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Kazakhstan’s Amended Legal Regime for
Natural Resource Development: A Critical
Analysis of the Key Changes
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Kazakhstan has substantially amended its two basic laws that govern
all aspects of hydrocarbon and other mineral exploration and development
projects, effective September 1, 1999. The result is a more comprehensive,
internally consistent regulatory framework than that previously in place ~
marked by several improvements but also some new burdens, questionable
aspects, and remaining draftsmanship issues.

In Section I below we offer some general thoughts on the nature of the
changes and the resulting present legal regime. In Section II we address
the key specific changes and additions. This discussion will of necessity
be selective, with citations to legal provisions that should be explored
further by the reader as required on a particular issue. We do not here
attempt to provide a primer on the overall framework of the regime. The
principal changes highlighted include:

elimination of subsoil-use licensing;
provision for “National Companies”, including Kazakhoil;
» transfer and pledge of subsoil-use rights;
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granting of rights (tightening of the tender requirement);

*  types of contracts (PSAs, Model Contract, etc.);

* more stringent preference rules for local goods and services;

*  imposition of Kazakhstan law as governing law;

+ expanded environmental protection requirements, particularly
with regard to hydrocarbon development operations at sea; and

* new requirements and restrictions (mostly relating to
hydrocarbon projects) regarding commercial discoveries, work
programs, cost recovery, ownership of equipment, gas retention
and flaring, joint operations, and easements.

The new act that has effected these changes is the Law on Introduction
of Changes and Additions to Certain Legislative Acts of the Republic of
Kazakhstan Regarding Matters of Subsoil Use and the Conduct of
Petroleurn Operations in the Republic of Kazakhstan, adopted on
August 11 and made effective as of the date of official publication,
September 1, 1999 (the “Amending Law"). This law has introduced major
amendments to

(1) the Law on the Subsoil and Subsoil Use (Edict of the
President having the force of law, No. 2828, dated
January 27, 1996 — as now amended, the “Subsoil Law");
and

(2) the Law on Petroleum (Edict of the President having the
force of law, No. 2350, dated June 28, 1995 — as now
amended, the “Petroleurn Law™).}

The Amending Law also attempts (without wholly succeeding) to
clarify the status of pre-existing licenses — such as those covering such
important projects as Tenghiz Chevroil, Karachaganak and the Caspian
offshore consortium (“OKIOC®). See Section III below for a discussion of
this important matter of stabilization, or “grandfathering”.

Since enactment of the Amending Law there has been a good deal of
speculation as to the meaning of various of the new provisions. There are
indeed uncertainties; we will take the opportunity where possible to clarify
the likely intent of the Subsoil Law and Petroleum Law as amended.

! The one exception from the general September I, 1999 effectiveness date for
the changes is that new Art. 55.3-1 of the Petroleum Law, regarding the types of
insurance required to be carried by contractors conducting exploration and/or
production of offshore deposits, comes into effect on January I, 2000. (Amending
Law Art. 2.2) Contractors are thus being given a bit more time to comply with the
new insurance coverage requirements.
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I. GENERAL EVALUATION

It appears that the main impetus for enacting the amendments was that
the Subsoil Law and the Petroleurn Law were outdated and failed to reflect
relevant changes introduced by subsequent legal acts — including several
decrees of the Republic of Kazakhstan (“RK") Government — over the past
few years. In addition, experience showed that important matters in the
sphere of subsoil use remained entirely or essentially unregulated — such as
environmental protection and resource development at sea. FEurther, the
two basic laws were insufficiently coordinated with one another; thus, an
aim was to eliminate these contradictions and discrepancies. Einally and
significantly, the RK Government aimed to incorporate suggestions from
the foreign investment community to streamline the legal regime and thus
enhance the country's attractiveness as a resource-project imvestment
target.?

Several draft versions of the Amending Law were prepared within less
than a year beginning in late 1998, differing from one to the next in both
concept and specific content. In the process of this work, the principal
draftsmen (from the RK State Agency on Investment) distributed the drafts
for comment among other RK state agencies, a number of prominent
foreign companies and investment groups, law firms and other consulting
companies, and certain recognized legal scholars in Kazakhstam (imcluding
one of the co-authors of this article). As a result, considerable work was
dene within quite a short period of time, culminating in enactment of the
Amending Law in August 1999,

We believe that the amendments deserve a mixed review. On the one
hand, a number of conceptual changes have been made which simplify and
otherwise improve the legal regime from investors’ point of view
(including rejection of the dual license-and-contract system and switchover
to a contract-only system of subsoil use); various issues are now regulated
with greater precision (and thus, one hopes, predictability); this precision is
achieved in part by introduction of several new or improved definitions of
terms, and the Subsoil and Petroleum Laws are now better coordinated.
However, some of the additions seem unduly stringent (e.g., local supplier

