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'PSAs should be freed from the fetters impeding
their effective application on a wide scale'

By Andrei Konoplyanik

Production sharing agreements (PSA) are just one gtrument for attracting investment
in mineral resources production, along with the liensed subsoil use system, concession
agreements and risk service contracts. In most cotnes only one subsoil use system is
used, while in about a dozen countries several sgsts apply.

Russia belongs to the latter group - since Janliart996 PSAs have been an inalienable part
of Russian legislation along with the licence sulbsge system.

If both parties - the state and the investor - agiea range of parameters and find a project
on PSA terms (or, on the contrary, under a licesm#ract) is feasible, that means that this
organisational legal form best suits a particulajgct.

But while under the licence system the investoy dals to agree or disagree with the state's
terms, in the PSA case the state and the invesive at the decision on its applicability
together.

This explains many advantages of PSAs over thadeaystem but this also leads to many
problems related to PSAs' effective application@gosed to working under the licence
system.

PSAs are more attractive than the licence systermdést potential investors. Therefore, the
production sharing regime fixes precisely - forleparticular project - the level to which the
state should improve the attractiveness of itsstiment regime in general, while removing
excessive pseudo-protective barriers in its exgsigislation.

But the opposite has happened in Russia.

Under strong pressure from part of the oil busindesstate - both its executive branch and
lawmakers - seems to have decided against rem&angers in investment legislation
unrelated to PSAs. Moreover, it seems to have dddio abolish the PSA investment regime
instead.

The lack of an alternative to the licence systemeitiing access to mineral resources fully
corresponds to the interests of companies havimglaquality resources base, whose
business strategy is aimed at extracting as muplossble of those resources within the
shortest time.

Other companies want a balanced portfolio of prtidagrojects with various cost levels. In
that case as easier access fields grow depletgdviidoe gradually, rather than overnight,
replaced by fields whose development is more costly

Those companies' demand for investment will aleavggmoothly and predictably.

The state is obviously interested in companiesénlatter group dominating among oil
companies in Russia.

It is also obvious that long-term strategies wit be popular in the country until
preconditions for long-term investment are in place

To that end, competition between investment regintesnsing and PSAs - may prove a



more effective instrument than a dragged-out decisnaking process in the framework of the
state machinery's initiatives, slowed down by aissbetween various agencies and lobbies.

PSAs and society

Russia's modern history has seen several peakseafides in the state's and the public's
interest to PSAs.

Over recent months, the PSA issue has again cothe foreground - and the approach to the
topic has been quite specific.

In the past, polemics around PSAs were objectigalyouraged by low oil prices.

The lower the oil price the more companies araasted in accurately dividing gross profits
between themselves and the state. The lower,taisse prices are, the less price rent can
offset the inefficiency of the general tax systdinerefore, when prices are low (as at the end
of the 1990s), all oil companies need to replaeegéneral tax system with a different,
individualised tax mechanism.

When prices are high, companies' interest in PSAkely to decrease.

But if, against the backdrop of high prices, a Waraks out with the purpose of destroying
PSAs, some special factors prompted by the sitaatiost be working.

While, in the past, debates on PSA problems wene mpless balanced, in the first half of
this year negative views have prevailed.

PSA opponents, using the mass media, appealeddtossirather than reason. Suffice it to
recall the publication, sponsored by a Russian n@j@ompany, in a number of national
newspapers of a riddle describing the 'progreshsaitegration of the great country': the
Soviet Union - Russia - PSA.

Appealing to reason is senseless, as rank-angiisian citizens have no idea of what a PSA
is (this is confirmed by opinion polls).

While there is no public understanding of the peoml campaigns of that kind provide an
information background required by people for mgkiertain decisions.

In this case, it was the February decisions byRigsian Ministry of Energy's board on PSAs
and those made on the same issue by a meetingdhmithe Russian Prime Minister several
days later.

