Response to an NGO press release on the Sakhalin II Benefits report

A group of NGOs (Friends of the Earth, Sakhalin Environment Watch, Pacific Environment and Bankwatch) issued a press release (30/11/04) announcing the launch of a report on the benefits to Russia of the Sakhalin II Project entitled “The Sakhalin II PSA – a Production Non-Sharing Agreement”.

The press release criticises the Sakhalin II project and challenges the Company’s recently published benefits report – The Sakhalin II PSA: What’s in it for Russia?  Sakhalin Energy’s response to the misleading and, in some cases, inaccurate statements in the press release is shown below.

Key facts with respect to the Sakhalin II PSA and benefits to Russia

· The Sakhalin II venture is a flagship foreign investment project for Russia, pioneering development in a frontier region that will meet the growing energy demand in the Asia Pacific region with a cleaner energy source.

· It will develop Russian reserves to deliver Russian oil and gas to the Asia Pacific region and the first Russian gas to North America.

· The shareholders of Sakhalin Energy accept the risk and fund the costs of development. Without the stability of the PSA and a known and fixed set of fiscal conditions, the Sakhalin II project shareholders would not have risked investing in such a large, capital intensive, frontier project.

· This development is made possible through the strong support of the Russian Federal Government and Sakhalin Oblast Administration.

· Sakhalin II is breaking the ground for the development of Russia’s resources on Sakhalin Island – it is likely to be the first of many major developments that will contribute massively to the Russian economy.

· Benefits of up to USD45 billion

Over the life of the Sakhalin II project, the benefits to the Russian Party will constitute up to USD45 billion (measured in money of the day terms).  This includes royalties, bonuses, tax payments and Russian Party’s share of the hydrocarbons.  These numbers are based on the project economics at an oil price of USD24 per barrel as outlined in the Plan of Development, which served as a basis for the final investment decision by the shareholders and the Russian approvals process.

Given the duration of the project (at least until 2045), changing technologies and movements in prices will alter this number – either decrease or increase it - but this calculation is an accurate estimate created in good faith and based on a measurable and realistic basis.

· Investment risk

The Sakhalin II PSA created a fiscal regime which allows some of the most challenging fields in the harshest subsurface and climatic environment offshore Sakhalin, in a frontier area, to be developed in an economically viable manner.  Without the mechanism of a PSA, it is unlikely that such foreign investment commitment on Sakhalin would have been possible.  The partners put up all the money during development and take the risk with no financial return until hydrocarbons are produced and revenue is earned.
The Russian Party has already received USD350 million from Sakhalin II in royalties, bonus payments, taxes and investments into Sakhalin’s Development Fund three years before first gas.  In addition, thousands of new jobs are being created in Sakhalin and mainland Russia, and contracts to Russian enterprises constitute approximately USD4 billion.

Sakhalin Energy has been paying royalties since the first day of oil production; the remaining revenue from oil and future gas will be used to recover costs incurred.  Once costs are recovered, produced hydrocarbons are divided between the company and the Russian Party in proportion from 90:10 to 30:70, depending on the rate of return.

· Costs increases and their impact

SEIC has not announced any cost increases, but does recognise that in such a project there are always unexpected events that put pressure on costs.  These include external pressures, such as movements in foreign exchange rates and commodity prices, which have had a significant impact on costs of materials and supplies

Budgets have been submitted to the Russian authorities and we are working with them to ensure we have a robust budget to deliver this groundbreaking project.

Cost increases would have at least as much impact on Sakhalin Energy and its partners as they would on the Russian Authorities.  A dollar spent today has a higher value than it will have in the future, due to effects such as inflation. The net present value of the costs we will recover will be worth considerably less than they are today.  This means that for every dollar increase in costs, the shareholders share is 79 cents.

The following key facts are important:

Revenues

· Direct income to the Russian Federation will be up to US$45 billion.

· Payments to Russian contractors and companies already amount to over US$2.1 billion.

· Over the life of the project, operational expenditure will be over US$15 billion – more than 70% of this will be spent with Russian companies.
Jobs and training

· Up to 12,000 people employed during construction, the majority of whom will be Russians.

· Spending on Russian labour and income taxes over the life of the project will be close to US$6 billion.

· 2400 permanent jobs - up to 1500 with Sakhalin Energy and 900 with contractors.

· Sakhalin Energy has started an apprentice programme 100% focused on the island people, and the target will be to employ 2 apprentices for every 1 direct hire from the Russian Federation.

· In Korsakov, several million dollars are being spent training people for roles in the operation and maintenance of the LNG plant and associated oil export facilities.

Infrastructure

· US$300 million has been spent on upgrading the infrastructure of Sakhalin Island.

· Construction/upgrading of 116km of roads,
· Construction of 45 new bridges and 170 culverts for river crossings, and
· Upgrading of the Nogliki Airport with a new asphalted runway and terminal buildings

· Upgrading of the port at Kholmsk.
· US$12 million on improvements to public health and waste management

For further information on the benefits report, the report can be downloaded from http://www.sakhalinenergy.com/about/abt_benefits.asp.

