluppers as follows The
pIpelme retaIns 75% ofthe mcreased revenue, whIle 25% IS passed on the shIppers through an
appropnate reductIon m next year's tarIff, subject to a power allowance to account for the
mcreased use ofpumpmg power needed for the lugher throughput volume ThIS procedure
mvolves quarterly throughput calculatIOns that are used as a baSIS for dISCUSSIOns between the
varIOUS pIpelme partIes

The TransportatIOn Revenue VarIance deals WIth vanous problems regardmg 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 In tanffs Changes In throughput mIX can also trIgger a vanance from
forecast revenues For example, the IPL contract mentIOned earlIer contaInS a negotIated
dIfferentIal rate based on deVIatIons from standard crude 011 densIty and VISCOSIty IPL's densIty
scale IS reproduced below as an IllustratIOn

For a heavy crude (905-927 kg/cub meter), there IS a 2000% premIum on the tanff
For a medIum crude (875-905 kg/cub meter), there IS an 800% premIum on the tanff
For a standard densIty crude, called lIght petroleum (800-875 kg/cub meter), the tanffIs at par
For gasolIne and condensates (600-800 kg/cub meter), there IS an 8 00% dIscount on the tarIff
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 IS a 10 00% dISCOunt on the tanff

A SImIlar dIfferentIal scale eXIsts for VISCOSIty dIfferentIals (but none eXIsts for sulfur content)
Clearly, the negotIated tanff 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 Vanance also contaInS an automatIc tanff adjustment for those
cases where the average length ofhaul IS at vanance from the forecast average length These
adjustments are straIght pass-through adjustments, subject only to a power allowance

The Cost Performance Benefit Shanng feature deals WIth Increased earnIngs resultIng from
Improved operatIng effiCIencIes of the pIpelIne Under straIght cost-recovery, these cost savIngs
are passed on to the shIppers, VIa tanff reductIOns Hence there IS no IncentIve for the pIpelIne to
become more effiCIent Under the NEB rules for the IPL pIpelIne, on the other hand, the saVIngs
In costs are shared between the pIpelIne and the shIppers In a two-tIer shanng arrangement as
follows

Under the negotIated tanff agreement, IPL has a threshold earnIngs level of $51 5 mIllIon for the
penod 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 Increases In 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 shanng between the pIpelIne and the shIppers
WIll be fifty-fifty AgaIn, the shIpper's share IS passed on through an appropnate reductIOn In
tanffs In subsequent years

Other features ofthe negotIated InCentIve tanff system Include a small allowance for normal
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losses of 011 dunng sluppmg operatIOns The negotIated standard m the IPL system IS 1/20th of
I 0% (or 005%) of the crude volume bemg shIpped Tlus crude accrues to the pipeime as
compensatIon for reasonable losses under prudent pipeime operatIons In theory, the pIpelIne
can sell the 011 to tlurd partIes, but m practIce the buyer IS almost mvanably the ongmal shIpper,
so that the actual transactIon becomes a mere financial adjustment

Non-routme adjustments proVIde fleXIbIlIty for compensatory payments for unexpected and
unexpectable events that are beyond the control of the pipeime operatmg With reasonable care
An earthquake ruptunng the lIne, for example, would tngger such a non-routme adjustment m
revenue reqillrements and tanffs To keep all partIes from havmg to examme the applIcabIlIty
and amount of endless numbers ofnon-routme events and to keep the pipeime from makmg
frIvolous claIms, a matenality threshold IS agreed upon, below wluch no such claIm can be made

FollOWing Mr Merklem's presentatIOn, a bnef dISCUSSIOn ensued QuestIOns from CommIttee
Members generally dealt With the structural and procedural set-up of the NEB and WIth ItS level
ofauthonty For example, the questIOn was asked whether the NEB has the nght to step m and
change the tanff even If the pipelme and the sluppers have arnved at a negotIated tariffl The
answer yes, otherwIse there could be collUSIOn to the effect that the pIpelIne mIght share part of
ItS monopolIstIC rent With the shIppers Another example was whether the pIpelIne and shIppers
could go to the NEB for a reVIew and settlement m the event they are unable to arrIve at a
negotIated tarIff The answer was yes

In that context, Mr Merklem elaborated on the cntIcalissue of the valuatIOn ofthe eXIstmg
Kazakh pipeime faCIlIty He re-Iterated that a dIscounted cash flow valuatIOn made on thIS day
would yIeld a negatIve present value and he cautIOned lus audIence that they should not enter the
valuatIOn proceedmgs With a fixed value m mmd GIven the neglected status of the pIpelInes and
the faIlure to make full collectIOn for servIces rendered, the pIpelIne faCIlIty may well turn out to
be lower than book value CItmg an example from the US power sector, he explamed how the
market devalues assets that faIl to perform accordmg to expectatIons, by reducmg the value of
the company's shares Ifthey are traded on a stock exchange, or through bankruptcy proceedmgs
If they are not Such an automatIc market revaluatIOn system does not eXIst m Kazakhstan, but
Mr Merklem felt that the audIence should be aware of tlus mechanIsm and keep It m mmd when
dealmg WIth the valuatIOn Issue of the Kazakh pipeime system

PresentatIOn by Mr Helmut Merklem StatIStICal InformatIOn

The Steenng CommIttee had requested certam statIstIcal InformatIOn regardmg pipeimes m
North Amenca Mr Merklem's second presentatIOn was gIven m response to that request The
data were presented m part as Tables and m part as graphs They mcluded
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Average Pipeime ConstructIOn Costs for 1995-1996 pipelme constructIOn m the Umted States
and Canada, for lInes longer than 5 mIles The umt chosen was US dollars per kIlometer, lIsted
and plotted by lme dIameter The mformatIOn was essentIally based on publIshed 011 and Gas
Journal Data wInch, m tum, had been ongmally collected by the US Government As always,
there were some apparent anomahes m the data such as, for example, the fact that 48"-dlameter
pipehnes were less costly that 42" pipeimes dunng the reference penod Tills and other
anomahes spawned a dIscussIOn regardmg the reasons for such deViatIOns (bmldmg m or near
urban areas, nver crossmgs, dIfficult mountamous terram, etc) The dIscussIOn served to remmd
the audIence that statIstIcal data such as these cannot be regarded as rehable mdicators of
expected constructIOn costs m Kazakhstan or, for that matter, m the North Amencan area of
ongm Reference was made to the FERC practIce of estImatmg pipeime constructIOn costs as
part of ongmal tanff proceedmgs After completIOn ofthe proJect, FERC compares the
constructIOn costs actually mcurred With the pre-constructIOn estImate The dIfference between
estImates and final costs are often substantial

Pipeime ConstructIOn Cost ComposItIon for five large US Pipeime m 1995 These data, too,
were based on US Government data, as pubhshed by the 011 and Gas Journal

Pipeime Operatmg and Mamtenance Costs, as of December 1996, for two US pipeime
companIes (Texaco and Shell) The data showed that, for these two representatIve pipeime
companIes, Operatmg Expenses run around 30% ofoverall pipeime expenses, compared to 20%
for Mamtenance Expenses, and 50% for General Expenses Clearly, that IS m part a matter of
FERC accountIng conventIOns

Selected North Amencan Pipehne TarIffs, m terms ofUS dollars per metnc ton ("tonne") per
100 kIlometers These tanffs came from a dIScussIon paper pubhshed by the Jomt CommIssIon
on EconomIc and TechnologIcal CooperatIOn, the so-called Gore/Chernomyrdm paper The
tanffs shown, all cost-based tanffs, vaned from US$O 31 to $0 77 per tonne per 100 km The
tanffvanations reflect to some conSIderable extent the dIfferences m constructIOn costs
dIscussed earher

FRIDAY, JUNE 6

Tills day was set aSIde for presentatIOns from the Kazakh SIde Ms Vmogradova dIscussed
current operatIOns oftherr YuzNefteProvod pipehne system, and Ms Yakovleva talked about the
Pavlodar pipeime

PresentatIOn by Ms Vmogradova
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The YuzNefteProvod system was establIshed m 1992 The system had all of Its assets
transferred to It over the last five years Pnor to 1992, the YuzNefteProvod pipelme system was
part of the USSR Transneft system, whose financmg and asset creatIOn had all been effected
through central planmng operatIOns At that tIme, there was a provIsIOn for the systematIc
mamtenance of the lIne

YuzNefteProvod began to analyze cost-based tanffmethodoiogies usmg 1991 as ItS base year
That was the last year when operatIOns were consIdered to be stable The actual tarIff analysIs
was performed by a Moscow Research InstItute (VNHOENG), WhICh developed and mtroduced
a new tanffmethodology m 1992, based on transportatIOn servIces only, 1 e , not dealmg WIth
eqUIty 011 That methodology remams m force to thIS day

In 1993, payments for transportatIOn servIces were suspended and payment arrears mounted
rapIdly ThIS eventually affected the pipelme's entIre cost and expendIture pattern Pnor to
1994, funds expended for capItal repaIrs constItuted approxImately 20% of total pIpelIne costs
(thIs IS roughly eqUIvalent to US Mamtenance ExpendItures) However, due to losses m
revenues assocIated WIth the non-payment polIcy as promulgated by the Government, the
Pipeime Company lImIted ItS capItal repaIr expendItures to those repaIrs that were absolutely
essentIal for the contmued operatIOn of the pipeime Routme maIntenance and other preventIve
expendItures such as pipeime qualIty checks were Ignored As a result, YuzNefteProvod IS now
three years m arrears as regards pIpelIne mamtenance and faces a backlog ofmamtenance work
that can no longer be postponed

In the 1991 base year, deprecIatIOn expendItures constItuted 25% of the total pIpelIne costs
(compared to about 83% m the Umted States) These depreCIatIOn expendItures were the
pipelme's pnncipal source of funds for replacmg worn-out assets By 1994, the reductIon of
pIpelIne assets due to mflatIOn 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 pipeime plant to ItS real level In 1996, the company
valued ItS total pIpelIne plant at US$119 mIllIon ThIS compares to a value assessment of
US$231 mIllIon, net of depreCiatIOn, conducted by Ernst and Young, for Just a portIOn oftotal
plant, a 454 km pipeime sectIOn from Tengiz-Atyrau to the RUSSIan border

Startmg m 1997, YuzNefteProvod's collectIOn performance showed some Improvement smce the
company began to use barter arrangements m lIeu of cash payments These barter deals mvolve
the use ofparts of 011 or 011 product shIpments that are seIzed and sold m the market, m 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 pipeime to spend
220 mIllIon Tenges for capItal repaIrs and other purposes m the first quarter of 1997 StIll,
YuzNefteProvod has operated at a loss dunng the first quarter of 1997, due to sharp cost
mcreases This m the face of tanffs that were establIshed m 1994 whIch have not changed smce,
m spIte of dramatIC changes m the economIC enVIronment Under the Government's
non-payment polIcy, tanffs were actually charged but collectIOns were madequate to cover
expendItures These nommal tanffs created phantom profits wIth consequent tax oblIgatIOns that
were not m lIne With the real profit sItuatIOn YuzNefteProvod IS fully aware of the need to
reVIew and reconsIder the eXIstmg tanff methodology and to mcrease tanffs

PresentatIOn by Ms Yakovleva

The Pmrtyshsk-Shymkent and Zhanazhol-Orsk pIpelIne system conSIsts of two lInes that are
operated by the Pipeime AssocIatIOn ofKazakhstan and Central ASia (the Pavlodar PIpelIne
ASSOCiatIOn) The Pmrtyshsk-Shymkent sectIOn IS operated at 24% ofdesIgn capacIty For
example, m 1991 a total of 17 mIllIon tonnes were shIpped through the lIne, compared WIth an
estImated 2 5 mIllIon tonnes m 1997 The Aktyubmsk Lme IS operatmg at a steady rate of 2 5
mIllIon tonnes per year

Throughput volumes of the Pmrtyshsk-Shymkent pipeime have been decreasmg over the last
years, as has the cost ofmamtammg the lIne At present, the volume of 011 pumped to the
Pavlodar refinery IS 3 0 mIllIon tonnes per year, based on pipeime company records, but the
preCIse volume IS not known The reductIOns m annual 011 volumes shipped by the producer
resulted m a reductIOn m mamtenance costs (due to reduced wages and numbers ofemployees)
StIll, the current tanff collectIOn covers only those expenses that are absolutely essentIal to keep
the lIne m operatIOn The cost of pIpelIne qualIty checks, tank battery checks, and the
replacement of automatIOn or telemechanical eqUIpment IS not mcluded m the company's tarIff
In addItIon, drag reducmg agents that are used m the pIpelIne's operatIOns are not an allowable
expense, smce theIr mclusIOn would create high tanffs that would not be approved by the
AntI-Monopoly CommIttee All m all, substantIal payment arrears have hampered the pIpelIne's
abIlIty to mamtam the system, even though the recent mtroductIOn of crude-oIl barter payments
has helped Current expendItures, as mentIOned, are lImIted to those that are absolutely
mdispensable For example, capItal repaIrs have been runnmg at about 50% of what IS really
needed

Crude 011 shipments through the Kumkol-ChImkent sectIOn are runnmg at about 26 mIllIon
tonnes a year Only about 700 kIlometers of that lIne are m operatIOn The tarIff
Kumkol-ChImkent IS 350 Tenge per tonne The addItIon offnctIOn-reducmg agents costs 2
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Tenge per tonne and IS paId for by the 011 producer

General DIScussIon and EstablIshment ofNext Steps

Co-ChaIrman BIddIson raIsed the questIOn regardmg the steps the Steenng CommIttee would
hke to see taken by the next meetmg, scheduled for July 10 and 11 Mr Kabyldm responded by
saymg that the Kazakh counterparts would hke to have the consultmg team reVIew theIr hst of
allowable expendItures In addItIOn, they would lIke to see suggestIOns developed regardmg a
tarIff methodology they can lIve wIth Mr Kabyldm repeated ills comments from the prevIOUS
meetmg regardmg hIS preference for a North Amencan tanff model, perhaps m combmatIOn wIth
theIr current system He mentIOned that, Just to keep theIr plpehne system m operatIOn, they WIll
need to mJect some $370 mIllIon between now and the year 2000 Kabyldm SaId he would need
adVIce m fmdmg a source for tills money and he mentIOned that a 20% return on eqUIty seemed
acceptable He also mentIOned the need for an addItIOnal $1 0 bl1hon for new plpelme
constructIOn, mdudmg pipeimes to new fields now under development or to be developed later

Asked by Dr Batt regardmg a cross-reference of theIr accounts under the old and new accountmg
codes, Mr Kabyldm SaId these are pubhshed m theIr Bulletm of an Accountant But he also
proposed that the Kazakh experts prepare a lIst ofallowable costs that would be compatIble WIth
theIr new accountmg code Th1s document was to be provIded, m translatIOn, by July 23, at
WhICh tIme Mr MaruszewskI could meet m Almaty WIth vanous experts from dIfferent parts of
the country ThIS group would be prepared to spend a week m gomg over these data Mr
Kabyldm also mentIOned that all of these experts report to Mr Kmasov WIth Kazakhol1 Pipeime
Company

Mr Kabyldm also asked the adVIsors to comment on and make recommendatIOns regardmg the
methodology currently used m Kazakhstan of calculatmg plpelme profits That methodology,
accordmg to Mr Kabyldm, IS based on the followmg formula

T = C + P + Tax, where

T = Total Operatmg Expense,
C = Operatmg Cost,
P = Profit, and
Tax = Taxes

Operatmg costs m the precedmg formula, accordmg to Mr Kabyldm, w111 be m accordance WIth
the new accountmg and regulatory system Profits, under tills methodology, are defined as
follows
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Profit = % of Operatmg Cost + % of Eqmty CapItal + % of Debt CapItal m PIpelIne

Mr Merldem agreed to comment on the precedmg cost and profit formulatIOns, and offered to
provIde m addItIon alternatIve formulatIOns

DELIVERABLES

KazakhoIl PIpelIne Company

June 23 Set ofAllowable Costs for DIScussIon and ReVIew by Hagler BaIlly

Hagler BaIlly

July 10 Wntten Proposal Regardmg

Hagler BaIlly AnalysIs of KazTransOIl's Proposed Operatmg Cost Data
Hagler BaIlly AnalYSIS oftheu 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

Chatnnan Lobaev Opemng Remarks

ChaInnan Lobaev mfonned the Steenng CommIttee Members that a new PresIdent has been
appomted for KazakhNefteProvod HIS name IS Mr Kapparov, an economIst who came from the
pnvate sector The new PresIdent's pohcy wIll be to maxImIze cash flow and profits Mr
Lobaev stated that the new PresIdent, bemg a young man, IS not burdened by the old
command-perfonnance management style Mr Kapparov has assured Mr Lobaev that he IS
gIvmg the hIghest pnonty to the development ofa ratIOnal 011 pIpelme tanff methodology, thus
assurmg thIs USAID project the contmued attentIOn at the hIghest level of management and the
Government Mr Lobaev reIterated hIs preVIOUS commItment to contmue current dISCUSSIons m
an open and umnhIbIted manner

MIke BIddIson

Mr BIddIson opened the dISCUSSIOn by dehneatmg our dehverables for the next Steermg
CommIttee Meetmg scheduled for August 20 These dehverables WIll mclude a recommendatIOn
regardmg a workable pIpehne tanffmethodology, a set of tentatIve 011 pIpehne tarIffs, and a
workmg computer model speCIfic to Kazakhstan and whIch mcorporates the best features of
current North Amencan practIces Lookmg beyond the ImmedIate tIme honzon, Mr BIddIson
assured the Steenng CommIttee Members that Hagler BaIlly ServIces, Inc , WIll gIve contmued
Support to Mr Lobaev m gettmg 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 CommIttee Members to do what they can to proVIde the
reqUIred data m a tImely fashIon He pomted out that Mr Merklem WIll be m Almaty for the
follOWIng week to VISIt pIpehne offiCIals and to work WIth them m gettmg the reqUIred data

Mr BIddIson pomted out that the data that WIll eventually be needed mclude thmgs such as the
current phySIcal condItIon of the hne, deSIgn capaCItIes and phySIcal charactenstIcs, as well as
finanCIal data He emphaSIzed that an attempt WIll be made to mcorporate m our proposed tanff
methodology an mcentIve system and other features that may be Important to the pIpelme and to
shIppers ThIS would mclude qUalIty banks, a dISCUSSIon of SubSIdIes and cross-subsIdIes,
accountmg and audItmg 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
mcorporated m the system after better data become aVaIlable that may expose desIgn
weaknesses He proposed that, at the next meetmg, Hagler BaIlly would explam and the Steenng
Comnllttee would Jomtly refine the proposed tanffs as best they can, whIle adhenng to the
pnnciple, enuncIated by Mr Lobaev, ofworkmg m a transparent enVIronment

Followmg Mr BIddIson's remarks, ChaIrman Lobaev stressed the need for KazakhNefteProvod
to take mto conSIderatIOn eXIstmg standards and norms mcludmg future expendItures m excess of
past costs to assure proper mamtenance of the hnes and to deal With the Issue of non-payments
KazakhNefteProvod has faIled to collect from shippers a total of2 5 bIllIon Tenge ($33 mIllIon)
ThIs compares to a KazakhNefteProvod debt of 12 bIllIon Tenge ($16 mIllIon) Mr Lobaev
reIterated the need to Ignore past shortfalls of mamtenance expendItures and to focus mstead on
current and future mamtenance reqUIrements However, he also stressed that, as a matter of
pnnciple, KazakhNefteProvod IS prepared to fully adhere to Western standards IfhIS proposed
approach IS found to be out oflme smce KazakhNefteProvod IS commItted to gettmg away from
the SOCialIst approach In so domg, the company IS prepared to accept mcentIve systems and
other Western pIpelIne features

Followmg the ChaIrman's remarks, Co-ChaIrman BIddIson mtroduced Dr Bhamy Shenoy and
there followed a general round of mtroductIOns, after whIch Mr Maruszewski took the floor to
dISCUSS hIS work m fittmg KazakhNefteProvod's cost data mto a Western style cost-of-service
format HIS prepared text IS gIven as follows

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

KazakhNefteProvod's tanff methodology has been muse smce 1992 and all tarIff rate mcreases
are approved by the AntI-Monopoly CommIttee Durmg hIS dISCUSSIOns With
KazakhNefteProvod staffMr MaruszewskI found that per-book cost data are not used m
calculatmg theIr tanffs Instead they use a combmatIOn 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 mcreases and a problem collectmg theIr tarIffs, they are contmuously filIng
rate mcreases m hopes that the hIgher rates would generate enough revenue to cover the
necessary operatmg costs ShIppers who can pay are charged the hIgher rate In theIr tarIff
calculatIOns they may show expenses for a major mamtenance proJect, but that doesn't mean the
repaIrS were done This IS a good example of where planned expenses are used The person who
calculates the tanff may occasIOnally use per-book costs for compansons Mr Maruszewski
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revIewed the tanff calculatIOns for the Pavlodar, Aktau and Kenklyak-Orsk pIpelInes The
Pavlodar and Kenklyak-Orsk pIpelInes were presented as smgle mtegrated plpelme systems and
the tanff calculatIOns mclude the estImated cost of operatmg a sectIOn ofpIpelIne that IS Idle
between Karakom and Pavlodar

What the Aktau plpelme calls planned accumulatIon (mcome) and the Pavlodar plpelme calls
profit IS SImply a markup and IS calculated by multlplymg the total expenses by 0 35 From thIS
amount local and mcome taxes are paId, and there IS an amount dedIcated to new constructIOn,
mamtenance of facIlItIes for socIal purposes, encouragement payments under the 1997
Agreement and a road fund Many ofthese Items should be mcluded above as operatmg
expenses and not part of profit

DUrIng hIS revIew, Mr MaruszewskI was not able to trace the amounts shown m theIr exhIbIts to
specIfic accounts He was led to belIeve that he would receIve good numbers to reVIew and
determme whether the accounts were conducIve to use m the North AmerIcan tanff
methodology What he dId receIve were numbers created to serve the purpose of mcreasmg
tanffs Mr MaruszewskI pomted out that he could not conduct a proper evaluatIOn, unless he
receIved the per-book amounts WIth theIr approprIate account numbers

Mr MaruszewkI's conclusIOn at thIs IS stage IS that KazakhNefteProvod's tanffmethodology has
served ItS purpose However, WIth prIVatIzatIOn lIkely to come soon, the tIme has come to make
a change PrIVatIzatIOn reqUIres transparency, relIable cost data, and cost-based rates that are
ratIOnal and eqUItable, 1 e, that there be no dISCrImmatlon between shIppers What he has been
shown does not fulfill any of these reqUIrements

To start the reqUIred change, laws must be passed establIshmg an mdependent regulatory
commISSIon 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 IS compatIble WIth the North AmerIcan tarIffmethodology
A tanff methodology
FIlmg reqUIrements for (l) rate mcreases and (2) tarIff rules and regulatIon changes
A systematIc procedure for filIng protests and complamts A shIpper must have the legal rIght to
protest any part of the tanff or to file a complamt agaInst a pIpelIne
Clanty as to what WIll be mcluded m the tanff It should among other Items mclude the rates per
100 t-km and rules affectmg the rates or the servIces prOVIded In other words, the shIpper
should be able to look at a tanff and know what hIs total costs WIll be for hIS shIpment and what
the penalty IS for delmquency or non-payment
A reqUIrement for each plpelme to file annually a certIfied finanCIal report
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Dunng lus seSSIOns WIth KazakhNefteProvod staff Mr Maruszewski demonstrated how to
calculate the North Amencan cost of servIce The Plpelme Company staff was favorably
Impressed WIth the sImplIcIty of the methodology TheIr comments were that, untIl and unless
drastIc changes are made, theIr present-day accountmg IS not conducIve to the Western
methodology

In hIS demonstratIOn, Mr MaruszewskI used cost numbers from the Aktau plpelme tarIff
calculatIOn He suggested that the costs were not correctly IdentIfied or classIfied He was not
gIven the account numbers from whIch these costs were obtamed ThIS exerCIse was done to
Illustrate a methodology and was not meant to be a recalculatIOn of Aktau's tanff Mr
MaruszewskI submItted that hIS presentatIOn does not represent anyone of the three plpelmes
that he revIewed

Followmg Mr MaruszewskI's remarks, the dIScussIon turned to current tarIffpractIces One of
the Kazakh Steenng CommIttee Members took Issue WIth a remark, as she understood It, whIch
claimed that "shIppers who are capable of paymg are subject to hIgher tanffs" The Kazakh
OffiCIal stated that tlns IS not correct as all sluppers are subject to IdentIcal tanffs

At that stage Mr KeIth SImpson, MobIl 011 Kazakhstan, Inc, took the floor to explam that, as he
understood matters, KazakhNefteProvod undertakes from tIme to tIme to file for hIgher tarIffs to
cover shortcommgs due to non-payment by some shIppers Mr Lobaev responded by saymg that
the rate mcreases requested by KazakhNefteProvod merely reflect mflatIOn whIch, m the not so
dIstant past, ran as hIgh as 100 percent per year

The general dIscussIOn then turned to the Issue of Idle pIpes Dr Shenoy suggested that a
plpelme operator should not get paid for a newly bUIlt plpelme that IS not bemg used Mr
Lobaev responded that, to KazakhNefteProvod, tlns IS a polItIcal Issue, smce the company dId
not bUIld the hnes but mhented them from the former SOVIet Vmon Hence, the company suffers
from poor deCISIOns by a former Government Dr Shenoy mterjected that these are not the
shIppers' problems StIll, Mr Lobaev assured the Steenng CommIttee Members that, m spIte of
all problems faced by KazakhNefteProvod, there WIll be a smgle tanff, and that tanffwIll apply
to the entIre system Mr Lobaev suggested that KazakhNefteProvod WIll not sell off segments
or parts of the plpelme system Rather, the plan IS to sell shares of the entIre system, whIch IS
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 m operatmg
condItIOn

Dr Shenoy at tlns pomt mtroduced a hypothetIcal SItuatIOn, mvolvmg three sectIOns of pIpelIne
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SectIOn A whIch operates at 50% of capacIty, SectIOn B located between A and C, whIch IS
completely Idle, and SectIon C whIch IS used at full capacIty Dr Shenoy stated that, under the
proposed tanff methodology, the shipper of SectIOn A Will be subject to a hIgher tanff than the
shIpper at SectIOn C, and that the pipelme owner rather than the shIppers WIll have to bear the
entIre cost ofmamtammg the unused SectIOn B To thIS Mr Lobaev responded that he enVISIOns
a unIform tarIff for the entIre hypothetIcal system, suggestmg that dIssatIsfied shIppers are
always free to use other alternatIves, mcludmg shIpment by raIl To thIS, Mr Maruszewski
mtefJected that, under North Amencan standards, thIS would be an unjust and unreasonable tarIff
One of the KPA Members, Mr Comad With Oryx Energy Company, supported Mr
MaruszewskI's pOSItIon by raIsmg the followmg three specIfic ObjectIons to Mr Lobaev's
handlmg of the hypothetIcal SItuatIOn

There should not be one tanff for the entIre Kazakh system
No payment should be collected from actIve assets to mamtam Idle assets
The shIpper does not really have a realIstIc alternatIve to shIppmg by pipelme

Mr Comad felt that the dIsregard of the three precedmg ObjectIOns m settmg pipelme tanffs
would m effect establIsh KazakhNefteProvod as a monopolIstIc pIpelIne operator

Dr Shenoy summed up the dIfferences that had emerged dunng thIS dIScussIon by statmg that
these kmds ofdIfferences Will always surface between shIppers and pIpelIne owners GIven the
generally monopolIstIc power held by the pIpelInes, thIs IS the reason why, m the Western world,
a balancmg and medmtmg authonty IS generally establIshed In North Amenca, thIS authonty
takes the form of an mdependent regulatory commISSIon, empowered by law to render declSlons
regardmg the establIshment ofJust and reasonable tanffs

OIL PIPELINE TARIFFS - A COMPUTER MODELING APPROACH

After a bnef lunch break, Mr Merklem took the floor and mtroduced a few prelImmary runs of
the tanffmodel he was m the process of developmg

Based on a concept he had developed m connectIOn With earlIer work on RUSSIan pipeimes and
on RUSSIan exploratIon and productIOn actIVItIes, and reallzmg that the ongmal cost data would
not be relIable, Mr Merklem bUIlt a model that essentIally served as a standard for pIpelInes m
Kazakhstan Usmg data from North Amenca, he estImated what the cost would be to buIld and
operate 011 pIpelInes ofdIfferent dIameters and throughput capaCItIes m a competItIve
enVIronment Choosmg a hypothetIcal 42-mch standard lme 1000 kIlometers m length, he
estImated lIkely land and nght-of-way costs and lIne constructIOn costs from data ongmally

--------------- HaglerBal1ly ---------------



I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

ApPENDIX C ~ C-40

assembled for the Umted States and Canada by the US Federal Energy Regulatory CommIssIOn
(FERC) Addmg reasonable estImates ofpump statIOn constructIOn costs, mtenm financmg
costs and lme fill, the total asset base at the begmmng ofthe lme's operatmg cycle was US$1 17
bIllIon

In a first Table thIS asset base was put through a vanable depreCiatIOn cycle for the base case as
follows Land and nght-of-way were conSIdered non-deprecIable The lme Itself, not countmg
the pump statIOns, was made subject to a 30-year straIght-lme depreCiatIOn regIme The pump
statIOns were assumed to run on a lO-year lIfe cycle Accordmgly, they were treated under a
10-year straight-lIne depreCiatIOn regIme, and were replaced two hmes dunng the 30-year lme
cycle, the first time m the 11th year of operatIOn and the second tIme m the 21 st year ThIS
arrangement lead to an annual depreCiatIOn charge for the entIre system of $44 43 mIllIon

A second Table was constructed to reflect annual costs of servIce mcludmg a first cut of an
overall 35% of corporate taxes for KazakhNefteProvod Assummg a targeted Real Internal Rate
ofReturn of 150%, 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
tanff was calculated for the entire lIfe cycle of the lme These calculatIOns assumed that 60% of
the asset structure was eqUIty financed, and the rest secured through long-term debt

The reqUIred mcome before taxes consIsted of annual depreCiatIOn charges, estimated Operatmg
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 120% GIven the assumed parameters, these
costs were fixed over the lIfe cycle of the lme, leavmg taxes and return on eqUIty to balance the
target rate ofreturn agamst the resultmg tanff GIven the assumed 15 0% mternal rate of return
and the first-cut tax rate of35%, the first-year tanff came out at $5 27 per 1000 tonne-kIlometers
As expected, that tanffwould declme over the lIfe cycle of the pipelme, because the mterest on
non-eqUIty fundmg was commg down and deleted enhrely from the cost structure after the 20th
year ofoperatIOn, and because the asset base Itselfwas declImng WIth hme Thus, over the
30-year lIfe cycle, the tanff declIned to $1 81 per 1000 tonne-kIlometers m theIr last year of
operatIon ThIS tanff declIne was Illustrated With a computer-generated graph

Havmg thus establIshed the base case, several excurSIOns from the norm were undertaken and the
effect on the tarIff were calculated These excurSIons mcluded

A sensItivIty case for low throughput volumes WIth all other parameters remammg exactly as m
the base case, the effect of low throughput volumes on tarIffs was calculated over the lIfe cycle
of the standard lme Compared to the base case throughput of 80% of deSIgn capacIty, the lme
was assumed to operate at 50% of standard operatmg levels (or 40% of deSIgn capacIty) As It
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turned out the penalty of not operatmg the lme at capacIty IS severe The resultmg tarIff nearly
doubled to $10 37 per 1000 tonne-lalometers m the first year, up from the base tarlff of$5 27 per
1000 tonne-lalometers ThIs near-doubhng of the tanff was charactenstlc for the entIre hfe cycle
of the plpelme

A second sensItIVIty case was used to mvestlgate the Impact on tanffs ofhIgh productIOn costs
WIth all other parameters remaImng the same as those of the base case, the effect ofhIgh O&M
costs on tanffs was calculated over the hfe cycle of the standard lme Compared to the base case
costs of$30 0 milhon per year, the lme was assumed to operate at double the cost, or $600
milhon per year Tms excursIOn resulted m an mcrease m tanffs, but not nearly as severe as the
earher low-throughput case Doubhng O&M costs brought on an 11% mcrease m tarIffs, to
$5 87 per 1000 tonne-lalometers m the first year, up from the base tanff of $5 27 per 1000
tonne-lalometers WillIe the hIgh O&M costs produced hIgher-than base costs over the entlre
hfe cycle of the lme, the percentage deViatIOn from the tarIffbase also mcreased With tlme, from
the aforementIOned 11 % m the first year of operatIOn to 33% m the last year

A thIrd senSItIvIty case was used to mvestlgate the Impact on tarIffs of a dIfferent depreCiatIOn
regIme Kazakhstan allows a 25% percent dechmng balance deprecIatIOn on plpelme assets
WIth all other parameters remammg the same as those of the base case, the 25% declmmg
balance deprecIatIOn regIme was used to calculate ItS effect on tanffs over the hfe cycle of the
standard lme GIven the extraordmarIly hIgh deprecIatIOn charges m the first few years of such a
rapIdly dechmng depreCiatIOn regIme, and the fixed nature of all component costs other than
taxes, the resultmg non-compensated tarIff came out to be $7 34 per 1000 tonne-lalometers m the
first year It declmed rapIdly thereafter, to as low as $0 69 per 1000 tonne-kIlometers at the end
of the 3D-year cycle That case was not shown m graphIC form smce the early mgh tarIff and
subsequent low tanffs are not generally allowed under North Amencan practIce Instead, a
so-called levehzed tanfffor a 25% dechmng balance depreCiatIon rate was developed whIch
produced a first-year tanffof $4 69 per 1000 tonne-kIlometers and wmch dechned m the 30th
year to $1 73 per 1000 tonne-lalometers The problem WIth that approach IS that the mgh
depreCIatIOn charges durmg the fIrst few years leave no room for taxes and force a 5-year tax
hohday whIch does not appear to be attractIve to the Government ofKazakhstan

Followmg Mr Merklem's presentatIOn, Mr Lobaev raised several pomts Notmg the 19 2%
reqUired mcome on eqUity before taxes, he asked how thIS squared With the stated target mternal
rate of return of 15% The answer was that out of that 192% on return on eqUity, the
Government Will take ItS assumed 35% tax

Another questIon dealt With the mechanIsm of debt payment The mterest payments on the debt
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covenng 40% of the asset base was charged to O&M costs, but the return of pnncipal did not
show anywhere on the Table The answer was that the return of pnncipal on borrowed funds
comes out ofdepreCiatIon whIch IS part of the explIcIt O&M cost and thus a partial component of
the tanff

Further dIScussIon and comments from foreIgn Members of the Steenng CommIttee brought out
that the overall tax case IS more complIcated than a straIght 35% on return on eqUIty and, m any
event, If totaled, that It IS closer to 40% Mr Merklem promIsed to take a more detaIled look at
the tax SItuatIOn and to adjust the model accordmgly As a general observatIOn, Mr Merklem
pomted out that hIgh taxes wIll raise tanffs and, therefore reduce the net-back value of crude 011
m the ground ThIs could kIll margmal fields and destroy part of Kazakhstan's resource base as
potentIal mvestors Will see theIr return on exploratIOn and productIOn actIvItIes reduced WIth
theIr opportumty costs thus raised, mvestors are lIkely to respond by takmg theIr mvestment
dollars elsewhere m the world

After Mr Merklem's presentatIon, Mr Lobaev took the floor Usmg the example of the
Kalunkas to Samara pipeime whIch he drew on a flIp chart, Mr Lobaev dIscussed the optIOns of
establIshmg dIfferent kmds of tanffs on the baSIS of the follOWing scenanos

Separate tanffs for each mdividual sectIon reflectmg that sectIOn's asset base, cost of servIce, and
throughput
Two combmations of sectIons or branches, a northern and a southern branch, WIth an average
tanff for each branch
One tarIff for the whole Kalunkas to Samara pIpelIne system, WIth average tarIff for that system
O&M costs applIed to mdividual sectIOns, With mvestments shared proportIOnally by the entIre
system

WIth regard to pomt four above, Mr Conrad With Oryx Energy Company asked whether Mr
Lobaev enVIsIoned the shanng ofcapItal Just on the lIne under dISCUSSIOn or throughout the
Kazakhstan pipeime system Mr Lobaev replIed that It would apply to all of Kazakhstan If It can
be made to work out satIsfactonly

Mr Lobaev then turned to the Issue ofpipeime valuatIOn He mentIOned that theIr own early
estImate had been that the entIre Kazakhstan pIpelIne system was worth 16 bIllIon Tenge ($213
mIllIon), for a total length of 10,000 kilometers He pomted out that a subsequent Ernst and
Young evaluatIon had put a value of $231 mIllIon on Just the 462 kilometers ofpIpelIne whIch
had been transferred to the CaspIan PIpelIne ConsortIum (CPC) That methodology was based
on replacement cost mmus accumulated depreCiatIOn mmus rehabIlItatIon expenses Usmg these
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valuatlOn cntena, Mr Lobaev stated that the value of the entIre KazakhNefteProvod plpehne
system was worth US$1 5 bIlhon, after applymg US$1 0 bIlhon for rehabIlItatlOn To finance
that kmd of rehablhtatlOn, 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 slippers

In summmg up, Mr Lobaev reIterated that addItIOnal funds wIll be reqUIred m vIew of the fact
that mamtenance has been neglected m the past, and that KazakhNefteProvod antIcIpates
collectmg these funds through tarIffs

DAY TWO, JULY 11

Tills meetmg was chaIred by the CochaIrman, MIke BIddIson It was held pnmarIly for the
purpose of commUnIcatmg to the Kazakh Members of the Steenng CommIttee that Hagler BaIlly
needs a substantIal amount of addltlOnal mformatlOn to successfully and meanmgfully come to
closure on the proposed tarIffs Mr MaruszewskI and Mr Merklem each dlstnbuted and
dIscussed a set of addltlOnal data that they would need m theIr respectIve work In partIcular,
Mr MaruszewskI requested that the assets be descnbed so that what m Western thmkmg would
be claSSIfied as unrelated costs would be clearly IdentIfiable There was general agreement
among the Kazakh Steenng CommIttee Members that delIvery of the reqUIred data should
present no dIfficulty The only exceptIon would be finanCIal and cost data by sectIon, smce the
plpehne IS currently gomg through a restructurmg phase and the accountmg and cost data have
not yet been segregated to reflect the new structure

Toward the end of the seSSlOn, Mr KeIth SImpson WIth MobIl OIl Kazakhstan, Inc, rose to
prOVIde addItIOnal mformatlOn regardIng the valuatlOn of the CPC purchase He stated that CPC
had purchased the lme for $231 mIllIon, but that tills amount does not and should not represent
the market value of the plpelme Tlis transactIOn took place prIor to the restructurmg ofthe
earher CPC, m whIch the Governments of Kazakhstan, RUSSIa, and Oman were the only partners
On restructurIng, oIl 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 transactlOn The amount mvolved IS conSIdered the Kazakhstan portIon of
consolIdated CPC debt That $231 mllhon was for the acqUIsitlOn ofa workmg lme In the
event rehabIlItatlOn funds are needed to brIng the lme to workIng condItIons, the reqUIred funds
WIll be deducted from the $231 mIllIon Once CPC has a pOSItIve cash flow, It WIll begm to pay
ItS debt to Kazakhstan Mr SImpson concluded WIth the statement that "no sense of market
value IS Imphed by the $231 milhon value"
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Mr BIddIson closed the meetmg by agreemg to a request by Mr Conrad WIth Oryx Energy
Company, and wIth no ObjectIOn from the floor, to move the meetmg date to
Wednesday/Thursday August 20 and 21, WIth the possIbIlIty to extend the meetmg mto Fnday If
needed Mr BIddIson then reIterated the delIverables for the next Steenng CommIttee Meetmg
as shown below

DELIVERABLES

A draft tanffmethodology for reVIew and dIscussIOn at the meetmg

An InItIal analysIs and evaluatIOn of four tanff alternatIves for the Kalunkas to Samara pIpelIne
system as well as actual tanffs as proposed by Mr Lobaev, to WIt,

Separate tanffs for each mdIvIdual sectIOn reflectmg that sectIOn's asset base, cost of servIce, and
throughput
Two combmatIOns of sectIOns, a northern and southern branch, WIth an average tanff 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 mdIvIdual sectIOn, WIth mvestments shared proportIOnally by the entIre
system

DATE AND TIME OF NEXT MEETING

Wednesday/Thursday, August 20 and 21, wIth the possIbIlIty to extend the meetmg mto Fnday If
needed
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MINUTES OF FOURTH MEETING
PIPELINE TARIFF STEERING COMMITTEE
AUGUST 20, 1997

Mr BIddIson's Address

The meetmg opened WIth a bnefmtroductIOn of new Steenng CommIttee members Followmg
thIS mtroductIOn, Mr BIddIson went on to remmd the partICIpants that thIS fourth meetmg of the
PIpelme TanffSteenng CommIttee WIll focus on the proposed tanffmethodology, to be
presented by Mr Merklem He reIterated that Hagler BaIlly Consultmg, Inc, WIll have the tarIff
methodology ready for final presentatIon by October 1, as per schedule He suggested that a
questIOn and answer penod follOWIng Merklem's presentatIon should go a long way m resolvmg
lmgenng questIons Mr BIddIson also alerted the CommIttee Members that some of the Hagler
BaIlly tanffteam members are scheduled to take a tnp to Aktau dunng the week ofAugust 25, to
gather mformatIOn on cost accountmg That mformatIOn WIll be mdlspensable for the
development and ImplementatIon ofa long-term tanff methodology beyond the SImulatIOn
method now under development by Merklem

Merklem's PresentatIOn

Mr Merklem remmded the CommIttee Members that the ongmal task of the Steenng CommIttee
was and contmues to be to show how plpelme tanffs are regulated m North Amenca, and how
thIs regulatory approach could be adapted for use m Kazakhstan He pomted out that the Hagler
BaIlly team was pursumg that objectIve on two parallel courses One approach was to use
hIstoncal Kazakhstan cost data as carned on theIr accountmg system and to adjust these data to
fit the new Kazakhstan accountmg system It was hoped that the evolvmg accountmg concept
could be taken one step further m adaptmg the data to a Kazakhstan accountmg system that
would meet Kazakhstan's future regulatory reqUIrements Such a system would have to be m hne
WIth mternatIOnal standards of transparency and accountancy, so that the people ofKazakhstan
and as well as mterested foreIgn mvestors could understand the tarIff rules ThIS would permIt
them to deal WIth confidence WIth the Regulatory Agency that IS expected to be created m the
foreseeable future

Merklem pomted out that It would be dIfficult to obtam the needed hlstoncal data on tIme for a
defimtIve assessment of recommended KazkhNefteProvod tanffs As a result, a second approach
was bemg pursued sImultaneously, by domg a computer SImulatIon ofplpehne tanffs follOWIng
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North Amencan regulatory regImes ThIS process mvolves the calculatIOn of 011 plpelme tanffs
for standard length plpelmes ofvanous dIameters, as they mIght anse If constructed m North
Amenca As expected, Merklem's model shows that the urnt transmISSIOn cost per ton of 011
dechnes as the plpehne dIameter nses Other than usmg North Amencan cost and regulatory
data, Merklem's model retams the economIC and pohtlcal structure of Kazakhstan as of the tIme
the hnes were bmlt ThIS assumes, among other thmgs, that the plpelmes were bmlt by the
Government, that there was no long-term debt mvolved m bmldmg the lInes, and that the hnes
were under 100% eqmty ownership, presently belongmg to KazakhNefteProvod

Merklem's cost estimates for the constructIOn of pIpelInes m the Urnted States and m Canada
hterally rest on hundreds of mdlvldual plpehne construction projects HIS source ofmformatIOn
IS the 011 and Gas Journal, for last year's cost data as well as for cost data gomg back m time over
a penod often years, but these data came ongmally from the US Regulatory Agency responsIble
for plpelmes, the Federal Energy Regulatory CommIssIon (FERC) To remove part of the
short-dIstance biaS mherent m the data, Merklem only consIdered plpehne projects of five mIles
or more m length (8 kIlometers or more), but even With that adjustment, a substantial short-term
biaS remamed In addItion, to remove any data biaS that mIght be mtroduced by outlIers, he
removed the two highest and the two lowest data pomts for each hne dIameter Smce the
remaIrnng hnes stIll contamed many projects some 10 to 20 kIlometers m length, the remaIrnng
short-term biaS was removed by reducmg the resultmg average constructIon costs by 15% The
final plpelme constructIOn costs so developed were close to the hIgh end ofa range of
Kazakhstan cost estimates

Much of the mformatIOn presented by Mr Merklem was m the form oftables and graphs The
base case mvolved a 42-mch hne (nommally 1020 mm) ConstructIOn costs as used m the model
are current replacement costs, a standard use of cost data m an enVIronment charactenzed by
great uncertamty ThIS approach SImulates ongmal constructIOn costs subject to mflatIOn whIch
IS Imphcltly contained m FERC's tanff system The model also assumes a stralght-lme
deprecIation regIme over the expected 30-year lIfe cycle of the lInes, as well as an Internal Rate
ofReturn (IRR) of 15%

The case for each dIameter hne was presented With the aid of two large tables, a detaIled
year-by-year depreCiatIOn table and a tanfftable whIch, among other thmgs, lIsted the target IRR
of 15% A graph was used to summanze the final tanff for each model scenano Merklem went
over both tables column by column, and he dIsplayed the resultmg graphs by overhead projector
As expected m a cost recovery system where the asset base declmes over the years through
depreCiatIOn, the tanffs were subject to declme WIth time However, Merklem pomted out that
the tarIff dechne shown may be exaggerated, mostly because substantIal portIOns ofpast
mamtenance 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 mdeed one of the tasks of the team
scheduled to go to Aktau was to find out what If any major lme replacements may have taken
place m the past

