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Analysis

Russia and the Central Asian Economies:
From Colonial Subordination to Normal Trade

By Martin C. Spechler, Bloomington, Indiana

Abstract

Russia is gradually losing its once-dominant role in Central Asia as the countries in the region build ties with
other neighbors. “Staple globalism,” which involves a continued strong role for the state in providing com-
modity exports and selecting imports of capital equipment and luxury consumer goods, plays a strong role
in defining Central Asian trade practices. Ultimately, Central Asia is not an important market for Russia.

Evolving Relations

Since the breakup of the Soviet Union in 1991, the five
Central Asian republics have become increasingly in-
dependent, both politically and economically. Despite
Moscow’s continuing claims of “privileged interest” in
this vast area of nearly seventy million citizens, all five
regimes have found ways to establish ties beyond the
Soviet successor states, while retaining correct and mu-
tually beneficial relations with their former colonizer.
Kazakhstan and Turkmenistan have been able to sell
their energy resources at world market prices, while im-
porting capital equipment and select consumer goods.
Consequently, these petro-states have seen their agri-
cultural and manufacturing sectors stagnate or fail (see
Table below). Uzbekistan has grown moderately by ex-
ploiting its abundant cotton, gold, and uranium, while
keeping state expenditures up.

This foreign trade pattern has been called “staple
globalism”. Distinct from true multilateralism, fa-
vored by the World Trade Organization (to which only
Kyrgyzstan has yet acceded), “staple globalism” involves
a continued strong role for the state in providing com-
modity exports and selecting imports of capital equip-
ment and luxury consumer goods.

The region’s other two states, Kyrgyzstan and
Tajikistan, are the smallest and weakest. They have had
to depend on remittances, as well as outside aid and pro-
tection from international financial agencies and China,
along with the Russian Federation, to the extent of the lat-
ter’s ability. Yet, in spite of this assistance, their estimated
real GDP is still below the 1989-90 level, according to the
EBRD. Therefore, since the collapse of the Soviet Union,
all the Central Asian Republics have increased their com-
mercial and investment connections with the West and
China, at the expense of their former Soviet partners.

Background
From Tsarist times, Russia played the leading role in
Central Asia, even before the region’s khanates were

formed into union-republics by the Communist au-
thorities in the 1920s. Nineteenth century Russia con-
trolled these (mostly) Sunni Muslim, patriarchal so-
cieties through military government and European
troops. Russians and Ukrainians settled in the north
Kazakhstani steppe in particular. The colonizers devel-
oped and purchased Central Asian cotton fiber, its oil
and natural gas, and its fruits, animal products, and
vegetables. During World War II, Moscow built facto-
ries in Central Asia in order to produce airplanes and
other war materials and sent skilled Europeans to run
them, as well as refugees from Nazi invasions.

Besides sizable Slavic populations in the cities, the
legacy of this involvement is the role of Russian as /in-
gua franca in Central Asia, and access to Russian tech-
nical materials. Soviet Russia also promoted technical
education and careers for women, secular Marxism,
Western dress and material tastes, and hierarchical
bureaucracies, all of which persist. Television pro-
gramming, universities, and the internet continue to
ensure Russian influence. Despite efforts to promote
national cultures and languages, attitudes towards
Russia and Russians remain fairly good, despite bit-
ter memories of the impact of Moscow’s coloniza-
tion of the region—collectivization of livestock, en-
forcing a monoculture, introducing alcoholism, and
purges of cadres.

