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The mineral extraction tax (meT) was enacted on January 1, 2002, and 
thus the Russian oil industry marks its 15th anniversary in January 
2017. The Russian tax system has become complex and prone to 
corruption as a result of multitude tax benefits on MET and export 
duties. almost every third ton of oil currently produced in Russia 
enjoys tax reliefs totaling nearly 400 bln Rub annually. These tax 
benefits allow oil production to rise, but their efficiency remains 
questionable. 

Today the oil taxation system is standing on the verge of changes. 
The main Tax Policy Directions for 2017 and for 2018/2019 Planning 
Period paper (“ONNP”) offers an option to activate the profit-based 
tax in oil upstream sector (“NDD”) for pilot projects and remove the 
export duties completely (as a tax reform option). 

However, the ONNP paper only sets business targets over a three-
year budgetary planning period. It is certainly insufficient for an 
industry where the exploration phase lasts from 5 to 10 years, and 
production more than 20 years. furthermore, the ONNP paper fails 
to cover some crucial settings of the future tax system: what should 
the compensation mechanisms be for lifting the customs duties for 
oil refineries; how will the NDD scaling be applied; what will happen 
with meT and customs duty reliefs?

The tax policy should be more systematic to give investors clear and 
credible investment signals. it is a challenge today to move from 
manually controlled fiscal regime – where recurring tax burden 
increases are normally offset by numerous dedicated reliefs – to 
a long-term system of oil industry taxation that would not need 
regular market-bound adjustments in favor of the government or 
individual companies.

This study brings a strategic vision of the future oil taxation 
configuration that would solve the performance targets. 

The following points summarize the essentials of this study:

1. Oil upstream taxation in Russia is based exclusively on a gross 
performance while this tends to be abandoned globally in 
favor of a taxation system based on economic results (profit, 
net discounted cash flow and similar indicators).

2. major european oil-producing countries, united kingdom 
and Norway, have given up the royalty fees long ago and use 
solely the profit-based taxation. However, in Russia it seems 
impractical to fully eliminate gross revenue based taxation as 
the government needs to ensure a high bite of taxes.

summAry
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3. The current NDD tax draft features a well-balanced set of 
characteristics when applied to pilot projects; however, it is 
not designed for upscaling to fit the entire sector. Therefore, 
developing a universal taxation regime applicable to all 
deposits has yet to be done. We believe that it would be 
inevitable to preserve tax reliefs for certain categories of 
reserves under the selected parameters of the bill. in any 
case, mitigating budgetary risks would require a high rate of 
meT (the bill has it at 35% of the urals blend price at current 
quotations).at the same time high rate of gross revenue-
based taxation leads to unavoidable tax reliefs – or else there 
will be production disincentives for hard-to-recover reserves 
and inferior economics for the fields, which enjoy tax benefits 
under the current tax system. 

4. The system of tax reliefs is only efficient if it leads to positive 
changes in investment decisions. Based on our experience in 
evaluation of individual upstream projects, we can say that 
tax reliefs are not sufficient in some cases to bring the project 
economics in the positive area, while they can be redundant 
in some other cases. So far, the government has not used the 
state project expertise institution to review the efficiency of 
granted tax reliefs. Introduction of a new reserves classification 
makes it possible to assess whether the tax reliefs result in 
a buildup of cost-effective recoverable reserves in each case. 
Once such evaluation has been performed on a representative 
set of fields, there will be grounds to promote restructuring 
of the entire tax relief system. This will possibly require the 
currently available tax benefits to be reinforced with the new 
ones – say, in order to encourage specific E&P technologies, 
such as eOR techniques and solutions for hard-to-recover 
reserves.

5. The system of customs duties on crude oil and oil products 
leads to subsidizing the oil refining industry, oil product 
consumers and eurasian economic union member countries. 
The resulting customs subsidy to Russian refineries over 
2005-2015 totaled nearly 10 trillion rubles, this by far 
exceeding a decade-long investment program of the entire 
refining industry. The subsidy soars when oil prices go up, and 
that has no economic sense as it creates bogus incentives to 
build excessive refining capacity. 

6. Difference in the transportation cost between refined oil 
products basket and crude oil makes up a «logistic gap» for 
the Russian oil refineries lagging behind their target export 
markets, which gap is around $5/bbl on average. at low oil 
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prices, the customs subsidy has dropped significantly and 
roughly corresponds to this logistic gap.

7. As Russian oil refineries lag behind in logistics and technology, 
canceling the customs duties would halve their cost-effective 
processing to mere 125 mt of crude oil and gas condensate 
(with all other factors in place). This would bring to a shortage 
of motor fuels with likely price upsurge for Russian product 
consumers.

8. Therefore, the abolition of the customs duties should be 
performed simultaneously with the adoption of compensatory 
mechanisms (e.g., negative excise taxes), the scope of which 
can be reduced with progressive upgrading of oil refineries 
until their subsidizing from the federal budget comes to a 
complete halt. appropriate subsidizing mechanisms and 
specific settings shall be carefully estimated to avoid shocks 
for the refining sector and consumers.

The Russian oil upstream taxation system has undergone significant 
changes over 2002-2016, with the two oppositely directed trends 
observed synchronously. The first one has been towards a bigger 
overall tax burden through a higher aggregate rate of the two key 
Russian oil taxes, meT and export duty (eD) on oil. The second was 
the provision of various benefits and exemptions for individual oil 
reserves categories.

Growing fiscal burden in 2002-2005 was a consequence of a high 
price rent induced by rising oil prices. Since 2002, meT was introduced 
for crude oil production at a 340 Rub/t rate which was multiplied by 
Cp (price coefficient) factor linked to the Urals blend price level. By 
2005, the rate rose to 419 Rub/t, and crude oil export duty formula 
was also adjusted, which led to substantial growth in both duty rates 
and its fiscal role.

Such a burden turned too high for fields with high development costs. 
This resulted in adoption after 2007 of a big number of exemptions, 

MilESTONES: RiSiNG TAx 
BURdEN ANd BUildUp 
Of TAx REliEf SYSTEM

oil upstreAm 
tAxAtion
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and the fiscal system in oil upstream sector was called a “crazy 
quilt”. To match a few, there were introduced regional benefits 
(so-called «tax holidays»), benefits for depleted and small fields, 
reliefs for hard-to-recover reserves for specific oil properties and 
reservoir performance, benefits for offshore fields. In some cases, 
MET exemptions were insufficient to secure acceptable profitability 
of upstream projects, so extra benefits for crude export duties were 
devised for East Siberian fields, ultra-high viscous oil (with in-situ 
viscosity equal or over 10,000 mPa.s), offshore fields (with regional 
variations) and for Tyumen suite.

