














feeding into the Russian pipeline netwdfi-his would be in addition to the 50+ billion’ra
year which currently flows to Russia. The agreenvesst widely seen as a pre-emptive move
to forestall Caspian gas going to China, but it miad stop the July 2007 Turkmenistan-China
agreement® In December 2007 the proposed capacity was ddubdecarry 10 bcm from
each of Kazakhstan and Turkmenistan. In July 2@0&ais increased further in order to
accommodate larger deliveries from Turkmenistan.

Several proposals to construct a pipeline underGhspian Sea and then through
Azerbaijan and Georgia to Turkey were aired during 1990s and early 2000s, but the
project was eventually limited to the Baku- Erzurgipeline from Azerbaijan to Turkey
which opened in late 2008. The TransCaspian portion was only resurrecteér aft
Turkmenbashi’'s death. In August 2007 the USA grarl.7 million to Azerbaijan for a
feasibility study on TransCaspian oil and gas piygsl, and on 29 February 2008 Azerbaijan’s
state energy company, SOCAR, awarded the feagililitdy contract to a US firm, KBR.
Western plans to construct a TransCaspian pip&irsecess Turkmen gas without transiting
Russia are, however, now threatened with the pobgpat, once it has met commitments to
Russia, China and Iran, Turkmenistan will have me Bft to supply another new pipeline,
even though President Berdymukhamedov has reasshHiedpe and America that
Turkmenistan would have enough natural gas to sugpk pipeline as well as other
commitments. After April 2008 meetings in Ashgabbetween EU officials and

Turkmenistan’s foreign minister, the EU Externalld&&ens Commissioner claimed that

7 As additional incentives for Turkmenistan to sthe pipeline contract Russia-connected companiesiged
capital. Itera, for example, was a lead investathe $4 billion development project to turn theaaround the
Caspian port of Turkmenbashi into a tourist centre.

'8 China’s heightened interest in Caspian energy #Kagtan’s oil as well as Turkmenistan’s natura) ¢as, in
turn, been born out of frustration with Russia'duf@ to guarantee supplies of its Far East enéogZhina
(Blank, 2008). Proposals for an energy club witihia Shanghai Cooperation Organization (SCO) anediat
moderating Russia-China energy conflicts, but tteppsals have made no headway. Tensions withis@@
are likely to grow after Russia’s support for sei@s from Georgia, which is anathema (as “splitistn”"China.

19 ucian Kim Gazprom agrees on Pricing for Turkmeas®eliveries, Bloomberg news service, 25 July 2008
%0 A proposal for a TransCaspian pipeline had beeatdd within ECO in the early 1990s, when it was
considered economically infeasible (probably dudow energy prices). In 1999-2000 the US goverrimen
funded a $750,000 feasibility study by Enron fguipeline supplying gas from Azerbaijan and Turkrsem to
Turkey, but the project fell afoul of poor relat®metween Turkmenbashi and President Heydar Alfev o
Azerbaijan (Cutler, 2003).

L The TransCaspian would link up to the Baku-Tbiliszurum pipeline and the proposed $5-6 billion izio
pipeline from Turkey to Hungary via Bulgaria andrRamnia’. The feasibility of the TransCaspian antébi¢ao
projects is linked because Turkmen supplies aredeweeto justify Nabucco’s capacity. Some Azeri
commentators believe that Azerbaijan’s Shah Deald tould produce enough gas to justify Nabucptésned
capacity of 30 billion ma year, but most observers doubt this. Iran maggu provide gas for Nabucco and the
EU Energy Commissioner Andris Piebalgs has flaggeid prospect (reported in Khadija Ismayilova
“Azerbaijan: Baku hesitates on Nabucco pipelingjgni, posted onwww.eurasianet.ord0 April 2008), but
even if Iran were willing and able to supply gassitikely to be effectively vetoed by the USA. &bkconomic
attractiveness of Nabucco to Western European buyepends upon the capacity of and the terms fesiRu
gas transiting the proposed South Stream pipelora Southern Russia to Italy via Serbia.
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Turkmenistan had committed to supply 10 bcm of gassyear directly to the EU, but the
firmness of this commitment is uncertam.

The increased interest in gas pipelines refledbldri energy prices, in contrast to the
1990s when low energy prices deterred investora Bpending large amounts on transporting
energy products. A similar pattern applied to oggbines with the first non-Russian-routed
pipelines from the Caspian opening to Turkey an@hia in 2005. Unlike oil, gas markets
are characterized by long-term contracts, whichirgimately linked to the pipeline network
that can deliver the quantities stipulated in cacts. Construction of new gas pipelines, with
their huge up-front fixed costs, depends upon Bmniong-term contracts guaranteeing
sufficient flow of gas through the pipelines to raakem profitable. The prices set in long-
term agreements, however, tend to be unstable be@nergy market conditions change.

