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Abstract: Local content requirements can benefit Kazakhstan in the long term, ultimately having a
positive impact on both the economy and the country's fuel and energy complex. In the field of oilfield
services, Kazakhstan needs to focus on acquiring and expanding expertise and professional experience
that will meet the new operational and technical conditions emerging in the country's extractive industry -
especially on the shelf of the Caspian Sea. Kazakhstan may need a strategic approach to the development
of a number of industries (such as metallurgy, construction, etc.) in order to support the service sector and
provide oil and gas companies with more complex, high-tech goods and services, for which demand will
be high. The state of oil services and local maintenance requirements in Kazakhstan, as well as provides a
conclusion and recommendations on reduce the scope of protectionist policies are considered and
analyzedin this article.
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Characteristics of the drilling industry in Kazakhstan

Drilling operations in Kazakhstan are carried out mainly onshore. The main share of this
market belongs to only a few companies, both independent and part of the mining enterprises. As
in other CIS countries, the national reporting system of Kazakhstan lacks an agreed and
comprehensive system of statistics on the rig fleet as a whole for the country.

The leader of the drilling industry in Kazakhstan is "KazPetroDrilling" JSC (KPD) - a
consortium of drilling enterprises, which includes a subsidiary of KMG - "KazMunayGas
Burenie" LLP, as well as «Burgylau» LLP, "AstraStar" LLP and «MH INDUSTRY» LLP.
According to the estimated figures, in 2013 the KPD drilling run was 538 thousand meters, or
21% of the total drilling work in Kazakhstan. In total, KPD employs 5,253 people (for
comparison, in 2011 the company employed 3,585 people). The consortium's fleet includes 42
drilling rigs (in 2011 there were 34), the drilling capabilities of which range from 200 meters to
7,000 meters in depth, as well as 51 workover rigs. At the same time, the consortium's fleet of
installations is growing. Plans for 2013 included two new units: one ordered in the United States
and one assembled with Discovery Industrial Services at a plant in Ukraine. According to official
information from KPD, the consortium also has experience working with external contractors,
including Schlumberger, Baker Hughes, etc.

The second place in terms of drilling volume belongs to the Sino-Kazakh joint venture
LLP KAZAKHSTAN-CHINESE DRILLING COMPANY» Great wall", which operates mainly
with JSC «CNPC- Aktobemunaigas». KCDC «Great wall» LLP has a fleet of 27 drilling rigs, the
drilling functionality of which ranges from 3000 to 7000 m. Most of them are from China,
although, according to official figures, there are also three Russian-made units. Other major
drilling contractors in Kazakhstan are «Sibu-Kyzylorda Engineering Drilling Company» LLP,
SMART OIL drilling company (12 drilling rigs, 96 thousand meters were drilled in 2013),
«Ontustik Munaygas» JSC (10 drilling rigs ), «Vostok-neft» LLP, «NeftTechService» LLP and
the Chinese Sinopec. Activities in this area are carried out by a number of other enterprises, but
individually their contribution is only a small share of the total drilling market in Kazakhstan
(some of them are foreign operators)

Contractors in Kazakhstan mostly use equipment imported from abroad, as Kazakhstan
does not have production of medium and heavy rigs. First of all, the rigs are imported from
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Russia and China. Some drilling contractors (including KPD) also import some rigs from the US
and Europe.

Although the circle of producers in Kazakhstan is limited, it is still growing. Thus, the
Petropavlovsk Heavy Machine Building Plant in the North Kazakhstan region carries out the
installation of self-propelled drilling rigs mounted on a car (truck), including models with a
drilling depth of 2,000 m. Other assembly and construction companies in Kazakhstan install
pumps and other types of drilling and service equipment.

In addition, Kazakhstan service companies operate repair equipment for the maintenance
of the drilling rig fleet in Kazakhstan.

On the shelf, the main problem at a certain period was the lack of drilling rigs: as of the
end of 2013, only 11 rigs were operating in the Caspian Sea (excluding the rigs used in
Azerbaijan), while one was involved in the Caspian projects of Russia. Ten of them are managed
by private contractors, including four semi-submersible, five jack-up and one barge (“Sunkar-
257" drilling barge) operated by Parker Drilling. Kazakhstan is seeking to fill the rig shortage by
installing its own floating offshore rigs and associated infrastructure to expand its fleet. These
actions are aimed at helping oilfield service companies in Kazakhstan adopt the skills and
technologies for providing oilfield services in the field of offshore exploration and production
from experienced foreign firms, working side by side with them. However, with falling oil prices
and significant cuts in exploration and production costs, the scale of offshore exploration is
shrinking, and even local installations are not fully utilized.

