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Russian Oil & Gas 
Governance, growth, and risk – Why Russian oil & gas is cheap, 
and how things are improving this year 
 
Investor concerns of poor corporate governance, high political risk, and growth constraints in 

the Russian oil & gas sector are legitimate, but more than priced in, we think. Indeed, we see 

significant progress being made on several fronts that investors may not fully appreciate, 

including 3 key regulatory advances expected this autumn. We boost Gazprom’s 2013E exports 

to 155bcm, reiterating it and SurgutNG prefs as our two Best Ideas in Russian oil & gas.  

 Governance, growth, and risk – Why Russian oil & gas companies are cheap: 

We see the 3 key reasons why Russian oil & gas stocks trade on such low 

multiples: 1) Poor corporate governance: poor reinvestment of cash, indifference to 

minorities, misaligned incentives between minorities and controlling shareholders, 

etc; 2) High perceived political risk: Seemingly unstable/arbitrary tax, tariff, and 

regulatory regimes; and 3) Growth constraints: Mature assets/high decline rates, a 

tax regime highly geared to oil prices, weak European gas demand, etc. 

 Autumn’s 3+1+1 policy blitz should help: Substantial work since 2012 should 

culminate in 2H13 with 3 new bills that significantly reduce risk and growth issues: 

1) A new offshore tax regime (growth for ROSN); 2) a new gas tax regime (growth 

boost, political risk reduction); and 3) LNG export liberalization (growth for ROSN, 

NVTK) should all be approved by year-end. Add in a tight oil tax break recently 

signed into law (growth for all oil producers), and a material increase in Gazprom 

dividends (governance improvement) that is likely coming, and we think the autumn 

is shaping up to be a good one for Russian oil & gas. The fly in the ointment? A 

likely halt in gas tariff increases for 2014 (negative for Novatek, Gazprom).  

 Best Ideas remain GAZP and SNGSp: GAZP’s re-rating should be extended if: 

i) European exports continue to rise – we boost 2013E exports to 155bcm (growth); 

ii)  a Chinese deal is reached (growth); and/or iii)  the government boosts dividends 

again (governance). SNGSp remains one of our favorite defensive stocks (trades at 

parity with cash), with its 40% payout (governance) and 11.5% forecast yield. We 

continue to like Bashneft after our upgrade as the board moves to resume generous 

dividends and eliminate circular ownership via Sistema-Invest (large governance 

improvement), and the launch of the Trebs & Titov project (growth). 

 The others: Both NVTK and ROSN have substantial growth prospects not captured 

in near-term multiples, in our view, and we see medium-term upside potential. We 

see Lukoil as undeniably cheap, but with few near-term catalysts.  

 Revised long-term oil price assumption drives TP changes: We raise our long-

term oil price assumption from $80/bbl nominal to $90/bbl real. This boosts our DCF 

valuations by 5% to 20% but our target prices rise more modestly and we make only 

one change in our recommendations (Alliance Oil moves to 2H from 2), as higher 

TPs only confirm our existing view that the Russian oil & gas space is oversold.  
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Rating Target Price 

Current Year          
Earnings Estimates 

Company Ticker Old New Old New Old New 

Alliance Oil AOILsdb.ST 2 2H SKr62.70 SKr60.20 US$1.64 US$0.70 

Bashneft BANE.MM 1 1 US$74.20 US$79.20 US$9.77 US$9.77 

Gazprom GAZP.MM 1 1 US$7.00 US$7.50 US$1.34 US$1.35 

Lukoil LKOH.MM 1 1 US$81.00 US$88.00 US$14.58 US$14.31 

Novatek NVTKq.L 1 1 US$163.00 US$163.00 US$9.63 US$9.31 

Rosneft ROSN.MM 1 1 US$9.20 US$10.00 US$1.26 US$1.14 

Gazpromneft SIBN.MM 1 1 US$5.77 US$6.31 US$0.92 US$0.99 

Surgutneftegaz SNGS.MM 1 1 US$1.17 US$1.24 US$0.23 US$0.24 

Surgutneftegaz(pref) SNGS_P.MM 1 1 US$1.11 US$1.18 US$0.24 US$0.24 

Tatneft TATN.MM 2 2 - - US$1.02 US$0.95 

Tatneft(pref) TATN_p.MM 2 2 - - US$0.95 US$0.95 

 

Data Summary 
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The Russian oil & gas sphere has been largely out of favor with investors over the past several 

years, to the point that valuations are thoroughly beaten up for most all of the main players. 

Why are Russian oil & gas companies so cheap? We put it down to a combination of investor 

worries about poor corporate governance, political risk, and growth constraints. While none of 

these points will surprise seasoned Russian investors, we think substantial progress is being 

overlooked by the market.  In particular, 4 key policy advances – one recently finalized – are 

highly likely to be achieved by year-end. A fifth – a material increase in Gazprom’s dividends, 

which would have sentiment effects beyond Gazprom itself – could be confirmed by the end of 

the year as well, albeit with less certainty than the others.  

Poor corporate governance, growth constraints, and 
political risk 

The average Russian oil & gas company is trading at 3.9x EV/EBITDA and 8.5x P/E 

(Figure 9). Among the blue chips, Gazprom and Lukoil are trading at 2.4x-2.8x on 

EV/EBITDA and 3.3x-4.3x on P/E, levels that imply that the market has serious 

issues with those companies on risk or growth.  

Consistent with that, the main reasons given to us by investors for the low 

valuations typically – and logically – circle around 3 common themes:  

 Poor corporate governance: The most-cited issues here are: 1) perceived poor 

reinvestment of cash flows; 2) misaligned incentives between management 

and/or controlling shareholders on the one hand and minority shareholders on 

the other; and 3) management indifference to the concerns of minorities.  

 Growth constraints: Russia’s mature oil companies – Lukoil comes to mind –

face the typical problems of natural decline rates and the large base effect, while 

Gazprom’s problems are on the marketing side rather than production (i.e., it 

could produce much more gas if it could just find a customer linked to its pipeline 

system). We think it no accident that Novatek and Rosneft – the two blue chip 

companies with the best growth opportunities – are also the two companies that 

trade at the highs near-term multiples (Figure 9).  

 Political risk: This particularly relates to unstable taxation and seemingly 

arbitrary tariff regimes, with the government seemingly constantly mooting one 

change or another to both. In reality, the oil tax regime has been remarkably 

stable in retrospect, although it has evolved with a tweak to coefficients being 

made every 2-3 years, but the chatter coming from the various ministries on the 

need to change this or that part of the tax code has made it seem less stable 

than it has been in practice.  

Novatek proves the rule 

Note that Novatek, is perceived well on all three counts, and has been rewarded by 

the market with high multiples over the years, and currently trades at 8.7x 

EV/EBITDA and 14.0x P/E on our 2013 forecasted numbers. 

1) Corporate governance: Novatek’s main shareholders, particularly founder 

and CEO Leonid Michelson, have consistently communicated over the 

years their close interest in the company’s share price, indicating that their 

interests are aligned with minorities’. Additionally, the company’s high 

returns on invested capital (ROEs over the past 6 years have averaged 

30%, while ROCEs have averaged 29%) likely give investors comfort that 

cash not paid out as dividends will be reinvested into the business at high 

returns. 

Investment case: Why Russian oil & gas is 
(too) cheap 

Why are Russian oil & gas companies 

cheap? Poor corporate governance,  

growth constraints, and political risk 

Novatek is best-in-class on all 3 points 
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2) Growth: Novatek has exhibited a torrid growth profile, driven partly by 

rising domestic gas tariffs (a theme that is fading, however), and partly by 

ever-increasing production numbers. Gas production growth has averaged 

a 12% CAGR over the last 6 years, while liquids production has increased 

at an 11% CAGR. Going forward our own numbers see production growing 

at c7-8% compounded rates before even considering the impact of Yamal 

LNG. 

3) Political risk: Mr. Michelson has always seemed adept at steering the 

company through Russia’s political waters. His early successes were 

especially impressive, given Gazprom’s seeming chokehold on the gas 

market when Novatek came to market in the middle of the last decade. In 

2009 Novatek’s perceived political risk was further reduced
1
 when 

Gennady Timchenko – reportedly a close friend of Russian President 

Vladimir Putin and founder and owner of Gunvor, one of the world’s largest 

oil traders – emerged as a key shareholder of Novatek.  

Is Russia improving on these points? Yes, we think 

It is beyond the scope of this note to fully address all three of these issues here, but 

we would note the following: 

 Political risk – Things are actually improving: One way to define risk is 

volatility. In that light, an argument can be made that the political risk for the 

Russian oil & gas sector is relatively high, as the government seems to be 

constantly proposing one change or another to Russia’s oil and gas tax regimes 

and tariff policies. 

However, while the volatility has been real – at least judging from the number of 

times bureaucrats are quoted in the press about the need to adjust this tax 

regime or that tariff policy – as it turns out most of the changes we have seen 

actually proposed since the 2012 election are breaking in favor of the oil & gas 

companies, addressing a number of their long-standing issues.  

To wit:  

1) The new offshore tax regime should be signed into law this autumn, having 

just been approved by the Duma, replacing the existing one-size-fits-all 

onshore regime, which simply does not work in an offshore environment. 

This directly addresses growth issues, although admittedly it will mostly go to 

the benefit of Rosneft, which has the lion’s share of offshore exploration 

licenses. Gazprom will benefit secondarily as the other traded state-owned 

oil & gas company (only state-owned companies have legal access to 

Russia’s continental shelf), while Lukoil’s promised breaks for its Caspian 

ventures are being swept up into this bill, as well (however, Lukoil and other 

non-state-owned companies are still being denied access to the continental 

shelf itself).   

2) The new gas tax law, also to be passed by year-end, will substantially de-

risk new field development and reduce the uncertainty around gas 

producers’ long-term earnings capacity in a given price environment. In 

doing so, this new law significantly reduces political risk in the gas business, 

as gas taxation prior to this has been arbitrary and unpredictable, lacking 

any sort of coherent theoretical framework and being determined year-to-

year behind closed doors. Going forward the government’s ability to 

                                                           
1 or “growth expectations were boosted by” – take your pick 

Political risk – Things are actually 

improving 
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unexpectedly raise taxation will be severely constrained, reducing the 

earnings uncertainty for Russia’s gas companies. Secondarily, growth 

prospects are improved somewhat, as the law very specifically decreases 

uncertainty for – and provides specific breaks for – new gas field 

development.  

3) LNG liberalization should happen by year-end as well and, although a small 

negative for Gazprom, it improves growth opportunities for Novatek 

(especially) and Rosneft, giving those two companies options for developing 

significant, as-yet-untapped dry gas assets (Novatek and Yamal LNG, 

Rosneft and ExxonMobil with Sakhalin-1) or anticipated gas discoveries 

(Rosneft’s multitudinous offshore licenses will likely contain large amounts of 

gas, especially in the Kara Sea, which is anticipated by the company to yield 

c55% gas).  

4) The tight oil tax break law, already passed and signed into law in late 

summer, boosts growth opportunities by addressing at least some of the 

shortcomings of the existing system when it comes to the economics of low-

permeability plays. Including the Bazhenov shale and the Achimov and 

Yurksky conventional plays, among others, this law opens up new 

opportunities for Russian oil companies under their existing license and 

infrastructure bases. While it’s too early to say that tight oil will lead to 

outright oil production growth as it has in the US, at the least we think this 

law will allow Russian oil companies to offset some declines.  

Note that we have written about tax and policy risk extensively in the past (Policy 

Risk In Oil & Gas Is Real — Looking For Signposts*: February 9, 2012; 

Downgrade on Tax Threat – Policy Risk Is Indeed Real: March 20, 2012; (GAZP) 

The taxman cometh, and he wants 80-100%: March 16, 2012; Lukoil (LKOH.MM) 

- Raising TP on Passing Regulatory Risk, Maintain Buy: October 29, 2012; 

Gazprom dividends set to rise, government “takes decision” to raise payout to 

25% of IFRS))  

 Growth opportunities opened up by all 4 of those legal initiatives: The new 

offshore regime, the gas tax law, the tight oil tax breaks, and LNG liberalization 

all give Russian oil & gas companies access to better growth opportunities, each 

in their own way, and not equally for all companies, but there’s something here 

for everyone. 

 Better dividends directly address poor corporate governance: Until 2011, 

Russian oil & gas companies by and large did not pay dividends of any material 

magnitude, with yields for the sector generally ranging from 1%-2%. With its 

15%-20% payout ratio, Lukoil for years was the gold standard in the sector.  

Since 2011, however, dividend policy across the industry has improved 

substantially. Gazprom has headlined the change, moving from a pittance of a 

dividend to its current 25% of RAS policy, the equivalent of c17.5% of IFRS net 

income. Dividend yields in the Russian oil & gas sector, when weighted for 

market capitalization, now average 4.5%. 

Higher dividends directly address several corporate governance concerns. First, 

by returning cash immediately to shareholders, higher dividends reduce the cash 

available to be spent poorly by management. Second, the higher the dividends, 

the more aligned the interests of controlling and minority shareholders become.  

We think dividends are still rising: The government appears committed to its goal 

of moving all state-owned companies to 25% of IFRS, which for Gazprom alone 

Growth opportunities opened up by all 4 

legal initiatives, while resilient oil prices 

limit downside risk 

Better dividends directly address poor 

corporate governance 

https://ir.citi.com/2iWRlyAuqKGp%2f2Ozf%2fSvcqszLt0%2f4YwxpVbmtz8wsO3DZm%2b61ZMmQmDSOX5LNxYfrBMrPpbGGPg%3d
https://ir.citi.com/2iWRlyAuqKGp%2f2Ozf%2fSvcqszLt0%2f4YwxpVbmtz8wsO3DZm%2b61ZMmQmDSOX5LNxYfrBMrPpbGGPg%3d
https://ir.citi.com/qV9dHu05Q8%2buF%2fc1bU%2f%2b%2fxcUbKQYK2RlY%2bUjvMlLA1vdFRX46hlyzdoUf1df8U2qY9i%2fAWiEO50%3d
https://ir.citi.com/J76l6X290FvlBnKpl0txGrUi3k0LZ7IwqW7KNxHA%2fuuD1Lx9S6uz72VLVX21A1ghKgU3QG3aqJc%3d
https://ir.citi.com/xV0eOoBprq9zXArskoLEIRMEeUbxYsAcsa0Ho%2fs%2fNMqczhbFTw1WBcz%2fkRoCLm%2fI7jFKLdGZGZU%3d
https://ir.citi.com/xV0eOoBprq9zXArskoLEIRMEeUbxYsAcsa0Ho%2fs%2fNMqczhbFTw1WBcz%2fkRoCLm%2fI7jFKLdGZGZU%3d
https://ir.citi.com/ZlPgpW7gI%2f%2fGIuFU2lK7MzhXAcBMaV71IvuK%2bHXmCvBB2jMRBkhvLxj%2fmdABXvlkCN1OdPsw7ZM%3d
https://ir.citi.com/ZlPgpW7gI%2f%2fGIuFU2lK7MzhXAcBMaV71IvuK%2bHXmCvBB2jMRBkhvLxj%2fmdABXvlkCN1OdPsw7ZM%3d
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implies a further c40% hike in payout, and private companies such as Lukoil, we 

think, will be forced to improve payouts to match. Recent newsflow indicates the 

government may have taken a definitive decision to move Gazprom to that IFRS 

standard for its next dividend.
2
 

In conclusion, while investors’ concerns about the Russian oil & gas universe are 

hardly baseless, we think the pendulum has swung too far, past healthy skepticism 

to unwarranted pessimism. With improvement evident, we think a re-rating of the 

Russian oil & gas sector may be in the offing. 

On this backdrop, why Gazprom and SurgutNG? 

Although both Gazprom and SurgutNG have undeniable issues on all three issues – 

indeed, they are the poster children on several points – we think the market has 

overdone it. In particular, we think the market has overlooked either unarguable 

strengths (SurgutNG pref’s guaranteed 40% payout ratio, for example) or 

substantial improvements, both those already made (Gazprom’s seas change in 

dividends in 2011/12) and those we see upcoming (new gas tax law, further 

dividend increases for Gazprom).  

 Corporate governance improved by rising dividends: Gazprom dividends 

have already gone through a sea change with little impact on the share price. 

More is coming, we are convinced, and potentially very soon. On September 9
th

 

local press reports indicated that the government has taken the final political 

decision to move the company to a 25% of IFRS net income policy, an effective 

40% increase on the current policy (Gazprom dividends set to rise, government 

“takes decision” to raise payout to 25% of IFRS). As the key market criticism of 

Gazprom is poor reinvestment of retained earnings, increasing dividends should 

have a direct read-across to the stock price.  

 Growth projects gaining weight vs. maintenance CAPEX: Gazprom’s 

investments are moving from an era of big maintenance projects to more growth-

oriented projects. It is beyond the scope of this note to delve into this deeply, but 

in brief:  

We estimate that c50% of Gazprom’s gas-oriented CAPEX – maybe $15bn per 

year – has been going directly into a) the Yamal peninsula – including the 

development of the 4.9tcm Bovanenko field and the associated pipelines to bring 

that gas down to the distribution hub at Torzhok to the NE of Moscow; b) the 

expansion of onshore capacity to Vyborg from Gryazovets to enable Gazprom to 

deliver gas to the jump-off point of the Nord Stream pipeline; and c) development 

of major and secondary fields in the company’s traditional Nadym-Pur-Taz region. 

All of these, we think, can be classified as a form of maintenance CAPEX, as its 

primary purpose is to allow Gazprom to continue to meet its existing export and 

domestic obligations for the upcoming decades. It is also mostly a one-off, 

particularly the investments into pipelines but also the initial development of the 

Bovanenko field.  

Going forward, we see CAPEX moving from what are effectively maintenance 

projects into growth-oriented projects, generally targeting Asia. In particular, this 

would be the Vladivostok LNG project (maybe $10bn-$15bn over 5 years, 

depending upon configuration), the Baltic LNG project (perhaps $7-$8bn), and 

Chinese exports via the so-called Eastern Route (up to $60bn, again depending 

upon configuration). All of these numbers are rough estimates, but indicate that 

                                                           
2 In 2014 on 2013 financial results 

Why are Gazprom and SurgutNG Best 

Ideas when the subject is corporate 

governance, growth, and political risk?...  

…because of visible improvements in 

growth and corporate governance  

https://ir.citi.com/pSz8OebpD%2bQD0Yzp4hftNHgH11KUfgkn0gwEpBvgTWzWBe0oL4gs%2fEz84XhkC0zidFUuFgpfTUY%3d
https://ir.citi.com/pSz8OebpD%2bQD0Yzp4hftNHgH11KUfgkn0gwEpBvgTWzWBe0oL4gs%2fEz84XhkC0zidFUuFgpfTUY%3d
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Gazprom may spend c$80bn over the next 5-7 years – an annual amount similar 

that spent on what we identified as largely maintenance projects in the previous 

paragraph – on projects that are unambiguously growth-oriented. 

 Growth – No material impairment of European franchise forthcoming: 

Gazprom’s stock price, we think, has been pricing in not just a low or no-growth 

scenario, but a negative-growth future for the company. We think that, beginning 

in 2009, investors became particularly worried that the company’s core earnings 

driver – its European export franchise – would be severely impaired by the LNG 

glut, weak European gas demand, and the general knock-on effects of the US 

shale gas revolution. Instead, with exports booming to the region and non-

Russian gas supply alternatives falling, Gazprom’s pricing and volumes to the 

region look solid in spite of tepid gas demand dynamics in the region.  