There are substitutes for gas and in periods ofdoergy prices the bargaining power
is with the buyers. Thus in the mid-1990s Turkmales to captive markets through the ex-
Soviet pipeline network ran into payment arreard arere renegotiated to the suppliers’
disadvantage, often by incorporating barter comptmehich reduced the true price of the
gas (see Appendix). With rising energy prices sih®88 bargaining power shifted to the
suppliers. The terms of Turkmenistan’s gas deaks generally opaque, but the sharp
turnaround in the country’s economic growth in 1898Table 1) can only be explained by
increased gas receipts, probably reflected in bpigment records. In 2002 Russia tried to
take advantage of the situation and its controk @ieelines by locking Turkmenistan into a
long-term agreement at what was already a low [{idd per 1000 cubic meters, half in hard
currency and half barter). Turkmenistan was als&dd into a long-term agreement with Iran
to supply the gas flowing Korpedeke-Kurt-Kui pipedi

The situation was unsustainable as oil prices bégancrease rapidly from around
$25 in 2002 to $140 in 2008. Gas prices in the Hpled during this period, eventually
changing the dynamics of the gas trade among QiStdes* Since 2005 the shift in favour
of sellers has become more transparent as paymdmard currency rather than barter has
become normal (see Appendix). The greater transppieas been accompanied by increasing
conflict over price increases, as gas supplier® hagd to benefit from continuing increases

in oil prices and concerns about energy security. the EU this was dramatized in the

22 Interview with Benita Ferrero-Waldner in tifénancial Times 13 April 2008, reported in Aisha Berdyeva
“Turkmenistan: Ashgabat promises direct exportsh® European Union”, posted amwvw.eurasianet.ord4
April 2008. In April 2008 the EU Commission progasthat the five Central Asian countries shoulelgible

for European Investment Bank financing. This ma&s seen as being related to EU energy securityecns,
and was criticized by NGOs due to the lack of emwmental or social safeguards on EIB loans. —
www.bicusa.org/en/Article.3870.aspx
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January 2006 dispute involving Russia increasisggas price to Ukraine, when cuts in
Russian gas supply to Ukraine had short-run smhoeffects on European supplies. The
conflicts have often had a geopolitical componentvall as pure commercial interests, with
Russia more willing to put pressure on Georgia d&raihe after the rose and orange
revolutions of November 2003 and November 2004 lvhic Russia’s view were western—
inspired and contrary to Russia’s interests. Witk Russian invasion of Georgia in August
2008 did not affect Turkmenistan’s gas exportslidt highlight the security risks that might
be associated with a TransCaspian pipeline cometdithe Baku-Thilisi-Erzurum pipeline.
Turkmenistan plays an important role in Russia's gfeategy, because Turkmenistan’s
sales to Russia free up Russian gas for exporutop at a higher pricd.Thus, although
Turkmenistan remains dependent on Russian pipelindses have some bargaining power.
How strong this is depends upon domestic developnen Russia, where the historic
underpricing of domestic gas is being redutedViost estimates suggest that demand is price
inelastic, but these historic estimates might lpoar guide given the size of projected price
increases compared to the minor price changeseirpdist. Market conditions will also be
influenced by Russian supply, and perhaps altematurces of supply from Central Aéfa.
Over recent decades Russia’s production has canehtiuge fields in Western Siberia which
are now past their pedk.Future supplies will be boosted by the large YaReinsula and
Shtockman gasfields in the Russian Arctic, buteéhe&dl not come online before 2011 and

difficult conditions could delay development.

% The delivery price of Russian gas to Western Eenapies according to a formula which includespoites.