Various efforts by Moscow since 1991 to re-estab-
lish the former Soviet patterns of economic relations
in Central Asia, thus enshrining Russia as the domi-
nant external economic force, have largely failed. All
of the newly independent republics remain members
of the Commonwealth of Independent States (CIS),
which does little but collect data and hold uneventful
meetings. The CIS was supposed to retain free trade
among the twelve post-Soviet members, but from
the start Central Asian states have established border
controls and customs tariffs, albeit at lower rates for
one another. By 1993 the Russian ruble had lost its
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place as the official currency; now each Central Asian
state has its own currency, all convertible to some ex-
tent. Several efforts to establish Central Asian organi-
zations for economic cooperation have failed to ful-
fill their grand designs. The Asian Development Bank
(ADB) has invested some $1.8 billion in road recon-
struction and other projects, but ADB’s prodding has
not moved the Central Asian regimes to meaningful
integration. The most recent such effort, the Eurasian
Economic Community (EurAsEC), sponsored by
Kazahkstan’s President Nursultan Nazarbaev, has met
resistance from Islam Karimov, the Uzbekistan presi-
dent, and indeed Uzbekistan effectively withdrew from
EurAsEC in November 2008. Uzbekistan has also
limited its participation in the Shanghai Cooperation
Organization, originated by China and joined by Russia
and the other Central Asian states, with the exception
of Turkmenistan. All of the Central Asian states negoti-
ate commercial deals for energy and investments among
themselves and with China or Russia on a bilateral ba-
sis, with settlement in dollars or euros. Petty trade in
foodstuffs and clothing articles is carried on by shuttle
traders and bazaars.

Directions of Trade

Both the size and direction of the Central Asian
Republics” external trade are difficult to estimate, ow-
ing to their land-locked positions. All must export and
import to the West through Russia or the Gulf. For ex-
ample, Ukraine is listed as Turkmenistan’s leading ex-
port market for its natural gas, but this is because of a
pipeline route, which runs through Russia, via Ukraine,
to Europe. Tajikistan sells more to Netherlands and
Turkey than to Russia or China, according to the IMF
Directions of Trade for 2006—08, because of the disem-
barkation of aluminum ore. Indeed, Kyrgyzstan’s sec-
ond biggest customer is Switzerland! As for imports,
Turkmenistan buys most from the UAE, but few of
these goods originated there. Kyrgyzstan reportedly im-
ported $9.3 billion in goods from China in 2008 (but
only $2.4 the previous year), but undoubtedly much of
this was re-exported to its much larger neighbors. In
spite of some of the counter-intuitive economic statis-
tics emerging about the region, some of the latest fig-
ures are revealing.

Kazakhstan is Russia’s biggest trade partner; it sends
about 10% of its exports (metals, oil) to Russia and im-
ports about one-third of its purchases ($42.8 billion
in 2008, up from $27.1 in 2006) from the Russian
Federation. Kazakhstan with its large ethnic Russian
population shares a lengthy border with Russia, so this
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is not surprising, though its purchases from Russia may
also be exaggerated by re-exporting to the southern tier
of Central Asia.

Central Asia has about half the population of the
Russian Federation, but its average income per capita
in 2007, adjusted for the cost of living, was barely a
third of Russia’s $14 thousand (see the Table for pur-
chasing power parity-adjusted figures). Converted at
average exchange rates, Russia’s national income per
capita is about four times higher. So even given the
proximity, Russian-Central Asian trade should be rela-
tively small. Indeed, Russia takes only $10 billion (in-
cluding transhipment from Ukraine) of Central Asian
merchandise out of the $223 billion it imported in
2007 from all sources—about the same 4% as in the
1990s. Russia possesses many of the same energy and
raw materials as their Central Asian neighbors. Of the
$57.6 billion Central Asian imports in 2007, Russia
supplied (either directly or trans-shipped) $18.6 bil-
lion in merchandise, or just under one-third. Most of
transportation charges are probably included in this
total, but other services are poorly registered. China,
a relatively recent entry into the Central Asian mar-
ket, supplied $10.3 billion.

In sum, we can see that Russia retains a leading, but
lately much reduced, role in supplying Central Asia.
Why? Russia doesn’t offer the best capital goods or the
cheapest consumer goods. Russia has had its success
mostly in selling arms (at concessionary prices) and
atomic reactors. Overall, though, Central Asia is not
an important market for Russia.