 Corporate governance: SurgutNG prefs have a guaranteed, best-in-class 

dividend policy of 40% of pro-rata earnings, which elevates its corporate 

governance score far above what one might expect for the company (note that 

this does NOT apply to SurgutNG’s common share, where all the worries about 

management’s attitude towards minority investors, reflexive secrecy, and the 

issue of the former treasury shares all hold). For the preferred shares, however, 

we argue that cash flows are actually quite low-risk, with risk limited mostly to the 

effect of oil price and currency movements on net income.  

 Political risk, growth negative point – tariff increases likely to skip 2014: It 

never happens that all things are going right at the same time. The fly in the 

ointment this autumn relates to political risk and growth for the gas companies, 

as it is increasingly apparent that the Russian government has taken the political 

decision to delay tariff increases for a year (Russian Oil & Gas - Natural monopoly 

tariff freeze now seems all but certain, effects larger for gas companies). A halt in 

price increases also carries the implication of a halt in gas transport tariff 

increases, a positive, partial offset for Novatek but negative for Gazprom.  

We zero out tariff growth for 2014E in our models, resuming 7.5% growth in 2015E. 

We likewise suspend our assumed 7% annual hikes in gas transport tariffs, 

helping Novatek (for which it is a cost) and impairing Gazprom (for which it is a 

revenue source) somewhat.  

Net-net, these changes reduce our 2014 net income estimates for Gazprom and 

Novatek by 3.7% and 3.1%, respectively. Because we project both tariffs to 

resume growing at our previously assumed levels of 7.5% (prices) and 7.0% 

(transport) thereafter, the reduced base has a knock-on effect through our 

normalized year, reducing out-year earnings for Gazprom by c7% and Novatek 

by c6%. 

  

The fly in the ointment – a tariff freeze  

for 2014E 

https://ir.citi.com/mSHcuHMRfTrhMSpndFjEhT4RcTJsY3B5kTgApDlSb8bwnCCUbDMkmaVXZq5hYPQITTwboLjzL3g%3d
https://ir.citi.com/mSHcuHMRfTrhMSpndFjEhT4RcTJsY3B5kTgApDlSb8bwnCCUbDMkmaVXZq5hYPQITTwboLjzL3g%3d
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We see medium-term upside for Rosneft and Novatek  

Divergence between DCF and multiple-based targets indicate that a fair amount of the 

advantages we see in NVTK and ROSN on corporate governance, political risk, and growth are 

already in the price. While we like both stocks, thinking that they should be part of an 

overweight position in Russian oil & gas, we prefer SNGSp and GAZP on a relative basis over 

the next 6-12 months.  

Novatek – Tariff slowdown takes some wind out of the sails 

The recent threat to zero-out gas tariff growth for 2014 is a particular risk for 

Novatek, as that company has the most exposure to domestic gas prices in our 

universe. At points in the company’s history, forecast tariff growth has been 

responsible for as much as 60% of our forecast earnings growth. Although many of 

those increases came to pass, and although the government is nowhere near its 

netback parity goal for domestic gas prices, the sharp slowdown in Russian 

economic growth has taken the wind out of the sails for further domestic tariff 

increases.  

Until recent days the subject of the debate had been whether tariffs should rise at 

15% in 2014 – as officially planned – or at a 6-7% inflation rate. However, last week 

the tenor changed to whether gas prices should rise at that 6-7% inflation rate…or 

remain flat with zero y-o-y growth. As we describe above, it now appears that the 

government most likely will follow through on the tariff constraint for a single year.  

All else being equal, the one-year hiatus in tariff increases of both types reduces our 

Gazprom DCF by 11% and our Novatek DCF by 8%. While negative for both 

companies, we see enough positive catalysts to keep Gazprom a Best Idea in spite 

of this setback.  

Rosneft – A Buy, but catalysts back-loaded 

Rosneft’s relatively high multiples are justified by its superior growth prospects, in 

our view. However, neither of the company’s two key sources of growth – its 46 

offshore licenses (it dominates that frontier) and its large refinery upgrade program 

– will show up in results inside the next 12-18 months. The nearest clear-cut 

catalyst on this front that we can see would be the two test wells in the Kara and 

Black Seas Rosneft and ExxonMobil will be drilling next summer. If commercial 

amounts of hydrocarbons are found – something we consider quite likely at least in 

the Kara Sea – the market will likely be informed no earlier than late 2014, we think.  

Therefore, while we rate Rosneft a Buy, and think it should figure prominently in any 

GEM portfolio, we are less confident in stock performance in the next 6-12 months, 

at least relative to Gazprom and SurgutNG prefs.  

Lukoil – few visible catalysts 

We maintain Lukoil at a Buy, and see significant upside potential in the stock on a 

medium-term view. However, it is not one of our Best Ideas given that we struggle to 

see any company-specific catalysts over the upcoming 3 months (the time horizon 

of a Best Idea) that could re-rate the stock. In particular, Lukoil has issues with the 3 

key Russian discount drivers introduced with this note, in particular growth, which 

will take time to be answered.  

Lukoil is facing a problem typical for large, mature oil producers. Lacking Rosneft’s 

large, young fields and huge portfolio of offshore licenses, Lukoil is scrambling to 

offset declines at ageing core fields. Progress has been made in recent years, with 

Lukoil stabilizing West Siberian and then winning the 1.4bn bbl Imilorskoye field last 

Novatek and Rosneft have value not 

captured by near-term multiples, but 

catalysts may be a bit over the horizon 

Rosneft: We like it, but the key catalysts 

– the first test wells offshore – won’t 

happen until 2014 

Lukoil: Upside, but has growth issues 

and few catalysts 



Russian Oil & Gas 

16 September 2013 Citi Research 

 

 10 

year. Also, as an early adapter of US shale technology to West Siberian 

conventional plays, Lukoil may benefit from the new tight oil tax breaks. However, 

we think the market will be hesitant to credit the company with anything more than 

stagnant production levels until proven wrong.  

On corporate governance, we think the market is still waiting for Lukoil to move to 

its long-promised 30% or 40% dividend payout, although we give management 

positive marks for finally breaking out of a decade-long 15-20% range with its latest, 

c22%, payout.  

Bashneft – Big improvement in governance  

Our investment thesis for Bashneft remains intact, and we maintain our Buy rating 

on the stock. For more details, see our recent upgrade of the stock see (Bashneft 

(BANE.MM) - Upgrade to Buy as IPO preparation evident: Dividends rising, circular 

ownership to be eliminated, September 9). Bashneft’s main growth driver will be the 

launch of the Trebs & Titov fields, where test production is already getting under 

way. However, the main driver recently has been rapidly-improving corporate 

governance, as it appears set to resume of generous dividends in 4Q13 and 

eliminate of the circular ownership via Sistema-Invest. 

Gazpromneft – Growth ambitions 

Gazpromneft scores unusually well on growth, with ambitious plans to raise 

production to 100mn toe (2mn boepd) by 2020 – 67% above 2012 levels. However, 

we feel the market is unlikely to give it full credit for its growth potential while the 

company is in running through the period of high CAPEX needed to underpin that 

growth. Peak CAPEX is likely to run through 2015. In keeping with informal 

government policy not yet reflected at the parent, Gazprom has Gazpromneft 

paying 25% of IFRS net income as dividends, a positive for governance.  

Valuation, recommendation summaries 

Below we show why we differentiate Rosneft and Novatek from the likes of 

Gazprom and Lukoil in terms of return indicators. ROSN and NVTK show significant 

upsides to their DCF (+45% including the offshore opportunity for Rosneft, +83%, 

for Novatek), but less compelling upsides to multiple-based targets (c-5% for 

Rosneft and +35% for Novatek, on average). Gazprom, by comparison, shows 

strong upsides on its long-term DCF and near-term multiples (+103% on DCF and 

76% to 88% on multiples), while Buy-rated Lukoil shows a similar pattern (+58% on 

DCF, +20% to +31% on multiples).  

  

Bashneft is rapidly improving its 

corporate governance with a return to 

high dividends and elimination of circular 

shareholdings 

https://ir.citi.com/xH1eTT5dUA%2bQcgDKedz2H504IwPIDSKPoiqxQnwWITYa0huHMtvCjaNNPeXVgpuzX5T1Yb9EBdI%3d
https://ir.citi.com/xH1eTT5dUA%2bQcgDKedz2H504IwPIDSKPoiqxQnwWITYa0huHMtvCjaNNPeXVgpuzX5T1Yb9EBdI%3d
https://ir.citi.com/xH1eTT5dUA%2bQcgDKedz2H504IwPIDSKPoiqxQnwWITYa0huHMtvCjaNNPeXVgpuzX5T1Yb9EBdI%3d
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Figure 1. Novatek target price derivation 
 

Figure 2. Gazprom target price derivation 
 

 Prices, $/sh Upside Weight Target 
multiple 

Current price $130    

DCF based TP $189 83% 50%  

EV/EBITDA based TP $141 36% 25% 11.4x 

P/E based TP $138 34% 25% 14.8x 

Blended target price $163 59% 100%  

Rating 1-Buy     

 
  

 Prices, $/sh Upside Weight Target 
multiple 

Current price $4.4    

DCF based TP $7.9 103% 50%  

EV/EBITDA based TP $6.8 76% 25% 3.6x 

P/E based TP $7.3 88% 25% 5.4x 

Blended target price $7.5 92% 100%  

Rating 1-Buy     
Source: DataCentral, Citi Research  Source: DataCentral, Citi Research 

 

Figure 3. Rosneft target price derivation 
 

Figure 4. SurgutNG common, pref target price derivation 
 

 Prices, 
$/GDR 

Upside Weight Target 
multiple 

Current price $8.0    

DCF based TP $10.5 33% 50%  

EV/EBITDA-based TP $8.1 1% 25% 5.1x 

P/E-based TP $7.0 -12% 25% 6.7x 

Blended target price $9.0 14% 100%  

+Offshore opportunity $0.99 12%   

Total TP $10.0 26%   

Rating 1-Buy     

 
 

 Prices, 
$/GDR 

Upside Weight Target 
multiple 

Current price $0.83    

DCF based TP $1.24 57% 50%  

EV/EBITDA based TP $1.12 41% 25% 0.5x 

P/E based TP $1.38 74% 25% 6.0x 

Blended TP (comm) $1.24 57% 100%  

Rating 1-Buy    

Current price, pref $0.70    

Pref discount 5%    

Blended TP (pref) $1.18 77%   

Rating 1-Buy     
Source: Citi Research  Source: Citi Research 

 

Figure 5. Lukoil target price derivation 
 

Figure 6. AOIL target price derivation 
 

 Prices, 
$/share 

Upside Weight Target 
multiple 

Current price $62    

DCF based TP $98 58% 50%  

EV/EBITDA based TP $82 31% 25% 3.5x 

P/E based TP $75 20% 25% 5.2x 

Blended target price $88 42% 100%  

Rating 1-Buy     

 
   

 Prices, 
$/GDR 

Upside Weight Target 
multiple 

Current price 48.5    

DCF based TP 74.7 57% 50%  

EV/EBITDA based TP 50.2 5% 25% 4.7x 

P/E based TP 40.3 -15% 25% 5.8x 

Blended TP 60.2 26% 100%  

Rating 2-Neutral/ 
High Risk 

   

 
Source: Citi Research  Source: Citi Research 

 

Figure 7. Gazpromneft target price derivation 
 

Figure 8. Bashneft target price derivation 
  

 Prices, 
$/GDR 

Upside Weight Target 
multiple 

Current price $4.39    

DCF based TP $6.90 67% 50%  

EV/EBITDA based TP $5.90 42% 25% 4.0x 

P/E based TP $5.54 34% 25% 5.6x 

Blended target price $6.31 52% 100%  

Rating 1-Buy     

 
  

 Prices, 
$/GDR 

Upside Weight Target 
multiple 

Current price $59.0    

DCF based TP $82.5 43% 50%  

EV/EBITDA based TP $76.1 32% 25% 5.5x 

P/E based TP $75.9 32% 25% 8.5x 

Blended target price $79.2 38% 100%  

Rating 1-Buy     
Source: Citi Research  Source: Citi Research 
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Figure 9. Russian oil & gas Comp Table  

 
Source: Powered by dataCentral 

 

 

  

Company Target Price Return Market P/E EV /EBITDA Div  yield Total

Name Price Rating 09/14/13 to TP Cap 2012A 2013E 2014E 2012A 2013E 2014E 2012A 2013E 2014E Return

BG 14.2 Buy 12.0 18% $65.1 14.9x 15.0x 12.8x 7.3x 7.1x 6.3x 1.4% 1.5% 1.6% 19%

Eni 17.8 Neutral 17.5 1% $84.6 9.9x 13.9x 11.4x 2.9x 3.6x 3.4x 6.0% 6.2% 6.4% 8%

Repsol 20.0 Buy 18.5 8% $32.1 12.1x 11.1x 13.5x 6.4x 4.6x 5.2x 5.1% 5.4% 5.7% 13%

RD Shell Class A 22.0 Neutral 20.7 6% $211.7 8.1x 8.7x 8.8x 2.9x 3.2x 3.4x 5.2% 5.5% 5.6% 12%

Statoil 150.0 Neutral 135.2 11% $72.7 8.0x 8.9x 8.4x 1.8x 2.2x 2.3x 5.1% 5.3% 5.4% 16%

Total 40.0 Neutral 42.8 -7% $135.4 8.1x 8.6x 8.9x 2.8x 3.3x 3.4x 5.3% 5.5% 5.6% -1%

Weighted average 9.3x 10.2x 9.8x 3.4x 3.7x 3.7x 4.9% 5.1% 5.3%

Petrobras 17.5 Buy 15.1 16% $101.2 8.9x 8.9x 9.5x 5.5x 5.8x 7.1x 3.2% 3.3% 3.1% 19%

Sinopec 7.6 Buy 6.1 25% $91.1 9.1x 8.4x 8.1x 4.9x 4.8x 4.7x 6.1% 5.0% 5.2% 30%

Weighted average 9.0x 8.7x 8.8x 5.2x 5.3x 5.9x 4.6% 4.1% 4.1%

Alliance Oil 60.2 Neutral-HR 48.5 24% $1.3 3.5x 10.5x 5.2x 4.0x 4.6x 3.8x 0.0% 0.0% 0.0% 24%

Bashneft ord 79.2 Buy 59.0 34% $9.3 6.5x 6.0x 6.9x 4.4x 4.2x 4.5x 1.3% 7.6% 6.1% 42%

Gazprom 7.5 Buy 4.38 71% $100.6 2.8x 3.3x 3.9x 2.6x 2.8x 3.0x 4.4% 5.5% 4.3% 77%

Gazpromneft 6.31 Buy 4.39 44% $20.8 3.6x 4.4x 4.4x 2.5x 2.6x 3.1x 6.8% 5.7% 5.0% 50%

Lukoil 88.0 Buy 61.8 42% $47.9 4.2x 4.3x 5.2x 2.4x 2.4x 2.5x 3.9% 5.1% 5.0% 47%

Novatek 163 Buy 130.1 25% $39.4 17.6x 14.0x 14.2x 11.8x 8.7x 8.2x 1.7% 2.1% 2.1% 27%

Rosneft 10.0 Buy 8.0 26% $84.3 6.5x 6.9x 7.8x 5.0x 4.5x 5.3x 3.4% 3.6% 2.9% 29%

Surgutneftegaz ord 1.24 Buy 0.83 49% $29.7 6.4x 3.5x 4.8x 0.5x 0.2x nm 1.9% 2.6% 2.3% 52%

Tatneft ord Neutral 6.8 n/a $14.7 6.2x 7.1x 7.4x 4.8x 4.9x 4.8x 4.1% 3.5% 3.1% n/a

TNK-BP Hld ord Neutral 1.53 n/a $22.9 2.6x 3.1x 3.5x 1.7x 1.4x 1.1x 9.2% 7.9% 7.0% n/a

Surgutneftegaz (pref) 1.2 Buy 0.70 68% $5.4 5.4x 3.0x 4.0x 0.4x 0.2x n/m 6.8% 11.5% 9.0% 80%

Tatneft (pref) Neutral 3.36 n/a $0.5 3.1x 3.5x 3.7x 2.4x 2.5x 2.4x 8.2% 7.1% 6.3% n/a

TNK-BP (pref) Neutral 1.20 n/a $0.5 2.1x 2.4x 2.7x 1.3x 1.1x 0.9x 11.7% 10.0% 8.9% n/a

Weighted average 5.9x 5.6x 6.3x 3.9x 3.5x 3.7x 4.0% 4.7% 4.0%

Total weighted average 8.2x 8.5x 8.5x 3.9x 3.9x 4.1x 4.6% 4.8% 4.6%
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The autumn of 2013 will likely see a flurry of mostly positive developments in Moscow for 

Russian oil & gas names, with the new gas tax law, the new offshore tax regime, and the 

liberalization of LNG exports all likely to receive final approval. Additionally, Gazprom’s 

dividends may get another boost and gas exports to Europe should remain strong following a 

record summer. The one fly in the ointment? The likely 1-year freeze in gas tariff increases.  

An autumn policy offensive  

1) The offshore tax regime to be signed (growth - Rosneft) 

Having been just approved by the Duma, the new offshore tax regime should, we 

fully expect, be signed into law by year-end and go into effect from January 1
st
, 

2014. At last word, it is set to be introduced into the Duma in September or October, 

and we would expect final passage by December. 

The broad strokes of the new tax regime have been public for months, but its 

passage could nonetheless provide a catalyst for primary beneficiary Rosneft and 

its 46 offshore licenses. Gazprom/Gazpromneft (the other traded state-owned 

company with the right to develop the continental shelf) and Lukoil (Caspian Sea) 

will also gain from the new law, but to a lesser extent relative to their current 

portfolio of projects.  

For Rosneft this law is quite important, as it will at least theoretically make offshore 

exploration and development economically feasible, something that is just not 

possible under the current regime. Although the current regime works after a 

fashion onshore, it takes too large a slice of the revenues of a produced barrel to 

justify the development of new onshore fields without significant tax breaks. Applied 

to offshore fields with their greater risks and investment requirements, the current 

regime simply doesn’t work.  

2) LNG liberalization (growth) 

The second major policy goal that appears likely to be reached this autumn is the 

liberalization of LNG exports, whereby independent gas producers are allowed to 

export LNG around Gazprom’s current legal monopoly on the export of gas in all 

forms. This would be a major boon to Novatek and Rosneft, two independent gas 

producers with large ambitions for the export market. .  

We see LNG liberalization as highly likely for the following reasons: 

 The Kremlin is already visibly fully behind the project, including extending tax 

breaks to the project denied Gazprom’s Shtokman project. Backing out now 

would result in a loss of face that doesn’t seem likely. 

 Investment in the $2.3bn port of Sabetta began this summer, with 65% of the 

investment coming from the federal government and the rest from Novatek.  

 A major purchaser of gas from Yamal LNG appears to have been found in new 

partner CNPC, whose purchase of a 20% stake should be finalized by early 

October, according to Novatek management, and who will presumably also step 

up as an anchor customer for gas from Yamal LNG. 

