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Note 12. Taxes continued
The following table is a reconciliation of the amount of income tax expense that would result from applying the Russian 
combined statutory income tax rate to income before income taxes to total income taxes:

Year ended 
December 31, 

2008

Year ended 
December 31, 

2007

Income before income taxes 296,204 229,451 

Notional income tax at Russian statutory rate 71,089 55,068 

Increase (reduction) in income tax due to:

Non-deductible items, net 4,698 5,135 

Domestic regional rate differences (1,293) (1,464)

Effect of enacted tax rate changes (1,325) –

Foreign rate differences 2,102 2,168 

Total income tax expense 75,271 60,907 

Taxes receivable include the following:

As of  
December 31, 

2008

As of  
December 31, 

2007

Prepaid profit taxes 21,417  11,228 

Prepaid VAT 8,578  13,727 

VAT recoverable 7,342  20,426 

Other taxes 364  746 

Total taxes receivable 37,701  46,127 

Taxes payable include the following:

As of  
December 31, 

2008

As of  
December 31, 

2007

VAT 22,684  12,759 

Social taxes and contributions 8,503 9,198 

Personal income tax 5,780 5,602 

Profit taxes payable 3,685 1,734 

Property tax 3,117 1,526 

Road tax 86 86

Other taxes 1,937 1,539

Total taxes payable 45,792 32,444

Notes to consolidated financial statements  
continued
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Note 13. Pension benefits
The Company sponsors a post employment and post retirement benefits programme. The primary component of the post 
employment and postretirement benefits programme is a defined benefit pension plan that covers the majority of the Company’s 
employees. This plan is administered by a non-state pension fund, LUKOIL-GARANT, and provides pension benefits. The 
Company also provides several long-term employee benefits such as death-in-service benefit and lump-sum payments upon 
retirement of a defined benefit nature and other defined benefits to certain old age and disabled pensioners who have not vested 
any pensions under the pension plan.

The post employment and post retirement benefits programme was inherited by the Company from the LUKOIL Group as of the  
date of acquisition.

The Company’s pension plan primarily consists of a defined benefit plan enabling employees to contribute a portion of their  
salary to the plan and at retirement to receive a lump sum amount from the Company equal to all past contributions made by the 
employee up to 3.5% of their annual salary. Employees also have the right to receive upon retirement the benefits accumulated 
under the previous pension plan when OOO Eurasia Drilling Company was a subsidiary of the LUKOIL Group. This plan was 
replaced in December 2003. These benefits have been fixed and included in the benefit obligation as of December 31, 2008  
and 2007. The amount was determined primarily based on a formula including past pensionable service and relative salaries  
as of December 31, 2003. 

On December 31, 2006, the Group adopted the provisions of SFAS No. 158, ‘Employers’ Accounting for Defined Benefit Pension 
and Other Post Retirement Plans – an amendment of FASB Statements No. 87, 88, 106, and 132(R).’ This Statement requires 
employers to recognise the funded status of all postretirement defined benefit plans in the statement of financial position with 
corresponding adjustments to accumulated other comprehensive income. The adjustment to accumulated other comprehensive 
income at adoption represents the net unrecognised actuarial gains and unrecognised prior service costs, both of which were 
previously netted against the plan’s funded status in the statement of financial position. These amounts will be subsequently 
recognised as net periodic benefit cost. Further, actuarial gains and losses that arise in subsequent periods and are not 
recognised as net periodic benefit cost in the same periods will be recognised as a component of other comprehensive income. 
These amounts will be subsequently recognised as a component of net periodic benefit cost on the same basis as the amounts 
recognised in accumulated other comprehensive income at adoption of SFAS No. 158.

The Company uses December 31 as the measurement date for its post employment and post retirement benefits programme.  
An independent actuary has assessed the benefit obligations as of December 31, 2008 and 2007.

LUKOIL-GARANT is a multiemployer pension plan in which OOO Eurasia Drilling Company employees participate. The 
information that follows represents the obligations and assets attributable to OOO Eurasia Drilling Company employees 
participating in this pension plan.
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Note 13. Pension benefits continued
The following table provides information about the benefit obligations and plan assets as of December 31, 2008 and 2007.  
The benefit obligations below represent the projected benefit obligation of the pension plan.