Under “staple globalism” the Central Asians are
selling their cotton and metals elsewhere for hard cur-
rency. Until recently Uzbekistan-made GM automo-
biles that had found strong demand in Russia, but are
now being sold elsewhere. At the huge Dordoi mar-
ket outside Bishkek, goods from China, Turkey, and
Europe are sold to Russians, Uzbeks, and Kazakhstanis.
Even the natural gas still flowing through existing
pipelines is declining in value. Turkmenistan, which
has the largest reserves, used to sell almost all of its out-
put to Russia for about $1 billion a month. But pric-
ing and other disputes interrupted gas exports, which
led the Turkmen authorities to open a new pipeline to
China via Uzbekistan and Kazakhstan that will even-
tually carry 40 billion cubic meters (bcm) of gas, a siz-
able share of Turkmenistan’s production. Nonetheless,
President Gurbanguly Berdymukhamedov has agreed
to contribute gas to the Russian “South Stream” pipe-
line project, and sales of 30 bem to Russia will resume
in early 2010
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Investments in Central Asia

Because Russia gained massively from the oil boom of
2000-07, its energy giant Gazprom and other state-
owned companies were able to announce some invest-
ments in Central Asian energy and telecommunication
companies. However, construction is slow. For example,
the modernization of the Aqtau-Samarqand oil pipeline
is “not progressing very fast,” according to a Kremlin
source. The long-planned Rogun Hydroelectric Power
Plant in Tajikistan has been neglected so far by the
Russians, in part because Uzbekistan opposes its use of
water needed for summer irrigation. Building work on
the Kambarata hydroelectric station in Kyrgyzstan is
also on hold. Explorations of gas fields announced may
well be delayed, owing to the decline of natural gas pric-
es and Gazprom’s weak finances. In addition, Russian
promises to provide loans of $7.5 billion to the Central
Asian states have yet to be fulfilled. Meanwhile, China
has lent Kazakhstan several billion dollars and bought
into its energy companies.

Effects of Worldwide Slump

The worldwide slump of 2008-09 severely affected the
Russian economy and forced a significant depreciation
of the ruble. Its GDP fell almost 9% in 2009. An imme-
diate effect was on the estimated 2-2.8 million migrant
workers from Kyrgyzstan, Tajikistan, and Uzbekistan,
who have been employed in Russia or Kazakhstan in the
informal economy or seasonal construction. Of these
temporary migrants, 18—35% are women, according to
Rafis Abazov. Such laborers are particularly vulnerable
to illegal exploitation, fraud, and abuse. In addition, the
Russian authorities have imposed new restrictions. The
decline in oil and gas prices has also affected Kazakhstan,
where the construction boom has been halted and two
major banks forced into reorganization. Kazakhstan’s
tenge devaluation in 2009 reduced the value of wages
earned by the migrants who still have jobs. These de-
velopments have cut remittances to nearby Kyrgyzstan.

About the Author

For Uzbekistan, the decline of migrant employ-
ment abroad is the most tangible result of the world-
wide slump. At its peak in 2006—07 approximately
500,000—800,000 Uzbeks worked outside the coun-
try, according to the Conference on Labor Migration.
Remittances through official channels from Russia were
about $3.3 billion in 2008. Dollar flows led to a boom
in apartment prices in Tashkent and other cities, with
prices more than doubling. The unexpected worsening
of the global economy has suddenly altered this situa-
tion. Many Uzbek migrants have had to return to their
villages with less cash than they counted on. Access to
foreign exchange at Uzbekistan’s banks has been tight-
ened for importers and travelers, actions which have led
to a 25-30% premium for dollars on the black market.

While there is little Uzbekistan can do to boost em-
ployment of its workers abroad, it is trying to expand
its exports. Russia is unlikely to want the additional gas
Uzbekistan has offered, so Uzbekistan is trying to di-
versify its export routes and involve other countries, es-
pecially China, in developing its hydrocarbon resourc-
es. Its anti-crisis program has added more credit for ex-
porters. Now Tashkent appears to be reaching out to
the Europeans as well.

Turkmenistan is the Central Asian Republic that
has been least affected by the world economic down-
turn, as it has also been able to draw on its accumulat-
ed reserves to support transportation and communica-
tion investments and public salaries.

