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ABSTRACT. A strong global interest in the
hydrocarbon resources of the Arctic emerged
in the mid-2000s, after the US Geological
Survey published data on its petroleum po-
tential. While oil prices were growing, an
“Arctic optimism” prevailed everywhere,
and it was anticipated that a broad-scale oil
production in the Arctic would soon begin.
At that time, a political aspect dominated in
the Russian plans to develop Arctic offshore.
Russia intended to prove that it was an en-
ergy power capable of establishing a new pe-
troleum province in the Polar seas to replace
the aging West Siberia.

But later the global energy sector un-
derwent radical changes, and optimism was
gradually replaced by realism. The decline of
oil prices and introduction of anti-Russian
sanctions contributed to the downgrading of
the Arctic plans in Russia. Besides, the mo-
nopoly of Gazprom and Rosneft on the Arc-
tic shelf hinders the development of its hy-
drocarbon resources because the state com-
panies do not have sufficient competencies
to operate offshore fields on their own.

After 2014, Russian oil companies began
to revise downwards their plans of oil pro-

duction in the Arctic seas. Given the sanc-
tions and low oil prices, now relevant minis-
tries also more realistically perceive the pros-
pects of the northern continental shelf devel-
opment, and their new attitude is clearly vis-
ible in their public statements. Thus, they in-
directly admit that Russia is not ready yet
for environmentally sustainable activities in
the Arctic offshore. Actually, many experts
and oil companies previously demonstrated
a cautious approach to the possibility of the
broad-scale oil production in the Polar seas
reminding that the potential of the mature
Russian oil provinces onshore is still signif-
icant. Now, the government makes a strong
focus on the onshore alternatives to the Arctic
shelf of Russia: the development of hard-to-
recover reserves, enhanced oil recovery, and
support of small and mid-size companies, i.e.
the priorities seemingly shift from the exten-
sive to the intensive mode of the sector devel-
opment. However, pessimistically one can re-
call that such plans were often made in the
past and they remained on paper.
Ultimately, broad-scale oil production
on the Arctic continental shelf will not be-
gin before 2035. Russian oil and shipping
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sectors benefit from such time-out, because
they receive a chance to train qualified per-
sonnel capable of operating on the Arctic
shelf with strict adherence to the environ-
mental sustainability principles.

KEY WORDS: Arctic, oil companies, oil
production, continental shelf, Rosneft, Gaz-
prom neft, environmental safety, hard-to-re-
cover reserves

The Arctic first gained its ‘celebrity sta-
tus’ on the world energy stage in 2007,
when the United States Geological Survey
announced that its subsurface may contain
up to 25% of the world’s undiscovered and
untapped hydrocarbon resources'. Anoth-
er factor that pushed the Arctic into the
limelight was the global climate change,
whose consequences have been particu-
larly pronounced in the Arctic region and
have been associated with new challenges
and opportunities. On the one hand, the
projected thawing of the ice cover in the
Arctic seas should facilitate access to off-
shore oil and gas resources and make their
transportation easier; on the other hand,
increased weather and climate variability
generates considerable risks for the devel-
opment of these resources — not least be-
cause of the growing intensity and poten-
tial damage of natural disasters.

In recent years, the region has become
the focus of attention, both in the Arctic
countries and elsewhere. While Russia, the
United States, Canada, and Norway (all of
them Arctic states) are already the world’s
major oil producers, non-Arctic emerging
economies with a high demand for energy
resources like China and India are partic-
ularly interested in the regions hydrocar-
bon resources, including those on the con-
tinental shelf. Both Chinese and Indian

companies have been successfully compet-
ing for access to the Russian Arctic against
international oil and gas majors, especially
in the face of Western sanctions.

In the 2000s, while oil prices were on
the rise, the general atmosphere was that
of ‘Arctic optimism’: it seemed that the age
of the offshore Arctic oil (and later gas) ex-
ploration and production was right around
the corner. However, much has changed
since then in global energy sector: realism
gradually replaced optimism, both global-
ly and particularly in Russia, where falling
oil prices and Western sanctions snapped
people back to reality about the Arctic and
the opportunities it promised. After 2014,
Russia entered a period of ‘Arctic realism,
when oil companies started to scale back
their plans for oil production in the Arc-
tic offshore. It is noteworthy that relevant
ministries have adopted a more down-to-
earth view of the prospects for developing
offshore fields in the Arctic, which is re-
flected very clearly in their public state-
ments. By doing this, they have indirectly
admitted that Russia is not ready yet to ex-
tract offshore resources in an environmen-
tally sustainable way.

The hydrocarbon potential of the Arc-
tic can be realistically estimated within
the framework of the global energy bal-
ance. Until recently, experts have been ar-
guing whether the world’s hydrocarbon
resources are sufficient to meet the rap-
idly growing demand for energy (the so-
called ‘peak oil’ debate). Now, in a radi-
cal reversal of expectations, they are dis-
cussing when oil demand will peak. In-

1 Circum-Arctic Resource Appraisal: Estimates of Undiscovered Oil and Gas North of the Arctic Circle (2008) // United States
Geological Survey // https://pubs.usgs.gov/fs/2008/3049/fs2008-3049.pdf, accessed 12.12.2019.
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deed, global oil supply is immense, and
the world’s oil reserves are increasing as
technology develops. According to Exx-
onMobil analysts, technological progress
is gradually making extraction of shale
hydrocarbons, as well as production of oil
from oil sands and deepwater fields com-
mercially viable. In addition, new effec-
tive technologies are being developed that
extend the life of mature oil fields. Exxon-
Mobil estimates that less than a quarter of
global oil resources have been extracted,
and that the remaining reserves can meet
up to 150 years of demand at its current
level [Outlook for Energy 2018].
According to BP experts, when it
comes to the Arctic, in the foreseeable fu-
ture oil companies will mainly conduct
geological exploration there, as the region
is far from the top on their list of prior-
ities. Here they present some simple but
convincing statistics. Over the century and
a half-long history of the world’s oil in-
dustry, about 4.5 trillion barrels of oil and
gas have been discovered. Approximately
1 trillion barrels were extracted, and an-
other 1.6 trillion barrels are proven re-
serves, i.e. the reserves that humanity will
be able to extract with a sufficient degree of
certainty. The remaining 2 trillion barrels
are by most accounts unrecoverable at this
moment. Beyond these 4.5 trillion barrels,
we can expect to discover about 1 trillion
more, mostly in deep waters, on shore and
in the Arctic. The US Geological survey es-
timates that the Arctic may contain 90 bil-
lion barrels, which is about 1/10th of the
total number. To compare: this is slightly
less than UAE’s proven reserves (97 billion
barrels) and much less than Venezuela’s re-
serves (303 billion) [Statistical Review of

World Energy 2019]. The Arctic may al-
so contain about 47 trillion cubic meters
of gas — but gas is much more difficult to
transport than oil, which means that, in
the medium term, companies will priori-
tize Arctic oil*

Many oil companies have been con-
ducting onshore exploration in the Arc-
tic for a long time, with some gradually
moving offshore, as well. However, they
recognize that maritime operations are
fraught with additional risks. The big-
gest hazards are associated with sea ice
and icebergs, low temperatures, perma-
frost, short daylight, remote location of
the region and lack of infrastructure. Be-
cause of these reasons, environmental ac-
cidents, especially oil spills, can turn into
real disasters. According to Igor Chestin,
CEO of WWEF-Russia: “Talking about the
Arctic, there is not a single company with
the technology to extract oil from under
the ice. When it is on the surface, it’s not
a problem; when it is snowing, it may be a
bit more difficult, but still easier than ex-
traction from water; but if you want to ex-
tract oil from under a meter-thick cover
of ice - that just isn’t done®”

Given these environmental risks that
exacerbate the existing financial, techno-
logical, managerial, logistical and other
difficulties associated with developing the
Arctic, the oil majors have long held very
realistic views about Arctic projects, em-
phasizing that one should not expect quick
results there. For example, in 2012, Peter
Voser, the former CEO of Shell, said: “Let’s
put it this way: Russia and other countries
have a massive resource base in the Arc-
tic. But because of the conditions there,
they would need to create and widely in-

2 The Changing Global Energy Landscape - Prospects for Arctic Oil and Gas (2013) // British Petroleum // https://www.bp.com/
content/dam/bp/business-sites/en/global/corporate/pdfs/news-and-insights/speeches/speech-archive/the-changing-global-
energy-landscape-prospects-for-arctic-oil-and-gas-dev-sanyal-2013.pdf, accessed 12.12.2019.

