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1. Introduction 

 

Current  report includes statements which, by their nature, are forecasts and imply a wide range of uncertainties. 
Thus we cannot guarantee that our forecasts and estimations in respect to the future course of events will materialize.  

Important factors, which may imply that the Company’s results will differ from those forecasted, include but are not 
limited to our assumptions in respect to the evolution of global energy markets, levels of production and processing 
of hydrocarbons,  levels of reserves, dynamics of competitive environment in the global markets, technological 
advancements, accessibility of external funding, capital expenditures and other contractual obligations, prices of 
crude oil, natural gas and oil products, weather conditions, legislative changes and overall economic conditions 
impacting the conduct of our business across the regions of the Company’s operations. 

We do not bear any responsibility and do not intend to revise our statements in respect to the future course of events, 
illustrated in the above report, based on their probabilistic nature. 

The Company, a vertically integrated oil and gas group with significant levels of assets and transactions diversified 
by geography and segment, is exposed to a great number of risks and uncertainties. It is deemed problematic to 
adequately assess all material consequences and probabilities of occurrence of these risks.  Still, if certain risks 
materialize, they may have material impact on financial and operational results of the Company both in short term 
and long term perspective.  

Within the above report we limit ourselves to present the assessment of risks and uncertainties which the Company 
may face in the course of 2009. 



 

The Company’s management makes sure that risks and uncertainties identified are accounted for while performing 
forecasting and planning activities; besides, the management strives to present report users with highly credible 
information regarding risks and uncertainties. We presume that the above approach will not only contribute to 
decreasing the overall impact of risk events but will enable us to take advantage of favorable conditions and let them 
materialize.  

We presume that in the course of 2009 our business activities will be impacted mainly by the following groups of 
risks: 

 
• Macroeconomic and price risks; 
• Industrial risks and uncertainties; 
• Country risks and uncertainties; 
• Financial risks and uncertainties; 
• Legal risks and uncertainties; 
• Operational risks and uncertainties; 
• Other risks and uncertainties. 

 

The Company, in its day-by-day activities, makes proactive use of  procedures aimed at  prompt identification, 
measurement and prioritization of its risks and consistently applies mitigation and/prevention techniques while 
dealing with the threats to the business. 

Regardless of the Company’s efforts to consistently account for the whole spectrum of risks and threats, it is still 
plausible that certain events, not previously identified, may occur as a result of harsh rise of uncertainties, sharp 
changes in competitive environment and/or changes in global business environment of the Company. 

 
2. Macroeconomic conjecture and price risks 

The Company’s business and its growth perspectives largely depend on the dynamics of global economic 
development, the balance of global and regional supply and demand for hydrocarbons, the ability of OPEC countries 
and other producers to impact the levels of supply and prices of crude oil and alternative energy sources, prices and 
accessibility of new technologies, levels of production costs, a accessibility of cheap sources of funding and other 
factors. 

At present the Company, along with other global market participants, is exposed to a negative conjecture as a result 
of global slowdown. Under highly uncertain scenarios regarding future trends and the depth of the slowdown we 
may not be able to make verifiable predictions and forecasts.  

We scrupulously assess forecasts which predict further slowdown of the global economy, i.e. as a result of Asian 
economies being driven into the orbit of global crunch and worsening of the economic environment in USA and 
Europe. Further worsening of global macroeconomic environment will continue to impact global demand for 
hydrocarbons directly, thus exercising further downward pressure on crude prices.  

The above scenario may be validated by the following remarks: 

 
• Short-term view on the market of hydrocarbons appears pessimistic. International analysts expect further 

reduction in oil consumption in 2009, which will be worsened by continuing downward pressure exercised on 
crude supplies by excessive capacities present in oil producing countries. Oil prices, in medium and long-term, 
will be greatly influenced by the depth and duration of the global economic slowdown alongside with the level 
of supplies on behalf of the OPEC countries. 

• Main regions, generating energy demand and consumption, are located outside the OECD region; still, in spite 
of an expected moderate demand growth for crude on behalf of those countries, the same demand will be more 
than balanced by continuing curbing of crude consumption in the OECD region. 

• Certain supply growth, generated by such countries as USA and Brazil, might, to some extent, compensate 
continuing curbing of production and, hence, of supplies on behalf of Mexico, the countries of the North Sea 
shelf and others. Nevertheless, after the peak of the credit crunch has been surpassed, there may be a return of 
oil shortages worldwide. 

• Curbing of supplies by OPEC countries has not contributed to any sensible upward pressure on prices in the 
global markets. Energy analysts do not find it credible that OPEC countries may enact the threat of sharply 
cutting the supplies. 



 

• Levels of commercial stocks of OECD countries have been steadily climbing up since the last few months. The 
mix of surplus production capacities and significant levels of commercial inventories will continue to exercise 
downward pressure on the level of supplies boosted by the already weakened demand.  

Under the auspices of the above trend, it should be expected further spikes in volatility of crude prices in the short-
term. The tendency towards volatility spikes, among other factors, may be attributable to the fact that both OPEC 
countries and other large oil producers will continue trying to balance their desire to achieve high prices and the 
necessity to prevent the global economy from further slowdown. This means that crude supplies will peak and slump 
concomitantly causing accentuated price spikes.  

Anyway, sharp rise of oil prices is not deemed plausible until the recovery starts and global demand begins to 
resume. To our opinion, this is the most probable scenario to account for in the nearest future.  

Further decrease of crude prices will continue to exercise a negative impact on our business, the results of our 
transactions, cash-flow levels and our ability to perform investment programs as planned. 

In order to respond to imminent threats, the Company’s management has elaborated a number of scenarios, i.e. 
pessimistic, optimistic and basic. The above scenarios are aimed to respond to macroeconomic uncertainties by 
incorporating such key variables as:  prices of hydrocarbons, levels of inflation and exchange rates. Each of the 
above scenarios includes an appropriate action plan to be implemented when necessary.  

For the purpose of planning for the period of 2009 and for the medium term we forecast that the Brent prices will be 
within 50-60 USD per barrel and we focus our attention on how the most pessimistic scenarios may impact our 
operational and financial resilience and what actions should be undertaken in order to preserve our long term stability 
and competitive advantages. 

