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The Russian QOil Sector and the Global Qil

Economy: A Prospectus

David Quayat

Concerned about dependence on imported oil, many U.S. policymakers have looked to
Russia as a possible alternative to Saudi crude. Since 1998, Russian oil production has
experienced impressive growth owing to higher average energy prices. While Russia
does possess vast reserves of crude oil, however, its ability to provide the U.S. with an
alternative to Middle Eastern oil is dubious given recent trends. Russia continues to
attract relatively little foreign investment and its oil sector suffers from aging infrastruc-
ture that is already running at full capacity. Additionally, despite modest improvements
in corporate culture and some legislative reforms, Russia remains ostracized by foreign
ail firms. Without substantial modernization, particularly in upstream production and
international transportation, Russia will not be able to provide the U.S. with areliable,
alternative source of crude oil.

ince the terrorist attacks of September 11, 2001, there has been increasing in-
Sterest in the Russian ail sector, particularly among American legislators and
policy makers. Key members of the U.S. government, including President Bush,
have reinforced the perceived importance of Russia to the future of the world ail
economy and energy security.! It has even been suggested that Russia could emerge
as a challenger to Saudi Arabia’s dominance of the world oil market.? Others how-
ever have been cynical of Russia’s oil potential and have argued that Saudi Arabia's
spare capacity and extensive reserves make it essentially untouchable as the leading
global supplier of ail.** Although Russiamay not displace Saudi Arabia, itsimpor-
tance to the global oil market merits close scrutiny given increasing concerns over
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globa ail security and the attention the Russian oil sector has been receiving both
from policy makers and scholars.

The Russian oil economy has undergone significant change since 1992, and
continuesto be plagued by an inability to attract foreign capital, aregulatory scheme
that isconvoluted and atransportation system that isin urgent need of modernization.
This paper presents an overview of the Russian oil sector through both the prism of
developments since the end of the Cold War and projections of the structure of the
world oil market. Included will be a survey of production and transportation issues,
aswell as adiscussion of key players and policies both private and public. Russian
oil production will be analyzed in aglobal context, including its potential challenge
to Saudi Arabian production, and the future of exportsto marketsinthe United States,
Europe, and Asia. Finally, this paper will conclude with an overall assessment, in-
cluding recommendations for the further development of Russia’s oil sector, as well
as the outlook for such reforms.

Russian Production and Reserves

The Union of Soviet Sacialist Republics (USSR) was for much of the 1980s
the world's largest producer of crude oil. The 1990s witnessed a collapse in Russian
crude production to levels not seen since the 1970s, followed by arecent rebound in
output that has made it the darling of American policymakers. Consistent gains in
output since 1999 have brought Russia back to the top of global oil production, this
time with much more of the oil being exported outside of the former Soviet Union.®
Two questions should be
addressed in order to assess
the potential of Russian ail
production. First, can
Russia’s production in-
creasesbesustainedinlight
of its infrastructure, and
second, what are the
longer-term prospects for P N SN SR,
reserve supplies? To an- S I I SR SN USRS
S\_Ner these queStlons’ an Hg. 1. Soviet Oil Production, 1973 - 1993
historical perspective Is Source: EIA Country Data
necessary.

The Soviet Union
hit its production apex in late January 1982 when output reached nearly 12 million
barrels per day (mb/d). The end of the Cold War however was devastating to the
Russian ail sector. AsFigure 1 shows, Russian oil production rapidly declined in the
late 1980s, such that by 1993 it was at the samelevel asit wasin 1973. The causes of
the collapse of Soviet/Russian oil production are numerous and well documented.®
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They include the collapse in domestic demand resulting from the meltdown of the
Russian economy, and alack of export infrastructure beyond the former Soviet Union
that resulted in a major glut of oil in the Russian market. These problems were
further compounded by poor ail field management and the scramble by Russia's oli-
garchsto acquire assets as they were privatized by the Russian government.” Figure
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Fig. 2. Russian Oil Production, 1994 - Present
Source: EIA Country Data

2 shows that the downward
trend in Russian production
continued until 1997.

In 1998, a conver-
gence of several events
prompted the recovery of ail
production in Russia. The
first was the devaluation of
the Russian ruble, which
made Russian exports more
competitive in international
markets. Inaddition, Russian
oil exportsbenefited fromthe
recovery of world oil prices
after OPEC’s disastrous de-
cisionto increase production
just as the Asian financial

crisiswas getting underway.® This convergence allowed Russian oil producers, now
mostly in private hands, to net higher profitsand invest further intheindustry.® Wells
that were left idle since the early 1990s were brought back on line, and the life of
older wells was extended. Capital investment rates have continued to increase in
Russia, owing to sustained high oil pricesin 2001 and early 2002. In 2000, over $4
billion was invested in the Russian oil sector, nearly athird in drilling.%

Exploration and Production

Sustained capital infusions in developmental and exploratory drilling re-
sulted in Russia experiencing itsfirst increase in the number of activewellsin over a
decade in 1999."* The end of the 1990s witnessed the first increase in the amount of
oil being generated by new wells.> Theinflux of capital has probably served asthe
trigger for new well development. Thisnewsis positive when considered against the
balance of oil coming from new wells (lessthan fiveyearsold) ascompared to Russia's
overall output. However, as the International Energy Agency (IEA) notes, the num-
ber of idle wells in Russia continues to grow.®* Thus, in order to support sustained
production increases, Russia has been forced to drill new wells. This new drilling
has important implications for Russia’s reserve position.