3 . Chestin (2012) It is unprofitable and dangerous to drill for oil in the Arctic // Vedomosti. October 3, 2012 // https://www.
vedomosti.ru/opinion/articles/2012/10/03/chto_skryvaet_arkticheskij_shelf, accessed 12.12.2019.
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troduce special technologies, knowledge
and expertise. The Arctic will be devel-
oped! It will happen, sooner or later. It may
take years or even decades, but the Arctic
will be developed” And in 2013, the late
Christophe de Margerie, then head of To-
tal, came out with a warning: “Given the
risks, the Arctic should be left well enough
alone, for the time being.*”

Indeed, in September 2015, Royal
Dutch Shell decided not to conduct explo-
ration on the Alaskan continental shelf in
the foreseeable future. The company said
that “this decision reflects both the Burg-
er J well results, the high costs associat-
ed with the project, and the challenging
and unpredictable federal regulatory en-
vironment in offshore Alaska.®” Thus the
Dutch-British energy company ended its
$7 billion Arctic venture, following Exx-
onMobil, Chevron and BP, who also aban-
doned their plans to develop the Arctic
seas in the face of consistently low prices’,
which became an important factor that
undermined economic feasibility of the
Arctic projects.

The approach chosen by the majors
seems reasonable, since humanity has no
need for the Arctic hydrocarbons yet. Al-
so, the US shale revolution, which led to
dramatic shifts in the balance of supply
and demand on the global oil market, was
sobering to many - as a result, Arctic oil
simply lost its relevance. And the fall in

oil prices has further reduced the intensi-
ty of competition in the Arctic. As the US
State Department’s Special Representative
for the Arctic Admiral Robert Papp not-
ed in 2016: “Just 10 years ago, the US was
looking for more oil, which is why compa-
nies like Shell, ConocoPhillips, and British
Petroleum came to the Arctic. We felt we
needed additional energy resources. But
now that the US became an energy export-
er itself, there is not much interest in Arc-
tic resources. Companies no longer view
working in the Arctic as a profitable in-
vestment. This may change some day, but
it is unlikely to happen within the next
decade.?”

Following that, the US oil policy with
respect to the Arctic offshore drilling
changed dramatically, influenced by oil
prices, the shale revolution and large-scale
protests by environmentalists. In 2016, the
US President Barack Obama imposed a
ban on new oil and gas drilling in the US
federal waters of the Chukchi Sea, most of
the Beaufort Sea, and the northern part of
the Atlantic ocean, reasoning that the Arc-
tic oil production poses too much of an
environmental risk®. His successor, Don-
ald Trump, attempted to restore oil and
gas leasing in these waters — however, his
order was blocked in early 2019 by the US
District Judge Sharon Gleason, whose de-
cision became a win for environmentalists
who argue that the risks of offshore drill-

4 E. Derbilova (2012) Interview - Peter Vozer, Chief Executive Officer of Royal Dutch Shell // Vedomosti. October 15, 2012 //
https://www.vedomosti.ru/newspaper/articles/2012/10/15/my_v_rossii_nadolgo_piter_vozer_glavnyj_ispolnitelnyj, accessed

12.12.2019..

5 A.Razintseva (2013) Should Russia hurry with the development of the Arctic shelf // Vedomosti. March 4, 2013 // https://www.
vedomosti.ru/library/articles/2013/03/04/ostorozhno_arktika, accessed 12.12.2019.

6 Shell Updates on Alaska Exploration (2015) // Shell, September 28, 2015 // https://www.shell.com/media/news-and-media-
releases/2015/shell-updates-on-alaska-exploration.html, accessed 12.12.2019.

7 Kent S. (2015) Shell to Cease Oil Exploration in Alaskan Arctic after Disappointing Drilling Season // Wall Street Journal,
September 28, 2015 // https://www.wsj.com/articles/shell-to-cease-oil-exploration-offshore-alaska-1443419673, accessed
12.12.2019.

8 “Now that the US is an energy exporter itself, there is not much interest in Arctic resources” (2016) // Kommersant. January 13,
2016 // https://www.kommersant.ru/doc/2890393, accessed 12.12.2019.

9 Obama Bans New Oil and Gas Drilling Off Alaska and Part of the Atlantic Coast (2016) // Fortune, December 21,2016 // https://
fortune.com/2016/12/21/barack-obama-oil-gas-drilling-ban-arctic-alaska-atlantic-coast/, accessed 12.12.2019.



OUTLINES OF GLOBAL TRANSFORMATIONS

SPECIAL ISSUE - 2021

ing are unjustifiably high'. In other words,
the development of offshore Arctic pro-
jects in North America was, figuratively
speaking, put on ice.

In the 2000s, Russia also went through
a period of ‘Arctic optimism, when state of-
ficials and oil producers alike were thrilled
and excited by the potential wealth of hy-
drocarbon resources contained in the Far
North: in 2008, President Dmitry Medve-
dev announced a strategic goal - to turn
the Arctic into Russia’s resource base for
the 21st century."

Indeed, Russia’s Arctic is expected to
have enormous potential. The Ministry of
Natural Resources and Environment esti-
mates that land and sea in the Russian Arc-
tic Zone contain 258 billion tons of recov-
erable hydrocarbons, or 60% of Russia’s
total hydrocarbon resources. It should be
noted that the Russian Arctic onshore has
been developed for a long time: in 2017,
it produced 96.2 million tons of oil (3.8%
more than in 2016) and 568.9 billion cubic
meters of gas (9.6%)"%

The situation with the Arctic offshore is
more complicated. While the existence of
oil reserves in the Kara, Barents and Ok-
hotsk seas was proven in the Soviet Union
back in the early 1980s, their development
never started due to the limited petroleum
infrastructure and, most importantly, due

to lack of technologies for oftshore hydro-
carbon production in the USSR". As not-
ed in 2017 by the then head of the Minis-
try of Natural Resources and Environment
Sergey Donskoy, “the USSR was the first
country in the world to develop gas and
oil in the Arctic, albeit only on land. As for
offshore development, the West beat us to
it. The gap in technology became especial-
ly pronounced in the 1990s, when Russia
had other business to attend to, besides the
shelf."”

For these reasons, the development of
hydrocarbon resources (primarily oil) on
the Arctic shelf is a particular challenge to
Russia. According to the Russian Minis-
try of Energy, 33 oil fields have been dis-
covered in the waters of the Russian Arc-
tic, with estimated 120 billion tons of oil
equivalent (TOE) of recoverable reserves,
mainly natural gas®.

Since oil production in Western Sibe-
ria is gradually declining, Russia’s strategic
goal is to develop new oil and gas resourc-
es that could support the aging giant - for
a time, it was believed that offshore petro-
leum production in the Arctic would serve
as a replacement’®.

Moreover, in the 2000s, the develop-
ment of polar sea resources seemed a great
opportunity to prove to the world that Rus-
sia is a global energy power capable of es-
tablishing a major hydrocarbon province:
the scope of this task rivaled the launch
by the Soviet Union of the oil province in
Western Siberia in the 1960s and 1970s. In

10 J. A. Dlouhy, K. Mehrotra (2019) Trump's Arctic Oil Drilling Edict Blocked by Federal Judge / / Bloomberg, March 30, 2019 //
https://www.bloomberg.com/news/articles/2019-03-30/trump-s-arctic-oil-drilling-plan-is-shelved-by-federal-judge, accessed
12.12.2019.

11 Arctic will have its borders defined (2008) // Rossiyskaya Gazeta. September 18, 2008 // https://rg.ru/gazeta/2008/09/18.html,
accessed 12.12.2019.

12 Reversing the Polarity (2018) // Severpress. March 28, 2018 // https://sever-press.ru/2018/03/28/polyus-na-minus/, accessed
12.12.2019.

