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Impact of sanctions on the Russian oil sector
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In 2014, Western countries imposed sanctions on Russia in reaction to its continued violation of
the sovereignty and territorial integrity of Ukraine. Some of the restrictions! affect one of the
most important parts of the Russian economy - the oil sector. Sanctions apply to the exploration
of deep-sea and Arctic oil deposits. They limit the access of Russian oil companies to modern
technology and foreign loans. Due to the sanctions Western companies cancelled their
participation in exploration of new oil deposits and stopped providing modern technology for
geological studies and for production of heavy oil.i This analysis seeks to answer the following
questions: have the approximately two years of sanctions affected the Russian oil sector? If so, to
what extent?

Restrictions on foreign companies

Due to the sanctions several foreign oil companies have had to suspend their participation in
projectsii intended for future oil production in Russia:

e ExxonMobil suspended cooperation with Rosneft on the production of hydrocarbons in
the Sakhalin-1deep-sea project;

e ExxonMobil suspended cooperation with Rosneft on the production of heavy oil from the
Bazhenov formation in the Khanty-Mansi Autonomous District;

e ExxonMobil suspended cooperation with Rosneft on the exploration of oil deposits in the
Kara Sea in the Russian Arctic (during summer 2014, only one sample drilling was carried
out in the Universitetskaja-1 deep-sea deposit);

o Shell suspended cooperation with Gazprom Neft on the production of heavy oil from the
Bazhenov formation with multi-stage fractioning of shale in the Upper Salym deposit;

o Total suspended cooperation with Lukoil on the production of heavy oil from the
Bazhenov formation with multi-stage fractioning of shale in the Galyanovski deposit.

Gazprom Neft and Lukoil have promised to continue with the above projects independently,
because of their expertise in horizontal drilling and shale fractioning.

Rosneft is now acquiring technical expertise (horizontal drilling and shale fractioning) in the
production of heavy oil in two ways: by training its own oil service units or by buying the assets
of Western companies in Russia.” Nevertheless, it has postponed all deep-water projects in the
Arctic until 2018.



Sanctions do not apply to subsidiaries of Western companies in Russia.vi Therefore, foreign
owned oil service companies will continue to work on existing oil deposits. For example,
Schlumberger and Baker Hughes still work with Gazprom Neft on the Prirazlomnoye deposit in
Pechora Sea.vi While Halliburton interrupted cooperation with Gazprom Bureniye, a company
that belongs to Arkady Rotenberg,ii it continues to work with Gazprom Neft, Lukoil, etc.

Restrictions on imports of technology

Russian oil companies are heavily dependent on foreign technology - in fact, the sanctions affect
68% of imported equipment.ix Moreover, Russian oil companies have to buy from the West some
50% of equipment and 80% of software for heavy oil production from the Bazhenov formation,
as well as 80% of equipment and 90% of software needed to exploit deep-water deposits.x

Restrictions on the import of technology are another reason for Rosneft has postponed all
planned explorations in the Russian Arctic.

Restrictions on the import of technology also extend to those spare parts that are not produced
in Russia. For example, the drilling platform of Gazprom Neft in the Prirazlomnoye deposit is
90% dependent on spare parts of Western originxi The import of spare parts declined
approximately 10% in 2014 due to the sanctions.xi While they were partially replaced by the
import from China and South Korea, which have not joined the sanctions. Nevertheless, a wide
range of equipment import from non-aligned countries may be restricted because constituent
parts of the equipment originate from the West.xiii

Despite their announced plans Russia's government and businesses have not succeeded in
starting or restoring the import-substituting production of required equipment for oil sector.xv
In the beginning of 2015 the Ministry of Industry and Trade published a so-called import
substitution plan* but so far it has not produced any tangible results.

In 2015 Russia's Industry and Trade Ministry's Development Fund granted low interest long-
term loans to a few dozen industrial companies for import-substituting projects.xvi The amount
of the loan - a billion rubles, or about 17 million USD - accounted for only a fraction of the
demand.

Rosneft spearheaded plans for the construction of a shipbuilding complex Zvezda in the city of
Primorsk in the Far East. There are plans to build oil and gas tankers, deep-water drilling rigs
and other oil production equipment in the complex. Rosneftegaz,xii Gazprom Bank and the
Welfare Fund of Russia are participating in the financing of the venture. However, Rosneft has
not yet found a strategic partnerii that would contribute to the shipbuilding complex with
modern technology. Due to sanctions, it is unlikely that any Western company would agree to
participate in the project.xix While construction on Zvezda was planned to begin in 2018, due to
sanctions it is most likely that this will be delayed.