Benefits were mainly applied in ”manual”  mode as various general 
criteria were picked up to address some specific properties of the 
assets of individual companies. for example, when the “60-66-
90- 100” system was enacted, losses of the two oil companies (Tatneft 
and Bashneft) in refining business were compensated via benefits 
under meT.  Dubious responses followed on the practice of granting 
privileges on crude oil customs duty under the ”special”  formula1.

in 2006-2011, oil tax rates stayed unchanged while on the contrary 
a deduction in calculating the Cp grew up, whichled to a marked 
reduction in meT crude oil rate.

Since 2012, higher government budget appetites resulted in a new 
round of fiscal burden increases, whereas the MET rate was annually 
indexed throughout 2012-2014 and continued its upward rally 
under the Big Tax maneuver. in 2016, the tax burden saw an extra 
reinforcement due to the crude oil export duty freeze at 42% (instead 
of earlier declarations to hold it down to 36%) and higher oil product 
excise taxes. To cover budget shortages, the meT for crude oil is 
supposed to be higher by 306 Rub/t in 2017, while this addition will 
be 357 Rub/t in 2018 and 428 Rub/t in 2019.

The system of meT/export duty exemptions allowed to bring into 
production some greenfields as well as made it possible to extend 
operations on depleted fields, ensure operating profitability of ultra-
viscous oil extraction and better conditions for the development of 
hard-to-recover reserves and offshore fields. 

1 See the Russian Government’s Resolution N 846 of 26.09.2013 “Оn the procedure 
of preparing proposals on the use of special formulae to calculate rates of export customs 
duties for crude oil as indicated in subparagraph 2 point 5 article 3.1 of the Russian federation  
Law ‘On Customs Tariff’ and supervising their application in good faith”.
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Source: VYGON Consulting

Fig. 1. Evolution of Russian upstream taxation system
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as a result, the existing tax system has provided a growth in crude 
oil production (excluding gas condensate) from 452 mt in 2005 to 
502 mt in 2015 (average annual growth rate 1.1%) as well as laid the 
potential for further output rises in the medium term (see VYGON 
Consulting’s report “Russian Oil industry: 2015 Results and Outlook 
for 2016-2017”). Crude oil supply in 2016 reached 512 mt, while 
new oil greenfields launched over the last 3 or 4 years and their 
tax-exempted operations would ensure total production to grow to 
530-535 mt by 2018 (at world oil price not lower than $45/bbl, zero 
tax burden growth and no potential supply freezes).

 
 

Russia is not the only country in the world seeking for building 
a taxation system to charge oil industry revenues, but the currently 
used domestic fiscal system differs a lot from most international 
counterparts (see figure 2). it has been a global trend over the last 
50 years to abandon the systems fully based on gross performance 
in favor of the systems mainly based on taxation of economic result 

iNTERNATiONAl pRAcTicES: 
pROfiT TAx VS ROYAlTY
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(profit, net discounted cash flow or similar indicators). While bonuses 
and royalties were solely and almost universally applied before the 
1970-s, profit-based schemes lead the taxation today.

Figure 2. Characteristics of oil upstream taxation systems

Country Tax system description Profit-based taxes, % Gross revenue-based 
taxes, %

Nigeria
Diverse tax regimes, PSA, benefits for 
marginal fields

31

45

58

60

85

20

25

35

30

41

40

78

50

5

5

3

5

70

45

21

10

10

20

Norway Corporate income tax plus petroleum tax

Brazil Low royalty rates, extra taxation of profit

Australia
Zero or reasonable royalty rates, 
resource-rent tax in addition to income 
tax

USA
moderate royalty rates, reduced rates for 
marginal wells, high role of bonuses

UK
Corporate income tax plus supplementary 
charge 

canada
flexible royalty by area, well rate, price, 
property of crude, profit

Russia
High meT and export duty rates, 
reliefs for individual reserve categories

Source: VYGON Consulting

 
In Nigeria, Petroleum Profit Tax (PPT) is the key tax charged at a 
maximum rate of 85%, which is by far the highest in the world. 
The PPT rate for the first five years is 65.75%, while it is 50% for 
production sharing contracts. Royalty varies in the range from 0% (for 
deep offshore areas with water depth more than 1,000 m) to 20%. 

united kingdom renounced royalty on new licenses back in 1982, and 
final abolition took place in 2002 when the royalty rate was 12.5%. 
Two profit-based taxes are charged today on oil production from 
continental shelf: Corporation Tax at 30% and Supplementary Charge 
at 10%. Certain categories of reserves enjoy incentivizing deductions 
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from the Supplementary Charge. The rate of Petroleum Revenue Tax 
for «older» licenses with development permission granted before 16 
march 1993 was reduced from 35% to 0% in 2016.

Norway ceased to apply royalties to new fields in 1987 and finally 
stopped using them in 2005. The royalty rate ranged from 8% to 
16%. The Norwegian oil upstream taxation system is an example of 
stability as the 78% effective rate of taxation (the sum of Corporate 
income Tax and Special Tax) has been unchanged since 1992, with 
an uplift at 22% of capital investment costs. 

The United States apply no special profit-based taxes from mineral 
resources extraction; however, the corporate income tax (CIT) rates 
are pretty high2, with bonuses also playing a sizeable fiscal role. 
The scope of applied bonuses is impressive due to high market 
competition and wide access to hydrocarbon (HC) resources. in 
2003-2016, oil and gas bonuses on federal lands and continental 
shelf amounted to 21.8 billion dollars (for comparison, federal royalty 
payments totaled 110 billion dollars during the same period).

Canada just as the United States has no special taxation of profit from 
hydrocarbons extraction, while the royalty rate is differentiated by 
many factors (production rate, oil prices, crude quality), and in some 
cases, it depends on production profit. 

In Australia, royalty is not applied to offshore oil production either, 
while the resource rent tax is determined at a 40% rate. The base of 
this tax is close to net present value (NPV) from crude production.  