13 N.Milchakova (2018) We've got the Shale! // Oil and capital. September 21,2018 // https://oilcapital.ru/article/general/21-09-2018/
slanets-nash?ind=450, accessed 12.12.2019.

14 Keys to the North (2017) // Ogonek. No 12.March 27,2017.p. 16 // https://www.kommersant.ru/doc/3247645, accessed 12.12.2019.
15 Reversing the Polarity (2018) // Severpress. March 28, 2018 // https://sever-press.ru/2018/03/28/polyus-na-minus/, accessed
12.12.2019.

16 Time for exploration (2018) // Rossiyskaya Gazeta. July 3, 2018 // https://rg.ru/gazeta/rg/2018/07/03.html, accessed 12.12.2019.
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other words, Arctic optimism at that stage
had strong political and reputational over-
tones. It is no wonder that in April 2012,
at a presentation dedicated to Rosneft’s
strategic alliance with ExxonMobil, aimed
mainly at developing offshore operations
in the Arctic, Igor Sechin, then Deputy
Prime Minister, stressed that this coopera-
tion “was greater than some of humanity’s
major endeavors - like the first spacewalk
or the flight to the moon - and in terms of
investment, it surpassed the development
of hydrocarbon resources in the Brazilian
shelf and the North Sea™".

In terms of its global image, when it
comes to creating an Arctic offshore petro-
leum province, it is vital for Russia to not
repeat the environmental mistakes made
during the ‘conquest’ of Western Siberia.
To this day, our country can feel the effects
of the environmental atrocities committed
under socialism, when it was deemed po-
litically expedient to extract as much West
Siberian oil as possible and as quickly as
possible [Tchourilov, Gorst, Poussenkova
1996].

In this context, Konstantin Simonov,
Director General of the National Energy
Security Fund, stressed that there are dif-
ferent views on the development of the
Arctic in modern Russia: “Some lobbyists
still hold on to what I would call the Soviet
approach: “the region must be developed,
no matter the cost” But times are different
now, and the state actually considers envi-
ronmental risks, breaks with the old ways,
and rectifies errors of the past by cleaning
up the Arctic.’?”

Indeed, Russian oil companies, car-
ing about their international image, have
announced their commitment to ensur-
ing environmental safety in the Arctic - at
least on paper. Ever since the 2012-2013
Greenpeace campaigns against environ-
mentally unsustainable and economical-
ly unfeasible oil production in the Arc-
tic'®, Gazprom Neft has been making a
particularly strong focus on environmen-
tal aspects of developing the Prirazlom-
noye field. According to the company, spe-
cial purpose icebreakers equipped with the
latest technology for oil spill response are
on continuous emergency duty around the
platform. Gazprom Neft says the Prira-
zlomnaya platform operates under a ‘zero
discharge’ system: drilling mud and other
wastes are re-injected into a special pur-
pose absorbing well®.

In addition, while in the Soviet era,
economic and financial aspects were not
considered in the development of West-
ern Siberia, they are now becoming a re-
al obstacle to the implementation of oil
and gas projects in the Arctic offshore.
Experts note that the cost of a small ex-
ploration well on the Arctic shelf is over
$150 million. For comparison: in the Cas-
pian Sea, drilling such a well would cost
less than $100 million, while in Western
Siberia, a medium-size exploration well
costs $1.5-2 million, with costs of larger
wells ranging between 5 and 10 million
dollars?!.

Financial challenges are further ag-
gravated by uncertain prospects: Russian
Arctic seas remain largely unexplored,

17 K. Melnikov (2012) Igor Sechin emptied his closet of all the skeletons // Kommersant. April 19, 2012 // https://www.kommersant.ru/

doc/1918809, accessed 12.12.2019.

18 Russia does not want to be seen as a nation that spits on the environment in the Arctic (2017) // Regnum. April 26, 2017 // https://

regnum.ru/news/polit/2268338.html, accessed 12.12.2019.

19 Greenpeace activists climb aboard Priraziomnaya platform (2013) // Greenpeace. September 18, 2013 // https://www.greenpeace.
org/russia/ru/news/2013/18-09-action-on-Prirazlomnaya/, accessed 12.12.2019.

20 Gazprom Neft's output of the first oil produced on the Russian Arctic shelf in 2016 shows a 2.5-fold increase (2017) // Gazprom Neft.
January 26, 2017 // https://www.gazprom-neft.ru/press-center/news/1116140/?sphrase_id=5470927, accessed 12.12.2019.

21 A Razintseva (2013) Should Russia hurry with the development of the Arctic shelf // Vedomosti. March 4, 2013 // https://www.
vedomosti.ru/library/articles/2013/03/04/ostorozhno_arktika, accessed 12.12.2019.
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meaning their resource potential is un-
clear. Russia has yet to study more than
90% of the Arctic shelf (and 53% of the
Arctic coastline). There has been very
limited seismic exploration of the Arctic
shelf: by the mid-2010s, the level of ex-
ploration in most of the Arctic seas re-
mained either low (0.1-0.3 km per square
km) or, in the case of the East Siberi-
an Sea, for example, very low (less than
0.1 km per square km). This rate of ex-
ploration is at least an order of magnitude
lower than in Norway, Denmark, Britain,
Brazil, and even several African coun-
tries??. Thus, the Arctic holds a lot of po-
tential for both major discoveries - such
as the Pobeda field on the Kara Sea shelf -
and for bitter disappointments.

However, even if discoveries are made
on the Arctic shelf, the question imme-
diately arises whether Russia is capable
to extract these hydrocarbons in an eco-
nomically efficient and, most important-
ly, environmentally sustainable manner,
especially in the polar seas to the east of
the Urals? After all, Arctic waters strong-
ly differ depending on the location. In ar-
eas covered with ice for several months a
year, hydrocarbons are already being ex-
tracted with the use of existing technolo-
gies. Some areas remain frozen for about
six months a year; environmentally safe
development of these zones requires pro-
gressive development of these technolo-
gies. And still other regions are covered
with ice for almost the entire year: ex-
ploring these areas would demand radical
technological breakthroughs. The east-
ern part of Russias Arctic belongs to this
third category. With this in mind, a wor-
risome trend is observed that the draft

Energy Strategy of Russia until 2035 says:
“..developing the hydrocarbon potential
of the continental shelf of the Arctic seas
and the Far North is the biggest geopo-
litical and technological challenge for the
Russian oil and gas industry” [Draft En-
ergy Strategy of Russia, 2017], while dis-
regarding the environmental challenge,
which is of no less importance to the re-
gion.

During the above-mentioned period of
‘Arctic optimism;, Rosneft and Gazprom di-
vided the continental shelf between them,
bought up licenses for exploration and de-
velopment of offshore resources, signed
strategic agreements with the majors and
actively prepared to launch the production
of hydrocarbons in the Arctic. But Gaz-
prom, which had planned to develop the
Shtokman field in the Barents Sea, quickly
pulled the plug on the project, deciding to
postpone it indefinitely in 2012. Low nat-
ural gas prices and transformation of the
United States from a potential importer of
liquefied natural gas (LNG) to an exporter
undermined the profitability of the Shtok-
man field. In February 2018, Sergey Don-
skoy commented on the situation, saying
that “today it remains a reserve, an excel-
lent reserve for the future, which will cer-
tainly be used one day. But with the cur-
rent economic situation and gas prices, the
development of the Shtokman field is un-
profitable”*

However, in December 2013, Gaz-
prom’s subsidiary Gazprom Neft commis-
sioned the Prirazlomnoye field*, becom-

22 Time for exploration (2018) // Rossiyskaya Gazeta. July 3, 2018 // https://rg.ru/gazeta/rg/2018/07/03.html, accessed 12.12.2019.
23 Sergey Donskoy: Too early to talk about stabilization of the oil market (2018) // TASS. February 16, 2018 // https://tass.ru/

forumsochi2018/articles/4962147, accessed 12.12.2019.