2 There is no readily available official legislative history — at least, none that
we have yet seen. Of some interest in this regard is an article by N. Damitov of the
RK State Agency on Investment and A. Mukhamedzhanov that appeared in the
Almaty weekly business newspaper PANORAMA, NOS. 20 and 21, May 1999,
entitled Agemey on Investmentt Has Developed! Draft Law That Comiemplates
Introdisctiam of Contract-Pevmitsiton System of Granting Resource-Use Rights.
That Agency was the initiator and lead drafter of the Amending Law.
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preferences and governing law) and/or insufficiently thought out (e.g., the
respective roles of the National Company and the Competent Ageney, and
environmenital protection provisions).

Eurther, the rush to enactment has left some remaining and new
inconsistencies and drafting errors within and between the two key laws.
These include the remarkable provision in Subsoil Law Aft. 44.3,
following the literal language of the Amending Law, that a reseuree-use
contract must be registered “and enters inte force from the date of its
signature and enters Into force from the date of its registration ... * See
alse the further diseussion below (at Seetion 11.1.) of the need for even
better synehronization between the twe Jaws.

All things considered, we anticipate efforts in Almaty and Astana
toward further amendments before too long. In the meantime, the changes
just enacted by the Amending Law can and probably will be reflected and
elaborated in updated versions of the many existing governmental
regulations that address specific aspects of the legal regime — and certain
new regulations may be in order as well.

II. THE KEY AMENDMENTS

In our view, the most important changes effected by the Amending
Law are the following:

A. Symitrepizatioion of the Suisil! and Pemaléemn Laws

As a preliminary matter, we note that the Subsoil Law was and remains
the basic framework law governing development of underground resources
in Kazakhstan. Within this framework the Petroleum Law is considered a
“special law” — ie., one that fills out many specifics concerning
development of a particular type of underground resource (crude oil, gas
condensate, natural gas and other hydrocarboms)> The Subsoil Law and
the Petroleum Law are to be applied together, in harmony, where possible.
(New Art. 2.5-1 of the Petroleurn Law now sensibly specifies that
petroleum operations will be governed by the principles, terminology and
definitions contained in the Subsoil Law - and there are several more

3 Edict of the President having the force of law, On State Regulation of
Relationships Connected With Precious Metals and Gemstones, No. 2372, July 20,
1995, was another such special law governing another category of subsoil
resources, but it was rescinded in 1998. Various governmental decrees still
operate, under the Subsoil Law, to regulate development of Kazakhstan's gold and
other precious metals resources.
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specific Petroleum Law references over to the Subsoil Law tham was
previously the case.) However, in the event of a contradictiom, the terms of
the special law prevail. See Subsoil Law Art. 4 and Petroleum Law Art. 2.

This approach is sound, and even further movememt in this direction
would be desirable. Ideally the Petroleum Law, as a special law, should
cover only the specifics of petroleum operations and not have any overlap
with or duplication of the Subsoil Law’s general provisions concerning
subsoil use. However, despite the tightening introduced by the Amending
Law, there still is a considerable amount of duplication and/or related
inconsistency. This gives rise to interpretive uncertainty on some points of
substance (e.g., transfer of rights, local supplier preferences, and governing
law - see below).

B. Elinimatition of SutsitEse Licemiigg, Conthent! Xs Solke Basits of Rijghts
L. General

Perhaps the most fundamental change introduced by the Amending
Law is the rejection of the license-and-contract system of granting subsoil
rights, which had been in effect for some years. The basic relations
between the government and subsoil users are now to be determined by
subsoil-use contracts alone, without preliminary issuance of a license.
Accordingly, all provisions concerning subsoil-use licensing have been
excluded from both laws. In line with these changes, the RK State Agency
on Investment will continue to fulfill its role as Competent Agency in
conducting tenders and negotiating, preparing and signing resource-use
contracts on behalf of Kazakhstan (Subsoil Law Art. 8; Petroleum Law
Art. 6; RK Government Decree No. 474 of April 26, 1999) but drops its
funetlen as “Werking Ageney” for the Gevernment In the issuanee and
administration of licenses. (Note that the Compeient Agedey might
éentinue t6 deal with issues relating t6 pre-existing licenses, which Rave
been grandfathered By the Amending Law - see Seetien It below:)

2. Related Permits Still Needed

Elimination of the primary licensing requirement does not affect the
process of obtaining several types of ancillary permits, licences and other
documentatiom that are needed to undertake resource development
activities, in connection with the contract or once it is in place.

