Macroeconomic development

MARKETS IN 2014

Market trends

Oil industry

Power generation and Water utilities

MACROECONOMIC DEVELOPMENT
Slowdown in the real sector has been reflected on the
Russian stock market, where the RTS index (based on
market capitalization in US$) has been decreasing
throughout the year from 1,370 points in January to just
740 points in December (drop by 46%). At the same time,
the MICEX index (based on market capitalization in rubles)
has decreased from 1,500 points in January to 1,400
points in December (a 7% decline).

For Russia, the year 2014 turned out to be one of the most
challenging years of the past decade and a half. The
investment climate and overall macroeconomic
environment have drastically worsened due to the
coincidence of several factors:
– A drop in oil prices by ~50% (while oil, gas and oil

The year 2014 was marked by four key developments that
have significantly contributed to the up-to-date
performance of the global economy and will be shaping
the global outlook for 2015-2016:
– Oil prices have plummeted from ~US$108/barrel to

~US$55/barrel. The decline was caused by unexpected
demand weakness in emerging market economies
(especially China), steady rise in unconventional oil
production in USA, and an OPEC decision to maintain
current production levels;
– The U.S. dollar has strengthened its position by 12%
to the currencies of other developed economies (e.g.,
the euro and yen). This rise was supported by the strong
recovery of the US economy (growth of 2.4% in 2014)
and tapering of US Federal Reserve quantitative easing
measures;
– Currencies of many emerging markets have weakened,
particularly those of commodity exporters;
– Interest rates and risk spreads have risen in many
emerging market economies, notably commodity
exporters, while long-term government bond yields have
declined further in major advanced economies, reflecting
the effect of safe havens.
Global economic growth in 2014 remained at the level of
3.3% and remained driven by developing countries,
especially China, India and ASEAN countries, which grew
by 7.4%, 5.8% and 4.5% respectively. Growth in nearly all
advanced economies has accelerated with the EU28 area
growing at 1.3% (and expected to further boost its growth
rate in 2015-2016) and USA and Canada growing at 2.4%
each. The only exception was Japan, where the economy
fell into technical recession, resulting in a growth rate of
just 0.1%.

22

HMS GROUP || Annual report 2014

products still contribute to more than 70% of Russian
exports);
– The crisis in Ukraine and international sanctions on
Russian financial and oil production and military
machinery industries with a reciprocal embargo on food
imports from the EU and USA;
– The strengthening of economic stagnation due to the
exhaustion of growth potential of the previous economic
model of 2000-2013 (which was based on the continuous
growth of oil products and low cost of energy, raw
materials and labour, the availability of sources of
relatively cheap financing and initially low saturation level
on consumer markets).
The Russian economy has been stagnating and
demonstrated just 0.6% of growth in 2014 (1.3% in the
previous year). Throughout the year the economy has
been slowing down and quarter-by-quarter growth in Q1,
Q2, Q3 and Q4 amounted to 0.0%, 0.1%, 0.0% and -0.4%
correspondingly.

Real domestic consumption in Russia has slowed down its
growth rate from 3.9% in 2013 to 1.5% in 2014. Investment
in fixed assets has decreased by 2.5% and constituted
19.0% of GDP.

The drop in oil prices has resulted in slight-to-moderate
depreciation of all the currencies of the oil-producing
developing countries. However, the Russian ruble has
shown the worst performance among them, plummeting
by 42% to US$ and by 34% to EUR (RUB/US$: from 32.66
to 56.26; RUB/EUR: from 45.06 to 68.34). The devaluation
of the ruble was caused by the stagnation of the
economy, further deterioration of the investment climate
and the drastic weakening of the national Balance of
payments, which has changed from -US$11.3 billion in
2013 to -US$110.9 billion in 2014. This drop in the Balance
of payments was mainly due to the huge increase of
capital outflow from Russia, which has increased by 250%,
from US$61 billion in 2013 up to US$152 billion in 2014. At
the same time the balance of the trade of goods and
services remained positive and amounted to +US$131
billion for 2014. In this environment, the Central Bank of
Russia has changed its previous policy of currency band
in order to slower the diminishing of national FX reserves.
The newly adopted policy presumes high volatility on the
FX market and minimum and unpredictable interventions
by the Central Bank of Russia.