The first Floating Drilling Barge assembled in Kazakhstan was the "Caspian Explorer"
submersible drilling barge (FDB). The construction of the FDB was carried out
in fulfillment of obligations assumed by a consortium of Korean companies (consisting of Korea
National Petroleum Corporation (35%), SK Innovation (25%), LG International Corp. (10%),
Hyundai Hysco Co. Ltd. (10%), Samsung C and T Corp. (5%), Daesung Industrial Co. Ltd (5%),
Daewoo Shipbuilding and Marine Engineering (5%), and Aju Corporation (5%) under the
Agreement of Principles signed in 2005 between JSC " NC KazMunayGas (KMG) and KC
Kazakh B.V. (“KCK”), a company establishedby the aforementioned Korean consortium, as part
of the development program for the Kazakh shelf of the Caspian Sea. Various modules,
equipment and materials of PBB were manufactured and assembled abroad, and after delivery to
Kazakhstan via the Volga-Don canal in 2011, the installation of FDB itself began at the shipyard
of the Kazakh company "Ersay Caspian Contractor” LLP, which was successfully completed in
June 2012. Since the date of its foundation on December 26, 2011 the owner of FDB is "KC
Caspian Explorer” LLP (KCCE), which is a subsidiary of KCK in Kazakhstan

Initially, FDB was designed for drilling operations on the Zhambyl offshore structure in
shallow water in the northern part of the Caspian Sea, and therefore it is capable of operating at a
water depth of 2.5-5.5 m and drilling exploratory wells up to 6,000 m deep below the floor of the
drilling. On April 27, 2012, FDB was transferred by KCCE to the trust management of
«TenizBurgylau» LLP (currently KMG Drilling & Services LLP), and in 2013-2014 it drilled 2
exploration wells in the Zhambyl area (ZB-1 in 2013 and ZT-1 in 2014). It was originally
envisaged that FDB would also be used on other offshore projects in the shallow waters of the
Caspian Sea, and given its successful drilling campaigns for the Zhamby! project, this would be
expected and feasible.

However, with the fall in oil prices and significant cuts in oil and gas costs, offshore
exploration has been postponed indefinitely, and as a result, the new FDB is currently in cold
storage at Ersai shipyard. "KMG Drilling & Services" LLP ceased to be
by the FDB operator after the expiration of the fiduciary agreement on March 31, 2015, which
was not renewed due to the lack of plans for the further use of FDB.

In 2012, a service subsidiary of KMG signed agreements for the installation of the first jack-up
drilling rig built in Kazakhstan,designed for deep water drilling, on a turnkey basis, worth USD
242 million. Launched in April 2015, this rig will operate at depths ranging from 5m to 80m with
an estimated depth of 6,000m below the seabed. It was installed at the Ersai shipyard in the



Kuryk settlement and at the Keppel-KazStroyService enterprise in Aktau. The work involved
1,000 people. This is a FELS model of B Class, renowned for its state-of-the-art performance
and efficiency. It will be managed by «KMG Drilling & Services» LLP. Both shipyards where
the unit was assembled are located in the Mangistau region. And they both belong to joint
ventures. The first (in Aktau) is a joint venture with the participation of the Singapore
engineering and design firm Keppel and the Kazakh company «KazStroyService», which
provides design, logistics and construction services. The second, the Caspian shipyard Ersali, is
run by the Italian engineering firm Saipem and the English-registered Lancaster Group. Each
facility is capable of providing 12,000 tons of metal structures per year. These two enterprises
have provided local construction and erection firms with the opportunity to work in conjunction
with highly qualified foreign rig erectors.

Share of local content in Kazakhstan

A key factor influencing the oilfield services sector in Kazakhstan is the large-scale
introduction of rules and regulations governing the share of use of local goods, services and
labor (local content) by companies carrying out exploration and production projects. Following
the example of other oil producing states (such as Norway, the UK and Brazil), Kazakhstan has
introduced regulations aimed at maximizing local content. This is due to the desire to preserve
the funds spent on goods, works and services in the domestic market, to expand the local human
and technological base, as well as to create a service sector that will be able to export its services
in the long term.

Initially, the 1995 Law of the Republic of Kazakhstan «On Oil» rather vaguely stipulated
issues of local content, but the Government has repeatedly made amendments and additions to it,
after which in 2009 regulations were adopted to regulate this area. In addition, in 2010, the Law
«On Subsoil and Subsoil Use» was adopted, which prescribes the purchase of goods and services
from Kazakhstanisuppliers. After 2010, the Government of Kazakhstan began to develop
programs that require oil and gas producers to use a certain share of local goods, services and
labor: by 2014, 16% of all purchased goods and 85% of works and services (in aggregate) were
to be of local origin. The government of Kazakhstan quite strictly monitored compliance with
these requirements and punished Companies that violated them: In 2011, approximately 80 firms
were fined for insufficient local content.