 Rosneft, led by its very influential CEO, Igor Sechin, is now fully behind the push 

to liberalize LNG exports, as it needs that ability in order to monetize existing and 

expect gas assets: 

Regulatory improvement addresses 
political/regulatory risk, growth issues 

New offshore tax law quite important  

for Rosneft  

We think LNG liberalization all but 

inevitable 
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– Rosneft and ExxonMobil begin test drilling the Kara Sea next summer – not far 

offshore from the Yamal Peninsula – where the companies expect to find 

substantial hydrocarbons, of which over half is likely to be gas. Without having 

the right to export LNG, those projects would likely be difficult to develop for 

their liquids alone.  

– Rosneft and ExxonMobil have substantial gas in their Sakhalin-1 project for 

which there is no market. The two companies’ announced plan to build an 

LNG plant by 2018 is likely intended to use this gas as a feedstock, we think. 

Note that the emergence of independent Russian LNG exporters will be a negative 

development for Gazprom, but a modest one, we think. Although its full monopoly 

on gas exports will be lost, piped gas will remain the company’s exclusive bailiwick, 

eliminating the possibility of Russian head-on-head competition for market share in 

Europe. Meanwhile, new LNG projects from Novatek and Rosneft would not enter 

the European market directly, but rather the global LNG market, with their products 

going to the highest bidder after allowing for transport costs. In the current market 

environment, that highest bidder is Asia, where spot gas prices are typically $5-

$9/mcf higher than those in Europe. Even then, the great majority of the gas from 

these projects, particularly Novatek’s Yamal LNG, will be pre-sold under long-term 

contracts, likely with oil-linked prices well in excess of what Europe is willing to pay.  

Some non-Gazprom Russian LNG will make its way to Europe, we think, but only a 

relatively few marginal loads, and even those will likely be delivered under swap 

arrangements with other suppliers who in turn deliver gas to Asia to meet Novatek’s 

or Rosneft’s contractual obligations, not affecting the supply of LNG to Europe, but 

merely optimizing transport costs for both suppliers.  

3) New gas taxation regime to be finalized and passed 
(risk, growth)  

The new gas tax regime should also be approved this autumn, signed into law in 

time to go into effect by January 1
st
, 2014. As we wrote in May (Russian gas tax 

policy - Gas, condensate tax formula – Initial impression positive), we see this law 

as being a positive for all major gas producers on de-risking of new field 

development and for equity analysts as it decreases the uncertainty around long-

term earnings power in a given oil price and macroeconomic setting, but especially 

Novatek (on de-risking condensate taxation as well as gas itself). The offshore 

regime will primarily benefit Rosneft.  

We think the government’s ability to increase gas taxes substantially from current 

levels is actually quite limited. From statements reported in the press, we think that 

increasing gas export duties is likely to be off the table. Russia is now a member of 

the WTO, which frowns on the existence of export duties to begin with. Although 

Gazprom’s duties on European exports have been grandfathered in, additional 

increases would be difficult to achieve.  

4) Tight oil regime already passed (growth) 

Deteriorating traditional reserves quality and recent shale development success in 

North America have sparked substantial interest around Russia’s unconventional 

reserves opportunity. With these reserves holding the potential to be tangible and 

relatively quick way of supporting Russian crude oil production, in the first half of 

2013 the government developed and introduced a set of tax exemptions aimed at 

supporting unconventional oil development. The corresponding law codifying a 

special tax regime for unconventional oil was passed by the Duma over the summer 

and signed into law by President Vladimir Putin in late July. 

Gazprom to only be marginally affected 

by LNG liberalization 

Why we think the government’s room for 

maneuver on taxation is very limited, and 

the read-across to Gazprom dividends 

https://ir.citi.com/Yk386MWyWJlgBY315JhPQaA7IagnlyNEBOYKHOlTPoUBXmv7ZL8N%2fWals6AC6JBHgU20z6Z1c3I%3d
https://ir.citi.com/Yk386MWyWJlgBY315JhPQaA7IagnlyNEBOYKHOlTPoUBXmv7ZL8N%2fWals6AC6JBHgU20z6Z1c3I%3d
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Even though the tax breaks will take effect only from Jan 1, 2014, several Russian 

oil majors, including Rosneft, Gazpromneft, Lukoil and SurgutNG, have already 

initiated significant pilot projects in unconventional reserves. In particular, Rosneft 

has established a special JV with ExxonMobil focused on unconventional reserves 

development in West Siberia. Gazpromneft is pursuing the same objective jointly 

with Shell, while SurgutNG (the pioneer of Bazhenov formations development in 

Russia), traditionally relying on its substantial in-house drilling and fracturing 

expertise, is apparently remaining independent while actively exploring the 

possibilities. Lukoil is conducting Bazhenov production experiments using the 

thermo-gas impact technology via its subsidiary RITEK at the Sredne-Nazymskoye 

field and also conducts horizontal wells drilling in combination with multistage 

fracturing, but has seemed less enthusiastic about the potential than the other 

companies mentioned here.  

For a more detailed exploration of Russia’s tight oil opportunities, please see our 

recent comprehensive note on Russia’s OFS industry (Russian Oilfield Services, 

September 3, 2013). 

 

The government passed a set of tax 

exemptions supporting unconventional 

oil development this past summer 

https://ir.citi.com/GmyUyrSwqAOjecQ9tCFNAokJK%2fnni2wXwh7%2fQUDlLjVvfMwSAP5O7ZH6fH3TNIMj0UmCfNH0FzQ%3d
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Our main thesis on GAZP is that the stock de-rated in 2009 due to the threat the US shale oil 

revolution and LNG glut presented to the company’s its European franchise, which not only 

took growth out of the picture, but threatened outright reductions in prices and volumes. 

Although worries linger, we think they are being quickly resolved by surging European exports. 

Since 2009 a second issue has arisen – increasing investor exasperation with poor corporate 

governance, in particular seemingly extravagant reinvestment CAPEX. We think the sea 

change in dividend policy in 2011/12, and an increasingly likely additional 40% increase for 

next year, has materially improved Gazprom’s score on corporate governance.  

At this point, we think many investors have written Gazprom off as an investible 

stock due to a combination of those corporate governance issues and the seeming 

threat from the shale gas revolution.  

We think this may be short-sighted, as we think two things – rising dividends and 

mounting evidence that Gazprom’s position in the European market is surprisingly 

strong – may underpin a re-rating of the stock. 

 European exports: With practically all non-Gazprom sources in decline, and in 

spite of weak demand, Europe is finding itself increasingly reliant on Russian gas 

to balance its market. We are becoming increasingly optimistic not just about 

Gazprom’s near-term export opportunities, but about the long-term ones, as well. 

With this note we raise our 2013 European export forecast from 150bcm to 

155bcm, after having raised it from 145bcm only recently. We also raise 2014-

2015 forecasts to 155bcm, leaving our 2017 terminal assumption unchanged at 

158bcm, Gazprom’s published take-or-pay minimum shipments in its European 

contracts.  

 Dividends: since that de-rating in late 2009, Gazprom has experienced its first 

meaningful improvement in corporate governance that we can remember 

occurring in the 14 years we’ve been covering the company – it began paying 

real dividends in late 2011. Rather than being an inconsequential bit of window 

dressing, we argue that increased dividends are actually a critical improvement in 

Gazprom corporate governance practices, as higher dividends directly address a 

key (if not the key) criticism of the company made by investors – its wasteful 

spending of cash.  

The significance of Gazprom’s dividend increase 

Historically, dividends have not been of major import for the Russian equity market, 

with yields often at or below 1% for most of the period since the 1990s.  

However, in 2011 the government began to raise dividend requirements for state-

owned companies, first requiring Gazprom to move to a 25% of RAS net income 

standard, and then tightening up the definition of net income to limit management’s 

ability to manage down profits. This resulted in a sea change in Gazprom’s dividend 

(Figure 4), and on that policy we today expect Gazprom to pay around RUB8/share 

next year on 2013 earnings, or a c5.4% yield on its current price.  

That puts Gazprom in good company, as a number of companies in the Russian oil 

& gas universe have expected yields in that range (Figure 9), with Gazprom, 

Gazpromneft, Lukoil, Bashneft, and Tatneft pref all yielding in that general range. 

Although not yielding as much, Rosneft has played a notable role in increasing 

investor expectations for dividends from Russian oil & gas companies. With the 

arrival of Igor Sechin in 2012 as CEO, Rosneft moved almost immediately to paying 

Gazprom: Exports and dividends address 
growth and corporate governance Gazprom, SurgutNG prefs remain  

Best Ideas 

Gazprom’s position on European market 

much better than recently thought 

Increased dividends = improved 

corporate governance 

Gazprom’s dividend increase(s) are 

important, first and foremost, because 

they significantly improve a key 

corporate governance metric – the return 

of cash to shareholders. 
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25% of IFRS net profit as dividends, going as far as paying a supplementary 

dividend – which was larger than its initial dividend – in the second half of the year 

to bring its total payout on 2011 earnings to 25% of IFRS net profit, a policy the 

company kept for its most recent dividend and which management has repeatedly 

reiterated is here to stay. 

While not explicitly targeting a 25% payout, Lukoil over the last year has broken out 

of its decade-long payout range of 15-20%, inching up to 22% this year on 2012 

earnings and apparently on track to get closer to that 25% mark for 2013E earnings 

(in early August Lukoil unexpectedly declared a RUB50/share interim dividend, a 

5% annualized yield on the prevailing price). We think Gazprom is next on the list to 

move to 25% of IFRS, a view supported by recent newsflow that the political 

decision to do so has already been taken at the highest levels, including by Russian 

President Vladimir Putin and PM Dmitri Medvedev. 

How Gazprom sets it capital budget – Dividends come before CAPEX   

We think it is critical that investors understand that under Gazprom’s capital 

allocation policy, in a typical year dividends take a higher priority than CAPEX. That 

is, dividends are determined and set aside early in the fiscal year (being payable on 

the previous year’s earnings), while the rest of the cash generated in the course of 

the year is usually invested into projects of various levels of attractiveness.  

This policy has a number of implications for investors: 

1) Dividends and CAPEX are not in conflict: Gazprom’s approach is 

precisely the reverse of what many investors assume. We have constantly 

run across the comment that “Gazprom can’t raise dividends, as the 

CAPEX budget leaves no cash available”. In reality, there is no conflict, as 

the cash for dividends is budgeted at the start of the year, with Gazprom 

then reinvesting any and all excess cash that the business throws off in the 

course of the year. To see an illustration of that, refer to Figure 11, which 

shows that, while Gazprom has outspent cash flows a couple of times in 

the past, it has never suffered cash to remain on the table.  

2) By definition, raising dividends displaces the lowest-priority (and 

presumably lowest-return) CAPEX of the year: We think Gazprom de-

rated in late 2009 due to the threat to the company’s core profit center – 

the European gas market – from the LNG glut that hit the market that year. 

However, many investors’ major complaint about Gazprom in recent years 

has not been that apparent threat to the bulk of the company’s profits, but 

rather the likelihood that the company will reinvest generated cash in 

value-destructive projects. The higher the dividend, the less cash remains 

for Gazprom management to invest at a rate of return below its cost of 

capital, and therefore the more the stock should be worth.  

Any increase in dividends, therefore, comes directly from the traditional 

investment budget increase(s) in September and December, increases that 

are typically used to absorb any cash generated above and beyond that 

needed to: a) meet dividends, and b) fulfill the initial, purposefully 

conservative, investment budget set out at the beginning of the year. 

3) Dividends equal Free Cash Flow: Looking at Figure 11 again, and 

bearing in mind that all cash flow after dividends is historically reinvested 

into the business, then by definition dividends equal Free Cash Flow. 

Therefore, increasing dividends necessarily increases FCF, assuming no 

change in debt levels.  

Higher dividends equal a major corporate 

governance improvement 

Dividends come before CAPEX… 

…so the higher the dividend, the less 

cash can be poorly reinvested 

Dividends = Free Cash Flow  

for Gazprom  
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Second, the increase has already been very large 

The sea change in Gazprom’s dividend policy in 2011 made a significant difference 

in the amount of cash being returned to investors, boosting dividends from 

RUB2.4/share in 2010 (on 2009 earnings) to RUB3.85 in 2011, and RUB8.97 in 

2012, when the new policy went into full effect.  

This year’s dividend of RUB5.99/share came in 33% below that 2012 number, with 

the drop driven by a combination of higher taxes (which went into effect in January 

of 2012), lower European exports (as temperatures moderated after a cold 2011), 

and several billion dollars of retroactive payments to European customers (due to 

back-dated discounts agreed to by Gazprom).  

The market found this dividend level disappointing, mostly because Gazprom 

management had been guiding for a RUB7-8/share dividend during annual 

marketing in February. However, in the process of punishing the stock for 

management’s poor guidance, we think that investors may have lost sight of the fact 

that Gazprom is now paying dividends at an entirely different level than it was prior 

to the 2011 reforms, as this “disappointing” dividend was still more than double the 

size of the highest-ever pre-2011 dividend of RUB2.66/share in 2008 (Figure 10).  

Looking more closely at that graphic, note that in 2007-2010, leaving out the crisis-

influenced dividend paid in 2008, Gazprom’s average dividend was cRUB2.5/share. 

After the change, and leaving out the transition year of 2011, the average dividend 

(including our estimate of 2014 dividends to be paid on 2013 earnings under the 

current policy) looks to be in the range of RUB7.5/share, or 3x higher. This is what 

we mean by a sea change in policy. 

Figure 10. Gazprom dividends, RUB/share  
 

Figure 11. Gazprom's OpCF, CAPEX, divs, $bn 

 

 

 
Source: Gazprom, Citi Research estimates  Source: Gazprom, Citi Research 

 

Third, dividends will most likely grow at least c40% larger 

The dividend revolution at Gazprom is likely not yet over, as we think it is highly 

likely that the government will push through on its official target of having all state-

owned companies pay 25% of IFRS net income (or fully-consolidated RAS net 

income) out to shareholders.  

If the government were to raise dividend requirements to 25% of IFRS net income, 

which is now looking increasingly likely (Gazprom dividends set to rise, government 

“takes decision” to raise payout to 25% of IFRS), in a typical year we calculate this 

would result in a 40% increase
3
 in the dividend itself.  

                                                           
3 As RAS operating income and clean net income (ignoring any non-cash paper losses) are usually 
70% of IFRS levels, the 25% of RAS dividend policy equates to a 17.5% of IFRS policy. Therefore, 
increasing that policy to 25% of IFRS is a 25/17.5-1=40% increase in dividends.  

0

2

4

6

8

10

'00 '02 '04 '06 '08 '10 '12 '14E

2011 transition year

Old dividend policy
yielded cRUB2.5/sh

Current dividend policy
yields cRUB7.5/sh

$0

$10

$20

$30

$40

$50

$60 Cash used in investing

Cash flow from operations

Dividends

Gazprom has already had one sea 

change improvement in dividend policy 

This is what we mean by sea change: 

Dividends under current policy 3x higher 

than pre-2011 levels… 

…and set to rise another 40%+ 

https://ir.citi.com/DxxGgL2sWHpiuHYiEdUS4BMGp9%2fgathUk67aDZbt0lX6aXbOl2XWJmt9hxo0wIBr%2fKCqx0E%2bqJQ%3d
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Looking at Figure 10 again, this implies that, all else being equal, the proposed 

dividend policy would result in a jump in Gazprom’s per-share dividends to 10-11 

RUB/share, over 4x higher than pre-2011 levels in addition to being 40% above 

levels likely to be seen under the current policy. On the current stock price of 

RUB145/share, this would imply dividend yields of c6.9% to c7.6%.  

Gazprom export update – Going from strength to strength 

Gazprom exports should continue to be strong as Europe continues to scramble to refill 

exports in the face of dwindling non-Gazprom supply options (LNG, Norway, N. Africa, etc.) and 

stabilizing demand. Is it yet time to start thinking of Gazprom’s exports to that region in terms 

of growth rather than the potential for shrinkage? 

We raise our export forecast for 2013 from 150bcm to 155bcm. By itself, this raises 

our 2013E EBITDA for Gazprom by a relatively modest c$820mn or c2%. However, 

the sentiment impact for the stock should be substantially greater than that due to the 

implications for Gazprom’s negotiating position vis-à-vis its European customers. 

In our view, these strong export numbers underline that the non-Gazprom sources 

of gas for Europe are quite limited – indeed, we think they are shrinking. In turn, that 

implies that, not only are export volumes stabilizing, the likelihood that Gazprom will 

have to make any significant price concessions in the medium term is quite low. As 

Gazprom is more price-sensitive than volume-sensitive, the implication that 

Gazprom’s oil-linked contract pricing will likely remain intact is more important than 

the actual volumes themselves.  

Meanwhile, Ukraine is finally ramping up its own gas off-take, having delayed the 

process as much as possible YTD through the end of August. We think there is little 

downside left there, although growth from current levels also seems unlikely – in 

light of the high prices it is paying, we think it will have reduced its Russian offtake 

to the irreducible minimum, given the makeup of its industrial needs for chemical 

feedstock and fuel. Even if the long-negotiated price adjustment is finally reached, 

we think the country’s imports of Russian gas are unlikely to rise enough to do 

anything more than offset the price decline, and Gazprom’s overall earnings from 

the country will be unlikely to change much (we think this explains why Gazprom 

hasn’t been in any particular hurry to reach a deal).  

Domestic sales volumes continue to decline, and tariff increases will apparently hit 

their first hiccup in over a decade come next year. However, while earnings growth 

from the domestic gas market seems unlikely, the downside is also limited, in our 

view. This is due mostly to the fact that Gazprom retains significant revenues from 

every unit of gas sent through its pipeline system.  

For example, if the company loses a thousand cubic meters of sales to an 

independent producer, it does indeed lose c$100 of revenue up front. However, 

costs are decreased by c$20 via the Mineral Extraction Tax (we think most other 

costs are largely fixed), and Gazprom will get on average c$45 back in the form of 

the transport tariff from the independent producer. Therefore, rather than losing 

$100/mcm, Gazprom has lost no more than c$35. Therefore, we gauge that a 

10bcm loss of market share would lead at most to only c$350mn of EBITDA loss for 

Gazprom, even assuming that all of its gas production costs are fixed. To the extent 

those costs are variable, that number will be reduced.  

We raise our 2013 export forecast from 

150bcm to 155bcm   

The implication that Gazprom’s oil-linked 

contract pricing will likely remain intact 

is more important than the additional 

volumes themselves 

Ukraine volumes likely stable at current 

levels of c28bcmpa, but with high 

margins 

Why domestic market share losses just 

aren’t all that important 
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As we published in early September (SNGSp.MM: It’s T+2 Day. Upgrading TP on Lower Pref 

Discount), we see SurgutNG preferred shares as remaining one of the best opportunities in the 

Russian oil & gas space.  

 T+2 should improve access to the preferred share for international 

investors: We see the introduction of T+2 trading in early September leading to 

an acceleration of the convergence of the preferred price with the common seen 

over the last 3 years (Figure 12), as it should increase the availability of the stock 

to international investors. Historically a number of international investors have 

been effectively blocked from owning SurgutNG’s preferred shares due to a 

combination of: a) a lack of T+2 settlement, which kept them from trading locally; 

and b) a severe lack of liquidity in the prefs unsponsored ADR traded in New 

York. 

