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PJSC LUKOIL

MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL
CONDITION AND RESULTS OF OPERATIONS

for the three months ended 31 December and 30 September 2018
and for the years 2018 and 2017



The following report contains a discussion and analysis of the financial position of PJSC LUKOIL at
31 December 2018 and the results of its operations for the three months ended 31 December and
30 September 2018 and for the years 2018 and 2017, as well as significant factors that may affect its
future performance. It should be read in conjunction with our International Financial Reporting Standards
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Business overview

The primary activities of LUKOIL and its subsidiaries are hydrocarbon exploration, production, refining,
marketing and distribution.

LUKOIL is one of the world’s largest publicly traded vertically integrated energy companies. Our proved
reserves under SEC standards amounted to 15.9 billion BOE at 1 January 2019 and comprised of
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Key financial and operational results

Q4 Q3 Change, 12 months of Change,
2018 2018




The Group’s average daily hydrocarbon production increased by 3.4% compared to 2017 and by 1.2%
compared to the third quarter of 2018, driven primarily by growth in gas production volumes in
Uzbekistan. In Russia, planned increase in production from high-margin fields continued.

Throughput at our refineries didn’t change significantly compared to 2017 and decreased by 2.7%
compared to the previous quarter. We continued enhancing the output structure at our refineries. Fuel oil
production volumes decreased by 9.2% compared to 2017.

Changes in Group structure

In December 2016, the Company entered into a contract with a company of the “Otkrytie Holding” group
to sell the Group’s 100% interest in JSC “Arkhangelskgeoldobycha” (“AGD”), a company developing the
diamond field named after V.P. Grib located in Arkhangelsk region of Russia. The transaction in the
amount of Russian ruble equivalent of $1.45 billion was completed on 24 May 2017 after all necessary







The table below represents average domestic wholesale prices for refined products for the respective
periods.

Q4 Q3 Change, 12 months of Change,
2018 2018 % 2018 2017 %

(in rubles per metric tonne, except for figures in percent)
DiESEl fUBL....c.veeeeeieieeeeee e 45143 42,888 53 41582 33,288 24.9
High-octane gasoline (Regular) ............. .. 41,737 40,572 29 40,185 36,191 11.0
High-octane gasoline (Premium) .........ccccceeverenene 45,791 42,260 8.4 42,005 37,011 135
FUEl 0il.....cveicicee e 25,162 18,439 36,5 17,747 10,507 68.9

Source: InfoTEK (excluding VAT).

Changes in ruble exchange rate and inflation

A substantial part of our revenue is either denominated in US dollars or euro or is correlated to some
extent with US dollar crude oil prices, while most of our costs are settled in Russian rubles. Therefore, a
devaluation of the ruble against the US dollar and euro generally causes our revenues to increase in ruble
terms, and vice versa. Ruble inflation also affects the results of our operations.

The following table provides data on inflation in Russia and change in the ruble-dollar




The following tables represent average enacted rates for taxes specific to the oil industry in Russia for the
respective periods.







The export duty rate changes every month with the rate for the next month being based on average Urals
price for the period from the 15th day of the previous month to the 14th day of the current month. This
calculation methodology results in the so-called “export duty lag effect,” when export duty rate lags the oil
price changes, which may result in sizeable impact on our financial results in the periods of high oil price
volatility.

The table below illustrates the impact of the
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Crude oil and refined products exported from Russia are subject to two steps of customs declaration and
duty payments: temporary and complete. A temporary declaration is submitted based on preliminary
exports volumes and the duty is paid in rubles translated from US dollars at the date of the temporary
declaration. A complete declaration is submitted after receiving the actual data on the exported volumes,
but no later than six months after the date of the temporary declaration. The final amount of the export
duty is adjusted depending on the actual volumes, the ruble-US dollar exchange rate at the date of the
complete declaration (except for pipeline deliveries for which the exchange rate at the temporary
declaration date is used) and the export duty rate. If temporary and complete declarations are submitted in
different reporting periods, the final amount of the export duty is adjusted in the period of submission of
the complete declaration. The high volatility of the ruble-dollar exchange rates may lead to significant
adjustments. For the purposes of the IFRS consolidated financial statements, data from temporary
declarations at the reporting period end is translated to rubles from US dollars using the period-end
exchange rate.