2008 2007

Benefit obligations

Benefit obligations as of January 1 12,385 12,519

Actuarial loss/(gain) 1,331 (1,494)

Interest cost 781 825

Service cost 682 581

Benefits paid (829) (914)

Effect of exchange rate changes (2,341) 868

Benefit obligations as of December 31 12,009 12,385

Plan assets

Fair value of plan assets as of January 1 7,525 6,208

Employer contributions 1,292 1,365

Other changes in fair value of individual pension accounts 876 (125)

Return on plan assets 263 288

Interest income on individual pension accounts 213 217

Benefits paid (829) (914)

Effect of exchange rate changes (1,518) 486

Fair value of plan assets as of December 31 7,822 7,525

Funded status (4,187) (4,860)

Amounts recognised in the consolidated balance sheet as of December 31, 2008 and 2007

Accrued pension liability (4,187) (4,860)

Weighted average assumptions used to determine benefit obligations as of December 31, 2008 and 2007:

2008 2007

Discount rate 9.00% 6.40%

Weighted average assumptions used to determine net periodic benefit costs for the year ended December 31, 2008 and 2007:

2008 2007

Discount rate 6.4% 6.60%

Expected return on plan assets 10.49% 9.34%

Notes to consolidated financial statements 
continued
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Note 13. Pension benefits continued
Included in accumulated other comprehensive loss as of December 31, 2008 and 2007, are the following before-tax amounts  
that have not yet been recognised in net periodic benefit cost:

2008 2007

Unrecognised actuarial gain (210) (912)

Amounts recognised in other comprehensive income during the years ended December 31, 2008 and 2007:

2008 2007

Additional loss/(gain) arising during the period 551 (1,363)

Net amount recognised in other comprehensive income for the period 551 (1,363)

The real expected rates of return on bonds and equities are based on what is observed in the international markets over  
extended periods of time. In the calculation of the expected return on assets no use is made of the historical returns LUKOIL-
GARANT has achieved.

In addition to the plan assets, LUKOIL-GARANT holds assets in the form of an insurance reserve. The purpose of this insurance 
reserve is to satisfy pension obligations should the plan assets not be sufficient to meet pension obligations. The Group’s 
contributions to the pension plan are determined without considering the assets in the insurance reserve.

The plans are funded on a discretionary basis through a solidarity account, which is held in trust with LUKOIL-GARANT. LUKOIL-
GARANT does not allocate separately identifiable assets to the Group or its other third party clients. All funds of plan assets  
and other individual pension accounts are managed as a pool of investments.

The asset allocation of the investment portfolio maintained by LUKOIL-GARANT for the Group and its clients was as follows:

Type of assets

As of  
December 31, 

2008

As of  
December 31, 

2007

Russian corporate bonds 36% 33%

Bank deposits 22% 8%

Shares in investment funds 20% 17%

Equity securities of Russian issuers 10% 22%

Promissory notes of Russian issuers 6% 6%

Shares of OAO NK LUKOIL 2% 3%

Russian municipal bonds 2% –

Russian governmental bonds – 2%

Other assets 2% 9%

100% 100%

The investment strategy employed by LUKOIL-GARANT includes an overall goal to attain a maximum investment return, while 
guaranteeing the principal amount invested. The strategy is to invest with a medium-term perspective while maintaining a level  
of liquidity through proper allocation of investment assets. Investment policies include rules and limitations to avoid concentrations  
of investments.
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Note 13. Pension benefits continued
The investment portfolio is primarily comprised of two types of investments: securities with fixed yield and equity securities.  
The securities with fixed yield include mainly high yield corporate bonds. Maturities range from one to three years.

Components of net periodic benefit cost were as follows:

Year ended 
December 31, 

2008

Year ended 
December 31, 

2007

Interest cost 781 825

Service cost 682 581

Less expected return on plan assets (673) (535)

Total net periodic benefit cost 790 871 

Total employer contributions for 2009 are expected to be approximately USD 0.6 million.