Why has Russia not implemented profit-based taxation of oil 
production contrary to the worldwide trends? is it only a matter of a 
simpler administration of gross revenue-based taxes? and another 
question – does profit-based taxation appear a cure-all solution, 
and is it possible to snip gross taxes and «crazy quilt» of benefits?

a closer look at the international experience of upstream taxation 
reveals certain regularity. In countries using profit-based taxation 
systems, the share of oil-and-gas revenues in the budget is generally 
not high (figure 3). it was just 0.7% in the uk even when the oil price 
was sky-high. However, it is 21% in alberta, the principal oil-and-gas 
producing province of Canada, provided by royalty.

2 The CiT federal rate in the uSa is 35%, while regional rates vary among the states 
(from 0% to 10% with an average of 4%).
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*Federal budget revenues, excluding Canada (Alberta) 

Source: VYGON Consulting

Fig. 3. Share and structure of oil-and-gas revenues in national budgets* (2014)

75.0%23.3% 45.0% 6.8%

UK 0.7%

Brazil 0.7%

Canada
(Alberta) 21.4%

Australia 0.8%

Norway 27.1%14.8%

Russia 54.4%51.3%

Nigeria

USA 0.2%

Dividends andgovernment take

Income taxes

Gross taxes

in Norway, the share of oil and gas revenues was 27% in 2014, while 
taxes accounted for 54.6% of total take, and direct government 
participation in upstream activities (36%) plus dividends (9%) were 
the rest. in Nigeria, oil and gas share in budget revenues comes up 
to 75% and taxation of oil profits makes up the bulk of the budget. 
However, in Nigeria as well, this tax provides only 60% of the 
revenue from oil and gas industry while the other budget sources 
are royalty (22%), dividends (9%), educational tax (4%) and Niger 
Delta development tax (2%). 

in Russia, the share of hydrocarbon-linked revenues in the federal 
budget in 2014 totaled 54.4%, of which 51.3% came from the customs 
duties and meT (so-called oil revenues), corporate income tax 
generated approximately 2.9% and dividends of public companies 
0.2%. The share of hydrocarbons in the consolidated budget income 
including the revenues of regional and local budgets and non-
budgetary funds is also high, for example, it amounted to nearly 
30% in 2014. High dependence of the Russian budget revenues on 
oil industry is a serious limitation for any significant experiments 
with the tax system. 

another constraint is a high share of taxes in the oil price, which is 
about 60% in Russia, but only 33% in Norway and 18% in the uk 
(based on 2014 data). The total profit tax rate must exceed 85% in 
order to switch completely to the taxation of upstream profits in 
Russia, and at the same time, keep the budget revenues at a steady 
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high level. This is an extremely high rate, which in addition to tax 
administration problems, may reduce incentives to improve efficiency 
as extra costs induce considerable tax savings. This effect is known 
as ”gold plating”  in international practice. Therefore, the move to 
profit-based taxation alone is impractical in Russia’s oil upstream 
sector because it is necessary to maintain a reasonable level of tax 
payments linked to gross revenues. 

We would also like to draw attention to the fact that all the considered 
countries with active royalty systems (figure 2) have exemptions for 
certain categories of oil reserves even regardless of royalty size. in 
addition, there is a number of income tax deductions used worldwide 
as a tool to encourage production.

 

The bill on Tax on additional income from HC production (NDD) 
is currently under coordination between various ministries and 
agencies. A fixed rate of the tax (50%) is what makes it different 
from the earlier NDD versions designed from 1995 to 2015. Previous 
modes used to set the tax rate depending on the R-factor (project 
cumulative return). 

The bill enables certain groups of fields (so called pilot projects) to 
voluntarily switch to apply the NDD regime. The first group includes 
greenfields in new regions, the second group embraces a set of West 
Siberian brownfields with reserve depletion of 20 to 80% and oil 
production limitation to 15 mt a year. Consideration is being given 
to potentially establish the third group, greenfields in West Siberia, 
however so far it was not included in this legislative bill on NDD.

The tax base is calculated as a difference between the revenues and 
expenses, the latest comprising operating and capital costs, while 
losses can be carried forward subject to adjustment rate of 16.3%. 
in addition, cost restrictions of 9,520 Rub/t or $20/bbl (at 65 Rub/$ 
exchange rate) are set to reduce potential cost overstatement risks 
for brownfields. The first group of greenfields has no cost restrictions 
until the 7th year of commercial development («start of commercial 
development» is defined as the year following the year in which the 
initial recoverable reserves have been depleted by 1% for the first time).

Ndd, TAx ON AddiTiONAl 
iNcOME fROM Hc 

pROdUcTiON
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NDD settings have been selected in order to ensure both a high 
level of fiscal revenues, non-loss conditions for the greenfields with 
existing tax exemptions (for the project as a whole), and a possibility 
to develop brownfields without benefits. The need to preserve the 
gross revenue-based taxation has been taken into account, as the 
high fiscal load cannot only be achieved by special taxes on additional 
income (see Section «International practices: profit tax vs royalty»). 

as a result, a concept for the new tax regime was conceived to 
include, along with NDD, the preservation of meT at a rate, which 
shall be calculated according to the following formula:  

MET = (P-15) х 0.5

where P is the price of urals blend.

This approach preserves the standard export duty, which shall be 
deductible from mineral extraction tax to calculate the actual meT 
payable. This is done to ensure that one has not to change the meT 
calculation formula under the NDD regime after implementing the 
tax maneuver and removing the export duties. at a $50/bbl price of 
oil, the sum of meT and customs provide 35% of urals price, which 
is still high by world standards but much lower than today’s 59% 
under the existing tax system without benefits.

meT exemptions are provided for the first group of greenfield 
projects under the NDD regime: meT is charged at a 40% from the 
start of commercial development to Year 5 inclusively, then 60% in 
Year 6, 80% in Year 7 and 100% starting from Year 8. Beginning of 
commercial development is also defined as the year following the 
year in which the initial recoverable reserves have been depleted by 
1% for the first time.