24 A similar displacement effect, with profit to tmeiddleman, is at play in Iran. Turkmenistan sugplR7
million m® per day at a price of $75, which enables Iraretease 30 million fof its own gas for sale to Turkey
at a higher price than it pays Turkmenistan. WHherkmenistan ceased supplying gas 8nJanuary 2008 as a
preliminary to obtaining a higher price, Iran ialty cut its supplies to Turkey and then negotisdeshort-term
deal for Azerbaijan to sell 30 millionof gas for a reported $300 per thousand cubic rmetpresumably in
order to show Turkmenistan that it did not haveaptive customer (Yigal Schleifer “The Iranian-TukimGas
Row: And the Winner is ... Russia” posted 28 Jaypu2008, and Nino Patsuria “Georgia and Azerbaijan:
Partners in Pipelines, Antagonists in Energy Expatks”, posted 14 February 2008 vatw.eurasianet.oig

> Spanjer (2007) and Tsygankova (2008) analyse theugl introduction of netback pricing (i.e. lingin
Russian domestic price to the export price minasgport costs) between 2008 and 2011. Apart fexnaing
consumption (452bcm in 2006) and improving Gazpeobrlance sheet, the price increases are connected
Russia’'s WTO accession negotiations in which untieed domestic gas has been a major issue. Ralssia
underpriced gas exports to former Soviet republmg, prices were substantially increased for thdtiGa
countries in 2005, for Ukraine, Moldova, Armeniazetbaijan and Georgia in 2006 and for Belarus 6720
Gazprom intends to bring prices for all of thesstomers up to levels that provide equal profitapild sales to
EU customers by 2011.

%6 Uzbekistan's gas production (55bcm in 2006) ismath lower than that of Turkmenistan, but withritach
larger population most of Uzbekistan's gas is u$ed domestic consumption; under a 2002 agreement
Uzbekistan will supply about 12bcm a year to Russitl 2012. Kazakhstan's gas production is muchelo
(20bcm in 2006) but large new gasfields coming primduction are located close to the Russian border

2" Gazprom’s production (548bcm in 2006) was alsosbem by unrepeatable acquisition of the assets of
independent producers (ltera, Novatek, TNK-BP)004£-7.

14



The price paid to Turkmenistan was increased to &6%he start of 2006 and in
September 2006 Turkmenistan negotiated an increaske price it would receive from
Gazprom to $100 per 1,000°rfor 2007-9. In November 2007, as a sweetenerherBast
Caspian pipeline deal, this was raised to $130tter first half of 2008 and $150 for the
second half of 2008, which was still less thanptiee Russia received from EuroffeRussia
is keen to discourage Turkmenistan from suppomiog-Russian pipeline prospects, which
would reduce Russia’s monopoly power and influenibgrkmenistan’s leadership is well
aware that more pipelines through a greater vaoétyountries will increase its bargaining
power?® However, against the wait until 2012 (or later) fabucco and an unknown gas
contract with European buyers can be set the madteeinflow of cash from Russia. With
both its major pipeline routes running north, theaves Turkmenistan still dependent on

Russia, which determines the price paid for moStuwwkmenistan’s gas.

4. Beyond Turkmenbashi the Great

The death of President Niyazov in December 200&etbthe end of an era. Although he was
known to have heart problems, the timing was ucgaied and, at least to outside observers,
there was no heir apparent. Nevertheless, the ssioce went smoothly. The designated
caretaker ruler, the president of the Senate, wastad and Gurbanguly Berdymukhamedov
became acting President. In the February 2007 qaesal election Berdymukhamedov won
almost 90% of the vote, and in the remainder of720@ consolidated his power, operating a
super-presidential regime similar to that of hisdqacessor. Turkmenistan remains close to the
bottom of any ranking list of countries by politica economic freedor?’

A sense of change was created by reversal in 20@ee of Turkmenbashi’'s worst
recent policy decisions. Education reforms suchredgucing the number of years of
compulsory schooling or needed for a university rdeg the non-recognition of foreign
qualifications and the emphasis ounkhnama (the thoughts of Turkmenbashi) were all
discarded in a return to the 1990s. The symboligs glear, but the impact on education was

less so; the teachers and old-fashioned teachirigosie remained the same, amthnama

8 0n 4 December 2007 Gazprom announced that Ukreideagreed to pay $179.50 for Turkmen gas. Whether
this represented a full pass-through or increasefitpfor Gazprom depends upon where the transpmts fall.

? |konnikova (2005) provides a game-theoretic anslysf bargaining between gas producers and transit
countries in the Eurasian gas supply network, eftiphasis on the strategic role of investment ielpips.

%0 In the Freedom House world ranking by politicghtis and civil liberties Turkmenistan has alwaysereed

the lowest score in both categories; in 2008 tlds shared only by Burma, Cuba, Libya, North KoBamalia,
Sudan and Uzbekistan. In Transparency Interndi®2807 Corruption Perception Index Turkmenistanked
162" out of 179 countries. In the Reporters sans tinms index of press freedom, Turkmenistan’s media
ranked 165. out of 167 countries, only beaten by North Kaaed Eritrea.
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continued to be an important textbook. Cuts in merssintroduced in Turkmenbashi’'s last
year were reversed; the rights of disentitled peresis were reinstated, although the average
monthly payment of 500,000 manat ($20-25) was kiilt.** Reform of the exchange rate
system was initiated by announcing that froth January 2008 banks would be able to use
exchange rates close to the previous black maaketfor most transactions, and unification of
exchange rates was promisédThese changes cut back some of the most egretimats to
economic growth, social harmony and economic efficy.

