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Rationale
On Oct. 24, 2008, Standard & Poor’s Ratings Services revised its outlook on Russian pipeline
operator OAO AK Transneft to negative from stable following a similar action on the
sovereign. At the same time, the ‘BBB+’ long-term corporate credit rating was affirmed.
The outlook revision reflects the Russian government’s diminishing ability to provide
extraordinary support to Transneft. At the same time the possibility of the Russian
government intervening negatively in Transneft’s activities and forcing it to bail out or provide
support to other entities is increasing.
The rating is supported by the company’s unique market position as the key
transporter of Russia’s crude oil production to domestic and export destinations.
Consequently, the company benefits from positive government support, including supportive
tariff regulation. Transneft also benefits from a strong operating profile, historically cautious
financial management, and highly competitive costs compared with those of shipping
alternatives.
Constraining factors include risks associated with the company’s major multibillion
dollar capital projects, primarily the Eastern-Siberia-to-Pacific-Ocean (ESPO) pipeline. While
debt-financed investments for the ESPO pipeline construction have already led to an
anticipated increase in leverage, the tariff for the new route has not yet been determined. In
addition, several other major projects including second stages of the Baltic Pipeline System and
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ESPO are currently under discussion in the Russian government, which could potentially
further increase Transneft’s investment program and consequently weaken credit metrics.
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In first-quarter 2008, the company showed healthy operating results, with revenues increasing
17% year on year on the back of 19% tariff increase, while the operating margin remained a high
60%. Moreover, the 10% extraordinary tariff increase approved by the Federal Tariff Service starting
from Aug. 5, 2008, should help offset interest rate increases on a credit line from state-owned Sberbank
(not rated) and hefty Russian cost inflation. We expect the government to adjust the tariffs in line with
Transneft’s new investment mandates.
We believe the Russian government has the ability to enhance Transneft’s stand-alone credit
quality and we anticipate extraordinary state support for the company in a distress situation. The
ongoing positive influence comes from the largely favorable, albeit opaque, regulation and tariff setting.
This support is incorporated into Transneft’s stand-alone credit quality, which we assess at ‘BBB-’.
The rating currently factors in a further two-notch uplift for likely extraordinary state
support, due to Transneft’s strategic position as the delivery network for most of Russia’s oil output
and the resulting value to the government as a tool of its energy policy. Although still substantial, the
government’s ability to provide support is weakening, as highlighted by the negative outlook on the
sovereign. We continue to use a bottom-up approach when analyzing the rating on Transneft. We
differentiate the rating on Transneft from those on the Russian Federation (foreign currency
BBB+/Negative/A-2; local currency A-/Negative/A-2; Russia national scale ‘ruAAA’) to reflect
Transneft’s position as a separate commercial entity facing both burdens and benefits from its
relationship with the state. We acknowledge that future administrations might treat the company
differently, should the country’s political environment or energy policy change significantly. The
company also faces the risks inherent in Russia’s evolving regulatory and political environment.
Liquidity
Transneft’s liquidity is adequate, taking into account strong state support. The company has a
committed revolving credit line of Russian ruble (RUR) 145 billion ($5.4 billion) from Sberbank, which
matures in October 2014. Under this facility, the company can attract short- and long-term loans to
finance its operations and investment projects, notably for the ESPO pipeline construction. Most of the
short-term maturities of RUR56.5 billion as of Sept. 30, 2008, represent Sberbank loans under this
line. This is offset by RUR33.5 billion in cash, stable monthly revenues of about RUR20 billion, and
availability under the same line of approximately RUR75 billion.
As a weakness, we note that about 30% of Transneft’s cash reserves are deposited in secondand third-tier Russian banks, which may be susceptible to the current financial market stress. We
expect Transneft to be able to attract additional liquidity resources from state-owned financial
institutions should the government require it to start other investment projects. In the longer term, the
company may attract financing in the Eurobond market as it did in July 2008 when it floated its $1.65
billion Eurobond despite already deteriorating financial market conditions. We expect the company’s
free operating cash flow to be heavily negative in 2009, due to ongoing investment activity.

Outlook
The negative outlook reflects our likely downgrade of Transneft if we also downgrade the sovereign,
because the ability of the government and state-owned banks to provide extraordinary support to the
company will diminish in such a scenario.
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The evolution of Transneft’s stand-alone credit quality will depend on how ongoing
investment projects (including the ESPO pipeline) proceed with regard to tariff levels and their
structure, as well as crude volumes. We expect that the company will retain its position as Russia’s sole
oil pipeline network operator and thus its strategic importance to the government.
Unexpected variations in the company’s investment policy could pressure the rating if not
offset by increasing tariffs or other forms of government support, including potential acquisitions of
troubled entities that the government wants to support, which could result in excessive debt increases.

