
Overview of LUKOIL’s Basic Business Risks and Uncertainties 
LUKOIL’s governing bodies pay great attention to risk management issues to provide a reasonable guarantee for the 
achievement of the set objectives under the conditions characterized by uncertainties and negative impact factors. 
LUKOIL is constantly identifying, describing, estimating and monitoring the possible events that may affect the 
Company’s activities, and is elaborating measures to prevent them or mitigate their negative impact to the greatest 
extent possible if such events do take place. 

The Company seeks to actively promote risk management and is presently focusing its efforts on the improvement 
of a general enterprise risk management system (ERM) based on the best international practices. The Company is 
constantly improving the applicable regulatory methodological risk management base that establishes requirements, 
which are uniform for all of LUKOIL Group organizations, aimed at organizing the risk management process at all 
stages, and also defines management standards for certain risk types of utmost importance. The Risk Committee, a 
dedicated body under the President of LUKOIL, was set up and began its work in 2011.  

The information with regard to LUKOIL’s key risks is presented below. If realized, any of the below risks may 
adversely 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 do occur, LUKOIL will take measures to 
remedy the consequences as soon as possible and minimize loss to the Company. 

 
Macroeconomic Risks 

A potential drop in the global hydrocarbon prices, lower oil refining margin, foreign exchange rate fluctuations, 
inflation processes and tax burden increase may adversely impact the Company’s financial performance and its 
ability to implement its scheduled capital investment programs. Frequent changes in the tax legislation, customs 
regulations and other regulatory documents that govern the fiscal measures applied to the RF oil industry account 
for significant uncertainty. The proposed changes in the oil and gas mineral extraction taxes, oil and petroleum 
product export dues, excise duties may negatively affect the Company’s activities. 

Due to the existing uncertainty in the development outlooks of most of the developed countries, 2014 global GDP 
growth expectations are marked by a high level of uncertainty. Major 2014 risk factors include debt problems of 
certain EC members, a deeper budget recession in the USA and hampered economic growth in the developing 
countries. Should the global economic growth rate be curtailed, there will be a drop in the demand for major energy 
carriers, which may adversely affect the hydrocarbon prices on the global markets. 

Considerable growth of oil supply due to the development of shale oil reserves in the USA, bituminous sands in 
Canada, deep offshore fields and conventional fields in the Middle East can result in a global oil price slump. Cheap 
gas feed stock in the USA and the Middle East could step up the pressure on the global oil prices. The arrangements 
reached on Syria and Iran will also result in oil price reduction. 

The Company has been employing a scenario-based approach to forecast macroeconomic indicators, which enables 
it to do comprehensive analyses of how LUKOIL Group’s operations may be affected by macroeconomic risks. One 
of them is defined as a base case scenario and is used to describe the most likely macroeconomic development 
trends in the view of the Company’s management. The other ones are best case and worst case scenarios used to 
assess the potential effects of changes in macroeconomic indices on the Company. 

The base case scenario assumes zero or insignificant economic growth in the developed countries in the near-term 
outlook, moderate growth in energy consumption by developing nations, a slight price drop in the short-term and a 
further moderate oil price growth. 

The worst case scenario is based on an oil price forecast that is more conservative than the base case scenario, which 
would be due to slowly growing consumption of energy carriers caused by the considerably slackened growth of the 
global economy and stepped-up development of the non-conventional reserves (shale gas, shale oil, high-viscosity 
oil, etc.). 

The Company is fully committed to minimizing the potential negative effects resulting from the realization of 
macroeconomic risks. The application of the worst case scenario makes it possible to identify the assets and 
investment projects that are most vulnerable to macroeconomic changes and to make the necessary managerial 
decisions, including those aimed at optimization of the Company’s  investment project portfolio. 

 
Country Risks 

Among other things, LUKOIL has operations in a number of countries with high political and economic risks. 
Should they be realized, such risks may significantly complicate the Company’s business or even cause the 
Company to suspend its operations in a certain region. In particular, the Company has launched a number of projects 
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in Iraq, Venezuela, Cote d’Ivoire, Ghana and Egypt, where political risks are deemed high. In certain countries the 
Company’s assets and personnel are exposed to terrorist threats.  

The sources of political turmoil in the mid term above all include Iran, whose conflict with the western states over 
its nuclear program may develop into a fully blown armed confrontation.  

Most of the Company’s assets are located in Russia, where political risks are viewed as moderate. When 
implementing projects with high political risks, the Company applies more stringent safety requirements. 

The Company seeks to diversify its operations and alongside with its activities in unstable regions has been 
implementing projects in Europe and the US, whose regional and political risks are viewed as minimal. 

