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Research Update:

Russian Oil Transporter Transneft 'BB+' FC And
'BBB-' LC Ratings Affirmed; Outlook Stable

Overview

 Despite Transneft's large capital expenditures and exposure to foreign
exchange ri sk, our assessnent of the conmpany's 'bbb' stand-al one credit
profile remai ns unchanged t hanks to the conpany's nonopoly position in
oil pipeline transportation and solid credit netrics.

* W regard Transneft as a critically inportant entity for the Russian
econonmy, with very strong links with the governnent; and we cap our View
of Transneft's creditworthiness at the |level of the sovereign rating.

« W are therefore affirmng our 'BB+ foreign currency and 'BBB-' |oca
currency long-termratings on Transneft.

» The stable outlook mrrors that on Russia.

Rating Action

On Feb. 15, 2017, S&P d obal Ratings affirned its 'BB+ foreign currency and
"BBB-' local currency long-termcorporate credit ratings on Russia-based QAO
AK Transneft, nonopoly operator of oil pipeline networks. The outl ook is
stabl e.

We also affirned our 'BB+ issue rating on the conmpany's $1.05 billion senior
unsecured notes due 2018.

Rationale

The affirmation reflects that, although we assess Transneft's stand-al one
credit profile (SACP) at 'bbb', we continue to cap the rating on the conmpany
at the level of our sovereign credit rating on the Russian Federation. This is
based on our view of Transneft's very strong |links with the Russian

gover nnent .

We believe there is an extrenely high Iikelihood of extraordinary support for
Transneft fromthe government. Transneft plays a critical role in the
functioning of the Russian oil industry, which is the major source of the
government's tax revenues and national incone. W continue to see a very
strong |ink between the conmpany and its sharehol der, the Russian governnent,
whi ch hol ds 100% of voting shares. The state appoints the conpany's board
menbers, and fully controls the conpany's strategy, tariffs, and key

i nvestment projects. We understand, however, that Transneft autononously
manages its day-to-day operations and financing activities.
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In our view, in the event of sovereign stress, the conpany woul d not be
sufficiently insulated fromnegati ve government interventions, such as
pressures to support other governnent-related, strategic, or socially

i mportant entities, or pay higher dividends. Al so, Transneft's business
primarily focuses on donestic operations. Although the conpany resells oil to
China to repay its loan to the China Devel opnent Bank, Transneft does not
produce this oil, and we understand that the margin on these operations is

m ni mal

G ven our current assessnment of Transneft's SACP, we do not apply to the
rating any uplift for governnent support. However, we believe that governnment
support potentially protects the rating fromdownside risk if Transneft's SACP
were to deteriorate.

Transneft benefits fromits natural nonopoly status in transporting about 90%
of Russia's oil production. Russia is one of the world's |largest crude oi
producers and exporters. W view transportation volune risk as low at |least in
the next three to five years, because Russia's oil production has proven
resilient to oil price fluctuations. We do not expect Russia's current
conmtrments to cut oil production to affect Transneft's operations because the
i mpl ementation is uncertain. Even if volumes decline sonmewhat, average
transportation di stances could increase as oil conpanies would be interested
in increasing the share of further-away fields subject to material tax cuts.

We view Transneft's tariff regulation systemas adequate, as it enables the
conpany to fully cover its costs and nost capital expenditures (capex), and
supports fairly stable robust profitability, with expected EBI TDA nargi n above
40% The governnent's decision to adjust tariffs by 90% 100% of expected
inflation provides sone visibility on tariffs overall, although we acknow edge
that tariff adjustnments are currently well below historical double-digit

| evel s. Nevert hel ess, the decision-maki ng process regardi ng Transneft's capex
and the tariffs for certain new routes (notably Zapoliarie-Purpe and
Kuyumba- Tai shet) could still be opaque and politicized, in our view.
Furthernore, we think that Transneft's exposure to country risk in Russia is
hi gh.

We expect Transneft's core credit netrics to remain solid, with debt to EBI TDA
of 1.0x-1.5x and funds from operations (FFO to debt of above 60% on average
in the next three years. W expect negative free operating cash flow (FOCF) in
2017, due to heavy capex on a number of key projects, notably the ESPO
expansi on and oil product pipelines. Due to heavy and largely conmtted capex,
we now view Transneft's liquidity as adequate, versus strong previously. The
conpany faces sone foreign exchange risk, as about 70% of debt is denoni nated
in US. dollars, while revenues are nostly in rubles. Still, Transneft's
manageabl e debt and solid foreign currency-denomnated |iquid assets partially
mtigate this risk.