The value of incentive rate was chosen so that it roughly corresponds 
to the available meT reduced rate for new regions under the existing 
tax system. as a result, the taxation mode at the initial development 
phase when applying NDD-based principles is roughly equivalent 
to the existing tax system when a special customs duty formula is 
used (figure 4).
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Source: VYGON Consulting

Fig. 4. Fiscal revenues from oil production on exempted greenfields at various Urals price levels, 
thousand Rub/t
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Export DutyMET
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Estimation of the existing tax system (ETS) aster 01.01.2017 including the application of a special customs duty formula and 
Ccan=0 (regional relief under MET). At Urals price over 95 $/bbl, there will be a non-zero customs duty applied with the special 
formula under the ETS

Estimation of NDD during the tax holidays under MET (first 5 years from the start of commercial development defined as the year 
following the year in which the initial recoverable reserves have been depleted by 1%). The export duty is set at a level not higher 
than the MET rate calculated for the tax holiday period with a relief ratio of 0.4 for the first 5 years of commercial development – 
(P-15) х 0.5 х 0.4

Efficiency performance for a typical oil field development project in 
east Siberia with meT and customs duty exemptions will stay at the 
same level when switching to NDD regime as it could be under the 
existing tax system (see figure 5).

However, for some individual projects in the ”tax-exempted” regions 
transition to NDD is less profitable – this applies in particular to low-
cost projects as well as the fields with a high share of gas economics. 
The fact is that the NDD tax base is calculated considering the revenue 
from gas and NGl sales, whereas the meT rate for natural gas and 
NGl are expected to remain unchanged.
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* Existing tax system including regional MET exemptions and customs duty reliefs under special formula (at 110 $/bbl this 
* special formula will not apply from 2030 as IRR reaches 16.3%)

Source: VYGON Consulting

Fig. 5. Internal rate of return (IRR) for a field development project in East Siberia under the ETS and 
NDD regime at various Urals oil prices

NDD

19.2%

14.3%

12.1%

2.7%

ETS*

16.8%
16.0%

11.7%

0.3%
110 $/bbl

70 $/bbl

50 $/bbl

30 $/bbl

 
Applying the NDD regime to greenfield projects with no privileges 
under meT and export duties increases their economic performance 
greatly (figure 6). Therefore, it was originally thought to apply NDD 
only to greenfields in the regions where the benefits under MET would 
be in force.

* Existing tax system for a field with zero tax exemptions under MET and customs 

Source: VYGON Consulting

Fig. 6. Internal rate of return (IRR) for a field development project in West Siberia under the ETS and 
NDD regime at various Urals oil prices 
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With regard to brownfield projects, the situation is reverse. The 
current NDD settings have been selected so that the transition to 
the NDD regime would be beneficial for fields with no tax exemptions 
and total production costs above $5.5/bbl (figure 7). Given that the 
average operating and capital costs of the Russian integrated oil 
and gas companies range from 8 to 15 $/bbl, most brownfields with 
no tax allowances would benefit from NDD taxation. However, the 
picture changes if they get privileges. For 90%-depleted fields, this 
transition would be profitable at a more than $13/bbl cost, while it 
will never be beneficial for ultra-viscosity oil deposits with viscosity 
ratio from 200 to 10,000 mPas (Ccan ratio = 0).

Source: VYGON Consulting

Fig. 7. Brownfield Net Cash Flow sensitivity to total costs under Existing Tax System and NDD regime

0
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The bill provides that companies will switch to NDD regime voluntarily 
and pick up the fields they want to enforce this regime conditions. In 
fact, the NDD for brownfields acts as a special tax regime for the fields 
without benefits under the existing tax system. If all companies report 
the maximum level of costs ($20/bbl) for an estimated annual NDD-
based oil production of 15 mt and with projected macroeconomic 
assumptions, the government budget will end up with a loss of 
about 50 bln Rub. This loss evaluation does not take into account 
the positive effects of NDD that will entail new production growth 
as compared to the existing tax system.

We suppose that the adoption of NDD will only make sense in case 
of growing economically recoverable reserves production. However, 
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these effects have not been taken into account when assessing the 
impact of the NDD regime introduction, though fiscal logic says that 
any budget revenues falling short should be compensated. finally, 
the easiest solution was chosen – the NDD bill raises MET by 104 
rubles per every ton of oil except the one produced under the NDD 
regime or taxable at a zero rate. it means that incentives for individual 
fields held by a group of companies should be paid by the fields of 
the entire industry.

As a result, for example, the taxes for Western Siberian fields with 
unit costs over 6,800 Rub/t will exceed 100%. at the same time, the 
NDD bill sets a 9,520 Rub/t cap on deductible costs (cost adjustment 
factor) for mature fields. Thus, with this higher MET the bill worsens 
the economic environment dramatically for crude oil producers not 
treated under the NDD regime.

Thus, it is clear that the proposed NDD parameters may not be 
extended over the entire industry without significant losses to the 
government or companies. it is yet in the lap of the future to design 
a universal taxation regime applicable to all deposits. in our opinion, 
the only possibility to apply NDD in the established parameters 
without losses to the entire industry is to preserve the MET benefit 
arrangements for certain categories of reserves.

Since the high meT rate should be maintained under any option (it 
is 35% of the urals price at current prices according to the lately 
discussed bill), and the high taxation rate by gross revenue leads 
to necessary reliefs or otherwise it will discourage the production 
of marginal reserves and affect economics of the fields which enjoy 
benefits under the ETS, then tax benefits should remain if the bill 
is passed. Such an approach is also supported by oil upstream 
international practice in taxation and does not provide authority to 
neglect the transition to NDD.

Today’s extensive system of benefits for MET and customs duties in 
Russian upstream sector is associated with high corruption risks. 
Administration of benefit settings is difficult or simply impossible. The 
vast majority of benefits are tied to the State Register of Reserves 
(GBZ) criteria (permeability, depletion, reserve size, effective oil 
net pay of formation, viscosity) measured with high roughness and 
varying in width, depth and over the time. The problem also lies in 

WEAK SidES Of 
THE ExEMpTiONS: 
AdMiNiSTRATiON 
ANd EfficiENcY
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repetitive data revisions, while fiscal authorities do not monitor the 
process. The parameters of GBZ have originally been intended to 
provide reserves estimation and is not suitable for tax purposes.  

For example, the field depletion incentive has the so-called ”2006 
problem”. it is connected with the fact that meT exemption is 
applied on the basis of GBZ data on initial recoverable reserves as of 
01.01.2006. This exact reference date was taken to prevent potential 
manipulation with writing-off recoverable reserves to exaggerate 
field depletion. In practice, today there are fields that operate with 
a 100% depletion rate or more, because any reserves added after 
2006 are not reflected in depletion estimates. There are opposite 
examples, as well. as recoverable reserves of aBC1 + C2 categories 
are usually 40-50% better than economically recoverable reserves, 
many fields will never reach the 80% depletion level, which triggers 
a benefit. 