 Dividend still the core return generator for SurgutNG prefs, set for large y-

o-y increase: We have cause for optimism that the dividend will rebound sharply 

this year, supported by a weak ruble YTD. In the event, assuming current ruble 

levels remain until year-end, we calculate that SurgutNG will pay RUB2.6/sh to 

preferred holders, showing a yield of 11.8% on the current stock price.  

Note that this dividend is materially supported by recent ruble weakness. If 

current ruble levels are maintained through December 31
st
, SurgutNG should 

book a substantial paper gain on the company’s largely USD-denominated $32bn 

cash pile of maybe $2.5bn, following a c$2bn forex loss booked in 2012. That 

potential $4.5bn swing is the primary driver behind what we anticipate to be a 

near 70% y-o-y increase in the preferred dividend on last year. This is well above 

the record high preferred of RUB2.15/sh paid out in 2012 on 2011 earnings 

(Figure 13).  

In spite of the support given to the dividend this year by a weaker ruble, on a 

year-in, year-out basis this effect averages out, and the stock’s guaranteed 40% 

pro-rata payout will give maybe a 9% yield on today’s price.  

 At these levels we think SurgutNG equity in general is highly defensive: 

The current combined market cap for SurgutNG’s two share classes stands at 

$35bn, only fractionally above its cash pile of c$32bn. As we show in Figure 14, 

the cash level of SurgutNG has historically acted as a reliable trading floor for the 

company’s equity on a combined basis. While there is no iron-clad law this will 

hold true in the future – equity markets will do what they will – it nonetheless 

gives us confidence the stock represents a relatively safe instrument for gaining 

exposure to the Russian oil & gas sector.  

This is doubly so given that dividend expectations often rise when the overall 

Russian macro picture is deteriorating: As pointed out above, if the ruble is 

getting weaker, then SurgutNG will see a net income boost from FOREX gains, 

which automatically feed through to higher preferred dividends.   

 

SurgutNG prefs: Still a favorite 

The reliable return from SurgutNG prefs 

is the dividend 

https://ir.citi.com/I8ndt00FdWoThqx0wrpRVocUxqLOyYtOhNLYhS%2fjRD6gsedlg2RdF8HCOkpJ8FUr79ASrPvuPNo%3d
https://ir.citi.com/I8ndt00FdWoThqx0wrpRVocUxqLOyYtOhNLYhS%2fjRD6gsedlg2RdF8HCOkpJ8FUr79ASrPvuPNo%3d


Russian Oil & Gas 

16 September 2013 Citi Research 

 

 21 

Figure 12. SurgutNG’s pref/common discount continues to contract 
 

Figure 13. SurgutNG dividends, RUB/sh 

 

 

 
Source: Bloomberg, Citi Research  Source: Company data, Citi Research 

Note: Year indicates financial year on which dividend paid, not the year actually paid 
out (ie, 2012 pref dividend of RUB1.48 was paid in summer of 2013 on 2012 results). 

 

Figure 14. SurgutNG's cash pile vs. market cap, $bn 
 

Figure 15. Liquidity of SurgutNG’s various tickers, $mn/d 

 

 

 
Source: Bloomberg, Citi Research 
Note: Total market cap includes both the common and preferred shares, assuming 
that all issued shares are outstanding (i.e., no treasury position) 

 Source: Citi Research 
Notes: 1) data in chart smoothed (1-month trailing averages); 2) $mn/d numbers 
shown in key indicate average daily trading volume YTD 

 

SurgutNG cash pile: Why – and how – we give it a haircut 

The ‘cash pile’ is there, we know that, some $32bn in total. We were confident that 

cash existed even before the IFRS accounts came out, and they only confirmed that 

level. For calculating our EV/EBITDA numbers, we leave the full cash number in 

there – it is a real asset with an easily discernible value, and we it instructive to see 

a multiple near zero.  

However, for our DCF valuation we feel the need to give a haircut to that cash pile 

for the following reason: Due to past behavior by management, a substantial part of 

that cash will likely never be employed or returned to shareholders, nor can it be 

justified as a deep reserve for a (very) rainy day. Generating low returns, and while 

low-risk, this cash is worth less than its face value to investors based solely on the 

cash flows its generates. 
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How we do it 

SurgutNG has a c$32bn cash pile per its last report. Of that, we are willing to set 

aside $5.0bn as being necessary for working capital and an emergency fund in case 

of a sustained correction in oil prices. Another $5.0bn we are willing to reserve for 

East Siberian development – the company has ambitions in the region, and it is 

possible that its cash needs could outstrip its ability to generate cash for a time as 

its expands operations in the region. That leaves us with $22.0bn of excess cash on 

the balance sheet that we think is unlikely to either be employed in the company’s 

core business or return to shareholders in the form of a dividend. 

We estimate that, in the current environment, SurgutNG could command perhaps 

as much as a 4% rate from Sberbank on a deposit (the bulk of its ‘cash pile’ sits 

with Sberbank and VTB, per its IFRS accounts), which annually means the excess 

cash is generating $880mn of interest. We now need to estimate the value of this 

cash to the equity investor. However, we don’t think we can use a standard cost of 

equity for this task, as it would overstate the risk around this asset: It can’t be less 

than face value, while an investment into an oil field with all its geological and oil 

price risks certainly can, for example. It may generate low cash flows, but they are 

highly certain.  

We suggest using SurgutNG’s own cost of debt, were it to go onto the market to 

borrow. Per Russia’s corporate debt curve for USD-denominated issuances (Figure 

16), SurgutNG could probably borrow today at around 6.4%, were it to want to. 

Discounting that $880mn of interest in perpetuity using a 6.4% discount rate gives 

us a value to equity holders of that excess cash of $13.8bn, or an $8.2bn haircut on 

SurgutNG’s cash pile.  

Figure 16. Russian yield curve, YTM% 

 
Source: Bloomberg, Citi Research 
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We are raising our long-term oil price assumptions following a similar move by Citi’s 

European team in late summer. In particular, we are increasing our 2017 oil price 

from $80/bbl nominal to $90/bbl real or, after allowing for inflation, to $102/bbl 

nominal. While this pushes up revenues for our Russian oil & gas companies, it 

does not have an overly dramatic effect on our DCF valuations, due to higher 

expected inflation and taxes associated with higher oil prices. Our near-term 

multiples-based valuation indications are largely unaffected as they are based on 

2013 earnings forecasts, which are not materially affected.  

Figure 17. Oil assumption changes 
 
 1Q13 2Q13 3Q13E 4Q13E 1Q14E 2Q14E 3Q14E 4Q14E  2012 2013E 2014E 2015E 2016E 2017E 

Brent crude, $/bbl                

Old $113 $103 $105 $103 $103 $103 $103 $103  $112 $105 $100 $90 $80 $80 

New $113 $103 $105 $100 $100 $95 $100 $95  $112 $105 $98 $93 $99 $102 

                

Average RUB/USD                 

Old 30.4 31.6 31.7 30.6 30.6 30.6 30.6 30.6  31.1 31.1 32.2 33.7 35.0 35.0 

New 30.4 31.6 32.9 33.5 33.8 34.1 34.1 34.1  31.1 32.1 33.9 34.4 34.3 33.5  
Source: Citi Research 

 

DCF valuations rise modestly 

Oil price increases do not happen in a vacuum, especially in Russia, and a higher 

price will be largely offset – although not entirely – by higher costs. Below we detail 

the costs that are linked more or less directly to oil. 

Higher taxes 

Much of the nominal revenue gain is offset by higher taxes, especially in the 

upstream where the government takes c86% of any nominal increase in oil prices 

on export routes. Downstream margins do rise, however, due to the arbitrage 

inherent in export duty regime, clawing some part of that back, depending upon the 

refining exposure of the company in question. 

Higher inflation 

A higher assumed oil price, and an oil price that will rise with USD inflation (as our 

real $90/bbl assumption stipulates), should also result in somewhat higher oilfield 

inflation, as well, relative to our previous assumptions. We raise our overall base 

inflation assumption – underlying plus oilfield – from 7% pa to 8%. 

Higher replacement costs:  

A key assumption – if not the key assumption – in all of our DCF valuations of 

Russian oil companies is the cost of replacement of the produced barrel. In a 

generally higher oil price environment, we cannot see how replacement costs won’t 

be higher, as well, partly from higher inflation and partly from the fact that higher oil 

prices will allow companies to push into more marginal oil plays.  

 Lukoil – from $9/bbl to $10/bbl: We had previously assumed that the 

application of higher technology (horizontal wells and multi-stage fracturing) to 

Lukoil’s large portfolio of lower-quality reserves and/or smaller conventional fields 

would allow it to drop its replacement cost from historical levels of c$10/bbl 

(when the company was investing sufficiently to maintain production) to $9/bbl. 

However, that assumption was partly underpinned by the idea that oil prices 

would retreat somewhat over time, helping to keep OFS costs under control. We 

now assume that higher technology will only help maintain replacement costs 

around that $10/bbl level as the quality of remaining reserves progressively 

Raising long-term oil price assumptions 

Higher revenues offset by higher costs, 

stronger ruble 
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deteriorates, rather than lowering them. This additional dollar, given our 

normalized (2017) production forecast of 2.1mmbpd, adds c$750mn to annual 

maintenance CAPEX, lowering our DCF by c9%, all else being equal. 

 Rosneft – from $8/bbl to $9/bbl: Given its younger key fields – especially those 

in 1.3mmbpd YuganskNG (Priobskoye) and 440kbd Vankor – and an equal 

access to technology, we continue to think that Rosneft will have a sustainable 

advantage on Lukoil on replacement costs, which we have long assumed to be in 

the range of $1/bbl. However, Rosneft is subject to the same market forces that 

Lukoil is exposed to, and so we raise that company’s replacement costs 

assumption by $1/bbl as well, to $9/bbl. This increase, coming off a lower base 

($8/bbl instead of $9/bbl with Lukoil) has a larger, 16% impact on our Rosneft 

DCF valuation, all else being equal.  

 Gazprom – from $2.7/boe to $3.3/boe: Although a smaller $0.40/boe than the 

$1/bbl we add for Lukoil and Rosneft, coming on Gazprom’s lower base (and 

lower EBITDA per boe) this still has a significant effect, lowering Gazprom’s DCF 

by 10%, all else being equal. 

For Gazprom, limits to what the European gas market can bear 

We think that gas will remain a premium product on the European market for the 

following reason: The region is a large and growing gas importer, with LNG 

providing the marginal unit of non-Gazprom fuel. LNG is not a cheap form of 

delivering gas, and therefore gas in Europe will remain relatively dear, we think. We 

also continue to think that Gazprom will continue having success in defending its 

existing oil-linked contracts in general.  

However, sustained high oil prices will keep pressure on the profitability of 

Gazprom’s customers. Therefore, should oil prices remain at or above $100/bbl, 

we’d expect continued negotiations on the oil price coefficient (or “slope”) in those 

contracts, while we had previously assumed that easing oil prices would relieve that 

pressure. As such, we are lowering our estimated oil slope from 10.8% to 10.0%. 

For the uninitiated, a slope of 10% means that, if oil is at $100/bbl, then gas under 

that contract will be priced at $10/mcf ($353/mcm). In this case, lowering the slope 

from 10.8% to  while raising our nominal oil assumption from $80/bbl to $102/bbl 

still results in an increase in our assumed European export price, but from /mcf to 

/mcf rather than to the /mcf we would have otherwise seen.  

This puts our normalized gas price assumption in the range of current European 

spot prices in the low-$10/mcf range, but below mid-term futures prices of $11/mcf 

(themselves largely set by Gazprom’s current contract parameters and the current 

price for oil, we think, so potentially not a good market signal for predicting the 

market-clearing price for gas in Europe).  

Benchmarking our European gas price assumption off of Henry Hub  

As a benchmarking exercise, a European floor price can be set using US prices, the 

tolling price imbedded in the contracts of Cheniere Energy (the company pioneering 

LNG export from the US), and normalized LNG shipping prices, using the following 

formula: Landed Price = 1.15*Henry Hub + tolling charge + shipping charge + re-

gasification charge.  

Henry Hub: Everyone has their own opinion of a normal price for Henry Hub 

pricing, with most agreeing that prices will need to be at least somewhat higher than 

current levels once the current oversupply is worked through. For this exercise we 

In spite of oil-linked contracts, higher oil 

prices long-term don’t fully translate into 

higher gas prices 

European floor price $8/mcf – US shale 

exports: 
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will use $4/mcf on a full-year basis, only modestly higher than the current level of 

$3.6/mcf. We think that $5/mcf might actually be a better long-term number, if for no 

other reason than that the addition of LNG exports will in and of itself add a 

significant dollop of demand to the US supply/demand balance.  

 Tolling: Cheniere’s tolling charge on most of its contracts has been $3/mcf. As 

this project is a conversion of an import facility conveniently located near Henry 

Hub, it likely represents near the low end of possible outcomes for new facilities, 

with greenfield plants likely requiring a higher tolling charge to cover the cost of 

not only the liquefaction trains but storage and port facilities.  

 Shipping: Current shipping charges from Trinidad & Tobago to Europe are 

running about $1.1/mcf per Bloomberg. However, these are exaggerated due to 

the current shipping shortage, and might come down to $0.6/mcf in a normalized 

situation, we think.  

 Re-gas charges: It is not sufficient to land LNG in Europe, it also has to be 

turned back into gas fit for injection into the continent’s pipeline transport system. 

Typically, those charges are around $0.4/mcf, per POTEN data. 

With those numbers, each of them conservative in their own way, US gas landed in 

Europe would need 1.15*$4.0+$3.0+$0.6+$0.4=$8.6/mcf to break even on the 

trade. This to us represents a fairly firm floor for European pricing over any 

reasonable time frame. If US gas prices rise to c$5/mcf, something that seems 

reasonable to assume for the longer term, then that breakeven trade rises to 

$9.8/mcf, very close to our normalized number for Gazprom in Europe.  

Summary of TP changes 

Below we summarize the increases in our target prices driven by the change in our 

long-term oil price assumption. In general, our multiple-based targets haven’t been 

much moved, except to the extent that our near-term earnings expectations have 

evolved in recent months. Our DCF valuations, as a rule, have risen, although that 

effect has been muffled by the fact that the DCF makes up only half of our TP-

setting mechanism.  

In summary:  

 The largest increases were seen in Lukoil, which with older, higher costs fields 

benefits more than Rosneft from a marginal increase in oil prices on full-cycle 

economics, and in Gazpromneft, which saw us increase near-term earnings 

forecasts a bit more than the other companies due to company-s 

 The smallest gains came for Novatek and Rosneft. Novatek has relatively limited 

direct exposure to external oil prices because of its large component of domestic 

gas sales in its revenue stream, which are both set in rubles and are decreased 

by the lack of tariff growth in 2014. Rosneft, with its significant gas ambitions, 

also saw its DCF valuation impaired somewhat due to the new gas price 

assumptions. 

 Otherwise, increases in TPs ranged from a 4% drop to a 9% gain, with most TPs 

rising 6%-7%.  

  



Russian Oil & Gas 

16 September 2013 Citi Research 

 

 26 

 

Figure 18. Summary of TP changes 
 
 New P/E EV/EBITDA Total Current ETR*       

 DCF TP TP weighted TP price   DCF old Change  Old TP Change 

Alliance 74.7 40.3 50.2 60.2 48.5  24%  65.8 14%  62.7 -4% 

Bashneft $82.5 $75.9 $76.1 $79.2 $59.0  41%  $72.7 13%  $74.2 7% 

Gazprom $7.9 $7.3 $6.8 $7.5 $4.4  77%  $7.0 12%  $7.0 7% 

Gazprom Neft $6.9 $5.5 $5.9 $6.31 $4.4  50%  $6.3 10%  $5.77 9% 

Lukoil $98 $75 $82 $88 $62  47%  $82 20%  $81 9% 

Novatek $189 $138 $141 $163 $130  27%  $181 4%  $163 0% 

Rosneft $10.5 $7.0 $8.1 $10.0 $8.0  29%  $9.4 12%  $9.2 9% 

SurgutNG $1.24 $1.38 $1.12 $1.24 $0.83  52%  $1.07 16%  $1.17 6% 

SurgutNG pref    $1.18 $0.70  80%     $1.11 6%  
Source: Citi Research 
Note: Rosneft TP includes $0.99/share for our estimated value of the company’s 46 offshore licenses 
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Alliance Oil (AOILsdb.ST) 
Still Neutral on High Risk 

 
 Oil price assumption boosts DCF, Target Price: Our oil price assumption 

change increases our DCF by c14%, but our overall weighted TP actually falls 

c4% to SEK60.2/share due to declines in our multiple-based targets, the latter 

driven by FOREX-related earnings declines. We expect no dividend in the 

medium term, which means our expected total return (ETR) is equal to the 

upside to our TP at 24%. 

 Recommendation maintained at Neutral: We maintain Alliance at Neutral, but 

we attach a High Risk flag to our Neutral rating to reflect: a) delays with the 

Khabarovsk refinery modernization completion and b) recent press reports that 

Rosneft may be looking to buy into Alliance Oil and/or part of its business, which, 

even if true, might not necessarily bode well for Alliance Oil minority 

shareholders. Although our target price implies some modest upside potential, it 

is insufficient to warrant a Buy rating given the risk we see.  

 Alliance and the 3 discounts  

– Growth: Alliance’s growth is limited on the oil side due to the declines seen at 

its mature core asset base, including the once-promising Kolvinskoye field. 

The company is targeting a 10% compounded annual production growth rate 

going forward, but that is driven mostly by gas, and in any event this is 

captured in our DCF. Elsewhere, the completion of the company’s refinery 

upgrade should improve cash flows beginning in early 2014.  

– Political risk: We think AOIL has middle-of-the-pack political risk, at least as 

we define it, being no more or less exposed to regulatory volatility than the 
average Russian oil & gas company.  

– Corporate governance – Potential M&A target: Press reports have 

indicated that AOIL could be a target for M&A activity, although rumors of a 

takeover by Rosneft were quickly denied by that company. We don’t see as a 

potential catalyst for the stock, as there is no guarantee that any acquirer 

would achieve a price greater than today’s market price, or that minorities 

would be offered a similar price. 

 

 

      

Company Focus 

 

Neutral/High Risk 2H 

from Neutral   

Price (13 Sep 13) SKr48.50 

Target price SKr60.20 

from SKr62.70   

Expected share price return 24.1% 

Expected dividend yield 0.0% 

Expected total return 24.1% 

Market Cap SKr8,319M 

  US$1,268M 

 

Price Performance 

(RIC: AOILsdb.ST, BB: AOIL SS) 

 

 

Alliance Oil (USD) 
       

Year to 31 Dec 
 

2011A 2012A 2013E 2014E 2015E 

Sales ($M)  3,082.7   3,445.2   3,537.7   3,690.6   3,692.3  

Net Income ($M)  318.9   397.1   120.2   244.1   365.2  

Diluted EPS ($)  1.69   2.11   0.70   1.42   2.13  

Diluted EPS (Old) ($)  1.69   2.11   1.64   2.31   2.19  

PE (x)  4.4   3.5   10.5   5.2   3.5  

EV/EBITDA (x)  3.5   4.0   4.6   3.8   2.9  

DPS ($)  0.00   0.00   0.00   0.00   0.00  

Net Div Yield (%)  0.0   0.0   0.0   0.0   0.0  

 

 Rating Change 

 Target Price Change 

 Estimate Change 

 

  

 │  
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Bashneft (BANE.MM) 
Dividends rising, circular ownership to be eliminated 

 
 Oil price assumption boosts DCF, Target Price: Our oil price assumption 

change increases our DCF by c13%, but our overall weighted TP rises a smaller  

7%/share. Including an expected 7.6% dividend yield, our expected total return 

(ETR) is 42%. 