Because of heavy capex and potential ruble weakeni ng under our base-case
scenario for the sovereign in 2017, we do not rule out that Transneft's
adj usted debt could increase and FFO to debt in 2017 coul d be slightly bel ow
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60% Still, we expect a rebound in 2018, as the conpany conpletes sonme of its
top projects and repays some foreign currency-denom nated debt.

Qur assessnment of Transneft's SACP factors in uncertainties related to the
conpany's financial policy. W see a risk that the conmpany's currently | ow
debt coul d increase because of higher capex or |larger dividends, if so
directed by the governnent.

In our base-case scenario, we assumne:

e Ol transportation tariff adjustment of 90% 100% of governnent - proj ect ed
consuner price index in 2017-2020.

* Relatively stable transportation vol unes.

e Potential ruble weakening, in line with our base case for Russia, to
wei gh on 2017 credit netrics.

 The conpany to gradually prepay its foreign currency-denon nated debt and
continue to keep a large part of its cash in foreign currency, to hedge
associ ated ri sk.

e Capex in 2017 of nore than RUB300 nmillion, broadly in line with 2016
| evel s, including the ESPO expansi on, the North and South oil product
pi pelines, and material investnments in supporting the existing vast
net wor k.

 Capex to npderate to RUB230 billion-RUB250 billion from 2018, when the
key projects are conpl et ed.

e Higher dividends in 2017.

e Achi evenent of 25% of consolidated net incone, inline with the conpany's

policy.

Based on these assunptions, we arrive at the followi ng credit measures:
* FFO to debt of above 60% on average, with a low slightly bel ow 60% i n
2017 followed by a strong rebound to confortably above 60%in 2018 once
key projects are conpleted, and positive FOCF starts to reduce adjusted
debt .
 Negative FOCF in 2017.
e FOCF returning to positive, between RUB50 billion and RUB100 billion, in
2018 and beyond.
Liquidity
We now view liquidity as adequate, with the ratio of liquidity sources to
liquidity uses above 1.3x. W believe that Transneft's status as a
government-rel ated entity supports its stable relationships with | ocal banks
and its standing on the local credit market, even if access to internationa
capital markets has been uncertain for Russian issuers for geopolitica
reasons. W believe that the conpany has generally prudent risk managenent.
Furt hernore, although Transneft reported | osses of RUB19 billion in defaulted
banks in 2015 and net RUB75.3 billion on derivatives in 2014, these |osses

wer e manageabl e gi ven the conmpany's solid cash bal ances and sound credit
nmetrics.

At year-end 2016, we estimate that Transneft's principal liquidity sources
i ncl uded:
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e Sizable cash and short-term financial assets exceeding RUB300 nillion. W
understand that nost cash is held with first-tier Russian banks and
short-termfinancial assets are |iquid.

e FFO of RUB300 nmillion-RUB350 mllion

We do not include in liquidity sources proceeds fromthe pending sale of its
stake in Novorossiysk Comrercial Sea Port PJSC (BB-/Stable/--; ruAA-/--/--)
because the details and tinmng of this sale are uncertain at this stage.

At the same time, we calculate that Transneft's principal liquidity uses
i ncl uded:
* Large capex program of nmore than RUB300 million, including new projects

and nai ntenance capex. We believe that nost key projects are committed.

e Short-termmaturities of about RUB87 billion

» Dividends, which we expect to increase fromthe 2016 level, in line with
the conpany's policy to pay out 15% 25% of net incone.

 Potential working capital outfl ows.

Outlook

The stable outl ook on Transneft mrrors our outl ook on the sovereign

Qur current assessment of Transneft's SACP factors in our assunption that the
conpany will achieve FFO to debt above 60% on average for the next three
years. Even if the ratio is slightly below this target, we expect it wll
rebound in 2018, when noderating capex should facilitate positive FOCF

Downside scenario

W woul d | ower the rating on Transneft if we were to | ower the ratings on the
sovereign. W& do not expect to rate Transneft above the soverei gn because of
our view of very strong |links between the company and t he governnent, which
could |l eave room for potential negative governnent interference. Al so, we view
Transneft as a donestically-focused conpany exposed to country risks in
Russi a.

W may revise our assessment of Transneft's SACP if FFO to debt were

consi stently bel ow 60% and FOCF renni ned negative. This could happen if capex
doesn't decline after 2018, if foreign exchange fluctuations constrain credit
netrics beyond our current expectations, if costs increase well above tariffs,
or if dividends are markedly higher than our current expectations, which we
currently do not expect.