In order to reduce the most severe consequences of the current slowdown, the Company has been consistently 
implementing a mitigation program which includes, inter alia, the following measures:   
• Curbing of investment costs, also by means of optimization and abandonment of less profitable engagements; 
• Cutting of operational expenses. Together with other Russian oil companies, the Company has been conducting 

talks with the government authorities  with the purpose of moderating the rates of growth of tariffs and costs for 
energy sources, established by monopolistic entities; 

• Cutting of working capital levels alongside with the level of capital employed in wholesale and retail value 
chain through optimization of supplies; 

• Negotiating price and tariffs’ reduction with suppliers and contractors; 
• Enhancement of technological and economical effectiveness of oil extraction, also through abandonment of less 

profitable programs; 
• Negotiating further reduction of tax burden levied on oil industry in Russia through talks with government 

authorities. 

2008 has proved to be a record year for our net income growth rate. Although we may not be achieve comparable 
results in 2009, but we will be, still, striving to generate satisfactory levels cash-flows from operations in order to 
cover our investment needs. We are not planning to make any amendment to our strategic investment programs.  

 

3. Industrial risks 

 
3.1. Overview of risks inherent in oil production and current positioning of the firm 

The Company strives to achieve leadership positions in oil and gas industry through consistent development of its 
strategic assets and proactive diversification of its operations. 

Oil industry is characterized by sharp competition. In the local market the Company competes against the leading 
Russian oil companies while globally we compete against vertically integrated holdings. The Company is exposed to 
fierce competition across all segments of its value chain:  
• Struggling to acquire exploration and production licenses through auctioning activities; 
• Struggling to acquire shares in those companies which already possess production and exploration licenses for 

hydrocarbons extraction; 
• Competing for obtaining access to transportation and wholesale facilities, owned by state monopolies or 

oligopolies; 
• Competing for obtaining access to service companies’ facilities and skills; 
• Competing for obtaining access to suppliers of specialized petroleum and gas facilities and equipment; 



 

• Competing for qualified staff. 
 

 3.2. Oil production segment 

Access to new sources of crude 

Any oil company competes for building its core competitive advantages through consistent renovation of its resource 
base while its reserves are being depleted. The majority of our oil fields are located in Russian Federation; besides, 
we are also implementing long-term investment programs to bring into operation those oil fields which are located in 
the countries of   former Soviet Union as well as on other territories of other foreign countries. 

We are ranked second in Russia by volumes of hydrocarbons extracted, first - by volumes of oil processed. We are 
also ranked among global industry leaders by the same parameters. The Company also owns an extensive portfolio 
of investment projects and assets.  

Nevertheless, some of our competitors may be larger, possess more significant resource base and may have a longer 
history of operations. 

These companies may possess more robust competitive advantages compared to us, including: 
• Wider diversification of activities and more optimized risk profile; 
• Stronger financial position which enables them to implement programs at larger scale; 
• Higher synergy to exploit advantages of vertical and horizontal diversification; 
• Greater economies of scale; 
• Higher innovation, technological abilities and infrastructure scale; 
• Global presence. 

The above companies may be able to pay higher prices for acquiring perspective assets and resources. 

Thus, our Company faces a significant risk of not being granted access to the most profitable resources in future, 
which may affect the volume of our proved reserves and as a consequence impact our financial results and, hence, 
capitalization.  

The above risk has been accounted for in our long term strategy, which is primarily focused on sustaining our growth 
rates through acquisition of most profitable assets, abandonment of low profit programs and assets and expansion 
into new markets. 

Risks of exploratory drilling and /or new productive well opening 

The Company is faced with the risk of not being able to detect and/or to bring forward commercially feasible oil and 
gas reserves while implementing its investments programs. 

LUKOIL performs geological and exploratory drilling in different areas and geographical regions, including 
territories with unfavorable climate, political conditions and inefficient cost structure. Costs borne for drilling, 
bringing the well into operation and production may be characterized by a high level of uncertainty. 

As a result the Company might be constrained to bear additional costs or be forced into abandoning the project. 

Unless the Company proves to have necessary capabilities to conduct successful exploratory works and to acquire 
productive assets in order to replace the depleted ones, we may face the threat that our proved reserves are 
diminishing while our fields are being worked out, which may erode our assets and overall capitalization of our 
Company. 

In order to mitigate the above risk the Company undertakes the following measures: 
• Consistently implements its long term development strategy through renovation of oil reserves in traditional 

regions and establishes strategic alliances with other companies in order to acquire new resources outside the 
territory of Russian Federation; 

• Strives to sustain certain average rate of growth of production in medium term; 
• Improves ratios of efficiency of production and reduces production costs through extensive utilization of 

advanced technologies, enhancement of well yields and meliorates  the quality of operations; 
• Makes extensive use of financial ratios in order to better estimate the quality of investment options and optimize 

the portfolio of assets. 
 

Risks of over- or under- stating the levels of oil reserves 



 

Data on oil, gas and other hydrocarbon reserves declared by the Company ought to be considered pure estimates, 
thus under different macroeconomic conditions, including prices for hydrocarbons and other input data, used for 
reserve estimation, may be revised downward. 

Quality of reserve and resource estimation depends on the quality of underlying information and ability to interpret 
results of geological exploration and drilling. At every stage such as exploratory drilling, data interpretation, trials 
and production significant revisions of data on reserves and resources of the Company may be required. As a result 
of risk occurrence the Company may experience significant losses in its proved reserves, curbing of production and 
decrease in capitalization. 

The Company undertakes all necessary measures for the purpose of establishing reliable procedure for measurement 
and estimation of reserves. It also engages international companies specialized in conducting estimation of 
hydrocarbon reserves and with proven experience *.  

* LUKOIL annual reserve estimation has been carried forward by Miller & Lents. 
 

