
 
 
Overview of LUKOIL Basic Business Risks and Uncertainties  
The successful achievement of objectives set by LUKOIL is jeopardized by a number of external and internal 
factors, which affect the Company. The management of LUKOIL pays great attention to risk management issues to 
provide a reasonable guarantee for the achievement of the set objectives and maintaining of LUKOIL’s market 
status. Considering this, LUKOIL is constantly identifying and monitoring the events that may affect the Company’s 
activities, elaborating measures to prevent them or mitigating their negative impact to the greatest possible extent if 
such events do take place. 
The Company seeks to actively develop risk management and presently it has focused its efforts on the establishment 
of a general enterprise risk management system (ERM) based on the global best practices. In 2011 the Company 
adopted LUKOL Risk Management Policy and formed a Risk Committee. LUKOIL Risk Management Policy 
outlines the key objectives, tasks and principles of risk management in the Company and establishes a uniform 
approach to risk management in the LUKOIL Group companies. The Risk Committee is a collegiate body under the 
President of LUKOIL with its main objective being the improvement of the risk management system and 
enhancement of the risk management efficiency. Regulations on Risk Identification, Assessment, Response and 
Monitoring and LUKOIL Group Risk Identification, Description and Assessment Procedure were developed late 
2011 and will be put into effect in 2012. These documents establish risk management, identification, description and 
assessment tools and procedures, harmonized for all LUKOIL Group organizations. Introduction of these documents 
enables the Company to reform its corporate risk register upon a set of unified guidelines and organizational 
principles.  

The information with regard to LUKOIL’s key risks is presented below. If realized, any of the risks described further 
may negatively affect the Company’s business and, in the end, its cash flow and profit. LUKOIL is committed to 
make every effort to monitor and prevent such events. However, if such events should occur, LUKOIL will take 
measures to remedy the consequences as soon as possible and minimize loss to the Company.  
 
Strategic Risks 

Macroeconomic risks 

Possible slowdown in global economic growth and reduction of the global demand for hydrocarbons, potential 
negative trends of the increasing inflation rate in the United States, Europe and Asia, and the resulting monetary 
policy, negative foreign exchange rate volatility may affect the Company’s financial results and its capitalization.  

In order to mitigate macroeconomic risks, while planning its operations, the Company considers a number of 
macroeconomic development scenarios, such as the optimistic case, the base case, and the conservative case. This 
allows the management to make reasonable decisions regarding the distribution of capital and selection of an 
investment projects portfolio, develop anticipatory and immediate response measures depending upon actual 
situation. 

Country risks 

Among other things, LUKOIL has operations in the countries with high political and economic risks. Should they 
realize, such risks may significantly complicate the Company’s business or even cause the Company to suspend its 
operations in a certain region.  

To minimize the risk impact of LUKOIL’s business in the countries with high political risks, the Company seeks to 
diversify its operations by acquiring assets in the countries, whose regional and political risks are viewed as minimal, 
to compensate for its operations in the unstable regions. 

Industry-specific risks 

Risk of access to new sources of hydrocarbons 

Competition with major Russian and transnational companies for access to new sources of hydrocarbons may result 
in the Company’s inability to gain access to new and most promising hydrocarbon fields in the future. The 
consequence of this risk may be that of reduction of LUKOIL’s proved reserves and, therefore, lower Company’s 
capitalization. 
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This risk is taken into account while the Company’s development strategy is being prepared, where the key element 
is to ensure stable development by participating in strategic alliances, turning down low-profit projects and assets 
and entering into new markets. 

Logistics risks 

While transporting its products, LUKOIL in many respects depends on the transportation capacity of state-owned 
monopolies: AK Transneft, AK Transnefteprodukt, RZhD, and Gazprom with regard to the transportation of gas 
produced by the Company. The Company’s dependence on state-owned monopolies in the field of transportation of 
its products may result in a material adverse impact, including the following consequences: 

• Losses associated with breakages, leaks and other failures of pipeline and railway systems; 
• Unexpected growth of expenses associated with the need to urgently search for alternative methods for 

delivery of hydrocarbons in case of limited access to the pipeline system, or, in the worst case scenario, 
inability to continue operations in certain regions; 

• Unexpected growth of expenses connected with the rapid rise of transportation tariffs. 

The Company seeks to mitigate these risks by entering into long-term transportation agreements with transportation 
operators as well as by diversifying transportation routes, creating its own cargo storage and transshipment 
infrastructures and other measures aimed at uninterrupted product supply. 

Petroleum products risks   

Tougher competition and worsening market environment may result in the following risks: 

• lower sales and underutilization of capacity; 
• lower refining margin; 
• lower retail margin. 

The above risks may result in lost profit and higher expenses for the Company, which in the long run will affect cash 
flow and enterprise value in this business segment. 