Ratings List
Outlook Action/Ratings Affirmed
To

From

OAO AK Transneft
Corporate Credit Rating

BBB+/Negative/— BBB+/Stable/—

Ratings Affirmed
OAO AK Transneft
Senior Unsecured (4 issues)

BBB+

TransCapitalInvest Ltd.
Senior Unsecured (4 issues*)

BBB+

*Borrower OAO AK Transneft.
NB: This list does not include all ratings affected.
Complete ratings information is available to subscribers of RatingsDirect, Standard & Poor's Webbased credit analysis system, at www.ratingsdirect.com. All ratings affected by this rating action can be
found on Standard & Poor's public Web site at www.standardandpoors.com; under Credit Ratings in
the left navigation area, select Find a Rating, then Credit Ratings Search.

www.standardandpoors.com

3

OAO AK Transneft Outlook Revised To Negative On Similar Sovereign Action; Ratings Affirmed

Published by Standard & Poor's Financial Services LLC, a subsidiary of The McGraw-Hill Companies, Inc. Executive and Editorial offices:
55 Water Street, New York, NY 10041. Subscriber services: (1) 212-438-7280 Option 2. Copyright © 2011 by Standard & Poor’s Financial
Services LLC (S&P).
All rights reserved.
No part of this information may be reproduced or distributed in any form or by any means, or stored in a database or retrieval system,
without the prior written permission of S&P. S&P, its affiliates, and/or their third-party providers have exclusive proprietary rights in the
information, including ratings, credit-related analyses and data, provided herein. This information shall not be used for any unlawful or
unauthorized purposes. Neither S&P, nor its affiliates, nor their third-party providers guarantee the accuracy, completeness, timeliness
or availability of any information. S&P, its affiliates or their third-party providers and their directors, officers, shareholders, employees or
agents are not responsible for any errors or omissions, regardless of the cause, or for the results obtained from the use of such
information. S&P, ITS AFFILIATES AND THEIR THIRD-PARTY PROVIDERS DISCLAIM ANY AND ALL EXPRESS OR IMPLIED WARRANTIES,
INCLUDING, BUT NOT LIMITED TO, ANY WARRANTIES OF MERCHANTABILITY OR FITNESS FOR A PARTICULAR PURPOSE OR USE. In
no event shall S&P, its affiliates or their third-party providers and their directors, officers, shareholders, employees or agents be liable to
any party for any direct, indirect, incidental, exemplary, compensatory, punitive, special or consequential damages, costs, expenses,
legal fees, or losses (including, without limitation, lost income or lost profits and opportunity costs) in connection with any use of the
information contained herein even if advised of the possibility of such damages.
The ratings and credit-related analyses of S&P and its affiliates and the observations contained herein are statements of opinion as of
the date they are expressed and not statements of fact or recommendations to purchase, hold, or sell any securities or make any
investment decisions. S&P assumes no obligation to update any information following publication. Users of the information contained
herein should not rely on any of it in making any investment decision. S&P’s opinions and analyses do not address the suitability of any
security. S&P does not act as a fiduciary or an investment advisor. While S&P has obtained information from sources it believes to be
reliable, S&P does not perform an audit and undertakes no duty of due diligence or independent verification of any information it
receives. S&P keeps certain activities of its business units separate from each other in order to preserve the independence and
objectivity of each of these activities. As a result, certain business units of S&P may have information that is not available to other S&P
business units. S&P has established policies and procedures to maintain the confidentiality of certain non-public information received in
connection with each analytical process.
S&P’s Ratings Services business may receive compensation for its ratings and credit-related analyses, normally from issuers or
underwriters of securities or from obligors. S&P reserves the right to disseminate its opinions and analyses. S&P's public ratings and
analyses are made available on its Web sites, www.standardandpoors.com (free of charge) and www.globalcreditportal.com
(subscription), and may be distributed through other means, including via S&P publications and third-party redistributors. Additional
information about our ratings fees is available at www.standardandpoors.com/usratingsfees.
S&P uses billing and contact data collected from subscribers for billing and order fulfillment purposes, and occasionally to inform
subscribers about products or services from S&P, its affiliates, and reputable third parties that may be of interest to them. All subscriber
billing and contact data collected is stored in a secure database in the U.S. and access is limited to authorized persons. If you would
prefer not to have your information used as outlined in this notice, if you wish to review your information for accuracy, or for more
information on our privacy practices, please call us at (1) 212-438-7280 Option 2 or write to us at: privacy@standardandpoors.com. For
more information about The McGraw-Hill Companies Customer Privacy Policy please visit www.mcgraw-hill.com/privacy.html.
Permissions: To reprint, translate, or quote Standard & Poor's publications, contact: Client Services, 55 Water Street, New York, NY
10041; (1) 212-438-7280 Option 2; or by email to: research_request@standardandpoors.com.

Standard & Poor’s | COMMENTARY

4

