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Abstract. Modern economic anthropology literature emphasizes the key role of properly
designed socio-economic institutions in the provision of economic growth and explaining
human economic behavior. Unfortunately, institutions are prone to be misused, i.e. the real
motives behind their formation and patterns of their work quite often have little in common
with true meaning of their declared objectives. Recent turbulent history of fundamental
socio-economic transformations in Russia provides a multitude of examples of how
institutional misuse affects human economic behavior in its widest historic, geographic
and cultural scope. This paper takes a narrowed-down view on this general problem
focusing on ecological policy. Environment protection institutions have been casually used
by authorities as a tool to achieve goals that have little to do with natural environment
protection. Notable examples are the story of legal charges that Russian authorities raised
against the Sakhalin Energy accusing it with ecological misconduct, and a more resent
case of institutional misuse by successful lobbying of the prohibition of secondary usage
of pipes in the Russian oil and gas industry.
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Hucmumym 5KoHOMUKY U OpeaHu3ayul
npomviiunernoeo npoussoocmsea CO PAH
Poccuiickaa @edepayus, Hosocubupck

AnHoTanus. B cTaTbe 00CyKnaroTCs Cilydan HEHaUIEKAIIero NCob3oBanus B Poccun
OAHOTI'0 U3 KIIFOYCBBIX CONUAIBHO-OKOHOMUYCCKUX UHCTUTYTOB — UHCTUTYTa OXPaHbL
OKpy>Xarouie npupoiHoit cpeapl. Ha ocHOBe JaHHBIX, MOJYUEHHBIX U3 OTKPBITHIX
MCTOYHHUKOB, IIPOBOJIUTCS SKOHOMUKO-aHTPOIIOJIOTHYECKHI aHAJIU3 CTPAaTery HEeLeJIeBOro
MPUMCEHCHU TPUPOJOOXPAHHOI'O 3aKOHOAATCIILCTBA B XOA€ HEIABHUX (byH[[aMeHTaJ'II)HLIX
COIIMAJIbHO-9KOHOMUYECKUX NpeoOpazoBaHuii B cTpaHe. [IpakTHka HCIIONb30BaHuUs
WHCTHTYTOB OXPaHbl OKPYKaloLIeH MPUPOTHON Cpe/bl OpraHaMu TOCY/1apCTBEHHOTO
YIpaBJICHUA U OM3HECOM B KAUECTBE HWHCTPYMCHTA JUIA JOCTHIKCHUSA Heﬂeﬁ, HMCHOIIUX MaJIO
o61iero ¢ o(HUIHAILHO JEKIApHPYEMbIMHU 331a4aMU, IPOMLIIOCTPUPOBAHA HECKOIbKIMH
MIpUMepaMH, CPeIr KOTOPBIX HCTOPHS CyIeOHOTr0 npecienoBanus kommnanuu Caxanun
Onepooicu 3a IpearonaraeMble KOJIOTHIECKIE HapyILIeHHs, a TAKXKE CIIydaid yCIICITHOTO
7060MpOBaHNUS 3aIpeTa Ha BTOPUYHOE UCTIONB30BaHNE TPYO B pocCHiiCKOil HedTerazoBoit
MPOMBIIIICHHOCTH. [loyueHHBbIE pe3yabTaThl CBUACTENBCTBYIOT 00 YyIpo3ax, KOTOPBIE
HelleJeBOe MCIOIb30BAHNE HHCTUTYTOB HECET YCIICIUIHOMY Pa3BUTHIO SKOHOMHUKH,
U 0 BAKHOCTH HPEIOTBPAIIECHUS TOTOOHBIX MIPAKTHK.

KuroueBble ciioBa: WHCTUTYTHBI, 3aXBaT MHCTUTYTOB, OXpaHa OKPY)KaIOH_ICI\/'I CpeanbI,
PEryaInpoBaHUEC SHEPICTHUYCCKUX U CHIPbEBBIX OTpaCJ’IefI, He(bTel"aSOBai[ OoTpaciib.