Because Turkmenistan functions as an integratedoeaizc and social system, which
keeps the population docile through a mix of basseds satisfaction, benefits for the
presidents’ clients and a pervasive security appsrgpiecemeal reforms can be counter-
productive. The 2006 pension reform, althoughep $bwards a more rational system, was
chaotic because many people, who were not recasldhving made contributions, lost their
pension rights; these people had previously beperdient on many non-transparent benefits
which accompanied the status of pensioner and wihms®e left people in penury. The
untargeted subsidization of necessities is ingffitend wasteful (e.g. free electricity or water
provide the largest benefits to those with the éggdhouses), but announcement in January
2008 that free petrol would be limited to 120 ktiee month led to such strong concerns among
ministers that it was withdrawn; farmers who halieceon selling their vegetables in urban
markets, for example, faced a huge cost hike, wirib@n motorists who supplemented their
income by providing taxi services lost that souofeincome. Any reform needs to be
preceded by substantial pay increases for pubttos@mployees, improved rural incomes
and a safety net for workers in manufacturing gmises which should be downsized or
closed. The alternative is a hard landing whenrgasnues cease to be sufficient to prop up
the system.

Other changes were cosmetic or worse. Among temetic changes, in spring 2008
the country officially reverted to the conventiomames for the months of the year and the
largest gold statue of Turkmenbashi was moved fthe city centre to the outskirts of
Ashgabat. The opening of internet cafes was puetinternationally as ending quarantine

on information. About a dozen internet cafés wepengd in various towns in 2007, all

3 |n January 2006 Turkmenbashi had signed a newigeraw that strengthened the relationship to
contributions. Some groups, such as farm workergetty traders, with no contribution record sufférfrom
reduced pension rights.

%2 0n 1 January 2008 the government allowed the siéeédbanks to open foreign exchange points; theange
rate was fixed at 19,800 for buying and 20,000 fetling US dollars, nearly killing the black market
Simultaneously, the official exchange rate wasedisom 5,200 to 6,250 manat to the dollar. Theosd step
toward unification of exchange rates came on 1912008 when the open market rate was lowered tdQ¥
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operating under Turkmentelkom, but the officialileffion discouraged many people from
accessing them for fear of surveillarice.Less dramatically President Berdymukhamedov
began a program to reduce the number of sateikteed which clutter up apartment blocks
across the country. Although the dishes are ungighihey are the population’s true
information lifeline and the negative impact of wethg access to Russian TV stations will
more than offset the positive effect of the intéiraes on information access.

Heavy-handed regulation continues to characterigeost all of economic life. In
agriculture, farmers still grow what they are disgtto grow, with unrealistic targets set for
cotton and wheat output. There is little incentigestart a business, because even when a
would-be entrepreneur has passed all the regulatodies there is a widespread belief that a
successful business would be confiscated. The bgrsgistem remains state-dominated, apart
from two foreign banks (Turkish and Pakistani) whimoncentrate on remittances. The only
other roles for foreign investors are as partnersiliand gas exploration and exploitation, as
partners in textile joint ventures, and on congtancprojects. The latter remain lucrative as
President Berdymukhamedov has maintained the bgilobboom in Ashgabat.

Control over media makes it difficult to assessiaoand political conditions. A
September 2008 shooting incident in the northebudas of Ashgabat was initially reported
outside the country as involving Islamic fundamésits and resulting in the deaths of at least
twenty policemen. Within a few hours the story lhe@n rewritten as a drugs-related shoot-
out3* Neither version reflects well on the country’'®eemic and political stability.

In foreign relations the new president seemed td&ema cleaner break with his
predecessor. After Turkmenbashi’s initial activittyjoining the United Nations, IMF, World
Bank, European Bank for Reconstruction and Devetypnand the Economic Cooperation
Organization in 1992, he became sceptical of namd#tral institutions and regional
organizations as a threat to his prized neutralifurkmenistan ceased to participate actively

in the CIS, it did not join Central Asian regionedding arrangements and is not a member of

for buying and 17,600 for selling dollars. In ts@me month the president disclosed during a cabireting
that the currency would be re-dominated on 1 Jan2@®9 by dropping three zeros.