Merklem also pomted out that he had not been able to dIscover whether and where the hnes,
especIally those located m the Western AktaulAtIrau RegIOn, were sequentIal and where there
may have been looped sectIons or one-way spurs off the mam trunk hnes As a result, Merklem
suggested that hts proposed tanffs needed further dIscussIOn and reVISIons, mcludmg an
estImatIOn of VISCOSIty and heatmg surcharges Based essentIally on tanff data developed for
mdIvIduallme sectIOns, suggested tanffs were calculated by a process of cumulatIOn tor three
types of systems mdIvldual lInes, company-wIde systems, and an overall Kazakhstan tanff
However, Merklem pomted out that a Kazakhstan-WIde tanffwas not what he would
recommend, because such a tanff IS mconslstent WIth the concept of cost recovenes A
Kazakhstan-WIde umform tanff entaIls SOCIal and plpe-to-pIpe cross SubSIdIes whIch on theIr
own ment, mIght be JustIfiable but whtch do not fit m a cost-recovery type of tanff structure

Mr Merklem expressed hIS appreCIatIOn for the assIstance he had receIved from representatIves
ofKazakhNefteProvod and from foreIgn oIl companIes that had proVIded badly needed pIpelme
data He expressed hIs conVIctIon that the data he developed m the process are reahstIc
reflectIons ofplpelme cost data and tanffs as found m North Amenca

Mr Merklem noted that he stIll needed assIstance to get mformatIOn m 2 areas

What major capItal mvestments have been made m the past m Kazakhstan, espeCIally on the
older lInes, and
What rehabIlItatIon mvestment would be reqUIred for each sectIon of the eXlstmg hnes to bnng
them to sound operatmg condItIon

Turmng to the Issue of plpelme sectIOns not currently m operatIOn, or sectIons WIth very low
throughput volumes relatIve to theIr deSIgn capaCItIes, these are the cause of conSIderable
dIstortIon For example, If the actual throughput volume ofa gIven lme sectIOn were 50% of
deSIgn, It would cost roughly twIce as much to shtp a ton ofoIl through the system Under North
Amencan regulatory rules, It would not be faIr, nor would It be acceptable, to make the shIpper
assume the excess costs due to under-capacIty utIlIzatIOn ofthe hnes

One by-product of the suggested tanff calculatIOns was an estImate ofthe current book value of
the Kazakhstan plpelme system WhICh came out at $1 8 bIlhon That number IS, however,
subject to dlscountmg for unused hnes and for lInes runnmg at less than capaCIty
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In closmg, Merklem requested assIstance from the representatIves of the Aktau and Pavlodar
pIpelIne systems to spend a day m gomg over and correctmg the pIpelIne configuratIOns currently
used m the model

Q's & A's

KeIth SImpson, MobIl 011 Kazakhstan, Inc I see a need to reVIew and, If necessary, to correct
some data on vanous pIpelIne sectIOns regardmg dIameters, locatIOns, purpose, etc Merklem
agreed to meet WIth MobIl representatIves to reVIew these data

Rasslma Zaklrova, KazakhNefteProvod My first comment IS that the sectIOns are not sequentIal
m all parts Where they are not sequentIal, appropnate correctIons should be made My second
comment IS that by establIshmg the base tanffs and by mterpolatmg the dIameter and
recalculatmg the base tanffs agam we WIll not recover costs because at present there are no
sectIOns whIch operate at maxImum desIgn capacIty Ollf 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 tanffs, and then we WIll make correctIOns dependmg on
the load of the plpelme

Helmut Merklem As regards pIpelIne configuratIOns, I WIll be happy to meet WIth you to reVIew
my current configuratIOn WhIch, as I pomted out, needs correctIOn As regards throughput
volumes, 80% of the average US throughput range IS at the top of your deSIgn range There may
be room for Improvement along the Imes you suggest, smce we dId not know the tensIle strength
and other RUSSIan-made plpelme charactenstlcs

RassIma ZakIrova The tensIle strength IS defined when the pIpelme IS deSIgned, whereas the
throughput rate IS a functIOn of crude oIl volumes aVaIlable for shIpment Remember that RUSSIa
reduced ItS shIpments of 011 to be pumped and there are many other reasons

Helmut Merklem It IS my understandmg that Kazakhstan and other NIS Countnes are
umntended VIctIms m thIs process of RUSSIan volume reductIOns In the US, the capItal value of
the plpelme would be reduced If such a case arose

R Zaklrova As far as I know, m the US they calculate theIr actual operatmg and mamtenance
costs WIthout reference to deSIgn capacItIes They then calculate revenue reqUIrements based on
deSIgn capacItIes These are then dIVIded by actual throughput volumes to obtam allowable
tanffs In such a system, If the throughput IS 10% ofdeSIgn, I WIll have no users The users WIll
thInk It more profitable to send theIr 011 by raIlroad
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H Merklem In realIty It wdl be dIfficult to find an alternatIVe to pipeimes m Kazakhstan
Accordmg to the US FERC, It would not be allowed to mtroduce upward adjustments oftanffs
sImply to compensate for low throughput volumes As you Will remember the ObjectIve of thIS
study IS to estimate what your pIpelInes tanffs would be Ifthey were subject to the North
Amencan system of tarIff regulation

R Zaklrova Ifour throughput volumes are 50% or 60% ofthe deSIgn load, we wdl have to
mclude the excess costs m our tanffs In Aktau there are two parallel lInes The mitial mtent
was to smp one qualIty 011 by one of the parallel lInes and the 011 of dIfferent qualIty by the other
parallel lIne As It turns out, the 011 productIOn rate m the RegIOn dechned below the combmed
Ime capaCIties We are currently pumpmg all ofour 011 through one spur whIch IS 400 km m
length, and the current tarIff IS $3 The SIze of tills one spur IS suffiCIent for our operatIOns For
1000 km, the tanff would be $6 50 to $8 00 The volume adjustment m thIS tarIff was conSIdered
to be JustIfiable and It was approved by the AntI-Monopoly CommIttee It IS 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 hnes I agree that we should speCIfy all the details The sum of
tanffs by sectIOns, when they are added, Will change the tanffs

Helmut Merklem suggested that a meetmg be held the next day to compare current Kazakhstan
tanffs WIth the draft tarIffs ofhIS model (Note The meetmg was held, and some changes have
resulted from It)

R Zakrrova I gave you data on the actual and deSIgn throughput capaCIty Therefore 80% IS not
a standard SItuatIOn There may not be any standard now We can calculate tanffs based on the
current SItuatIOn and on the costs and compare them With the standard and get a compromlse
"golden" average for the penod of formatIOn

Helmut Merklem The world standard for day-by-day pipehne operatIOns IS approxImately 90%
ofdeSIgn capaCIty For Kazakhstan we lowered It to 80% I would suggest that your pipeime
system be adjusted to Improve your cost standards rather than the other way around, whereby
cost data are would be adjusted to fit the pipeime configuratIOn The model we have developed
IS a real model reflectIve of hundreds ofpIpelmes currently m operatIOn throughout the Umted
States and Canada

Jerry Durbm, MobIl Od Co WIth regard to these tanffnumbers, for each sectIOn, segment, or
affihate, the numbers WIll have multiple ongms and destinatIOns You should know them,
because Just the figure of $18 does not mean anytmng If we do not know ongms and
destmatIOns You should do more than showmg configuratIOn and speCIfy each ongm and
destmatIOn Od may be pumped and dehvered to the same pomt, there mIght be cross
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movements from Aktau to Atyrau, etc

RasslTIla ZakIrova I gave you our tanffs by sectIOns and we wIll provIde you wIth the specIfic
data on ongms For example If Oryx Energy Company loads 011 m Kalamkas, how much WIll It
cost them to ShIp It to Samara or to Atyrau?

Jerry Durbm I agree, we need not only ongms and destmatIOns but the route and how much
mvestment wIll be reqUired to expand slippmg capacIty

Helmut Merklem We are at an mtenm pomt m our rate dIscussIOns Of course, we wIll desIgn
and eventually present a tanfftable that takes mto consIderatIOn actual smppmg ongms and
destmatIOns

KeIth SImpson I agree that the tables should be adjusted to correct for parallellmes, and we wIll
ask ourselves If addmg IS relevant or not We should consIder those cases where costs are lower
because the lmes are of substantial length (SOO-plus kIlometers)

At thIS stage, MIke BIddIson suggested that It was tIme for lunch He asked the partIcIpants to
refocus the dIScussIon after lunch by deahng wIth the 5 alternatIves defined by Mr Lobaev at the
preVIOUS meetmg These mcluded tanffs for each sectIOn, for mdiVIdual pipelme systems, for
affihates, for Kazakhstan as a whole, etc

After the lunch break, the dISCUSSIOn agam turned to some ofthe Issues raIsed dunng the
Merklem presentatIOn

Ms T Solomma How do you calculate depreCiatIOn? We have the system m whIch profits are
mcreased by the depreCiatIOn value Is your system dIfferent from ours?

Helmut Merklem It IS slTIlIlar DepreCIatIOn IS meant to recover all constructIOn costs mcurred
over the hfe cycle of the pipelme However, for tax purposes, depreCiatIOn IS a cost and,
therefore, not subject to taxation For example, If your cash flow mcludmg depreCiatIOn IS $100,
and depreCiatIOn IS $20, taxable profits under our system would be $80

Ms Solomma There should be an mcrease m the cash flow, so depreCiation IS treated as a cost
In general, there are several approaches to depreCiatIOn One approach IS to allocate constructIOn
costs equally over the hfe ofthe facIhty, another approach IS to consIder depreCiatIOn hke m the
tax system calculatmg depreCiatIon as a functIOn of the remaImng capItal base, but accelerate It
WItrnn the first penods, as envlSloned WIthm our tax system
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Mr Merklem I have revIewed your depreCiatIOn and tax code and belIeve, unless corrected by
your experts, that straIght lme depreCiatIOn IS penmtted for pipeimes

Ms Solomma StraIght-1me deprecIatIOn may be used WIthIn the book accountmg system, but If
It dIffers from our tax accountmg system, It should be treated m a dIfferent way

Mr Merklem turned to the partIcIpants m general and asked whether, m theIr expenence,
straIght-lIne depreCiatIOn has been used m Kazakhstan pIpelIne accountmg

Ms Solomma Smce January 1, depreciatIon can be calculated as m the taxatIon system

There followed a dIscussIOn regardmg a new decree that enVlSlons a 50% turn-over to the
Government ofprofits ofnatural monopolIes The questIOn was asked how thIS would affect
KazakhNefteProvod

Mr Merklem From what I have heard so far, smce KazakhNefteProvod IS the exclusIve owner
of the pipeime 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 pipeime
company's assets, the new decree WIll strongly affect the sItuatIOn

Ms Solomma What IS the startmg pomt when calculatmg the model?

Mr Merklem The dnvmg mechanIsm throughout the model was a target rate of return (lRR) of
15%, on the assumptIOn that KazakhNefteProvod would want to attract foreIgn mvestors

Ms Solomma What IS the IRR m North Amenca on the average?

Mr Merklem For natural gas pipeimes the regulatory rate of return on mvestment runs around
11 to 12% For 011 pIpelInes It IS somewhat less, on the order of 8 to 9%, but I would have to
venfy the latter numbers

Ms Solomma Do you thmk a 15% IRR for Kazakhstan IS OK, m the sense that It wIll
encourage foreIgn mvestors to come?

Mr Merklem That depends on the mvestor Why should a SophIstIcated pnvate mvestor WIsh
to mvest m bUIldmg a pIpelIne m Kazakhstan at 8% Ifhe can buy virtually nsk-free US
Government bonds or Bank CertIficates of DeposIts m the Umted States currently yIeldmg 7 to
8%? There are basIcally three ways to raIse pIpelIne funds m Kazakhstan
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Through a publIc tender by sendmg an mVltatlon to every potentIally mterested mvestor,
generally through an advertIsement m a WIdely publIshed financIal paper,
Through the World Bank or other multIlateral or bIlateral donors, generally at lower than market
mterest rates, and
By mVltmg 011 shIppers to buy shares m the plpelme system they wIll need to bnng theIr 011 to
market

Ms Solomma What IS the penod to recover costs for constructIOn and development?
Accordmg to the cash flow approach, It IS 30 years

Mr Merklem If funds can be raIsed on a loan basIs, 15 to 20 years are more realIstIc terms

Ms Solomma In how many years can It be repaId?

Mr Merklem As I saId, 20 years would be a credIble term, provIded that the tanffs are
genumely based on cost recovery and admmlstered by a mdependent agency WIth mternatIOnal
credIbIlIty

Jerry Durbm If crude OllIS 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 meetmg be arranged WIth Ms Solomma to dISCUSS the new decree
regardmg a 50% deductIon from monopoly profits (Note In a subsequent phone call, the
meetmg was set for Tuesday, August 26 )

GalIna Yakovleva Tomorrow we wIll meet and reVIew all the detaIls I suggest that m the
future Hagler BaIlly provIde advance copIes of all tables and numbers lIke those we receIved
today, pnor to the next Steenng COmmIttee Meetmg, so that we mIght make correctIOns and
mtroduce amendments and adjustments If September 25 IS the first day of the next Steermg
CommIttee Meetmg, then the matenals should be sent to all members no later than September
22

Bob WIllIams What about debt? It IS mlssmg m the model We should know the effect of
current debts on the tarIff calculatIon

GalIna Yakovleva You can learn about debts when you get to Aktau As a rule, our accounts
receIvable are m excess of our accounts payable The debt IS not paId due to a pervasIve
non-payment SItuatIOn, but eventually It WIll be paId We say that the debt IS a realIty, but It has
nothIng to do WIth tanffs On July 1, Anna Vmogradova from the South AffilIate of
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KazakhNefteProvod apphed to the AntI-Monopoly CommIttee to raIse tanffs because they could
not recover costs Last year a cash method was used When we consIder major repaIrs there IS
deformatIOn smce these repaIrS are funded from profits

RassIma ZakIrova We worked WIth Mr MaruszewskI who was assIstmg us m dIstnbutmg costs
to dIfferent accountmg Items such as operatIOnal, admImstratIve and other costs

MIke BIddIson As I saId m the begmmng, we wIll focus on both the model and the accountmg
sIde Our accountmg efforts are the reason why we are sendmg our people to Aktau We have
specIfically brought Mr Claude Eggleton to provIde gUIdance m thIS area Mr Kabyldm advIsed
us to go there as well We know that Mr Merklem's figures are early estImates and as such are
not error-free Hence our attempt to collect actual hIstoncal data m Aktau But the purpose of
today's meetmg was to mtroduce the methodology and to hear your response

Gahna Yakovleva Then I mIsunderstood I thought Hagler BaIlly's figures were based on our
actual figures

Mr Merklem The cost numbers are sImulated, and physIcal charactenstIcs are actual

ISSUES TO BE CONSIDERED

Meet WIth Ms G Yakovleva, R ZakIrova and T Solomma on Thursday, August 21 to dISCUSS
pIpelmes configuratIOns and other detaIls

Send matenals for the FIfth Steenng CommIttee Meetmg no later than September 22 for the
CommIttee Members so they can famIharIze themselves wIth the matenals and prepare theIr
comments and suggestIOns

The next Steenng CommIttee Meetmg to be conducted on Thursday, September 25, where the
final draft ofthe tanffmethodology WIth actual tanffnumbers wIll be presented
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MINUTES OF FIFTH MEETING
PIPELINE TARIFF STEERING COMMITTEE

SEPTEMBER 25, 1997

Mr K Kabyldm, Chamnan
Mr M BIddIson, Cochamnan

Mr BIddIson opened the meetmg WIth a bnefmtroductlOn of the attendants As had been the
pattern throughout, the work of the Steenng CommIttee had attracted mcreasmg mterest and
respect, so much so that there were more people present and more organIzatIons represented on
each succeedmg meetmg mcludmg thIs FIfth Meetmg of the 011 PIpelIne TanffSteenng
CommIttee

Followmg the mtroductIOn of attendants, Mr BIddIson mfonned the partIcIpants that the
deadlme for the development of an acceptable plpelme tanff 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 consultmg team had essentially completed ItS
methodology work and had put It m wntmg under sIgmficant tIme pressure, WIth pohshmg and
augmentatIOn of final text to follow As regards the 011 plpelme tarIff suggestIOns, they were Just
that, suggestIOns whIch were lIkely to be revIewed and changed by the Kazakhstan authontles
WIth that, he gave the word to Chalnnan Kabyldm

Mr Kabyldm took note of the many 011 producers that were represented at the FIfth Meetmg of
the PIpelIne TarIff Steenng CommIttee TheIr numbers, he suggested, were a sohd mdicatIOn of
the Importance they attached to the work OfthiS COmmIttee Mr Kabyldm pomted out that the
pnnclpal ObjectIve of the Steenng CommIttee had been the development of an acceptable
pIpelIne tanff methodology that should be transparent and faIr to all partIcIpants, yet m hne WIth
Kazakhstan laws and regulatIOns, especIally With ItS new market-onented accountmg procedures
He emphaSIzed that theIr current tanff methodology had not been questIOned smce ItS mceptIOn,
even though It was clear to all that It was completely madequate m meetmg the new demands
placed on It as a result of the mdustry's mtImate contacts With the Western World

As to the Hagler Bmlly report, Mr Kabyldm remforced Mr BIddIson's VIew that the
recommended tanffs wIll be taken under adVIsement by KazTransOIl, fonnerly
KazakhNefteProvod, and undoubtedly by other Governmental AuthontIes, mcludmg the
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AntI-Monopoly CommIttee, where they WIll be debated and qUIte possIbly revIsed

Mr Kabyldm also pomted out that the plpelme work IS far from fimshed He saId that one
mIssmg element IS a thorough valuatIOn of the pIpelIne assets In addItIOn, the converSIOn to
Kazakhstan's new accountmg system and, wlthm that system, the classIficatIOn of expenses to fit
the suggested tanff methodology stIll remam to be done and he expressed the hope that the
accountmg work WIll be ready for ImplementatIon by the begmmng of 1998

Mr Kabyldm fimshed hIs remarks by expressmg hIS appreCIatIOn to the Hagler BaIlly
consultants and to the foreIgn producers for theIr cooperatIon m thIs gargantuan task and he gave
firm assurances that the recommended tanff methodology WIll be accepted m deslgnmg future 011
plpelme tanffs

Mr BIddIson responded by assunng Mr Kabyldm that the Hagler BaIlly team VIews Its report as
a workIng draft, and that the team IS lookIng forward to receIVmg addItIonal comments of
KazTransOIl's profeSSIOnal staff for reVIew and mcorporatlon He pomted out that a first verSIOn
of the report had been submItted to KazTransOII a week ago and that some of theIr
recommendatIons and comments, as well as SImIlar comments by the Kazakhstan Petroleum
ASSOCIatIOn (KPA), had already been mcorporated The reason for takmg the unusual step m
submlttmg a redlmed workIng paper was to faCIlItate the work ofall partICIpants m assessmg the
changes that had been suggested m the past week and that had been mcorporated m the reVIsed
draft document

Mr BIddIson proceeded to explam the reason for the unexpected acceleratIOn of the work of the
Hagler BaIlly workmg team smce the precedmg meetmg of the Plpelme TarlffSteenng
CommIttee FollOWIng the Fourth Meetmg ofthe Steenng CommIttee on August 20, the new
PresIdent ofKazTransOIl, Mr Kapparov, was requested to gIve a presentatIOn on pIpelIne tanffs
to the Government ofKazakhstan on Fnday, September 5 ThIs presentatIon was part of an
overall reVIew of natural monopoly tanffs currently under development m the RepublIc of
Kazakhstan At that meetmg, all natural monopolIes were adVIsed to submIt theIr newly
proposed tanffs by September 15

Mr Kapparov responded to hIs Government's request by callmg USAID the followmg Monday
and requestmg that the Hagler BaIlly tanff work be pursued on an accelerated baSIS An early
draft report was well receIved by Mr Kapparov ThIS brought on a penod of unusually hectIc
work m close cooperatIon WIth representatIves ofKazTransOIl and, to some extent, WIth the
KPA As a result, the report was moved forward at breakneck speed Meetmgs were also held
WIth the AntI-Monopoly CommIttee and other Government OrganIzatIOns to dISCUSS the draft
report under development and the proposed tarIff methodology It contamed Fmally, the Hagler
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BaIlly team was asked to develop a hands-on mstructIOn booklet for use by Government OfficIals
lIkely to be mvolved m pIpelme tanffwork, notably KazTransOIl and the AntI-Monopoly
CommIttee Mr BIddIson pomted out that a first draft of tills mstructIOn manual IS neanng
completIOn WIth thIS, the meetmg was turned over to Dr Bhamy Shenoy who gave a
companson of the eXIstmg and proposed tanff methodologIes and an analysIs of the Hagler
BaIlly recommended tanff rates

Dr Shenoy began hIS presentatIon by pomtmg out that the costs used m the Hagler BaIlly
analysIs are m effect KazTransOIl projected costs as used m theIr applIcatIOn for hIgher rates
submItted to the AntI-Monopoly CommIttee (AMC) Under the tanffmethodology currently m
effect, there are four cost categones These are (1) DeprecIatIOn, (2) CapItal Improvement, (3)
OperatIOns and Matenals, and (4) Other Taxes However, the Item labeled "CapItal
Improvements" IS what under the proposed methodology would be called "MaIntenance
ExpendItures" These four cost categones add up to "Total Expenses" and are subject to a "Profit
Margm" (actually a mark-up) to be negotIated WIth the AMC The sum of Total Expenses and
Profits, dIVIded by the antIcIpated throughput, yIelds the tanff as calculated under the current
system

Dr Shenoy proceeded to explam that, under the newly proposed tanff structure, the Total Cost of
ServIce mcludes the followmg factors Operatmg ExpendItures, Mamtenance ExpendItures,
Local and General AdmmIstratIve Expenses and Overhead, Return on Assets, and Income Tax
As under the eXIstmg system, the PIpelme Tanff IS equal to the Total Cost of ServIce dIVIded by
Total Throughput Usmg overhead prOJectIOns, Dr Shenoy then went on to show m some detaIl
where the current and the proposed cost of servIce elements dIffered

Focusmg ills attentIOn on the Western and most Important pIpelIne system m Kazakhstan,
YuzNefteProvod, Dr Shenoy pomted out that the total throughput capaCIty of the system IS 61 8
bIllIon tonne-kIlometers per year, compared to an actual throughput rate of 13 2 bIllIon
tonne-kIlometers The actual rate IS based on the pIpelIne performance over the first SIX months
of 1997, extrapolated for the rest of the year, and It corresponds to a capaCIty utIlIzatIOn of 21 3
% Applymg 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 mdIvIdual pIpelme sectIOns that are
anywhere between 28 years and 1 year old and that, accordmgly, have a remammg depreCIatIOn
lIfe of2 to 29 years Choosmg 20 years as an acceptable remaInIng depreCIatIOn cycle for the
system as a whole, and optmg for straIght lme depreCIatIOn, the rate of return on asset then IS that
book value dIVIded by twenty, for the remaInIng 20 years of the overall lIfe cycle of the system
Dr Shenoy pomted out that, under eXIstmg tax law, a 25% declmmg balance depreCIatIOn regIme
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IS the allowable ceIlmg, but he recommended that, for tanff rate determmatlons, a 20-year
straIght lme depreCIatIOn rate be used for all eXIstmg YuzNefteProvod assets As regards future
mvestments m pIpelIne constructIon, Dr Shenoy recommended that a 3D-year SLD regIme be
applIed, and that mIscellaneous aUXIlIary eqUIpment be deprecIated at whatever rates apply under
current law

The book value of the remammg YuzNefteProvod asset base IS a factor not only m determmmg
the rate of depreCIatIOn, whIch IS a cost-of-servIce element, but also m calculatmg the return on
asset U smg a 15% mternal rate of return as the opportunIty cost of foreIgn mvestors, that IS the
factor used on the remaImng asset base as the return on assets, whIch IS another cost-of-servIce
element Dr Shenoy pomted out that workmg capItal, defined as lme fill plus accounts
receIvable mmus accounts payable should be conSIdered as part of the asset rate base In the case
at hand, lme fill belongs to the shIppers, as ascertamed from KazTransOIl Based on a qUIck
analySIS of the remammg elements ofworkmg capItal WhIch were found to be relatIvely
mSIgmficant, accounts receIvable and payable were not mcluded m the asset rate base However,
Dr Shenoy recommended that workmg capItal be mcluded m future applIcatIOns Be thIS as It
may, the Hagler BaIlly calculated tarIff under thIs system was $7 32 per 1000 tonne-kIlometers,
compared to KazTransOIl's request for a tanff rate of $7 97

Lookmg at the system as a whole, the overall utIlIzatIOn rate IS 123 %, for a dIscounted book
value for all ofKazakhstan's pIpelme faCIlItIes of $228 8 mIllIon ThIs compares to an earlIer
KazTransOII book value of $150 mIllIon The Hagler BaIlly team certamly does not recommend
the applIcatIOn ofone tanff for the entIre country, smce thIS would mvolve cross-subSIdIzatIOn
from fully utIlIzed to Idle lmes, WIth shIppers espeCIally on the YuzNefteProvod system
contnbutmg finanCIally to the mamtenance of the partIally Idle Pavlodar system StIll, m
response to a speCIfic request, an eqUIvalent country-WIde tanffwas calculated at $7 93 per 1000
tonne-kIlometers

Other dISCUSSIOn pomts m Dr Shenoy's presentatIon dealt WIth an analySIS of the Impact of
deVIatIons from the base case on tarIffs For example, a senSItIVIty analySIS ofthroughput rates
on tanffs revealed that, under the proposed system, the tanff m the YuzNefteProvod system
would come down from $732 per 1000 tonne-kIlometers at the current utIlIzatIOn rate of21 3%
to $6 67, Ifthat 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 tanff, 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 tanffunder the new system mcludes substantIal funds needed for
Improvement of the pIpelIne system, as requested by KazTransOII, the proposal contams a
sIgmficant rate mcrease To mItIgate the rate shock, Dr Shenoy suggested the mtroductIOn ofa
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Mr Shanbaev How accurate do you belIeve these numbers are?

Mr Shanbaev We belIeve that we need a more thorough research for Kazakhstan cost estImates

$732
$968

$11 37
$880

$1040

FY 1998 FY 1999
$640

Plpelme System
YuzNefteProvod
Pavlodar
Aktyubmsk

Mr Shanbaev, Agency for StrategIC Resources and Control One very Important consIderatIon
for us IS the need to hold tanffs down to an absolute mlmmum How wIll you JUStIfy the
suggested mcreases m tanffs?

Dr Shenoy completed hIS formal presentatIon by pomtmg out that these are overall tarIffs that do
not consIder specIfic cost Items such as those assocIated WIth pumpmg mgh-VISCOSlty crudes or
crudes WIth lngh pour pomts, nor do they consIder separate termmallmg or tankage charges
These types of unbundled tanffs can and should be mtroduced after appropnate adjustments and
trackmg have been made possIble through the mtroductIOn of KazTransOIl's new accountmg
system

two-year transItIOn penod dunng wlnch the rate would be allowed to nse gradually as follows
(tanffs m $ per 1000 tonne-ktlometers)

Dr Shenoy The tanffwIlI be cost-of-servlce based and It WIll be transparent Accordmgly,
there WIll be no paddmg of expenses Havmg saId thIS, the producers wIll have to address the
Issue how tlns tarIff wIll affect theIr operatIons

Mr Blddtson then took the floor to remmd the audIence that the tanffs are, at best, prelImmary
suggestIOns to KazTransOIl wmch reserves the nght to make appropnate adjustments However,
he felt that the suggested tanff methodology IS firm and nearly complete, except for an
mstructIOn manual that wIll be prepared m response to a specIfic request by KazTransOII

Dr Shenoy We have made adjustments to KazTransOIl numbers where appropnate For
example, we Imposed a 40-45% ceIlmg on O&M costs, as a percentage oftotal revenue In
addItIon, our team went to Aktau to reVIew the books ofYuzNefteProvod to make sure that
extraneous costs, such as those assocIated WIth the operatIOn and mamtenance of the water
plpelme, are not mcluded Havmg saId that, we agree that there may be places where further
reductIOns m O&M costs mIght be pOSSIble As regards the 15% return on eqUIty we have
proposed, that number was never used by KazTransOIl
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Eggleton Pomts out that the Hagler BaIlly team went to great lengths to balance the mterests of
the plpelme and the shIppers Explams m some detaIl the steps taken m thIS area

Ms ZakIrova, KazTransOI1 It has never been the ObjectIve to have the consultmg team calculate
actual tanffs for us In fact, we were not too happy when the tanfftables were publIshed by
them The mam ObjectIve was the development of an acceptable methodology We are lookmg
forward to workmg wIth the Hagler BaIlly consultants m developmg tanffs that WIll be
acceptable to the shIppers and to us

Mr SImpson, MobIl 011 SpeakIng for MobIl only, I have certam concerns regardmg these
suggested tanffs These tanffs seem to meet the ObjectIve ofattractmg foreIgn mvestors, but
they fall to meet the true ObjectIves of the country and the producers The substantIal mcrease m
tanffs shown here may be damagmg We VIew pIpelInes as strategIc assets m 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 plpelme system whIch m thIs case IS based on replacement value

Mr BIddIson We have dIscussed all of these Issues and have worked hard to find an appropnate
balance ThIs has been an excellent forum for the dIScussIon of these and other potentIally
contentIOus Issues We hope that the Steenng CommIttee WIll contmue to meet and that, m
addItIon, mformal meetmgs WIll take place between producers and KazTransOIl

Dr Shenoy The number we have put on the table are m some way mlsleadmg, because they do
not reflect our suggestIOn ofa concurrent rate reductIon elsewhere I am refemng to the
KazTransOIl-Imposed export surcharge of $3 30 per tonne Half of that surcharge goes to the
State, and half IS retaIned by KazTransOI1 where It IS used to augment ItS mamtenance funds
Our proposed tarIff already mcludes all reqUIred mamtenance charges so that, under the proposed
system, the retentIOn ofat least the KazTransOII half of the export surcharge would amount to
double-dIppmg We have proposed that at a very mmlmum the KazTransOI1 half of the
surcharge be elImmated, but we really are convmced that KazTransOII would be well adVIsed to
do away WIth the entIre surcharge altogether

Paul DavIs, USAID What IS needed IS a reasonable rate of return on mvestment, as reflected m
thIS report As far as I can see, there are two Issues that warrant dIScussIon

The reasonableness of the mternal rate of return used here, and
The mvestor'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 workmg wIth KazTransOI1 to develop these
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Mr Shanbaev One more pomt In accordance WIth the proposed tanffmethodology, tanffs wIll
come down If throughput goes up Does the pIpelIne have an mterest m reducmg tanffs If and
when that happens?

Merklem FIrst, the mdependent regulatory agency we have been advocatmg throughout these
proceedmgs would see to It that tanffs Will go down when throughput nses And second, we stIll
mtend to eventually mtroduce an mcentlve system SImIlar to the one m effect m the Umted States
and m Canada Such an mcentIve system Will make It profitable for the plpelme, WIthm a
regulated framework, to mcrease throughput or to Improve operatmg effiCIenCIes, for the
finanCial benefit of both the plpelme and the producer/shIpper

WIllIams, TCO To mcrease throughput, you need producers Iftanffs are too mgh, you Will
slow the growth m productIOn and m plpelme throughput Hence tarIffs, If raIsed too hIgh, can
be self-defeating

Followmg Dr Shenoy's presentatIOn and questIon and answer seSSIOn, the follOWing five speCIfic
tOpICS were taken up

Asset ValuatIOn, Merklem
RateofReturn,Shenoy
O&M Expenses, Eggleton
TanffComputer Model and ItS RelatIon to Subsequent TanffWork, Merklem
Lme FIll and Workmg CapItal, Shenoy

A Regardmg asset valuatIOn, Merklem explamed why the mternatIOnally accepted method
of dIscounted replacement value was chosen To begm WIth, most of the Kazakhstan plpelme
system was billIt under the SOVIet System, With fundmg denommated m rubles and dIrected from
Moscow The ruble has had ItS problems of mflatIOn and multiple devaluatIOns, so that a
converSIOn to modem-day Tenges or dollars IS nearly ImpOSSIble Even If It were, the pnces used
at the time were dIstorted m a centrally controlled economIC envlfonment Thus constructIOn
costs based on pnces set by Government fiat would fall to reflect the plpelme system's ongmal
value

These problems are not new to analysts dealmg WIth former SOVIet Umon mdustrlal
systems, and they have largely been resolved by estImatmg what It would cost today to buIld a
SImIlar system, If It were to be billIt on the baSIS of competItive world pnces obtamed by tender
For example, If a pIpelIne With a hlstonc lIfe cycle of 30 years were to cost $500 mIllIon today,
and If It was constructed 20 years ago, then, based on a 30-year stralght-lme depreCiatIOn regIme,
ItS value today would be $500(1-20/30) or $167 mIllIon Iffully utIlIzed and m good operatmg
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condItIOn, that would be an acceptable book value for the system at least for tanff-settmg
purposes Ifneither of the two condItIOns mentIOned above apply, appropnate adjustments
would have to be made In the Kazakhstan pIpelIne case, where the system was valued at
depreciated replacement values Ime by lIne and sectIon by sectIOn, an adjustment was made for
capacIty utIlIzatIOn, bnngmg the unadjusted book value of $1 9 bIllIon to $229 mIllIon

ThIs book value IS not to be confused wIth what the pipeime system mIght be worth m
terms of current market value GIven the sIgnIficant exploratIOn, rehabIlItatIOn and productIOn
development work currently under way m Kazakhstan, 011 productIOn, and wIth It capacIty
UtIlIzatIOn, IS bound to nse With tIme CertaInly, a potentIal buyer of the system would estImate
what that mcrease capacIty utIlIzatIOn would be over tIme, and would adjust hIS gomg-m
negotIatmg pOSItIon accordmgly

B Regardmg the rate of return used m thIs dIScussIon, Dr Shenoy provIded some detaIl on
how the 15% rate of return was denved for Kazakhstan Startmg WIth a nsk-free long-term US
Government bond WhICh dunng the last four decades had yIelded about 7 0%, he assessed an
mdustry nsk premIUm at two percent, a structural nsk premIUm at three percent, and a country
nsk premIUm at three percent, for a total nsk premIUm of eIght percent Addmg the varIOUS nsk
premIUms to the nsk-free yIeld of7 percent yIelds the IS-percent nsk used m the Hagler BaIlly
tanffwork Dr Shenoy pomted out that the World Bank had used that same nsk factor of 15%
on 011 and gas operatIons m RUSSia, as mentIOned earlIer by Merklem

The mdustry nsk premIUm covers nsks unIquely associated WIth pipeime operatIOns It IS
a measure of the compensatIOn an mvestor would have to be gIVen to allocate hIS capItal to
pIpelInes rather than nsk-free US Government bonds The two-percent premIum assessed on
Kazakhstan pipeimes IS about the same as that m the Umted States The structural nsk covers
thIngs such as the uncertam nature of the current and future corporate structure of KazTransOI1,
whIch has been formed less than half a year ago and whose ultImate structure IS at the moment
unknown, even though there IS reason to belIeve that the company Will undergo partIal or total
pnvatIzatIOn ThIs nsk also mcludes non-payment problems currently encountered by the
pIpelIne The country nsk mcludes all those nsks that are assocIated With the unresolved legal
and regulatory Issues that pose potentIal nsks to mvestors, mcludmg potential future exchange
rate problems and problems currently encountered m related mdustnes such as the unsecured
reallocatIOn ofpetroleum products to the agncultural sector dunng the spnng seedmg and fall
harvestmg seasons

Dr Shenoy's remarks regardmg the rate of return used m the tarIff analySIS tnggered an
unexpected reactIOn from some ofthe 011 companIes present From the outset, the Hagler BaIlly
team had suggested that a rate ofreturn of 15% IS appropnate for use m assessmg the Kazakhstan
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pIpelme tarIff Of the 011 compames present at the vanous Steenng CommIttee Meetmgs and
elsewhere, one, MobIl OIl, had suggested consIstently that 15 percent IS too hIgh and that
somethmg on the order of9 percent IS more appropnate One other 011 company, Unocal, had
mdlcated WIth equal conSIstency that 15 percent may be too low and had suggested somethmg on
the order of 20 percent

Mr SImpson WIth MobIl began the rate-of-return debate by askmg whether the World
Bank rate ofreturn was for exploratIOn and productIon operatIons The answer, proVIded by
Merklem, was that thIs rate was for rehabIlItatIOn projects m well establIshed 011 fields, and
therefore proVIded a zero geologIcal nsk Mr SImpson proceeded to state that the rate of return
IS really a strategIc Issue 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 011 reserves Regardmg the structural
nsk factor used by Hagler BaIlly consultants, Mr SImpson pomted out that no one knew whether
the company really would be pnvatIzed or not and that, therefore, the pnvatIzatIOn nsk does not
enter the pIcture Regardmg the customers' mabIlIty to pay, Mr SImpson pomted out that the
plpelme now had the authonty to WIthhold crude 011 m lIeu ofpayment and that, for the two
reasons enuncIated above, the structural nsk factor of 3 percent was unacceptable

WIth regard to the three percent country nsk, Mr SImpson felt that the vanous
mternatIOnal 011 companIes had already answered that questIon by theIr very presence m
Kazakhstan He mentIOned that the Kazakhstan Government had Issued bonds m mternatIOnal
money markets and that theIr offenng was oversubscnbed There IS no shortage of capItal
movmg freely mto the country, accordmg to Mr SImpson, and the absence of a regulatory
commISSIOn made the country more rather than less attractIve, so the three percent country nsk
SImply does not apply

That leaves the two-percent mdustry nsk whIch, added to the baSIC 7 percent yIeld on
nsk-free bonds, should gIve an overall rate ofreturn of9%

Mr Conrad WIth Oryx Energy Company then took the floor to state that he and hIS
company were m complete agreement WIth the statement Just made by Mr SImpson He
suggested that the tanffhad the non-payment Issue backwards mstead ofralsmg tanffs to
compensate for non-collectIbles, whIch m essence rewards the plpelme company for not
collectmg on ItS accounts receIvable and penalIzes the paymg shIpper, thIS would be handled m
the West by a bad-debt add-on charge to the unrelIable shIpper

Dr Batt, speakmg for Unocal, then took the floor to pomt out that the pipeime mdustry m
Kazakhstan IS not the same as m the Umted States He brought up one addItIOnal nsk, not
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mentIOned In the Hagler BaIlly tanff dIScussIon, and that was the nsk that RussIa mIght not In
the future accept Kazakh crude 011 for delIvery to export markets

Mr BIddIson WIth Hagler BaIlly Interjected at that POInt that he could not see any
Investor, IncludIng 011 producers and pIpelIne operators, InvestIng In Kazakhstan for a mere 9%
rate of return

Mr Conrad WIth Oryx suggested that a tanffbased on actual throughput IS
methodologIcally not acceptable He felt that the nsk of declImng or generally below-capacIty
throughput rates IS the pIpelIne company's nsk and should not be born by the shIppers

Dr Shenoy remInded hIS audIence that the rates are based on projected costs and do not
consIder Increases In throughput rates If the throughput rates were to nse, the more lIkely
scenano, the tanffs would come down

In response to Mr SImpson's argument regardIng the structural nsk that there was no
guarantee that the pIpelIne would be pnvatIzed and that therefore the pnvatlzatIOn nsk does not
apply, MerkleIn asked rhetoncally what nsk should be applIed If the company remaIned a
state-owned enterpnse

Mr WIllIams, speakIng on behalf of Chevron, suggested that Investments In pIpelInes are
generally not made to make money but to move crude 011 He pomted out that foreIgn Investors
comIng to Kazakhstan for the purpose of makIng a substantIal rate of return on ItS pIpelIne
system and subsequently repatnatIng theIr profits would dnve producers out of the country He
suggested that the pIpelIne would better serve ItS own Interests and those of the producers by
USIng debt-money where every dollar secured goes Into the pIpelIne rather than partIally to the
Government, VIa taxatIon on profits

Ms Zakuova, KazTransOIl, pOInted out that foreIgn Investors cannot Ignore the nsks
mentIOned In 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 pIpehnes, SInce untIl
now, the dISCUSSIon has been domInated by Western companIes

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 Snnpson, addressmg the nsk (first mentIOned by Dr Batt) that RussIa mIght not m
the future accept Kazakh crude 011 for delIvery to export markets, acknowledged that RUSSIa had
control over the export of 011 from Kazakhstan However, he suggested that the argument was
Irrelevant Russia currently has an export quota system for Kazakh crude of over 7 mIllIon
tonnes per year out of ItS total productIon of21 mIllIon tonnes Moreover, Kazakhstan IS the
number two recIpIent ofmvestment funds among all former SovIet Blocks States About 60% of
that mvestment IS m up-stream oIl and gas ventures GIven this stream of mvestments from all
over the world, RUSSIa WIll be unable to umlaterally close ItS outlets to Kazakh 011 If It dId, the
world at large would put pressure on RUSSIa to re-open and mamtam ItS crude-OIl outlets

C O&M costs were the next subject, addressed by Mr Eggleton BUIldmg on Dr Shenoy's
earlIer presentatIOn, Mr Eggleton added that under the Kazakhstan system expenses normally
associated With operatIons and mamtenance enter the revenue and rate desIgn from a number of
pomts One such source IS normally termed a capItal Improvement fund and IS used mostly for
mamtenance constructIOn work ThIS amount IS lImIted to no more than 10 percent of book asset
value In addItIon, operatIOns and mamtenance has a separate lme Item as part ofoperatmg
expenses

As mentIOned by Dr Shenoy, once all operatmg expenses are accumulated, a percentage
mark-up IS applIed to them, follOWing negotiatIOns With the AntI-Monopoly CommIttee That
mark-up mcludes allowances for mcome taxes, true capItal Improvements, other costs that, under
a Western system, would be consIdered part of operatIOns and mamtenance, capItal mamtenance
expendItures that exceed the 10% ceIlmg mentIOned earlIer, and other expendItures Even part of
the export surcharge that IS leVIed on producer revenues can be used for capItal mamtenance and
Improvement

In our tarIff effort, we placed an upper boundary on operatIOns and mamtenance costs,
conSIstent With mternatIOnal pIpelIne expenence, for the purpose of calculatmg tanff rates

D The Computer Model and ItS RelatIOn to Subsequent Work was the tOpIC addressed by
Mr Merklem ThIS spreadsheet model was deSIgned to calculate reasonable tanffs for gIven
SIzes ofplpelmes m operatIon for gIven years of servIce Mr Merklem pomted out that the
Hagler BaIlly team had been pursumg that ObjectIve on two parallel courses One approach was
to use hlstoncal Kazakhstan cost data as carned on the cost accountmg records of KazTransOIl,
and to adjust these data to fit the new Kazakhstan accountmg system It was hoped that the
accountmg concept could eventually be taken one step further m adaptmg the data to a
Kazakhstan accountmg system capable of meetmg the Country's future regulatory reqUIrements
GIven the dIfficulty m obtmmng the needed hlstoncal data m tIme for a defimtIve assessment of
recommended KazTransOIl tanffs, a second approach was pursued sImultaneously, by domg a

---------------- HaglerBadly ----------------



I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

APPENDIX C ~ C-65

computer sImulatIOn of pIpehne tanffs followmg North Amencan regulatory standards ThIS
process mvolves the calculatIOn of 011 pIpelme tanffs for standard length pIpehnes of varIOUS
dIameters, as they mIght anse If constructed m North Amenca under competttIve condItIOns As
expected, the model shows that the urnt transmISSIOn cost per ton of 011 declmes as the pIpelme
dIameter nses

As constructed, the model retams the economIC and pohtIcal structure ofKazakhstan as
of the tIme the hnes were bUllt Thts assumes, among other thmgs, that the pIpelmes were bUllt
by the Government, that there was no long-term debt mvolved m bUlldmg the hnes, and that the
hnes were and for the moment contmue to be under 100% eqUlty ownershIp, presently belongmg
to KazTransOII A model verSIon that permIts dIfferent debt/eqUlty structures as well as dIfferent
deprecIatton and tax regImes has been developed earher and IS baSIcally ready for pohcy
analyses and other uses, followmg mmor adaptatIOns to assure conformIty WIth the model of thIS
report

The cost esttmates for the constructIOn ofpIpelmes m the Umted States and m Canada
contamed m thts model hterally rest on hundreds ofmdIvIdual pIpehne constructIOn projects To
remove part of the short-dIstance bIas mherent m the 1995/6 data, several adjustments were made
to the raw data, as descnbed m some detaIl m the full report to be pubhshed later

One Important vanable m the 011 pIpehne tarIff model IS pIpelme throughput capaCIty
ThIS IS a more elUSIve varIable than one mIght thtnk at first glance Hagler Badly selected
throughput rates generally somewhat above those hsted by KazTransOII, but below the
theoretIcal rates suggested from computer runs

Many more assumptIons went mto the development of the Kazakhstan pIpehne tarIff
model mcludmg a regIme of 3D-year straIght-hne deprecIatIOn

In dIscussIOns WIth Kazakhstan counterparts the modelmg team detected a fundamental
dIscrepancy m the defimtIOn ofprofits Merklem emphasIzed that tanff rates must be deSIgned
m such a way as to make sure that the mvestor, eqUlty or debt, WIll achIeve the rate of return he
has been accorded through hIS negottatIOns To the extent that the mvestor'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 retam a cash flow htgh enough to meet hIS agreed-upon after-tax rate of
return In Kazakhstan, by contrast, a mark-up procedure was used, as mentIOned earher by Dr
Shenoy Thts mark-up was negottated between the pIpelme and the tanff-settmg agency, the
AntI-Monopoly CommIttee

The model was used and vanous runs were made that WIll be presented m the final report

---------------- HaglerBadly ----------------



I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

ApPENDIX C ~ C-66

GIven the recent shortemng ofthe deadlmes m delIvenng both a vIable methodology and
suggested tanffs, the book values calculated by the model for the varIOUS Kazakhstan pIpelIne
dIVISIOns (YuzNefteProvod, Aktyubmsk, and Pavlodar), and adjusted for capaCIty utIlIzatIOn
were used as the asset base m the final regulatory tanff calculatIOns