Accumulated benefit obligations were USD 10.1 million and USD 11.6 million as of December 31, 2008 and December 31, 2007, 
respectively.

The following benefit payments, which reflect expected future services, as appropriate, are expected to be paid:

2009 2010 2011 2012 2013
5-year period 

2009-2013
5-year period 

2014-2018

Pension benefits 1,131 747 776 882 922 4,458 4,291

Lump sum payments upon 
retirement, death and disability 648 546 559 558 602 2,913 3,266

Total expected benefits to be paid 1,779 1,293 1,335 1,440 1,524 7,371 7,557

Note 14. Fair value of financial instruments
The fair values of all financial instruments are approximately equal to their carrying values as disclosed in the consolidated 
financial statements. Fair values were determined based on discounted cash flows using estimated market interest rates for 
similar financial arrangements.	

Note 15. Cost of services
Cost of services includes the following:

Year ended 
December 31, 

2008

Year ended 
December 31, 

2007

Materials 463,679 323,872 

Services of subcontractors 482,366 336,615 

Wages and salaries 294,042 233,323 

Fuel and energy 93,305 57,888 

Transportation of employees to drilling fields 43,307 27,714 

Leasing and rent 17,350 11,331 

Other 59,669 40,737 

Total cost of services 1,453,718 1,031,480 

Notes to consolidated financial statements  
continued
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Note 16. Stockholders’ equity
Common and treasury stock

Year ended 
December 31, 

2008

Year ended 
December 31, 

2007

Authorised and issued common stock, par value 0.01 US dollar each 146,865,243 146,865,243

Treasury stock (9,557,245) –

Issued and outstanding common stock, par value 0.01 US dollar each 137,307,998 146,865,243 

Authorised
The Company’s authorised common shares consisted of 50,000 shares with a par value of USD 1 per share as of  
December 31, 2006.

On July 31, 2007 the Stockholders declared a 2,500-to-1 stock split. In connection with the stock split, the Stockholders have 
approved an amendment to the articles of association to increase the number of authorised common stock from 50,000 to  
125 million and to decrease the par value of each share of outstanding common stock from USD 1 per share to USD 0.01 per 
share. As a result, the Company transferred USD 1.2 million from additional paid-in capital to common stock, representing the  
par value of additional stock issued to the Stockholders. Earnings per share amounts shown in these consolidated financial 
statements for all periods reflect this stock split.

On July 31, 2007 the Stockholders approved an amendment to the articles of association to increase the number of authorised 
common stock from 125 million to 250 million.

Issued and outstanding
The Company’s issued and outstanding common shares consisted of 50,000 shares with a par value of USD 1 per share  
as of December 31, 2006. As a result of stock split mentioned above, the number of issued and outstanding common stock 
comprised of 125 million as of July 31, 2007.

In connection with the Company’s Initial Public Offering, the Company issued an additional 19,148,936 common shares  
on November 1, 2007 and 2,716,307 common shares on December 5, 2007. 

The number of issued and outstanding common shares was 146,865,243 with a par value of USD 0.01 per share as  
of December 31, 2007.

In October 2008 the Company announced stock buy-back programme and acquired 9,557,245 shares of common stock. 
As of December 31, 2008 the Company had 9,557,245 shares of common stock held as treasury stock recorded at cost. 
The number of issued and outstanding common shares was 137,307,998 with a par value of USD 0.01 per shares as of 
December 31, 2008.

Dividends and dividends limitations
Profits available for distribution from the Company’s Russian subsidiaries to the Company in respect of any reporting period are 
primarily determined by reference to the statutory financial statements of the these subsidiaries prepared in accordance with the 
laws of the Russian Federation and denominated in Russian rubles. Under Russian Law, dividends are limited to the retained 
earnings as set out in the statutory financial statements of the Company’s Russian subsidiaries. These laws and other legislative 
acts governing the rights of stockholders to receive dividends are subject to various interpretations.

