Reform of forest use payments in Russia
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Russian logging companies pay the state a fee for
forest use, which is currently about one euro per cubic
metre of wood. The forest use payment is one tenth of
the production costs of wood.

In order to increase the state's forestry income and to
intensify forestry, the minimum rate of forest use pay-
ment is being converted to market-based. According
to the plan, the forest use payment would be based,
among other things, on the forest leaser’s wood pro-
cessing capacity and degree of processing, as well as
the amount of forest regeneration work and forest
road construction.

The planned reform would increase the forest use
payments significantly, in particular for SMEs, and
strengthen the concentration of logging companies on
large forest industry groups.

19 per cent of Russian forests are leased for
wood harvesting.

In Russia, there are 5700 forest leasers, half
of them small or medium sized by logging
volumes.

Forest leasers cover 80 per cent of wood
harvesting.

Standing sales of forest stands are targeted
especially at SMEs.

Forest use rights

Russian forest fund (lesnoy fond) is owned by the
Russian Federation and it covers 95 per cent of the
forest area. Forests outside the forest fund are locat-
ed for example in military areas and settlements.
Forest use is subject to a charge, and private compa-
nies as well as individuals can obtain paid forest use
rights for a limited period of time.

Logging rights can be obtained through forest lease
for 10-49 years or through a standing sale agreement
for less than one year. Forest use rights are primarily
granted through auctions and competitive tendering.
Companies approved to the priority investment list
receive harvesting rights without competition.

The forest use payment is based on the minimum
rate set in the regulations. The minimum rate is used
as the starting price for the auctions, whereas the
regional forest authorities may set a higher starting
price than the minimum rates. The forest use pay-
ment is based on the allowable cut of the leased for-
est area or stand being sold, and is charged accord-
ing to the logging volumes specified in the contract
irrespective of the actual volumes harvested.

Current minimum rates less than one
euro per cubic metre

The minimum rate of wood harvesting is differentiat-
ed according to tree species, transport distance and
timber assortment structure for 53 payment zones.
In Northwest Russia, the payment zones correspond
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to the Federation subjects, with the exception of Ar-
khangelsk-Vologda payment zone. In addition, the
coefficients for logging type and wood harvesting
conditions are used in the calculation of the mini-
mum rate. The minimum rate for priority invest-
ments is reduced by 50 per cent.

In 2014-2018, the minimum rate for wood harvesting
was 40 roubles per cubic metre (0.6 €/m3) and the
actual forest use payment was 66 roubles (1 €/m?3),
which is 65 per cent higher than the minimum rate
(Figure 1).

The last decree on minimum rates for wood har-
vesting was adopted in 2007 (22.5.2007 Ne¢ 310).

Figure 1. Development of forest use payments in
Russia 2007-2018
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There have been several increases in the minimum
rates, the highest of which was 44 per cent in 2018.
During the weak economic situation in 2010-2014,
increases were put on hold to support forest indus-
try. (Table 1)

In Russia, the forest use payment accounts, on the
average, for 10 per cent of the harvesting company's
production costs, i.e. the cost price of wood
(Karvinen et al. 2016, Strategiya...2030). In North-
west Russia, the share of forest use payment is
about 4 per cent of the cost price of wood (Figure 2).
The share of forest use payment in the prices of

Tablel. Valid increases of minimum rates for wood
harvesting.

Year Coefficient, increa- % from
sing the rate of 2007  previous year

2008 1.15 15
2009 1.30 13
2015 1.37 5
2016 1.43 4
2017 1.51 6
2018 2.17 44
2019 2.38 10
2020 2.62 10
2021 2.72 4
2022 2.83 4
2023 2.94 4

Sources: Federal laws on budget, Government decree...310

different timber assortments is estimated as follows
(Strategiya...2030):

e Sawlogs 3-4%

e Veneer logs: softwood 7%, hardwood 2%

e Pulpwood 6-7%.