Risks of access to transportation infrastructure 

For transportation needs across Russia the Company is largely dependent on transportation facilities provided by the 
state monopolies such as: Transnet, Transnefteproduct, RZHD etc. Pricing and access to the above facilities are 
heavily regulated by the state. Besides, the Company makes large use of transportation facilities provided by 
Gazprom for its gas transportation needs. The Company undertakes efforts to reduce such dependency by making 
recourse to alternative providers of transport facilities; nevertheless, the dependence remains significant. 

In addition the state controls access to export facilities and grants access rights to all of the exporters; such situation 
heavily impacts the Company’s ability to market and export its products.  

The Company’s dependence on state monopolies may have severe consequences, which may be summarized as 
follows: 
• Operational losses as a result of interruption of viability of transportation facilities or rail road transport  

disruption as a consequence of break, leakage or other kind of disruption; 
• Heavy increase in transportation costs due necessity to make recourse to an alternative service provider, which 

may occur if the Company is hindered access to transportation facilities regulated by the state. The above risk 
may lead to curtailing business in certain regions in extreme case; 

• Growth of  operating costs as a result of sharp and unexpected rise in transportation tariffs; 

The above risks are ranked as strategic by the Company and we pay serious attention to find ways of mitigating the 
above threats, including the following: 
• Working out and signing off long term transportation agreements with operators of transportation facilities; 
• Diversification of routes and flows; 
• Building up proprietary infrastructure to store and reload products; 
• Cutting transportation costs. 

The risk of gaining access to gas transportation network operated by Gazprom is of utmost importance for the 
Company because of absence of viable alternative options for natural gas produced by LUKOIL.  

In concomitance with the existing regulation Gazprom ought to grant rights of equal access to all independent oil 
producers, still, in practice, it has unlimited discretionality in determining third party access, under certain conditions 
such discretionality may hinder our access rights to the transportation network. 

In order to reduce such threats LUKOIL has been developing long term partnership programs with Gazprom, 
securing long term sales contracts with Gazprom and making strategic alliances. 

 
3.3. Oil processing and sales of oil products 

Risks of competition 

Oil processing is deemed to be a highly profitable market segment in future through:  
• improving the economics of other segments of our industry; 
• redistributing flows of crude towards generation of products with higher margins; 
• Sustaining our expansion into new and more attractive markets while minimizing political uncertainties.  



 

The above segment has been traditionally very competitive. It is also characterized by high barriers to entry 
represented by significant capital expenditures. 

In the local market the Company is facing the threat of growing competition from the state, which consistently 
expands its processing facilities. The increase of the state share in the market impacts significantly the economics of 
the segment and, primarily, supply and pricing levels. In order to mitigate the risk of overall dependence on local 
highly concentrated market, the Company engages in global expansion initiatives through acquisition of new 
facilities and retail network extension worldwide.  

International markets of processed crude also present a high degree of competition. Major forces contributing to 
global competition may be summarized as follows:  
• Rapidly expanding competition threats from oil producing companies of Middle East continuously developing 

their pool of processing facilities worldwide; 
• Appearance of new global leaders in oil and gas industry which possess distinguished competitive advantages in 

terms of economies of scale, scope, etc.; 
• Toughening of regulation and standards on ecological matters, strengthening of  production quality 

requirements; 
• Rise in costs of modernization and upgrading of production facilities. 

The aggravation of competition in oil processing may present the following risks for the Company: 
• Excess production capacities; 
• Growth of operating expenses; 
• Decrease of processing margins ; 
• Growth of investment expenditures. 

The level of competition in the global markets may from time to time sharpen, as, for instance, when new processing 
capacities are brought to market or new companies enter the market, which may lead to price wars, erode margins 
and reduce the processing segment profitability. 

In order to gain sustainable strategic advantages and to transform itself into a global player in the oil processing 
segment, the Company undertakes the following actions: 
• Expands processing capacities and enhances the depth of processing, increases diversification; 
• Develops the production of technologically and ecologically advanced products with high margins; 
• Performs initiatives aimed at reducing operating costs in the area of production and transportation; 
• Increases sales efficiency; 
• Increases sales efforts to boost sales of oil products and supporting services; 
• Consistently develops retail sales network in order to enhance its presence in the most productive retail segment 

of crude processed.  

To solve the problems of local markets, for instance, the threat of oversupplying regional markets, the Company 
performs regular monitoring of its markets and, where necessary, redistributes excess stock towards more attractive 
market niches. 

Price risks in processing segment 

Under global slowdown major threats to our operating profitability remain are those which affect current demand 
and supply of processed crude and, hence, price levels of oil products.  

We presume that competitive forces will impact differently supply and demand patterns in Russia and worldwide.  

Russian Federation 

We presume that the economics of the processing segment will remain profitable even under current conditions. Our 
opinion is based on the fact that the demand pattern for major fuel types, mainly, fuels for auto, has remained 
unchanged; moreover, under the conditions of limited and regulated supply the prices are not prone to curb. 
Supposedly the above situation may be extrapolated to the nearest future. 

The risk of further depreciation of the local currency will continue to remain important and will continue to impact 
the economics of the processing segment in Russia. The above risk may cause further decrease of our sale revenues 
as a result of translation effect into US dollars, our transactional currency.   

Overseas markets 



 

The situation in the overseas markets is such that we presume to witness continuing decrease of sale prices as a result 
of a decreasing demand. 

The Company will undertake all necessary steps in order to mitigate the effect on revenues generated through: 
• Making changes to loading factors at processing facilities; 
• Redistributing flows of products across different markets; 
• Developing both proprietary retail facilities and storage facilities for crude and oil products. 

 
3.4. Gas production, processing and marketing 

LUKOIL extracts significant amounts of both natural gas and associated petroleum gas from its own facilities. 

Natural gas, coming from our fields in Russia, is assigned to our proprietary processing facilities or resold to 
Gazprom companies. The Company plans to elevate the rate of gas utilization through processing or sales to 95%.  

Gas segment will is deemed to achieve higher importance for the Company in future, first of all, due to its synergetic 
effect with other key business segments, secondly, due to the fact that gas prices are considered to be less volatile 
because of a long term nature of gas contracts, which may have a smoothing effect on the sale revenues generated by 
the Company.  