24 Discovered in 1989 in the Pechora Sea (60 km off the shore at a depth of 20 m), the Prirazlomnoye field has 70 million tons of
recoverable oil reserves. It produced 2.15 million tons of oil in 2016, 2.64 million tons in 2017, and is soon expected to reach peak
production of 5 million tons of oil. To develop the field, Gazprom built the Prirazlomnaya offshore ice-resistant stationary platform.
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ing the only Russian company to produce
oil in the Arctic offshore. A new oil export
grade (ARCO - Arctic Oil) from Prira-
zlomnoye hit the global market in April
2014. Gazprom Neft’s other offshore re-
serves are still at the exploration stage. Gaz-
prom Neft-Sakhalin holds licenses for four
plots on the Arctic shelf: Severo-Vrange-
levskiy (East Siberian and Chukchi seas),
Kheisoveisky (Barents Sea), Dolginsky and
Severo-Zapadniy (Pechora Sea). Inititally,
the Dolginsky field, with 200 million TOE
of reserves, was expected to enter the com-
mercial phase sooner than its other fields.
However, Gazprom Neft successfully lob-
bied for changes to the Dolginsky license,
as it was dissatisfied with the results after
drilling an exploration well: consequent-
ly, the start of production was postponed
from 2019 to 2031%.

Rosneft, having become the queen of
the Arctic seas?, started to conduct active
geological exploration in cooperation with
its international partners - ExxonMobil,
ENI and Equinor - with whom it signed
strategic agreements in 2011-2012 with the
goal of developing both offshore oil and
gas in the Arctic seas and hard-to-recov-
er onshore reserves. “Our strategic advan-
tage is the huge conventional onshore oil
reserves in regions with developed infra-
structure. Our strategic prospects are the
immense reserves of offshore oil and gas’,
Sechin noted in 2017, outlining his Ros-

neft 2022 Strategy”. Still, Rosneft seems to
prefer offshore reserves. The company is
quite optimistic about its prospects for hy-
drocarbon production in the Arctic seas:
according to its website, “experts estimate
that by 2050, offshore production in the
Arctic will account for 20 to 30 percent of
all Russian oil production”® Clearly, since
Rosneft seeks to position itself as a global
major?, and being the “queen of the Arc-
tic” is an important component of this im-
age, its Arctic plans also have a strong po-
litical aspect.

In August 2014, Rosneft and Exxon-
Mobil started drilling the $700 million
Universitetskaya-1 well, the northernmost
offshore well in Russia, using the West Al-
pha drilling platform provided by the Nor-
wegian company North Atlantic Drilling.
The scale of the project was truly impres-
sive: the Universitetskaya structure covers
1,200 square kilometers and has resourc-
es of more than 1.3 billion TOE. The proj-
ect garnered a lot of attention, as optimis-
tic estimates placed the potential of the
Kara oil and gas province well above the
Gulf of Mexico, Brazil’s continental shelf,
or the continental shelf of Alaska and Can-
ada®. In October, the partners announced
the discovery of the Pobeda (Victory) field
with recoverable reserves of 130 million
tons of oil and 499 billion cubic meters of
C1+C2 natural gas. However, their victory
celebration was premature.

25 Gazprom Neft to push offshore oil production to 2031 (2015) // RBC. November 15, 2015 // https:.//www.rbc.ru/business/15/11/
2015/5645a9429a7947c868dcadf9, accessed 12.12.2019.

26 Rosneft owns licenses for 19 plots on the continental shelf of Russia's West Arctic seas — in the Barents, Pechora, and Kara seas,
with total recoverable resources of 16.3 billion TOE. Five fields were discovered in the licensed areas (Pobeda in the Kara Sea, North-
Gulyaevskoye, Medynskoye-sea, Varandey-sea and Pomorskoye in the Pechora Sea). In addition, in 2013-2015, it acquired licenses
for 9 plots in Russia's East Arctic: in the Laptev Sea, the East Siberian Sea, and the Chukchi Sea, with recoverable oil and gas resources
of 18.2 billion TOE.

27 1. Sechin (2017) Rosneft-2022: strategy for the future // Izvestia. June 27, 2017 // https://izru/611245/igor-sechin/rosneft-2022-
strategiia-budushchego, accessed 12.12.2019.

28 Offshore projects (2019) // Rosneft // https://www.rosneft.ru/business/Upstream/offshore/, accessed 12.12.2019.

29 Notably, in the report outlining Rosneft's 2022 strategy, Igor Sechin wrote: "Over the past five years, our company has grown
from a regional player to a global major, the world's largest public oil company in terms of production, reserves and business scale,
and the most efficient in terms of operating costs" (I. Sechin (2017) Rosneft 2022»: strategy for the future // Izvestia. June 27,2017 //
https://iz.ru/611245/igor-sechin/rosneft-2022-strategiia-budushchego, accessed 12.12.2019.

30 Rosneft and ExxonMobil started drilling in the Kara Sea (2014) // Rosneft. August 9, 2014 // https://www.rosneft.ru/press/relea-
ses/item/153553/, accessed 12.12.2019.
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Arctic optimism was replaced by real-
ism in 2014, when Russia was hit by a dou-
ble whammy of low oil prices and West-
ern sanctions, both financial (aimed at ma-
jor Russian oil companies) and sectoral,
aimed against Russia’s deepwater, Arctic
offshore, and shale projects.

Which of these blows was more pain-
ful for the development of Arctic offshore
fields? Russian experts hold different views
on this issue [Tikhonov 2019]. See for
yourself.

Offshore projects have certainly suf-
fered from low oil prices. Generally, ex-
perts’ opinions differ with respect to the
exact price at which offshore Arctic oil
production would be profitable. But they
do agree on one thing: the price should
be high. For example, Russia’s Minister of
Energy Alexander Novak noted in 2017
that oil production in the Arctic offshore
would be profitable at the price of $70 to
$100 a barrel.* According to Deputy Di-
rector of the Institute of Energy and Fi-
nance Alexey Belogoryev, developing oft-
shore fields, especially Arctic ones, should
be cost-effective at a price of at least $90 a
barrel®. President of the Union of Oil and
Gas Producers of Russia Gennady Shmal
noted: “Both today and in the near future,
all Arctic projects are still very expensive.

According to my calculations, even at cur-
rent oil prices, which are not that low -
over $70 a barrel - none of the Arctic shelf
projects would be profitable®”

However, since only state-owned com-
panies — Gazprom and Rosneft — operate
on the Russian Arctic shelf, they receive
strong government support, which offsets
some of the negative effects of low oil pric-
es. Thanks to Rosneft’s efforts, in 2012 the
government provided significant tax in-
centives to offshore projects*. According
to experts, this resulted in Russia having
the most liberal tax regime for offshore op-
erations in the world. However, analysts at
the SKOLKOVO Business School calculat-
ed that it will be Russian state oil compa-
nies, primarily Rosneft, and not the state
itself that will benefit most from these pro-
jects™.

Rosneft, which signed an agreement
with ENI on April 25, 2012 to jointly de-
velop the Fedynsky and Central Barents
fields in the Barents Sea and the Shatsky
Ridge in the Black Sea, then openly admit-
ted that it was the generous tax incentives
that facilitated the agreement™.

Gazprom Neft was also able to lobby for
fiscal benefits. Notably, in 2014, Gazprom
Neft head Alexander Dyukov said that the
tax breaks provided for the project will en-
sure efficient development of the Prira-
zlomnoye field, even if prices fall to $ 80

31 Novak named the price of oil at which production on the Arctic shelf would be profitable (2017) // Vedomosti. March 29, 2017 //
https://www.vedomosti.ru/business/news/2017/03/29/683204-novak, accessed 12.12.2019.

32 Private companies will be allowed into the Arctic (2016) // RBC. December 26, 2016 // https://www.rbc.ru/newspa-
per/2016/12/27/585fd0129a79475d1768ff08, accessed 12.12.2019.

33 Qil production projects in the Arctic offshore remain unprofitable (2018) // TASS. September 4, 2018 // https://tass.ru/ekonomi-
ka/5521572?utm_source=rfinance, accessed 12.12.2019.