E Lme fill and workmg capItal, the last of the five specIalty tOpICS, was addressed by Dr
Shenoy who reIterated that workmg capItal, defined pnmanly as Ime fill plus accounts receIvable
mmus accounts payable should be conSIdered as part of the asset rate base As mentIOned,
accordmg to KazTransOIl, Ime fill belongs to the shIppers A qUIck analySIS of the remammg
elements ofworkmg capItal suggested that they were relatIvely mSIgmficant Accordmgly, the
part of workIng capItal represented by accounts receIvable mmus accounts payable was not
mcluded m the asset rate base Dr Shenoy used the occaSIOn to remmd KazTransOII staff that
capItal should be mcluded m future applIcatIons

Mr Claude Eggleton gave the final presentatIon of the day, dlscussmg the Procedures Manual
that IS bemg Jomtly wntten WIth the staffofKazTransOIl He opened hIS presentatIOn by
revIewmg the cham ofevents that led to development of the procedures manual The first lmk m
the development of thIs effort was Merklem's computenzed model ThIS proVIded the
foundatIOn for the second effort whIch was the creatIOn of bench mark rates whIch were
conSIdered by KazTransOIl and proVIded the stImulus for them to request our aSSIstance m a
Jomt effort to create a procedures manual That manual should follow the style and format of the
document now bemg utIlIzed by the AntI-Monopoly CommIttee m theIr rate applIcatIOns
procedures The staff ofHagler 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 IS to place the tools m the hands of the Staffof
KazTransOIl to aSSIst them m utIlIzmg the recommended return-on-rate-base tanff deSIgn and
stIll meet therr filmg reqUIrements for the AntI-Monopoly CommIttee The ultImate document
wIll not be wntten by the consultants but by the StaffofKazTransOIl, WIth gUIdance by Hagler
BaIlly consultants, to fit theIr needs WIthm theIr own workmg and regulatory enVIronment

The baSIC document follows the form of the AntI-Monopoly CommIttee WIth a defimtIOns
sectIOn, general sectIon, procedures, etc Our defimtIOns sectIOn IS extenSIve and has been
moved to an AppendIX The consultant defimtIOns are proVIded to Illustrate and Improve the
understandmg ofthe concepts descnbed m the step-by-step procedures m the manual The staff
ofKazTransOIlIS revIewmg and adaptmg thIs termmology to meet ItS accountmg structure, tax
structure, and other rules and regulatIOns
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In addItIOn to the defimtIons 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 tanffnder sheet, that IS, an add-on
rate to provIde cost recovery to the pIpelme company from the shIpper that caused the cost The
sample nder WIll be a heatmg rate The purpose of a tanff sheet IS 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 senes ofvIewgraphs that showed the fundamental formulas used
m 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 contmued by mdicatmg that the work IS currently m draft for both the consultants
and the counterparts on the staff ofKazTransOIl Followmg the ongmal request of the PreSIdent
of KazTransOIl, Mr Nourlan Kapparov, to proceed With thIS procedural manual, Mr Kabyldm,
VIce PreSIdent ofKazTransOI1, provIded effectIve leadershIp and coordmatIOn for both the
consultants and pnmary 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 IS actmg as the KazTransOI1 pnmary author of the
adapted matenals Mr Eggleton, m addItIon, commended the efforts of Ms S Mamyrbaeva,
VIce-PresIdent of Fmance who, though new to the overall methodology effort, has provIded
valuable mSIght mto the progress of the manual

Mr Eggleton also acknowledged the efforts ofMr Joseph FIschl to convert the current
accountmg system to the new accountmg system Mr Eggleton descnbed the tanff and
accountmg efforts as mutually remforcmg and deSIgned to provIde the staffof KazTransOIl WIth
the tools to meet theIr needs ofproposmg new rates by the end of the year

Mr BIddIson then took the floor to remmd the audIence that lIttle attentIOn had been gIven to the
all-Important Issue ofproVldmg an appropnate legal and regulatory enVIronment withm WhICh
the tanffmethodology, now accepted m pnnciple by KazTransOIl, could flOUrIsh He mentIOned
the need for an mdependent regulatory commISSIon and pomted out that work along these lmes
was bemg pursued m parallel m connectIOn With the natural monopoly law now under dISCUSSIOn
WIthm the Government ofKazakhstan

Dr Batt, Unocal, m a wrap-up comment, remforced Mr BIddIson's remarks regardmg the
creatIOn ofan mdependent regulatory commISSIon He expressed hIs satisfactIOn that the Hagler
BaIlly project was taking steps to Implement a program along the lInes he had recommended m
hIS prelImmary study of the precedmg fall However, he mdicated that he was disappomted that
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pohtical consIderatIOns have delayed the formatIOn of the mdependent regulatory agency, that
fundmg and start-up ofassIstance m the accountmg converSIOn has been delayed untIl now, and
that apparently no effort has been made to attract fundmg from multIlateral lendmg agencIes for
the rehabIhtatIOn and reorgarnzatIOn of the water system on the Western pipeime operatIOns
The latter, although not dIrectly SUbsIdIzed, stIll represents a potential problem to pipelme
operatIons
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MINUTES OF SIXTH MEETING
PIPELINE TARIFF STEERING COMMITTEE
October 29, 1997

Mr MIchael BIddIson opened the meetmg by explammg Its pnnclpal purpose He advIsed the
audIence that Hagler BaIlly ServIces, Inc, had developed a ResolutIOn wrnch was to be
submItted to the Government of the RepublIc ofKazakhstan, together WIth suggested methods
and recommendatIOns

Mr BIddIson then gave the floor to the Charrman of the Steenng CommIttee, Mr Kabyldm,
VIce-PresIdent ofKazTransOIl Mr Kabyldm mentioned that the suggested methods represent
many months ofwork of the Steenng CommIttee members He remInded hIS audIence that the
major ObjectIve of the project was to develop a transparent, cost-based methodology m
accordance wIth mternatIOnal standards and practices, that would be acceptable to all mterested
partIes

MIchael BIddIson then asked all present partICIpants of the Steermg CommIttee to mtroduce
themselves After the mtroductIOns 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 explamed that the
ResolutIOn IS a statement of facts covenng mamly the dIfferent stages of the Steenng CommIttee
actIVIties and the major Issues It faced dunng ItS delIberatIOns He remmded the audIence that
the tanff methodology IS to be approved by the begmnmg of 1998 Pnor to bemg submItted to
the Government ofKazakhstan, the ResolutIOn, the Methods, and the RecommendatIOns had to
be approved by the Steenng CommIttee Members

The Steenng COmmIttee Members started a detailed dIscuSSIOn ofall the pomts of the
ResolutIOn, the Methods and the RecommendatIOns Mr Ed SmIth stated that m general It IS an
excellent achIevement that Hagler BaIlly/USAID has come up WIth such a set ofdocuments

The Steenng CommIttee Members made a number ofdIfferent suggestIons and comments on the
documents submItted To proVIde more tIme for delIberatIOn, It was deCIded that all the
partICIpants would send theIr final comments to Hagler BaIlly/USAID m wntmg by COB on
October 31, 1997

MIchael BIddIson also stated that It IS Important to furnIsh addItIonal detaIled mstructIOns on the
use of the methodology The AMC IS supposed to get these detailed mstructIOns to denve sound
tanff rates The new detaIled mstructIOns should replace the former mstructIOns

--------------- HaglerBaIlly ---------------
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Ms Mamyrbaeva from KazTransOll mentIOned that the more detaIled methodology should be
applIcable not only to the eXIstmg 011 pIpelInes but also to the CPC and CNPC projects

Ms Gngoneva from the AMC stated that the proposed methodology should be applIcable also to
gas pIpelInes and waterlmes

MIchael BIddIson made the pomt that these carefully crafted documents are deSIgned to gIVe the
proper messages to the Government ofKazakhstan so that It would be clear what needs to be
done to effect the tranSItIon to a new system ofpIpelIne tanffs There followed a dIscussIOn
regardmg the need to speCIfy what partIcular government bodIes are responsIble for certam
actIOns, such as the approval of the new proposed methodology, the elImmatIOn of the export
surcharge, etc For example, Mr DImItrov suggested to name the Mmistry ofEnergy, Industry
and Trade mstead ofthe more genenc deSIgnatIon of "Government ofKazakhstan" Mr Kmasov
suggested to put the Agency for Development, StrategIc Plannmg and Reforms m the place of the
AntI-Monopoly CommIttee It was deCIded to reflect on these Issues and to come up With later
suggestIOns Mr Steve Levorne mentIOned that there IS concern about usmg a wrong agency m
any of these documents

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

Then there was a dIScussIon on the 011 and gas regulatory agency that was to be establIshed m the
future MIchael BIddIson addressed the subject of the regulatory commISSIOn and explamed that
the word "mdependent" does not Imply complete mdependence He gave an example ofhow It
works m the USA and mentIOned as an example that there are 5 CommIssIOners m the USA State
Regulatory COmmISSIOn, that the CommIssIon cannot be coerced by mdustry or polItIcal forces,
that the deCISIons taken are based on a maJonty ofvotes cast III publIc hearmgs Mr BIddIson
mentIOned that USAID supports the Idea ofestablIshmg such a regulatory agency m Kazakhstan
that could handle a whole portfolIo of 011 and gas Issues

Mr Steve Levorne asked If all of thIs has been reflected m the Draft Law on Natural MonopolIes

Ms Gngoneva mentIOned that at the moment there are a lot of structural changes withm the
Government ofKazakhstan She mentIOned that WithIn a penod of 10 days It Will be deCIded
what status the AntI-Monopoly CommIttee WIll have, whether It IS gomg to be an mdependent
agency or not

The questIOn was raIsed If Hagler BaIlly's suggestIOns are to establIsh one smgle regulatory
agency that would be handlmg not only 011 and gas but other natural monopoly sectors as well
Ms Mamyrbaeva expressed her Idea that It should be one smgle entIty MIchael BIddIson
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explamed that our proposal first IS to set up a regulatory agency for the power sector and then
separately, for the 011 and gas sector smce these two sectors have vastly dIfferent Issues to
handle Then a questIOn was raIsed about the fundmg mechanIsm of thIS agency Mr Kmasov
made a statement that the fundmg should be from the government budget and Ms Gngoneva
agreed to that too MIchael BIddIson explamed that the fundmg of the regulatory agency should
be made from a small tarIff component

John Memt 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 explamed that the Regulatory CommIssIOn would regulate not only the pipelmes but
that It should also handle IIcensmg, permIts, safety and health regulatIOns, conservatIOn Issues
tanffIssues, etc It was deCIded to work on the formulatIOn of the provlSlon on the establIshment
of the 011 and gas regulatory agency m Kazakhstan

Ms Gngoneva mentIOned that the AntI-Monopoly CommIttee also has a number of comments
It was reIterated that all the comments should be submItted m wntmg by COB on Fnday,
October 31, 1997 It IS clear that the new methodology should proVIde for the recovery of all
costs, but the AntI-Monopoly CommIttee has a speCIal procedure WhICh IS currently m force
How to go about It? Would It be necessary to change all the eXIstmg mstructIOns? If the new
proposed methodology IS to be mtroduced by January 1, 1998, all pertment mformatIOn would
have to be submItted to the AntI-Monopoly CommIttee by December 1, 1998

Thorn DImItrov stated that thIS IS exactly the reason why thIs meetmg IS so Important and that It
IS suggested to replace all of the eXIstmg documents MIchael BIddIson reIterated that all the
eXIstmg mstructIOn wIll need to be changed

Ms Mamyrbaeva stated that the language of the RecommendatIOns should be changed If we
recommend somethmg to the Government ofKazakhstan, we cannot reqUIre It to take certam
actIOns She suggested that the Steenng CommIttee can make recommendatIons to the
Government of Kazakhstan, but that It cannot order It to do anythmg, so, mstead of saymg "The
Government of Kazakhstan should" It IS better to use such phrases as "It IS suggested, It IS
recommended, etc"

The Issue of the assets valuatIOn was also raIsed MIchael BIddIson mentIOned that thIS IS the
most cntIcalIssue DaVId Skeels from BntIsh Gas made the pomt that It IS dIfficult to state that
there are mternatIOnally acceptable standards governmg the valuatIon ofassets It was suggested
that the shIppers and the pIpelIne company should hold negotIatIons regardmg the value of the
pIpelIne company assets Ms Mamyrbaeva stated that It would not be correct for the shIppers to
be mvolved m the assets valuatIOn NeIther the pIpelIne company, nor the shIppers should deCIde
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what the assets are worth Tills IS not gomg to be done by KazTransOIl It IS gomg to be an
mdependent company domg an engmeenng, techmcal, and financial audItmg that Will evaluate
the assets The value so determmed wIll be entered mto KazTransOIl's accountmg records

Mr Ed SmIth stated that there has been already a precedent of the asset valuatIOn m 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 tills Mr BIddIson stated that tills Issue had been dIscussed at a number of
meetmgs where we also dIscussed the utIhzatIOn factor of used and useful assets

Further dIscussIOn was held on the export surcharge Ms Gngoneva from the AntI-Monopoly
CommIttee and Mr Kmasov from KazTransOIl spoke about the illstory of the estabhshment of
thIS export surcharge It was stated by Mr Kmasov that thIS surcharge IS used for special
programs The AntI-Monopoly CommIttee controls the way thIS export surcharge IS used In
any event, the export surcharge does not really work, smce for those special programs the
plpehne system reqUired $2 30 per tonne of 011 exported However, smce 50 % of the surcharge
was taken by the state, only $1,65 was left for the program whIch IS not enough MIchael
BIddIson mentIOned that It IS strongly recommended that the export surcharge be dropped from
the suggested methodology The new methodology proVIdes for recovery ofall reasonable costs
Steve Levome added that tills IS the purpose of the new methodology MIchael BIddIson stated
that under the export surcharge regIme the shIppers are paymg an extra $1 65 to the government
and don't receIve any benefit for that Mr Kabyldm, the VIce-PresIdent of KazTransOIl
suggested to wnte down m the recommendatIOn that the export surcharge should be ehmmated
after the new tanffmethodology IS approved MIchael BIddIson suggested to name the exact
document m accordance With whIch the export surcharge was adopted

It was also mentIOned that USAID IS prepared to fund further Steenng CommIttee meetmgs so
that thIS work would be contmued It was reIterated that Hagler BaIlly/USAID IS ready to
conSIder all of the wntten comments of the meeting partICIpants submItted by the COB deadlme
ofFnday, October 31, 1997, and to send the reVIsed verSIOn to all the partICIpants

Mr John Memt mentIOned that It would be dIfficult to remove from the rates all the hospItals,
nursenes, bakenes and other entItles that are not related to plpehne servIces Ms Mamyrbaeva
and Mr Kabyldm mentIOned that these expendItures are treated separately MIchael BIddIson
explamed that thIS Issue had been dIscussed at a number ofmeetmgs and that Hagler Bailly
experts had VISIted Aktau BeSIdes, SubSIdIes and cross SubSIdIes Will be mlmmlzed Claude
Eggleton explained that water hne and 011 plpelme costs are easIly segregated As for company
towns - they are gomg to be placed under the authontles of other government agenCIes

--------------- HaglerBadly ---------------
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Mr Eggleton then addressed Issues relatmg to the proposed methodology He mentIOned that
thIs methodology IS the result of the Jomt effort of KazTransOIl and Hagler BaIlly Mr
Eggleton dIscussed each of the formulas used m the methodology He expressed the hope that
the methodology would be finally approved by the AntI-Monopoly CommIttee and other
authonzed bodIes

Mr Ed SmIth raised the questIon about the way depreCiatIon IS gomg to be charged and what
would happen m case of excess- or under-earnmgs Mr Eggleton mentIOned that the mam
purpose of the methodology was to retam the methodology as SImple and as broad as possIble It
should be a genenc document to be accepted by the AntI-Monopoly CommIttee and used for
future applIcatIons, but If the Steenng CommIttee Members feel that such small detaIls should be
mcluded, than a recommendatIOn m wntmg should be made

Mr Ed SmIth asked If It IS ImplIed that KazTransOIl should adjust ItS rate of return m the future

Claude Eggleton explamed that KazTransOIl would submIt ItS applIcatIOn and the
AntI-Monopoly COmmIttee or some other regulatory body would consIder It Mr SmIth gave an
example and said that If 1 mIllIon dollars was mvested for several years and the nsk went down,
the rate of return should not go down Claude Eggleton answered that Hagler BaIlly
recommendatIOn was to reconSIder the tanffs not more than once a year, but smce the mflation
rate IS hIgh, It should probably take place once every quarter of the year Ed SmIth suggested to
fix the rate of return for several years but to adjust costs m accordance wIth the mflatIOn rate

Then, Ed SmIth raIsed the Issue of the dIfferent metnc systems used and he spoke about
dIfferences m weIght, denSIty, CUbIC meters, barrels and graVIty Claude Eggleton responded that
thIS concern IS very well understood and thIS Issue would be consIdered m the mstructIOns Ed
SmIth mentIOned that TCO IS losmg $1 75 per barrel due to the dIfferences m the metnc system
Ms Mamyrbaeva mentIOned that the pipeime system also gets smaller volumes due to the
dIfferences m the metnc system

Ms Solomma raised the Issue of the rate of return calculatIOns She mformed the Steenng
CommIttee Members that there were some dIsputes between KazTransOIl and Hagler BaIlly
The KazTransOIl proposal IS to calculate the rate of return usmg the Internal Rate ofReturn
Accordmg to Ms Solomma, thIS IS a more SOphIstIcated technIque, WhICh would allow
KazTransOII to make some assumptIOns and to forecast future cash flows, whereas the rate of
return IS a more SImplIfied technIque ThIS, m any event, IS the pomt of argument between
KazTransOIl and the Hagler BaIlly consultants Ms Solomma mentIOned that KazTransOIl
would submIt ItS own wntten recommendatIOns
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MIchael BIddIson responded by statmg that the presented documents would be refined and
relevant changes to the documents could stIll be made Once agam It was mentIOned that the
mam purpose of the methodology IS to ensure the pnnciple of transparency, to elaborate tanff
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 mvestors It IS Important that KazTransOI1 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 KazTransOIl and that a final verSIOn of these documents would be wrItten With all the
Important Issues resolved

The meetmg was adjourned at 16 30

--------------- HaglerBaIlly ---------------
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FIRST-YEAR TARIFFS, Dollars per 1000 Tonne-Kilometers
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42-lnch Lme
Zero Inflation
Zero Funds Used Dunng Construction (FUDC)
100% EqUity Ownership
30-Year Straight-Line Depreciation
Internal Rate of Return of 15 0%
Volume Standard
Operating and Maintenance Costs Standard

MODEL EXCURSIONS
OIL PIPELINE TARIFF MODEL

$632
10% IRR
$480
Volume 50% of Standard
$1264
O&M Cost 50 % of Standard
$563
O&M Cost 150 % of Standard
$700
Line Size of 36 Inches
$781
Line Size of 30 Inches
$967
Line Size of 24 Inches
$1282
Line Size of 16 Inches
$1926
Line Size of 8 Inches
$4097
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INTRODUCTION

This draft report serves many purposes Its main objective IS to provide a cursory
descriptIon of the 011 pipeline tariff 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 011 Pipeline Tariffs (the "Steering 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 Steenng Committee Meeting
scheduled for September 25 These company offiCials Will also be asked to try to close
any gaps that may remain In the delineation of the overall Kazakhnefteprovod 011

pipeline system

The model Will also be delivered to 011 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 tariff work In Kazakhstan, and It delineates
what steps remain to be done after the model has been accepted

THE MODEL

The onglnal task of the Hagler Bailly Consulting Team on 011 pipeline tariffs was and
continues to be to show how pipeline tariffs 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 parallel courses One approach IS to use histOrical Kazakhstan cost data as
earned 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 tariff rules and deal With confidence With the Kazakhstan Regulatory
Agency that Will be recommended by the Hagler Bailly Team and that IS expected to be
created In the foreseeable future

-------------- HaglerBaJlly --------------
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Given the difficulty In obtalnmg the needed historical data m time for a definitive assessment
of recommended KazkhNefteProvod tariffs, a second approach IS bemg pursued
simultaneously, by domg a computer simulation of pipeline tariffs followmg North American
regulatory standards This process mvolves the calculation of 011 pipeline tariffs for standard
length pipelines of vanous 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 011 declines as the pipeline diameter rises

Other than usmg North American cost and regulatory data, the 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 m 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 m the United States and In Canada
contained In thiS model literally rest on hundreds of individual pipeline construction projects
The source of thiS information IS the 011 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 onglnally
from the US RegUlatory Agency responsible for Interstate pipelines, the Federal Energy
Regulatory Commission (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 series, the two highest and the two lowest data
POints were removed for each line diameter Even after that correction, the data base stili
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 011 and Gas Journal data mentioned before, a theoretical
model run by a major 011 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 011 pipeline tanff model IS pipeline throughput capacity ThiS IS
a more elUSive vanable than one might thmk at first glance There are theoretical
engineering models that permit the prediction of throughput capacities as a function of

--------------- HaglerBal1ly ---------------
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various variables, including line diameter, line pressure, 011 VISCOSity, and others Hagler
Bailly did Indeed run one of these models (mostly for an assessment of VISCOSity surcharges
In pipeline tariffs), but models generally produce a range of throughput capacIties for a
variety of reasonable assumptions and, In any event, they fall to account for the fact thata
pipeline cannot be expected to run continuously without interruption, year-In and year-out

Hagler Bailly selected throughput rates generally somewhat above those listed by
Kazakhnefteprovod We believe that the Kazakhnefteprovod rates are within reason, but the
listed 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 Inputs, have reduced rates A downward correction for high-vISCOSity or
high-pour POint crudes IS very reasonable engineering, but In a cost recovery regulatory

--------------- HaglerBadly ---------------
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SLUG FIGURE 1
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plphne construction cost

PIPEUNE.xL5

Figure 1

PIPELINE CONSTRUCTION COSTS

For Distances Greater than 5 Miles (8 km)

Source all and Gas Journal Nov 25 1996 pp 39-58

US$/km
$ 128563
$ 223813
$ 707188
$ 438563
$ 731875
$ 613750
$ 1103125
$ 789375

I
I
I
I

DIameter
Inches cm

12 305
16 406
20 508
24 610
30 762
36 914
42 1067
48 1219

Number 0

Projects
2
1
5
10
2
3
5
2

1995-1996
Average Length
Miles Kilometer
146 234
1095 1752
538 861
41 a 666
165 264
643 1029
261 41 8
491 786

Cost
US$/Mlle

$ 205700
$ 358100
$ 1 131 500
$ 701700
$ 1171000
$ 982000
$ 1765 000
$ 1,263000

Call 206-635 7070
6 OOAM-6 OOPM Pacific Time

For Equation use scatter diagram
For Presentation use line graph

Pipe
Diameter Cost

Inches cm US$/km

12 30 5 $ 1285625
16 406 $ 2238125
20 508 $ 7071875
24 610 $ 4385625
30 762 $ 7318750
36 914 $ 613750 a
42 1067 $ 11031250
48 1219 $ 789375 a
56 1422
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I SLUG FIGURE 2
Final Construction Costs
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PIPElINE.xL5 CONSTR~96

Figure 2

COMPARISON OF PIPELINE INVESTMENT COSTS

US DOLLARS PER KM, INCLUDES PUMPS

O&GJOURN

O&GJOURN 1995/96 O&GJOURN OIL hAZAKHSTAl\

DIAMETER 1995/96 Mmus15% 10 YRAV COMPAN\
8 $ 204 332 S 173 682 S 177 395 S 125000
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168 $ 300000
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209 $ 400000
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406 S 750000
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48 $ 1031250 $ 900000
50 $ 1,320052 $ 1 122,044 S 953737
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I SLUG 3
Figure 3
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OIL PIPELINE THROUGHPUT CAPACITIES
KAZAKHNEFTEPROVOD
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FIGURE 3

OIL PIPELINE CAPACITIES
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OIL PIPELINE TARIFFS AND LINE VALUATION
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26,-'

30

105

, ,

$

$

$

10

1 0

I •10

$

$

$,
\ ,

26 $

, \

~n2$'~$

, W ,

$ 1622 $ 364 $ 001 $ 001 $ 366 $
'" I

,
$' 1SAS $, 330 $ 0\01' $ 001

17
""

13

17

, "
1960200

..("""'"," ,£1""

209

126

,
138

, (

I

325

530

,
3SO

Zhanazhol
Orsk
Loop I
325mm

~
(;ksk

~r
Il5QPtm
Zhanazhol
Orsk
Loop II

TOTALS
AVERAGES

800
S 1439

S 1151
S 1446

S 1157 S 162 S 162 86760 TOTALS
AVERAGES

PAVLODAR SYSTEM

SECTION
DIAMETER

mm In
LENGTH

KM

BASE
IN SERVICE TARIFF

SINCE YEARS S/1000KM SlTon

SURCHARGES OVERALL VALUE
VISCOS HEATING TARIFF PIPE

SlTon SlTon SlTon S Miln

PREV CAP REHAB
INVESTM UTIL N INVEST

S Miln FACTOR S Miln

VALUE OVERALL
TARIFF AMC

S Mlln TengelTon
Difference M&A AMC

TenglTon Teng/Bbl S/Bbl

Prurtyshk Prurtyshk
Pavlodar 1020 402 222 1977 20 $ 408 $ 091 $ 001 $ 001 $ 093 $ 85 $ 1 1 $ 1 $ 65 6943 Pavlodar
Pav\odlltw I (~ I "'., I ~., " ,,; I , 1 ) , I ! Pal/lOdar
l(at(l1Wl1'\ 620 SU 1107 1983 14 $ 652 $' '( 22, $ 001 $ 001 $ 724 $ 458 $ ~ 1 $ 1 $ 458 54262 Karllkoln
Kumkol Kumkol
Karakoln Karakoln
Loop I 530 209 200 1990 7 $ 1335 $ 267 $ 001 $ 001 $ 269 $ 72 $ 1 1 $ 1 $ 72 20175 Loop I
lWl11kol ? Kumkol
Katlll«>ll\ "I, Katakoln
'l,wpil 72.0 2$$ ~OO 19$0 ~., _ $ ~~ $ 'M4 ~ Q01 $ 001 $ 1&i $ W $; 1 $ 'i $ 97 1agaO Loop II
Karakoln Karakoln
Shymkent Shymkent
Refinery 820 323 520 1983 14 $ 653 $ 340 $ 001 $ 001 $ 342 $ 215 $ 1 1 $ 1 $ 215 25617 Refinery
1$l1lmk$ll1 ,. Shlmkanl
IChllt'<litlo I \ \ \ Cnard%ho
II{Ku) 720 2U 2GS 1989 " $ 900 $ .266 $ 001 $ 001 $ 266 $ 138 $ 1 1 $ 1 $' 1S8, 20063 U{IW;)
TOTALS 2322 S 1778 S 17 88 S 980 S 980 596 60 34000 25660 34 68 $ 0 46 TOTALS
AVERAGES S 766 S 770 AVERAGES

,\.J'
''\,.,
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all pipeline lanffs Aktau

PIPEKAZ1 XL5 AKTAU Cell A107

OIL PIPELINE TARIFFS AND LINE VALUATION
KAZAKSTAN PIPELINE SYSTEM

AKTAUIATYRAU REGION

PRINCIPAL LINE KALAMKAS SAMARA

Difference M&A AMC
TengfTon Teng/Bbl S/Bbl

VALUE OVERALL
TARIFF AMC

TengefTon

PREV REHAB CAP
INVESTM INVEST UTIL N

S Mlln S Mlln FACTOR S Mlln

OVERALL VALUE
TARIFF PIPE
SfTon S Mlln

SURCHARGES
VISCOS HEATING

SfTon SfTon

I BASE
IN SERVICE TARIFF

SINCE YEARS S/1000KM S/Ton
LENGTH

KM
DIAMETER

mm InSECTION

Kalamkas
Karazhan

l<llIll%han
012 be8

Aktau
010 Uzen

Uze~

(0 OS) AUyraU
Allyrau
Km
Km

016 Statlon

Us $

369 $

719 $

To Marine Terminal

2$6<1

5322

6871'

4200

2050

67!iQ

l!a400

9522

5219

207<16

, 11)462

24

15

58

$' 24$

$

$

$.

10

10

10

11)

$

$

$ \

.,
r

~ I

IS $
\ ,

511 $

070 $
'"" -001 $

001 $ 1 27 $ 24 $
I'

0,(11, $ "1.•77 $ 1 a.lll; $

Qol $ 139 $

066 $ 001 $,

~

~'lI; S 001 $

125 $ 001 $

137 $ 001 $

880 $

394 $

l)lll) $.

1090 $

$

$

$

l

III

16

21

21

1961

1976

1979

1\176

62

142

w

,
697

209

209

2U

4h

530

530

720

1~

Kalamkas
Karazhanbas
l<atuhanbas-'
A\IUlU ' ~
Aktau
Uzen

X:
Atyrau
KmStatlon 1020 402 222 1994 3 $ 649 $ 144 $ 001 $ 001 $ 146 $ 185 $ $ 10 $ 185 10956
i'<m SIatlOfi , " \ , \ I

.~1~.. ,1rtll' .rt~, '1a 1978 19 $ 6ti4:$ 2~ $ 01)1 $ 001 $ rtOTS., .84 $ ,$11) $ .. 841!i!i!iQt79QQJ1tlt:l!'"11tlal

TOTALS

AVERAGES

1638

#DIVIOI

$ 954

#DIVIOI

S 966 S 614 614 724 44 543 DO 181 44 24 52 $ 0 33 TOTALS

AVERAGES

AKTAU UZEN LOOP

Aklau Aktau
Zhetybay 720 283 15 1990 7 $ 923 $ 014 $ 001 $ 001 $ 016 $ 7 $ $ 10 $ 7 1166 Zhetybay

A~~
, , , A~

Zhe~ar 63l) 209 ' <Ilh 19l1O 7 $ 1~ 34 $ < lies $ 001 $ 001 $ 067 $ 18 $ - $ I 1,0 $. 18 I 5052 2450 31$1 512 $ 001 Zhetybar
Zhatybay Zhetybay
Uzan 530 209 63 1996 1 $ 1530 $ 096 $ 001 $ 001 $ 099 $ 28 $ $ 10 S 28 7379 2250 5129 693 $ 009 Uzan

TOTALS 127 $ 176 $ 182 $ 53 $ 53 13620 47 DO 8920 1205 $ 016 TOTALS

AVERAGES #DIV/OI #DIV/OI AVERAGES

",,,,,..

~
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0,1 pipeline lanffs Aklau

AKTAUIATYRAU REGION MINOR LINES

1205 $ 1 24 $ 001 $ 001 $ 126 $ 32 $

S 2184 $ 007 $ llQ1 $ oot S 000 $ 1 s
10 $ 32

HI $

1111

22$

12810

6

1$

87

Prorva
(Teng.s)
ProNa
(Tengls)

OPS3
Koschagy'

o 25 I Kulsany
MaltylShl

000 Amyau
Konsomol

017 sk Makel
bossor
Ms!<al

685 $

1245 $

1852 $
i

9210

son
13705

1600
\

28 flQ

4600

641

7922

9459

9016

16305

108106

~

18

26

$

$

$

$

10

10

10

'10

$

$,
$

$

,6 $

" $

18 $

ills'
001 $ 144 $

001 $ 244 $

dot $ 120 $

Oot $ 1W $

142 $ 001 $
.... '"'»i "'l 'W"

118 $ lIOt $

242 $ 001
1 I

tll4 $ 001 $

~ $' ru7T $

11

17 $ 1820 $
r....... ~

11 $ t2()~ $

12 $ 2961 $

11

1980

1966

1985

1991'

1981$

1986

46

~

$4

~

103

133

67

fiT

209

126

~9

1t1l

530

~Ii

220

325

630

2ao

Prorva
(Teng,s)

!>I'IlNa
(TWS) ,

OPS3
Koschagyl
Kulsary
MSity$ly,
Atynlu
Konsomolsk
Makal
basSO!' ,~ ';'
Makll\

12

o

20

o,

6

Isklne
Jaslakada 10

2128

6071

3681

2751

3

9

6

6$

$

$,

10 $
'I

10

10

10
,,

$

$

$

$

( '.
6 $'

9 $

6 ..

052 $ 3 $
, I

Q.211 "

037
I

001 $

001 $

Dot $ C(lIi8 $

035 $ 001 $,

026 $ 001 $

066 $: dOl $

I

1177 S

1334 $

$ 2a7 $

$

$,7

16 $ 2616 $ 050 $ 001 $ 001,

18

11

1981

1990

1986

1978

30

26

19

27

96

209

20~

)

128

250

li30

530

3211
Sal'\1alll)/$
Tenllll:
Shleyly
677KM
Alyrau
(Refinery)
67111K/n
AR
(Msng)
677kKm

677kKm AR AR
(Mart) 400 ~7 26_ . 19~__ 28 $ 8_§.._~$ 001 $ 001 $ 024 $ 1.L $ 1Q $ 1 1798 (Mart)

Isk,ne
Jaslakeda

Sllr~" '
Tenllff
Shleyfy
677KM
Atyrau
(Refinery)

I (

l;!77l1Km AR
(M_!lU1

TOTALS 535 $ 935 $ 957 $ 112 $ 112 TOTALS

AVERAGES #DIVIOI #DIVIOI AVERAGES 614
53

112

~
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ApPENDIX D ~ D-8

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 tariff surcharge for
high-VISCOSity Oils, with or without additional charges for required heating

Many more assumptions go Into the development of a pipeline tariff model and mto speCific
excursions from the base case of the model This Includes In particular depreciation and
taxes We have assumed 3D-year straight-line depreciation In this model, even though new
legislation suggests declining balance depreciation with an upper limit of 25% From runs of
earlier 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 IS 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 mternal rate of
return (we used 15% for Kazakhstan) and where the methodology IS premised on full cost
recovery, the high depreciation rates In the early years drive early tariffs 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 ("Ievellze") the Impact of high decllmng balance depreciation
rates, but they Involve the temporary setting aSide of cash flows forsome claimant If outSide
commercial funds are Involved In the finanCing of pipeline projects, It IS unreasonable to
expect that commercial lenders Will step aSide to faCIlitate early recoveries by eqUity
Investors In the contrary, commercial lenders Will make sure that their cash flows, consisting
of mterest payments and return of Invested capital Will be met first, before they authorize the
use of their funds for such projects

Operating and Mamtenance Costs ("O&M Costs") must be met, almost by defimtlon, to
mamtam a viable pipeline system RedUCing O&M efforts to meet other pressmg finanCial
obligations may have been a problem In the past m Kazakhstan, but such a policy IS self
defeating and Will not be permitted If outSide lenders enter the picture

There are, m effect, only two parties that could conceivably forego early payments to faCIlitate
levellzed 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 decllmng-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 m turn would drive up tariffs WhiCh, In a cost
recovery regime, would Incorporate reasonable risk premiums on the Investors' rate of return

--------------- HaglerBailly ---------------
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ApPENDIX D ~ D-9

Reasonably, the only party available to forego early returns In the Interest of levellzlng high
depreciation rates IS the Government Itself, via tax holidays that may last for two to three
years, or reduced tax receipts for longer penods 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
bnef 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 3D-year straight line depreciation rate mostly because that has been hlstoncally 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 IS not the tlmeto Introduce the notion of
profits as they are understood In the West since we are pnmanly pursuing here the
introduction and the functionIng of the tanff 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-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 rate of
return ThiS IS best Illustrated In connection With the diSCUSSion of our base case, a 42-lnch
line, 1000 kilometers In length, 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 IS In the form of tables and graphs The base
case Involves a 42-Inch line (nominally 1020 mm) Construction costs as used In the model
are current replacement costs, a standard use of cost data In an environment charactenzed
by great uncertainty ThiS approach Simulates onglnal construction costs subject to Inflation
which IS ImpliCitly contained In FERC's tanff system As mentioned, the model also assumes
a straight-line depreciation regime over the expected 3D-year life cycle of the IInes,as well as
an Internal Rate of Return (IRR) of 15%

An alternative to the use of replacement costs would have been the onglnal 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 onglnally
bUilt under central control performance, With funds paid out of Moscow, and at pnces that,
typically, would have been distorted by pnce controls and artificial allocation systems
Moreover, the pipelines were financed In a different currency, rubles, that have undergone
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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 Impossible

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 IS used to summanze the final tanff for each
model scenano A descnptlon of each table, column by column, IS given later In this report

As expected In a full-cost recovery system where the asset base declines over the years
through depreciation, the tanffs are also subject to decline with time However, this tanff
decline may be exaggerated, In part because tanffs tend to nse 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 ongmal regime, so that the loan provIsion for
Intenm financmg dUring construction remain unused m the pre-1988 NIS environment
Addmg 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
Ime fill, are not depreciable and, therefore, deducted from the total asset base to obtalna
depreciable asset base of $836 million 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 IS a mechanism designed to recover the anginal Investment for the
eqUity owner of the system USing an economist's broader perspective, depreciation on a
macroeconomic level can be said to serve the purpose of perpetuating the capital structure In
a nation Be this as It may, the beglnmng-of-year asset values and the annual depreciation
charges are picked up In the second table that deals with the vanous cost Items of a
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 defimtlon 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 dunng construction has been ruled out, this version of the model
carnes Interest and pnnclpal 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 IS 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 IS
calculated on a year-by-year basIs In those cases where indexing of thetanff IS allowed, the
required Income IS calculated at recurring Intervals, such as every five years

The cost of servace 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 vanous 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 tariff 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 on a
discounted baSIS

THE KAZAKHNEFTEPROVOD SYSTEM

Shown In the table entitled "Oil Pipeline Tanffs and Line Valuation" IS a schematiC
representation of what the tanffs look 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 hlstoncal cost data In a
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 Aktyublnsk system) are covered In thiS table, which has been arranged by
pipeline district In the Aktau/Atyrau Dlstnct, 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 gomg over thiS particular line

--------------- HaglerBaIlly ---------------
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The first few columns In the Tanff Table provide hlstoncal information of slgnrficance to the
model The diameter of the line IS the pnmary determinant of throughput capacity, ItS length
IS a direct tanff vanable which IS expressed for the most part In terms of monetary unrts per
tonne-kilometer The years In service deSignate where on the depreCiation curve the line
falls and how much of ItS book value remains undepreclated, for inclusion In the tanff base
The first column of the base tanff comes directly from the model which provides a tanff fora
unrt length of pipeline, 1000 km The mechanrcs of runnrng that model Will be explained later

Clearly, If a section of line IS one fifth the length of the model's unrt length, as In the
Karazhanbas to Aktau section, the actual tanff to be paid for one tonne of 011 moving through
that section IS one fifth of the base tanff Thus, In the cited case, the base tanff of $680 per
1000 tonne-kilometers IS 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-nrght 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 centlstokes while In the
pipe For medium-VIscosity crude, 20-100 centlstokes, our suggested surcharge Will be 8%

These values are based on the terms of an actual tanff, the Interprovincial Pipeline, Inc tanff,
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 runnrng the DWight's model It was assumed that the 011 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 centlstokes, respectively, at 20
degrees CelSIUS) to the 8% range

The heating surcharge has not yet been established, pending arrival of relevant cost data
from Aktau These data eXist and have In part been delivered, but finalization IS 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 dlstnct'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 Stili, the results are close to current charges For
average property crudes, Ie, crudes that Will not be subject to VISCOSity and heating
surcharges, the model-suggested cost of runnrng one barrel of crude 011 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 011 Pipeline Tanff Table, where model tanff results are compared with
actual tanffs

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 IS 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

Stili, the summation of all book values captured In the model, runs around $1 8 billion This
number may change as small sections of lines and perhaps a major Aktyublnsk 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 underutlllzed lines

RUNNING THE MODEL

A diskette IS being provided with this text that contains the model Itself, wntten on Microsoft
Office Excel, Version 5 Oa In ItS default mode, the model will calculate 3D-year straight-line
depreciation schedules for lines of the following diameters 8, 16, 24, 30, 36, 42 Inches That
table will automatically be generated In the worksheet entitled "DEPRECIATION"

The worksheet "COSTOFSERV" calculates the tanffs and book values of these diameter
lines In conjunction with the depreciation table One command, then, generates the two
tables that are reproduced In the Appendix for vanous 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 IS automatically generated begmnmg on line 88 of the Tariff Table

The command to run the model, and vanous sub-options such as different profit rates, or
different Interest rates on the expanded model that allow for debt fundmg, different types of
depreCiation, agam not allowed here, different pnces of crude 011, etc, are listed m the
worksheet entitled "VARIABLES" To generate tables for different size lines, the table
entitled "CRITICAL PIPELINE PARAMETERS USED IN TARIFF MODEL" IS the principal
driver To generate a depreCiation schedule and tariff table for, say, a 24-mch line, Simply
copy the 24-mch column from the nght 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 lsa
tendency to dnft 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 150% target can be
reintroduced by engaging the "SOLVER" In the tools menu of the spreadsheet

-------------- HaglerBmlly --------------



I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

APPENDIXE

CENTRAL ASIAN REPUBLICS OIL AND GAS
SECTOR REFORM PROGRAM

DELIVERY ORDER NO 17

REPORT OF THE STEERING COMMITTEE ON
PIPELINE TARIFF METHODOLOGY

Umted States Agency for International Development
Regional MIssion to Central ASia

97a Furmanova Street
Almaty, Kazakhstan 480009

USAID, Bureau for Europe and the New Independent States
Energy and Infrastructure DIvIsion, Room 4440

Department of State
Washmgton, DC 20523

September 15, 1997



I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

THE CONTENTS AND RECOMMENDATIONS BY THE USAID

CONSULTANTS CONTAINED IN THIS REPORT DO NOT NECESSARILY

REPRESENT THE POSITION OF THE UNITED STATES GOVERNMENT

------------ HaglerBailly ------------



ApPENDIX E REpORT OF THE STEERING COMMITTEE • E-3

--------------- HaglerBaI11y ---------------

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

Table of Contents

IntroductIOn

GUldmg Pnnclples

RatIOnale Behmd the Proposed Methodology

Calculation Procedures

PresentatIOn ofResults

ConcluslOnslRecommendatlons

Attachments Tables 1-8

4

5

7

10

12

18

21-29



I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

ApPENDIX E REpORT OF THE STEERING COMMITTEE ~ E-4

IntroductIOn

On July 12, 1996 the UnIted States Agency for InternatIOnal Development (USAID)
receIved a letter from the MInIstry of all and Gas Industry (MaGI) requestmg technIcal
assIstance m the development of an mternatIOnally acceptable 011 pipeime tarIff methodology for
the Government of the RepublIc ofKazakhstan The letter further requested that USAID assIst m
"puttmg mto practIce" a proposed tanff methodology that would be acceptable to customers
mternatIOnal fundmg mstltutlons, and mvestors USAID agreed to fund the requested assIstance
and Immediately undertook a background assessment of the current sItuatIOn through meetmgs
and the development of an mitIal report entItled "Proposed PIpelIne TarIff Model and
Methodology for the RepublIc ofKazakhstan"

After several dIScussIons WIth representatIves of the former MaGI and the newly created
NatIOnal all Plpelme Company "KazakhNefteProvod" (the dIrect counterpart), It was deCIded
that an all Pipeime TarIff Methodology Steenng COmmIttee would be formed to conduct
penOdIC meetmgs and develop a recommended tarIff methodology and proposed tanff rates by
October 1, 1997 RepresentatIves ofKazakhNefteProvod, KazakhOI1, 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 mVIted to partICIpate on the Steermg CommIttee The USAID
consultants were requested to co-chair the meetmgs, prepare presentatIons on relevant subjects,
develop meetmg agendas, focus on meetmg assIgnments and delIverables, and ultImately
recommend the 011 pIpelIne tanff methodology and proposed tanff rates to the Steenng
CommIttee

The InItIal meetmg of the Steenng CommIttee took place on Apnl 21, 1997, where It was
agreed that the recommended 011 pipeime tanff methodology and correspondmg tanff rates
should be developed accordmg to mternatIOnally acceptable standards and practices, based on
cost-of-servlce pnnclples, and that they should allow for a competItIve rate of return m order to
attract mvestors In addItion, the methodology was to be ObjectIve and balanced towards the
mterests of customers, finanCial mstitutIOns, and mvestors Furthermore, the recommended
methodology was to be transparent m the determmatIOn of tarIff rates, thus cost-JustIfied At thIS
meetmg and the three subsequent seSSIOns that followed, tOpICS of dIscussIOn mcluded
alternative tarIff methodologIes for conSIderatIOn, the need for an mdependent regulatory
commISSIOn to determme tanffs and oversee operatIOns of the 011 and gas sector, transItIon to a
new accountmg system, concerns over SubSIdIes and cross-subsIdIes, determmatIOn of a
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competItIve rate of return, that would attract foreIgn mvestment and financIal mstitutIOns
assIgnmg a proper valuatIOn of pipeime assets for rate-makmg purposes defimng data and
mformatIOn needs to properly analyze the system, current operatmg condItIOns and plans for
rehabIlItatIOn and constructIon, and several other Important Issues

The USAID consultants concentrated on meetmgs wIth counterparts and representatIves
of the Steenng CommIttee, gathenng mformatIOn and data, developmg a workmg computer
model to sImulate cost and pncmg scenanos, researchmg Kazakhstan legal and regulatory Issues
and conductmg a field reVIew ofaccountmg and operatIOnal books of YuzNefteProvod m Aktau
Kazakhstan There was very close cooperatIon WIth representatIves of KazakhNefteProvod the
Mmistry of Economy and Trade, the AntI-Monopoly Department, and the Kazakhstan Petroleum
ASSOCIatIon m 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 submIttal of thIS recommendatIOn for an 011 pIpelIne tarIff
methodology and proposed tanff rates was accelerated to September 15, 1997 To meet the new
deadlme, non-substantIve shortcuts had to be taken, mostly abbrevIatmg thIS report whIch,
nevertheless, contaInS all substantIve findmgs developed m the context of thIS work
Accordmgly, thIS report contaInS all ofthe Steenng CommIttee mput and the entIre body of the
substantIve work done by the USAID consultants, accordmg to the data and mformatIOn made
avaIlable

GUldmg Prmclples

Fundamental to the development of any 011 pIpelIne tanff methodology and determmatIOn
of subsequent rates IS the utIlIzatIOn of certaIn baSIC concepts At the heart of these pnnciples IS
the mtroductIOn of the concept of a return on mvestment The concept IS fundamental to the
constructIOn ofan mternatIOnally acceptable natural monopoly tanff ThIS concept of a return on
mvestment IS the pnme motIvatIOnal foundatIOn by WhICh a natural monopoly Will attract
mvestors An mvestor, by makmg hIS capItal aVailable to the company, WIll obtain a share of the
profits earned by that company and a share m the ownershIp of that company