The volume of oil produced under various incentives has continuously 
been rising since 2006. in 2006, it was only 1% of the total output 
while today one third of crude oil production falls under export 
duty/ MET benefits (161.5 mt in 2015), and this number is only to 
soar in the future. The bulk of benefits in oil upstream sector are 
absorbed by depleted fields (80%), hard-to-recover reserves and 
greenfields of new regions (Figure 8).

 
Source: Federal Tax Service of Russia, VYGON Consulting

Fig. 8. Crude oil production by tax-exempted categories under MET and share of exempted output
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Today the federal budget co-finances oil production by exempt-
receiving categories for an amount of 350-400 billion Rub annually 
(figure 9). Therefore, a legitimate question arises to what extent the 
size of these benefits is justified, although the need to stimulate the 
development of relieved reserves is undoubted.

* Share of tax exemptions in total MET at full rate. For compatibility purposes, the share of reliefs in 2015 based on MET rate 
* with no regard to the Tax Maneuver

Source: Federal Tax Service of Russia, VYGON Consulting

Fig. 9. Tax exemptions under MET in monetary equivalent
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Based on proceeds under meT in 2017 at oil price of $48/bbl, the net 
revenue less export duties, transportation costs and meT with zero 
reliefs will be $15.7/bbl. This revenue is to fully cover operating and 
capital costs, cost of capital, corporate income tax and property tax, 
dividends. for comparison, net revenue in Bakken tight oil production 
in North Dakota is $42.6/bbl (figure 10). The comparable value in 
Russia is much lower even for the reserves with highest possible tax 
reliefs (Bazhenov formation and ultra-viscous crudes).
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Source: VYGON Consulting

Fig. 10. Oil sales revenue for different reserves categories under projected environment in 2017, $/bbl
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Tax benefits are effective only if they lead to positive investment 
decisions. But if they lead to excessive profit, such benefits would be 
redundant. There has been no system-wide efficiency evaluation of 
tax benefits performed so far on all categories of reserves in Russia. 
Based on evaluation experience of individual projects, it can be seen 
that benefits are excessive in some cases and insufficient in others. 
For example, of the five fields (Figure 11) only one tax benefit is 
effective. For fields 1 and 2 the tax benefit is inadequate to achieve 
the required performance. On the contrary, fields 4 and 5 can do 
well without benefits to achieve the required performance, so these 
incentives are redundant. For companies with different required 
rate of return, changing their investment decision from negative 
to positive will take place at different tax benefit levels even on the 
same project
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Source: VYGON Consulting

Fig. 11. Effects of MET benefits on IRR for certain hard-to-recover oil reserves (estimated on granting 
a tax benefit for specific leaseholds), % 
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a similar situation took place within the state “subsidy”3 provision 
to the refining sector, which was not aimed at refinery upgrading 
(see chapter «Completion of the Tax maneuver»). in the case with 
hard-to-recover reserves, tax reliefs do not always create the right 
incentives. exemptions for unconventional formations (such as 
Bazhenov, abalak, Domanikov and khodum suites) have limits in 
time though they are relatively high so they are basically designed to 
assist fast addition of explored reserves rather than provide targeted 
incentives to find new E&P technologies. 

So far, the government has not used the State project expertise 
institution to review the efficiency of granted tax exemptions. After 
all, evaluating the tax benefits requires a comparison of project 
performance in different scenarios (with and without benefits), while 
the expertise provides such assessments with sufficient reliability. 
Once the new Classification of crude oil and combustible gases reserves 
and resources as well as new Rules for the preparation of technical 
projects for hydrocarbon field development have been enacted since 
January 1, 2016, it will be possible to assess whether the tax benefits 
result in a buildup of cost-effective recoverable reserves in each 
particular case (up to date the concept of economically recoverable 
reserves has not been presented in legislation). estimation of tax 
benefit efficiency using oil development projects does not mean that 
the benefits should be granted individually for certain projects. 

Once such an evaluation is performed for a representative number 
of reserves, it will be possible to reasonably reform the system of 
tax benefits. Perhaps, it will require adding new tax reliefs to the 
existing – for example, to stimulate dedicated EOR technologies and 
hard-to-recover reserves exploration technics.

3  State “subsidy” is the differential between the oil and oil products customs subsidy 
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Completion of the Tax maneuver and zeroing of the crude oil export 
duties are seen as important aspects of tax reform. This step is 
necessary because the system of export duties and excise taxes 
has some major downsides. 

However, to understand them one needs to recall the history of the 
subject, especially the logic of the customs tariff and tax policy. The 
distinctive feature of customs tariffs is that any resolutions and 
decisions have been inconsistent, and as a result, the state sent 
contradictory signals to investors in oil refining. 

The export duties on crude oil were reintroduced in 1999 at 
2.5 euRO/ t4. They were rising as the world oil price went upward, 
and later export duties on oil products were added. in 2000-2003, 
the fuel oil duty was about half of that for crude oil, while duties 
on light oil products were set at a 0.8-1.2 rate to crude oil. Such 
differentiation reflected the difference between the prices for crude oil 
and oil products on the international markets to level off the refining 
and exports economics.

in late 2003, the duties on all oil products were set at 90% of the 
export duty for crude oil. The logic behind this decision was that the 
value of the oil product basket (primary fuel oil and gasoil) for export 
supplies given a low refinery yield averaged about 90% of the cost 
of crude oil.

further, the gap between export duties on crude oil and oil products 
increased, and it was decided to reintroduce variable duties on light 
and dark oil products in 2005. The fuel oil duty was set lower than 
40% of crude oil duty rate and composed a half of the duty for light 
products. 

This secured operating profitability to simple refineries, even those 
remotely located from their target markets – as it spurred them to 
work at full capacity. The distorting side of the regulation was that 
building new primary processing capacities was artificially more 
profitable than investing in plant upgrading to get deeper crude 
conversion – due to variations in the level of duties on fuel oil and 
light products. 

as a consequence of the emerged customs duty system, Russian 
refineries were given a huge amount of ”customs subsidies”, which 
however were not invested in assets modernization later (see chapter 
“evaluation of customs subsidies”).