In this article, | am not going to argue with PSgponents on a whole range of issues - a lot
has been written about PSAs, including many adialed several books.

| will try not to repeat arguments | provided in mgcent writings to explain my view of the
reasons for the latest mud-slinging campaign ag&84#s in the Russian press (a means of
fighting foreign rivals and part of preparations the sale of their companies to those foreign
rivals in the future and at higher prices).

| have been a proponent of the creation by Rudsgislation of a competitive environment -
for competition among investors, including accessiineral resources, and for competition
between subsoil use investment regimes for investor

We, a group of authors of PSA legislation, proceedem this concept when we defined the
place of PSAs in subsoil use in Russia and a @aiioal between PSAs and the licence regime.
| will consider PSA opponents' reasons from thisjimliced’ point of view as a champion of
PSAs' application as an element of an integraksysif subsoil use regimes allowing the
creation of an effective competitive environmentha Russian economy's mineral sectors: the
battle against PSAs is a battle against taxatiamefrned income.

Many Russian analysts, when considering taxatiamlgfroduction, only take account of
'price’ rent, while neglecting 'mining' rent.

In particular, Oleg Vyugin, the first deputy chaamof the Bank of Russia (in my opinion, he
is one of the best economists in the country), chaténis interview with th&ommersant



Dengiweekly in April that "while regulating, the statas been lavish in sharing rent with
private companies."

He also added that "the sector of the curve whiépioes are extremely high should
correspond to almost complete withdrawal of unedineome."

That is, price rent is meant, so-called 'unforeseganues' as a base for higher taxes on
companies. In other words, they are incomes noiadigtearned by companies, but received
due to a favourable price situation (for instaneehe first quarter of this year all major
vertically integrated oil groups posted an enormgrasvth of profits, due to a 'price premium'’
for the Iraq war).

Mr Vyugin, though, said nothing about the miningtrdepending on mining, geological,
geographic, climatic and other field developmemiditons.

In a certain sense the mining rent is in inverspprtion to production costs, ensuring some
oil companies higher profits than others irrespectf the price situation. They are also
unearned profits, a godsend (or a 'statesendyragydhe privatisation - certainly not without
the state's help - those companies got the bestsiif the ‘oil pie’).

It looks obvious that the state, prepared to efkach companies super profits obtained
through price rent, has real grounds to spreadpsoach to mining rent.

PSA and mining rent

So what is a PSA mechanism, if there are thosepalycso much money for discrediting it?
Who needs to fight against PSAs? Who benefits amgd?w

PSAs are an economic legal mechanism ensuring apsinaring of the mining rent between
the state (the owner of mineral resources) andhthesstor during the development of mineral
deposits.

In theory, PSAs allow accurately and dynamicalllabaing proportions for mining rent
sharing at each particular fie{dee Fig. 1)No mechanism for taxation of subsoil use,
unilaterally fixed by the state, can give such ppastunity.
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In other words, rent sharing based on adminisidaw cannot be optimal by definition.
Therefore, PSAs are not a soft tax regime. Itd#farent - rent-based - tax regime for subsoil
users that will always yield the state more reverthan the so-called "national tax regime" so
energetically backed by PSA opponents.

As in my previous publications, rather than usimg words "national tax regime," | will use a
less jingoistic term - the "general tax system" 83T

The opinion is being enforced on the public thaA®8ean unfounded exemptions, which



result in the state's getting (companies' payiag$ taxes and levies.

A situation has been energetically analysed, relsdd®SA application at fields with an
insufficiently high share of rent in prices, what®/elopment under the licence regime with
the severance tax on mineral resources producéionat ensure companies the desired rate of
return.

This approach is absolutely inaccurate, as fielcetbgpment is not the goal of investment
activities - it is a means of making profits.

The effect of PSA application at such fields shdaddcompared with zero revenues, rather
than mythical tax revenues estimated on the assamibtat a field would be developed with
negative profitability under the general tax systérwill not be developed at all under those
conditions.

As for PSAs, they allow a compromise between thtestnd the investor, with the latter
getting an acceptable return on investment andbtimeer getting real tax revenues. To
illustrate this, let us take a look at charts. Ajdhe horizontal axis (hypothetical) let us put all
licensed fields in Russia with fields with worseatity of reserves to the right of those with
better reserves.