 Recommendation maintained at Buy: Our investment thesis for Bashneft 

remains intact, and we maintain our Buy rating on the stock. For more details, 

see our recent upgrade of the stock see (Bashneft (BANE.MM) - Upgrade to Buy 

as IPO preparation evident: Dividends rising, circular ownership to be eliminated, 

September 9). 

 BANE and the 3 discounts  

– Growth: Bashneft’s main growth driver will be the launch of the Trebs & Titov 

fields, where test production is already getting under way. Plateau production 

should occur in 2016 and hit c68kbd net to Bashneft vs. 315kbd today. We 

also think that the company may have opportunities under the recently-passed 

tight oil tax breaks, given its very mature asset base in the Urals region.   

– Political risk: We think BANE has middle-of-the-pack political risk, at least as 

we define it, being no more or less exposed to regulatory volatility than the 
average Russian oil & gas company.  

– Corporate governance: During the most recent conference call, Bashneft 

management made two key announcements materially affecting our view of 

the stock: The resumption of generous dividends in 4Q13; and the elimination 

of the circular ownership via Sistema-Invest. Additionally, the divestment of the 

petrochemical and OFS businesses should significantly simplify Bashneft’s 

business structure and open the door for a public placement, which the 

company has confirmed is on the agenda. The pre-IPO optimisation process 

seems to be occurring, and there are a number of potential catalysts 

remaining to boost Bashneft’s shareholder value, we think.  

 

 

      

Company Focus 

 

Buy 1 

Price (13 Sep 13) US$58.99 

Target price US$79.20 

from US$74.20   

Expected share price return 34.3% 

Expected dividend yield 7.6% 

Expected total return 41.9% 

Market Cap US$11,131M 

 

Price Performance 

(RIC: BANE.MM, BB: BANE RM) 

 

 

Bashneft (USD) 
       

Year to 31 Dec 
 

2011A 2012A 2013E 2014E 2015E 

Sales ($M)  16,549.0   17,122.3   16,633.8   16,166.1   16,270.8  

Net Income ($M)  1,696.0   1,674.9   1,849.4   1,626.9   1,713.9  

Diluted EPS ($)  9.07   9.13   9.77   8.60   9.05  

Diluted EPS (Old) ($)  9.07   9.13   9.77   8.56   8.61  

PE (x)  6.5   6.5   6.0   6.9   6.5  

EV/EBITDA (x)  4.9   4.4   4.2   4.4   4.3  

DPS ($)  3.36   0.77   4.07   3.58   3.77  

Net Div Yield (%)  5.7   1.3   6.9   6.1   6.4  

 

 Target Price Change 

 Estimate Change 

 

  

 │  
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Gazprom (GAZP.MM) 
Exports booming, dividends set to rise – Still a Best Idea 

 
 Oil price assumption boosts DCF, Target Price: Our oil price assumption 

change increases our DCF by c12%, but our overall weighted TP rises a smaller 

7% to $7.5/local ($15/ADR). Including a 5.5% dividend yield, we see an expected 

total return of 77%. 

 Recommendation reiterated at Buy: We maintain Gazprom at a Buy and one 

of our two Best Ideas in Russian oil & gas. Key catalysts over the next 12 months 

include: 1) an improving supply/demand balance in Europe, leading to improved 

exports and gradual de-risking of Gazprom’s oil-linked pricing formulas; 2) an 

agreement on pricing for Chinese exports, allowing the project to finally move 

forward and giving a good home to c$60bn of Gazprom investment over the next 

decade or so; 3) an concrete commitment by the government to require Gazprom 

to move its dividend policy to 25% of IFRS net income.  

 Gazprom and the 3 drivers of Russian discount...: In all three cases we can 

make a case that the situation is improving, at least somewhat: 

– Political risk: The proposed gas tax law will remove the substantial risk of 

bureaucratic whim that has existed since the company’s inception, de-risking 

to a substantial degree future earnings on existing assets and the returns on 

new fields to be developed. 

– Corporate governance: We argue that Gazprom’s sea change in dividend 

policy in 2011 has already materially improved the company’s corporate 

governance score, although that has yet to be reflected in its stock price. A 

second step to 25% of IFRS would be a game changer, in our view. 

– Growth: The stabilization and now rebound of European exports substantially 

reduces the risk that Gazprom will see shrinking earnings in its key franchise, 

even if it’s a bit early to start talking about a resumption of growth.  

2013 European export assumption increased to 155bcm: Up from 150bcm, this 

is the second increase in two months, and boosts our 2013 EBITDA by c$820 or 

c2%, all else being equal. This is ahead of Gazprom’s 152-3bcm official target, but 

below the off-the-cuff 160bcm number mentioned by CEO Miller this summer. That 

160bcm number is possible, given the relatively tight supply/demand balance in 

Europe – and would be a record – but would require exports to not miss a beat the 

remainder of the year, and is too dependent upon weather and market forces such 

as oil prices to be predicted with any certainty.  

      

Company Focus 

 

Buy 1 

Price (13 Sep 13) US$4.38 

Target price US$7.50 

from US$7.00   

Expected share price return 71.0% 

Expected dividend yield 5.5% 

Expected total return 76.5% 

Market Cap US$100,627M 

 

Price Performance 

(RIC: GAZP.MM, BB: GAZP RM) 

 

 

Gazprom (USD) 
       

Year to 31 Dec 
 

2011A 2012A 2013E 2014E 2015E 

Sales ($M)  157,661.0   153,514.2   144,666.1   137,941.3   137,707.5  

Profit Before Tax ($M)  57,032.7   47,028.3   39,713.0   32,971.4   30,868.9  

Diluted EPS ($)  1.93   1.59   1.35   1.11   1.04  

Diluted EPS (Old) ($)  1.93   1.59   1.34   1.18   1.19  

PE (x)  2.3   2.8   3.3   3.9   4.2  

EV/EBITDA (x)  1.8   2.3   2.5   2.9   2.9  

DPS ($)  0.30   0.19   0.25   0.19   0.25  

Net Div Yield (%)  7.0   4.4   5.7   4.3   5.8  

 

 Target Price Change 

 Estimate Change 

 

  
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Gazpromneft (SIBN.MM) 
Solid upside, rapid growth, and dividend yield 

 
 Oil price assumption boosts DCF, Target Price: Our oil price assumption 

change increases our DCF by c10%, but our overall weighted TP rises a smaller 

9% to $6.3/share. Including an expected 5.7% dividend yield, this gives us an 

expected total return (ETR) of 50%. 

 Recommendation maintained at Buy: We maintain Gazpromneft at a Buy. 

Although its ETR is better than average in our universe, the somewhat low daily 

liquidity of c$7mn/day may put off some investors.  

 Gazpromneft and the 3 discounts  

– Growth: Gazpromneft scores unusually well on growth, with ambitious plans 

to raise production to 100mn toe (2mn boepd) by 2020 – 67% above 2012 

levels – it is more than a match for Novatek in this category. However, we feel 

the market is unlikely to give it full credit for its growth potential while the 

company is running through the period of high CAPEX needed to underpin 

that growth. Peak CAPEX is likely to run through 2015.  

– Political risk: Gazpromneft has middle-of-the-pack political risk, at least as 

we define it, being no more or less exposed to regulatory volatility than the 

average Russian oil & gas company.  

– Corporate governance: In keeping with informal government policy not yet 

reflected at the parent, Gazprom has Gazpromneft paying 25% of IFRS net 

income as dividends.  

 Consolidation of subsidiaries boosts near-term forecasts — Gazpromneft is 

now consolidating subsidiaries Tomskneft and Salym Petroleum, which affects 

our simple calculation of EBITDA. This is the primary reason behind the increase 

in our 2014 EBITDA.  

 

      

Company Focus 

 

Buy 1 

Price (13 Sep 13) US$4.39 

Target price US$6.31 

from US$5.77   

Expected share price return 43.9% 

Expected dividend yield 5.7% 

Expected total return 49.6% 

Market Cap US$20,794M 

 

Price Performance 

(RIC: SIBN.MM, BB: SIBN RM) 

 

 

Gazpromneft (USD) 
       

Year to 31 Dec 
 

2011A 2012A 2013E 2014E 2015E 

Sales ($M)  43,887.8   48,852.5   44,372.3   44,459.7   45,382.2  

Net Income ($M)  5,449.0   5,677.1   4,675.4   4,710.4   3,629.4  

Diluted EPS ($)  1.15   1.20   0.99   1.00   0.77  

Diluted EPS (Old) ($)  1.15   1.20   0.92   0.82   0.61  

PE (x)  3.8   3.6   4.4   4.4   5.7  

EV/EBITDA (x)  na   2.5   2.6   2.7   3.1  

DPS ($)  0.25   0.30   0.25   0.22   0.17  

Net Div Yield (%)  5.7   6.8   5.6   5.0   3.9  

 

 Target Price Change 

 Estimate Change 

 

  
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Lukoil (LKOH.MM) 
The value’s there, but where’s the catalyst? 

 
 Oil price assumption boosts DCF, Target Price: Our oil price assumption 

change increases our DCF by c20%, but our overall weighted TP rises a smaller 

9% to $88/share. Including an expected 5% dividend yield, this gives us an 

expected total return of 47%. 

 Recommendation maintained at Buy: : We maintain Lukoil at a Buy, and see 

significant upside potential in the stock on a medium-term view. However, it is not 

one of our Best Ideas given that we struggle to see company-specific catalysts 

over the upcoming 3 months (the time horizon of a Best Idea) that could re-rate 

the stock. In particular, Lukoil has issues with the 3 key Russian discount drivers 

introduced with this note, in particular growth, which will take time to be answered.  

 Lukoil and the 3 discounts  

– Growth: Lukoil is facing a problem typical for large, mature oil producers. 

Lacking Rosneft’s large, young fields and huge portfolio of offshore licenses, 

Lukoil is scrambling to offset declines at ageing core fields. Lukoil has made 

progress in recent years, first stabilizing West Siberian production and then, in 

late 2012, winning the 1.4bn bbl Imilorskoye field, one of the last large on-

shore greenfields. An early adapter of US shale technology to West Siberian 

conventional plays, Lukoil may benefit from the new tight oil tax breaks, 

although management is sanguine about the opportunity in its Bazhenov shale 

exposure. Altogether, we think the market is hesitant to credit the company 

with anything more than stagnant production levels until proven wrong.  

– Political risk: Lukoil benefits modestly from the de-risking in proposed gas tax 

regime (it has dry gas assets, but they are relatively small against its liquids, 

refining, and international gas business). It also has limited exposure to the 

proposed offshore tax regime: while its Caspian operations get a break, but no 

access to Russia’s continental shelf in spite of sustained lobbying by its key 

shareholders. It has no visible exposure to the likely LNG export liberalization. 

– Corporate governance: The market is still waiting for Lukoil to move to its 

long-promised 30% or 40% dividend payout, although we give management 

positive marks for finally breaking out of a decade-long 15%-20% range with 

its latest, c22% payout. Elsewhere, the company’s emphasis on its Iraq 

venture (which has a positive but very modest NPV) and a less-than-stellar 

track record of investing in European refining engender some skepticism about 

the efficacy of its reinvestment program. The exception is the apparent return 

on capital from its upgrade of its Russian refineries, which seems top-notch. 

      

Company Focus 

 

Buy 1 

Price (13 Sep 13) US$61.81 

Target price US$88.00 

from US$81.00   

Expected share price return 42.4% 

Expected dividend yield 5.1% 

Expected total return 47.5% 

Market Cap US$47,868M 

 

Price Performance 

(RIC: LKOH.MM, BB: LKOH RM) 

 

 

Lukoil (USD) 
       

Year to 31 Dec 
 

2011A 2012A 2013E 2014E 2015E 

Sales ($M)  133,650.0   139,171.0   138,161.0   130,275.4   125,927.1  

Net Income ($M)  10,357.0   11,004.0   10,803.5   8,969.5   7,183.2  

Diluted EPS ($)  13.72   14.58   14.31   11.88   9.52  

Diluted EPS (Old) ($)  13.72   14.58   14.58   13.46   10.51  

PE (x)  4.5   4.2   4.3   5.2   6.5  

EV/EBITDA (x)  2.7   2.4   2.5   2.7   3.0  

DPS ($)  2.55   2.42   2.80   3.09   2.53  

Net Div Yield (%)  4.1   3.9   4.5   5.0   4.1  

 

 Target Price Change 

 Estimate Change 

 

  
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Novatek OAO (NVTKq.L) 
A new growth worry 

 
 Oil price assumption boosts DCF, Target Price, but less than peers: Our oil 

price assumption increase boosts Novatek’s DCF by 4% – but there is no change 

to our $163/share TP – smaller than the increases seen for its blue-chip peers 

due to the company’s relatively heavy exposure to the Russian domestic gas 

market and the negative effects of lower tariffs growth. Including an expected 

2.1% dividend yield, this gives us an expected total return of 27%.  

 Recommendation maintained at Buy: We maintain Novatek at a Buy, but note 

that with the other Russian oil & gas names generally benefitting more from the 

change, and with the stock having had a good run since mid-summer, it has 

moved down our priority list. We still see a very good upside to our long-term 

DCF, but think with questions continuing to swirl around Russian gas tariffs, the 

stock will likely have to grow into that valuation over time.  

 Novatek and the 3 discounts  

– Growth: Novatek has long benefitted from rapidly growing domestic gas 

tariffs. Indeed, for years expected tariff growth, not production growth, was the 

key driver of earnings gains in our model. That has changed in the course of 

2013, first with a strongly-signaled intent to slow down tariff growth in 2014 to 

an inflation-level 6%-7%, and in recent days with a sudden push by parts of 

the government to zero out growth entirely for next year. We have no insight at 

this time as to what 2015 and subsequent increases might look be, and we 

think the government itself probably doesn’t know yet. Otherwise, we see 

volume growth for gas and liquids at 7%-10% pa for the next few years, and 

before the Yamal LNG project begins production in 2017 or so.  

– Political risk: Despite not being a state-owned company, Novatek has one of 

the lowest corporate governance risk scores in its sector due to the stellar 

connections of its two main shareholders and as evidenced by a steady string 

of policy wins for independents over Gazprom over the years. We do not see 

that risk score as unstable, but note that, as Novatek has grown, its ability to 

parley this strength into higher growth has begun to reach its natural limits.  

– Corporate governance: We think Novatek leads the Russian oil & gas 

universe in terms of alignment of interests between core and minority 

shareholders. Management has long kept close tabs on the stock price. As we 

think the clearest path to value-maximization for insiders is to grow the 

company into its full potential and realize that via equity prices, we don’t see 

this changing any time soon.  

 

     

Company Focus 

 

Buy 1 

Price (13 Sep 13) US$130.10 

Target price US$163.00 

Expected share price return 25.3% 

Expected dividend yield 2.1% 

Expected total return 27.4% 

Market Cap US$39,395M 

 

Price Performance 

(RIC: NVTKq.L, BB: NVTK LI) 

 

 

Novatek OAO (USD) 
       

Year to 31 Dec 
 

2011A 2012A 2013E 2014E 2015E 

Sales ($M)  5,955.7   6,793.7   8,393.4   8,927.6   9,632.5  

Net Income ($M)  2,346.2   2,236.7   2,823.7   2,774.4   2,962.4  

Diluted EPS ($)  7.74   7.38   9.31   9.15   9.77  

Diluted EPS (Old) ($)  7.74   7.38   9.63   10.01   10.66  

PE (x)  16.8   17.6   14.0   14.2   13.3  

EV/EBITDA (x)  13.5   12.1   9.1   9.1   8.4  

DPS ($)  2.04   2.21   2.79   2.74   2.93  

Net Div Yield (%)  1.6   1.7   2.1   2.1   2.3  

 

 Estimate Change 

 

  
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Rosneft (ROSN.MM) 
Waiting for the offshore catalyst 

 
 Oil price assumption boosts DCF, Target Price: Our oil price assumption 

increase boosts Rosneft’s DCF by 12% and our overall weighted TP a smaller 

9% to $10.0/share. Including an expected 3.6% dividend yield, this gives us an 

expected total return of 29%.  

 Recommendation maintained at Buy: We maintain Rosneft at a Buy, and as 

with Novatek see a substantial upside to our DCF value (+33%) but see the stock 

as being constrained by near-term multiples, with an average of a -5% return to 

our EV/EBITDA and P/E-based price indicators. We think the stock may have 

trouble outperforming the peer group until a catalyst occurs for the company’s 

offshore opportunity, where the large upside resides (on a conservative basis, it 

accounts for $0.99/sh of our $10.0/share TP, without which the stock would look 

much less attractive.  

 Rosneft and the 3 discounts  

– Growth: For Rosneft earnings growth has two primary sources – the 

completion of its ambitious refinery upgrade project in 2H15, and its huge 

portfolio of offshore exploration licenses, which it is developing under a 

number of JVs with international majors, primarily ExxonMobil, Statoil, and 

ENI. One catalyst could be the passage of Russia’s new offshore tax regime 

this fall, which mostly concerns Rosneft. However, as that has been pretty well 

signaled, as a catalyst that it may not have an extraordinary effect. More 

promising are the two exploratory wells being drilled in the Kara and Black 

Seas next summer, which could generate positive newsflow by YE2014.  

– Political risk: As a state-owned company captained by arguably one of 

Russia’s most influential politicians – Igor Sechin – Rosneft has excellent 

political risk control. Additionally, the passage of the offshore tax regime and 

LNG liberalization – which we fully expect this fall – as well as the already-

passed tight oil tax breaks, removes significant room for policy uncertainty.  

– Corporate governance: While still a Russian state-owned company, the 

arrival of Mr. Sechin in May of 2012 marked an improvement in Rosneft’s 

corporate governance score. In particular, he immediately moved to have the 

company begin paying 25% of IFRS, which required a supplemental dividend 

that exceeded the initial one. He also reopened dialogue with investors, taking 

top management London twice – so far – for investors days.  

      

Company Focus 

 

Buy 1 

Price (13 Sep 13) US$7.95 

Target price US$10.00 

from US$9.20   

Expected share price return 25.8% 

Expected dividend yield 3.6% 

Expected total return 29.4% 

Market Cap US$84,263M 

 

Price Performance 

(RIC: ROSN.MM, BB: ROSN RM) 

 

 

Rosneft (USD) 
       

Year to 31 Dec 
 

2011A 2012A 2013E 2014E 2015E 

Sales ($M)  92,356.4   99,117.6   136,950.5   150,175.8   144,603.7  

Net Income ($M)  11,009.4   12,384.9   12,131.7   10,753.5   7,766.1  

Diluted EPS ($)  1.15   1.23   1.14   1.01   0.73  

Diluted EPS (Old) ($)  1.15   1.23   1.26   1.12   0.94  

PE (x)  6.9   6.5   6.9   7.8   10.8  

EV/EBITDA (x)  4.5   5.0   4.6   5.6   6.2  

DPS ($)  0.26   0.27   0.26   0.23   0.16  

Net Div Yield (%)  3.2   3.4   3.3   2.9   2.0  

 

 Target Price Change 

 Estimate Change 

 

  
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Surgutneftegaz (SNGS.MM) 
Commons – Value, but little in the way of catalysts 

 
 Oil price assumption boosts DCF, Target Price: Our oil price assumption 

increase, combined with eliminating our haircut on the company’s cash pile, 

boosts SurgutNG’s DCF by +16%, while our overall weighted TP a smaller +6% 

to $1.24/share. Including an expected 2.6% dividend yield, this gives us an 

expected total return (ETR) of 52%.  