Recent news on Russia’'s upstream devel opment has brought mixed tidings.
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On the positive side, Russian majors continue to increase the number of new wells
being brought online. Initsannual report for 2001, Lukoil, Russia's largest oil pro-
ducer, announced that it had completed 807 production wells, a 30 percent increase
over the previous year.** However, the vast majority of these wells were opened in
Western Siberia, aregion in which much exploration has already taken place, and the
IEA forecasts will decline as a percent of total Russian output.’®> New wells were
also brought online by Lukail in the underdeveloped region of Timan-Pechora, a
region that is expected to be a magjor source of new Russian production.’® L ukail
rival, Yukos, has also focused on developing new wells, though as with Lukoil the
majority of these new wells have been in Western Siberia. In 2001, approximately
one-third of Yukos new production came from newly drilled wells.” On the nega-
tive side, Lukoil announced the closure of 5,000 wells.®® While reflecting abusiness
decision at Lukail, the news is indicative of the problems in Russia’s production
infrastructure.

Reserve Base

The development of new oil wellsin Russia, whileimportant to its continued
production growth, raises several important questions and concerns. Chief among
them is the future structure of Russian oil reserves and the costs of producing them.
Itiswidely accepted that Russian production in recent years has outpaced its addition
of new reserves, atrend confirmed most recently by Victor Kaluzhny, Russian spe-
cial envoy for Caspianissues.’® Assessing Russia's crude oil reservesisadifficult if
not impossible task. First, despite the fact that al of Russia’s integrated oil compa-
nies publish reserve data, the official size of reserves remains a state secret. Second,
Russian methodology for calculating reserves differs from Western countries.® Fig-
ures presented by Russian officials on reserve levels are often quite divergent. Re-
cently, Russia's Energy Minster suggested that Russia possesses 12 percent of the
world’s oil reserves, compared with figures near 5 percent cited by other Russian
officials and Western publications.?

Several sources agree that Russia currently holds 4.8 percent of the world's
proven oil reserves. The future of Russia’s reserves however is a source of much
disagreement. Heads of both Lukoil and Yukas, eager to encourage foreign invest-
ment, offer an optimistic picture of potential discoveries, particularly in northern
Russia, East Siberia, and the Caspian.?? Others however, are far more cautious, sug-
gesting that Russia's reserves could be depleted before 2020 assuming continued
increases in production.? Analysts have taken a middle of the road approach ac-
knowledging that while Russian government figures are likely exaggerated, the re-
serve figures published by Russia’'s major oil producers are underestimated.?

In considering Russian production and reserves, some important trends and
difficulties can be observed. Regardliess of the state of Russian reserves, most of
Russia's current oil output comes from mature fields in Western Siberia?® While
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developments have occurred both in the north and Far East, two thirds of current
production comes from these already developed Western Siberian fields.® In addi-
tion, the average yield from Russian wells continues to decline. Old reservoirs have
required costly investmentsto net further oil, raising production costs to dangerously
uneconomic levels. In short, production increases in Russia are a result of pushing
existing infrastructure to its limits, while supplementing them with additional wells
in existing fields.

No magjor new finds have been made since the 2000 announcement that
Russia’s sector of the Caspian Sea contains approximately three billion barrels of
new reserves. At current production levels, the discovery in the Caspian would only
add about one year of productive life to Russia’s oil sector. Second, exploratory
drilling in Russiaremains extremely weak, particularly in previously unexplored re-
gions. Overall exploratory drilling has remained quite low since the collapse of the
Soviet Union owing to alack of capital investment. Of the 135 exploratory wells
drilled by Lukoil in 2001, only 13 were in areas outside of Russia's traditional or
mature production areas.?” Additionally, approximately 60 percent of Russia’s cur-
rent reserves qualify as “difficult to recover.”? Major producers in Russia have
focused on consolidating easily accessible reserveswhile higher cost fieldshave gone
unattended.