The function of the share of rent (unearned income)jl selling prices (for the sake of clarity,
uniform for all companies) for subsoil users ofdédields is represented as a straight (s&e
Fig. 2).
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Obviously, to the right of the breakeven point urithe existing severance tax system, there
cannot be any loss of revenues by the state ldfsfiare shifted to PSA terms. But expecting
any loss of revenues in that zone is tantamouekxpecting companies to start developing

fields at a sacrifice.
Moreover, it is hard to expect companies to devéids exclusively to return their



investment. In fact, there is a certain minimalegtaeble level of profitability, which serves as
a watershed between developed and undeveloped.figddthe right of that watershed, the
state does not lose any revenue (zone B).

What the 'grandfathering' clause does not prevent

P

It is commonly believed that no matter what hap@aoesind new PS/
projects in Russia, the PSAs signed before the BSAcame into
effect in Russia (Sakhalin-1, Sakhalin-2 and Khgayawill be safely
protected by 'grandfathering clauses' stipulatetienPSA Law
(Article 2.4) and will not be impaired by negatidevelopments.

Alas, this is not true.

The laws of the financial market are harsh: furfiv@ncing of those
projects in an increasingly unfavourable (for PSés)nomic, legal
and political environment inevitably increases sissr financial
institutions.

This means higher borrowing costs. As a resultptiogects' financia
costs grow, increasing the amount of cost prodoaiad reducing th
amount of profit production shared with the sté&t@tomatically, the
state's revenues from those projects go down randtate itself is tc

blame for that.

[}

The profit threshold in field development under femeral tax system may be interpreted as a
point where the general tax system correspondset®EA system - the economy of
development projects at fields in that 'border ‘argdaonly change negligibly as a result of
transition from one tax regime to the other.

Zone C, to the right of that boundary, reflectsstae budget's direct losses if fields in that
zone are not developed on PSA terms.

Characteristically, PSA opponents have carefulgdtto avoid considering the application of
PSAs in another range of the resources spectrunereathe share of rent (unearned income)
in prices exceeds the level of taxes under thergétax system.

In that zone, the application of PSAs would incestle tax burden on companies
substantially, while retaining an acceptable rdteeturn for them - that is, budget revenues at
all levels would grow, while the development ofghdields would retain investment
attractiveness.

On the chart, zone A shows the state's potentrainges due to the shifting of fields yielding
‘'unearned super profits’' to PSAs.

The PSA regime, ideally, could be more attractietle state than the general tax system
through a whole range of fields: due to creatingdaions for the development of costly fields
and withdrawal of part of 'unearned super prdfiitesh companies developing fields where oil
production costs are loggee Field for PSA application has been defined)



Field for PSA application has been defined

The fact that the comparison of revenues the getefrom PSAs and

under the general tax system speaks in PSAs' fal@es not mean

that the licence system should be totally rejeetedi the sector should

move to PSAs (such proposals were actively lobligtle 1990s by
foreign oil companies working in Russia).

Various groups of risks emerging during PSA appiicaand under
the licence system make their peaceful coexistpossible.

1%

Provided that all other conditions are similar, B&#e more effectiv

from the point of view of 'fair' sharing of rentytp by definition, PSA

projects are more lengthy, because they are ing@lisked, meaning

that field development usually starts later thadausrthe licence
system.

—

Licences are a less effective subsoil use systamaimy respects but
provides a more simple - because it is standardisgdtem for
decision making. Therefore, it allows earlier stdrtield
development.

In most cases, oil companies find it preferablagply a non-optima
tax regime in the licence system framework. Thisved starting field
development earlier, rather than wasting yearsegotiations with
the purpose of working under an optimal regimeent isharing in the
PSA framework.

This should be clear for any individual with an eemic education
who knows what discounted cash flows means. Sosboeld not
think that all potential investors would immedigtstart working up
proposals for work on PSA terms had they been edfer choice
between subsoil use systems. PSAs can only be‘pieck’ projects.