Russia experienced 1.7% of growth in industrial output in
2014 (0.4% in 2013). Growth was driven by manufacturing
and raw materials extraction sectors, growing at 2.1% and
1.4% respectively. The three best-performing industries
were the production of transportation vehicles (growth of
8.5%), rubber and plastic (7.5%) and oil products (5.7%). At
the same time energy, gas and water production and
transportation stagnated at -0.1%. The profitability of the
absolute majority of producers of industrial products has
significantly decreased across all industrial segments.
Due to the devaluation of the ruble and a Russian
embargo on the import of food products from the EU,
inflation (Consumer Price Index) in Russia has drastically
increased from a previously stable level of 6.5% (in 2012
and 2013) up to 11.4% in 2014. At the same time, the
Industrial Goods Producers Price Index has increased
only by 5.9%, reflecting the downfall in global prices for oil
and oil products and decreasing domestic demand for the
investment goods.
Real wages in Russia have grown on average by just 1.3%,
while the real disposed income of population has
decreased by 0.8%. The unemployment rate remained
stable at the low level of previous years and amounted to
just 5.5%.

Simultaneously, the Central Bank of Russia has raised
the key interest rate, which is used to provide liquidity in
rubles to all commercial Russian banks and via them to
other sectors of the economy. The interest rate was raised
several times and has ultimately increased from 5.5% in
December 2013 up to 17.0% in December 2014. This
measure has contributed to the slowing of the
devaluation of the ruble but simultaneously resulted in
the sharp increase of the cost of financing for all Russian
companies and private individuals. Nevertheless, the total
sum of credits issued by banks to corporate lenders has
increased by 11% in comparison to 2013, from 210 trillion
rubles to 232 trillion rubles. This has resulted in the 19%
increase of the national corporate debt load, from 22.5
trillion rubles in December 2013 to 26.8 trillion rubles in
December 2014.
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MARKET TRENDS (OIL INDUSTRY)
Russia has the largest oil and gas reserves in the world and is the second
largest oil producer with 13% of total global oil output. The oil upstream industry is
a backbone of the economy with an impact on the country’s international
payments, exchange rate and the formation of the economy’s investment
resources.
UPSTREAM
According to the Russian Ministry of
Energy, in 2014, Russian oil output reached
527,000 million tons of oil, which is a 0.6%
rise compared with the previous year. This
increase was supported by the
development of new oil production centres
in East Siberia, and major crude oil exports
to Asia, primarily to the People’s Republic
of China, where demand for Russian oil is
increasing, have started.
Russian producers capitalized on rising oil
prices in the first half of 2014, when they
reached over US$113 per barrel. However,
prices have halved since then. The price of
oil fell from US$108/barrel to below US$60/
barrel and has stabilized at that level. The
drop in prices could have an effect on both
production and demand - downward
pressure on investment into new
production, combined with upward
pressure on demand.

Oil production in Russia, millions of tons
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Production in the oil sector hasn’t been
affected by falling oil prices and Western
sanctions yet. The impact on production
will most likely be seen this year.

MIDSTREAM
With over 50 thousand km of oil pipelines
and more than 400 installed pump stations,
Russia has the largest oil pipeline system in
the world. Over 90% of crude oil produced
in Russia is transported through the existing
trunk pipeline system.
In 2014 crude oil exports via state
monopoly Transneft fell 5 percent to 195.5
million tonnes due to rising domestic
demand and refinery runs.
The existing pipeline system is constantly
expanding through the following projects:
– The construction of the Zapolyarye-Purpe
oil pipeline, with an overall capacity of 45
million tonnes per year, is planned in order
to transport oil from the green fields of the
Yamalo-Nenets Autonomous District and
from the North of the Krasnoyarsk District.
– The overall length of the pipeline is
estimated to be 500 km;
– The construction of the Kuyumba-Taishet
oil pipeline, with an overall capacity of 15
million tonnes per year, began in 2013 to
transport oil to the system of pipelines in
the ESPO-2 project. The overall length of
the pipeline is estimated to be 700 km;
– The ESPO expansion — the
construction of oil pipelines from
Taishet-Skovorodino- Koz’mino;
– The construction of the South diesel
route via southern Russia;
– The construction of the north-western
Sever diesel pipeline.
Total capital expenditure by Transneft in
2014 is estimated as 372.6 billion rubles.
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The Russian refining system is the third
largest in the world, ranked only behind the
U.S. and China, with approximately
275 million tonnes of total capacity. It is
absolutely obvious that Russia’s
downstream segment is continuing to
develop rapidly. Oil product prices and the
current tax environment remain supportive
of development, contributing to increased
refining outputs and a higher level of
investments. If the upgrading of the
domestic refining infrastructure keeps up at
its current pace, the depth of refining in
Russia will rise from 72% to 85% by 2020.

