Concept of Developing Oil Sector in Russia

Esteemed Mr. Chairman, Esteemed Colleagues, Ladies and gentlemen,

Oil industry in Russia represents in the aggregate the enterprises of exploration, production. Refining, transportation and sale of oil and petroleum products. Almost all enterprises of the. industry are comprised. Corporal structure of the industry includes at present. 11 vertically. integrated oil companies that produce 88 % of oil in the country and 113 small and~ medium non integrated companies whose production share amounts to 9 %. OJSC “Gazprom” produces 3 %. The oil companies, include 28. refineries,  6 lubricant production plants and 2 shale processing plants. Trunk oil pipelines length is alrnost47 thousand km and that of petroleum products totals 20 thousand km. Oil and petroleum products transportation is attributed by Russia’s legislation to the sphere~ of natural monopolies.

Oil industry along with gas industry is the basis of the~ country’s energy supply and major source of tax (about 40% of the federal budget. income) and. hard currency (40%) state revenues. At present• oil production has stabilized after having experienced a slump of the decade at a level a bit over 300 mm t annua11y. Due to the measures taken by the government to reorganise the oil sector, positive trends in the industry development have taken shape in the last and beginning of this year.

The Ministry of Energy experts have developed, on the instructions of the government, the Energy Strategy of Russia for the period of up to the year 2020. It takes into account the existing situation in the country’s economy, in particular, in the fuel and energy sector, trends of the ongoing reforms course and state of the internal and world energy markets, as well as new tasks of the society sustainable development and increasing quality of life of people due to the energy effective and ecologically safe use of natural resources. The projected socio-economic development of Russia stipulates the necessity to produce oil to meet the internal requirements and export supplies by the year 2020 of up to 350 mln t. To provide for this growth it is necessary to solve a number of key problems that are slowing down at present the dynamic development of the industry. In the first place they are: deterioration of the industry raw materials source, high production costs, payment crisis, acute ‘shortage of investment. Improvement of .the state taxation and .price policy is an important “element of the oil industry development strategy~ It requires the change of direction from fiscal. and economic concept to investment oriented one in interrelations of the state and industry.

A major, industry problem is ‘deterioration both’, quantitative and qualitative of the state of raw materials source ,Major oil and gas provinces. are in the late stages of development: ‘with decreasing production. Exploration amounts have fallen as well as its financing, its effectiveness ‘having decreased: mostly small and medium fields discovered are located far from the existing production infrastructure. Thus, since mid nineties oil ‘reserves increment has not ‘compensated. current output, the share of reserves’ that are hard to extract keeps on growing, non operating well stock has considerably increased.

In order to upkeep output with explored reserves on economically well-founded level, it is necessary to improve the legislation in force in the” field of subsoil deposits exploitation. To do this, it is required, firstly, to create incentives to effectively’ carry out exploration at the expense of the owner of deposits own funds, secondly, to achieve maximum freedom to use levies for replenishing industry’s source of mineral raw materials.

Major areas of petroleum exploration and production remain in Russia’s traditional oil regions characterised by a high degree of being explored and depletion of. reserves. They are West Siberia, the Urals and the Volga... area, European North. Nowadays 17 % of the output is achieved by methods of increasing recovery, such as hydraulic fracturing and physical and chemical methods, the, rest falls on conventional production. Projected development has it that by the year 2015 one third of the output will be provided for by new wells on the fields under development and putting production wells out of operation and conservation.

Timano-Pechora, Western Siberia’ and Far East hydrocarbon bearing provinces are the most promising for the search and exploration of new fields. Oil output in Timano-Pechora province may amount to 10 % ‘of the output in the country as a whole by the year 2015. Within Eastern Siberia and the Far East three major areas of oil production are taking shape: the Sakhalin island shelf, fields in the Krasrioyarsk Territory and in Yakutia. Russia believes the Caspian to be very promising. Major discoveries of deposits have already been made there. By the year 2015 the amount of oil output in Western Siberia and the Far East, including the Sakhalin shelf, may rise as high as 13 % of the total oil production in the country. 

Very costly is the development of oil production in new regions’ with’ undeveloped production and social infrastructure that are very remote from trunk pipelines and seller’s markets and where weather conditions are often difficult. To fulfill such large scale programme of exploiting new fields ‘requires, on the one hand, acute increase of annual investment. in oil production (2-3.5 times as compared to 1998)’and, hence, creating favourable conditions for such investment, on the other hand, stepping up work in the field of scientific and technological progress to increase extraction potential of fields under development and to cut oil production costs.

