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Company data

Reuters/Bloomberg/Xetra PTR.L/PTR LN/PSET
Sector Resource
Shares (m) 192.0
Daily No. Shares Traded (m) 0.448
Free Float (%) 53.4
52 Week High/Low 63.75/28
Capital Structure

Mkt. Cap (£m) 59.0
Net Debt/(Cash) 6
Deferred consideration N/A
Pref Shares/Non Eq Min N/A
Minority interests N/A
E.V. (Em) 50.1
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Petroneft

Price: 31p

Surprise pipeline arrangement with
Bashneft dramatically improves
project economics

Agreement reduces capital requirement significantly

* Petroneft will build a 60km pipeline north from its 100%-
owned Lineynoye oil fields in the Tomsk Oblast region of
Russia to the Lukpaiskaya pumping station owned by
Bashneft, a state organisation. Bashneft will then transport
Petroneft's oil to the main Transneft pipeline system.

* We estimate a capital cost of approximately $25m for the
pipeline and associated infrastructure.

* Prior to this, we estimate that Petroneft was planning to
spend approximately $75m on a 156km pipeline to the
south, which included an Ob river crossing and a complex
custody transfer station.

Tariff structure very favourable

* Bashneft will charge Petroneft a tariff based on actual costs
in proportion to transferred amounts but will not exceed
the tariff for a similar Transneft segment.

* This allows some room for inflation but caps the tariff at
the Transneft rate, which is very favourable.

Deal greatly increases likelihood of full production in 2009

* Petroneft can now develop its licence in phases from the
north, starting with its Lineynoye and West Lineynoye
fields. Existing fields to the south (Tungolskoye) or potential
new fields (Korchegskaya and West Korchegskaya
prospects) can then be developed incrementally.

* A pipeline to the north simplifies the project's commercial
and technical aspects. There is less funding required, and
the terrain to the north is more favourable for pipeline
construction than that to the south.

* This is expected to facilitate timely ordering and
construction of the pipeline to ensure that the target of
full-scale production in 2009 is met.

Disclosures

Davy is regulated by the Financial Regulator and is a member of the Irish Stock
Exchange and London Stock Exchange. All prices as of close of previous
trading day unless otherwise indicated. For the attention of US clients of Davy
Securities Limited, this third-party research report has been produced by our
affiliate, J & E Davy. Please see further important disclosures at the end of this
report.
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Reduced capital and operating costs

Until now, Petroneft had been considering either building its own
pipeline to the south, across the river Ob, to the Roskino pumping
station (156km in total) or entering into a tariff agreement for

capacity in pipelines to the south owned by other local operators.

Both of these options had drawbacks:

« The capital cost of building the pipeline was high (these costs had
increased dramatically over the past year, and we estimate that
they were likely to have been in the region of $75m), necessitating
a higher degree of certainty in the licence's oil reserves to justify
the expenditure.

« Entering into a tariff agreement would have exposed Petroneft to
potentially unfavourable terms in the future with no alternative
routes to market.

However, the protocol of intent signed by Petroneft and Bashneft,
which defines the details of the infrastructure sharing agreement,
counters both of these concerns:

« Building a shorter pipeline (and using a simplified custody transfer
scheme) reduces Petroneft's capital commitment by approximately
$50m. Petroneft reports that the pipeline economics are positive
based solely on the known reserves in the Lineynoye and West
Lineynoye oil fields in the north of the licence.

« Qil fields further south of the licence (Tungolskoye and potentially
Korchegskaya among others) can be developed incrementally over
time to optimise the overall economics for the company (Petroneft
may alter its proposed work programme in light of this;
Tungolskoye #4 testing has been delayed until February 2008).

« Bashneft is a government-controlled oil and gas producing
company whose production in the region is declining. It needs
Petroneft's oil to keep its pipelines full (and to contribute to its
fixed costs) and has agreed to a long-term tariff agreement that is
very favourable for both Bashneft and Petroneft.

Tariff terms very favourable

The tariff for this operation will be calculated based on actual costs

in proportion to the amount transferred but will not exceed the

Transneft tariff for a similar pipeline segment.

e We had previously estimated public domestic transport costs
(within the Transneft system) to be approximately 60c per barrel.

» We expect the cost of this private transport (to get to the
Transneft system) to be relatively small compared with this figure.

« We believe that Petroneft has secured better terms by dealing with
a government-owned company than would have been possible in
a private deal.
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Supports full production in 2009

The lower capital cost of the pipeline reduces the reserve threshold
required to begin the development phase and should facilitate the
timely ordering of the pipeline. Combined with the relatively
straightforward pipeline route (compared with the previously
proposed pipeline to the south), this deal is expected to facilitate the
start of full-scale production from Licence 61 in 2009.