G ven our expectation of an extrenely high |ikelihood of extraordinary state
support, downside risk to the local currency rating could stemfroma
deterioration of the conmpany's SACP by three notches (or a full category) to
our 'bb' category. For us to consider a negative action on the foreign
currency rating, the SACP woul d have to decline even further to '"b+ . This is
far from our base-case scenario.
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Upside scenario
Upsi de potential hinges on the sovereign rating on Russia. W would raise our
rating on Transneft in the event of a sovereign upgrade.

Ratings Score Snapshot

Corporate Credit Rating:

Forei gn currency: BB+/ Stable/--
Local currency: BBB-/Stable/--

Busi ness risk: Satisfactory

Country risk: High
Industry risk: Very |ow
Conpetitive position: Satisfactory

Fi nanci al risk: Mbdest

Cash fl ow Leverage: Modest

Anchor: bbb+

Modi fiers

Diversification/Portfolio effect: Neutral (no inpact)
Capital structure: Neutral (no inpact)

Liquidity: Strong (no inpact)

Fi nanci al Policy: Negative (-1 notch)

Managenent and governance: Fair (no inpact)
Conparabl e rating anal ysis: Neutral (no inpact)

St and-al one credit profile: bbb

Sovereign rating: BBB- local currency, BB+ foreign currency
Li kel i hood of governnent support: Extrenely high

Related Criteria

General Criteria: S& dobal Ratings' National And Regi onal Scal e Mapping
Tabl es, June 01, 2016

Ceneral Criteria: Rating Governnment-Related Entities: Methodol ogy And
Assunptions, March 25, 2015

Criteria - Corporates - Ceneral: Methodol ogy And Assunptions: Liquidity
Descriptors For d obal Corporate |Issuers, Dec. 16, 2014

CGeneral Criteria: National And Regional Scale Credit Ratings, Sept. 22,
2014

Ceneral Criteria: Methodol ogy: Industry Risk, Nov. 19, 2013
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e CGeneral Criteria: Group Rating Methodol ogy, Nov. 19, 2013

e CGeneral Criteria: Country Ri sk Assessment Met hodol ogy And Assunpti ons,
Nov. 19, 2013

e Criteria - Corporates - Ceneral: Corporate Methodol ogy: Ratios And
Adj ustments, Nov. 19, 2013

e Criteria - Corporates - Ceneral: Corporate Mthodol ogy, Nov. 19, 2013

» CGeneral Criteria: Ratings Above The Sovereign--Corporate And Governnent
Rati ngs: Met hodol ogy And Assunptions, Nov. 19, 2013

 CGeneral Criteria: Methodol ogy For Linking Short-Term And Long- Term
Rati ngs For Corporate, Insurance, And Sovereign |ssuers, My 07, 2013

e CGeneral Criteria: Methodol ogy: Managenent And Governance Credit Factors
For Corporate Entities And Insurers, Nov. 13, 2012

e CGeneral Criteria: Stand-Alone Credit Profiles: One Conmponent OF A Rating,
Cct. 01, 2010

e Ceneral Criteria: Use OF CreditWatch And Qutl ooks, Sept. 14, 2009

e Criteria - Corporates - Ceneral: 2008 Corporate Criteria: Rating Each
| ssue, April 15, 2008

Ratings List
Rati ngs Affirned

QAO AK Transneft
Corporate Credit Rating

Forei gn Currency BB+/ St abl e/ - -
Local Currency BBB-/ St abl e/ - -
Seni or Unsecured BB+

TransCapital | nvest Ltd.
Seni or Unsecur ed BB+

Additional Contact:
Industrial Ratings Europe; Corporate_Admin_London@spglobal.com

Certain terns used in this report, particularly certain adjectives used to
express our view on rating relevant factors, have specific neani ngs ascribed
to themin our criteria, and should therefore be read in conjunction with such
criteria. Please see Ratings Criteria at ww. st andardandpoors.com for further

i nfornati on. Conplete ratings information is available to subscribers of

Rati ngsDi rect at www. gl obal creditportal.comand at spcapitaliqg.com All
ratings affected by this rating action can be found on the S& d obal Rati ngs'
public website at www. st andardandpoors.com Use the Ratings search box | ocated
inthe left colum. Alternatively, call one of the follow ng S& d obal
Ratings nunbers: Cient Support Europe (44) 20-7176-7176; London Press Ofice
(44) 20-7176-3605; Paris (33) 1-4420-6708; Frankfurt (49) 69-33-999-225;

St ockhol m (46) 8-440-5914; or Mscow 7 (495) 783-40009.
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