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t the outset each investment project
Ahas original prerequisites for imple-

mentation (expected demand for
the product, expected acceptable condi-
tions for profitable implementation, €tc.).
They may be transformed into a project
that can be implemented only when a
compromise can be reached among all par-
ticipants in the project and those parties
that are not dircct participants, but on
whose actions or decisions its accomplish-
ment depends.

To successfully implement an individual
oil and gas project all participants in the
investment process (government, investing
companies and their shareholders, contrac-
tors, and financing institutions) must coor-
dinate their interests, some of which coin-
cide and some do not. A separate question
conecerns the conditions under which this
has become possible and the stability of the
halance of interests achieved by the parties.
In fact, if in order to start implementing the
project as soon as possible the partics have
reached an unstable compromise, based
not on a long-term, but only current
(short-term) coincidence of their interests
that allows for shorter time period than the
project timeline, the implementation of the
latter may not, as a result, ensure an invest-
ment return that will justify the investment
of the parties (private investors) in the pro-
ject.

As 2 rule, a project is implemented under
conditions different from the original ones
stipulated by the declared interests of the
partics. Obviously the government is a key
party in the negotiations among the par-
ties, since it owns the natural resources o
be developed.

It is clear thart a specific oil and gas pro-
ject will have different scenarios for suc-
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cessful implementation. They may call for
different participants, although the govern-
ment will always be included, because its
natural resources, unlike capital, technolo-
gies, intellectual resources, and labor, are
non-transferable in space and time

Duc to this, the government often begins
to dictate its conditions to other partics to
the negotiations, primarily the distribution
of the expected income from the project in
order to maximize its direct fiscal revenues.
As a rule (if not acting on behalf of the
investor, ¢.g, in an oil company fully or par-
tially owned by the government), the gov-
ernment itself does not run the risk of a
financial investment.

The government’s contribution in the
form potential resources (in the case of
exploration in promising areas) or explored
reserves (in the case of identified deposits)
will become a commadity, i.e,, acquire value,
only after the hydrocarbons are sold on the
market 2s a result of the investments made
by the investor under the conditions agreed
upon by the parties [1].

If the project is not implemented, then
there is not so much importance in the dis-
tribution of potential revenues from the
project or disputes about whether each
participant has received a smaller share of
the profits than was due (more often it is
the government that claims “lost” or “miss-
ing” revenue; a graphic example is the
long-standing position of Russian fiscal
agencies in correlating the procedure for
licensing the use of natural resources with
a production-sharing agrecment). 1f the
project is not implemented, the resources
will not be converted into a commodity,
acquire value, or be able to gencrate the
corresponding direct, indirect, and multi-
plicative effects, the quality and quantity of

which may turn out to have greater social
impact than the value of the produced raw
materials or taxes on them.

From 2 macroeconomic standpoint the
public derives 2 combined effect from the
project in addition to the value of the pro-
duced raw materials: in the form of new
employment and GNP growth due to the
project itself and also in associated indus-
tries, as well as through multiplicative
effects connected with the growth in effec-
tive demand and the entreprencurial activ-
ity stimulated by it. Moreover, the foreign
trade balance (for export-oriented pro-
jects) and budget indicators at federal,
regional, and local levels improve. Thus, the
government receives 4 much wider range
of effects than the investor. As proven ear-
lier, non-oil and indirect effects from the
oil and gas project investment may
markedly exceed the direct oil (tax) effects
[2-7). Yet the receipt all these effects by the
government depends on how the profit is
distributed between it and the other pro-
ject participants. The project will be imple-
mented only it if repays the private
investors and yields an acceptable profit
Profit distribution is usually a stumbling
block in the negotiation between the gov-
ernment and investors, which delays pro-
jeet startup. As long as the government fails
to agree with the investor, it loses that eco-
nomic possibilities that investors are ready
to implement (as a rule, under commercial
risk conditions) with gain both for them-
selves and the government. The public
incurs costs in the form of lost profits duc
to delayed implementation.

Until now the investment process in the
Russian oil and gas sector (OGS) is pro-
gressing with great difficulty. The year
2000, an apparent exception to the rule,
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reflects not so much an improvement the
Russian investment climate in general and
its OGS in particular. as the favorable price
conditions on the global oil market this
vear. Despite efforts by the President and
certain changes for the better in the cre-
ation of a legiskaive foundation. the gov-
ernment has thus far failed to achieve sig-
nificant success in developing an efficient
investment process in the Russian OGS that
is mutually beneficial for all its participants.