The situation is critical in the oil refining ‘industry where due to decreased domestic solvent demand in the nineties sharp slOmp1 in production occurred. Oil refining at refineries and engine fuel production’ have fallen almost twofold, other petroleum products and’ ‘major petrochernistry products almost by 7 times. As a result, utilisation of capacities average in the oil refining industry,, amounts to 57 ,%. Underutilisation of refineries capacities increases oil, refinery costs, high as they are. Another problem of oil refining industry is shortage of secondary capacities and their high deterioration.. The average yield of light fractions at Russian oil refineries amounts to 65 %‘ (to compare: ‘at US refineries — about 90 %) and it comes about due to the requirement of fuel oil in the fuel balance in the USSR. Low yield of most valuable’ fractions makes the average market price of the ‘basket of petroleum products, that are refined from one ton of oil, relatively low.

Projected development of oil refining in Russia envisages raising its amounts to 200-225 mm t, white petroleum products being produced at accelerated rate. The set tasks may be implemented first of all by developing progressive technological processes, that increase the yield of light fractions by the years 2015-2020 by 85%.
Shortage of investment is a major problem that the Russian oil sector faces now. Today principle sources of investment are own funds of the oil companies directed, as a rule, at solving only current tasks. The state cannot so far provide for sustainable development of the industry at the expense of the budget. Therefore the main task of investment policy in oil industry in particular in the years to come is to create favourable environment. It will’ contribute to increasing investment activity of’ enterprise’s, stimulating long-term ‘private ‘home and foreign investment, as well as té preserving state investment support to the most viable productions ‘~also in’ the social sphere, ‘while capital investment effectiveness will be on the rise. 

Investment in new major projects will be effected on the whole under conditions of project financing, that is On’ security of money flows generated ~‘by the project proper. Unfortunately, direct investment plays rather a modest role in the Russian petroleum ‘sector. “Russia’s government pays special ‘ attention to stimulating direct, foreign investment in the oil industry that is based on strategic’ goals of external economic policy in the fuel and energy sector and. follows’ the major principles: 

· state control over the use of subsoil resources of energy fossils;

· creating stable legislative and legal ‘environment, attractive, to economic interests of foreign investors on mutually beneficial basis, including application in full scope of the product sharing agreements legislation and expanding list of the deposits, the rights of use of which may be granted under the terms of product sharing;

· effective protection of Russia’s external economic interests by way of creating an effective hard currency, export and customs control;

· transition from exporting primary resources ,td exporting the products of their refining.

Due to ‘the measures taken by the government of Russia a number of positive factors are already under way. They will contribute to improve investment climate in the country. First of al, this is economic stabilization which already revealed itself last year’ and early this year and efforts aimed at improving legislative, tax, price, tariff policies and institutional sphere.

The most important part in boosting investment attractiveness of the Russian oil sector involves transparency and stability in the economic and legal environment to decrease potential investors’ risks and protect their investment. This may be achieved both by increasing validity of stability (grandfather) clauses in the framework of licensing system and expanding the area of PSA application which ensures stability of terms of investment agreement for the whole duration of project implementation (or at least for the period of investment repayment).

Basic activity aimed at stimulating investment means improving legislation Formation of product sharing legislation is exclusively important. Its passing and application in full, including passing regulatory acts, will create a real basis for implementing large scale investment projects

Nowadays in Russia the product sharing agreements mechanism ensures the most favourable conditions for investment in oil production 20 PSA projects are included in the federal lav~ “On deposits, the right of use of which may be granted under ‘the terms of PSA”. Investment for the duration of these PSA (25 years) will amount to about 80 billion dollars Oil output increment due to implementing these projects may total 100 mint ‘by the year 2010.

It is’ worthwhile noting that ‘product sharing agreements grant to foreign investors the most favoured treatment from the standpoint of ensuring stable legal guarantees of implementing a project. But it is not the only way to attract major investment resources As legisla1ation acts (Laws on foreign investment, on concessions regulatory and legal acts on changing the fiscal character of the taxation system) aimed at creating more positive investment climate in Russia will progress, attractiveness of other forms of co-operation, not based on PSA terms, will grow. As the stock market and’ general recovery of financial and economic situation in Russia stabilise, all the more topical will he such sources of project financing as issuing international bonds, using loans of multilateral and bilateral credit institutions.

Improving tax system in terms of its simplification, increasing its flexibility and adaptability, being oriented at profits taxation is very important for stepping up investment process ‘in order to effectively develop oil industry. In Russia in the structure of raw material source in oil and gas sector fields with production decline and considerable share of reserves that are hard to extract prevail. To achieve maximum ‘investment effect in developing these oil and gas fields taxation should be project ‘oriented, that is it should take into account comparative mining and geological conditions and the project natural dynamics phase.