Risks and uncertainties related to gas sales 

The monopsonic position of Gasprom as the unique buyer of all natural gas produced in Russia is deemed to be one 
of the key risks which the Company faces in the gas segment. 

Gazprom may curb sales quotes assigned to independent producers, thus causing disruption of gas production by the 
Company or even conservation of a number of production facilities. 

In order to reduce its exposure to the above risk, LUKOIL performs important steps and engages in initiatives aimed 
at building long-term strategic partnerships with Gazprom. Together with Gazprom we have constituted a joint 
venture to supply natural gas alongside with associated and treated gas to final customers. The above partnership is 
aimed to secure to LUKOIL of both sales channels and priority access to gas transportation network of Gasprom. It 
also enabled us to secure access to end customers in certain regions. 

Price risks 

The risk of low wholesale gas prices, heavily regulated by Gasprom, is also deemed of an utmost importance for our 
Company.  

Prices of natural gas, established locally, are heavily regulated and locally produced natural gas has been 
traditionally undervalued compared to the European market, which, in turn, may severely erode our current 
profitability of the segment.  

As far as future gas prices are concerned, it should be noted that Gasprom has been consistently undertaking different 
actions in order to liberalize and boost retail gas prices. Moreover LUKOIL has been actively involved in talks with 
Gasprom in order to negotiate a more competitive natural gas prices. Third, in order to mitigate the risk of heavy 
dependence on regulated local gas prices and to boost profitability of the segment, we intend to undertake the 
following measures: 
• Increase gas production and develop alternative ways of gas uses, also through developing necessary treatment 

facilities, expand into different business segments, where gas may be serve as input; 
• Develop new gas fields in foreign countries and diversify the Company’s presence overseas. 
• Invest into electricity generation segment which will help us to significantly reduce operating costs, while 

boosting rates of petroleum gas utilization through its burning at our electricity generation facilities.  

3.5. Risks related to operating expenses 

Operating costs have a strong impact on the operating efficiency of the Company. 

The Company faces significant rise in major cost accounts:  
• Energy costs related to increases in energy tariffs in Russia; 
• Increases in costs related to services provided by service companies due to supply deficit; 
• Increase in labor costs due to deficit of qualified staff supply; 
• Cost inflation for oil companies in Russia amount on average to 15 – 20% annually (in US dollar equivalent). 

We undertake the following measures in order to reduce our operating costs: 



 

• Negotiating  cost-effective deals with suppliers and subcontractors; 
• Continuous monitoring of prices and tariffs for services and products by us requested;  
• Negotiating with state authorities in order to obtain lower levels of indexation of tariffs applied by natural 

monopolies and energy costs. 

We expect further cost economies, expressed in US dollars, due to persistent ruble depreciation related to US dollar. 
In this respect we forecast that the drop in revenue produced will be, to certain extent, mitigated by reduction in 
operating costs expressed in US dollars.  This is due to the fact that the predominant portion of our sales is produced 
in US dollars, while our operating costs are mainly borne in Russian rubles due to location of our core business in 
Russia. Thus, ruble depreciation versus US dollar will contribute to certain decrease in operating costs and will have 
positive impact on financial parameters of the Company. 

Moreover, due to heavy drop in prices charged for metallurgical and other types of energy-intensive products we 
may expect to borne less costs related to purchases of energy intensive products and materials. Thus, we may expect 
that further reduction in our operating costs will naturally hedge our revenue decrease. 

 
3.6. Risks related to investment projects 

Common practice of conduct of investment programs testifies that commonly encountered risks in the area of 
investment projects implementation are the following: 
• Delays in putting new facilities into operation due to deficit of supply of engineering and construction services; 

the above trend was brought into existence as a result of increase of investment initiatives in both oil and other 
industries; the above trend will continue to persist in the nearest future; 

• Exceedence of actual capital expenditures over those planned based on changing business environment 
worldwide. 

Accounting for complexity, capital intensity and uniqueness of assets constructed, we may expect delays in putting 
new assets into operation and further increases of capital expenditures. In order to combat the above risks we 
envisage the following measures: 
• Implements strict control over budgeted time constraints for the period stretching from project design to 

construction phase; 
• Promptly releases technical documentation and supports its prompt harmonization; 
• Strives to enhance project management skills and efficiency;  
• Conducts independent review of investment projects already at a planning phase. 

We also presume that both the optimization of contractual strategy and establishing contracting procedures through 
tendering may turn out to be an effective way of mitigating negative impacts of unstable market situation. 

Besides, the risks of exceedence of actual costs over those budgeted, in our opinion, may even fall due to an expected 
decrease in demand for services provided by oil servicers and contractors while slowdown in  investment activities 
persists. 

 
4. Country and regional risks 

4.1. Risks related to conducting business in Russian Federation  

The Company conducts its core operations related to production and processing of crude in Russia, which, in turn, 
may have significant negative impact on Company’s operations and undermine its growth opportunities due to 
peculiarities of the political system of Russian Federation and implied uncertainties. 

General conditions of conducting business in Russian Federation, i.e. weak political and social institutions, 
instability of fundamentals the tax system and its low adaptivity to changing economic environment, monopolistic 
pricing in power generation and transportation, low labor productivity etc., present major risks for the Company.  

Other uncertainties may be summarized as follows: 
• Risks of expropriation of assets as a result of pressure exercised by the state on independent oil producers; 
• Risks of negative changes in regulatory environment, especially tax and currency regulation, which under 

current conditions of budget deficits may result in sharp drop in operating cash flows generated by the 
Company; 

• New regulatory authorities in oil and oil processing industries concentrating more power; 
• Terrorist attacks and increase of criminal charges. 



 

Moreover, LUKOIL operations in Russian Federation may be severely impacted by significant economic 
uncertainties related to some peculiarities of modern Russian economy: 
• Weak and underdeveloped financial system put under further pressure due to significant financial imbalances, 

which may pejorate funding conditions of the Company; 
• The economy of Russian Federation is not sufficiently diversified and greatly depends on global prices of raw 

materials and crude. Significant and prolonged drop in global prices of commodities may  significantly impact 
profitability and margin of commodities companies;  

• Elder, not fit to support modern requirements Russian infrastructure negatively impacts growth prospects of the 
Company. 