Reform of forest use payments

Forest use payments are considered too low from
the viewpoint of the state and the basis for their de-
termination is being revised. The aim is to increase
government revenue and improve the profitability of
forestry from a state-owner perspective. In addition,
aim is to create financial incentives for companies to
intensify forestry and develop high value added pro-
duction.

Several approaches to calculate the market-based
forest use payment has been presented. The most

Figure 2. Structure of wood cost price in
Northwest Russia 2016
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concrete proposal is the draft decree published by
the Russian Ministry of Natural Resources and Envi-
ronment in autumn 2019, which is currently in the
public consultation phase.

The background report of the draft decree justifies

the need for reform as follows:

e The current minimum rates are too low and do
not reflect the true value of forest resources in
the regions.

e Forest use payments do not motivate companies
to process wood, and forest leasers underutilise
wood harvesting opportunities (2/3 of leasers’
allowable cut is harvested).

e In Russia, there is no financial incentive for forest
users to intensify the use and regeneration of
forests or to increase the degree of wood pro-
cessing.

The proposal for a market-based forest use payment
in the draft regulation, which motivates forest users
to develop wood processing and high value added
production, outlines following actions:

e Supplementing the current minimum rate with a
weighting factor, which depends on the forest
leaser's own wood processing rate (does not ap-
ply to priority investments):

0-30 %: 2-fold rate
30.1-60 %: 1,5-fold rate
>60.1 %: 1-fold rate

e The definition of minimum rates will in the fu-
ture be based on the market price of wood, the
costs of harvesting and transporting wood, the
costs of forest protection and silviculture, and
the standard profit of the logging company.
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e For a transition period from 1.1.2021 to
31.12.2023, market-based minimum rates will
apply only to new forest lease contracts, from
1.1.2024 for all contracts.

The proposed new minimum rates will be calculated
using 13 correction factors, some of which are al-
ready used in the calculation of the current rate
(e.g. transport distance, thinnings, wood volume per
hectare, slope of the terrain). New correction fac-
tors:
e Small and medium sized companies and entre-
preneurs: 0.5.

e Forest leaser’s degree of own wood processing:

10-20 %: 0.95

20.1-30%:0.9

30.1-40 %: 0.85

40.1-50%:0.8

50.1-60 %: 0.75

60.1-70%: 0.7

70.1 - 80 %; 0.65

80.1-90 %: 0.6

>90.1 %: 0.55
e Products manufactured by the leaser:

Roundwood: 1,0

Sawn wood: 0.8

Wood-based panels and pulp: 0.65

Joinery products, paper and paperboard: 0.6
e Forest regeneration with container seedlings of

improved origin:

10.1-50 ha: 0.97

50.1 - 100 ha: 0.95

100.1-200 ha: 0.93

200.1-300 ha: 0.9

>300.1 ha: 0.85.

e Realisation of allowable cut:
70.1- 80 %: 0.95
80.1-90%: 0.9
>90.1 %: 0.85

e Construction of all-season forest roads:
<1lkm:1
1-5km:0.9
6 - 15 km: 0.85
16-30 km: 0.8
31-50km:0.75
>50.1 km: 0.7

Forest use payments are adjusted annually by the
above coefficients based on the previous year's re-
sults.

Assessment

If the draft decree of the Russian Ministry of Natural
Resources and Environment is approved without
changes, in the beginning of 2021, the minimum rate
for existing lease agreements might even double for
companies that are not able to process over 60 per
cent of harvested wood (Figure 3).
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Figure 3. Minimum rates for wood harvesting in Arkhangelsk and Vologda regions for existing lease contracts*.

Valid decree
2019

m 2020
m 2021

Draft decree
W 2021, < 30 % processing degree

W 2021, 30-60 % processing degree
W 2021, > 60 % processing degree

* Industrial roundwood without bark, clearfellings, wood volume 100.1-150 m3/ha, transport distance
from forest to the nearest loading point max. 100 km, slope of the terrain < 20 degrees. Present mini-
mium rate with valid increases of the decree 310, average for timber assortment groups. New mini-
mum rate according to the draft decree with correction factors on degree of own wood processing .