Conclusion

Russia has lost much of its economic advantages in
Central Asia, owing to competition from other coun-
tries, the desire for independence in the region, and the
admitted inability of the Russians themselves to de-
velop attractive non-energy industries. Russia should
therefore expect rising Asian powers and energy-short
Europe to gradually increase their economic relations
with these countries.

Martin Spechler is a Professor of Economics at Indiana University. His most recent book is 7he Political Economy of
Reform in Central Asia: Uzbekistan under Authoritarianism (Routledge, 2008).
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Central Asian Economies

Population (mln., July 2009 Estimate)

5 10 15 20 25 min. 30

o

15.40

Kazakhstan

Kyryzstan

Tajikistan

Turkmenistan

Uzbekistan 27.61

Source: CIA World Factbook, hitps:/ /www.cia.gov/library/publications/the-worldfactbook /

GDP Per Capita (PPP, USD, 2008 Estimate)

0 2000 4000 6000 8000 10000 12000 14000 16000 18000

UsD 11,500

Kazakhstan

Kyryzstan

Tajikistan

Turkmenistan

Uzbekistan

Russian Federation USD 16,100

Source: CIA World Factbook, hitps:/ /www.cia.gov/library/publications/the-worldfactbook /



; it
L
I .g'gﬂ::'-f .. 'E-I:!L
S _‘{.:I analytica_l -E — - sSian OﬂOlytiCOl digest 7'|/'|O I

s digest

GDP Composition by Sector (2008 Estimate)
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Main Export and Import Partners (2008)
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Analysis

Turkmenistan’s Relations with Russia

By Richard Pomfret, Adelaide, Australia

Abstract

This article analyses the interaction of domestic and external considerations in determining Turkmenistan’s
choice of routes for its natural gas exports and the implications of this for Turkmen-Russia relations.
Turkmenistan has abundant supplies of natural gas, possessing the largest reserves in the former Soviet Union
with the exception of Russia. As a result, Turkmenistan plays an important role in CIS gas supplies and is-
sues surrounding gas dominate Turkmen-Russian relations. Turkmen gas bought at below EU prices tradi-
tionally has enabled Gazprom to balance low domestic prices with lucrative exports to the EU. This situation
has, however, been under challenge since 2006: intra-CIS gas trade is becoming more transparent, Central
Asian suppliers have bargained for higher prices from Russia, and there is competition to build pipelines
for exporting Turkmen gas to non-CIS markets. These developments promise to weaken Turkmen-Russian
links, but their effects could be negated by technical developments which may undermine Turkmenistan’s

competitiveness as a gas supplier to non-CIS customers.

Turkmenistan under Turkmenbashi

Economic development of the Turkmen Soviet Republic
centred on replacing its population’s nomadic lifestyle
with collective farms, primarily to grow cotton, and on
investment in natural gas production during the 1980s.
In the early 1990s, Turkmenistan’s newly independent
and nationalistic leadership blamed Soviet planners for
the lack of diversification in its economy, whereby only
about ten percent of the workforce were employed in
manufacturing. Nonetheless, with readily exportable
cotton and gas, the new, independent country was able
to survive the dissolution of the USSR with minimal
economic change.

Saparmurat Niyazov, or Turkmenbashi the Great as
he preferred to be known, established a highly central-
ized regime. Major decisions at all levels of government
had to be cleared by the President’s office, and any op-
position was ruthlessly suppressed. The economy con-
tinued to be highly regulated, and remains essentially
unreformed. Apart from cotton and gas revenues, the
economic goal was self-sufficiency reflected in increased
output of wheat and promotion of import-substituting
industrial projects. In conjunction with the aim of self-
sufficiency, Turkmen foreign policy was defined by neu-
trality, formally recognized in a 1995 UN resolution.