34 All offshore projects were divided into four categories in terms of their complexity — from 'basic’ to ‘Arctic’ Special mineral extrac-
tion tax (MET) rates are provided, ranging from 30% of the cost of the extracted resources for basic level projects to 5% for the most
complex Arctic projects. Offshore projects in the Arctic are divided into three levels in terms of complexity: The Pechora and White
seas (15% MET), the southern part of the Barents Sea (10% MET), the Northern part of the Barents Sea, the Kara Sea and the Russia's
East Arctic (5% MET). Offshore project operators receive guarantees that the tax regime will remain unchanged for 5-15 years (which
is especially important for such expensive projects with a long payback period), and are exempted from export duties on oil as well
as import duties and VAT on imported high-tech equipment. This applies to fields where production starts in 2016.

35 The northern liberal ocean (2012) // Kommersant. September 21, 2012 // https://www.kommersant.ru/doc/2026740, accessed
12.12.2019.

36 O.Gavshina (2012) Italy's ENI invited to develop the Russian shelf // Vedomosti. April 25, 2012 // https://www.vedomosti.ru/bu-
siness/articles/2012/04/26/shelf_dlya_vseh, accessed 12.12.2019.
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a barrel [Andrianov 2015]. Further events
showed that he had been overly optimis-
tic with respect to oil prices, but realistic
in assessing the value of state support. For
example, the zero MET rate for the Prira-
zlomnoye field was extended from 2019 to
2022.% Since April 1, 2014, ARCO oil has
been subject to a zero export tariff. Asare-
sult, the Prirazlomnoye field will probably
remain viable even at low oil prices.

At the same time, anti-Russian sanc-
tions have dealt an equally heavy blow to
the development of the Arctic offshore.
ExxonMobil withdrew from projects in the
Kara Sea, leaving Rosneft unable to devel-
op the Pobeda field by itself.

Still, Rosneft decided to carry on with
the Arctic projects on its own and in April
2017 started drilling the Tsentralno-Ol-
ginskaya-1 well (the northernmost well
in Russia) in the Laptev Sea under very
challenging conditions: The Hara-Tumus
Peninsula has no seaports, and the navi-
gation season lasts there only two months
of the year®. In June 2017, Rosneft an-
nounced the discovery of a field with
80 million tons of recoverable light and
sweet oil (C1+C2)%, which means that a
new oil and gas province could be creat-
ed in Russia’s East Arctic. However, some
experts are doubtful that Rosneft is able
to organize and finance full-scale devel-
opment of a field this remote and difficult
to access without the help of internation-
al partners.

As part of Russia’s geopolitical pivot to
the East, both Rosneft and Gazprom Neft

started inviting oil companies from non-
Arctic States - China, India, and even
Vietnam - to participate in their offshore
Arctic projects, but with little to no suc-
cess. For example, in 2013, some time be-
fore the sanctions, Rosneft wanted CNPC
to join its project for the development of
oil and gas reserves of the Pechora and
Barents seas®. The Chinese, however, were
in no hurry to start operating on Russia’s
Arctic shelf, apprehensive about high cap-
ital costs and the dubious profitability of
these projects, as well as Rosneft’s rigidity
in trying to maintain control over the as-
sets [Milov 2015]. So, even for the Chinese
companies, usually eager to obtain access
to foreign hydrocarbons and possessing
substantial financial resources, offshore oil
production in Russia’s Arctic remains one
of the less attractive investment opportu-
nities: they find it more profitable to work
in other regions of the world, with mild-
er climates and more flexible partners. In
2017, Gazprom Neft started talks with In-
dias ONGC and Chinas CNOOC about
potential joint operations in the northern
seas, which are yet to be completed*'.

It is the companies from non-Arctic
Asian countries that are, in effect, the main
beneficiaries of Western sectoral sanctions
against Russia’s Arctic operations, since
they now have a chance to access Russia’s
hydrocarbon reserves on attractive terms.
But are Asian oil companies capable of re-
placing the departed majors with their rich
experience of working in Russias Arctic
offshore?

37 The Ministry of Finance to extend the mineral extraction tax holiday for the Yamal Peninsula and the Nenets Autonomous Okrug
fields until 2022 (2013) // Vedomosti. September 10, 2013 // https://www.vedomosti.ru/finance/news/2013/09/10/minfin-hochet-
prodlit-do-2022-g-kanikuly-po-ndpi-dlya, accessed 12.12.2019.

38 Rosneft started drilling the northernmost well on the Russian continental shelf (2017) // Rosneft. April 3, 2017 //
https://www.rosneft.ru/press/releases/item/186075/, accessed 12.12.2019.

39 Rosneft discovered hydrocarbon deposits on Russia's East Arctic shelf (2017) // Rosneft. June 18,2017 // https://www.rosneft.ru/
press/releases/item/186987/, accessed 12.12.2019.

40 Rosneft and CNPC to start joint operation on the continental shelf and in East Siberia (2013) // RIA Novosti. March 22, 2013 //
https://ria.ru/20130322/928606393.html, accessed 12.12.2019.

41 V. Petlevoy (2017) Gazprom Neft inviting its partners to the Arctic // Vedomosti. March 29, 2017 // https://www.vedomosti.ru/
business/articles/2017/03/29/683288-gazprom-neft, accessed 12.12.2019.
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2014 turned out to be a turning point
for Russias Arctic plans, undermined
by low oil prices and Western sanctions.
However, top-ranking governent officials
seemed to maintain an optimistic outlook,
despite the obvious challenges the indus-
try was facing.

In December 2014, Sergey Dons-
koy stated that Russia does not intend to
change plans for the development of the
Arctic. “Like the Ministry and the compa-
nies have stated before, the development of
the Arctic remains our key priority” Still,
the Minister added that “there are no plans
to start large-scale operations on the Arc-
tic shelf in the next five years, or more”
“Most of the production will begin after
2030, and currently we're at the explora-
tion stage,” he explained®.

“Clearly, low oil prices have quite a
negative effect on the ability to attract in-
vestment for Arctic projects, for Arctic off-
shore development - still, our companies
continue to work on the continental shelf,
Alexander Novak said in 2016.*

And in 2017, Vladimir Putin, para-
phrasing the famous line by Lomonosov,
formulated his vision like this: “Russia’s
wealth should grow with the Arctic*

In reality, however, sanctions and low
prices forced both companies and the gov-
ernment to scale back their plans to de-
velop hydrocarbon resources in the po-
lar seas. In 2016, the Ministry of Energy
estimated that offshore oil production in

the Arctic could grow to reach 31-35 mil-
lion tons by 2035, although before that the
Draft Energy Strategy up to 2035 had pre-
dicted that production would reach 35-36
million tons by that date.” And in Novem-
ber 2018, Deputy energy Minister Pav-
el Sorokin presented very modest scenari-
os for the development of offshore oil pro-
duction in the Russian Arctic until 2035,
talking about an output of 9-11 million
tons per year in 2030-2035.%

High costs of drilling, problems with
financing, and the shortage of sea drilling
rigs, auxiliary vessels and ice-breakers re-
sulted in missed deadlines established in
the licenses. As a result, in 2016, Rosneft
asked the Ministry of Natural Resourc-
es for permission to delay exploration and
production at its offshore fields. Rosnedra
agreed to let Rosneft postpone exploration
activities at 19 plots in the Arctic, Far East
and southern seas for two to five years,
and also allowed Gazprom and Gazprom
Neft to postpone activities at 12 plots. Ex-
perts calculated at that time that because
of the missed deadlines, offshore oil pro-
duction in the Arctic would reach only 13
million tons by 2030, instead of the previ-
ously planned volume of 18 million tons*.

And in 2016, the Ministry of Natu-
ral Resources and Environment imposed
a temporary moratorium on issuing new
offshore licenses until the obligations un-
der existing licenses are met. Interesting-
ly, according to Evgeny Kiselev, Deputy
Minister of Natural Resources and head of
the Federal Agency for Mineral Resources,

42 Ministry of Natural Resources and Environment: no changes in the course of development of the Arctic shelf (2014) // RIA "No-
vosti". December 10, 2014 // https://ria.ru/20141210/1037505756.html, accessed 12.12.2019.
43 Oil and gas of Russia's Arctic: small steps towards big resources (2016) // RIA Novosti. May 25, 2016 // https://ria.ru/

20160525/1439399879.html, accessed 12.12.2019.