In order to mitigate Russian economic and political risks LUKOIL strives to expand the geography of its operations 
and the assortment of production. 

 

4.2. Risks related to overseas Company’s operations 

The Company operates in different foreign countries, including Ukraine, Belarus, Moldova, Kazakhstan, Georgia, 
Azerbaijan, Uzbekistan, Estonia, Lithuania, and Leetonia. 

Operating conditions in such countries are influenced by uncertainties of political actions, where materiality and 
severity of impact is comparable to Russia. 

We conduct certain operations and own assets in Eastern European countries such as Bulgaria, Romania, Hungary, 
Poland, Serbia, Macedonia, Slovakia, Czechia, Montenegro, Turkey, Croatia, and Bosnia and Herzegovina. 

The above countries are also experiencing the transition period impacted largely by their admittance into the EU, 
which may present uncertainties as to their tax, currency and other types of regulations and regulation of operations 
of foreign companies present on their territories. 

The Company is also active in conducting exploratory and production activities in such countries as Egypt, Iran, 
Iraq, Saudi Arabia, Columbia, Venezuela, Cot-d’Ivoir, and Ghana.  

Our operations in the above countries may be subject to the following risks: 
• Political instability with higher probability of nationalization of Company’s assets; 
• Risks of interruption or close-out of operations in such countries as a result of international sanctions or military 

campaigns.  

In order to mitigate risks of operating in countries with transitional economies or unstable political regime the 
Company strives to diversify its operations and acquire assets in the European countries (Finland, Belgium, 
Luxembourg, Cyprus, Italy) and USA, where political risks are deemed to be minimal. 

 
5. Financial risks 

 
5.1. Inflationary risks 

The Company faces inflationary risks, especially worsened due to persisting slowdown.  

Inflation aggravated by general worsening of economic conditions and moves perpetrated by authorities who may try 
to reduce social tensions and preserve the budget may pejorate operating and financial results of the Company. 

Certain Company’s costs largely depend on inflationary expectations, for instance, costs of services and products 
owned by state monopolies, where prices are sky-rocketing, which may unfavorably impact Company’s costs in the 
nearest perspective. 

The Company undertakes all necessary measures in order to suppress cost inflation, through price negotiations and 
tendering procedures with suppliers of products and services.  

 
5.2. Interest-rate risks 

LUKOIL is an important borrower in the capital markets both locally and globally. Thus, the Company is subject to a 
significant risk of interest-rate fluctuations, and is sensitive to changes in Federal Reserve rates as well as European 
interest rates. 



 

Actually default free interest rates in USA are near their historical minimums, while rates of the European central 
bank have not yet reached the minimum but are approaching it.  

In the meantime, under extraordinarily low levels of risk free interest rates, access to international capital markets in 
short and medium term remains questionable due to a sharp rise of costs of funding and widening of spreads on 
corporate bonds, mainly in the developing countries. 

Upward pressure on corporate spreads is exercised through further deterioration of sovereign ratings of Russian 
Federation and revision downward of corporate credit ratings. Increase in cost of funding in capital markets and loan 
servicing costs augment the probability of further upward pressure on external sources of funding for our Company 
in each borrowing segment. 

Meanwhile, good credit opinion on LUKOIL reflected in international credit ratings of investment grade assigned to 
the Company in previous years may constitute an important deterrent to borrowing costs increases for the Company.  

Nevertheless, the Company is well prepared to deal with the scenario of further growth of borrowing costs. The 
Company’s program, aimed at reducing negative impacts of current financial crisis, i.e. borrowing costs, includes the 
following measures: 
• Optimization of the loan portfolio based on current market indicators; 
• Increase of fixed-income instruments’ share at an acceptable rate; 
• Expanding the circle of partnering banks, mainly to those to lesser extent impacted by financial slowdown; 
• More active recourse to trade financing options (through extensive use of guarantees and letters of credit) which 

may reduce our reliance on basic interest rates. 

 
5.3. Liquidity risks 

Liquidity risks are risks related to experiencing difficulties in being granted access to external financing of 
operational and investment activities.  

Our cash-flows are exposed to the following risk factors: 

• Sharp fluctuations of energy prices; 
• Taxes, customs and other collections; 
• Cost inflation. 

In the nearest future our cash flows from operations will be impacted by the instability of international energy 
markets and price depression. This trend still will be mitigated by growth of US dollar exchange rate compared to the 
Russian ruble, which will provoke reduction in ruble costs expressed in US dollar, thus stabilizing the negative effect 
of decrease in crude sales revenue.  

In order to reduce liquidity risks the Company actively manages its cash flows, focusing on maintaining key liquidity 
ratios at acceptable levels. The above efforts are confirmed by our high corporate credit ratings granted by leading 
international rating agencies.  Other risks to be considered in our day-by-day activities refer to uncertainty of access 
to external funding (through money and capital markets). The above risk may aggravate by the following factors: 
• Unavailability of financing on behalf of the banks experiencing financial hardships; 
• Increase of cost of borrowing from banks; 
• Probability of temporary reduction of existing credit lines availability.  

In order to combat the risk of liquidity the Company continues to enhance its mutually profitable relationships with 
its key strategic stakeholders - banks, negotiate the issues of maintaining existing funding facilities. 

Besides, the Company is in the process of conducting talks with the government in order to secure government 
funding facilities (stabilization funds).  

Nevertheless, if external funding continues to plummet LUKOIL will consider its internal resources as key source of 
funding both of its working capital and of investment activities and will act correspondingly following the already 
established algorithms. 

 
5.4. Currency risks 

The Company is exposed to the risks of unfavorable moves of currency pairs, nevertheless, thanks to an overall 
strength of the US dollar and weakened ruble in the short term the situation turned out to be favorable for the 
Company.  



 

As a result of the US dollar strengthening and the policy pursued by the Russian central bank aimed at gradual 
depreciation of Russian ruble towards the dual currency basket, consisting of US dollar and Euro, our current 
competitive position gradually meliorates, in particular, the above tendency enables us to mitigate the revenue 
reduction with decrease of operating costs expressed in US dollar. 