Retained earnings of the Company’s Russian subsidiaries were RUR 14.3 billion and RUR 9.6 billion, respectively as of 
December 31, 2008 and 2007, pursuant to the statutory financial statements, which at the US dollar exchange rates as of 
December 31, 2008 and 2007 amount to USD 487 million and USD 391 million, respectively.
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Note 16. Stockholders’ equity continued
At the Board of Directors meeting on December 16, 2008, dividends were declared for 2008, in the amount of USD 0.25 per 
common share. Dividends payable by the Company of USD 34 million are included in ‘Accounts payable and accrued liabilities’  
in the consolidated balance sheet.

The Stockholders declared dividends of USD 200 per pre split common share for 2007 on July 16, 2007 totalling USD 10 million.

Earnings per share
The calculation of earnings per share for these years was as follows:

Year ended 
December 31, 

2008

Year ended 
December 31, 

2007

Net income available for common stockholders  220,933  168,544

Weighted average number of outstanding shares (post split)  146,126,927  128,341,261

Basic earnings per share of common stock (US dollars)  1.51  1.31

There is no potential dilution in earnings available to common stockholders and as such diluted earnings per share  
are not disclosed.

Note 17. Commitments and contingencies
Commitments
Commitments for provision of drilling services
Under the terms of sale and purchase agreement between Eurasia Drilling Company Limited and OAO NK LUKOIL, the Group 
has committed to rendering future drilling services to LUKOIL Group Companies. 

Under this agreement the Group will provide drilling services to the LUKOIL Group and precise terms of rendering of such 
services will be set by signing annual well construction contracts with the LUKOIL Group starting from January 1, 2005 through 
December 31, 2009. The estimated level of drilling to be performed by the Group during this five-year period was agreed at  
a minimum of 6.5 million metres. The estimated revenues for the developmental drilling services set out in the contract at the  
date of acquisition were RUR 73.19 billion (USD 2.5 billion). The prices for drilling services under these contracts are reviewed  
on an annual basis based on market prices. 

Under the terms of the contract, drilling services of at least USD 629 million will be provided by the Group during 2009.
In the event of any agreed change in the scope of work or any failure to provide or fulfill the agreed scope of work by either  
party, Eurasia Drilling Company Limited or OAO NK LUKOIL, during the years 2005 to 2009, as well as in the event of any 
consequences arising out of such party’s failure to fulfill its obligations, the defaulting party shall compensate to the other party 
any reasonable losses. Such compensation may be equal to the share of the reduced revenues, in the form of the provision  
or fulfillment of other types of contracted work, as well as any penalties applicable under the contract.

Notes to consolidated financial statements  
continued
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Note 17. Commitments and contingencies continued
Insurance
The insurance industry in the Russian Federation and certain other areas where the Group has operations is in the course of 
development. Management believes that the Group has adequate property damage coverage for its main production assets. 
In respect of third party liability for property and environmental damage arising from accidents on Group property or relating  
to Group operations, the Group has insurance coverage that is generally higher than insurance limits set by the local legal 
requirements. Management believes that the Group has adequate insurance coverage of the risks, which could have a material 
effect on the Group’s operations and financial position.

Litigation
The Group is involved in various claims and legal actions arising in the normal course of business. It is the opinion of 
management that the ultimate disposition of these matters will not have a material adverse effect on the Group’s consolidated 
financial position, results of operations, or liquidity.

Environmental obligations
Group companies have operated in the Russian Federation, Kazakhstan and Turkmenistan for several years. Environmental 
regulations are currently under consideration in these countries. Group companies routinely assess and evaluate their obligations 
in response to new and changing legislation.

As liabilities in respect of the Group’s environmental obligations are able to be determined, they are charged against income over the 
estimated remaining lives of the related assets or recognised immediately depending on their nature. The likelihood and amount of 
liabilities relating to environmental obligations under proposed or any future legislation cannot be reasonably estimated at present 
and could become material. Under existing legislation, however, management believes that there are no significant unrecorded 
liabilities or contingencies, which could have a materially adverse effect on the operating results or financial position of the Group.