% In June 2008 Turkmenistan opened up its citizaosess to the internet, with the state-run fixed-fprovider
beginning some home installations and Russia's Bt&8ing wireless coverage, but with governmentro of
controversial websites, slow connections and cbstiond the reach of most Turkmen, the circle ofrsise
unlikely to widen much beyond the government offisiand foreigners using the internet in the past.

% The first version originated in an Associated Bresport that was picked up by newspapers andenkws
services. The second report came from an offsnarce in Turkmenistan. The BBC posted the feport, but
within a few hours it disappeared from the BBC viteb&ww.bbc.co.ul to be replaced by the second version,
although it is doubtful whether there was any t##avay to check the veracity of the two versions.

% As an exception ot this generalization, Turkmemisbecame a member of the Asian Development Bank in
August 2000 but, as of end-2007, it had yet to iveceountry program funding from the ADB. All othe
multilateral institutions had become inactive irrRmenistan, apart from some small UNDP programs.
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the Eurasian Economic Community (EurAskc) and sldowe interest in Central Asian
Regional Economic Cooperation (CAREC) or the ShangBooperation Organization
(SCO)>® Especially in his later years, Turkmenbashi seldmawelled. In contrast President
Berdymukhamedov was everywhere in his first yeaitimg New York, Brussels, Moscow
and Tehran, welcoming Recep Tayyip Erdogan, Vladifitin and Hu Jintao to Ashgabat,
and sending observers to SCO and CAREC meetings.

The thrust of being more engaged in the wider wisrlclear, but the substance has not
yet changed much. The 2007 pipeline deal with Russggested that however independent
Turkmenistan would like to be, its destiny liepipelines and they still pass overwhelmingly
through Russia. Debates over whether there iscairif gas to fill a TransCaspian (and
Nabucco) pipeline route as favoured by the USA Bldare relevant, because they question
the balance between positive signals of friendgbigards the West against the reality of
exclusive commitments towards Russia. Althoughphees set out in long-term agreements
have proven unsustainable in the face of huge gneige increases, it is unsure how buyers
would react to a unilateral change in the quamstifyplied and current assumptions are that the
contracted amounts are immutable into the fairbgatit future.

The new argument in the equation is China, whiche&om nowhere to be a major
player in 2006-7. China offered billions of dolldos investment projects in which it supplies
practically state-of-the-art turnkey factories dtaction of the price charged by European or
Turkish suppliers and loans are at 3%, which undsrpotential lenders such as the EBRD.
As mentioned above, China signed an agreementlin2007 to fund a pipeline and is
exploring a gas concession. The rapid growth im&h activities in 2006-7 not only put
multilateral lenders and western powers on the lhack but it was also disturbing to Russia.
In January 2008 China agreed to pay $195 for thdlus it would obtain from Turkmenistan;
this notionally included a $50 premium to finanke Turkmenistan-China pipeline, but it was
still more generous than the $130 that Russia vags@ for Turkmenistan’'s gas in the first
half of 2008.

Despite the competing claims of Russia and Chinstewe pipeline routes have not

been ruled out. Relations between Azerbaijan anttriienistan had been soured because of

% EurAsEc members are Belarus, Kazakhstan, the Kym®gpublic, Russia, Tajikistan and, since 2005,
Uzbekistan. EurAsEc’s goal is to become a custonisn and perhaps deeper economic integratioimoadgh
actual progress in this direction has been limitéthina, Kazakhstan, the Kyrgyz Republic, RusskgjjKistan
and Uzbekistan are members of the Shanghai Coamef@tganization, whose main concerns have beamisgc
rather than economic. CAREC is a looser arrangenmolving Afghanistan, Azerbaijan, Kazakhstane th
Kyrgyz Republic, Mongolia, Tajikistan, UzbekistandaXinjiang Autonomous Region of China, togethethva
group of multilateral agencies (the Asian Developm®ank, European Bank for Reconstruction and
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personal animosities in the Turkmenbashi era, lbettet were also substantive disputes over
demarcation of the southern Caspian and over dabtng from gas shipped from
Turkmenistan to Azerbaijan as far back as 199200/ relations between Turkmenistan and
Azerbaijan warmed as Turkmenistan reopened its Bsybim Baku, which had been closed
since 2001, and in June proposals were announcgdifb exploration of the Serdar/Kapaz
field under the South Caspian Sea. In March 200l level delegation from Turkmenistan
visited Baku and reached agreement on the debtutdspbetween Azerbaijan and
Turkmenistar?’