The Kazakhstan methodology oftanff rate development currently m force does not
dIrectly encompass the concept of provIdmg mcome to the mvestor The closest concept IS a
factor termed under the Kazakhstan methodology as "profit" ThIS term "profit", however, does
not have the same conceptual meamng as the mternatIOnal understandmg ofthe word In the
Kazakhstan applIcatIOn thIS IS a pnce mark-up of operatmg expenses from WhICh mcome taxes,
SOCIal costs (mcludmg support for lIne camp communIty expenses, salary supplements to
employees, etc ), and major capItal expendItures can be drawn Even here there IS no set

---------------- HaglerBadly ----------------



I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

ApPENDIX E REpORT OF THE STEERING COMMITTEE ~ E-6

schedule of costs The allocatIOn of funds IS a functIOn of negotIatIOn between the natural
monopoly and the AntI-Monopoly Department of the Mmistry of Economy and Trade

Under current Kazakhstan pipeime tanffprocedures the value of the rate base affects the
tanff only mdirectly and on a hmited basIs The term rate base IS used here m the conventIOnal
sense It represents the mvestor-supphed plant facIlItIes and other mvestments reqUIred m
supplymg utIhty servIce to shIppers In the case of KazakhNefteProvod, thIS term would reflect
the value of the pipehnes, pumps, and other major phYSICal facIlItIes used m the transportatIOn of
011 In developmg operatmg expenses under current procedures, ten percent of the value of the
rate base IS set for capItal facIhty mamtenance and mcluded m the operatmg expenses Further a
complex senes of depreCIatIOn schedules IS used and apphed to the elements of the rate base to
produce depreCIatIOn rates for mclUSIOn m operatmg expenses Thus the value of the rate base IS
only used to create operatmg expenses agamst whIch a mark-up (or "profit") IS apphed

The ImplementatIOn ofan mternatIOnally acceptable pipeime tarIff methodology IS no
absolute guarantee of return ofmcome to mvestors Under Western procedures, a natural
monopoly generally submIts ItS recommendatIOns for rate changes to an mdependent regulatory
commISSIon for approval The regulatory commISSIOn reVIews the recommendatIOns of the
company and grants or rejects the request, or It approves a reduced level of mcrease In the
West, a natural monopoly can appeal an unfavorable declSlon to the same regulatory commISSIon
WIth supplemental eVIdence to support ItS ongmal apphcatIOn If the natural monopoly; once
agam falls to be successful m obtammg the mcrease It seeks, It can appeal that deCISIOn to an
mdependent CIvIl court system The courts can support or deny the regulator's declSlon The
courts may only proVIde gUIdance to the mdependent regulatory commISSIOn withm the
boundarIes estabhshed 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 operatmg expenses through prudent busmess practIces Under
mternatIOnally acceptable tanff methodologIes, these approved tarIffs remam m effect untIl the
natural monopoly submIts a new apphcatIOn for a tanff rate adjustment

Management and operatmg effiCIenCIes dIctate year-to-year the natural monopoly's
revenues A company With poor operatIOns may earn a lower rate of return on ItS 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 mcome after expenses DepreCIatIOn as part
of expenses provIdes the recovery of mvested capItal Net mcome IS the source of cash flow that
provIdes a return of mcome to mvestors, and It IS one of several sources of funds that may be
tapped for capItal Improvements

---------------- Hagler BaIlly ----------------
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Control of a pIpelme system and Its tanffs are exerted by the Government through an
mdependent regulatory commISSIOn That commISSIon acts as a surrogate for competItIve market
forces to msure that the pIpelme does not take unfaIr monopolIstIc advantage of ItS customers

An mternatIOnally acceptable pIpelme tanff methodology provIdes mvestor confidence
because the mvestor's mcome IS based on the extent ofms ownershIp of the pIpelme's assets
coupled wIth a proven and tested regulatory regIme The Kazakhstan pIpelIne tarIff
methodology, wmch bases profit on operatmg expenses and does not convey the concept of
compensatory return on mcome to mvestors, does not establIsh the confidence that IS needed to
attract mvestors nor to mspIre shIppers to make mfrastructure mvestments m productIOn In fact,
a system that uses mark-ups on operatmg expenses as "profits" WIll be vIewed by the
mternatIOnal mvestment commumty as counterproductIve m the sense that It provIdes a premIUm
for mefficlency the greater the operatmg expenses, the hIgher the allowable profits, WhICh IS Just
the OpposIte of the Western regulatory approach that puts pressure on the pIpelme to reduce
operatmg expenses Confidence m the faIrness and stabIlIty of the regulatory system wIll be a
major factor m gettmg mvestors to choose a pIpelIne over the myrIad mvestment opportumtIes
throughout the world Equally llTIportantly, faIrness and stabIlIty promote confidence among
producers regardmg long-term prospects for smppmg 011 at reasonabletarIffs and they act as
major mcentIves m the development and productIOn ofmargmal natural resources that would
otherWIse remam untapped

RatIOnale Behmd the Proposed Methodology

In proposmg the new methodology to compute pIpelme tarIff rates, the USAID
consultants; utIlIzed the follOWIng assumptIOns and consIderatIOns

Rate of Return

The USAID consultants recommend an mternal rate of return of 15 percent on the value
of used and useful assets ThIS rate of return, WhICh has also been used by the World Bank on
SImIlar 011 and gas projects m RUSSIa, IS of sufficIent mterest to attract mvestors WhICh the
current Kazakhstan methodology falls to do Followmg mternatIOnal conventIOn, these assets are
defined as replacement costs, after depreCIatIOn, based on a 30-year straIght-lIne deprecIatIOn
(SLD) regIme WhIch, hIStOrIcally, has been muse m Kazakhstan and m the former SovIet Umon
By contrast, the current Kazakhstan pIpelIne tanffmethodology mcludes only some ofthe costs
ofmvestment As mentIOned under the current Kazakhstan methodology, "profit" IS calculated
as a mark-up over a mIX ofcapItal and operatmg expenses that represent only a fractIOn of the
value of total capItal constructIOn costs

---------------- Hagler Bailly ----------------
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The functIOn of the return on rate base nonnally IS to provIde a natural monopoly WIth the
capItal to retIre past projects to secure funds for future capItal mvestment through retamed
eammgs, and to provIde dIVIdends as mcome to mvestors The amount of the dIVIdend each year
IS estabhshed by the management of the natural monopoly under the gUIdance ofthe company's
board of dIrectors

The rate of return for mvestors m mtematIOnal 011 pIpelmes should consIder the followmg
elements

• BaSIC rate of return on capItal employed (the pnce of money),
• AddItlonal return reqUIred to reflect mdustry nsk,
• AddItlonal return reqUIred to reflect nsks regardmg the corporate and finanCIal structure of

the company wIthm the mdustry, and
• AddItIOnal return reqUIred to reflect country nsk (pohtlcal, economIC, legal, regulatory, etc )

To estImate the baSIC rate of return, the yIeld on capItal employed WIth mImmum nsk has
been used (30-year US treasury bonds) Dunng the last four decades the yIeld on these types of
bonds has averaged seven percent, except durmg relatIvely short penods of mgh mflatIOn

Smce 011 pIpehne mvestments are usually not as nsky as mvestments m exploratIOn and
development, an acceptable mdustry premIum reqUIred IS two percent In contrast, the mdustry
premIum for certam exploratIOn and development mvestments may be hIgher than ten percent
Rank wIldcats m relatlvely unexplored areas of low prospectIvIty can have exploratory nsks of
several hundred percent

Dependmg upon the charactenstIcs of the mdustry and the speCIfic corporate and
finanCIal structure of the company, an addItIOnal premIum may be reqUIred KazakhNefteProvod
IS a newly fonned Government-owned Jomt stock company that IS to be restructured and
pnvatlzed m the near future However, at thIS tIme the development of the corporate and
finanCIal structure has not been detennmed ObVIOusly, there IS nsk and uncertamty m any new
Government start-up company WhICh may undergo sIgmficant change m preparatIOn for
pnvatIzatIon In addItIOn, If many of the customers are unable or unwIllmg to pay for servIces m
a tlmely manner or pay by barter as opposed to Kazakhstan Tenge (KZT), as IS the case for
KazakhNefteProvod, then the nsk premIum to mvestors could be very mgh For example, It IS
WIdely known that a large percentage ofcustomers of the Kazakhstan power sector IS eIther
unable or unwIllmg to pay for servIces, WIth the result that the structural nsk factor m that
mdustry may be as hIgh as SIX to eIght percent WIth KazakhNefteProvod however, even though
many customers do not pay m currency, a mechanIsm IS m place to make payment m-kmd by
offenng an appropnate portIon of the 011 bemg shIpped through the system ThIS barter

---------------- Hagler Bailly ----------------
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Rates Of Return for 011 Plpelme Investments

The USAID consultants have therefore concluded that a recommended rate of return of
15 percent for KazakhNefteProvod IS qUite appropnate In contrast, regulated rates of return for
011 pIpeline compames m low rIsk countnes (such as the US) are generally eleven percent, and
mvestments for 011 pipeimes m very hIgh nsk countnes, are consIdered to be at least 20 percent

Very HIgh RIsk
(AfghanIstan)

70
20
60
50

70
20
20
00

HIgh RIsk Low RIsk
(Kazakhstan) (U S )

15 0% 11 0% 20 0%

70
20
30
30

mechamsm leads to hIgher costs mcurred by KazakhNefteProvod smce they must sell the 011 m
order to receIve revenue Based upon uncertamties due to the structural changes of the company
and problems encountered m the collectIon of payments, It IS not unreasonable to aSSIgn a
structural nsk factor of three percent

GIven the relatIve uncertamty m the development of the economy and concerns over
Issues needmg resolutIOn m the Government structure ofKazakhstan (among other 011 and gas
sector concerns, a lack of an mdependent regulatory commISSIOn to determme tanff rates and
oversee mdustry actIvItIes), a country rIsk premIUm ofthree percent IS certamly JustIfiable In
contrast the country nsk premIUm IS zero percent for the Umted Kmgdom the Umted States and
Canada and up to five percent for some developmg AfrIcan natIons and politICally senSItIve
countrIes such as AfghanIstan

Total Return

ValuatIOn ofRate Base

BaSIC return on capItal
Industry nsk
Structural nsk
Country nsk

The most contentIOUS Issue m any determmatIOn of tarIff rates usmg mtematIOnally
acceptable methodologIes IS the proper valuatIOn of the rate base to be consIdered for
establIshmg a return on mvestment and the applicatIOn of depreCiatIOn The USAID consultants
recommend that a qualIfied 011 field engmeenng and accountmg firm, WIth mternatIOnal
expenence m 011 pIpeline property valuatIOns, should contract WIth KazakhNefteProvod to take
stock of the phySIcal pipeimes and other used and useful mfrastructure assets ThIS firm should
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also be charged wIth the development of specIfic pnonty-based recommendatIOns to Improve the
overall efficIency, rehabIlIty, and productIVIty of the system StIll. havmg taken mto
conSIderatIOn the physIcal mventory and condItIOn of the pIpelme assets all valuatIOns remam a
matter ofJudgment Two such expenenced teams are hkely to come up wIth dIfferent and qUIte
pOSSIbly radIcally dIfferent values

Absent the data from a formal physIcal audIt, mspectIOn and survey, the USAID
consultants made an estImate of the value of the property m the followmg manner A computer
model was developed whIch utIlIzed current average constructIOn costs to buIld a sImIlar system
m North Amenca, based upon the pIpelme dIameter and length and other mfrastructure
conSIderatIons Those costs were projected back to the penod when the mdIvIdual pIpelIne
segments were constructed Then, based upon the respectIve age of the mdIvIdual segments the
value was depreCIated to a current valuatIOn ThIS methodology would assume that mamtenance
levels and replacement of structures were performed at normal levels throughout the lIfe of the
property Moreover, the methodology Ignores economIC and technIcal changes that have
mcurred m the normal course ofevents To make allowance for these changes, for the poor level
of system mamtenance and, m partIcular, for the under utIlIzatIOn of current pIpelme capaCIty,
the USAID consultants proceeded to develop a dISCOunt mechanIsm to be applIed agamst the
pIpelme values so denved The Kazakhstan pIpelIne system operates at very low throughput
capaCItIes compared to sImIlar 011 pIpelmes m North Amenca CapaCIty levels m North Amenca
generally are at or near 90 percent of absolute desIgn capaCIty For operatIOnal and rate-makmg
purposes, and makmg allowance for the dIfficulty m emulatmg mtematIOnal operatmg
efficIencIes m the short term, an operatmg effiCIency of 80 percent was conSIdered a reasonable
standard for Kazakhstan operatIOnal effiCIencIes By dIvIdmg the actual throughput of the lIne
by the 80 percent operatIOnal throughput, the USAID consultants developed a dIscountmg factor
to reduce the deprecIated value of the rate base

The reason that a pIpelme could be operatmg at a reduced throughput IS that shIppers
have ceased utIhzmg the pIpelme A very conservatIve estImate of the property book value was
caused by mflatIOn and a lack of a tImely re-evaluatIOn Moreover, the mItIal value of the
pIpelme assets was sIgmficantly below mtematIOnallevels due to the low cost of local matenals,
eqUIpment, and labor, compared WIth mtematIOnal pnces

ThIS book value IS lIkely to be lower than what a formal phySIcal valuatIOn mIght
produce, especIally If the evaluatIOn mcorporates the statIstIcal probabIhty of future mcreases m
throughput rates whIch seem mevItable, gIven the level of current exploratory efforts throughout
the country StIll, the USAID--determmed book value IS above that currently carrIed by
KazakhNefteProvod The current book value prOVIded by KazakhNefteProvod IS questIOned
even mtemally, smce It was determmed m 1992 after Kazakhstan's mdependence There IS lIttle
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doubt that the current book values of KazakhNefteProvod were establIshed from artIficial values
developed under the former socIalIst system Smce then, the valuatIOn of assets have not been
adjusted to reflect mflatIOn and currency changes A re-evaluation of pipeime assets was
conducted several tImes by the mtroductIOn and use of an mflatIOn coefficIent for a givem
penod

The USAID consultants have adopted theIr conservatIve estImate m the absence of other
credIble valuatIOns ofthe property as an mtenm base for the establIshment oftanffs Whether a
formal physIcal valuatIon WIll be performed or not, It IS recommended that a probabIlIstIc
evaluatIon be conducted along the hnes mdicated above Based on these consIderatIOns the
USAID consultants have determmed the book value of the entIre KazakhNefteProvod 011
transnnssIOn pIpelIne system (consIstmg of 5422 kilometers) to be 228 8 mIllIon Umted States
dollars (USD)

CalculatIOn Procedures

WIth the establIshment of the rate base valuatIon, an mternatIOnally acceptable tanff
methodology can be used to calculate tanff rates The fundamental equatIOn IS return on rate
base plus expenses equals the revenue reqUIrement ThIS amount dIvIded by the throughput
establIshes the tanff rate

Return on Rate Base + Expenses = Cost of ServIce = Revenue ReqUIrement

Revenue ReqUIrement = TanffRate m USD Per 1000 Tonne-KIlometers
Volume of Throughput

In the SImplest terms, the above formula produces a shIppmg or transmISSIon tarIff rate
In thIS mstance, the throughput IS calculated m 1000 tonne-kIlometers, WhICh reflects the weIght
ofcrude 011 moved per dIstance Thus, the same quantIty of 011 transported tWIce as far wIll be
charged a total shIppmg cost that IS tWIce as much

Rate Structures

At the request ofKazakhNefteProvod, the USAID consultants developed three rates for
the respectIve pnmary operatmg dIVISIons of the company These dIVIsIons are the
YuzNefteProvod (or Southern or Aktau/Atyrau) system, Aktyubmsk (or Central) system, and
Pavlodar (or Eastern) system An overall weIghted average tarIff rate was also determmed for
the total KazakhNefteProvod system UltImately, the USAID consultants would prefer to fine-
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tune each mdividual system to establIsh mdividual rates for each major trunk lme m the three
mentIOned systems TIme constramts 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 m whIch specIfic servIces would be provIded to a customer under a cost-causatIOn
basIs, m consIderatIOn of provIdmg customer chOIces m servIces utIlIzed Under thIS
mternatIOnally accepted concept, customers pay for theIr real cost of 011 transportatIon whIch
generally vanes due to the qUalIty of the 011 In the same vem, customers do not pay for servIces
that are not reqUIred UltImately, the USAID consultants recommend the establIshment of rate
base tarIffs and a senes of"add-on-nders" A base rate transportatIOn tanffwould not mclude
the costs assocIated With heatmg, stonng, or shIppmg hIgh VISCOSIty 011, or any other special
servIces reqUIred by the customer (receIpt and delIvery termmalmg, tankage charges, etc)
These servIces should be charged through nders 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 IS the opimon of the USAID consultants that the Government of Kazakhstan should
conSIder, as a next step, an mcentIve-based tanff methodology for certam customers that may
desIre an alternatIve to the proposed cost-of-service methodology The mcentIve-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 sIgmficant Impact on KazakhNefteProvod operatIOns As an example, mcentIve tarIff
rates could be offered and negotIated wIth customers that guarantee payments or prepay m
advance, proVIde large volume shIpments, agree to long-term shIppmg contracts, reserve
capaCIty on a firm or mteruptIble basIs, offer low-mterest loans for asset mamtenance and
rehabIlItatIOn, purchase shares m KazakhNefteProvod, and a number of other conSIderatIOns

DepreCiatIOn

Usually m the case of a pIpelIne mvestment, a 30-year SLD rate IS used for determmmg
tarIff rates, as opposed to a shorter penod that mIght be used for mcome tax computatIOn ThIS IS
done to mItIgate rapId declmes m tarIff rates over the lIfe of the deprecIatmg asset In the case of
KazakhNefteProvod, both the ongmal and the current value of the used and useful assets are not
known Therefore, It IS not pOSSIble to apply the 30-year SLD rate m the manner that should be
applIed Smce 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 lO-years) As a compromIse between these two extreme posItIOns (SLD rates for 30-years
or lO-years), the USAID consultants have opted to use a 20-year SLD ThIS 20-year depreCiatIOn
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rate IS meant to apply only to currently eXIstIng assets New assets are to be subject to
conventIOnal30-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
InternatIOnal mdustry standards The USAID consultants decIded to lImIt the costs Included for
rate desIgn to those attrIbuted to the KazakhNefteProvod OperatIOns and Matenals account It IS
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

In calculatIng taxes for this methodology, the USAID consultants used the actual taxes
paid for local and mIscellaneous purposes as IndIcated In the accountIng records for
KazakhNefteProvod USIng the current methodology, a ratIO of35 percent IS termed as "profit",
whIch the USAID consultants CIte as "mark-up" and thIS was taken from the total operatIng
expenses An Income 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 authonzatIOns For example, up to 50
percent and as low as eIght percent could be conSIdered Currently, It appears that Income taxes
are now applIed to the remaInder of funds receIved after all expenses are paid ThIS IS not
altogether dISSImIlar from the InternatIOnal applIcatIOn of Income tax to net mcome 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 m the form of the attached eIght accompanYIng tables All proposed tanff
rates are expressed In both KZT and USD at a rate of75 KZT=l USD It should be noted that
the proposed tarIff rates that are recommended In accordance WIth InternatIOnally acceptable
methodologIes do not Include any export surcharges or the applIcatIOn of the Kazakhstan value
added tax (VAT), WhICh IS currently at 20 percent Also, when proVIded opportunItIes to conduct
research of KazakhNefteProvod accountIng records, the USAID consultants dIsallowed costs that

---------------- Hagler Bailly ----------------
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Table 1 results are summarIzed as
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Tanff Rates Based Upon Current Kazakhstan Methodology

797
963
823

USD Per 1000 Tonne-KIlometers

598
722
617

YuzNefteProvod
Pavlodar
Aktyubmsk

KZT Per 1000 Tonne-KIlometers

In the denvatIOn of the desIgn and proposed tarIff rates, the USAID consultants have not
mcluded the export surcharge nor have they mcreased the proposed tarIff rates to mclude the

The lowest tanff rate denved by usmg adjusted cost data under the current Kazakhstan
methodology IS 7 97 USD per 1000 tonne-kIlometers for YuzNefteProvod, whIch IS a 45 percent
mcrease over current rates

Table 1 presents the results ofa step-by-step calculatIOn of the tarIff rates pursuant to the
USAID consultant's understandmg ofthe current KazakhNefteProvod calculatIOn procedure
The table mdIcates throughput m mIllIon tonne-kIlometers by operatmg 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 remamder 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 m the short tIme 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 consIstmg of July 1996 through June 1997 Another
alternatIve, also not aVaIlable due to tIme constramts, would have been to examme several
forecast penods, focusmg on mcreased mamtenance costs and other lIkely changes From those
alternatIves, a more precIse cost basIs could have been developed by selectmg the most lIkely
scenano and combmmg actual data The USAID consultants used the best mformatIOn avaIlable
to them at the tIme All cost data prOVIded by KazakhNefteProvod for purposes of thIS report are
projected costs

were not dIrectly related to the 011 pIpelme busmess On a prelImmary basIs there was lIttle
eVIdence of SubsIdIes and cross SubsIdIes ofoutSIde actIVItIes that were bemg supported by 011
pIpelme tarIffs
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Comparative Tariff Rates

Table 2 mdlcates that the tanff rate recommended by the USAID consultants for the
whole system IS 7 93 USD per 1000 tonne-kl1ometers, WhICh IS four percent below the level
currently bemg requested by KazakhNefteProvod

797
963
823

825

Kazakhstan
USD Per 1000 Tonne-Kl1ometers

793

732
968

11 37

Entrre System

InternatIOnal
USD Per 1000 Tonne-Kl1ometers

YuzNefteProvod
Pavlodar
Aktyubmsk

Kazakhstan VAT WIth regard to the "export surcharge" the consultants have determmed that It
IS m fact leVIed by KazakhNefteProvod It currently amounts to 3 30 USD per ton FIfty percent
of thIS surcharge (l 65 USD) IS transferred to the Government of Kazakhstan as an export tax
The remamder of thIS surcharge IS retamed by KazakhNefteProvod to be used as addItIOnal
mamtenance and rehablhtatIOn funds Smce the recommended tarIff rate desIgn methodology
provIdes for full operatIOn and mamtenance fundmg and addItIonally the return on rate base IS
mtended to provIde funds for capItal Improvement, the USAID consultants recommend that the
entIre export surcharge be ehmmated

Table 2 represents a srrnl1ar calculatIOn, usmg the recommended mternatIOnally
acceptable methodology In makmg thIS calculatIOn, not all of the actual costs provIded by
KazakhNefteProvod were used The combmatIOn of costs m the markup mclude elements whIch
normally are m operatIOns and mamtenance However, when mcluded wIth other operatIOns and
mamtenance Items, the total costs proved exceSSIve accordmg to normal plpelme operatIonal cost
relatIOnshtps The results of Table 2 are summarIzed as

Table 3 IS an economIc analysIs WhICh demonstrates the net effect on the cash flow to
KazakhNefteProvod Accordmg to thIS table, the revenue reqmrement of 1334 ml1hon USD
under the recommended methodology IS approxImately equal to the revenues reqmrement under
the current Kazakhstan methodology However, the two methodologIes dIffer consIderably m
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arnvmg at therr respectIve revenue reqUIrements Smce the rate base IS dIfferent for both
approaches, the amount of total depreCIatIOn IS also dIfferent

Table 4 exammes the rate Impacts of the proposed mternatIOnal tanffrate desIgn the
current Kazakhstan tanff rate desIgn, and a modIficatIOn of the proposed mternatIOnal tarIff rate
desIgn The latter, referred to as the Proposed AlternatIve Case m the Table, ehmmates the upper
cost barrIer of 48 percent of total revenues that the USAID consultants used on operatIOns and
mamtenance expenses The KazakhNefteProvod accountmg system accumulates costs WhICh
would ordmarIly be conSIdered as operatIOns and mamtenance expenses, Ifproperly classIfied m
three areas (1) operatIOns and materIals, (2) capItal Improvements, and (3) as part of the mark
up of the total operatmg expenses, mcludmg mcome taxes If these costs had been accepted by
the consultants for rate desIgn purposes, the resultmg operatIOns and mamtenance expenses
would have totaled 57 percent of the total revenue reqUIrement UntIl the reVIsed Kazakhstan
accountmg system has been Implemented and all such costs have been claSSIfied, the consultants
recommend constramt for rate desIgn purposes to the amount of operatIOns and mamtenance
costs accepted by mdustry standards

Table 4 also demonstrates the results for KazakhNefteProvod as a whole, and proceeds m
the frrst column through the consultant recommended rate methodology wIth hmltatIOns on total
operatIOns and mamtenance 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 mIllIon USD
Column 2 proceeds through a current Kazakhstan rate desIgn formula, usmg the total amount of
expenses as submItted by KazakhNefteProvod, and produces a transportatIOn rate of 825 USD
per 1000 tonne-kIlometers and a cash flow of29 8 mllhon USD Column 3, whIch IS CIted as the
Proposed AlternatIve Case, follows the proposed methodology, but mcludes all potentIal
operatIons and mamtenance expenses as proVIded by KazakhNefteProvod As mentIOned earher,
the result of thIS calculatIon IS a rate of 9 62 USD per 1000 tonne-kIlometers and a cash flow
WhICh remams unchanged from the consultant proposed rates

StIll, the cash flow amount of 46 3 mIllIon USD to KazakhNefteProvod under the
recommended methodology IS 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 mvest III mamtenance and rehablhtatIOn It should be pomted out that only a portIon of the
total cash flow IS avaIlable, smce the Government of Kazakhstan adopted on August 1, 1997
ResolutIon No 1207 "On Improvmg EffectIveness of State Property Management", whIch
effectIvely grants the State not less than 50 percent of KazakhNefteProvod's net profit WIth thIS
ResolutIon m place, It IS ObVIOUS that thIS level of mcrease m cash flow IS stIll not enough to
meet the current reqUIrements of KazakhNefteProvod, due to years of neglIgence and
underfundmg of the system
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Graph 1 demonstrates the results ofmcreasmg the utIlIzatIOn rate of the YuzNefteProvod
system from 21 3 percent to 400 percent The reqUITed tanffrates m Table 5 usmg a target rate
of return of 15 percent, declme from 7 32 USD per 1000 tonne-kIlometers to 6 67 USD per 1000
tonne-kIlometers as a result of the stIpulated mcrease m through-put rates At the same tIme the
cash flow avaIlable to KazakhNefteProvod mcreases from 334 mIllIon USD to 63 2 mIllIon
USD ThIS results from the fact that fixed costs are now spread over a larger throughput ThIS IS
a WIn-wm SItuatIon for both customers and mvestors of the pipelme

Both Graph 2 and Table 6 demonstrate the results ofusmg a dIfferent rate of return on
tarIff rates As expected, the tarIff rates are lower for mne 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 mne 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 tanffrates WIll Improve the cash flow of KazakhNefteProvod
However, hIgher tarIff rates affect the profitabIlIty of shIppers (1 e , customers) Increases m
transportatIOn tanff rates can dIrectly translate mto shorter productIOn lIves of 011 fields and
result m lower total overall revenues to Kazakhstan It IS certam that Kazakhstan WIll get more
revenues from mcreased 011 productIOn rather than from unrealIstIcally hIgh tanff rates on
pIpelIne operatIons

ApPENDIX E REpORT OF THE STEERING COMMITTEE ~ E-17
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Graph 2 Tariff Rates I 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 011 pIpelIne tarIff methodology
SInce the Kazakhstan methodology does not clearly demonstrate a percentage rate of the return
to Investors, the tanff 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 maIntenance and capItal Improvement costs of 18 9 mIllIon USD The
mark-up amount of 8 2 mIllIon USD provIded under the Kazakhstan methodology IS too low to
ensure the reqUIred level ofcash flow needed for a posItIve rate of return

The USAID consultants recogmze 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, It IS
recommended that desIgn tanff rates be gradually Introduced The results of thIS
recommendatIOn are shown In Table 8 As an example, a general YuzNefteProvod system tanff
rate of 6 40 USD per 1000 tonne-kIlometers IS recommended for fiscal year (FY) 1998, WIth a
follow-up Increase to the deSIgn tanffrate of7 32 USD per 1000 tonne-kIlometers In FY1999
In a SImIlar fashIon, the recommended tanff 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 tarIff
rates for the AktyubInsk system are 1040 USD per 1000 tonne-kIlometers for FY1998 and 11 37
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ConcluslOnslRecommendatIons

--------------- HaglerBaJily ---------------

Recommended TarIff Rates for FY1998
(USn per 1000 tonne-kIlometers)

,~

700

640
880

1040

YuzNefteProvod
Pavlodar
Aktyubmsk

EntIre System

1 The tanff methodology recommended by the USAID consultants IS an mternatIOnally
acceptable cost-of-service rate-of-return based methodology, whIch meets the basIc
reqUIrements of transparency, obJectIvIty, and balance m fixmg tarIff rates of a
monopoly

3 In detennmmg these proposed tarIff rates, the USAID consultants have assumed that
KazakhNefteProvod WIll mcorporate needed effiCIencIes and cost-cuttmg actIVItIes mall
areas and dIrect as much effort as pOSSIble mto mamtenance and rehabIlItatIOn of used
and useful assets

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 mcreases m tanffs
are not the solutIOn to raIsmg the reqUIred cash flow However, the mtroduction of an
mternatIOnally accepted and proven tanff methodology WIll mstIll confidence m the
mtematIOnl finanCIal commumty to facIlItate addItIonal non-eqUIty fundmg

4 Balanced agamst 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 Usmg the rate deSIgn pnnciple of "gradualIsm", the USAID
consultants recommend the followmg rates for FY1998

USD per 1000 tonne-kIlometers for FY1999 From an overall perspectIve for
KazakhNefteProvod, the Impact ofprovIdmg for the graduatIOn oftanffrates m thIS manner IS to
produce a net cash flow for FY1998 of35 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
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5 Usmg the proposed methodology wIth the current data and mformatIOn that was made
aVailable, the USAID consultants recommend the followmg tarIff rates for FY1999

9 USAID consultants are recommendmg that the current KazakhNefteProvod leVIed
export surcharge be elImmated once the new tanffs are m place The proposed

793

732
968
11 37

EntIre System

YuzNefteProvod
Pavlodar
Aktyubmsk

8 The USAID consultants recommend that the proposed tarIff rate methodology be
refined to develop a complete menu oftanffs on a cost-causatIon basls,that
KazakhNefteProvod serve as a model for the tranSItIOn to Kazakhstan's reVIsed
accountmg standards, and that KazakhNefteProvod buIld a foundatIOn to offer alternatIve
mcenTIve tanff rates to customers,

Recommended Rates for FY1999
(USn per 1000 tonne-kIlometers)

7 The USAID consultants recommend that KazakhNefteProvod conduct mformal
meetmgs With theIr customers and obtam dIrect mput on the proposed mcrease for tarIff
rate levels The customers may be wIllmg to support hlgher-mvestments, If
KazakhNefteProvod can guarantee the elImmatIOn ofbottlenecks, an Improvement m
operatmg effiCIency, and mcreased relIablhty m a relaTIvely short TIme frame ThIS
cooperatIOn would enable the customer to get more 011 shIpments to market, resultmg m
mcreased cash flow and mcome

6 The USAID consultants recommend that a qualIfied 011 field engmeenng and
accountmg firm expenenced m the valuatIOn of eXlstmg 011 field mfrastructure perform a
physIcal mspectIOn of the system, aSSIgn a value to used and useful assets, estabhsh the
useful hfe 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 Accountmg Standards be undertaken as soon as
pOSSIble to ensure that ItS financIal reports accurately reflect ItS costs of operaTIon
USAID currently has avaIlable technical experts that can aSSIst KazakhNefteProvod WIth
such converSIOn and proVIde It With trammg m mternatIOnal accountmg practIces
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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 mdependent regulatory
commISSIon be created to ensure that the 011 pIpelIne tarIff methodology Is-properly
structured and that tanff rate declSlons are made m a transparent forum WIthout undue
polItIcal or mdustry mfluence The mdependent regulatory commISSIOn should have
regulatory authonty over 011 and gas sector operatIOns

11 The USAID consultants belIeve the pipehnes ofKazakhstan are a strategIc asset
An evaluatIOn should be conducted by the Repubhc to determme how the pipeime
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 mmeral
resources must be balanced agamst the funds collected from pipelme taxes and dIvIdends
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TABLE 1

PROPOSED TARIFF ACCORDING TO OLD SYSTEM

Aktau-Atyrau Pavlodar Aktyubmsk

Throughput
mm km tonnes 13,19300 2656 976

MM tenge I MM $ MM tenge I MM $ MM tenge I MM $

Depreciation 3486 46 2804 37 602 08

Capital Improvements 9417 126 3404 45 889 1 2

TotalO&M 3,501 0 467 1,001 4 134 2646 35

Taxes 4259 57 1728 23 483 06

Total Expenses 5,217 1 696 1,7950 239 4621 62

Markup 2,0563 274 1233 16 1400 1 9

Income Tax 6169 82 - - - -
Total Revenue 7,8904 1052 1,9183 256 6021 80

Tanff (1,000 km t) t 598 $797 t 722 $963 t 617 $823

'Q
9/28/98 Exchange rate used for calculations IS 75 tenge/$



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

Aktau-Atyrau Pavlodar Aktyubmsk

Design Capacity accordmg to
the model

MM km tonnes 61,8370 68,92500 6,3600

Actual Throughput

MM km tonnes 13,1930 2,65600 97600

% Utilization 213 39 153

Value of the Pipeline based on
the model ($ MM) 779 980 162
Derated Value ($ MM) 1662 378 248

MM $ MM $ MM$

Depreciation (5%) 83 1 9 14

O&M 467 134 35

Taxes 57 23 06

Income Tax 108 24 1 7

Return on Equity (15%) 251 57 39

Cost of Service 966 257 11 1

Tariff Rates
$/1,000 km t 732 968 11 37
Tenge /1,000 km t 549 726 853

Cash Flow $ MM 334 76 53

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

9/28/98

TABLE 2

PROPOSED TARIFF ACCORDING TO NEW SYSTEM

Exchange rate used In calculations IS 75 tenge/$



TABLE 3

ECONOMIC ANALYSIS

NEW SYSTEM OLD SYSTEM

$MM $MM

Depreciation 116 92

O&M 636 636

Taxes 86 86

Capital Improvement NA 183

Income Taxes 149 11 7

Return on Equity (aftertax 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 463 298

123%

$2288 MM

$1,921 MM

16,825 MM km t

137122 MM km t

Exchange rate used In calculations IS 75 tenge/$

% Utilization

Derated Value

Total design capacity according to the model

Actual Throughput

Total depreciated Investment of the whole
system (3 divIsions) based on the model

9/28/98

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I



TABLE 3

ECONOMIC ANALYSIS

NEW SYSTEM OLD SYSTEM

$MM $MM

Depreciation 116 92

O&M 636 636

Taxes 86 86

Capital Improvement NA 183

Income Taxes 149 11 7

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 11,000 km t 595 619

Cash Flow 463 298

Exchange rate used In calculations IS 75 tenge/$

123%

$2288 MM

$1 921 MM

16825 MM kmt

137122 MM km t

% Utilization

Actual Throughput

Derated Value

Total design capacity according to the model

Total depreciated Investment of the whole
system (3 divIsions) based on the model

9/28/98
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% Utilization 12 3%

Derated Value $228 8 MM

TABLE 4

Actual Throughput 16,825 MM km t

Exchange rate used In calculations IS 75 tenge/$9/28/98

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

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

1 O&M - In the new system maintenance IS Included and In the old system It IS not Included

NEW SYSTEM OLD SYSTEM
NEW SYSTEM

CASE 1

$MM $MM $MM

Depreciation 11 6 92 11 6

O&M1 636 636 921

Taxes 86 86 86

Capital Improvement (Maintenance) NA 183 NA

Income Taxes 149 11 7 149

Return on Equity (after tax 15%) 347 NA 347

Mark Up2 NA 274 NA
Cost of Service 1334 1388 1619

TARIFF RATES

$/1000 km t 793 825 962

Tenge 11,000 km t 595 619 722

Cash Flow 463 298 463
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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%) 470
Cost of Service 1650

Tanff Rates
$/1,000 km t 667

Exchange rate used In calculations IS 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 11 6 116 11 6

O&M 636 636 636

Other Taxes 86 86 86

Income Tax 89 11 8 149

Return on Equity 206 275 347

Cost of Service 1133 1231 1334

Tanff Rate $/1,000 km t 673 732 793
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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 1 0

Income Tax 00 72

Mark Up 35% 82 00

Return on EqUity 00 168

TOTAL 314 472

Cash Flow 94 20

DCF Rate of Return negative 15%

Tanff $/1,000 km t 449 674
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TABLES

RECOMMENDED TARIFF RATES AND CASH FLOW

1998 1999

Tariff Cash Flow TarIff Cash Flow
$/ton 1000 km $MM $/ton 1000 km $MM

Aktay-Atyrau 640 2490 732 3340

Pavlodar 880 600 968 760

Aktyubmsk 1040 470 11 37 530

Entire System 700 3560 793 4630
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APPENDIXF

RESOLUTION

WHEREAS, the Umted States Agency for InternatIOnal Development (USAID) receIved a
request from the former MInIstry ofOd and Gas Industry of the Government of the RepublIc of
Kazakhstan to provIde techmcal assIstance In the development and ImplementatIon of an InternatIOnally
acceptable 011 pIpelIne 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, KazTransOIlls an Independent state-owned company and operator of the
Government of the RepublIc ofKazakhstan 011 pIpelIne transportatIOn system, servIng as a common
carner and allowIng open access for all shIppers of 011,

WHEREAS, KazTransOd and USAID agreed to form an Od PIpelIne TarIff Methodology
SteerIng CommIttee (SteerIng CommIttee) to prOVIde gUIdance and dIrectIon In the development of an
acceptable 011 pIpelIne tarIff methodology,

WHEREAS, KazTransOd chaIrs the SteerIng CommIttee, whose desIgnated members Included
the former MInIstry 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, KazakhOII,
the Kazakhstan Petroleum ASSOCIatIon (IncludIng representatIves from BrItIsh Gas, Chevron, Mobil Od,
Oryx Energy, Unocal, and others), and USAID,

WHEREAS, the Imtlal meetIng of the SteerIng CommIttee was convened on 21 AprIl 1997, for
the purpose of defimng the GUIdIng PrIncIples to be used In the development of the tanff methodology,

WHEREAS, these GUIdIng PrIncIples Include (1) a cost of service rate of return tanff
methodology that IS acceptable to customers, InternatIOnal fundIng InstItutIOns, owners, and Investors (II)
only faIr and reasonable admimstratIve, operatIOns, and maIntenance costs allowed In the rate base, (111) a
transparent tarIff development process, (IV) objectIve tanff rates representIng a balance of Interests, (v)
only used and useful assets allowed In the rate base, (VI) establIshment of a foundation for alternatIve tarIff
methodologIes would be establIshed, and (vn) ImplementatIon of the new accountIng system that complIes
WIth InternatIOnal standards by KazTransOtl,

WHEREAS, the USAID consultants, pursuant to the ongoIng adVIce and gUIdance ofthe SteerIng
CommIttee collected data and InformatIOn, conducted research, and negotiated key Issues to develop a
recommended od plpehne tanff methodology based upon the GUIdIng PrInCIples,

WHEREAS, at the fifth SteerIng CommIttee meetIng on 25 September 1997, the final draft
recommendatIOn ofthe 011 pIpelIne tarIff methodology was presented In a report and accepted In prInCIple
by KazTransOd and the Steenng CommIttee members,

WHEREAS, the underSIgned agree that the attached "Methods For CalculatIng TarIffs For
PumpIng Od Through The PIpelInes" (Attachment 1) meets the GUIdIng PrInCIples as establIshed by the
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ApPENDIX F ~ F-2

SteerIng CommIttee, and that the proper ImplementatIon of thIS recommended 011 pIpelIne tanff
methodology wIll contnbute to relIable and effectIve 011 transportatIon, for the mutual benefit of 011
producers and shIppers and the RepublIc of Kazakhstan 011 pIpelIne transportatIon sector,

WHEREAS, adoptIon of the recommended 011 pIpelIne tarIff methodology, whIch meets world-class
practIces and standards, would be consIdered by the InternatIonal Investment commumty 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 Tariffs For
PumpIng Od Through The PIpelInes" be adopted by the Government ofthe RepublIc ofKazakhstan and
fully Implemented by the begInnmg of FIscal Year 1998, and

BE IT FURTHER RESOLVED THAT, the undersIgned endorse the adoptIOn of the Steermg
CommIttee "RecommendatIons For The Od PIpelIne TanffMethodology" (Attachment 2) by the
Government ofthe RepublIc ofKazakhstan, whIch wIll serve to enhance the effectIveness of the
methodology

Executed thIS _ day ofNovember 1997
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ApPENDIX F • F-3

ATTACHMENT 1

METHODS
FOR CALCULATING TARIFFS

FOR PUMPING OIL THROUGH THE PIPELINES

PRODUCTION UNIT KAZTRANSOIL
AND ITS OPERATING DIVISIONS
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ApPENDIX F ~ F-4

1 GENERAL PROVISIONS

lIThe transportatIon tanff calculatIOns proposed under this methodology provide
for the recovery ofall operatmg costs and a return on rate base

1 2 In order to produce fair and reasonable tanff rates for shippers, pipelIne
transportatIOn tanffs shall be calculated as a sum of a base transportatIOn rate and vanous nders for
addItional services The base transportatIOn rate IS charged for standard / basIc servIces provided to all
shippers RIders are charged for additIOnal services related to storage, loadmg, heatmg of hIghly VISCOUS
011, treatment of oIl with fnctIOn agents to reduce pour pomt temperature, usage of additIves to reduce
hydraulIc losses and to mcrease pipelIne throughput, usage of corrosion mhIbltors to mmlmlze corrosive
enVIronment m a plpelme, compoundmg (blendmg) of oll to obtam certam crude charactenstics reqUIred
by users (salt content, pour pomt, denSIty, etc ), and other simllar technological processes

Each shIpper shall pay only forthe servIces prOVIded by the pIpelIne transportatIon natural monopoly and
used by the shipper

1 3 Rate of return shall be calculated as a certam percentage ofthe value of the
used and useful assets

1 4 All costs shall be dIrectly assIgned, or allocated, mto three major expense
categones

(l) operatmg expenses,

(2) mamtenance expenses,

(3) and general and admmistrative expenses (see AppendiX 2)

Costs shall be assIgned mto expense categones whIch wlll be accumulated for the basIc crude 011
transportatIOn rate by sectIOn, and each of the mdividual nders

Jomt and shared costs, such as wages ofheadquarters staff shall be allocated to each operatmg divIsion,
then attnbuted to mdIvldual lIne segments

1 5 All property shall be recorded and separately speCIfied m the accounts of a
pIpelIne natural monopoly and shall be wntten out of the accounts when the property IS retired and/or
replaced (See AppendIx 3)

I 6 TransportatIon throughput and the volumes whIch reqUIre heatmg, ShIp
and rallroad loadmg, storage, etc, Will be speCIfied m total for the whole of the pIpelIne natural monopoly
, separately for all of ItS divIsions, and withm each of ItS divISIOns, and shall be recorded m tonnes and/or
tonne-kllometers dependmg on the type of servIces proVIded

,kt
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ApPENDIX F • F-5

1 7 Depreciation shall be recorded, pursuant to Kazakhstan laws decrees, and
regulatIOns and approved depreciatIOn schedules, m accounts consistent with the property accounts
establtshed to record property assets

2 THE PROCEDURE FOR TARIFF RATE REVISIONS

The pIpeltne transportatIOn natural monopoly shall apply for tarIff rates on 1 December every year
However, to reflect slgmficant changes m cost, the PIPeitne 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 plpelme company to seek addItional mcreases The pIpelme company seekmg an mcrease
should submit the followmg documents to the authorIzed rate-settmg authorIty

2 1 Records, reflectmg historIcal actual data ofthe natural monopoly's expenence
for the prevIous penod (12 months) (m the case ofa new service forecasted data for an approprIate perIod
should be proVIded),

22 CalculatIons for JustIficatIon of the new tarIff rates

2 3 The actual data should mclude

2 3 1 The throughput data for each category of tarIffs for the speCIfied perIod, compIled m accordance
wIth the provIsions of this document

2 3 2 A Itst of the total cost of servIce, by Ime section, for the test perIod consIstmg of

(1) OperatIOn and mamtenance costs
(a) operatIon expenses
(b) mamtenance expenses
(c) admImstratIve and general expenses

(2) DepreCiatIOn

(3) Taxes Other Than Income Taxes

(4) Amount of return on assets With supportmg documentatIon for the rate of return

(5) Income Taxes

2 3 3 These costs must be separated mto the respective transportatIOn rate categorIes and tarIff rIder
categorIes as follows

(1) Total operatIOn and mamtenance costs that relate to the special rIders shall be separated and subtracted
from the other operatIons, mamtenance, and general expenses ThIS should be performed for the heatmg
tarIff and loadmg tarIff, and any other specIal tarIffs sought by the pipelIne such as a VISCOSIty tarIff
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ApPENDIX F ~ F-6

(a) For example, to produce a rate for a heatmg tarIff, add the fuel used for heatmg, the wages of the
employees who operate the furnace, an allocatIOn of mamtenance employee wages, and an allocatIOn of
social 10surance and other personnel related overhead costs related to the employees time identified for
thIS rIder
(b) ThIS amount should not be 10cluded 10 the costs 10cluded for the development of the mam (or trunk)
pIpelIne transportatIOn rate

(2) The remamder of the total operat1Og costs, the depreCIatIOn assOCIated wIth the phYSical assets of each
pipehne system and an allocatIOn ofcommon phySIcal assets to each plpehne type, the taxes assOCIated
wIth the 10dIvIdual pIpelIne system, and the amount of return and mcome taxes assOCIated with the three
prImary systems should be compiled on an 10divIdual baSIS WIth10 types of systems (for example, trunk
hnes) 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 1Oto consIderatIon
for the transportatIOn rate calculatIOn and shall consIst of the follow1Og