In oil refining it is also possible to single out ways of improving tax system. Their implementation will also contribute to increasing investment attractiveness of the industry. To begin with, it means shifting tax load from producing petroleum products to trade. To stimulate scientific and technological progress in oil refining it is suggested to differentiate the exercise in i ate for ethylated and non ethylated petrol and tax rate for selling various combustible and lubricating materials, in particular, to cut taxes for petrol with low benzol and aromatic hydrocarbons content, as well as for diesel oils low in sulphur

In the sphere of pricing the efforts of the state will be aimed at creating tools and institutions that ensure formation of market prices system that balances demand and supply on the petroleum market. They are:

· petroleum exchange is the place to determine price equilibrium for oil and petroleum products by market participants,

· futures market ‘of oil contracts’ as pricing instrument, determining price guidelines by the market itself for foreseeable future, price risks instruments inherent to it:

· State petroleum reserve: commercial oil and petroleum products reserves under state control This would strengthen the pricing role of the state on the petroleum market and could abate seasonal and accidental price fluctuations on the petroleum market and, decrease the possibility of speculative attacks.

in terms of increasing petroleum industry investment attractiveness both for home and foreign, ‘investors, we believe it also very important to develop a mechanism to grant companies ‘that implement strategically important large scale’ investment projects tax credits for the duration of the project repayment. This is widely spread in the world.

To ensure financing of the refineries reconstruction and upgrading, it is expedient to introduce provisional customs duty exemption for imported equipment to reconstruct and upgrade works in the industry for, the duration of its repayment when the competitive home analogues are not available. Introduction of tax exemption to ‘the oil companies for the profit earmarked for financing investment’ is also expedient.

In the field of oil and petroleum products transportation major development problems are also associated with necessity to stimulate big investment to reconstruct the existing and create new capacities. Priorities in this field are export oriented projects to transport Russian oil and that of the Commonwealth of Independent States, bypassing transit states territories. It is expedient to give such projects state support in the form of various types of investment incentives for the period not less than the projects repayment duration, for example, as tax holidays equal to the refinancing ‘amount of the proceeds earmarked for, investment purposes. .

A few words about implementing ~specific investment projects in the petroleum industry with stimulated, foreign capital. The first projects are being implemented under the terms of’PSA to exploit oil’ and’,gas fields off the shore of the’ Sàkhalin Island. and in Nenets Autonomous District (Khariaghinskoye field). Changes for ‘the better took shape in advancing a number of other major projects — those of Priobskoye, Northern Territories, Kovyktinskoye. This is primarily due to the active work of the Russian Federation Commission for Implementing Product Sharing Agreements.

The up-and-coming investment projects are also export oriented pipeline ones. Their purpose is to create new transportation systems intended both to optimize and build up export flows of Russian oil and to transit oil of the adjacent states. They include such large scale projects as:‘

.

· the Baltic Pipeline System to transport Russian. ‘oil of the Timano- Pechora Region, Western’ Siberia and’ the Uràls and Volga region, as well as the Commonwealth of Independent States petroleum ( first of all from Kazakhstan) via Russian territory to the North-European market.

· Caspian Pipeline Consortium oil pipeline to transport the Caspian oil (Russian and Kazakh) to the Mediterranean market. The construction is expected to be over by 2001.

· Tikhoretsk-Novorossisk pipeline system development.

Integration of “Druzhba” and “Adria” oil pipeline systems and “Bourgas​ Alexandrupolis” oil pipeline construction may ‘be attributed to projects aimed at long-term prospect. Decision On them will be taken’ depending on the state of world markets.

In the 21st century along with European direction of co-operation in the field of energy we associate big prospects with the development of Eastern course. For Russia it is very important to work to implement oil pipeline construction project from Russia to China that will be charged from the fields of Western and Eastern Siberia. It is planned to supply oil, via this pipeline in the year 2005.

To sum it up I would like to emphasise that the investment strategy of the Russian government in petroleum industry and in the fuel and energy sector as a whole is aimed at implementing projects that meet the interests of national energy security Russia’s government will keep on supporting and encouraging any types of foreign capital participation in Russia provided they are economically profitable and home manufacturers are not discriminated against

We are open for investment but do not be late Russian saying goes like this” An Easter egg is especially precious when Easter comes” (that is “Everything in its season”) Russia experienced even harder times, but has always stood up and moved forward, irrespective of being helped or not This is our national feature We are expecting support from the world community but we do not intend to go in the opposite direction.  Only forward we have no other choice.