Turkmenistan’s national economy remained the sim-
plest of all the Soviet successor states. Rents from cotton
and gas exports accounted for between two and three-
fifths of GDP in the 1990s. In 1990-2 Turkmenistan
was the world’s sixth largest cotton producer with an
average harvest of around 1.4 million tons, but a mix-
ture of policies to divert acreage from cotton to wheat,
poor maintenance of the irrigation system, and lack of

incentives for cotton farmers, to whom the monopoly
state marketing board paid well below the world price
for their production, led to stagnation of cotton output.
Annual gas production fell from around 60 billion cubic
metres (bcm) in 19923 to 30—33 bcm in 1994—6 and
to half of that in 1997 and 1998, when supplies were
cut in response to non-payment by Ukraine.

Turkmenbashi created an aura of benevolent autoc-
racy with free provision of gas, electricity, water and salt
for residential use, plus low cost public housing, and
other subsidized goods and services. However, a consid-
erable amount of gas royalties and cotton revenues went
to off-budget funds under the President’s personal con-
trol; much was spent on monumental projects, mostly to
honor the President and to reinforce a personality cult.
The 1997-8 shocks of Ukraine’s non-payments for gas
and of Russia’s financial crisis coincided with increas-
ingly authoritarian rule in Turkmenistan. Despite the
inefficiencies, the system which looked to be in trouble
in the late 1990s was sustained by rising energy prices.
After 1999 the state focussed exclusively on maintain-
ing the flow of gas exports, which strengthened depen-
dence on Russia because, apart from a small pipeline to
Iran opened in 1997, all of Turkmenistan’s gas exports
went north through Russian-controlled pipelines. No
reforms were envisaged before December 2006 when
Niyazov died.

Turkmenistan’s Natural Gas

Turkmenistan’s Soviet era gas fields are in the east of
the country, connecting it to other parts of the for-
mer USSR via the Central Asia — Centre pipeline net-
work. Russia refuses to allow Turkmenistan’s gas to

10




..

‘- L
4 analytlcal rJ =
] digest!

w—r‘-"r\-r

transit to the lucrative European markets, restricting
Turkmenistan‘s gas exports to CIS markets. Increased
exploitation of western gas fields highlighted the need
for new pipelines, and in the 2000s rising energy prices
brought Turkmenistan into greater international focus.
The temptation to find new customers for Turkmen gas
became overwhelming; the reclusive President Niyazov
rarely travelled after 1997, but even he made an official
visit to Beijing in April 2006 to discuss the construc-
tion of a new pipeline.

Imports from Turkmenistan are a key item in
Russia’s demand/supply equation, and the price paid
for those imports impact on Gazprom’s profitability.
The delivery price of Russian gas to Western Europe
varies according to a formula which includes (lagged)
oil prices. Gas prices paid by the EU tripled after 2002,
peakingat $500 per 1,000 m? in the last quarter of 2008,
before falling to a 2009 range of $250-300. Prices in
Russia are much lower: in 2006 Gazprom's domestic
industrial consumers paid an average $44 per 1,000 m?
and residential consumers much less, while the price
paid by the EU averaged $240. Turkmenistan’s sales
to Russia free up Russian gas for export to Europe; the
lower the price paid for Turkmen gas and the greater the
amount of Turkmen gas that could be sold to Russian
domestic consumers, the higher Gazprom’s profitability.

Until 2005 Turkmenistan's gas exports were non-
transparent, with payment by barter to shady intermedi-
aries. In the 2003-5 contract with Russia, for example,
half of the price of $44 per 1,000 m? was to be paid by
barter, with potential for large-scale corruption through
arbitrary valuation. Following the 2004 Orange
Revolution, Ukraine announced that its July 2005 con-
tract with Turkmenistan would not involve barter terms,
and in April 2005 Russia and Turkmenistan agreed that
Gazprom would make all payments in cash. The role
of intermediaries in gas transactions involving Russia,
Ukraine and Turkmenistan was terminated in an agree-
ment in March 2008. Intra-CIS trade was largely in-
sulated from the rapidly increasing EU gas prices un-
til 2006. However, since then the price Turkmenistan
charges for its gas has increased. Turkmenistan’s price
from Gazprom, $44 per 1,000 m? in 2003-5, was in-
creased to $65 in January 2006. In September 2006
Turkmenistan negotiated a further increase to $100
per 1,000 m? for 2007-9, and in November 2007 this
was raised to $130 for the first half of 2008 and $150
for the second half of 2008.