 
Industry-Specific Risks 

Risks Associated with Access to New Hydrocarbon Sources  

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 more promising hydrocarbon fields in the future. As a 
consequence of this risk there may be a reduction of LUKOIL’s proved reserves and, therefore, lower capitalization. 
In the Exploration&Production Business Segment OAO LUKOIL competes both with the Russian and the world’s 
leading oil and gas companies. 

This risk is taken into account while elaborating the Company’s development strategy, where the key element is to 
ensure stable development by participating in strategic alliances, turning down low-profit projects and assets and 
penetrating new markets. 

Logistics Risks 

While transporting its products, LUKOIL in many respects depends on the transportation capacity of the following 
state-owned monopolies: AK Transneft, AK Transnefteprodukt, RZhD and Gazprom in terms of transportation of 
the gas produced by the Company. The Company’s dependence on state-owned monopolies with regard to 
transporting 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 system; 

 unexpected growth of expenses associated with the need to urgently look for alternative methods for 
hydrocarbon delivery 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 associated with soaring transportation rates. 

The Company aims to cooperate with state monopolies and government authorities, to make long-term contracts 
with consumers and to keep its share of the sales markets efficient from the point of view of LUKOIL Group’s tasks 
and objectives. 

Over the past period, supply agreements were concluded with OAO Gazprom, Sibur, Gas Group, Sovkomflot. 
Cooperation agreements were concluded with Rosneft, Rosatom, Siemens AG, Enel. 

In addition, the Company intends to extend gas chemistry processing capacities, which will reduce logistic and 
competitive risks. To be specific, the Company intends to construct a gas processing complex in Budennovsk that 
will utilize the associated and dry gas from the Northern Caspian fields, and to step up petroleum gas processing 
capacities at OOO LUKOIL-Permneftegazpererabotka. 

Petroleum Products Risks  

The market environment and the competition existing at the Downstream markets entails the following risks for the 
Company: 

 lower sales and under-utilization of capacity; 

 lower refining margin; 

 lower retail margin; 

 those ensuing from harsher environmental legislation and requirements to production quality. 

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

Risks at the Natural Gas and Associated Petroleum Gas Markets 
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The key risk factor in the gas production segment is the monopoly status of Gazprom as the largest buyer on the 
market of natural gas produced by independent oil companies, as well as dry gas, which is a by-product of 
associated petroleum gas processing. 

The Company may face the following key risks in this segment: 

 Gazprom may reduce 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; 

 Gazprom may set a monopolistically low purchase price for natural and associated petroleum gas sold by 
independent producing companies. 

The Company is making every reasonable effort to mitigate these risks and, in particular, it aims to partner up with 
state monopolies, enter into long-term contracts with consumers and to retain its share of the petroleum product 
sales markets that is reasonable in view of the LUKOIL Group’s tasks and objectives. 

 
Financial Risks 

Price Risks 

Hydrocarbon price fluctuations may significantly affect the Company’s financial performance and value. In the 
short-term, LUKOIL expects that energy prices will become more volatile due to the unstable supply/demand 
balance within the global market, complicated political situation in the Middle East, unclear economic prospects 
faced by the Eurozone, and other macroeconomic factors. 

LUKOIL is constantly monitoring oil and petroleum products markets to get a comprehensive picture of the market 
conditions and to have a reliable base to forecast market trends. The keys to mitigate short-term price risks include 
the 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 in sales contracts and, where 
appropriate, abandonment of fixed prices in such 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, and it is most sensitive to 
the volatility of the European countries’ 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 the debt 
structure by reaching an optimum balance between fixed and variable interest rates, controlling the need for 
additional financing and outstanding debt refinancing, extending the term of debt obligations. 

Liquidity Risks 

OAO LUKOIL’s cash flows are subject to the following risk factors: 

 rapid energy price fluctuations; 

 energy demand volume; 

 amount of taxes, duties and customs payments; 

 Company’s credit ratings; 

 cost escalation. 

Another risk against the background of the reduced cash flows is that of limited access to funding on the capital 
market.  

The specified risks may affect the Company’s liquidity. 
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LUKOIL Group’s liquidity is managed on a centralized basis, but there’s also an efficient global system in place to 
manage LUKOIL Group’s liquidity, which includes automated funds concentration and re-distribution systems, 
corporate dealing, and rolling cash flow forecasts. The liquidity indicators are monitored on a continuous basis. 

Currently, LUKOIL has investment ratings from all the three international rating agencies: S&P (rating BBB) 
(forecast - Stable); Moody’s (rating Baa2) (forecast - Stable); Fitch (rating BBB) (forecast - Stable). The Company 
is monitoring and ensuring compliance of its financial indicators with the rating agencies’ requirements on a regular 
basis. There is no reason to believe that the Company’s ratings will be subject to any changes in the short-term 
perspective. 