This article tries once again to define cer-
tain contradictions between the govern-
ment and potential investors in the prepa-
ration and implementation of individual
investment projects and where one may
seek 2 possible rational approach to coor-
dinating the interests of investors and the
government. From an cconomic stand-
point. this is an attempt to correlate tradi-
tional financial indicators and the macro-
economic effect, which in our opinion
should underlie a rational system for guar-
antee governmental interests while imple-
menting investment projects in the OGS.

Investment project effectiveness
assessment.

Analysis of the effectiveness indicators
and size of the risks associated with imple-
mentation of these investments forms the
hasis of management decisions about real
investments.

This article will confine itself to an exam-
ination of investment projects only in
extractive industrics of the fuel and energy
sector (FES), the so-called upstream, which
arc characterized by the greatest combina-
tion of risks as compared to the process-
ing/transforming  FES industries (the
downstream) and the sphere of ultimate
consumption of energy resources. [t should
be also understood that within the frame-
work of the extractive industrics the com-
bination of risks differs for various types of
investment projects (see Fig 1a) and for
the companies that have a different invest-
ment strategy (see Fig 1b).

In line with the above approach, the
effectiveness of the investment project is
characterized by indicators that reflect the
cost /benefit ratio as applied to the interests
of its participants, namely:

commercial (financial) effectivencss
indicators that take into account direct
financial consequences of the project
implementation for its direct participants;

burelgetary effectiveness indicators that
reflect direct financial consequences of
project implementation for federal, region-
al. and local budgets:

integral indicators of economic ctfec-
tiveness that consider costs and benefits

connected with project implementition
which go beyond the limits of dircct finan-
cial interests and direct financial benefits of
the pacticipants and allow costs to be mea-
sured.

The three groups of indicators are given
in Table 1.

Financial effectiveness indicators are now
the most frequently used and most under-
standable for all participants in the invest-
ment project. They are the key indicators
investors use (o decide whether to take
part in the project.

Budgetary effectiveness indicators are a
modification of the first group of indicators
from the standpoint of the government as
specific participant. They reflect direct
advantages for the budget of the corre-
sponding level (or consolidated budger)
from implementing the project,

The indicators of the first two groups
have 4 common nature and are calculated
by similar formulas. They play a key role in
the system of interests of any potential
investor and his project counterpart, the
government.

Thus, at present the government mea-
sures mainly measure (and not always cor-
rectly) the cffects from the (expected)
implementation of investment projects by
way of assessment within the framework of
commercial and/or budget cffectiveness,
i.c., the system of direct effects, that usually
do not take into account the indirect
effects, not to mention multiplicative
effects.

However, as demon-
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ly considered the basis of their interests.
The perception of the time factor plays a
major role in defining the very concept of
profit for a specific investor. Proceeding
from this, one can supplement the defini-
tion of the investor’s interests.

Not only is the absolute amount of profit
critically important to investors, but also
the period of time in which the profit will
be made (how the profit flow will be dis-
tributed in time); they will always prefer o
shorten this period. There is a natural
desirc to maximize the direct economic
effect, which considers the need 1o dis-
count financial flows that are separated in
time. Here two different factors operate
simultaneously: first, the ability of any eco-
nomic resource (o create new value over
time, ie., the presence of alternative value
of the used resource, and second, the
investor’s negative perception of the risk of
unfavorable events, which grows in pro-
portion to the delay in obtaining the
desired economic benefit (the inverse
effect of the time factor).

When calculating the effectiveness of oil
and gas investment projects all investors
use discounting at a sufficiently high rate,
which usually greatly exceeds the interest
rate. In these calculations the amount of
entrepreneurial income usually includes a
correction for the high risk level of opera-
tions in industrics dealing with mineral raw
materials compared to other industries, ic.,
it considers primarily the geological risk

strated by calculations
by our collcagues
[2-3] and ourselves
[6-7], when assessing
investment  project
cffectiveness in terms
of integral (direct and
indirect) effect, the
impressions of the
limits of efficient pro-
ject implementation
undergo substantial
changes, which we
shall discuss in greater
detail later.
Investors’

Risk
A

Interests and Their
Perception of the
Time Factor.