The question of the cost structurein Russia' s oil production isacritical one,
particularly if longer-term output increases are to be sustained. Russian oil typically
costs $5 to $7/barrel to produce, compared with the $1 to $2/barrel in Saudi Arabia.?®
Many of Russia's undeveloped ail regions will cost even more to produce. Some
figures suggest that difficult to extract crude could cost upwards of $15/barrel . Just
asthe Russian oil recovery in 1998 wastriggered in part by high oil prices, sustained
growth in output will also require sustained high prices. Some analysts have sug-
gested that a dip in world oil prices below $20 / barrel could put increasing pressure
on Russian producersto avoid higher cost crude.3* Continued developmentsin Rus-
sia have reduced some of the production costs from many of Russia’'s major oil pro-
ducers.®> Whether Russia's sustained production increases could survive a major
downturn in ail pricesisyet another untested hypothesis.

Forecasts for growth in Russia’'s oil production over the next decade are var-
ied. Lukoil President Alekperov has suggested that Russia could reach production
levels of approximately 9.1 mb/d by 2010.* Deutsche Bank forecasts put Russian
oil production at over 9mb/d by 2007, a figure consistent with figures offered by
Eugene Khartukov, head of the International Center for Petroleum Business Stud-
ies®* This growth potential provides Russia with an excellent opportunity to en-
hance its exports of oil and petroleum products. However, as will be discussed | ater,
constraints on transportation infrastructure need to be overcome.

Growth in Russian il production has and continues to be dependent on one
major variable: capital investment. While Russia’'s oil producers have pursued a
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wise strategy of capital reinvestment and asset maximization, it is well understood
that foreign investment will be needed in order to sustain current production increases.
Estimates on the amount of capital needed in the Russian oil sector range from $5 to
$35 billion per annum over next the two decades.® Recent years have not produced
the levels of foreign investment called for, and joint efforts by Russia and the United
States have not generated significant new capital . The reasonsfor alack of foreign
capital in Russia’s oil sector continue to be an ineffective judiciary, complicated tax
structure, and incoherent production-sharing legislation

The Role of the Russian Government in the Oil Sector

The Russian Government remains an important player in the Russian oil sec-
tor despite a shift in policy towards free markets and the government’s continued
divestiture of oil-producing assets. Instead of controlling oil production through
state ownership, the Russian government now influences it through regulation and
taxation, which are the core impediments to attracting increased foreign investment.

Legal analysis

The Law on Underground Mineral Resources, passed by the Dumain 1992
provides the basis for the exploitation of petroleum in Russia® This law grants
exclusive ownership of mineral resources to the government, permitting their use by
state owned or private corporations through licensing. The issuance of a license
requiresdual approval from federal and state authorities, ensuring that regional inter-
ests play asignificant rolein the development of hydrocarbons. Therole of regional
authorities in the production of ail is not to be underestimated. Recently, the gover-
nor of the Nenets Autonomous Region threatened to block progress on the
Kharyagansky oil project with TotalFinaElf because the Nenets Oil Company was
passed over by the Russian government as a potential partner in the deal .

Perhaps the most criticized regulations regarding the Russian oil sector are
those governing Production Sharing Agreements (PSAS). The PSA isawidely used
tool within the OECD to permit foreign companies to enter a country and exploit a
natural resource. The PSA usually supersedes other local or federal regulations,
particularly those relating to taxes and other liabilities.® Instead of facing a poten-
tially complex domestic tax structure, the foreign company negotiates with the host
state on a formula that settles the distribution of proceeds. Other important condi-
tions may apply to a PSA, including finding a domestic firm to partner with, and
ensuring that amajority of the materials and labor used in the project comes from the
host state. Currently, 27 PSAs have been approved in Russia; however, only three
actually have proceeded into the devel opment phase.®

The reason cited for the continued failure of new PSAs to proceed to the
development phase is the incompl ete nature of Russia’'s PSA law. First, foreign oil
companies are not permitted to decide on an oil field to be exploited via a PSA.
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Rather, the government establishes alist of areas eligible for development, the most
current list being approved in 1998. From thislist, foreign companies can request a
PSA from the Russian government. Ironically, since the passage of the PSA law in
1995, and subsequent amendments in 1998, foreign corporations have expressed in-
terest in only seven of the nearly 27 project areas, the mgjority being in the Sakhalin
Island area** Second, adoption of the PSA is then subject to ratification by federa
and state authorities, who are free to impose further restrictions on foreign compa-
nies. Finally, the PSA law requiresthat 70 percent of the equipment used in a project
comes from Russian sources, a condition that existing PSAs under development have
failed to meet.*?