 
5.5. Hedging through derivatives risks 

The Company makes recourse to derivative instruments in order to better manage its price risks while conducting its 
export sales operations.  

LUKOIL exports part of its production overseas, including crude and oil products, through its daughter company 
LITASCO, which serves as a trading arm for the Company abroad.  

Due to a high volatility of hydrocarbon prices, LITASCO faces the price risk in the short term, during the period of 
maintaining the stock of crude and oil products on its balance sheet, which may cause heavy losses from its 
commercial activities. 

In order to minimize risks related to re-sale of hydrocarbons at lower prices (compared to the acquisition price 
charged) LITASCO hedges its price risks through recourse to derivatives, this is a standard business practice widely 
used by trading companies. 

In performing its tasks and operations LITASCO maintains conservative approach to trading and maintains high 
level of derivatives’ coverage through owning respective underlying assets, which helps them maintain financial 
stability in current situation.  

Due to negative correlation between the prices of derivatives (commodity futures and forwards) and respective 
physical underlying in real terms, in 2008 LITASCO managed to efficiently hedge price decreases of physical assets 
by taking offsetting positions on derivatives despite price of crude continued plummeting. Thus LITASCO managed 
to maintain high margins even under unfavorable market moves.  

Credit risks 

Those risks, which are related to non adherence to contractual obligations by debtors, are known as credit risks. 
Credit risks occur in respect to trade debtors, including default on interest or principal payments, defaults of 
payments on derivatives appearing as assets on the balance sheets, and defaults on derivative financial instruments 
used for hedging of cash flows and assets. 

Debtors, which fail to adhere to their payment obligations, present the most important risk for the Company.  

Due to significant improvement of our policies of management of trade debtors the Company, have been consistently 
demonstrating improvement of the ratio of debtors turnover. 

In order to reduce credit risks the Company also focuses on cooperation with its trade debtors and creditors, striving 
to engage in relations with mainly first class trade debtors, makes recourse to letters of credit and guarantees of the 
firs class banks, and in certain cases requires advance payments for products supplied, establishes limits on debtors 
and concentration limits etc.  

Credit rating deterioration risks 

The Company’s credit rating may deteriorate. Revision of rating downward may be caused by worsening of overall 
business and economic conditions in those regions where the Company operates.  

Traditionally the forecasting horizon used in the credit assessment is medium term.  Nevertheless at present rating 
agencies are more prone to estimate an impact which drastic oil price changes may produce on the profitability of the 
Company and its operating cash flows in the short term. Credit rating revision may negatively impact the overall 
attractiveness of conditions of access of the Company to the sources of external financing.  

The Company’s credit rating downgrade may occur due to further deterioration of economic conditions in Russian 
Federation and subsequent reduction of sovereign rating of Russian Federation. 

The Company monitors its key financial ratios, also in order to achieve conformity to the credit rating “A” according 
to the scale established by “Standard and Poors”. 

  
6. Legal risks 

 



 

6.1. Tax and legal environment in Russian Federation 

LUKOIL is exposed to the risks of changes in the legal and tax environment in respect to operations, conducted by 
the Company, and assets owned in Russian Federation, where the Company resides as well as in foreign countries 
where the Company also conducts its operations. 

In case of introduction of new types of taxation and/or changes applied to the procedure of collection of taxes, the 
Company may be forced to pay higher level of taxes which may negatively impact its activities. 

Tax planning and control and monitoring activities conducted by us are based on our assessment of the current tax 
legislation. We are subject to regular examinations conducted by tax authorities, which is a normal way of 
conducting operations in Russian Federation, and, in some cases, the above authorities tried to impose high 
additional levies on us. We are confident that, based on our understanding of tax legislation, we adequately perform 
our obligations and duties. Nevertheless, certain authorities may interpret actual tax legislation in a different manner 
which may cause material effects for the Company.  

At the beginning of 2008 some changes have been introduced into tax legislation which modified the procedure of 
assessment and collection of taxes and duties. 

The most important changes are summarized below: 
• Zero tax rate introduced on dividends paid by the daughter company, which may be applied at certain 

conditions; 
• Tax rate applied to dividend income received by the Russian company from a foreign entity reduced from 15% 

to 9%. 

Nevertheless under current tough conditions which may cause budget under financing state authorities may be prone 
to make operating conditions tougher for oil and gas sector. 

We may not prevent the occurrence of such negative events but the Company undertakes all necessary efforts to 
consistently monitor tax legislation changes and participates in negotiating activities aimed at liberalization of 
legislation in order to preserve sustainable environment for oil and gas business. 

Nevertheless, under current conditions the Government of Russian Federation strives to support national businesses 
and oil companies, in particular. We have a founded opinion that the government will behave consistently and 
perform necessary tasks in order to further liberalize its legislation and reduce tax burdens levied on the companies. 

Thus, in addition to profit tax reduction from 24% to 20%, a number of additional measures were implemented 
which may favorably impact the oil industry: 
• Cut-off price for calculation of tax on mining operations was increased from 9 to 15 US dollars; 
• The authorities introduced tax holidays in the region of Nantes, regions of the Caspian sea and Basov, where the 

Company owns facilities; 
• The authorities abolished constraints on applying deductibles for depleted oil fields and for oil fields producing 

crude with high viscosity; 
• The government increased amortization premier for putting new production facilities into operation; 
• The  period of amortization of licenses was accelerated to two years; 
• The period of calculation of tax rate imposed on crude and oil products was reduced from two to one month. 

The above package will help oil companies add new sources of investment to the already existent ones in the period 
of low oil prices. 

The Company conducts continuous monitoring of changes of tax legislation, evaluates the impact of the above 
changes and accounts for the above changes in its planning and forecasting activities. 

Conscious of a strategic importance of the oil industry for the budget of Russian Federation, the Company expects 
that the government will undertake additional steps in order to stabilize the situation during current slowdown. 

At a recent government conference, which took place on February 12, 2009 in Kirishi, the parties discussed a new 
initiative of temporal revocation of custom duties on crude, produced in Eastern Siberia, alongside with the issues 
related to changes in taxation of oil companies. 