 Recommendation maintained at Buy: We maintain SurgutNG commons at a 

Buy, given that total substantial ETR. That being said, value is about the only 

thing recommending this stock. If the Russian oil & gas sector re-rates – which 

we argue it should – then SurgutNG commons will likely prove to be a good 

absolute investment. However, within Russian oil & gas names, we’d prefer 

several other Buy-rated stocks, especially Gazprom and, interestingly, 

SurgutNG’s own preferred stock (see the next page), which has a significantly 

superior call on SurgutNG’s cash flows, including guarantees in the company’s 

charter that the pref will both: a) receive a minimum 40% payout ratio; and b) can 

never be paid a dividend smaller than that paid to the common.  

 SurgutNG commons and the 3 discounts  

– Growth: SurgutNG’s production is expected to remain stable at around the 

current 1.3mmbpd for the next 5 years. An aggressive driller (SurgutNG 

accounts for about 1/3 of Russia’s annual drilling total) SurgutNG may be 

more ready than most to take advantage of the recently-passed tight oil tax 

breaks in order to sustain production in West Siberia, although we are not able 

to say if it will lead to outright production growth for the company.  

– Political risk: SurgutNG is apparently well-connected politically, but doesn’t 

benefit from the three main legislative gains we foresee being achieved in 

autumn, having no exposure to dry gas production, the Russian offshore, or 

any LNG projects.  

– Corporate governance: SurgutNG has long been at the bottom of the 

corporate governance league table in Russian oil & gas, with a management 

team that is proudly indifferent to investor opinion and which refuses to release 

some basic and critical information – the whereabouts and status of the 

previously large treasury share position (>40% of commons) as well as oil & 

gas reserve estimates. However, earlier this year the company did improve 

transparency significantly with the long-awaited release of international 

accounts, albeit this was prompted by Russian law rather than any desire on 

the part of management to increase its transparency.  

 

     

Company Focus 

 

Buy 1 

Price (13 Sep 13) US$0.83 

Target price US$1.24 

from US$1.17   

Expected share price return 49.2% 

Expected dividend yield 2.6% 

Expected total return 51.8% 

Market Cap US$35,105M 

 

Price Performance 

(RIC: SNGS.MM, BB: SNGS RM) 

 

 

Surgutneftegaz (USD) 
       

Year to 31 Dec 
 

2011A 2012A 2013E 2014E 2015E 

Sales ($M)  25,635.2   26,263.1   24,844.9   25,084.3   23,947.5  

Net Income ($M)  7,613.8   4,649.4   8,449.3   6,232.3   5,710.2  

Diluted EPS ($)  0.21   0.13   0.24   0.17   0.16  

Diluted EPS (Old) ($)  0.21   0.13   0.23   0.18   0.14  

PE (x)  3.9   6.4   3.5   4.8   5.2  

EV/EBITDA (x)  0.8   0.5   0.2   0.0   -0.2  

DPS ($)  0.02   0.02   0.02   0.02   0.02  

Net Div Yield (%)  2.5   1.9   2.6   2.3   2.1  

 

 Target Price Change 

 Estimate Change 

 

  
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Surgutneftegaz(pref) (SNGS_P.MM) 
A guaranteed 40% payout makes all the difference 

 
 Oil price assumption boosts DCF, Target Price: We maintain our recently-

introduced 5% discount target to the commons, as we think the recent 

introduction of T+2 trading on MICEX will, with time, open up the pref to a new 

class of investors previously effectively barred from owning the stock. As our oil 

price assumption increase boosted SurgutNG’s common’s TP by +6%, it likewise 

increased our preferred TP by the same amount to $1.18. Including an expected 

11.5% dividend yield, this gives us an expected total return (ETR) of 80%.  

 Recommendation maintained at Buy, Best Idea: We maintain SurgutNG prefs 

at a Buy, given a very attractive 1-year dividend yield and overall large upside. 

We maintain the stock as one of our two Best Ideas in Russian oil & gas 

alongside Gazprom. To reiterate our investment thesis, we see the preferred 

shares as having a significantly superior call on SurgutNG’s cash flows relative to 

the common, including guarantees imbedded in the company’s charter that the 

pref will both: a) receive a minimum 40% payout ratio; and b) can never be paid a 

dividend smaller than that paid to the common. Additionally, with the total market 

cap (ords + prefs) roughly equal to the company’s $32bn cash position, 

SurgutNG is in general very defensive (Figure 14).  

 SurgutNG commons and the 3 discounts:  

– Growth: SurgutNG’s production is expected to remain stable at around the 

current 1.3mmbpd for the next 5 years. An aggressive driller, SurgutNG may 

be more ready than most to take advantage of the recently-passed tight oil tax 

breaks in order to sustain production in West Siberia, although we are not able 

to say if it will lead to outright production growth for the company.  

– Political risk: SurgutNG is apparently well-connected politically, but doesn’t 

benefit from the three main legislative gains we foresee being achieved in 

autumn, having no exposure to dry gas production, the Russian offshore, or 

any LNG projects.  

– Corporate governance: SurgutNG has long been at the bottom of the 

corporate governance league table in Russian oil & gas (see the common 

discussion on the previous page for details). However, we think the preferred 

share’s guaranteed 40% minimum payout actually significantly reduces the 

importance of the company’s other corporate governance shortcomings.  

 

      

Company Focus 

 

Buy 1 

Price (13 Sep 13) US$0.70 

Target price US$1.18 

from US$1.11   

Expected share price return 68.2% 

Expected dividend yield 11.5% 

Expected total return 79.7% 

Market Cap US$35,105M 

 

Price Performance 

(RIC: SNGS_p.MM, BB: SNGSP RM) 

 

 

Surgutneftegaz(pref) (USD) 
       

Year to 31 Dec 
 

2011A 2012A 2013E 2014E 2015E 

Sales ($M)  25,635.2   26,263.1   24,844.9   25,084.3   23,947.5  

Net Income ($M)  7,613.8   4,649.4   8,449.3   6,232.3   5,710.2  

Diluted EPS ($)  0.21   0.13   0.24   0.17   0.16  

Diluted EPS (Old) ($)  0.21   0.13   0.23   0.18   0.14  

PE (x)  3.3   5.4   3.0   4.0   4.4  

EV/EBITDA (x)  0.8   0.5   0.2   0.0   -0.2  

DPS ($)  0.07   0.05   0.08   0.06   0.06  

Net Div Yield (%)  10.4   6.8   11.6   9.0   8.1  

 

 Target Price Change 

 

  

 │  
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Tatneft (TATN.MM) 
Small model adjustments – Watch ETF flows 

 
 Still Neutral — We continue to have a Neutral recommendation on Tatneft 

without a target price, on both common and preferred shares. Changes in our oil 

price, ruble, and inflation assumptions have had some modest impact on our 

model, but not enough to change our basic view.  

 Key issue we see? ETF dominance of trading activity — We think Tatneft is 

overrepresented in certain indexes used by Russia-focused Exchange Traded 

Funds, meaning that when those funds get inflows, their program buying is heavy 

for Tatneft relative to that stocks typical daily trading activity. This can lead to 

unexplained out-performance when Russian ETFs are attracting new funds, and 

under-performance when they experience outflows. As fund flows are 

fundamentally unpredictable – or at least are outside of our competence as oil & 

gas analysts – we are more hesitant to make investment recommendations on 

Tatneft based on financial and operating fundamentals. 

 

 

 

      

Company Focus 

 

Neutral 2 

Price (13 Sep 13) US$6.76 

Target price - 

Expected share price return - 

Expected dividend yield - 

Expected total return - 

Market Cap US$15,218M 

 

Price Performance 

(RIC: TATN.MM, BB: TATN RM) 

 

 

Tatneft (USD) 
       

Year to 31 Dec 
 

2011A 2012A 2013E 2014E 2015E 

Sales ($M)  20,931.9   20,176.3   19,493.9   18,390.5   17,223.4  

Net Income ($M)  2,085.1   2,332.4   2,015.8   1,934.1   2,149.9  

Diluted EPS ($)  0.98   1.10   0.95   0.91   1.01  

Diluted EPS (Old) ($)  0.98   1.10   1.02   0.99   1.08  

PE (x)  6.9   6.2   7.1   7.4   6.7  

EV/EBITDA (x)  na   4.8   5.0   4.9   4.4  

DPS ($)  0.24   0.28   0.24   0.21   0.23  

Net Div Yield (%)  3.6   4.1   3.5   3.1   3.5  

 

 Estimate Change 

 

  
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Tatneft(pref) (TATN_p.MM) 
Small model adjustments – Watch ETF flows 

 
 Still Neutral — We continue to have a Neutral, recommendation on Tatneft 

without a target price, both common and preferred shares. Changes in our oil 

price, ruble, and inflation assumptions have had some modest impact on our 

model, but not enough to change our basic view.  

 Key issue we see? ETF dominance of trading activity — We think Tatneft is 

overrepresented in certain indexes used by Russia-focused Exchange Traded 

Funds, meaning that when those funds get inflows, their program buying is heavy 

for Tatneft relative to that stocks typical daily trading activity. This can lead to 

unexplained out-performance when Russian ETFs are attracting new funds, and 

under-performance when they experience outflows. As fund flows are 

fundamentally unpredictable – or at least are outside of our competence as oil & 

gas analysts – we are more hesitant to make investment recommendations on 

Tatneft based on financial and operating fundamentals. 

 

 

      

Company Focus 

 

Neutral 2 

Price (13 Sep 13) US$3.36 

Target price - 

Expected share price return - 

Expected dividend yield - 

Expected total return - 

Market Cap US$15,218M 

 

Price Performance 

(RIC: TATN_p.MM, BB: TATNP RM) 

 

 

Tatneft(pref) (USD) 
       

Year to 31 Dec 
 

2011A 2012A 2013E 2014E 2015E 

Sales ($M)  20,931.9   20,176.3   19,493.9   18,390.5   17,223.4  

Net Income ($M)  2,085.1   2,332.4   2,015.8   1,934.1   2,149.9  

Diluted EPS ($)  0.98   1.10   0.95   0.91   1.01  

Diluted EPS (Old) ($)  0.98   1.10   1.02   0.99   1.08  

PE (x)  3.4   3.1   3.5   3.7   3.3  

EV/EBITDA (x)  na   4.8   5.0   4.9   4.4  

DPS ($)  0.24   0.28   0.24   0.21   0.23  

Net Div Yield (%)  7.2   8.2   7.1   6.3   7.0  

 

 

 

 

 

 

 

 
  
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Alliance Oil 

Company description 

Alliance Oil is a vertically integrated oil company with upstream operations in 

Tomsk, Timano-Pechora and Volga-Urals, and small exposure to Kazakhstan. It 

operates the Khabarovsk oil refinery with annual capacity of 5mmtpa. Alliance Oil is 

listed in Stockholm, though its core business operations are in the Russian 

Federation. 

 

Investment strategy 

We rate Alliance Oil common shares as Neutral/High Risk. In our view, the recent 

positive developments (integrity of the Kolvinskoye field reserves estimate, 

expansion in gas business, completion of the upstream JV with Repsol) as well as 

the expected improvement of profitability and FCF in 2014E fueled by downstream 

modernization tailwinds are well balanced with the company-and industry-specific 

risks (further leg of tax reform unfavorable for Alliance Oil and risks associated with 

the Far East refined products market post modernization). 

 

Valuation 

We set our target price for Alliance Oil at SEK60.2, which is derived as a blend of 

three methodologies: 1) DCF valuation of SEK75.1 based on a WACC of 10.1% and 

terminal growth rate of 3.0%, with a 50% weighting, 2) near-term (2013E) multiple 

valuations (25% weighting each) including implied valuations of SEK40.3 on a P/E 

basis and SEK50.2 on an EV/EBITDA basis. 

 

Risks 

We assign Alliance Oil a High Risk rating, based on company-and industry-specific 

considerations. The key risks to our investment case include on the downside: 1) a 

weaker-than-expected oil price , 2) a stronger-than-expected Ruble vs. US$, 3) 

weaker-than-expected oil production, 4) delays to the modernization of Khabarovsk 

refinery, 5) unfavorable changes in taxation of the oil sector, 6) reduction in 

domestic refined product prices. Upside risks include: 1) takeover by a Russian oil 

major at a premium to market price, 2) positive exploration results in the Timano-

Pechora region. 

  

Bashneft 

Company description 

Bashneft is the seventh-largest integrated oil producer in Russia. Accounting for 

c.3% of Russia’s total crude output, Bashneft develops the very mature reserve 

base located in the Bashkortostan region of Russia. At the same time, after Sistema 

took over the company back in April 2009, Bashneft managed to demonstrate 

outstanding production results and win the license for the Trebs and Titov project, 

which is set to become the most important production growth driver for the company 

going forward. 
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Investment strategy 

We rate Bashneft a Buy. Bashneft is one of the rare examples in the Russian oil and 

gas universe of a company run exclusively for its shareholders, equally benefitting 

core shareholder Sistema and the minorities. With the increasingly likely resumption 

of generous dividends and elimination of the Sistema-Invest circular ownership, the 

pre-IPO optimisation process is arguably occurring. With a number of potential 

catalysts remaining to boost Bashneft's shareholder value, we think it is not late get 

involved. 

 

Valuation 

We derive our Bashneft target price of $79.2 as a blend of three methodologies: 1) 

DCF valuation of $82.5 based on a WACC of 10.1% and terminal growth of 3.5% 

with a 50% weighting, 2) Near-term (2013E) multiple valuations (25% weighting 

each) include an implied valuation of $75.9/share on a P/E basis and $76.1/share 

on an EV/EBITDA basis. 

 

Risks 

Bashneft’s primary risks are the same ones facing other Russian oil companies: oil 

price and ruble volatility, oilfield inflation, and a heavy tax burden. We also highlight 

the risk of a faster-than-expected production decline at the legacy asset base. 

Additionally, there is a risk that Bashneft investors could face unfavorable treatment 

of minorities by the controlling shareholder Sistema. These risks could impede the 

share price from reaching our target price. 

  

Gazprom 

Company description 

Gazprom is the world's largest gas company, with a core business producing, 

transporting and selling natural gas. Gazprom is the world leader by gas reserves, 

gas production and the size of its high-pressure gas transport system. The company 

is majority owned by the Russian government. 

 

Investment strategy 

We rate Gazprom's stock 1-Buy. With Gazprom having largely resolved gas taxation 

issues, the key issues facing the company today are contract pricing negotiations 

with Ukraine and the European supply/demand balance. The latter is now breaking 

decidedly in Gazprom’s favor, and the equity market is just beginning to realise that, 

we think. We still nominally expect Ukrainian prices to be sharply cut in 2013 to 

bring them into line with European netback parity, although the negotiations have 

dragged on for far longer than we thought possible. 

 

Valuation 

We derive our Gazprom target price of $7.5 based on: 1) a DCF valuation of $7.9, 

using a WACC of 10.3% and terminal growth of 3.0% (50% weight); 2) 2013E 

EV/EBITDA target price of $6.8 based on a target multiple of 3.6x (25%); and 3) 

2013E P/E target price of $7.3 based on a target multiple of 5.4x (25%). 
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Risks 

Among the downside risks which could impede the shares from achieving our target 

price, we highlight potentially lower European gas export prices, faster-than-

expected market share losses domestically as independent producers gain traction; 

a potential a slowdown in domestic gas price growth; and, given the significant 

levels of capex for bringing new fields on stream to replace declining production at 

core West Siberian fields, execution risk. 

  

Gazpromneft 

Company description 

Gazpromneft (formerly Sibneft) is the fourth-largest integrated producer in Russia, 

operating from Western Siberia. The company also operates a refinery in Omsk. In 

2005, Gazprom acquired 75% of Sibneft, later raised to c95%, and intends to use 

the unit as its platform for the oil business. Gazpromneft also owns a 50% stake in 

Slavneft jointly with Rosneft. 

 

Investment strategy 

We rate Gazpromneft stock a Buy. Gazpromneft offers one of the best growth 

opportunities in the Russian oil and gas space, in our view, aiming to increase 

hydrocarbon production by 67% in 2020 as compared with 2012 and growing at a 

CAGR of 7%. We argue that Gazpromneft’s outstanding growth prospects, coupled 

with solid dividends yielding more than 5%, make it one of the most attractive oil 

and gas stocks in Russia. 

 

Valuation 

We derive our Gazpromneft target price of $6.31 based on: 1) DCF valuation of 

$6.90 based on a WACC of 9.6% and terminal growth of 3.0% - with a 50% 

weighting, 2) Near-term (2013E) multiple valuations (25% weighting each) include 

an implied target price of $5.54/share on a P/E basis and $5.90/share on an 

EV/EBITDA basis. 

 

Risks 

Gazpromneft’s primary risks are the same ones facing other Russian oil companies: 

oil price and ruble volatility, oilfield inflation, and a heavy tax burden. Additionally, 

there is a risk that Gazpromneft investors could face unfavourable treatment of 

minorities by the controlling shareholder Gazprom, and Gazprom's less efficient 

management culture could negatively impact earnings in the medium to long term if 

it begins to displace the disciplined legacy Sibneft culture. These risks could impede 

the share price from reaching our target price. 

  

Lukoil 

Company description 

Lukoil is one of the largest vertically-integrated energy producers in the, world with a 

well-diversified asset base. Producing over 2mmboepd on a consolidated basis, 

Lukoil is Russia's second-largest oil producer and is the country's second-largest 

refiner, as well. 
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Investment strategy 

Fundamentally, we see the Russian upstream oil segment and Lukoil in particular 

as being constrained by a high tax burden and by rapidly ageing West Siberian 

fields. Downstream is rather profitable and the company should see substantial 

earnings gains from its refinery upgrade programme. We also see Lukoil as 

providing solid exposure to the developing Russian independent gas industry 

among Russian oil majors. Iraq will absorb cash in 2013E, but will begin returning it 

in 2014E, meaning that, after contracting to around zero in 2013E, FCF generation 

should bounce back to around $5bn/yr, on our estimates. We like Lukoil at these 

levels, rating it a 1-Buy. 

 

Valuation 

We set our target price at $88, which is a blend of our DCF value ($98, 50% 

weighting, which assumes WACC of 10.6%, long-term growth of 3.0%), and a return 

to adjusted historical, 12-month mean P/E and EV/EBITDA ratios of 5.2x and 3.5x, 

respectively, which indicate valuations of $75/ADR and $82/ADR, respectively, each 

of which we weight at 25%. 

 

Risks 

The following risks may impede the achievement of our target price for Lukoil: 

Volatility in international crude prices; cost inflation; capex overruns; and changes in 

legislation, tax or otherwise, either in Russia or other countries where LUKoil has 

interests. 

  

Novatek OAO 

Company description 

Novatek is the largest independent gas producer in Russia, selling 59bcm in 2012. 