Thus, Russia has been prepared to increase the price
paid for Turkmen gas in order to secure gas supplies for
the domestic market and to discourage Turkmenistan
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from non-Russian pipeline projects. Russian produc-
tion from its Siberian fields is past its peak; future out-
put will be from Arctic gas fields, which will not come
online before 2011, and the difficult conditions in this
region could delay development. Meanwhile, Russia is
looking to Central Asia for gas, which primarily means
Turkmenistan. Uzbekistan will supply about 12bcm a
year to Russia until 2012; Uzbekistan’s production is
not much lower than that of Turkmenistan, but with
a much larger population most is consumed domesti-
cally. Kazakhstan’s gas production is lower, but large
new gas fields are coming into production, which are
located close to the Russian border. In March 2008
Gazprom announced that it would pay ‘European’ pric-
es for Central Asian gas in 2009, i.e. in the range of
$200-300 per 1,000 m®. The announcement was part
of a strategy of encouraging Central Asian countries to
retain Russia as their principal market and not to agree
to new pipeline routes.

Pipeline construction is often politicized as, for gas
even more than for oil, it is by far the most efficient
means of transport; infrastructure determines the di-
rection of trade flows. Non-Russian pipelines could run
south to Iran, southeast to Pakistan and India, east to
China or west across the Caspian Sea to Turkey and the
EU, but pipelines are expensive. The high fixed cost of
pipeline construction made investment in new routes
unattractive in the 1990s, but as energy prices rose after
1998 the share of transport costs in the delivered price
declined and non-Russian buyers and sellers began to
investigate new pipelines. To some degree, choices are
mutually exclusive; pipelines are large-scale projects
with economies of scale, and the amount of gas avail-
able for shipment limits the number of viable pipelines.

Turkmenistan’s first non-Russian gas pipeline was
built to Iran in 1997 with an annual capacity of 8 bcm,
but larger projects through Iran have been stymied by
US threats of sanctions against companies doing busi-
ness with Iran. Negotiations in 1997 with Unocal to
construct a pipeline through Afghanistan to South Asia
collapsed as the US government drew back from rela-
tions with the Taliban government; this route is still on
Turkmenistan’s agenda, but until Afghanistan’s (and
Pakistan’s) government can provide reasonable securi-
ty guarantees it remains a distant prospect. Following
Turkmenbashi’s April 2006 visit to Beijing, construc-
tion began on a 7,000 kilometre long pipeline to China
via Uzbekistan and Kazakhstan, which was formally
opened in December 2009; China has committed to
buy 30 bem a year, a target which should be reached
in 2011.
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In May 2007 Russia, Turkmenistan and
Kazakhstan signed an agreement to build a 10 bem
a year pipeline along the eastern coast of the Caspian,
the Prikaspiisky route, feeding into the Russian pipe-
line network. In December 2007 the proposed capaci-
ty of the Prikaspiisky pipeline was doubled, to carry 10
bem from both Kazakhstan and Turkmenistan, and in
2008 it was increased further to accommodate larger de-
liveries from Turkmenistan. Construction has, however,
not begun and critics question whether the pipeline will
ever be built. The December 2007 agreement also called
for modernization of the existing Central Asia— Centre
pipeline from Turkmenistan through Kazakhstan to
Russia, intended to increase its annual capacity from
the current 50+ bcm a year.

Several proposals to construct a gas pipeline under
the Caspian Sea and then to Turkey were aired during
the 1990s and early 2000s, but the project was limited to
the Baku-Erzurum pipeline from Azerbaijan to Turkey
which opened in 2006. The TransCaspian portion
was resurrected when relations between Turkmenistan
and Azerbaijan warmed after Turkmenbashi’s death,
and in August 2007 the USA granted $1.7 million to
Azerbaijan for a feasibility study. The TransCaspian
would link up to the Baku-Erzurum pipeline and the
proposed Nabucco pipeline from Turkey to Hungary.
The feasibility of the TransCaspian and Nabucco proj-
ects is linked, because Turkmen supplies are needed to
justify Nabucco’s capacity.