Tax on additional income. Starting from 2019, a tax on additional income from the hydrocarbon
production (hereinafter TAI) will be implemented for certain fields. The TAI rate is set at 50% and is
applied to the estimated sales revenue less actual and estimated costs. For crude oil production subject to
TAI, a special mineral extraction tax rate formula is applied.

The Company expects TAI to have significant positive impact on development plans for, and production
profile of, its fields subject to TAI.

Crude oil and refined products exported to member countries of the Customs Union in the Eurasian
Economic Union of Russia, Belarus, Kazakhstan, Armenia and the Kyrgyz Republic (Customs Union) are
not subject to export duties.

Excise taxes on refined products. The responsibility to pay excises on refined products in Russia is
imposed on refined product producers (except for straight-run gasoline). Only domestic sales volumes are
subject to excises.

In other countries where the Group operates, excise taxes are paid either by producers or retailers
depending on the local legislation.

Excise rates on motor fuels in Russia are tied to the ecological class of fuel. Excise tax rates for the
periods considered are listed below.

Q4 Q3  Change, 12 months of Change,
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Reserves base

The tables below summarize the net proved reserves of consolidated subsidiaries and our share in equity
affiliates under the standards of the US Securities and Exchange Commission (until the economic limit of
commercial production is reached) that have been derived from our reserve reports auP AMCID 1/Lang (n)6( )-50(d)-5(er)y
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Segments highlights

Our operations are divided into three main business segments:

Exploration and Production — which includes our exploration, development and production
operations related to crude oil and gas. These activities are primarily located within Russia,
with additional activities in Azerbaijan, Kazakhstan, Uzbekistan, the Middle East, Northern
and Western Africa, Norway, Romania and Mexico.
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Crude oil production by major regions is presented in the table below.

Q4
2018

WESE SIDBIIA....vecvviiieciicie e

Q3 12 months of
2018 2018 2017
(thousands of tonnes)
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Refining, marketing and distribution

The following table summarizes key figures on our Refining, marketing and distribution segment:

Q4 Q3 12 months of
2018 2018 2018 2017
(millions of rubles)
EBITDA ..ottt 81,486 82,189 282,144 263,385
S AN RUSSIA o 77,519 59,318 231,831 195,479
- OULSIAE RUSSIA ..veeiveieeieiie ettt 3,967 22,871 50,313 67,906

Refining expenses at the Group refineries
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Refining
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Financial
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Sales revenues

Sales breakdown Q4 Q3 12 months of
2018 2018 2018 2017
(millions of rubles)
Crude oil
Export and sales on international markets other than
CUSEOMS UNION ... 633,414 769,427 2,559,578 1,556,811
Export and sales to Customs Union 16,006 17,233 64,228 46,798
DOMESLIC SAIES .....ecveeieieeei e 8,841 14,423 47,508 37,525
658,261 801,083 2,671,314 1,641,134
Cost compensation and remuneration at the West Qurna-2
010 1=T SR SRRTR 8,660 13,646 42,350 37,629
666,921 814,729 2,713,664 1,678,763
Refined products®
Export and sales on international markets
WHOIESAIE........ceeieiiieieieiees e 915,651 1,015461 3,612,291 2,863,379
RELAI ... e 93,437 97,256 349,493 280,847
Domestic sales
WHOIESAIE........coeveeiicieieeee e 118,416 124,784 439,327 360,182
RELAIL.....cvivcicee e 134,109 139,765 498,765 415,820
1,261,613
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Sales volumes