The existing PSA law, beyond containing very restrictive prescriptions, also
contains several ambiguitiesthat requirelegidative clarification. Thefirst ambiguity
isintheareaof transportation. Presently, all pipeline construction and operations are
conducted by the state owned company, Transneft. Construction of new pipelinesto
move oil and gas from the Sakhalin Island area has always been understood to be an
important aspect of the project. However, the role of Transneft in the construction or
operation of offshore pipelines remains unclear. Officials with the Sakhalin consor-
tium have expressed fears that the pipelines would fall under the national monopoly
provisionsthat govern oil transportation.* Such a designation would carry with it a
number of tax and legal implications that the consortium would prefer to avoid. A
similar situation recently arose with respect to the Caspian Pipeline Consortium, which
was designated under the national monopoly regulations. A second and equally trou-
bling ambiguity isthe provision within PSA law that permitsthe federal government
to unilaterally amend the requirements of an already signed PSA should a “signifi-
cant change in circumstance” occur.** The meaning of that phrase has yet to be
tested or defined by either the Duma or Russian courts.

Despite the ambiguities of the amended PSA law, progress on further re-
formshasbeen dow. TheMinistry of Economic Development and Trade (MEDT) is
preparing to submit amendments to the Duma dealing with the tax status of PSAs.%
These clarifications have been made necessary by the lack of enabling legislation
that the original PSA law required with respect to tax issues. These amendmentswill
clarify what costs are to be deducted when calculating the tax liability of a PSA.
While drilling and exploration costs are presently accounted for, other costs such as
road and other infrastructure are not permissible tax deductions.®® Russian officials
have been skeptical of reforms to the PSA law. They fear that further amendment
will permit exploitation by Russian vertically integrated companies (VICs) acting
through foreign companies they own or control, thus securing tax and regulatory
advantages.*’

Tax Code
Another major policy tool used by the Russian government to influence the
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oil sector isthetax code. On January 2, 2002, a series of tax reformswent into effect
including reductions in corporate and personal income tax. However, the tax code
remains complicated, further discouraging foreign investment in the Russian oil sec-
tor. In addition, tax policy is used not only to generate revenue for the federal gov-
ernment, but it isalso used to control export levelsand prices on the domestic market.
In so doing Russia's tax policy, combined with its management of the transportation
system, has created huge disparities between pricesfor crude on the domestic market
and world ail prices. Though the price gap had gradually closed over the 1990s, the
1998 financial crisis that prompted the devaluation of the Russian ruble caused the
price gap to expand.® Thistax policy has not only harmed Russian exports, but has
also created a mechanism for Russian oil companies to escape tax liabilities.
Russia'staxation policiesa so have deterred investments because of the overall
tax burden Russian oil companies have faced. Throughout the 1990s, Russian oil
companies often faced tax bills that exceeded their total profits for the year.®® Rus-
sian tax policies traditionally have focused on volume of ail extracted, not on the
revenues generated from the sale. By basing the tax structure on volume as opposed
to profit, the tax code penalizes projects with large up-front costs, rendering them
uneconomic as compared to other tax regimes where profits are taxed.>® Another
difficulty with the Russian tax regimes is simply the number of taxes that must be
paid to different state and federal authorities. This bureaucratic complexity is a de-
terrent to further growth and does not help to attract long-term foreign investment.

Protection of Foreign | nvestors

United States' interest in the Russian oil sector has caught the attention of
the Russian government. This has led to the creation of working groups at the gov-
ernmental level. Thisrejuvenated interest in Russia has hel ped the Russian govern-
ment to improveits relations with the West, and has given President VVladimir Putin a
new tool in the international arena. When coupled with Russia's continued depen-
dence on the tax revenue generated from the energy sector, the Russian government
hasavested interest in staying involved in domestic energy affairs. Thislikely means
continued micromanagement of taxation policy, government monopoliesin transpor-
tation, and PSA laws, to mold the Russian oil economy. The Russian government
appears split over whether to maximize profits or protect itsindustry. A Russiainter-
ested in maximizing tax revenues and international clout could pursuefurther liberal-
ization and reforms that encourage the foreign capital needed to achieve higher out-
put. Alternatively, Russia could remain guarded about access to its resources, shut
out foreigners with unworkable PSA laws and attempt to exert greater control over
the private sector.

The Russian Duma has made some progress in reforming Russia’s laws re-
lated to taxation and oil production, as well as investment protection particularly
through the bankruptcy code. However, risks appear to be very high, leaving foreign
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investors deterred from investing and Russian companies exploiting a system rife
with loopholes.

Private Actorsand the Russian Oil Sector

The most significant development in the Russian oil sector over the past
decade has been in the transition to a market economy, and the privatization of oil
production. Most of Russia soil productionisnow in private hands, and the Russian
government has recently continued its push to shed its remaining holdings in oil
companies® The privatization process was far from smooth, with wealthy business
oligarchs scrambling to swallow as many of Russia' s oil producing assetsaspossible,
even by extra-legal means.®> Non-Russian private actors have played alimited role
in Russia’'s “private” oil sector, and their experiences have often been less than posi-
tive.® Russia's oil producers have continued to court foreign capital while consoli-
dating assets at home.