Turkmenistan’s leadership knows that pipelines
through a greater variety of countries will increase its
bargaining power, but the Prikaspiisky project offers an
advantage when it comes to timing. Rather than wait-
ing until 2012 (or later) for Nabucco and an unknown
gas contract with European buyers, the Prikaspiisky
project offers an earlier inflow of cash from Russia.
With two major pipeline routes running north, how-
ever, Turkmenistan would remain dependent on Russia
as the main purchaser of its gas.

Turkmenistan after Turkmenbashi
After the death of President Niyazov in December 2006,
Gurbanguly Berdymukhamedov became President, and
in 2007 consolidated his power. The change of leader
created the prospect of policy change, although to date
reforms have been minimal. Heavy-handed regulation
continues to characterize almost all of economic life.
In foreign relations the new president made a clean-
er break. In 2007 President Berdymukhamedov visit-
ed New York, Brussels, Moscow and Tehran, welcomed
Recep Tayyip Erdogan, Vladimir Putin and Hu Jintao
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to Ashgabat, and sent observers to meetings of region-
al organizations. Despite the greater engagement with
the wider world, the substance of Turkmen energy poli-
cy has not yet changed much. Turkmenistan's gas pipe-
lines still pass overwhelmingly through Russia, with the
proposed Prikaspiisky and upgraded Centre pipelines
promising to increase annual capacity to over 80bcm.
The 30 kilometer pipeline to the Iranian border opened
in December 2009 will increase export capacity to Iran
to perhaps 20 bem. China is the new variable in the
equation since its pipeline from Turkmenistan opened
in December 2009, but the projected flow of 30 bem in
2011 will be well below the capacity of Turkmenistan’s
pipelines to Russia.

Western plans to construct a TransCaspian pipe-
line to access Turkmen gas without transiting Russia
are threatened by the prospect that Turkmenistan will
have insufficient natural gas to supply a TransCaspian
pipeline, as well as meeting other existing commit-
ments. Turkmenistan has agreed to supply 80 bcm a
year through Russia and 30 bem to China by the 2020s,
as well as up to 14 bem to Iran which could increase
to 20bcm, and perhaps to the EU and South Asia. If
gas production (82 bem in 2008) can be doubled over
the next decade and a half, then these commitments
and dreams might be satisfied. Otherwise, Russia is
in the pole position due to its control over the estab-
lished pipeline, with China well-placed, having com-
pleted the construction of a pipeline, and other poten-
tial buyers nowhere as they will not build pipelines with-
out gas to fill them.

Russia will resist a TransCaspian pipeline, and it has
more leverage in the Caucasus than China. However,
two forces favor western pipelines. First, Western in-
fluence in Turkmenistan may be strengthened by the
technical edge of its energy sector firms, as the tech-
nically difficult exploitation of offshore fields high-
lights the need for cooperation with foreigners with
the necessary expertise. Second, in 2008 President
Berdymukhamedov hired a British firm to conduct an
independent audit of Turkmenistan’s gas reserves; the
firm’s initial reports suggest that previous estimates of
reserves totalling 35 trillion cubic meters are far be-
low the mark, and that there is plenty of gas to fulfil
Turkmenistan’s existing obligations and to fill new pipe-
lines to the West — as long as it can be exploited. The
first contracts to exploit the South Yolotan field, pro-
jected to produce 30 bcm per year, were allocated in
December 2009 to firms from China, South Korea and
the United Arab Emirates. US and EU firms were dis-
appointed to be excluded, but the Turkmenistan gov-
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ernment has stated that it would prefer western firms

to exploit the abundant, but more technically challeng-
ing, offshore fields.

Conclusions

Turkmenistan has been poorly run since independence.
The inherited natural resource wealth has been dissi-
pated by mismanagement and by misuse of the rents
from cotton and natural gas. Turkmenbashi’s prized
neutrality left the country dependent on Russia, which
controlled the pipeline outlets. Whether his successor,
President Berdymukhamedov, is serious about reform is
of great importance, because without reform the econ-
omy will remain dependent on revenues from gas ex-
ports and without reform Turkmenistan will be less
able to increase gas production and hence improve its
pipeline options.