Major changes discussed may be summarized as follows: tax charged on mining activities applicable to new oil 
fields may be substituted by tax levied on excess profit of oil companies. Actually the tax on mining activities is 
expensed. High tax rates and lagging in their adaptability to price changes may make oil extraction in certain regions 
an unprofitable business given low price levels for crude. If the government manages to substitute mining tax with 
excess profit charges it will undoubtedly contribute to increased stability of oil companies. 



 

Leveling of export duties on light and heavy oil products and issues related to establishing a new procedure of 
calculation of export duties on crude and oil products were also discussed. 
 

6.2. Risks related to changes of currency regulation 

Some part of assets and liabilities of the Company is expressed in foreign currency, which means that changes in 
foreign currency regulation of Russian Federation may negatively impact the value of our assets and liabilities 
alongside with our revenue generated in foreign currency. 

Recently currency legislation of Russian Federation was significantly liberalized, a few regulations of currency 
transactions, related to capital movements and necessity to make currency reserves, were abolished. 

Notwithstanding a tendency towards currency liberalization we presume that unfavorable moves in currency 
legislation may occur. 

The Company continuously monitors legislation changes in respect to currency regulation, systematically analyses 
and estimates possible impact of legislation changes, thus minimizing regulatory threats. 

6.3. Risks related to changes in regulation of custom duties 

At present export operations of crude and hydrocarbons may be conducted without restrictions and/or licensing. 

Recently a number of changes in regulation of export duties were introduced.  

The above changes make it possible to reduce the period of calculation of export duties and the period of validity of a 
duty from two to one month, which will be very beneficial to the Company thanks to a more adequate amount of tax 
and to a more smooth level of outflows especially in the period of high crude price volatility.  

Despite positive dynamics of custom regulation we cannot exclude the risk of negative changes of customs 
regulation and the amount of duties levied. In particular, further increase of custom duties on crude and oil products 
may occur due to overall worsening of financial and economic conditions in Russian Federation. Such changes may 
negatively impact financial results of Company’s operations.  

Nevertheless, further negative changes in custom regulation are to be considered insignificant thanks to an overall 
positive dynamics of Russian customs regulation. 

6.4. Risks related to changes of regulation of mining activities 

In 2008 a number of legislative initiatives were enacted which  impose constraints on uses and usufructs of sub soils 
for juridical persons with partial foreign ownership, introduce changes into procedures of licensing of sub-soils of 
federal importance, establish selecting criteria for users of offshore soils.  

The above legislative initiatives, which consequences are summarized below, may, even in the nearest future, 
produce negative impact on operating conditions of the Company and hinder its ability to explore and bring new oil 
fields in Russia into operation. 

The Federal Law of 21.02.1992 №2395-1 «About the subsoils» (current reduction of Federal Law of 18.07.2008 
№120-FZ) imposes the following restrictions: 
• Impossibility of being granted direct access to sub soils with gas reserves exceeding 50 bln. Of cubic meters and 

extractable crude exceeding 70 mln. of tons; 
• Impossibility of being granted direct access to areas located offshore in internal sea waters and continental shelf 

of Russian Federation. The Company conducts prospective exploration activities on the continental shelf on 8 
licensed lots where there is a risk of license revocation if the Company produces a significant discovery; 

According to licenses in effect, in case of discovery of an oil field, where reserves amounts may be subject to the 
government constraints, the Company may face a risk of being revoked rights usufruct of the area. Such situation 
may lead to expropriation of an oil field by the state, while the Company will be granted compensation. 

Access to usufruct of the above categories of subsoils may be secured only if the Company forms a joint venture, 
where the share of Russian Federation is in excess of 50 % and/or when Russian Federation has the right to control 
directly or indirectly more than 50% of the overall amount of votes represented by voting equity or representing 
equity capital.  

In order to minimize the above risk the Company has constituted joint ventures with Gazprom and Rosneft. 



 

Major risks, that may impact Lukoil under new licensing regulation, are those of further tightening of licensing 
regulation, in particular, new constraints on Company’s participation in auctions alongside with appearance of new 
circumstances which may lead to revocation or termination of licenses owned by the Company.  

Besides, the Company does not exclude that operating licenses in effect and/or those owned by daughter companies 
may be revoked or terminated before their actual termination due to delays in payment of imposed levies or other 
reasons. These risks may also impact our operational activities and the value of our assets. 

LUKOIL conducts systematic analysis and valuation of regulatory initiatives related to mining activities and  makes 
large use of the results of such monitoring in performing prospective planning. This monitoring activity is beneficial 
for the Company and helps minimize risks related to unannounced legislation changes. 

LUKOIL is confident that legal risks related to changes in regulation of licensing activities will not have a severe 
impact on financial results of the Company as long as the Company possesses all necessary assets and facilities and 
performs its operations in strict conformity with actual legislation. 

6.5. Risks related to non recoverability of deductions from excise taxes and imposition of claims from tax 
authorities 

As a result of changes in tax regulation brought in effect on January 1, 2009, we have identified a risk that tax 
authorities may query the legitimacy of deductibles from excise taxes in case the group companies have declared 
such deductibles in 2008 but   will pay them effectively in 2009 thus constrained to apply new tax regulation. 

Besides the above risk, the Company may also face a risk of tightening of legal environment regulating our business 
in foreign legislations.  

6.6. Tax laws in countries of the Company’s presence 

Risks enumerated below cannot be managed by the Company. Nevertheless LUKOIL accounts for the above risks 
and undertakes necessary efforts aimed at mitigating the impact of the above risks on financial performance of the 
Company. 

 
Risks related to deductibility of VAT in Ukraine 

At present there exists a risk of inconsistent application of VAT deductibles by Ukrainian tax authorities which may 
cause losses to the Company if it is not bale to recover VAT in reasonable times and in reasonable quantities. These 
risks occur in relation to exports of oil products from Ukraine. 

 
Risks related to tax legislation changes in Kazakhstan  

Starting from January 1, 2009 a new Tax code has been put into force in Kazakhstan.  