In 2015, the development of the draft Code of the Republic of Kazakhstan "On Subsoil
and Subsoil Use™ began, which provides for a number of changes designed to increase the
attractiveness of the oil and gas industry for investment. One of the key changes foreseen in the
draft Code is that partly connected with the accession of the Republic to the World Trade
Organization, as well as with the creation in 2015 of the Eurasian Economic Union - is the
abolition of state regulation of the procurement of goods, works and services (GWS) in the field
of subsoil use, as well as requirements for local content in goods.

For the approval of suppliers of local goods, the Government of Kazakhstan has
developed a system of certificates (the so-called «CT-KZ certificates™), which issued to suppliers
for a period of one year after confirmation of the Kazakh origin of the goods they sell. Holders of
the CT-KZ certificate have the opportunity to offer their goods with a 20% discount, and
purchases by contractors of goods from firms that do not have certificates do not count towards
meeting local content requirements. The Kazakh authorities also set quotas for hiring foreign
employees in Kazakhstan: in 2012, only 30% of senior executives and 10% of other skilled
workers, specialists and middle managers could be foreigners

Both as a result of new regulatory requirements and as a result of the expansion of the
service sector in the country, the aggregate share of local content has grown significantly over
the past five years: according to official reports, from the amount of about 3 trillion. tenge (16.7
billion US dollars), in aggregate spent on oil services in Kazakhstan in 2014, 54% went to local
service providers, which is significantly higher than in 2010 (45%). Local content share of
national oil company KMG in 2014 accounted for 72% of total procurement costs. While local
purchases by oil and gas companies have increased in recent years, Kazakh service providers are



just starting to get involved in the performance of high-value work of higher complexity in the
framework of oil and gas projects in the country

According to an interview in mid-2014 by the Deputy Minister of Energy of the Republic
of Kazakhstan, UzakbayKarabalin, operators use local suppliers to procure basic goods,
including fuel, electricity, building materials, metals, uniforms and office furniture - but not more
high-tech goods. In another speech, Karabalin noted that Kazakhstani services are used for low-
tech needs such as recycling waste or catering, although sometimes they are involved in a
number of technical work (such as installing components); however, foreign contractors are
employed for technologically complex drilling and well completion services. Oil and gas
producers use international contractors such as Halliburton, Schlumberger or Parker Drilling for
sophisticated drilling, logging and engineering (design and technological) works. It is in these
areas that Kazakhstani suppliers should expand their experience, specialization and technical
knowledge that they can acquire through cooperation with foreign service firms.

Three mega-projects in Kazakhstan were initially freed from the need to comply with
local content requirements. But in the course of negotiations with the Kazakh authorities, the
share of attracting local suppliers was agreed as part of the expansion of activities in the
subsequent stages of all three projects. For example, in 2013, TCO announced plans to use local
resources for 32% of all services that will be involved in the US $ 23-40 billion Future Growth
Project. It was estimated that this meant the creation of about 20,000 new jobs for Kazakhstani
service providers. Kazakhstani firms for design, procurement and construction were established
to develop Tengiz modules: one of them included international contractors FLUOR and Woodley
Parsons together with the Kazakh Institute Oil and Gas (KING) and Engineering Company
KazGiproNefteTrans LLP (EC KGNT). Development of the Tengiz field has opened up
opportunities for cooperation in the implementation of drilling operations between foreign
contractors and local rigs enterprises: in April 2015, a service subsidiary of KMG and the
American firm Nabors Drilling signed an agreement to create a joint venture that will become
the main supplier of drilling operations for the Future Growth Project.