(1) beg1On1Og balance ofproperty values mmus accumulated depreCiatIon

(2) workmg capItal, mclud10g cash, materIals and supphes, prepayments, and 011 mventory owned by the
natural monopoly,

(3) and accumulated capItal such as accumulated deferred mcome, customer advances 10 aid of
constructIOn, and customer deposIts

2 3 5 The natural monopoly shall proVide a statement of all revenues for a specIfic perIod m accordance
WIth the revenue account1Og categorIes and shall also provIde specIfic 1OformatIOn for those categones
that reqUire an 10crease A natural monopoly's total revenues shall be used to meet ItS revenue
reqUirement and these revenues would 10clude mterest earned from finanCial 1Ostitutlons, and any other
directly related sources ofcapital, such as the 011 export surcharge fee

2 4 The apphcatlon and calculatIOns for the a base transportation rate shall mclude

2 4 1 The apphcatIOn shall compute the return on rate base by multIply10g the rate of return tImes the
rate base assets

Cash + Supplies and Materials + Pipeline Owned Oil Inventory + Prepaid Deposits = Working
CapItal

Working Capltal- Current LIabilIties = 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

2 4 2 The apphcatIOn shall compute the total operatmg expenses by add10g the costs of operatIons,
ma1Otenance, and general and adm10IstratIve expenses together
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ApPENDIX F ~ F-7

Total Operatmg Expenses =Operations Expenses + Mamtenance Expenses + AdmmlstratIve and
General Expenses

2 4 3 The applIcatiOn shall compute the total depreciation by addmg together all the separate
depreciatIOn amounts for the mdlvldual pipes, pumps, etc - depreciated m accordance With current
approved deprecIation schedules

Depreciation =Depreciation Lme Pipe + Depreciation Pumpmg EqUIpment + DepreciatIOn Trucks
+ DepreciatIOn of All Other DeprecIable Property

2 4 4 The applIcatIon shall lIst the total of all taxes other than mcome taxes

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

2 4 5 The applIcation shall compute the total expenses other than mcome taxes by addmg the total
operation and mamtenance expenses, the deprecIatIOn, and taxes other than mcome

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

2 4 6 The applIcation shall compute the taxable IDcome and mcome tax

Taxable Income = Total Current Operatmg Revenues - Expenses Other Than Income Taxes

Income Tax Rate =Tax Rate ApplIcable Durmg Current Year
Current Income Taxes =Income Tax Rate x Current Taxable Income

2 4 7 The applIcation shall compute for comparIson purposes the current rate of return by takmg the
total current operatmg revenues, subtractmg total operatmg expenses other than mcome taxes, and
subtractmg current mcome taxes to equal current net operatmg mcome Current net operatmg mcome
divided by the rate base equals the current rate of return

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

Current Net Operatmg Income = Current Rate of Return
Rate Base

2 4 8 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 mcrease by subtractmg the current
revenues from the revenue reqUirement
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ApPENDIX F ~ F-8

Revenue Increase = Revenue ReqUIrement - Current Revenues

2 4 10 The applIcatiOn shall calculate the new transportatIon rates by dIvIdmg the revenue reqUIrement
for each servIce by the respectIve throughputs

Revenue ReqUIrement = TransportatIon Rate
Throughput
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ApPENDIX F .. F-9

Appendix I

Terms and DefimtiOns

AmortIzatiOn - the gradual extmgmshment of an amount m an account by dlstrlbutmg such amount over a
fixed perIod, over the lIfe of the asset or lIabIlIty to which It applIes, or over the period durmg which it is
anticipated the benefit wIll be realIzed

Book Cost - the amount at which assets are recorded m 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 IS constructed as closely as pOSSIble based on the real cost of provldmg the
servIce plus a return on rate base

DeprecIatIon - the loss m servIce value not restored by current mamtenance and mcurred m connectIon
with the consumptiOn or prospectIve retIrement ofproperty m the course of servIce from causes agamst
which the natural monopoly IS not protected by msurance, and the effect ofwhIch can be forecast wIth a
reasonable approach to accuracy

Gathermg Ime - a system for the gathermg and collectiOn of 011, Oil products and other commoditIes from
011 field, refinery, or other sources and delIvery to the storage tanks or mtake Side of the manIfold of the
trunk lIne

Heatmg rIder - the cost of heatmg m tonne-kllometers or 1000 tonne-kllometers Oil to improve its flow
characterIstIcs

Loadmg rider - the cost of loadmg of one tonne of Oil mto tank cars or a tanker at the given loadmg pomt

Net Workmg Capltal- workmg capItal less current lIablhties

PIpelIne tarIff - a formal document which establIshed the terms, condItIons, and rates under which a
pIpelIne transportation natural monopoly provIdes servIces to ItS customers The rate IS usually expressed
as cost per tonne, per tonne-kIlometer, or per 1000 tonne-kllometer

Product Ime tariff - a separate tarIff for the transshlppmg of refined products as opposed to crude Oil

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

Rate Of Return - a percentage multIplIed tImes the value ofthe rate base, whIch represents the opportumty
to earn mcome to provide dIvIdends to mvestors and to retam earnmgs for the natural monopoly - the
retamed earnmgs may be used to retIre past capItal mvestments and prOVide for future capItal
mvestments
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ApPENDIX F • F-IO

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 mcome 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 m return as a share of net mcome

Salvage Value - the amount received or estimated to be received from property retIred less any expenses
mcurred m connectIOn With the sale or preparmg the property for sale, or, If retaIned, the value at which
the recovered materIal IS chargeable to the materIal and supplIes account or other approprIate account

Service Life - the perIod between the date that property IS placed m service and the date of ItS retirement

Service Value - the book cost less the actual or estimated net salvage value of property

Storage Rider - the cost of stormg ofone tonne of 011 In storage tanks for specified perIod of tIme

StraIght-Lme Method - applIed to depreCiatIon and amortIzation accountmg, means the plan under which
the servIce value ofproperty IS 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 ofa natural monopoly's servIces as a result of
chargIng the approved tanff rates

VISCOSity Rider - the cost of transportIng 011 ofhigh or medIUm VISCOSity through a natural monopoly
pipelIne system, whIch results from addItional costs

WorkIng Capltal- the cash, supplIes and materIals, pipelIne owned oIl mventory and any pre-paid depOSIts
which represent the readIly convertIble sources offunds that a natural monopoly may need to meet
ImmedIate needs
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ApPENDIX F ~ F-II

AppendIx 2

DetaIl ofAccounts

Subaccounts should be establIshed for each category ofcosts lIsted m thIS appendIX as a subordmate Item
m accordance wIth the newly establIshed accountmg system of Kazakhstan

Property Accounts

RIght of way, e g, a sectIon ofnght away

Lme pIpe - pIpe used for transmISSIon of petroleum should be recorded m separate accounts from pIpe
dedIcated to gathermg systems, refined products, etc

Lme pIpe fittmgs - as assocIated wIth the Ime pIpe recorded m Item 1 above

Plpelme constructIon cost pertammg to a umt of Ime pIpe

BUIldmgs, for example, a complete bUIldmg, an entire roof, a complete fire escape, a complete heatmg
system, an elevator complete wIth operatmg mechanIsm

BoIlers

Pumpmg EqUIpment, for example, a complete engme wIth or wIthout foundatIon, a complete pump wIth
or wIthout foundatIOn, or a power-transmIssIon system

Machme tools and machmery, for example a machme tool, a foundatIOn specIal to a machme, a motor,
generator, steam engme, pump, ventIlatmg fan, or other SImIlar eqUIpment, a COllI-handlIng system, an
ash-handlIng system, a furnace, and a bOiler

Other statIon property WhIch was charged to the pIpelIne property account

011 tanks, for example a complete Oil tank WIth or WIthout grade and fire walls, a fire wall, a tank grade

DelIvery faCIlItIes, for example, a motor, generator, engme, pump, or SImIlar eqUIpment, a delIvery-pIpe
system, a complete wharf, a sectIOn ofwharf, a pIle cluster or dolphm, a complete loadmg or unloadmg
rack, or a complete raIlroad sIdmg

CommumcatIOns systems, for example, a complete SWItchboard

Telegraph and telephone outSIde plant, for example, a contmuous sectIon of one kIlometer ofaenal WIre,
a sectIon of350 meters ofaenal cable, a sectIOn of 150 meters of submarme cable, a sectIon of 150 meters
of condUIt, a contmuous sectIon of35 poles, or a case of eqUIpment, such as loadmg coIl or
autotransformer
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Radio and wireless eqUipment, for example, a transmlttmg set, a recelvmg set or an antenna, complete or
without supports

Office Furniture and EqUIpment, for example, each complete Item offurniture or eqUIpment the book cost
ofwhich was charged to the pipeime property account, such as - desk, chair, table, davenport, typewrIter
computmg machme, rug, carpet, or other floor covermg for one room

Vehicles and other work eqUIpment, for example" a passenger automobIle or truck wIth or without a
body, a tractor, a pole derrIck, power wmch, earthbormg machme, or traIler

Other property, for example, each complete Item of property the book cost of which was charged to the
pipehne property account whIch has not been hsted elsewhere

Total Operatmg Expenses

Operations expenses mclude

salarIes and wages, mcludmg pay for holIdays, vacations, sick leave, and simIlar payroll dIsbursement for
employees directly engaged m transportation operations, supphes and expenses, outSIde servIces,
operatmg fuel and power, and 011 losses and shortages

Mamtenance mcludes

salarIes and wages, supphes and expenses, outSide servIces, and mamtenance 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, msurance, casualty and other losses, and pIpelIne taxes of all kmds, except Income taxes, relatmg
to pipelIne property, operations, prIVileges, and hcenses
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AppendIx 3

SAMPLE TARIFF SHEET

The followmg IS a sample tanff sheet and IS provIded m an advIsory capacIty only

Ongmal Sheet No __
KazTransOIl
Almaty, Kazakhstan

CRUDE OIL OR TRUNK TRANSMISSION TARIFF
AvaIlabIlIty

ThIS servIce IS avaIlable, on an equal basIs, from KazTransOIl to all ShIppers, provIded that
KazTransOIl has sufficIent capacIty to receIve from or on behalf of ShIpper, and delIver to or for the
ShIpper, and who
desIres transportatIon servIces,
IV executed a transmISSIon agreement, and
V complIes wIth the provISIons ofthIS rate schedule and all other applIcable provISIOns ofthe

complete tanff

ApplIcabIlIty

ServIce under thIS tanff IS avaIlable to transmIt crude 011 over the plpelmes trunk hnes to
connectIon WIth other pIpelInes, and to onshore termmahng, storage, and offshore termmalIng The crude
011 may be receIved from the shIpper's gathenng system, storage system, another pIpelIne, raIl or dock
faCIlItIes

The followmg 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, m the amount ofx%, ofall throughput shall be retamed by KazTransOIl to cover
measurement error and lIne losses

SpeCIal CondItIOns

a All charges made pursuant to thIS tanff are subject to the applIcatIOn ofthe value added tax, whIch
shall be applIed to the total amount of thIS mVOIce and added to the mVOIce
InVOIces rendered under thIS tanff are net and wIll be mcreased by 10%, Ifnet mVOIce IS not paid wIthm
30 days from the date of the bIll
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ServIce rendered under thIs tarlff]s subject to Rules and RegulatIOns 10 effect at the time of the service
prOV]SlOn
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Issued by xxxxxxx
Issued on xxxxxxx

Effective xxxxxx
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SAMPLE RIDER SHEET

ApplIcabIlity

Special ConditIons

Effective xxxxxx

ThiS service IS avaIlable, on an equal baSIS, from KazTransOIl to all Shippers, who
deSire transportatIOn services,
VI have the capabilIty ofdelIvermg oIl mto the pipelIne operatmg system,
VII have executed a transmiSSion agreement With the pipelIne, and
VIII comply With the provIsions ofthls rate schedule and all other applIcable prOVISIOns of the

complete tanff

Ongmal Sheet No __
KazTransOl1
Almaty, Kazakhstan

HEATING TARIFF RIDER
AvaIlabIlity

Crude oIl delIvered to the pipelIne which reqUIres heatmg due to pour pomt or due to VISCOSity Will be
charged a rate m addition to the base transportation rate to recovery the costs ofheatmg the oIl all which
does not requITe heatmg, or 011 transported on operatmg lInes Without heatmg abilIty, Will not be charged
the heatmg nder

The rate IS as follows
$ x xx per Thousand Tonne-KIlometers

All charges made pursuant to thiS tanff nder 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 mVOIce
InVOices rendered under thiS nder are net and wIll be mcrease by 10%, If net mVOIce IS not paid wlthm 30
days from the date of the mVOIce
Service rendered under thiS nder IS subject to Rules and RegulatIOns m effect at the time of the service
prOVIsion

In the development of transportation tariffs, It IS common to develop nders 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 ofthe customer The followmg IS a sample tanff nder and IS provided for IllustratIOn
purposes only

Issued by xxxxxxx
Issued on xxxxxxx
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Appendix 4

Rate of Return

EstablIshmg a rate of return for rate-makmg purposes IS a regulatory concept designed to produce an
amount of funds to pay the natural monopoly's mvestors 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
contmue to attract capital The rate of return should not be so low as to ImpaIr the natural monopoly's
abilIty to attract capItal, nor should It be so high as to be unreasonable compared to earnmgs of simIlar
mvestments mvolvmg comparable rIsk

In a regulatory system of rate deSign, great dependence IS made on usmg 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 IS mhlblted m any way from usmg vanous
financIal plannmg calculatIOns such as simple payback, or mternal rate of return, or others, for budgetmg
or capital asset plannmg

In developmg a rate of return for rate-makmg purposes the followmg elements should be considered

the baSIC rate of return for capItal employed, the addItIOnal return reqUIred to reflect mdustry nsk, the
addItIOnal return reqUIred to reflect the corporate and finanCIal structure nsk of the company wlthm the
mdustry, and, the additional return reqUIred to reflect country rIsk (polItIcal, economiC, legal, regulatory,
etc)

In order to msure stabilIty of tariff rates, all rates are recommended to be benchmarked m US dollars
Rates are to be paId 10 Kazakhstan Tenge m accordance WIth the exchange rate on the day of finanCIal
transactIon

The baSIC rate of return IS establIshed usmg the mterest rate paId on the most stable capital mvestment
avaIlable In thiS particular case, mternatIonal markets support the use of 30-year US treasury bonds as a
foundatIon for the establIshment of rates of return ThiS IS referred to as the "rIsk free" or free ofdefault
factor An mvestor m these seCUrIties would expect that at the end of the mvestment perIod the ongmal
mvestment plus mterest WIll be receIved

The addItIOnal return reqUIred to reflect mdustry rIsk IS a measure of the uncertamtIes of the mdustry 10

comparIson to other mdustrles That IS, WIll a natural monopoly operatmg an OIl pIpelIne transportatIon
system be less lIkely to be able to repay an mvestment than another more stable busmess In the oIl and
gas sector, mvestments m plpelmes are usually not as nsky as mvestments m 011 and gas exploratIOn

Structural rIsk depends upon the characterIstIcs of the mdustry and the speCific corporate and financIal
structure of the natural monopoly To the extent that mdlces are compIled or available, these mdlces can
be exammed to determme the default rates on busmesses of this nature In addition to these mdlces, an
mdlvldual exammatlOn of the corporate and finanCIal structure and the natural monopoly's abilIty to
obtam revenues to meet ItS expenses must be performed

Country rIsk mcludes varIables that affect the abilIty of the natural monopoly to repay mvestment due to
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potential problems ansmg from poltt]cal, economIC, legal, and regulatory changes These changes can
affect the ownership ofthe assets, the operatIOns ofthe natural monopoly, and Its cash flows and returns
on mvestment Dunng an unstable pohtlcal penod wlthm a country, mvestors may not be confident of the
government's legal and regulatory framework w]thm whIch the natural monopoly operates Poht]cal ns'"
mcreases when pohtIcal governance IS m turmOIl, democratic mst]tutlOns are Immature and mexpenenced
and corruptIOn eXists Econom]c uncertamty can be generated by confl]ctmg or unclear monetary pohcy
fiscal pohcy, balance of payments and exchange rate pohcy, economic protectIOnISm, economic
development pohcles, and changmg taxatIOn structures

An mdependent OIl and gas regulatory agency would consIder the sum of these four factors to determme
an appropnate rate of return m the preparatIOn of rates for a natural monopoly

r~
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ATTACHMENT 2

RECOMMENDATIONS FOR THE OIL PIPELINE TARIFF METHODOLOGY

It IS recommended that

1) The Government of the Repubhc of Kazakhstan adopts the "Methods For Calculatmg Tanffs For
Pump109 011 Through The Pipelmes" (Methods) and elaborates detaIled "InstructIOns For Usmg The 011
Pipehne TanffMethodology" (InstructIOns) The eXIstmg current mstructions would need to be replaced
and brought mto complIance with the recommended OIl pipeime tarIff methodology

2) The Government of the Repubhc of Kazakhstan creates an mdependent Oil and Gas Regulatory
Agency (not subject to undue polItICal and mdustry mfluence) that mcludes wlthm ItS portfoho of
responsIbilItIes the ObjectIve regulation oftanffs consistent with the ResolutIOn GUIdmg Prmclples

3) "The Tanff Surcharge For 011 Export", which was adopted on 23 December 1996 by jomt
Decrees No 7/122 of the Mmlstry of 011 and Gas Industry and No 1-2942 of the State Committee on
Antimonopoly and Pncmg Pohcy of the Government of the Repubhc ofKazakhstan, IS elImmated after
ImplementatIon of the recommended pIpelIne tanffmethodology

4) the Government of the Repubhc of Kazakhstan ehmmates KazTransOIl from the Attachment to
ResolutIOn No 1207 "On Improvmg Effectiveness of State Property Management", which was adopted on
1 August 1997, so that KazTransOIlIs not reqUIred to make payments of no less that 50 percent of net
profit to the Government budget

5) KazTransOIl undertakes a full converSIOn to the new accountmg system adopted by the
Government ofthe Repubhc ofKazakhstan, which mcorporates mternatlonal accountmg standards

6) KazTransOIl conducts meetmgs with their shippers to

resolve senSItive tarIff and pncmg Issues
IX enhance mvestment opportunities
X create loans for mfrastructure development
XI ensure payment schedules are mamtamed
XII pnorItlze needed rehabilItatIOn and expanSIon efforts

7) The 011 Plpehne TarIff Methodology Steermg CommIttee contmues to meet regularly to

refine the recommended methodology and develop the detaIled "InstructIOns For Usmg The 011 Plpehne
TarIff Methodology"
XIII desIgn transparent tarIff sheets and rIders
XIV unbundle speCIal pipelme services accordmg to costs
XV assIst m the promotion and ImplementatIOn ofthe recommended methodology
XVI mtroduce alternative tarIff methodologies for certam CIrcumstances



I have worked With the Federal Energy Regulatory CommIssIOn (FERC) for four years and With
Oryx Energy Company and ItS predecessor company for 17 years (The FERC IS the USA's
mdependent regulatory body responSIble for the overSIght of 011 and gas pIpelIne tanffs) In these
20 years of expenence I have not run across 011, or natural gas, tanff rates based on fundmg
PROJECTED capItal projects and mcludmg a concept of mternal rates ofreturn, except for 011
plpelmes m the Former SOVIet Umon

It has come to my attentIOn that there may be some consIderatIOn bemg gIven to utilIzmg a tanff
methodology that funds planned future capItal constructIOn projects out ofcurrent 011 plpelme
tanffs and mcorporates some form ofmternal rate of return WhIle thIs form oftarIff
methodology may have a sense of comfort to you and your colleagues as It more closely
resembles the old SOVIet style of establIshIng plpelme tanffs, I urge you to take a close look at
the work done by Hagler BaIlly m cOnjunctIons WIth the mput from the tanff commIttee WhIle I
don't agree With all the specIfics utIlIzed m theIr recommended tanffmethodology and tarIff
calculatIons, the fundamentals are well founded m mternatIOnally recogmzed regulatory
pnncipies to tarIff methodologIes and tanff calculatIOns As such, the recommendatIOns of
Hagler BaIlly can serve as a very good start on a transItIon toward full ImplementatIOn ofsuch
pnnclples
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Mr Nourlan D Kapparov
PresIdent, KazTransOIl
84 A Gogol Street
Almaty, Kazakstan

December 1, 1997

Re TanffRates

Dear Mr Kapparov,

ORYX

APPENDIXG

Oryx Kazakhstan
Energy Company
Office No 6
Interhotel Dostyk
Kurmangazy Street 36
Almaty, 480021
RepublIc of Kazakhstan
Telephone (3272)636868
Telefax (3272) 63-68-68
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InternatIOnally recogrnzed methodologIes recoup the cost of capItal projects AFTER the
constructIOn IS completed based on the pnnclple of the asset bemg used or useful If the capItal
project IS funded entIrely from debt, the cost of the debt (pnnclpal and mterest) IS fully recovered
by ItS mcluslon as a cost m the tanff calculatIon If the project IS entIrely funded from eqUIty, a
return component, based on nsk calculatIons for the mdustry, With appropnate add-ons for other
nsk factors, IS mcluded m the tanff calculatIOns If the projected IS funded from both debt and
eqUIty the tanff calculatIOn IS adjusted accordmgly The company IS free to earn a hIgher mternal
return If It can manage to operate WIth lower costs andlor hIgher throughput than those used m
the tanff calculatIOns

Oryx has been producmg 011 m Kazakhstan smce 1995 WIth our development work at Arman
and our antICIpated success m our exploratory efforts on our Mertvyi Kultuk acreage, we hope to
be producmg a substantIally larger amount of 011 m Kazakhstan m the future Also, we contmue
to evaluate other opporturntIes for 011 productIOn m Kazakhstan For these reasons we are very
mterested m 011 transportatIOn m Kazakhstan Our mam concerns mclude havmg a long term
stable envIronment wherem we can feel secure m bemg able to transport our 011 and that the tanff
rates WIll remaIn reasonably stable If we can not transport our oIl or, the cost of domg so raIses
substantIally, we nsk not recovenng our mvestment m producmg the 011 If thIS happens ItS hkely
we WIll mvest some place else where we can recover our mvestment and earn a reasonable
return

Oryx IS pleased to see the formatIon of the tarIff commIttee and the WIllmgness ofKazTransOIl
(KTO) to utIlIze an mternatIOnally recogrnzed tanff methodology Domg so begms to prOVIde the
stable envIronment mentIOned above because It prOVIdes the basIs for western banks to proVIde
funds for plpelme rehablhtatlon and such tanff methodologIes do not generally encounter
substantIal vanatIOns m tarIff rates over a penod of several years

I applaud the efforts KTO IS makmg to proVIde dependable transportatIon faCIlItIes and good
servIce ThIS IS eVIdence, m part by enlIstmg Hagler BaIlly to advIse KTO regardmg tanff
methodologIes, the formatIon of the tarIff commIttee to bnng Impacted partIes m on the process
as well as the hard work of many of ItS employees I smcerely beheve thIs IS the nght dIrectIon
and I encourage you to contmue on thIs path m heu ofadoptmg some hybnd of the SovIet style
of determmmg tanffs

I Wish you and KTO much success

Best regards,

WIlham A Conrad
Manager, InternatIOnal Marketmg
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TENGIZCHEVROIL
Hyatt Regency Rahat Palace Hotel

Busmess 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 (mt-l)

Fax (7-3272) 50 78 60
(7-3272)581-1437 (mt-l)

Umted States Agency for InternatIonal Development
Consultant Hagler Bailly

Att 011 Pipehne TanffMethodology Steenng CommIttee

It was our pleasure to serve on the Steenng COmmlttee as representatIves of Chevron, Mobll and
TengIzchevr011 We beheve the work of the commIttee IS an excellent foundatIOn for the future
bmldmg ofthe pipeime regulatory structure m Kazakhstan The cooperatIOn of Government,
Kazakhstan and InternatIOnal experts on tills commIttee hIghhghted a useful process for reachmg
understandmg on such Important Issues

We have reVIewed the ResolutIOn and RecommendatIOns that conclude the InItial work of the
Steenng CommIttee We can state for Chevron, Mobll and TengIzchevr011 that, we agree With the
methodology offered to the Repubhc The methodology prOVIdes a means to Idennfy and
calculate the factors that result m a tanff for pipeime transportanon ThIS methodology IS
conSIstent With those used m other countrIes We further support the eIght (8) recommendatIOns
attached to the Methodology It IS very Important that an mdependent pipeime transportanon
agency be created to assure an open and ImpartIal reVIew oftanff accountmg and to resolve any
dIsputes between the pipeime companIes and the sillppers

Furthermore, we would hke to state that we beheve there should be a Repubhc Government
StrategIC pohcy related to 011 pipehne transportatIOn The Repubhc IS 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 It to use the pipehne system as a utIhty to move 011
m the most effiCIent and low cost method Tills Will allow valuable capItal resources to remam
With the natIOnal and mternanonal 011 field compames for contmued rapId development of 011
productIOn for the benefit of the mvestors and the RepublIc

Chevron, MobIl and TengIzchevr011 are prepared to aSSIst m any future work of the commIttee or
work to help the Repubhc develop the 011 transportatIOn systems that Will serve our mutual
mterests
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Smcerely,

Robert WIllIams
Chevron & TengIzchevrOll

ApPENDIX G ~ G-4

Smcerely

KeIth SImpson
MobIl 011 Kazakhstan
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EXXON VENTURES (CIS) INC
8, Melmchnaya Str, 480100 3rd floor, Almaty, Kazakhstan
Tel 73272 608-255/256 Fax 7-3272 608-257

December I, 1997

Mr Nurlan D Kapparov
PresIdent of"KazTransOI1"
84A, Gogol Street
Almaty, Kazakhstan

Dear Mr Kapparov,

ThIS IS to confirm Exxon's support for the pIpelme tanffmethodology developed by the
011 PIpelIne tanffMethodology Steenng CommIttee chaIred by KazTransOI1 and whose
members Include the former MInIStry ofEconomy and Trade, though It'S AntI-Monopoly
Department, the former MmIstry ofEnergy and Natural Resources, the former State Agency for
Control of StrategIc Resources, KazakhOI1 Petroleum ASSOCIatIOn, and USAID

The methodology proposed In the Steenng CommIttees document "Methods for
Calculatmg Tanffs for Pumpmg 011 Through the PIpelmes" IS generally conSIstent WIth
mternatIOnally acceptable 011 pIpelInes tanffpnncIples whIch proVIde for cost based tanffs that
are mutually faIr to sluppers and pIpelIne operators We encourage ItS adaptatIOn m that form

Best regards

Barry Sauve
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Bob Tallyn

Smcerely

December 1, 1997

Re Plpelme TarIffs

Mr Nourlan D Kapparov
PresIdent
KazTransOIl
84A Gogol Street
Almaty, Kazakhstan

UNOCAL

Unocal smcerely hopes that your Government wIll allow you to adopt the recommended
methodology as outlmed by the PIpelIne TanffCommittee If there IS anythmg Unocal can do to
aSSIst KazTransOIl m the future please let me know

We belIeve that It IS m the best mterest of everyone mvolved, the Government ofKazakhstan,
KazTransOIl and the 011 producers and shIppers to have faIr, transparent and world standard
method ofcalculatmg plpelme tarIffs We belIeve that thIS IS what thIS group has recommended
be adopted here m Kazakhstan

Unocal would lIke to mdlcate our full support the work and recommendatIons of the USAID,
KazTransOIl, Kazakh Petroleum AssocIatIOn Plpelme Tanff CommIttee as outlIned m theIr final
report and more specIfically m the ResolutIon prepared by thIS group

Robert B Tallyn
VIce PresIdent and

ResIdent Manager

Unocal InternatIOnal Energy Ventures Ltd
kabanbal batvr 7A
480100 Almaty kazakhstan
Telephone 61-36-65 61 8229 61 71 79
FacslmJie 581 1'56

Dear Mr Kapparov

It IS our expenence from our operatIons around the world that regulated oIl tanff rates are not
normally based upon any form of mternal rate ofreturn for establIshIng tarIff rates Forecasted
capItal constructIOn IS normally not mcluded III current rates untIl constructIOn IS completed and
the asset IS used and useful by the natural monopoly
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APPENDIXH

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
financmg, and WIth a longer repayment schedule than one year At the same tIme the
methodology WIll produce reasonable rates whIch can be mamtamed at a stable level or have
moderate mcreases whIch should satIsfy customers

AnalysIs Background

In performmg the attached analysIs, the exammatIOn focused on the analysIs of a senes of data
on forecasted capItal Improvement projects for the operatmg system DetaIled mformatIOn was
provIded for 1998, and general data was provIded for an extended penod through the year 2030
The analysIs used the methodology proposed by the pIpelIne steenng commIttee to examme 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 exammmg future
capItal Improvements and provIdes an effectIve tool for plannmg the most appropnate mIxture of
financmg among debt and eqUIty to achIeve the capItal Improvement program An addItIOnal
benefit of the methodology IS that It proVIdes the capItal planner wIth the abIlIty to desIgn rates
WhICh proVIde for levelIzed rates or to gradually mcrease rates ThIS aspect of rate desIgn msures
supenor relatIons wIth and acceptance by the shIppers of the transportatIon rates

The analysIs mcluded a base case presentatIon pursuant to condItIOns provIded by KazTransOI1,
then a senes of cases wIth conservatIve modIficatIons up to and mcludmg through the year 2030

The analysIs demonstrates that the methodology WIll produce the reqUIred cash flow and wIth
appropnate adjustment of the terms of the debt

FIve sample cases are demonstrated

1 The Base Case AnalysIs, tItled Data ProVIded by KazTransOI1, takes the detaIled mformatlon
for 1998, mcludmg the operatmg 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 fundmg and to debt
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fundmg The capItal Improvement projects would not be completed and operatIOnal untIl the
second year and thus could not mcluded m the qualIfymg asset base as useful untIl the second
year The condItIOns establIshed by KazTransOIl was that the pnncipal of the loan or debt must
be paId back m one year The mterest rate on debt was establIshed at 18% The asset values
were proVIded by KazTransOII for the company m total and each of the three major operatmg
dIVISIOns The throughput levels were provIded by KazTransOtl for the years 1997 - 2000
Water pipelme proJects, the Chmese pIpelIne project, and the work WIth the condensate pipelme
extensIOn for AGIP were not mcluded m the analySIS

2 The ReVIsed Operatmg DIvlSlon Case, tItled Assumes No AllocatIOn Of ProJect Fmancmg To
Pavlodar and Aktyubmsk Except Overall, changes the assumptIOns for 1999 and 2000 for the
operatmg dIVlSlons for KazTransOIl and Pavlodar to presume that the maJonty of dIVISIOnal
capItal Improvements WIll be made on YuzNefteProvod All other condItIOns remam the same as
case one

3 The 70% Debt/30% EqUity Case, tItled 70% Debt and 30% EqUity Fmancmg ofCapItal
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
remam the same as case two

4 The 70%/30% WIth 5 Year Loan Payout Case, changes the payback penod from one year to
five years The debt related capItal Improvement projects are mcluded m the assets when the
property becomes useful All other condItIOns remam the same as case three

5 The 33 Year Case has the same tItle as the precedmg case but uses all the general data
aVaIlable on an average baSIS through the year 2030 All other condItIOns remam the same as
case 4

CalculatIOn AssumptIons

In first addressmg the questIOn, whIch has been raIsed m the past, the Impact of the export
surcharge would be to reduce the total revenue reqUirement and thus lower the transportatIOn
rate For tills analySIS, the revenue from the surcharge was not conSIdered

The assets are reduced each year by the accumulated deprecIatIon by subtractmg last year's
depreCiatIOn, They are mcreased by addmg m the capItal Improvements whether from debt or
eqUity that become useful dunng the year

The return IS the revenue the company earns by multIplymg the return percentage times the
qualIfymg assets Tills revenue IS used by the pipelme to pay for past capItal Improvements, to
be saved for future capItal Improvements, and to be used to proVIded dIVIdends to mvestors For
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thIS example, It was assumed that return for years 1998 and beyond were equal to the actual
revenues receIved that year for purposes of calculatmg taxes

The mitIal percentage used for the rate of return IS the eqUIty rate of return IdentIfied m the
steenng comnuttee report m September Now smce the company proposes to adopt debt
fmancmg then the return on quallfymg assets IS computed as the weIghted cost of capItal as
dIscussed m the footnote of the tables Debt percentages hIgher than eqUIty percentages Will
cause an mcreased return rate

Cash flow represents the sum ofdepreCiatIOn and return, and represents the cash aVailable to the
company above operatmg expenses to meet ItS mvestment needs Annual cash flow represents
the cash generated dunng that year mmus loan pnnclpal payments and mmus eqUIty payments
made durmg the year CumulatIve cash flow IS the sum of the preVIOUS years net cumulatIve
case flow plus thIs year's case flow

Other analysIs condItIons are dIscussed m the footnotes to the tables

INSERT SPREADSHEETS
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APPENDIXH

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
financmg, and WIth a longer repayment schedule than one year At the same tIme the
methodology Will produce reasonable rates whIch can be mamtamed at a stable level or have
moderate mcreases whIch should satISfy customers

AnalYSIS Background

In performmg the attached analysIs, the exammatIOn focused on the analysIs ofa senes of data
on forecasted capItal Improvement projects for the operatmg system Detal1ed mformatIOn was
provIded for 1998, and general data was provIded for an extended penod through the year 2030
The analysIs used the methodology proposed by the plpehne steermg commIttee to examme 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 exammmg future
capItal Improvements and proVIdes an effectIve tool for planmng the most appropnate mIxture of
financmg among debt and eqUIty to achIeve the capItal Improvement program An addItIOnal
benefit of the methodology IS that It proVIdes the capItal planner WIth the ablhty to deSIgn rates
whIch proVIde for levehzed rates or to gradually mcrease rates ThIS aspect of rate deSIgn msures
supenor relatIOns With and acceptance by the shIppers of the transportatIOn rates

The analysIs mcluded a base case presentatIon pursuant to condItIons proVIded by KazTransOII,
then a senes of cases With conservatIve modIficatIOns up to and mcludmg through the year 2030

The analysIs demonstrates that the methodology WIll produce the reqUIred cash flow and WIth
appropnate adjustment of the terms of the debt

FIve sample cases are demonstrated

1 The Base Case AnalysIs, tItled Data ProVIded by KazTransOII, takes the detailed mformatlon
for 1998, mcludmg the operatmg dIvISIOns such as YuzNefteProvod, and copIes the

--------------- HaglerBadly ---------------
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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 fundmg and to debt
fundmg The capItal Improvement projects would not be completed and operatIOnal untIl the
second year and thus could not mcluded m the qualIfymg asset base as useful untIl the second
year The condItIons establIshed by KazTransOIl was that the pnnclpal of the loan or debt must
be paId back m one year The mterest rate on debt was establIshed at 18% The asset values
were provIded by KazTransOI1 for the company m total and each of the three major operatmg
dIVIsIons The throughput levels were prOVIded by KazTransOI1 for the years 1997 - 2000
Water pIpelIne projects, the Chmese pIpelme project, and the work wIth the condensate plpelme
extensIOn for AGIP were not mcluded m the analysIs

2 The RevIsed Operatmg DIVIsIOn Case, tItled Assumes No AllocatIOn OfProJect Fmancmg To
Pavlodar and Aktyubmsk Except Overall, changes the assumptIOns for 1999 and 2000 for the
operatmg dIVISIOns for KazTransOIl and Pavlodar to presume that the maJonty of dIvlSlonal
capItallIDprovements WIll be made on YuzNefteProvod All other condItIons remam the same as
case one

3 The 70% Debt/30% EqUIty Case, tItled 70% Debt and 30% EqUIty Fmancmg 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
remam the same as case two

4 The 70%/30% WIth 5 Year Loan Payout Case, changes the payback penod from one year to
five years The debt related capItal Improvement projects are mcluded m the assets when the
property becomes useful All other condItIons remam the same as case three

5 The 33 Year Case has the same tItle as the precedmg case but uses all the general data
aVaIlable on an average basIs through the year 2030 All other condItIOns remam the same as
case 4

CalculatIOn AssumptIOns

In first addressmg the questIOn, whIch has been raIsed m 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 subtractmg last year's

--------------- Hagler Bailly ---------------
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ApPENDIX H ~ H-3

deprecIatIOn, They are mcreased by addmg m the capItal Improvements whether from debt or
eqUIty that become useful dunng the year

The return IS the revenue the company earns by multIplymg the return percentage tImes the
quahfymg assets ThIs revenue IS used by the pipelme to pay for past capItal Improvements, to
be saved for future capItal Improvements, and to be used to provIded dIvIdends to mvestors For

thIs example, It was assumed that return for years 1998 and beyond were equal to the actual
revenues receIved that year for purposes of calculatmg taxes

The ImtIal percentage used for the rate of return IS the eqUIty rate of return IdentIfied m the
steenng commIttee report m September Now smce the company proposes to adopt debt
financmg then the return on qualIfymg assets IS computed as the weIghted cost of capItal as
dIscussed m the footnote of the tables Debt percentages hIgher than eqUIty percentages wIll
cause an Increased return rate

Cash flow represents the sum ofdeprecIatIOn and return, and represents the cash aVailable to the
company above operatmg expenses to meet Its Investment needs Annual cash flow represents
the cash generated dunng that year mmus loan pnncipal payments and mInUS eqUIty payments
made dunng the year CumulatIve cash flow IS the sum of the prevIOUS years net cumulatIve
case flow plus thIS year's case flow

Other analysIs condItIons are dIscussed In the footnotes to the tables

INSERT SPREADSHEETS
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I Scope and ApplIcatIOn

I I ThIS ProvIsIons contam the system of mam prmclples, cntena and methods for
calculatIOn of tanffs for plpelme transportatIOn/pumpmg ( loadmg, preparatIOn
and storage) of 011, 011 products and water

I 2 The purpose of the ProvlSlons IS to provIde condItIOns for economIcally effiCIent
operatIOns ofpIpelIne companIes, tlmely and proper repalf and rehabIlItatIOn
works to mamtam the safe operatIOn of trunk plpehnes

1 3 ProvlSlons are deSIgned for the use by

• plpelme companIes, Jomt stock compames and other legal entItles, IrrespectIvely
of type ofownershIp, whIch are deemed Kazakhstan natural monopoly busmess
entItles, pnces for theIr products and servIces subject to state regulatIOn,

• state, regIOnal and local governmental bodIes and other entItles, whIch supervIse
the actlvltles of pIpelIne companIes,

• shIppers,

• developers of mvestment projects related to constructIOn and modernIzatIOn of
plpehnes

I 4 The prOVISIons are based on mternatIOnally accepted approaches to calculatmg
tarIffs and pnces for the products ofnatural monopolIes The baSIC approach IS
the establIshment of fixed rate of return on qualIfied assets of the company and
(or) debt capItal

I 5 The provlSlons stlpulate applIcatIOn of the software, whIch Implement calculatIOn
prmclples and methods

2 BaSIC Termmology and DefimtIOns

2 I Pumpmg tarIff (baSIC tarIff rate) means cost ofpumpmg of I ton by a fixed route

2 2 SpeCIfic pumpmg tanff rate means cost ofpumpmg of I t km

2 3 Tanff entIty means pIpelIne company or ItS umts, the speCIfic pumpmg tanff
calculated WIthm thelf boundarIes

2 4 Surcharge means addItIOnal charge accrued to baSIC pumpmg tanff rate to cover
costs ofadditIonal servIces prOVIded by the company

2 5 Loadmg surcharge means cost of loadmg of 1 ton of 011 at a certam loadmg pomt
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APPENDIX I ~ 1-3

2 6 Reloadmg surcharge means cost of reloadmg of 1 ton at a certam reloadmg pomt

2 7 Surcharge for 011 heatmg means cost of 1 t kIn 011 heatmg to ensure
transportatIOn

28 VISCOSIty surcharge means pumpmg cost of 1 t kIn of 011 of hIgh and medIum
VISCOSIty requmng addItIOnal power expenses

2 9 Storage surcharge means storage cost of 1 ton of 011 m a tank durmg a certam
penod of tIme

3 General ProvlSlons

The followmg baSIC proVISIons conSIstent WIth laws of the RepublIc of
Kazakhstan and applIcable mternatIOnal standards lIe m the baSIS of tarIff
calculatIOns for transportatIOn servIces

3 1 TransportatIOn tariffs shall ensure reqUIred recovery ofcosts of pumpmg
operatIOns (reloadmg, loadmg, preparatIOn, storage) under standard condItIOns of
pumpmg! and formatIOn of standard return, suffiCIent for rehabIlItatIOn and
moderrnzatIOn ofproductIOn assets mvolved

3 2 CalculatIons of transportatIOn tarIffs are based on tanff revenue determmed
accordmg to the followmg formula

TanffRevenue = Total Costs +Standard Return (return on assets) +Taxes

33 Total costs shall mclude all operatIon and mamtenance costs, depreCIatIOn,
dIagnosmg expenses, costs of capItal repaIr, msurance, admIll1strative and general
costs, as well as payment of all taxes and customs fees and dutIes, enVIsaged by
tax and customs regulatIons of the RepublIc ofKazakhstan

3 4 Standard return mcluded mto tanff shall ensure regular operatIon of pIpelIne
system, and accomplIshment of rehabIlItatIOn, techmcallmprovement and
modernIzatIOn ofbaSIC productIOn assets, as well as OPPOrtunIty for repayment of
loans attracted for that purpose

1 Note Standard condItIOns of pumpmg mean contmuous mtake, transportatIOn and dehvery WIth
out warrants and qUalIty momtonng durmg mIXture pumpmg, m comphance WIth shIpper's gUldelmes
regardmg the change of the route m case of hmlted shIpment ( when such hmItatlOns occur due to
other reasons than the pIpelme company fault, shIppers shall compensate for the losses of transporta
tIon compames)
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APPENDIX I • 1-4

3 5 Standard return wlthm the tarIff shall be lImIted by the estabhshed rate of return
(real Internal rate of return - RIRR) on qualIfied assets ofplpehne company m
accordance With the officIally publIshed InflatIon rate for the calculatIon penod

3 6 IRR shall be establIshed dunng the first year of the IntroductIOn of the
methodology based on the calculatIOns, accountIng for the plan of mandatory
repaIr 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 senous grounds for reVISIon of rate of return, such as
hypennflatIOn, sIgmficant changes In tax laws, assets evaluatIOn, volume of 011
pumped, abandonment of certaIn pIpelIne routes

3 7 Tarlffrevenue from operatmg plpelmes shall not Include new plpehnes
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 tanff rate for transportation
and vanety 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 Dunng the formatIOn of tanffs for pIpelIne sefVlces, consIderatIOn shall be gIven
to the costs determIned In accordance With AccountIng Standards approved by the
NatIOnal AccountIng CommISSIOn of the RepublIc of Kazakhstan, current tax laws
and regulatIOns, and Special Procedure for formatIOn of pnces for products
(works, servIces) produced and dlstnbuted by natural monopoly bUSIness entItles

4 1 2 Costs plan of the tarIff entIty shall be based on the analysIs of the prevIOus
penod of busIness actIvIty, and the work plan for the next penod, taking Into
account projected InflatIon rate for baSIC raw matenals, power, Increase of the
IDimIDum wages

4 1 3 For the purpose oftanff calculatIOn, all costs shall be dIvIded Into baSIC costs,
WhICh are the base for the calculatIOn ofthe baSIC transportatIOn tarIff rate, and
addItIonal costs related to addItIOnal servIces provIded to shIppers (reloadIng,
loadIng, preparatIOn, storage, heatIng, etc)

4 1 4 CentralIzed admInIstratIve and general bUSIness costs of the whole company,
IncludIng those of commumcatIOn, bank servIces, loan Interests, adVISOry servIces,
etc shall be dlstnbuted among tarIff entItles of the company to be Included Into
tanff In proportIOn to the throughput

4 1 5 DepreCiatIon of current and acqUIred capItal assets IS based on theIr value and
approved depreCiatIOn standards, In accordance WIth the current tax legIslatIOn of
the RepublIc ofKazakhstan
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APPENDIX I ~ 1-5

42 Return

4 2 1 In tanff calculatIOn the amount of return IS determmed on the basIs of regular
needs of enterpnse for rehabIlItatIOn, techmcal Improvement and reconstructIOn
The amount of return IS lImIted by the fixed rate of return for the qualIfymg assets
of the pIpelme company

4 2 2 Assets of the pIpelme company mclude eqUIty present value and net workmg
assets

4 2 3 Present value of assets IS determmed as resIdual cost of capItal assets, consIdermg
depreCIatIOn, WrIte-off and mtroductIOn of new capItal assets

4 2 4 Net workIng assets are determmed as follows

Cash + Materials + OIl and 011 products,
owned by the company, + Advance payments - Current Payables

4 2 5 Standard return, mcluded mto tanffs, IS determmed by the RIRR m amount of
15% of the cost of qualIfymg assets of the pIpelme company, and of debt capItal
dunng the calculatIon penod

4 2 6 Current rate of return can be estImated usmg cash flow tables dunng the gIVen
penod, or m a sImplIfied way, usmg the followmg formula 2

Current rate of return (%)=Current net returnlPresent value of assets,

where,

Current rate of return = Total amount of current revenue - Amount of
total expenses, mcome tax not mcluded - Current mcome tax

takmg mto account the offiCIal publIshed mflatIOn 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 III AppendIces 1,2 CalculatIOns are performed m complIance with "Temporary
ProvISions on Standards for EstlffiatIOn of Economic and FmancIaI EffiCIency of Investment Projects,
proposed for mclusIOn mto 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 l13a to implement the
Resolution of the Government of the RepublIc of Kazakhstan No 528, dated Apnl 10, 1997, and m
accordance with the key pnncipies of the Methodology oftanff calculatIOn, developed by USAID
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ApPENDIX I ~ 1-6

5 TarIff Calculation

5 1 CalculatIOn of basIc tanff rates for pumpmg WIthm the boundarIes of a tanff entIty
Via I-sectIOn IS made accordmg to the followmg formula

where,

TB - total planned tanff revenue for the gIven tanff entIty,
A-total planned throughput for the gIVen tanff entIty,
AI - length of the tanff sectIOn 1, kIn