The rapprochement with Azerbaijan should facilitaeploration of the southern
Caspian to the benefit of both countries, and cdwddald a positive commitment to the
TransCaspian pipeline if Turkmenistan has sufficigas. However, Russia will resist such
developments and it has more leverage in the Casdhaan with China. In the early months
of 2008, with Kosovo’s declaration of independensethe catalyst, Russia revoked the CIS
agreement on economic dealings with secessionitt paGeorgia, i.e. Abkhazia and South
Ossetia. Following Azerbaijan’s rapprochement Witirkmenistan in March 2008 outbreaks
of fighting along the ceasefire line between Arnaeand Azerbaijan became more frequent,
which observers ascribed to Russia’s desire to semdrning to Azerbaijan. The Russian
invasion of Georgia in August 2008 sent a stroggali that Russia is prepared to use force to
defend its interests, and that any pipeline throGgorgia is easily within its reach. Such
actions in the Caucasus could backfire, becausesi®ums its own frozen conflicts and
secessionist movements in the North Caucasus. oyweore general conflagrations in the

Caucasus would undermine Turkmenistan’s hopesaastern pipeline route still further.

5. Conclusions

Turkmenistan has been poorly run since independditeeinherited natural resource wealth
has been dissipated by mismanagement of the ced#tctior and by misuse of the huge rents
from cotton and especially natural gas. Turkmenimgitized neutrality in effect left the
country dependent on Russia which controlled a#l dountry’s important transport and

pipeline outlets. How successful the post-Turknaeship regime will be depends upon how it

Development, International Monetary Fund, IslamievBlopment Bank, United Nations Development
Programme, and World Bank).

37 Although both countries acknowledged the debts1981-3 they both still used the rouble, whose hard
currency value was disputed. Turkmenistan sougBtrsillion while Azerbaijan offered $18 million; der the
March 2008 agreement Azerbaijan will pay $44.8ionill
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husbands the resource rents: both how it maximihesflow of net revenues from gas
production and how it uses those revenues to festaainable economic development.

The country’s bargaining power with respect to gases has been improving and
there is still room for further gains, but ultimigtgas prices are linked to developments in
global energy markets. Turkmenistan’s longer teewenues from gas also depend upon the
true level of gas reserves and even more impotant much can really be produced. The
guantity supplied will impact on revenues directiyyd also indirectly by determining the
range of pipelines built and hence the countryigaming power with each customer. By the
2020s Turkmenistan has commitments to supply 8im® a year through Russia and 30
billion m* a year to China as well as small amounts to lsad, is negotiating perhaps 30
billion m® a year through the TransCaspian and perhaps sapipliSouth Asia. If current gas
production can be more than doubled over the nexiade and a half, then all these
commitments and dreams might be satisffe@therwise, Russia in the pole position due to
its control over the established pipeline, Chinatres it constructs a pipeline, and other
potential buyers nowhere as they will not buildghipes without gas to fill them.

The second key to Turkmenistan’s future concesalihost complete dependence on
gas. This is ironic because Turkmenbashi placeatgeenphasis on self-sufficiency and
promoted wheat and textiles, but both of theseaiines led to inefficient use of scarce land
and capital. Economic reforms are needed to peothé setting for soundly based economic
diversification. When energy prices do fall, thee cost of non-reform and poor use of the
energy windfall will be borne by Turkmenistan. Anpoverished Turkmenistan dependent on
what it can get from gas exports in a buyers’ mawkauld be vulnerable to being drawn into
Russia’s orbit, much as Tajikistan has been sineeshd of its civil war.

A positive outcome is possible. If energy pricestowe to rise and Turkmenistan
really does have large exploitable gas and oilrvese then the country’s financial prosperity
would be assured, and the main question becometh&rh&urkmenbashi’'s successors will
allocate the revenue more wisely than he did: fivamn good investments in human and
physical capital, providing a social safety netd ameating a well-managed fund to invest

abroad for the future. In this scenario a largpelme choice will allow Turkmenistan greater

% Gas production in 2007 is reported to have beebilidn m® and projected output in 2008 is 82 billiof,m
while the head of the Oil and Gas Institute in Asthat revealed an expected increase in output ilén m®

in the “near future”; see the reports “TurkmenistBtaying the Energy Export Field” (17 March 20G8)d
“Turkmenistan: Will Berdymukhamedov commit to theams-Caspian Pipeline during his Turkey visit?” (20
March 2008) aEurasiaNet.org - Central Asia, Caucasus Netwgternal analysts are, not surprisingly givea th
secrecy surrounding the country’s reserves, dividegr the long-term potential; Tsygankova (2008)tcasts
Turkmen claims of 2030 production levels around®&%50 with the scepticism of International Energy Age
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medium-term economic and political independencd, esonomic prosperity will be the best

of all guarantees of long-term neutrality.