Particularly suitable for that regime are fieldg¢he border area of the

resources spectrum: the biggest (mega projectsiraatiest fields.

The licence regime would not work there under teegal tax
system.

PSAs are as good for mega projects, as capited eostextremely
high, as they are for smaller fields as their padfiity is marginal.
The authors of Russian PSA legislation have indisteparticular
economic attractiveness of production sharing tmhdgfields since

they started work on that legislation.

Two conclusions can be drawn.
First, companies with a more favourable structdneeserves are not interested in the

promotion of PSAs in Russia.
Second, importantly, those companies particulagelydbit from the existing flat tax rate.



The state, while applying the flat rate, has sust@iosses compared with any differentiated
taxation mechanism and that is true for all zorfée@resources spectrum.

This makes clear the logic of the fight against B&Ad explains the course of events in that
fight which is based on the intention of a numbiezampanies to retain their unearned super
profits.

The campaign, 'reconnaissance in strength’', waslea during a meeting of a number of
leaders of Russia's biggest companies with thei&us&sesident in May 2001.

During that meeting, YUKOS's chief Mikhail Khodorksky (speaking about ways to stop
capital flight from Russia and to increase Russ&venues from mineral resources'
production) recommended that "PSA exemptions shbaltiquidated,"” i.e. he actually called
for rejecting the production sharing regime as @ittory to the "national tax regime" and
giving advantages to certain subsoil users.

But even the most successful lobbyists must hawedat hard to fight simultaneously for a
flat tax rate under the licence subsoil use systedhfor the elimination of PSAs.

It looked more logical and consistent to ensureatth@ption of a flat tax rate first and later,
while exploiting success, to focus on the fightiagiaPSAs proper with the purpose of totally
ruining rent-based (or similar) principles of tagatin the oil production sector.

All Russian oil companies now produce their oithe country under the licence regime and
the general tax system. PSAs are a regime thattrmrghight not be used by them in the
indefinite future. Therefore, they should, firsddoremost, fight for today's financial flows,
leaving tomorrow's flows for tomorrow.

The fight against PSAs is needed for those who avtmde a lot if production sharing is
applied in the country on a broad scale - nameadgd¢lcompanies and their owners, who
would have to give more to the state under the Rghne than they give it today.

This explains why they have mustered their stretmthttack rent-based taxation principles. It
also explains why they have convinced the autlesritd introduce the flat-rate severance tax
on mineral production and why they have tried tdigmaPSAs.

But why does the state need this?

The need to share

The idea of easing the tax burden in sectors uectl® oil production, while shifting part of it
to the oil sector, has tended to gain popularitprgrthe government's financial gurus.

An increase in the severance tax rate is expeotetidet a decrease in the overall tax burden
on oilmen due to the reduction of a number of othres, Russia's deputy finance minister
Mikhail Motorin told theVedomostdaily in March.

In his opinion, in recent years taxes have gonendimwoilmen: they have benefited from the
reduction of income tax rates (oil sector wageglehighest in Russia) and the unified social
tax, from the repeal of turnover taxes and, sulbistihn from the lowering of the profits tax
(the author's view of the consequenceYof reform' in the oil sector is differensee New

oil tax laws still lack balance, Oil & Capital, No1, 2003.

Let us not discuss whether or not it is worth uggime severance tax rate at all (it looks like
the political decision has been made on the iskaady).

But two approaches are possible for getting movers@ce tax revenues: a differentiated
approach and increasing the rate across the begudlly for all companies. The government,
clearly, prefers the latter.

"The Ministry of Finance proposes increasing thgebate of the severance tax on mineral
production, starting in 2004, from 340 roubles 57 Boubles a tonne for oil production, which
will yield extra revenues of 11bn roubles to thelgpet, Alexei Kudrin, deputy prime minister
and finance minister, told the press."” The repas ywublished by RusEnergy in mid-April.



What is this fraught with for the sector?