44 G. Mislivskaya (2017) Putin spoke about the program for Arctic development // Rossiyskaya Gazeta. December 14, 2017 //
https://rg.ru/2017/12/14/putin-rasskazal-o-programme-osvoeniia-arktiki.ntml, accessed 12.12.2019.

45 L. Podobedova (2016) Russia abandons plans for intensive offshore oil and gas production // RBC. June 9, 2016 //
https://www.rbc.ru/business/09/06/2016/57593ed59a79476c142e7256, accessed 12.12.2019.

46 A. Chernykh, O. Suprunenko , M. Rudenko (2019) The Arctic shelf: do we drill or do we wait? // Oil and gas hierarchy. No 2.
p. 43 // http//www.ngv.ru/magazines/article/burit-na-arkticheskom-shelfe-ili-zhdat/, accessed 12.12.2019.

47 L. Podobedova (2016) Russia abandons plans for intensive offshore oil and gas production // RBC. June 9, 2016 //
https://www.rbc.ru/business/09/06/2016/57593ed59a79476¢c142e7256, accessed 12.12.2019.
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this suspension contributes to improving
the environmental practices of oil compa-
nies. “You cannot launch any serious off-
shore work without environmentally safe
technologies, because oil spills in the Arc-
tic are not something we can accept. We
hope that companies will make use of this
time-out,, and that we won’t have to extend
it — we hope that we can instead start some
of the projects in the upcoming years”*

However, in August 2018, the Min-
istry of Natural Resources and Environ-
ment opposed the lifting of the moratori-
um on issuing new licenses, thereby con-
firming, albeit indirectly, that Russia is no
longer committed to intensive develop-
ment of offshore hydrocarbons in the Arc-
tic. It seems that the government’s strategic
priorities are shifting towards Russia’s on-
shore hydrocarbon potential.

It is noteworthy that even during the
period of Arctic optimism, many Russian
experts remained level-headed with re-
spect to offshore drilling in the Arctic - an
approach that was later adopted by gov-
ernment officials in the era of Arctic real-
ism. Analysts have long been saying that
Russia’s onshore hydrocarbon reserves will
last for a very long time.

Back in 2012, long before the Western
sanctions, WWF-Russia experts issued a
study called State Subsidies to the Oil and
Gas Sector in Russia: At What Cost? In it,
they rightly noted that “Russia can choose
one of the two ways of maintaining its

role in international energy markets: ex-
tensive development — by commissioning
new fields, including in the Arctic; or in-
tensive development - by improving oil re-
covery ratio at existing fields [everywhere
author’s italics] and releasing appropriate
volumes of hydrocarbon resources for ex-
port following a reduction in the energy
intensity of the domestic economy” [Ger-
asimchuk 2012].

In 2013, senior analyst at Sberbank
CIB Valery Nesterov said: “In part, we are
forced to develop the Arctic: not for oil or
gas production, but in order to support
and modernize Russia’s northern regions -
and for geopolitical reasons, too, like con-
solidating our position on the continental
shelf. First we need to deal with onshore re-
sources. In the next 10-15 years, hard-to-re-
cover oil reserves on shore are going to be
much easier and more efficient to devel-
op than those in the Arctic. There will be
no rapid production in the Arctic, and the
volumes will be much smaller”*

Indeed, there are at least three viable
alternatives to Arctic offshore projects.

The first alternative to offshore oil is
the development of hard-to-recover on-
shore reserves®. In 2017, hard-to-recov-
er reserves provided some 38-39 million
tons of oil (including 1.6 million tons from
Bazhenov, Abalak, Khadum and Domanic
formations). This contributed 7.2 percent
of the total Russian production, and that
share is growing. According to the Gener-
al Scheme of the Russian Oil Industry De-
velopment up to 2035, hard-to-recover re-
serves are expected to yield some 82 mil-
lion tons / year®', which will considerably

48 A.Gorokhova (2017) The Arctic shelf: sanctions do nothing but stimulate Russia's progress // Regnum. September 13, 2017 //
https://regnum.ru/news/economy/2321227.html, accessed 12.12.2019.

49 A.Razintseva (2013) Should Russia hurry with the development of the Arctic shelf //Vedomosti. March 4, 2013 // https://www.
vedomosti.ru/library/articles/2013/03/04/ostorozhno_arktika, accessed 12.12.2019.

50 Hard-to-recover reserves include oil from Bazhenov, Abalak, Khadum and Domanic and Tyumen formations, as well as oil
extracted from productive reservoirs with low permeability and considerable vertical thickness of net oil pay. Sometimes, high-

viscosity oil is also categorized as hard-to-recover.

51 Interview of Deputy Minister of Energy Kirill Molodtsov to a Russian newspaper regarding the prospects of hard-to-recover
oil production (2017) // Ministry of energy. December 13, 2017 // https://minenergo.gov.ru/node/10093, accessed 12.12.2019.
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exceed the anticipated output from the off-
shore Arctic.

Indeed, the Bazhenov Formation,
stretching across most of Western Siberia,
is considered the world’s largest shale for-
mation. Its geological resources are esti-
mated at 100-170 billion tons®, although
with a very low oil recovery rate. While
Arctic offshore development requires the
creation of infrastructure in harsh con-
ditions, not suitable for permanent hu-
man habitation, the Bazhenov Formation
is located in regions with the already es-
tablished infrastructure. Developing these
reserves has a great social significance for
Russia, as the decline in oil production in
Western Siberia would affect the well-be-
ing of local oil and gas towns.”

Russian oil companies also have
long compared the viability of develop-
ing hard-to-recover reserves and the re-
sources of the Arctic shelf. Back in 2012,
Gazprom Neft experts recognized: “For a
long time, the Bazhenov Formation and
its resources were seen as impractical in
terms of exploration and development.
These days, however, tapping into the Ba-
zhenov Formation reserves seems more
attractive, compared to a number of al-
ternative scenarios of maintaining oil
production, such as starting offshore op-
erations to the east of the Urals, and in the
undeveloped areas of Eastern Siberia. Af-
ter all, the region of the Bazhenov For-
mation already has all the necessary in-
frastructure”**

However, projects for the development
of shale oil also fall under anti-Russian
sanctions; for example, in 2014 Total with-
drew from its joint venture with LUKOIL
to develop the Bazhenov Formation.*® But
a number of Russian companies, such as
Surgutneftegas, have accumulated impres-
sive experience in oil production from the
formation, as it has been working there
since 2005.%¢

It is noteworthy that officials of the rel-
evant ministries now also adhere to a more
pragmatic position with respect to off-
shore drilling in the Arctic. In December
2017, Kirill Molodtsov, then-Deputy Min-
ister of Energy, stated that “the develop-
ment of Bazhenov formation, though it is
more expensive and risky than the devel-
opment of traditional reserves, still looks
more attractive than a number of alterna-
tives aimed at supporting oil production,
such as the Northern continental shelf to
the east of the Urals and the virgin lands
of East Siberia” According to the Minister,
“the region of the Bazhenov formation al-
ready has all the necessary infrastructure,
so0 one can expect lower costs and reduced
damage to the environment.”*’

The second alternative to the Arctic off-
shore is enhancing oil recovery ratio. This
method is widely applied in the developed
petroleum producing countries, and even
in developing countries such as Saudi Ara-
bia and Oman. The average oil recovery ra-
tio in Russia is less than 25%, while in Nor-
way and the United States it is 40-50%.%®

52 The potential of the Bazhenov Formation has already been confirmed (2018) // Gazprom Neft. April 5, 2018 // https://www.
gazprom-neft.ru/press-center/lib/1509341/, accessed 12.12.2019.

53 The Bazhenov Formation: searching for major shale oil in Upper Salym (2013) // ROGTEC. August 27, 2013 // https://
rogtecmagazine.com/%D0%B1%D0%B0%D0%B6%D0%B5%D0%BD%D0%BE%D0%B2%D1%81%D0%BA%D0%B0%D1%8F-%D1
981%D0%B2%D0%B8%D1%82%D0%B0-%D0%B2-%D0%BF%D0%BE%D0%B8%D1%81%D0%BA%D0%B0%D1%85-%D0%B1%D
0%BE%D0%BB%D1%8C%D1%88%D0%BE%D0%BI-%D1%81/?lang=ru, accessed 12.12.2019.