5 2 CalculatIOn of Surcharges on BasIc TarIff Rates

62 1 Surcharges for addItIOnal servIces, provIded by a plpelme company, shall be
calculated mdividually for each type of servIce, takmg mto consIderatIOn relevant
expenses

622 Surcharge for loadIng (unloadIng, reloadIng, storage, technologIcal treatment) of
011 shall be calculated and approved for each loadmg statIOn (unloadmg statIOn,
storage faCIlIty and reloadmg statIOn) m Tenge per 1 ton of 011 accordmg to the
followmg formula *

HHI=TBH/O,

where,

TBHI - planned tanff revenue for I-loadmg statIon (unloadmg, reloadmg, storage,
treatment),
o -loaded (unloaded, reloaded, stored, treated) volume

623 Planned tanff revenue for loadmg (unloadmg, reloadmg, storage, technologIcal
treatment) for 1- loadmg statIOn (unloadmg statIOn, storage faCIlIty and reloadmg
statIOn) IS calculated accordmg to the follOWIng formula

TBHI = <;11 0 (OA/<;),

where,

CHI - expenses per I-loadmg statIOn (unloadmg, reloadmg, storage, treatment),
TB - planned company revenue,
<; - total company expenses, taxes not mcluded
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APPENDIX I ~ 1-7

6 2 4 Surcharge for loadmg (unloadmg, reloadmg, storage, technologIcal treatment)
for an mdlvldual shIpper IS calculated wIth consIderatIOn of the loadmg statIon and
volume loaded accordmg to the followmg formula

where,

HH - amount of surcharge for loadmg (unloadmg, reloadmg, storage, technologIcal
treatment) for an mdlvldual shIpper,
HH1 - amount of surcharge for loadmg (unloadmg, reloadmg, storage, technologIcal
treatment) of 1 ton of 011 per I-Ioadmg statIon (unloadmg, reloadmg statIOn, storage
faCIlIty, treatment statIon)
o - loaded (unloaded, reloaded, stored, treated) volume of 011

6 2 5 Surcharge for 011 heatmg shall be calculated m Tenge per kIn and approved for
every tanff entIty wlthm Its boundanes The calculatIOn IS made accordmg to the
followmg formula

where,

oA1 - planned tanff revenue for 011 heatmg per Hanff entIty,
A - total throughput of 011, whIch reqUIres heatmg, for I-tanff entIty, or total
throughput of 011 WIth medIUm and hIgh VISCOSIty

6 2 6 Planned tanff revenue for 011 heatmg (VISCOSIty) IS determmed for Hanff entIty
accordmg to the formula

where,

<;11- planned expenses for 011 heatmg per Hanff entIty,
6A - planned company revenue,
<; - total company expenses, taxes not mcluded

6 2 7 Surcharge for 011 heatmg (VISCOSIty) for mdlvldual shIppers per I-tanff entIty IS
calculated WIth consIderatIOn of the amount of shIpment and length of the route
accordmg to the followmg formula

where,
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ApPENDIX 1 ~ 1-8

II - surcharge for 011 heatmg for shIppers,
II, - surcharge for heatmg of 1 ton of oIl per 1 kIn for !-tanff entity,
i-volume of shIpments,
A - length of the route, kIn

7 Procedure for TarIff ReVISIon and Approval

TarIff rates shall be revIsed not oftener than once a quarter Tanffs shall be revIsed
when deViatIon of amounts of actual throughput or expenses from the planned values
exceeds 10 %

A company, mtendmg to reVIse Its tanffs, shall submIt the documents to the
authorIZed regulatory body, whIch contam actual data on Its activItIes durmg the
preVIous penod (3-12 months) and calculatIons, jUstIfymg new tarIff rates

SubmItted documents, justlfymg new tarIffs, shall mclude

7 1 Actual and projected data on total throughput and servIces, provIded by the
company, and ItS major branches, for the prevIOus calculatIOn penod and for
projected one

7 2 Actual and projected amount of tanff revenue from baSIC operatIons of the
company and ItS major branches, dunng the preVIOUS calculatIOn penod and for
projected one

7 3 Actual and projected amount of tarIff revenue, mcludmg cost, return and taxes
for the whole company and ItS branches dunng the prevIous calculation penod and
for projected one

7 4 informatIOn on the company assets to be consIdered when calculatmg tanffs
should mclude the followmg

(1) hIstonc cost of assets mmus accrued deprecIatIon
(2) workmg capItal, mcludmg cash, matenals, advance payments

and 011, owned by the company
(3) accrued deferred expenses

7 5 Total deprecIatIOn amount of baSIC tanff entItles, calculated by totalmg of
mdiVIdual depreCiation rates for mdlvldual pipelmes, pumps etc, depreciated m
accordance WIth the current deprecIatIon schedules
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APPENDIX I .. 1-9

7 6 Plans of capItal repaIr, technIcal nnprovement, moderruzatlon and reconstructiOn
for the entIre company and Its branches dunng the planned penod and
nnpiementatlon of those dunng the previOus calculatIon penod

7 7 FmancIaI Statement
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Attachment #1

Case of cash flow table desIgn for calculatIon of basIc specIfic tanff rates for
pumpIng of 011, 011 products and water VIa pIpelInes

Items

1 Throughput, mIn T * km
2 SpecIfic tarIff, tg/t * km
3 TarIff revenue mIn tg
4 TarIff revenue WIth VAT, mIn tg
5 Total costs, mIn tg
IncludIng
6 EqUIty Investment, mIn tg
7 Debt assets, mIn tg
8 O&M Costs, mIn tg
IncludIng
raw matenals
power
fuel
wages fund
capItal repaIr
current repaIr
other expenses (IncludIng overheads)
9 DepreCIatIon, total, mIn tg
IncludIng
depreCIatIon of current assets
of acquIrIng
10 Loan resIdue
11 Loan payments
12 VAT, 167% of gross Income
13 Road Fund, 0 5% of (gross Income -VAT)
14 Property tax, 1%
15 transport tax
16 Land tax
17 SOCIal, medIcal Insurance, pensIOn fund 30% of??
18 Employment fund, 2% of??
19 Other taxes and fees
20 Customs fees
21 Rate of pnce escalatIon, %
22 Rate of mflatIon, %
23 Taxable Income, mIn tg
24 Income tax, 30%
25 DIVIdends
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26 Tax on dIVIdends, 1%
27 Return
28 Cash flow
29 Accumulated cash flow
30 Real mternal 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 lme (2) = (3) (1)
lme (3) = (5) +(27) +(26) +(24)
lIne (27) = (23) - (24) - (26)
lme (23) = (3) - (5)
lme (32) = (33) + (34)
lme (33) = (12) + (13) + (14) + (15) +(16) + (17) + (19) +(20) + (24) + (26)
lme (34) = (28)
lme (28) = (27) + (9)
lme (29) = (28) = (29)**

For substantIatIon of new rates the followmg documents shall be subIDltted to the
regulatory body

1 The mam table of cash flows, reflectmg tarIff calculatIOns aImed to achIeve 15%
IRR

2 AddItIOnal tables of cash flows, reflectmg IRR after remvestment of part of return
(or debt capItal) m ImplementatIOn of the plan of mandatory rehabIlItatIon works,
techmcalImprovement and reconstructIon of productIon assets **

* More detailed explanatIons to calculatIons terms and deflmtlOns IS gIven m attachmnet 2
**Speclal conwtltonsof operatlon of plpelmes and tanks reqmre the letter to be replaced or reconstructed wlthm
30-year penod of pumpmg statlon eqmpment and commumcatlon means - 20-year penod Therefore average
alIDual volume of rehablhtatlOnestlmatedm currentpnces shall approximate 30% of current plpelmes and tanks,
and 5% of current pumpmg statlon eqmpment and commumctlon means
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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 steenng commIttee - WIth representatIOn from KazTransOIl, vanous government mmistnes
mcludmg representatIves of the AntiMonopoly CommIttee, KazakhOIl, the Kazakhstan
Petroleum ASSOCiatIOn, and USAID - were commIsSIOned pursuant to a request of the
Government of the RepublIc ofKazakhstan to proVIde technIcal aSSIstance m the development
and ImplementatIOn ofan mternatIOnally acceptable pipelme tanff methodology The Steenng
COmmIttee finalIzed a resolutIOn and a recommended tanffmethodology m November 1997, and
submItted thIS to the appropnate government agenCIes Subsequently, KazTransOIl filed a
dIfferent ResolutIOn on Standards With accompanymg rate mformatIOn

The attached proVIdes a detaIled artIcle by artIcle reVIew ofthe KazTransOI1 filmg and ItS
dIfferences from that proposed by the Kazakhstan Government steenng commIttee

Fundamentally, the KazTransOIl ResolutIOn proVIdes for approXImately a 200% mcrease m
transportatIOn rates, exclUSIve of addItIOnal surcharges that are added for loadmg and heatmg 011

AddItionally, the KazTransOIl documents Ignore all the revenues currently aVailable to the
pipelme to meet ItS revenue reqUirement Once a revenue reqUirement IS developed, current
revenues, the value of bartered 011 mcome, and the 011 export surcharge are used to reduce the
total revenue reqUIrement, and the resultmg dIfference defines the amount of mcrease that should
be granted the pipelme

The dIfferences between the recommended methodology and the KazTransOIl methodology,
mcluded m ItS ResolutIOn, are extenSIve The pnnciple dIfferences are m the manner of the
calculatIOn of the return on qualIfymg assets, the use of extenSIve forecasted and estimated data,
and the constructIOn of the loadmg and heatmg surcharges

KazTransOIl proposes a rate of return that they Identify as a "Real Internal Rate of Return",
whIch they set at 15% ThIs IS not eqUivalent to the recommended methodology's rate ofretum
on qualIfymg 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 mflatIOn of rate results
from the mIsapplIcatIOn of temporary prOVISIons Issued by the Mmistry of Economy m June

--------------- HaglerBallly ---------------
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1997 on standards for estImatIOn for mvestment projects It IS entIrely mappropnate to apply
mvestment calculatIOn procedures to regulated publIc utIlItIes for establIshmg returns on
qualIfymg pipeime assets Such mvestment procedures mcorporate extensIve sUbjectIve
estImates of future economIC condItIOns They are not sanctIOned mternatIOnally for the use of
establIshmg rates ofreturn for publIc utIlItIes and settmg rates

The KazTransOII applIcatIOn mcorporates the future costs of proposed constructIOn m current
rates InternatIOnally accepted rate desIgn structures provIde that, for settmg rates, the assets
should be used and useful Customers deserve faIr rates based upon the actual costs of
eqUIpment used m provIdmg them servIce

Lastly, surcharges to shIppers should be lImIted to the actual mcremental costs caused by the
provlSlon of the specialIzed servIce The expenses of the addItIOnal servIces should be charged
those who use them - such as the loadmg 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 mcluded
m the basIc transportatIOn rate The surcharges should not be the source ofaddItIOnal return on
assets for the pipeime m duplIcatIOn of the return proVIded through the basIc transportatIOn
charge The KazTransOI1 methodology VIOlates all of these recommended pnncipies

Fundamentally, the KazTransOI1 proposed resolutIOn and methodology produces vastly mflated
rates WhICh would cnpple 011 productIOn m Kazakhstan by pncmg the delIvered product beyond
marketable pnces m world markets It IS not an acceptable mternatIOnal methodology and
sIgmficantly dIffers from the recommendatIOns of the Steenng CommIttee commIssIOned by the
Government of Kazakhstan
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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 KazTransOIl (KTO) filmg covered pumpmg of011,011 products and water VIa trunk hnes
m the Repubhc of Kazakhstan The Steenng CommIttee recommendatIOn was that the tarIff
methodology should separate 011 and refined 011 transportatIOn, and that water transportatIOn
should be treated as a separate matter In the KTO filmg, water IS mcluded mto the defimtIOns
and dIscussIOns, but not separately analyzed to produce transportatIOn rates Water
transportatIOn IS pnmanly a function ofYuzNefteProvod and not prevalent across the system If
011 transportatIOn rates are applIed to the transportatIOn of water, thIS wIll cause huge mcreases m
water rates to potable water users such as those m the CIties, and to well dnllers who use the
water m 011 productIOn Tills Will cause sIgmficant SOCIal and 011 productIOn cost mcreases 011
transportatIOn rates are not appropnate for water transportatIOn The cost baSIS for developmg
water rates are dIfferent

2 The first sectIOn of the KTO applIcatIOn IS termed Scope and ApplIcatIOn and covers ArtIcles
1 1 through 1 5

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 011 productIOn Though most of the
pnnciples of 011 tarIff methodology are apphcable to water plpelme operatIOn, there are key
dIfferences that normally neceSSItate a separate methodology and rate deSIgn

b KTO mcluded language m thIS sectIOn, ArtIcle 1 3, to mdlcate that the provlSlons are
for the use of deSIgners ofmvestment projects related to constructIOn and modernIzatIon The
normal regulatory system oftanffs IS mtended to prOVIde a return, on qualIfymg 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 tanffmethodology IS mtended to prOVIde only
for recovery ofoperatmg expense, and a return on quahfymg assets that are currently bemg used
Future capItal construction expenses should not be mcluded m current rates as dnvmg factor
ThIS IS the accepted mternatIOnal practIce for regulated publIc utIhtIes Future mvestments and
capItal Improvements are a separate functIOn ofmanagement and capItal budgetmg - not part of
the rate development process The capItal budget planner develops financmg plans usmg the
current stream of revenues, and revenues denvmg from debt, to plan future constructIOn and
modernIzatIon Tills msures that rates to current users are faIr and reasonable
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3 SectIOn 2, TermInology and DefimtIOns whIch covers ArtIcles 2 1 through 29, In the KTO
applIcatIOn IS a lImIted lIst ofdefimtlons SInce KTO changed the procedure for calculatIOn of
return on qualIfyIng assets to a method descnbed as Real Internal Rate ofReturn (RlRR) (WhICh
utIlIzes forecasted InflatIOn rates) and SInce thIs calculatIOn procedure In not acceptable
InternatIOnally for regulated publIc utIlItIes, thIs sectIOn should have provIded a detaIled
defimtIOn of what was Intended by the use of RlRR, and defined how It was calculated

4 SectIon 3, General ProvIsIons, covers ArtIcles 3 1 through 38, In the KTO applIcatIOn
a ArtIcle 3 1, In the KTO applIcatIOn, Included the provIsIOn that tarIff rates would

Include the formatIOn of a standard return sufficIent for rehabIlItatIOn and modernIzatIOn of
productIon assets Involved ThIs vIolates the recommended methodology pnnclple that return
should be based upon useful assets and current operatIng expenses Forecasted rehabIlItatIOn and
modernIzatIOn should not be Included In current rates because the customers pay for the use of
assets that do not eXIst or may not ever eXIst These Inflated rates may In tum cause the
customers to reduce shIpments because they may not be able to market theIr 011 at competItIve
pnces 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 tanffs and, as
such, IS not In dIsagreement With the recommended methodology

c KTO ArtIcle 3 3 contaInS a descnptlon of total costs as lIsted In the formula In ArtIcle
3 2 As long as these are current expenses, these provIsIOns are not In COnflICt WIth the
recommended methodology However, as filed, the KTO ArtIcle IS In dIsagreement wIth ArtIcle
32 In the formula In 32, "taxes" are separate from "total costs" In 33, taxes are Included In

total costs
d KTO ArtIcle 3 4 IS not In COnflICt WIth the recommended methodology as long as thIS

IS not Interpreted to mean that forecasted Interest rates and InflatIOn, nor forecasted constructIon
costs are Included In the standard return The current rate ofreturn on assets should not dnven by
future capItal constructIOn needs

e KTO ArtIcle 3 5 IS the pnmary area ofdIsagreement With the Steenng CommIttee
recommended methodology Instead ofpropOSIng a standard return on qUalIfyIng assets as
utIlIzed by InternatIOnal regulated publIc utIlItIes, the KTO applIcatIOn proposed what they
termed a "real Internal rate of return - RlRR" The RlRR seems to result from an attempt to
develop an Internal rate of return, whIch IS commonly used In capItal budgetIng to analyze the
potentIal economIC vIabIlIty of IndIVIdual capItal Improvement projects ThIS RlRR was not
calculated consIstent WIth the calculatIOn of an IRR, and no known regulated publIc utIlIty IS
authonzed to compute a return on qualIfyIng assets In thIS manner

f KTO ArtIcle 3 6 contInues the dISCUSSIOn of the RlRR, IndIcatIng that It Will be
denved based upon future repaIr, rehabIlItatIOn, and reconstructIOn of the pIpelIne system It
also provIdes for Increases In rates, based upon factors such as hypennflatIOn, changes In tax
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laws, volume of 011 pumped, lIqUIdatIOn of certaIn pipehne routes, and assets valuatIOn It IS not
clear In the KTO filmg whether these factors could mduce a lower rate of return but It IS Imphed
that the rate wIll mcrease, because of these factors If the volume of 011 pumped decreases as the
result of the vastly mcreased transportatIOn rates, the ImplIcation IS that the rate of return would
be mcreased to raise the rates, whIch m turn would cause a reductIOn m the volume of 011
pumped, and contmue thIS process m a death spIral to the pomt that revenues fall to levels
wherem the pipehne cannot be operated The Steenng COImmttee recommended rate of return IS
deSIgned to be based as much as possIble on current costs and known facts The recommended
return on quahfymg assets should be sufficIent to provIde a reasonable eqUity return that would
attract mvestors, 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 mdicates that dunng constructIOn, the constructIOn costs would not
be mcluded m operatmg costs for the computatIOn ofrates Under the KTO proposal, KTO
would have already collected these constructIon costs through rates when the project was m the
plannIng stage There IS no guarantee that the prevIously collected constructIOn costs correlate to
the actual constructIon costs mcurred, or how thIS dIsagreement m costs would be resolved Smce
the new pipelmes are already fully paid by the shIppers, under the KTO proposal, the value of
these assets should not be mcluded m quahfyIng assets for the development of rates Under the
Steenng CommIttee recommended methodology, constructIOn costs of new pipeime systems,
once they become operatIOnal are mcluded m the value of quahfymg assets agamst whIch a
return IS assessed Under the recommended procedure, shIppers pay for assets that actually
support the servIces that they receIve

h KTO ArtIcle 3 8 mdicates that tanffs are establIshed on the baSIS ofa baSIC
transportatIOn rate and surcharges are added In the form ofnders for specIahzed servIces that are
m addItIOn to the baSIC transportatIOn servIce, such as loadmg, heatmg, and storage ThIS
pnnciple IS not m dIsagreement With the pnncipies of the recommended methodology It IS
fundamental under the Steenng CommIttee recommended methodology that the costs associated
WIth any nders or surcharges should not be mcluded m the calculatIOn of the baSIC transportatIOn
charge Only the Incremental costs, caused by the servIce covered by the surcharge, should be
mcluded m the surcharge or nder, and only those customers pay for the specIahzed servIces who
reqUire the servIce

5 SectIOn 4, In the KTO proposal IS tItled "BaSIC tarIff constituent elements" It conSIsts of two
major subsectIons - 4 1 Costs and 4 2 Return ArtIcle 4 1 IS broken mto subordmate ArtIcles
411-415

a ArtIcle 4 1 Costs
(1 ) KTO ArtIcle 4 1 1 mdicates that tanffs wIll be constructed m accordance

WIth the approved Accountmg Standards and the laws of Kazakhstan The recommended
methodology would not dIsagree
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APPENDIX J ~ J-6

(2) KTO ArtIcle 4 1 2 mdIcates that cost plans shall be based on an analysIs of
the precedmg penod and the work plan for the next penod WIth forecasted mcreases The
recommended methodology mdIcated that 12 months of hIStoncal data would be reqUIred or m
the case of a new servIce forecasted data mIght be accepted The dIfficulty of acceptmg
forecasted data IS to mtroduce large degrees of unrelIabIlIty mto the analySIS WIth regular
filmgs, 12 months of actual data would reasonably respond to changmg economIC condItIOns

(3) KTO ArtIcle 4 1 3 mdIcates that baSIC costs and speCIal nder costs would be
separately accounted ThIS IS not m dIsagreement WIth the recommended methodology

(4) KTO ArtIcle 4 1 4 mdIcates that centralIzed admIll1stratIon costs WIll be
dIstnbuted among the operatmg dIVISIon costs based upon the throughputs of the respectIve
dIVISIOns The recommended methodology mdIcated that the dIstnbutIOn should take place, but
dId not speCIfy the allocator Common allocators are throughput or total dIvlSlonal
admmIstratIve expenses ThIs KTO proposal IS not m contraventIOn to the recommended
methodology

(5) KTO ArtIcle 4 1 5 mdIcates that depreCIatIOn shall be m accordance WIth
Kazakhstan approved legIslatIve standards ThIS does not contradIct the recommended
methodology The common mdustry standard for transmISSIOn pIpe and major related eqUIpment
IS straIght lme depreCIatIOn

b ArtIcle 4 2 Return
(1) KTO ArtIcle 4 2 1 mdIcates that the amount of the return IS based upon the

needs of the enterpnse for rehabIlItatIOn, etc , and that the return rate IS applIed agamst the
mvolved assets of the pIpelme company ThIs IS not m agreement WIth the recommended
procedure, as long as the mtent of thIS ArtIcle IS to mclude forecasted capItal constructIOn m
developmg the rate ofreturn

(2) KTO ArtIcle 4 2 2 mdIcates the assets mclude the current value of the eqUIty
and net workmg assets - thIs agrees WIth the recommended methodology

(3) KTO ArtIcle 423 mdIcates that the current value IS the depreCIated
productIOn assets plus any new productIOn assets - thIS agrees WIth the recommended
methodology as long as It IS understood that the new productIOn assets must be used and useful,
that IS, actually operatmg as part of the pIpelIne system durmg the penod over whIch the rates are
computed

(4) KTO ArtIcle 424 presents the net workmg capItal formula m the same form
as the recommended methodology

(5) KTO ArtIcle 425 represents the greatest departure from the recommended
methodology by seekmg a RIRR m the amount of 15% ThIS IS not the same as the regulatory
rate ofreturn computed at 15% The regulatory rate of return eqUIvalent to the KTO proposal IS
20% - 40%, dependmg upon the calculatIon procedure Comparmg 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 tanff
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rates The KTO proposed tanffrate was a 200% mcrease over current rate levels Apparently
the KTO use of the RIRR IS based upon the Standards for Investment Projects Issued by the
Mmlstry of Economy m June of 1997 Investment projects are a functIOn of capItal budgetmg m
a regulated publIc utIlIty and are m no way a dIrect component of the calculatIOn of a regulated
publIc utIlItIes rate of return on qualIfymg assets ThIS sectIOn IS not m keepmg WIth the Steenng
CommIttee recommended tanff methodology

(6) KTO ArtIcle 4 2 6 mcludes the formula IdentIfied m the recommended
methodology, but mdIcates the use of mflatIOn rates m the formula, whIch dIsagrees WIth the
Steenng COmmIttee recommended methodology

6 SectIOn 5 of the KTO proposal IS tItled "CalculatIon oftanff" It conSIsts of ArtIcles 5 1 and
5 2, WIth ArtIcle 5 2 dIVIded mto Subordmate ArtIcles 5 2 1 - 5 2 7

a KTO ArtICle 5 1 provIdes the formula for the calculatIon of the tarIff rate per sectIOn
ofpIpelIne 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 Subordmate ArtIcles for the calculatIOn of surcharges to the
baSIC tanff rates

(1) KTO Subordmate ArtIcle 5 2 1, as stated, IS m keepmg WIth the phIlosophy
embodIed m the recommended methodology, however ItS applIcatIon m the followmg
subordmate ArtIcles IS not m keepmg WIth the recommended methodology

(2) KTO ArtIcle 5 2 2 IS not m keepmg WIth the phIlosophy of the recommended
methodology The KTO proposal would set a loadmg rate based upon a planned revenue dIVIded
by loadmg volumes The recommended methodology would reqUIre that the separate
mcremental expenses necessary to perform the loadmg be compIled and that total expense
amount be dIVIded by the tons of loaded matenal to amve at a loadmg rate Surcharges should
not be a source ofprofit - only recovery ofmcremental expenses from those customers that cause
the expense The expenses used to calculate thIS surcharge should not be mcluded m the
expenses used to calculate the baSIC transportatIOn rate m ArtIcle 5 1

(3) KTO ArtIcle 5 2 3 calculates the planned revenue for the loadmg tanffby
dlvldmg the expenses for loadmg by the plpelmes total expenses, and multIplymg thIS tImes the
plpelmes 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 plpelme's revenue reqUIrement A footnote to thIS sectIOn mdlcates that the
calculatIOn of the surcharges can be corrected WIth conSIderatIon of the maxImum allowed tarIff
revenue ThIS IS not mdlcated elsewhere and there may not be any actual mechamsm to adjust
surcharges, but thIS would mdIcate that customers bemg bIlled under the surcharge are
overpaymg for the servIce and SUbsldlzmg the baSIC transportatIOn revenue There IS no
dISCUSSIon of a refund mechamsm to return exceSSIve collectIons to customers ThIS VIolates the
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recommended methodology
(4) KTO Article 5 2 4 sImply demonstrates the calculatIOn of an IndIVIdual

shIppers surcharge based upon the precedIng two subordInate ArtIcles The total concept, as
proposed, vIOlates the pnnclples establIshed In the recommended methodology

(5) KTO ArtIcle 5 2 5 IndIcates that a surcharge for heatmg 011 wIll be calculated
and approved for every tanff entIty WIthm ItS boundanes ArtICles 5 2 5, 5 2 6, and 527 follow
the same pattern and suffer from the same flaws as dId ArtIcles 5 2 2, 5 2 3 and 5 2 4 They also
VIOlate the pnnclples establIshed m the recommended methodology AddItIOnally, It IS not clear
from the KTO proposal whether all shIppers WIll be charged the heatIng surcharge or only those
needmg the servIce Both lead to over recovery ofmcome reqUIrements m VIOlatIOn of cost
causatIOn The former WIll lead to vastly exceSSIve over recovery of mcome reqUIrements,
especIally from those shlppmg lIght crude oIls

7 SectIOn 6 IS tItled the Procedure for tanff reVISIOn and approval It mcludes ArtIcles 6 1
through 67 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 mdlvldual ArtIcles lIst the
documents to be proVIded to support the tarIff reVISIOns The documents mclude the actual and
planned data The recommended methodology proVIdes for annual applIcatIOns, though more
often than annual were allowed, If 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 qUallfymg assets should not change any more often than annually
ShIppers need some assurance of contInUIty m transportatIon rates They must plan for delIvery
to world markets and need stabIlIty In transportatIon rates m order to make the economIC
deCISIons necessary to deCIde to produce and shIp theIr crude 011 AddItIOnally, approvmg
governmental authontIes such as the AntImonopoly CommIttee and the Agency for StrategIc
Plannmg should not be overburdened WIth exceSSIve and unnecessary filmgs ofrate mcrease
requests They should not have succeSSIve filmgs made before adequate tIme for reVIew IS
completed Basmg rate applIcatIons on sUbjectIve forecasts WIll lead to numerous filmgs - If the
pIpelIne adheres to ItS proposed 10% gUIdelIne
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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 Plannmg
and Reforms
Present Mr Raklnm Nurgazlmov, Head of Transport Dept, Agency for StrategIc Plannmg
and Reforms
Ms Gazlza Baramysova, Head ofTanffDepartment, Mlmstry ofEnergy
Ms Elena Popandopoulo, Head of Pnce RegulatlOn Dept, AntI-Monopoly CommIttee, Agency
for StrategIc Planmng and Reforms
Ms Tatyana Solomma, Head ofTanffDept , KazTransOII
Mr Amlr Sykhanberdm, Head of AnalYSIS and Momtonng Dept of Economy, Agency for
StrategIc Planmng and Reforms
Mr Ivan Kuzmenkov, Head ofInvestmentJIndustry Dept, Mlmstry ofFmance
Ms Algenm Zulkasheva, Head of Complex EvaluatlOn of Investment Projects Dept, Agency for
StrategIc Plannmg and Reforms
Mr Kauat Mukhamedlev, Deputy Head of State Pohcy ofNatlOnal Development Dept, Agency
for StrategIc Plannmg and Reforms
Ms Svetlana Ivanova, Hagler BaIlly
Mr Claude Eggleton, Hagler BaIlly
Mr Helmut Merklem, Hagler Bal1ly

The meetmg was opened at 4 00 PM by Mr Andryuschenko who stated that IDS office had
receIved a proposal from KazTransOl1 descnbmg a new tarIff methodology the plpelme mtended
to use and a proposed plpelme tanff He had also receIved a tanff methodology proposal from
USAID that had been transIDltted to hIS Agency by the US Embassy These two proposals had
many features m common, but they also dIffered sIgmficantly m some Important aspects The
reason for the meetmg was to have the proponents of the respectIve methodologIes present theIr
proposals for general reVIew and discusslOn, so that a final decislOn could be taken m 11ght of the
arguments that had been put forth by all partIes
Mr Andryuschenko noted that the AntI-Monopoly CommIttee was not yet present but suggested
that the discusslOn be conducted anyhow and he mVIted KazTransOl1 to begm the dIScussIon by
statmg ItS case (Ms Popandopulo WIth the AntI-Monopoly CommIttee arrIved about forty
mmutes later)
Ms Solomma then took the floor She noted that KazTransOl1 had been workmg WIth Hagler
BaIlly and the Steenng CommIttee untl1 September/October of 1997, and that there had been no
baSIC dIsagreements at that time She pomted out that m September she had receIved a floppy
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dIsk WIth a tanffmodel from Mr Merklem and that KazTransOIl had basIcally agreed wIth the
model whIch used the mternal rate of return as the dnvmg mechamsm
In October, Hagler BaIlly started to use a dIfferent and sIgmficantly sImplIfied verSIOn of the
model, whIch based ItS tanff calculatIOns on revenue reqUIrements Ms Solomma stated that
KazTransOII had reservatIOns about the revenue reqUIrement model and that these had been
conveyed to Hagler BaIlly, whIch chose not to take them mto consIderatIOn One reason
KazTransOII deCIded to proceed With a model of ItS own was that the Company needed to have
economIC evaluators bUIlt mto the model that would enable It to momtor the economIC effiCIency
of ItS operatIOns
Ms Solomma emphasIzed that the KazTransOII methodology IS based on JustIfied costs and
JustIfied profits She saId that there was no basIc dIsagreement on costs, but there IS a sIgmficant
dIscrepancy as regards allowable profits She Said that the Hagler Bailly formula defines profit
as a percentage of the asset base, whIch she belIeves IS at odds With current legIslatIOn As an
example, Ms Solomma Said that a ResolutIOn dated August 1, 1997, reqUIres that 50 % of the
Plpelme Company's profits must be allocated to the State Budget Smce InternatIOnal standards
reqUIre a corporate profit rate of 11 to 12%, thIs reqUIrement Imposes the need to charge a rate of
return of22 to 24%, 1 e, double the mternatIOnal standard FollOWing further assertIOns of thIngs
that are not nght wIth the Hagler BaIlly model, the Chairman remmded Ms Solomma that she
should focus her remarks on the KazTransOIl methodology, as the Hagler BaIlly representatIves
were present and would undoubtedly present theIr own methodology m due tIme
Ms Solomma proceeded by saymg that profits, m the Hagler Bailly methodology, are momes
that the Plpelme Company can keep at ItS dIscretIOn She stated, apparently confusmg profits
and cash flows, that KazTransOIlIs 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 pnnclple IS at the heart of the KazTransOIl methodology, whIle the Hagler
BaIlly formulatIOn IS mcompatIble With the Plpehne Company's mvestment program
Turnmg to some ofthe problems KazTransOIl was facmg on the Western Lme, Ms Solomma
pomted out that the lIne was 60% depreCIated The pnnclpal problem faced on that lme 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 m theIr calculatIOns, Ms
Solomma Said that they used the temporary resolutIon of the Mlmster ofEconomy She pomted
out that an mternatIOnal accountmg firm (Ernst & Young) had been selected to do a defimtIve
valuatIOn ofthe pIpelIne assets and that theIr estImate would be used m a reVIsed tanff
Ms Solomma stated that theIr mternal rate ofreturn IS 13% of asset value WIth reference to
theIr finanCIal tables (whIch all partICIpants at the meetmg had receIved, except the Hagler BaIlly
representatIves) she saId that theIr re-mvestment 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 Solomma stated
that KazTransOIl's re-mvestment polIcy attempted to retam the Company's asset value at a
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constant level
Beyond the regulatory aspects ofKazTransOI1's proposed methodology, Ms Solomma claImed
that theIr methodology provIdes a mechamsm by whIch to momtor the Company's financial
performance over tIme Moreover, she claimed that theIr methodology would enable the
Company to attract debt capItal to cover addItIOnal mvestment reqUirements Interest on debt
capItal so acqUired, at whatever level, would be carned as addItIOnal cost, accordIng to theIr
proposed methodology She fimshed her presentatIOn by suggestIng that the Internal Rate of
Return IS a perfectly usable regulatory cntenon for the AntI-Monopoly CommIttee
FollOWIng Ms SolomIna's remarks, the dIScuSSIon was opened for general questIOns Some of
the questIOns that were raIsed are shown m the follOWIng
Q-l 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 In pnnclple
Q-3 (Ms Popandopulo) Why does the Steenng COmmIttee not contInue ItS work?
A The CommIttee stIll needs to work out dIfferences In the proposals, USIng smaller
workIng groups
Mr Andryuschenko then remmded 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 Steenng CommIttee was created at the request of the Government
ofKazakhstan, that It had broad representatIon by Industry and government offiCIalS, and that It
was chaIred by KazTransOII The Steenng CommIttee'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 unlImIted market power to charge InJunous rates and that, for that reason,
PIpelIne Compames needed to be regulated In regulatmg such natural monopolIes, the basIC
phIlosophy IS to allow the recovery of baSIC cost and the achIevement of reasonable profits
As regards the recovery of expenses, Mr Eggleton confirmed that Ms Solomma was correct m
sayIng that there are no baSIC dIsagreements between the two methodologIes under reVIew
There are, however, three POInts where dIsagreements do eXist These are
The value of the assets of the company The ongmal Merklem model dId Indeed arnve at a
number WhICh we had to adjust That was done followmg our tnp to Aktau where we reVIewed
the accountmg InfOrmatIOn ofthe Western PIpelIne Company and found that they had an
up-to-date and relIable set ofdata that was certaInly preferable to the theoretIcal number
developed under the MerkleIn model We determmed that It was reasonable to use
KazTransOI1's current book value untIl the Ernst and Young InfOrmatIOn becomes avaIlable
The Hagler BaIlly Rate ofReturn formulatIOn The baSIC formula we used m essence states that
the tanff IS equal to the company's expenses and profits dIVIded by the throughput rate He then

--------------- HaglerBal1ly ---------------
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went on to explam the concept ofa weIghted rate of return on capItal m those cases where the
company's assets are financed through both eqUIty and debt fundmg As regards the 15% rate of
return on eqUIty suggested by the Hagler BaIlly team, as ongmally proposed by Dr Shenoy, that
suggestIOn has been thoroughly vmdlcated by the market, gIven Kazkahstan's recent bond sale at
148%
Cash flow Mr Eggleton remmded hIs audIence that KazTransOIl's cash flow consIsts pnmarIly
of ItS profits and depreCIatIOn As regards the Government's declSlon to WIthdraw 50% of the
company's profits, that leaves the remaImng 50% plus depreCiatIOn for rehabIlItatIon and new
mvestments
Mr Eggleton also bnefly addressed the concept ofunbundlIng, pomtmg out that they enVISIOned
the use of surcharges for VISCOSIty and pour-pomt problems assocIated With certam crude OIls
The surcharges computed under the Steenng CommIttee proposal reduced total expenses and
charged on a cost-causatIve baSIS The KazTransOII proposal Just mcreases rates by surcharges
Without compensatmg offsets from the baSIC tanff rate He fimshed hIS presentatIon by
suggestmg that the IRR approach IS a valuable finanCial tool m ItS own nght, but that there IS no
known Regulatory Authonty that use It for tarIff regulatIOns
Mr Merklem then took the floor He began by msertmg that the 14 8% bond rate of the
Kazakhstan Government mentIOned by Mr Eggleton was an auctIOn rate, set by the market, 1 e ,
by objectIve forces at work throughout the world, rather than by Government fiat As a result,
thIS rate was a solId mdicator of the vanous nsks assocIated WIth Investments In Kazakhstan and
a perfect confirmatIOn that the Hagler BaIlly suggested rate of return was on target
ComIng to the so-called IRR versus the regulatory rate of return models, he remmded 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 rehable data base, the Umted States and Canada,
whIle at the same tIme reVIeWing KazTransOII cost data for accuracy and completeness The
Idea had been all along to use the actual data, proVIded these were found to be relIable and
usable, rather than the theoretIcal mformatIOn 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 m Aktau The data It contaIned were found to exceed expectatIOns and the
deCISIOn was then taken to proceed With the actual finanCial mformatIOn rather than the
theoretIcal data from the Merklem model
RespondIng to some areas ofconfuSIOn he felt were reflected In the presentatIOn ofthe
KazTransOIl methodology, Mr Merklem turned to a dIscussIOn of some fundamental Issues
regardmg depreCiatIOn and profits He pOInted out that, m Western thmkIng, depreCiatIOn served
the purpose of mamtammg the capItal assets ofa company and, by extrapolatIon, of a natIOn To
meet that fundamental functIOn, depreCIatIOn must not be perverted by USIng It for dIfferent
purposes as had been done In the case ofKazakhstan's pIpelIne system
Profits, on the other hand, are by nghts Incomes that accrue to the owners of the Company That
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means shareholder m a pnvately owned corporatIOn, and It means the Government ofKazakhstan
m the case ofKazTransOIl The Board ofDIrectors m a Western EnVIronment meets from tIme
to tIme to decIde how to dIspose of Its profits Thts generally means that the DIrectors exerCIse
theIr optIOns to WIthdraw all of the profits for dlstnbutIOn to shareholders, to retam all of the
profits m the corporatIon for general use or for speCIfic projects, or they opt to wIthdraw some of
the profits and to retam the rest When the Government of Kazakhstan decIded to allocate 50%
of the pIpelme company profits to Its general budgets, that IS the eqUIvalent of a Corporate Board
ofDIrectors decIdmg to dIstnbute half the profits to shareholders and to retam the other half
wlthtn the CorporatIon There IS nothtng wrong m pnnclple WIth such a declSlon, except that It
,hould be kept m mmd that the retamed 50% of KazTransOIl's profits IS new capItal, WhICh
should not be used for operatIOnal or other non-capItal purposes Such mvestments WIll raIse the
asset base of a plpelme and WIll tend to offset wholly or m part, the shnnkage of the asset base
through depreCIatIOn
In essence, then, the Government ofKazakhstan IS commItted through the allocatIOn of 50% of
KazTransOIl's profits to re-mvestments m the Company to prOVIde growth and future financIal
vIabIlIty to the system However, that money mayor may not be sufficIent to finance the
reqUIred rehabIlItatIon needs WhICh may stIll have to be financed through debt fundmg
Commg back to the perceptIon of two alternatIve models presumably offered by Hagler BaIlly,
Mr Merklem reIterated that among the 50-odd Regulatory Authontles m the Umted States and
Canada regulatmg some 200 gas and 150 011 plpelmes, none use the Internal Rate of Return as
theIr regulatory tool The Merklem model would have been an acceptable proxy for a first
approach to determImng reasonable tanffs m Kazakhstan, to be replaced m any event m a year or
so, after a relIable accountmg system had been Implemented WIthm KazTransOIl However, the
dIscovery of reasonable accountmg records wlthm KazTransOIl enabled the Hagler BaIlly team
to proceed dIrectly to the baSIC regulatory methodology used throughout the Western world, and
that IS the methodology to use m Kazakhstan If the Government's dIrectIve to mtroduce Western
tanff methodologIes IS to be taken senously
FollOWIng Mr Merklem's remarks, there followed a bnef dISCUSSIon dunng whtch Mr Eggleton,
re-enforced by Mr Merklem, pomted to the precanous pOSItIon Kazakh wellhead pnces were m
and the slIm margm m WhICh they operated A substantIal mcrease m plpelme tanffs would
make Kazakh crude that much more vulnerable m world markets and mIght force a reductIOn to
dangerous levels ofKazakh wellhead pnces
ChaIrman Andryuschenko, m summanzmg, asserted that the Hagler BaIlly methodology would
only allow the recovery of operatIng costs and would depnve KazTransOIl of future mvestments,
to the effect that m due tIme there would no longer be a KazTransOIl Company ThIS VIew
seemed to reflect a basIC mIsunderstandmg of the Hagler BaIlly proposal HIS charactenzatIOn as
"blackmaIl" of Hagler BaIlly's reference to the slIm operatmg margms currently m eXIstence dId
not appear to reflect a balanced assessment of what had been SaId Mr Eggleton pomted out that
m December, for the KTO mvestment department, he developed a 30-year cash flow usmg the

--------------- HaglerBaJily ---------------
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recommended tanffmethodology debt and eqmty financmg, the actual planned capItal
Improvements, and demonstrated sufficient cash flow to meet capItal reqmrements and even
produced excess capItal Be thiS as It may, Chairman Andryuschenko concluded the meetmg by
statmg that this had been a fruItful dIscussIOn and that, from what had been said, a deCISIon on
the final tanff methodology to be used was not at hand He suggested that the Steenng
CommIttee, m ItS present or m altered form, be brought back to hfe for a thorough vettmg of the
problems at hand and, hopefully for a merger of the two proposals that would preserve the best
features of both

--------------- HaglerBadly ---------------
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1 Scope and ApplIcatIon

1 1 Tlus ProVISIOns contam the system of mam prIncIples, CrItena and methods for
calculatIOn of tarIffs for pIpelIne transportatIOnipurnpmg ( loadmg, preparatIon
and storage) of 011, 011 products and water

1 2 The purpose of the PrOVISIOns IS to provIde condItIOns for economIcally efficIent
operatIons of plpelme compames, tlIDely and proper repaIr and rehabIlItatIon
works to mamtam the safe operatIon of trunk pIpelInes

1 3 ProvIsIOns are desIgned for the use by

• plpelme compames, Jomt stock compames and other legal entItles, rrrespectively
of type of ownerslup, WhICh are deemed Kazakhstan natural monopoly busmess
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 plpelme compames,

• sluppers,

• developers of mvestment projects related to constructIon and modernIzatIon of
plpelmes

1 4 The provlSlons are based on mternatIOnally accepted approaches to calculatmg
tarIffs and prIces for the products of natural monopolIes The baSIC approach IS
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 lIDplement
calculatIOn prmclples and methods

2 BaSIC Termmology and DefimtIOns

2 1 Pumpmg tarIff (baSIC tarIff rate) means cost of purnpmg of 1 ton by a fixed
route

2 2 SpeCIfic pumpmg tarIff rate means prIce (cost) of pumpmg of 1 t * km

23 Tanff entIty means pIpelIne company or ItS umts, the speCIfic pumpmg tanff
calculated wlthm theIr boundarIes

24 TarIff rIder (Surcharge) means addItIOnal charge accrued to baSIC pumpmg tarIff
rate to cover costs of addItIonal serVIces prOVIded by the company
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2 5 Loadmg surcharge means cost of loadmg of 1 ton of oIl at a certam loadmg
pomt

2 6 Reloadmg surcharge means cost of reloadmg of 1 ton at a certam reloadmg
pomt

2 7 Surcharge for 011 heatmg means cost of 1 t * Ian 011 heatmg to ensure
transportatIOn

2 8 VISCOSIty surcharge means pumpmg cost of 1 t * Ian of oIl of hIgh and medIUm
VISCOSIty requmng addItIOnal power expenses

2 9 Storage surcharge means storage cost of 1 ton of 011 m a tank dunng a certam
penod of tIme

3 General ProvISIOns

The followmg basIc provIsIOns consIstent WIth laws of the RepublIc of
Kazakhstan and applIcable mternatIOnal standards lIe m the basIs of tanff
calculatIOns for transportatIon serVIces

3 1 TransportatIOn tarIffs shall ensure reqUIred recovery of costs of pumpmg
operatIOns (reloadmg, loadmg, preparatIOn, storage) under standard condItIOns
of pumpmgl and fonnatlon of standard return, sufficIent for rehabIlItatIon and
modermzanon of productIon assets mvolved

3 2 CalculatIons of transportatIOn tanffs are based on tarIff revenue (cost of servIce)
detennmed accordmg to the followmg fonnula

Tariff Revenue (Cost of service) = Standard (Regulated) Return +
Payments to the DIvidend Fund + Income Tax + Total Costs (excludmg
mcome tax)

3 3 Total costs shall mclude all operatIOn and mamtenance costs, depreCIatIOn,
dlagnosmg expenses, costs of producnon assets repaIr, not leadmg to the
mcrease of the value of assets (capItalIzatIOn), Insurance, admlillstratlve and
general costs, as well as payment of all taxes and customs fees and dutIes,

Note Standard condlDons of pumpmg mean contmuous mtake, transportatIOn and dehvery WIth
out warrants and quahty morntormg durmg ffilxture pumpmg, m comphance WIth shIpper's gUldelmes
regardmg the change of the route m case of hmlted shIpment ( when such hmltatIOns occur due to
other reasons than the plpelme company fault, shippers shall compensate for the losses of transporta
Don comparnes)
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envIsaged by tax and customs regulatIOns of the RepublIc of Kazakhstan,
excludmg mcome tax

3 4 Standard return mcluded mto tarIff shall ensure proper regular operatIon of
pipelme system, and accomplIshment of rehabIlItatIon, technIcal Improvement
and modermzatIOn of baSIC productIon assets, as well as opportumty for
repayment of loans attracted for that purpose

3 5 Standard return withm the tanff shall be lImIted by the establIshed rate of
return ( mternal rate of return - IRR) on qualIfied assets of pIpelIne company

3 6 IRR shall be establIshed dunng the first year of the mtroduction of the
methodology based on the calculatIons, accountmg for the plan of mandatory
repaIr and rehabIlItatIon works, reconstructIon and technIcal Improvement of
pipelme system, as well as attractIon, If necessary, of debt capItal for thIS
purpose There should be senous grounds for reVISIon of rate of return, such as
hypermflatIon, sIgmficant changes m tax laws, assets evaluatIon, volume of oIl
pumped, abandonment of certam pipelme routes