The Company monitors the above risks and seeks to take timely measures for their mitigation, including prompt 
retargeting of goods flows at market segments ensuring the largest profit, constant upgrade of refineries aimed at 
increased output with high added value, as well as other measures aimed at raising the efficiency of capital utilization 
in the refinery and petrochemical sectors. 

Risks on the natural gas and associated petroleum gas markets 

The key risk factor in the gas production segment is the monopolistic status of Gazprom as the only buyer on the 
market of natural gas produced by independent oil companies, as well as dry gas, which is a by-product of processing 
of associated petroleum gas. 

The key Company’s risks in this segment are as follows: 

• Gazprom reducing the quotas for purchasing gas from independent producing companies, which may result 
in limitation of the Company’s gas production or closedown of a number of projects; 

• setting a low monopoly purchase price for natural and associated petroleum gas sold by independent 
producing companies, which may affect the current profitability of the business segment. 

The Company is making every reasonable effort to mitigate these risks and, in particular, it aims to build partnership 
with state monopolies, enter into long-term contracts with consumers and to retain its reasonable share of the sales 
markets. 
 
Financial Risks 

Price risks 

Rapid hydrocarbon price fluctuations in both directions may complicate the Company’s operations to a certain 
extent. In the short-term LUKOIL expects that energy price volatility will remain as it is now resulting from 
instability of supply/demand balance on the global market and other macroeconomic factors. 
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LUKOIL is constantly monitoring oil and petroleum products market indicators. The key techniques to mitigate 
short-term price risks include management of materials/value balance (including the redirection of the marketed 
volumes of oil and petroleum products from less efficient to most efficient segments), use of effective price formulas 
and abandonment of fixed prices in the contracts. 

Inflation risks 

The Company is exposed to the risk of cost escalation due to inflation in the short- and mid-term prospect. The 
impact of this risk is most strongly felt in the field of capital expenditures, which may jeopardize successful 
implementation of a number of investment projects.  

The Company’s major focus is on cost containment, and on assessing this risk while developing investment projects 
and making investment decisions.  

Interest rate risks 

The Company is exposed to a significant interest rate risk both in the short-and long-term prospect, and it is most 
sensitive to the volatility of the European banks’ interest rates. Such volatility may affect the cost of funds borrowed 
by the Company as well as the size of LUKOIL’s cash flows.   

To mitigate this risk the Company is constantly monitoring market conditions, taking measures to improve debt 
structure and controlling the need for additional financing and debt refinancing.  

Liquidity risks 

The Company’s activities may be affected by a number of risks jeopardizing the Company’s purchasing capability. 

The Company’s cash flows are subject to the following risk factors: 

• rapid energy price fluctuations; 

• energy demand changes; 

• increased taxes, duties and customs payments; 

• downgrade of the Company’s credit ratings; 

• cost escalation. 

Another liquidity risk is that of limited access to funding on the international money markets and capital markets. 

The Company created a liquidity management system aiming to maintain high solvency level of LUKOIL Group. 
The liquidity management system includes a number of analytical procedures and regulations minimizing the 
liquidity risk. 

Foreign exchange risks 

The Company is subject to foreign exchange risk because it conducts business in many countries. The exchange rate 
of the Russian ruble to the US dollar has the most impact on transaction results, since the Company’s export 
proceeds are denominated in dollars, while the major costs are incurred in Russia and denominated in rubles.  

The Company is currently working to create a financial risks management system including foreign exchange risks 
hedging.  

Credit risks 

The Company’s most significant credit risks include first of all risks of failure by its counterparties to perform their 
obligations in terms of payment for the products supplied by the Company. 

In order to mitigate these risks, the Company focuses on partnerships with the counterparties that have high credit 
ratings, accepts letters of credit and guarantees issued by reputable banks, sometimes demands prepayment for the 
products supplied. In addition, it utilizes tools to limit credit risks of a given counterparty. 

Another group of credit risks includes the risks associated with contractor banks’ activities and potential impairment 
of their financial stability. In order to mitigate these risks, the Company carries out centralized treasury operations, 
monitors the credit rating of contractor banks on a regular basis and is committed to working with reputable banks 
with a high credit rating.  
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Legal Risks 

Risks of antitrust regulation 

Currently, there is a risk that the anti-trust law and related enforcement practices imposed on the oil companies 
become more rigid. Thus, the Russian Government is presently considering drafts of the Federal laws “On 
circulation of oil and petroleum products in the Russian Federation” and “On market pricing of oil and petroleum 
products in the Russian Federation” aimed at supplementing the norms of the Federal Law “On protection of 
competition” with respect to the oil sector and envisaging a number of major restrictions for large vertically 
integrated companies operating on the Russian market. Should these laws be adopted in the proposed version, the 
Company’s petroleum products marketing in Russia may be significantly affected.  