54 V.Kalinin (2012) A Formation For Oil Kings // Gazprom Neft. May 2012 // https://www.gazprom-neft.ru/press-center/sibneft-
online/archive/2012-may/1103904/, accessed 12.12.2019.

55 Total may return to the joint venture with LUKOIL within three years (2015) //Vedomosti. July 8, 2015 // https://www.vedomosti.
ru/business/news/2015/07/08/599772-total-mozhet-vernutsya-v-sp-s-lukoilom-v-techenie-treh-let, accessed 12.12.2019.

56 Let's go to the formation (2014) // Oil and Gas Russia, July 2014.

57 A.Vozdvizhenskaya (2017) Let's loosen the deposits // Rossiyskaya Gazeta. December 12, 2017 // https://rg.ru/2017/12/12/
minenergo-v-rf-k-2035-godu-vdvoe-uvelichitsia-dobycha-trudnoj-nefti.html, accessed 12.12.2019.
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In their forecast of global energy develop-
ment until 2030, LUKOIL analysts write:
“Increasing the oil recovery factor to 44%
would ensure growth of Russian recover-
able reserves by about 4 billion tons” [Main
Trends of the Global Oil Market Develop-
ment up to 2030 2016]. For comparison:
recoverable reserves of the Prirazlomnoye
field are estimated at 70 million tons of oil.

According to the Ministry of Econom-
ic Development, a mere 1 percentage point
increase in the oil recovery ratio in Rus-
sia would let it produce an additional 20
million tons of oil each year [Forecast of
Social and Economic Development of the
Russian Federation, 2018], which is rough-
ly what the Arctic offshore is projected to
yield by 2035. In addition, just as develop-
ing hard-to-recover reserves, raising the
rate of oil recovery will extend the life of
the mature fields in Western Siberia, which
would help resolve the problem of declin-
ing old oil towns built in Western Siberia
near the aging giants, thus mitigating po-
tential social tension.

The third alternative to Arctic offshore
development is small and medium-sized
non-integrated oil companies (some 250
firms operating in Russia) that work on
small or depleted fields which are not of
interest to big businesses. Currently, these
smaller companies produce about 14 mil-
lion tons / year of oil. (For comparison:
in the United States, roughly 9,000 inde-
pendent oil and gas companies produce
54% of oil and 85% of natural gas in the
country®.) Skolkovo Energy Center ex-
perts note that the US and Norwegian tax
and licensing policies are aimed at foster-
ing the development of independent com-

panies. In the United States, it was these
companies that developed and pioneered
the technologies behind the shale revolu-
tion, while in Norway, a large number of
operator companies contributed to effi-
cient offshore oil production. Skolkovo ex-
perts say that that if Russian independent
companies are granted certain benefits,
their production could increase up to 42
million tons / year by 2030 [Does the Rus-
sian independent oil sector have a future,
2014]. This figure, again, is higher than the
volume that the Arctic continental shelf is
expected to produce.

At the moment, the first alternative to
offshore development in the Arctic seems
to be the most popular with the govern-
ment. According to the new head of the
Ministry of Natural Resources and Envi-
ronment Dmitry Kobylkin, it is too early
to talk about offshore oil production in the
Arctic. “We have enough oil in West Sibe-
ria, but those are hard-to recover reserves.
The Bazhenov Formation, for example, re-
quires a lot of work. It already has the in-
frastructure, so there are many opportuni-
ties there”®

In fact, the government has long been
taking measures to increase the invest-
ment attractiveness of hard-to-recover re-
serves. Back in 2013, the mineral extrac-
tion tax for the development of Bazhenov,
Abalak, Khadum and Domanic formations
was reduced to zero — moreover, these tax
breaks are to remain in force for 10-15
years.®' And in 2018, the Ministry of Natu-
ral Resources and Environment proposed
amendments to the Law on the Subsurface
with the aim of stimulating the produc-
tion of hard-to-recover oil. These incen-

58 O. Matveeva (2017) Chemistry and deep extraction // Kommersant, Chemical industry. June 15, 2017 // https://www.

kommersant.ru/doc/3325258, accessed 12.12.2019.

59 Who Are America's Independent Producers? // IPAA // https://www.ipaa.org/independent-producers/, accessed 12.12.2019.
60 The Ministry of Natural Resources and Environment: "It is too early to talk about offshore oil production in the Arctic" (2018)
// The Oil and Gas hierarchy. 17 August 2018 // http://www.ngv.ru/news/mpr_govorit_ob_arkticheskom_shelfe_poka_rano/,

accessed 12.12.2019.

61 A. Sotnikova, L. Podobedova (2014) Rosneft is interested in 'difficult' oil // RBC. October 1, 2014 // https://www.rbc.ru/
newspaper/2014/10/01/56bda4999a7947299f72c87b, accessed 12.12.2019.
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tives will open “a new stage in the develop-
ment of the West Siberian oil and gas prov-
ince,” the Ministry said, citing Dmitry Ko-
bylkin. According to his estimates, in this
region, the Bazhenov Formation alone will
provide growth in recoverable reserves by
1 billion tons of 0il.#*

At the same time, the government con-
tinues to set strategic goals to promote all
three onshore alternatives to the Arctic
shelf, obviously trying to stimulate the in-
dustry’s transition from extensive to inten-
sive development. The draft Energy Strat-
egy of Russia until 2035 sets the following
as a priority: “Modernization and develop-
ment of the industry on the basis of state-
of-the-art technologies, primarily of do-
mestic origin, in order to: increase design
oil recovery ratio from 28% to 40% (exclud-
ing the development of hard-to-recover
reserves); increase the share of hard-to-re-
cover resources up to 17% of the total oil
production (current share is roughly 8%)”
[Draft Energy Strategy of Russia, 2017].
The amendments to the General Scheme
of the Russian Oil Industry Development
up to 2035 state that it is “necessary to in-
crease the average current oil recovery ra-
tio from 0.248 in 2015 to at least 0.28 by
2020 and at least 0.36 by 2035. It is also
necessary to increase the share of independ-
ent (and smaller) companies in the produc-
tion of oil with gas condensate from 3.8% in
2015 to at least 5% by 2020 and at least 8%
by 2035” [General Scheme of the Russian
Oil Industry Development, 2011]. (How-
ever, pessimistically speaking, these strate-
gic goals have been set for a long time, ev-
er since the 1990s, yet little has been done
to implement them.)

In general, these three options are sim-
pler, cheaper, and more environmental-
ly friendly than developing the Arctic off-

shore. They are politically less attractive
for Russia’s image as an energy power, but
they are more socially oriented and eco-
nomically viable.

This explains why the experts of the
Analytical Center for the Government
of the Russian Federation have been say-
ing that, “given the long-term forecasts of
domestic and foreign demand for oil and
gas, and considering the available resourc-
es and plans for production in continen-
tal Russia, it appears that, until 2035, there
will be no need for large-scale offshore pro-
duction of hydrocarbons in Russia’s Arctic”
[Amiragyan 2016].

In the current era of Arctic realism,
the launch of offshore fields in the Arctic
is postponed or put on hold. This is good
news, since Russian oil companies and re-
lated industries are getting a break, which
the country can use to overcome a serious
challenge that prevents Russia from engag-
ing in environmentally safe operations in
the Arctic.