3 7 Tanff revenue from operatmg pIpelInes shall not mclude new pIpelInes
constructIon costs Durmg the process of new pipelme project deSIgn, return
reqUIred for the cost-recovery shall be mcluded mto the tanff revenue

3 8 TransportatIOn tarIffs shall be calculated as a tariff rate for
transportatIOn and variety of surcharges, correspondmg to speCIfic costs
related to addItional serVIces proVIded to shIppers (reloadmg, loadmg,
preparatIOn, heatmg, storage, etc)

4 BaSIC Tanff Elements

4 1 Costs

4 1 1 Durmg the formation of tanffs for pipelme serVIces, conSIderatIOn shall be
gIven to the costs determmed m accordance WIth Accountmg Standards approved
by the NatIOnal Accountmg CommISSIon of the RepublIc of Kazakhstan, current
tax laws and regulatIOns, and SpeCial Procedure for formation of pnces for
products (works, serVIces) produced and dlstnbuted by natural monopoly
busmess entItles

4 1 2 Costs plan of the tanff entity shall be based on the analySIS of the preVIOUS
penod of busmess aCtiVIty, and the work plan for the next penod, takmg mto
account prOjected mflatlon rate for baSIC raw matenals, power, mcrease of the
mIll1ffiUm wages
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4 1 3 For the purpose of tanff calculatIon, all costs shall be dIvIded Into 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 admmIstrative and general bUSIness costs of the whole company,
IncludIng those of commumcatlon, bank serVIces, loan Interests, adVISOry
servIces, etc shall be dIstrIbuted among tanff entItles of the company to be
Included Into tanff In proportIOn to the throughput

4 1 5 As one of the other cost components, depreCiatIOn of the used capItal assets IS
determIned In accordance WIth the current Standards of AccountIng of the
RepublIc of Kazakhstan

42. Return

4 2 1 In tanff calculatIOn the amount of return IS determIned on the baSIS of regular
needs of enterpnse for rehabIlItatIon, techmcal Improvement and reconstructIon
The amount of return IS 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 + 011 and 011 products,
owned by the company, + Advance payments - Current Payables

4 2 5 Standard return, Included Into tanffs, IS determIned by the IRR In amount of
15 % of the cost of qualIfyIng assets of the pIpelIne company durIng the
calculatIOn penod

4 2 6 Current rate of return can be estImated USIng cash flow tables dunng the
gIven penod, or In a SImplIfied way, USIng the follOWIng formula2

Examples of lanff 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 m complIance wIth "Temporary
PrOVISIOns on Standards for EstImatIon of EconomIC and Fmanclal EfficIency of Investment Projects,
proposed for mcluslon mto the State Investment Program" approved by the ResolutIon of the Mmtstry
of Economy and Trade of the RepublIc of Kazakhstan on June 27 1997, No 113a to tmplement the
ResolutIOn of the Government of the RepublIc of Kazakhstan No 528 dated Apnl 10, 1997, and m
accordance WIth the key prmcIples of the Methodology of tanff calculatIon, developed by USAID
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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, mcludmg mcome tax and payments to the diVidend fund -

5 Tariff CalculatIOn

5 1 CalculatIon of basIc tarIff rates for pumpmg withm the boundarIes of a tanff
entIty VIa I-sectIon IS made accordmg to the followmg formula

where,

TA - total tanff revenue from pumpmg 011 through the gIven tanff entIty,
A- total (cumulatIve) planned throughput for the gIven tanff entIty,
AI - length of the tanff sectIOn 1, kIn

5 2 Calculation of (RIders) Surcharges on BaSIC Tariff Rates

5 2 1 Surcharges for addItIOnal serVIces, proVIded by a pipeime company, shall be
calculated mdividually for each type of servIce, takmg mto consIderatIon relevant
expenses

5 22 Surcharge for loadmg (unloadmg, reloadmg, storage, technologIcal
treatment) of oil shall be calculated and approved for each loadmg statIon (unloadmg
statIon, storage faCIlIty and reloadmg statIOn) m Tenge per 1 ton of 011 accordmg to
the followmg formula 22

HHI = TAH/O,

Note calculatIon of surcharges for loadmg, unloadmg, reloadmg, storage, treatment and
heatmg can be adjusted by the maxImum admIssIble tarIff revenue on the fixed rate of return
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where,

TAH.- tarIff revenue for I-loadmg statIon (unloadmg, reloadmg, storage, treatment)
o - loaded (unloaded, reloaded, stored, treated) volume

5 2 3 TarIff revenue for loadmg (unloadmg, reloadmg, storage, technologIcal
treatment) for 1- loadmg statIOn (unloadmg statIon, storage faCIlIty and reloadmg
statIOn) IS calculated accordmg to the followmg formula

where,

<';1.- expenses per I-loadmg statIon (unloadmg, reloadmg, storage, treatment),
TA - company revenue,
C;; - wmpany expenses, taxes not mcluded

5 24 Surcharge for loadmg (unloadmg, reloadmg, storage, technologIcal treatment)
for an mdlvldual shIpper IS calculated WIth consIderatIOn of the locatIOn of loadmg
statIon and volume loaded accordmg to the followmg formula

HH = ~xO,

where,

HH - amount of surcharge for loadmg (unloadmg, reloadmg, storage, technologIcal
treatment) for an mdlvldual shIpper,
HH.- amount of surcharge for loadmg (unloadmg, reloadmg, storage, technologIcal
treatment) of 1 ton of 011 per I-loadmg statIon (unloadmg, reloadmg statIon, storage
facIlIty, treatment statIOn)
o - loaded (unloaded, reloaded, stored, treated) volume of 011

5 2 5 Surcharge for 011 heatmg shall be calculated m Tenge per one ton per km and
approved for every tarIff entIty wlthm ItS boundarIes The calculatIon IS made
accordmg to the followmg formula

where,

OAI. - tarIff revenue for 011 heatmg per I-tarIff entIty,
A - total (throughput) throughput of 011, whIch reqUIres heatmg, for I-tarIff entIty,
or total throughput of 011 WIth medIUm and hIgh VISCOSIty
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5 2 6 Tanff revenue for 011 heatmg (VISCOSIty) IS determIned for I-tarIff entity
accordIng to the formula

where,

<;11 - expenses for 011 heatIng per I-tanff entIty,
OA. - company revenue,
<; - total company expenses, taxes not Included

5 2 7 Surcharge for 011 heatIng (VISCOSIty) for mdividual slippers per Hanff entity
IS calculated WIth consIderatIOn of the amount of slipment and length of the route
accordmg to the followmg formula

fi = Il1 oioA,

where,

II - surcharge for 011 heatmg for slippers,
111- surcharge for heatIng of 1 ton of 011 per 1 Ian for I-tanff entIty,
i-volume of slipments m tons,
A - length of the route, Ian

6. Procedure for Tariff ReVISIOn and Approval

CalculatIOn and regulatIOn of the tanffs for the pipelme servIces, rendered by a
utlhty-a natural monopoly shall be performed by a regulatory entIty, authorozed by
the Government of the RepublIc of Kazakhstan

Tanff rates shall be revIsed not oftener than once a quarter Tanffs shall be revIsed
when deViatIOn of amounts of actual throughput or expenses from the planned values
exceeds 10 %

A company, mtendmg to reVIse ItS tanffs, shall submIt the documents to the
authonzed regulatory body, WhICh contam actual data on Its actIvIties durmg the
preVIOUS penod (3-12 months) and calculatIOns, ]ustlfymg new tanff rates

SubmItted documents, ]UstIfymg new tanffs, shall mclude
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6 1 Actual and projected data on total throughput and serVIces, provIded by the
company, and Its major branches, for the prevIous calculatIOn penod and for
projected one,

6 2 Actual and projected amount of tanff revenue from basIc operattons of the
company and ItS major branches, durmg the prevIous calculatIOn penod and for
projected one,

6 3 Actual and prOjected amount of tanff revenue, mcludmg cost, return and taxes
for the whole company and ItS branches durmg the prevIOUS calculatIon penod and
for prOjected one,

(l) 6 4 Informatton on the company assets to be consIdered when calculatmg
tanffs should mclude the followmg htstonc cost of assets mmus accrued
depreclatton

(2) workmg capItal, mcludmg cash, matenals, advance payments and 011,
owned by the company mmus company ltabIltttes

6 5 DepreCIatIOn, charged m accordance WIth the specIfic type of assets

6 6 Plans of capItal repaIr, technIcal trnprovement, moderrnzatlon and
reconstructIon for the entIre company and ItS branches durmg the planned penod
and ImplementatIon of those durmg the preVIOUS calculatIon penod

6 7 Fmanclal Statement
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Attachment #1

Case of cash flow table desIgn for calculatIOn of basIc specIfic tanff rates for
pumpmg of 011,011 products and water VIa plpelmes

Items

Revenues
1 Throughput, mIn T km
2 SpecIfic tanff, tenge/t * km
3 TarIff revenue mIn tenge
4 Tanff revenue WIth VAT, mIn tenge

Costs
5 CapItal mvestments (Total)

WhICh mclude
Used and useful productIOn assets
EqUIty financmg (remvestments) WIthout a %
Debt capItal

6 Total costs, mIn tenge
mcludmg
6 1 Operatmg and Mamtenance expenses, mcludmg
raw matenals
power
fuel
wages fund
repaIr
other expenses (mcludmg general and admlmstratlve)

6 2 DepreCIatIOn
6 3 resIdual value of assets
6 4 Loan payments
6 5 Total tax and customs fees and dutIes, mcludmg

VAT,
Road Fund
Property tax
Transport tax
Land tax
SocIal, medIcal Insurance, 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 mcome
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 (feasIbIhty of the proJect)
16 State's share of return
17 Company's share of return

where hne (2) = (3) (1)
lme (4) = (6) +(8) +(10) +(11)
lme (6) = (6 1) + (6 2) + (6 4) + (6 5) + (6 6) + (6 7)
hne (10) = (9) / (2)
lme (9) = (7) - (8)

hne 7 = (4) - (6)
lme 11 = (9) - (10) + (62) - (5)
hne 15 = (16) + (17)
hne (16) = (6 5) + (8) + (10) m money terms and m % to lme 15
hne 17 = (11) m money terms and m % to hne 15
For substantiatIon of new rates the followmg documents shall be submItted to the regulatory
body

18 The mam table of cash flows, reflectmg tanff calculatIons aImed to achIeve 15% IRR
19 AddItIOnal tables of cash flows, reflectmg IRR after remvestment of part of return (or

debt capItal) m ImplementatIon of the plan of mandatory rehabIlItation works,
technIcal Improvement and reconstructIon of productIOn assets •

*Speclal condItItons of operatIon of pIpelmes and tanks requIre the letter to be replaced or reconstructed wIthm
30-year perIod, of pumpmg statIon eqUIpment and commumcatlon means - 20-year perIod Therefore average
annual volume of rehabIlItatIon estImated m current prIces shall approxImate 30% of current plpelmes and
tanks and 5% of current pumpmg statIon eqUIpment and commumctlon means



I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

APPENDIXM

Hagler RevIew ofRevIsed 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 steenng comnllttee - WIth representatIOn from KazTransOIl, vanous government mmIstnes
mcludmg representatIves of the AntIMonopoly Comnnttee, KazakhOIl, the Kazakhstan
Petroleum ASSOCIatIOn, and USAID - were c01mmssIOned pursuant to a request of the
Government of the RepublIc ofKazakhstan to proVIde techmcal aSSIstance m the development
and ImplementatIOn of an mternatIOnally acceptable pIpelme tanff methodology The Steenng
Comnnttee finalIzed a consensus resolutIOn and a recommended tarIff methodology m November
1997, and submItted thIs to the appropnate government agencIes Subsequently, KazTransOIl
filed a dIfferent ResolutIOn on Standards WIth accompanymg rate mformatIOn, WhICh they
reVIsed and resubmItted m February, 1998

The attached analysIs proVIdes a detaIled artIcle by artIcle reVIew ofthe KazTransOIl filmg and
ItS dIfferences from that proposed by the Kazakhstan Government steermg commIttee The
followmg summary detaIls key pomts of the analysIs

(1) The KazTransOIl ResolutIOn proVIdes for over a 200% mcrease m transportatIOn
rates, exclusIve of addItIonal surcharges that are added for loadmg and heatmg of 011 In
the sample sheets attached to the KTO applIcatIOn, the rate IdentIfied IS 1 05 Tenge per
tonne kIlometer ($13 89 per 1000 tonne kIlometer) compared to the current rate of 0 345
Tenge per tonne kIlometer ($456 per 1000 tonne kIlometer @ 756 Tenge per USD)

(2) The KazTransOIl documents Ignore all the revenues currently aVaIlable to the pIpelme
to meet ItS revenue reqUIrement Under the Steermg CommIttee recommendatIOn, once a
revenue reqUIrement IS developed, current revenues, the value ofbartered 011 mcome, and
the 011 export surcharge should be used to reduce the total revenue reqUIrement, and the
resultmg dIfference should define the amount of mcrease that should be granted the
pIpelme

(3) The Impact of the KazTransOIl proposed "Internal Rate ofReturn" of 15%, would
be to more than double the recommended methodology's regulatory 15% rate of return

--------------- HaglerBadly ---------------
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on qualIfymg assets to a level above 30% The announced mtent of the KazTransOI1
"Internal Rate of Return" IS to mcorporate the future costs ofproposed constructIOn III

current rates InternatIOnally accepted rate deSIgn structures provIde that. for settmg
rates, the assets should be servIceable assets actually III use Customers deserve fair rates
based upon the actual costs of eqUIpment used m provIdmg them servIce The Steenng
CommIttee recommended procedure provIdes the OPPOrtunIty to finance capItal
constructIon through debt and eqUIty Without rumously raIsmg rates based upon
hypothetical 15 year estImated costs

(4) The KazTransOIl proposal for surcharges on shippers do not match actual
mcremental costs caused by the proVISIon of the specIalIzed servIce The expenses of the
addItIOnal servIces - such as the loadmg of 011 - should be charged only to those who use
them The expenses used to calculate the surcharges should not be mcluded m the baSIC
transportatIon rate

(5) KazTransOI1, m addItIOn to the return on qualIfymg assets, also now mcludes the
payment of dIVIdends to the only stockholder (the Government ofKazakhstan) as a
component of the transportatIOn rate InternatIOnal methodology prescnbes that
dIVIdends to shareholders are paId from the return on qualIfymg assets Smce the
dIVIdend payment to the government IS 50% of profit, then m accordance WIth the
KazTransOI1 proposal, effectIvely the level of return IS multIplIed by 1 5

(6) The KazTransOIl methodology proposes to use, as qualIfymg assets, the re
evaluatIOn asset-value study (study IS currently underway, though not expected to be
completed by Apnl 1, 1998) estimates WIthout apparent conSIderatIOn of acceptance of
those results by appropnate Kazakhstan government accountmg 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 Steenng CommIttee
recommended methodology mdicates that the qualIfymg asset value for computatIOn of
return should be that value currently lIsted on the approved accountmg records of the
company that IS used and useful for provIdmg transportatIOn servIce Usmg any asset
value other than that lIsted m the offiCIal accountmg records produces unrealIstIC and
unsubstantIated results

(7) The KazTransOl1 proposal mcluded two attachments, With sample calculatIOns, for
the major operatmg dIVISIon of the company These examples are senously flawed In
addItIOn to calculatIOn errors and unsupported data, the two data sheets are supposed to
Illustrate diffenng IRR calculatIOns, but the transportatIOn rates do not vary from one

---------------- Hagler BaIlly ----------------
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example to the other The transport rates do not appear to be supported by the data
WIthout appropnate IllustratIOns of thIS methodology, there IS sImply no basIs for
acceptmg this radIcal departure from mternatIOnal standards

Fundamentally, the KazTransOIl proposed resolutIOn and methodology produces vastly mflated
rates which would cnpple 011 productIon m Kazakhstan by pncmg the delIvered product beyond

marketable pnces m world markets The KazTransOIl methodology IS not an acceptable
mternatIOnal methodology and sigruficantly dIffers from the recommendatIons of the Steenng

CommIttee commISSIoned 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 KazTransOIl (KTO) filmg covered pumpmg of 011, 011 products and water Via trunk lInes
m the RepublIc ofKazakhstan The Steenng CommIttee recommendatIOn was that the tanff
methodology should separate 011 and refined 011 transportatIon, and that water transportatIon
should be treated as a separate matter In the KTO filIng, water IS mcluded mto the defirutIOns
and dIscussIOns, but not separately analyzed to produce transportatIon rates Water
transportatIOn IS pnmarIly a functIon of YuzNefteProvod and not prevalent across the system If
011 transportatIOn rates are applIed to the transportatIOn of water, thIS WIll cause huge mcreases m
water rates to potable water users such as those m the CItIes, and to well dnllers who use the
water m 011 productIon ThIS WIll cause sigruficant SOCIal and 011 productIon cost mcreases OIl
transportatIOn rates are not appropnate for water transportatIon The cost baSIS for developmg
water rates are dIfferent

2 The first sectIOn of the KTO applIcatIOn IS termed Scope and ApplIcatIon and covers ArtIcles
1 1 through 1 5

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 011 productIOn Though most of the
pnncipies of 011 tarIff methodology are applIcable to water pipeime operatIOn, there are key
dIfferences that normally necessItate a separate methodology and rate deSIgn

b KTO mcluded language m thIS sectIon, ArtIcle 1 3, to mdicate that the proVISIOns are
for the use of deSIgners of mvestment projects related to constructIOn and modernIzatIOn The
normal regulatory system of tanffs IS mtended to proVIde a return, on qualIfymg 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 tanffmethodology IS mtended to proVIde only

--------------- HaglerBwlly ---------------
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for recovery of operatmg expense, and a return on qualIfymg assets that are currently bemg used
Future capItal constructIOn expenses should not be mcluded m current rates as a drIvmg factor
ThIs IS the accepted mternatIOnal practIce for regulated publIc utIlItIes Future mvestments and
capItal Improvements are a separate functIOn of management and capItal budgetmg - not part of
the rate development process The capItal budget planner develops financmg plans usmg the
current stream ofrevenues, and revenues denvmg from debt, to plan future constructIOn and
modernIzatIOn ThIS msures that rates to current users are faIr and reasonable

3 SectIon 2, Termmology and DefimtIOns, whIch covers ArtIcles 2 1 through 29, m the KTO
applIcatIon IS a lImIted lIst of defimtIOns Smce KTO changed the procedure for calculatIOn of
return on qualIfymg assets to a method descnbed as Internal Rate of Return (lRR) (whIch
utIlIzes forecasted mflation rates) and smce thIs calculatIOn procedure IS not acceptable
mternatIOnally for regulated publIc utIlItIes, thIS sectIOn should have provIded a detaIled
defimtIOn ofwhat was mtended by the use of IRR, and defined how It was calculated

4 SectIOn 3, General ProvlSlons, covers ArtIcles 3 1 through 3 8, m the KTO applIcatIOn
a ArtIcle 3 1, m the KTO applIcatIOn, mcluded the proVISIon that tarIff rates would

mclude the formatIOn ofa standard return suffiCIent for rehabIlItatIon and modernIzatIOn of
productIOn assets mvolved ThIs VIolates the recommended methodology pnnciple that return
should be based upon useful assets and current operatmg expenses Forecasted rehabIlItatIOn and
moderrnzatIOn should not be mcluded m current rates because the customers pay for the use of
assets that do not eXist or may not ever eXIst These mflated rates may m tum cause the
customers to reduce shIpments because they may not be able to market theIr 011 at competItIve
pnces m the world markets The reduced transportatIOn that results may mean that the pipelme
company wIll not be able to meet ItS current operatmg costs

b KTO ArtIcle 3 2, as revIsed m February 1998, contams a formula for calculatmg
revenue, now termed cost of servIce, from tanffs whIch IS m dIsagreement WIth the
recommended methodology The revIsed methodology has mserted the descnptlon of
"regulated" to the term "standard return" and appropnately corrected confllctmg language from
the prevIous verSIOn concernmg mcome taxes However, the revIsed verSIOn dramatIcally
mcreases the profit or return to be mcluded m the tanff rates The formula now mcludes
"payments to the DIVIdend Fund" as an addItIonal element Smce the payment to the DIVIdend
Fund IS establIshed at 50% ofthe return, then effectIvely any return rate establIshed for the
pipeime IS automatIcally mcreased by 50% when rates are calculated Thus, m the KTO
termmology, an IRR of 15% would actually be 225%, whIle the eqrnvalent, to thIs IRR, normal
regulatory rate ofreturn, m terms of net rate level, would mcrease from 20% - 40% to 30%
60% (Note The Steenng CommIttee dIscussIOns only conSIdered a 15% regulatory rate of
return) The Steenng CommIttee recommended methodology mdicates that dIVIdends to
shareholders should be paId from the return on qualIfymg assets As the only shareholder, the
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Government of Kazakhstan should be paId Its dIvIdends from the return on assets
c KTO ArtIcle 33, as revIsed m February, 1998, contams a descnptIOn of total costs as

lIsted m the formula m ArtIcle 3 2 As long as these are current expenses these provIsIons are
not m conflIct WIth the recommended methodology

d KTO ArtIcle 3 4 IS not m COnflIct WIth the recommended methodology as long as thIS
IS not mterpreted to mean that forecasted mterest rates and mflatIOn, nor forecasted constructIOn
costs are mcluded m the standard return The current rate of return on assets should not be dnven
by future capItal constructIon needs

e KTO ArtIcle 3 5, as amended m February, 1998, IS the pnmary area of dIsagreement
WIth the Steenng COmmIttee recommended methodology Instead of proposmg a standard return
on qualIfymg assets as utIlIzed by mternatIOnal regulated publIc UtIlItIes, the KTO applIcatIOn
proposed what they termed an" mternal rate of return - IRR" The IRR seems to result from an
attempt to develop an mternal rate of return as commonly used m capItal budgetmg to analyze
the potentIal economIC VIabIlIty of mdIvIdual capItal Improvement projects ThIS IRR was not
calculated conSIstent WIth the calculatIOn ofan IRR as commonly used m financIal analysIs, and
no known regulated publIc utIlIty IS authonzed to compute a return on qualIfymg assets m thIs
manner

f KTO ArtIcle 3 6 contmues the dIscussIOn of the IRR, mdIcatmg that It WIll be denved
based upon future repaIr, rehabIlItatIOn, and reconstructIOn of the pIpelme system It also
provIdes for mcreases m rates, based upon factors such as hypennflatIOn, changes m tax laws
volume of 011 pumped, lIqUIdatIon of certam pIpelme routes, and assets valuatIOn KTO mdIcates
that theIr proposed IRR WIll also attract debt capItal Smce there IS no mechamsm descnbed m
the KTO applIcatIon to mcorporate debt mterest mto a weIghted cost of capItal calculatIOn, It IS
not clear how the proposed IRR wIll attract debt capItal It IS not clear m the KTO filmg whether
these factors could mduce a lower rate ofreturn, but It IS ImplIed that the rate WIll mcrease,
because of these factors If the volume of 011 pumped decreases as the result of the vastly
mcreased transportatIOn rates, the ImplIcatIOn IS that the rate of return would be mcreased to raIse
the rates, whIch m turn would cause a reductIOn m the volume of 011 pumped, and contmue thIS
process m a death SpIral to the pomt that revenues fall to levels wherem the pIpelme cannot be
operated The Steenng CommIttee recommended rate of return IS desIgned to be based as much
as possIble on current costs and known facts The recommended return on qualIfymg assets
should be suffiCIent to proVIde a reasonable eqUIty return that would attract mvestors, 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 mdIcates that durmg constructIOn, the constructIOn costs would not
be mcluded m 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 m the
planmng stage There IS no guarantee that the prevIously collected constructIOn costs correlate to
the actual constructIOn costs mcurred, or how thIS dIsagreement m costs would be resolved Smce
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the new pipehnes are already fully paId by the shIppers, under the KTO proposal, the value of
these assets should not be mcluded m quahfymg assets for the development of rates Under the
Steenng CommIttee recommended methodology, constructIOn costs of new pipeime systems
once they become operatIOnal are mcluded m the value of quahfymg assets agaInst whIch a
return IS assessed Under the recommended procedure, shIppers pay for assets that actually
support the servIces that they receIve

h KTO ArtIcle 3 8 mdicates that tanffs are estabhshed on the basIs of a basIc
transportatIOn rate and surcharges are added m the form of nders for specIahzed servIces that are
m addItIon to the basIc transportatIOn servIce, such as loadmg, heatmg, and storage The
pnnclple of surcharges does not dIsagree WIth the recommended methodology, however the
KTO apphcatIOn of thIS pnnciple does dIsagree It IS fundamental under the Steenng CommIttee
recommended methodology that the costs assocIated WIth any nders or surcharges should not be
mcluded m the calculatIon of the basIc transportatIOn charge Only the mcremental costs, caused
by the servIce covered by the surcharge, should be mcluded m the surcharge or nder, and only
those customers pay for the specIahzed servIces who reqUIre the servIce

5 SectIOn 4, m the KTO proposal IS tItled "BaSIC tanff constItuent elements" It conSIsts of two
major subsectIons - 4 1 Costs and 4 2 Return ArtIcle 4 lIS broken mto subordmate ArtIcles
411-415

a ArtIcle 4 1 Costs
(1) KTO ArtIcle 4 1 1 mdicates that tarIffs WIll be constructed m accordance

WIth the approved Accountmg Standards and the laws of Kazakhstan The recommended
methodology would not dIsagree

(2) KTO ArtIcle 4 1 2 mdicates that cost plans shall be based on an analySIS of
the precedmg penod and the work plan for the next penod WIth forecasted mcreases The
recommended methodology mdicated that 12 months ofhIStoncal data would be reqUIred or m
the case ofa new servIce forecasted data mIght be accepted The dIfficulty of acceptmg
forecasted data IS to mtroduce large degrees ofunrehabIhty mto the analySIS WIth regular
filmgs, 12 months of actual data would reasonably respond to changmg economIC condItIOns

(3) KTO ArtIcle 41 3 mdicates that basIc costs and speCIal nder costs would be
separately accounted ThIS IS not m dIsagreement wIth the recommended methodology

(4) KTO ArtIcle 41 4 mdlcates that centrahzed admInIstratIOn costs WIll be
dIstnbuted among the operatmg dIvIsIon costs based upon the throughputs of the respectIve
dIvIsIOns The recommended methodology mdlCated that the dIstnbutIOn should take place, but
dId not speCIfy the allocator Common allocators are throughput or total dIvIsIonal
admmlstratIve expenses ThIS KTO proposal IS not m contraventIon to the recommended
methodology

(5) KTO ArtIcle 4 1 5, as amended m February, 1998, mdicates that depreCiatIOn
of used capItal assets shall be m accordance WIth the current Standards of Accountmg ofthe
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RepublIc of Kazakhstan ThIS does not contradIct the recommended methodology The
common mdustry standard for transmISSIon pIpe and major related eqmpment IS straIght lme
depreCIatIOn

b ArtIcle 4 2 Return
(1) KTO ArtIcle 4 2 1 mdIcates that the amount of the return IS based upon the

needs of the enterpnse for rehabIlItatIOn, etc , and that the return rate IS applIed agamst the
mvolved assets of the pIpelIne company ThIS IS not m agreement WIth the recommended
procedure, as long as the mtent of thIs ArtIcle IS to mclude forecasted capItal constructIOn m
developmg the rate of return

(2) KTO ArtIcle 4 2 2, as reVIsed m February, 1998, mdIcates the used and
useful assets mclude the real value of the baSIC productIon assets, determmed on the baSIS of the
mdependent mternatIOnal audItmg company assets revaluatIOn and net workmg capItal The
Steenng CommIttee recommended methodology mdIcates that the KTO's accountmg book value
of assets less accumulated depreCIatIOn plus net workmg capItal should be the qualIfymg assets
used for rate purposes It IS doubtful that the asset reevaluatIon can be completed pnor to Apnl
1, 1998, WIth accompanymg field mspectIOns AddItIOnally, before the reassessment value can
be placed on KTO's accountmg books, the appropnate agenCIes for approval ofaccountmg
adjustments would need to endorse the change The AntIMonopoly CommIttee as the tanff
approvmg agency should also conSIder, If the reassessment IS dramatIcally hIgher than the
current book value, gradually allowmg, pOSSIbly over more than one year, mcluslon of the re
appraIsal value mto the qualIfymg assets for purposes of rate creatIon m order to reduce rate
shock to the transportatIon customers

(3) KTO ArtIcle 4 2 3, m the reVIsed February, 1998, verSIOn was deleted and not
replaced

(4) KTO ArtIcle 4 2 4, as reVIsed m February, 1998, presents the net workmg
capItal formula m 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 seekmg an IRR m the amount of 15% ThIS IS
not the same as the regulatory rate ofreturn computed at 15% The regulatory rate of return
eqUIvalent to the KTO proposal IS 20% - 40%, dependmg upon the calculatIon procedure The
KTO proposed tanff rate was a 200% mcrease over current rate levels Apparently the KTO use
of the IRR IS based upon the Standards for Investment Projects Issued by the Mmistry of
Economy m June of 1997 Investment projects are a functIOn of capItal budgetmg m a regulated
publIc utIlIty and are m no way a dIrect component of the calculatIOn ofa regulated publIc
utIlItIes rate of return on qualIfymg assets ThIS sectIOn IS not m keepmg WIth the Steermg
CommIttee recommended tarIff methodology

(6) KTO ArtIcle 426, as amended m February, 1998, has made a number of
changes to the formula IdentIfied m the recommended methodology, The February reVISIOn
subtracted the payments to the dIVIdend fund from current revenues to arnve at the current net
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return As IndIcated In 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 Steenng
CommIttee recommended methodology

6 SectIOn 5 of the KTO proposal IS tItled "CalculatIOn oftanff" It conSIsts of ArtIcles 5 I and
5 2, WIth ArtIcle 5 2 dIVIded Into SubordInate ArtIcles 5 2 1 - 5 2 7

a KTO ArtIcle 5 1, as amended In February, 1998, prOVIdes the formula for the
calculatIOn of the tarIff 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 penod The recommended
methodology depended upon actual throughput and an allocatIOn of the actual revenue
reqUIrement The ongInal KTO proposal used planned tanff revenues for calculatIOn The word
"planned" has been struck from the descnptIOn oftanff revenue

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, IS In keepIng WIth the phIlosophy
embodIed In the recommended methodology, however ItS applIcatIOn In the follOWIng
subordInate ArtIcles IS not In keepIng WIth the recommended methodology

(2) KTO ArtIcle 5 2 2, as amended In February, 1998, IS not In keepIng WIth the
pmlosophy of the recommended methodology The KTO proposal would set a loadIng rate
based upon a tanff revenue dIVIded by loadIng volumes The recommended methodology would
reqUIre that the separate Incremental expenses necessary to perform the loadIng be compIled and
that total expense amount be dIVIded by the tons of loaded matenal to amve 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 In the expenses used to calculate the baSIC transportatIon rate In ArtIcle 5 1

(3) KTO ArtIcle 5 2 3, as amended In February, 1998, calculates the revenue for
the loadIng tanffby dIVIdIng the expenses for loadIng by the pIpelInes total expenses (not
IncludIng taxes), and multIplyIng thIS tImes the pIpelInes total company revenues Tms 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 tms sectIOn IndIcates that the calculatIOn of the surcharges can be
corrected WIth conSIderatIOn of the maxImum allowed tarIff revenue ThIS IS not IndIcated
elsewhere and there may not be any actual mechanIsm to adjust surcharges, but tms would
IndIcate that customers beIng bIlled under the surcharge are overpaYIng for the servIce and
SUbSIdIZIng the baSIC transportatIOn revenue There IS no dISCUSSIOn ofa refund mechanIsm to
return exceSSIve collectIons to customers ThIS VIolates the recommended methodology

(4) KTO ArtIcle 5 24, as amended In February, 1998, SImply demonstrates the
calculatIOn of an IndIVIdual shIppers surcharge based upon the precedmg two subordInate
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ApPENDIX M .. M-9

ArtIcles The total concept, as proposed, vIOlates the pnnclples establIshed m the recommended
methodology

(5) KTD ArtIcle 5 2 5, as amended m February, 1998, IndIcates that a surcharge
for heatmg the transported 011 WIll be calculated per one ton per kIlometer, and approved for
every tarIff entIty WIthm Its boundanes ArtIcles 5 2 5, 5 2 6, and 5 2 7 follow the same pattern
and suffer from the same flaws as dId ArtIcles 5 2 2,523, and 5 24 They also vIolate the
pnnclples establIshed In the recommended methodology AddItIOnally, It IS not clear from the
KTD proposal whether all shIppers WIll be charged the heatmg surcharge or only those needmg
the servIce Both lead to over recovery of mcome reqUIrements m VIOlatIon ofcost causatIOn
The former WIll lead to vastly exceSSIve over recovery of mcome requIrements, especIally from
those shlppmg lIght crude OIls

7 SectIOn 6 IS tItled the Procedure for tarIff reVISIon and approval It mcludes ArtIcles 6 I
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, reVlSlon,
mdlcates that the calculatIOn and regulatIon of the tanffs shall be performed by an authonzed
Kazakhstan regulatory entIty It now appears that KTD WIll not file a proposed tarIff rate, but
depend upon the regulatory authonty to specIfy for the natural monopoly utIlIty the appropnate
rate ThIs places the burden ofJustIfymg the transportatIon and surcharge rates IS on the
regulatory agency as opposed to KTD The mdlvldual ArtIcles lIst the documents to be provIded
to support the tarIff reVISIOns The February reVISIon to the proposal modIfies the defimtlOn of
depreCiatIon, but no dlscermble dIfference IS noted The documents mclude the actual and
planned data The recommended methodology prOVIdes for annual applIcatIOns, though more
often than annual were allowed, If 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 qualIfymg assets should not change any more often than annually
ShIppers need some assurance of contInUIty m transportatIOn rates They must plan for delIvery
to world markets and need stabIlIty m transportatIOn rates m order to make the economIc
decIsIOns necessary to deCIde to produce and shIp theIr crude 011 AddItIOnally, approvmg
governmental authontles such as the AntImonopoly CommIttee and the Agency for StrategIc
Plannmg should not be overburdened WIth excessIve and unnecessary filmgs of rate mcrease
requests They should not have successIve filmgs made before adequate tIme for reVIew IS
completed Basmg rate applIcatIOns on sUbjectIve forecasts WIll lead to numerous filmgs - If the
pIpelIne adheres to ItS proposed 10% gUldelme

8 Numerous and extenSIve changes were made to the sample calculatIOn attached to the
KazTransDII proposal, between that proposed at the end of 1997 and m early 1998 The two
KTD attachments wIth sample calculatIOns for the western operatmg dIVIsIon of the company
were to Illustrate dIfferent Impacts USIng a 4 26% IRR and 13 15% IRR, though the proposed

--------------- HaglerBaIlly ---------------



I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

APPENDIX M ~ M-I0

methodology specIfies a 15% IRR These examples are senously flawed A number of cells m
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, mcreases the NPV WIth mcreasmg
dIscount rates, when they should decrease The explanatory notes to the worksheet sImply do not
correlate wIth the actual worksheet The quahfymg asset value used for calculatIOn are the
unadjusted computer model results, mentIOned earlIer m thIS dIscussIOn The operatmg expenses
do not correlate WIth known values Most Importantly the transportatIOn tanff rate does not seem
to be denved from the values lIsted on the work sheet It IS set at 1 05 Tenge per ton kl10meter
It never changes m value throughout the 15 years shown on the worksheet Attachment 1
mdIcates an IRR of 13 15% and Attachment 2 mdIcates an IRR of 4 26%, yet both worksheets
mdIcate the exact same transportatIon rate The rate should have changed WIth the change m IRR
If the wntten KTO methodology IS followed As an 11lustratIOn of the methodology, the
attachments are totally WIthOUt value WIthout appropnate 11lustratIOns of thIS methodology
there IS sImply no basIs for acceptmg thIs radIcal departure from mternatIOnal standards
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APPENDIXN

February 20, 1997

Mmister and Charrman Yerzhan Utembayev
PresIdentIal Agency for StrategIc Plannmg and Reform of the RepublIc of Kazakhstan
92 Abal Street
473000 Akmola

Subject 011 Pipelme TarIff Methodology

Dear Mimster Utembayev

In November, 1997, a steermg commIttee, commISSIoned by the Government of Kazakhstan to provIde techmcal
assIstance m the development and ImplementatIOn of an mternatIonally acceptable 011 pipelIne tarIff methodology
fmalIzed and submItted a resolutIOn and a recommended tariff methodology to the appropnate Kazakhstan agencIes
Subsequently, KazTransOIl filed a sIgmficantlydIfferent ResolutIOn on Standards wIth accompanymg rate mformation

The Impact on rates by the KazTransOIl filmg, accordIng to the shippers, IS a 200% mcrease Because of concerns
raIsed by a number of parties, the AntIMonopoly CommIttee only approved a 61% mcrease, though KazTransOl1
contInues to lobby for slgmficant Increases

USAID urges you to formally adopt the steenng commIttee recommended 011 pIpelIne tanffmethodology, WhIch we
strongly belIeve IS In the best mterests of Kazakhstan, KazTransOIl, and the shippers

The goal ofa tarIffand rate deSIgn methodology IS to generate adequate revenues to permit the 011 pipelInes to recover
operatmg costs and earn a reasonable return on mvestment, whIle provIdmg a reasonable net back value to producers
and the natIOnal and regIOnal governments FaIr and predIctable tanff and rate deSIgn methodologIes consIder the
Interests 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 EconomicallyvIable projects reqUire tariffs
that support InternatIOnally competItiVe levels of effiCIency and profitabIlIty WIth economic effiCiency, revenues
should Increase to the transportatIon utIlIty As uneconomIC tanff rates nse, such as those proposed by KazTransOII,
the net back cost to producers nses to POInt that the final delIvered market pnce for the 011 In world markets IS not
competItive ProductIOn actIvIties and Investment WIll then be curtaIled, redUCIng transportatIOn revenues for
KazTransOI1, and royaltIes and fees for Kazakhstan

Once agaIn I would lIke to strongly urge you to adopt the methodology as outlIned by the steerIng commIttee If you
would lIke an In-depth bnefing, 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 DIrector for
Central ASIa
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APPENDIX 0

ExammatIOn of KTO Proposed PnncIples of Deterrmnmg the Rate of Return

Factor one - 30 year US T-bI1ls

It IS faIr to consIder thIs a nsk free mvestment foundatIOn, however If the mflatlon rIsk of
Kazakhstan IS also to be consIdered then other consIderatIons are necessary The mherent factors
m the US T bIll rate are a real rate of return plus a long term mflatIOnary nsk As ofAprIl 1998
the US T bIll rate for 30 year term bonds IS 5 9% Smce the current mflatIOnary rate m the US
IS between 4% and 5% GIven expected past and future stabIlIty, the mvestor probably perceIves
that over the long term lIfe of the mvestment that the current mflatIOn rate IS a faIr proxy for the
mflatIOnary nsk, therefore the real rate ofreturn IS 0 9 to 1 9% return Inherent m the US
mvestor mflatIOnary nsk IS a portIon of country rIsk and a portIOn of world mflatIOnary nsk
Therefore the approprIate startmg pomt for calculatIOn IS the real rate of return expectatIon whIch
should be adjusted by relevant country factors Thus thIs factor should be establIshed at 0 9 to
I 9% maxImum

Factor two - mdustnal nsk ofUS pIpelIne mvestment

SImply not relevant There are a large number of pIpelInes WIth sIgmficantly dIfferent operatmg
charactenstIcs One cannot utIlIze thIs as an addItIve factor for a pIpelme m Kazakhstan If one
adopts a US pIpelIne nsk structure one logIcally has to also adopt the resultmg calculatIOn for
eqUIty rIsk that US pIpelInes receIve m total whIch go as low as 7%

Factor three - country rIsk

ThIs IS a relevant factor There are polItIcal nsks, mflatIOnary rIsks, currency nsk, and other
economIC nsks that are mherent m operatmg m any partIcular country Three percent IS a very
conservatIve number

Factor four - structural nsk

There IS only one operatmg pIpelIne m Kazakhstan so the structural rIsk and the mdustnal rIsk
are combmed Fundamentally then thIS defaults to a fundamental measure of the uncertamtIes of
the pIpelme m companson to other mdustnes m Kazakhstan GIven that the pnncIpal pIpelIne
shIppers are pnmanly wholesale customers who have a hIgher probabIlIty to pay than retaIl
customers, the structural/mdustnal rIsk for the pIpelme IS much lower than for a dIstrIbutIOn
utIlIty A factor of2% to, at the outSIde, 3% should be conSIdered The dIscussIOn that KTO
proposed basmg It on forecasted Impacts of the constructIOn of export pIpelmes should actually
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ApPENDIX 0 ~ 0-2

m reverse of the mterpretatlOn made by KTO Increasmg export routes wIll mcrease throughput
m net total Increasmg throughput mcreases revenues and reduces mvestor nsk

Factor five and SIX - mdustnal nsk and envIronmental nsk

The supportmg descnptlOn dIScussIon normal management nsks - not mvestor nsks - that are
mherent m the operatlOns ofa pipeime busmess and whose costs are already consIdered m the
tanff rate methodology The company has the opportumty to meet ItS financIal needs by
receIvmg a return on eqUIty, cash flow from deprecIatlOn mcluded m rates, and has the abIhtv to
mcur debt to address ItS operatmg needs

Factor seven - Tenge devaluatlOn

Smce the currency IS regularly adjusted the value IS essentIally an mflatlOnary adjustment
reflectmg the perceIved dIfference m the mflatlOn rate ofTenge as opposed to other currency
InflatlOn IS already consIdered m the development ofcountry factor Further from a matchmg
prmciple, If 30 term US T-bIlls are a baSIS for calculatIon then any mflatlOnary adjustment
should be consIdered on a long term baSIS As eVIdence from the financIal records m thIS
country, the long term mflatlOnary rates for Kazakhstan are an exponentIally dechnmg factor
Therefore, the current mflatIOn rate expectatIOn should not be used but a rate extrapolated to the
future WhICh demonstrates the soundness of financIal pohcles followed to date

The overall all rate of return as eVIdence by a re-exammatIOn of factors followmg the KTO
dIScussIons would mdICate that a rate of return m the range of 3 2% to 7 9% IS a more realIstIc
range of return The natural gas pIpelIne operator for Kazakhstan made a rate applIcatIOn m
December 1997 ThIS company has been pnvatlzed and may reflect an mvestor's expectatIOn for
a reasonable rate of return for mvestment m Kazakhstan The requested rate of return was
between 8% and 9% Smce gas pipeimes and 011 pipelmes share many common operatmg
charactenstics then a rate of return for KTO of 8% IS not unreasonable
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APPENDIXP

RATE DESIGN PRINCIPLES

A regulatory authonty In decIdIng the final rate, that It approves for use by a regulated pIpelIne,
utIlIzes standard methodologIes to develop a prelImInary rate The regulatory authonty then
examInes the rate level and evaluates the polIcy reqUIrements that It has as the regulatory
approval agency The authonty has at least three Interests that It attempts to balance In
apprOVIng the final rate It must consIder whether the rate IS In the best Interest ofpIpelIne, In the
best Interests of the customer, and In the best Interest of the country Regulated publIc pIpelIne
rates are not set In the same manner as an unregulated bUSIness As a natural monopoly ItS rates
must be set In the best Interests of a number of factors not Just based upon maxImIZIng the
revenues to the pIpelIne

It arrIVIng at the final deCISIOn, It utIlIzes a senes of rate pnncIples The follOWIng are common
ones that are consIdered, but the lIst IS not lImIted to only those dIscussed

The first pnncIple IS aChIeVIng the revenue reqUIrement The regulatory authonty should
consIder whether the rate WIll realIstIcally achIeve the revenue reqUIrement, for example IS 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 ItS
revenue reqUIrement

A second pnncIple IS gradualIsm and contInUIty In tryIng to achIeve the revenue reqUIrement
WIll the rate Increase cause "rate shock" That IS, WIll the Increase be so large as to cause the
shIpper to reconSIder ItS use of the pIpelIne transportatIOn system The customer, even though
pIpelIne transportatIOn may be ordInanly the most cost effiCIent, may select other means to
delIver hIs product to market For example, the shIpper may have the optIOn ofUSIng raIlroad
transportatIon or water transportatIon ThIS may be dnven by the market contracts that the
shIpper already has In place whIch WIll not allow hIm to achIeve a delIvered product pnce In a
world market - If the Increased transportatIon rate IS fully Implemented at one tIme The shIpper
may choose to shut In hIS productIOn untIl such tIme as the shIpper can adjust ItS contracts, sInce
these contracts may be for delIvered product several months later However, If the rate Increase
IS only allowed In small Increments - stIll aChIeVIng the total Increase, but spread over a long
penod of tIme - It provIdes the tIme for the shIpper to adjust hIS operatIons and accommodate the
Increase

Other pnncIples that are consIdered are
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ApPENDIX P ~ P-2

faIrness - rate structures, except m specIal, JustIfied cases supported by clearly artIculated
reasons, should reqUIre no class of customers to pay more than the costs of servmg that class,

socIO-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 pIpehnes 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 - IS the servIce valuable to the customer and IS there a demand for the servIce,

competItIve servIce - are there competItIve servIces that shIppers WIll seek at mcreased pnce
levels,

polItIcal Impact - what are the pohtIcalImpacts of the new rates,

abIlIty ofcustomers to pay - even If the economIC equatIOns develop a rate level, If the customers
do not have the abIhty to pay the rate, then the revenue reqUIrement may not be achIevable,

safety and enVIronment - WIll the rates allow the pIpelme to operate m a safe and
envIronmentally prudent manner,

maxImIzatIOn of mvestment - has the pIpelIne maxImIzed Its potentIal for mvestment m a manner
whtch WIll mcrease Its revenues wIthout causmg mcreases m rates and has It sought outSIde
mvestment that facIlItates achIevmg ItS revenue reqUIrement wIthout causmg mcreases m rates,