The key motive of the new tax legislation is to impose additional tax burden on oil producing companies when 
market prices for crude are high. 

As a result of changes, favorable taxation regimes in respect to oil extraction previously granted on individual stance 
were abolished. Actually such privileged taxpayers will be exposed to standard taxation regime. Besides, new tax 
burden will be imposed on oil exporters, in particular, higher mining tax and rent will be incorporated into export 
tax. 

Thus, in case of significant crude price rise worldwide, overall tax burden, imposed on the Group of companies 
LUKOIL, will significantly increase still under current situation the above risk does not appear significant. 
 
7. Operational risks 

 
7.1. Ecological and safety risks 

The problems related to greenhouse effects and climate changes are continuously scrutinized by international 
community. Oil and gas production and processing activities are potentially dangerous: damages may be produced 
due to outbreaks of   CO2, leakages of crude and other production catastrophes. 

Toughening of requirements on CO2 emission and costs related to liquidation of industrial catastrophes may have a 
negative influence on LUKOIL’s financial indicators. Blow to LUKOIL reputation and actions of governmental 
bodies in case of such environmental risks materialization may indirectly influence financials of LUKOIL’s business. 



 

There is a risk of non-conformity of our regional business units to new environmental standards, which may demand 
additional costs for modernization of the units, having a negative influence on financial output of our business. 

Materialization of technological risks associated with production equipment breakdown may result in production 
laying-off and failure to attain aimed production and financial outputs. 

All companies of LUKOIL group have management systems of industrial safety, labor and environmental protection 
which were certified according to ISO 14001 and OHSAS 18001 standards. Under main indicators of industrial 
safety and labor protection LUKOIL is one of the best companies in Russian oil and gas industry and aligned with 
the largest international companies. Nevertheless the Company actively invests in insurance of its assets and 
corporate responsibility. For instance, level of insurance protection from environmental risks totals 15 billion USD. 

One of the elements of industrial safety management in the Company is preparation and carrying out of 
environmental safety programs. Currently the Company is completing implementation of a «Program of industrial 
safety management for 2004-2008» worked out within the Management System of industrial safety, labor and 
environmental protection. The program includes more than 300 arrangements. 

The presentation of «Programs of environmental safety for 2009-2013 and the Forecast till 2017» took place in 
December 2008. The Program’s purpose is to improve the environmental management system and minimize negative 
influence of production activity on environment. The program includes arrangements for recycling of a waste and 
petroleum gas, arrangements for application of the Kyoto protocol instruments and increase in volumes of output of 
non-polluting fuel under Euro 4 and Euro 5 standards, and arrangements for sustainability of impact levels on the 
environment according to the requirements of national and international legislation. The program includes about 500 
arrangements. The program also includes an expected estimate of environmental impact which will be produced by 
LUKOIL and its daughter companies up to 2017 under optimistic and pessimistic scenarios. Major factors accounted 
for while assessing the impact produced are new tough environmental regulations, growth of environmental costs 
and increase in production output. 

Besides we constantly monitor levels of environmental conditions at our most environmentally dangerous facilities 
and consistently reduce volumes of emissions. The Company has reached considerable progress in comparison with 
an average level of pollution of Russian petroleum refineries. A number of projects of LUKOIL in the field of 
environment protection were awarded diplomas of Ministry for Protection of the Environment and Natural Resources 
of the Russian Federation that testify high opinion of the Company’s environmental initiatives by the State. 
* Standard ISO 14001 confirms that the Company has the environmental policy and the Company adheres to the 
policy provisions during its activity. The Standard confirms that the Company constantly improves system of 
environmental management and takes all measures for prevention of negative influence on environment. 

** Specification OHSAS 18001 which is intended for assistance to the organizations in management of the project 
risks connected with problems of protection of health and safety of workers and the population. Key elements of the 
specification are identification of risk factors, their estimation and control, observance of standard requirements and 
continuous increase of safety of work. 

7.2. Risk of deficiency of qualified personnel 

Increasing deficit of highly skilled workers worldwide and ageing of population, hence, workforce of oil and gas 
industry require foreign companies to pay close attention to the Russian labor market. It contributes to the growth of 
demand and, hence, wages of such skilled staff in Russia. It may result in further growth of labor costs or cause 
necessary modernization of facilities in order to reduce personnel, which in turn will produce a negative impact of 
Company’s financial results. 

For the purpose of minimization of the given risk LUKOIL actively develops its own workforce reserve, implements 
social programs for workforce and their family members and invests in development of domestic educational 
facilities in oil and gas. 

 
8. Risk management procedures 

For the purposes of risk management in LUKOIL key business processes were identified where modern technologies 
of risk management have been integrated. In a number of large subsidiaries of the Company centralized system of 
risk management covering all business processes and functional areas of the Company activity was developed. 

Besides, at the headquarters we conduct regular monitoring of possible risk events while carrying out our operational 
transactions and investment projects within the framework of operational risk management. Efficient centralized 



 

cash and liquidity management carried out by the Treasury helps to minimize liquidity risks. The Company has a 
function which centrally manages risks. 

At the moment the Company conducts development of global corporate systems of risk management that takes into 
account risk management experience generated in our subsidiaries. The corporate system of risk management of the 
Company is developed in accordance with best practices of the integrated risk management. This system sets key 
principles of risk management, including propensity to risks of shareholders and Company’s management, division 
of responsibility for risk management. 

In key fields of activity, first of all, such as strategic planning, risk profile evaluation, assessment and realization of 
investment projects, financial and liquidity management, as well as management of financial instruments, we intend 
to implement a system of quantitative valuation of risks, including such indicators as value-at-risk, cash flows at risk 
etc. 

The objective of the project is to organize work in the best way in the following areas: 
• Prevention / reduction of a potential impact of risks identified on the growth of Company’s capitalization; 
• Trading activities efficiency growth and hedging; 
• Achievement of optimal allocation of risk capital based on trade-off between risk and profitability; 
• Compliance with regulation authorities requirements on risk information disclosure; 
• Growth of credit rating and confidence of investors and all users of Company’s information. 

 

 

 