If the severance tax burden grows uniformly forcalinpanies, the zone of fields whose
development is unprofitable will expand, while catipve advantages of companies with
low-cost oil reserves will grow accordingly.

But the narrower the zone where field developmebst-effective under the severance tax
regime, the greater PSA supporters companies egburces with diversified production costs
should grow - as only an alternative PSA regimeleathem effectively develop their fields
today and tomorrow.

Clearly, under those conditions, flat rate suppernteould benefit from total elimination of the
PSA regime - as this way they would limit the poigdrfor development of their rivals in
Russia (both Russian and western companies).

If those efforts are backed by synergetic effe€is merger of two companies particularly
interested in that course of events, the resultheifurther expansion of their market share -
with a flat tax rate in effect and in the absentB®As.

So, the state could get the 11bn roubles at tice pfiimpairing of the ability of most Russian
oil companies to compete in the market.

Is this what the state needs?

But if preference is given to a differentiated aygwh to marking up the severance tax rates, it
will turn out that the tax burden on companies wfté highest share of unearned income in
prices should grow, while rates for those with Isivares should remain unchanged or should
even be reduced.

That is, first, the flat rate should be rejected.

Second, debates should resume on the paramet@diféérentiated tax scale.

Third, debates should also start on PSA applicatibare unearned incomes are high at fields
with better development conditions.

But that approach would impair competitive advaatagf companies with highly profitable
reserves (and, perhaps, the best lobbying teamg)a@d with other subsoil users. Therefore,
their reaction to that proposal can be easily ptedi

But it would be good to hear the government's aldte position on the issue.

PSA: what is to be done?

In my opinion, it is hardly worth trying to mendetlexisting PSA mechanism with all of its
drawbacks today. PSAs should be freed from alfetters impeding their effective
application on a wide scale.

In other words, the idea prevailing among Russighaities of applying PSAs exclusively at
the worst subsoil blocks and only after all othdvsoil users refuse to develop them under the
general tax system should be rejected.

The battle for survival of several PSA projects liempented in conditions of a ‘concentration
camp for PSAs', where PSA opponents have triedive them, is a possible way, but it leads
to a deadlock.

It looks like an attempt to protect a personalisean the common bow! of soup, while the
stronger eaters consume heaped spoonfuls fronathe bowl.

The tramline of the fight for effective applicatiohPSAs is the return to the idea of building
a model for their use in Russia that would maxinpiesitive economic effects for the state,
while relying on reasonable benefits for investors.

To that end, it would be expedient to return toRISA model that was initially proposed in
the country (before the autumn of 1995, that i®keethe start of work of a conciliating
commission of the Federal Assembly's two chamlzerd)proceed with efforts to perfect it.



Therefore, as | have constantly repeated agairagah, it is necessary to reject such
fundamental restrictions on PSA application as:

+ the lists of subsoil blocks eligible for developrhen PSA terms;

« aquota of up to 30 per cent of resources for Pfegts;

« the need to adopt special laws to approve PSAs;

« a 70 per cent quota for the purchase of Russiaipegut for PSA projects, whether or
not that equipment can compete in the market, ar@Dgper cent quota for the use of
Russian workforce;

« an overly complicated procedure for the preparatibRSAs for smaller fields;

« and other similar non-economic restrictions.

It would be expedient to review the concept forapelication of PSAs and reject the idea of
applying production sharing exclusively at fieldshaunfavourable development conditions.
Procedures should be developed for holding conpetiounds for the right to use mineral
resources that would let companies choose a retffieyewould undertake to work under at
particular subsoil blocks.

| hope the readers understand that the scum @fuasons related to PSAs will inevitably
disappear.

Another question emerges then: why have the exaxatd legislative power branches taken
a position of resolute rejection of that mechanfismattracting investment and subsoil use in
the dispute around PSAs - a position that playstime hands of certain representatives of
Russia's oil business, rather than the whole osiRussociety?

But answers to those questions go beyond the lmhitsis article. Still, | would be happy to
see yet another mishap in the PSA history mendedvealld not feel shame for the nation.
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