The external situation is in a state of flux. In CIS
gas markets, greater transparency since 2006 has been
accompanied by price increases, as the gap between
prices paid by the EU and prices on intra-CIS sales
have narrowed. Gas deals have often had a geopolitical
component, with Russia more willing to put pressure
on Georgia or Ukraine after the Rose and Orange rev-
olutions of November 2003 and November 2004, and
to keep Central Asia within its sphere of influence. So
far Russia has remained Turkmenistan‘s major market,
even though it has had to accept the opening of pipe-
lines from Turkmenistan to China and Iran.

The increase in prices offered by Russia for Central
Asian gas was poorly timed as world energy prices and
EU demand both dropped substantially in 2008-9. In
the short-term, Russia reacted by reducing its gas pur-
chases from Turkmenistan; supply was first reduced by

About the Author
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an April 2009 explosion in the pipeline which Turkmen
sources believed to be a deliberate disruption and then
cut as part of a pricing dispute which lasted for most
of the remainder of the year. These episodes confirmed
Russia’s willingness to play hardball and sidestep con-
tractual commitments when it saw an economic advan-
tage in doing so. Under current market conditions and
in light of Gazprom’s dubious technical capacity, sev-
eral observers question whether the Prikaspiisky pipe-
line will be built as planned. Nevertheless, in the lon-
ger term Russia will aim to keep Turkmenistan in its
sphere of interest and oppose pipelines that threaten its
monopoly power.

Finally, Turkmenistan’s future prospects as a gas ex-
porter could be affected by new technical developments
in transporting liquefied natural gas (LNG). Advances
in liquefying gas, in specialized LNG ships and in de-
gasification terminals are eroding the position of pipe-
lines as the least-cost delivery method for gas, and this
will benefit suppliers with ocean port access, such as
Qatar or Australia, at the cost of landlocked suppliers,
such as Turkmenistan. Russia itself is embracing LNG
as the delivery mode from its newest gas fields in the
Far East and the Arctic. In the EU, large new regasifi-
cation facilities in Spain, the UK, Italy and elsewhere
allowed gas importers to buy LNG on the world spot
market in 2009. Even if Turkmenistan can increase its
gas production substantially, the development of an
LNG spot market will undermine the rationale for in-
vesting in expensive pipelines such as the TransCaspian-
Nabucco route. In this scenario, Turkmenistan, as a
high-cost supplier to the world market, would most
likely return to being a poor isolated economy under
Russian hegemony.

Richard Pomfret is Professor of Economics at the University of Adelaide in Australia. His most recent book is 7he
Central Asian Economies since Independence (Princeton University Press, 2006).
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Diagrams

Turkmenistan’s Natural Gas Industry

Gas Production and Exports (bln. cubic metres, 1991-2008 )

90

\
80 A

\
\\
P )

70 \ e
60 \\4”‘ L -~

\ ',---‘
\ P
\ o= /\
50 1y i ~
\\ L4 /
\ /
40 \ - /
P2
[ P [
\ i
\ U
20 \\ I’
\™"/
4
10

0

1991 | 1992 | 1993 | 1994 | 1995 | 1996 | 1997 | 1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008
== =production| 85 60 64 36 35 40 17 13 23 47 51 54 59 59 63 65 72 71
e=gxports 75 53 52 23 24 30 7 2 1 31 37 39 43 42 45 47 54 49

Source: Economist Intelligence Unir

Gas Export Prices Paid by Russia’s Gazprom (USD per tcm)

160

140 /150
120 /
100
/ 100
80 /
60

40 44 44 44
20
0
2003 2004 2005 2006 2007 2008

Note: Since 2009 the gas export price is based on a formula linked to the oil price (European price formula). Turkmenistan’s export to
Russia were terminated in April 2009 by a pipeline blast.
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