In 2013, the estimated volume of primary
processing hit a record level of 290 million
tonnes, up 4% year-on-year.
According to investment plans announced
by oil companies, capital expenditure in the
sector exceeded 299 billion rubles in 2014.
In the coming years, primary processing
capacities in Russia can add another 12.2
million tonnes (or 5.2 million tonnes,
excluding Taneco’s potential expansion).
Russia’s total processing capacities
(including condensate) may therefore rise
from around 290 million tonnes to 300.2
million tonnes (or even to 307.2 million
tonnes if Taneco’s expansion is
completed). Consequently, the share of
secondary processing may grow from the
current 70% to about 100% (this compares
with 140% in the US).
Industry growth is likely to be driven by
new projects in 2013:
– Rosneft is still developing programmes to
upgrade in the Novokuybyshevsk and
Tuapse refineries: Upgrading Tuapse oil
refining complex by putting into operation
two stations of primary oil refining and
construction of catalytic reforming and
hydrocracking complexes and complex of
low-temperature isomerisation in
Novokuybyshevsk refineries plants;
– Lukoil is continuing to reconstruct its
diesel fuel production unit and modernise
at Volgograd refinery plant;
– Gasprom Neft started installation and
building a combined oil refinery installation
in Omsk.

GAS PIPELINE PROJECTS
The Unified Gas Supply System of Russia,
operated by Gazprom, is the world’s largest
gas transmission system and represents a
unique engineering complex encompassing
gas production, processing, transmission,
storage and distribution facilities. It assures
continuous gas supply from the wellhead
to the end consumer. The system includes
161.7 thousand kilometres of gas trunk lines
and laterals, 215 line compressor stations
with gas compressor units totalling 42
thousand MW in capacity, 6 gas and gas
condensate treatment facilities and 25
underground gas storages locations.
Gazprom has approved an 840 billion ruble
(US$13.5 billion) investment program for
2015.
The bulk of Gazprom’s 2015 investment
will go into research for a new gas pipeline
route to China, most likely from West
Siberia, and the construction of Power of
Siberia gas pipeline.
Power of Siberia will run nearly 4,000
kilometers through five Russian constituent
entities: the Irkutsk Region, the Republic of
Sakha (Yakutia), the Amur Region, the
Jewish Autonomous Region and the
Khabarovsk Territory and will have an
annual capacity of 38 billion cubic metres
of gas.
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MARKET TRENDS (POWER GENERATION)

MARKET TRENDS (WATER)

Russia remains one of the largest electricity producers in the world, behind only
China, the USA, Japan and India. Strong electricity demand is driven by the
relatively low energy efficiency of national industries.

The water market in Russia shows stable, positive dynamics which are secured
by the steady growth of tariffs and the arrival of private investment to the sector.
Investment prospects are based on the guaranteed demand for services and the
good potential for cost saving.

This strong demand consequently
challenges the limited and ageing energy
producing capacity and explains the
permanent tariff growth and the reason
why this is one of the sources for high
investment programs by the power
generating companies.
In 2014, the electricity output in Russia
increased by 0.5% year–on-year and
reached 1,062 billion KW/h. Russia’s power
complex includes approx. 600 power
plants, each with an individual capacity of
over 5 MW. In 2014, the total capacity of
Russian power plants amounted to 249.4
GW, exceeding the 2013 level by 7.7 GW.
Growth was driven by the construction of
new power facilities and the modernisation
of existing infrastructure.
The power industry has the following
components of generation: thermal plants
(68%), hydraulic (21%), nuclear (approx. 11%).
The long-term outlook of the Russian
power industry is influenced by the
“General scheme of energy development
for the period till 2020”.