Local content requirements can benefit Kazakhstan in the long term, ultimately having a
positive impact on both the economy and the country's fuel and energy complex. In the field of
oilfield services, Kazakhstan needs to focus on acquiring and expanding expertise and
professional experience that will meet the new operational and technical conditions emerging in
the country's extractive industry - especially on the shelf of the Caspian Sea. Kazakhstan may
need a strategic approach to the development of a number of industries (such as metallurgy,
construction, etc.) to support the service sector and provide oil and gas companies with more
complex, high-tech goods and services, the demand for which will be high

One interesting example for Kazakhstan is Brazil. Brazil's hydrocarbon reserves are
concentrated in complex super-deep shelf fields. At the same time, Brazil sought to use local
resources for the construction and operation of offshore platforms, drilling ships and large
floating installations for the production, storage and shipping of oil, which were required for the
development of the industry. This approach, combined with tough and ambitious oil production
plans, has led to problems and delays in the implementation of construction and installation
works, as the production and assembly facilities available in Brazil were too small to cope with
the incoming orders, not to mention the lack of development in this area. In this regard, the
actual volume of deliveries of floating platforms is expected to decrease in 2012-2021. by 40%.
Although mining companies comply with local content requirements, the pace of development
has slowed sharply and costs have increased. Brazil's stringent local content requirements have
also become a key source of corruption in the country's oil industry. The example of Brazil
demonstrates the importance of clear and deliberate planning of policies for the development of
local content in the service sector, taking into account the requirements of the current time

Perhaps we should consider identifying specific areas of work on the project (areas of
specialization) for the implementation of which it is profitable and expedient to use local
resources, followed by drawing up constructive plans that are justified in terms of budget and



implementation time.

One of the key obstacles to the protectionist policy regarding local content will be both
WTO accession and the Eurasian Economic Union. Due to Kazakhstan's obligations to the
aforementioned international organizations, laws prescribing the use of local resources will have
to be phased out. Nevertheless, Kazakhstan will probably still have the opportunity to introduce
tax incentives (AT, corporate tax), beneficial for suppliers of domestic goods and services.
However, at the same time, Kazakhstan will need to create a clear and well-timed plan to reduce
the scope of protectionist policies.

Key recommendations:

» To increase the country's weight and importance in the global drilling and oilfield
services market, Kazakhstan needs to continue to develop and create new, high-tech solutions
that are needed for next-generation projects.

* Plans for the development of the national sector of Kazakhstan should include incentive
mechanisms permitted by the WTO rules, and not rely on a policy of explicit protectionism,
which will have to be mitigated after Kazakhstan's accession to this organization. In developing
such plans for Kazakhstan, the experience of the UK (established by OSO) may be useful to
some extent.

» Kazakhstan's oilfield service providers must continue to work closely with more
experienced foreign partners on complex projects to maximize the adoption of best practices.

* Taking into account that the production of hard-to-recover hydrocarbon reserves in
difficult geological conditions is becoming increasingly important, it is necessary to promote the
wider application of modern technologies in exploration work and the provision of other field
services, and first of all, such assistance is expected from the national oil company - KMG [17]

It follows from the above:

1. Working projects effectively implemented by the forces of the considered sector of the
country should be defined by type; economically sound and agreed plans for the development of
capital infrastructure and the necessary human resources must be properly designed to increase
the weight and importance of the country in the world market for drilling and oilfield services.

2. Economically developed states create strategic reserves of raw materials, primarily oil,
in order to ensure uninterrupted operation of economic facilities and for future generations. For
example, the USA, carrying out oil production in the Gulf of Mexico, practically does not use it,
but pumps it into tanks for long-term storage. For its own needs, the state uses imported oil from
other countries.

Our Government proposes to do the same. In particular, the Resolution under
consideration says: “It is necessary to create a strategic*“reserve”’of hydrocarbon raw materials,
which will become the foundation of the country's energy security, a protective mechanism in
case of possible economic shocks. Based on the analysis of long-term trends in the global energy
sector, as well as the long-term energy balance of the republic, to develop mechanisms for
creating a strategic "reserve™ of hydrocarbon resources by types of raw materials in the required
volumes.

This mechanism should include the creation of an appropriate infrastructure, storage
volumes of the strategic "reserve" of hydrocarbon raw materials, as well as measures for the
formation, renewal and use of the strategic "reserve".

Thus, in the oil and gas sector of Kazakhstan, the most relevant at present is the principle
of greening the economy. Which means the implementation and application of a set of
managerial (organizational), financial and economic measures, technological, aimed at reducing
the pressure on the environment by enterprises while maintaining production goals. The purpose
of production is to make a profit at a sufficient rate of economic development, ensuring the
progressive development of the human community.