UccnenoBanme Beimonueno B pamkax mrana HUP UDOIIIT CO PAH mo mpoexty
«Pecypchbie Tepputopun Boctoka Poccun 1 ApkTHdecKkoit 30HbI: 0COOEHHOCTH MPOIIECCOB
B3aMMOJACHCTBHS U 00ECIICUCHNS CBI3aHHOCTH PETHOHAIBHBIX IKOHOMUK B YCIOBHSIX
COBPEMEHHBIX HayYHO-TEXHOJIOTHUECKUX U COIMaIbHBIX BBI30BOB» No 121040100278-8.

Hayunas cnenuansHocTs: 08.00.00 — s3xoHOMHMUYECKHE HAYKHU.

Introduction

Modern economic anthropology literature
emphasizes the key role that properly designed
socio-economic institutions play in economic
development (Ben Ali, Krammer, 2016). Howev-
er, institutions are prone to be misused, i.e. the
real motives and/or patterns of their functioning
often have little in common with true meaning
of their declared objectives. A socially beneficial
institution provides public good by reducing
transaction costs and thus promoting production
and exchange. The role of institutional quality in
infrastructure-led growth has been demonstrat-

ed on cross-country basis (Sahni et al, 2021).
However, in some circumstances, an established
public institution may unexpectedly distort in-
centives and behavior of economic agents who
may look for ways to misuse it for their private
benefits. If this phenomenon becomes wide-
spread then the ability of the institution to fulfil
its primary objectives dissipates, and its expected
contribution to economic development vanishes
(Polishchuk, 2008, Polishchuk, 2012).

With unpleasant regularity, activities of
Russia’s environmental regulation agencies
have been raising questions regarding the
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proper use of their authority. There have been
visible signs that socially important nature--
protecting institutions may be used as a univer-
sal tool of imposing administrative pressure on
businesses for causes that might be justifiable
by themselves but have little in common with
environmental agenda.

An improper tool
of imposing administrative pressure
on businesses

In Russia, environmental protection is
regulated by more than 550 legislative acts
including the Constitution, 45 laws, 5 codes,
about 140 federal government rulings, 15 presi-
dentialdecrees,and amultitude ofdepartment--
level instructions. Commonly, objectives and
activities of a particular institution are poorly
defined, with a grey zone left open for inter-
pretation. Newly introduced rules often have
foggy application boundaries and imprecise
commissioning periods. Therefore, noticeable
discretion in the interpretation of the letter of
the law is possible in application to a particu-
lar economic agent, depending on the degree
of the agent’s loyalty to government authori-
ties. In the best case scenario, a business that
is subject to regulation may expect favourable
treatment by signalling the compliance with
most recent whims of government policy. In
the worst case scenario, a person or a group
of interest in authority may engage in outright
rent-seeking behaviour. Incompleteness and
inconsistency that characterize Russia’s envi-
ronmental legislation allow for discretionary
interpretation as a means to exert pressure on
businesses.

Alleged ecological misconduct
by Sakhalin Energy

Quite expository is the story of legal
charges that Russian authorities raised against
the Sakhalin Energy company accusing it with
ecological misconduct. The final result of the
claims was the transfer of control over the
Sakhalin-2 petroleum project from foreign in-
vestors to Gazprom.

In January, 1992, a bid by the MMMS con-
sortium created by the U.S. companies McDer-
mott International and Marathon Qil, the Japa-

nese Mitsui & Co, and the British-Dutch Royal
Dutch Shell, won the international tender con-
ducted by the Russian government to develop
Piltun-Astokhskoye and Lunskoye petroleum
fields. The project was named Sakhalin-2. Lat-
er, another Japanese company joined the con-
sortium. It was Mitsubishi, which already had
an experience of extracting oil on the Sakha-
lin Island. The companies held the following
shares in the expanded consortium: 30 per cent
belonged to Marathon, McDermott, Mitsui and
Shell had 20 per cent each, and Mitsubishi had
only 10 per cent. In order to represent the con-
sortium’s interests in Russia, the project oper-
ator company was established, with the title
Sakhalin Energy Investment C°. In 2000, Mar-
athon left the consortium, with its stake being
transferred to Shell. As a result, Shell’s share
in the consortium had risen to 62,5 per cent;
later Shell transferred a 7,5 per cent stake to
Mitsubishi.