In Western econom-
ics, the muximization
of profit from the
1. IAA of the

Remuneration for the risk »

IRR and ROCE/ROSE in the Company Investment Cooperation
A. A company wiht inequiaxial (increased risk) operations

B. A company wiht inequiaxial (decreased risk) operations

C. A company wiht equiaxial (average risk) operations

commercial activity
of private economic
entities is tradirional-

Py 1

2. "Corridor” of optimum ROCE/ROSE meanings for the company as a whole
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Table 1

Group of Effectiveness |

o G

Major Group Indicators
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 Parties, interested in

Indicators applied

Indicators assessing projects based on practically
these Indicators of
Effectiveness
Financial (Commercial) Financial consequences of project  Intemnal Rate of Profitability (IRP) Investors Well used and widely used in
Effectiveness Indicators ~ implementation fo its immediate  Net Discount Income (NDI) Creditors practice along risk assessment
participants (including the Profitability Index (P1) Contractors systems. State bodies not always
government as participant in the. Current Government - ready to use these indicators.
project) Payhack period '
Budget Effectiveness Financial consequences of project | Budget Effect (for Federal budget) Government Discounting not always done. It
Indicators implementation to Federal, Budget Effect (for regional budget) Sirategic Investors: distorts the real picture and
regional and local budgets Budget Effect (for local) reduces the possibility of rational
i {¥ : i Integral Effect for Consolidated budget use of these indicators.
Integral Indicators of Results connected with the project Government There is no hard and fast
Economic Effectiveness  implementation, exceeding the  Multiplicator Coefficient treatment, multiple approaches.
boundaries of immediate financial  Joint Economic Effect The complexity of quantitative
interests and results of the GDP changes as a result of implementing assessment of certain effects. In
investment project participants  the project, etc. Russian Federation practice not
that allow value measurement used in system way.

Note 1. We do not cite the formula that discloses the content of such and such indices, for they are either common knowledge (as in the case of financial
and budgetary efﬁcienc_)_ri'u,_or_ P:'Iﬂ_ _b_g §>_t_ami_ngd in detail hereinbelow (integral indices of economic efficiency).

factor. For a majority of US oil and gas com-
panies this discount rate amounts about
20% as compared with LIBOR [expansion
unknown] rates when credit is granted in
US dollars (4.16%) and in Euros (4.575%
annually) (as of May 10, 2001 for onc year).

It is clear from the forcgoing that the
most important thing from the investor's
point of view is the direct financial benefits
in the first several years of project imple-
mentation. Investors desire maximum pro-
duction figures in order to speed up the
achievement of a positive discount cash
flow and reduce investment repayment
time. The financial results that the compi-
ny expects to receive after, say, the tenth

year of implementation have practically no
impact on decision about the financial
effectiveness of a given project (meaning
the assessment of financial benefits to the
company, not to the host country).
However, this does not preclude assess-
ment of the project as part of the compi-
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ny’s entire strategic development, which
may be extremely important when major
oil and gas corporations make investment
decisions (see Fig. 1).

Assessing the prospects of a given project,
investors always consider the stability of
individual factors and the entire forecast.
As 2 rule, they are prepared to sucrifice
some of the expected profit to improve the
reliability of its forecast of benefits, espe-
cially at early stages of development, the
implementation period, and other proba-
bility factors. This reflected in the persis-
tently adverse attitude of investors toward
risk. An increased risk, even when expected
gains are preserved, reduces the investment

attractiveness of the project to all potential
participants, particularly to those who
invest resources that already have value, ie,
above all those who provide financing.
One may think that the notion of risk is
automatically included in the interpreta-
tion of investor interests as outlined above,

for in practice investors try to insure the
existing risks by various methods, charging
costs for such insurance to additional
expenses and decreasing the obtained
profit. Risk to the modern investor is con-
verted into a separate cxpensc item, in its
sense close to items included in the price.

Therefore, in our opinion, when assessing
the competitiveness of a project, it is neces-
sary to distinguish the “technical” and
“financial” costs of its implementation. It is
the cost of borrowing funds that will deter-
mine the combination of non-technical
risks of project implementation. The finan-
cial costs may turn out the most significant
prohibitive factor.