The Company has established a team to interact with governmental agencies in the field of anti-trust regulation in 
order to provide a detailed explanation of LUKOIL’s standpoint on this issue as well as the risks created by the 
proposed actions of the Government. 

LUKOIL follows the philosophy of competitive cooperation with all market players, does not pursue any policies 
aimed at limiting competition or monopolistic market penetration, and has not set any such objectives for the nearest 
or distant future. However, we still consider the risk of court proceedings and penalties in case of controversial 
situations. In order to mitigate this risk, the Company pays primary attention to the control over transfer prices to 
ensure their full conformity with the market. 

Tax risks 

OAO “LUKOIL” does not exclude the possibility of more stringent tax legislation and related practical implications. 
More stringent tax regulations may complicate certain export operations for the Company and produce negative 
impact on its current liquidity.  

Risks of exchange control 

LUKOIL considers a possibility of more rigorous law in the field of exchange control. In case of more rigorous 
exchange control a number of the Company’s export transactions may become complicated, which may negatively 
affect its current liquidity. 

Despite the fact that this risk is presently considered as non-significant, the Company is constantly monitoring the 
situation to be able to plan measures in due time in case the risk grows.   

Risks of customs regulation 

LUKOIL still has to consider the risk of more rigorous customs controls and higher customs duties. In particular, 
government authorities (the Russian Government and the State Duma of the Russian Federation) from time to time 
consider changes in the procedure for calculation of export duties for oil and petroleum products. Such changes may 
affect the Company’s future financial performance.  

The Company’s representatives participate in working groups interacting with governmental agencies in the field of 
customs regulation in order to provide a detailed explanation of LUKOIL’s standpoint with regard to this issue as 
well as the risks created by the proposed legislative actions. 

 
Geological risks 

Risks of exploratory drilling/new field discoveries 

The Company’s business is exposed to the risk that in the course of implementing new projects and exploratory 
drilling LUKOIL might not discover any productive (commercially efficient) oil and gas reserves. In this respect, the 
Company may have to incur additional expenses or even cease operations on a number of license areas. 

Risks associated with subsurface use and licensing 

The effective Russian laws on subsurface use and licensing of exploration and production activities, as well as their 
practical application expose oil companies to a number of risks. The most important for the Company are the 
following risks: 
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• risk of refusal to grant a right to subsurface use to a legal entity that discovered a field of federal 
significance or a field located in the subsurface area of federal significance (Russian continental 
shelf); 

• risk of refusal to accept bidding documents for participation in competitive sales/auctions from 
subsurface users of the LUKOIL Group companies; 

• risk of prolonged process of approval of design documents for geological exploration. 

The Company is constantly monitoring the changes in the legislation and law enforcement practices in the field of 
subsurface use and licensing. Moreover, the Company seeks to closely cooperate with regulating agencies in order to 
inform them in due time of the possible problems caused by the changes in laws and to obtain prompt information 
for timely decisions with regard to subsurface use. 

 
HSE risks 
The Company is exposed to the risk of failure of technical equipment at hazardous production facilities, which may 
cause accidents, shutdown, harmful emissions, fire and occupational injuries.  

In order to mitigate these risks the Company has created and is successfully implementing an industrial safety 
system, including: 

• corporate supervision over the condition of equipment and devices; 

• monitoring of dynamic equipment operation; 

• assessment of workplaces based on working conditions; 

• creating a pool of emergency response teams and resources; 

• other measures to minimize accident rates at LUKOIL production facilities. 

LUKOIL industrial safety system provides for regular monitoring of the condition of process units, taking preventive 
measures to avoid production accidents. LUKOIL’s industrial safety system has been certified compliant with ISO 
14001 and OHSAS 18001. 

 
Construction risks 
While implementing investment projects, the Company has to face the risk of untimely commissioning of operational 
assets. The key factors of this risk are represented by planning errors, actions of contractors and risks created by the 
condition of infrastructure.  

LUKOIL pays maximum attention to managing this risk by carefully preparing its projects, selecting reliable 
suppliers and contractors, and obtaining guarantees of performance from them, as well as by building partnerships 
with infrastructure operators (state-owned monopolies, authorities of the constituent entities of Russia). 
 
 
Responsibility statement 
 
I hereby confirm that to the best of my knowledge: 
 
(a) the financial statements, prepared in accordance with US GAAP, give a true and fair view of the assets, liabilities, 
financial position and profit or loss of the Company and the undertakings included in the consolidation taken as a 
whole, 
 
(b) the management report includes a fair review of the development and performance of the business and the 
position of the Company and the undertakings included in the consolidation taken as a whole, together with a 
description of the principal risks and uncertainties that they face. 
 
 
 
Alekperov V. Y. 
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President of OAO LUKOIL 
 
February 24, 2012 
 
 
 

This Annual Financial Report is also available at the Company’s website at http://www.lukoil.com. 

 