THERMAL POWER
PLANTS
The main thermal power stations in Russia
use organic fuels such as gas or coal and
essentially consist of steam-turbine power
stations.
In 2014, Russia’s overall thermal power
plant installed capacity was 169.6 GW, up
2% compared to the previous year.
The infrastructure in the thermal power
sector is quite outdated — almost 55% of
the installed capacities are over 30 years
old.
As such, Russian plants have an efficiency
ratio of 37%, which is lower than the 41%
level for developed economies. This
discrepancy dictates the necessity for
equipment upgrades by all the major
power generating companies.
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This is also the reason why the technical
modernisation and reconstruction of the
existing power stations is a primary
development goal of the Russian thermal
power sector, in addition to the start-up of
new modern generating capacities.
The sector’s investment grew by 4%
year-on-year in 2014 and reached 380
billion rubles.

NUCLEAR POWER
PLANTS (NPP)
Russia has full-cycle technology for the
nuclear industry — from the extraction of
uranium ore to electric power generation.
Currently, 33 nuclear power units, with an
overall installed capacity of 25.2 GW, are
operated at 10 sites by Rosenergoatom.
They account for 16% of domestic electricity
generation. The share of nuclear
generation in the European part of Russia
reaches 30%, and, in the North-West part of
Russia, 37%.
Currently, there is an ongoing process of
large-scale NPP construction in Russia. The
following construction projects are
underway: Novovoronezhskaya NPP Phase
II, Leningradskaya NPP Phase II, Baltic NPP,
and the world’s first floating nuclear
co-generation plant, Akademik Lomonosov.

Another nuclear power unit — the fourth
reactor of Beloyarsk NPP — is close to
completion. In addition to construction in
Russia, nuclear power plants are being
built abroad, including Kudankulam (India),
Bushehr (Iran), Akkuyu (Turkey), Ostrovets
(Belarus), Ninh Thuan NPP -1 (Vietnam),
Jordan NPP, Armenian NPP and Tianwan
Second Stage (China).
Most of the 33 nuclear operating reactors
in Russia are ageing; 80% of capacity has a
maturity of 20-40 years. This has led to the
development of a large-scale investment
programme by the state operator Rosatom,
under which several initial steps have
already been taken.

There are interruptions in water supply in
more than half of the 24,000 municipalities
in Russia; on average, a mere 71% of water
samples in the country comply with sanitary
standards. The Pure Water Federal Target
Programme for 2011-2017, signed in
December 2010, aims to increase the
coverage of water and wastewater services
in Russian regions with the goal of reaching
95% for safe water supply coverage and
84% of wastewater collection and
treatment by 2017. The construction and
rehabilitation of infrastructure are expected
to create new opportunities for equipment
suppliers and engineering firms as well as
construction companies. Emerging interest
in advanced solutions, such as membrane
systems, ultraviolet and ozone treatment
creates good development prospects for
the market’s participants.

The deterioration of pipes in some cities is
above 60%.
Capital expenditure on water and
wastewater infrastructure is forecasted to
nearly double from US$1.4 billion in 2011 to
US$2.7 billion in 2018.
Today the issue of water supply and
wastewater treatment is addressed within
the framework of the Housing
Special-Purpose Federal Programme,
special-purpose federal programmes for
territorial development, programmes for
development of the republics in the south
of Russia, Far East, Trans-Baikal, and
Kaliningrad Oblast. The programmes
provide for a set of activities to construct
and rehabilitate water supply facilities,
sanitation systems, and wastewater
treatment plants.

A large number of water supply systems
require rehabilitation as the low capacity of
centralized water supply systems impedes
the development of localities.

In 2014, electricity output grew by 4.5%
year on year and reached 180.5 billion
KW/h. The estimated investments in the
sector increased 7% year-on-year in 2014
and reached 320 billion rubles.

Production drilling rate, km
1100

300
250

1050

200
1000

150
100

950

50
900

0
-50

850

2005

2006

2007

2008

Total capacity of power plants in Russia GW
Power generation in Russia bn kW/h

2009

2010

2011

2012

2013

2014

Change in generation capacities in Russia GW

Annual report 2014 || HMS GROUP

27