First, the territorial boundaries of the field that the subsoil user is
given rights to explore and/or develop are to be recorded in a so-called
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“geological allotment” (geollmgcbbsisikii otvod!— covering exploration) or
“mining allotment” (gornyi otvew — covering extraction) that is issued for
each contract user, as a ministerial matter, and attached as part of the
contract. (Subsoil Law Arts. 1.2-1 and -2, 41.8)

Then, on the basis of the resource-use contract and otvod/, the
contractor obtains land-use (i.e., surface-use) rights from the relevant local
authoritiess— in the form of a rental agreement or agreement on non-
compensated use, depending on the category of contractor and other
factors. (For this purpose the local authorities may, if necessary, take such
land and/or rights from private owners or users, as provided for in land
legislation.) See Subsoil Law Arts. 9.1 and 44.4-1, Petroleum Law Art.
7.1, and the so-called Land Code* Arts. 8.3, 12, 38.4, 122.6 and others,

There are also other licenses or permits that must be issued, once the
contract is in place, to govern the various technical operations that the
resource user will carry out (such as for surveying, drilling, construction
activities, and discharges at sea).’

3. State Interference Still Possible

The ascendancy of the contract should streamline the processes for
investors’ obtaining and maintaining resource-use rights in Kazakhstan,
However, this reform will not mean that investors’ rights are entirely
protected from unilateral state interference with contract rights under the
guise of law. Consider that the former provisions of the two basic laws,
under which a license could be unilaterally suspended or rescinded by the
state authorities on certain bases, have now simply been transformed into
provisions for suspension and termination of contract operations on
essentially the same bases. Namely, this could be suspension for carrying
out activities not provided for in the contract or the contract program, or
violation of the terms of the contract, or “systematic violation” of law
regarding environmental protection or safety, or a threat to life or the
environment due to circumstances not caused by the user; and termination
for failure to cure problems that caused suspension (or impossibility of
cure), failure timely to begin the work program or carry it out adequately
despite warning to cure, “material violation” of obligations under the

4 Edict of the President having the force of law, On Land, No. 2717, dated
December 22, 1995, as amended.

5 See Edict of the President having the force of law, On Licensing, No. 2200
dated April 17, 1995, as amended, Arts. 9.1 (11), (12), and (13); Amending Law
Art. 1.3; and Petroleum Law Chapter 6-1, Arts. 36-1 etigeg,
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contract or the work program, or bankruptcy of the contractor (Subsoil
Law Arts. 45-1 and 45-2; Petroleum Law Art. 28-1).

These powers thus essentially retained by the Kazakhstan Government
could be quite important, in view of the Government’s actual history of
challenging and revoking investors’ license rights on several projects over
the past few years.

In addition, with the amendments in place it is not quite clear that all
disputes over extension, suspension and termination of a contract are
subject to challenge in the parties’ agreed international arbitration forum.
This had been clear with respect to all such Jieensee disputes under the
express terms of Petroleum Law A¥rt. 58, but all that remains there is
reference to disputes over “the entry into and performance of” contracts.
Further, a contract may be declared invalid, just as a license previeusly
eould, upon establishment “iA a judicial preceeding™ of eertain types of
ifregularity in the preeess leading up te the eentraet signing. (See Subssil
Law Aft. 45 and Peireleum Law Afrt. 28-1.) 1t appears (frem the language
and eentext of this provisien) that the refereneed “proceeding” might Be A
4 KazakR demestie eeurt; even where the esntraet generally ealls fer
internationall arbiiration of disputes. Neverheless, the remeval ef the
*“{ieensing layer® frem reseuree-use admipiskation sheuld, sne weuld
hepe, premete enhaneed respeet for the sanetity of reseures-usR EOAtFacts
uRder general eivil-1aw principles:

4. State Party in Interest

Finally, there remains uncertainty under the law as to who is to be the
real contract party in interest on the Kazakhstam government side. The
Subsoil Law and Petroleumm Law provisions (Aft. 8.4 and Aft. 6.3,
respectively) that empower the Competent Agency to signh contracts do not
directly state in whose name the Agency is signing - in its own name, of in
the name of the RK Government (or of the Republic itself). Of coutse, the
answer to this question determines who bears responsibility under the
contract. (A practice that has developed to date is for contracts to be
signed in the names of both the Government and the Competent Agency —
and not always with clear indication of any representative capacity.)

Under basic legal analysis, it is reasonably clear that the Competent
Agency must be acting for the Government and that the Goveramenit, in
turn, is acting for the Republic in executing and performing a resource-use
contract. (The Republic’s ultimate responsibility for governmental
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breaches of contract and investors’ resultant damages can also be reason-
ably well established under Kazakhstan Jaw.)é

¢ Succinctly stated, the analysis would be as follows:

In Kazakhstan the subsoil, and resources therein, are the property of the
Republic (i.e., the State — GosudZwstvop). RK Constitution of August 30,
1995, as amended, Art. 6.3; Subsoil Law Art.5.1; Petroleurm Law
Art. 3.1.