As early as in 2003, the government--
controlled giant Gazprom started to express its
interest in Sakhalin-2. Before that, Gazprom
was repeatedly invited to join the project on its
earlier phases of development, but considered
the offer to be unattractive. The first step to-
wards becoming the fourth participant of the
production sharing agreement Gazprom made
in July, 2005, when its head Alexei Miller and
Shell’s CEO Jeroen van der Veer signed a dec-
laration of intent to exchange a 25 per cent
share in Sakhalin-2 for a 50 per cent share in
Gazprom’s Zapolyarnoye-Neokomskie Zale-
zhi project located on the Yamal peninsula in
Northern Arctic. However, two months later
the negotiations were suspended because the
Anglo-Dutch company had reported that the
Sakhalin-2 Second Stage expenses almost dou-
bled, and Gazprom demanded compensation
for the resulting drop in the asset value.

In July, 2006, Oleg Mitvol’, a deputy head
of RosPrirodNadzor, Russia’s federal environ-
mental monitoring service, filed a complaint in
the General Prosecutor’s Office about flagrant
violations of environmental legislation by the
MMMS consortium. The General Prosecutor’s
Office admitted that the 2003 state ecological
expertise of the Sakhalin-2 project was con-
ducted on an insufficient documental basis. As
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aresult, the Minister of Natural Resources Yuri
Trutnev signed an order nullifying the positive
conclusion of the expertise about the proper
development of license areas belonging to the
project.

By the end of 2006, the negotiations were
resumed, this time on other terms. According
to the new scheme, Gazprom was to purchase
from Shell a 30-per cent share in Sakhalin-2,
and other 20 per cent, from Mitsui & C° and
Mitsubishi. On December 21%, the heads of
Sakhalin-2 shareholder companies signed the
agreement of selling a controlling 50 per cent--
plus share in the project to the Russian natu-
ral gas monopolist for § 7.45 billion. Sakhalin
Energy retained its position of the project’s
operator, Shell, the technical consultant’s role.
Almost immediately after the signing of the
agreement, Russia’s President Vladimir Putin
declared that “in principle, the [project’s envi-
ronmental] issues could be considered solved”.
The project operator Sakhalin Energy had to
pay only about $ 20.8 million in environmen-
tal damages, the sum greatly reduced from the
$ 50 billion indictment announced in 2006 (Re-
brov, 2009).

Gazprom’s forced entry into the Sakha-
lin-2 project was considered as a signal that
the government’s attitude towards Production
Sharing Agreements (PSAs) had changed.
Since then, all Russia’s PSA projects have
presumed participation of a state-owned com-
pany with a peculiar watchdog role. Further
realization of the government strategy to re-
form PSAs was carried on using softer meth-
ods. In November, 2009, Franko-Belgian To-
tal sold a 10 per cent share in Khariaga project
to Zarubezhneft keeping other 40 per cent, as
well as the status of the operator'. Another 10
per cent share in Khariaga project Zarubezh-

' The Khariaga Production Sharing Agreement was signed
in 1999, and is one of the three PSAs stil active in Russia. Its
operator is Franco-Belgian 7ozal that holds 50 per cent of the
project, Norwegian Hydro has a 40 per cent share, and the re-
sidual 10 per cent belong to a Russian Nenetskaia Neftianaya
Kompania. Since 2002, Lukoil has owned an option to buy a
20 per cent share in the project, but hasn’t exercised it yet. It
is assumed that the Khariaga oilfield will have produced 45
million tons of oil during the 33 years of the PSA contract
term. Its recoverable reserves within the limits of the contract
area are estimated at 9 million tons. Details can be found in:
(Tutushkin, Surzhenko, Derbilova, 2006).

neft had acquired from Norvegian Hydro, who
was left with only 30 per cent (Kashevarova,
2010). The investors had learned from the Gaz-
prom — Sakhalin-2 case about non-orthodox
enforcement tools that the government has at
its disposal, such as threats to revoke licens-
es on the basis of bogus environmental viola-
tions, so they decided to stay away from such
troubles and uncertainties.