Q4
2018

Q3
2018

12 months of
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In the fourth quarter of 2018, our revenues decreased by 263 billion RUB, or by 11.4%, compared to the
third quarter of 2018. Our revenues from crude oil sales decreased by 148 billion RUB, or by 18.1%, our
revenues from sales of refined products decreased by 116 billion RUB, or by 8.4%, and our revenues from
gas sales decreased by 5 billion RUB, or by 12.2%. This was mainly driven by a decrease in hydrocarbon
prices, as well as crude oil trading volumes, and partially offset by the effect of the ruble devaluation on
our revenues denominated in the US dollars and euro.

Compared to 2017, our revenues increased by 2,099 billion RUB, or by 35.4%. Our revenues from crude
oil sales increased by 1,035 billion RUB, or by 61.6%, our revenues from sales of refined products
increased by 980 billion RUB, or by 25%, and our gas sales increased by 61 billion RUB, or by 70.7%,
largely, as a result of an increase in hydrocarbon prices, gas production volumes, crude oil trading
volumes and the effect of the ruble devaluation on our revenues denominated in the US dollars and euro.

Sales of crude oil

Compared to the third quarter of 2018, our international crude oil sales revenue decreased by 17.7%, or by
136 billion RUB
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Hydrocarbon extraction expenses

Our extraction expenses include expenditures related to repairs of extraction equipment, labor costs,
expenses on artificial stimulation of reservoirs, fuel and electricity costs, cost of extraction of natural gas
liquids, property insurance of extraction equipment and other similar costs.

Q4 Q3 12 months of
2018 2018 2018 2017
(millions of rubles)
Hydrocarbon extraction expenses® .............ccoocveecrveerneeenn. 51,355 48,947 196,227 192,781
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Compared to 2017, an increase in expenses at our domestic refineries was primarily driven by an increase
in consumption of purchased additives for gasoline production due to major maintenance works at some of
our conversion units and growth in share of higher-octane gasoline in overall gasoline output volumes.
Outside Russia, our expenses increased largely as a result of an increase in energy cost and the ruble
devaluation to euro.

Refining expenses at third-party refineries

Along with our own production of refined products we process crude oil at third-party refineries.

At the end of 2016, as part of our trading business development, a Group company entered into a 3-year
tolling agreement with a Canadian refinery. Related refining expenses represent variable toll that is mostly
the difference between the price of feedstocks supplied, including various related costs, and the selling
price of the refined products taken. When the refined products are sold, this toll is naturally offset by the
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Q4 Q3 12 months of
2018 2018 2018 2017
(millions of rubles)
Cost of purchased crude oil in RUSSia ...........cccoevveriiiiennns 5,686 6,242 21,458 16,896
Cost of purchased crude oil outside Russia.............cccccenine 548,686 669,158 2,213,464 1,314,764
Compensation crude oil related to West Qurna-2 project .... 10,602 14,180 52,817 33,191

Cost of purchased crude Oil...........c.ccocovieviiinciciiice,
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Selling, general and administrative expenses

Selling, general and administrative expenses include payroll costs (excluding extraction entities’,
refineries’ and power generation entities’ production staff costs), insurance costs (except for property
insurance related to extraction, refinery and power generation equipment), costs of maintenance of social
infrastructure, movement in allowance for expected credit losses. Our selling,
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Compared to the third quarter of 2018, export tariffs increased by 2 billion RUB, or by 3.0%, as a result of
higher volumes of refined products export and higher export duty rates. The volumes of crude oil export
beyond the Customs Union decreased by 1.9% and the volumes of refined products exports increased by
9.7%. In Russia, a decrease of excise tax expenses was largely a result of a recalculation in relation to a
decrease in excise tax rates from 1 June 2018
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Non-GAAP items reconciliation

Reconciliation of profit for the period to EBITDA

EBITDA is not defined under IFRS. We define EBITDA as profit from operating activities before
depreciation, depletion and amortization. We believe that EBITDA provides useful information to
investors because it is an indicator of the strength and performance of our business operations, including
our ability to finance capital expenditures, acquisitions and other investments and to raise and service debt.
EBITDA should not be considered in isolation as an alternative to profit or any other measure of
performance under IFRS.