Proceeding from their interpretation of
the time factor and readiness to take cer-
tain risks, investors form their own system
of interests and criteria for acceptability of
investment projects. Table 2 lists the major
types of investors who are potentially capa-
ble of participating in the development of
the Russian OGS.

Russian vertically infegrated oil compa-
nies are de facto today’s major investors in
the Russian OGS and are involved in the
investment process for objective historic
reasons (they were created by privatization
and consclidation of earlier disintegrated
constituents of the Soviet oil and gas indus-
try) and a priori continue to assume preex-
isting risks. The conservation and efficient
buildup of the resource base and the prop-
er development of new fields is directly
connected to the stable existence and
development of these companies. Their
major problem is a chronic shortage of
available financial resources for investment
purposes that under conditions of an
inflexible, fiscally oriented tax system
makes Russian oil companies directly



dependent on global market conditions.
Therefore, during the past two years the
high prices on the global oil market have
reduced the severity of the liquidity prob-
lem, but it has not disappeared, especially if
prices drop (e.g, 4s a result of recession in
the US).

International ofl corporations have taken
4 keen interest in the Russian OGS since the
country opened up to direct foreign invest-
ment in 1987, Strategic planning, stability
of interests, good creditworthiness, avail-
ability of comprehensive technological
solutions, experience from participation in
various projects the world over, availability
of domestic markets, readiness to achieve
set goals, and high international reputation
and efficiency of such companies, con-
firmed by decades of successful work on
world markets, makes them quite attractive
investors, achieving mainly a scale effect.
Possessing finely tuned logistics systems
and high credit ratings that reduce their
financial costs, these companies are pre-
pared to take on the complete commercial
risks of implementing complicated capital-
intensive mega-projects. Yet, following the
law of complex systems, these structures
tend to provide first of all for their own sta-
ble long-term survival and reproduction.

A major obstacle to attracting their enor-
mous investment, engineering, and techno-
logical resources 1o Russia is the exceeding-
ly high level of non-commercial risk, too
dangerous, and hence unacceptable for the
information and financial balance sheet of
a major international company. This is why
the largest foreign VIOCs take so much
time o implement an oil and gas invest-
ment project, trying to minimize, if not
eliminate, all possible and hypothetical
risks. Sometimes, not wanting to mect part-
ners halfway on even the smallest issues
and Lrying to shift all risks, including com-
mercial ones, onto the host government,
they simply lose a project due to impossi-
bility of balancing the interests of the par-
tics (2 graphic example of this, in our opin-
ion, is the Timan-Pechora company’s project
in the Nenets Autonomous Oblast in north-
ern European Russia, which was aborted
after six years of talks in the 1990s).

Meanwhile almost all major international
oil consortia continue (o Monitor econom-
ic and political events in Russia, maintain-
ing their strategic interest in potential par-
ticipation in such a big investment and
consumer market. Their active involvement
in developing Russian oil and gas fields may
play a decisive role not only in the indus-
try's recovery, but also in the overall nation-

Russian VIOC

Russian Non-Integrated oil 5
companies

International VIOC +++
International Non-Integrated oil +
Companies

Portfolio Investors Cik
International Financial et
Institutions

Domestic Banks o

Interestfor | Possessing | Readinesstorun |
participation | Technology risks
+++ + | +44
+t 4+ . e
++ ++ ¥ ++
+ st ++
+ = L
++ - o

Note 2 . "--" investor does not have the indicated quality, "+++" - investor possesses unique quality and
is able with more or less effectiveness to implement it in order to carry out Russian oil and gas projects.

al economy, since these companies are tar-
geting so-called mega-projects, which in
turn, due to the high level of project invest-
ment, provide large indirect and multi-
plicative effects, while the values of the oil
and gas multipliers remain moderate com-
pared to other especially labor-intensive
industries), ie., they generate a significant
macroeconomic effect.