It’s worth noting that the basic purpose
of the PSA subsoil-use regime is to defend a
long-term investor from grabbing reflexes of
the government (King & Spalding LLP, 2017).
That’s why from the very moment the Law on
PSA was passed through the Duma in 1995, it
has provoked strong repugnancy within some
powerful circles. Much effort was put forth to
form an opinion that the regime provides ex-
ceptional privileges to foreign companies, de-
prives the federal budget of sizeable tax reve-
nues, and, in general, doesn’t benefit Russia.
However, a drop in world crude oil prices in
the late 1990s, as well as the massive outflow
of foreign investments from Russia forced the
government to reluctantly accept the necessi-
ty of the special terms of the Sakhalin project.
When the world crude prices started to rise in
the early 2000s, the things were reversed and
the PSA regime became an attractive target
again.

Since the basic terms of a PSA agreement
are nearly impossible to change?, and these
terms include the procedure of changing the
designated operator, it is the environmental
protection institutes that come handy as a lever-
age in the negotiations with foreign investors
about the increase of the share of Russian com-
panies. For instance, in 2006, the operator of
the Khariaga oilfield was accused of breaking
the natural protection legislation and the Law
On Subsoil. The audit conducted by the Min-
istry of Natural Resources and by the Federal
Service for Supervision of Natural Resources

2 According to Article 21 of the Russian Law On Subsoil,
the subsoil use licenses to oilfields that are being developed
under a PSA regime cannot be revoked in the general order,
the regulator should follow the conditions written in the PSA
itself. The title document in this case is not the license but the
PSA agreement, while the license is given automatically after
the PSA is signed. The break-up of a PSA can be initialized
only by its participants.
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[Rosprirodnadzor] revealed several cases of vi-
olations of the PSA terms that prescribed the
volumes of production and drilling. Also, Total
was accused of possible environmental damage
caused by the seven years of the associated gas
flaring that could pollute tundra with sulphuric
acid (Skorniakova, Skorlygina, 2006).

Total and Shell both have an experience of
being delicately pushed out of a joint venture.
In the case of Total that was the Khariaga proj-
ect, in the case of Shell, the Sakhalin-2 project.
Their path may soon be followed by the Exxon
Neftegaz in the Sakhalin-1 project®. According
to the RBK daily, the government is consider-
ing Rosneft as a new candidate for the project
operator position to replace Exxon. Right now,
Rosneft subsidiaries control 20 per cent of
Sakhalin-1. By buying out the 30 per cent of
the Japanese SODECO or the 20 per cent of the
Indian ONGC, it could get a hold of a half of
the project.

The government policy towards the dis-
posal of associated petroleum gas (or APG)
on oilfields may be considered as another ex-
ample of improper use of environment protec-
tion institutions. According to the Ministry of
Natural Resources data, up to 20 billion cubic
meters of APG is flared in Russia annually,
or about one-fourth of the total amount ex-
tracted from the subsoil. Out of the residual
three-fourth, only about one third is processed
while the rest is either burned in oilfield elec-
tric power generators or just written down as
technological loss. The APG flaring dynamics
roughly follows the oil production dynamics,
demonstrating growth in 2001-2006 and slow
decline in 2007-2010. Due to the absence of
reliable records, one may guess that the actual
volumes of APG flaring may exceed the de-
clared ones by a factor of one and a half or
two (Global Gas Flaring Reduction Partner-

3 The Sakhalin-1 project includes the development of three
petroleum fields, Chaivo, Odoptu, and Arkutun-Dagi, with the
total potential reserves of 2,307 billion barrels of oil and 485
billion cubic meters of natural gas. The designated operator
of the project is Exxon Neftegaz, with its 30 per cent share in
the project. The other partners are two Rosneft subsidiaries,
RN-Astra (8.5 per cent) and Sakhalinmorneftegas-Shelf (11.5
per cent), the SODECO Japanese consortium (30 per cent),
and India’s ONGC (20 per cent). For more information, see,
for instance: (Kashevarova, 2010).