When Russia’'s oil sector was privatized it was organized into severa VICs.
Currently Russia'sten VICs control approximately 90 percent of oil output, with the
remainder being produced by Gazprom, Russia’s government-owned producer of
natural gas, and independent oil producerswith output |essthan 10mt of oil per year.>
Chart 1 shows the past, present, and forecast production by Russia's VICs. Asthe
designation VIC suggests, Russia's VICs are aso involved in both upstream and
downstream operations, including retail sales within the Russian Federation.

1998 1999 2000 2001 20021
LUKaoil 1268 1346 1515 1532 156
YUKOS 866 901 998 1170 140
Surgut 709 757 818 887 98
TNK 396 404 768 826 72
Sibneft 342 322 338 415 54
Tatneft 491 485 491 495 48
SIDANCO 350 336 194 192 32
Rosneft 243 248 269 301 32
Slavneft 237 240 247 288 30
Bashneft 303 265 241 239 24
ONACO 142 146

TOTAL 5347 5450 5879 6345 689
Chart 1: Russian Production: A Company Perspective (000s bpd)

Source: Deutsche Bank Oil Market Outlook

Production in Russia is led by three major producers—L ukoil, Yukos, and
Surgut—who continue to increase their collective share of crude oil production.
However, while Russia's three largest companies continue to grow relative to total
production by Russian VICs, their share of the overall Russian market is expected to
decline, owing to increased production from joint ventures and Gazprom. If forecasts
continue to hold, however, Russia's oil output will be concentrated in fewer and
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fewer hands. 1n 1998, only three compani es produced more than 10 percent of output
among Russian majors, and the five largest Russian oil companies produced roughly
70 percent of output. It is expected that by 2007, the five largest VICsin Russia will
control 85 percent of output among Russian magjors, reflecting anticipated consolida-
tion in the Russian market. The most recent merger announcement of Yukos and
Sibneft isindicative of this movement towards consolidation.*

Fig. 3. Russian Oil Production by VICs - 1998 Fg. 4. Russian Oil Production by VICs - 2007
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More important than the share of production is the share of reserves held by
Russia’s largest oil companies. Unlike oil production in 2001, which was led by a
small number of firms, reservesin Russiaare more evenly divided. Lukoil and Yukos
lead the way with approximately 23 and 20 percent, respectively, of reserves held by
RussiasVICs. Four other firmshold 10 percent or more of reserves among Russian
majors. In comparing reserves held with output, a measure of sustainable produc-
tion, output by Russian VICsismixed. Lukoil and Surgut appear to be overproducers,
while Yukos continues to underproduce. Yukos merger with Sibneft will give it the
largest reserve base in Russia. It is worth noting here that an evaluation of oil re-
serves held by Russian majors compared with reserves attributed to the Russian Fed-
eration produces strikingly different figures, making effective comparisons difficult.

Performance by Russia’'s VICs has been steady over the past three years,
with several trends noticeable. Russian oil companies have made transition to West-
ern-style business techniques an important priority. Russia'sVICshave established a
corporate presence in the media and on the Internet, and boast about commitmentsto
transparency in corporate governance. Many of Russia’'s oil companies now release
financia information according to American accounting standards, and auditing of
proven and probable reserves has become common practice. Despite this, Russia's
oil industry continues to be dominated by a privileged elite in Russia. When Presi-
dent Putin came to office, he pledged to curb the power of the oligarchs. According
to some sources, this pledge has gone unfulfilled.%®
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Recent financial datafrom Russian mgjors has shown that their performance
slipped in 2001 and could continue to do so through 2002. Lukoil and Yukos both
reported profits declining by as much as 25 percent in 2001, with analysts expecting
the decline to continue through 2002.5” The weakening of profits can be generally
attributed to three factors. First, the price for a barrel of Russian crude has slipped
from its high in 2000.%® Although the decline has not been drastic, increasing reli-
ance on export revenues has increased their exposure to price volatility. Second,
financial reportsfrom Russia s majors show increased production costs as a cause for
declining profits. Asthe discussion above on production indicated, older infrastruc-
ture is being pushed to its limits, resulting in an increase in capital costs. Finaly, a
depreciating ruble vis-a-vis the U.S. dollar has driven costs up for imported equip-
ment and materials.