The company sells all of its gas in the domestic market, both delivering gas directly 

to end customers via Gazprom's gas transportation pipeline and, increasingly rarely, 

by sales to traders at the wellhead. Novatek also produces and sells substantial 

amounts of stable gas condensate and other liquids, processing and exporting the 

bulk of them via the company’s own plants and port facilities, and is increasing its 

processing and refining capacity for natural gas liquids. 

 

Investment strategy 

Novatek is a growth play, in our view, with gas output expected to rise to c75bcm in 

2017E from a net 59bcm in 2012, including increased production from equity stakes 

in Sibneftegas and SeverEnergia, but excluding the effect on operating numbers 

from Yamal LNG. The latter project will allow Novatek to export Russian gas to 

overseas markets, but first production will come only in 2017 or so. We believe the 

growth potential is not yet fully priced into the stock, in spite of seemingly still-lofty 

multiples. We rate the stock a 1-Buy. 

 

Valuation 

We derive our Novatek target price of $163/ADR based on: 1) a 50% weighting to a 

DCF value of $189/share (3% terminal growth rate, WACC of 8.3%); 2) 25% 

weighting to 2013E target P/E multiple of 14.8x ($138/share); and 3) 25% weighting 

to a 11.4x target 2013E EV/EBITDA multiple ($141/ADR). 
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Risks 

Among the key risks that could cause the stock to deviate from our target price, we 

highlight the following: 1) slower pace of domestic gas tariff hikes as approved by 

the government; 2) Potential further delays in its key Yamal LNG project; 3) 

Standard oil & gas company risks relating to oil price and exchange rate volatility. 

  

Rosneft 

Company description 

Rosneft is Russia's largest vertically-integrated oil company and, after the 

completion of the TNK-BP acquisition, the world’s largest traded oil producer. 

Rosneft is one of the most active developers of the Russian continental shelf and 

Eastern Siberia. 

 

Investment strategy 

Rosneft provides exposure to vast natural resources, strong operational growth and 

considerable exploration upside, which comes from an extensive undeveloped 

portfolio, particularly in Russia’s offshore and, to a lesser extent, in East Siberia. 

Rosneft's upstream prospects are materially better than those of other major 

Russian oil companies, with production growth still to come at its key Vankor cluster 

of fields, numerous promising East Siberian exploration blocks, and long-term from 

its recently announced cooperation agreements with ExxonMobil, ENI, and Statoil. 

The company's $25bn refinery modernisation programme, while ambitious, appears 

to us set to earn returns well in excess of its cost of capital. We rate Rosneft’s stock 

a 1-Buy. 

 

Valuation 

Our target price for Rosneft is $10.0, which is the sum of our base case valuation of 

$9.0 plus $0.99 to account for the value of the offshore opportunity, which we do not 

include explicitly in our DCF. Our base case valuation is a mix of long-term DCF and 

near-term multiples. Our DCF value of $10.5/share (50% weighting) reflects the 

company's access to relatively good investment opportunities in legacy regions as 

well as substantial growth opportunities on Russia's continental shelf (offshore) and 

in the gas business. We use a WACC of 8.8%, a long-term growth rate of 3.0% and 

beta of 1.0. Our near-term (2013E) multiple valuations (25% weighting each) 

include an implied price of $7.0/share on a P/E basis and a more attractive 

$8.1/share on an EV/EBITDA basis. 

 

Risks 

Although state-owned, Rosneft faces the typical oil price risks of any other Russian 

oil company. Our target price could be exceeded were Rosneft to be the material 

beneficiary of any further consolidation of Russian hydrocarbon assets sponsored 

by the state. The government could change its approach to the company in terms of 

favorable taxation regime and favorable transportation tariffs for eastbound routes. 
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Surgutneftegaz 

Company description 

Surgutneftegaz is the third-largest vertically-integrated producer in Russia, with its 

upstream asset base in Western Siberia. Kirishi (near St Petersburg) is its only 

refinery. As such, it has less downstream exposure relative to its production level 

than do most of its domestic peers. Shareholder structure opaque and is distorted 

by a significant treasury position. 

 

Investment strategy 

Operationally, Surgutneftegaz provides limited volume growth now, but a long-

running downstream upgrade project now completing should improve profitability 

there. Poor corporate governance and transparency are offset by the benefits of the 

largely dollar-denominated cash pile, which decreases the company's leverage to 

oil prices and changes in ruble strength relative to its Russian peers. Corporate 

governance improved noticeably on April 30, 2013 when the company finally began 

publishing IFRS results. We rate both the Surgutneftegaz common share and its 

pref share Buy, but note the latter has a dividend kicker if the ruble should weaken 

due to the effect on net income of currency gains. The prefs should also benefit 

from the opening of Russia's central depository and the move to T+2 trading in 

September 2013, which should narrow the pref/common discount as it becomes 

investable to a wider group of investors. 

 

Valuation 

Our $1.24 target price for Surgutneftegaz common shares is based on: 1) DCF 

valuation of $1.24 with a 14.2% WACC and 3.0% terminal growth rate; and 2) Near-

term (2013E) multiple valuations (25% weighting each) of $1.38/share on a P/E 

basis and $1.12/share on an EV/EBITDA basis. 

 

Risks 

SurgutNG is exposed to all of the same industry-specific risks as its peers. 

Corporate governance and transparency issues are an issue, but by and large are 

not as important as the broader industry risks of oil prices and moves in the 

RUB/USD exchange rate, and to some extent are offset by the positive effects of 

the large, dollar-denominated cash pile. These risks could impede the share price 

from reaching our target price. 

  

Surgutneftegaz(pref) 

Company description 

Surgutneftegaz is the third-largest vertically-integrated producer in Russia, with its 

upstream asset base in Western Siberia. Kirishi (near St Petersburg) is its only 

refinery. As such, it has less downstream exposure relative to its production level 

than do most of its domestic peers. Shareholder structure opaque and is distorted 

by a significant treasury position. 

 

Investment strategy 

Operationally, Surgutneftegaz provides limited volume growth now, but a long-

running downstream upgrade project now completing should improve profitability 

there. Poor corporate governance and transparency are offset by the benefits of the 
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largely dollar-denominated cash pile, which decreases the company's leverage to 

oil prices and changes in ruble strength relative to its Russian peers. Corporate 

governance improved noticeably on April 30, 2013 when the company finally began 

publishing IFRS results. We rate both the Surgutneftegaz common share and its 

pref share Buy, but note the latter has a dividend kicker if the ruble should weaken 

due to the effect on net income from currency gains. The prefs should also benefit 

from the opening of Russia's central depository and the move to T+2 trading in 

September 2013, which should narrow the pref/common discount as it becomes 

investable to a wider group of investors. 

 

Valuation 

Our $1.18 target price for SurgutNG’s preferred shares is achieved by applying a 

5% discount (the average discount seen when DR liquidity was far higher than 

today) to our $1.24/share common TP. We need to add to that, however, the $0.081 

dividend we expect the preferred stock to pay out in 2014, with an ex-div date likely 

to occur in mid-May. 

 

Risks 

SurgutNG is exposed to all of the same industry-specific risks as its peers. 

Corporate governance and transparency issues are an issue, but by and large are 

not as important as the broader industry risks of oil prices and moves in the 

RUB/USD exchange rate, and to some extent are offset by the positive effects of 

the large, dollar-denominated cash pile. These risks could impede the share price 

from reaching our target price. 

  

Tatneft 

Company description 

Tatneft is the fifth-largest producer in Russia; some 60% of output comes from fields 

in operation for over 53 years, hence it suffers from higher opex and poor crude 

quality. Tatneft until recently had no refining capacity, but has been reportedly 

having problems bringing on-line its brand-new Nizhnekamsk plant. The local 

government owns 34% and has a material influence on the management. 

 

Investment strategy 

We rate Tatneft Neutral. Fundamentally, we argue that Tatneft's performance is 

unimpressive, with flat production and higher-than-average operating costs, which 

are a function of its mature asset base. However, low refining exposure implies 

higher leverage to the oil price, making Tatneft one of the biggest beneficiaries in a 

bull market which is amplified by its hefty weights in various stock market indexes. 

 

Valuation 

This company has a Neutral rating. We have not assigned a target price and 

therefore no valuation methodology is applicable. 

 

Risks 

Tatneft is exposed to all of the same industry-specific risks as its peers. Corporate 

governance and transparency issues are an issue, but by and large are not as 

important as the broader industry risks of oil prices and moves in the RUB/USD 

exchange rate.  
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Tatneft(pref) 

Company description 

Tatneft is the fifth-largest producer in Russia; some 60% of output comes from fields 

in operation for over 53 years, hence it suffers from higher opex and poor crude 

quality. Tatneft until recently had no refining capacity, but has been reportedly 

having problems bringing on-line its brand-new Nizhnekamsk plant. The local 

government owns 34% and has a material influence on the management. 

 

Investment strategy 

Fundamentally, Tatneft's performance is unimpressive, with flat production and 

higher-than-average operating costs, which are a function of its mature asset base. 

However, low refining exposure implies higher leverage to the oil price, making 

Tatneft one of the biggest beneficiaries in bull market which is amplified by its hefty 

weights in various stock market indexes. 

 

Valuation 

This company has a Neutral rating. We have not assigned a target price and 

therefore no valuation methodology is applicable. 

 

Risks 

Tatneft is exposed to all of the same industry-specific risks as its peers. Corporate 

governance and transparency issues are an issue, but by and large are not as 

important as the broader industry risks of oil prices and moves in the RUB/USD 

exchange rate.  
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Citi is acting as financial advisor to China Petroleum & Chemical Corp and ENN Energy Holdings in the proposed takeover of China Gas Holdings. 

Citigroup Global Markets Inc. owns a position of 1 million USD or more in the debt securities of Statoil ASA 

BEST IDEAS UNIVERSE: The best ideas universe from which Gazprom (covered by Ronald Paul Smith), Surgutneftegaz(pref) (covered by Ronald Paul 
Smith) were chosen comprises: Gazprom (GAZP.MM, US$142.35), Novatek OAO (NVTKq.L, US$130.1), Rosneft (ROSN.MM, US$258.12), Lukoil 
(LKOH.MM, US$2006.6), Tatneft (TATN.MM, US$219.38), Surgutneftegaz (SNGS.MM, US$26.99), Surgutneftegaz(pref) (SNGS_p.MM, US$22.78), Eurasia 
Drilling (EDCLq.L, US$42.4), Gazpromneft (SIBN.MM, US$142.38), Integra Group (INTEq.L, US$10.85), RN Holding OAO (TNBP.MM, US$49.61), RN 
Holding OAO(pref) (TNBP_p.MM, US$38.99), Transneft (TRNF_p.MM, Rbl82000.0), Tatneft(pref) (TATN_p.MM, US$109.0), Alliance Oil (AOILsdb.ST, 
US$48.5), Dragon Oil (DGO.L, US$6.2), CAT oil (O2C.DE, €14.85), Kazmunaigas E&P (KMGq.L, US$13.5), Zhaikmunai (ZKMq.L, US$12.75), Bashneft 
(BANE.MM, US$1915.0), Bashneft pref (BANE_p.MM, US$1223.1), Kuzbass Fuel Company (KBTK.MM, US$66.0), TMK (TRMKq.L, US$13.9), Sasol Ltd 
(SOLJ.J, R484.74), Sappi Ltd (SAPJ.J, US$25.35), Mondi Plc (MNDI.L, €10.93), Mondi Ltd (MNDJ.J, €172.5), Smurfit Kappa Group (SKG.I, €16.92), AECI 
(AFEJ.J, R117.8). All prices as of 13 Sep 2013. 

Within the past 12 months, Citigroup Global Markets Inc. or its affiliates has acted as manager or co-manager of an offering of securities of Petrobras, Total, 
Sinopec, Lukoil, RN Holding OAO, Rosneft. 

Citigroup Global Markets Inc. or its affiliates has received compensation for investment banking services provided within the past 12 months from Petrobras, 
Total, Eni, Sinopec, Lukoil, Gazpromneft, RN Holding OAO, Gazprom, BG Group, Statoil, Rosneft, Repsol, Royal Dutch Shell, Bashneft. 

Citigroup Global Markets Inc. or its affiliates expects to receive or intends to seek, within the next three months, compensation for investment banking 
services from Petrobras, Eni, Sinopec, Lukoil, Gazpromneft, RN Holding OAO, Gazprom, BG Group, Statoil, Rosneft, Bashneft. 

Citigroup Global Markets Inc. or an affiliate received compensation for products and services other than investment banking services from Alliance Oil, 
Petrobras, Total, Eni, Sinopec, Lukoil, Gazpromneft, Eurasia Drilling, RN Holding OAO, Gazprom, BG Group, Novatek OAO, Statoil, Rosneft, Repsol, Royal 
Dutch Shell, Bashneft in the past 12 months. 

Citigroup Global Markets Inc. currently has, or had within the past 12 months, the following as investment banking client(s): Sinopec, Petrobras, Total, Eni, 
Lukoil, Gazpromneft, RN Holding OAO, Gazprom, BG Group, Statoil, Rosneft, Repsol, Royal Dutch Shell, Bashneft. 

Citigroup Global Markets Inc. currently has, or had within the past 12 months, the following as clients, and the services provided were non-investment-
banking, securities-related: Alliance Oil, Petrobras, Total, Eni, Sinopec, Lukoil, Gazpromneft, Eurasia Drilling, Surgutneftegaz, RN Holding OAO, Gazprom, 
BG Group, Novatek OAO, Statoil, Rosneft, Repsol, Royal Dutch Shell, Bashneft. 
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Citigroup Global Markets Inc. currently has, or had within the past 12 months, the following as clients, and the services provided were non-investment-
banking, non-securities-related: Alliance Oil, Petrobras, Total, Eni, Sinopec, Lukoil, Gazpromneft, Eurasia Drilling, RN Holding OAO, Gazprom, BG Group, 
Novatek OAO, Statoil, Rosneft, Repsol, Royal Dutch Shell, Bashneft. 

Citigroup Global Markets Inc. or an affiliate received compensation in the past 12 months from Sinopec. 

Analysts' compensation is determined based upon activities and services intended to benefit the investor clients of Citigroup Global Markets Inc. and its 
affiliates ("the Firm"). Like all Firm employees, analysts receive compensation that is impacted by overall firm profitability which includes investment banking 
revenues. 

The Firm is a market maker in the publicly traded equity securities of Sinopec, Lukoil, Gazpromneft, Surgutneftegaz, Gazprom, BG Group, Statoil, Repsol. 

For important disclosures (including copies of historical disclosures) regarding the companies that are the subject of this Citi Research product ("the 
Product"), please contact Citi Research, 388 Greenwich Street, 28th Floor, New York, NY, 10013, Attention: Legal/Compliance [E6WYB6412478]. In 
addition, the same important disclosures, with the exception of the Valuation and Risk assessments and historical disclosures, are contained on the Firm's 
disclosure website at https://www.citivelocity.com/cvr/eppublic/citi_research_disclosures.   Valuation and Risk assessments can be found in the text of the 
most recent research note/report regarding the subject company. Historical disclosures (for up to the past three years) will be provided upon request. 

Citi Research Equity Ratings Distribution       
 12 Month Rating Relative Rating 
Data current as of 30 Jun 2013 Buy Hold Sell Buy Hold Sell 

Citi Research Global Fundamental Coverage 48% 40% 12% 6% 88% 6% 
% of companies in each rating category that are investment banking clients 53% 50% 45% 58% 51% 49% 

Guide to Citi Research Fundamental Research Investment Ratings: 
Citi Research stock recommendations include an investment rating and an optional risk rating to highlight high risk stocks. 
Risk rating takes into account both price volatility and fundamental criteria. Stocks will either have no risk rating or a High risk rating assigned. 
Investment Ratings: Citi Research investment ratings are Buy, Neutral and Sell. Our ratings are a function of analyst expectations of expected total return 
("ETR") and risk. ETR is the sum of the forecast price appreciation (or depreciation) plus the dividend yield for a stock within the next 12 months.  The 
Investment rating definitions are: Buy (1) ETR of 15% or more or 25% or more for High risk stocks; and Sell (3) for negative ETR. Any covered stock not 
assigned a Buy or a Sell is a Neutral (2). For stocks rated Neutral (2), if an analyst believes that there are insufficient valuation drivers and/or investment 
catalysts to derive a positive or negative investment view, they may elect with the approval of Citi Research management not to assign a target price and, 
thus, not derive an ETR. Analysts may place covered stocks "Under Review" in response to exceptional circumstances (e.g. lack of information critical to the 
analyst's thesis) affecting the company and / or trading in the company's securities (e.g. trading suspension). As soon as practically possible, the analyst will 
publish a note re-establishing a rating and investment thesis. To satisfy regulatory requirements, we correspond Under Review and Neutral to Hold in our 
ratings distribution table for our 12-month fundamental rating system. However, we reiterate that we do not consider Under Review to be a recommendation.  
Relative three-month ratings: Citi Research may also assign a three-month relative call (or rating) to a stock to highlight expected out-performance (most 
preferred) or under-performance (least preferred) versus the geographic and industry sector over a 3 month period. The relative call may highlight a specific 
near-term catalyst or event impacting the company or the market that is anticipated to have a short-term price impact on the equity securities of the 
company. Absent any specific catalyst the analyst(s) will indicate the most and least preferred stocks in the universe of stocks under consideration, 
explaining the basis for this short-term view. This three-month view may be different from and does not affect a stock's fundamental equity rating, which 
reflects a longer-term total absolute return expectation. For purposes of NASD/NYSE ratings-distribution-disclosure rules, most preferred calls correspond to 
a buy recommendation and least preferred calls correspond to a sell recommendation. Any stock not assigned to a most preferred or least preferred call is 
considered non-relative-rated (NRR). For purposes of NASD/NYSE ratings-distribution-disclosure rules we correspond NRR to Hold in our ratings 
distribution table for our 3-month relative rating system. However, we reiterate that we do not consider NRR to be a recommendation. 

Prior to October 8, 2011, the firm's stock recommendation system included a risk rating and an investment rating. Risk ratings, which took into account both 
price volatility and fundamental criteria, were: Low (L), Medium (M), High (H), and Speculative (S). Investment Ratings of Buy, Hold and Sell were a 
function of the Citi Research expectation of total return (forecast price appreciation and dividend yield within the next 12 months) and risk rating. Additionally, 
analysts could have placed covered stocks "Under Review" in response to exceptional circumstances (e.g. lack of information critical to the analyst's thesis) 
affecting the company and/or trading in the company's securities (e.g. trading suspension). Stocks placed "Under Review" were monitored daily by 
management and as practically possible, the analyst published a note re-establishing a rating and investment thesis. For securities in developed markets 
(US, UK, Europe, Japan, and Australia/New Zealand), investment ratings were:Buy (1) (expected total return of 10% or more for Low-Risk stocks, 15% or 
more for Medium-Risk stocks, 20% or more for High-Risk stocks, and 35% or more for Speculative stocks); Hold (2) (0%-10% for Low-Risk stocks, 0%-15% 
for Medium-Risk stocks, 0%-20% for High-Risk stocks, and 0%-35% for Speculative stocks); and Sell (3) (negative total return). For securities in emerging 
markets (Asia Pacific, Emerging Europe/Middle East/Africa, and Latin America), investment ratings were:Buy (1) (expected total return of 15% or more for 
Low-Risk stocks, 20% or more for Medium-Risk stocks, 30% or more for High-Risk stocks, and 40% or more for Speculative stocks); Hold (2) (5%-15% for 
Low-Risk stocks, 10%-20% for Medium-Risk stocks, 15%-30% for High-Risk stocks, and 20%-40% for Speculative stocks); and Sell (3) (5% or less for Low-
Risk stocks, 10% or less for Medium-Risk stocks, 15% or less for High-Risk stocks, and 20% or less for Speculative stocks). 