With high production of fuel oil, most of it is burned, although it is a raw material for the
production of various fuels and petrochemical products; flaring of associated gas leads to an
annual loss of over 2 billion cubic meters of associated gas; deterioration of climatic conditions



leads to various diseases of the local population.
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AnHoranus: TpeOoBaHHsS K MECTHOMY COIEpXAaHMIO MOTYT IPUHECTH Nonbp3y Kaszaxcrany B
JOJITOCPOYHOI MEepCIIEKTHBE, B KOHEYHOM MTOr€ MOJIOKUTEBHO CKa3aBIIMCh KaK Ha 3KOHOMHKE, TaK U Ha
TOIUIMBHO-3HEPIeTUYECKOM KOMILIEKce CTpaHel. B cdepe HedtecepBucHbix yemyr Kazaxcrany
HEOOXOAMMO COCPEINOTOYMThCA HAa NPHOOPETEHHMM M DPACIIMPEHMHM SKCHEPTHBIX 3HAaHUH H
npoeCCHOHATIBHOIO  OIBITA, KOTOPHIE OyAyT COOTBETCTBOBAaTb HOBBIM IPOW3BOACTBEHHBIM U
TEXHUUYECKUM YCIOBHUSM, BO3HMKAIOIIMM B JIOOBIBAIOIIEH NPOMBIIUIEHHOCTH CTpaHbl, OCOOEHHO Ha
wenbde Kacnuiickoro mops. Kasaxcrany moxer morpeboBaThecsi CTpaTErHUECKU MOAXOM K Pa3BUTHIO
psna orpaciell (TakuMX Kak METaJUIyprus, CTPOUTEIbCTBO M T. [.), AJISl HOANEPKKU CEKTOpa YCIyr H
MPENOCTaBICHUS HEPTEra30BbIM KOMIIAHUAM O0JIee CIIOKHBIX BBICOKOTEXHOJIOTMYHBIX TOBAPOB U YCIYT, Y
KOTOpbIX OyIeT BBICOKHM CHpoc. B craTtbe paccMOTpeHbl W NPOAHAIM3UPOBAHBL: COCTOSTHHE
He(TeCepBUCHBIX YCIIyT M MECTHBIE TPeOOBaHM K TEXHUUECKOMY oOcmykuBaHuio B Kazaxcrane, a Takxe
MIPECTABICHBI BBIBOJBI M PEKOMEHJAIIMH TI0 CHUKEHHIO 00beMa MPOTEKLIMOHUCTCKON TIOMIMTHKH.

KiroueBbie cjioBa: OypoBasi MPOMBIIUIEHHOCTh, OypOBBIE YCTAaHOBKH, HEPTECEPBUCHBINA CEKTOP
Kazaxcrana, TpeOoBaHMS K MECTHOMY COIEPKAHUIO B TOBapax

Tyitin: XKeprinikri kamMmTyFa KOHBUIATBIH TaJanTap y3aK Mmep3imai nepcrektuBana Kasakcranra
maiiza oKemyli MYMKiH, HOTM)KECIHJIE SKOHOMHKara [a, €NJIH OTBIH-DHEPreTUKANIbIK KeUIeHiHe e
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oHocepereni. MyHail KeH OpBIHIAphIHA KbI3MET KepceTy canachiHna KaszakcTanra pecnyOlUKaHbIH
OHJIIPYII canachklHaa, ocipece Kacnuii TeHI3iHIH KaipaHbIHJa maiija OONAThIH KaHA OHIIPICTIK YKOHE
TEXHUKAJIBIK IIapTTapFa cail KeleTiH ToxipuOe MeH KociOu ToxipuOe KMHAyFa kKOHE KEHEWTyre Haszap
aymapy Kaxker. KpI3MeTKepceTycalachIHKONIay)KOHEMYHai-ra3 KOMIAHMUIAPhIHA CYPAHBIC KOFaphI
OOJNIaTBIH SKOFapbl TEXHOJOTHSIIBIK Tayapiiap MEH KbI3METTEpJl YCBhIHY YIIiH Oip Karap cajiamapibl
(MBICaBl, METAJLTYPTHUs, KYPBUIBIC JKOHE T.0.) JaMBITyFa CTPATErHsUIBIK KO3 Kapac KaXXeT OONybl MYMKIH.
Makanaia MyHail KeH OpBIHJIAPbl KbI3METTEPIHIH KaFaalbl )koHe KazakcTaHaarbl TEXHUKAJBIK KBI3METKE
KOMBLIATBIH KEPrUTIKTI TajanTap 3€pTTENilN, TajJaHalbl, COHBIMEH KaTap MPOTCKIIMOHHUCTIK CasCaTThIH
asICBIH KBICKapTy OOMBIHIIIA TYKBIPBIMIAP MEH YCHIHBICTAp OepiireH.

Kinr ce3nep: Oyprbuiay eHepKaciOi, OypFbuIay KOHIBIPFBUIAph], Ka3akcTaHHBIH MyHal CEPBHCTIK
CEKTOpBI, Tayapiaparbl JKEPTiTiKTi KAMTYFa KOWBIJIATHIH TallalTap