Appendix: Natural Gas Prices

In the Soviet Union natural gas was produced aaagrtb physical targets and delivered to
planned destinations. Prices were irrelevant. WtherSoviet Union dissolved, Turkmenistan
was expected to be the largest beneficiary amoadifteen ex-republics of moving to world
prices because its export bundle was the most wadeed relative to its imports (Tarr,
1994). The problem was, however, that there isvadd market for gas and Turkmenistan
could only send its gas where the pipelines led.

Turkmenistan’s captive customers in the CIS werfesng from the transitional
disruption and many contracts were set in bartendevhose monetary value is impossible to
assess. Anecdotes of low quality or unusable gbedsy supplied to satisfy the barter terms
abound. In one 1990s deal Ukraine supplied twelilkon galoshes in payment for gas; this
was to a nation of four million people living inetldlesert! Many barter goods were passed on;
after Russia received Volvo cars in a barter deéh vwweden in the early 1990s,
Turkmenistan received Volvo cars in payment foragpto Russia.

Once in place barter deals proved hard to termjratd until as late as 2005 a large
share of Turkmenistan’s gas exports was paid fobdayer (50-60% in 2005 according to
Global Witness, 2006). When large-scale gas dediseresumed in 1999, the price of just
under $36 per 1,000%was payable 40% in cash and 60% by barter. TA8-8(Qyas contract
with Russia was worth $44 per 1,008 with half to be paid by barter. As a rule of thyrttie
true value of barter may be half its contract valeich would bring the true price for the gas
in 2003-5 down to $33 per 1,000m

Barter deals were valued by insiders because ofltuk of transparency and potential
for large-scale corruption. The use of intermadsgam the Turkmen-Ukraine gas trade was an
additional component of a lack of transparency thatiched some insiders, who would
purchase unsaleable goods from Ukrainian factosiegply these goods to Turkmenistan as
the barter component of the gas deal, and selgéiseto the Ukraine’s national gas supply

company, Naftohaz Ukrainy, with a large gap betwtbenprice paid for the export goods and

(IEA) Reports about whether Turkmenistan can ingegaroduction at all. Dorian (2006) predicts pighn of
120bcm by 2010 and 180bcm by 2015.
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the price received for the imported gas. Espaciallthe 1990s the energy trade in Ukraine
was a giant system of monopolies that disposechef utput and obtained their energy
supplies through a system of transfer pricing “gesd to suck all the profits from the
Ukrainian economy into foreign bank accounts”.

The barter system did not terminate until 2005. Diecember 2004 Turkmenistan
stopped gas supplies to Russia and demanded aqir888 per 1,000 rh expecting that
Gazprom’s inability to meet its export and domestmnmitments without Turkmen gas
would force it to offer better terms, but Gazproorvéved the rest of the winter without
Turkmen supplies. In April 2005 Russia and Turkmetam agreed that Gazprom would make
all payments in cash instead of the earlier bamemgements, but the price remained $44 per
1,000 ni. Following the November-December 2004 Orange Reaiai, the new head of
Naftohaz Ukrainy announced that the contract witilknenistan active from®1 July 2005
would involve no barter terms. The January 2006sRuUkraine energy dispute ended with
what appeared to be a definitive movement towaish gpayments on gas transactions
involving Russia, Ukraine and Turkmenistan, althotige role of the shadowy intermediary
RosUkrEbnergo remained unclear. Intermediariesewerally eliminated from sales to
Ukraine in March 2008 when Naftogaz Ukrainy and @am signed a new agreement.

The January 2006 Russia-Ukraine gas dispute edtian era when prices became
negotiable. Although gas prices had been increasipglly in Europe since 2002, intra-CIS
trade had been largely insulated from this befod®62 Turkmenistan’'s receipts were
governed by its 2002 agreement with Russia and 8g®&ement with Iran. The price from
Gazprom was increased to $65 in January 2006.eftegber 2006 Turkmenistan negotiated
an increase in the price it received from Gazproomf$65 to $100 per 1,000%for 2007-9,
and in November 2007 this was raised to $130 ferfitst half of 2008 and $150 for the
second half of 2008. At the same time, Turkmenistas receiving $75 per 1,000’ from
Iran and when Turkmenistan tried to raise the ptie@ offered a super-premium price
(reportedly $300) to Azerbaijan in February 2008g¢ach Turkmenistan that Iran was not a
captive market. On 28 January 2008 China agreedy®195 for the gas that it would obtain
from Turkmenistan, but this included a $50 premitonfinance the Turkmenistan-China

pipeline?® Under the March 2008 agreement between Naftogaaity and Gazprom,

% The quotation is fronThe Financial Times9 December, 1998. Babanin, Dubrovskiy and Ivaskb&2004)
analyse energy-related rent-seeking in Ukraine.