Valuation - reserves now worth more

e Petroneft is currently trading on an EV per 2P barrel basis of
approximately $3.50/bbl (based on 2P reserves of 33mmbbls of
oil).

e An updated reserve report by Ryder Scott is expected in early
January 2008. We expect a significant upgrade of 2P reserves in
this report after 2007 drilling success. However, we suspect that
the market is already partly discounting this success in the current
share price (so the EV/2P figure will fall when the new reserves are
confirmed).

« Today's pipeline agreement increases the likelihood of Petroneft's
reserves being extracted in 2009 and also improves the economics
of that extraction. The market should therefore pay more for these
reserves, and this should be reflected in a higher share price.
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Important Disclosures

Analyst Certification

Each research analyst primarily responsible for the content of this research report certifies that : (1) the views expressed in this research report accurately reflect
his or her personal views about any or all of the subject securities or issuers referred to in this report and (2) no part of his or her compensation was, is, or will be,
directly or indirectly related to the specific recommendations or views expressed in this report.

Share Ownership Policy

Davy allows analysts to own shares in companies they issue recommendations on, subject to strict compliance with our internal rules governing own-account
trading by staff members.

We would like to advise you that: James McCullough holds shares in Petroneft.

We would like to advise you that: Job Langbroek holds shares in Petroneft.

We are satisfied that our internal policy on share ownership does not compromise the objectivity of analysts in issuing recommendations.

Conflicts of interest

Our conflicts of interest management policy is available at www.davy.ie/ConflictsOfInterest.

Davy acts as stockbroker to Petroneft.

Investors should be aware that this research has been disclosed to the issuer(s) in advance of publication in order to correct factual inaccuracies. We are satisfied
that this has not compromised the report’s objectivity. The remuneration of the analyst(s) who prepared this report is based on various factors including company
profitability, which may be affected to some extent by revenues derived from investment banking.

Davy is approved to act as market-maker in the securities of Petroneft by the Irish Stock Exchange.

Davy is approved to act as market-maker in the securities of Petroneft by the London Stock Exchange.

Davy may have acted, in the past 12 months, as lead manager/co-lead manager of a publicly disclosed offer of the securities in Petroneft.

Investors should be aware that Davy may have provided investment banking services to, and received compensation from Petroneft in the past 12 months or may
provide such services in the future. The term investment banking services includes acting as broker as well as the provision of corporate finance services, such as
underwriting and managing or advising on a public offer.

Other important disclosures

A description of this company is available at www.davy.ie/RegulatoryDisclosures.

A summary of our standard valuation methods is available at www.davy.ie/ValuationMethodologies.

All prices used in this report are as of close on the previous trading day unless otherwise indicated.

A summary of existing and previous price targets for each company under coverage, together with an indication of which of these companies are Davy clients, is
available at www.davy.ie/PriceTargets.

Regulatory information

Davy is regulated by the Financial Regulator and is a member of the Irish Stock Exchange and London Stock Exchange. No part of this document is to be
reproduced without our written permission. This publication is solely for information purposes and does not constitute an offer or solicitation to buy or sell
securities. This document has been prepared and issued by Davy on the basis of publicly available information, internally developed data and other sources
believed to be reliable. Whilst all reasonable care has been taken in the preparation of this document, we do not guarantee the accuracy or completeness of the
information contained herein. Any opinion expressed (including estimates and forecasts) may be subject to change without notice. We or any of our connected
or affiliated companies or their employees may have a position in any of the securities or may have provided, within the last twelve months, significant advice or
investment services in relation to any of the securities or related investments referred to in this document.

US Securities Exchange Act, 1934

This report is only distributed in the US to major institutional investors as defined by S15a-6 of the Securities Exchange Act, 1934 as amended. By accepting this
report, a US recipient warrants that it is a major institutional investor as defined and shall not distribute or provide this report or any part thereof, to any other
person.

Distribution of research to clients of Davy Securities Limited in the US

Davy Securities distributes third-party research produced by its affiliate, J & E Davy.

Davy Securities is a member of FINRA and SIPC and is regulated by the Financial Regulator.

Davy Securities does not act as a market-maker.

Neither Davy Securities nor its affiliates beneficially own more than 1% of any class of common equity securities of this company/these companies.

This information was current as of the last business day of the month preceding the date of the report.

An affiliate of Davy Securities may have acted, in the past 12 months, as lead manager/co-lead manager of a publicly disclosed offer of the securities in Petroneft.

Investors should be aware that an affiliate of Davy Securities may have provided investment banking or non-investment-banking services to, and received
compensation from, Petroneft in the past 12 months or may provide such services in the next three months. The term investment banking services includes
acting as broker as well as the provision of corporate finance services, such as underwriting and managing or advising on a public offer.

Confidentiality and copyright statement

Davy, Research Department, Davy House, 49 Dawson St., Dublin 2, Ireland.
Confidential © Davy 2007.
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