Q4 Q3 12 months of
2018 2018
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Non-recurring losses and gains

As a result of impairment tests in 2018 and 2017, the Group recognized losses on assets impairment. At
the same time, in 2017, due to an improvement in economic parameters of some of our projects, the Group
reversed significant impairment losses recognized in prior periods. Moreover, in 2017, we recognized a
profit before income tax from sale of our diamond business in the amount of 48 billion RUB (38 billion
RUB after income tax).
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Liquidity and capital resources

Q4 Q3 12 months of
2018 2018 2018 2017
(millions of rubles)
Net cash provided by operating activities...........cccccccevvrrnene 325,511 271,199 1,006,651 758,490
including decrease (increase) in working capital .............. 74,193 (39,932) (33,592) (24,983)
Net cash used in investing activities..........cc.ccecevevievcniiennn, (90,933) (115,147) (420,392) (433,286)
Net cash used in financing activities.............cccccceveeerncnnene. (130,733) (130,606) (468,549) (247,395)
Changes in operating assets and liabilities:
Q4 Q3 12 months of
2018 2018 2018 2017
(millions of rubles)
Decrease (increase) in trade accounts receivable...................... 164,274 (97,171) 23,877  (84,055)
Decrease (increase) in iNVENLONIS ..........cccevvevveieeiieecesiesienns 83,602 28,789 71,565 (9,350)
(Decrease) increase in accounts payable ...........ccccoveerieriienns (131,972) 25,600 (92,508) 27,720
(Decrease) increase in net taxes other than on income payable (40,023) 5,655 (8,460) 21,538
Change in other current assets and liabilities.............c.cc.ccceeeee. (1,688) (2,805) (28,066) 19,164
Total decrease (increase) in working capital ........................ 74,193 (39,932) (33,592)  (24,983)

Operating activities

Our primary source of cash flow is funds generated from our operations. Compared to the third quarter of
2018 and the twelve months of 2017, our cash generated from operations increased by 54 billion RUB, or
by 20%, and by 248 billion RUB, or by 32.7%, respectively. Compared to the previous quarter, this was a
result of change in working capital. Compared to 2017, operating cash flow increased due to an increase in

profitability of our core operations.

In the fourth quarter of 2018, a decrease in working capital was mainly driven by a net decrease in trade
accounts receivable and inventory in our trading subsidiaries primarily due to a decline in hydrocarbon

prices and in trading volumes.

Investing activities

In the fourth quarter of 2018, cash used in investing activities decreased by 24 billion RUB, or by 21%,

compared to previous quarter, mostly
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Financing activities

In the fourth quarter of 2018, net movements of short-term and long-term debt generated an outflow of
60 billion RUB
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Litigation and claims

The Group is involved in various claims and legal proceedings arising in the normal course of business.
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Forward-looking statements

Certain statements in this document are not historical facts and are “forward-looking.” We may from time
to time make written or oral forward-looking statements in reports to shareholders and in other
communications. Examples of such forward-looking statements include, but are not limited to:

statements of our plans, objectives or goals, including those related to products or services
statements of future economic performance

statements of assumptions underlying such statements.

Forward looking statements that may be made by us from time to time (but that are not included in this
document) may also include projections or expectations of revenues, income (or loss), earnings (or loss)
per share, dividends, capital structure or other financial items or ratios. Words such as “believes,”
“anticipates,” “expects,” “estimates,” “intends” and “plans” and similar expressions are intended to
identify forward-looking statements but are not the exclusive means of identifying such statements. By
their very nature, forward-looking statements involve inherent risks and uncertainties, both general and
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