SImphCIty - are the rate desIgns sImple, easy for shIppers to understand and to make appropnate
decIsIons about use, and easy for the pIpelme to admInIster,

and, lastly, stabIhty - do the rates produce stabIhty m the flow ofrevenues or WIll the
consequence of these rates produce mstabIlIty

Every rate decIsIon may not address every one of these pnncIples, and the regulatory authonty
may also adopt other pnncIples on WhICh to base declSlons based upon publIc pohcy However,
the regulatory authonty should try to conSIder as many factors and prmcIples, as pOSSIble, pnor
to rendenng a decIsIOn on the final rates granted a pIpelIne
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APPENDIXQ

CONSIDERATIONS FOR THE GOVERNMENT OF THE REPUBLIC OF
KAZAKHSTAN AND KAZTRANSOIL COMPANY FOR

DETERMINING TRANSPORTATION TARIFFS

The Key Market Players

I Kazakhstan Government

IT Oil Producers - shIppers

III Kazakhstan Plpelme System - KazTransOll system IS the only pIpelIne company m
Kazakhstan - a natural monopoly

1 It IS nnportant to pursue the balance of the mterests of all partIes

• The Government of Kazakhstan has to evaluate all the pros and cons of the new tanff
approach

The Government of Kazakhstan IS

1) the owner of the plpelme system,

2) the owner of KazakhOd, 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 m the mterests of a plpelmecompany, whIch IS a tool for
shlppmg od produced, It wIll lead to a dISbalance of mterests and to a decrease of the netback
values to the producers, mcludmg KazakhOll, decrease m throughput - whIch will result m tre
decrease of the KazTransOd revenue and decrease of the budget revenues m terms of taxes,
royaltIes, bonuses and other payments If It acts exclUSIvely m the mterests of the od
producers, It WIll not ensure an effiCIent transportatIon mechamsm and relIabIlIty of 011
shIpments

• The new tanff approach should not create a dlsmcentlve for the 011 producmg compames to
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APPENDIX Q ~ Q-2

Invest In Kazakhstan 011 productIon or to theIr declSlon to dIvest On the contrary, It should
stnnulate the attractIOn of the foreIgn Investment Into all sectors of the Kazakhstan mdustry

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

• TarIffs should be competItIve In comparIson WIth the other transportation means,

• TarIffs should be competItIve enough so that the 011 produced In Kazakhstan can be sold at tre
world markets at the competItIve pnces

3 In accordance With the recommendatIOnsof the SteerIng Committee, tariffs should proVl~

for the recovery of all the JustIfied costs and prOVide for a fair rate of returnfor the pipelIne
company At the same tIme, smce KazTransOIlls the only pipelIne company m Kazakhstan
at the moment, It should be treated and regulated as a natural monopoly and It should offer
transportatIOn services at least cost

• There IS a bIg demand In the servIces of KaztransOIl from the SIde of the shIppers, so,
there IS almost no competItIOn nsk for the company

4 MacroeconomIc factors should be conSidered m the process of the new rates
applIcatIOn Gradualism IS one of the basiC pnnclples used by a regulatory authonty

In order not to cause a pnce shock on the SIde of the shIppers, consumers of 011 products,
refinenes, etc, a gradual approach should be utIlIzed In respect to the use of

• the new evaluatIOn numbers for the productIOn assets,
• the rate of return WIth all the nsks consIderatIon

The whole system can not be changed overmght

5 Forecasted data should only be used In the tariffs of a natural monopoly on a lImited
basiS

Tanffs of a natural monopoly can not encompass all potentIal the forecasted projectIOns m the
rate of return
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ApPENDIX Q ~ Q-3

The mdIcators for the forecasted probable projects can not be consIdered and all added
cumulatIvely m today's rate of return and ultImately m the tanffs, especIally takmg mto
consIderatIOn that some of these projects are not even scheduled to start m the next 3-4 years
(e g Chmese Ime)

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 mcreased respectIvely
Tanffs 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 budgetmg department to make a decIsIon WIth respect to preventmg
accIdents or emergencIes by usmg debt or eqUIty capItal It IS m the mterests of the pIpelIne
company and Its owners to do everythIng on ItS own so that It 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 tanff rate, a larger revenue and a larger return eventually

Other consIderatIons mclude -

1) utIlIzatIOn of debt capItal - repaIrs or reconstructIOn - hIgher throughput - hIgher revenue

2) It IS Important to do a senSItIvIty analysIs m order to see the Impact of the tanff changes

3) It IS Important to consIder If KazTransOIl could be operated under management of a firm
WhICh would prove that It can operate at lower costs and at a lower tanff (e g Unocal
proposal)

4) It would be Important to consIder the use of the other means of transportatIon
by the 011 producmg compames e g the use of railroads, barges and tankers

5) It would be Important to see the tanff revenue of KazTransOIl for the last year and to
compare It WIth the projected revenue, so that there would be an Idea of an mcrease m
revenues and resources for all the needed works

6) WIth the mcrease assets valuatIon and adjusted depreCIatIOn, even If a rate of return on the
qualIfymg assets IS moderate, It would already cover necessary works
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APPENDIX Q ~ Q-4

7) Tractebel's ratIOnal With regard to the rate of return and consideratIOn of all the rIsk factors
resulted m a rate of return m the amount of approxnnately 8 %
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APPENDIXR

ASSET VALUATION FOR REGULATED UTILITIES

Asset valuatIOn of regulated natural monopoly property for the purposes of establIshmg publIc
utIlIty rates IS performed dIfferently generally than normal commercIal valuatIOns of property
At the heart of the valuatIOn process IS the consIderatIOn that the assets bemg valued form the
foundatIOn of the establIshment of publIc rates These rates must be m the best mterests of all
partIes concerned - the natural monopoly, the customers of the natural monopoly, and the
countrIes overall economy

Even If the regulatory authonty accepts the asset valuatIon It may not allow consIderatIOn of the
entIre rate base for purposes of establIshmg rates A fundamental consIderatIOn IS whether the
assets are used and useful What thIs means IS that customers paymg natural monopoly rates
should not pay a return on assets for property wIDch has no functIOn m provldmg servIce to the
broad base ofcustomers

ValuatIOn descnbes the process ofplacmg a Tenge pnce on the natural monopoly's property and
faCIlItIes Three baSIC technIques for measunng the value ofa company's mvestment are
common The common technIques are the ongmal cost method, the reproductIOn cost method,
and the prudent mvestment method No technIque IS perfect and usmg one m a partIcular case
does not exclude the possIbIlIty of usmg one of the others m another case or usmg a combmatlOn
ofmore than one technIque The overall foundatIOn for the regulatory organIzatIOn deCISIOn to
accept a technIque IS the foundatIOn that the rates must be m the best mterests of all partIes

ReproductIOn Cost

The reproductIOn cost method dIsregards past pnces and consIders only the cost of reproducmg
the property at the present tIme ReproductIOn means that the cost IS set based on bUIldmg a
duplIcate of the system at current pnces for matenals, eqUIpment and labor One questIon that
must be asked IS whether reproductIOn should be computed With exact replacement of the current
eqUIpment Or, should reproductIon be based upon a reproductIOn cost usmg a model based
upon the most modem technology and deSIgn concepts The argument m support mamtams that
the regulated publIc monopoly, lIke an unregulated commercIal busmess, lIve m the present and
not m the past The opposmg argument IS that no sensIble commercIal busmess owner would
reproduce property wIDch was out of date or mefficient by modem standards CompetItIOn m
normal commerCIal busmess operatIOns forces an unregulated busmess to meet the effiCIency
standards of ItS nvals or fall The regulatory authonty must proVIde the force that IS lackmg 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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authonty If It accepts reproductIOn cost must adjust the values before usmg these asset valuatIOns
for producmg rates

In penods of mflation ofconstructIOn costs, reproductIOn costs produce rates that WIll generally
always be hIgher than ongInal costs In penods In whIch constructIOn costs are stable or fallIng,
then reproductIOn valuatIOns may produce rates whIch would be below that produced by ongInal
cost valuatIOns The questIOn that has also to be consIdered IS 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 pnces change regularly

When reproductIOn valuatIOns are performed they normally compute the reproductIOn costs of
the system as It eXIsts today Then straIght lme depreCiatIOn IS 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 authonty needs to elImInate
from the valuatIOn any property that IS not used and useful ReproductIOn assumes that the
system WIll be operated at the deSIgn capacIty IfportIOns 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 In 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 IS only a proxy and should not ordInarily be used on
a regular rate settmg baSIS

If the reproductIon valuatIOn would sIgmficantly dIffer from the ongInal cost or the book
valuatIOn of the property, and would thus produce rates radIcally dIfferent from current rates, the
regulatory authonty 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 IS to use 60% to 70% ofthe current book valuation and
40% to 30% ofthe reproductIOn valuatIOn, added together, to amve at a qualIfyIng asset
valuatIOn for purposes of settIng rates Then over time greater percentages of the reproductIOn
value would be consIdered

---------------- HaglerBatily ----------------



I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

APPENDIXS

Apnl 24, 1998

Ms Elena Popandopulo
ChIef, Pncmg Department
AntIMonopoly CommIttee
Agency for StrategIc Plannmg and Reform
Government of Kazakhstan

Subject The Issue of Determmmg the Rate of Return m the Oil Pipelme TanffMethodology

Dear Ms Popandopulo

In accordance WIth the drrectiOn that you prOVided Apnll 0, 1998, to Ms Saule Mamyrbaeva and Mlk.e BiddIson at the
workmg group meetmg on pipelme tarIff methodology m Akmola, deSIgnated representatIves of KazTransOtl and
USAID consultants met on Apnl13 and Apn115, 1998, to diSCUSS the methodology for Identlfymg the rate of return
on assets

The staff of KazTransOtl and the USAID representatives agreed to recommend to you the followmg methodology
gUidance for your conSideratiOn

(l) The proper denvatiOn ofthe pipehne rate ofreturn on qualtfymg assets IS the weIghted cost of capital (debt capital
and eqUity capItal)

(2) The return on equIty portiOn, ofthe weighted cost of capItal calculatiOn, should conSist of the sum ofthe followmg
elements

( a) the current US Treasury 30 Year mterest rate,
( b) mdustry nsk for a plpelme company ill Kazakhstan
( c) the structural nsk for a plpelme m Kazakhstan whIch is based upon the uncertamtIes of a corporate finanCial
structure of thIS sector of mdustry
(d) and, country nsk for Kazakhstan whIch mcludes varIables that affect the ablltty ofthe plpelme to repay mvestment
due to potential problems ansmg from polItICal, economIC, legal, and admmlstratlve problems
m case It IS trnposslbleto approve pomt 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 m (2) above Upon
applIcatiOn for a rate mcrease, KazTransOtl wIll proVide wntten supportmg testImony recommendmg factors ThIS
testImony WIll be made avaIlable to customers and other mterested partIes At a publIc hearmg before the
AntIMonopoly CommIttee, KazTransOIl, customers, and other mterested partIes, such as the Mmlstry of Energy,
Industry, and Trade, shall present testImony m support of their respective proposals for settmg thiS rate The
AntIMonopoly Committee shall render a deCISIOn based upon the eVidence before it and shall establIsh the appropnate
rate of return based upon the weighted cost ofcapItal mcludmg the elements lIsted m (2) above
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(4) To Improve the stabIlityofthe revenues, the rates should be publIshed m US dollars The payments should be made
m tenge m 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 followmg parties agree to thiS Jomt representatIOn of agreement
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J Michael Biddison
Regional Manager
Hagler Badly
USAID Energy Consultant

S Mamyrbaeva
VIce-president
KazTransOI1
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APPENDIXT

PUBLIC HEARINGS

Purpose

Regulated natural monopolIes must operate for the publIc good of all partIes One of the key
features ofmsunng thIS publIc good IS that all proceedmgs concerned wIth the creatIOn of polIcy
and WIth the establIshment of rates are formalIzed m open publIc forums m WhICh all mvolved
and mterested partIes have the opportumty to examme the eVIdence and present theIr VIews

Procedural

The basIc steps are

1 Schedule a publIc heanng
2 PublIsh notIce
3 DetadIssues
4 Convene heanng
5 ChaIr meetmg by declsIOnmaker
6 RegIster WItnesses
7 GIve each party adequate opportumty to provIde eVIdence
8 ProvIde opportumty for rebuttal
9 Record all eVIdence
10 ProvIde date that oplmon WIll be rendered
11 IndIcate procedure for appeal
12 Issue formal decIsIon of the results of the heanng WIth a lIst ofactIons taken and an effectIve
date of the change

In terms of schedulmg a publIc heanng, the key regulatory authonty needs to ascertam the
affected servIce temtory of the natural monopoly's operatIons If the customer base IS lImIted
and has the OPPOrtunIty to convene at a central locatIOn, then only a smgle heanng may be
reqUIred In the case ofa dlstnbutlon natural monopoly temtory, then heanngs should be
scheduled m each of ItS major operatIOnal temtones

PublIc notIce needs to be performed to msure that as many affected partIes as possIble are aware
of the proposed changes and have suffiCIent advanced notIce to examme the Issues and prepare
response Generally at least two weeks notIce IS consIdered mlmmum Longer penods may be
necessary Ifthe Issues are very complex If the number ofcustomers are lImIted, for example,

---------------- HaglerBaJlly ----------------



I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

APPENDIX T ~ T-2

two hundred or less, then havmg the natural monopoly send a notIce to each customer by letter,
FAX or other mdlvldual means IS appropnate In the case of a larger regulated natural monopoly
WIth hundreds or more mdlvldual customers, then pnntmg at least two announcements, spaced at
mtervals, m newspapers of large general dlstnbutIOn m the areas servIced AddItIOnally, notIce
should be sent to those publIc agencIes whIch mIght have an mterest m the proceedmg, for
example, the MIIDStry ofEnergy, Industry and Trade, or local AntI-Monopoly CommIttees The
notIce should lIst the tune, locatIOn, subject matter of the heanng It should also lIst the name
and telephone number ofa person responsIble at the regulatory authonty, m thIS case the
AntIMonopoly CommIttee, for provldmg mformatlon on the heanng ThIS mdlvldual Will
mamtam a mailIng lIst ofall partIes expressmg mterest m the heanng whIch may be used later to
provIde copIes of any deCISIons Issued ThIS mdIVIdual wIll maIntam a lIst ofpartIes and number
ofmdlvlduals expected to attend the heanng

The notIce, and any subsequent mformatIOn provIded as the result ofmqUlry, should detail the
Issues m as conCIse a summary as possIble For example, If the applIcatIon IS for a rate mcrease,
then the current rate and the proposed mcreased rate should be lIsted, as well as any major
changes m the servIces bemg proVIded If the heanng IS for the purpose of adoptmg
methodology or other polIcy changes, the key pomts should be summanzed If dIrect mqumes
are made of the regulatory authonty, the aUthonty should be able to proVIde the optIOn to make
aVaIlable the complete rate applIcatIOn, methodology, or polIcy change

The hearmg when convened should be held m 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 authonty The chair person or persons should have a
promment pOSItIon 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 a recorder The recorder should make notes on all statements made by any Witnesses at the
heanng and any statements made by the chair persons or panel ThIs person should keep copIes
of any wntten testImony provIded by the Witnesses or other partIes to the heanng The recorder
person Will keep these notes and copIes as part ofan offiCIal record whIch the chaIr or chaIr panel
can reVIew after the hearmg and from whIch copIes can be made m response to mqumes by the
partIes attendmg the heanng or other mterested partIes who could not attend the heanng The
recordmg person WIll also regIster all Witnesses that propose to speak at the hearmg Records of
hearmgs should be kept for at least two years to act as a reference for future deCISIons by the
regulatory authonty and for future exammatIOn by outsIde partIes

Some one or more than one person who IS a key deCISIOn maker or makers for the regulatory
authonty should act as chaIr person (s) for the heanng The chair should call the meetmg to
order at the appropnate tIme, announce the purpose for the heanng, and state the rules under

---------------- Hagler Bailly ----------------
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whIch they WIll conduct the heanng Then a summary of the matters to be consIdered at the
heanng should be made In the case of a rate mcrease by the regulated natural monopoly then
the natural monopoly should have a WItness explam m detail the mcrease and any changes m
servIces In the case of a polIcy change, such as the establIshment ofa new tanff methodology,
then a representatIve of the regulatory authonty or such other person as the authonty desIgnates
would present the details Wlnch ever the sItllahon, the chair or chair persons may ask questIOns
of the wItness for the record When satIsfied, the chaIr can ask If anyone attendmg the heanng
has questIOns of the wItness The chair then calls upon each questIOner m 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 hme Followmg the Imhal WItness, the chair then asks the recorder the
names ofother partIes who WIsh to gIve eVidence The same procedure IS followed as for the
mihal WItness ThIs actIvIty follows throughout the recorders lIst ofWItnesses At the
completIOn of the lIst, the chair can ask the attendees If there are any addihonal WItnesses who
wIsh to speak If any, then they are gIven the OPPOrtunIty as above

It should be emphasIzed that thIS IS an admimstratlve heanng and not a legal heanng, so the chaIr
does not have to smctly adhere to the stnct procedures of a formal legal heanng The chan
should mamtam order m the meetmg and follow common rules for managmg a large meetmg
ThIs IS an offiCial functIOn whose record WIll be made publIc and should be representatIve of the
digmty and Importance that the proceedmg represents

The chaIr of the meetmg should conclude the meetmg by summanzmg the meetmg, mdicate
when the deCISIOn on the eVIdence would be publIshed, and procedure that WIll be followed If
anyone deSIres to appeal the deCISIon A contact person should be Idenhfied WIth phone number
and/or address from whom a copy of the deCISIOn can be obtamed

The officIal deCISIon should mdicate a lIst of the actIOns taken and the effectlve date of the
ImplementatIOn of the changes IfhIgher authonty must approve the deCISIOn, then the
recommendatIOns should be IdentIfied and the date the deCISIon was forwarded WIth an
expectatIon of the date a fmal opmIOn would be Issued The recorder WIll use the lIst of
attendees at the heanng to send copIes of the deCISIon, plus such other partIes as the chaIr deems
appropnate The deCISIOn WIll also dIrect the regulated natural monopoly to notlfy ItS customers
of the change, m the same manner as prevIOusly descnbed

Any appeals made should be based upon the matters dIscussed at the heanng, and any appeal
heanng should be follow sImIlar procedures as dIscussed above

---------------- Hagler Bailly ----------------
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MINUTES
of the MeetIng (Public HearIng) for the discussIOn of the pipelIne tarIff methodology

E Utembaev Agenda - 011 PIpelIne Tanff Methodology - fIrst, the floor WIll be gIVen to Mr
MIchael BIddIson, RegIOnal Manager, Hagler BaIlly, then, KazTransOIl company representatIves

May 22, 1998

Present

Astana

Secretanes
V V Shevkunova
A K Bultaeva

E A Utembaev - Charrman of the Agency for StrategIc Planmng 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 011 and Gas, Hagler Bailly/USAID
Doble Langenkamp -Semor AdvIsor for 011 and Gas, Hagler Bailly/USAID
Nurlan D Kapparov - PresIdent, KazakhOIl
K R Zhumm - Department Head, New Projects Department, KazakhOIl
Saule Mamyrbaeva - VIce- PresIdent, KazTransOIl company
Oleg Kmasov - Vlce- PresIdent, KazTransOIl company
TatIana Solomma - ChIef manager for tanff regulatIon, KazTransOIl company
Senkzhan Utegen - Department Head, KazTransOIl company
Kusamov - KazakhCaspishelf representatIve office, DIrector
K Keldzhanov - Department Head, 011 and Gas Department, Mlmstry of Energy, Industry and
Trade
GazlZa Baramysova - DIvISIon Head, Pncmg DIvISIon, MlIDstry of Energy, Industry and Trade
NIkolaI V Radostovets - Charrman, CommIttee for the AntImonopoly and Pncmg PolIcy
Elena N Popandopulo - Department Head, Tanff RegulatIOn Department, CommIttee for the
AntImonopoly and Pncmg PolIcy
Svetlana P Gngoneva - Deputy Department Head, Department for the RegulatIOn of the Natural
MonopolIes, of the CommIttee for the Pncmg and AntImonopoly PolIcy
S B Tamrbergen - DIrector of the Department for StrategIc Planmng
Blrzhan B Kaneshev - Department Head, Department for the Strategy of Infrastructure
Development
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wIll show a vIdeo clIp - the state of a pipeime on the Mangyshlak penmsula ThIs WIll be followw
by an exchange of opimons The Meetmg WIll be concluded by the

Comnnttee for the Pncmg and AntImonopoly PolIcy, and the Agency for StrategIc Planmng and
Reforms

Michael BiddIson It IS Important to get the methodology m place and to appro\e It at thIS PublIc
Hearmg The methodology has been developed by the Steermg CommIttee WIth the partIcIpation
of the USAID consultants The comnnttee mcluded the representatIves of the Government,
Mimstnes, and representatives of the 011 producmg compames BegInmng m 1997, monthly
meetmgs were held to dISCUSS the developed methodology At the end of 1997, the methodology
was submItted for an approval The basIc prmcipies of the methodology are It IS based on the
mternatlOnal standards, It ObjectIvely balances all the needs of dIfferent partIes, mcludmg shIppers,
It IS transparent (the opportumty to dISCUSS tanffs), It allows KazTransOIl to recover ItS costs for
theIr serVIces and to get a return m order to attract mvestors

The new 011 pipeime tanff methodology IS based upon the pnnciple of the ObjectIve recovery of
total JustIfied costs, mcludmg all taxes The calculatIon ofthe return IS based upon the qualIfymg
assets

The proposed methodology IS based on the pnnciple of the economIc justIficatIOnofthe costs and
the return

To be more specIfic, WIth regard to the methodology, vanable tanff components are subject to
negotiatIons Market mdicators should be taken mto consIderatIon Tanffs should not consIder
future constructIon of the pIpelInes

Utembaev There IS a belIef, that your consultmg firm represents only the mterests of the
Amencan 011 producmg compames, and mtentlOnally aImS to keep the tanff rates down It seeks
to maXImIZe the return of the oIl producmg compames, and to cause the pipeimes condItIon to
detenorate so that the pipeime could be transferred under a conceSSIOn contract to Amencan
compames Would you comment on thIS?

BiddIson I have been workmg m Kazakhstan for more 1han two years, and I have close contacts
WIth the Government As for our mtentIOns, we would lIke to see KazTransOI1 a strong self
sustamable company Interests of the local 011 producers should not also be harmed We belIeve,
that the new methodology has ObVIOUS advantages m companson WIth the preVIOUS one
KazTransOIl shall receIve a return, whIch WIll be condUCIve for the growth of the company's

Hagler BaIlly
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capItal

Our mam goal IS to ensure the balance of mterests of all partIes mvolved, to make a
deCISIon, wlnch WIll be agreed upon by all partIes The actIVItIeS, that I am pursumg here, are not
a new area for me I have worked m regulatory bodIes of the USA, I was mvolved m the
regulatIon of the 011 and gas companIes and regulatIOn of the natural monopolIes I would lIke to
assure you, that workIng m Kazakhstan, we do not have any polItIcal agenda, our actIvItIes are
aImed at servmg Kazakhstan m the best manner to ensure economIC growth

Utembaev Would you be able to roughly compare current tarIff rates for the 011 transportatIon
m the USA, Europe, RussIa, Kazakhstan and other countnes, and to evaluate to what extent the
tarIff rates m 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 011 as soon as It IS avaIlable

We belIeve that the tarIffs need to be raIsed, because presently KazTransOI1 can not cover
ItS costs ThIS IS one of the requIrements, demonstrated m thIS methodology

Utembaev What IS your opmIOn, do the tanff rates requIre a one-tIme mcrease or the rates should
be mcreased gradually?

BIddIson Tanffs should be raIsed gradually, but stIll, all the KazTransOI1's operatmg and
mamtenance costs should be covered ThIS WIll allow the company to mamtam the system m the
workmg order Operatmg and mamtenance costs should be dIscussed at hearmgs SImIlar to the
present one

As for the pnnclple of gradualIsm for ralsmg tanffs, It should be appl:ed to the two major
factors the value of assets and the rate of return

Utembaev' You mentIOned that financIal audltmg IS not suffiCIent, that It IS necessary to have a
technIcal (engmeermg) audIt

BIddIson ThIS specIfic work needs to be done for consIderatIOnof the assets re-evaluatIon, whIch
IS done dIfferently for rate-makmg purposes than for commercIal purposes

As for the technIcal InspectIon, It should be done m any event m order to pnontlze those
works that need to be done for rehabIlItatIon and mamtenance works

Utembaev Are you famIlIanzed wIth the draft law "On the Natural MonopolIes", WhICh IS berrg
dIscussed at the ParlIament?

Hagler BaIlly



I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

APPENDIX U ~ U-4

BiddIson I have not read the latest verSIOn, but as a fonner comnllSSIOner of a regulatory body
of the USA I would lIke to mention, that, at this moment m Kazakhstan, a mechamsm for
regulatmg power and 011 and gas sector does not eXIst Such an agency should be a legal body anI
It should be mdependent

Watchmg a VIdeo clip The vIdeo was showmg the bay at the Mangyshlak pemnsula Fonnerly
It was a hollow When the Caspian sea started to raIse, that sectIOn of the pIpelIne found Itself
under the water Water undennmed the soIl and the plpelme started to move As the result, several
tWISts of the pIpelIne occurred, whIch caused a specIfic emergency sItuatIOn By now KazTransOl1
has resolved this problem Water wIll be pumped through the pIpelIne agam ThIS SItuatIOn
occurred due to the fact, that durmg the last twelve years there haven't been any repaIrs done to
mamtam thIS section ThIs happened to the pIpelIne that pumps fresh water In case the current
Situanon WIth the collectIons IS be retamed and the plpelme company revenues are kept at the SaIre
level, and m case It happens to an 011 plpelme, that may lead to the economIC and envIronmental
consequences

Mamyrbaeva The eXlstmg legIslation on the Issues of regulatmg natural monopolIes does not fit
the actual econonuc SItuatIon When settmg the tanff rates, certam ccsts are not bemg conSIdered
(VAT and mflatIOn) There must be a defimtIOn of a so-called "excessIvely hIgh return of a
natural monopoly"
All of the eXIstmg factors have created a necessIty to develop a new sCIentificallyJustIfied plpellre
tarIff methodology The methodology should consIder the feaSIbIlIty studIes for the pIpelInes Tre
assets re-evaluatIOnshould be done ThIS wIll lead to an mcrease ofdepreCiatIon charges, but they
WIll be reallsnc for mamtammg the system at ItS current level

The company pursues the pnnciple of settmg a transparent tanff polIcy The company
efforts w111 be amed at cost reductIOn, WhICh are a part of the tanff ThIS WIll be acnvated througp.
the blddmg process and tenders

Utembaev: What IS your oplmon of excludmg the non-usedassets, m thIs case I mean the Eastern
branch

Mamyrbaeva Currently the tarIff are calculated per each of the dIVISIOns (branches) separately
Pavlodar-Karakom sectIOn wIll not be conSIdered m calculatmg the rate of return

Utembaev When should the tanff 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 tanff would remaIn competItIve In thIS case?

Mamyrbaeva Yes, I am sure

Utembaev Have you evaluated (assessed) a potentIal cost of 011 slnrments by barges through the
CaspIan sea?

Utegen In our company, thIS work has just been started In accordance wIth dIfferent evaluatIons,
TransCaspIan transportatIOnof 011 to Baku and to Makhachkala IS roughly USD 4 to 8 per metre
tonne

Utembaev A ceIlIng should be set and then the pnces could be decreased WIthIn the framework
of the competItIon

Mamyrbaeva Rates and tarIffs should be flexIble, takIng Into consIderatIOn the nsk cntena
There are no reasons to set up a fixed rate of return

Utembaev What IS the attItude of the compames to the maIn pnncIples of the proposed
methodology?

Solomma The presented verSIOn of the methodology IS the result of the JOInt efforts of
KazTransOIl and Hagler BaIlly consultants The maIn prIncIples, specIfied by MIchael BIddIson,
are followed In the proposed methodology and are commonly accepted In the InternatIOnal
practIce The baSIC pnncIples are the recovery of the costs, that are objectIvely reqUIred, for
operatIng and obtaImng of a JustIfied rate of return 0 the Invested captal For pIpelIne compames
It means the used assets For a natural monopoly a JustIfied rate of return allows the enterpnse to
get a JustIfied return, and a regulatory body sets an economIcally JustIfied cntenon to regulate
actIvItIes of a natural monopoly

Zhumm It goes WIthOut sayIng, It IS Important for the 011 producers that the pIpelIne system IS
techmcally relIable and thus, nonetheless the fact, that the mtroductlon of the new methodology
WIll lead to an Increase of the tanffs, we consIder It necessary to approve the new methodology

Radostovets I belIeve, that the new 011 pIpelIne tanff methodology should be approved
At the same tIme, ItS ImplementatIon would reqUIre a gradual approach, and StrICt

momtorIng
In accordance WIth the calculatIons of the AntImonopoly commIttee, m case of

ImplementIng the new methodology (takIng Into consIderatIOnthe new value of assets) and In case

Hagler Badly
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an export surcharge IS elmnnated, pnces for the local customers may go up by more than two
times It IS Important to take measures to mItigate the Impact on the users when Implementmg
such an mcrease

The mam reason of the tanff mcrease IS to rehabIlItate and repaIr the pipeime and to
mamtam It m the workIng order OIl producmg compames are also mterested m thIS

As for the results of the assets re-evaluatIon, 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 mternatIonal consultmg fIrms

There WIll be no automatIc mcrease of pnces to the level of mflatIon The pnces shall
depend upon the changes of costs, the rate of returnand the volumes of shIpments The volume
mcrease - IS the most Important factor of tanff decrease

The Law "On Natural MonopolIes" has been adopted by the ParlIament It enVIsages
openness (publICIty), transparency of tarIffs, avaIlabIlIty of tender purchases These are
compulsory reqUIrements for all the natural monopolIes

Kaneshev Denvmg from the strategIC plans of developmentand 3-year state plans, approved by
the government ResolutIOn, concrete measures have been determmed With regard to KazTransOIl
and KazakhOI1 compames Considenng the forthcommg growth of productIOn volumes, the
perspectIve mcrease of the volumes of oIl shIpments, specIfIc actIvItIes have been planned

The proposed methodology IS unIversal and complIes WIth the strategy of the compames
development

DECISION

To approve the methodology as a whole The approval should be performed m accordance WIth
the current legIslation

E Utembaev

BIddIson

Kapparov

Kmasov

Hagler BaIlly
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I
I
I
I
I
I
I
I
I
I

Hagler Badly

I
I z;,o



I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

APPENDIX V

Approved by
(SIgnature)
S KurmangalIev,
Deputy ChaIrman of
the CommIttee for the
Pncmg and AntInlonopoly
PolIcy, Agency for StrategIc
Planmng and Reforms

Oil Pipeline Tariff Methodology

for Transmission via Trunk Lines

of the Republic of Kazakhstan

Oil Pipeline Tanff Methodology approved at the Public Heanng signed by the Comnunee for the Annmonopoly and Pncmg Pohcy and
sent to the Muustry of Jusnce for the fInal approval! June 1998
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ApPENDIX V ~ V-2

OIl Plpelme TarIff Methodology, approved at the PublIc Hearmg, sIgned by the CommIttee for
the AntImonopoly and PrIcmg PolIcy, and sent to the MInlstry of JustIce for the final

approval/ June, 1998

1 Scope and Application

1 1 Tlus Methodology contams the system of mam prmclples, CrItena and methods for
calculatIon of tarIffs for oIl plpelme transportatIOn! pumpmg (loadmg, technologIcal
preparatIon and storage)

1 2 The purpose of the Methodology IS to provIde condItIons for economIcally efficIent
operatIOns of oIl plpelme compames, mcludmg tImely and proper repaIr and rehabIlItatIon
works to mamtam the safe operatIon of trunk plpelmes

1 3 The methodology IS desIgned for the regulatIon of the tanff rates for the transportation
serVIces pumpmg (loadmg, technologIcal treatment and storage) of 011 by a transportatIon
company -

- for the economIC entItles - natural monopolIes of the RepublIc of Kazakhstan, regardless of
theIr type of ownershIp

1 4 The baSIC prInCIples of the methodology of calculatIon of pnces and the tanff rates are as
follows
- recovery of the ObjectIvely reqUIred costs

- rate of return on the used and useful assets of an enterpnse

Od Plpehne Tanff Methodology approved at the Pubhc Heanng signed by the Committee for the Antimonopoly and Pncmg Polley and
sent to the MInIStry of JusUce for the final approvall June 1998
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ApPENDIX V ~ V-3

2 Basic Tennmology and DeflllltlODS

2 1 Pumpmg tarIff (basIc tariff rate) means cost of purnpmg of 1 tonne of 011 by a fixed route

2 2 Specific purnpmg tariff rate means pnce (cost) of purnpmg of 1000 tonne kIlometers

2 3 A tarIff entity means a plpelme company or Its dIVISIOns, the specIfic pumpmg tarIff
calculated wlthm theIr boundarIes

2 4 A tarIff rIder means an addItIOnal charge accrued to the basIc pumpmg tanff rate to cover
costs of addItIOnal servIces provIded by the company

2 5 A specIfic tanff for loadmg/unloadmg of 011 (a loadmg nder) means cost of loadmg of 1
tonne of 011 at a certam loadmg pomt

2 6 A specIfic tarIff for heatmg (a heatmg rIder) means cost of heatmg of 1 tonne of 011 per
1000 km to ensure Its transportatIon

2 7 A specIfic tanff for storage (a storage nder) means a storage cost of 1 tonne of 011 m a
tank durmg a month

3 General PrOVISIODS

The followmg baSIC prOVISIOns consIstent WIth laws of the RepublIc of Kazakhstan and
applIcable mternatIOnal standards lIe m the baSIS of tarIff calculatIons for transportatIOn
serVIces

Od Plpehne Tanff Methodology approved at the Pubhc Heanng signed by the Cotnrnlttee for the Annmonopoly and Pncmg Policy and
sent to the Mlillstry of Jusnce for the final approval! June 1998

3
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APPENDIX V .. V-4

2 Note WIthOUt consIderatIon of the assets, used for the prOVISIon of addItIOnal servIces

011 Plpelme Tanff Methodology approved at the PublIc Heanng Signed by the CommIttee for the Anumonopoly and Pncmg PolIcy and
sent to the Mlffistry of Jusnce for the fInal approval! June 1998

+ Return on Used and Useful Assets 2Total Costs=TarIff Revenue
(Total Cost of servIce)

1 Note Standard condItIOns of purnpmg mean contmuous mtake transportatIon and delIvery WIthout warrants
and qUalIty momtormg durmg mIxture pumpmg m complIance WIth shIpper s guldelmes regardmg the change
of the route m case of lImIted shIpment ( when such lImItatIons occur due to other reasons than the pipelme
company fault shIppers shall compensate for the losses of transportatIon compames)

3 1 TransportatIon tarIffs shall ensure the objectively requIred recovery of costs of pumpmg
operations (loadmg, technologIcal treatment, storage) under standard condItions of pumpmg!
and a competItive rate of return on the used assets of the pIpelIne company
3 2 CalculatIons of transportatlon tanffs are based on the tarIff revenue (cost of servIce) determmed accordmg to
the followmg formula

3 3 Total costs shall mclude all operation costs, depreCiatIOn, dIagnosmg expenses, costs of
production assets repaIr, Insurance, payments of the debt capItal mterest, admlmstratlve 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, mcluded mto a tanff, shall ensure proper operatIon of a pIpelIne company,
mcludmg accomplIshment of rehabIlItatIon technIcal Improvement and modermzatIOn of basIc
production assets

3 5 TarIff revenue from operatmg pIpelInes shall not mclude 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 (loadmg, unloadmg, technologIcal preparation, heatmg, storage, etc)

3 7 Shippers should pay only for the servIces they receIve

I
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ApPENDIX V ~ V-5

4 Basic Tariff Elements

4 1 Costs

4 1 1 DurIng the formatIOn of tarIffs for pipelme servIces, consIderatIon shall be gIven to
the costs determmed m accordance wIth Accountmg Standards and other normatIve legal and
regulatory acts on pnce regulatIOn of natural monopolIes, approved and regIstered m an
orderly manner

4 1 2 CalculatIOn of costs for each tarIff dIvlSlon shall be based on the analysIs of the prevIous penod of busmess
actIvIty, and planned throughputs for the calculatIon penod

4 1 3 For the purpose of tarIff calculatIOn, all costs shall be dIVIded mto 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 (loadmg, unloadmg, technologIcal preparatIon, storage, heatmg, etc) The costs of addItIOnal servIce
shall not be mcluded to the costs used for calculatIon of basIc transportatIon tarIff rate

4 1 4 CentralIZed admmIstrative and general busmess costs of the whole company,
Includmg labor costs, commumcatIon, payments for consultIng and bank serVIces, loan
mterests, etc , shall be allocated among dIVISIOns of the company to be mcluded mto tanff m
proportIOn to theIr throughput

4 1 5 DeprecIatIon charges for the used productIon assets, mcluded mto the costs, shall
be determmed m accordance WIth the current Standards of Accountmg of the RepublIc of
Kazakhstan

42 Return

4 2 1 The amount of return WIthIn the tanff shall be IImlted to the fixed rate of return on the
qualIfyIng (used and useful) assets of the pipelme company and shall be determmed accordmg
to the followmg formula

Return = Used and Useful Assets x Rate of Return

011 Plpelme Tanff Methodology approved at the Publte Heanng SIgned by the Comnuttee for the Annmonopoly and Pnemg Poltey and
sent to the MlDlstry of Jusnee for the fmal approvall June 1998
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ApPENDIX V .. V-6

• SpecIficatIon of Items for calculatmg the net workIng capItal IS gIven m AppendIx 3

Actual Rate of Return (%) =

Net Workmg
Capital

Total Actual
Costs,

Accumulated +
DepreCiation

Current
LiabilIties*

= Imtlal Value of
Assets

Cash Goods
+ and

Materials

DepreCiated Value
of Assets

Net
workmg =
capital

4 2 5Actual rate of return shall be determmed accordIng to the follOWIng formula

Actual Net Income

DepreCiated Value of Assets

Oll PIpelIne Tanff Methodology approved at the PublIc Heanng sIgned by the Conumnee for the Antimonopoly and Pncmg PolIcy and
sent to the Mlmstry of Justice for the [mal approval! June 1998

4 2 2 The rate of return shall be establIshed by an authorlZed regulatory entIty m the process of consIderatIOn of
tarIff applIcatIon accordIng to the CrIterIa stIpulated m Attachment # I

42 3 Used and useful assets of the plpelme company Include total rehabilItated value of the
basIc production assets mmus 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

424 Net working capital IS determIned as follows

where
Actual Net Income = Total Actual Tariff Revenue

I
I
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APPENDIX V ~ V-7

YTIXD

Od PipelIne Tanff Methodology approved at the PublIc Heanng Signed by the COmmIttee for the Annmonopoly and Pncmg PolIcy and
sent to the MllliStry of Jusnce for the final approval! June 1998

o 1000,YT.

1000

length of an 1- tanff sectIon, In kilometers

total cumulatIve throughput for the gIven tanff entIty, In mln
tonne/kIlometers

- total tanff revenue from pumpIng 011 through the gIven tarIff entIty, In mln
Tenge,

speCIfic tanff for pumpIng 011 through the gIVen tanff entIty, In Tenge
per 1000 tonne kIlometers

where
TA

Dl

where
YTI

5. Tariff Calculation

5 1 CalculatIon of the basIc tarIff rates for pumpIng 011

5 1 1 SpecIfic tanff for 011 pumpIng shall be calculated for each tanff entIty (pIpelIne company
dIVISIon) separately per 1000 tonne kIlometers In Tenge accordIng to the folloWIng formula

5 1 2 CalculatIOn of the baSIC tarIff rates for pumpIng 011 through an I-sectIon of the gIVen
tanff entIty shall be done In Tenge per 1 tonne of 011 In accordance WIth the follOWIng formula

I
I
I
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ApPENDIX V .. V-8

faCIlIty) m Tenge per 1 tonne of 011 accordmg to the followmg formula

TAB,

Return on Assets Used for
+ the ProviSIOn of Additional

SerVice

Total Costs of
Additional

Service

tanff revenue for an I-loadmg statIon (unloadmg, storage, treatment),
m thousand Tenge,

o

total volume ofloadmg (unloadmg, storage, treatment) m thousand
tonnes

where
TAB,

o

Tariff Revenue from
Additional Service

011 Plpelme Tanff Methodology approved at the Public Heanng Signed by the COlllllllttee for the AntImonopoly and Pncmg Policy and
sent to the Munstry of Justice for the final approval! June 1998

5 2 CalculatIon of R1ders to the BasIc TarIff Rates

5 2 1 CalculatIOn of rIders for addItIonal servIces, provIded by a pIpelIne company, shall be
calculated mdividually for each type of serVIce based on tarIff revenue, determmed accordmg
to the followmg formula

522 SpeCIfic tarIff for loadmg (unloadmg, storage, technologIcal treatment) of 011 shall be
calculated and approved for each loadmg statIon (unloadmg statIon, storage and treatment

523 CalculatIOn of a nder for loadmg (unloadmg, storage, technologIcal treatment) of 011 for
mdividual shIppers IS calculated WIth conSIderatIOn of the locatIon of a loadmg statIOn and
volume loaded accordmg to the followmg formula

I
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ApPENDIX V ~ V-9

OIl Plpelme Tanff Methodology approved at the Pubhc Heanng Signed by the Conumttee for the Antimonopoly and Pncmg Pohcy and
sent to the MlIDstry of Justice for the final approval! June 1998

5 2 4 A specific tanff for 011 heatmg shall be calculated m Tenge per 1000 tonne kIlometers
and approved for every tanff diVISion wlthm Its boundanes The calculatIon IS made accordmg
to the followmg formula

x 1000,YTI. =

HH = YTH. x 0,

loaded (unloaded, stored, treated) volume of 011, m tonnes

tanff revenue for oIl heatmg per an Hanff entity, m mln Tenge,

a specific tanff for loadmg service (unloadmg, storage, technological
treatment) of 1 tonne of oIl per an I-loadmg station (unloadmg statton, storage
facIlIty, treatment statIOn)

total accumulated throughput of 011 heated for an 1- tariff entIty, m
mln tonne/kIlometer

o

where
YTH.

where
OAI.

5 2 5 CalculatIOn of a nder for oIl heatmg for mdlvldual shippers per an I-tanff entity shall be
calculated With consideratIOn of the amount of shIpment and length of the route accordmg to
the followmg formula

I
I
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a specIfic tarIff for oll heatmg of 1000 tonne kIlometer for an 1- tanff
entIty, m Tenge,

I
I
I
I
I
I
I
I
I
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I
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where
YTI.

i

A

ApPENDIX V ~ V-lO

II

1000

volume of 011 heated, m tonnes,

length of a route, m kIlometers

o i 0 A,



11

WACC =

APPENDIX V ~ V-II

AppendIX 1

x B%Debt
C tal****apl

Eqmty Capital + Debt Capital

an mterest rate for Debt capital

a rate of return on the EqUIty capItal of the company,
where

A

B

Methods of Calculatmg the Rate of Return

** In case the pipelme company is usmg several loans, the calculatiOns shall be made similarly for all the
loans With the respective mterest rates

** The amount of the eqUIty capital shall be determmed by the amount m the company accountmg records, m
the SectiOn - "EqUity capital"

1 The pIpelIne rate of return on qualIfymg assets shall be calculated as the weIghted cost
of capItal m accordance WIth the followmg formula

Eqmty Capltal** x A% +

2 The return on eqmty portIOn should COnsist of the sum of the followmg elements

2 1 The current US Treasury 30 Year mterest rate,

I
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APPENDIX V ~ V-12

2 2 Industry nsk for a plpelme company m Kazakhstan, whIch shall be based on the
evaluatIOn of uncertamty of the repayment of mvestments m companson WIth the other
more stable mdustry sectors m Kazakhstan

2 3 The structural nsk for a plpelme m Kazakhstan, WhICh IS based upon the uncertamtles
of a corporate finanCial structure of thIS sector of mdustry, related to the possIble
restructurmg of the plpelme company, non-payments problems, hqUldatlon of certam
transportatIOn routes, ablhty of the plpelme company to effectIvely manage ItS operatlons

2 4 Country nsk for Kazakhstan whIch mcludes variables that affect the ablhty of the
plpelme to repay mvestment and to ensure the return on these mvestments due to potentIal
problems ansmg from pohtlcal, econOmIC, legal, and admImstratlve problems

2 5 A Tenge devaluatIOn coefficIent for the current year
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APPENDIX V ~ V-13

AppendIX 2

SpecIfication of the net workIng capItal components

Short term financIal mvestments

Money transmIttal (due)

Cash at the specIal bank accounts

Cash m the Letters of CredIt

Cash at a hard currency account

Cash m the company's cashier's office

1 Cash

1 1

1 2

1 3

14

1 5

16

2 Goods and other materIal supplies

2 1 Matenals

2 2 Uncompleted productIOn

23 Goods

3 Current LiabIlities

3 1 Short term loans

32 Taxes due

3 3 Accrued costs

3 4 Trade habIhtles (other credItor's debts)

I
I
I
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APPENDIXW

Conumttee of the RepublIc of Kazakhstan
for RegulatIOn of Natural MonopolIes and
ProtectIon of CompetItIOn

473000, Astana
Abal street, 92
Telephone 334250, Fax 33 4560

To Mr MIchael BIddIson
RegIOnal Manager
for Central ASia and Kazakhstan
Hagler Ba111y Consultmg, Inc

No 14-02/732

July 8, 1998

Dear Mr BIddIson'

We mform you that the new 011 pIpelIne tarIff methodology, developed wIth the actIve
partlclpatlOn of Hagler Badly consultants, has been lffiplemented by the present tIme

In thIs connectIOn we would lIke to ask you to assIst the Conumttee by means of proVldmg
a traImng program at one of the large U S 011 pIpelIne compames m order to learn about the
practIcal lffiplementation of the above mentIOned methodology

We would lIke you to aSSIst us wItlnn the framework of techmcal aSSIstance, provIded by
the U S Agency for InternatIOnal Development

Thank you for your aSSIstance

N Radostovets
ChaIrman


