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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 billion rubles 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). 
 
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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2. 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. 

3. 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.

4. 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. 

5. 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.

6. As Russian oil refineries lag behind in logistics and technology, 
canceling the customs duties would halve their cost-effective 
processing to mere 125 million tons 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.

7. 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



all materials presented in this paper are solely for informational 
purposes and only reflect private judgment of the authors and shall 
not be considered as an urge or recommendation to commit any 
actions.

Vygon Consulting and its executives shall not be responsible for the 
use of the information contained herein, for any direct or indirect 
damage resulting from the use of this information, as well as for the 
accuracy of information obtained from external sources.

any use of the paper materials is only permitted with reference to 
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