Taxation 
The taxation system in the Russian Federation, Kazakhstan and Turkmenistan is relatively new and is characterised by frequent 
changes in legislation, official pronouncements and court decisions, which are often unclear, contradictory and subject to varying 
interpretation by different tax authorities. Taxes are subject to review and investigation by a number of authorities, which have the 
authority to impose severe fines, penalties and interest charges. A tax year remains open for review by the tax authorities during 
the three subsequent calendar years; however, under certain circumstances a tax year may remain open longer. Recent events 
within the Russian Federation suggest that the tax authorities are taking a more assertive position in their interpretation and 
enforcement of tax legislation.

The tax authorities in each region may have a different interpretation of similar taxation issues which may result in taxation issues 
successfully defended by the Group in one region being unsuccessful in another region. There is some direction provided from 
the central authority based in Moscow on particular taxation issues.

These circumstances may create tax risks that are substantially more significant than in other countries. Management believes 
that it has provided adequately for tax liabilities based on its interpretations of applicable tax legislations, official pronouncements 
and court decisions. However, the interpretations of the relevant authorities could differ and the effect on these consolidated 
financial statements, if the authorities were successful in enforcing their interpretations, could be significant.
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Note 18. Related party transactions
In the rapidly developing business environment in the Russian Federation, companies and individuals have frequently used 
nominees and other forms of intermediary companies in transactions. The senior management of the Company considers that 
the Group has appropriate procedures in place to identify and properly disclose transactions with related parties in this 
environment and has disclosed all of the relationships identified which it deemed to be significant.

In 2008 and 2007, the Group purchased well construction and related services and equipment from an affiliated company, 
PetroAlliance Services Company Limited (‘PAS’), of USD 29.8 million and nil, respectively (2007: USD 23.9 million and  
USD 18.3 million, respectively). Amounts payable to PAS were USD 2.8 million and USD 4.2 million as of December 31, 2008  
and 2007, respectively. During 2008, the Group provided drilling services to PAS of USD 6.3 million (2007: USD 3.1 million). 
Amounts receivable from PAS were USD 0.9 million and USD 0.8 million as of December 31, 2008 and 2007, respectively.  
A stockholder of the Company was the chairman of the Board of Directors of PAS as of December 31, 2008.

In 2006 the Group received property, plant and equipment under capital lease from an associated company OAO LK Leasing, with  
a carrying value of USD 11.7 million. Capital lease obligations as of December 31, 2008 were USD 3.1 million (2007: USD 13.8 million).

In 2007 the Group purchased drilling equipment from OAO LK Leasing with a carrying value of USD 19.2 million. Amounts 
payable to LK Leasing for the equipment were USD 1.5 million as of December 31, 2007.

The Company’s General Counsel, Douglas Stinemetz, is a partner with The Stinemetz Law Firm. During 2008 and 2007 the firm 
billed the Company for costs and expenses of USD 1.6 million and USD 0.3 million, respectively. Mr. Stinemetz is not otherwise 
paid for his services as the Company’s General Counsel.

In 2007 and 2006, the Company received long-term loans of USD 10 million and USD 60 million from its stockholders, 
respectively (refer to note 11). Interest expense of USD 6.0 million and USD 5.8 million was recognised and paid during 2008  
and 2007, respectively. The outstanding balance was USD 70 million as of December 31, 2008 and 2007.

Notes to consolidated financial statements  
continued
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Note 19. Segment information
Presented below is information about the Group’s operating and geographical segments for the periods ended December 31, 
2008 and 2007, in accordance with SFAS No. 131, ‘Disclosures about Segments of an Enterprise and Related Information.’
The Group has two operating and geographical segments: on-shore drilling conducted in the CIS and off-shore drilling 
conducted in the Caspian Sea. These segments are based upon the Group’s organisational structure, the way in which these 
operations are managed, the availability of separate financial results, and materiality considerations. Management, on a regular 
basis, assesses the performance of these operating segments. The operations of the off-shore drilling services segment 
commenced on December 20, 2006 upon the acquisition of EDC Shelf Limited (formerly LUKOIL Shelf Limited) and AstraOrient 
Limited (formerly LUKOIL Overseas Orient Limited). In 2007, the Company established a Russian subsidiary, OOO BKE Shelf, to 
operate its off-shore drilling services segment. It is planned to transfer all operations from EDC Shelf Limited to OOO BKE Shelf.
Geographical segments have been determined based on the area of operations and include two segments. They are CIS and 
the Caspian Sea.