9 Neighbouring Uzbekistan raised its natural gasoexprice from $55 to $100 orf1January 2007, and then
increased it to $145 in late 2007, causing sernistsess to Tajikistan.
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Ukraine paid $315 per 1,000%rof gas supplied in January and February 2008 anddipay
$179.50 per 1,000 fior gas to be supplied between March and December.

On 11 March 2008 Gazprom announced that it woujdEpaopean prices for Central
Asian gas in 2009, i.e. in the range of $200-3001p@00 ni. The announcement was part of
a strategy of encouraging Central Asian countriegetain Russia as their principal market
and not to agree to new pipeline routek.is, however, bound to be destabilizing as Geapr
passes on the increased costs to its customets,Ukitaine being the most vulnerable, but
also because of its control over the main trangielme to the EU the country with the
strongest retaliatory potential.

In sum, between 2006 and 2008 there was a sulatampivard shift in the prices
being agreed on trade involving Turkmenistan asdrgjor customers, Russia and Ukraine.
Nevertheless, in 2008 Turkmenistan was still reénogiwubstantially less than the price in the
EU, which exceeded $300; how much Turkmenistan waderpaid is difficult to assess
because it is hard to know the true transport dosts the Turkmen border to the EU border.
The apparently generous price offered by Chinamudry 2008 was quickly being overtaken
by price developments that made it look too low &pd for renegotiation by Turkmenistan.
At the same time, however, Turkmenistan’s attertyptacrease the price it receives from Iran
met with an angry reaction which could lose thatkegfor Turkmenistan’s gas. The paradox
Is that long-term agreements on quantity and paiee considered necessary to ensure the
profitability of expensive gas pipeline projectsit targe swings in energy prices undermine
attempts to set gas prices into the future andgaration is always either a confrontational

zero-sum game or subject to indirect consequercpsee hikes are passed on.

Price of Gas Exported from Turkmenistan through Russia
(USD per thousand cubic meters)
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“! The following day Russia signed an agreement amsfer to the Turkmenistan government Soviet era
geological data covering Turkmen energy deposis tlad been kept in Moscow. The Prikaspiisky [igel

23



Table 1: Growth in Real GDP, Turkmenistan 1989-2007

1989 1990 1991 1992 1993 1994

-7 2 -5 -5 -10 -17

1995 1996 1997 1998 1999 1999/1989

-7/ -7 -11 5 16 64
Source: European Bank for Reconstruction and Developmdmgnsition Report

Update April 2001, 15.

Note The final cell reports real GDP in 1999 as a petage of real GDP in 1989

1998 1999 2000 2001 2002
7 17 19 20 16
2003 2004 2005 2006 2007
17 17 10 9 10
Source: European Bank for Reconstruction and Developmdmgnsition Report

(accessed online at http://www.ebrd.org/countrytséecono/stats/sei.xls 24
February 2008).

Notes 2006 = preliminary actual figure from governmsatirces, 2007 = EBRD projection.

Turkmenistan: Growth in Real GDP,
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deal, the gas price hikes and the data transfezaapd to be a package deal to keep Turkmenistdninvitie
Russian energy network.
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Table2: Production and Exports of Natural Gas, Turkmenid@®0-2006

(in billion cubic meters)

1990 1991 1992 1993 1994 1995
Production 81.9 78.6 56.1 60.9 33.3 30.1
Exports 74.9 46.9 55.7 24.7 22.0

1996 1997 1998 1999 2000 2001
Production 32.8 16.1 12.4 21.3 43.8 47.9
Exports 24.0 40.0 2.0 10.0 35.7 38.6

2002 2003 2004 2005 2006 2007
Production 49.9 55.1 54.4 58.8 62.2 67.4
Exports 39.4 43.4

Sources: Production: BP Statistical Review of World Energy 200&ccessed at
http://www.bp.com/b/dn 7 July 2008.
Exports: 1991-2003 Olcott (2004, 30).

Note Skagen (1997, 30) gives slightly lower estimdtegproduction in 1991-6, but a similar

pattern.
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