Investment ratings are determined by the ranges described above at the time of initiation of coverage, a change in investment and/or risk rating, or a change 
in target price (subject to limited management discretion). At other times, the expected total returns may fall outside of these ranges because of market price 
movements and/or other short-term volatility or trading patterns. Such interim deviations from specified ranges will be permitted but will become subject to 
review by Research Management. Your decision to buy or sell a security should be based upon your personal investment objectives and should be made 
only after evaluating the stock's expected performance and risk. 

NON-US RESEARCH ANALYST DISCLOSURES 
Non-US research analysts who have prepared this report (i.e., all research analysts listed below other than those identified as employed by Citigroup Global 
Markets Inc.) are not registered/qualified as research analysts with FINRA. Such research analysts may not be associated persons of the member 
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organization and therefore may not be subject to the NYSE Rule 472 and NASD Rule 2711 restrictions on communications with a subject company, public 
appearances and trading securities held by a research analyst account. The legal entities employing the authors of this report are listed below: 

ZAO Citibank Ronald Paul Smith; Alexander Bespalov, CFA 

Citigroup Global Markets Ltd Alastair R Syme; Michael J Alsford 

Citigroup Global Markets Asia Graham Cunningham 

Citigroup Global Markets Brazil Pedro Medeiros 

OTHER DISCLOSURES 

The subject company's share price set out on the front page of this Product is quoted as at 13 September 2013 05:30 PM on the issuer's primary market. 

Citigroup Global Markets Inc. and/or its affiliates has a significant financial interest in relation to Petrobras, Total, Eni, Gazpromneft, Gazprom, BG Group, 
Statoil, Repsol. (For an explanation of the determination of significant financial interest, please refer to the policy for managing conflicts of interest which can 
be found at www.citiVelocity.com.) 

For securities recommended in the Product in which the Firm is not a market maker, the Firm is a liquidity provider in the issuers' financial instruments and 
may act as principal in connection with such transactions. The Firm is a regular issuer of traded financial instruments linked to securities that may have been 
recommended in the Product. The Firm regularly trades in the securities of the issuer(s) discussed in the Product. The Firm may engage in securities 
transactions in a manner inconsistent with the Product and, with respect to securities covered by the Product, will buy or sell from customers on a principal 
basis. 

Securities recommended, offered, or sold by the Firm: (i) are not insured by the Federal Deposit Insurance Corporation; (ii) are not deposits or other 
obligations of any insured depository institution (including Citibank); and (iii) are subject to investment risks, including the possible loss of the principal 
amount invested. Although information has been obtained from and is based upon sources that the Firm believes to be reliable, we do not guarantee its 
accuracy and it may be incomplete and condensed. Note, however, that the Firm has taken all reasonable steps to determine the accuracy and 
completeness of the disclosures made in the Important Disclosures section of the Product. The Firm's research department has received assistance from 
the subject company(ies) referred to in this Product including, but not limited to, discussions with management of the subject company(ies). Firm policy 
prohibits research analysts from sending draft research to subject companies. However, it should be presumed that the author of the Product has had 
discussions with the subject company to ensure factual accuracy prior to publication. All opinions, projections and estimates constitute the judgment of the 
author as of the date of the Product and these, plus any other information contained in the Product, are subject to change without notice. Prices and 
availability of financial instruments also are subject to change without notice. Notwithstanding other departments within the Firm advising the companies 
discussed in this Product, information obtained in such role is not used in the preparation of the Product. Although Citi Research does not set a 
predetermined frequency for publication, if the Product is a fundamental research report, it is the intention of Citi Research to provide research coverage of 
the/those issuer(s) mentioned therein, including in response to news affecting this issuer, subject to applicable quiet periods and capacity constraints. The 
Product is for informational purposes only and is not intended as an offer or solicitation for the purchase or sale of a security. Any decision to purchase 
securities mentioned in the Product must take into account existing public information on such security or any registered prospectus. 

Investing in non-U.S. securities, including ADRs, may entail certain risks. The securities of non-U.S. issuers may not be registered with, nor be subject to the 
reporting requirements of the U.S. Securities and Exchange Commission. There may be limited information available on foreign securities. Foreign 
companies are generally not subject to uniform audit and reporting standards, practices and requirements comparable to those in the U.S. Securities of 
some foreign companies may be less liquid and their prices more volatile than securities of comparable U.S. companies. In addition, exchange rate 
movements may have an adverse effect on the value of an investment in a foreign stock and its corresponding dividend payment for U.S. investors. Net 
dividends to ADR investors are estimated, using withholding tax rates conventions, deemed accurate, but investors are urged to consult their tax advisor for 
exact dividend computations. Investors who have received the Product from the Firm may be prohibited in certain states or other jurisdictions from 
purchasing securities mentioned in the Product from the Firm. Please ask your Financial Consultant for additional details. Citigroup Global Markets Inc. 
takes responsibility for the Product in the United States. Any orders by US investors resulting from the information contained in the Product may be placed 
only through Citigroup Global Markets Inc. 

The Citigroup legal entity that takes responsibility for the production of the Product is the legal entity which the first named author is employed 
by.  The Product is made available in Australia through Citi Global Markets Australia Pty Ltd. (ABN 64 003 114 832 and AFSL No. 240992), participant of 
the ASX Group and regulated by the Australian Securities & Investments Commission.  Citigroup Centre, 2 Park Street, Sydney, NSW 2000.  The Product is 
made available in Australia to Private Banking wholesale clients through Citigroup Pty Limited (ABN 88 004 325 080 and AFSL 238098). Citigroup Pty 
Limited provides all financial product advice to Australian Private Banking wholesale clients through bankers and relationship managers.  If there is any 
doubt about the suitability of investments held in Citigroup Private Bank accounts, investors should contact the Citigroup Private Bank in Australia.  Citigroup 
companies may compensate affiliates and their representatives for providing products and services to clients.  The Product is made available in Brazil by 
Citigroup Global Markets Brasil - CCTVM SA, which is regulated by CVM - Comissão de Valores Mobiliários, BACEN - Brazilian Central Bank, APIMEC - 
Associação dos Analistas e Profissionais de Investimento do Mercado de Capitais and ANBID - Associação Nacional dos Bancos de Investimento.  Av. 
Paulista, 1111 - 11º andar - CEP. 01311920 - São Paulo - SP.  If the Product is being made available in certain provinces of Canada by Citigroup Global 
Markets (Canada) Inc. ("CGM Canada"), CGM Canada has approved the Product.  Citigroup Place, 123 Front Street West, Suite 1100, Toronto, Ontario M5J 
2M3.  This product is available in Chile through Banchile Corredores de Bolsa S.A., an indirect subsidiary of Citigroup Inc., which is regulated by the 
Superintendencia de Valores y Seguros. Agustinas 975, piso 2, Santiago, Chile. The Product is made available in France by Citigroup Global Markets 
Limited, which is authorised and regulated by Financial Services Authority.  1-5 Rue Paul Cézanne, 8ème, Paris, France.  The Product is distributed in 
Germany by Citigroup Global Markets Deutschland AG ("CGMD"), which is regulated by Bundesanstalt fuer Finanzdienstleistungsaufsicht (BaFin). CGMD, 
Reuterweg 16, 60323 Frankfurt am Main. Research which relates to "securities" (as defined in the Securities and Futures Ordinance (Cap. 571 of the Laws 
of Hong Kong)) is issued in Hong Kong by, or on behalf of, Citigroup Global Markets Asia Limited which takes full responsibility for its content. Citigroup 
Global Markets Asia Ltd. is regulated by Hong Kong Securities and Futures Commission. If the Research is made available through Citibank, N.A., Hong 
Kong Branch, for its clients in Citi Private Bank, it is made available by Citibank N.A., Citibank Tower, Citibank Plaza, 3 Garden Road, Hong Kong. Citibank 
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N.A. is regulated by the Hong Kong Monetary Authority. Please contact your Private Banker in Citibank N.A., Hong Kong, Branch if you have any queries on 
or any matters arising from or in connection with this document.  The Product is made available in India by Citigroup Global Markets India Private Limited, 
which is regulated by Securities and Exchange Board of India.  Bakhtawar, Nariman Point, Mumbai 400-021.  The Product is made available in Indonesia 
through PT Citigroup Securities Indonesia.  5/F, Citibank Tower, Bapindo Plaza, Jl. Jend. Sudirman Kav. 54-55, Jakarta 12190.  Neither this Product nor any 
copy hereof may be distributed in Indonesia or to any Indonesian citizens wherever they are domiciled or to Indonesian residents except in compliance with 
applicable capital market laws and regulations. This Product is not an offer of securities in Indonesia. The securities referred to in this Product have not been 
registered with the Capital Market and Financial Institutions Supervisory Agency (BAPEPAM-LK) pursuant to relevant capital market laws and regulations, 
and may not be offered or sold within the territory of the Republic of Indonesia or to Indonesian citizens through a public offering or in circumstances which 
constitute an offer within the meaning of the Indonesian capital market laws and regulations.  The Product is made available in Israel through Citibank NA, 
regulated by the Bank of Israel and the Israeli Securities Authority. Citibank, N.A, Platinum Building, 21 Ha'arba'ah St, Tel Aviv, Israel.   The Product is made 
available in Italy by Citigroup Global Markets Limited, which is authorised and regulated by Financial Services Authority.  Via dei Mercanti, 12, Milan, 20121, 
Italy.  The Product is made available in Japan by Citigroup Global Markets Japan Inc. ("CGMJ"), which is regulated by Financial Services Agency, Securities 
and Exchange Surveillance Commission, Japan Securities Dealers Association, Tokyo Stock Exchange and Osaka Securities Exchange.  Shin-Marunouchi 
Building, 1-5-1 Marunouchi, Chiyoda-ku, Tokyo 100-6520 Japan. If the Product was distributed by SMBC Nikko Securities Inc. it is being so distributed under 
license.  In the event that an error is found in an CGMJ research report, a revised version will be posted on the Firm's Citi Velocity website.  If you have 
questions regarding Citi Velocity, please call (81 3) 6270-3019 for help.   The Product is made available in Korea by Citigroup Global Markets Korea 
Securities Ltd., which is regulated by the Financial Services Commission, the Financial Supervisory Service and the Korea Financial Investment Association 
(KOFIA). Citibank Building, 39 Da-dong, Jung-gu, Seoul 100-180, Korea.   KOFIA makes available registration information of research analysts on its 
website.  Please visit the following website if you wish to find KOFIA registration information on research analysts of Citigroup Global Markets Korea 
Securities Ltd.  http://dis.kofia.or.kr/fs/dis2/fundMgr/DISFundMgrAnalystPop.jsp?companyCd2=A03030&pageDiv=02. The Product is made available in 
Korea by Citibank Korea Inc., which is regulated by the Financial Services Commission and the Financial Supervisory Service. Address is Citibank Building, 
39 Da-dong, Jung-gu, Seoul 100-180, Korea.  The Product is made available in Malaysia by Citigroup Global Markets Malaysia Sdn Bhd (Company No. 
460819-D) (“CGMM”) to its clients and CGMM takes responsibility for its contents. CGMM is regulated by the Securities Commission of Malaysia. Please 
contact CGMM at Level 43 Menara Citibank, 165 Jalan Ampang, 50450 Kuala Lumpur, Malaysia in respect of any matters arising from, or in connection with, 
the Product.  The Product is made available in Mexico by Acciones y Valores Banamex, S.A. De C. V., Casa de Bolsa, Integrante del Grupo Financiero 
Banamex ("Accival") which is a wholly owned subsidiary of Citigroup Inc. and is regulated by Comision Nacional Bancaria y de Valores. Reforma 398, Col. 
Juarez, 06600 Mexico, D.F.  In New Zealand the Product is made available to ‘wholesale clients’ only as defined by s5C(1) of the Financial Advisers Act 
2008 (‘FAA’) through Citigroup Global Markets Australia Pty Ltd (ABN 64 003 114 832 and AFSL No. 240992), an overseas financial adviser as defined by 
the FAA, participant of the ASX Group and regulated by the Australian Securities & Investments Commission. Citigroup Centre, 2 Park Street, Sydney, NSW 
2000.  The Product is made available in Pakistan by Citibank N.A. Pakistan branch, which is regulated by the State Bank of Pakistan and Securities 
Exchange Commission, Pakistan. AWT Plaza, 1.1. Chundrigar Road, P.O. Box 4889, Karachi-74200.  The Product is made available in the Philippines 
through Citicorp Financial Services and Insurance Brokerage Philippines, Inc., which is regulated by the Philippines Securities and Exchange Commission. 
20th Floor Citibank Square Bldg. The Product is made available in the Philippines through Citibank NA Philippines branch, Citibank Tower, 8741 Paseo De 
Roxas, Makati City, Manila. Citibank NA Philippines NA is regulated by The Bangko Sentral ng Pilipinas. The Product is made available in Poland by Dom 
Maklerski Banku Handlowego SA an indirect subsidiary of Citigroup Inc., which is regulated by Komisja Nadzoru Finansowego.  Dom Maklerski Banku 
Handlowego S.A. ul.Senatorska 16, 00-923 Warszawa.  The Product is made available in the Russian Federation through ZAO Citibank, which is licensed 
to carry out banking activities in the Russian Federation in accordance with the general banking license issued by the Central Bank of the Russian 
Federation and brokerage activities in accordance with the license issued by the Federal Service for Financial Markets.  Neither the Product nor any 
information contained in the Product shall be considered as advertising the securities mentioned in this report within the territory of the Russian Federation 
or outside the Russian Federation.  The Product does not constitute an appraisal within the meaning of the Federal Law of the Russian Federation of 29 July 
1998 No. 135-FZ (as amended) On Appraisal Activities in the Russian Federation.  8-10 Gasheka Street, 125047 Moscow.  The Product is made available in 
Singapore through Citigroup Global Markets Singapore Pte. Ltd. (“CGMSPL”), a capital markets services license holder, and regulated by Monetary 
Authority of Singapore. Please contact CGMSPL at 8 Marina View, 21st Floor Asia Square Tower 1, Singapore 018960, in respect of any matters arising 
from, or in connection with, the analysis of this document. This report is intended for recipients who are accredited, expert and institutional investors as 
defined under the Securities and Futures Act (Cap. 289). The Product is made available by The Citigroup Private Bank in Singapore through Citibank, N.A., 
Singapore Branch, a licensed bank in Singapore that is regulated by Monetary Authority of Singapore. Please contact your Private Banker in Citibank N.A., 
Singapore Branch if you have any queries on or any matters arising from or in connection with this document. This report is intended for recipients who are 
accredited, expert and institutional investors as defined under the Securities and Futures Act (Cap. 289).  This report is distributed in Singapore by Citibank 
Singapore Ltd ("CSL") to selected Citigold/Citigold Private Clients. CSL provides no independent research or analysis of the substance or in preparation of 
this report. Please contact your Citigold//Citigold Private Client Relationship Manager in CSL if you have any queries on or any matters arising from or in 
connection with this report. This report is intended for recipients who are accredited investors as defined under the Securities and Futures Act (Cap. 
289).   Citigroup Global Markets (Pty) Ltd. is incorporated in the Republic of South Africa (company registration number 2000/025866/07) and its 
registered office is at 145 West Street, Sandton, 2196, Saxonwold. Citigroup Global Markets (Pty) Ltd. is regulated by JSE Securities Exchange South 
Africa, South African Reserve Bank and the Financial Services Board.  The investments and services contained herein are not available to private customers 
in South Africa.  The Product is made available in Spain by Citigroup Global Markets Limited, which is authorised and regulated by Financial Services 
Authority.  29 Jose Ortega Y Gasset, 4th Floor, Madrid, 28006, Spain.  The Product is made available in the Republic of China through Citigroup Global 
Markets Taiwan Securities Company Ltd. ("CGMTS"), 14 and 15F, No. 1, Songzhi Road, Taipei 110, Taiwan and/or through Citibank Securities (Taiwan) 
Company Limited ("CSTL"), 14 and 15F, No. 1, Songzhi Road, Taipei 110, Taiwan, subject to the respective license scope of each entity and the applicable 
laws and regulations in the Republic of China. CGMTS and CSTL are both regulated by the Securities and Futures Bureau of the Financial Supervisory 
Commission of Taiwan, the Republic of China. No portion of the Product may be reproduced or quoted in the Republic of China by the press or any third 
parties [without the written authorization of CGMTS and CSTL]. If the Product covers securities which are not allowed to be offered or traded in the Republic 
of China, neither the Product nor any information contained in the Product shall be considered as advertising the securities or making recommendation of 
the securities in the Republic of China. The Product is for informational purposes only and is not intended as an offer or solicitation for the purchase or sale 
of a security or financial products. Any decision to purchase securities or financial products mentioned in the Product must take into account existing public 
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information on such security or the financial products or any registered prospectus.  The Product is made available in Thailand through Citicorp Securities 
(Thailand) Ltd., which is regulated by the Securities and Exchange Commission of Thailand.  18/F, 22/F and 29/F, 82 North Sathorn Road, Silom, Bangrak, 
Bangkok 10500, Thailand.  The Product is made available in Turkey through Citibank AS which is regulated by Capital Markets Board.  Tekfen Tower, Eski 
Buyukdere Caddesi # 209 Kat 2B, 23294 Levent, Istanbul, Turkey.  In the U.A.E, these materials (the "Materials") are communicated by Citigroup Global 
Markets Limited, DIFC branch ("CGML"), an entity registered in the Dubai International Financial Center ("DIFC") and licensed and regulated by the Dubai 
Financial Services Authority ("DFSA") to Professional Clients and Market Counterparties only and should not be relied upon or distributed to Retail Clients. A 
distribution of the different Citi Research ratings distribution, in percentage terms for Investments in each sector covered is made available on 
request.  Financial products and/or services to which the Materials relate will only be made available to Professional Clients and Market Counterparties.  The 
Product is made available in United Kingdom by Citigroup Global Markets Limited, which is authorised and regulated by Financial Services Authority.  This 
material may relate to investments or services of a person outside of the UK or to other matters which are not regulated by the FSA and further details as to 
where this may be the case are available upon request in respect of this material.  Citigroup Centre, Canada Square, Canary Wharf, London, E14 5LB.  The 
Product is made available in United States by Citigroup Global Markets Inc, which is a member of FINRA and registered with the US Securities and 
Exchange Commission. 388 Greenwich Street, New York, NY 10013.   Unless specified to the contrary, within EU Member States, the Product is made 
available by Citigroup Global Markets Limited, which is regulated by Financial Services Authority.  
Pursuant to Comissão de Valores Mobiliários Rule 483, Citi is required to disclose whether a Citi related company or business has a commercial relationship 
with the subject company. Considering that Citi operates multiple businesses in more than 100 countries around the world, it is likely that Citi has a 
commercial relationship with the subject company.  
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