Reserves % of Reserves
LUKail 14,280 23%
YUKOS 12,500 20%
Surgut 6,990 11%
TNK 8,200 13%
Sibneft 4,720 7%
Tatneft 6,140 10%
Rosneft 6,415 10%
Slavneft 2,820 4%
Bashneft 1,350 2%
Total 63,415

Chart 2: Reserve / Output Comparison Among Russiar
Reserves and Output in '000s of Barrels
Sources: Deutsche Bank, Prospect Investments

The overriding theme among private actors in the Russian oil sector contin-
uesto be asset consolidation. Numerous small inter-company transactions have been
reported that reinforce this trend. The theme has aso carried over into the annual
financial statement of Russia’'s VICs. Generally speaking, asset consolidation has
involved the purchase of smaller entities by larger Russian oil companies such as
Lukail, Yukos, and TNK.*® Some analysts have forecast continued consolidation
will result in the number of VICsdeclining to five over the medium term.* Some of
this consolidation has occurred as VI Cs have acquired sharesin Russia's state-owned
oil sector. For example, Sibneft and TNK recently acquired the government’s con-
trolling interest in Slavneft, one of the few oil producers|eft in government hands. It
is expected that Sibneft and TNK will divide up the assets, paving the way for a
possible merger between the two compani es.®

Asdiscussed previously, foreign private actors have played a peripheral role
in structuring Russia's oil sector. British Petroleum (BP) has been the most signifi-
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cant foreign player in Russia, owning aminority stakein the Russian producer Sidanko,
an affiliate of TNK. However, thisinvestment has not been without its difficulties,
and has even required intervention by American political leadersto ensureits viabil-
ity.62 The Chinese National Petroleum Country recently made a push to acquire
Slavneft.8 Many in Russia were opposed to the idea of foreign ownership of Rus-
sian companies, and the Duma even took up a resolution urging the government to
ensure that the buyer was a Russian firm.%* Foreign participation has more typically
taken place through joint ventures (JV) or via production sharing agreements (PSA).
ExxonMobil hasbeen amajor player in the devel opment of oil reservesoff of Sakhalin
Island as well.®

Russian Oil Exports

Likeitsproduction, Russia'scrude il exports have risen steadily since 1997.
Forecasts for 2002 have placed total exports at approximately 5mb/d.% Approxi-
mately 1.3mb/d is exported to the other republics of the former Soviet Union.%”
Russia’'s dominance in this market is attributable to its pipeline system, which was
constructed to serve Soviet satellites during the Cold War. Of Russia's remaining
exports, approximately 3mb/d finds its way into the Western European market in-
cluding Germany, France, the United Kingdom, and Switzerland.®® During the sum-
mer of 2002, Russia also madeitsfirst oil deliveriesto the United States, although it
was mostly aceremonial gesture ahead of energy talks held in October.®® The steady
risein Russian oil exports makes it the second largest exporter behind Saudi Arabia.

Assuming Russia could overcome obstacles to increasing its production ca-
pacity, the road to becoming amajor global oil supplier requires transportation infra-
structure to support surging exports. Russia's existing oil pipeline and export net-
work, such as port facilities largely inherited from the Soviet era, was designed to
bring oil to communist satellites of eastern Europe only.” This transportation net-
work has been and continues to be converted to service other European and Western
markets. Much likeits upstream production, Russia s transportation infrastructureis
aging and in need of renovation. In addition, with existing transportation infrastruc-
ture already operating at peak capacity, Russiawill need to either expand the capacity
of existing routes, or add entirely new pipelinesin order to meet growing production.
Aswith expanded capacity, the ability to move more oil to market will require serious
investment, which so far has been limited.

The collapse of the Soviet Union had serious consequences for the Russian
pipeline system. First, Russia found itself with a significant portion of its pipeline
system now in foreign countries. The Baltic ports of Ventspils and Butinge, and the
Druzbha pipeline represent important components of the Russian export system now
outside of Russian territory. This means that Russian oil companies face additional
transportation tariffscharged by theformer Soviet republics. For example, oil shipped
to the Czech Republic or Germany via the southern branch of the Druzbha pipeline
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face three or four sets of tariff chargesfor shipment, significantly raising the price of
exporting oil. The alternatives to the pipeline system through eastern Europe are
very limited for Russian exporters. The most significant transport facilities are the
Black Seaportsof Tuapse, Novorossiysk, and Ozervka.™ 1n 2000, over half of Russid's
oil exports traveled through the Bosporus.” Russia’s Black Sea facilities are cur-
rently operating above their capacity, with additional oil from the Caspian Pipeline
Consortium (CPC), mostly Kazakh ail, further straining the system.

Very little new pipeline construction has occurred in Russia during the last
fiveyearsowing in part to alack of government expenditure of foreign investment in
pipeline construction. The most significant project to date has been the Baltic Pipe-
line System (BPS), connecting Yaroslval to the Baltic port of Primorsk. Currently,
the BPS pumps 240,000b/d, with an expansion to 360,000 expected by the end of
2003.” Transneft, Russia's government-owned pipeline operator recently filed with
the government its intention to proceed with phase Il of the BPS upgrade.™ The
construction of BPS has alowed Russia to avoid paying transit fees through Baltic
states on the way to the Ventspils facility. However in reducing its dependence,
Russiais not expanding its export capacity; rather it is diverting exports. Since the
activation of the BPS, oil shipments to Ventspils have fallen considerably.” Other
pipeline projects have been relatively minor, aimed at further reducing Russia’s de-
pendence on foreign transit providers. For example, the Ukraine by-pass pipeline
was constructed to reduce the tariffs faced by Russian oil flows through Ukraine on
the way to the Black Seaports.” A by-passwas also built for the pipeline traveling
through Chechnya.