4 Export duty on crude oil in Russia was in force from 1January 1992 and lifted on 1 
July 1996.

Completion of 
tAx mAneuver
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Interestingly, the primary refining output rose significantly – from 169 
mt in 1999 to 289 mt in 2014 (figure 12). With higher oil prices, this 
led to a tremendous shortfall in the federal budget receipts. fuel oil 
exports went up dramatically followed by the wide gap between the 
duties on crude oil and fuel oil, which it exceeded $300/t in certain 
months.

Source: The Ministry of Energy of the Russian Federation, VYGON Consulting

Fig. 12. Primary refining of crude oil and NGL in Russia in 1999-2016, mt
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a system of customs duties adopted in 2011 and known as the “60-
66-90-100” system was the first step to create the ”right” incentives 
for refineries (to invest in deep conversion processes rather than 
artificially soar primary processing). The system is aimed at cutting 
the coefficient used to calculate the customs duties on crude oil 
from 65% to 60% and equalizing the duties on light and dark oil 
products at 66%. That is why this had initially been called the “60-
66” system, however shortly before the release of the appropriate 
Russian Government’s authorizing decree, an export duty on gasoline 
at 90% of crude oil tariff was set. The same order also stipulated 
an escalation from January 1, 2015 of export duty rate on dark oil 
products to 100% of crude oil duty, which sent a clear signal to invest 
in deeper conversion processes. Since the adoption of the “60-66-
90-100” system, upgrading of the Russian oil refining industry has 
begun on a wide scale.
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23 secondary oil refining units were put on stream within three years 
including three hydrocracking units – at Kirishi refinery (2.9 mt), 
TANEKO (2.9 mt) and Khabarovsk oil refinery (0.5 mt) – which is 
more than what was added over the previous 20 years.

Capping the gasoline duty rate at 90% of crude oil rate in 2011 was 
seen as a temporary measure to solve seasonal gasoline shortages. 
in the long-term, this decision depressed investment attractiveness 
of catalytic cracking units versus hydrocracking units. This led to 
artificial stimulation of  diesel fuel production, which was abundant 
in Russia, with risks of gasoline shortages looming on the domestic 
market. 

export duty rate on crude oil continued to decline under the Big Tax 
maneuver (2015-2017), while those on gasoline and diesel fuel were 
equalized during this period at 30% of crude oil export duty rate from 
the 1 January 2017. Thus, these balanced steps in the customs tariffs  
have cushioned poor decisions taken before. 

excise taxes on oil products witnessed a similar picture (Table 1). 
adoption of excise taxes disparity on gasoline and diesel by motor 
fuel quality in 2012 was a positive signal made by the tax authorities. 
enforcement of a technical regulation’s standard for motor fuel by 
itself is in theory a sufficient administrative stimulus.

Variable excise taxes became an extra economic measure that was 
designed to accelerate investments in relatively inexpensive (as 
compared with destructive processes) quality-boosting processes 
(catalytic reforming, isomerization, hydro-treatment etc.) that are 
able to reduce sulfur and aromatics share in motor fuels. first, the 
difference between environmental fuel classes was relatively small 
and could not provide economic incentives for modernization. excise 
tax rate differential on gasoline of various environmental classes 
was 852 RuB/t in 2011, but it jumped to 5,000 RuB/t by 2013, which 
offset quality-boosting processes costs within one year, i.e. variable 
excise taxes have become redundant.

as there were no excise taxes on semi-finished products or 
substandard fuels, refineries went on producing and retailers on 
marketing the substitutes on the domestic market. for instance, 
prior to the introduction of the excise tax on straight-run gasoline 
(nafta) in 2006, substitutes were widely used for blending purposes 
at petroleum storage facility and filling stations to get commercial 
gasoline. We estimate annual gasoline surrogate supply of surrogate 
to total 2-2.5 mt.

Substitutes for diesel fuel on the domestic market were cheap 
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middle distillates, mainly heating oil. attempting to halt the sales of 
surrogates, the government levied an excise tax on heating oil. Just 
as it was enforced in mid-2013, the surrogate suppliers switched to 
producing other excise-free middle distillates (mainly low-viscosity 
marine fuel). from January 1, 2016, the government adopted an 
excise tax to all medium distillates that could replace diesel fuel. We 
assess the marketing potential for surrogates in 2014-2015 at 9 mt, 
which covers more than 22% of total demand for diesel fuel in Russia. 

in many cases, the decisions were not implemented and that 
undermined the confidence of Russian business in government’s 
tax policies. for example, only few companies began investing in 
deeper crude conversion since a 100% duty on dark oil products was 
announced. moreover, most vertically integrated Russian companies 
did not consider such option within their business plans for 2015. 
in fact, the decision was later delayed for 2 years until 1 January 
2017, justified by the fact that it would be impossible to get deep oil 
conversion units designed, built and put into operation at such a short 
term. However, considering the past experience, several companies 
relied on another delay until the last moment. This time, however, 
the Government introduced 100% duties from 2017. 

a mechanism to stimulate investments in quality-enhancing 
processes through variable excise taxes was a “carrot” for the 
oil refining industry to take relevant steps to switch to advanced 
ecological fuel classes provided by technical regulations. 

Prohibition to output motor fuels of the 2nd environmental class 
entered into force since 2013, for the 3rd class – since 2015 and for 
the 4th class – from mid-2016.

it should be noted that in many cases the decisions were not 
implemented, which undermined business confidence in the 
government tax policy. One of the last outstanding tax pledges –
under the Big Tax maneuver in 2016, is reduction of the export duty 
rate on crude oil from 42% to 36% but this has not happened. an 
unexpected increase of excise duties on gasoline and diesel fuel from 
1 april 2016 was a good example how unpredictable government tax 
policies could be – even within the same fiscal year. 

absence of a long-term tax policy is characteristic of the Russian oil 
industry taxation system. The main tax policy direction paper (“ONNP 
paper”), enacted annually, is designed to assist drafting federal budget 
for the next financial year and biennial planning period. Thus, the 
ONNP paper sets milestones for business less than for 3 years ahead.
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Table 1.  
Examples of misguided and balanced decisions in excise and customs tariff regulation

misguided decision Decision logic Result Balanced decision

introduction of customs duties 
for crude oil and oil products 
(1999)

fill the budget by implementing 
a simple in administration tool 
(amidst the bulk of tax non-
payments)

With higher oil price and 
refining volumes, budget 
revenue shortfall increased 
markedly, high fiscal role of 
duties and consumer price 
inflation risks prevent duties 
abolition