ship, 2008). To general public, these enormous
amounts may seem like an obvious evidence
of a high-scale waste of an exhaustible nat-
ural resource. Hence, a multitude of “annual
damage” estimates is provided by the mass
media, by a simple multiplication of billions
of cubic meters of APG by the market price
of methane®. However, should one take into
account the scale of additional investments
needed to build the infrastructure to collect,
prepare, transport and process ANG, as well
as the very limited commercial demand for
the product, the utilization of APG might look
less attractive even from the national point
of view than simple on-the-spot flaring. Nev-
ertheless, there is no shortage of economic
agents who would like the government to cre-
ate even half-artificial, subsidized market for
ANG. They declare that environmental ben-
efits of having the APG flaring stopped are
large enough to justify any investments in the
utilization infrastructure. Unfortunately, this
opinion contradicts the results of applied eco-
nomic research, which put the upper limit to
such benefits at $ 10 to $ 30 per each thousand
cubic meters APG saved from flaring. Also,
the results point at the horizontal shape of the
“environmental costs curve”’. Anyway, the
Russian government ignored these results and
in January, 2009, declared the task of achiev-
ing the 95-per cent level of APG utilization by
2012 in all production sites by all companies.

4 Here are two typical quotations from business periodicals:
“If the 20 billion cubic metres of the flared gas were used
as a fuel, then 21 million tons of crude oil could be saved,
which, being exported for $ 70 per barrel, could bring home
$ 10,5 billion of extra revenue. ... The picture is crystal-clear”.
(Ryazanov, Ryabov, 2007).

“According to the Accounts Chamber of Russian Federation,
in 2009 seven producers had flared 19.96 billion cubic meters
of APG, or 64.3 per cent of the total APG production. Using
the 2009 price of the natural gas on the internal market of
RR 1920 per thousand cubic meter, the losses were estimated
by the auditors to exceed RR 38.3 billion (USD 1.3 billion). If,
however, one used the average price of the Gasprom exports
to Europe (USD 285 per thousand cubic meters), then the es-
timate would quadruple to USD 5.7 billion (RR 167 billion).
A similar loss estimate of RR 120-140 billion (USD 4.1-4.8
billion) per year was obtained by the Accounts Chamber of
Russian Federation on the basis of the market value of APG
components such as propane, butane, etc”. (Malkova, Kosten-
ko, 2010).

3 See, for example: (Tol, 2009).
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The government also promised to fine the vi-
olators of the 95-percent rule after January,
2012. The prohibitively high money value of
the proposed fines de facto meant that the en-
vironmental damage caused by APG flaring
was valued by the government higher than all
the revenues from the export of oil from the
same oilfield®. Hence, the task had no scientif-
ic base, was impossible to execute, but looked
quite concise and clear-cut. Ecological argu-
ments were shamelessly used not with the aim
of emission optimization but primarily with
the purpose to enforce the rights of certain
participants of the APG production and pro-
cessing to a preferential share in the revenues
from this market.

The chain of events that followed was what
one would expect in a situation that involves
misuse of government economic regulation
institutions. While Russian oil producers pub-
lically never questioned the universal 95-per--
cent target set by the government, their actual
behaviour was based on the assumption that,
some day before the deadline, this target ought
to be reconsidered. Hence, before that actu-
ally happened, they could pretend to attempt
tackling the problem and take advantage of a
wide spectrum of opportunities for govern-
ment support including tax cuts, privileged ac-
cess to export pipelines, and direct subsidies’.
This pattern of behavior proved right: the May,
2011, version of the APG Flaring Regulations
prepared by the Ministry of Natural Resources
Use didn’t mention the task of decreasing the
share of APG flared from 50 per cent to 5 per
cent by 2012.

Utilization of dismantled pipes
in Russia’s oil industry

A more resent demonstration of institu-
tional misuse in Russia is successful lobbying
of the prohibition of secondary usage of metal
pipes in the Russian oil and gas industry. Un-

¢ See, for example: (PFC Energy, 2007, p.39).

7 Government support measures include profit tax deduc-
tions, reduced charges for transporting dried associated gas
via the prime trunk pipe system, the priority access of such gas
to the prime trunkpipe system, as well as the offer by Gazprom
Neft to invest in the construction and modernization of the gas
collection and transportation system as a part of the program
of the AOG flaring reduction (Podobedova, 2008).

til 2017, about 80 per cent of all dismantled
pipes that were previously used in the Russian
oil industry for drilling, well casing, pumping,
and oil transportation, were put for other uses,
mainly for such second-priority purposes as
drainage, non-supporting structures, etc. (Ko-
zlov, 2019). The practice, being both econom-
ically efficient and environmentally friendly,
was considered a poster case of “circular econ-
omy”8.