Sources: Government decree...310,
Minprirody 2019
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In practice, the increase of minimum rate would
affect a large number of forest leasers as only few of
them have opportunities for processing both logs
and pulpwood. The share of logs accounted, on the
average, for 50 per cent of roundwood production in
Northwest Russia in 2014-2018, and the share of
pulpwood was 30 per cent (Rosstat 2019). The in-
crease of minimum rated would be particularly se-
vere for SMEs, which account for almost 90 per cent

of forest leasers in the Arkhangelsk region, for exam-
ple (Lesnoi Region 2015). According to the back-
ground report of the draft regulation, a new mini-
mum rate would apply to old forest lease contracts
from 2024 onwards, i.e. the above-mentioned in-
creases would only apply for a transition period.
However, this is not mentioned in the draft regula-
tion itself.

The minimum rates set in the draft regulation for
new forest lease agreements concluded after 2021
are 3-4 times higher than the current rates. The cor-
rection coefficient for SMEs would halve the increas-
es for most independent harvesting companies. For
the wood processing industry, the minimum rate
increases would be smaller (Figure 4). If the forest
leaser could be able to take full advantage of the
new correction factors, the minimum rate might de-

Figure 4. Minimum rates of wood harvesting for new forest lease contracts 1.1.2021*.
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* Industrial roundwood without bark, clearfellings, wood volume 150.1-185 m3/ha, transport distance from forest to the nearest loading point
max. 100 km, slope of the terrain < 20 degrees. Present minimium rate with valid increases of the decree 310, average for timber assortment
groups. New minimum rate according to the draft decree with correction factors:

SME harvesting company: without own wood processing coefficient 1; SME coefficient 0.5

Pulp mill: wood processing degree 50-60 % coefficient 0.75; products paper and paperboard coefficient 0.6.

Source: Government decree...310, Minprirody 2019
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crease from the current level. Reduction rates based
on forest regeneration and forest road construction
are easy to achieve, but a full reduction based on the
degree of wood processing and utilisation rate of the
allowable cut may be practically impossible. The pre-
conditions for processing more than 90 per cent of
harvested wood are poor when firewood alone ac-
counts for more than 10 per cent of the harvested
volumes (Rosstat 2019). The calculation criteria for
the allowable cut are criticised in Russia and the ac-
tual felling potential is considered to be significantly
lower than the calculated one (Shvarts et al. 2018,
Strategiya...2030). In addition, outdated and inaccu-
rate forest resource data do not reflect the true
characteristics of the stand, which increases the
probability of errors when determining the allowable
cut.

Increases in the current forest use payments appear
to have had a statistically significant effect on the
development of roundwood producer prices in
Northwest Russia after 2015, when the annual in-
creases in the minimum rate have led to wood price
increases. The exception is hardwood logs, for which
only the 44 per cent increase in 2018 is statistically
significant. Similar effect was not observed in the
development of euro-denominated border prices of
wood imported from Russia to Finland. The analysis
was carried out using a time series model, which
used, in addition to past price observations, the in-
creases in the minimum rate and, in the case of
wood imported to Finland, changes in the Russian
export duties on roundwood. Statistics on round-
wood market prices in Russia were not available,

thus, roundwood producer prices were used in the
model.

The increases in forest use payments would further
strengthen the concentration of wood harvesting on
companies belonging to large forest industry groups.
From the viewpoint of the Russian state, a small
number of large forest leasers might, on one hand,
increase investments in forestry and improve the
quality of silviculture, as well as facilitate the control
of forest use. On the other hand, concentration will
reduce competition in the roundwood markets and
lower prices. As a result, the wood price would not
be market-based, the aim which the reform strives
to achieve.

Work on the reform of Russia's forest use payments
is ongoing, and the current draft regulation is unlike-
ly to proceed with approval soon. In September
2019, the Russian Forestry Agency set up a working
group comprised of the representatives of Russian
forest authorities and large forest companies to pre-
pare proposals for reforming price formation in for-
estry (Segezha Group 2019).
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