Under high risk conditions comparatively
small  independent  (non-integrated)
Russian and foreign oil companies may play
a special role. As a rule, such companies
concentrate on implementing specific
types of projects both at the initial phase
(exploration) and final phase (enhancing
oil recovery during declining output) of the
project investment cycle and are prepared
to single-mindedly and energetically
achieve results. They adapt more rapidly
undler new legislative and economic condj-
tions and achieve mainly a specialization
effect. The timeliness of their activity in
Russia especially increases when the coun-
try's major oil and gas provinces are in later
phases of development and also when
hard-to-recover reserves, as well as small
and medium fields, are involved in industri-
al development in ever growing amounts
[8-12]. With all other conditions equal, this
is an area where for non-integrated special-
ized companies prepared to assume higher
technological risks in narrow types of activ-
ity have a competitive advantage.

A restricting factor for these companies’
participation in the investment process is
their financial weakness compared to
major international VIOC and inability to
implement large-scale integrated oil and
gas projects independently. Many in this
group arc service companies.

Although they possess considerable
financial means. Portfolio ivestors, both

foreign and domestic, especially minority
shareholders, are not usually interested in
long-term investments, and moreover are
not confined to specific (industrial) types
of projects. They are inclined to play on
price differences in liquid stock markets,
maintaining the possibility of entering and
cxiting such markets quickly, focusing prof-
its. Therefore the time span of their inter-
ests is usually short and may lie in the fact
that having become shareholders of a given
company at the exploration stage, 2-3
years after a commercial discovery and cap-
italization growth as a result of growth of
its assets by the amount of capitalized addi-
tion of explored (or more precisely,
proven) reserves, will sell their shares at a
dramatically increased price, thus making a
profit,

International financial institutions, ¢g.
the World Bank group (institutions such as
the World Bank for Reconstruction and
Development and the International
Financial Corporation) and the European
Bank for Reconstruction and Development
may become quite welcome participants in
Russian oil and gas projects. Unlike com-
mercial financial institutions, they are
interested in obtaining not short-term
financial benefits, but in maximizing
macrocconomic effects for the benefit of
the host country under the condition of
guarantecing the repayment of loans.
Therefore, they grant loans at the most
preferential interest rates, but under the
most rigid conditions, as compared to com-
mercial institutions, accompanying their
funds with certain political requirements,
whose implementation guarantees the irre-
versibility of market transformations in
recipient countries (usually such recipients
are developing countries or governments
with transitional economies) and the
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repavment of credits. Expert financial audit
of these institutions usually brings the pro-
ject to the international level of financing
standards, and the fact of IFl participation
in fingncing a given project is a kind of sig-
nal for other investors, an indicator of the
suitability of this country for private invest-
ment. Yet, due to a number of political and
cconomic reasons it is hard to get IFls
involved in the investment process.

The domestic banking sector has not
recovered sufficiently and possesses rela-
tivelv few available financial resources rela-
tive to the investment demand of OGS pro-
jects. Before the 1998 financial crisis,
moncy shifted from the real sector to gov-
crnment  short-term bonds and  other
short-term government and non-govern-
ment financial instruments. providing
financial investors with incomparably more
auractive profitability in 2 shorter time
period than investment in the OGS (sce
[13] and Table 8). Since the crisis there has
heen no practice of granting credit for peri-
ods comparable to the duration of the
investment cycle of major oil and gas pro-
jects. But even within the framework of the
existing time limits for bank financing, the
credit rates are. as a rule, prohibitive for
financing medium- and large-scale oil and
£3as projects (see |16] and Fig. 3). Only indi-
vidlual categories of relatively non-capital-
intensive projects in the OGS that offer
investment return periods of several
months rather than years may find financ-
ing on the Russian bank credit market, as a
rule, only at the largest Russian banks, eg,,
the recent granting of credit by Sherbank
(or more precisely, the corresponding let-
ters of commitment) to finance the
Severnaya Neft company's implementation
of the Val Gamburtseva oilfield develop-
ment project. However, the growth of
Russian participation in the investment
process seems to be quite feasible and nat-
ural as the country’s banking system
becomes stronger.

Any potential investor will try to optimize
the relationship between the risk involved in
the investment project and the amount of
profit expected. These two factors will be the
major criteria for the investor to assess the
project’s attractiveness, the risk element
being the key factor in Russian oil and gas
projects. The economic viability of many
projects without risk clements (ic, only for
engineering costs) is quite sound, and the
expected rate of return may be competitive,
However, the high degree of risk (ie. finan-
cial costs) oblige potential investors to adjust
their assessments and frequently reject par-
ticipation in the projects.

Continiied in the next issue
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