Several new pipeline projectsare currently under consideration athough many
are severa years away from commencement. A pipelineto Chinaisone of the most
ambitious projects being studied. The governments of China and Russia agreed to
study the project, and afinal investment decision is expected in the near future. The
cost of the pipeline would be significant, estimated to be upwards of $6 billion. It
would allow Russia to transport approximately 600,000b/d to China by 2010.”7 An
aternative pipeline to bring ail to the Pacific viaNakhodkais also being considered.
This project would allow Russiato export beyond China, at a capacity of 1.2mb/d.”™
However, the Pacific project would require amuch longer pipeline and the construc-
tion of new port facilities on Russia’'s east coast, raising the cost of the project con-
siderably. Another major project isapipeline and deepwater port facility at Murmansk
inthe Russian far north. A memorandum of understanding for this project was signed
on November 27, 2002, between Transneft, Lukoil, and Yukos with project comple-
tion scheduled for 2007.7 This project would permit easy access to European and
American markets.

The operation of Russia’'s pipeline system is an important i ssue when analyz-
ing oil transport in Russia. Unlike other Russian oil assets, the operation of the
pipeline system has remained in government hands. Transneft isnominally afee-for-
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service carrier responsiblefor providing equitable accessfor Russian oil companies.®
Tariffs charged by Transneft have been historically volatile in Russia, representing
the most significant cost of exporting oil. Transneft recently made waves by an-
nouncing arate freeze for 2003.8* Construction of new pipelines has typically been
financed by the government, in part through profits accumulated by Transneft, or
special taxes assessed against all oil producers. Given the serious debt obligations
facing the Russian government in the coming years, and the billions of dollars that
will be needed to construct some of the loftier projects under consideration, Russia
may need to consider alternative financing arrangements to meet its capital needs.
Analysts vary greatly in their assessment of the future of Russia's export
capacity.. The ESAI has put Russian export capacity to markets outside of the former
Soviet Union at just over 3mb/d by 2005 and 4.2 mb/d by 2010.22 Slightly more
optimistic estimates have been advanced by Eugene Khartukov who believes Rus-
sian exports outside of the former Soviet Union will reach 3.9mb/d by 2005 and
upward of 6mb/d by 2010.8 With Russia’s pipeline system already working at peak
capacity, further increases in output will only antagonize bottlenecks to Russia's ex-
port ports. Severa analysts suggest that a sensible policy by Transneft and the
Russian government would be to continue pipeline development, regardless of the
current price of oil.# In addition, with demand growth in Asia expected to outpace
that of North America, Transneft will need to seriously examine Russia's limited
Asia export capacity and act accordingly. Russian strategists realize this, and thus
most proposals for new pipelinesin Russia focus on delivery to the Asian market.

Russian Oil in the World Oil Market: A Forward-L ooking Assessment

Given the above analysis of Russia’s upstream oil production and transporta-
tion system, a broader analysis of the role of Russian oil can be conducted. As noted
from the outset, interest in Russian crude oil production has increased since Septem-
ber 11, 2001, with many policy makers and analysts arguing that Russia could rival
Saudi Arabiain the American oil market and in the context of global energy policy
more generally. Considering the limitations of and issues with Russian reserves,
infrastructure, government policy, business practices, legal system, pipeline system,
and export network, this optimistic assessment of Russia’s future role seems at best
generous, and at worst naive. Russia's importance in the global oil market will no
doubt increase over the next decade. But neither the realities of Russia’s oil sector
nor the forecasted structure of global oil demand in the coming years support the
conclusion that Russiawill be able to assert any form of dominance.

In evaluating the importance of potential increases in Russia’'s production
and export capacity, it is important to keep in mind the forecasts for global oil de-
mand until 2010. Deutsche Bank analysts have suggested that by 2005 global oil
consumption will reach 81lmb/d, representing a 3.5mb/d jump over 2002 levels.®
During the same period, Russia' s export capacity is expected to rise less than 1.0mb/
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d. Furthermore, Russiais not expected to add any export infrastructure by 2005 that
will give it the ability to ship economically far from Europe. Thus Russiawill need
to rely on itstraditional markets in Europe to absorb its exports. However, demand
growth in Europe through 2005 is expected to be weak, especially given the eco-
nomic slowdown currently plaguing that region. Russia’'s ability to export to the
European market only may put downward pressure on Russian oil prices by saturat-
ing western Europe with more oil than it requires, affecting Russia’s ability to fi-
nance additional expansion of production or transportation.