Active use of business models that support
closed-cycle economy, efficient use and recov-
ery of raw materials, is a modern method of
preserving competitiveness of produced goods
and providing financial stability for companies
is thus lowering the need for primal resources
and increasing service life of consumer goods
and productive assets. Circular business mod-
els provide for best realization of strategic and
operational management decisions that miti-
gate negative impact of the oil industry on the
natural environment, slow down resource de-
pletion, reduce carbon footprint and the amount
of waste (Geissdoerfer et al., 2017; McCarthy,
Helf, Borkey, 2019).

However, in 2017, the Federal Service
for Supervision of Natural Resource Usage
(Rosprirodnadzor) issued an order to consider
all used pipes in the oil and gas industry as

8 The use of circular models of business in the oil and gas
industry has a long and well-established history. Elements of
“circular economy” are omnipresent in the industry. For in-
stance, the industry has for many years been practicing reuse
of technical water, which deserves to be viewed as exercising
of the recuperation business model. Enormous amounts of wa-
ter are being commonly injected into oil wells in order to in-
crease the reservoir pressure for so-called secondary recovery.
After the water-oil mixture is driven to the surface, the oil is
separated while the water is put to another use. Another nota-
ble example is the use of carbon dioxide for tertiary recovery
of oil from a reservoir. Injected CO, releases trapped oil from
porous rocks in the reservoir and causes it to flow more easily
to the wellhead. After displacing the oil, the CO, is recovered
and re-injected in a closed loop process that results in addition-
al oil recovery. Over time, virtually all of the CO, introduced
into a field becomes trapped underground, occupying the pore
space left after the oil and associated gas are produced. Essen-
tially, the industry for selfish and profit-seeking reasons has
developed a technology of carbon capture and storage in deep
underground formations that has recently become in great de-
mand as a method of carbon sequestration for climate change
mitigation purposes. (Cherepovitsyn, Sidorova, Smirnova,
2013: 465—-466; Occidental Petroleum Corporation, 2019:
35-37).
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a waste of the 4" hazard class, which essen-
tially prohibited their re-use. Suddenly, the
well-established business practice was de-
clared environmentally damaging. This nov-
el restriction on the used pipes turnover was
a result of powerful lobbying effort by Rus-
sia’s major producers of large diameter pipes
(LDPs) who then faced a major decline in the
domestic demand. In 20162017, when sever-
al large-scale pipeline projects by Gazprom
(such as Sila Sibiri, Bovanenkovo-Uhta-2,
Uhta-Torzhok-2) were finished, the sales of
LDPs on the domestic market dropped by a
half, and about 50 % of producing capacities
stood idle because they couldn’t be switched
to the production of pipes of a different kind
(Smirnov, 2019). An important role in the
Rosprirodnadzor decision to prohibit the sec-
ond use of dismantled pipes was played by the
Foundation for Development of Pipe Industry,
the lobbying body formed by such promi-
nent LDP producers as OMK, TMK Group,
ChelPipe Group, Filit, and some others. In
2018-2019, in order to enforce the compliance
with the new rules, the organization initiated
186 official Rosprirodnadzor audits in 146 or-
ganizations dealing with the turnover of used
pipes (Podobedova, 2019).

Now, the oil and gas industry is bound to
bear expenses related to non-productive utili-
zation of used pipes while previously most such
pipes could be used again after minor repair
works. Additional annual expenditures of oil
companies caused by the prohibition of pipes’
secondary use are estimated at 180—200 billion
rubles. The arguments against the econom-
ic and environmental desirability of the full
prohibition of secondary usage of dismantled
pipes presented by the oil and gas business has
been so obvious that the Ministry of Energy is
forced to look for some compromise and pro-
poses to develop a methodology of assessment
of technical condition and residual life of used
pipes, as well as their possible areas of second-
ary usage (Kozlov, Zainullin, 2019).
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