Segment detailed information is summarised as follows:

For the year ended December 31, 2008
Onshore drilling 

services (CIS)

Offshore drilling 
services  

(Caspian Sea) Consolidated

Total revenue 2,042,025 59,754 2,101,779 

Net income 217,654 3,279 220,933 

Total assets 1,387,326 58,209 1,445,535 
 

For the year ended December 31, 2007
On-shore drilling 

services (CIS)

Off-shore drilling 
services  

(Caspian Sea) Consolidated

Total revenue 1,451,421 40,768 1,492,189 

Net income 162,252 6,292 168,544 

Total assets 1,303,042 56,761 1,359,803 

Note 20. Concentration of credit risk and sales
A significant proportion of the Group’s operations are with LUKOIL Group companies and as such the Group has significant 
concentrations of credit risk with the LUKOIL Group.

Included in the Group’s sales and accounts receivables are the following transactions and balances with LUKOIL Group companies.

2008 2007

Sales for the year ended December 31 1,555,966 1,188,929

Accounts receivable as of December 31 100,855 176,350
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Note 21. Incentive Compensation Plan
In March 2008, the Company introduced an incentive plan to certain members of management (‘participants’) for a five year 
period from January 1, 2008. Compensation under this plan is based on a multiple of the participants’ annual salary and  
adjusted for: 

• �A percentage determined by the increase in the quoted price of the Company’s stock from a pre-determined Starting Price  
to the closing price of the stock in the particular year (‘Factor’); and 

• �The year of compensation under the plan.

The Factor ranges from 0% (where the increase in the stock price is less than 5%) to 100% (where the increase in the stock price 
is greater than 20%) for any given year during the five year period. 

The percentages applied to each of the years under the plan are equal to 12% for 2008, 15% for 2009, 18% for 2010, 25%  
for 2011 and 30% for 2012.

The Starting Price for the 2008 year was USD 27.09 and has been determined with reference to the quoted market price of the 
Company’s shares on the London Stock Exchange (‘LSE’). The Starting Price is determined at the beginning of each year based 
on an average quoted stock price for the last 20 trading days of the preceding year.

The rights to compensation under this plan vest yearly, immediately after the final trading day of the compensation year if the 
participants are still employed or otherwise in good standing with the Company. The participants may elect to receive 
compensation under this plan in the form of either cash or the Company’s GDR’s.

The fair value of the plan was estimated using the Monte Carlo simulation method for the years 2008 to 2012, assuming  
a risk-free interest rates of 0.37% and 1.55% that are based on the yield of one and five year US Treasury securities as of the 
valuation date, respectively, expected term of five years and a volatility factor of 48%.

The expected volatility factor was estimated based on the average historical volatility of comparable companies’ shares for up to 
previous 5 year period ranged from 40 to 86%. The average and median of these were 56% and 48%, respectively. A portion of 
the award vests upon completion of each plan year and no restrictions apply thereafter. Therefore, no post vesting discount has 
been applied.

The grant date fair value of the plan was estimated at USD 21 million by an independent consulting firm. The Company has 
approximately USD 16.8 million of unrecognised compensation expense as of December 31, 2008 that will be accrued up  
to 2012.

During 2008, there were no awards of cash or stock in regard to the stock incentive plan. The Group recognised USD 4.2 million 
of compensation expense during the year ended December 31, 2008 based upon projections for the entire five year period. 
Related liability of USD 4.2 million is included in ‘Accounts payable and accrued liabilities’ of the consolidated balance sheet  
as of December 31, 2008.

Notes to consolidated financial statements  
continued
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of the Caspian Sea.
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