Looking to Russia’'s eastern neighbors, Asia is expected to be a source of
major demand growth over the next decade. Over alonger time horizon and assum-
ing Russia completes some of the magjor Asian pipelines that are being proposed,
prospects for Russia’'s oil exports can improve. Additionally, Chinese fears over en-
ergy source security may prompt it to seek a diversified supply, giving Russia an
excellent opportunity to expand its presence in the Asian market. However, opti-
mism here must al so be tempered with the realities of Russia' s limited infrastructure.
Assuming a best case scenario for production and pipeline development, by 2010
Russia could potentially export upwards of 1.0 — 1.5mb/d to the Asian market.8 Qil
demand intheregionisforecast to grow by 4.3mb/d by 2010.8” Thus, evenif Russia
could bring new production and distribution online, it would only be able to account
for approximately 25 percent of new oil demand in the region.

In North America, growth in Russian oil sector’s export capacity could play
amoresignificant role. Forecaststhrough 2010 put American demand growth for oil
between 2.5 to 4.0mb/d. Successful conversion of the Druzbha-Adria pipeline sys-
tem, as well as expansions at Primorsk and completion of Murmansk would give
Russia the ability to export between 1.0 to 1.5mb/d to the United States. This could
mean that Russia could conceivably provide 50 percent of the new oil demand in the
United States. However, thiswould |eave existing American imports of 10mb/d of ail
dependent on the Middle East and Venezuela. Thus, while Russiadoes offer the United
States an opportunity to temper further dependence on Middle East crude, it is virtu-
aly impossible for the Russian oil sector to make inroads against present American
dependence on Saudi Arabia.

Insum, Russia’ srolein theglobal oil sector could grow over the next decade,
assuming it isableto increase both its production and export capacity, and restructure
its legislation and government policies. However, itsrole will be limited to making
gains based on expanded global demand in key markets including theUnited States
and Asia. It will be unableto meet all of the forecasted growth in oil demand, at best
25 percent in the Asian market and 50 percent in the American market. Thus, while
this may provide some insurance against further dependence on Middle Eastern or
Latin American ail, it will do littleto reverse existing U.S. dependencies. Steady ail
pricesin thelow $20/barrel rangethat are forecast give Russiaareasonable chance at
filling thisrole.
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Conclusion: Where Can Russia Go From Here

First and foremost, Russia needs to improve its investment climate in order
to attract the capital necessary to facilitate expansion in production and distribution.
Foreign investment in Russia continues to fall below the levels envisioned both by
outside analysts and Russian government officials. Clarifying laws on PSAs and
simplifying the tax code are essential in the short term to reverse stagnant foreign
investment trends. In addition, the role of the Russian oligarchs continues to make
the news in the western media. While major legal battles, such as the one involving
BP and Sidanko, have not come to the fore in recent years, the ongoing perception of
the power of the oligarchs does not inspire confidence among investors.

Over the next decade, the Russian oil industry appears best suited to take a
niche or limited role. Given that the Russian government will likely be forced to
finance, at least in part, mgjor pipeline infrastructure development and that foreign
investment is not likely to reach desired levels, Russia should consider picking a
limited array of markets and devel oping the appropriate resources. Based on recent
projections, Chinaand other Asian countrieswill have the highest oil demand growth
intheworld over the next decade. Russiaisalready strategically placed to play arole
here given devel opmentsin the Sakhalin region. Reinforcing thiswith export capac-
ity in the East, whether through China or to Russia’s Pacific basin would alow Rus-
sia to tap a potentially large market. Alternatively, Russia could pursue a “fuel-
America’ strategy. Thiswould certainly bring Moscow politically closer to the United
States, and would probably be less costly and more probable in a shorter time period
than the Asia strategy.

The Russian oil sector and its potential future role in the global oil economy
present an interesting set of interactions between government and private actors, as
well as strategic considerations. Russia and the United States should not be under
any illusion that Russia can compete with Saudi Arabiaas the dominant player in the
global oil market, as Russia lacks both the surge capacity and the export infrastruc-
ture. Additionally, Saudi oil will continue to enjoy a comfortable cost advantage
over Russian crude, which also tendsto be of lower quality.

However, being unable to displace Saudi Arabia'srole over the next decade
does not prevent Russia from becoming a more significant player in global oil mar-
kets. Severa countries continueto have concerns about oil source security, including
the United States, Asia, and Europe. Russia presents an excellent opportunity to
diversify their supply. Whether Russia will be able to play that role is a question
largely of restructuring infrastructure, laws, and target markets. These are matters
that the Russian government must control, though a little good luck in terms of oil
prices certainly could not hurt.
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