Consequent implementation 
of a series of tax maneuvers – 
“60-66-90-100”, minor and big 
tax maneuvers

establishing lower export 
duties for fuel oil compared 
with other oil products (2005)

Stimulate crude oil refining 
(fuel oil is cheaper than light 
products, raising funds to invest 
in refinery modernization)

Perverse incentives to boost 
and build new excessive 
capacity of simple-cycle 
processing for subsequent 
exports of semi-finished 
products, government budget 
losses

equalizing duties for fuel oil 
and middle distillates in 2011 
with subsequent setting of duty 
for fuel oil at 100% of crude oil

Set duties for gasoline at a 
higher rate than for diesel fuel 
(2011)

Prevent gasoline shortfalls in 
the domestic market

Providing better incentives for 
investing in abundant diesel 
fuel processing units than in 
deficitient gasoline

equalizing duties for diesel and 
gasoline since 01.01.2017.

Non or zero excise rate for 
straight-run gasoline and 
substitute middle distillates 
when introducing excise taxes 
on motor fuels

Non-motor use of oil products 
(petrochemicals, residential 
and services, water transport 
etc.)

Substitute supply incentives 
remained in place, government 
budget losses

excise taxes adoption for 
straight-run gasoline (2006) 
and  subst i tute  middle 
distillates (2013-2016) with 
compensatory mechanisms 
for separate categories of 
consumers

excessive variability of excise 
taxes for environmental fuel 
classes

economic stimulation of 
investments in quality-
enhancing processes

Bigger budget revenue 
shortfalls, while technical 
regulations by themselves 
provide sufficient incentive 
for the modernization, and 
investment in euro-5 fuels 
at variable excise tax rates 
recouped within 1 year

The problem dropped off 
naturally after switching to 
euro-5

Source: VYGON Consulting

 
It is certainly a misfit for an industry where the exploration phase lasts 
from 5 to 10 years, and production for more than 20 years. Besides, 
the absence of tax innovations in the ONNP paper does not guarantee 
that they could not appear in the coming triennial. Since 2001, when 
the second part of the Tax Code came into force, more than 400 
acts were passed with the relevant amendments, while over 200 
amendments concerned meT on hydrocarbons according to Shell5.

5 Shell’s Vice-Chairman i.ignatiev addressing the moscow financial forum on 
23.09.2016.
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Tax policy must be more system-wise, it must send investors clear and 
credible signals. it is a challenge today to move from manual control 
of the fiscal regime with regular oppositely directed adjustments to 
a stable long-term system of oil industry taxation that would not 
need regular market-bound corrections in favor of the government 
or individual companies.

 

To date, the state shares the oil rent with the refining industry and 
consumers through the export duties on crude oil and variable duties 
on oil and oil products. Duties evoke lower export parity prices, i.e. 
foreign market prices minus customs duties and transportation 
costs. Consequently, the duties reduce selling prices of crude oil 
and oil products on the domestic market and in the eaeu countries. 
Russian refineries benefit because the duty rates on oil products 
are lower than for crude oil. as a result of this system, export parity 
prices for crude oil are going down more than for oil products, and 
the refineries get this differential, the so-called «customs subsidy». 

Despite the tax maneuver and relatively low urals blend price, the 
level of subsidies remains high enough. let us have a look how the 
customs subsidy is build up in 2017 (urals blend price assumed 
at $50/bbl, exchange rate 61.5 Rub/$). The existing export duty on 
crude oil cuts the selling oil price, thus the oil industry revenue from 
crude oil sales for export and in the domestic market is reduced by 
2,700 billion Rub (figure 13). Of this amount, the Russian budget only 
receives 1,146 billion Rub from oil exports. Since netback from oil 
sales in the domestic market falls, oil refineries purchase crude oil 
at a lower price, and their additional income totals 1,400 billion Rub. 
another 100 billion Rub go to Russia’s eaeu partners, particularly 
Belarus due to tax-free oil deliveries to its oil refineries. 

Due to the undervalued price of crude oil, extra income to the refining 
sector is reduced by oil products export duties that suppress their 
selling prices for both export and domestic market. export duties 
on oil products in the amount of 472 billion Rub go into the budget, 
while consumers’ win is about 300 billion Rub from lower domestic 
market prices, and the refining gets the remaining 659 billion Rub. 

finally, the Russian budget receives the customs duties on crude oil 
and oil products levied on their exports, 1,600 billion Rub, and the 

cUSTOMS SUBSidY 
EVAlUATiON
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remaining 1,100 billion Rub oil rent is distributed among the internal 
consumers and eaeu countries.

* Excl. oil products obtained in fat gas processing. 
* Note: fiscal and balance assumptions for 2017, Urals price 50 $/bbl, exchange rate 61.5 Rub/$ 

Source: VYGON Consulting

Fig. 13. Oil rent receivers through the export duty system (on crude oil and oil products)*, bln Rub

1146 1146

119119

1441

300

472

659

10

Oil rent taken from
upstream sector

Allocation
of oil rent 

End users 

-2706

EAEC

Russian consumers

Upstream sector

Refining

Russian budget

 
in 2005-2015, our estimate of total customs subsidies is 20,000 billion 
Rub, of which the refining sector accounts for 10,000 billion Rub, 
which is several times greater than the entire sector’s modernization 
investment program for a ten year period. moreover, the subsidies 
have not influenced the process of modernization. On the contrary, 
the risk that subsidies may come to a halt has spurred the refineries 
to invest in deeper conversion initiatives.
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Source: VYGON Consulting

Fig. 14. Budget losses from export duties on crude oil and oil products
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Inefficient subsidies have encouraged primary processing growth, 
particularly due to new refineries construction, which often does not 
focus on deep conversion. The current system of duties, by contrast, 
creates excessive incentives for asset modernization as it provides 
a higher customs subsidy for complex refineries. 

However, if the export duties are removed as well as the subsidies, 
a lot of investments will never pay off, even if the upgraded refineries 
operate at a profit. With no clear cut, long-term policy on the export 
duties level and their extension into the future, the state complicates 
its mission to reform the customs tariff system, and for companies 
– to take investment decisions. 