Much has been written about the fi-
nancial, technological, environmental and
infrastructure problems of developing off-
shore Arctic hydrocarbons. But another
challenge lies in the acute shortage of qual-
ified workforce capable of producing and
transporting Arctic oil in an environmen-
tally safe way. This deficit is felt worldwide,
in fact, but in Russia it is further exacer-
bated by a number of objective factors: un-
der socialism, oil companies did not pro-
mote environmental awareness among
their personnel in any significant way, nev-
er teaching their workforce the principles
of sustainable development. Moreover,

62 The Ministry of Natural Resources believes it is premature to lift the moratorium on issuing Arctic offshore licenses (2018) //
Pro-Arctic. August 20, 2018 // http://pro-arctic.ru/20/08/2018/news/33463, accessed 12.12.2019.
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during the 1990s, Russian civilian ship-
building and maritime industry lost much
of their human potential. And this lack of
trained specialists is more difficult to over-
come than the lack of modern technolo-
gies, since the latter can be purchased on
the market, whereas teaching an employ-
ee how to use it correctly (and in an envi-
ronmentally friendly manner) can only be
done through close cooperation with oth-
er, more experienced partner companies.

Moreover, recent events show that the
human factor is one of the main causes of
environmental disasters. Take, for exam-
ple, the oil spills at the Trebs field in April
2012. Rostekhnadzor (Russias Federal
Service for Ecological, Technological and
Nuclear Supervision), which investigated
the accident, concluded that, among oth-
er things, the accident was caused by per-
sonnel lacking experience in work-over of
deep wells in the extreme north.®® These
spills took place on shore; can we be sure
that Russian oilmen are qualified enough
to safely produce oil from offshore fields
in the Arctic, under much harsher con-
ditions? Another case is the Nadezhda oil
tanker that crashed off the coast of Sakha-
lin in November 2015, resulting in a mas-
sive spill of petroleum products. It was es-
tablished that the captain of the vessel, a
number of administration officials at the
ports of Vanino and Nevelsk, as well as the
ship owner and the charterer were respon-
sible for the accident.®*

Gazprom Neft has also admitted the
need for qualified workforce. The compa-
ny’s Deputy General Director for the De-
velopment of Offshore Projects Andrey
Patrushev noted that “implementation of
technically challenging offshore projects

requires unique competencies and exper-
tise beyond the scope of regular training
programs.”®® In fact, Russian oil companies
are very aware of this shortage: For exam-
ple, in order to train personnel to work
in the Arctic, Gazprom Neft (in addition
to its own training programs) cooperates
with the Gubkin Russian State Universi-
ty of Oil and Gas, Norway’s University of
Stavanger and the Murmansk State Tech-
nical University.

Moreover, the lack of skills and exper-
tise is compounded by the fact that, by law,
only Rosneft and Gazprom have had ac-
cess to new offshore fields since 2008. The
problem is, they do not have sufficient ex-
perience of independent development of
continental shelf resources. Rosneft’s on-
ly offshore oil project has been Sakhalin-1,
operated by ExxonMobil. As for Gazprom,
it became the main shareholder and op-
erator of Sakhalin-2, but only by the time
the project was already fully operation-
al. In other words, the two companies do
not have sufficient experience to man-
age large-scale and complex projects like
these. At the same time, LUKOIL has accu-
mulated real experience of offshore hydro-
carbon production: the company launched
oil projects in the Caspian Sea all by itself,
effectively creating the Caspian petroleum
province; it produces oil in the Baltic Sea,
and operates offshore fields abroad in con-
sortia with international and national oil
companies. However, despite Vagit Ale-
kperov’s persistent lobbying for equal ac-
cess of private and public companies to
offshore resources, LUKOIL still has not
been allowed to work on the northern off-
shore fields. The monopoly on the Arctic
shelf resources maintained by Gazprom
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and Rosneft severely hinders their devel-
opment.

The Ministry of Economic Develop-
ment is also aware of the potential conse-
quences of insufficiently skilled manpow-
er, which is why in its Forecast of Develop-
ment until 2024 it notes: “At the same time,
there are still risks that insufficient expertise
with respect to implementing offshore and
other complex projects, given the restric-
tions on import of equipment and technol-
ogies required, may have a negative impact
on the dynamics of oil production” [Fore-
cast of Social and Economic Development
of the Russian Federation 2018].

Arctic shipping, too, lacks qualified
personnel. The government has high hopes
for the development of the Northern Sea
Route (NSR) going from the Bering Strait
to the Barents Sea, which should reduce
the distance that cargo must travel from
Asia to Europe (via the Strait of Malacca)
by 2.5-4 thousand nautical miles, or 10-14
days, saving hundreds of thousands of dol-
lars. The NSR could become one of Russia’s
major geopolitical projects, as it will serve
as a Russian bridge connecting Europe
and Asia. Given its economic, commer-
cial and political significance both glob-
ally and for Russia, Vladimir Putin in his
‘May Decrees’ announced that by 2024, the
cargo turnover of the Northern Sea Route
will reach 80 million tons / year, compared
to 10 million tons in 2017, mainly thanks
to NOVATEK’s LNG and oil produced by
Gazprom Neft and Rosneft.® Still, a num-
ber of experts rightly point out that it will
not be easy to reach such volumes of traf-
fic”’, among other things, because of the
lack of skilled specialists.

Although Russia has always been an
Arctic nation and a sea nation, even the
heads of relevant agencies are forced to
recognize the acute shortage of profession-
als in the field. In 2017, the then head of
Sovcomflot and Deputy Minister of trans-
port Viktor Olersky noted: “The key issue
for us now is finding people with relevant
skills and experience — they are immense-
ly valuable. In fact, there is only a handful
of sailors and officers working in the Arc-
tic right now. We at Sovcomflot are search-
ing for them, bringing them together and
training them”®® The same sentiment is
expressed by the head and owner of Sov-
fracht Dmitry Purim: “What we also need
to ensure is the high quality of our person-
nel: pilots, icebreaker captains, port oper-
ators, etc. — its not just about professional
knowledge and skills, but also experience of
working in the Arctic, and basic language
training”® If Russia, being an Arctic na-
tion, experiences such an acute shortage
of qualified workforce able to work in the
Arctic, then you can imagine what the sit-
uation is in non-Arctic states that plan to
explore and produce the region’s hydrocar-
bon resources.

The development of Arctic offshore pe-
troleum assets is also strongly hindered by
the dismal situation in the Russian civilian
shipbuilding industry. Since the early 1990,
after the collapse of the Soviet Union, the
sector has been in considerable decline.
The few Soviet enterprises that had started
producing equipment for offshore drilling
by the end of the 1980s, went nearly bank-
rupt in the early 1990s. Many skilled work-
ers left the industry in search of gainful
employment, and as a result, Russia faced
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an acute shortage of qualified profession-
als and advanced technologies of civilian
shipbuilding. For a long time, Russian oil
and gas companies had to order ships from
abroad. Speaking of this problem, United
Shipbuilding Corporation (USC) Presi-
dent Alexey Rakhmanov noted:"General-
ly speaking, working in the civilian mar-
ket is itself a huge financial risk. For many
decades, Russias domestic shipbuilding
has been stalling: at first because the Soviet
leadership thought it necessary to support
other COMECON nations, then for eco-
nomic reasons. As a result, now building a
commercial vessel, especially a prototype, is
sailing in uncharted waters.””

This is what led to the creation of the
Zvezda Shipbuilding Complex in the Far
East, which, according to experts, should
revive Russian civil shipbuilding. The
Zvezda ‘super-wharf’ attracts both West-
ern and Eastern partners to use shared
technologies and train personnel. For ex-
ample, Zvezda and Samsung Heavy Indus-
tries recently signed an agreement to cre-
ate a joint venture to manage shuttle tank-
er construction projects. Samsung will not
only provide Zvezda with technical specifi-
cations and documents, but will also train
Russian workers at Samsung’s own ship-
yard and organize internship programs.
This type of cooperation, including per-
sonnel training, is very valuable for Zvez-
da, since Samsung has extensive expe-
rience in designing and building Arctic
shuttle tankers.

%%

Thus, by postponing large-scale off-
shore projects in the Arctic, Russia bought
time to train the workforce, teach it prop-
er environmental awareness and develop
a different mindset in order to move away

from the old Soviet slogan of ‘conquering
the Arctic’ and towards the principle for-
mulated by Alexander Makarov, Director
of the Russias Federal Service for Hydro-
meteorology and Environmental Monitor-
ing: “The Arctic is a region of extremes - it
cannot be conquered, and it does not for-
give mistakes. We must learn to live and

work there””!
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