Foreign Exchange Risks 

In the short- and mid-term, the Company is subject to foreign exchange risks since it operates in a number of 
countries. The exchange rate of the Russian ruble to the US dollar produces the greatest 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. 

As part of the centralized approach to management of the treasury operations and liquidity of LUKOIL Group the 
risks associated with unfavorable changes in the exchange rates are generally consolidated at the corporate center 
level. In a number of cases currency risks at stock exchanges are minimized due to the financial derivatives 
operations conducted as part of the corporate dealing process. Moreover, to mitigate LUKOIL Group’s foreign 
exchange risks the Company has been granting loans to LUKOIL Group’s entities denominated in local currencies 
as part of inter-group financing. 

Credit Risks 

The Company’s most significant credit risks include first of all the risk 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 risks associated with contractor banks’ activities and potential impairment of 
their financial stability. In order to mitigate these risks, the Company is involved in centralized treasury operations, 
part of which are aimed at fund raising and placing the funds, conducting currency exchange and financial 
derivatives operations. It monitors the credit rating of contractor banks on a regular basis and is committed to 
working with reputable banks with a high credit rating. 

 

Legal Risks 

Tax Risks 

In line with the legislation on taxes and dues, in November 2013 the Company submitted its first Notification on 
2012 Controlled Transactions to the tax authorities. The Russian Federal Tax Service may make a decision on tax 
inspection of the transaction prices specified in the Notification. Due to a great number of uncertainties in Section 
V.1 of the RF Tax Code and lack of the respective law enforcement practice, the following risks on the issue under 
considerations exist: 

 chance that the Russian FTS may challenge the pricing methods for taxation purposes used by the 
Company; 

 a special price inspection procedure, including the contents and the comprehensiveness of the requested 
documents and information. 

The above factors testify to the likelihood of possible claims, which in its turn may result in additional charges of 
the profit tax on the income (expenses) that arises in relation to the controlled transactions. 

To eliminate the risk of having the Company’s methods used to determine the price compliance with the market 
level challenged by the tax authorities, the Company has engaged outside consultants, i. e. international consulting 
companies with global practical experience in transfer pricing legislation, introduced the Corporate Information 
System “Register of Controlled Transactions”; focused its efforts on concluding the Pricing Agreements on 2013 
Transactions with the Russian FTS. 

Risks of Currency Exchange/Export Regulation 
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The Company is party to the external economic relations; a portion of LUKOIL’s assets and liabilities is 
denominated in a foreign currency and, consequently, the changes in the exchange/export control may affect the 
Company’s activities. 

Despite the fact that in the recent years the state policy has been aimed at liberalization of the currency legislation, 
LUKOIL does not take off the option of more rigorous laws in the field of exchange/export control, given the global 
recession.  

The Company is continuously monitoring the amendments to the applicable legislation of the Russian Federation, 
conducts systematic analysis and appraisal of the legislative initiatives and takes them into account while conducting 
business, which helps minimize the risks linked to possible legislative changes.  

Risks of Customs Regulation 

LUKOIL still has to consider the risk of more rigorous customs controls and 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. Besides, in line 
with Federal Law No. 213-FZ “On Amending Chapters 25 and 26, Part 2 of the Tax Code of the Russian Federation 
and Article 3.1 of the Russian Federation Law “On Customs Tariff” as of July 23, 2013, an amendment was made. It 
complemented the list of the situations in which the RF Government is authorized to introduce special formulas to 
calculate the rates of export customs duties on crude oil. 

However, the expected oil and petroleum product incentives, including those for offshore and hard-to-recover oil 
may be beneficial for the Company. 

The Company is continuously monitoring the amendments to the applicable RF legislation, and takes them into 
account in its everyday activities, which helps minimize the risks associated with the above changes. 

Risks Associated with Changes of the Russian Legislation on Joint-Stock Companies and Securities Markets 

Possible changes of the Russian legislation on Joint-Stock Companies and Securities Markets, including those 
related to the structure and competences of the regulatory bodies, may require changes in the Company’s corporate 
structure and corporate governance procedures, which may have an adverse impact on the Company’s decision-
making process and performance. 

Enactment of the Russian federal laws and regulatory acts in corporate law (governance) and taxation creates the 
risks and uncertainties associated with their application practice, and, in particular, may affect execution of the share 
rights represented by depository receipts, in terms of the undermined dividend income and voting rights at the 
General Shareholders’ Meeting. In its turn, it may result in limited participation of investors in the Company’s 
depository programs, which will lead to lower liquidity of the Company’s securities and its market capitalization 
impairment. The Company is constantly monitoring legislation changes in this field and participates in preliminary 
discussions on the proposed changes initiated by the professional community in order to promptly respond to the 
above risks. 