If oil prices rise, customs subsidy will go up again. As a result, lifting 
the duties in a high price environment will be more painful for both 
refineries and consumers; thus, the government granting this subsidy 
will lose more than now.
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Domestic market selling prices for oil products are set with a linkage 
to export prices. export-bound transportation costs and customs 
duties drive the domestic prices down. Wholesale/retail costs, 
marketing margin and indirect taxes (excise and VaT), in turn, 
increase the price. Clearly, any difference in the export duties on 
crude oil and oil products has no effect on the final price of oil products 
is the refining margin (Figure 15).

Source: VYGON Consulting

Fig. 15. Gasoline retail price forming factors in January 2017, Rub/t
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Customs subsidies allowed oil product consumers to save before 
2015, but now, following excise tax rises, total amount of excise 
taxes on oil products exceeded the customs subsidy. 

excises on motor fuels by far exceed the customs subsidy, while some 
consumer groups (for example, aviation sector when purchasing 
jet fuel) carry on enjoying the customs subsidy, as they have been 
receiving an extra subsidy since 2015 via ”negative” excises, i.e. those 
not paid into the budget but rather compensated to consumers from 
the budget (figure 16).

ExciSE TAxES VS cUSTOMS 
SUBSidY: cONSUMERS’TAKE
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Source: VYGON Consulting

Fig. 16. Subsidy to Russian consumers by individual oil products (2017)
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There are two key reasons why Russian refineries are so uncompetitive 
as compared with European refineries.

first reason is a wide technology gap. in Russia, there were only 
two refineries in early 2016 with Nelson index (a common measure 
of refinery complexity) exceeding 8 (average level for Europe’s 
refineries), while the mean country-wide index was 5.26. As a result, 
the average margin of a Russian oil refinery once it would be moved 
to europe will be negative or close to zero. 

Secondly, high transportation costs to export oil products of the 
Russian refineries’ export basket by far exceed the costs of crude oil 
exports. For a refinery located in Volga region, the customs subsidy 
was 6.6 uSD/bbl in 2015. 

Before 2014, the customs subsidy was more than enough to fill the 
logistic gap, but with the slump in oil prices it appeared too small 
to generate a positive margin of an average Russian refinery. This is 
why domestic crude oil processing plunged in 2015-16.

OpTiONS TO cOMpENSATE 
fOR lifTEd dUTiES
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Source: VYGON Consulting

Fig. 17. Refinery margin factors, $/bbl (exemplified by Volga region refinery)
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An output curve of the oil refining industry under the current tax 
system makes it possible to estimate cost-effective processing at 
around 260 mt within the current tax system (see figure 18). 

This estimate has been made with low crack spreads and domestic 
market premiums during the first half 2016. If these factors improve, 
profitable processing may build up.

If the customs duties are lifted, profitable processing may drop 2 times 
to mere 125 mt of crude oil and NGl (with other factors in place). 
Without additional subsidies for the industry, domestic oil refineries 
will continue to lag behind in terms of logistics and technology, which 
will cause most refineries to operate at a loss. 

The losses that subsidy lifting may entail can partly be offset by higher 
domestic market premiums, which could ultimately improve the 
industry output curve. Some of the demand will be met by imports, 
in particular, within the regions located close to the border. 

But is this scenario acceptable in view of the fact that Russia has 
enough secondary capacity to cover demand for gasoline in the 
domestic market?



VYGON Consulting

January 2017       Tax Reform in Oil Sector: Focal Points

32

** Processing layer is a volume of processing, which has similar product yields and unit margins. Bottom layer is a minimum 
** possible refinery utilization, which is determined by technologic constraints.

** Estimate performed at crude price 50 $/bbl, exchange rate 65 Rub/USD and same crack-spreads for oil products and 
** domestic market premiums as in the first half of 2016 with expected refinery configuration in 2018.

Source: VYGON Consulting

Fig. 18. Output curve and margin for crude processing layers* (2018, under the current tax system and 
with listed export duties**)
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Effect of listing export duty for crude oil

Obviously, the tax maneuver should be completed with the adoption 
of compensatory mechanisms for the refining industry. One possible 
mechanism is the negative excise tax on crude oil payable when the 
refinery receives crude shipments for processing. 

Depending on stimulation priorities, there can be different variations 
in the calculation formula, level and dynamics of changing parameters 
of negative crude oil excise: 

 � a compensation equal to the level of the customs subsidy 
for a simple refinery (3.5 US$/bbl) will allow such refineries 
to operate but will worsen the conditions for the rest of the 
industry. it is a least possible subsidy option with no variations 
and, accordingly, no dedicated incentives. it can be considered 
as a temporary tool to maintain operating margin, but not as 
a system-wide solution. 

 � A variable compensation by refinery regions to offset part of 
the logistic gap–implementation of equity principle taking into 
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account that companies are unable to substantially improve 
logistics6, as well as ensure national security by supporting 
the refineries situated far from the European borders.

 � a variable compensation with regard to domestic sales of 
motor gasoline (or excisable oil products). Currently an option 
is under consideration to encourage refining and domestic 
sales of commercial products, which the government will 
additionally charge using excise taxes. This will automatically 
support the refineries located far from the border as they are 
normally geared to meet local demand. 

 � Additional quality control of refined crude stocks.

The main objective of supporting the refining industry under the 
tax maneuver is to prevent price rise shocks, or in other words, 
the consumers would not pay for inefficient refining. Therefore, 
along with compensatory mechanisms introduction for the refining 
industry, the government will need to reduce the excise duty on motor 
fuels by an amount of customs subsidy to consumers.

To date, a negative excise duty mechanism has already been tested, 
and if duties for crude oil and oil products are zeroed, these excises 
will have to be recalculated. Thus, the completion of the tax maneuver 
with a logical zero reset of the export duties involves a detailed 
impact assessment for each major oil refinery and specific groups 
of consumers. 

Another task will be to assess the scope and principles of fixing the 
compensatory mechanisms by types of refineries and individual oil 
products to avoid price jolts on the one hand, and excessive levels 
of subsidy, on the other. 

abolition of export duties may be introduced by stages to mitigate 
possible shocks, for example, over three years. elaborating a 
compensation mechanism in 2017 should particularly include the 
size of compensations, possible differentiation by regions to offset 
part of the logistic gap and by products, potential downsizing of the 
compensation once the industry upgrading is complete.

6 the logistic gap can be reduced by increasing the conversion depth and changing 
transportation flows, but fundamentally the difference in the cost of crude oil and oil product 
basket shipping cannot be eliminated
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