The sanctions prevent the use of western technology in the onshore deposits of Gazprom Neft
and Surgutneftegaz, where horizontal drilling and multi-stage shale fractioning was planned to
use to produce heavy oil from the Bazhenov formation. The same applies to the deposits of
Gazprom Neft in the Pechora Sea and in the shallow waters of the coast of the Yamal Peninsula.xx
Surgutneftegaz and Gazprom Neft have promised to continue with the exploration of deposits
and production as well by their own means.



Russian refineries depend almost entirely on imported equipment from the West.xi Much of the
equipment could be imported from China, but this will not improve the quality of the fuels
produced. Russian companies export petroleum products mainly to CIS countries.

Restrictions on the purchase of Western technology for deep-water oil deposits are impacting
the production of natural gas in Russia as well. Gazprom had to postpone the expansion of a
natural gas liquefaction factory in Sakhalin because of US sanctions. These affected the
exploitation of South Kirinskoye deposit in the coastal waters of the island, which in addition to
natural gas contains also a small amount of oil.xxii

Restrictions on foreign loans

Novatek,xii Rosneft, Gazprom Neft and Transneft no longer have access to loans from Western
banks on favorable terms, something that also complicates the repayment and refinancing of
their existing debts.

Financial difficulties caused by the sanctions have reduced the interest of Russian oil companies
in projects requiring major investments, e.g. in the Arctic or in deeper geological formations.xxiv
Restrictions on foreign credit are forcing them to focus on increasing the productivity of existing
oil deposits. However, such productivity increases requires the use of modern technology -
which is provided by foreign owned oil service companies, whose activities are not affected by
sanctions (see above).

Restrictions have forced Russian oil companies to request help from the government or from
financial institutions of those countries that have not imposed sanctions. Only Rosneft and
Novatek dared to apply for financial support from the Russian government and Russian Welfare
Fundxv to alleviate their difficulties. Rosneft asked 2 trillion rubles (about 34 billion USD) for 28
projects but the government agreed to support only one project (shipbuilding complex Zvezda)
with 44 billion rubles.xvi As a result, Rosneft cut investments in 2015 by 30% compared to the
previous year.

Novatek asked the government for 150 billion rubles to invest in the Yamal LNG project and
received the amount via Russian Welfare Fund.=vii Novatek wanted US dollars instead of rubles
to pay for the ordered equipment from the West, but the government refused.xvii Therefore
Novatek still has difficulties in financing the Yamal LNG. Due to sanctions Novatek applied for
credit from Chinese banks, though it soon exited these arrangements because of relatively high
interest rates.xix Relations with China's financial institutions may improve now that Novatek has
sold 10% of Yamal LNG to China's Silk Road Fund.xxx

Some Russian oil companies can overcome financing constraints with the help of political
connections. To repay the loan portion of the USD 6.9 billion in December 2014, Rosneft sold
bonds to commercial banks in rubles and exchanged those immediately for dollars in a closed
auction in the Bank of Russia, which led to a sharp depreciation of the ruble.xxi A similar
transaction was made in January 2015, when Rosneft sold bonds at a closed auction in the
Moscow stock exchange to repay the loan portion of same amount.xxii Rosneft could only have
made those transactions with high-level political support.

Rosneft is looking for investors from China and India for its projects. China's oil companies have
not given their consent to allocate their money into Rosneft owned assets despite prolonged



negotiations and framework agreements.xxxii They prefer to import oil by long-term contracts.
Indian companies’ interests have been more efficient - ONGC will receive 15% stake in
Vankorneftxxiv Another Indian oil company, 10C, wants a share in Vankorneft as well.

In conclusion

The sanctions have not affected the oil poduction from the existing oil deposits. This has helped
Russia's oil companies in the price competition that began in the world markets at the end of
2014. They not only survived but increased oil production and exportsxx to maintain their
market share. In 2015 Russia produced 534 million tons of oil (1.4% more than in 2014),xxvi and
exported 241 million tons of oil (10% more than in 2014).xxxvii (see graph) It is likely that
Russian oil companies will produce and export oil on the same level in 2016 as well.xxxviii

The impact of financial restrictions on the oil sector is already being felt as the scarcity of funds
is forcing Russian oil producers to cut down planned investments,*xix which inevitably leads to
the fall of production and export of oil and to the decrease of tax revenues. Experts estimate that
between 2014-2017 the Russian economy will lose approximately 170 billion USD due to the
combination of financial sanctions and cheap oil.*

Restrictions on the import of technology will have a long-term impact. The existing equipment
fleet enables Russia to maintain current production levels. However, with the increase of the
share of heavy oil in productionxi the demand for new technologies also increases. Due to
sanctions Russian oil companies have to make do with existing equipment because of their
inability to replace Western technology with domestic equivalents. Import from non-aligned
countries or buying up Western companies with necessary know-how will not solve the problem
for the Russian oil sector in the long run.
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" Heavy oil includes viscous oil and oil located in shale or beneath hardly reachable geological strata
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