The Government (i.e., Prasiie¥btstvo — formerly referred to as the Cabinet
of Ministers) carries out general executive authority for the Republic
(Constitution Art. 64.1; Law on the Government dated December 18,
1995, as amended, Arts. I and 9(18)) and, more specifically, conducts
“the management of the state subsoil reserves as an object of state
property” (Subsoil Law Art. 7.1; sew also Petroleum Law Ast. 5.1).

The Competent Agency appears to be acting under proper delegation of
authority from the Government. Subsoil Law Arts. 1(5), 8.1 and 44.4;
Petroleum Law Arts. 1 (definition of “Competent Agency™), 6.1 and
27.4; Governmemt Decree No. 474 of April 26, 1999, as amended
August 2, 1999.

Civil-law analysis supports the same conclusion. Contract relations are,
by definition, of a civil-law nature (Civil Code Arts. 1, 147 et seg. and
378 et sey)), and Subsoil Law Art. 4.3 expressly affirms that civil-law
relations associated with subsoil use are governed by civil legislation
(essentially, the Civil Code) except to the extent otherwise dictated in
provisions of the Subsoil Law itself. Further, (/) under Civil Code
Art. 111, the Republic may enter into civil-law relations (essentially,
contracts), acting through agencies of state power and management (in
this case, through the Governmemt and, indirectly, the Competent
Agency as empowered by the Government); and (if))thiee RRpubiic ids
bound essentially by the same civil-law rules as apply to legal entities
(id. Art. 114).

As a consequence, the law also provides that the Republic should be
liable — with the assets of the “state treasury” ~ for its own obligations,
including the unlawful actions or inactions of state agencies and
officials. See Civil Code Arts. 9.5 and 113; Foreign Investment Law
Art. 9.2.

Further support for this analysis may be found in certain international
treaties which indicate that authorized state agencies are equated to the
State (the “Party” to the treaty) in the context of resolution of investment
disputes. Sew, e.g., the Kazakhstan-Umited States Bilateral Investment
Treaty of May 19, 1992, Art. VI.1, and the Washingtom Conveniion on
the Settlement of Investment Disputes Between States and Nationals of
other States of March 18, 1965. (the “ICSID Convention™ — signed but
not yet ratified by Kazakhstan), Art. 2



1998] Kazakhstan's Amended Legal Regime 429

However, at least until such time as the Subsoil Law and/or Petroleum
Law are amended further to state these subordinate capacities more crisply
and clearly, investors would be well advised to try to include in their
resource-use contracts (in the main text and/or the signature lines) express
statements that the Competent Agency is acting for the Government and
the Government is acting on behalf of the Republic - or as close approxi-
mation of such statements as possible. This would strengthen the
investors' position under general private international law doctrine as well.
See, e.g., Aminoil v. Kuwait, 21 I.L.M. 1006 (1982); W.L. Craig, W. W.
Park and J. Paulsson, International Chamber of Commerce Arbitration 155
(2d ed. 1990); J. Paulsson, May a State Invoke Its Internal Law to
Repudiate Consent to International Commercial Arbitration? 2 ARB. INT'L
90, 98, 102 n.34(1986).

C. National Company and its Status:  Kazakhoil

1. General: Nature and Role

The Amending Law has introduced the concept of a "National
Company" (of which there may be more than one), and several special
provisions establishing its legal status and rights. A National Company is
now defined in the Subsoil Law as a closed joint-stock company, 100
percent of the shares of which are owned by the State, and which is
established by Edict of the President "to conduct subsoil use operations
directly as well as by share participation in Contracts" (Art. 1.27-1). A
virtually identical definition has been added to Art. 1 of the Petroleum
Law, the only difference being that the purpose of the Company is stated
there to be "management of Petroleum Operations” (again, directly and by
share participation in Contracts).

As distinct from other subsoil users, which now must participate in
tenders to obtain rights under contract (see Section II.5. below), a National
Company may obtain contract rights on the basis of direct negotiations
with the Competent Agency (Subsoil Law Art. 41-1.1). Similarly, the
Petroleum Law (Art. 8-2.1) provides that rights are granted to the National
Company "on a non-tender basis, in a priority manner.” (As a related
matter, the Subsoil Law also now stipulates at Art. 41-5 ("Tender
Proposals for Obtaining Resource-Use Rights") a requirement that bidders
state their intention regarding share cooperation with National Companies
in carrying out the project.)

Pursuant to Petroleum Law Art. 6.7-3, the National Company, together
with the Competent Agency and with the so-called State Agency for Sub-