Risks Associated with Circulation of the Company’s Securities 

The Company’s securities circulate on regulated markets in Russia and abroad. Changes in the requirements to the 
issuers on the part of the regulatory authorities for securities and stock exchanges, as well as the changes in the 
listing structure may induce the Company to amend its corporate governance procedures and assume extra 
obligations as to information disclosure and shareholder and investor relations. Should the Company fail to ensure 
compliance with these requirements and fulfill the required obligations, it may result in transfer of the Company’s 
securities to lower listing segments, including delisting, which may have an adverse impact on the liquidity and cost 
of the securities. 

The Company monitors listing rules changes of stock exchanges and other requirements of stock exchanges and 
regulatory authorities to the issuers whose securities are allowed to circulate. The Company’s representatives 
participate in the working meetings and other issuer events arranged by stock exchanges and other organizations that 
provide consulting and educational services to the issuers of the securities circulating on regulated markets. The 
Company also seeks to introduce the best global practice in corporate governance and shareholder relations. 

 
Geological Risks 

Risks of Exploratory Drilling/New Field Discoveries 

The Company’s business is exposed to the risk that while implementing new projects, and exploratory drilling, it 
might not discover any productive (commercially efficient) oil and gas reserves, and/or that the discovered reserves 
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will be considerably below the initially expected level. In this event, the Company may have to incur additional 
expenses or even cease operations in a number of license areas. 

ОАО LUKOIL performs activities to manage this risk at the level sufficient for prompt risk response, i.e. it conducts 
additional seismic and geological exploration operations, processes seismic materials and improves the 3D seismic 
field observation techniques. 

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 are the following risks: 

 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;  

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

 risk of extended approval period of design documents for wildcat construction; 

 risk of the emergence of conditions that prevent or substantially impede the performance of license 
agreements. 

The Company is constantly monitoring changes in the legislation and in the field of subsurface use and licensing, 
forwarding proposals to update the applicable regulatory framework. 

To ensure timely decision-making on participation of LUKOIL Group in the bidding procedures for subsoil use 
rights, OGPCs (oil and gas producing companies) create a list of sites associated with the Unallocated Subsoil 
Stock, which are of interest to the Company. Permanent working groups have been established to develop the 
application documents to participate in the bidding procedures and re-register licenses. Moreover, the Company has 
a “Subsoil Use” information system in place, which makes it possible to monitor the existing subsoil use practices, 
prepare reports and conduct analysis. The Company seeks to closely cooperate with the regulating agencies in order 
to inform them in due course of possible problems caused by changes in the laws and 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 
result in accidents, shutdown, harmful emissions, negative environmental impact, fire and occupational injuries, 
including those occurring as a result of offshore oil and gas field development.  

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

 use of corporate standards, including without limitation those governing environmental safety matters; 

 corporate supervision over the condition of equipment and devices; 

 training and advanced training of dedicated personnel, conducted on a regular basis; 

 diagnostics (non-destructive inspection) and monitoring of rotating equipment operations; 

 assessment of workplaces based on working conditions; 

 repairs and timely replacement of equipment; 

 building up a reserve for continuous preparedness of emergency response teams and resources; 

 other measures to minimize accident rates at LUKOIL’s 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 to meet 
the requirements of ISO 14001 and OHSAS 18001. 

The Company’s activities are subject to accident risk related to tankers carrying LUKOIL Group’s oil cargo or 
performing cargo operations in the vicinity of the Company’s oil terminals. 

The above risk may result from the unsatisfactory technical condition of the tankers and terminal infrastructure, as 
well as from the human factor in the course of the cargo operations conducted close to the Company’s oil terminals. 

As part of the related risk integrated control measure, the Company introduced a Vetting Control System in 2006.  
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The long-standing practical experience proves that introduction of the Vetting control System helps minimize risk 
event probability. 

 
Construction Risks  

While implementing investment projects, the Company has to face the risk of the 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 subjects of the Russian Federation). 

 
Risks Associated with Lack of Qualified Personnel 

Growing global deficit of specialists and general aging of the employees in the oil and gas industry induce foreign 
companies to pay attention to the Russian labor market. This increases the risk of demand surge for such specialists 
in Russia and their remuneration increase. It may possibly result in increased labor and remuneration costs or the 
need to upgrade the production process in order to cut the number of the service personnel, which may affect the 
Company’s performance. 

To mitigate the negative impact of the above risk LUKOIL focuses on integrated development of the personnel 
potential. The Company has created and replenishes the personnel reserve consisting of the most experienced and 
promising employees; it pays attention to the recruitment of young specialists and graduates. 

 
 
 

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. 
President of OAO LUKOIL 
 
February 17, 2014 
 
 

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

http://www.lukoil.com/

